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I. SUMMARY

At the onset of the 1990’s, East European leaders see themselves
increasingly compelled to undertake overdue economic and politi-
cal reforms, as they are faced with an accelerating process of
reform in the Soviet Union, bleak economic developments, political
instability and social unrest at home, declining competitiveness in
international markets, the potential of a “Fortress Europe” and
rapid technological change.

East European leaders have until recently resisted demands for
comprehensive reform.! Insofar as reform had a place in Eastern
Europe in the past, it was traditionally instituted as a means of re-
inforcing four primary objectives which defined the “contract” be-
tween rulers and ruled: (1) Ensuring successful maintenance of a
one-party Communist system; (2) technological modernization of
the economy; (3) maintenance of internal and external policies sat-

*John P. Hardt is the Associate Director for Research Coordination and is a Senior Specialist
in Soviet Economics at the Congressional Research Service.

**Sheila N. Heslin is Senior Research Assistant in Soviet Economics at the Congressional Re-
search Service.

This introduction provides a synthesis of pressures for reform and economic, political and
social developments throughout Eastern Europe and Yugoslavia. In our judgment, we faithfully
represent the substance of the analyses contained in the volumes. The interpretations and con-
clusions reached in the introduction are, however, those of the two authors rather than those of
any of the contributors or the Joint Economic Committee of the Congress.

! Comprehensive reform is defined as a process of systemic change in the economic, political
and social spheres. The term comprehensive reform implies the necessity for radical reform in
all aspects of the Stalinist centrally planned model. In the long term, comprehensive reform
should result in the formation of a market-oriented, multiparty state which is more efficient,
has higher standards of living, is able to compete effectively and seeks integration into the
global economy.
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isfactory to the Soviet Union, particularly with regard to following
CMEA and Warsaw Pact policies; in return for (4) the prospect of
consistently increasing standards of living for the population.
Many argue that past reform efforts may be viewed as short-term
tactical concessions set forth to satisfy a_ key objective or as a
means of gaining particular economic or political advantages. Such
reforms were undermined as old principles superceded market-ori-
ented reforms either by decree or by lack of full implementation.

The domestic economic and political constraints in Eastern
Europe throughout the 1980’s have given impetus to a broad range
of reforms. Among the most visible signs of failure are the chronic
economic deficiencies in Eastern Europe. Economic growth has re-
mained low or negative. Capital and labor productivity have stead-
ily declined. Scarce investment funds have often been put into up-
grading or building noncompetitive industrial sectors and, as a
result, technological innovation has made little progress. Several
countries face rising debt service in combination with inadequate
hard currency earnings. Often, these nations have employed strate-
gies of debt repayment which have resulted in substantial decapita-
Tization of the industrial sector and a loss of competitiveness on
international markets.

As a result of economic inefficiencies and political mismanage-
ment, standards of living have fallen throughout Eastern Europe in
the 1980’s. Social conditions, particularly environmental, have
worsened, in some cases to explosive proportions. Popular pressure
for change has increased, indicating that traditional methods of
policymaking may only result in limited economic improvement.
Many have come to believe that systemic change is required to
create the type of efficient, innovative economy that may compete
effectively in the 21st century and which grants its population
more room for political diversity. Since the advent of perestroika
and glasnost, that belief has begun to be vocally expressed and
transformed into substantial internal pressure for reform.

Soviet perestroika presents an inescapable challenge to all East
European regimes to review their economic and political model and
to establish a system which works—at home, in the CMEA and in
world markets. Experts suggest that the Soviet leadership under
Gorbachev has taken the deliberate decision to distance itself from
Eastern Europe, allowing for a greater diversity in their economic
and political framework. However, the Soviet Union’s influence
continues to be strongly felt insofar as East European leaders are
faced with two options: either to follow and possibly even surpass
the depth of reform undertaken by the Soviet Union or to attempt
to isolate their own systems from the Soviet example to the degree
possible. Thus, the Gorbachev Doctrine works through example:
distance or alignment under the aegis of reform. Failure to ac-
knowledge reform, however, has been ruled out as an option for
Eastern Europe.

The Soviet challenge has been interpreted widely and has
prompted a wide range of response in Eastern Europe. pecifically,
since the Soviet leadership has gone far in repudiating the Brezh-
nev Doctrine, East European leaders can no longer use Moscow as
an explanation for failure to adopt political and economic reform.
Instead, East European governments will be required to justify
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policy choices to their own population which compares the domes-
tic system to other East European and even Western politico-eco-
nomic models. Such public debate is likely to turn into pressure for
systemic reform, particularly in those countries where the populace
perceives economic decline or mismanagement and lack of individ-
ual freedom.

On the economic side, the Soviet Union has made it clear that it
would like a more’efficient, productive CMEA. Ideally, market-ori-
ented economies could pool resources, establish a division of labor
and compete in a technologically driven global economy. As long as
the CMEA could be considered another aspect of Soviet domination
by many East European nations it has failed to achieve such objec-
tives in the past. In the future, unless all of the economies adopt
some form of market-oriented reform, the type of cooperation and
the degree of efficiencies which Gorbachev has envisioned will be
difficult to achieve. In addition, as the Soviet Union becomes inte-
grated into the global economy, East European nations will no
longer simply be able to be the best producers in the East. Instead,
they will be required to compete effectively according to the pre-
vailing international standards.

Western nations have, in the past, considered those East Europe-
an countries which showed relative political or economic independ-
ence from Moscow, as reformers. The most advanced reformers
were defined as those which guaranteed the highest degree of indi-
vidual freedoms. Sole reliance on this method of differentiating be-
tween East European nations has become increasingly obsolete.
Now, Western nations and international organizations are begin-
ning to identify new indicators of success: economic performance—
growth and improved standards of living; modernization resulting
in improvements in efficiency and quality of goods; access to and
competitiveness in the global market place; and political stability
based on pluralism, free elections and democratization.

Increasingly, Western nations are beginning to link progress to-
wards systemic reform to preferential economic and political treat-
ment. This is most evident in the policies of the recently estab-
lished Group of 24,2 coordinated by the European Community. Par-
ticipating nations have agreed that economic reform should be en-
couraged by linking aid to economic progress and by targeting the
private sector of reforming countries. While this new Western con.
ditionality is weak in some of the bloc nations, those countries
which still have substantial hard currency debts are presented
with wide ranging conditions for reform by Western lenders on
whom they depend to reschedule debt or finance modernization to
undertake economic and political reform.

Insofar as the Soviet challenge and pressure by Western credi-
tors to reform have elicited ambiguous or even negative responses
from several East European leaders, emerging global trends make
economic reform and integration into the global economy a precon-
dition for those East European nations which attempt to regain
competitiveness, economic growth and higher living standards. The

2 The Group of 24 has been formed to organize support for economic reform in Poland and
Hungary. The 24 nations participating include the 12 EC member states, the 6 member states of
EFTA, and the United States, Canada, Japan, Australia, New Zealand, and Turkey.
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accelerating technological revolution has simultaneously fostered
the globalization of international markets and the proliferation of
free trading blocs. International standards for quality and efficien-
cy have started to replace national standards. Nations which have
joined regional trading blocs—the United States, Canada, the Euro-
pean Community—have done so with the intention of creating effi-
ciencies of scale and competing more effectively in global markets.
Both globalization and regional trading blocs present Eastern
Europe and particularly nonreforming, nonmarket economies with
the losing prospect of keeping pace with more efficient, technologi-
cally advanced and potentially protectionist economic giants which,
by definition, have far greater resources and established markets
for their goods.

The prospect of a more protectionist European Community is
particularly relevant given Eastern Europe’s high level of depend-
ency on trade with Western Europe. Since the level of development
and the export structure of East European nations is similar to
those of the EC’s poorer members, the removal of remaining inter-
nal impediments to the free flow of goods and services within the
EC makes it more difficult for the East European nations to com-
pete, even if they are marginally more efficient producers. While
several proposals have been set forth calling for the adoption of a
staged approach towards the integration of East European nations
into the EC, the process is conditioned on implementation of com-
prehensive reform. Nations such as Japan attempting to hedge
against a “Fortress Europe” are likely to add a further impetus to
radical reform by selectively investing in those East European na-
tions believed to hold out the best prospects for maintaining and
expanding stable trade relations with the EC.

In the 1990’s East European governments are likely to enjoy a
new degree of freedom regarding the type and degree of reform
which they will pursue. While those countries that do not embark
on a program of comprehensive reform are likely to avoid high
short-term political and economic costs (e.g., inflation, unemploy-
ment and losses by party candidates at the ballots) at home these
nonreformers face a high likelihood of poor or negative long-term
growth prospects, increasing social unrest and political instability
at home and increasing political and economic isolation interna-
tionally. Reforming countries, on _the other hand, face political
risks and economic and intellectual gaps in conceiving and launch-
ing a comprehensive program of reform. Those countries which do
reform successfully may be rewarded with increased competitive-
ness, higher standards of living, greater integration into the global
economy and greater maneuverability vis-a-vis the Soviet Union
and the West.

IL. ReEGioNAL TRENDS: THE RANGE OF REFORM IN EASTERN EUROPE

Reform, or lack thereof, currently being undertaken by the indi-
vidual East European countries has been evaluated by the experts
who contributed to these volumes by assessing the internal and ex-
ternal pressures faced by the current leaderships: outlining the
reform being proposed; and by judging the level of commitment to
reform. This analysis reveals a diverse region in which the coun-
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tries have conceptualized various types of reform and are currently
engaged in various stages of reform. We proposed to group the
countries in three categories: the leading reformers; the professed
reformers; and the old believers.

A. THE LEADING REFORMERS: HUNGARY, YUGOSLAVIA AND POLAND

The Promise of Reforms of the 1970’s. Reforms were designed to
replace the legal and economic underpinnings of the command
economy in stages. These stages included decentralizing decision-
making down to the enterprise level; conducting price reform to ra-
tionalize resource allocation decisions and to move toward currency
convertibility; and conducting gradual social and political liberal-
ization both in the workplace and on the individual level. Economic
reform, it was believed, would lead to modernization, competitive
trade, stability at home and a leading role as emerging NIC’s inte-
grated into the global economic system.

The Failed Reforms of the 1980’s. Partial reform in what effec-
tively continued to operate as centrally planned economies failed.
The economic crises of the early and late 1970’s did not trigger
meaningful economic restructuring. Investment policies failed to
address the issue of industrial competitiveness in international
markets. Economic policies were not export oriented: the so-called
proexport investment projects accounted for a tiny proportion of
total investment outlays. Reform governments also failed to ad-
dress the issue of technological backwardness of the agricultural
system. And when cuts were made in investment outlays, they
tended to affect heavy industries less than the hi-tech, hi-growth
sectors.

The Need for Systemic Reform in the 1990’s. The leading reform-
ers have been engaged in a process of reform for at least 20 years.
Long considered the leading reformers, these nations, paradoxical-
ly, are facing the most difficult political and economic situations at
home and aborad. Their current problems can be ascribed to the
failed reform policies of the 1970’s and an unfavorable external en-
vironment throughout the 1980’s. Now, the leading reformers face
heavy domestic and international pressure for systemic reform.
They have all responded by announcing the pursuit of the most ag-
gressive agenda for reform in the region. So far all have succeeded
only partially in implementation, in part due to lack of political
will but also due to the high economic, financial and intellectual
barriers which they face in attempting to transform from a central-
ly planned model to a multiparty system and a market-oriented
economy. While form remains largely an internal process, formu-
lated and pushed through based on the commitment of those in-
volved, Western nations are beginning to identify means of assist-
ing regimes. in the transformation process by targeting economic,
financial and technical assistance at those sectors of the political
economy that will build a basis for a new system.

B. PROFESSED REFORMERS: BULGARIA AND CZECHOSLOVAKIA

Professed reformers typically announce a far-reaching package of
reforms, similar in content to those introduced by the Soviet Union
and conceptually equivalent to those introduced by the leading re-
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formers. However, the poor definition of details for implementation
of reform often results in retention of administrative practices, cen-
tral intervention and substantial dilution of intended reform. Even
purely technical problems, if unresolved by reform-minded bureau-
crats could lead to a veering off course from the original intention
of reform. Often, in the social sphere, glasnost is suppressed and
democratization indirectly criticized through attacks on leading
reform countries.

The ambivalence to reform which the professed reformers dis-
creetly display apparently stems largely from perceived or real in-
ability to openly reject the Soviet mandate. Professed reformers
face great pressure for reform of the politico-economic framework
along the lines of perestroika, particularly since the leaders de-
rived their legitimacy from Moscow and now find themselves in the
position of having to adopt a similar program of reform or, alterna-
tively, be able to explain to the population why it is in the best in-
terest of the country not to do so. Although the leadership in these
countries have been put on the defensive by Moscow’s rapidly
evolving reform program, apparently they intend to defend their
refusal to accept Moscow’s model for reform—indirectly. For exam-
ple, the level of interstate tension in the bloc has been rising as the
professed reformers and the “old believers” wage an all out verbal
war against the most liberal bloc reformers.

C. THE OLD BELIEVERS: GERMAN DEMOCRATIC REPUBLIC, ROMANIA AND
ALBANIA

Old Believers continue to function as centrally planned econo-
mies based on the Stalinist politico-economic framework. In gener-
al, the each leadership prioritizes rapid industrialization, self-suffi-
ciency, and a strong defense. The German Democractic Republic
has, however, moved towards a more sophisticated system of cen-
tral control, emphasizing efficiency gains and profit maximization
over rapid industrialization and quantity output. They all expound
the point of view that radical reform of the centrally planned
model is unnecessary and that national goals can be achieved by
more efficiently using the command system to squeeze inefficient
processes and production out of the system. In all of three cases,
the countries are subject to the personal leadership of one man or
a small cadre of men who continue to rule according to the ortho-
doxy of the Stalinist model.

Despite the perceived or real costs, the 0l1d Believers have been
vocal in rejecting glasnost, democratization and market-orientation
and have placed themselves squarely in the front lines of the
verbal and political war against revisionism. Up to now, the Soviet
Union has had no significant impact on reform policies of the Old
Believers but the Soviet Union remains a persistent challenge to
the leaderships. Efforts by Moscow to convey its message of peres-
troika, glasnost and democratization have had varying degrees of
influence on the popular level. As the Soviet Union and the leading
East European reformers embark on radical reform, the Old Be-
liev%l",s also become increasingly criticized in and insolated from
the West.
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HI. INpivipuaL COUNTRIES
HUNGARY

A. Pressures for Reform

Internal Pressures for Reform. After years of economic stagna-
tion, financial crises, austerity programs and declining standards of
living, the Hungarian leadership is faced with mounting economic,
social and political pressure for systemic change. Throughout the
1980’s, growth has stagnated due to constrained import and invest-
ment resources in the wake of government austerity. The economy
has also experienced declining factor productivity. Despite the cut-
backs in investment and imports in the 1980’s, substantial structur-
al adjustment did not take place. Instead, ailing industries were
supported through subsidies while the most competitive industries
failed to modernize and lost Western market share.

The government’s 1985 decision to ease import and travel restric-
tions and to increase state subsidies for enterprises resulted in bal-
ance of payments difficulties and the necessity to reinstate a strict
austerity program in 1987. This augmented popular skepticism re-
garding the party’s ability to govern. The inability of the govern-
ment to restructure the economy away trom heavy industry or to
control inflation has reinforced popular discontent. Declining real
wages and increasingly unequal distribution of income and poverty
have exacerbated the public’s loss of confidence in the ruling party.

Deterioration of the economy and loss of public confidence put
pressure on the Communist-led government to increase individual
freedoms and to democratize the political process. At the same
time, given the outcome of the Polish elections and the upcoming
Hungarian elections, the Communist Party faces heavy pressure to
successfully consolidate itself and design a strategy for a future
market-oriented socialist state which can compete in the global
economy. To the extent that it fails to do so and independent par-
ties succeed in doing so, upcoming elections hold out the possibility
of an end to the leading role of the Communist Party and the es-
tablishment of a multiparty system.

External Pressures for Reform. The Soviet Union presents Hun-
gary with both political and economic challenges that are likely to
push Hungary towards greater reform. Politically, if Hungary is to
maintain its present status as a leading reformer, it must move to-
wards both political and economic reform with or just ahead of
Soviet reforms. Economically, the Soviet demand for hard currency
goods from Hungary in the absence of equal Hungarian demand for
Soviet products has resulted in the build-up of a large Hungarian
trade surplus vis-a-vis the Soviet Union. The trade surplus is, how-
ever, the equivalent of a zero interest loan to the Soviet Union
since the surplus is in inconvertible rubles. This means that Hun-
gary must produce enough hard currency goods to sell to the West
to service debt and invest in the future industrial base as well as
provide for the Soviet market. The problems which Hungary faces
with the Soviet Union may be generalized to the CMEA, which is
likely to continue to function on a bilateral basis until the other
bloc nations adopt market-oriented reform.
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Hungary also faces explicit and implicit Western pressure to un-
dertake far-reaching political and economic reform. The IMF,
World bank and now the Group of 24 have linked Western willing-
ness to lend and encouragement of direct investment to the scope
and authenticity of structural adjustment and systemic reform.
Western conditionality is likely to have an impact given Hungary’s
rising debt service, inadequate hard currency earnings and its con-
current desire to maintain international creditworthiness. In addi-
tion, Hungary depends on Western financing and direct investment
to continue its program of modernization which is crucial to Hun-
gary’s attempt to stem the consistent erosion of its Western market
share to the Asian and Latin American NIC’s.

B. Hungarian Response: The Reform Agenda

Economic Reform. For the first time in Hungary’s 20-year reform
process, the leadership has adopted reforms which compromise
standards of living, guaranteed employment and economic stability
in favor of structural adjustment and modernization of export sec-
tors. Specifically, Hungary has opted for modest decreases in con-
sumption accompanied by modest increases in enterprise invest-
ment and hard currency exports, under the guidance of an IMF-as-
sisted austerity program.

Enterprise management is to be conducted on the basis of self-
management and self-financing. Hungarian leaders are planning to
establish a new tax system which will force unproductive enter-
prises either into bankruptcy or towards greater efficiency. All
forms of ownership—Socialist, cooperative, private, and foreign are
now considered equal under the law. In addition, state enterprises
may become joint stock companies, with stockholder from Hungary
as well as from foreign countries. Central banking has been sepa-
rated from commercial establishments, domestic banks have ex-
panded and foreign banks have been introduced. A securities
market has been started and now functions well enough that secu-
rities are issued by the central bank, commercial banks and some
major companies.

Regulations concerning external economic relations have become
more transparent in an effort by the Hungarian leadership to en-
courage trade and integration into the world economy. Forint con-
vertibility, hard currency trade with the Soviet Union and closer
trade relations with the European Community are all medium-
term goals. Since the beginning of 1989, any enterprise has the
right to register to conduct foreign trade.

Political and Social Reform. Hungary is in the process of redefin-
ing the political and social framework within which the country
will operate. The current leadership has drafted a constitutional
amendment to allow for the formation of a multiparty system on .
the basis of the results of free elections. Elections are scheduled to
be held in June 1990. Freedom of association, speech, travel and
emigration have become cornerstones of Hungary’s rapidly evolv-
ing reform.
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C. Commitment to Reform

Level of Commitment to Reform. The Hungarian government has
underscored its high commitment to an irreversible shift to a
market-oriented economy repeatedly. In a recent letter to the
Group of 24, the Hungarian leadership made it clear that it wishes
to construct a free-market economy and a multiparty state—with
the support of Western aid—even if it does cause undesirable side
effects such as bankruptcy, unemployment and unequal distribu-
tion of income. The Hungarian leadership has, indeed, moved
quickly to implement political and social reform. Given the upcom-
ing elections, reformers inside and outside of the party are likely to
continue maneuvering to capture the support of a still undecided
electorate. As a result, much of the leadership’s energies are devot-
ed to the establishment of a multiparty state—to the detriment of
hard economic policies.

Key Players. Among the key players in Hungary at this time
there is apparently no central figure with a strategy for reform
who commands the widespread support of the population. As the
“old guard” begins to retire or be replaced, a “reform-minded” gen-
eration is moving into power. In May 1988, Karoly Grosz, a prag-
matic conservative reformer, replaced Kadar as General Secretary.
Since then, Grosz’s popularity consistently declined in the face of
his attempts to walk a middle course between party conservatives
and liberal reformers. The General Secretary’s position was recent-
ly expanded into a four-man presidium made up of Grosz and Mr.
Imre Poszagy, Mr. Reszo Nyers, Mr. Miklos Nemeth, the country’s
three leading liberal reformers. The latter three in particular are
in competition for the top party leadership, to be decided at the
Party Congress in October 1989. On the other side of the spectrum,
conservative forces are made up of members of the Marxist Unity
Platform, which wants to “restore order” in the media and the re-
actionary Ferenc Munnich Society, which draws support from the
Worker’s Guard, the police and the security service. Proreform op-
position parties have not yet produced an agenda for change or a
leader of enough stature to gain widespread popular support.

Prospects. Hungary is clearly a leader in efforts to reform and is
likely to continue along the same path. It has the most developed
cooperative and private sector among the bloc nations. It is in the
process of establishing, with World Bank assistance, a working cap-
ital market. Subsidies have been cut and some money-losing oper-
ations have been allowed to go bankrupt. Hungary has cut its de-
fense sector substantially. Most recently, Hungary cut the Work-
er’s Guard by 30 percent (largely manpower) in order to trim its
budget deficit to meet IMF austerity guidelines. Nevertheless, Hun-
gary’s much-applauded economic reform is likely to remain in
limbo until elections are undertaken and a legitimized leadership
can call on the population to make the necessary economic sacrific-
es. In the meantime, the Hungarian economy continues to deterio-
rate, functioning in a partially reformed state. After election prom-
ises have been made, the necessary political will be required to
impose economic austerity. Even then, if a leadership is elected
which does impose economic austerity and structural adjustment,
implementation of the reform implies a high level of commitment
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(or coercion) of bureaucrats who wield enormous economic influ-
ence to reform a system from which they benefit.

YUGOSLAVIA 3

A. Pressures for Reform

Internal Pressure. The Yugoslav economy has deteriorated to the
point where inflation is currently expected to reach as much as
1,000 percent by the end of 1989. Efforts to curb inflation such as
strict monetary and credit policies announced at the federal level,
are circumvented at the regional level. The industrial infrastruc-
ture has obsolesced as investment has been cut by 4 and 5 percent
in the past 2 years. And balance-of-payments difficulties have con-
tinued as Yugoslavia struggles to open its economy and follow an
austerity program.

Social unrest continues to increase—including more than 1,700

strikes and political demonstrations in 1988 alone. Economic crisis
has exacerbated historic ethnic tensions between the northern re-
gions (Slovenes and Croats) and the Southern regions (particularly
the Serbs) as well as tensions between the Serbs and the ethnic Al-
banians which occupy part of historic Serbia. The deepening eco-
nomic crisis and heightening ethnic tensions have exacerbated
each other and have severely hindered the implementation of an
effective Yugoslav austerity program. The upshot is a further de-
legitimization of the leadership and a deterioration of the political
process—creating an explosive economic, social and political crisis.

External Pressures. Yugoslavia faces new challenges from the
Soviet Union, both economically and politically. Soviet perestroika
poses a challenge to Yugoslavia’s government which had heretofore
been accepted as the leading reform model outside of the bloc.
Now, as the Soviet Union is putting policies and institutions of tra-
ditional party or state monopoly up for discussion and is calling for
a redefined and revitalized socialism, Yugoslavia faces pressure
from its politically-aware population to establish a competitive
model. In addition, the Yugoslav leadership faces pressure to
design a model which will continue to differentiate it from those
nations inside the bloc.

Economically, the Soviet Union, which is Yugoslavia’s main
CMEA partner, has built up a bilateral trade deficit of $1.7 bil-
lion—which provides the U.S.S.R. with an interest free credit and
fuels Yugoslav inflation. Under such conditions, Yugoslav industry
must restructure its exports towards Western markets. Yugoslav-
ia’s ability to meet debt service obligations will be determined by
its ability to upgrade its domestic infrastructure, undertake struc-
tural adjustment, modernize high-growth export sectors and re-
structure its trade towards the West, where it can earn hard cur-

3 Yugoslavia is fundamentally different from all of the other nations considered in this section
insofar as it successfully broke away from the Soviet bloc in 1948 and has successfully main-
tained its nonaligned status since that time. Thus, it is neither a member of the Warsaw Pact
nor can it be considered in any way, part of the bloc. However, because Yugoslavia is geographi-
cally located in Southern Europe (see map) and because it too is facing many of the same dilem-
mas that the most advanced reformers in the bloc are facing, it has been included in this sec-
tion. The United States and Yugoslavia have had normal trade relations since 1950. Yugoslavia
has in the past received military assistance from the United States and also receives the most
preferential commercial treatment of the nations located in Eastern Europe.
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rency. The IMF and the World Bank provide a further inducement
for the leadership to undertake structural adjustment, both of
which have paved the way for rescheduling arrangements for its
debt repayment and which have set the terms by which Yugoslavia
is expected to implement an austerity program.

B. The Yugoslav Response: The Agenda for Reform

Economic Reform. At the end of 1988, far-reaching reforms to
reduce the Communist Party’s role in the economy and reshape the
country’s trade and industry were passed by Yugoslavia’s Parlia-
ment. The reforms are intended to break the unwieldy power of the
bureaucracy and to reduce the power of individual republics and
provinces. The party and the state have been separated in an at-
tempt to enable the federal government to push through economic
reforms designed to promote economic recovery and growth of the
whole country, above regional or party interests.

Self-management of enterprises has been redefined, allotting
worker’s councils less say in strategic decisionmaking. Bankruptcy
laws have been strengthened. All forms of economic activity—pri-
vate, cooperative, socialist and joint ventures—are to be treated
equally. Commercial banks, which were originally set up similar to
cooperatives, had no leverage to force firms to function on a
market-oriented basis. The reform formally splits banks from firms
which will give banks greater independence and allow firms to
raise capital based on expected rates of return and profit. The es-
tablishment of a capital market in Slovenia will take place in 1991,
Establishment of stock exchanges in Zagreb and Belgrade are cur-
rently under consideration. Laws concerning foreign trade and de-
cision making in the domestic economy have been considerably lib-
eralized and put on the basis of market orientation. Joint venture
legislation has been liberalized to allow foreign firms to repatriate
profits, select their own management and workforce, and disregard
the longstanding principle of worker’s selfmanagement.

Political and Social Reform. Discussion of political reform is cur-
rently underway in Yugoslavia. Unlike Hungary and Poland,
which have been occupied primarily by political reform, regional
leaders apparently decided that reaching a consensus on reform of
the crippled economy was both the priority and more readily at-
tainable. Currently, each of the republics has set forth and is pur-
suing its own agenda of reform. Slovenia, the northernmost repub-
lic, is in the process of changing its constitution to allow for free
elections and a multiparty state. Serbia, on the other hand, has
proposed a populist one-man, one-vote political system. Ante Mar-
kovic, the Prime Minister has stated that economic efficiency based
on competition of independent economic entities and political de-
mocracy along the lines of a multiparty system are to be key fea-
tures of a future Yugoslavia.

C. Level of Commitment to Reform

Commitment to Reform. After almost a decade of a worsening
economic crisis, which has by now also affected the political and
social sphere, Yugoslavia’s policymakers face a broad-based, albeit
fragmented, popular movement for systemic change. While Yugo-
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glavia’s economic policy framework has moved ahead, particularly
concerning foreign direct investment, social and ethnic tensions
have increased to the point of creating a political stalemate that
prevents regional leaders from supporting economically costly pro-
grams which Yugoslavia must adopt to sustain future growth.
Without the support of all of the regions, prospects for successful
adolzfion and implementation of reform are substantially dimin-
ished.

Key Players. The reform process has in part resulted from popu-
lar demands for systemic change. In large=scale street demonstra-
tions and strikes, the recentralization of the political ¢ and econom-
ic process was demanded particularly the marketization and de-
regulation of the regional and local economies to formulate a na-
tional economy and a reduction of the role of the party. However,
Yugoslavia’s leading politicans are divided by regional loyalites
and ethnic tensions. Ante Markovic, a pragmatic technocrat from
Croatia became Yugoslavia’s Prime Minister in March, 1989 after
the Mikulic government fell due to loss of public confidence in his
ability to control inflation. Markovic is noted as a proponent of
market-oriented reform and democratization and has, so far, man-
aged to negotiate a package of economic reforms with regional
leaders otherwise engaged in political warfare. Milan Kucan is the
party leader in Slovenia and noted for his outspoken support of a
multiparty system and for market orientation which would enable
Yugolavia to compete effectively in 1992 and eventually make a bid
to join the European Community. Slobodan Milosevic is Serbia’
President, the region’s most popular Serbian political leader and
one of the most controversial political figures in Yugoslavia. Serbs
credit him with bringing about the unification of Serbia, Kosovo
and Voyvodina while others, particularly in Yugoslavia’s northern
regions, view him as a demagogue unleashing deep-seated Serbian
nationalism. Milosevic is also noted for innovative thinking on eco-
nomic issues as well as a supporter of market orientation. Even
more than the individual rivalries, historic ethnic tensions play a
crucial role in Yugoslavia’s ability to adopt and implement reform
measures.

Prospects. The broad popular support for systemic reform based
on market orientation and democratization of the political system
in combination with compelling international pressures leaves the
Yugoslav leadership with little choice but to reform. Initial signs
point to implementation of economic reform introduced in January.
The federal budget was unified (off-budget items were added to the
budget) and debts were assessed and made transparent. Then
budget cuts were made which included cuts in defense spending.
The liberalization of the foreign trade system, in particular with
regard to the regulatory framework surrounding joint ventures has
been noted. Markovic has stressed that implementation of the eco-
nomic package recently passed will take place no later than the
end of the year.

4The Serbs have been most active in demanding political recentralization. Other ethnic
groups, particularly the ethnic Albanians, the Slovenians and the Croatians strongly oppose po-
Titical recentralization on grounds that Serbia will attempt to dominate the smaller republics.
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While the radical reform package pushed through the parlia-
ment suggests a perceived need for systemic change and market-
orientation at a level which would have been considered unaccept-
able in the past, implementation of the reforms passed in a weak
federal parliament, must take place at the local and regional
levels—where entrenched nepotism, party dominance, and corrup-
tion have held sway. Radical reform will mean that local bureau-
crats must rescind power and that an ensuing restructuring of the
economy, with the gravest of social consequences in a country
which already has high unemployment, must take place.

In addition to such problems—which all centrally planned econo-
mies attempting to make the transition to market orientation face
on some level—Yugoslavia’s ethnic tensions threaten to undermine
reform policies. For example, although Yugoslavia must restruc-
ture its export industry away from Soviet markets, the process of
switching resources will be a costly one: in the short term, Yugo-
slavia and particularly Serbia could face a trade crisis until it es-
tablishes new export markets. Hence, the leadership’s ability to
ease regional tensions and keep Yugoslavia on a reform track will
be a formidable challenge for the foreseeable future.

POLAND

A. Pressures for Reform

Internal Pressures. The disenchantment of the populace and dele-
gitimization of the political, economic, and moral leadership of the
party and the official government since 1981 fostered a stand-off
between the populace and communist leadership. That standoff has
been a critical factor in the economic decline, widespread social
unrest and political instability of Poland. Throughout the 1980’s, a
long-term economic crisis has been accompanied by prolonged stag-
nation without any apparent hope for improvement. Low labor and
capital productivity can be attributed to structural and technologi-
cal factors in addition to lack of sufficient motivation and incen-
tives to reverse the situation. Poland’s attempt to reorient trade
from Western to Eastern markets in the early 1980’s exacerbated
the strain of hard currency debt repayment. Economic stagnation
coupled with the strains of debt repayment has resulted in long-
standing decline in consumption and investment, Throughout 1988,
shortages of basic consumer goods increased, prices rose, and hard
currency shortages constrained imports, threatening output levels
and increasing the pressure for and likelihood of social unrest.

After several unsuccessful years of attempting to liberalize eco-
nomic institutions without altering political or social aspects of the
Stalinist model, the leadership initiated the Roundtable to broaden
the base of support for reform and to negotiate a sustainable blue-
print for Poland’s future. Since then, political reform has proceed-
ed rapidly: Solidarity has been relegalized, free elections were un-
dertaken and a new, multiparty political system forged. By late
summer 1989 little has been decided regarding a strategy for eco-
nomic reform or transformation to a market-oriented economy.
Pressure for economic reform—with tangible results—continues to
build in a country where people have suffered much and grown in-
patient of ineffective reform.
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External Pressures. The Soviet Union presents both political and
economic challenges to Poland. Since the Soviet Union has begun
to scrutinize, publicly discuss and alter policies and institutions
once considered to be irreversible underpinnings of a socialist state,
Poland’s leaders face pressure from a politically aware population
to establish a model based on Polish history, society and current
needs. Another source of pressure stems from Poland’s obligation
to repay debts owed to the Soviet Union. Repayment requires
Poland to modernize industries which produce goods that are not
demanded in world markets. Investing in such sectors, however, is
contradictory to Poland’s goal of building an export sector that pro-
duces goods competitive in global markets.

Poland’s indebtedness to the West, specifically a hard currency
debt of $39 billion owed to Western bankers and governments, con-
stitutes a major source of pressure for political and economic
reform. In 1986, initial reengagement of Poland with the West al-
lowed for the reopening of Western credit facilities, the potential
extension of a World Bank loan and the extension of investment
funds from the IFC. Poland is highly dependent on Western finan-
cial and technical assistance to successfully restructure, modernize
and create a competitive economy. In the wake of lessons learned
in the 1970’s when bankers lent money to a leadership which did
not have the political will to undertake structural adjustment,
Western policymakers have sent a clear message to Poland: the po-
tential benefits of Western aid are directly linked to Poland’s abili-
ty to conceptualize and implement a comprehensive program to
transform the economy from bureaucratic control to market orien-
tation.

B. Polish Response: The Agenda for Reform

The conclusion of the Roundtable Accords between the Commu-
nist-led government and Solidarity, completed April 7, 1989, repre-
sent a turning point in Poland’s postwar history. The Accords set
forth with varying degrees of specificity a program for political
reform, economic and social policy, and trade union pluralism. In
the political arena, the authors of the Accords conceive the emer-
gence of a constitutional democracy based on the separation of
powers among a very powerful executive branch, a freely elected
legislative branch and an independent judicial branch. Specific
guidelines regarding the formation and powers of each branch are
also outlined. With regard to trade unions, the Accords legalized
Solidarity, the right for workers to strike, and for political associa-
tions to be formed.

In the economic sphere, the Accords outline, in general terms,
systemic reforms which would change the institutional framework
by strengthening self-management, property rights and competi-
tion, acceleration of privatization; making equal all forms of prop-
erty (state, cooperative, private and foreign) and labor (socialist and
nonsocialist); and phasing out state intervention regarding ration-
ing of consumer goods, state orders and administrative setting of
prices, exchange rates and interest rates by 1991. The Accords also
refer to shifting macroeconomic policy to allow for a reallocation of
the current budget in favor of social sectors such as housing and
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environmental protection as well as reallocation of investment
away from an obsolescent coal mining sector to consumer goods
and export-oriented sectors.

C. Commitment to Reform

Level of Commitment to Reform. In many ways, the Accords rep-
resent an apparently successful attempt by Poland’s major players
to reach mutual agreement on defining a pluralistic political and
social framework. Concessions on the part of the Communist gov-
ernment are both historic and far reaching. In turn, the political
reform of the government creates a forum for the development of a
strategy for overhauling the economic system. But, the detailed
nature of the political compromise struck between the government
and Solidarity stands in striking contrast to the lack of details re-
garding the overhaul of the state planned economy in favor of
market institutions. Noticeably absent are detailed guidelines on
how to control prices, combat inflation, reform the tax system, bol-
ster the independent decisionmaking of firms which still answer to
central planners, cope with repayment of international debt, and
marketize the economy. While overall commitment to reform is
clearly high—illustrated by the concessions of the communist lead-
ership in late summer 1989, the lack of a detailed economic reform
strategy and the uncertain acceptance of a Solidarity-led govern-
ment by the Communist Party poses enormous barriers to success-
ful reform for the foreseeable future.

Key Players. They include: Wojcziech Jaruzelski, President;
Mieczslaw Rakowski, Party Chairman; Lech Walesa, leader of Soli.
darity; Tadeusz Mazowiecki, Poland’s first Solidarity Prime Minis-
ter; Kiszczak, the head of Poland’s police force; and the Catholic
Church, particularly Cardinal Glemp and the Pope. These men
each with his own personal and political agenda, must be able to
work together in designing a vision of Poland which the population
will accept and undergo hardship to attain. The risks for each is
high, as is no more clearly shown by the loss of Party dominance in
the wake of the elections—despite the Solidarity Accords guaran-
teeing the Party’s leading role. The potential gains are high for a
leadership which does lead Poland out of economic stagnation. The
Polish people perhaps constitute the most important player, since
it is their willingness to accept austerity that will ultimately deter-
mine whether even the most detailed and economically sound plan
for transition can be accomplished.

Prospects. Prospects for comprehensive reform in Poland hinge
on the institutional transformation of both the political and eco-
nomic system and on full implementation of economic reform
measures. Certainly, the first definitive step towards comprehen-
sive reform was taken with effectively free elections and the result-
ant formation of a Solidarity-led government. Indeed, without polit-
ical reform, a radical restructuring of the economy has in the past
proven impossible. Now, the political sphere can create a favorable
environment for systemic economic reform. Yet no group has taken
on the responsibility of making the hard economic decisions. These
decisions include price reform—which will cause a rapid decline in
real personal income shortages of basic goods, bankruptcy and un-
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employment. Moreover, reform, particularly during an economic
crisis, is likely to exacerbate supply shortages and decreases in
output. Even reallocation of budget resources from defense and
coal mining is not likely to cover increased social services—threat-
ening even new Solidarity social programs. Only with substantial

litical commitment in combination with popular support may the

eavy short-term costs of economic reform be overcome. Several
barriers weaken this commitment.

Both the Communists and Solidarity have high stakes in the
transformation of Poland into a multiparty, market-oriented
system. However, each party has the goal of maintaining or bol-
stering its present political power too. In the face of a population
which has grown restive after a decade of economic privation, no
group is eager to undertake such reform. Both parties face the
prospect of sacrificing established interest group support in order
to reform the economy. Moreover, Solidarity must be able to tans-
form itself from a trade union to a political party. As a trade
union, Solidarity’s commitment to democracy is inherent and has
been unwavering—despite the costs. But the opposite is true of
painful economic reform—hence its commitment to a market
reform is still of question. And then there is the nagging question
of whether is it not more in the interest of the Communist Party to
undermine Solidarity’s popularity by hampering economic reform
under a Solidarity-led government? Equally disturbing, will the
Communist Party resort to the use of party-controlled police or
military power to counter the increasing influence of Solidarity.

There is, however, hope for implementation of reform for several
reasons. As the majority party, Solidarity stands to lose by not im-
plementing reform as nonimplementation will de facto make it
party to bureaucratic control of the economy with the attendant in-
efficiencies, shortages, rationing and corruption. In addition, it is
unlikely that Solidarity’s planned expansion of the social sector in
areas such as environmental protection is sustainable without eco-
nomic reform. In effect, while politically unpopular in the short-
term, it is in Solidarity’s interest to undertake radical reform. A
positive scenario is conceivable insofar as the combination of an
even gloomier economic outlook without reform and the opportuni-
ties now created in the political process will engender the neces-
sary consensus in Polish society to weather the economic hardships
which must proceed the creation of a viable economic system.
Moreover, it is only in the presence of a viable reform program
that the necessary levels of Western support needed to modernize
the economy will be forthcoming.

BULGARIA

A. Pressures for Reform

Internal Pressure. In contrast to the Hungarian, Yugoslav, and
Polish cases, Bulgarian reform has not been motivated by any ap-
parent internal economic or political crisis. Bulgaria may face pres-
sure to undertake reform in the form of positive popular reaction
to reports of perestroika, glasnost, and democratization from bloc
neighbors and the U.S.S.R. The example of higher standards of
living or greater personal freedom in Yugoslavia and Hungary—
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both leading East European reformers—may have spurred public
debate and pressure to undertake similar steps towards reform.

External pressure. Bulgaria’s aging leader, Todor Zhivkov, faces
external pressure from Moscow to conduct a program of reform:
viewed in the past as a staunch ally of Moscow, Bulgaria may
simply be performing its old role in a new context. Similarly, since
Bulgaria’s leaders derive their legtimacy primarily from Moscow,
the leadership must be hard pressed either to adopt a similar pro-
gram of reform or be able to explain to the population why it is not
doing so. In addition, since Bulgaria is likely to benefit from the
division of labor set out in the CMEA Science and Technology
agreement, its leaders may view reform of the economic mecha-
nism a nesssary medium-term policy. Bulgaria faces relatively
little pressure for reform from the West: it reduced its balance-of-
payments debt to the West quickly, with substantial assistance
from Moscow. Its stated interest in graduating from an observer
nation at GATT may influence the leadership to undertake a
reform program but such pressure is probably self-imposed and
may be easily retracted or go unimplemented.

B. Bulgarian Response: The Agenda for Reform

Economic Reform. Bulgaria has announced a reform program
which is strikingly similar to the one introduced by the Soviet
Union. The Bulgarian government has announced that regulation
of the economy is to be shifted away from administrative control
through planning targets to the use of indirect tools such as price
setting, interest rates, taxes, subsidies and the application of ac-
counting normatives. Wholesale prices are to reflect world prices
and turnover taxes are to be replaced with sales taxes. And com-
mercial banks are to provide banking services to firms on a com-
petitive basis. Under the new system, firms are to be self-managed
and self-financed. Investment, wages, taxes and research and devel-
opment are to be financed from sales income. Unprofitable firms
are to face the prospect of bankruptcy, reorganization or dissolu-
tion. Decentralization of the agricultural sector to allow sharecrop-
ping by peasants and small cooperatives and leasing of state land
to private families is under consideration.

Foreign trade is to be encouraged through reforms which include
a degree of decentralization, broader rights for economic organiza-
tions to conduct trade; increased emphasis on tariffs and exchange
rates, which have been simplified and brought closer to convertibil-
ity; creation of free zones; and liberalization of the regulatory
framework affecting joint ventures. _

Political and Social Reform. In the political sphere, Bulgaria has
professed a concept of perestroika more for reaching even than the
Soviets. Proposals open for discussion call for a separation of high
level party and state functions; the possibility of limiting high
office to 2 or 3 5-year terms; a passport law granting every citizen
the right to an external passport valid for 5 years; and a law pro-
viding for the indemnification of individuals that have incurred
damages by state or economic bodies.
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C. Commitment to Reform

Level of Commitment to Reform. Western observers believe that
while the Bulgarian reform package offers a significant possibility
for changing the country’s economic organization, even purely
technical problems, if unresolved by reform-minded bureaucrats
could lead to a veering off course from the original intention of
reform. Given the present scope of reform, implementation of new
and proposed laws will presumably be shaped by the prevailing pol-
itics of the day. In this respect, some observers cite past history, in
which Bulgarian reform measures have gone further and been
more consistently developed than those in the Soviet Union. Others
believe that reform has been politically motivated by Zhivkov’s
desire to maintain power.

Key Players. Todor Zhivkov, Bulgaria’s leader since the 1950’s,
appears to be the main force behind reform. Todor Zhivkov’s posi-
tioning at the forefront of Bulgarian reform appears to be his strat-
egy for maintaining control over the actual direction and pace of
reform as well as a continuation of his virtually unchallenged post
and unlimited control. Unlike other bloc nations, most of Bulgar-
ia’s leadership is relatively young; players in the leadership who
might be able to challenge Zhivkov for power are regularly rotated
or replaced. As a result, those party members which have survived
Zhivkov’s removal maintain a low profile, refraining from com-
ment concerning current developments.

Prospects. Conceptually, while the reforms proposed in Bulgaria
come close to those introduced in Hungary, the speed with which
such a far-reaching reform program was introduced has led to a
high degree of skepticism regarding the will of the leadership to
fully implement the proposed reforms. The poor definition of de-
tails concerning implementation of reform programs has, in other
reform-oriented nations, resulted in retention of administrative
practices, central intervention and substantial dilution of intended
reform. So far, developments in Bulgaria seem to point in the same
direction: the frequency with which the guidelines for implement-
ing the economic mechanism are changed reveals a certain degree
of oscillation between expanding and limiting reform. In the social
sphere, glasnost is tightly constrained. Even the most limited at-
tempts to foster freedom of expression and free speech have abrupt-
ly ended. This has been well exemplified in the crushing of a Bul-
garian democratic front organization which conducted demonstra-
tions in June and in the mass resettlement of the ethnic Turks and
for those who remain, pressure to accept Bulgarian identity. Fur-
thermore, if as some surmise, Zhivkov’s reform package was intro-
duced to protect Bulgaria’s “special status” with the Soviet Union
as well as Zhivkov’s job, then the short-term prospects for imple-
mentation of proposed reforms are limited.

CZECHOSLOVAKIA

A. Pressures for Reform

Internal Pressures. The long-term slowdown in economic growth
has created a slowly but steadily increasing pressure for the leader-
ship to undertake reform and restructuring to ensure growth in
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the medium term. The Czechoslovak leadership has inherited de-
creasing availability of factor inputs, with an aging population; a
rapidly declining natural resource base accompanied by rapidly in-
creasing environmental problems. Poor labor productivity, a tech-
nologically obsolete capital stock, and an inefficiently structured
industrial base exacerbate the poor endowments outlook. The agri-
cultural sector, while performing above plan targets, is constrained
by severe environmental problems. Energy efficiency and resource .
utilization did not improve in the period of deflation. While defla-
tionary policies of the early 1980’s created a healthy environment
for growth by the mid-1980’s, subsidies continued, precluding the
shakeout of inefficient firms and the reallocation of resources to
higher growth sectors.

The Czechoslovak population, which views its leaders and the
last 20 years of repressive, Soviet-inspired rule with skepticism,
identifies with its West European heritage. With the rise of Mik-
hail Gorbachev and his message of reform, renewal, and restructur-
ing, the leadership cannot easily justify a nonreform stance at
home. Thus, there is underlying though not urgent popular pres-
sure to design a model for reform which makes sense in the context
of the Czechoslovak experience and which will improve the worst
aspects of inefficient planning and slow economic growth. At the
same time, the Czech leadership faces little outright political oppo-
sition outside of the Charter 77 Group, which has been harassed
into a relative state of isolation. The muted character of the poten-
tially substantial opposition is perhaps best illustrated by the rela-
tively small group which defied state orders and went to Wences-
laus Square to commemorate the Soviet invasion of 1968,

External Pressures. Czechoslovakia faces the greatest pressure for
reform of its economic and political system from Soviet and bloc
neighbors which continue on a process of reform. Particularly since
Czechoslovakia’s leaders derive their legitimacy from Moscow in
the wake of the 1968 invasion, Czechoslovakia’s leadership is now
in the position of having to adopt a similar program of reform or to
explain to the population why it is in the best interest of the coun-
try not to do so. Although the Czechoslovak leadership has been
put on the defensive by Moscow’s rapidly evolving reform program,
Prague apparently intends to defend its refusal to accept Moscow’s
model for reform—particularly in the social and political arena.
While Czechoslovakia has officially praised Soviet perestroika, the
leadership has become increasingly critical of democratization in
Hungary and Poland, deploring the establishment of a multiparty
state and warning of dire consequences.

Czechoslovakia finds itself in a relatively comfortable economic
position vis-a-vis external trade partners in the short term: it has a
relatively low hard-currency debt and it enjoys guaranteed trade
with its CMEA partners. With the focus of Czechoslovakia industrial
policy on the CMEA and particularly the Soviet market, Czechoslo-
vakia has been able to develop competitive positions in certain
sectors at low risk, since it has had few or no outside competitors and
did not have to meet world standards for quality or efficiency. This
positive scenario could, however shift in the medjum term as gzecho—
slovakia is more likely to find itself facing stiffer CMEA competition
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from countries (including the Soviet Union) willing to make greater
use of Western technology to modernize.

B. The Czech Response: The Announced Agenda for Reform

The stated goal of the leadership is to increase the efficiency of
resource allocation and factor productivity, and to secure the im-
provement of the quality of life through the decentralization of eco-
nomic management. The announced reforms, if fully implemented,
would constitute a move beyond superficial reform of the central
planning model with such changes as the establishment of autono-
mous enterprises as a means of increasing financial discipline and
economic efficiency; the liberalization of the pricing mechanism to
rationalize the price system; and the decentralization of economic
decisions to reduce inefficient bureaucratic meddling and micro-
management; and an industrial restructuring strategy.

Economic reform is to address the problems of economic distor-
tions through a modified price reform. The price reform, while lim-
ited by certain conditions including a continuation of price fixing,
is to discourage growth in capital intensive techniques, and to pro-
mote production for export rather than the domestic market. In ad-
dition, a uniform, flexible, and realistic exchange rate is to be put
in place—even if its effect is moderated by a multitiered domestic
pricing system. Restructuring is to take place through bankruptcy
and rationalization of inefficient producers. The role of the minis-
tries in investment decisions is also to be decreased. Self-manage-
ment and self-financing are to be implemented throughout the
economy in 1991. According to draft bills the power of central au-
thorities would be limited to broad economic and strategic decision-
making and most enterprises and cooperatives would be given the
right to produce whatever goods they chose, retain a portion of
export earnings and make its own import decisions. At the same
time, the leadership has taken steps to retain tight control over the
political and social superstructure. Democratization of politics and
liberalization of individual freedoms has been declared anathema
to the functioning of the state.

C. Commitment to Reform

Level of Commitment to Reform. Reform measures announced in
Czechoslovakia suggest a major conceptual departure from the poli-
cies prevailing in the last twenty years. The reform outlines policy
changes and addresses issues of incentives, structural changes, in-
stitutional reform, and macroeconomic management. Still, plans
for implementation imply that the party will continue to assert ad-
ministrative decision-making over most of the reforms and that
Czechoslovakia’s social and political structure will be tightly con-
trolled by the leadership.

Key Players. Czechoslovakia’s new party leader, Milos Jakes,
viewed in Prague as a cautious technocrat and conservative econo-
mist replaced Husak as party general secretary late in 1987. Since
that time, Jakes is seen as having slowed the reform process—
downgrading, when possible, the party’s most vocal reformers while
promoting the more conservative thinkers. In this way the “hard
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line” of the Czechoslovak Communist Party (KSC) leadership ap-
pears to have been assured for several years.

Prospects. Although proposed reforms are considered a major
conceptual departure from past policies, key figures in the KSC
appear to be strongly against the kind of radical reform necessary
for the economy to put itself on a long-term growth path. More-
over, plans for implementation imply that the party will continue
to assert decisionmaking over most of the reforms. Several exam-
ples may be cited. Enterprise decisionmaking is to be expanded but
functions at the state level, such as a reduction in state planning
or a more pronounced decentralization of the investment process,
have not taken place. So far, the principles of self-management and
self-financing are so far only being applied on a trial basis to a lim-
ited number of enterprises. Bankruptcy can take place but the
state, rather than the market will make decisions regarding which
and when a firm will be restructured. And the role of the minis-
tries in investment decisions is also to be decreased, but, at the
same time, less direct bureaucratic “influence” is to be retained.
On the other hand, a less skeptical observer might point out that
Czechoslovakia is simply laying the institutional and legal founda-
tion for radical reform which is to be fully in place and implement-
ed in 1991. Finally, prospects for reform in Czechoslovakia may be
shaped by ethnic tensions, particularly if economic and political re-
forms are judged by Czechs to favor the Slovaks.

GERMAN DEMOCRATIC REPUBLIC

A. Pressures for Reform

Internal Pressures. In the near term, the East German leadership
faces few pressing economic reasons for systemic change. Leaders
in the GDR apparently remain convinced that they have achieved
successful growth and development, particularly by East European
standards. In addition, they believe that the GDR “offers the great-
est potential for keeping instep, even if behind, with the West in
hi-tech fields. Although the 1980’s have resulted in a squeeze on
consumption, the German Democratic Republic still offers the
highest standard of living in Eastern Europe. However, while the
leaders of the German Democratic Republic would be quick to
point to their economic accomplishments and status as the CMEA
nation with the highest standard of living, the government has
come urder increasing popular pressure to undertake reform. Mas-
sive East German emigration is taking place at levels not seen
since the erection of the Berlin Wall more than two decades ago.
Some estimate that more than 100,000 East Germans will leave for
the Federal Republic of Germany this year. Moreover, East Germa-
ny’s ability to contain reform has also come under pressure in the
wake of Hungarian acceptance of Western standards concerning
travel and emigration.

External Pressures. The Soviet Union has had a significant
impact and remains a persistent challenge to a leadership that her-
alds the efficiencies of the central plan and the political and social
order derived from a one-party system. Persistent efforts by
Moscow to convey its message of perestroika, glasnost, and democ-
ratization shows signs of influence on a popular level. One example
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of East German attempts to contain the “reform onslaught” from
Moscow is the East German ban on the sale of the Soviet journal,
Sputnik in the GDR. Similarly, Moscow may become impatient
with East German intransigence over the issue of reform—particu-
larly as such intransigence may be costly to Gorbachev as he at-
tempts to create modern, reform-oriented economies in the CMEA.

Threats of cutbacks in financial support from the Federal Repub-
lic of Germany have put pressure on the East German leadership
to ease individual freedoms and undertake reform. Furthermore,
European economic trends, particularly the formation of the inte-
grated European market in 1992, will present East Germany with a
much greater economic and technological challenge. Specifically, it
could become increasingly difficult for East Germany to become a
“full participant” in the international economy and still maintain
a narrow economic policy if it becomes isolated from effective trade
with the East or economic integration with the West. Popular com-
parison of the differential between their own and West German
quality of life remains a continuing factor.

B. The East German Response: Reform Through Centralization

The East German leadership has consistently and emphatically
rejected all forms of economic and political reform presently under
way in the Soviet Union and reform-oriented countries of Eastern
Europe. Political and social life continue to be directed, as in the
past, by the central party apparatus.

Economic Reform. Planners in the GDR remain convinced that
they have achieved successful growth and development, particular-
ly by East European standards by modernization and rationaliza-
tion of the traditional centrally planned economy (TCPE) through
intensifying the utilization of all factor imputs. Policies have fo-
cused on (1) increased economic efficiency through reorganization of
the central administration, more controlled commodity steering; in-
creased factor and energy productivity through refined monetary
steering and improved utilization; and production based on profit
maximization; (2) the development of key technologies such as
microelectronics, robotics, and biotechnology; (3) establishment of
market share in hi-technology sectors in the West. Organizational
changes, particularly on the ministerial level, have transferred a
significant amount of power to units called combines. Combines
share planning functions with the ministries. They link research
and development labs with production units in order to minimize
the lag between technological innovation and industrial output. In-
centives are geared toward profit maximization rather than volume
output. And private enterprises are allowed, although not encour-
aged, in the service and retail sectors.

C. Commitment to Reform

Level of Commitment to Reform. At present the East German
leadership continues to be outspoken in support of its reform
within the framework of the centrally planned economy. Whether
technocratic control can yield the same level of efficiency results
that a market price system could i- a capitalistic environment is a
question the GDR will need to face. For now, however, the East
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German economy continues to function at a higher level of efficien-
cy than those of its East European competitors. In the short term,
it is likely that the German Democratic Republic will continue its
policy of complete rejection of Gorbachev’s version of reform.

Key Players. Eric Honecker and the rest of the SED leadership—
the majority of which is 70 years of age or older—fully support the
present resistance to domestic political and economic reform. The
Lutheran Church plays an active role in promoting liberalization
in the GDR. In many respects, the role of the Lutheran Church in
the GDR may be compared to that of the Catholic Church in
Poland. An emerging set of players are the young, middle-class and
educated people who may continue to seek emigration from East
Germany in favor of West Germany’s better living standards and
increased personal and political freedom.

Prospects. In the short term, rather than undertake systemic
reform, the leadership is likely to concentrate its energies on find-
ing better combinations of administrative and economic instru-
ments to produce increased efficiencies. Economic short falls are
not great enough to force systemic change upon the SED. The lead-
ership’s confidence in maintaining economic competitiveness and
perceptions of the special political risks which could result from de-
mocratization both act as a brake to reform. Given the presence of
the Federal Republic of Germany as a more desirable model and
the rate of political change and depth of economic difficulties in
Poland, the East German leadership is likely to embark on reform
cautiously and only if it has no other choice. Moreover, it would
not come as a surprise if the rising international attention on the
mass migration of East Germans via Hungary and the direct eco-
nomic loss incurred in the form of a shrinking labor force, will
permit the hardliners to curtail even the modest “humanitarian
privileges” conceded and enforce a crackdown on dissidents. In the
medium term, reform in the German Democratic Republic could
potentially change substantially—most likely within the context of
a switch in the generation of leaders from the old guard to a
younger, and conceivably less ideological and more pragmatic lead-
ership.

ROMANIA

A. Pressures for Reform

Internal Pressure. Ceausescu and the current Romanian leader-
ship will face mounting pressure to reform as the economy deterio-
rates further and the ability of the Romanian people to withstand
hardship is further tested. The absence of rational economic poli-
cies has resulted in the steepest economic decline in postwar
Europe. The Romanian consumer has had to bear the major
burden of a drastic adjustment. Supplies of goods for domestic con-
sumption have been cut back sharply through rationing and price
increases. The forced resettlement of people has brought a nation-
alistic and loyal nation to mounting hostility toward its leadership.
As a result, the potential for widespread popular anger to coalesce
into a strike and even an open revolt may be considered a possibili-
ty. Mounting dissatisfaction with the current system is illustrated
by the circulation of a letter by six prominent Romanian bureau-
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crats accusing Ceausescu of ravaging the Romanian economy and
people. Nevertheless, barring an open revolt, the security system is
so pervasive and the Romanian people so repressed that the organi-
zation of an effective opposition is limited.

External Pressure. Romania is under considerable pressure from
Moscow, some of its bloc neighbors (particularly Hungary) and the
West to undertake economic, social and political reform. The Soviet
Union has stepped up pressure for reform by broadcasting to Ro-
mania up to 5 hours per day about reform, restructuring, and re-
newal. Hungary has openly criticized Romania’s policy toward
ethnic Hungarians and has pledged to shelter all Romanians who
successfully flee across the border.

Romania has also become increasingly criticized and isolated in
the West. In stark contrast to its former role of foreign policy mav-
erick and “policy broker” between East and West, Gorbachev’s new
thinking has superceded what diplomatic “chips” Romania has ac-
crued by extravagant shows of independence such as its decision to
attend the 1984 Summer Olympics. Ceausescu has also rejected
Western attempts to link trade relations with human rights, disre-
garding the loss of significant trade concessions in Western mar-
kets. In 1988, Romania repudiated U.S. MFN status rather than
accept liberalization of its human rights policies. The same year,
the European Community suspended trade negotiations due_ to
living conditions imposed on the Romanian population. Despite Ro-
mania’s creditworthiness and potential for commercial opportunity
as it attempts to modernize, several European nations have closed
their embassies in Bucharest. Thus, although Romania succeeded
in paying off its foreign debt, its isolation in the West and increas-
ingly in the East may hamper Romanian attempts to modernize its
seriously declining economy.

B. The Romanian Response to Pressure for Reform

Change in Romania has taken a severe turn towards repressive
neo-Stalinism. Ceausescu has imposed a strict Marxist-Leninist or-
ganizational structure on the nation and, to the extent possible,
pursues complete national economic and political independence.
Ceausescu has made it clear that Romania will continue the tradi-
tion of Communist orthodoxy. Another pillar of Romanian policy-
making from 1982 through half of 1989, was Ceausescu’s policy of
repaying Romania’s foreign debt at any price. Recently, Romania
has become vocal in rejecting all types of reform of the Stalinist
politico-economic model.

The economy continues to be run through detailed central plans
which are subsequently broken down to mandatory planning indi-
cators and handed down from ministries to associations and enter-
prises. Widespread rationing is applied to reconcile the frequent
imbalarices which exist on consumer markets. Extensive razing and
resettlement of whole villages, particularly those populated by
ethnic Hungarians, has been undertaken to create agro-industrial
centers envisioned as part of a socialist utopia. The repayment -of
Romania’s hard currency debt has taken place at the cost of de-
priving Romanian citizens of many basic living necessities and
badly decapitalized the economy.
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Since Romania’s total repayment of its foreign debt, Ceausescu
has announced plans to utilize capital flows for modernization of
obsolete plants and equipment, increased imports of consumer
goods and supply of soft credits to developing countries. Apparent-
ly, Ceausescu hopes to replace Western, and for that matter,
CMEA markets by attempting to forge relations with Japan to
modernize and to develop trade relations with developing nations.
Political challenges are dealt with quickly and harshly. Ceausescu
has responded to the letter of six with house arrests and stepped
up security. And Romania’s ethnic minorities, viewed as potential
sources of unrest, have been forced to undergo “Romanization.”

C. Potential for Change

Commitment to Current Policy. Romania’s leadership seems to be
unwavering in its commitment to total eradication of any vestiges
of private property and the complete institutionalization of the Sta-
linist framework. To date, the policymakers appear to be moving
ahead with rapid industrialization and the “resettlement” of peas-
ants to the cities.

Key Players. Ceausescu and a small family circle determine Ro-
mania’s policies. A small circle of bureaucrats, military and securi-
ty officials continue to be loyal to be Ceausescu—often in return
for economic and political rewards.

Prospects. Romania is likely to remain a leader among East Euro-
pean nations attempting to stem the tide of reform. Notwithstand-
ing an open revolt, the domestic and international pressures for
reform have not and apparently will not be regarded by Ceausescu
as sufficient cause for reform. But since Romania cannot function
forever in isolation and Ceausescu must someday be replaced, the
potential for change should not be dismissed. Indeed, future gains
in overall efficiency and standards of living would require consider-
able reform of the current centrally planned framework.

ALBANIA

A. Pressures for Reform

Internal Pressures. The Albanian leadership faces growing eco-
nomic pressure to undertake reform. Poor resource endowments
and declining factor productivity have resulted in significant short-
falls in plan fulfillment. Excess demand, evident in the unusually
high savings rates and hidden inflation has come about due to a
chronic lack of goods. A rapidly growing population threatens to
outpace Albania’s ability to produce enough food on the land that
is arable. At the same time, the leadership is apprently faced with
little social unrest or internal political pressure to reform.

External Pressures. Until recently, Albania’s almost complete iso-
lation has greatly diminished the potential for reform from outside
actors. The lack of foreign debt reduced the leverage of Western
partners seeking to encourage systemic reform and Albania contin-
ues to prohibit the borrowing of foreign credits. But, upgraded
trade relations with Western partners, particularly Greece and
Italy, and the opening of commercial relations with countries such
as Japan and Austria will inevitably broaden the range of ideas re-
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garding economic systems and the potential for reform. Similarly,
as Albania becomes more open, Gorbachev’s program of reform is
increasingly likely to challenge the adequacy of Albania’s present
economic and political model.

B. The Albanian Response: The Reform Agenda

The Albanian leadership has fully rejected all of the current
reform models as revisionist but appears to have begun limited
reform of the economy. In response to declining factor productivity
the leadership has announced the replacement of extensive growth,
which concentrates on increasing the quantity of factor inputs with
a strategy of intensive growth, implying increased efficiency
through modernization. The agricultural sector is to receive a
larger portion of investment funds and is increasingly viewed both
as a means of alleviating the food shortages and as a potential
source for export earnings. Bureaucrats will be re-shuffled, increas-
ing the likelihood that the bureaucracy may be reduced. Defense
spending has been decreased. And political prisoners have been
granted shortened sentences.

C. Commitment to Reform

At present, Albania continues to function as a centrally planned
economy, based on the Stalinist politico-economic framework. The
leadership has prioritized rapid industrialization, self-sufficiency,
and a strong defense. Moreover, past and current Albanian leaders
have repeatedly rejected market-oriented reforms, labelling such
attempts as revisionism. Nevertheless, with a recently changed
leadership, Albania appears to be moving away from the worst as-
pects of Stalinist orthodoxy. While explicit reform of the centrally
planned model does not seen likely, it appears that priorities have
been shifted away from development of heavy industry and self-suf-
ficiency in favor of investment in the agricultural sector, increased
production of consumer goods and increased external economic re-
1ations.

Key Players. Ramiz Alia, the new Party Secretary, appears to be
a more pragmatic Communist leader than his predecessor, Enver
Hoxha. While his rhetoric has been sharply aligned with those
Communist countries that reject Soviet, Hungaria, Yugoslav and
Polish reform, he has taken steps to ease the most aggravated as-
pects of the Stalinist system. Enver Hoxha's widow, Nexhmija, con-
tinues to hold sway with the country’s most conservative elites and
can exert considerable influence in national politics.

Prospects. Albania is likely both to continue on a path of staunch
ideological opposition to market-oriented reform but at the same
time is likely to continue to develop a less rigid Stalinist model in
practice. Moreover, Albania’s isolation is likely to be gradually
compromised by increased interaction with potential Western trad-
ing partners. A continued problem for reform-minded leaders in
the Albania leadership stems from the popularity of Enver Hoxha
and his version of Stalinist orthodoxy. Since Alia was handpicked
as General Secretary by Hoxha, an open and explicit break of Sta-
linist ideology in favor of reform is politically difficult. Alia has,
however, been judged as a reform-minded leader who will most
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likely work for change within the Stalinist centrally planned
model. And, given Albania’s small size and relatively high level of
self-sufficiency, pragmatic alteration of the Stalinist model is more
easily accomplished without having to reform the model itself.

IV. PROSPECTS FOR REFORM IN EASTERN Eurorre

Mounting internal and external pressures for reform point to a
likely scenario of continuing reform currently sweeping across the
Soviet Union and Eastern Europe. Trends indicate that ideological,
political, economic and ethnic tensions are likely to increase within
and between bloc countries. Several sources of tension may be
noted. First, the disintegration of a static model of socialism based
on the Soviet example has already resulted in a division of the
region along ideological lines. As each country attempts to project
its own model of socialism—both at home and abroad—those divi-
sions are likely to deepen and the region is less likely to function
as a viable political or economic unit. Second, economic adjustment
whether due to transition to a market-oriented economy or to
mounting hard currency debt burdens, result a drop in standards
of living which are likely to increase reinforce popular unrest,
ethnic tensions and instability throughout the region.

Although the outcome of reform will ultimately be determined
by internal developments, external actors are likely to adopt an
active approach by encouraging Eastern Europe’s reformers. The
Soviet Union may be willing to allow substantial reductions of
Warsaw Pact military expenditures in order to free up resources
which the reformers will need to restructure their economies. A
high degree of coordination between Western nations with regard
to assistance for East European reformers is likely to result in eco-
nomic and technical assistance which is specifically targeted to re-
structuring of socialist economies and towards the development of
private sectors and individuals trained to function in them. As East
European reformers implement the political and economic reforms
which are critical preconditions for integration into the global
economy, it is likely that Western nations and multilateral institu-
tions will reciprocate with the necessary financial, economic and
technical assistance to help them succeed.

Insofar as reform is undertaken by East European nations, it
must be viewed as an incremental and disjoined process—one in
which countries continuously face tradeoffs between loss of party
control and long-term economic, social and political reform. At any
particular point, a country may be on a path of relative progress or
it may regress from its prior position. A country may embark on
reform from a position of long-term reform, as in the case of Hun-
gary, Poland and Yugoslavia or from a position of central planning,
as in the case of Bulgaria. Likewise, reform-spirited countries may
veer from the path of reform and, in the extreme, regress to the
Stalinist model, as in the case of Romania. Clearly, for reform to be
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effective it must be comprehensive. Rapid and impressive political
change or economic reform alone might be undermined by institu-
tions and participants which continue to function according to the
tenets of the traditional system. On balance, reform must be re-
garded as an ongoing, fluid process the outcome of which will be
determined by its internal support and influenced, to a lesser
degree, externally.
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INTRODUCTION

Despite more than 20 years of reforms, in the late 1980’s Hunga-
ry found itself on the brink of an economic and political crisis.
Why is it that even though the New Economic Mechanism (NEM)
was introduced in Hungary more than two decades ago, the coun-
try is in such a precarious situation?

Hungary’s reform experience is also of general interest. Since
the country has been a pioneer in the reform movements among
the Communist countries, its experience has implications else-
where. Specifically, the reform design that the country introduced
in 1968 is quite similar to the kinds of reforms envisioned by Gor-
bachev for the U.S.S.R. It also has much in common with the re-
forms being introduced in Poland, and to those being contemplated
in Bulgaria and, to a limited extent, in Czechoslovakia.

This essay is a summary assessment of the 32-year Kadar era
(November 1956-May 1988). After Kadar, Hungary had entered a
new, uncharted course, characterized by rapid economic and politi-
cal transformation. These most recent developments are summa-
rized in the author’s brief companion essay in this volume.

* The author is pleased to acknowledge the thoughtful comments of Laszl6 Antal, Tamas
Bauer, Marton Tardos, and Ivan Volgyes, without holding them responsible for the views ex-

P .
** Professor of International Business, Indiana University, Bloomington.
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Part I presents a conceptual framework: the political economy
model of Communist-led countries and their evolution through sev-
eral stages. Part II applies the conceptual framework to analyze
Hungary's reforms under Kadar.

1. TuE CONCEPTUAL FRAMEWORK

The conceptual framework attempts to highlight the basic fea-
tures of the political economy model of a traditional (pre-Gorba-
chev) Soviet-type centrally planned economy (CPE) and its transfor-
mation through various stages.

KEY BUILDING BLOCKS

The political economy model of a Communist-led country is de-
fined by three interrelated components: (1) Key objectives of the po-
litical “influentials,” including their tradeoffs, (2) the strategies
pursued by the influentials, and (3) the system. Associated with but
not strictly a part of the model are policies.’

Key objectives are those goals that superimpose design upon the
myriad activities that take place in a country, that deliberately
choose the direction in which the country should be moving. In
brief, the “grand design.”

“Political influentials” are those who “operate” the model. They
vary in number depending on the style of leadership, ranging from
the nearly unlimited power of a single despot to a large number of
party or party-affiliated individuals sharing in the exercise of
power as well as competing for influence. The population is pas-
sive; its independent interest accumulation and articulation are not
permitted.?

Strategies are those basic policies that implement the grand
design. They are concerned with long-term developments that
endure over relatively long periods. Actions that are customarily
labeled policies are divided into two categories: strategies, which
are fundamental, long-term policies and are considered basic build-
ing blocks in the model; and policies proper, which are of shorter
duration, more easily reversible, and are not considered separate
building blocks in the model.?

System refers to the institutional framework and the instruments
available to implement goals, strategies, and policies. It is defined
by six components: (1) Basic institutional arrangements (ex: the po-
litical and economic bureaucracy, ownership); (2) location of the au-
thority to make specific decisions (e.g., the sphere of authority of
the party bureaucracy, central planning agencies, ministries, enter-
prises, workers, households); (3) the information system (ex: plan di-
rectives, prices); (4) the incentive system (ex: bonus maximization,
profit sharing); (5) the instruments available to implement deci-
sions (ex: mandatory plan targets, the nomenklatura); and (6) the

1 Many works deal comprehensively with economic systems and reform issues. For example,
J M. Montias, The Struture of Economic Systems (New Haven: Yale, 1976); Alan A. Brown and
Egon Neuberger, “The Traditional Centrally Planned Economy,” in Morris Bornstein (ed), Com-
parative Economic Systems: Models and Cases (Homewood, IlI: Richard D. Irwin, 1989).

2 Tvan Volgyes, Politics in Eastern Europe (Chicago: Dorsey, 1987).

3 Where to draw the definitional line between objectives and strategies and policies, and
givin%l these terms practical meaning, involves judgment, just like distinguishing the short run
and the long run.
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formal and informal “rules of the game” (ex: laws and regulations
and routine behavioral patterns that enforce, hinder, or comple-
ment the formal structure).

STAGES

A typical CPE goes through three stages: mobilization, consolida-
tion, and modification.

The mobilization stage occurs immediately or soon after the
Communist leaders assume political power. It thrives best in a po-
litical environment in which the country is surrounded by real or
perceived enemies, and in an economic environment in which there
are large resources that can be mobilized to build new capacity.

The consolidation stage emerges, gradually, as tensions with the
rest of the world subside and as fewer new domestic resources are
available to be redeployed. During this stage, the basic political ob-
Jjective becomes that of preserving the status quo, especially politi-
cal stability. Instead of massive and rapid transformation, the task
becomes “maintenance” of the structure that has been created. Mo-
bilization gives way to preservation through redistribution.

The modification stage appears some time after the leader and
the elite turn dissatisfied with the performance of the model and
become convinced that tinkering will not bring about the improve-
ments desired for the sake of political stability. At that point the
political economy model will be “modified” in some ways, that is,
one or more of the essential features of the model will be altered,
creating what is called in the literature a “modified” CPE, or
MCPE for short.

CONTRIBUTIONS OF THE MODEL

This conceptualization of the political economy model of a Com-

munist-led country is believed to be useful because it

—integrates economic and political variables;

—allows ideology, historical experience, the internal and exter-
nal environment, and the leader’s personal values to influence
basic objectives, strategies, system features, and policies, and
thus to determine significant, country-specific deviations from
the standard model;

—explicitly includes key objectives and strategies; trying to infer
them from outcomes can be misleading because outcomes are
often quite different from those that the influentials intended;

—suggests that five variables—the goals and the strategies of the
influentials, the system they have created, the policies they
have pursued, and the environment—jointly determine eco-
nomic and political outcomes; and

—suggests a definition of reform: qualitatively significant modifi-
cations in key elements in the model. If only one or a few ele-
ments are modified, the change is called partial reform; if a
significant number of elements are modified, the reform is
comprehensive.

II. ApPLYING THE CONCEPTUAL FRAMEWORK TO HUNGARY

Three main issues are examined: (1) What was the nature of the
reform associated with the rule of Kadar? More specifically, in
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which respects did Kadar alter significantly the “traditional”
model of a Communist-led country and in what respects did the
model remain essentially similar to a so-called (before Gorbachev)
Soviet-type economy (ST or STE)? (2) What was the impact of the
Kadar model on Hungary’s economic performance and political sta-
bility? (8) What relevant lessons can we learn from the Hungarian
reform experiment for other countries?

To identify the areas where Kadar had introduced significant re-
forms and where he did not, the discussion of each element of the
model begins with a brief statement of its essential features in a
traditional, Soviet-type system. It, then, is used as a yardstick to
judge whether there were significant changes.*

KEY OBJECTIVES

Kadar and his group of influentials had two fundamental and
unchanging objectives: (1) To maintain their monopoly of political
power and (2) to build and consolidate a socialist economic system.

Monopoly of Political Power

Although Kadar made significant changes in the strategy of exer-
cising political power, power remained firmly the monopoly of the
party or, more accurately, those self-selected to exercise it. The
goals and tasks of state organizations were defined outside the or-
ganizations; their interests were in carrying them out. Power
flowed from top to bottom. Those who wanted it had to gain sup-
port from above rather than mobilize a constituency from below. In
this respect, Hungary remained a traditional, ST country.

Socialist Economic System

In a ST model, a socialist economic system is defined by the fol-
lowing subgoals of its influentials: (1) Predominantly socialist own-
ership of the means of production; (2) a forced rate of economic
growth (and during the mobilization phase, also rapid economic
transformation); (3) full employment; (4) a quasi-welfare state; (5)
eliminating extreme disparities in income and wealth; and (6) con-
sumer price stability.

1. Socialist Ownership. In a STE model, the authorities view own-
ership hierarchically: state ownership is preferred over cooperative
ownership, which in turn is superior to private property. Private
enterprise is tolerated as a transitory concession, prompted by eco-
nomic necessity. Under Kadar, the hierarchy of ownership was
maintained. More accurately, sometime during the 1960’s large co-
operatives were declared to be. of equal rank with state ownership.
But “socialist” was consistently considered superior to private
property. Although in 1957, in 1968, and again in 1981, the scope of
second-economy activities was expanded, no constitutional protec-
tion was granted to private ownership, ambivalent and frequently
changing stop-and-go policies were pursued toward the sector, and

the preferential allocation of capital, inputs, and subsidies to state-

+ J4nos Kornai, “The Hungarian Reform Process: Visions, Hopes, Reality,” Journal of Eco-
norlr_tlic Literature (December 1986) presents comprehensive analysis of reform ideas and policies
in Hungary.



5

owned firms and large cooperatives continued. Thus, this objective
of a CPE was not really altered. This created great hardship and
uncertainties for private activities, which limited greatly their
scope and effectiveness, and gave rise to a whole set of new and
complex problems, as will be indicated. Furthermore, the predomi-
nance of socialist ownership prevented the establishment of mar-
kets for factors of production, especially for that of capital. That, in
turn, impaired greatly the efficient operation of the economic
system.

2. Forced Economic Growth. This means pushing the tempo of
growth beyond the capacity of the economy to achieve it without
disruptions. The influentials are motivated by a desire for their
economy to catch up with those of the advanced countries and to
demonstrate a Soviet-type system’s claimed advantage over market
economies. Forced growth means emphasis on quantity over qual-
ity, expanding capacity rather than its efficient use, and (for the
heavily trade-dependent countries of East Europe) tensions in the
convertible balance of payments. In Hungary, Party resolutions an-
nounced repeatedly that growth must be accelerated; the latest
such Party declaration was in April 1984. Notes Tamas Bauer:
“Those resolutions (meant) the green light for increased investment
and public expenditure.” 5 While the push for growth under Kadar
was not as extreme as under his predecessor, or that taking place,
say, in Romania, this feature of a Soviet-type model was not elimi.
nated. Similar, too, were the consequences.

3. Full Employment. The preservation of full employment is both
a short-term and a long-term goal in a Soviet-type model, for ideo-
logical as well as political reasons. It is not the goal itself, which
after all is a worthwhile objective of political leaders in any coun-
try, that is problematic, but the way it is interpreted in practice. In
the interest of full employment, the authorities allow labor to be
hoarded by enterprises, and provide that practically all jobs become
permanent entitlements to their holders, largely irrespective of
need or the individual’s performance. This, of course, limits struc-
tural change and weakens labor discipline. The preservation of full
employment remained a basic objective under Kadar. One evidence
of this is the 1984 Directive of the Party Congress, which reiterated
that the assurance of full employment is the responsibility of the
state. Further evidence is that (until recently) there was no system
of unemployment compensation. Thus, in this respect, too, Hunga-
ry remained a Soviet-type economy.

4. Quasi-Welfare State. ST systems may be called quasi-welfare
states because access to most of the benefits the state provides (e.g.,
health care, housing, social security, subsidized basic foods and
services) is tied to employment, not country of residence or citizen-
ship. The rapid deterioration in Hungary’s medical, social, educ-
tional, and cultural infrastructure during the last decade suggests
that making good on this aspect of socialism had become, in recent
years, a lower priority than implementing other goals and objec-
tives.

® Tamés Bauer, “Economic Reforms Within and Beyond the State Sector,” American Economic
Review, vol. 78, No. 2 (May 1988).
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5. Overcoming Extreme Income and Wealth Inequalities. Contrary
to impressions, an egalitarian distribution of income and wealth is
neither a basic objective nor a practice in an STE model. Rather,
the goal is to eliminate extreme inequalities as well as incomes
based on returns on property and entrepreneurship. However,
earnings differentials among workers and employees (but not be-
tween them and the nomenklatura) are kept small, not as a matter
of principle but arising out of the logic of the system and from
social pressures. The systemic reforms introduced under Kadar
were associated with an increase in the inequalities of income and
wealth. But much of it was due not to marketization per se, but to
the glaring imperfections in the market mechanism (taking the
form, for example, of niche monopolies for a significant number of
participants in the second economy, who thereby reaped large, un-
earned incomes). The authorities’ response has been periodically to
clamp down on all private activities rather than to strengthen
market forces. Thus, in this area, too, the goals and behavior of the
authorities had much in common with those of STE’s.

6. Consumer Price Stability. This objective of an STE was pur-
sued in Hungary vigorously until 1979, that is, even after the intro-
duction of the NEM. Its main instrument was administered price
determination or rules enterprises had to follow that achieved the
same thing. This made it all the more difficult both to adjust rela-
tive prices to scarcities, to allow market forces to operate, and to
let enterprise profits to serve as true indicators of their perform-
ance. That, in turn, contributed to the maintenance of paternalistic
relations between enterprises and the authorities. After 1979, the
authorities in Hungary were compelled to give up price stability,
for a time being, in order to hold down domestic consumption and
thereby improve the balance of payments. As a byproduct, relative
prices did improve, but the practice of cost-plus pricing had contin-
ued. After 1979, the goal of price stability is revealed to have had
lower priority than certain other objectives.

STRATEGIES

The following, strategies are identified: (1) On exercising political
power; (2) on the standard of living; (3) on resource mobilization; )
on resource allocation; (5) on foreign economic relations with the
CMEA; (6) on foreign economic relations with the West; (7) on for-
eign borrowing and debt management; and (8) on economic reform
design and implementation.

1. Exercising Political Power. Several years after the ruthless
suppression of the Revolution of 1956, Kadar changed his strategy
of exercising political power. After 1963 he instituted, gradually, a
set of policies, often referred to in the West as political liberaliza-
tion (but would be called more accurately enlightened absolutism)
that increased the personal security of the citizenry and made life
in Hungary much more tolerable than in all other STE’s, with the
possible exception of Poland. This strategy (together with that on
the standard of living) was, in Kadar’s judgment, the best way to
ensure that 1956 would not be repeated.

Kadar, in effect, told the Hungarian people: “The Soviet Union
and its basic policies are here to stay. Cooperate with me by not



challenging the political system and I'll make life as tolerable for
you as it can possibly be under our geopolitical circumstances.” At
the same time, Kadar said to the Soviet leaders: “Hungarians are
unhappy with your rule, as you saw in 1956. If you give me a free
hand in domestic affairs, I can calm this explosive situation and my
management will thus be to your advantage.”

Kadar’s great historical merit is his skill in designing and man-
aging this grand compromise. But its successful implementation ul-
timately rested on two pillars: steady improvements in the stand-
ard of living and the Brezhnev Doctrine. The combination of a
carrot and a stick made the Hungarian people willing to tolerate a
situation that, fundamentally, was not acceptable to them. Once
the two pillars collapsed, more or less simultaneously in the late
1980’s, so did also the great Kadar compromise and the regime’s
stability.

2. Standard of Living. As mentioned, Kadar gave high priority to
steady improvements in the citizenry’s material well-being. When
this could no longer be assured from domestic resources (after
1972), Kadar resorted to large foreign borrowing to maintain the
expansion of both consumption and investment. After 1980 this
strategy could no longer be implemented, owing to the large ineffi-
ciencies of Hungary’s economy and the huge debt-service burden.
That, in turn, gradually eroded the implicit compromise between
the regime and the population (the social contract, as it is often
called), helping to undermine political stability.

3. Resource Mobilization. A hallmark of a STE is that resource
mobilization is forced and highly centralized. By and large this con-
tinued after the introduction of the NEM, but with one (not very
important) difference: Whereas before the NEM was introduced, re-
sources were mobilized through mandatory directives and cam-
paigns, after the NEM was put in place, resources were mobilized
by manipulating a variety of “regulators.” During the first half of
the 1980’s, taxes and other levies still centralized, on average, more
than 80 percent of enterprise incomes and about 60 percent of
GNP.® Thus, there does not seem to be a fundamental difference in
E%s area between Kadar’s Hungary and the more traditional

E’s.

4. Resource Use. This strategy refers to decisions on investments
and to the size and purposes of state budget expenditures. The
NEM envisioned giving enterprises substantial autonomy only re-
garding replacement investment plus “small” new investment, and
to retain for the center the strategic decisions on expansion. Even
when enterprises could, formally, initiate a Project, since they were
left with meager resources after taxation, and were also limited as
to the purposes for which after-tax incomes could be spent, they
had to rely on the authorities for grants, subsidies, and imports; on
the monobank for credits; and on the state budget for grants. In-
vestment projects of significance were determined by the prefer-
ences of top policymakers and by the interests of powerful lobbies,
not by market forces. Their revealed preferences show that the
strategy of investment did not depart very far from those of the

© The World Bank, Hungary (Washington DC: 1985).
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more traditional CPE’s: basic and heavy industries (e.g., coal, steel,
petrochemicals), selected branches of manufacturing, projects to in-
crease exports to the CMEA or to replace convertible imports, and
projects that were huge. The revealed dispreferences included in-
frastructure, the services, light industry, project to increase exports
to the West (except for periodic campaigns), environmental protec-
tion, and projects in the second economy.

Regarding state budget expenditures, there was no fundamental
change. The huge subsidies and the purposes for which they were
spent continued: (1) To maintain and expand the operation of prac-
tically all large state enterprises and cooperatives, largely irrespec-
tive of profitability; (2) to finance investment projects often of dubi-
ous economic value (ex: Nagymaros—on the Danube—energy plant;
the Yamburg pipeline); (3) to subsidize the prices of many basic
goods and services; and (4) to provide for other welfare-type expend-
itures; and (5) since 1979, for debt service. Insufficient long-term
improvements in the economy’s performance made the sum total of
these resource uses greater than the economy was able to carry. In-
stead of making the strategic choices, the short-term “golutions”
were: to tax enterprises to the hilt (thereby choking off much of
whatever modest supply responses the reforms could have trig-
gered); (2) borrow money from abroad; and (3) run large domestic
budget deficits, letting the central bank finance them. In combina-
tion, these strategies of resource use undermined macroeconomic
equilibrium, as detailed in the contribution by Schwenk.

5. Foreign Economic Relations: CMEA. The foreign economic
strategy of a typical East European country after about 1950 was to
maximize the growth of imports of energy, basic materials, and in-
termediate products (“hard goods”) and to pay for them by ship-
ping (mostly or increasingly) “so » manufactured products. Each
East European countg could, of course, realize such a strategy
only vis-a-vis the US.S.R. The strategy’s rationale was that it fa-
cilitates rapid economic growth, provides economies of scale and
full employment, and makes possible the production of interme-
diates that are nonexpendable hard-currency earners. However, the
long-term consequence of pursuing such a strategy was to build,
expand, and maintain an industrial structure not in accordance
with comparative advantage. It made the East European economies
extremely vulnerable to Soviet ability and willingness to continue
this pattern of trade, and contributed to continued loss of export-
competiviness on the world market. In all these respects, Hungary
did not appear to have pursued a fundamentally different strategy
than the other, less reform-minded countries of Eastern Europe.

6. Foreign Economic Relations: West. A typical STE’s foreign eco-
nomic strategy vis-a-vis the West is one of extreme inward orienta-
tion: incentives biased in favor of production for the domestic or
CMEA market and against both export and import trade with the
world market. If the purpose of convertible imports—and this is
where strategy comes into play—is (1) to purchase technology and
inputs to produce exports to the CMEA, where payment is not.in
convertible currency; (2) to alleviate bottlenecks created by overam-
bitious investment drives, poor investment projects, planning mis-
takes, and inefficiencies at the micro level; and (3) to sustain, with

the help of foreign loans, domestic absorption above the level of
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production, then the resulting increase in convertible imports
cannot be taken as evidence of “openness.” By contrast, if the
strategy of imports from the West is to lower the cost of production
and to generate competition, then one can speak of an economy
opening up to foreign markets. On the export side: if too much of
the wrong kinds of imports, plus debt-service, is paid for by exports
that are generated with large subsidies (much greater than needed
to offset the protection on inputs) and with short-term export in-
centives that undermine the sustained expansion of exports, then
such trade, too, does not evidence “openness.”

Hungary’s strategy was essentially that just indicated and it had
two main consequences. One, paradoxically, was a very substantial
increase in dependence on the West for essential imports (there
were also other contributing causes), making the economy highly
vulnerable to import-supply disruptions. The other consequence is
that a significant part of Hungary’s trade is not in accordance with
the country’s long-term comparative advantage. Therefore, its
gains from trade have remained much smaller than the volume
and relative importance of exports and imports in its economy
would suggest. One modestly significant difference between Hunga-
ry and the other East European countries: it was the first to liber-
alize—half heartedly to be sure—joint ventures with Western part-
ners. But through the Kadar years, the number of joint ventures
and the total inflow of capital and export earnings linked with
them have remained modest.

1. Foreign Borrowing and Debt Management. During the last two
decades, Hungary’s debts to the West increased rapidly not because
of a strategic decision to tap the long-term inflow of foreign re-
sources for development (as Poland and Romania did during the
1970’s), but to finance time and time again the unplanned excess of
imports and shortfalls in exports. But Hungary did make a strate-
gic decision in the late 1970’s not to reschedule. This was a factor
in the austerity program that is still underway, now for about a
decade. In the 1970’s, Kadar borrowed to increase the standard of
living, to pay for the import costs of misguided investments, and to
buffer the country from the effects of a large deterioration in its
terms of trade. In the 1980’s, Kadar borrowed to refinance the pay-
ment of principal and a portion of the interest on the foreign debt.
Since there is no CPE strategy on foreign borrowing and debt man-
agement, the analogy here is best made with countries, not neces-
sarily CPE’s, where the authorities and foreign lenders bear joint
responsibility for taking and providing excessive amounts of cred-
its.

8. Economic Reform. Strategic issues on reform involve decisions
on when to initiate it, what kind of reform should be introduced,
whether to put it in place experimentally or broadly, and how to
sequence its implementation.

As background for discussing the kinds of reforms Kadar sup-
ported, let us divide the economy into two sectors: 7 (1) State firms
and large cooperatives (the first economy) and (2) private and semi-
private firms and activities (the second economy). The two sectors

" The distinction between the two sectors and the classification of the periods is based on
Bauer, op. cit.
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have different relationships with the authorities. Reform strategy
during the Kadar era can be divided into four periods: 1956-64,
1965-72, 1973-78, and 1979-88.

1956-64: Tmmediately after 1956 a reform commission prepared a
blueprint that was very close to that of the NEM of 1968, but the
reform was not introduced. Instead, a series of politically motivat-
ed, ad hoc concessions were made to the second economy, which
turned out to be significant building blocks for subsequent reforms.

1965-72: Prompted by growing tensions in the first economy and
by the success of reforms in the second economy, the NEM was in-
troduced to improve the first economy. Central planning was re-
tained, but mandatory plan targets to enterprises and central re-
source allocation were replaced by financial and administrative
regulators, i.e., by indirect planning. The NEM did not plan to en-
large the second economy. But the combination of allowing workers
to change jobs and giving greater autonomy to cooperatives actual-
ly brought about that result. Agricultural and retail trade coopera-
fives established subsidiaries in industry and construction. Those
ventures became the first important forms of semiprivate activity,
characterized by strong profit orientation and de facto independ-
ence from the authorities. Because many aspects of the NEM were
introduced at once, it is called a comprehensive reform. This is not
a fully accurate term because a great deal was not touched (ex: eco-
nomic institutions and the political superstructure). Nevertheless,
on balance, the reforms implemented through the NEM were suffi-
ciently wide ranging, in terms of changes in the economic system,
to warrant the conclusion that it transformed Hungary from a
Soviet-type economy into an MCPE.

1979-78: The reform was “frozen” for about 6 years because of a
domestic backlash by union leaders and managers of powerful en-
terprises, antireform trends in the U.S.S.R., and to protect Hunga-

from the adverse impacts of the world energy crisis.

1979-88: Increasingly acute tensions, especially in the convertible
balance of payments, prompted Kadar once again to turn to
reform. But the suggestion of economists to create a real market
mechanism was rejected. Instead, a series of partial reforms were
implemented over a period of a decade, both in the first and in the
second economies (summarized below). However, owing to lack of a
clear concept of what model was desired, and the many constraints
imposed by the simultaneous pursuit of a CPE’s fundamental objec-
tives as well as strategies that were enumerated, the reform steps
were full of contradictions.

THE SYSTEM: INSTITUTIONS AND INSTRUMENTS

A great deal has been written about systemic reforms in Hunga-
ry, so this section can be brief.®

Political System. There was no significant change in the political
system. The fact that many actions and activities were permitted,

8 Bauer, op.cit.; Kornai, op. cit; Gabor Révész, Perestroika in Eastern Europe: Hungary's Eco-
nomic Transformation: 1945-1988 (Boulder, CO: Westview Press, 1989); and gfml Marer, “Eco-

nomic Reform in Hungary: From Central Planning to Regulated Market,” in East European -

Economies: Slow Growth in the 1980, vol. 3, Country Studies on Eastern Europe and Yugoslav-
ia (Washington DC: 1986).
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not as constitutionally guaranteed rights but as an aspect of exer-
cising political power (ex: publishing articles critical of some as-
pects of the regime or its policies; travel to the West; tolerance of
second-economy activities) brought about an improvement in the
quality of life. But, at the same time, such privileges became a cor-
rupting influence in society. This was so because many of those
who enjoyed its benefits became regime supporters to protect their
“privileges.” Just like many activities in the second economy (i.e.,
the privileged money-making opportunities through bribery, mo-
nopoly, access to information, connections), it created supporters of
the prevailing undemocratic political and corrupt economic ar-
rangements.

Economic System. The most important reform measures were the
following:

1. Reduced the scope and rigidity of the central plan.

. Changed the plan instruments: plan directives and material al-
location through the system of material balances were replaced
with indirect regulators.

3. Increased, in a limited way, the autonomy of enterprises (for
certain categories more than for others), in most cases creating
dual dependence for them: vertically on the authorities and hori.
zontally on suppliers and customers. This established, in Bauer’s
phrase, an economy that was neither fully centrally planned nor
anywhere near fully a market system.

4. Enlarged the second economy, but in a way that simultaneous-
ly promoted and constrained it. On the one hand, the austerity pro-
gram in place since 1979 put great pressure on the work force to
have two jobs (one in the first economy, for the sake of security
and its entitlements; and one in the second economy, for money,
and in some cases for creative satisfaction). It also gave opportuni-
ties, selectively, to engage in them. (Selectively because one had to
have the right marketable skills or access to a plot of land.) But, at
the same time, the expansion of the second economy contravened
with many other objectives (ex: social ownership of the means of
production, price stability, successfully competed for the first
economy’s most productive labor). For this reason, actions toward
the second economy were schizophrenic and of Rube-Goldbergian
complexity, with the design changing frequently as the authorities
attempted to reconcile so many contradictory objectives. As a con-
sequence, the efficiency of the second economy has remained low
and the cost to its participants high. About half of the work force
had to have two jobs, so that Hungarians, on average, are reported
to work longer hours than any other nation’s work force, leading to
stress and to a significant deterioration in health and demographic
indicators. The relationship between the first and second economies
was full of bureaucratic irrationalities (less so in agriculture). This
has contributed greatly to the corruption that has mushroomed
during the last decade. It is also a factor in the growing cynicism
on the part of the population against a “model” that not only toler-
ates but seemingly encourages all kinds of inefficiencies. But in
spite of all these negatives, reforms in the second economy were
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sufficiently important to generate all of the economy’s modest
growth in the 1980’s.°

5. A series of reforms created, since 1979, some of the institution-
al preconditions of a market system. Specifically: the authorities
began to break up some of the large trusts in production and distri-
bution and introduced legal provisions for establishing subsidiaries
and new ventures (1979); combined three industrial sector minis-
tries into a single ministry, putting it in charge of industrial policy
(1980); decentralized more and more of foreign trade decisionmak-
ing (since 1980); eased and then eliminated production profile re-
strictions (1982-85); introduced a system of tenders for managerial
positions (1983); introduced the right of enterprises to issue bonds
(1983) and established a “stock market,” where the bonds could be
traded for an hour or so once a week; set up enterprise councils to
elect and “supervise” the director (1985); enacted a (weak) bank-
ruptcy law (1986); and created a two-tier banking system, without,
however, all the conditions that would make it possible for com-
mercial banks to be largely profit driven (1987).

REFORMS AND ECONOMIC PERFORMANCE

While one should not minimize the importance of the many
reform steps taken between 1979-88, they did create an exaggerat-
ed impression in the West of what was taking place: “Hungary’s
reforms always going further and further.” (It is only fair to admit
that the author himself, in his previous writings, was much more
taken by the apparently significant extensions of the reforms than
he is today, in 1989. One useful purpose of the conceptual frame-
work is that it provides a perspective not only on what has been
changed but also on what has remained unchanged. At the same
time, one must not go too far in the other extreme and dismiss as
insignificant the reform steps taken and what they have accom-
plished.)

The importance of the institutional changes made between 1979
the 1988 for the economy’s performance lay not mainly in improv-
ing contemporary performance but in their future potential. That
is, these measures signaled the direction Hungary appeared to be
moving and held out the hope that the fundamental problems
would also be tackled.

The fundamental and mutually reinforcing problems that re-
mained were these: Ill-defined ownership, no market for the factors
of production, weak financial discipline on enterprises and for the
state budget, no clear criteria for investment decisions other than
the interests of the lobbies (partly a consequence of the ill-defined
ownership structure), exceedingly heavy taxation, and an incred-
ibly complex and continually changing system of administrative
and financial regulation that has tried, unsuccessfully, to reconcile
a series of incompatible objectives, strategies, and system features.

None of the reforms introduced till the end of the Kadar era had
solved the fundamental question of ownership. As of 1988, the re-
forms did not yet succeed in designating an individual or an insti-
tution to have full property rights, that is, with full responsibility

9 Bauer, op. cit.
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for and the right to appropriate the returns on productive assets.
In the final analysis, the authorities remained owners and regula-
tors of state enterprises. Regulation was often enterprise specific to
achieve economic and social objectives, e.g., domestic supply, ex-
ports, employment, and price stability.

These unsolved problems in large part explain the Hungarian
economy’s unsatisfactory performance. They were compounded by
a number of major mistakes in economic policy. The most signfi-
cant policy mistake was allowing foreign credits to rise much too
rapidly. Warnings about the dangers given by professionals in the
West in the late 1970’s were dismissed (for example, by leading offi-
cials of the Hungarian National Bank). Also important were a
series of unfavorable developments in the external environment,
East as well as West.

At the same time, however, the reforms did yield significant re-
sults, especially in agriculture and in the second economy. Living
standards improved considerably in the 1960’s and early 1970’s
(thereafter the improvement was based on foreign credits). Hunga-
ry was able to move away from the classical shortage economy. The
supply, assortment, and quality of food and many other consumer
and industrial products became significantly better than in most
other CPE’s. Queuing in retail stores was eliminated (but continued
for a segment of the housing market, cars, and major repairs). For
tourist purposes within the CMEA, the forint became practically a
convertible currency. Many of these improvements cannot be cap-
tured readily in standard economic statistics, such as the growth
rate. Also, Hungary’s economic statistics are considered by experts
to be much more reliable, much less subject to exaggerations and
distortions, than those of a number of East European countries
against which its performance is often Jjuxtaposed. Thus, there are
these two reasons at least that a comparison of standard perform-
ance indicators will make Hungary’s performance appear weaker
than it really is.

III. SoME Lessons FrRoM HUNGARY'S EXPERIENCE

One lesson of the Hungarian experience is the often painful
tradeoff between benefits in the short run and costs in the long
run. Although this is basic in the science of economics, it is often
disregarded by politicians and their all-too-ready-to-serve advisers.
The key lessons for Hungary were in foreign economic relations
with the U.S.S.R. and the West, in relation to excess domestic and
foreign borrowing, and in not imposing financial discipline on
firms.

In the mistakes that were made in economic strategy, reform
design, and policy, insufficient intellectual understanding of cause
and effect relationships in economics probably played a role, as is
stressed in the comment by Gomulka. (If this was indeed a signifi-
cant problem in Hungary, this must be all the more important in
the US.S.R. and in the other CPE’s undertaking reforms.) More-
over, could key advisers exercise independence of judgment in a
system in which there is only one career path: to serve the political
influentials?
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The experience of Hungary under Kadar reveals both the possi-
bilities and limitations of economic reforms in a “traditional” Com-
munist-led country. Such a political system forces the architects of
the reform to try to reconcile design variables that have not proven
to be reconcilable: on the one hand, pervasive and unchecked con-
trol by the party of the political and economic life, which was syn-
onomous with the preservation of a series of ideologically and po-
litically driven economic objectives, strategies, and system features;
and, on the other, rapid progress in improving economic efficiency,
export competitiveness, and the standard of living.

Although many countries, irrespective of their economic and po-
litical system, pursue fundamental objectives that are not fully
compatible, pay little attention to feasible tradeoffs, make major
errors in economic strategy and policy, and face daunting problems
of system inefficiency, the main difference between many of them
and a monolithic Communist country like Hungary is the un-
checked power of the authorities. Often absent is any meaningful
debate, checks and balances, political accountability, and profes-
sionalism in decisionmaking. These probably mean that the mis-
takes are likely to be greater and persist longer than in societies
where the ruling party does not have unlimited power.

Hungary’s experience suggests, further, that reform is given seri-
ous consideration whenever the economy is performing poorly and
political instability is feared. In such situations a political compro-
mise is usually struck between those who support reform on the
grounds that it would help maintain the political system, and those
who oppose it, fearing that economic reform would sooner or later
destroy or transform the system.

Concerning the design of economic reforms, there is a great deal
that must be learned still; there are no ready-made recipes. Hunga-
ry’s experience suggests that simulating how a market would work
if it existed will not do. Unless the frequency and intensity of inter-
vention by the authorities into market processes falls below a cer-
tain critical level, the market never “takes hold,” remains emascu-
lated, as Kornai noted.1® During Kadar, intervention had remained
considerably above the critical level. Hungary had (and still has)
an economy that an enterprise manager characterized as a “jungle
of regulators, most of them inconsistent.” At the same time, the
authorities did not intervene sufficiently to create the institutional
preconditions for effective market competition; the informational,
financial, and physical infrastructure; commercial laws, strong
antitrust protection, and so on.

Further concerning the reform design, another lesson of Hunga-
ry is that if increased autonomy is given to enterprises before im-
posing on them financial discipline and exposing them to competi-
tion, then rapid increases in wages and prices are much more
likely than the expected supply improvements.

Whether a market economy can be created while the means of
production remain predominantly nonprivate is one of the main
unsolved questions as yet of reform design and implementation.

10 Kornai, op. cit.
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Perhaps the main conclusion is that a CPE needs a truly compre-
hensive reform, one that modiﬁes—simultanously, significantly,
and consistently—all the main variables in the model of political
economy. The fundamental issue then becomes: how large must be
the economic and political problems before a truly comprehensive
reform will be placed on the agenda? And what modifications will
be required in the political system to come up with a good reform
design and to manage successfully the transition?



COMMENT

By Stanislaw Gomulka®

I find Paul Marer’s paper a very helpful application of a fairly
general analytical framework to the study of a particular reform.
Given the large measure of agreement, I comment only on a few
selected issues. My comments are not related specifically to Hunga-
ry’s reforms, but rather to the conceptual framework for thinking
about economic reforms in Communist-led countries.

1. How To EVALUATE CHANGES IN MAJOR OBJECTIVES

Marer proposes to define a model of the political economy of a
Communist-led country in terms of fundamental (political-economic
and socioeconomic) objectives or ends of the leadership, the long-
term political and economic strategies of pursuing the ends, and
the systems of institutions and (economic, legal, and administra-
tive) instruments designed to implement the final ends through the
means of broad strategies and any short-term, detailed policies.
The definition is useful. My comment concerns the selecticn of ob-
jectives. The author notes that “to try to infer objectives and strate-
gies from outcomes can be misleading because outcomes can be very
different from those that policymakers intended.” (See Paul Marer’s
preceding paper.)

The problem begins when intentions differ from outcomes. For
example, it is still the intention of Communist leaders, in Hungary
as well as in Yugoslavia, in 1950-80 as well as in the 1980’s, to
maintain low inflation, high growth rate of output and low unem-
ployment. Yet we know that outcomes can be persistently different,
partly as a result of systemic changes which Hungary, China or
Yugoslavia have introduced. Should we then infer that these three
goals have become less important? Probably. If so, the mere list of
important goals is not a very sharp analytical device, since what
really matters is their ranking and strength. But this ranking of
all goals and the strength of each are revealed perhaps more by
actual outcomes of actual policies than by declared intentions. Only
when the policies are chosen by mistake, or when the circum-
stances change unexpectedly, the policymakers being unaware of
some of the policies’ important consequences, the outcomes would
be a poor indicator of the values attached to the various goals.

*London School of Economics, England.
(16)
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2. ON THE So-CALLED SHIFT FrROM EXTENSIVE TO INTENSIVE GROWTH

My second comment is more specific. It concerns the proposition,
which has apparently become fairly widespread, that economic
growth under the TCPE model was never particularly intensive
and that the pressures to reform it necessarily mount when the
scope for extensive growth begins to decline and the need to acti-
vate intensive sources of growth increases. The origin of this propo-
sition may well be in the policy declarations of the leaders in
CPE’s, who have during the last decade or so emphasized with
greater force than ever before the need to increase the rate of inno-
vation and productivity growth, the key indicators of “intensive
growth.” However, the policymakers usually bring to public atten-
tion things which need more of such attention. For example, they
emphasize the need to reduce the construction timelag more
strongly when it gets longer, to increase quality when it is poor or
gets poorer, etc. In the case in hand, the alarm bells have been
triggered by a substantial decline in productivity growth since the
mid-1970’s. In terms of the joint factor productivity residual, Soviet
economic growth was, in the years before 1975, quite intensive by
international standards and more intensive than it has since been.
There has therefore been a shift, in the U.S.S.R. and Eastern
Europe, from more to less intensive growth.

May I also note that the purpose of reforms is not necessarily to
restore productivity growth to the pre-1975 rates. Although prob-
ably lower than in Japan and Western Europe, these rates were ap-
parently higher than the U.S. rate and therefore not sustainable in
the long-run under any system. The growth rate of Soviet capital
stock, an extensive factor of growth, is now smaller than in the
days of rapid industrialization. However, the rate is smaller not be-
cause of a lower share of investment in national product, which is
in fact high, but because lower productivity growth of inputs trans-
lates into lower growth of national product and, therefore, lower
growth of investment. Less intensive Soviet growth is thus also a
cause (one of several) of the less extensive growth which we now
observe.

The productivity slowdown in CPE’s, as well as in Western
Europe and Japan, was inevitable sooner or later. The problem is
therefore not the slowdown as.such, but its timing; it came at
about the right time for Western Europe and Japan but too soon
for the CPE’s. If things were left as they are, the relative produc-
tivity gap between the U.S.SR. and the world’s Technology Fron-
tier Area (TFA) would increase or remain permanently at the
present fairly large level.! As far as growth is concerned, the stra-
tegic purpose of the reform must therefore be to lift productivity
growth rate only somewhat above the TFA'’s rate, so that the catch-
ing-up can be resumed, and to maintain it there only for as long as
is needed to bring Soviet productivity levels close to those prevail-
ing in the TFA. This purpose is clearly independent of the growth
rate of the labour force, and this independence is an additional
reason why the second half of the proposition spelled out at the be-
ginning of this section is false.

! See 8. Gomulka (1988a), for estimates of the gap.
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The proposition may be defended only on the grounds that, while
the contributions to growth of intensive and extensive factors are
both lower than they used to be, the contribution of extensive fac-
tors may have declined more. However, such a shift, even if it did
occur, and I doubt that it did, would be of no significance for our
evaluation of alternative economic systems.?

3. INTELLECTUAL LIMITS TO, AND THE SPEED OF, THE REFORM ProCESS

In his paper Marer notes that reforms represent a process, possi-
bly a long one, in which all kinds of resistance to change is bound
to play a role. The usually stressed sources of such resistance are:
the keepers of socialist ideology, the power holders concerned to
preserve the political status quo, and the population at large wor-
ried by the possible social costs of any major systemic change. The
limited economic knowledge of the leaders and their experts, as
well as the lack of an enterprise culture, has also been noted, but
the potentially major significance of this factor has rarely been
suggested.® This topic deserves a separate treatment. Here I would
only like to suggest that what I call “intellectual limits” to reform
may have to be given much more weight than we usually do in our
analysis of the history of attempts at economic reforms in Commu-
nist-led countries. Such limits may be said to be operating if and
when certain reforms are opposed, while others are advocated or
actually implemented, by mistake, due to the limited economic
knowledge of the relevant policymakers at the time. In other
words, 1 propose a thought experiment in which we ask what the
choice of a system, or a reform of it, would have been if the policy-
makers remained faithful to their ideology and political interests,
but had the benefit of knowing beforehand the experimental re-
sults for all alternative economic systems, designed to give them
complete description of the systems quality. If system B would be
in such circumstances be judged superior to A, but the latter was
chosen and kept nonetheless, then reasons for “limits to reform” in
this case are certainly not intellectual. Therefore to pronounce that
ideological, political or other nonintellectual limits operated, and in
many situations they clearly did operate, we must have evidence
that proposed systemic reforms were judged superior in purely eco-
nomic terms, but were not adopted for the reasons of ideology or po-
litical self-interest of the ruling group.

The intellectual limits appear to be of two categories. The first is
related to the economic skills and habits which are needed in any
market-based system, are actually present in developed capitalist
economies, but were destroyed or lost in the Communist countries
under their traditional system. These skills and habits are now be-
coming an essential asset to have in those countries as well. Given
the low starting point, in particular the lack of business expertise
and primitive state of university economics, the accumulation of
this asset is bound to be slow.

The intellectual limits of the second category relate to the fact
that modern economies are so complex that it is not possible for

2 For a more extensive discussion of this topic, see S. Gomulka, 1988b.
sFor an exception, see Ed. Hewett (1988). For an excellent review of Soviet economic ideas
since the Revolution, see Brus (1988).
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any economist to make estimations of the consequences of various
reform measures of a desirable accuracy. Given internal consisten-
€y requirements it would be desirable to move quickly from a
TCPE, one such consistent system, to a competitive market social-
ist (CMS) economy. However, the problem is that even in the ab-
sence of resistance to reform on political, ideological and social
grounds, the political leaders would be confused by the variety of
expert advice about the likely costs and benefits of the systemic
change. They would therefore be tempted, for these “inteliectual”
reasons in addition to other possible reasons, to move in small
steps rather than attempt a big jump with unknown consequences.
Such an evolutionary reform process may be preferred particularly
by risk-conscious policymakers. This may be so even if the accumu-
lated resource cost of the systemic change is known to be greater
the slower the transition (as the intermediate stages along the
process involve efficiency losses due to the presence of elements of
internally incompatible systems), provided the short-term cost is
lower. In such mixed, intermediate, systems the allocative and dis-
ciplinary roles of central authorities are already substantially re-
duced, but competitive market pressures are yet not developed.
Consequently, during the transition the macroeconomic control
may deteriorate, resulting in high inflation and balance of pay-
ments problems, before static efficiency and innovation rate begin
to increase.
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SUMMARY ASSESSMENT

The Hungarian economy has struggled with sluggish growth,
stagnant living standards, an increasingly obsolescent and uncom-
petitive industrial base, and an ever heavier foreign debt burden in
the 1980’s. Excessive reliance on administrative measures, such as
import and investment controls, to cope with recurring balance-of-
payments problems and inconsistent implementation of economic
reforms have slowed the economy’s adjustment to adverse external
developments and to increasingly competitive world markets.
While such policies, with the help of two IMF standby arrange-
ments, enabled Hungary to weather a severe liquidity crisis in
1982, they failed to address the fundamental systemic changes
needed to lay the basis for an expanded export potential and a sus-
tainable economic recovery. Thus, serious payments imbalances
reemerged after 1984 when the leadership decided, in part for polit-
ical reasons, to ease austerity. In 1987, the prospect of a new finan-
cial crisis finally forced policymakers to respond with a series of
stopgap austerity measures, but the current account deficit was
still larger than planned and Hungary’s foreign debt continued to
rise sharply.

Rising debt service, inadequate hard currency earnings, and the
need to devote more resources to modernizing industry and improv-
ing export competitiveness have narrowed the leadership’s policy
options and will force them to make difficult choices among in-
creasng exports, investment, and consumption for years to come. A
3-year austerity program introduced in January 1988 tried to steer
a middle course by calling for an annual decrease in consumption

20)
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of about 2 percent, moderate increases in enterprise investment
and hard currency exports, and greater attention to restructuring
the economy along more competitive lines. Economic performance
in 1988 showed that Hungarian authorities were making a deter-
mined effort to improve the hard currency trade balance, but that
restructuring necessary for a sustainable recovery was still pro-
ceeding at an unsatisfactory pace. In the first half of 1989, structur-
al change continued to proceed slowly, and Hungary’s balance-of-
payments situation deteriorated because of heavy spending on for-
eign travel by Hungarians taking advantage of relaxed travel rules
and by a surge in Western imports following the lifting of import
restrictions on many types of goods.

In response to these developments, Hungarian policymakers have
repeatedly expressed concern that more drastic action is needed to
speed up restructuring and assure an economic turnaround in the
medium term, but they have had a hard time reaching a consensus
on how far or fast to proceed toward a more market-oriented econo-
my. Moreover, the rapid pace of political change in Hungary ap-
pears to be diverting leadership attention from the hard economic
policy choices that need to be made.

A faster restructuring program would entail high social costs in
terms of inflation and unemployment and could increase the risk of
debt servicing problems in the short term. On the other hand, it
has greater potential to improve Hungary’s economic outlook in
the long term than a more gradual approach to adjustment. '

Whatever policy option the leadership chooses, the medium-term
outlook is difficult, and Hungary will continue to struggle with
slow growth and foreign payments problems well into the next
decade. Planners will also be forced to hold down living standards
for at least the next 3 years to meet Hungary’s debt servicing
schedule and to slow the growth of outstanding debt. Hungary will,
however, remain vulnerable to a new liquidity crisis—particularly
after 1989 when debt service costs begin rising rapidly—should ad-
verse external developments, such as higher commercial interest
rates or a sharp deterioration in the terms of trade, worsen the
country’s balance-of-payments situation and cause a loss of banker
confidence.

I. INTRODUCTION: GROWING SENSE OF CRISIS

The Hungarian economy has struggled with sluggish growth,
stagnant living standards, an increasingly obsolescent and uncom-
petitive industrial base, and an ever heavier foreign debt burden in
the 1980’s. Excessive reliance on administrative measures, such as
import and investment controls, to cope with recurring balance-of-
payments problems and inconsistent implementation of economic
reforms have slowed the economy’s adjustment to adverse external
developments and to increasingly competitive world markets.
While such policies, with the help of two IMF standby arrange-
ments, enabled Hungary to weather a severe liquidity crisis in
1982, return the hard currency current account to a large surplus
by 1984, and regain access to commercial bank loans, they failed to
address the economy’s fundamental problems, which are largely
systemic in nature. As a result, there is still little market pressure
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or incentive in the economic system to promote the industrial re-
structuring necessary to make Hungarian industry more competi-
tive and to support a sustainable recovery. (See next chapter,
“Hungary’s Political and Economic Transformation (1988-89) and
Prospects after Kadar,” by Paul Marer.)

Hungarian policymakers, anxious to ease austerity for political
reasons, nonetheless, concluded in 1985 that they could shift prior-
ities back to economic growth and loosened controls on domestic
credit, government spending, and imports. Economic performance
fell far short of plan, however, and serious payments imbalances
quickly reemerged. In retrospect, the Central Committee in April
1988 acknowledged—
without changing the (production) structure, an acceleration of growth leads to a
deterioration in the terms of trade, a loss of economic equilibrium, and growing for-
eign debt.!

Although Hungary has avoided a debt rescheduling and the
supply and variety of consumer goods is arguably the best in East-
ern Europe, many Hungarian economists and party officials have
pointed to the economy’s deep-seated structural problems as signs
that the economy is in a crisis. The most reform-minded among
them used the concept of crisis to try to spur the party under
former General Secretary Janos Kadar to address these problems
with more decisive action on reform. In 1986, for example, a group
of leading reform economists in an influential paper—‘‘Turnaround
and Reform’”’—directed to the top party leadership warned that
Hungary faced a deepening economic crisis without an acceleration
and broadening of its long-running reform efforts.

Despite such warnings, the leadership initially took little correc-
tive action. A further marked deterioration in economic perform-
ance in the first quarter of 1987 and the prospect of a new finan-
cial crisis finally forced policymakers to respond with a series of
stopgap austerity measures, including reductions in consumer and
producer subsidies, tighter domestic credit, and two devaluations of
the forint. These steps raised the cost of basic consumer items, such
as meat, bread, gasoline, and heating, by an average of 20 percent.
_ The government also launched a reassessment of economic policies
under the Seventh Five-Year Plan (1986-90) and put together,
under the direction of former Premier Grosz, a new austerity and
* reform program for 1988-90 to supercede the plan. The new pro-
gram provoked an unprecedented level of debate in Hungary’s par-
liament before winning final approval in September. It was contro-
versial because it abandoned some goals of the social contract, most
notably price stability and a real increase in the standard of living,
in order to place greater emphasis on halting the growth of foreign
iiebt and on restructuring the economy along more competitive
ines.

Uncertainties about the impact of the new program on living
standards and lingering questions regarding responsibility for the
earlier misguided policies clouded the pepular mood. Surveys by
the Hungarian Public Opinion Research Institute indicate the pub-

1 MSZMP CC Policy Statement to the MSZMP National Conference (Draft) Budapest Nepsza-
badsag Supplement in Hungarian, Apr. 1, 1988.
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lic’s perception of the economy’s health and their own personal fi-
nancial situation hit a low in September 1987 and remained at
similarly low level through the first quarter of 1988.2 Such nega-
tive evaluations added to growing pressures for political change
and led some members of the party leadership to push for a special
party conference. The conference, eventually held in May 1988, was
supposed to examine the status of economic and political reforms,
but quickly turned into an open succession struggle. In evaluating
the party’s draft position paper on reform for the conference, the
presidium of the Academy of Sciences claimed that “crisis symp-
toms are multiplying at an accelerating pace” and that the lack of
a “unified reform program” has deepened the “crisis of confidence”
between the leadership and society.® Premier Grosz picked up on
such sentiments and used the crisis theme effectively to challenge
party leader Kadar. Kadar, in contrast, lost credibility by denying
the existence of crises in Hungarian society and the economy. The
dramatic turnover in the leadership at the conference—which re.
sulted in his ouster and the ouster of seven of his old-guard associ-
ates from the Politburo—revealed the depth of dissatisfaction
among the party rank and file with the top leadership’s failure to
come to grips earlier with the economy’s declining performance.

The post-Kadar leadership has inherited an exceedingly difficult
economic and social situation. Their greatest challenge will be to
maintain stability while implementing austerity measures needed
to cope with growing financial pressures and carrying out reforms
essential to long-term growth. Sharp cutbacks in investment and
Western imports, which enabled Hungary to weather its 1982-83 fi-
nancial crisis, cannot be repeated without further undermining
long-term growth prospects. Yet the leadership must also be cau-
tious about forcing deep cuts in consumption because stagnant
living standards, rising inflation, and widening income disparities
have already heightened social tensions,

To better understand the problems the new Hungarian leader-
ship faces, this paper will examine the main indicators of economic
performance for Hungary between 1980 and 1987. Emphasis will be
given to hard currency foreign trade performance and debt because
Hungary’s financial situation will largely dictate economic policy
into the 1990’s. This background will lead to an examination of the
government’s 1988-90 austerity program and 1988 results, which
indicate restructuring was still proceeding at an unsatisfactory
pace. Lastly, the paper will compare the alternative policy options
the leadership was contemplating in mid-1989 given the continued
lack of structural adjustment and their likely implications for eco-
nomic growth, consumer welfare, and financial recovery.

II. EconoMIc PERFORMANCE, 1980-87

A. SLOW GROWTH, LOW PRODUCTIVITY
The price of adjusting to external financial constraints has been
a more severe slowdown in economic growth than the leadership

2 Unaitributed report, “The Public Economic Mood in June 1988,” Nepszabadsag, Aug. 13,
1988, p. 4.
3 Budapest radio, Apr. 19, 1988.
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bargained for. After a relatively healthy rate of growth through
1977, the tempo of growth by all standard measures—official na-
tional income statistics both in net material product (NMP) and
gross domestic product (GDP) and Western recomputations of gross
national product (GNP)—slowed dramatically. (See table: Alterna-
tive Estimates of Production and Utilization.) GNP growth regis-
tered only an average annual 0.9 percent increase in 1978-87 com-
pared with a 3.2 percent average annual increase during the 1970-
78 period. Official estimates of NMP and GDP exhibit a similar
trend, but place growth in both periods slightly higher.*

ALTERNATIVE ESTIMATES OF PRODUCTION AND UTILIZATION

[Percent change over previous year]

1981 1982 1983 1984 1985 1986 1987

Hungarian official data:

NMP produced 2.5 26 03 25 14 0.9 41
NMP used 7 =11 =27 —6 —.6 39 30
Consumption (material).... 30 14 6 9 1.2 2.0 31
Net capital formation....... _86 —124 —204 113 150 21.4 2.1
GbP 29 28 R 2.7 -3 1.5 3.2
Industry 50 4.7 1.8 25 =21 -5 3.2
Agricutture and forestry.... 33 11.6 0.1 46 —-41 3.5 3.0
Construction............ 13 -1 28 53 45 1 18
final domestic demand . 14 -1 17 3 4 39 3.2
Consumption .......... . 29 1.2 5 12 17 24 3.2

Gross capital formation... _97 _35 73 —24 35 86 32

Western calculations:

) 36 -10 26 26 2.1 1.2
1

Industry. 1.0 1.2 10 35 . 11 26
Agriculture, forestry.... -8 130 58 64 —86 41 -9
Construction 29 28 -1 =35 =100 18 25
Transport 20 ~15 =17 8 -8 9 5
Trade 2.5 11 10 -2 A 20 22
Housing 16 16 8 8 16 11 14
Government. 17 9 19 17 10 24 2.0
GNP by final use, total .. -1 R —34 3 -21 44 10
Consumption, private...... . 21 5 -1 3 A4 14 15
Investment —58 9 93 -4 =18 115 -5

Source: Statisztikai Evk 1987, p. 62, 64; LW. International Financial Research, Inc., Occasional Paper No. 100 of the Research Project on
National Income in East Central Europe, 1988, p. 12, and Occasional Paper No. 102, 1988, p. 11.

GNP estimates by Alton et al. indicate that the Hungarian econ-
omy has been the third slowest growing economy in Eastern
Europe in the 1980’s.5 This ranking should be treated cautiously,

however, because international comparisons of economic growth
encounter serious methodological problems and the reliability of

4 The differences in the growth rates are explained largely by the fact that none of these
measures are directly comparable. GNP measures the value of all final goods and services pro-
duced by domestically owned factors of production, whereas GDP measures the value of all final
goods and services produced within the country. Both measures include depreciation, which,
along with services, is excluded from NMP. The growth rates may also differ because of biases—
NMB estimates tend to contain a modest upward bias, whereas Western recomputations of GNP
may understate real growth—although these biases are considered to be less significant in Hun-
gary than in other East European countries. (See PlanEcon Report, Vol. IV, No. 7, Feb. 18, 1988
an:lyL. W. Financial Research, Inc., OP-100, “Economic Growth in Eastern Europe, 1970 and
1975-87, New York, 1988.)

5 1, W. International Financial Research, Inc., OP-100, “Economic Growth in Eastern Europe,
1970 and 1975-87,” New York, 1988.
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country data varies widely. (See “Alternative Measures of Growth
and Development Levels: Comparisons and Assessment,” by Ger-
hard Fink and Peter Havlik, vol. 1.) Nonetheless, it is clear, espe-
cially since Hungarian data are among the most detailed and reli-
able in Eastern Europe, that the Hungarian economy has not
achieved the rate of growth one might expect of the region’s fore-
most reformer. Growth would have been even lower if Hungary
had not allowed expansion of the private and small cooperative sec-
tors, which have performed much bétter than the state enterprise
sector that dominates the economy.

The principal causes for the slowdown in growth appear to be
the impact of austerity measures, particularly investment and
import cuts, and a fall in total factor productivity. Planners have
sought to move the economy from an extensive to a more intensive
pattern of growth by increasing the contribution of total factor pro-
ductivity growth to economic growth, but combined capital, labor,
and energy productivity growth was lower in the 1981-86 period
than in 1976-81. (See graphic: Conventional Labor, Capital, and
Combined Factors Measures of Productivity Change.)
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May 1988
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the equation: GNP yields on estimate of 0.33 for a.
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L.W. International Financial Research, Inc., Research Project on

Source: :
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National Income in East Central Europe,
Papers.
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Capital productivity.—Import controls on Western capital goods
and investment cuts that slowed the modernization of industrial fa-
cilities do not fully explain declining capital productivity in the
1981-86 period; capital productivity actually fell more in 1976-81
when investment was higher. Limited factor market reform in
Hungary’s long-running reform program offers a better explana-
tion for such an extended period of uniformly negative capital pro-
ductivity. Failure to end the subsidization of ailing enterprises, to
allow more prices to be market-determined, and to enhance the
role of profits in decisionmaking has precluded a more efficient al-
location of capital and other resources in the economy. (See next
chapter, “Hungary’s Political and Economic Transformation (1988-
89) and Prospects after Kadar,” by Paul Marer.)

Labor productivity.—Lower labor productivity can be traced
mainly to the impact of tighter wage regulations in state enter-
prises and the expansion of the private sector in the 1980’s. Firms
have had few incentives to use labor efficiently because centrally
determined wage schedules have kept labor costs artificially low.
Workers have also lacked incentives for greater effort on their
state jobs because declining real wages have forced nearly three-
fourths of the work force to seek part-time employment in the pri-
vate sector to maintain their standard of living. Widening income

income tax introduced in 1988 is supposed to narrow these differen-
tials, but additional planned cuts in real wages and consumption
mean enterprise managers will probably continue to have trouble
commanding stricter labor discipline and higher productivity.

The need to retrain and relocate workers has further slowed ef-
forts to boost labor productivity and to restructure industry. In
1986-87, about 70 percent of Jjob applicants were unskilled laborers,
whereas 83 percent of the reported vacancies called for special
skills. Hungarian state industry is unable to fill vacancies for
skilled labor because many workers with advanced technical train-
ing can earn more in ;)rivate sector pursuits such as cab driving.
According to Hungary’s National Technical Development Board,
every third technical university graduate earns a living in a nonre-
lated profession. Workers’ attachment to their places of residence
and serious housing shortages have been additional obstacles to
labor mobility. To encourage more mobility, policymakers must
eventually lift wage controls, expand retraining programs, and im-
prove the housing supply.

Productivity increases may also have been hampered by the pop-
ulation’s declining health. The deteriorating economic situation,
which has forced more people to work longer hours to make ends
meet, and crowded living conditions have taken their toll. Statistics
show increasing incidences of heart disease and alcoholism as well
as a sharp rise in the mortality rate of men between the ages of 40
and 59. Moreover, the decline in the health of the population has
not been matched by a corresponding improvement in state health
services. Thus, the cost to the economy of absenteeism and lengthy
illnesses is likely to rise in coming years.

Energy productivity.—Substantial energy investments in recent
years have neither increased production—with the exception of nu-
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clear power, which accounted for less than 15 percent of domestic
energy production in 1987—nor improved efficiency significantly.®
Investment in oil and gas production has had limited payoff be-
cause of the small size of reserves, complex geological conditions, a
shortage of hard currency to acquire modern technology for deep
drilling, and restrictions on the export of advanced Western tech-
nology. Coal production has also suffered from difficult geological
conditions and poor quality reserves. Hungarian planners expect
only a slight increase in natural gas extraction and the leveling off
of petroleum and coal output in the next decade.

Policymakers have thus tried to encourage conservation with
preferential loan programs, but growth in energy productivity has
slowed since 1982 and efforts to conserve energy have been less ef-
fective than in the West (although more successful than in most of
the other CEMA countries). Easy convervation gains may have
been exhaused in the early 1980’s and energy productivity has
probably suffered from the increasing obsolescence of Hungary’s in-
dustrial base. Greater convervation savings could have been
achieved if more investment had gone toward modernizing produc-
tion facilities and restructuring the economy away from energy-in-
tensive sectors, such as metallurgy, and if policymakers had
stopped subsidizing energy prices.

B. STAGNATING STANDARD OF LIVING

GNP domestically used—the share of output devoted to consump-
tion and investment—has increased little in the 1980’s because of
the need to transfer resources abroad to service Hungary’s foreign
debt. Personal consumption was checked mainly by curtailing
growth in real wages, which were 2.7 percent lower in 1987 than in
1980, and by reducing consumer price subsidies, which contributed
to inflation. The annual increase in the consumer price index
ranged between 6.5 and 8.5 percent during most of the 1981-87
period, according to official statistics. Prices have been allowed to
increase even more sharply since 1987, and inflation, which topped
18 percent in 1988, has become the prime economic concern of most
Hungarians. (See table: Real Wage, Income, and Consumption
Growth.) If the official cost of living index understates the true
rate of inflation—which many economists believe it does by at least
a few percentage points—than the fall in average real wages could
have been 5 percent or more over the 1980-87 period.

HUNGARY: REAL WAGE, INCOME, AND CONSUMPTION GROWTH
[Percent change over previous year]

1981 1982 1983 1984 1985 1986 1987

Real wage per earner. 11 —07 =32 -24 13 19 —-04
Real income per capita ... 29 9 11 11 19 2.3 R
Per capita consumption... 26 13 R 14 15 2.2 39
Consumer price index 4.6 6.8 14 8.2 6.9 5.4 8.5

Source: Statisztikai Evkonyv 1987, p. 229, 232.

s Statisztikai Evkonyv 1987, pp. 81, 175.
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Despite declining real wages, per capita consumption increased
each year in real terms, or a cumulative 14.4 between 1980 and
1987. Growth in personal consumption was particularly strong in
1987 because consumers went on a buying spree in anticipation
that large subsidy cuts and the introduction of a value-added tax in
January 1988 would cause prices to rise sharply. Nonfood retail
sales, for example, were up 9.2 percent—the largest such increase
since 1974.

Consumption has been supported by the rapid growth of earnings
from private sector activities, large drawdowns in savings, and
growing transfer payments, such as pensions and social welfare as-
sistance. Some Hungarians have profited immensely from expan-
sion of the private sector as evidenced by the growing number of
lavish, newly constructed homes in the Buda hills and expensive
Western automobiles bearing Hungarian license plates. Conspicu-
ous consumption is common among the nouveau rich because of
limited investment opportunities and high inflation. In contrast,
many of those who lack the skills or the drive to participate in the
private sector have found they can barely make ends meet on a
full-time state job.

Although the Hungarian Statistical Office does not publish data
on income distribution, official income statistics and press reports
suggest that poverty has spread to widening segments of the popu-
lation and that income distribution is becoming more unequal. In
July 1988, the Hungarian Statistical Office publicly disclosed for
the first time that 18 percent of the population, or nearly 2 million
people, lived below the “socially accepted subsistence level” in 1987
and that of these people, some 600,000 persons, or 6 percent of the
population, lived below the “subsistence level.” Most of those living
below the subsistence level were large families and pensioners. The
Ministry of Health and Social Affairs is working out a long-term
welfare program and a new pension system, but the authorities
lack the funds to assure adequate assistance to all those needing
help. The leadership’s inability to fulfill the social contract and
provide steadily improving living standards to all segments of the
population is for most Hungarians the most visible aspect of the
perceived economic crisis.

C. MISALLOCATED INVESTMENT AND LIMITED RESTRUCTURING
The planners’ decision to make investment bear the burden of

domestic adjustment appeared prudent initially, but the way in-
vestment cuts have been carried out has slowed efforts to restruc-
ture Hungarian industry along more competitive lines. Investment
spending, both including and excluding depreciation, was cut much
more than consumption for reasons of social policy and for faster
improvement in the trade balance given investment’s higher
import content. Excessively high rates of investment in the 1970’s
had resulted in a lot of wastage, aggravated trade imbalances, and

" The Statistical Office terminok defines “subsistence level” as the lowest level of income
needed to cover the barest daily n - The “socially accepted subsistence level” is about 20 per-
cent higher, but does not include the resources needed to buy a home. An urban couple had to
earn at least 3,850 forints a month in 1987 to reach the former level and 4,590 forints in the
later. The corresponding levels for rural couples were 3,020 and 3,780 forints. From the Weekly
Bulletin, Aug. 5, 1988, p. 4.
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contributed to the sharp rise in foreign borrowing. Hungarian data
show that gross fixed investment in real terms tapered off in 1978-
79 and declined each year from 1980 to 1985. By yearend 1985, the
volume of investment was 14.7 percent lower than in 1980. The
share of investment (including stockbuilding) in gross domestic
;1>r<8>c5luct, meanwhile, fell from 34 percent in 1978 to 23 percent in
985.8

While the decline in investment, coupled with controls on capital
goods imports from the West, helped improve the trade balance in
the short term, it held back the establishment of new ventures and
the modernization of potentially dynamic enterprises. Moderniza-
tion efforts were aggravated by the fact that an increasing share of
resources was allocated to inefficient enterprises in the heavy in-
dustry and energy sectors. (See graphic: Share of Energy in Indus-
trial Investment) The cost of these investments has been high
since they are industries where Hungary does not have a compara-
tive advantage. The lack of structural adjustment during this
period is illustrated by the limited change in the structure of in-
dustrial output, employment, and capital stock since 1975. (See
table: Branch Structure of Industry.)

Hungary: Share of Energy in Industrial
Investment .

Percent

- Energy
ﬂ_ Other

1976-80 1981-85 1986

Source: Statisztikai Evkdnyv, 1986.

BRANCH STRUCTURE OF INDUSTRY

[Percent share]
Output Employment Fixed assets
1975 1987 1975 1987 1975 1987
Mining 9.2 6.9 1.2 11 9.0 108
Electric energy 5.1 6.0 2.2 29 15.2 199
Metallurgy 100 80 6.0 5.7 108 9.0
Engineering 240 259 316 322 176 170
Machinery 6.1 5.8 84 8.3 4.0 38

8 Statisztikai Evkonyv 1987, p. 76.
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BRANCH STRUCTURE OF INDUSTRY—Continued

[Percent share)
Qutput Employment Fixed assets
1975 1987 1975 1987 1975 1987

Vehicles 6.9 11 6.2 6.4 55.6 5.0
Electrical engineering 31 33 34 38 2.1 20
Telecommunications 27 47 5.6 6.5 2.6 30
Precision engineering 17 225 33 3.6 13 15
Metal products 34 2.4 44 3.5 2.0 16
Building materials 3.2 3.3 48 45 6.9 5.3
Chemicals 163 19.5 6.8 15 159 15.2
Total heavy industry..........oooooeerr 67.8 69.6 58.6 60.6 754 7.7

Light industry 144 127 26.4 227 122 99
Miscellaneous 1.0 0.9 36 2.5 11 6

Food 16.8 16.6 114 14.2 113 12:3

Source: Statisztikai Evkonyv, 1988, p. 94.

The Seventh Five-Year Plan (1986-90) envisaged a resumption of
investment growth with greater emphasis on projects that would
promote structural change. Gross fixed investment increased 2.9
percent in 1986 and 5.5 percent in 1987, but efforts to shift re-
sources away from slumping sectors, in particular steel and coal
mining, proceed slowly and only two state enterprises were forced
into bankruptcy. Moreover, state subsidies to troubled enterprises
increased sharply, pushing the state budget deficit to 2.9 percent of
GDP in 1987. Such support also reduced financial discipline and in-
sulated enterprises from international market signals and the lim-
ited market-oriented reforms introduced into the domestic econo-
my.

D. LAGGING COMPETITIVENESS IN FOREIGN TRADE

A major disappointment for the Hungarians has been their in-
ability since 1980, despite devaluations and export incentives, to in-
crease hard currency export earnings. A vicious cycle emerged as
poor export performance forced planners to repeatedly rein in
Western imports, which, in turn, further weakened the competi-
tiveness of many export industries.

Between 1980 and 1986, Hungary’s nonoil export earnings re-
mained relatively stable despite a double-digit increase in export
volume. (See tables: Value, Volume, and Price of Hard Currency
Exports as well as Foreign Trade and External Financial Indica-
tors.) Earnings did not follow volume trends, largely because about
70 percent of Hungarian goods exported for hard currency consist
of primary products whose prices were declining in world markets.
Since the mid-1970’s, the volume of primary product exports has in-
creased faster than the volume of manufactured exports for which
world market demand and price trends have been more favorable.
Hungary has lost considerable market share to developing coun-
tries (primarily the Southeast Asian exporters) in the export of in-
dustrial goods to the OECD, although it has managed to hold its
own against the other CEMA countries. The loss of market share
extended to all industrial sectors, with the smallest loss in the

97-839 0 - 89 - 3
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chemical sector and the greatest in engineering products and man-
ufactured consumer goods.®

HUNGARY: VALUE, VOLUME, AND PRICE OF HARD CURRENCY EXPORTS
[Percent change over previous year)

1980 1981 1982 1983 1984 1985 1986 1987

Value:
Energy products... 233 38 51.1 436 80 —449 192 114
Raw materials..... 136 -118 =70 5.6 62 —41 46 176
Machinery and equipment. 12 11 254 149 175 128 41 0
Consumer durables........... 108 -—59 124 -171 =20 =27 194 188
food and agricuttural products........ 238 141 -3 =100 -3 =119 16 48
TORA) oo eeerensenrrssssecmcssssmmsmnsssnenns 157 =07 2.2 4 11 98 11 116
Volume:
Energy products -89 148 709 58.1 3 =40 417 0
Raw materials......... 8 =51 -1 154 98 29 -1 96

20 106 301 -98 —128 121 -83 13
18 27 g3 711 31 -16 17 103
g4 18 107 27 103 -32 -—-H9 11

2.2 17 10.7 10.8 47 66 38 47

Machinery and equipment
Consumer durables......

Price:
Energy products..... 35.2 129 -116 -92 83 0 430 114
Raw materials........ 128 -—11 ~70 -85 34 12 53 13
Machinery and equipmen 94 ~26 =36 —56 52 6 135 19
Consumer durables............... .. 128 -32 —65 -—82 49 -1l 174 17
Food and agricuftural products........ 141 22 =100 -—124 96 90 49 37
L 17T 133 -23 76 %4 —61 34 5.1 6.6

Source: Various issues of Statisztikai Evkonyv.

FOREIGN TRADE AND EXTERNAL FINANCIAL INDICATORS

{in millions of doflars]

1981 1982 1983 1984 1985 1986 1987

Trade (customs basis):

Exports, total 4,890 4,997 5015 4,931 4,448 4,496 5019
(Of which nonenergy)... 4,564 4,505 4308 4,280 4,087 4,206 4,696
Imports, total............ 4973 4,536 4,478 4323 4333 4,940 5390

(Of which nonenergy) ... . 4152 4,070 3,856 3,800 3,843 4,583 5,067
7 T — -8 459 533 604 114 —444 =370

Trade (balance of payments basis):
Exports 4811 4876 4,347 4,965 4475 4,136 5078

IMPOES cevrreercrsmeersssssssansssssessraens 4,432 4110 3970 3,729 4,180 4,675 5075
(-1 OO —— 445 766 871 1,236 295 —539 3

Current account balance —721 -92 296 330 —451 1418 —847
Terms of trade (percent change)... 2.2 11 -25 -23 —-11 —69 -2

Source: PlanEcon Report No 7, Feb. 18, 1988; National Bank of Hungary, Quarterly Review, various issues.

Trade developments with the CEMA countries, particularly with
the Soviet Union, have also had negative effects, both direct and
indirect, on Hungary’s dollar trade. Since 1982, Hungary has

9 Dr. Andras Inotai, “Reflections on the International Competitiveness of the Hungarian
Economy,” Hungarian Business Herald, 1988/1.
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gradually lost two key props of its hard currency exports—the re-
export of Soviet oil for hard currency and a special hard currency
trade arrangement with the Soviet Union.!® The near stagnation
of traditional energy and raw material imports from the Soviet
Union that could be purchased for rubles disrupted Hungary’s long
practice of converting a portion of ruble imports of oil into dollar
exports. Because lower world oil prices have limited Soviet hard
currency receipts, the Soviets have also become increasingly reluc-
tant to purchase specific Hungarian goods, mostly grain and meat
products, for hard currency and have required Hungary to pay for
more of its crude oil imports with hard currency.

Hungary’s hard currency surplus with the socialist countries
thus steadily declined from a peak of about $800 million in 1982 to
about $6 million in 1987. Without a large hard currency surplus
with the Soviets, Hungary has found it difficult to offset its chronic
trade deficits with the West. Moreover, ruble export volume has
grown so much faster than ruble import volume in the 1980’s that
Hungary has been forced to devote production capacity and dollar
imports to support production for CEMA, resources that otherwise
probably could have been devoted to increasing dollar exports.

In 1985 and 1986, higher-than-planned growth in consumption
and investment, coupled with pent up demand for Western capital
and consumer goods, led to a rapid deterioration in Hungary’s ex-
ternal accounts. Hard currency imports surged, while hard curren-
cy exports fell, in part to meet the stronger domestic demand. The
depreciation of the dollar in this period and declining commodity
prices, especially the rapid decline of meat and wheat prices, con-
tributed to a large terms of trade loss—6.9 percent in 1986 alone,
which probably cost the trade balance over $400 million. The hard
currency trade balance on a payments basis swung from a $1.2 bil-
lion surplus in 1984 to a $540 million deficit in 1986, and, along
with rising interest charges on debt, pushed the current account
deficit to a record $1.4 billion.!!

In 1987, Hungary’s trade balances with both hard currency and
ruble markets improved. Hungary reduced its hard currency cur-
rent account deficit by almost $550 million, to $847 million thanks
to higher export earnings, import controls, and the near doubling
of tourism revenues. Hard currency export earnings increased for
the first time since 1984 and nonruble terms of trade fell only 1.4
percent. A more active exchange rate policy and a change in the
domestic pricing system increased the profitability of exports and
contributed to the increased volume of sales. The improvement in
the current account was not as great, however, as planners had ex-
pected and the deficit remained excessively large. At the same
time, Hungary ran a ruble surplus even though ruble export
volume growth was slower than in 1980-85 thanks to a nearly 4-

19 Paul Marer, “Ungarns Aussenhandel, Zahlungsbilanz und Schuldenentwicklung 1970-
1990” in Europaische Rundschau, No. 3, Vienna, 1988.

!1 The trade balance on a payments basis—reported in the Hungarian National Bank’s Quar-
terly Review—is generally more favorable to Hungary than the trade balance on a customs
basis, which Hungary reports in its Statistical Yearbooks and Foreign Trade Yearbooks. In most
years the payments accounts show exports are modestly lower and imports substantially lower
than on a customs basis because customs, insurance, and freight costs are reported separately in
the former case. Discrepancies may also arise due to the timing of recording the transactions.
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percent improvement in the ruble terms of trade—the first im-
provement since 1974. (See table: Ruble Trade.) The prices of many
key Hungarian export commodities stabilized or increased after
several years of decline, while Soviet energy and raw materials
prices declined. A ruble surplus is not, however, necessarily desira-
bl(i lfrom Hungary’s perspective due to the nonconvertibility of the
ruble.

RUBLE TRADE
[Percent change]
1981 1982 1983 1984 1985 1986 1987 1988
EXPOTt VOIUME ....ccosnrrsrcercescorscsssssssssens 39 33 1.1 10 83 02 26 0.6
IMPOME VOIUME...covvcerersenerarssenmscsissanensins -34 2.8 15 —4 -4 37 40 39
TErmS O rA08 ..cuuuemesmenmsuscsmmssmssmseasmasesss —39 =30 27 -—18 -1 -1 39 33
Trade balance (miflions of rubles) ......... 4490 —6620 —529.0 —221.0 3280 350  165.0 167.0

Source: Planfcon Report No. 18, May 5, 1989; Statisztikai Evkonyv 1997.

E. RISING DEBT BURDEN

Repeated doses of austerity stabilized Hungary’s gross hard cur-
rency debt during the 1980-84 period, but since then debt has risen
rapidly from $8.8 billion at the end of 1984 to $17.7 billion by De-
cember 1987. (See table: Foreign Debt and Reserves.) Net debt—
measured as gross debt less financial assets and gold—rose at an
even faster rate over this period from $4.1 billion to $10.9 billion.12
That net outstanding debt is very large is underscored by its size
relative to exports of goods and services. This ratio rose from 66
percent in 1934 to an estimated 152 percent in 1987. Among the
East European countries, only Poland has a higher ratio. Other key
indicators of creditworthiness, such as net debt to GDP and the
debt service ratio also deteriorated in 1985-87.

HUNGARY: FOREIGN DEBT AND RESERVES

[In millions of dollars)

1980 1981 1982 1983 1984 1985 1986 1987 1988

Foreign debt:
Convertible CUITENCIES .........cooeerre 9000 8697 7715 8250 8836 11,760 15,086 17,738 17,349
Short term... L3347 2848 1764 2023 142 1705 2422 1954 2,136
Long term.... . 5743 589 5951 6127 7415 10,055 12,664 15785 15213
Nonconvertible currencies............... 1224 1377 1274 1367 1260 1,230 1,109 1,026 638
Reserves:
Convertible CUITENCIES .........cocvvcmmsrnseseresersens 165 115 1564 2109 319 3062 2194 2,194
Gold (national valuation).............ccemrrversncss 381 146 346 466 640 751 525 510

Source: National Bank of Hungary, Quarteddy Review, various issues.

The rapid rise in foreign debt stems in part from the financing of
large current account deficits, but the cumulative current account
deficit between 1984 and 1987 was about $3 billion, while gross debt
rose by almost $9 billion. The discrepancy is explained by several

12 Financial assets include foreign currency reserves and other liquid assets as well as ac-
counts receivable, which are mostly trade credits to other countries.
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factors, including exchange rate effects and the use of borrowed
funds to pad foreign exchange reserves and to finance export cred-
its.

Exchange rate effects. —According to PlanEcon estimates, close to
$4 billion of the increase in debt was due to exchange rate ef-
fects.13 Since 1985, the Hungarian National Bank has increasingly
relied on loans denominated in West Germany marks and Japa-
nese yen and has also converted a part of Hungary’s debt into
these currencies. The switch in currency composition to appreciat-
ing currencies has inflated total debt reported in U.S. dollars and
also increased Hungary’s dollar liabilities, Because at least 50 per-
cent of Hungary’s hard currencCy export earnings are denominated
in dollars and yen earnings are negligible, Hungary needs to ex-
change dollars, and an increasing amount of them, to service its
outstanding yen debt.

Reserves.—In 1985, Hungary probably devoted about $1 billion to
rebuilding its foreign exchange reserves to improve its creditwor-
thiness. Hungary, however, had to draw about $850 million from
reserves in 1986 and 1987 because of larger than planned current
account deficits.

Export credits.—Total outstanding credits to Third World coun-
tries, which primarily represent export financing, exceed $2 billion,
according to PlanEcon. Some of these loans are overdue and some
may have been supported by medium- and long-term credits.

With the increase in foreign debt, Hungary’s annual financing
burden has grown significantly. Although principal repayments on
many of these new loans will not begin until the end of the decade,
interest payments have risen with the increase in debt and are a
severe drain on the economy. Between 1980 and 1987 net interest
payments, which contributed about $700 million to $1.1 billion to
the current account deficit, were only covered by a trade surplus
once, in 1984. Moreover, annual debt service costs have exceeded 40
percent of hard currency earnings since 1985.

In contrast to its large hard currency debt, Hungary’s gross ruble
debt stood at $1,026 million at the end of 1987, having declined
from a high of $1,367 million in 1983, Net debt figures are not pub-
lished. The ratio of ruble debt to ruble current account receipts is
estimated by Paul Marer at around 0.1 percent, about one-twenti-
eth of that in dollar trade.14

II1. RETURN TO AUSTERITY, 1988-90
A. NARROWING POLICY OPTIONS

Hungarian policymakers, having failed to invest wisely money
borrowed from the West, now face a policy dilemma in trying both
to stabilize Hungary’s foreign debt and to lay the basis for im-
proved economic performance in the medium term. On the one
hand, Hungary needs to devote more resources to modernizing in-
dustry, increasing capital, labor, and energy productivity, and im-
proving export competitivenesss. On the other hand, rising debt

13 PlanEcon Report, No. 7, Feb. 18, 1988.
14 Paul Marer, un})ublished paper, “Hungary’s Dollar and Ruble Trade and Payments and the
Domestic Economy,” 1988.
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service and inadequate hard currency earnings limit the resources
available for meeting these needs and will force policymakers to
make difficult choices among devoting resources, exports, invest-
ment, and consumption for years to come.

Some possible policy tradeoffs underscore how little maneuvering
room Hungarian policymakers have, especially if halting the
growth of the foreign debt remains a top policy priority:

@ Restoring faster growth in investment and shifting resources
toward processing industries to support an export drive would
accelerate hard currency imports and undermine efforts to im-
prove Hungary’s trade balance in the short term. Except for
the period of tight import controls in 1979-84, Western imports
have accounted for about onefourth of all investment. Be-
tween 1985 and 1987, imports of Western capital goods grew
rapidly in response to eased import and investment controls,
while the share of imported Western machinery and equip-
ment in investment and GNP increased.

@ Hard currency imports would also rise if in response to in-
creasing social tensions the leadership abandoned efforts to
contain consumption. Unlike capital goods imports allocated by
strict market criteria, consumer goods imports would not help
improve energy efficiency nor help speed up the restructuring
of Hungarian industry.

® The most substantial short-term improvement in the trade
balance probably could be achieved by drastically slashing both
consumption and investment, thereby curtailing import
demand. Taking this step would only postpone a debt crisis,
however, because Hungary’s industrial base would become
even more obsolete and uncompetitive. Moreover, such an ap-
proach would probably provoke much social unrest.

The 3-year austerity program that Budapest introduced in Janu-
ary 1988 seemed to be an attempt to steer a middle course between
these options, calling for an annual decrease in consumption of
about 2 percent and moderate increases in enterprise investment
and hard currency exports. It aimed to balance the budget and gen-
erate a hard currency current account surplus by 1990 with, among
other measures, reduced subsidies to loss-making enterprises, tight-
er and more selective credit policies, import controls, and the
granting of direct export rights to enterprises. This program dif-
fered from previous adjustment efforts by calling for a drop—on
the order of 6 to 8 percent over 3 years—in consumption rather
than just a slowdown in its growth. Government planners hoped
lower consumption would free resources for investment, reduce
demand for imports, and encourage domestic producers to pursue
foreign sales more aggressively.

In contrast to previous adjustment efforts, Hungary also has
been more actively seeking to promote technological development
and industrial modernization necessary for longer-term growth.
These goals are being promoted through a major tax reform and a
restructuring program supported by the World Bank. The new tax
system is supposed to be used to abolish the many exemptions rid-
dling the old system and thereby place insolvent firms under great-
er pressure either to shape up or to close. It is also supposed to en-
courage profitable firms to invest by reducing the heavy tax
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burden that weighs on Hungarian enterprises. The restructuring
project loans from the World Bank provide funding for the imple-
mentation of economywide reforms, such as the tax reform, as well
as for modernization in specific sectors, including plastics, rubber
processing, and the agricultural and food processing machinery sec-
tors. These projects are small in relation to the economy’s needs,
but policymakers hope they will serve as examples for enterprises
in other sectors of how to evaluate their operations, target export
markets, and devise strategies for becoming more competitive.

Furthermore, Hungary plans to consolidate other recent reforms
that were introduced to ease capital constraints on growth by tight-
ening financial discipline and by increasing capital mobility. In
September 1986, Hungary adopted a bankruptcy law and in Janu-
ary 1987, reorganized the banking system, spinning off five inde-
pendent, commercial banks from the central bank. In addition, a
new enterprise law, effective January 1, 1989, would place state, co-
operative, and private enterprises on a more level regulatory play-
ing field. It would also allow state enterprises to become joint stock
companies with stockholding by Hungarian individuals and foreign
companies as well as the establishment of wholly foreign-owned
ventures. These legislative and institutional changes, together with
the creation of a bond market and limited equity share trading are
supposed to encourage the phasing out of unprofitable activities,
promote greater private saving, and help channel savings to their
most productive uses.

B. 1988 RESULTS

Economic performance in 1988 showed that Hungarian authori-
ties were making a determined effort to curb domestic demand and
improve the hard currency trade balance, but little was done to
shift resources from ailing industries to more competititive sectors.
With higher-than-projected consumer price inflation of 15.7 per-
cent, real wages dropped 6 to 7 percent, leading to a sizable and
larger-than-planned 4 to 4.5 percent drop in private consumption,
according to the National Bank of Hungary. Gross fixed invest.
ment fell even more sharply by more than 7 percent.!5

The sharp cut in domestic demand, coupled with stronger than
projected export earnings due to favorable market conditions for
Hungary’s traditional exports, produced a $670 million trade sur-
plus, a $667 million improvement compared with 1987, Export
earnings increased 14.1 percent on a payments basis and some
goods normally destined for the domestic market were probably de-
voted to Western sales as retail trade volume fell almost 7 percent.
As a result, the current account deficit narrowed to $592 compared
with $847 million during the previous year. The yearend current
account target of $500 million was overshot somewhat because of
higher than planned interest payments on the foreign debt and
large travel expenditures following the January 1, 1988, liberaliza-
tion of passport regulations.

In contrast, Hungary made little progress in shifting resources
from heavy industry to more competitive sectors. Industrial output

!$ National Bank of Hungary, Quarterly Review, December 1989,
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declined 0.4 percent in 1988, but output in the energy-intensive and
inefficient metallurgy sector increased 2.7 percent. Subsidies to un-
profitable enterprises are being reduced only slowly, and state en-
terprises, especially major industrial ones, which absorb the bulk of
subsidies, are largely immune to the bankruptcy threat. In contrast
to the moderate growth in metallurgy, output in machine building,
important to modernizing Hungary’s industrial base, grew only 1.0
percent. Performance also continued to lag in potentially dynamic
export sectors, such as food processing—whose output declined by
2.4 percent—and in light industry. The lack of structural adjust-
ment led former Deputy Premier Marjai to downplay the positive
trade results and sum up performance as follows:

The major problem remains that this result is not associated with structural
changes and transitory factors, such as a boom in the world economy and favorable
chifts in the terms of trade, play an important role. This means we have not at-
tained the means of sound stabilization.'®

IV. MepruM-TERM PROSPECTS
A. THE RESTRUCTURING DEBATE

In response to economic developments in 1988, Hungarian policy-
makers repeatedly expressed concern that more drastic action was
needed to speed up restructuring and assure an economic turna-
round in the medium term. If little progress is made in restructur-
ing and improving productivity, more material and energy re-
sources will be needed, and Hungary will either have to face lower
consumption than otherwise would be the case or increase its for-
eign borrowing.

On July 13, 1988, the Central Committee met to consider alterna-
tive options for future economic policy in view of the continuing
lack of structural adjustment. Two economic policy alternatives
were presented, the so-called “Plan A” for faster restructuring and
“Plan B” for a more measured approach. The key elements of each
plan have been described in the Hungarian press.!?

Plan A.—Plan A calls for radical changes to turn the economy
into a “socialist market economy,” one more sensitive to market in-
fluences. It envisages a broader opening of the economy to the
West to expose it to greater foreign competition, faster restructur-
ing of industry, and a significant expansion of the private sector. A
major element of Plan A would be the loosening of import restric-
tions to promote greater competition in the domestic market. The
plan also calls for more quickly freeing prices and wages from ad-
ministrative controls, drastically reducing subsidies, and relying
much more heavily on private and foreign capital to promote mod-
ernization.

Plan B.—Plan B represents a more cautious approach to adjust-
ment and would basically be a continuation of the policy path fol-
lowed during the 1980’s. Economic policy would focus first and fore-
most on the stabilization of Hungary’s foreign debt, and efforts to
restructure the economy would be less aggressive than under Plan

16 Budapest MTI in English, Sept. 13, 1988.

17 For a summary of the policy options and Central Committee discussion see Radio Free
Europe Situation Report 11, Aug. 5, 1988, “CC Endorses Drastic Economic Proposals,” by Karoly
Okolicsanyi, p. 3.
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A. Subsidies would not be reduced as quickly, prices, import, and
wage controls would be lifted more gradually, and the private
sector would expand more slowly. Plan B would cause fewer con-
flicts in relations with CEMA member countries and less social ten-
sion in the short run; unemployment would number only 30,000 to
50,000 persons.

While 104 out of the 108 Central Committee members endorsed
Plan A, it was agreed that both plans needed be worked out in
more detail before a final decision could be made. Some key policy-
makers spoke out, however, against the more radical plan. The new
President of the National Bank, Ferenc Bartha, and other senior
officials of the National Bank questioned foreign lenders’ willing-
ness to provide the financial backing needed to carry out Plan A.

Such debates were still going on in mid-1989 as the leadership
sought to develop a new economic program in response to further
deterioration in Hungary’s economic performance. Structural
change has continued to proceed slowly, and Hungary’s financial
situation became more precarious in the first half of 1989 because
of heavy spending on foreign travel by Hungarians taking advan-
tage of relaxed travel rules and by a surge in Western imports fol-
lowing the lifting of import restrictions on many types of goods. By
the end of June, the hard currency current account deficit had
reached $971 million, according to preliminary figures released by
the National Bank of Hungary.18

Hungary’s most reformist leaders, including party chairman
Rezso Nyers, are pushing for greater integration of the Hungarian
economy into world markets, a goal that would be achieved by es-
tablishing closer relations with the European Community, reducing
trade with Eastern Europe, and gradually phasing in the use of
convertible currency to replace rubles in trade with the Soviet
Union. A new 3-year economic program that Premier Nemeth
plans to present to the National Assembly in the fall may draw on
this theme. Other details of the new program are not clear and the
leadership does not yet seem to have agreed on a comprehensive
strategy that balances competing macroeconomic goals. There has
been much discussion in the Hungarian press, for example, over
whether Hungary can best preserve its solvency and promote an
economic recovery through austerity measures or through a selec-
tive growth strategy.

Moreover, the sweeping political changes taking place in Hunga-
ry, including the sprouting of new political groups and movement
toward multiparty parliamentary elections, are diverting attention
from the hard economic policy choices that need to be made. The
leadership is obviously reluctant to take measures that could in-
crease inflation or unemployment before the elections, which are
planned for no later than June 1990. The situation led Politburo
member and State Minister Imre Pozsgay to remark in July 1989
that “the rate of political change must be accelerated since the
rate sustained so far is paralyzing the economy.” 19

18 Financial Times, “Lifting Curbs Costs Hungarian Economy Dear,” July 27, 1989.
1% Madrid ABC in Spanish, interview with Imre Pozsgay by Agners Koroncz, July 18, 1989.
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B. DIFFICULT ROAD AHEAD

The economy’s fundamental weaknesses are so deep seated, that
whether the leadership chooses a Plan A- or Plan B-type option,
Hungary will not be able to achieve sustained economic growth
and stabilize the growth of its foreign debt by 1990—the original
goals of the 3-year austerity program. Given Hungary’s large for-
eign debt burden and heavy dependence on western imports, hard
currency shortages will limit prospects for improved economic per-
formance and living standards into at least the mid-1990’s. After
becoming General Secretary, Grosz has tried to lower public expec-
tations for rapid improvement in the economy and has acknowl-
edged that it would take 10-15 years to turn the economy around.
Prime Minister Miklos Nemeth has also publicly admitted that
even sweeping reforms and more rapid restructuring cannot bring
spectacular results in a short time. A program like Plan A would,
however, lay the groundwork for increasing use of market forces
and has greater potential to improve Hungary’s economic outlook
in the long term than the Plan B approach.

On the one hand, should the leadership move full speed ahead
with a program like Plan A, the social costs would be high. For ex-
ample, wide-scale closures of insolvent companies would throw
thousands out of work, while cuts in price subsidies, a devaluation
of the forint, and the freeing of many prices would push inflation
to much higher levels. According to Nemeth, unemployment could
top 100,000 people—actually only 2 percent of the work force—and
inflation could reach 30 percent.2°

Unskilled workers would be among those most adversely affected
by the measures, and social tensions would undoubtedly rise, in-
creasing the probability of at least localized strikes and demonstra-
tions. Moreover, a rapid opening of the economy to foreign competi-
tion, even with a substantial devaluation of the forint, would prob-
ably lead to higher imports and increase the risk of debt servicing
problems.

On the other hand, should Hungarian policymakers stick with a
more gradual approach to adjustment to avoid the short-term social
and financial risks of a more radical program, they might not be
able to bring about a sustainable recovery in the medium term. In
the past, consumption has consistently overshot targets as the lead-
ership’s and the system’s legitimacy has rested largely on steadily
improving living standards. Should concern about instability lead
policymakers to temper planned reductions in consumption and in-
stead cut back on investment and capital goods imports—as they
did in 1979-84—the economic situation would deteriorate even fur-
ther, significantly reducing the prospects for a turnaround in the
1990’s. Such short-term fixes as tighter credit and import controls
would slow industrial modernization and undermine the economy’s
capacity to achieve higher growth rates and to balance its external
accounts.

No matter which approach to restructuring planners chose, they
will probably continue to try to hold down living standards and in-
vestment for at least the next 3 years in order to meet Hungary’s

20 See RFE Situation Report 11, Aug. 5, 1988.
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debt servicing schedule and to slow the growth of outstanding debt.
Hungary will probably also try to reduce the volume of ruble ex-
ports, given further expected improvements in the ruble terms of
trade and the undesirability of a large surplus in ruble trade.
Unless Hungary is successful in diverting these exports to other
markets, this could limit growth in certain machinery branches. In
any case, foreign payments problems undoubtedly will persist.
Hungary would need annual trade surpluses approaching $1 billion
between 1989 and 1992 to meet its existing debt service obligations
and to prevent a further increase in its debt. Hungary achieved
surpluses of this magnitude in 1983 and 1984, but increasingly com-
petitive global markets and Hungary’s own lagging export sector
make a repeat performance unlikely. Large borrowing needs will
leave Hungary dependent on the goodwill of commercial banks—
especially West German and Japanese banks, which have become
Hungary’s major lenders—if it is to avoid a debt rescheduling.

Hungary should be able to avoid a financial crisis in the short
term because it has raised a significant share of its external financ-
ing needs for 1989. Hungary also intends to seek additional IMF as-
sistance in 1990 and the current leadership appears just as vehe-
mently opposed to a rescheduling as the previous leadership.2! The
later secured bridge financing from Western governments and fi-
nancial institutions to avoid a rescheduling in 1982 because they
feared a rescheduling would damage the national Bank’s image as
an astute financial manager, discredit Hungary’s long-running re-
forms, and result in a long-term cutoff of Western credit. A re-
scheduling would also probably have necessitated a reduction in
imports and tougher austerity. The new leadership urdoubtedly
has the same concerns; in an August 1988 interview in the govern-
ment daily, “Magyar Nemzet,” a senior National Bank official re-
jected debt conversion schemes involving foreign investment cap-
ital. Such schemes, he charged, “reek of bankruptcy,” and would
call into question Hungary’s ability to service its debt. 22

Hungary may, however, eventually be forced to reschedule its
foreign debt or seek some type of debt relief. Its high annual debt
service paymenis leave it vulnerable to debt servicing problems,
particularly after 1989 when debt service costs begin rising rapidly.
Banker concern about Hungary’s creditworthiness has already
been reflected in a hardening of terms on syndicated loans. One
cannot foreclose the possibility of a new liquidity crisis should ad-
verse external developments, such as higher commercial interest
rates or a sharp deterioration in the terms of trade, worsen Hunga-
ry’s balance-of-payments situation and cause a loss of banker confi-
dence.
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INTRODUCTION

Janos Kadar died on July 6, 1989, just about a year after the end
of the 32-year-long Kadar era (1956-88). During the last year of
Kadar’s life “the world of Hungary had become topsy-turvy, the
process of change outpacing our greatest expectations.” This was
the summary comment of a Western expert upon returning from a
recent visit to Hungary.! The statement sums up well the situation
in Hungary since the end of the Kadar era and Western reaction to
it.

Questions about the Hungarian situation are many. What has
happened in that country in the year since the May 1988 Party
Congress when Kadar was replaced? Has the process of reform and
transformation, occurring at such breakneck speed, become irre-
versible? How likely is it that we will witness in Hungary some-
thing similar to what had happened at Tiananmen Square? If the
transformation will continue, where is Hungary going? Will its eco-
nomic problems then be solved? What is the United States’ interest
iVlill the events in Hungary? What are the policy implications for the

est?

No one can pretend to have the definitive answers to these ques-
tions. But a few observations and interpretative comments on them
may be helpful in sorting out the issues.

PovrrricaAL DEVELOPMENTS

A plausible interpretation of recent political changes in Hungary

is as follows: 2 In the jockeying for power that preceded the Party

*Professor of International Business, School of Business, Indiana University, Bloomington.

1 Tvan Volgyes, in his letter to the author.

2 This is based on the lecture given by one of Hungary's leading intellectuals, Mérton Tardos,
at the Adenauer Stiftung in Bonn, on June 2, 1989.
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Congress of May 1988, the younger and more energetic Karoly
Grosz replaced the frail and ailing Janos Kadar as Party First Sec-
retary.® It was Grosz' full intention to continue Kadar’s policy of
geopolitical balancing and domestic compromise. However, the new
leaders did not realize that the two pillars that supported Kadar’s
policies—the Brezhnev Doctrine and steady improvements in the
standard of living—have crumbled in the meantime.

Gorbachev and his influential advisers in effect repudiated the
Brezhnev Doctrine. From this, Hungary’s leaders could infer that
they are on their own and should not count on Soviet troops under
any circumstances.* The repudiation of the Brezhnev Doctrine
made it possible for Hungary’s politically attuned population to ex-
press long-suppressed views and desires. The other pillar of the
Kadar policy was steady improvements in the standard of living.
The previous essay by the author showed why and how during the
1980’s this pillar, too, has crumbled. There were no more reserves,
under the prevailing model of political economy, for Mr. Grosz to
tap.

Given the extremely high dependence of the Hungarian economy
on imports from the West, the distaste of Hungary’s military lead-
ers for using troops against their own people, and the absence of a
Zomo-type political police,5 Grosz probably concluded that his best
course was to make whatever domestic political concessions he
thought would be sufficient to keep the lid on, given the potentially
explosive situation in the country. Thus, he made concessions to (or
allowed concessions to be wrung from him by) the liberal-reformer
wing of the Communist Party, the rapidly organizing political oppo-
sition, and the population.

Many of the political liberalization measures introduced or ac-
cepted by the Party were intended as lightning rods for the pent-up
tensions of the population. The examples include: taking down the
barbed wire fortifications on the border with Austria; allowing un-
limited travel to that neighboring country; giving Hungarians the
right to have a valid global passport; permitting substantial press
freedoms; revising the Party’s previous condemnation of the events
of 1956; and reinterring Imre Nagy, the Communist Prime Minister
during the Revolution of 1956. (It was then that Nagy declared the
country’s independence, for which he was put to prison, tried, exe-
cuted, and his body buried secretly in a forest by Hungary’s post-
1956 leaders, allegedly on Soviet orders. What role Mr. Kadar had
pfl_a);es% %n these events was not clarified before Kadar died in July
of 1989.

As events prompted Grosz to make concession after concession,
he faced increased opposition from the conservative wing of his
Party. (The Party’s left wing is a coalition. Some still believe, dog-
matically, in the fundamental political and economic objectives of a
1950’s-type socialism, having devoted their lives to their realiza-

3 Details about the dramatic events that led to the dismissal of Kadar are recounted in George
Schopflin, Rudolf Tokes, and Ivan Volgyes, “Leadership Change and Crisis and Hungary,” Prob-
lems of Communism, September-October 1988,

4 Charles Gati, “Eastern Europe on Its Own,” Foreign Affairs, vol. 68, No. 1.

5 One difference between Poland and Hungary is that to underprop the regime, Kadar had
relied not on a large secret police but on the people’s memory of 1956 and its consequences, on
improvements in the population material well-being, and on cultural liberalization.
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tion, who were now seeing the imminent discrediting of what they
worked for. Many are old who are not particularly dangerous or
active. More important is the other group who are simply afraid of
losing their power and position, knowing full well that there would
be no privileged place for them in a society based on merit.) These
people have felt betrayed by Grosz and have accused him of using
discredited Stalinist tactics: making important decisions (i.e., the
concessions) without consulting the Party’s conservative apparat
and rank and file.

The attempt by Grosz to pacify the conservatives while making
concessions to the reformers and the opposition caused him “to
speak from both sides of his mouth,” depending on the audience he
was addressing. In the process, Grosz blurred his political identity
imd diminished his credibility within the Party and with the popu-
ation.

The Party’s disintegration, that began earlier, continued. The
issue became: should the Party’s reform wing, led by Imre Pozsgay
and Rezso Nyers, leave and organize a social-democratic-oriented
new Communist Party? Or should the conservatives leave, or be
pushed out, and form a new party? Or should an attempt be made
to patch up the differences and face the danger of further loss of
identity and organizational effectiveness? Since one of the main
concessions thes Party already made was to hold free elections in
1990 and abide by the results, making the Party politically effec-
tive became essential. At the time of writing (July 1989), it appears
that the reformers are well on their way to capturing the Party,
telling the conservatives to fall in step or to leave the organization.
In June 1989, the Party formed a new, four-member Presidium,
consisting of three reformers—Nyers, Pozsgay, and sitting Prime
Minister Miklés Németh—plus the by-now-difficult-to-label Grosz.
Nyers became President of the Presidium, and thus effectively the
Party’s new leader.

The conservatives are small in number but are a force to reckon
with because their members possess a large number of weapons
(many are members of the Worker’s Guard, created by Kadar after
1956) and have close links with like-minded individuals in the army
and on the police force. Although members of this group are capa-
ble of provocation and intimidation, it does not appear likely that
they would attempt a Tiananmen Square type solution in Hungary.
For one, the situation in Hungary is different than in China or
even in Poland. Partly because Kadar did not rely (since the mid-
1960’s) on a visibly-oppressive apparat, Hungary’s organized politi-
cal opposition is much more moderate, much less explosive, than
that of China’s or even that of Poland’s. The Hungarian army’s
prestige, role, and preparation are different also. Thus, both the
conservatives and the opposition are less ready and poised to do
battle than was the case in China and is the case in Poland. And
the brains in the conservative camp must also be thinking that al-
though they might be able to take power by force, would they be
able effectively to govern?

To continue this line of speculation: what would happen if Gorba-
chev changed his policies or were replaced by a more conservative
leader? The Soviets face such tremendous internal problems that—
it would seem—maintaining a strong, military hold on Hungary
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would not likely to be a high priority for Soviet leaders. Hence, the
most likely scenario is that the political and economic transforma-
tion of Hungary will continue.

TRANSFORMATION OF HUNGARY'S PoLrricaL Economy MopEL

Employing the conceptual framework presented in the author’s
preceding contribution, here is a brief sketch of the transformation
that is currently under way in the political economy model. Some
elements of the transformation have already occurred. On certain
other issues, a firm commitment has been made by the government
that the promised reforms will be introduced. And on still others,
substantial reforms are being recommended by one or another of
the government’s reform commissions. The full implementation of
this third group of reform measures is of course the least certain.

KEY OBJECTIVE NO. 1: POLITICAL POWER

Given the enormous economic and political problems that the
“influentials” in the Communist Party and in the government
must deal with, and considering the growing weakness of the
“center” to effectively exercise power, the leaders of the Commu-

their monopoly of political power. They are now willing, if not in
fact anxious, to share it. They gave the green light to the formation
of alternative political parties; nearly a dozen have been estab-
lished quickly. Free elections and a promise to abide by the results
were promised. The most likely date of the elections is around June
1990, when Parliamentary elections are scheduled.

The new situation suggests that it is no longer sufficient to un-
derstand the basic objectives of the influentials in the Communist
Party and in the government; we must now also seek to under-
stand the goals, the internal stability, and the politica? strengths of
the opposition parties. This is too complex a matter to discuss here.
Suffice it to say that in several of the main opposition parties—as
in the Communist Party itself—there is = clash between forces that
are tolerant, patriotic, and democratic, and forces that are intoler-
ant, chauvinistic, and demagogic. The political transition thus
holds great promise but also large dangers.

The Communist Party and the government would like to enter
into a coalition with the opposition parties to gain sufficient
strength to implement a difficult economic program. But the oppo-
sition—some of whose leaders may privately agree that something
like the program the government is proposing is necessary—does
not wish to join a coalition. The opposition prefers, instead, for the
government and the Party to implement an unpopular program
and become politically even more vulnerable, thereby increasing
the chances that the opposition will gain power. Under these cir-
cumstances, it is not in the interest of the government and the
Party to propose, much less to implement, a necessarily tough eco-
nomic program. Thus, the temptation is great all around to make
promises, however unrealistic or damaging they may be, just to get
elected. It is with this caution and proviso that the enumerated
economic reform proposals should be considered.
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KEY OBJECTIVE NO. 2: SOCIALIST ECONOMIC SYSTEM

None of the parties are committed any longer to the hierarchy of
ownership forms. The new constitution being drafted by a commis-
sion will guarantee the equality of state, cooperative, and private
ownership firms; some implementing legislation has been intro-
duced already. All the other precepts of what were identified as de-
fining a socialist economic system are now being modified: desir-
ability of forced economic growth, absolute full employment, a
quasi-welfare state, no significant income from property and entre-
preneurship, and consumer price stability. However, one factor to
take into account is this: even though socialism as practiced has
been discredited, there is strong support on the part of the popula-
tion for socialism’s economic goals. Today, politicians in Hungary

cannot disregard this when it comes to reform implementation.
STRATEGIES

Exercising Political Power. All parties are committed to democra-
tization as a political strategy. The main questions are these. Will
the conservative wing of the Communist Party remain committed
to the elections and their results if the Party, or this particular
group within it, faces the prospect of the loss of power? Will dema-
gogic political forces gain power, or sufficient power, to prevent de-
sirable political action? We see that even in Poland, where the op-
position is much stronger and more united (under the banner of
Solidarity) than in Hungary, how difficult it is to find a workable
compromise on economic issues. In Hungary, where the opposition
is much more splintered and also has had no preparation on how to
govern, the effective exercise of political power to solve economic
problems remains highly problematic.

Standard of Living. This is perhaps the toughest issue. Since the
standard of living of a large segment of the population is lower
today that it was 10 of 15 years ago, promising more austerity and
hardship runs the large risk of loss of voter support. One reason
this is such a tough issue is that the level of consumption that the
population believes to be socially legitimate exceeds the level war-
ranted by the productivity of its work force. The critical and inter-
related issues are these: How quickly can changes in policies and
new reforms trigger a sufficiently large supply response on_ the
part of producers? What to do about Hungary’s exceedingly high
foreign debt, since servicing it fully is a huge burden on current as
well as future consumption?

Resource Mobilization. The government’s program promises a
substantial reduction in subsidies, in defense, and in inefficient in-
vesglnents. How much will be—can be—implemented is difficult to
predict.

Foreign Economic Relations: CMEA. A government reform com-
mission is recommending what appears to be the most far-reaching
reform proposal as yet in the CMEA. The new proposal was
prompted (1) by the inability and/or unwillingness of the Soviets to
continue the pattern of trade expansion that had characterized
Soviet-East European relations through the 1970’s and (2) by the
reduced gains (some say, absolute losses) from trade that the East
European countries suffer under existing arrangements (for the
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reasons elaborated in the author’s previous essay). Hungary wants
to switch its trade to a current world market price base and to
settle all transactions in convertible currency. This would be done
first, or only, with the U.S.S.R. Informal discussions have been
under way with the Soviets. If implemented, Hungary expects to
derive several strategic benefits. The arrangement would discontin-
ue the “softness” of the Soviet market. Hungarian firms would
have to compete with Western suppliers for Soviet orders, It would
make it easier for Hungary to reduce its growing surplus with the
U.S.S.R. or to obtain convertible currency for it. The arrangement
would reduce its dollar debt-service ratio (since dollar trade would
be added to the denominator while the numerator would change
little), thereby presumably improving its creditworthiness. And it
would suddenly make Hungary a much more attractive partner for
Western firms since Hungary could then serve as a bridge to the
Soviet market, sidestepping the problem of ruble inconvertibility.

The cost to Hungary is the expected substantial deterioration in
its trade balance with the Soviets. Hungary’s exports are comprised
mainly of manufactures whose prices would decline more than the
prices of its imports, dominated by fuels and raw materials. No one
knows for sure how much Hungary would lose since the quantities
to be traded as well as their prices would be bargained, but now on
a different basis. Hungarian estimates of the annual loss range
from a couple hundred million dollars to upwards of a billion or
more dollars. The high estimates are by those who oppose the pro-
posed arrangement. In any event, some or all of the loss would
have to be financed, in part or in full by the Soviets. There is also
the possibility that the Soviets would decline to buy a portion of
Hungary’s manufactured exports, causing a decline in trade and
some unemployment.

Assuming that Hungary would formally propose the arrange-
ment, would the Soviets accept it? In an inferview with the Deputy
Dlirector of IMEMO, V. Shastitko, the following exchange took
place: 8

Q: “There is much talk about switching in the CMEA to world
prices and convertible currency.”

A: “We have had visits from Hungarian colleagues to discuss
this. I think the switch to convertible currency could be useful, but
there are also difficulties. Trading in convertible currency could
lead to a further drop in mutual trade. Would it be desirable for
Hungary that its capacity would not be fully used and unemploy-
ment may occur? At first one should perhaps use convertible cur-
rency and world market prices for commodities that are in greatest
shortage, since this is already a practice [in intra-CMEA trade]. As
the output of competitive products increases, more and more goods
could be added to convertible currency trade. . . . An alternative
of course would be to make the ruble convertible.”

The Soviet decision on this would have to be made at a high po-
litical level. One may speculate that the leaders will weigh, on the
one hand, the benefits: (1) higher initial dollar earnings (the
amount depending on the outcome of the new bargaining and on

¢ Isvestiya, June 27, 1989, p. 7.
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how much of Hungary’s loss the Soviets would finance); (2) progress
on reforms in the CMEA; and (3) the improved bargaining position
the arrangements would give to the Soviets vis-a-vis the other East
European countries by holding out the “threat” of switching all
trade to a dollar basis. Against this are the political costs of an
open admission that the transferable ruble is not a usable currency
and that CMEA members are openly pulling in different directions.

Foreign Economic Relations With the West. Restrictions on for-
eign direct investment have been eased and the trend will contin-
ue. Hungary also announced a three-year import-liberalization pro-
gram that began on January 1, 1989. Its main provision is that in
the first year 35 percent, in the second year another 35 percent,
and in the third year 20 percent of imports would be liberalized
(the remaining unliberalized 10 percent is comprised of energy and
raw materials). Licensing the import of the liberalized commodities
would be discontinued so that enterprises possessing the forint
equivalent would be able to import freely. Import demand was not
expected to increase rapidly owing to the restrictions on invest-
ments and other aspects of the austerity. In any event, safeguards
are available to limit imports for balance of payments reasons, and
they were invoked early on in the program. If the program could
be implemented approximately as planned—and supported by a
major overhaul of the foreign trade apparat, since the present ap-
parat is riddled with people who are not qualified, in part because
they have other tasks to fulfill also—that would represent a major
step in opening up the economy to freer imports and to import
competition and in increasing the gains from trade. There is discus-
sion also of applying for membership in the EFTA some years
down the road.

Foreign Borrowing and Debt Service. Hungary must spend consid-
erably more than half of its dollar export earnings to service its
foreign debt. Without additional borrowing, 17 percent of GNP
would have to be used each year for debt service; the annual inter-
est alone is $1.2 to $1.8 billion. Therefore, servicing the debt re-
quires between $2.5 to $3 billion in new loans. How long it remains
a possibility for Hungary to refinance the principal when due and
a portion of the interest, and whether it will be forced or should
elect to reschedule are important strategic issues. Public discussion
on them in Hungary has begun. The authorities argue that instead
of giving Hungary breathing room, asking for rescheduling would
trigger a large-scale withdrawal of short-term bank deposits and
would depress the prices of Hungarian bonds, creating new finan-
cial problems instead of solving old ones.” As with other heavily in-
debted countries, managing the large debt is one of the toughest
strategic issues. There are no easy solutions.

Economic Reform. “Mainstream” proposals agree that Hungary
must move further toward a market orientation. But there is no
agreement as yet on the best strategy and on sequencing the neces-
sary steps.

7 Figyels, May 18, 1989, p. 10.
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THE SysTEM
The key issue is how to move rapidly toward marketization and

privatization. There is agreement that much greater scope should
be given to the second economy and that it should be allowed to
operate in a much better institutional and political environment,
one that has fewer contradictions and is closer to what is “normal”’
in the West. To attain this, many problems remain to be solved in
accounting, taxation, access to information and inputs, in infra-
structure (office space, telephones, computers), the availability of
risk capital, and a stable environment of regulation, to mention
just some of the issues.

An even more difficult problem is the ownership of state firms.
The government seems to lean toward accepting a proposal made,
among others, by Marton Tardos, Director of the Financial Re-
search Institute.® Direct reprivatization on a large scale is out of
the question, not only for political reasons but because there is in-
sufficient private capital in the economy to acquire many state
firms. Foreign capital can make a contribution but could not be the
full solution. The main avenue for creating meaningful owner-
ship—defined by Tardos as a situation in which the prime aim of
the owners is to increase the discounted present value of their
assets—would be to distribute the shares of state enterprises to mu-
nicipalities, nonprofit organizations (hospitals, schools), the social
security fund and other pension systems, insurance companies and
like organizations. The revenues of the owners would depend upon
the returns from their investments, making them independent of
the state budget. The ultimate owners would, in turn, hire and fire
professionals to manage their portfolios. Since the shares would be
traded freely, a market for them would be created, irrespective of
whether the participation of domestic and foreign private investors
would be allowed. Although even the proponents of the plan admit
that it is not without problems, the expectation is that the scheme
would work much better than the prevailing ill-defined system.

In sum, if all or most of the reforms outlined here were imple-
mented, the political economy of Hungary would be transformed
into a predominantly market-type system. Generally, there is a
willingness on the part of the body politic to move in this direction
(notwithstanding short-term Jjockeying for political advantage).
Whether Hungary will be abie to design and implement a well-
thought-out and feasible program of transition is an open question.

OpTIONS FOR WESTERN PoLicy

Developments in Hungary, as in other Communist-led countries,
are fundamentally driven by internal forces. At the same time,
both Soviet and Western policies are very important. The interest
of the West lies in seeing that a country like Hungary moves, with
all deliberate speed, toward a democratic and market-oriented
country in which human rights are respected and international ob-
ligations are observed. None of these goals, individually or in com-
bination, is incompatible with truly socialist values: equal opportu- -

8 Mérton Tardos, “A tulajdon” [Property), Kozgazdasagi Szemle, XXXV:12 (December 1988).
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nity to pursue one’s interests and talents, the mitigation of ex-
treme inequalities of income and wealth, a commitment to reasona-
ble full employment, a welfare state (at a level commensurate with
the ability of the economy to pay for it), and substantial scope for
industrial policy and macroeconomic stabilization. In brief, there is
no reason why Hungary (and eventually the other East European
natione) cannot become a Finland, an Austria, or a Sweden.

More specifically, it is in the interest of the West to see that
Hungary (and also Poland) become increasingly and successfully in-
tegrated with the economies of Western Europe. There is no other
way for the reforms to succeed. While integration with the West is
a necessary, it is not a sufficient condition for the reform to suc-
ceed; that depends, most fundamentally, on Hungary (Poland) cre-
ating the reform’s essential domestic preconditions.

The successful integration of the reforming East European coun-
tries with the West is in the vital interest of the West, first and
foremost to prevent undesirable outcomes, such as (1) Hungarian
(Polish) emigrants flooding Western Europe through by now practi-
cally open exit borders and (2) strengthening the bonds of conserv-
atives in all Communist-led countries who would like to turn the
clock back, which could only lead to more tensions and confronta-
tion. The successful integration of Hungary (Poland) with the West
is also attractive for the business and professional opportunities
that would create; without integration, Hungary (Poland) would
not be in a position to finance the huge pent-up demand for West-
ern imports.

What can the West do to nudge this process along? Perhaps the
most significant contribution the West can make in the long run is
to help these countries establish—or reestablish—their economic,
financial, managerial, administrative, political, technical, and cul-
tural infrastructures. Their efficient functioning is absolutely es-
sential for making the societies successful, an attractive place to
live. The best investment the West can make is to help educate,
train, and apprentice the best young minds of a country like Hun-
gary in all aspects of how societies that are reasonably efficient
must function. But, in addition, the West must make it possible,
and to some extent promote, the reintegration of Hungary (Poland)
into the regional and global economic framework.

A more immediate task is to help (if requested) with the design
and implementation of the extremely difficult problem of transi-
tion from a modified CPE to a more open, pluralistic, and market-
driven society. The problem of transition is intellectual, financial,
and political. The intellectual task is to help design, with sufficient
sensitivity to the local environment, a transition program: what
needs to be done, why, how, and in what sequence? The financial
dimension is aiso important, but is particularly tricky: how to
ensure that any debt relief or new credits that may be granted
would be used productively and for the right purposes, rather than
for postponing the changes that are needed, or simply piling more
debt on an already high debt mountain. Therefore, the financial as-
pects of the problem, too, are in part design issues. The political
aspect is again difficult but important: how to strengthen the
forces of democracy, tolerance, and professionalism over the as-
cending forces of demagogy.
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The urgent task for Western policy vis-a-vis Hungary is thus to
design and implement, cooperatively and coherently, an intellectu-
al-financial-political program that can effectively assist the transi-
tion of this East Central European country toward a more viable
political and economic system.
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I. INTRODUCTION

Yugoslavia’s deep economic crisis, which began in 1979, is una-
bated in 1988 and in some views has not yet reached its lowest
point. Triggered by external events,’ it has been sustained and
often deepened by domestic structural and systemic defects, by the
incapacity of political systems and leaderships to implement even
formally agreed remedies for these, and by mismanagement in the
conception and/or execution of stopgap measures adopted in lieu of
reforms and often under pressure from foreign creditors. In the
process the economic crisis has become a social and political crisis
as well—a “crisis of the system”—which by general agreement re-
quires a major reform of political and constitutional as well as eco-
nomic arrangements.

The dynamics of this deepening, spreading crisis have created a
fateful nexus of mutual frustrations, in which interdependence
among its economic, political, and social dimensions seems to pre-
clude an effective macrosolution of any one of them without a prior
solution of the others—or a package on that is elusive because of
its size and complexity. Thus implementation of the market-orient-
ed reform of the economic system that was accepted in principle by
all political leaderships in 1982-83,2 or of later and current ver-
sions of it, is now widely regarded as impossible without prior re-
forms of the political system and the Party (the League of Com-
munists of Yugoslavia). But the latter have so far been equally im-
possible because conflicting economic interests as well as national
sensitivities among eight republican and provincial leaderships,
each with a de facto veto over any major and many minor reforms,
have precluded agreement on amendments to the Constitution and

*Research Professor in the Center for Russian and East European Studies and Adjunct Profes-
sor of History, University of Pittsburgh.

1 As described by John Burkett in his contribution to this volume, and in greater detail by
Laura Tyson, “Yugoslav Economic Performance in the 1980’s: Alternative Scenarios,” in East
European Economies: Slow Growth in the 1980’s, Vol. III, U.S. Congress, Joint Economic Com-
mittee (Washington, DC: GPO, 1986).

2 See p. 62, footnote 30.
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Party reforms that would diminish their veto rights in what all
regard as an interregional economic zero-sum game.

On the other hand, by 1988 there are some signs that the cumu-
lative effect of two continuous developments since 1980 may be
reaching a critical mass that could break the political deadlock
that has frustrated each of what are now referred to as “the three
reforms.” If this proves to be the case, it might happen suddenly,
either wthin the framework or in defiance of current constitutional
procedures and political norms, perhaps violently, and in either of
two directions: toward significant and possibly even dramatic eco-
nomic and political liberalization, or toward what alarmed Party
leaders of liberal persuasion are calling “neo-Stalinism,” and/or
“fratricidal war.” 3

Declining living standards in all but 2 of the preceding 8 years
and corresponding erosion of confidence in political and economic
systems and elites have finally produced an accelerating upward
spiral in the number and seriousness of strikes, “nationalist ex-
cesses,” and other manifestations of both social unrest and worsen-
ing relations among Yugoslavia’s nations and nationalities. Coming
after remarkably little action on these two inter-related fronts
(except in and about Kosovo 4) in the first 6 years of the crisis, this
is apparently having a dramatic impact on elite awareness of the
urgency of effective action, which has been rhetorically proclaimed
at two Party congresses and on numerous other occasions since -
1982 but witl}m' little effect until now.5

Second, 8 years of equally continuous and evolving academic and
political debate and critical analysis of earlier blueprints for
reform have clarified a number of issues, choices, and the political
as well as cost-benefit ratios of the latter. This is reflected in the
latest (1988) blueprints,® which have shed most but not all of the
contradictions in basic orientations and ambiguities in specific pro-
posals that marred and supported contradictory interpretations
and nonimplementation of earleir ones. It is also reflected in
amendments to the Constitution, adopted with the required consen-
sus of all the Federal units in November 1989, which appear to en-
dorse these blueprints on the key issues of marketization, deregula-
tion, and a general dismantling of the “contractual economy’’ nor-
matively described in the Constitution of 1974 and elaborated in
the Law on Associated Labor (LAL) of 1976.

For the moment, however, the race is still undecided between
meaningful systemic reforms and a political explosion at the end of
a long fuse of rising interethnic and other social tensions fueled by
economic woes; and enough improvement in muddling through to
avoid both of these is still present as a third contender.

3BBC and New York Times report on a Jan. 30-Feb. 1, 1989, meeting of the Party Central
Committee, Feb. 1-2, 1989.

* Where the local Albanian majority (80 percent of the pogulation of the Autonomous Pro-
vinca) has been in a state of simmering rebellion since April 1981, and where an ongoing exodus
under pressure by dwindling South Slav minorities has prevoked an escalating Serbian national-
ist bacﬁla.sh. This last has lately assumed broader dimensions, greatly complicating the political
crisis in Yugoslavia as a whole.

® Details in Dennison Rusinow, “Yugoslavia’s First Post-Tito Party Congress,” UFSI Reports
(Hanover, N.H.), 1982, Nos. 39 and 40, and Yugoslavia's 1986 Party Congress—Did Anything
Happen?”, ibid., 1986, No. 21.

e i in Part IV of this chapter and in part in John Burkett's contribution to this
volume.
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II. Tug LEGAacY OF EARLIER PHASES AND ‘“MODELS”

Along with other burdens of the past—in particular the political
and economic consequences of separate national and regional histo-
ries and cultures—Yugoslavia’s current economic problems are
weighted with the baggage of accomplishments, failures, accommo-
dations, and theoretical underpinnings left behind by a succession
of postwar economic systems and policies. The same is true of the
attitudes and behavior of elites and the general population, includ-
ing economic behavior and reactions to present conditions and pro-
posed reforms, which incorporate diverse memories and evaluations
of past phases.

It has become traditional in the literature to divide postwar
Yugoslav economic history into four “gystemic periods,” roughly
corresponding to the lifespans of the constitutions of 1946, 1953,”
1963, and 1974. In the first of these, which the Yugoslavs call “the
period of administrative socialism” (1945-52), the Soviet model
TCPE was transplanted to Yugoslav soil with no significant modifi-
cations. The second and third, usually described as the periods of
“administered market socialism” or limited self-management
(1953-63) and “market socialism” (1963-73), were marked by the in-
cremental dismantlement of most of the normative and institution-
al characteristics of a TCPE and by a corresponding modification of
many of the attitudes and behavior patterns these characteristics
engender in economic actors. The fourth or “contractual economy”’
period (1974 to the present) has seriously impaired the still limited
role of “market forces” that the two preceding periods had encour-
aged, but it has done so in favor of negotiated prices and markets
for outputs and factors of production, ad hoc regulation by the
state, and “informal” political controls rather than resurrected
TCPE mechanisms.

All four of the “basic reform concepts” in this volume—adminis-
trative decentralization, indirect regulation, a substantial role for
market forces (economic decentralization), and self-management—
were already represented in the reforms of the second and third pe-
riods. The Yugoslav system was thus already “a ‘hybrid’ resource-
allocation model, in which elements or legacies of the TCPE model
and two or more ‘decentralization’ models exist side by side,” & in
the 1950’s and before more of the latter were added to the mix by
the further liberalizing and marketing reforms of the 1960’s.

In principle (frequently more violated than honored in practice),
the Yugoslavs also explicitly shift from an “extensive” to an “in-
tensive” development strategy as early as 1965, arguing that they
had become a ‘“medium-developed” rather than a “less-developed”
country, and that crossing this threshold required such a shift.?

Salient legacies of this systematic history include but are not
limited to the following list:

7 Formerly a constitutional law rather than a new constitution.

8 Marer's “Conceptual Framework,” pp. 13-15.

® Rudolf Bicanié, “Economics of Socialism in a Developed Country,” in Foreign Affairs (July
1966), is a clear and early explication of this argument (and others supporting the 1965 Reform)
in lish; also Dennison Rusinow, The Yugoslav Experiment (Berkeley: University of California
Press, 1977), p. 127£.
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One crippling bequest from Yugoslavia's brief period as a TCPE
and the continuation of state control (and therefore primarily polit-
ical allocation) of most investments in the second period is an inti-
midatingly large number of industries, plants, and plant locations
that can neither survive under genuine market conditions nor be
closed down without social and political costs that have so far been
regarded as prohibitive. In some estimates more than one-third of
all Yugoslav enterprises are in this category.1® In many places and
groups the first two periods have also left a legacy of nostalgia,
which can translate into a preference, for a CPE’s traditional dedi.
cation (as “socioeconomic objectives” or SOE'’s) to full employment,
regional planning and investment strategies that favor less devel-
oped regions, and degrees of income equality (uravnilovka) and “so-
cialization” of risks and losses that have survived in subsequent pe-
riods to a greater degree than most people apparently believe.!!

Two cardinal features of the decentralizing and quasi-marketiz-
ing reforms of the 1950’s have similarly survived all subsequent re-
forms and counterreforms:

(1) State ownership has been formally transformed into “social
ownership,” an insidiously amorphous concept except in its nega-
tive denotations: whatever it is, it is neither state nor private. The
first of these negatives is arguably more significant than is ac-
knowledged in most current criticism of the concept (on valid
grounds described in the following section). Because the state does
not own Yugoslavia’s enterprises, the government cannot directly
command (e.g., the production of output x with v inputs) but must
seek to induce the performance that policymakers desire. To this
end it must employ the kinds of instruments, usually indirect and
macroeconomic in nature, on fiscal and tax measures, subsidies,
tariffs and price controls, et al., along with “informal” and extra.
legal (or illegal) forms of governmental and Party influence.

(2) Command planning by the state was replaced by macroeco-
nomic indicative planning and macroeconomic decisionmaking by
autonomous enterprises, which were to be controlled by their work-
ers (in theory as “self-managing” collective entrepreneurs and
“trustees” for “society” as the proprietor), responsive to market in-
dicators, and guided by a form of constrained profit maximization.
The effect was to create conditions in which consumers would
decide what should be produced, while enterprises would decide
how to organize production and to combine productive forces.!!
However, savings and investment (capital), foreign exchange, and
income policy—and therefore primary and a large part of second-
ary income distribution—continued to be functions of state organs
throughout this period.

Probably the most significant legacy of the third or “market so-
cialist” period (1965-73) is the impact of the way it is remembered
on current attitudes. These are as diverse and contradictory as the
performance of the economy in that period.

19 A figure already in vogue in the “economists’ debate” preceding the 1965 Reform (See Ru-
sinow, op cit., in preceding note, pp. 120-137).

1! Joze Mencinger, “Will Systemic Changes Help Again? The Crisis of the Yugoslav Economy
in the Eighties and Its AbilitE\;sto Adapt to Global Structural Change” (forthcoming as a Carl
Beck Paper in Russian and t European Studies, University of Pittsburgh) contributes this
insightful description.
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The reforms of the 1960’s formally also transferred decisionmak-
ing about income distribution and most savings and investments to
the enterprises and the banking system, thereby eliminating most
vestiges of direct control of the economy by the state, at least at
the federal level, which had survived earlier reforms. Substantial
lowering of tariffs and devaluation of the dinar, along with other
measures designed “to find Yugoslavia’s place in the international
division of labor,” envisioned a meaningful role for foreign as well
as domestic market forces in resource allocation. The aim was a
radical “de-etatization” (deetatizaoiia) of the economy; it was some
time before many people, including economists, noticed that “de-
etatization” had been largely limited to the dismantling of federal
economic powers, leaving a strong potential for continued or grow-
ing politization of economic decisionmaking at regional and local
levels.

The results (or what were widely regarded as results) of this re-
markable attempt to create a kind of laissez-faire market socialism
included greater enterprise autonomy and more play for market
forces and consumer and producer preferences than before or since;
declining (but on balance probably higher productivity) investment
and employment rates; reduced power and patronage for political
elites (especially at the federal level); and growing differences in
inter-regional, intersectoral, and inter-personal incomes. Positive or
negative memories of each of these effects, and therefore attitudes
to current proposals for marketizing reforms that in many respects
resemble those of the 1960’s, tend to vary with the personal, sector-
al, class, and regional advantages and disadvantages that ensued.

One of the consequences of Yugoslavia’s early abandonment of
command planning and partial rehabilitation of “the laws of the
market” (for commodities but not for labor and capital) may also
be the most important. Since 1953 Yugoslav enterprises have been
producing goods and services for “yalidation” on the market (how-
ever imperfectly competitive and administratively constrained)
rather than to fulfill a quantitative plan, and with maximization of
some definition of net income or profit!? as a primary objective. In
these circumstances many of the most notorious defects of
TCPWs—e.g., producing goods that fulfill the plan but of a quality
of kind that will not sell, hoarding unused resources, and fighting
for higher input and lower output quotas rather than lower costs
and more sales—are pointless and cease to be rational responses to
the system and its instruments. Instead, enterprise attitudes to ma-
terial costs and customers (but not to capital and labor costs) come
to resemble those of more orthodox market economies. On the
other hand, the breadth and depth of formal and informal state
and Party interference and influence over the conditions and re-
sults of economic activities that survived the market socialist
phase, and that has been reinforced since then, still usually makes
it more important to cultivate useful friends and influence in Party

12 Choice of definition, and between these terms, has often been a function of ideological pred-
ilections or inhibitions but has had serious practical consequences (see Deborah Milenkovitch,
Plan and Market in Yugoslav Economic Thought (New Haven: Yale University Press, 1971),

passim.).



57

and government circles than to scrutinize market conditions for
new or unutilized opportunities.

Economic performance during the fourth or “contractual econo-

" phase (since 1974), which was introduced in part because of
undesirable economic trends attributed to laissez-faire socialism
but in larger measure for political and ideological reasons,!3 has
been an almost unmitigated disaster. This was largely disguised
until 1979, except in the keen vision of a few economists, by a pro-
pitious external environment that encouraged heavy foreign bor-
rowing to support a strategy of import-led growth in production,
employment, and consumption. Thus total domestic consumption
(including investment) in the later 1970’s averaged 110 percent of
domestic production. In the agonizing reappraisal that began when
this strategy was abruptly invalidated by changes in the external
environment, the Yugoslavs have found it far easier to diagnose
and even to precribe remedies for the systemic and other vices of
the contractual economy than to muster the political capacity to
make it take the cure or more than a few aspirins.

III. SysTEMIC VICES OF THE “CoNTtrACTUAL ECONOMY”

Utilizing an institutional and conceptual terminology as opaque
and excessively complicated as what it purports to describe, the
1974 Constitution and 1976 Law on Associated Labor envisage an
economic system based on autonomous, worker-managed Basic Or-
ganizations of Assocated Labor (BOAL’s) as its primary economic
actors, working with “socially owned means of production” and
dedicated to profit maximization to be realized in a commodity
market through a vertical and horizontal “pooling of labor and re-
sources.” At the microeconomic level this last is accomplished
through a dense network of legally binding contractual arrange-
ments, called Self-Management Agreements, through which
BOAL'’s are created and linked in “work organizations” (WOQ'’s, for-
merly and in the constitutional amendments adopted in November
1988 again to be known as enterprises and the system’s prim
actors), Composite Organizations of Associated Labor (COAL'’s, com-
prised of two or more WO’s), and other forms of association for the
production and marketing of goods and services, Together with gov-
ernments (“sociopolitical communities”) and Self-Management
Communities of Interest (nongovernmental agenices through which
social services are funded and administered and for employment,
price setting and other economic functions), which participate as
various levels as may be appropriate to the nature and scope of the
subject, these economic agents also negotiate and sign Social Con-
tracts. These have both macroeconomic and social policy functions.
In addition, all of these entities are legally obliged to produce 5-
year Social Plans, along with annual assessments and revisions,
through a continuous process of multi/level consultation, coordina-
tion, and exchange of information. Carrying legal obligations when
codified in Self-management Agreements or Social Contracts,
Social Plans were supposed to reintroduce planning of a supposedly

'3 As argued by Mercinger (among others), loc. sit.
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new kind, appropriate to self-management and defined as neither
command nor indicative, into the system.

Mandated in their present form by the 1974 constitution, all of
these institutional arrangements and corresponding procedural
rules are elaborated in great detail in the Law on Associated Labor
of 1976. Its 671 articles also attempt to anticipate and prescribe for
almost all other possible “socioeconomic” relations and practices.

The fundamental defects of this elaborate blueprint have been
described and documented with increasing precision by a cohort of
critical economists.14 It is now almost universally accepted that it
prescribes a gross excess of institutions and rules, many of them
worse than merely unnecessry, expensive, and inefficient, and that
current economic problems are therefore and otherwise a manifes-
tation of systemic failure rather than a simple matter of inappro-
priate microeconomic ‘“behavior” and/or macroeconomic policies.

Conforming to all or even most of its provisions would virtually
immobilize the economy while also condemning all participants to
spend almost all of their time in endless “self-management deci-
sionmaking” meetings and negotiations, leaving little or none for
work, play, sleep, and other more useful or desirable activities.
This is clearly impossible and does not happen.

However, the functioning of the economy is still largely deter-
mined by underlying principles and mechanisms, reinforced by less
easily evaded rules, which have made the “associated labor para-
digm” into a “contractual” rather than a market (or planned) econ-
omy. Empirical studies of microeconomic behavior and macroeco-
nomic performance 15 convincingly demonstrate (a) that Yugoslav
firms and other economic actors are very responsive to the environ-
mental incentives and constraints they face, (b) that these re-
sponses are “rational” in terms of economic theory, but (¢) that
many basic systemic “rules of the game” as well as contingent poli-
cies ensure that they will usually be “irrational” from the perspec-
tive of a market economy—i.e., that they will lead to serious mac-
roeconomic misallocations and inefficient use of resources.

More specific undesirable consequences identified by the system’s
critics include the following random selection and tend to form a
matrix of interconnected vicious circles:

1. Unclear ownership relations, which are inherent in the con-
cept of “social ownership,” do not locate risktakers. No one is ulti-
mately responsible for mistaken or inefficient deployment or even
the maintenance of “everyone’s’ capital. Although rewards for
wise or lucky entrepreneurial decisions (higher earnings, prestige,
etc.) are usually commensurate with those of private ownership
systems, the penalties for wrong ones (especially the “exit possibili-
ty” of bankruptcy) are missing. “Socialization of losses” is a logical
corollary of social ownership and becomes an incentive to irrespon-

14 A selected list (primarily of collective works and collected articles) includes Aleksandar
Bajt, Alternativna ekonomska politika (Zagreb: Globus, 1986); Ivan Biéanié¢, “Systemic Aspects of
the Social Crisis in Yugoslavia” (mss. 1988);, Branko Horvat, Jugoslavensko drustvo u krizi
(Zagreb: Globus, 1985); Janez Jeroviek et al., Kriza, blokade i perspektive (Zagreb: Globus, 1986);
Mencinger, op. cit. (note 12); and Zoran Pjanié, Anatomija krize (Belgrade: Ekonomika, 1987).

15 E.g, Janez Prasnikar and Jan Svejnar, “Economic Behavior of Yugoslav Enterprises,” in
Aduvances in the Economic Analysis of Participatory and Labor Managed Firms, Vol. 3 (Green-
wich, CT: JAI Press, 1988).
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sible risktaking, thus completing the vicious circle. In addition,
ideologically motivated commitment to the “dominance of social
ownership” over other forms 16 has inhibited the encouragement of
private, cooperative, and foreign participation in capital formation
and market competition, although these have been proclaimed
goals, in various forms and intensities, since the 1960’s.17

2. Inelasticities of substitution among factors, leading to low
factor mobility and contributing to allocative inefficiencies in gen-
eral, are a major consequence of a market constrained to a very
imperfectly competitive commodity market, with no markets and
therefore no scarcity-value public price for labor and capital.

3. Further allocative inefficiencies arise because prices in the
commodity market are more often either administratively deter-
mined or set by self-management agreements and social contracts
(frequently functioning like cartels) or by market-dominating (oli-
gopolistic or monopolistic) firms than determined by “market
forces.” They therefore also rarely reflect relative scarcity values.

4. Although the purported “disintegration” of the Yugoslav
market into eight protectionist republican and provincial economic
fiefdoms with autarkic tendencies is probably more accurately de-
scribed as a lower level of countrywide integration than was pre-
dictable and is desirable for an “advanced developing country,” 18
it is in either case considered a major contributor to allocative and
general economic inefficiencies. The origins and strength of these
fiefdoms derive from one original and two subsequent aspects of
Yugoslav federalism. These are the national base and rationale of
most of the federal units; “deetatization” in the 1960’s that stopped
with the dismantling of most federal economic powers, leaving the
economy highly politicized at regional and local levels and only
marginally subject to “market forces”; and further devolution of
control over political and economic appointments and careers to
the republics and provinces in the 197(’s. Together these have gen-
erated and sustained a symbiosis between regional political elites
and regional economic interests, both of which can usually be re-
garded as ‘“national” and not merely regional, in an arrangement
for which feudalized socialist mercantilism may be an appropriate
label. The primary function of regional political leaderships be-
comes the promotion and protection of their respective regional
(and national) economies, and they are supported and obeyed (and
accorded legitimacy as national leaders, a potent substitute for
election or “charisma” as a basis for authority) in accordance with
how well they are seen to do it. With the national element as its
strength and theirs, this is a formula that both groups will tend to
defend in all of its three elements.1®

5. Adaptation by the economy to these and some other conse-
quences of the system has sustained and in some reckonings en-

!¢ The ideological significance of this formulation is discussed by Zoran Pjanic, Anatomija
krize (op. cit.), p. 175.

!7 Andrija Gams, Svojina (Belgrade: Institut drustvenih nauka, 1986).

'8 As argued by Ivo Biéani¢ (“Fractured Economy”) and John Burkett and Borislav Skegro
(“Are Economic ures Widening?”’) in Dennison Rusinow (ed), Yugoslavia—A Fractured
Federalism (Washington, DC; The Wilson Center Press, 1988), and by Prasnikar and Svejnar,
art. cit.

15 As also noted in Rusniow, “Nationalities Policy and the ‘National Question’”, in Pedro
Ramet (ed.), Yugoslavia in the 1980’s (Boulder: Westview Press, 1985), pp. 142f.
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larged a “bias to bigness” in the size distribution of firms (WO’s),2°
in origin a legacy of Yugoslavia’s TCPE and modified CPE phases
and associated “socialist grandomania,” which is widely regarded
as more negative than positive in its consequences—e.g., promoting
monopolies and oligopolies but with little benefit from economies of
scale and of research and development. Bigness helps to internalize
markets, providing a degree of flexibility and security in the face of
an external market characterized by scarcities, capital immobility,
and arbitrary administered prices. It provides greater lobbying and
bargaining power vis-a-vis governments and party organs or offi-
cials whose actions may be greater determinants of business suc-
cess or failure than what happens on administratively and politi-
cally distorted markets. And insofar as markets exist, but tend to
be regionalized along local or republican cleavage lines, bigness of
course tends to ensure a larger market share, perhaps even a mo-
nopoly, and its usual benefits in terms of greater market power
and ability to manipulate prices. 2!

As one Yugoslav critic summarizes these and other defects: “In
short, the blueprints of the system were either inoperative or pro-
duced undesirable results.” 22

The response has taken two forms, both based on ‘‘common
knowledge that, if one stuck to the rules, the economy would
simply cease to function.” 23 The first has been a continuous flood
of diverse state interventions, designed to provide substitutes for
suspended “rules of the game” and corrective for dysfunctional
ones. The result has been described as “a nonmarket, nonplan, ad
hoc reflexively administered economy,” 2¢ which is characterized
by rigidity, slowness, and inconsistency in “administrating,” dis-
trust in the decisionmaking of economic units, and the dominance
of political over economic criteria and priorities in both macro- and
micro-economic policies and decisions.?®

Influenced by IMF constraints on policy decisions imposed prior
to 1985, austerity measures imposed in this period were moderately
to dramatically successful in maintaining external liquidity, reduc-
ing domestic consumption, increasing exports, and maintaining
production levels. A new course introduced in 1985, including an
ill-considered experiment in targeting inflation rates and tying in-
terest and exchange rates to these targets, produced negative real
interest rates, an overvalued dinar, rising inflation, falling exports,
investment and productivity growth, and a surge in wages when
wage policy was loosened in late 1986. Attempts to counter these
developments with a succession of new “austerity packages”’ in
1987 were abandoned, in whole or in large part, in the face of

20 With the usual caveat about the difficulty of defining a Yugoslay firm, Prasnikar and Svej-
nar reckon that 65 percent of Yugoslav workers are employed in WO’s with more than 1,000
%nglo;xly 7 percent in public or private firms with less than 125 employees (art. cit., p. 258 and

'able).

21 Discussed in greater detail, ibid., pp. 257-262, and in Iv6 Bicani¢, “Systemic Aspects of the
Social Crisis” (op. cit.), pp- 9. .

22 Joze Mencinger, “Will Systemic Changes Help Again?” (op. cit.), p. 9. Cf. Prasnikar and
Svejnar, art. cit., pp. 254 ., for other problems (high labor costs, capital intensiveness and low
marginal productivity of capital, entry-exit programs, et al.) that are largely or partly attributa-
ble to these systemic defects.

23 Biéanié, ‘S‘ystemic Aspects,” p. 11.

24 Tbid., pp. 1f.

25 Mencinger, loc. cit. and in Jeroviek, op. cit., pp. 141f.
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waves of strikes and other evidence of rising social unrest. Finally,
at the end of December 1988, the government (Federal Executive
Council) under Branko Mikulic, discredited by repeated voltes faces
and invariably ineffective policies since its installation in 1985,
threw in the towel and resigned—the first such event in postwar
Yugoslav history. Resistance by the Federal Assembly to budgetary
reductions that had been part of a June 1988 IMF package (accept-
ed by the FEC in return for new and desperately needed standby
credits) provided the occasion, but Mikulic had already lost the con-
fidence of both party and State Presidencies, who lagged behind
most of the country in this.26

The second form of response has been a continuous, costly search
by “economic subjects” (BOAL'’s, WO’s, COAL’s, and their manag-
ers) for equally ad hoc, extrasystemic and often formally illegal
ways of pursuing profit maximization and other goals that the nor-
mative system and/or their own interests prescribe and the former
then frustrates. These devices are in turn linked to and often part
of the “second” economy, consisting of two parts: small enterprises
in both the private and social sectors (together known as the mala
privrada or “small economy”) and “informal” economic activities,
frequently in the form of noncash exchanges of intermediate or fin-
ished goods, labor, and favors,

The second of these responses has usually been more helpful
than the first in circumventing the system to keep the economy
functioning after a fashion.

IV. PArALYSIS VERSUS CHANGE IN THE EcoNoMIC AND PoLITicAL
SysTEM

A. INTERREGNUM INHIBITIONS AND DEADLOCK, 1980-87

The first year of the economic crisis fatefully coincided with
Tito’s death in May 1980. State and Party presidencies with 9 and
23 members respectively, headed by annually rotating presidents
from each Republic and Province in turn, became his unwieldy col-
lective successors. Despite early recognition of the need by influen-
tial economists and politicians, reforms of the system and its mech-
anisms to cope with the crisis in its early years were precluded,
and even changes in policies were strictly limited, by the overrid-
ing reluctance of these collective leaderships to touch the basic po-
litical and economic arrangements that Tito had proposed or en-
dorsed in his final decade. This was because they feared that any
changes in these would open a Pandora’s box of related and extra-
neous demands for more, inevitably leading to disputes among
them as delegates of republics and provinces and of national con-
stituencies with frequently conflicting interests and views, which
might get out of hand without Tito’s authoritative mediation and
final word.27

26 Noted in advance of the resignation (inter alia) by Danas (Zt:igreb), Jan. 3, 1989.

27 Examinations of successive phases and a.ssects of political deadlock since 1980 include the
Fieldstaff Reports cited in note 5; Stephen L. Burg, “Elite Conflict in Post-Tito Yugoslavia,” in
Soviet Studies (April 1986); Charles Bukowski, “Politics and the Prospects for Economic Reform
in Yugoslavia,” in Eastern European Politics and Societies (Vol. 2, No. 1, Winter, 1988); and
Burg','l%’o'islav Koétunica, Zvonko Leroti¢, et al., in Dennison Rusinow (ed.), Yugoslavia—A Frac-
e«ieralism (Washington, DC: The Wilson Center Press, 1988).
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As the crisis deepened and expanded into a crisis of confidence
and self-confidence in leaderships and the regime, these inhibitions
gradually gave way to acceptance that systemic reforms and not
merely policy changes were indeed urgently needed. But the fears
that had inspired hesitation proved to be well founded. Inability to
achieve interregional consensus (required by the Constitution) on
the precise nature and scope of an expanding menu of political as
well as economic reforms duly ensured, aggravating relations
among the regions and within the leadership and thereby com-
pounding the difficulty of reaching agreement on anything.

In June 1982 the first post-Tito congress of the LCY formally en-
dorsed the nced for far-reaching political as well as economic re-
forms. It also called on the Central Committee and Party Presiden-
cy “to assume political responsibility” for the prompt completion
and uncompromising implementation of “A Long-Term Program of
Economic Stabilization,” a multivolume comprehensive blueprint
for economic reforms written by a commission of prominent federal
and regional politicians and economists and formally adopted the
following year. Although later criticized for ambivalence on many
specifics that reflected compromises among its army of authors
(and for eclecticism and contradictions in its use of economic theo-
ries),2® the Long-Term Program (LTP) was unambivalent in its ad-
vocacy of a “depoliticized” barrier-free market economy and the
elimination of unnecessary and encumbering mechanisms and in-
stitutions introduced in the 1970’s.29

The LTP, never implemented and never formally abandoned, has
been effectively superseded by a sequence of other blueprints. The
mandate to the authors of the first of these, “A Critical Analysis of
the Functioning of the Political System” (CA) published in 1984
and the product of another high-level commission of federal and re-
gional politicians and social scientists, was to propose reforms of
the political system which would complement the Long-Term Pro-

am. However, its vision of the economic system frequently con-
tradicts the LTP’s and is more loyal to the deductive principles un-
derlying the associated labor paradigm of the 1970’s, which the
LTP had usually managed to ignore. Where the Long-Term Pro-
gram emphasized the role of the whole enterprise (WO), for exam-
ple, the CA continued to_stress the role of the BOAL. The LTP
stresses the all-encompassing nature and importance of markets as
a permanent feature of a socialist economy that aspires to efficien-
cy, but the Critical Analysis sticks to Marxist tradition by stressing
their temporary (and implicitly undesirable) nature. And where the
LTP uses prices the CA offers no a priori valuation for calculating
factor costs.3° It was clear that there were still basic disagreements
alr)l?}},xt even the orientation of reforms supposedly accepted with the
LTP.

28 Mencinger, in “Will Systemic Changes Help Again?”’ (loc. cit., p. 10), describes it as “con-
taining all schools of econmic thought from extreme monetarism to orthodox Keynesian, often
nicely cloaked in Marxian terminology.”

29 More detailed discussions of the LPT include John P. Burkett, “Stabilization Measures in
Yugoslavia: . . .,” in East European Economies: Slow Growth in the 1980’, Vol. 11, U.S. Con-
gress, Joint Economic Committee (Washington, DC: GPO, 1986).

30 Jvo Bicanic, “System Aspects of the Social Crisis,” loc. cit.
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B. TOWARD A BREAKTHROUGH IN 19887

More recent blueprints, produced as pressures for reform were
further magnified by the continuing failure of stopgap measures
and administrative interference and by alarming manifestations of
growing popular anger and national tensions, have been marked by
an increasingly clear return to and refinement of the LTP’s basic
orientation: “depoliticized” and comprehensive market mechanisms
with some strengthening (to a degree still to be determined) of fed-
eral capacity to hold the ring and determine some macroeconomic
parameters. The “Theses for the Further Development of the Eco-
nomic System” of 1987, which focused on means of attracting for-
eign capital, introducing money markets, and encouraging mixed
forms of ownership, were a harbinger confirmed on a more compre-
hensive scale in draft amendments to the Constitution published in
January 1988 and the proposals produced for the Federal and Ser-
bian governments in mid-1988 (discussed as “the Mikulic Report”
and “th)e Milosevic Report” by John Burkett in the preceding <?>
chapter).

At the end of November the Federal Assembly, keeping to a
timetable many had regarded as wildly unrealistic in the face of an
increasingly tense and confrontational political atmosphere, for-
mally adpoted a package of 39 amendments that have changed or
abolished one-third of the text of the 1974 Constitution. The
amendments directly concerned with the economic system, nn of
the 39, are notably more radical in nature (or at least in intent)
than those concerned with the political system, where many con-
tenticus issues (in particular federal-regional relations and distri-
bution of powers) have clearly been adjourned for another day.

Addressing almost all of the systemic vices of the contractual
economy enumerated in Part III of this chapter, the “economic
amendments” in the package include the following provisions:

—Elaborate prescription of the forms of organization of “econom-
ic subjects” has been abolished. The enterprise (company), a term
significantly restored to authorized use as an alternative to Work-
ing Organization (WO), is once again defined as “the basic econom-
ic subject” (in place of the discredited BOAL) and will have full au-
tonomy to organize itself as it deems appropriate. BOAL’s within
WO’s have become optional, along with all except the most basic
organs and supervisory powers of “self-management.”

—Self-management ‘and managerial functions will be separated.
Workers Councils will decide only on key issues concerning busi-
ness and development policies, once a year and without interfering
in the Management Board’s full powers to run business operations.

—Enterprises may now be founded by groups of workers and/or
“citizens” as well as by other enterprises and ‘“sociopolitical com-
munities” (governments), previously the only entities entitled to do
s0.

—Profit (sic) is to be the basic motivating factor and criterion of
enterprise operations. “Exit possibilities” for firms (bankruptcy)
and their employees (termination) are to be expanded and strength-
ened.

—The amendments firmly establish pluralism and equality of
ownership—public, private, mixed, or cooperative. All must be

97-839 0 - 89 - 4
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treated equally and without discrimination in legislation and are to
be ensured the same position in matters of pricing, exports, im-
ports, customs and other duties, credits, and taxation.

—Mixed companies will be jointly managed by their founders—
public and private, domestic and foreign—and voting power will be
commensurate to shares in invested funds.

—These enterprises may be shareholding or joint-stock compa-
nies, with limited or unlimited laibility.

_The Constitution itself now guarantees full transfer of profit
and repatriation of capital to foreign investors. Joint venture con-
tracts are protected against future changes in legislation, and there
is no ceiling on the share of foreign investors in joint ventures. Ad-
ditional facilities will be granted to joint or foreign firms, including
a vgr&ety of “tax breaks’ or total tax exemption for a prescribed
period.

—The same principles and guarantees apply to joint venture
banks and other financial institutions, which foreign and domestic
banks can also establish.

—Wholly owned foreign firms are permitted and will have “na-
tional” treatment, operating under equal conditions with Yugoslav
enterprises. Approval may be denied only if warranted by defense,
security, or environmental considerations.

_With one important exception, limitations on private property
rights, including ownership of houses, apartments, and business
premises, have been abolished. The exception concerns individual
and family ownership of arable land, which has a new upper limit
of 30 hectares—tripling the 10-hectare maximum guaranteed in all
constitutions since 1953. Apparently the most contentious issue ad-
dressed by the draft amendments concerned with the economic
system, which contained a 15-hectare limit when published in Jan-
uary 1988, the 30-hectare maximum represents another compro-
mises between advocates of no limitations and a coalition of politi-
cal and agrarian interests and ideologies that has stubbornly de-
fended the 10-hectare limit since it was introduced, as a similar
compromise after collectivization was abandoned, in 1963.

—Banks are to become fully autonomous, profit-oriented finan-
cial institutions and cannot be subject to any territorial limitations
in their operations.

—The position of the National Bank of Yugoslavia as a central
monetary power has been significantly strengthened.

Changes in the political system mandated by the amendments
are significantly more modest, as noted. Probably the most signifi-
cant in its potential effect on macroeconomic policymaking is aboli-
tion of interregional consensus as a requirement for decisionmak-
ing by the executive branch in its areas of autonomous competence,
which appear to have received some marginal enlargement. The
right to strike is constitutionally guaranteed for the first time, al-
though it has been a de facto reality for more than 20 years.

In the summer of 1988 the Federal Executive Council, anticipat- .
ing adoption of these amendments on schedule, began drafting 43

-implementing “systemic laws”, 23 of them supposedly (and optimis-
tically) to be ready for consideration by the Federal Assembly
before the end of the year and the rest in early 1989. The list in-
cludes new laws on the banking and credit system, on foreign and
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private domestic investments in Yugoslav enterprises, on foreign
credits and other forms of international economic relations and for-
eign operations by Yugoslav firms, on the foreign currency regime,
on monopolies, on internal trade and measures to ensure a unified
countrywide market, on bankruptcy, on depreciation, on public ac-
counting, on “social control of prices,” on obligatory ‘“association”
of (Republican) firms in the railroad, electrical production, and
postal sectors, on the fundamentals of the tax system, and others.31
Those concerned with the status of enterprises and foreign invest-
ment were first off the drawing board and in process of adoption
before sanctioned by passage of the amendments.

As described below, the prospects for futher and positive changes
in the political system and reform of the Party, which are even of-
ficially regarded as a necessary but insufficient condition for imple-
mentation of the “economic amendments” in the November 1988
package, are still highly uncertain. However, the following list of
apparently firm or qualified current points of agreement and still
open and disputed questions, extrapolated from the November 1988
amendments and the debates they have engendered,32 appears to
represent a significant clarification of issues and choices and more
tangible progress toward meaningful economic reforms during 1988
than in the preceding seven lean years.

1. Commodity market imperfections and lack of markets for cap-
ital and labor have been more clearly isolated as the principal
sources of most of Yugoslavia’s diverse forms of economic ineffi-
ciency, carrying costs that are now universally regarded as politi-
cally and socially as well as economically unbearable. This clarify-
ing perception has intensified emphasis, but is certainly placing ex-
cessive demands, on markets as a multiuse solution to most of the
country’s endogenous economic problems.

2. Nobody now pretends (as Yugoslavs have often tended to pre-
tend) that words are deeds, even when enshrined in the Constitu-
tion, or that the economic reforms they proclaim have much pros-
pect without the other two and more difficult of the promised triad:
political and Party reforms.

3. Decisionmaking and influential elites now appear to agree
that the LAL, the capstone of the 1970’s system, is too riddled with
defects to be amendable to amendment. It is therefore increasingly
probable, and can be interpreted as mandated by several of the No-
vember 1988 amendments, that it will simply be scrapped and re-
placed by one or more of the new “systematic laws” described
above, or others, which will save whatever is regarded as savable,

4. There is little or no disagreement that the 1974 Constitution’s
drastic limitation of federal economic powers and consensus rules
for the exercise of what is left have dictated that countrywide mac-
roeconomic policies and their implementation are almost invari-
ably either (a) too little and too late (i.e., delayed and compromised
until they are either irrelevant or dysfunctional) or (b) impossible.

5. However, the weakness of the “political system amendments”
in the 1988 package again demonstrates that there is no agreement

31 “Koliko su &vrsta sidra,” in Ekonomska Politika (Belgrade), Sept. 19, 1988, p. 15.
32 As these last have been reported in this observer’s sampling of the Yugoslav press (primari-
ly dailies and weeklies published in Belgrade and Zagreb) during 1988.
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on just how serious the costs of (4) have been, and how much and
what kinds of strengthened federal economic power are both neces-
sary and desirable.

6. For skeptics and minimalists on the subject of strengthened
federal powers, the history of this multinational community abun-
dantly demonstrates that there are also costs of economic and espe-
cially political kinds, which can also become unbearable, in central-
ized powers and decisionmaking which may be controlled by a nu-
merically or by a numerically or otherwise predominant nation or
alliance. The code word for this concern is “hegemonism,” which
refers to Serbia and the Serbs.

7 The issue is therefore how many or few “recentralizing” meas-
ures are actually necessary to reduce the current costs of radical
macroeconomic policy decentralization to tolerable levels without
raising the future (and historically known) costs of centralized au-
thority to levels regarded as unacceptable by most politically mobi-
lized members of most of the Yugoslav nations.

C. CURRENT OBSTACLES AND CONSTRAINTS

Pessimism at home and abroad about Yugoslavia's prospects,
deepening with the crisis and further manifestations of the inca-
pacity of current systems and leaderships, has often had a radical
“either/or”’ quality: asking whether revolutionary or cosmetic
change is more likely and ignoring or discounting intermediate
questions and possibilities. These last include the distinction, in
kind or in degree, between (1) constraints on the scope and content
of reforms and (ii) obstacles which may simply preclude their adop-
tion and/or implementation.

(i) Sources of resistance which have constrained current blue-
prints for reform, and which can become obstacles frustrating their
implementation, roughly correspond to and arise from four basic
goals of the blueprints: decisive depoliticization of the economy and
perfection or introduction of markets for all factors, a mixed econo-
my with far more scope for private and collective enterprises and
investments, and some strengthening of federal authority over
macroeconomic parameters. The nature of resistance to and con-
straints on the last of these is described above and under (ii) below.
The gthers are overlapping categories, but with some distinc-
tions.33

Depoliticizing the economy would restrict the ability of regional
and local leaderships to supply economic benefits in return for po-
litical support. Losing the protection of their political benefactors
and confronting a stricter bankruptcy law and other provisions of
the reforms imposing penalties for inefficiency and entrepreneurial
misjudgments, less efficient enterprises would see their existence
(and the jobs of their workers) threatened. Thus both beneficiaries
of regional and local socialist mercantilism, the protectors and the
protected, have reason to oppose or to seek to limit depoliticization.

Unless it is further restricted by implementing legislation or by
local administrative nullification, a common practice, the still

33 See Bukowski, art. cit., pp. 102-106, for a similar analysis of constraints on depoliticization
and marketization.
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qualified unleashing of private and collective enterprises in the
mixed economy envisaged by the amendments also threatens both
of these same groups. Competition by small- and medium-sized pri-
vate or collective firms, unburdened by greater costs than benefits
from “bias to bigness” and the ingrained inefficiency of most enter-
prises in the socialist sector, will challenge the latter’s local or re-
gional monopolies or oligopolies and rents. In a society with mas-
sive unemployment, expansion of the private and collective sector
would also fundamentally alter local power structures by creating
a network of alternative and politically unbeholden employers,
many expected to be Gastarbeiter returning from Western Europe
with hard currency to invest. This would destroy a basic source of
patronage, and therefore power, presently enjoyed by local political
elites: their quasi-monopoly over employment opportunities in the
local economy, based on their ability to ask firms that are depend-
ent on their favors or protection to find or invent a Job for a loyal
client of his relatives.34

Anticipation that the consequences of genuine markets and “de-
etatization” would be unevenly distributed among the republics
and provinces (as well as sectors and individuals), with the less de-
veloped reaping few of the benefits and most of the penalties,
played a major role in the political struggles preceding the reforms
of the 1960’s.35 That this appeared to be happening played a major
role in the abandonment of market socialism and turn to the con-
tractual economy in the 1970’s, as noted above. The first of these
themes is being replayed in the 1980’s, as John Burkett also points
out in his contribution to this volume, but with two differences. In
the mid-1960’s the Serbian political leadership sought to form and
lead an antireform coalition of less developed republics; in the mid-
1980’s, if the “MiloSevi¢ Report’s” proposals of 1988 are to be taken
seriously (which many disbelieve), Serbia’s leadership has adopted
a promarket stance equaled in intensity and consistency only by
Slovenia’s. However, constitutional changes since the 1960’s have
given each federal unit a de facto veto over any reforms and many
policy changes. The need for allies in several republics to block re-
forms has consequently diminished, although the need for a coali-
tion to carry them has not.

There may still be some genuinely devout Marxist strict-con-
structionists in Yugoslavia. However, it is this writer’s view that
what appear to be ideological constraints, because ideological argu-
ments are invoked, are almost invariably constraints of other kinds
cloaked in Marxist phrases and citations. There are one major and
probably only two other exceptions. It is virtually impossible to
challenge the basic ideological precepts underlying “self-manage-
ment,” and therefore its basic institutions (workers’ councils, etc.),
because these are fundamental to the legitimacy of the regime and
Yugoslavia’s independence of the Soviet bloc and model. It has
been extraordinarily difficult to define an ideologically acceptable
alternative to the concept of “social ownership” (what else is there

34 A dimension of local opposition to the private sector suggested (in a Belgrade conversation
in 1986) and considered highly important by Prof. Ljubifa Adamovié.

3% Described, inter alia, in Dennison Rusinow, 7he Yugoslav Experiment (op. cit.), chs. 4-5,
passim.
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except private, state, and collective?), despite its practical defects.
And it has proved particularly difficult to abolish limitations on
private ownership of agricultural land, imposed as a primarily ide-
ological compromise when collectivization was abandoned, although
larger holdings are no longer a matter of man exploiting man but
of man exploiting tractor.

(ii) There have been two basic obstacles to meaningful systemic
reforms requiring changes in the Constitution and/or legislation
that similarly depends on Republican/Provincial consensus. One of
them is chronic but has seemed to be in momentary remission just
as the other threatens to prove fatal. The national question is an
important element in both.

The first has been there since reforms of the economic system
were first subject to debate in the early months of the crisis, with
some strengthening of federal economic powers and corresponding
diminution of regional and local ones in most of the blueprints.
With all federal units enjoying a veto over changes of this kind,
and with one and probably more of these certain to have reserva-
tions about any strengthening of federal and diminution of their
own powers, the prospects for economic reforms with these kinds of
provisions, on which others insisted, seemed bleak.

The constitutional amendments of November 1988 appear to sig-
nify a qualified and conditional breach of this obstacle. Their adop-
tion seems to represent a compromise between those who had been
insisting that marketizing and deregulatory economic reforms and
centralizing political ones must be adopted as a single package and
those who advocated their separation after and for the sake of a
consensus on the “economic amendments” that Yugoslav media
were reporting during the summer. The reasons why the former
seem to have accepted less than half a pie, by apparently agreeing
to postpone the most controversial of the political-system changes
they sought to a second round of amendments (or a new Constitu-
tion), are speculative. It is reasonable, however, to assume that the
increasing urgency of at least appearing to be doing something con-
structive about a desperately sick economy played a role.

Unfortunately, the forgeing of apparents consensus on economic
reforms has coincided with an escalating political and constitution-
al crisis on another (and more unambiguously national and nation-
alist) front. Against a background of rising Serbian national pas-
sion and mass demonstrations, no longer solely focused on Kosovo
and the fate of Serb and Montenegrin minorities living there, the
Serbian leadership that played a key role in the November compro-
mise has simultaneously been demanding radical changes in feder-
al and other leaderships and in Serbia’s constitutional position vis
a vis its autonomous provinces (Kosovo and Vojvodina)—and by ex-
tension in the Federation. These developments and Serbian Party
President Slobodan Milogevié’s political style, which his opponents
have described as fascist or Stalinist, have contributed massively to
an already poisonous political atmosphere characterized by a
Zagreb newsmagazine as “verbal civil war’’ .38

38 Danas, Aug. 9, 1988. pp. 10f.
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Whether a fragile and conditional interregional consensus on
economic reforms and the possibility of a coalition of key republics
and intrarepublican forces to ensure their implementation can sur-
vive this war and its possible further escalation is clearly moot.
The race between turning the economy around in time to avoid a
political explosion and a premature detonaton by quarreling politi-
cians and inflamed national passions continues.
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SUMMARY

From 1982 to 1987 employment grew faster than output, the
shares of government expenditure and net exports in output rose,
while the shares of consumption and investment fell. Using a Baye-
sian vector autoregression as an analytic tool, we find that most of
the changes in performance can be largely explained by changes in
the external environment. However, the fall in the share of con-
sumption was largely a lagged response to preexisting conditions,
while the rise in the share of government expenditure was largely
autonomous.

Under a reasonable range of assumptions about future external
conditions, we can anticipate that from 1987 to 1992 employment
and output will grow and the share of government expenditure in
output will fall. Forecasts of labor productivity and the shares of
investment, consumption, and net exports are sensitive to assump-
tions about future world market conditions.

Proposals now under discussion to strengthen market forces are
not likely to alter economic performance greatly in the next few
years, but they could have an effect in the longer term.
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1. INTRODUCTION

In this paper I analyze Yugoslav economic performance with the
aim of accounting for recent changes and forecasting future devel-
opments.! The period of focus is 1983-92—i.e., since the prepara-
tion of the last East European compendium 2 and before the ex-
pected publication of the next one. The emphasis is on real macro-
economic variables, although some comments are made on nominal
variations and microeconomic issues.

A. HISTORICAL BACKGROUND

Yugoslavia enjoyed brisk growth of employment, output, and pro-
ductivity in the 1950’s under a system of modified central planning.
When growth slowed in the early 1960’s, Yugoslavs tried to reform
their economic system so as to allocate investment more efficiently
and stimulate technological progress. However, the market-orient-
ed Economic Reform introduced in 1965 was accompanied by some
undesired side effects: rising unemployment, increased difficulty in
attaining macroeconomic policy objectives, and perhaps loss of
status for some influential political and regional interest groups.3
In reaction to the perceived problems of a market economy, Yugo-
slavia moved in the 1970’s to a system of all-sided bargaining
known as the contractual or agreed-upon economy (dogovorna priv-
reda).* The contractual economy is probably less conducive to effi-
ciency than either central planning or a market economy,® but
living standards continued to rise as long as the external environ-
ment was favorable. At the end of the 1970’s the second oil price
shock, the rise of world-market interest rates, and increased wari-
ness of lenders forced Yugoslavia to cut absorption. Domestic dis-
satisfaction occasioned by falling living standards, combined with
pressures from foreign lenders, put market-oriented reforms back
on the agenda. A market-oriented Long-Term Stabilization Pro-
gram was adopted in 1983.6 The period since then has been domi-
nated by a search for policies that would minimize the pain of belt-
tightening and for means of implementing market-oriented reforms
without recreating the problen:s of the late 1960’s.

! This paper is based on information publicly available in Yugoslavia as of July 27, 1988. 1
thank the Economics Institute of Zagreb for hospitality, Paul Marer, Dennison Rusinow, and
numerous Yugoslav colleagues for clarifying discussions, and Borislav Skegro for helpful com-
ments. Responsibility for errors is mine.

? East European Economies: Slow Growth in the 1980’s,” ed. John Hardt, U.S. Congress, Joint
Economic Committee, 1986.

3 John P. Burkett, “The Effects of Economic Reform in Yugoslavia: Investment and Foreign
Trade Policy, 1959-76” (Berkeley: Institute of International Studies, University of California,
1983); Andre Sapir, “Economic Growth and Factor Substitution: What Happened to the Yugo-
slav Economic Miracle?” Economic Journal, 1980, pp. 294-313.

* Laura D’Andrea Tyson, “The Yugoslav Economic System and Its Performance in the 1970’s”
(Berkeley: Institute of International Studies, University of California, 1980).

® Leif Johansen, “The Bargaining Society and the Inefficiency of Bargaining,” Kyklos, 1979,

p. 497-522.
P ¢ John P. Burkett, “Stabilization Measures in Yugoslavia,” in “East European Economies:
Slow Growth in the 1980’s,” Vol. 3, ed. John Hardt (U.S. Congress, Joint Economic Committee,
1986).
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B. EXPOSITION OF THE ECONOMETRIC MODEL UNDERLYING THE
ANALYSIS AND FORECASTS

To quantitatively account for changes in performance and fore-
cast future developments, we need an econometric model, which
might be either a structural model in the tradition of the Cowles
Commission or a vector autoregression (VAR) such as proposed by
Christopher A. Sims.” For substantive and expository reasons I
have selected the latter.® In accord with the focus on real macro-
economic processes, the endogenous variables are employment, real
gross material product (drustvent proizvod),® and the components of
gross material product: consumption, investment, government ex-
penditure, and net exports.!® The exogenous variables are Yugo-
slavia’s terms of trade, a world market real interest rate, and a
weighted average of industrial production by Yugoslavia’s leading
trade partners in the Organization for Economic Cooperation and
Development (OECD). The variables’ symbols and definitions are
displayed in Table 1. The data are annual and the estimation
period is 1954-87. Explanatory variables include all endogenous
variables lagged 1 and 2 years and exogenous variables’ current
value and their first two lags.1!

7 “Macroeconomics and Reality,” Econometrica, January 1980, pp. 1-47 and “Policy Analysis
with Econometric Models,” Brookings Papers on Economic Activity, 1982, No. 1, pp. 107-152.

8 The substantive reason for preferring a VAR is that the identifying restrictions required for
a structural model are particularly hard to specify for a small economy—such as Yugoslavia—
with a number of relatively large agents who should be considered as players in a game rather
than individuals decisionmakers. In a game situation each player’s behavior may depend on all
players’ preferences and information sets (Leif Johansen, “Econometric Models and Economic
Planning and Policy: Some Trends and Problems,” in “Current Developments in the Interface:
Economics, Econometrics, and Mathematics,” ed. M. Hazewinkel and A. H. G. Rinnooy Kan (D.
Reidel, 1980)). Hence a regressor for any endogenous variable may be a regressor for all, precise-
ly as in a VAR. The expository reason is that even if credible identifying restrictions were avail-
able, they would be difficult to explain concisely to a wide audience that may include nonecono-
mists.

9 Drustveni proizvod is gross in the sense of including a capital consumption allowance, but is
net of intermediate products.

10 Originally I estimated a VAR in which the endogenous variables included not only real
variables but also three nominal variables: the money supply, the price level, and the exchange
rate. However, I found that I could reject neither the hypothesis that nominal variables have no
influence on reals, nor the hypothesis that real variables have no influence on nominals. The
dichotomy between reals and nominals is confirmed by simulation experiments using a structur-
al econometric model (Borislav Skegro, James H. Gapinski, and Zoran Anusic, “Policy Initia-
tives for Improving Yugoslav Economic Performance,” Florida State University working paper,
‘\17“132 1988). Being primarily interested in the real variables, 1 deleted the nominals from the

11 A constant and trend also appear in each equation, giving a total of 23 parameters in each
equation, leaving only 11 degrees of freedom. Such a profligately parameterized model would
give poor forecasts unless restricted by prior information on the parameters. Because economic
time series in logarithmic and ratio form often can be closely approximately by a random walk
with drift, I adopted a prior mean of 1 for own first lags, a diffuse prior for the constant, and a
prior mean of 0 for other coefficients. I adjusted the prior variances to reduce root mean squared
errors of out-of-sample forecasts for 1983-87. The prior information is combined with data evi-
dence using standard Bayesian techniques. All estimation was done in RATS. Technical back-
ground can be found in Thomas A. Doan, Robert B. Litterman, and Christopher A. Sims, “Fore-
c3§t4ing alind Oanditional Projection Using Realistic Prior Distributions,” Econometric Reviews,
1984, pp. 1-100.
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TABLE 1.—ALPHABETICAL GLOSSARY OF VARIABLES IN THE VECTOR AUTOREGRESSION

Symbol Definition

... Ratio of personal consumption to gross material product, both expressed in 1972 prices

Natural logarithm of employment, measured in thousands of workers

Ratio of government expenditure (rashodi za 2ajednicku i opcu potrosnju) to gross material product, both
expressed in 1972 prices
Ratio of gross investment in fixed assets

expressed as percents
Natural logarithm of the ratio of an export price index to an import price index (TOT=0.0 in 1972)
Natural logarithm of gross material product (drustveni proizvod), expressed in millions of dinars, at 1972 prices

Note: 1—C—1—G—N=the share of inventorz accumulation and statistical dascr%anqes in gross material product.

Sources: Yugaslav and OECD data for 1952-85 come from the data bank of EIZFSU, kind? made available by Boristav Skegro, and documented
in his EIZFSU makroekonometrijski model jugoslavenske privrede (Zagreb: Ekonomsi nstitut 987&. | updated the series through 1987, usin; data
from the Savezni Zavod za Statistiku, Indeks and Statisticki kalendar Jugoslavije 1988, and OECD, ain Economic Indicators. Some of the 1987 data
are tentative and approximate. U.S. data were taken from Main Economic Indicators and IMF, Intemational Financial Statistics.

The properties of a VAR are more easily understood by examin-
ing the contemporaneous correlations of disturbances in its equa-
tions (Table 2) and the impulse functions (Table 3) than the esti-
mated coefficients (available from the author). The most notable
features of Table 2 are the strong positive correlation between E
and Y and the strong negative correlations between E and N, Y
and C, Y and N, and I and N. The model is uninformative about
the direction of causation, but economic theory and Yugoslav insti-
tutions suggest the following interpretation. Employment growth
increases output and imports, hence reducing net exports; con-
sumption is partially sheltered from fluctuations in output; imports
increase with output, thus lowering net exports; investment tends
to crowd out net exports.

TABLE 2.—CORRELATION MATRIX OF CONTEMPORANEOUS DISTURBANCES IN THE VAR, ESTIMATED
USING ANNUAL DATA FOR 1954-87

Variable 3 Y G | [ N

1.000
.585 1.000
=22 =275 1.000
318 118 443 1.000
—385 581 M -0z 1.000
—-552 541 186 524 .304 1.000

== m

Note: Variables are defined and data sources are cited in table 1.

Impulse response functions (also known as dynamic multipliers)
indicate the current and future effects on all endogenous variables
of a shock or disturbance to any one variable. To calculate impulse
response functions, one must make some assumption about the pat-
tern of causation underlying the contemporaneous correlations
among endogenous variables. Based on theoretical and institutional
considerations and a decomposition of error variance, I have as-
sumed that the causal ordering is E, Y, G, I, C, N—i.e, the order in
which the variables are listed in Tables 2 and 3.12

12 The order of variables is of little consequence when their disturbances are weakly correlat-
ed, as in the case of C and L
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TABLE 3.—IMPULSE RESPONSE FUNCTIONS OF THE VAR, ESTIMATED USING ANNUAL DATA, 1954-87

. Size of . Response variables
Imputse variable impulse Period : Y p | c "
| (1] O, 0.041 1 0481 —0093 0.241 0083 0.280 —05615
5 —.352 —.420 004 —.159 022 —.069
1] OO TRR 099 1 149 816 —.069 378 o7 062
5 —.008 1.469 —.045 310 029 262
TBR.......cocorrcrrercsmrsisminesnsssersaseas 3923 1 Al 821 —.266 — 450 —.615 —.032
5 — 432 —.376 —~.060 —.421 —.056 .164
Eoocemreenaessssesassenssnassssassensses 018 1 1.841 1.960 -.0713 421 ~.265 —.662
5 952 1.269 —.003 231 —.057 233
| U ROO 027 1 .000 2720 —.065 —.111 -.302 —.322
5 —.214 1.094 —.004 - 051 029 —.018
G 003 1 .000 000 332 682 .106 023
5 118 449 —.007 109 007 —.026
RS 010 1 000 .000 000 1.049 —~.018 —5n
5 .261 166 —.001 218 .000 —.034
Coetreresssessassesessssmsassonsssnssrrens 005 1 000 000 000 000 547 —.063
5 —.010 078 .000 009 004 —.000
N 007 1 000 000 000 000 000 47
H —076 025 —.001 —.007 .006 - 011

Note: Entries in the “size of impuise” column represent one standard deviation in the residual from a regression for the impuise variable. In the
case of exogenous variables (TOT, OIP, TBR), the regressors are simply a constant and a frend. In the case of the endogenous variables, the
ions are those of the VAR. Entries in the “period” mtumnrepresmtyearselapsedsirmmeimpulse,wuntingmeyearofmeimpulseas

year 1. Entries in the “response variables” columns represent 100 times the we. Entries for E and Y can be interpreted a5 the percentage
gﬁange fn m m:m: wm % rE\"at{efl?a Ifgm%bgi ¢, and N can be interpreted as changes in the percentage shares of government,
The quantitatively most important features of the impulse re-
sponse functions shown in Table 8 are the following. Improvements
in Yugoslavia’s terms of trade have a negative impact on its real
net exports. Increases in OECD industrial production have a posi-
tive effect, which grows over time, on Yugoslav gross material
product. Increases in world-market real interest rates have a nega-
tive impact on the share of consumption in gross material product.
Positive shocks to employment have a positive impact on gross ma-
terial product. Positive shocks to the share of government expendi-
tures in gross material product have a positive impact on the share
of investment. Positive shocks to investment have a positive effect,
which grows through time, on gross material product and a nega-
tive impact on the share of net exports in gross material product.

II. EcoNnomic PERFORMANCE IN 1983-87
A. DESCRIPTION OF PERFORMANCE AND THE EXTERNAL ENVIRONMENT

The movements of the endogenous and exogenous variables over
the last 10 years are shown in Table 4. From 1982 to 1987 employ-
ment grew steadily at an average rate of 2.37 percent per year,
while gross material product fluctuated, growing at an average
rate of 0.89 percent, resulting in a cumulative 7 .04 percent fall in
output per worker. The share of consumption in gross material
product fell from 50.6 percent to 48.7 percent; the share of fixed in-
vestment fell from 26.5 percent to 19.8 percent; the share of govern-
ment rose from 11.6 percent to 13.6 percent; the share of net ex-
ports rose from —3.5 percent to 0.2 percent.
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TABLE 4.—DATA ON VARIABLES IN THE VAR, 1978-87

Endogenous variables Exogenous variables
E Y G | C N o7 114 TBR

Year:

8591 1276 00111 03467 0.5369 —0.08299 -0.02694 4546 0618
8633 1283 1178 3447 5293 09395 — 06440 4596 —2.491
8665 1285 1169 3170 5210 —.06481 — 06755 4605 —2.560
8694 1286 1108 2818 5091 —.03844 — (08329 4581  49m
8717 1287 1158 2651 5058 —.03548  —.0350¢ 4564  8.694
873 1286  .1187 2425 5038 —.00928 —.05811 4571 7393
8757 1288 1127 2143 4874 00875 —.13894 4609  7.204
8782 1288 1143 2055 4849 02189 —17201 4642 7941
8812 1292 1250 2053  .4891 00684 —.08112 4664 83858
8834 1291 1363 1979 4867 00157 —.05703 4686  3.206

Note: Variables are defined and data sources are cited in tabie 1.

Yugoslavia's terms of trade (TOT) declined 12.8 percent between
1982 and 1985 but rose 12.2 percent between 1985 and 1987. A
weighted average of industrial production in Yugoslavia’s leading
Western trade partners (OIP) rose from its 1982 trough to 1987 at
an average annual rate of 2.47 percent. A world-market real inter-
est rate (TBR) hovered around 8 percent in 1982-86 and then
dropped to 3.2 percent in 1988.

B. DECOMPOSITION OF CHANGES IN PERFORMANCE INTO EFFECTS OF
CHANGES IN THE EXTERNAL ENVIRONMENT AND INNOVATIONS IN
ENDOGENOUS VARIABLES

To account for economic performance in 1983-87 we perform two
simulation experiment with the VAR. First, we calculate the
course of endogenous variables under the counterfactual assump-
tion that exogenous variables were frozen at their 1982 values and
there were no disturbances to the endogenous variables. Second, we
calculate the course of endogenous variables conditional on the
actual course of exogenous variables, but still assuming no disturb-
ances. The difference between the values of variables in the two
simulations can be attributed to changes in exogenous variables—
i.e., the external environment. The difference between the value of
variables in the second simulation and their actual values can be
attributed to disturbances in the equations for the endogenous vari-
ables. To the extent that the exogenous variables are an adequate
summary of the external environment, the disturbances in the
equations for endogenous variables represent innovations of domes-
tic origin—e.g., policy changes.

For each endogenous variable Table 5 reports the two simulated
series followed by the actual series. The series for E and Y are in
logarithmic form; hence the difference between two values can be
interpreted as a percentage change. Changes in the exogenous vari-
ables tended to increase employment, raising it in 1987 by 3.1 per-
cent over its value in simulation 1. Disturbances in the endogenous
variables had only a minor effect on employment. Changes in the
exogenous variables tended to increase gross material product, rais-
ing it 4 percent in 1987; shocks to the endogenous variables had
scant effect on gross material product.
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TABLE 5.—DECOMPOSITION OF CHANGES IN PERFORMANCE, 1983-87

Variable Series 1983 1984 1985 1986 1987
£ Sim 1 8733 8.750 8.766 8.783 8.803
SIM 2.rrrcssrsssmssssaserseseseesss 8.733 8.760 8.790 8.817 8.834
ACHE e creresnssssinesesnisns 8.736 8.767 8.782 8812 8.834
Y Sim 1 1287 12.89 12.89 12.89 12.88
1711 T — 12.87 12.89 12.80 12.91 12.92
T 1 —— 12.86 12.88 12.88 1292 1291
] Sim 1 1222 1256 1293 1337
L1 . 1167 1181 1262 1338
Actual 1127 1143 1250 1363
| Sim 1 2112 1841 .1603 1392
Sim 2 2170 .2075 .2021 .1937
Actual 2143 .2055 .2053 1979

4898 A877 A830 4790
4831 4842 A873 4936
A8T4 4849 4891 A867
—0023 —.0014 0037 -—.0069
0127 0168 0092 —.0022
0087 0219 .0068 0016

Note: For each variable fisted in the first column, sim. 1 is the simulated value under the conterfactual assumption that the exogenous variables
were frozen at their 1982 values and there were no disturbances to the endogenous variables. Sim. 2 is the simulated value conditional on the
actual values of the exogenous variables and zero disturbances to the endogenous variables. Actual is the true value of the variable.

¢ Sim 1
Sim 2
Actual...
N Sim 1
Sim 2.
Actual..

The series for G, I, C, and N represent fractions of gross material
product; thus differences in_these series can be interpreted as
changes in fractional shares. Both exogenous variables and disturb-
ances tended to lower the share of government expenditure in
gross material product in 1983-86 but raise it in 1987. The exoge-
nous variables tended to raise the share of investment in gross ma-
terial product; the effect in 1987 was substantial: 5.45 percentage
points. Distrubances to endogenous variables had little effect on
the share of investment. Neither exogenous variables nor disturb-
ances had substantial and consistent effects on the share of con-
sumption in gross material product. (The fall in the actual con-
sumption share is largely accounted for by lagged adjustment to
conditions prevailing at the beginning of the period.) Changes in
exogenous variables consistently raised the share of net exports in
gross material product; the effect in 1987 was 0.47 percentage
points. Disturbances to the endogenous variables had a fluctuating
effect on net exports. In short, except for the case of government
expenditure, shocks to endogenous variables play a minor role in
explaining changes in performance in 1983-817.

Because shocks to endogenous variables are relatively important
in explaining the changes in the share of government expenditure,
I examined these shocks in more detail. Still assuming the above-
mentioned causal ordering underlying contemporaneous correla-
tions among residuals, I found that shocks to G contributed more,
by an order of magnitude, to changes in G than did shocks to any
other endogenous variable. Thus movements in G appear to have
been relatively autonomous.

III. EcoNnoMic ProsPECTS FOR 1988-92

To forecast the exogenous variables we must make some assump-
tion about the future course of the exogenous variables. The as-
sumption underlying our baseline forecast is that TOT and TBR
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will remain at their 1987 values (—.0570 and 3.206 percent), while
OIP will grow 2.5 percent per annum. We also consider three var-
iants from the baseline. Variant 1 is a rosy scenario in which TOT
rises, TBR falls, and OIP grows more rapidly than in the baseline.
Variant 2 is a gloomy scenario in which TOT falls, TBR rises, and
OIP grows less rapidly.!3 In the baseline forecast and variants 1
and 2, predicted net exports are negative. But if foreign lenders
impose credit rationing and gastarbeiters cease to send remit-
tances, Yugoslavia may be unable to finance a trade deficit. We ex-
plore the consequences of an external financial constraint in vari-
ant 3, where net exports are constrained to be zero and exogenous
variables take the same values as in the baseline forecast.1¢ The
baseline forecast and three variants are shown in Table 6, followed
by the standard error of the forecast. The standard error reflects
the size of innovations but not uncertainty about the parameters.!5

TABLE 6.—CONDITIONAL FORECASTS AND THEIR STANDARD ERRORS

Variable Seies 1988 1939 1950 1991 1992

8.867 8.894 8930 8.971 9.013
8.864 8.889 8.924 8.965 9.009
8.869 8.899 8.936 8.976 9.018
8.867 8.893 8.923 8.955 8.989
018 025 030 032 034
12.96 12.98 13.01 13.06 1312
12.96 12.98 13.03 13.10 13.19
12.96 1297 12.99 13.02 13.06
12.96 12.98 13.02 13.07 13.14
03 04 05 05 06
.1351 .1366 1367 1357 .1338
1372 .1386 1392 .1385 1370
.1330 1345 1342 1330 1307
1351 1361 1347 .1330 1307
0035 .0042 0043 .0043 0043
1735 1826 .1999 2212 2452
dm .1899 2176 .2532 .2945
.1698 1783 1822 1892 1958
1735 .1820 1974 2179 2412
0132 0169 .0183 0189 0193
AT15 4929 4960 4989 5011
4819 .5012 5126 9218 .9308
4731 4847 4793 4759 4714
4775 4916 4907 4938 4961

albeit smaller than if real net exports were negative. I have also simulated as scenario (not
shown) in which the share of net exports is constrained to rise to 3.9 percent in 1992, as now
indicated in forecasts for Project Link. Comparing the outlook for 1992 in this fourth scenario to
that in variant 3, we find that gross material product is unchanged, while employment and the
shares of government, investment and consumption are slightly reduced.

1% The standard errors would be enlarged by consideration of parameter uncertainty. If the
havaﬁoumwndb“rﬁu%d,?&mtmnﬁd«mhﬁnvﬂh&mhl.“
mebl.ﬁwm*vnnm
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TABLE 6.—CONDITIONAL FORECASTS AND THEIR STANDARD ERRORS—Continued

Variable Series 1988 1989 1930 1991 1992

0069 0072 0073 0073 0073
—0171 —0745 0942 1006 —.1030
~0197 —1072 —.481 1743 1962
—.0184 0418 —0403 0269 —.0098

.0000 .0000 .0000 .0000 .0000

0120 0128 0133 0136 0138

Note: The bascfine forecast rests on the assumption that TOT and TBR will not ehanfe from their 1987 vahues and that OP will grow at 2.5
Emem per annum, Variants 1 and 2 are conditional on altemative assumptions ibed in the text) about these variables. In variant 3 the trade

lancet;ssoonsmined to be zero. Sef is the standard emor of the forecast, which reflects the size of innovations but not uncertainty about the
parameters.

A. EMPLOYMENT AND GROSS MATERIAL PRODUCT

From 1987 to 1992 employment grows in the baseline forecast at
an average annual rate of 3.6 percent and gross material product
at 4.3 percent, implying resumed growth of output per worker, at a
rate of 0.7 percent.’® (A 95 percent confidence interval for employ-
ment in 1992 is consistent with employment growing at any rate
from 2.3 percent to 5.0 percent. The analogous range for gross ma-
terial product is 1.8 percent to 6.8 percent.) In variant 1 employ-
ment again grows 3.6 percent per annum but gross material prod-
uct grows at an accelerated rate of 5.8 percent per annum. In vari-
ant 2 employment growth inches up to 3.7 percent while growth of
gross material product falls to 3.0 percent. In variant 3 employ-
ment growth falls to 3.1 percent while growth of gross material
product rises to 4.7 percent.

B. ALLOCATION OF GROSS MATERIAL PRODUCT

The share of government expenditure in gross material product
was 13.6 percent in 1987. In the baseline forecast this share fluctu-
ates between 13.4 percent and 13.7 percent throughout the forecast
period. (Within a 95 percent confidence interval for the baseline
forecast, the share of govenment expenditure could be as low as
12.5 percent or as high as 14.2 percent in 1992.) All variants are
similar to the baseline.

The share of investment in gross material product was 19.8 per-
cent in 1987. In the baseline forecast investment's share dips to
17.4 percent in 1988 and then rises to 24.5 percent in 1992. (A 95
percent confidence interval for the baseline forecast for 1992 runs
from 20.7 percent to 28.3 percent.) In variant 1 investment’s share
falls to 17.7 percent in 1988 before rising to 29.5 percent at the end
of the forecast period. In variant 2 investment’s share drops to 17.0
percent in 1988 before rising to 19.6 percent in 1992. In variant 3
this share drops to 17.4 percent in 1988 and then rises to 24.1 per-
cent. in 1992. Thus an unfavorable external environment or an ex-
ternal financial constraint would tend to lower investment’s share
relative to the baseline.

16 Table 6 contains forecasts for the logarithms of employment and gross material product. An
approximate forecast of the levels of employment and gross material product can be obtained by
simply exponentiating the forecase logarithms. To be precise we should multiply an ex nentiat-
ed forecast by exp ((sef2)/2), where sef is the standard error of the forecast of the logarithm.
However, in our case the multiplier is so close to one as to be of negligible importance.
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The share of consumption in gross material product was 48.7 per-
cent in 1987. Along the baseline, this share dips to 47.8 percent in .
1988 and then rises to 50.1 percent in 1992. (Within a 95-percent
confidence interval for the baseline, consumption’s share in 1992
could be as low as 48.7 percent or as high as 51.5 percent.) In vari-
ant 1 consumption’s share drops to 48.2 percent in 1988 before
rising to 53.1 percent in 1992. In variant 2 this share fluctuates be.
tween 47.1 percent and 48.5 percent. In variant 3 it fluctuates be-
tween 47.8 percent and 49.6 percent. Like investment’s share, con-
sumption’s share would be reduced by adverse movements of the
exogenous variables or imposition of an external financial con-
straint.

The share of net exports in gross material product was 0.16 per-
cent in 1987. By 1992 this share falls to -10.3 percent in the base-
line forecast. (A 95-percent confidence interval for the 1992 value of
the baseline forecast runs from -13.0 percent to -7.6 percent.) In
variant 1 the share of net exports falls to -19.6 percent in 1992. In
variant 2 it falls to -4.18 percent in 1989 before rising to -1.0 in
1992. In variant 3, by definition, it is constrained to be zero
throughout the forecast period.

IV. PossiBLE CHANGES IN Poricy RuLEs aND INSTITUTIONS

Our forecasts are conditional not only on the course of exogenous
variables, but also on the asumption that Yugoslav policymakers,
firms, and households continue to respond to their external envi.
ronment and interact with each other as they have done in the
past. Major changes in policy rules and instifutions could falsify
that assumption. Such changes are rare, but their potential impact
should be considered, especially at a time like the present when
they are widely anticipated. Following the Yugoslav practice, we
shall discuss both policy rules and institutions without making a
precise distinction between them.

A. PROPOSALS

By one commentator’s count, various aspects of Yugoslavia’s so-
cioeconomic system are now the subject of no less than 10 reform
proposals.!” We will concentrate on the two proposals currently at-
tracting the most attention among economists. The first of these,
commonly known as the Milosevic Report, was issued in April 1988
by a Commission for Questions of Economic Reform established by
the Presidency of the Socialist Republic of Servia.18 The second
proposal, generally known as the Mikulic Report, was issued in
June 1988 by a Commission for Reform of the Economic System es-
tablished by the Federal Executive Chamber.1?

The authors of the Milosevic Report, whom we shall call the Mi-
losevic Commission, propose changes in the nature of state inter-
vention in the economy, the structure of markets, and the organi-

!7 Slaven Letica, “Jugoslavija i njezinih 60 reformi u 43 godine,” Vijesnik sociajlistichog saveza
radnog naroda Hrvatske, July 13, 1988, p. 5.

'8 The formal title of the Milosevic Report is “Osnovni stavovi za reformu privrednog sis-
tema.”

12 The formal title of the Mikulic Report is “Polazne osnove za reformu privrednog sistema.”
It was published in Delegatski vjesnik (a supplement to Vjesnik socijalistickog saveza radnog
naroda Hrvatske), June 30, 1988.
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zation of firms. With regard to the first point, the Milosevic Com-
mission recommends a strong but less interventionist state. Legiti-
mate state functions, in the commission’s view, include protecting
the unity of the market, conducting monetary and fiscal policy, and
regulating foreign trade. Forms of intervention that should be re-
duced include allocation of investment and regulation of business.
On the second point, the commission recommends abolishing the
compulsory business associations and agreed profit margins charac-
teristic of the contractual economy and eliminating regional bar-
riers to trade. With regard to the third point, the commission
favors increasing the authority and responsibility of enterprise
managers and abolishing the compulsory divisionalization of enter-
prises.2°

The authors of the Mikulic Report, whom we shall call the Miku-
lic Commission, justify their contribution to the stream of reform
proposals by noting that earlier efforts, including the Long-Term
Stabilization Program adopted in 1983, did not anticipate the depth
of the present social and economic crisis. To escape from the crisis,
the Mikulic Commission recommends the following measures.
Social property ought to be redefined to strengthen incentives to
maintain existing assets and undertake new investment. Steps
should be taken to create an integral market economy—i.e., unified
Yugoslav-wide markets for goods and productive factors, open to
the world market. Private investment is to be encouraged, al-
though social property must continue to dominate. Enterprises are
to become autonomous market subjects. The state must find effec-
tive tools for macroeconomic stabilization but should refrain from
administrative intervention in the economy. The Mikulic Commis-
sion promises to elaborate its proposals in subsequent reports.

Taken at face value, both reports chart a course toward a market
economy. However, critics with experience at reading between the
lines of official documents note substantial ambiguities. Against
the background of Slobodan Milosevic’s campaign to reign in the
Autonomous Provinces of Kosovo and Vojvodina, the most impor-
tant theme of his report may be the need to strengthen the central
government. The Mikulic Commission makes liberal use of oxymor-
ons and murky formulations. Thus it approves of selling shares in
public enterprises without compromising workers’ management
and social property. Similarly, the commission approves of private
enterprise without exploitation.?! Recalling that Branko Mikulic’s
government used an ostensibly promarket resolution passed by the
federal assembly as its authority for freezing prices in the fall of
1987, one may doubt whether Mikulic would interpret his commis-
sion’s report as a mandate for markets.

20 Enterprises are currently divided into basic organizations of associated labor (BOAL's),
which have the right to make contracts with other BOAL's either within or outside the parent
enterprise, and even to secede from the latter. On the functioning of enterprises divided into
BOAL's, see Stephen R. Sacks, “Self-Management and Efficiency: Large Corporations in Yugo-
slavia” (London: George Allen and Unwin, 1983). The Milosevic Commission does not explicitly
call for abolition of BOAL's, but if compulsery divisionalization were ended, some enterprises
would presumably dissolve their BOAL's.

21 Predrag Tasic, “‘Butalci etkrivaju trsiste,” Vjesaik socijalistickag saveza radmog nardea
Hrvatske, July 17, 1968, p. 5.
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B. PROSPECTS FOR IMPLEMENTATION

Two partial explanations may be offered for the fact that Yugo-
slav policymakers sometimes adopt promarket resolutions but fail
to implement them. First, the resolutions are partly for foreign
consumption. Passing a promarket resolution may help secure a
foreign loan, but once the loan is secured, the incentives to imple-
ment the resolution fade. Of course, a government which fails to
implement its resolutions eventually loses its,credibility. But in the
post-Tito era governments change frequently and hence have little
incentive to maintain credibility.

Second, Yugoslavia is a federation in which implementation of
federal resolutions is in part the responsibility of republican, pro-
vincial, and local authorities, (For brevity we shall refer to repub-
lics, provinces, and their subdivisions as regions.) The regions enjoy
varying levels of economic development. Regional representatives
are involved in a strategic game such that they may prefer that
Yugoslavia as a whole move from a contractual to a market econo-
my, provided that the efficiency gains are distributed to their
liking, yet prefer not to implement promarket resolutions in their
own region.

A simplified game of this nature is illustrated in the payoff
matrix shown in Table 7. The game has two players: a less-devel-
oped region (LDR) and more-developed region (MDR). As the payoff
matrix is structured, the best outcome for either region is that in
which it retains the monopolistic and monopsonistic powers that go
with a contractual economy while the other region implements a
competitive market economy. The worst outcome for either region
is that in which it adopts a competitive market economy but the
other region does not. Neither region has an incentive to unilater.
ally create a market economy. The sum of the payoffs is highest if
both regions have a market economy, but the gains go entirely to
the MDR.22 A side payment to the LDR could induce it to accept a
cooperative solution involving a market economy in both regions,
but disagreement about the size of a fair side payment can result
in both regions retaining a contractual economy.

21t is this feature of the game that differentiates it from a classic prisoners’ dilemma.
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Table 7
Illustrative payoff matrix for an inter-regional game

Less developed region
Contractual Market
economy economy

More . Contractual
. economy
developed .
region . Market
. economy

Note: The payoff matrix pertains to a game with two players: a less developed
region and a more developed region. Each player has two strategies: retain a con-
tractual (dogovorna) economy or implement a market economy. The entry in the
upper right of each cell of the matrix represents the payoff to the less developed
region; the entry in the lower left of each cell represents the payoff to the more
g:veloped region. The entries are illustrative; only their relative magnitude mat-

TS,

" If we accept these two partial explanations for nonimplementa-
tion of past resolutions in favor of a market economy, we may be
skeptical about the prospects for implementing the current round
of proposals. However, social pressures are mounting to do some-
thing to improve economic performance. In the last few months
workers demanding higher pay have struck, demonstrated, and in
one instance even forced entry into the federal parliament build-
ing. Labor unrest, interacting with long-simmering ethnic tensions,
could explode should the policymakers fail to improve living stand-
ards. If it is true that nothing concentrates the mind like the pros-
pect of being hung in a fortnight, then there is yet hope that pol-
icymakers will concentrate their minds long enough to find a way
of implementing reforms.

C. CONSEQUENCES OF IMPLEMENTAYION

The announcement effect of policy changes and reforms is likely
to be small because the public is skeptical about their longevity.*
Even if people come to believe that a market economy is here to
stay, they will not all immediately become indifferent to planners’
preferences. Numerous individuals who have in the past engaged
in some transaction of dubious legality will want to remain politi-
cally “on-line” for fear of attracting unwanted attention from the
Social Accounting Service or politically connected journalists. How-
ever, if proposals such as those of the Milosevic and Mikulic Com-
missions are interpreted and implemented in a manner that

Letica, p. 5.
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strengthens market forces for a substantial period, the economy’s
longrun prospects might alter appreciably. Stronger market forces
would arguably result in slower growth of employment relative to
gross material product, and hence faster growth of output per
worker. The share of consumption in gross material product would
probably rise at the expense of investment and government ex-
penditure. Both exports and imports would probably expand, with
an uncertain effect on the balance of trade.
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SUMMARY

Poland’s economic growth performance in the 1980’s was un-
impressive. Since the mid-1980’s, there have been symptoms of
stagnation. The main cause of poor performance has not been a
debt burden. The reasons have been rooted in a combination of
General Jaruzelski’s strategy of containing Solidarity and incom-
patibilities of economic policies. Rejection of the Ceaucescu variant
of external adjustment has amounted to the dismissal of drastic
austerity measures and brutal repressions as a means to mobilize
resources.

The policy of implementing the economic reform has been incon-
sistent. It has focused on introducing new instruments of public
economic policy aimed at providing the government with the
means of indirect controls. It has failed, however, to introduce
measures that would create environment, i.e., competition and
market clearing prices, which would compel enterprises to seek
ways to maximize microeconomic efficiency. The government has
been left with no effective tools to stimulate economic activity
except for direct microeconomic interventions subject to bargain-

The failure to tune behavior of both central authorities and en-
terprises to financial constraints has resulted in growing budget
deficits and inflation. It assured protection of inefficient and did
not reward the efficient. All the systemic drawbacks, i.e., shortages,
microeconomic inefficiency, investment bias in favor of energy-in-
tensive sector, etc., have not been removed. The “traditional” poli-
cies, e.g., across-the-board price increases, in the economic system,
which has been only partially reformed, have only exacerbated ten-
sions and fueled inflation.

* Agsistant Professor, Department of Government, University of Maryland, College Park.
(84)
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INTRODUCTION

The Polish government’s record in attaining the quadruple goals
of stability, restructuring, balance-of-payments adjustment and
growth is equivocal at best. The Polish economy has not collapsed,
as many critics predicted in 1982. But it has not fully recovered. Its
export performance has substantially improved since 1986, yet it
still runs a substantial current deficit. There have been some sig-
nificant political and economic innovations. However, they have
fallen short of creating political and economic circumstances con-
ducive to overcoming economic stagnation and society’s indiffer-
ence}.1 The threshold of political and economic change remains to be
reached.

Given the scope of contraction in 197 8-82, the recovery has been
rather slow and erratic. Polish economy has yet to attain its high-
est historic level of global output of 1978: the 1987 national income
produced stood at 92.8 percent of that in 1978, and national income
produced per capita at 87.6 percent.

Had it not been for the private agriculture sector the contraction
would have been larger. In a marked contrast, the net output of
this sector exceeded the 1978 level in 1984, and was about 10 per-
cent higher in 1986. Although the authorities ascribe this develop-
ment to the change in policies toward this sector, which indeed oc-
curred, the reasons are rooted in technical backwardness. The con-
traction in industrial supplies had little impact on agricultural per-
formance.

The government’s capacity to boost economic performance has
been hindered by unfavorable external adjustment. The loss of
access to international financial markets and the outflow of re-
sources related to debt servicing and principal repayments have
produced significant strains on the Polish economy, which, as a
result of Gierek’s import-led growth strategy in the 1970’s, has

in services and remittances, Poland was not able to generate hard
currency earnings sufficient to pay interest. Between 1981 and
1987, the total of unpaid interest amounted to $10.2 billion.!

The surplus in hard trade currency seesawing at the level of $1
billion in 1983-88 has been due solely to administrative cuts in im-

were significantly lower than the replacement needs of the indus-
trial sector.2 As a result, both current and future competitiveness
of Polish industry has been seriously impaired. In spite of a fast,
double-digit growth in 1987 and in the first 6 months of 1988, hard
currency exports (in current prices) are yet to reach their 1980
level. In addition, their commodity composition remains dominated

! See Andrzej Olechowski and Grzegorz Wojtowicz, “O co chodzi wierzycielom?” (What Do the
Creditors Want?), Politﬁa-Eksport-Import, No. 34, 1988.

2 imierz Poznanski, “The Competitiveness of Polish Industry and Indebtedness,” in Paul
Marer and Wlodziemierz Siwinski, eds., Creditworthiness and Reform in Poland. Western and
Polish Perspectives, Bloomington and Indianapolis: Indiana University Press, 1988,
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by resource intensive exports.? Thus overall hard currency export
performance was not very impressive in the 1980’s.

This was not because of discrimination against Poland in the
international markets. Rather, the reasons were of domestic
making. The most crucial reasons were that the crisis failed to trig-
ger restructuring and to bring about a meaningful reform of the
economic system. The investment policies failed to address the
issue of industrial competitiveness in international markets. Eco-
nomic policies were not export oriented: the so-called pro-export in-
vestment projects accounted for a tiny proportion of total invest-
ment outlays.* They did not focus on addressing the issue of tech-
nological backwardness of the agriculture system. No serious at-
tempt was made on the development of industries providing input
to the agriculture. Cuts in investment outlays in the 1980’s affected
less energy producing sector and coal industry than other sectors.
According to a report of the Consultative Economic Council the
share of investment in coal and energy-producing sectors in the
total for the state-owned sector increased from 21.5 percent in
1976-80 to 32.5 percent in 1981-87.5

The Polish economy consumes between two and three times more
energy per unit of output than the Western economies: its material
intensity, exacerbated by the aging capital stock, is also much
higher.® Excessive material and energy intensity has been a trade-
mark of the economic system in Poland. The policymakers faced an
alternative of either relying on microeconomic efficiency enhancing
and energy saving measures or investing in coal mining and energy
producing sector. The dilemma was solved against the economic
reform. There was no significant change in the investment pro-
gram to cut material- and energy-intensive projects.” To the con-
trary, they retained their priority status, e.g., the Katowice steel
works in the 1986-90 plan. No attempt was made to alter mecha-
nisms of allocation of energy and raw materials: administrative ra-
tioning has been retained. No economic measures that would
compel enterprises to reduce excessive consumption of energy and
an e:lnat.erials, i.e., to improve microeconomic efficiency were intro-

uced.

The program of economic reform adopted in 1981 by the IXth Ex-
traordinary Congress of Polish United Workers’ Party was not, as
will be shown, free of internal conceptual incoherences. They were

3 See Kazimierz Poznanski, op. cit., and Bartlomiej Kaminski, “Poland’s Foreign Trade: Com-
plex Challenges and Simple Responses” in Philip Joseph, ed,, The Economies of Eastern Europe
and their Fonei%tl Economic Relations, Brussels: NATO, 1987.

4 In current b-year plan, they account for about 8 percent. See Tomasz Jezioranski, “Jednak
lligsrgkta planu pigcioletniego,” (Finally, the revision of a 5-year plan), Zycie Gospodarcze, No. 18,

5 The report of the Consultative Economic Council notes: “Thus in the mid-1980’s, we have
attained higher, as it seems, shares [of energy and coal industry in total investment—B.K.] than
during the 6-Year Plan, which accorded priority to the development of energy base.” (See Zycie
Gosq%iarcze, No. 2, 1988, p. 4) .

¢ The estimates of relative consumption are critically dependent on highly unreliable esti-
mates of Poland’s GNP. See Je%Mbek and Leszek Zienkowski, “Mniej znaczy lepiej” (Less Is
Better), Polityka-Eksport-Import, Warsaw, No. 17, 1987.

7 Czesxaw Bobrowski, a res Polish economist and a former Chairman of the Consulta-
tive Economic Council in his interview for Zycie Gospodarcze (No. 51/52, 1987) said: “Five years
ago it was possible to implement effective measures to promote energy- and materials-saving
capital Irojects at the expense of the capital-intensive ones [. . .] but now it is a little bit too
late to do it.” He failed, however, to explain why the restructuring is no longer feasible.
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exacerbated in the course of its limited implementation. Because of
a lack of serious policy commitment to replace central planning
with competition and price mechanism, there were growing incom-
patibilities between a preserved “core of central planning,” ie.,
hierarchical planning system and administrative allocation mecha.
nism, and introduced financial instruments. This was to the detri-

ment of any serious improvement in microeconomic efficiency. Sev-

ed markets,” a major component of the program, and the emphasis
of current economic policies continued to be on output maximiza-
tion.8

The clash between new instruments and administrative hierar-
chy has been solved in favor of the latter. The focus in economic
policies was on reducing effective demand through price increases
and stimulating supply through a combination of administrative
and financial instruments. This approach could not be effective.? It
was not only because investment policies continued to favor cap-
ital- and resource_-inpensive sectors th}1s exacerbating domestic and

that structural arrangements did not allow for maintaining tight
financial policies. First, supply was obstructed because the reform
did not establish the link between an enterprise effort and its prof-
its. Price increases in a nonmarket environment did not trigger a
market response, ie., the increase in supply. Therefore, with or
without price increases, under the existing arrangements, there
was no mechanism to assure market-clearing prices. For this
reason, the 1982 dramatic price increases, although brought a tem-
porary improvement, did not equilibrate the economy. Neither did
the ill-conceived 1988 price operation. What they achieved was a
double-digit inflation.

Second, the replacement of directives by taxes, tax exemptions,
etc., all subject to bargaining between the authorities and enter-
prises contributed to inflation, Because of the persistence of admin-
istrative mechanism of allocation and, consequently, of recompen-
sations, the demand for inputs and productive factors (labor includ-
ed) was always excessive no matter by how much prices increased.
As the authors of a report by the Consultative Economic Council
noted: “The main factor making possible above-plan wage increases
was not an enterprise policy [ . .] but numerous exemptions and
remissions by central authorities.” 10

These structural impediments were exacerbated by a lack of co-
herent industrial policy. Inefficient enterprises were not closed.
The policies of differentiated subsidies tuned to individual enter-
prises, rationing based on bureaucratic rather than economic effi-

8 Given the incompatibility of these two objectives, enterprises have become neither profit nor
output maximizers. See Keith Crane, “An Assessment of the Economic Reform in Poland’s
State-Owned Industry,” paper presented at the conference The Dimensions of the Polish Econo-
my, Wichita State University, KS, Sept. 5-6, 1987.

Consumer price index amounted to between 15-17.5 percent in 1985-86. In 1987, it increased
to 27 percent, and to 54.7 percent during the first 6 months in 1988,
10 Zycie Gospodarcze, No. 24,1988, p. 4.
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ciency considerations, encouraging economic concentration rather
than competition, had more than their share in problems facing
the Polish economy. Nonetheless, their roots were in the existing
economic system.

Faced with political and economic uncertainties of a radical re-
structuring of the economic system, the authorities opted for a
policy of small steps, accompanied by frequent reversals of the in-
troduced measures. Instead of responding to the challenge of re-
structuring, the prevailing policymakers’ approach was to put off
the activation of radical measures. This approach did not improve
the capacity of the state administration to manage the economy.
Neither did it produce conditions for a sustained economic growth
in the future.!! It did, as we shall see, contribute to the increase of
the private sector and diversification of economic activity.

As in 1982, the attainment of a twin goal of growth and overcom-
ing debt crisis critically hinges on overhauling institutional struc-
tures of command planning introduced in Poland in the late 1940’s.

BackcrounD: THE EvoLuTioN oF EconoMiC SYSTEM

Reform of the economic system has been a recurrent policy objec-
tive in postwar Poland. In fact, throughout most of the postwar
period Communist authorities have been involved in various en-
deavors designed to improve economic management. There were
for major waves of economic reform. Each of them has left a legacy
of unsolved problems. Each of them has been followed by a period
of regression thus generating pattern of progression and regression,
typical for Poland as well as other Eat European countries. The
most radical and also the most successful was the first wave which
resulted in a fundamental change of the Polish economic system.
No subsequent waves succeeded in altering the institutional core of
the system that was erected in the late 1940’s.

The roots of Poland’s economic predicament date back to the im-
position of Stalin model of command planning in the aftermath of
the World War II. The centralization of economic controls comple-
mented the simultaneously occurring process of Communist takeov-
er of the political institutions. What they had in common was a
drive to establish totalitarian political controls over both the socie-
ty and the economy.

The shift to a Stalin’s economic system spread over a period be-
tween 1946 and 1949. The 1946 Act of Nationalization of Industrial
Enterprises marked the beginning of the process. Subsequent
“battle for commerce,’ i.e., elimination of private gector in trade,
imposition of state controls over the agriculture, de facto, although
not de jure, nationalization of banking destroyed activities autono-
mous from the state. The foundation of Ministry of Foreign Trade
and Foreign Trade Organizations in 1949 established the state’s
monopoly of foreign trade, which effectively broke the link between

domestic and international prices. Domestic producers were shield-

11 This conclusion, shared by a number of Polish economists and social scientists, can be
drawn from excellent contributions reviewing environmental, demographic, public, health, eco-
gomic and foreign tr:‘de pr(o&llemsshgf Poal;u;d & tllx)ee ';-"’1(:&?80’? i;:mted volume Nasza kon-

lycia i nasze perspeblywy r ives i by Economics Depart-
ment, Universty of Warsew, May 195.
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ed from both domestic producers and international markets. The
economy has thus become the domain of the state-party apparatus.

The crucial aspect of the new economic system, based on symbio-
sis of the government apparatus and the economy, was demonetiza-
tion or naturalization of the economy. Total demonetization was
not possible, however. Reduced as it was the private sector still ex-
isted in agriculture, handicrafts and some services, and production
was based on hired labor. Thus money was retained, although ac-
cording to the official ideology, the economy would move toward a
moneyless world.

The inclusion of the economy within the direct reach of the gov-
ernment apparatus significantly increased the regime’s capacity to
mobilize resources and bring them into use. Fueled by catchup dy-
namics, industrial output rates of growth were at double digit num-
bers in the early 1950's. The growth pattern inflicted enormous
social costs. Once the massive terror faded away with Stalin’s
death, social costs became politically unsustainable. As a result,
during a period of destalinization the issue of economic reform first
entered the political agenda: the Economic Council headed by late
Oskar Lange was to submit the “blueprint.” 12

The discussion of successive waves of economic reforms in 1956-
58, 1964-65, 1969-70, 197 1-73, goes beyond a modest format of this
essay. Their common characteristics are worth noting, however.
First, more radical changes were envisaged during the periods of
political leadership succession, always accompanied by a political
crisis, than during the periods of political stability. Thus the
“Polish October” project (1956) and a blueprint drafted by the Gier-
ek’s Committee for the Modernization of the System of Functioning
of the Economy and State (1971-73) were considerably more com-
prehensive than, say, the Jaszczuk reform (1969-70). By far the
most radical was the economic reform blueprint adopted by the
IXth Extraordinary PUWP Congress during Solidarity period in
1981, even when judged against the most reformed socialist coun-
tries.13 However, once the crisis was diffused, and the government
became again less accountable to the society, radical components of
the reform were dropped. This was responsible for the pattern of
progression and regression of economic reforming.

Second, because of the emasculation of more radical components,
actually implemented changes differed little from nonradical blue-
prints. The “radical” blueprints called for decentralizing economic
decisionmaking: the “October” blueprint envisaged enterprises run
by workers’ councils (direct industrial democracy) and the Gierek’s
blueprint by strong autonomous managers. As will be shown later,
the 1981 proposal was more radical. However, the changes imple-
mented usually consisted in making management more responsible
for enterprise performance but without neither ceding authority
nor creating decision environment to make them meaningful.

12 For an illuminating discussion see Wlodzimierz Brus, “The Political Economy of Reforms”
in Marer and Siwinski, eds., op.cit.

13 Comulka and Rostowski obeerve that if the blueprint was implemented in full, “the Poligh
reform would be more radical than the Hungarian, and if bankruptcies were really allowed, it
would be more radical even than the Yugoslav reform.” See Stanislaw Gomulka and Jacek Ros-
towski, 8‘4‘The 3l;ieéformed Polish Economic System 1982-1983" Soviet Studies, Vol. XXXV1, No. 3,
July 1984, p. 388.
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Nonetheless, there was devolution of political and economic deci-
sions. Regional authorities and zjednoczenia (intermediate layer of
economic administration) acquired a greater say in production and
investment decisions. This was so less by the design than by the
growth of informational complexity of microeconomic central plan-
ning.1* The introduction of various financial directives has reduced
a number of “physical” directives but has failed to make the task
of central planning more manageable.

Third, a common trait of planned was well as implemented
changes was the supplementing of physical directives with various
financial instruments. Allocation of some decision responsibilities
to enterprises was accompanied by a limited switch from central
commands to more subtle financial directives or economic levers.
Their objective was to establish a link between the economic per-
formance and financial situation of an enterprise and capital and
labor productivities. The link was never established. The command
planning instruments, i.e., material balances and central allocation
and “planning from the achieved level” were still used. Although
enterprises became more sensitive to prices, interest rates, subsi-
dies, and taxes, they were increasingly faced with conflicting sig-
nals of financial indices and rigid commands of central planning.
However, no matter now badly or how well they fared, their surviv-
al was guaranteed. Instead of moving toward moneyless economy,
as Marxist-Leninist ideology had it, the evolution produced an in-
creasingly hybrid economic system.

The common thread of reform efforts was to undo damage inflict-
ed on economic efficiency by the “original” system. Successive
reform attempts to monetize and decentralize the economic system
met with limited success. It is unclear what their impact on eco-
nomic performance was. What is apparent, however, is that there
was a growing dissatisfaction with both overal! efficiency and eco-
nomic growth performance. This led to workers’ upheaval in De-
cember 1970 and Solidarity’s birth in Summer 1980.

A marked deterioration in the 1960’s was reversed in the early
1970’s, but only for a limited period. This was due less to the
changes in the economic system than to the change in macroeco-
nomic policies. In contrast to prudent, autarkic policies of his pred-
ecessor, Gierek launched a deliberate policy of borrowing in the
West to finance rapid expansion of investment and consumption,
which came to be known as import-led growth strategy. By the late
1970’s, the growing current account deficit with the West became
unsustainable. Cuts in imports combined with energy bottlenecks
contributed to a rapid decline of output in 1979-82. The immediate
cause of the crisis was that import-led growth was not transformed
into export-led growth.

Theoretically, there was nothing wrong with the Gierek’s macro-
economic policy of opening to the West. In fact, this was the only
option for modernization, and many countries have successfully fol-
lowed this strategy. However, the policy was implemented within
the confines of the economic system which shielded domestic pro-

14 The Polish economy faced what Nove succinctly described as “the imRossible (in terms of
information processing—BK) scale of centralized microeconomic planning.” Alec Nove, Social-
ism, Economics and Development, London: Unwin, 1986, p. 143.
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ducers from both domestic and international competition and de-
prived central planners of information indispensable to choose
international specialization. This combination of the anachronic
economic system and modernization strategy requiring an open
economy was responsible for the crisis. Therefore, it should come as
no surprise that the crisis triggered, as in the past, a debate on rad-
ical change of the economic system. Although exacerbated by Gier-
ek’s expansionary policy, the crisis was the product of the incom-
patibility between economic openness and logics of the existing eco-
nomic system.

PROGRESSION AND DERAILMENT OF THE EconoMic REForM

There were two waves of debates on economic reform in the
1980’s: in 1981 and in 1986-88. The period preceding and immedi-
ately following the imposition of martial law witnessed the intro-
duction of legislative framework of the reform as well as of innova-
tive reform measures. The government’s effort was not sustained
beyond 1984. In spite of the rhetoric to the contrary, the reform
was derailed. In late 1986, the 5-Year Plan draft together with a
package of 11 laws which, if passed, would effectively put the 1981
Program of Economic reform to rest, triggered a response from pro-
reformers. The 11 laws were shelved, and a new debate ensued on
the future shape of the economic system. The new program was
dubbed the second stage of economic reform, although many object-
ed to this delineation on the grounds that there has been no first
stage. Indeed, some major provisions of the Program were not im-
plemented.

The blueprint of the Party-Government Commission for Econom-
ic Reform, formally accepted by the IXth Extraordinary Party Con-
gress in 1981,'5 was a significant departure from the institutional
framework of the economic system erected in the late 1940’s. It
went beyond the “October’”’ proposal in implicitly linking political
changes with changes in the economic system. In contrast to earli-
er discussions on economic reform measures, the program recog-
nized a necessity of major changes not only in planning and man-
agement instruments but also in the framework of the party-state
involvement in the national economy. At the core of the reform
blueprint was the transfer of some powers from the government to

soclety and economic actors. Various mechanisms of social partici-

and establishing of direct industrial democracy.
Direct industrial democrac », strongly reminiscent of the “Octo-
ber” blueprint, was to be achieved by the changes in enterprise

18 See Kierunki reformy gospodarczej-projekt: Projek ustaw o Pprzedsigbiorstwach Astwowych-
0 samorzgdzie przedsiebiorstwa fistwowego, published by the CC lg?JW'P’s ofﬁcngnla daily 7ry-
buna Ludu, Warszawa, July 1981, The official blueprint was the least radical among several pro-
grams debated in 1981. For their discussion, see Zbigniew Fallenbuchl, “Poland: Command Econ-
omy in Crisis,” Challenge, No. 5, 1981. For Solidarity’s program, see Bartlomie] Kaminski, “The

ing Command Economy: Solidarity and Economic Crisis in Poland,” Journal of Contemporary
Studies, Vol. VII, No. 1, 1985.
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regime. As the enterprises were to be self-dependent, self-managed
and self-financed, this might be called the SSS regime. Self-depend-
ence implied the emancipation from a central plan imposed from
the above. Consequently, the scope of central planning was to be
reduced mainly to parameters of indirect controls, budget-financed
social infrastructure and large-scale projects in key economic sec-
tors. Social participation in central planning, i.e., in choosing the
objectives and the means to attain them, was also envisioned. Self-
management meant granting decision autonomy to enterprises’ em-
ployees. Self-financing, in turn, denoted less financial support from
the government and a linkage between an enterprise’s financial re-
sults and its employees’ incomes as well as investment. Wages and
bonuses were to be directly linked to production and productivity
growth, whereas the state would guarantee minimum wages. In
consequence, a soft-financial constraint, in Kornai’s terminology,
was to be replaced by a hard-financial constraint.

The authors of the blueprint understood that the SSS regime
would require restructuring of the prices, the introduction of com-
petitive markets and an overhaul of the existing banking system.
Price were to be brought to market clearing levels. Competition
was to be encouraged through antimonopoly law and forced exit,
i.e., bankruptcy. The issue of entry, symmetrical to exit, was not
mentioned, however. In order to assure access to financing, the
banking system was to be reformed by establishing competing com-
mercial banks controlled by the Central Bank. Finally, the pro-
gram called for institutional changes designed at streamlining cen-
tral economic administration.

The program was conceptually wanting on three major accounts.
First, in a marked contrast to the 1946-51 “reform,” it paid little
attention to drawing up the sequence of implementing the eccnom-
ic reform measures and their timing. There was a failure to recog-
nize that it is easier to destroy markets, as was the case in 1946-51,
than to create them. The transition from “economic dictatorship of
the state”’ to markets would be a difficult feat. The timing was not
defined: according to the blueprint, the implementation was to be
spread over a period of 2 to 3 years beginning on January 1, 1982.

Second, the program was based on the assumption that output
growth and its structure would be shaped by administrative central
plans rather than by market forces. Competitive markets were to
be regulated by central plan; an idea that was deeply entrenched
in “economics of reform” in Eastern Europe. As a Polish economist
Adam Lipowski perceptively observed: “market mechanism is
[should be] a natural component of the economy, and only then the
problem of state planning can be discussed.” 16 However, this view
did not gain official acceptance. Indicative planning, which was to
prevail upon, can coexist with analytically tractable markets but
only in the economy where public policies are to correct market
failures, i.e., in a mixed economy.

Third, the program envisaged the introduction of ‘‘economic coer-
cion,” to borrow a phrase used in Polish debates. Economic coer-
cion implies bankruptcies and subjecting enterprises to a hard

16See Adam Lipowski, “Plan a rynek” (Plan versus Market), Polityka, Warszawa, No. 17,
1987, p. 5.
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budget constraint. The blueprint failed to recognize that the option,
bankruptcy must be accompanied by its symmetrical equivalents:
award for good performance and the possibility of entry to a given
sector. In addition, economic coercion could be effective only if the
state has confined its standards to economic efficiency. The issue
how to reconcile state preferences, often carried through microeco-
nomic interventions, with the notion of economic efficiency was not
tackled by the program.

In addition, the imposition of martial law invalidated the social
and political assumptions underlying environment of reform imple-

direct industrial democracy and social participation.17?

The combination of conceptual fallacies, martial law and the gov-
ernment’s formal commitment to “outmoded program’ produced
what Fallenbuchl described as a “dual discrepancy:”18 the discrep-
ancy, on the one hand, between the original program “Kierunki re-
formy . . .” and legislation enacted by Sejm, and then between spe-

(January 1, 1982) and consumer goods price increases (February 1,
1981), they set the terms of the reform.1® The introduced measures
also expanded a menu of tools of public economic policy and affect-
ed the organizational structure of economic administration.2°

Not all the sectors were equally influenced by new policies, how-

some important changes.

In the assessment of the reform, Mieszczankowski notes that
from the onset “some trends conflicted with the stipulations of the
reform.” 21 These trends, one may suspect, were related to a grow-

'7A renowed Polish economist Jan Mujzel argued that this incompatibility was a major
i i i ierunki . . . .” See hi interventipn in a discus-

nomic Reform Versus Political Normalization,” in Marer and Siwinski, eds., op.cit.

18 Zbignliia;v M. Fallenbuchl, “Present State of Economic Reform,” in Marer and Siwinski, eds.,
op.cit., p. B

19 See Mieczysxaw Mieszczankowski, “Krétka historia reformy” (A Brief Account of the
Reform), Zycie Gospodarcze, No. 20, 1987,

20In 1981, the central economic administration was streamlined. The number of branch min-
istries was reduced from nine to four. However, it fell short of the reform proposals which called
for a single branch ministry, the Ministry of Industry. This measure curtailed neither the
number of positions in central economic administrations nor powers of branch ministries, grant-
ed the status of founding organs, over enterprises.

21 Mieczysxaw Mieszczankowski, loc. cit., p. 4.
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ing incompatibility between persistent disequilibria and the imple-
mented reform measures.

A price increase of consumer goods implemented on February 1,
1982, curtailed excessive demand in spite of a contraction in
supply.2? Between 1982 and 1985, direct rationing was gradually
removed. This movement toward a less-shortage economy was short
lived, however. Excessive demand significantly increased in subse-
quent years, in particular in 1987 and 1988.2% Similar patterns
could be observed in the case of raw materials, intermediate prod-
ucts and capital goods.2*

The introduction in 1982, of “free” prices subject to direct negoti-
ations between the contracting parties affected between one-third
and two-thirds of all products, depending on a category. Because of
informal bureaucratic pressures and fears of retaliation by suppli-
ers, even contract prices were set below equilibrium levels. Regard-
less, maximum ceilings were put on contractual prices’ growth in
1983. In 1984, the government changed the procedure of contrac-
tual price setting by explicitly linking them to “justifiable econom-
ic cost.”” 25 The infiexible, since it was supply rather than demand
determined, cost-plus formula of price setting prevailed. As a
result, all prices were again under some form of central control, be
it explicit (administrative prices) or implicit (contractual and regu-
lated prices).

The prices set at below market-clearing levels, symptom of a fail-
ure of the price reform, ruled out a greater role for financial poli-
cies. The implemented reform measures introduced new tools, both
nonfinancial and financial. Nonfinancial tools included government
contracts and the obligatory fulfillment of the tasks of “operational
programs.” The scope of “operational programs’ was gradually re-
duced in favor of contracts. The incentives, designed to make gov-
ernments contracts attractive to enterprises, included preferential
access to scarce hard currency and raw materials. The use of these
tools perpetuated administrative rationing and thereby violated the
spirit and the letter of the reform. As a result, the regulatory
system became excessively complex and riddled with inconsisten-
cies.

The most dramatic attempt to remove inconsistencies in favor,
however, of reversing the reform came in 1986. The government’s
program triggered strong protests from proreformers. The govern-
ment was forced to retreat. This incident, however, brought to the
fore the realization that the economic reform had been derailed.

In 1988, following the public debate over “Theses of the Second
Stage of Economic Reform” and referendum, the program of the

22 Food prices increased by more than 160 percent, while—because of the increases in prices
of raw materials and intermediate products—the prices of final consumer goods were increased
by slightly more than 100 percent.

23 For a detailed analysis, see Wiktor Herer and Mieczyslaw Sadowski, Market Equilibrium—
A Prerequisite for the Autonomy of Enterprises, The Vienna Institute for Comparative Economic
Studies, No. 141, April 1988.

24 While in 1983—according to a survey of the Consultative Economic Council—only 13 per-
cent of enterprise managers complained about the growth of shortages, their number increased
to 42.5 percent in 1986. Zycie Gospodarcze, No. 44, 1987. R

25 Ag one observer noted: “contract prices [. . .1 have become kind of regulated prices.” Zyg-
munt Polanski, “Spirala” (The Spiral), Zycie Gospodarcze, No. 39, 1986, p. 8.
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second stage was adopted.26 Politically, the most important upshot
of the debate is a promise that the government’s commitment will
go beyond rhetoric, after several years of inaction. Conceptually,
the second stage does not go significantly beyond the 1981 Pro-
gram. In fact, it reads like a list of measures which would have al-
ready been implemented had the government followed an activist
approach like the one pursued in 1982 and 1983. It pledges institu-
tional changes compatible with the SSS enterprise regime.

Like in the first stage, the implementation began with the reor-
ganization of central administration which took place in late 1987
and the price-income operation in 1988. The total number of minis-
tries was reduced from 16 to 8.27 The objective of the price income
operation was to reduce subsidies and, consequently, to raise rela-
tive prices of food. The operation has failed. As of August 1988, it is
clear that neither have the food prices increased in relation to
manufactured goods’ prices, which was the intention of policymak-
ers, nor are the subsidies likely to fall.28

ASSESSMENT: OLD WINE IN A NEW BorrLE?

The objective of the reform in Poland in the 1980’s was to shift
decisionmaking authority from the state administration to enter-
prises which would adapt to financial constraints. The reform has
fallen short of substantially changing the patterns of behavior by
economic actors, i.e., planners and enterprises. Enterprises instead
of adapting to exogenous financial parameters then have been able
instead to adapt them to their needs, whereas in the administra-
tion’s policies microeconomic considerations have remained preva-
lent. Bureaucratic bargaining rather than market mechanism have
shaped allocation of investment, raw materials, intermediate prod-
ucts and productive activities. Instead of decentralization, numer-
ous indicators pointed to growing recentralization after an initial
improvement in 1982. This was because of a growing gap between
implemented reform measures and adherence to administrative ad
hoc interventions by central planners.

There were three major manifestations of it: the growing involve-
ment of the state budget in redistributing resources among enter-
prises; differentiation of tax rates and exemptions; and, a growing
complexity of economic management which inevitably leads to the
expansion of bureaucracy. Underlying these manifestations has

26 See “Tezy w sprawie II etapu reformy gospodarczej” (Theses on the Second Stage of Eco-
nomic Reform), Rzeczpospolita, Warszawa, Apr. 17, 1987,
27 Five branch ministries were raplaced by the Ministry of [ndustry; Ministries of Communi-

cation, Telecommunicatlon. and Maritime Office were fused into Ministry of '!‘ransportatiop,

With Abroad; Ministry of Education and Ministry of Science and Higher Education were merged
into Ministry of National Education; and, finally, Central Committee of Physical Education and _
Tourism and Minister responsible for Young People were merged into Committee for Youth and
Physical Education. The names of two remaining ministries were changed: Ministry of Labor,
Wages and Social Problems became a Ministry of Labor and Social Policy; Ministry of Construc-
tion, Regional and Communal Economy became a Ministry of Regional Economy and Construc-
tion. See Trybuna Ludu, Warsaw, Oct. 13, 1987.

28 Paradoxically, the price increases in 1988, estimated at 66 percent, would amount to a de
facto fulfillment of a radical price variant that was rejected by the Sejm as well as by the popu-
lation in the last year's referendum on the second stage of economic reform.

97-839 0 - 89 ~ 5
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been a reluctance to allow financial constraints to shape real be-
havior of central planners and enterprises.

All the indicators concerning the state budget’s role in the Polish
economy in the 1980’s point toward recentralization and a contin-
ued reliance on direct budgetary allocations to accomplish public
policy objectives. The portion of national income passing through
the state budget, after a contraction in 1982-83, has increased. It
exceeded in 1986 the level of 1978.2° The demand for subsidies has
not faded, but—to the contrary—it has been recently increasing.3°
Thus the primary concern of the fiscal system has not been affect-
ed by the economic reform. As in the “original”’ economic system
dating back to the late 1940’s, its major focus has remained to re-
distribute income in money and in kind mainly within the public
sector through the use of instruments of direct control.

This was so mainly because of the growing state budget’s involve-
ment in the transfer of purchasing power from profitable to loss-
making enterprises. More generally, it was necessitated by a fail-
ure to establish price mechanism and competitive markets. Simul-
taneously, the introduction of financial indicators and a new tax-
ation system, which partially replaced automatic transfers of prof-
its to the state budget by direct taxes on enterprise profits, pro-
duced an inevitable conflict between direct controls and indirect
controls, envisaged in the legislative codification of the reform.

“Disequilibrium prices failed to provide enterprise management
with information about relative scarcities. In addition, the absence
of linkage between financial performance and wages and bonuses
as well as enterprises’ monopolistic position did not encourage
maximization of capital and labor productivities. Financial per-
formance of enterprises was also of limited value as a guide for the
conduct of financial policies by the government. A Polish economist
succinctly observed that given the scope of the budget involvement,
it became impossible to identify enterprises and sectors which were
really profitable.2! Under these circumstances, instead of selecting
and using financial and price-setting instruments so that the best
use of resources would be pursued by enterprises, the government
was condemned to rely on direct microeconomic interventions, car-
ried out by ministries and banks.

These drawbacks were exacerbated in 1985-88 by the policy solv-
ing the conflict between requirements of decentralization in favor
of direct microeconomic interventions, i.e., direct controls. For a
fear of disturbing a precarious political equilibrium, the authorities
allowed for a growth in price distortions at both the macro- and

2‘;11111%, the budgetary transfers were relatively higher in the mid-1980’s than in the 1960’s
or the ’s.

30 The share of subsidies in current budgetary expenditures reached its maximum for the
1980’s in 1981. However, in 1986 it fell short of setting a new record level only by 1 percent. The
share of subsidies in current budgetary expenditures amounted to 30 percent in 1986, whereas it
amounted to 31 percent before the economic reform of the 1980’s. According to one estimate
each percentage point of the increase in sales required in both 1985 and 1986 a percentage point
and a half increase in the subsidies. See Marek Misiak, “Wyniki finansowe przedsiebiorstw w
1986 roku” (Financial Performance of Enterprises in 1986), Zﬁcie Gos, reze, No. 10, 1987. For
an excellent analysis covering the whole postwar geriod, see Urszula ojIc;echowska and Marek
Zytniewski, “Deficyt i dotacje w przemysle” (Deficit and Subsidies in dustry), Zycie Gospo-
darcze, No. 12, 1987. .

N“ aieeu')l‘stgnasz Jezioranski, “Budzetowe manewry” (Budgetary maneuvers), Zycie Gospodarcze,

0. 34, X
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microeconomic levels. The authorities also bent to pressures to in-
crease wages. The Executive Committee of the Official Trade
Union noted in an official statement that the growing disparity in
wages in various industries “unfortunately, bears often no relation
to their economic performance.” 32 Fears of inflation as well as of
loss of revenues from household savings were probably accountable
for keeping the average rate on bank deposits well below inflation
rates. Bending to bureaucratic pressures, the government encour-
aged an increase in the monopolization of the economy.?3 In all,
government policies pursued in the 1980’s allowed for the existence
of a soft budget constraint, to use Kornai’s term and the increased
monopolization.

Distorted prices and, consequently, distorted financial perform-
ance of an enterprise was accountable for a proliferation of bar-
gaining. In contrast to the 1970’s when the bargaining was over al-
location of resources and planned quotas, tax rates, rebates, size of
subsidies and exemptions became subject of negotiations.3¢ Tax re-
liefs and subsidies were often tailored to specific needs of enter-
prises.35 Their responses to the changes in various policy instru-
ments were shaped by enterprise management assessment of the
degree to which they could be renegotiated. As a result, a move
toward a relatively neutral taxation system, came to a halt if it
was not altogether reversed. _

To make things worse, central planners have not developed a co-
herent tax/subsidy policy. For instance, neither the differences be-
tween “object” and “subject”’ sudsidy were clearly defined nor the
rates and the rules of allocating subsidies. The rates were deter-
mined on the basis of “cost estimates submitted by an enterprise
ant’i were subject to bargaining with an institution granting subsi-
dy.”36

Taking into account that the reform has not produced environ-
ment conducive to effective macroeconomic intervention,37 it
should come as no surprise that behavioral Ppatterns of state-owned
enterprises have remained basically unaltered. Comparative analy-

32 See Bycie Gospodarcze, Warsaw, No. 50, 1987.

331t is significant that the share of sales of top 500 industrial corporations (energy sector ex-
cluded) increased from 37.4 percent in 1983 to 39.6 percent in 1986. The share of the largest 100
in top 500 increased from 57 percent to 59.6 percent in the same period. Derived from the lists of
top 500 corporations published b Zarzgdzanie monthly (June 1984 and June 1987). There were
several cases of mergers forced by administration. The best known example of a bureaucratic
guerilla warfare is the fusion of 102 electronic ente rises into one corporation ELPOL. In spite
of a spate of critical publications, ELPOL was established in 1988. See Ewa Balcerowicz, “Kon-
centracja” (Concentration), Zarz nie, No. 6, 1988.

34 Budgetary revenues in 1987 were si%'niﬁcantly lower than planned because of these
changes. This contributed to the increase in udget deficit. See Jezioranski, loc. cit.

3% As a result, tax burden has varied significantly among sectors of the economy and individ-
ual enterprises. The share of net payments (the total of all taxes and deductions net of subsidies)
to the state budget in net income of individual sectors varied, excluding net recipients of subsi-
dies, between 39 percent (road transport) and 96.5 percent (fuels) in 1986: the ratio of standard
deviation to mean was 1.76. The variability of PP (above norm wage payments) tax rates
across the sectors is particularly high.

2¢ See Marek Dgbrowski’s comment in Zarzadzanie, 1987, No. 3, p. 39, quoted in Stanisxaw
Albinowski, “Cudow [niestety] nie ma” (There Are [Unfortunately] No Miracles), Zycie Gospo-
darcze, No. 16, 1987.

37 In broadest terms, indirect controls cannot function properly unless (1) prices reflect the
relative scarcities and productivities of resources; (2) there is a competitive environment; (3) en-
terprise are accountable for profits and losses, with bankruptcy as a final penalty, and owner-
ship rights are unambiguously specified; (4) there is an efficient system of financial intermedia-
tion. The reform measures have fallen short of introducing these changes that would have met
these conditions. Therefore, bargaining continues to be the dominant mechanism of allocation.
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sis of discrepancies between individual, nonobligatory, enterprise
plans and the central, indicative, plan suggests strong similarity
with behaviors displayed under command planning: their planned
output targets are lower than anticipated in central plans while
demand for inputs significantly higher; investment demand is ex-
cessive while the planned increases in productive capacities much
lower; and finally, individual financial plan account for bargaining
with the authorities tax rates, exemptions, and subsidies.?8

Instead of a declining direct intervention in the economy, the
1984-88 witnessed a significant increase in the intensity of direct
intervention, as measured by the expansion in economic bureaucra-
cy. Between 1981 and 1986 the number of positions in central eco-
nomic administration increased from 21,941 to 36,553, that is by
66.6 percent. The state administration increased by 26.7 percent in
this period.

The implemented reform measures changed the mix of public
policy tools used to coordinate economic activities and achieve bal-
ance between the supply. and demand, but they fell short of creat-
ing conditions for the conduct of macroeconomic fiscal and mone-
tary policies. Because of the incompatibility between physical
shortage and financial instruments, the introduction of financial
tools of economic policy during the first stage of economic.reform
in Poland has made the system of planning and management inter-
nally inconsistent and “overregulated.” A well-known Polish econo-
mist Czesxaw J6zefiak, succinctly described it as “a concept of indi-
rect centralization of the economy . . . which consists of replacing
administrative commands by financial parameters shaped not by
the market, but by central planning authorities.” 39

PrivaTE SEcTOR: TOWARD LIBERATION FROM THE STATE'S TUTELAGE

The SSS enterprise regime was of little relevance to the private
sector which always operated on the basis of self-financing. Howev-
er, the legislative innovations enacted in the 1980’s provided a
legal infrastructure more favorable to the private sector. Ideologi-
cal objections to private economic activities in agriculture, services
and small-scale industry were shelved, although reluctantly. An
amendment to the Constitution, passed on July 21, 1983, and guar-
anteeing the permanence of the private agriculture, outlawed
forced collectivization. No similar constitutional guarantees were
extended to the private nonagricultural sector.%9

The area of the economy open to private activity has increased,
although the reform fell short of removing authoritative controls of
the state and of providing for more substantive contribution of the
private sector to overcome the crisis. The rules of the state’s inter-
vention in this sector remained highly volatile: note that thanks to

38 See Marek Misiak, “NPSG, CPR i plany przedsiebiorstw: rozbieinoéci” (National Socio-Eco-
nomic Plan, Central Annual Plan and Enterprises’ Plans: Discrepancies), Zycie Gospodarcze, No.
33, 1987. In conclusion, he wryly notes that “a road from directive-distributive plan to new
methods of planning and management is neither straight nor short” (p. 3).

39 Ag quoted in Tomasz Jeziorafski, “Przyépieszenie, jak i kiedy?” (An Acceleration; How and
When?), Zycie Gospodarcze, No. 14, 1987.

40 The small-scale private was recognized as a “permanent component of socialist economy” in
the 1972 Law on Organization of Handicraft. The meaning of it remains rather obscure. d.
Pawlas, “Gospodarka prywatna w Polsce,” Wigz, No. 9, 1987.
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loopholes and exemptions actual tax rates paid by private firms
were determined by the administration on ad hoc basis rather than
by universal rules. This was particularly visible in the case of for-
eign firms. The law enacted on dJuly 6, 1982, was designed to en-
courage the inflow of foreign capital. The law was flawed on sever-
al accounts. First, it limited entry to small firms preferably produc-
ing for domestic consumer market, As a consequence, it encouraged
neither the transfer of technology and know-how nor export orient-
ed production.

Second, it gave local authorities discretion over issuing licenses.
The interpretation of the rules was subject to negotiations with the
local authorities.4! In order to found a firm, field of activity, pro-
duction technology, output mix, investment, employment size had
to be specified in great detail. Any change in the original blueprint
was subject to administrative scrutiny.

Third, the general rules with direct impact on a foreign firm’s
profitability were not stable. For instance, they were changed twice
between 1984 and 1986; profit tax rate was increased from 50 to 80
percent, and extra limitations on local input use, product diversifi-
cation and employment were imposed. These were hardly condi-
tions conducive to technological innovations. Restrictions concern-
ing ownership and transfers of capital assets encouraged endeavors
minimizing investment outlays. It is therefore little wonder that
most of foreign firm have specialized in cosmetics and food using
simple technologies, frequently obsolete by international standards,
and thag these firms do not display an outstanding propensity to
export.4

ome firms and their owners were discriminated against, in par-
ticular those which were well established and whose cost of closing
down would be considerable. The case of a 7 0-year-old owner of one
of the most successful enterprises, Inter Frangrance La Foret, who
was detained several times on phony charges by the Poznan militia
was widely reported in the Polish mass media. There are grounds
to believe that this was only the tip of an iceberg. While such indi-
vidual acts might be attributable to local corrupt practices, the law
on joint ventures enacted on April 23, 1986, demonstrates that the
supreme legislative body has not been immune to arbitrariness and
disdain for the private foreign sector. This law effectively estab-
lished a dual legal treatment between “small” foreign capital, ie,
Polonia firms, and “large” capital. The existing foreign-owned
firms were excluded from the newly granted, more favorable provi-
sions concerning tax holidays, profit tax rates, the proportion of re-
tained hard currency earnings, etc.

Yet, in spite of all these restrictions, the weight of the private
nonagriculture sector in the economy, as measured by its share in
total employment, national income produced, total investment ex-

*1 Some local authorities have been known for their reluctance to grant licenses and affinity
to erect hurdles to existing foreign. It was reported, for instance, that the Konin voivodship au-
thorities were particularléohostile to foreign gms See Piotr Aleksandrowicz, “Hodowla krasno-
ludkow” (The Raising of blins), Przeglad Tygodnia, Dec. 20-27, 1987.

42 rts accounted for about 5.4 percent of their total sales in 1986, and the difference be-
tween their hard currency export revenues and import outlays amounted to about $1.5 million;
a trifle contribution to Poland’s balance of payments. For ilf'usminating insights on administra-
tive treatment of fore%gn firms, see the interview with Mr. Stanistaw Szewczyk published in Zar- -
2gdzanie, December 1987. ) .
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penditure, etc., increased significantly between 1982 and 1986. The
nonagriculture private sector has become a substantial source of
state budget revenues and employment. Its share in the state
budget revenues increase from 0.8 percent in 1982 to 3.0 percent in
1986 whereas employment increased from 4.1 to 5.8 percent in the
same period. The private sector (agriculture included) employed
28.3 percent of all employed in 1986.43 Thus in contrast to the
state-owned industry, the private sector displayed flexibility and
growth potential.

The expansion of foreign firms contributed significantly to this
increase: their share in total sales of the private nonagriculture
sector increased from 5.5 in 1982 to 12.9 percent in 1986, their
share in employment of this sector grew from 1.7 percent to 5.9
percent. The largest was their share in state budget revenues from
the private nonagriculture sector: it amounted to 14.9 percent in
1986, up from 6.3 percent in 1982.44 _

This relatively rapid growth was not the result of reforming the
rules of the game. The only thing that substantially changed was
the scope of activity open to private “entrepreneurs.” Otherwise, it
may be argued that neither the introduced measures nor the pur-
sued policies have significantly changed the nature of relations be-
tween the state and the private sector. It has remained a paternal-
istic arrangement combining authoritative allocations with private
property. The survival of a firm has depended on its administrative
clout, albeit to a much lesser degree than in the case of a state-
owned enterprise. Private enterprises have not operated in a com-
petitive environment. They performed in a supply-constrained
rather than demand-constrained environment. Because of shortages
and inflationary overhang, they have exercised almost a monopoli-
tistic position.#®* They have also used inputs distributed not
through markets but by the administration. This all justified a
direct microeconomic intervention by the authorities.*® The failure
to overhaul paternalism and authoritative controls of the private
sector was a sign that the reform in other sectors has misfired.

CONCLUSION

The economic system that has emerged as a result of the policies
pursued in the 1980’s is different from the one dominant in the
1970’s. The fundamental difference relates to the erosion of the
principle of the state’s monopoly over conducting economic activity.
This erosion, however, has yet to lead to a transition from the
dominance of direct to indirect controls. The new legislative frame-
work allows for a greater diversity in forms of ownership. However,
it has not put an end to a preferential treatment of the state-owned
sector. Whether a new law on economic activity, which is currently

43 However, because of contraction in agricultural employment, it was slightly lower than in
1982—28.4 percent. Derived from Rocznik Statystyczny (various issues).

44 Foreign firms are both substantially lqrger and more efficient than the domestic ones. An
average foreign firm employs 88 people while an average private firm employs 1.66 person. De-
rived from data in Rocznik Statystyczny 1987, and Zarzgdzanie, No. 12, 1987.

45 There are some notable exceptions, e.g., computers.

46 Needless to add, that the rules governing the administration’s involvement might have
been substantially different from the ones actually pursued. For instance, they could have been
more branch-oriented rather than individual firm-specific oriented.
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debated in Poland, will open the economy to unfettered competi-
tion between state-owned and private enterprises and obliterate ar-
bitrarinees of state fiscal policies remains to be seen.4?

The state-owned economic system has also changed. A consider-
able portion of investment decision has been transferred to enter-
prises. The introduction of varius innovative measures such as cur-
rency retention quotas allowing exporters to retain a share of their
export revenues and of licenses to conduct foreign trade has foiled
foreign trade monopoly. The scope of central rationing has also de-
clined. Yet, because of the failure of economic policies pursued in
the 1980’s to create equilibria and competition, these changes have
failed to institute a viable enterprise regime based on automony
and decentralization. They have also fallen short of improving the
state’s ability to control economic processes as amply demonstrated
by its income, prices, or investment policies.

The experience of the 1980’s demonstrates that as long as invest-
ment and production structure is centrally determined there is no
viable combination between market and centrtal plan: something
has to give in, and in the previous absence of markets and unwill-
ingness to fully reprivatize the economy, this is the market. What
is left is the caricature of both market and command planning.

The Polish authorities have been justifiably praised for rejecting
both the Husak variant of normalization based on massive repris-
als and the Ceaucescu approach to “solving” the debt crisis by im-
posing extreme hardships on the population. They cannot be
praised for instituting reform measures congruent with the depth
of economic crisis, however. Preoccupations with containing Soli-
darity and preserving short-term political stability overshadowed
overall economic efficiency considerations. Limited and shortsight-
ed as it was adjustment program was carried mainly through ad-
ministrative measures. However, no other measures were available
as the economic system had not been overhauled. A transition from
direct to indirect controls has not occurred.

47 See Zycie Gospodarcze, No. 29, 1988.
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1. DECLINE AND SLOW RECOVERY

Between 1978 and 1982 the Polish economy experienced a truly
dramatic decline in production.?

1 The author is Professor of Economics and Dean of Social Science at the University of Wind-
sor, Canada.
2 Details can be found in own previous contribution to JEC and in table 1 of this manuscript.
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TABLE 1.—NET MATERIAL PRODUCT EMPLOYMENT AND CAPITAL STOCK (OFFICIAL DATA) AND GNP (WESTERN ESTIMATES)

[Percent Rates of Growth]

r
976 197 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 11139:8?(51)0 Plan 1386~ pin 1988

Produced NMP:

Total 6.8 5.0 30 —-23 —60 -120 55 6.0 5.6 34 49 20 946  3.0-35 34

Industry 9.1 16 21 =17 -—41 146 —45 5.8 54 4.0 4.5 33 96.3 37-46 34-37

Construction 6.8 0 J =77 214 —251 —84 717 81 43 43 10 63.7 28 33

Agriculture 20 2 13 —56 —155 14 49 51 53 1 64 40 951 LI-15 22-28
Distributed NMP:

Total 6.5 22 S5 =37 —-60 —105 -105 5.6 5.0 38 5.0 1.0 885 26-32 NA.

Total consumption 88 68 17 31 21 —46 115 58 44 29 48 NA *1060 23-29 21

Consumption from personal INCOMES...........corereeerreceereescnssonsasenseres 8.7 6.6 1.0 32 23 —41 —146 6.2 38 2.2 5.0 2.3 104.6 NA. 2.1

Total net capital formation 24 —65 —20 —192 —296 —276 —66 49 73 72 54 NA  *489 36-42 37

Net fixed capital formation -9 271 —40 —154 254 282 199 9.5 12.3 49 5.9 NA. *524 5.9 NA.
Employment:

Total material sphere -7 3 5 5 -7 -2 -32 -8 -l 4 1 -5 95.5 NA. 3

Industry 412 0 2 -1 -1 —48 -3 5 1 65 =5 95.6 NA NA

Construction =35 2 85 -—-16 —94 —73 66 A 2.4 24 1.8. NA * 827 NA. NA.

Agriculture —21 15 -24 10 9 11 —5 -—22 —13 —1 —12 NA *9ll NA.  NA
Gross capital stock:

Total material sphere 97 95 81 11 51 35 18 26 28 30 21 NA *13L5 NA. 28

Industry 10.4 11.8 89 11 4.5 33 25 28 31 34 23 NA.  *1327 NA. NA.

Construction 140 121 M5 122 62 16 4 14 19 14 1 NA  *1215 NA. NA

Agriculture 74 711 14 12 60 44 19 20 27 24 19 NA  *132l NA. NA
GNP (Western estimates) 4.1 28 37 -19 26 =53 -6 46 34 11 28 24 98.7 ceeeeerrn srrvireseninns

Sources: G.US., Rocznik statys!ycznyé Warsaw, 183, pp. 69, 74; 1985, 4? 71, 82; 1987, pp. 90, 92; Economic Commission for Europe, Economic Survey of Europe in 1987-1988, New York, 1988, pp. 118, 121, 331, 332, 339, 341, 343; Zucie

gospodarue, No. 1, 1988, 5%4 1, 6; No. 5, Western estimates of GNP:

5, 1985, p. 24; OP-80, 1

, 6; P esearch Project on' Nationa! Income in East Central Europe, Economic Growth in Eastern Europe, New York: LW. International Financial Research, OP-59, 1980, p. lé; oP-
p. 23; OP-85, 1985, p. 24; OP-90, 1986, p. 24; OP-95, 1987, p. 24; and OP-100, 1988, p. 28.
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After such a deep decline relatively high rates of growth could
have been expected as the result of increasing the utilization of ex-
isting productive capacities. This has not, however, happened until
now. The recovery process has been slow and uncertain. It has been
plagued by serious external and domestic macroeconomic disequili-
bria, rapidly increasing inflation, drastic shortages, continuing
social dissatisfaction and a potentially explosive political situation.

In 1987, the PNMP was still by 5.4 percent smaller than in 1978.
In industry it was by 3.7 percent smaller, in construction by 36.6
percent and in agriculture by 4.9 percent. The deficiency in the
DNMP was even greater (11.5 percent and, although consumption
from personal incomes was in 1986 about 4.6 percent above its 1978
level, net capital formation was still by 51.1 percent lower. Particu-
larly disappointing was the performance of the economy in 1987
when PNMP increased by less than 2 percent and DNMP by less
than 1 percent. (See Table 1.) .

All these officially reported rates of growth are subject to an
upward bias. There are the usual overestimation of NMP resulting
from double counting, difficulty to arrive at net figures, inclusion
of some wasted materials and usable goods, reduction in quality
that is not reflected in the administratively determined prices, as
well as the overreporting of results by the enterprises. In addition
there is also a major statistical problem of the elimination of the
full impact of price increases during a period of high inflation, es-
pecially when both the enterprises and the authorities have rea-
sons to conceal them. This last point, which is often mentioned in
the Polish economic literature at present,3 applies not only to the
rates of growth of production, consumption and net capital forma-
tion, but to productivity, standard of living, real wages and all
similar measures expressed at constant prices. For this reason it is,
for example, almost certain that there was no growth in 1987 and
growth was probably almost insignificant in 1985,

In 1986, “net production” in the whole socialist industry was still
about 9.7 percent below the 1978 level.*

3 “With very big jumps in prices a more cautious approach to statistics on increase in produc-
tion in constant prices is necessary,” M. Misiak, “Gospodarka po I polroczu: na wybojach” (The
Economy After the First Half Year: the Rough Ride), Zycie gopodarcze, No. 31, 1988, p. 11; “With
the present scale of changes in prices this increase (2 percent in PNMP) is within the range of a
statistical error.” J. Mujzel, “Jalowa inflacja” (The Barren Inflation), Lad, No. 28, 1988, p. 11.

4 Details can be found in Table 2.



TABLE 2.—NET PRODUCTION IN SOCIALIST INDUSTRY

[Constant prices)

1986 Share
1971-75  1976-80  1981-85 1979 1980 1981 1982 1983 1984 1985 1986 1978= 100
1978 1986
Total socialist industry 110 24 15 2.0 45 —150 —48 5.3 48 37 42 803 1000 1000
Fuel and power 58 —18 86 —44 136 -390 —09 22 2.6 5 1 52.8 243 140
: Coal 29 —52 120 —11 —256 474 _21 1.2 2.1 -1 -~19 381 6.6 5.8
Fuels 93 8 —65 51 _55 288 _14 11 4 4 11 65.0 5.3 6.0
Power 9.8 16 =31 —-119 36 ~290 27 6.2 11 30 31 80.4 24 2.2
Metallurgical 11.6 8 26 —67 —43 _164 —42 1.1 24 —.05 6 185 6.2 5.2
Iron and steel 9.3 2 =34 59 76 —166 —54 6.2 16 -2 1.2 741 3.2 3.2
Non-ferrous 16.7 14 —-13 -715 -8 159 -1 8.7 39 6 -4 85.6 30 2.0
Engineering 15.2 11 3.2 66 —13 02 -32 6.8 5.7 6.7 76 1321 30.7 334
Metalwarking 13.0 6.2 6 92 53 08 75 3.3 37 33 54 1125 5.9 5.2
Machine building 155 8.5 438 8.4 2.8 L6 -3 8.3 6.2 8.2 104 1550 9.7 104
Precision 22.6 9.5 8.6 8.0 6 31 6.0 10.9 19 153 120 1833 2.6 2.2
Transport equipment 141 4.6 9 30 56 -9 46 43 23 37 34 1052 1.5 9.0
Electrical and electronic 16.9 19 44 48 J =14 48 9.9 10.9 8.2 98 1435 5.0 6.6
Chemical 151 2.9 45 -—18 26 74 -23 838 6.0 28 36 1231 104 13
Mineral 99 10 =27 31 —93 _184 _11 49 47  —16 1.6 779 36 43
Building materials 87 35 52 96 156 -4 _21 2.1 40 29 22 59.9 21 21
Glass 128 6.9 20 57 22 -—12 -1l 1.7 5.0 0 -2 1143 1.1 11
Ceramics 149 9.7 7.2 8.3 8 18 18 15.0 83 37 25 1583 4 S
Wood and paper 99 24 25 104 19 -—-15 -15 8.2 39 37 56  109.1 48 41
Wood 10.9 32 34 —100 2.0 14 34 9.8 50 45 40 1127 37 34
Paper. 7.1 2 -3 -115 16 —104 53 32 1 9 142 1010 11 J
Light industry 107 14 Joo -4l 57 —45 gl 23 14 5.1 20 95.5 170 139
Textiles 107 15 Jo =29 70 -7 -90 4 19 5.4 5 93.7 12.5 8.3
Clothing 123 12 4 82 20 —10 10 5.2 83 5.2 6.0 97.3 2.5 29
Leather goods 94 8 14 —64 23 _65 —11 5.8 5.0 44 27 100.6 20 20
Food processsing 60 —29 68 —144 _42 _257 _37 43 2.6 2.8 43 60.4 123 155

Sources: G.U.S., Rocznik statystyczny przemyslu (Statistical Yearbook of Industry), Warsaw, 1979, p.

95; 1981 p. 103; 1986, p. 61; g.u.s., Rocznik statystyczny (Statistical Yearbook), Warsaw, 1987, p. 220.
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Some of these differences in the rate of recovery have resulted in
changes in the industrial structure that may be regarded as favor-
able in principle, such as a reduction in the share of the fuel and
power and metallurgical industries and an increase in the share of
engineering industry. They were not, however, expected to be
achieved as the result of a failure to regain the precrisis level of
production in some industries. The very slow recovery process in
the fuel and power industry has been responsible for the shortage
of gasoline, diesel oil, and coal and for interruptions in the supply
of power. Bottlenecks and stoppages of work are created and all
sectors are affected. The inability of the light and food industries to
achieve the 1978 level of production create shortage of consumption
goods, especially because large quantities of the products of these
industries are directed for export to compensate for the shortage of
such traditional exportables as coal.

Similarly in agriculture an attempt was made at first to adjust
the size of animal production to the supply of feeds from the do-
mestic sources. The actual changes have, however, been greater
then envisaged. While crop production exceeded the 1978 level by
9.9 percent in 1987, animal production was 9.5 percent below that
level. Shortages of fuels and other producer goods for agriculture
represent serious bottlenecks. Inadequate food processing, ware-
housing, and transportation facilities are responsible for a high
proportion of wastages. Technological backwardness and inad-
equate agricultural infrastructure make further increases in
output difficult and make it very sensitive to changes in climatic
conditions. A reduction in crops by more than 2 percent and in
animal production by more than 4 percent in 1987 and the fact
that in that year the number of cattle was by 19.8 percent lower
and the number of pigs by 14.7 percent lower than their respective
1978 levels (see Table 3) represent a considerable obstacle to the
further growth of the economy.



TABLE 3.—AGRICULTURAL PRODUCTION, INPUTS, LIVESTOCK, PURCHASES AND PRICES

1987 or
1978 1979 1980 1981 1982 1983 1984 1985 1986 187 8 C)
of 1978
Global agricultural output 41 -15 -107 38 28 33 5.7 0.7 5.0 =30 994
Crops 5.4 =37 -152 18.9 =25 5.9 74 =20 6.3 -20 109.9
Animal 26 13 -56 -89 -32 04 3.7 40 3.2 —40 90.5
Material costs 21 21 -15 1.5 -15 -03 5.4 26 38 NA *99.2
Net agricultural output 8.3 -84 173 86 6.1 9.2 6.1 -20 10 —-4.0 101.8
Investment 59 =36 —172 125 153 5.6 46 -19 4 NA. *64.4
Gross capital stock 10 6.5 5.7 40 19 20 2.6 24 16 NA.  *1299
Employment -2 1.7 2 11 —05 -22 -19 —0.1 -12 NA. *97.1
Livestock:
Cattle (million animals) 131 130 12.6 11.8 119 113 11.2 115 10.9 10.5 80.2
Pigs (million animals) 217 212 213 18.5 19.5 15.6 16.7 17.6 189 185 85.3
Purchases of meat (million tons) 2.53 2.65 2.54 1.88 1.89 1.78 181 2.03 2.32 2.21 89.7
Purchases of milk (million litre) 9.98 9.98 10.01 9.26 9.32 10.72 11.50 1113 10.62 10.74 107.6
Prices of produce:
Total 46 43 13.2 64.7 56.9 8.1 105 102 122 NA. *450.7
Crops 6.4 8 256 496 65.3 0.8 127 18 108 NA. 4248
Animal 36 6.1 10 718 535 11.2 96 111 13.0 NA.  *458.2
Prices of goods and services purchased by agriculture 5.2 5.3 6.7 26.8 1124 19.5 12.8 134 16.8 NA.  *5404
Ratio of total produce to prices of goods and services purchased...................... 99.4 99.1 106.1 1299 739 90.5 98.0 97.2 96.1 NA *83.4

Sources: G.U.S., Rocznik statystycany (Statistical Yearbook), Warsaw, 1985, Pp. 283, 294, 305, 1987, pp. 294, 306, 315, 327.
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Western estimates of the Gross National Product (GNP) includes
services, a relatively slowly growing but also less rapidly declining
sector. The 1987 level was equal to 98.7 of the 1978 level, a higher
proportion than for the PNMP.

All the above statistics indicate that the crisis has been followed
by a prolonged stagnation without any apparent hope for improve-
ment. This is how the society in Poland assesses the current eco-
nomic situation as numerous articles in the official and under-
ground press, opinions expressed at the meetings of professional or-
ganizations and in the Sejm (parliament) and officially conducted
polls indicated.5 This assessment is directly related to the negative
results of the referendum of November 1987 and the outbreaks of
two waves of strikes in April and August 1988.

9. DEPENDENCE OF PRODUCTION ON FOREIGN TRADE

The present industrial structure was created as the result of the
operation of a highly centralized command system and the applica-
tion of stalinist development strategy during the 1950’s and it was
further extended in the 1960’s. It was based on import substitution
and determination to produce as many goods needed within the
country, or for export to the Soviet Union, as only physically possi-
ble, neglecting economies of scale and ignoring costs which could
not be calculated with distorted prices, purely arbitrary exchange
rates, subsidies and direct allocation of inputs. Priority was given
to the iron and steel industry, heavy machinery, the so called
“heavy chemicals” and other producers’ goods. Agriculture, hous-
ing, modern transportation and communication the production of
consumption goods and such “modern industries” jab plastics and
petrochemicals, light metals, electronics and later, computers were
neglected. No viable export sector was created as the available
large quantities of coal, copper and sulphur were expected to pay
for those imports that were unavoidable. This industrial structure
is capital- fuel- and material-intensive and ill adjusted to present
requirements.

Efforts to restructure and modernize the economy with the help
of Western credits and technology that were made in the early
1970’s, with a basically unchanged inflexible command system,
failed. They created, however domestic and external disequilibria,
dislocations, shortages and partly hidden and suppressed but also
open inflation.

5 Report by the Centre for the Study of Public Opinion, “Jak minal rok?” (How Was the Last
Year?), Warsaw, December 1987.



TABLE 4.—TRADE WITH SOCIALIST AND OTHER COUNTRIES
[Annual rates of growth, constant prices)

1988 Jan. 1982as 1987 as

percent of  percent of

1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 Jure
1978 1978

Import from socialist countries 78 123 40 17 24 —63 -—56 44 9.2 46 164 150 116 92.1 126.2
Import from other countries 114 —109 —-20 —45 —72 =315 242 6.6 74 134 232 242 2206 46.0 61.1
Total import 103 4 15 —12 —-19 -169 —137 5.2 8.6 19 49 47 1157 69.5 94.1
NMP produced in industry 9.1 16 21 =171 —41 —146 —45 58 5.4 4.0 45 [ R 76.9 96.0
Export to socialist countries -3 106 15 96 ~95 —~17.0 166 83 100 8.1 187 37 113 96.0 1379
Export to other countries 123 40 29 2.1 50 —221 9 124 90 —65 215 244 11438 843 102.2
Total export 5.4 8.8 5.7 68 —42 —-190 87 103 9.5 1.3 49 41 131 90.1 1204

* “First payment region” instead of “socialist countries.”
® “Second payment region” instead of “other countries.”

Source: G.US., Rocznik statystycany handiu zagranicznego (Statistical Yearbook of Foreign Trade), Warsaw, 1987, p. 7; Zycie gospodarcze, No. 7, 1988, p. 1); No. 5, 1988, p. 11; No. 21, 1988, p. 14; No. 32, 1988, p. 11.
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It was the inability to expand profitable exports to the West to a
sufficient extent that led to the appearance of the balance-of-pay-
ments disequilibrium in the second half of the 1970’s. A positive
balance of trade with nonsocialist countries was achieved starting
in 1982 by drastic limitation of imports. The decline in imports re-
duced production through the mechanism of foreign trade supply
multiplier,® including production for export. The decline in produc-
tion was stopped at a very low level consistent with the low level of
supply of necessary imports, with the help of strong performance
in agriculture (see Table 3) and at the price of imposing very strict
restriction on the quantity, quality and the range of consumption
goods made available for the population.’ Western banks stopped
new credits at the beginning of the 1980’s and soon afterwards
Western governments responded to the imposition of martial law
by economic sanctions, imports from the West became entirely de-
pendent on the expansion of exports in this direction. It is the in-
ability to expand exports to the West to the extent which would
ensure the servicing of the hard currency debt and, at the same
time, securing the necessary imports that has been slowing down
the process of recovery through the operation of the same mecha-
nism of foreign trade supply multiplier. At the same time the lack
of success in adjusting the aggregate demand first to the decline in
the aggregate supply and later to its slow growth results in the
continuation of inflationary pressure and makes the elimination of
domestic and external disequilibria impossible.

3. TuE PoSSIBILITY OF REDIRECTION OF TRADE TOWARD THE CMEA
COUNTRIES

A policy of the so called “geographic reorientation” of trade was
formulated in Poland under the operation of martial law in 1982.8
It was based on both economic and political considerations. Difficul-
ties to expand exports to the West were enormous but without that
expansion it was impossible to eliminate the bottlenecks and work
stoppages created by the shortages of raw materials, intermediate
goods, machines and spare parts. Moreover, faced with Western
sanctions the leaders regarded this policy as a necessary condition
for a reduction of the country’s sensitivity to Western embargoes
and, therefore, political pressures. An effort was made to substitute
import mainly from the CMEA countries, but also from other coun-
tries—especially China and Yugoslavia and from the less-developed
nonsocialist countries, for import from the West. This task was for-
mulated as one of the objectives of the Tree-Year Plan for 1983-85
and was geared to the CMEA-wide effort aiming at an increased
self-sufficiency of the bloc and a reduction in its sensitivity to polit-
ical pressures from the West.

6This mechanism has been examined by F.D. Holzman, “The Operation of Some Traditional
Mechanism in the Foreign Trade of Centrally Planned Economies,” reprinted in his Fore;
Trade Under Central Plannirig, Cambridge, Mass.: Harvard University Press, 1974, pp. 93-125.

7For more details see Z.M. Fallenbuchl, “The Balance of Payments Problems and the Econom-
ic Crisis in Poland,” The Carl Beck Papers in Russian and East European Studies, No. 406, Pitts-
burgh: University of Pittsburgh, 1985.

8P, Jagiello, "Geograficzna reorientacja_importu Polski—rezultaty z lat 1982-1983" (Geo-
graphic Reorientation of Poland’s Import—Results in the Years 1982-1983), Handel Zagraniczny,
No. 4, 1985, pp. 23-25, 31.
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The share of total imports form the CMEA countries, measured
at current prices, increased from 51.9 percent in 1978 to 59.0 per-
cent in 1982, then declined to 52.3 percent in 1987,

TABLE 5.—STRUCTURE OF IMPORTS
[SITC classification, current prices]

1978 1979 1930 1981 1982 1983 1984 1985 1986

Total imports..........oo.ccoen, 1000 1000 1000 1000 1000 100.0 100.0 1000 100.0

519 517 533 518 590 597 580 548 523
Other socialist countries... 22 26 23 32 43 44 5.0 59 85
Developed countries .... - 405 379 350 371 309 289 25 323 330
Developing countries............................ 54 18 94 7.9 5.8 1.0 15 10 6.2

Food beverages, tobacco .. Iy 15 131 20 141 92 103 9.2 9.8

21 18 19 22 23 25 30 18 13

4 3 3 4 L6 9 b 8 LS
10 64 81 145 11 47 5.1 53 50
22 30 28 39 25 11 L5 1.3 20

Raw materials ..................... 105 107 106 103 1. 101 106 102 19

41 39 45 40 5.2 41 39 36 32

3 3 2 4 3 3 3 4 6
48 5.0 41 36 41 39 48 42 28
13 L§. 1.8 23 22 18 L6 20 13

Mineral fuels ..................... 128 153 182 14 a9 61 282 22 w71

Developing countries

CMEA countries 10.1 12 128 149 197 a1 20 188 185
Other socialist countries. 0 1 1 1 3 2 1 2 2
Developed countries .. . 15 13 13 13 14 16 3 9 3
Developing countries ... 1.2 2.7 4.0 11 5 3.2 21 23 17

Chemicals .... 17 19 8.1 17 9.4 8.7 86 89 9.6
CMEA countries..... 28 2.5 27 29 34 30 25 2.3 2.3
Other socialist countries. 1 1 1 2 2 2 4 6 8
Developed countries ... 47 53 5.2 46 5.8 55 5.6 5.9 6.4
Developing countries 1 0 1 0 0 0 1 1 1

3.2 M4 322 26 w4 52 7 305 323

CMEA countries B0 Bl 27 196 177 182 193 202 196
Other socialist countries.. 8 9 N 12 8 1.0 11 1.2 14
Developed countries .... 133 104 88 18 59 6.0 6.7 85 107
Developing countries ... 1 0 0 0 0 0 6 6 6

Other industrial commodities ...... 01 202 178 150 184 207 . 196 190 197

CMEA countries 98 9.2 88 82 107 108 9.2 8.1 74
Other sociaist countries... 6 9 8 9 L1 18 24 2.7 40
Developed countries . 9.2 9.5 15 53 6.0 1.2 10 15 18
Developing countries ......................... 5 6 7 I 9 10 J k]

g s, Roczrih stayayeany hand zaranicavego (Statisial Yeartaok of Foreign T, Warsow, 1980, pp 45,7 1981, . 48-9;
1986 p. 62 1986, 367, 100 e e m w

The temporary increases in the CMEA shafe in the total value of
Polish imports were the result of two opposite tendencies: (1) rela-

tive increases in the value of imports of mineral fuels from the
CMEA countries, caused by the delayed increase in the price of
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Soviet oil with the bloc; and (2) relative decreases in the value of
the sum of all other imports from the CMEA countries.

Information on the extent to which the geographic reorientation
of Polish foreign trade has been taking place is provided by the ex-
amination of changes in the quantities of some 30 imported basic
raw materials and intermediate goods measured in physical units.
The shortages of this group of products drastically limited industri-
al production and were responsible for work stoppages and unused
productive capacities. Statistics are available with division into so-
cialist and other countries only. It is, therefore, possible to examine
only the extent to which Poland has been able to substitute import
from all socialist countries for that from other countries.®

During the period when production was declining between 1978
and 1982 total import decreased in the case of 24 and increased in
the case of 6 commodities. During the period of recovery, from 1983
to 1986, total import decreased in the case of 16 and increased in
the case of 14 commodities. In 1986 the import of 24 commodities
was below the 1978 level and it was above that level only in the
case of 6 commodities.

The following summary of cases is useful to examine the extent
of substitution taking place in 1978-82, 1982-86 and during the
whole period 1978-86:

1978-82  1982-86  1978-86

One source only (increase) 1 1 1
Increases in import from both sources 1 6 1
Increases in import from, socialist countries greater than or equal to decreases in import from
nonsocialist countries (more than complete or complete FTLIR (1111101 OO oseot 4 3 2
increases in import from socialist countries insufficient to compensate for decreases from
nonsocialist countries {incomplete substitution) 14 4 18
Decreases jn import from both sources 9 1 6
Increases in import from nonsocialist countries not sufficient to compensate for decreases in
import from socialist countries (incomplete reverse substitution) 1 4 2
Increases in import from nonsocialist countries greater than or equal to decreases in import
from socialist countries {more than complete o complete reverse [T 1711111 — 0 5 0
Total number of cases. 30 30 30

This group of commodities does not include all raw materials and
intermediate goods that are imported but it can be accepted as rep-
resentative of all imports of this nature. These are essential pro-
ducers’ goods and their reduced import had to restrict industrial
production. Only in a few cases (two for the period as a whole) it
was possible to effect a complete substitution of imports from so-
cialist countries for decreases in import from nonsocialist coun-
tries. In most cases only an incomplete substitution was possible,
very often leaving quite a big gap. There were cases where import
decreased from both sources (six for the period as a whole) and
cases where the process of substitution was reversed, i.e., increases
in imports from non-socialist countries. The latter cases appear
during the period of reconstruction of 1982-86 (nine in both groups
together).

9 Table on “Import of Selected Raw Materials and Intermediate Goods” available from author
upon request.
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The selected 30 commodities are relatively homogeneous. They
can be measured in physical units and they are reported in this
way in Polish statistics. The same calculations cannot be made for
components, spare parts and machines. In some of these cases
there are no substitutes for Western imports of the required speci-
fications and quality. If the policy of geographic reorientation of
trade has not been successful in the case of homogeneous goods
where substitution is physically relatively easy, it must have been
even less successful in respect of the other producers’ goods. On the
other hand, it is hecessary to take into consideration that the
policy was introduced when the 5-year plans for 1981-85 had al-
ready been in implementation in the Soviet Union and other
CMEA countries and, moreover, at the time when all those coun-
tries experience considerable difficulties not only with expanding
but even with maintaining levels of production. A more careful co-
ordination of plans in 1986-90 could have created better results in
respect of the reorientation of trade. The data for 1986 (see footnote
9) do not, however, show any visible improvement. It can be expect-
ed that the well known shortages of fuels, raw materials, interme-
diate goods, modern machines and higher quality products in gen-
eral with the bloc will continue to limit the success of the policy of
geographic reorientation of trade. Further expansion of national
product in Poland will continue to depend on the possibility to
secure sufficient quantities of necessary imports from the West.
This, in turn, will depend on the ability to expend export in this
direction.

Between 1978 and 1982 an attempt was also made to maintain
the highest possible level of the import of necessary producers’
goods by a more sever reduction in other imports. The proportion
of imports for production purposes increased from about 64 percent
before the crisis to 68 percent in 1979 and 1980, exceeded 71 per-
cent in 1981-82, reached its highest proportion of about 78 percent
in 1984 and it is about 72 percent at present. This increase in the
share of fuels, raw materials and intermediate goods has been
achieved at the price a very drastic reduction in the share of im-
ports for investment purposes. (See Table 6.)



TABLE 6.—IMPORTS ACCORDING TO USE AT CURRENT PRICES

[Percent Share of Total Import)

Import

1984 1985 1986 1987 1988
Total 1 o Totd | N Tt | I Total | N Totad | 1

1970 1975 1979 1980 1981 1982 1983

For production purposes

64.2 636 683 680 719 713 702 778 775 783 763 710 755 685 764 604 713 742 700 719 733 696

For investment

169 245 187 173 112 97 94 89 100 75 101 109 90 111 118 105 121 127 110 122 135 102

For consumption by the population
Unclassified

157 88 109 112 115 159 151 119 119 119 125 118 132 152 116 188 143 123 160 143 123 175

Total Import

39 31 21 35 59 31 53 14 6 23 11 9 23 §2 2108 17 O 20 16 9 27
100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Sources: G.US., Rocznik statystyczny, Warsaw: 1982, p. 320, 1986, p. 373; Zycie gospodarcze, No. 6, 1985, p. 14; No. 7, 1986, p. 11; No. 8, 1987, p. 11; No. 7, 1988, p. 11; No. 24, 1988, p. 14.
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In this way even a deeper reduction in the current level of pro-
duction was probably avoided, particularly in 1981-82. This policy
could have helped to increase the level of production perhaps in
1983 and 1984. However, in the long run it must have become coun-
terproductive. It has secured increases in the supply of fuels, raw
materials and intermediate goods but it has prevented the process
of modernization and restructuring of the economy and even made
the replacement of used up machines and equipment impossible. It
has, therefore, given priority to increases in the quantity of avail-
able producers’ goods over the task of reducing their use per unit
of output. It reflects the same wrong priorities as those that are re-
vealed in the current Polish investment policy and, together with
that policy, is probably partly responsible for the stagnation of the
economy.

The share of imports for investment purposes has remained low,
particularly in trade in hard currencies (Second Payments
Region—II) and this reflects the priority for the purchases of in-
vestment goods from socialist countries. This policy has, undoubted-
ly, been induced, at least partly, by the acute shortage of hard cur-
rencies and the necessity to use some of them for the necessary
consumption goods, especially since 1986. (See Table 6.) It could,
however, have some serious adverse longrun effects. A similar
policy of importing a larger part of machines and equipment from
socialist countries than from the West, which was conducted even
during the investment drive of the 1970’s,1° has been responsible
for the very high fuel- and material-intensity and technological
backwardness of the Polish economy. This is another cause of the
present stagnation. It probably tends to make greater increases in
the import of fuels, raw materials, and intermediate goods neces-
sary and makes the expansion of profitable exports of modern
goods more difficult.

4. EXPORT PERFORMANCE AND THE BALANCE OF PAYMENTS

Between 1978 and 1982 total export in constant prices declined
by about 10 percent. Export to socialist countries declined by only
about 4 percent and export to nonsocialist countries by almost 16
percent. In 1987, total export was about 20 percent above the 1978
level, export to socialist countries about 38 percent, and export to
nonsocialist countries about 2 percent. (See Table 4.) Priority was
given to the protection of exports to socialist countries during the
period of crisis and to the expansion of these exports during the
period of recovery, although the indebtedness situation would have
suggested the reversal of these priorities. The hard-currency debt
increased from $25.1 billion at the end of 1980 to $39.2 billion at
the end of 1987 while the nonconvertible currencies’ debt increased
from 1.4 billion to 6.6 billion transferable rubles during that period.
This has happended despite a positive balance of trade in hard cur-
rencies, which has been maintained since 1982 mainly by severe
limitation of imports, and a negative balance in nonconvertible cur-
rencies. (See Table 7.)

1°Zbig;§i§w M. Fallenbuchl, East-West Technology Transfer: Study of Poland 1971-1980, Paris:
OECD, 1983.



TABLE 7.—POLAND‘S BALANCE OF PAYMENTS

1970 1975 1980 1981 1982 1983 1984 1985 1986 1987

A, In socialist countries’ currencies (miltion transferable roubles)

Merchandise export 2,070 4,365 6,188 5125 6,839 1,542 8,534 9,073 10,147 10,665
Merchandise import —2221 —4208 700 1206 —1532 —8440 —9518 —10303 —11,049 11219
Balance —15 157 —832 —1581 —693 —898 —984 1230 -902 —554
Export of services 225 293 518 5089 615 721 112 898 1,034
Import of service —68 —180 -338 -358 —333 —452 —580 —579 —641 ...
Balance 157 113 180 150 282 275 192 319 K1 J—
Transfers received 0 0 0 8 12 13 14 16
Transfers paid 0 0 0 -7 ] -1 -1 -8
Balance 0 0 0 al 7 6 7 8
Interest received 0 0 | J— 1 30 127 13
Interest paid 0 —23 -2 —51 —116 114 —159 207
Balance, 0 -2 -0 —5§4 —109 —84 -142 —194 —203 —254
Balance on current account 0 247 —675  —1454 —513 -101 —921  -1097 =711 —423
Medium- and long-term credits received 45 —248 ~203 475 79 —al04 —15 111 355 n
Medium- and long-term credits granted -23 -23 -2 -9 92 24 30 32 38 29
Short-term credit—balance —22 45 788 1,200 700 200 1,0008 700 495 344
Financial operations 0 45 0 0 37 63 68 113 KK J——
Changes in bank accounts 0 —68 133 =212 -237 518 —164 141 -210 21
Refinanced credits 0 0 0 0 0 0 0 0 | J—
Capital account and settiements balance 0 —249 675 1,454 513 701 927 1,097 711 423
Gross debt (bilion transferable roubles) 6 4 14 31 37 38 48 56 6.5 6.6
Net debt (billions transferable roubles) 4 2 1.2 29 34 35 435 53 6.3 6.3

B. In convertible currencies (million U.S. doilars)
Exports of goods 1,300 4,367 1,957 5,481 4,974 5,402 5828 5,768 6,226 6,920




Import of goods ~1200 7349 8743 —6231 —4616 —4317 —4372 4590  _5108 5878
Balance 100 —2982 —1786 —1750 358 1,085 1,456 1,174 1,118 1,042
Export of Services 175 512 950 645 491 639 552 585
Import of Service —150 =512 —1,081 —504 407 —-607 —618 —602
Balance 25 60 —131 141 84 72 —66 -17
Transfers received 75 2711 11146 11,288 416 622 852 1,162 1,348
Transfers paid 0 0 —491 633 —98 —27 -390 -398 —404
Balance 15 271 655 655 318 375 462 764 944
Interest received 30 131 170 86 161 183 168 183
Interest paid -50 =512 2456 —a2273 1862 —1591 —alaM8 I— 1,767 31169
Balance —50 —482 2325 2103 1776 —1430 —1065 — 1,599 —986
Balance on current account 150 3133 2587 205 —1,016 62 187 322 996
Medium- and long-term credits received 0 2,650 3,045 1,751 —944 2081 3084 —2491 _6587
Medium- and long-term credits granted -50 -120 -163 -422 -5 —69 ~176 -9 —253
Short-term credits --25 693 -720 —839 86 .M 37 252 119
Financial operations =25 —-120 —164 —448 -1 —242 —634 —427 ~305
Changes in bank accounts -50 30 589 236 -100 48 132 421 —62
Refinanced credits 0 0 0 1,778 2,050 2,208 2,938 1,932 6,092
Capitol account and settlement balance —150 3,133 2,587 2,056 1,016 —62 —1787 —-322 —996
Gross debt (billion U.S. doflars) 11 8.4 25.1 25.5 2248 26.4 268 293 335 39.2
Net debt (billion U.S. dollars) 8 1.7 237 4.1 2235 25.2 25.5 28.1 321 379

! These figures include aid from CMEA countries; $131 in 11980 and $327 in 1981.
2 Without unpaid interest on credits guaranteed by the bovemn,
3 Without unpaid interest which was $845 million in 1985 and §$1

ts which were neither paid not formally rescheduted.

Sources: G.U.S., Rocznik statystyczny handlu zagranicznego (Statistical Yearbook of Foreign Trade), 7983, pp. 73-74, 1987, p. 81; Zycie gospodarcze, No. 12, 1988, p. 8

360.

UN., Economic Survey of Europe in 1987-1988, New York 1988, p.
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The official Polish balance-of-payments statistics in hard curren-
cies show positive balance on current account in the years 1983-86
by excluding unpaid interest payments which were added to the
debt. They amounted to $845 million in 1985 and $1,685 million in
1986. Taking these amounts into consideration the deficit on cur-
rent account was $523 million in 1985 and $689 million in 1986.11

The Polish economy has not been able to create a sufficient sur-
plus of hard currencies in order to service the debt and to secure
necessary imports, without which national product cannot increase
more rapidly, because the possibility to expand export of fuels and
raw materials is limited and the expansion of the export of manu-
factured goods requires some far-reaching changes in the structure
of the economy and improvement in the efficiency of not only the
foreign trade mechanism but of the entire economy.!?

Data presented in Tables 7 and 8 suggest some basic structural
weakness of Polish exports. The coal mining is now unable to
expand its output. The net product of the fuel and power in 1986
was equal to only 52.8 percent of its 1978 level, the volume of its
export to 82 percent (export to socialist countries 107.5 percent and
that to nonsocialist countries 70.4 percent). Although the volume of
export of the metallurgical industry in 1986 represented 116.5 per-
cent of the 1978 level (157.3 percent in trade with socialist and 97.2
percent in trade with nonsocialist countries), its net products repre-
sented in that year only 78.5 percent of the 1978 level. The indus-
try is heavily fuel intensive and its future expansion encounters,
therefore, consideration difficulties. To some extent the same limi-
tation applies to at least some parts of the chemical industry.

\ TABLE 8.—STRUCTURE OF EXPORTS

[SITC classification, current prices]

1978 1979 1980 1981 1982 1983 1984 1985 1986

Total eXPOMS vvrovccsesssnrimssrarneness 1000 1000 1000 1000 1000 1000 1000 1000 100.0
CMEA COUNTIES ..vvvveveeseerneessmcemssnssssnasnseses 530 578 533 457 500 513 490 488 46.6
Other socialist COURRKES..........erremrrrereeeree 31 31 2.6 2.8 36 34 41 6.0 13
Developed countries ........ . 311 344 30 326 325 346 347 39
Developing countries 8.0 97 145 138 128 123 105 122

Food beverages, tobacco ........... 19 11 6.7 6.1 6.3 13 79 8.2 8.7
CMEA COUPTIBS ecocreoncnresconernsasssssssssasss 18 19 13 8 11 13 1.5 1.6 16
Other socialist countries. 1 1 1 0 2 4 2 2 2

Developed countries ... 57 50 49 49 46 51 56 59 66
Developing countries...... 8 R 4 4 A 5 6 5 3

Raw materials .. 45 46 5.0 6.7 58 59 6.8 14 6.7
CMEA COUIES........ 12 12 12 12 13 14 13 13 14

QOther socialist countries. 1 1 1 2 3 5 4 k) 5
Developed countries ....... . 29 3.0 3.2 43 3.2 32 42 44 36
Developing countries....... 3 3 5 1.0 10 8 9 11 14

Mineral fUelS ....ooo.evverssereceess 156 150 142 105 154 174 175 167 132

1A fulEl: Ex:accounl: may be found in this volume in William Kunkle’s paper on balance of pay-
ments in EE.

1z W, Trzeciakowski. “Reforma, restrukturyzacjam zadluzenie” (The Reform Restructuring In-
debtedness), Handel zagraniczny, No. 8, 1987, pp. 3-1, 29.



119
TABLE 8.—STRUCTURE OF EXPORTS—Continued

[SITC classification, current prices]
1978 1979 1980 1981 1982 1983 1984 1985 1986
CMEA countries 6.7 5.8 45 29 5.7 11 6.6 5.1 4.6
Other socialist countries. 1 1 1 1 3 1 3 2 3
Developed countries ... 8.1 84 8.3 6.6 83 9.1 96 9.3 6.9
Developing countries R 1 13 9 11 11 10 11 14
5.4 48 5.5 5.1 48 5.6 6.1 6.1 6.4
35 31 33 2.7 2.8 33 3.2 30 31
Other socialist countries.. 3 2 2 2 2 3 6 6 b
Developed countries ... .11 12 1.5 19 1.4 1.6 18 21 2.2
Developing countries ............ceoo..... 5 3 k] 3 0.4 4 5 4 5
Machines and transport equip-
(11| S 418 40 81 436 40 46 386 394 348
CMEA countries 312339 317 282 291 289 26 290 255
Other socialist countries... 18 21 15 13 18 11 13 22 26
Developed countries .... 5.7 41 5.7 16 6.3 47 41 3.5 38
Developing countries .... 29 33 4.2 6.5 6.8 6.9 56 4.7 29
U8 B9 B5 80 BT 22 8l 22 302
136 119 112 99 100 93 8.8 88 106
7 5 J 1.0 8 10 13 2.2 3l
Developed countries ..... 8.1 88 108 117 8.8 88 9.3 9.5 108
Developing countries .... 24 27 28 5.4 41 31 37 21 5.7

Sources: G.U.S., Rocznikk statysyczny handiu 2agranicznego, Warsaw, 1980, pp. 47-48; 1981, Pp. 49-50; 1981, pp. 49-50; 1984, p. 63; 1986,

pp. 77-78; 1987, pp. 77-78.



TABLE 9.—COMPOSITION OF EXPORTS ACCORDING TO SECTORS OF PRODUCTION

[Current prices)

1981 1982 1983 1984 1985 1986 1987 June 1988
Value Porcet Value Percent Value Pescent Value Percent Value Percent  Valie Percent Value Percent Value  Percent

A. First payments region (million roubles):

Total exports 5725 1000 6,839 1000 7542 100.0 8534 1000 9,073 100.0 10,147 100.0 10,665 100.0 5513 1000
Fuels and power 36 64 780 114 1041 138 819 103 717 79 954 94 1013 95 437 79
Metallurgical industry 20 47 301 44 453 60 384 45 336 37 619 61 640 60 170 3l
Engineering industry 3504 612 3973 598 435 578 5155 604 5634 621 58715 5719 6164 518 3346 607
Chemical industry 515 90 602 88 709 94 768 90 817 90 94 95 1024 96 531 96
Mineral industry 23 04 2 04 3B 05 51 06 64 0.7 61 06 53 05 28 05
Wood and paper industry 57 10 68 10 5 07 59 07 77 08 8 08 9% 09 46 08
Light industry 550 96 588 86 400 53 444 52 490 54 568 56 587 55 285 52
Food processing industry and agriculture 15 20 1711 25 226 30 265 31 3 36 426 42 491 46 192 35
Construction %3 46 280 41 211 28 435 51 51 57 58 52 4271 40 39/ 11
Other* 63 11 49 07 52 07 9% 11 98 11 7107 170 16 8 16

B. Second payments region (million U.S. dollars):

Total exports 5481 1000 4974 1000 5402 1000 53828 1000 5768 1000 6226 1000 6920 100.0 3361 100.0
Fuels and power 7840 143 1005 202 1210 224 1364 234 1280 222 1102 177 1259 182 511 129
Metallurgical industry 658 120 537 108 N3 132 758 130 744 120 585 94 692 100 585 148
Engineering industry 1677 306 1383 278 1361 252 1259 216 1,148 199 1438 231 1426 206 910 230
Chemical industry 554 101 458 92 481 89 606 104 669 116 635 102 768 111 461 116
Minera! industry 82 15 5 11 54 10 70 12 6 12 8 14 18 1.7 68 17
Wood and paper industry 208 38 139 28 167 31 175 30 179 3l 224 36 263 38 205 52
Light industry 428 78 308 62 286 53 309 53 363 63 417 67 57 82 30 78
Food processing industry and agricuiture 647 118 597 120 735 136 833 143 883 153 1227 197 135% 196 731 185
Construction 351 64 418 84 330 61 297 51 288 50 324 52 283 41 102 26
Other* 92 17 74 15 65 12 157 27 145 25 187 30 188 27 18 19

3 Calculated as residuals in every column. ) .
Own calculations based on total export and total import to the two payments regions as given in the balance-of-payments statistics which differ from trade figures in roubles and dollars. For 1981-83 shares of sector for “CMEA countries” instead
of “first region” and “other countries” instead of “secon region”.

Sources: G.U.S., Rocznik statystycan{ handiu zagranicznego (Statisticat Yéarbook of Foreign Trade), Warsaw, 1986, p. 13; 1987, p. 13; ycie gospodarcze, No. 6, 1985, p. 14; No. 7, 1986, p. 11; No. 8, 1987, p. 11; No. 7, 1988, p. 11; No.
27, 1988 and, p. 14; No. 32, 1988 p. 11.
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So far the restructuring of Polish exports, especially to nonsocia-
list countries has taken place without a restructuring of produc-
tion. It has been effected at the expense of the domestic market to
the point that the shortages of fuels, raw materials, and intermedi-
ate goods, caused by exporting them, adversely affect production,
including the production of some exportables, and the shortage of
consumption goods discourages improvements in productivity and
generates social and political tensions and strikes,

The expansion of export, especially to nonsocialist countries has
also been restricted by systemic factors. The following modifica-
tions in the foreign trade mechanism have been included in the
program of implementation of the so-called “second state of eco-
nomic reform” or have been introduced approximately parallel to
it:

(1) A decree facilitating the obtaining of concessions for indi-
rect involvment in foreign trade and a decision of the minister
of foreign trade exempting 20 items in import and 78 items in
export from the requirement of obtaining a concession;

(2) The elimination of obligatory use of specific Foreign
Trade Organizations (FTO’s) in respect to export to the second
payments region, except in the case of some commodities desig-
nated as particularly important for the national economy, and
in respect of import financed from the enterprises’ own re-
serves of foreign currencies;

(3) The creation of a special export restructuring fund in
order to improve the profitability of the production of exporta-
bles included in structural changes and of the export of food
and agricultural products in connection with which the use of
the administratively determined official prices would be intro-
duced in 1988;

(4) A decrease in the proportion of imports from the second
payments region which are financed centrally and an increase

in the proportion of imports financed in the decentralized way
up to about 38 percent already in 1988; a modification of the
foreign exchanges retention accounts for the exporters, intro-
duced already from the beginning of 1987 and introduction of
“foreign exchange auction for specific purposes”;

(5) Tax allowances for the enterprises involved in export ap-
plying to both tax on the above of the norm payments of wages
and income tax;

(6) The determination of the rate of exchange at the level
which would ensure profitability to at least 80 percent of total
export, separately for the first and the second payments re-
gions; a reduction in the use of price equalization mechanism
used to compensate for differences between the prices actually
paid for imports, or obtained for export, and the domestic
prices; and the increased use of transaction prices in connec-
tion with tradables; and

(7) The elimination of surcharges on exports and imports and
the introduction of a comprehensive tariff schedule as from the
beginning of 1989 which would be used as the only instrument
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for the export inducing restructuring of the economy for the
acceleration of technological progress.!?

Some of these measures were supposed to be introduced at the
beginning of the economic reform in 1982. After a clear regress in
the years 1983-86 they were introduced in 1987 and 1988 or are
going to be soon introduced. They should increase the flexibility of
the system by reducing the monopoly power of FTO’s, improve
somewhat rationality of the calculation of profitability in foreign
trade and create stronger incentives to expand exports. The results
may not, however, be fully satisfactory. The system of foreign trade
that has been in operation during the last 5 years is a specific mix-
ture of traditional and new features of both market and adminis-
trative nature. The measures which have now been introduced, or
are going to be introduced, increase the proportion of new features
in the total mix, but some of them are still of adminsitrative
nature and they are not opening the economy. There is still room
for incompetent manipulations with tax allowances, prices, rate of
exchange and special privileges which may prevent the expansion
of exports as has been the case until now.14

Moreover, “the introduction of the reform by itself does not
create sufficient conditions for the expansion of export, although
without it it would not be possible to reduce Poland’s debt or even
to service it.” It is also necessary to effect an export-inducing re-
structuring of the economy and in this field” the last 5 years have
been wasted.®

5. PRODUCTIVITY

Some indication of the present level of productivity can be ob-
tained by comparing changes in the level of Produced Net Material
Product (PNMP) at constant prices with changes in employment
and gross capital stock. (See Table 1) In 1987 the PNMP in the
economy as a whole represented 94.6 percent of its 1978 level. Em-
ployment in that year was equal to 95.5 percent of its 1978 level.
And gross capital stock in 1986 was equal to 131.5 percent of its
1978 Ievel and undoubtedly increased further in 1987.

These statistics imply a reduction in labor productivity and even
a greater reduction in capital productivity in comparison with the
precrisis situation which was far from satisfactory. As has, howev-
er, been mentioned in section 1, all value calculations at constant
prices suffer from a considerable degree of inaccuracy caused by
the very rapidly changing rate of inflation, the effects of which are
difficult to eliminate. The decline in labor productivity can, there-
fore be quite deeper. On the other hand, capital stock is measured
as a gross concept. A large part of it has been used up and there is
a problem with its reevaluations lagging behind increases in prices
at which output is calculated. For those reasons nothing is gained
by calculation more sophisticated measures of productivity. They

13 M. Deniszczuk, “Drugi etap czy kolejna runda?” (The Second Stage or Another Round?).
Handel zagraniczny, No. 2, 1988, pp. 3-4.

14 M. Gorynia, W.J. Otta, “Czy przediebiorstwa musza eksportowac?”’ (Do the Enterprises
Have to Export?), Zycie gosgodarcze, No. 9, 1988, p. 9.
13‘5 M. Krzak, “Poczatek drogi” (The Begining of the Road), Zycie gospodarcze, No. 10, 1988, p.
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would be equally inaccurate as a simple comparison of the rates of
growth.

A low productivity of labor and capital has to be accepted as an-
other cause of stagnation, beside the balance-of-payment difficulties
connected with the inability to expand profitable exports to the
West, which has contributed to the difficulties,!¢

TABLE 10.—CONSUMPTION OF SELECTED BASIC MATERIALS IN THE ECONOMY
(Rates of growth of physical quantites]

1986 as
1978 1979 1980 1981 1982 1983 1984 1985 1986 m}!

Produced net materials
od —60 —~120 -—55 6.0 56 34 49 928

63 -91 17 4 2.4 22 -3 1032
-9 29 59 149 214 40 163 1781
—-15 —86 —108 —23 _—¢4 31 05 780
40 46 1.1 32 19 41 35 1215
-15 —139 —102 b 35 8 25 827
—-44 232 137 150 112 111 —-38 1181
-35 -208 —111 288 6.0 57 23 %3
=92 254 -6 —40 158 9.6 64 687
84 —140 -—38 102 134 2.6 32 1152
10 -55 —90 128 33 -13 46 921
—46 188 2.3 6.2 24 144 11 650
—96 -1l —106 220 -51 —25 _g5 66.3
LI -118 111 15 —-110 95 167 1044
-1 719 78 143 _55 _g2 8 802

Sources: GU.S., Rocznik statystyczny (Statistical Yearbook), Warsaw, 1982, p. 160; 1987, p. 205.

The 1986 level of the use of electric power was 121.5 percent of
- its 1978 level, the 1986 level of the use of lignite (brown coal) was
178.1 percent and the 1986 level of the use of coal was 103.2 per-
cent. These statistics suggest an increase in the fuel intensity of
production. When the amounts of fuels, including natural gas, oil
and oil products, used by the economy are presented in the conven-
tional energy units, the total consumption of all fuels per unit of
PNMP increased from 1.631 in 1978 to 1.929 in 1986 and 1.987 in
1987.17 It is not only much higher than it was before the crisis but
it is still increasing.

The structure of the economy is the first reason for its high fuel
intensity which is, depending on the methodology applied, about
three times higher than in the developed countries.'8 A more rapid
expansion in the expansion in the production of consumption good
than producers’ goods would lead to a reduction in fuel intensity.1?

More than 22 percent of the PNMP is produced by seven indus-
tries with a relative energy intensity that is higher than one (e,
those which have a larger share in the use of energy than their
share in the production of PNMP). These are the iron and steel in-

18 Details in Table 10.

17 A. Szpilewicz, “Gospodarka paliwami i energia w roku 1987: duzo i drogo” (The Use of Fuel
and Power in 1987: A Lot and Coetly), Zycie Gospodarcze, No. 7, 1988, p- 5.

18 8. Pasierb, “Jak dlugo racjonaliczacja zuxycia energii &liostaje tylko szansa?”’ (For How
I_ongBWﬂQI 8Iéhe Rlastionalimtion of the Use of Energy Remain y a Chance?), Zycie gospodarcze,
No. 18, 1988, p. 15.

'°Table on “Investment Outlays in Socialist Industry (Constant Prices)” available from
author upon request.
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dustry with relative energy intensity of 8.97 in 1985, the building
materials industry (2.78), the chemical industry (2.31), the fuels in-
dustry (1.95), nonferrous metallurgy (1.87) and the glass industry
(1.54). Because of the very high energy intensity of the iron and
steel industry, all those industries which use large quantities of its
products as their inputs, such as ship building or construction of
heavy machinery, have a high indirect energy intensity.2°

Since the beginning of the crisis in 1979 no significant attempt
has been made to modify this structure. The lack of investment
funds is usually given as the main reason. However, investment
outlays on these seven particularly fuel-intensive industries, the
share of which declined from 37.4 percent of all industrial invest-
ment outlays in 1979 to 29.1 percent in 1980 and 22.1 percent in
1983, have again started to grow. Their share increased to 25.8 per-
cent in 1984, 27.6 percent in 1985 and 28.3 percent in 1986.

The second reason for the high fuel intensity of the Polish econo-
my is the use of outdated highly fuel-intensive technologies, par-
ticularly in the production of steel and cement. The third reason is
a very high proportion of used up capital and a rapidly progressing
process of decapitalization.?! In 1985 about 34 percent of all ma-
chines and equipment in the national economy should have already
been replaced. In industry the proportion was 45 percent.22 The
fourth uses a very high proportion of solid fuels, which are rela-
tively inefficient and from 10 to 25 percent of the excessive fuel in-
tensity can be explained by this factor.?*

However, the least equally important as the above structural and
technological factors is the lack of economic motivation and pres-
sure to economize fuels and raw materials. The economic reform
has had so far no impact on enforcing the introduction of the fuel-
intensive technologies, machines and equipment, it has not made it
necessary for the enterprise to reduce costs in order to maximize
profits or simply to survive, and it has not encouraged the produc-
tion of more energy- or material-efficient machines and equipment.
The monopolistic structure of industry, the sellers’ market, a nega-
tive real rate of interest, still relatively low prices of fuels and
power despite recent upward price adjustments, partial rationing of
fuels and scarce materials, the use of subsidies, individualized tax
exemptions and other privileges do not create an economic pres-
sure for a reduction in costs and create obstacles to an improve-
ment in the rational location of scarce inputs.?*

In this way the lack of a sufficiently far-reaching economic
reform is one of the main causes of stagnation. Faced with very
short supply of fuels, power and materials, as well as with limited
quantities of capital and smaller increases in labor than in the
past, the economy will not grow at a satisfactory rate until all
these systemic obstacles are removed and replaced by the operation
of market forces. The program of the second stage of reform is not
going to remove these obstacles because, as one of its outspoken

20 7. Rozewicz, “Energochlommosc: przyczyny i co dalej?” (Energy-intensity: Its Causes and
Whatl g\fs‘xt?), Zycie gospodarcze, No. 9, 1988, p. 8.

21 7

22 3.U.S. Rocznik statystyczny (Statistical Yearbook), Warsaw, 1987, p. 200.

23 Pasierb, op. cit.

24 Rozewicz, op. cit.
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critics in Poland, Prof. C. Jozefiak, has recently stated, “this pro-
gram maintains the philosophy of the state steering of the alloca-
tion of physical streams of inputs, regarding financial streams as
secondary, and this is the essence of the ‘mistakes and deforma-
tions’ in our economy during the last 40 years.” 25

6. INVESTMENT, RESTRUCTURING AND MODERNIZATION

The sharp decline and subsequent relative slow growth of nation-
al income, insufficient to ensure the recovery of the 1978 level by
1987, and a positive balance of trade since 1982 have imposed a
severe limitation on the share of net capital formulation (accumu-
lation) in the Distributed Net Material product (DNMP) and, there-
fore, on the rate of growth of and investment outlays. Comparisons
of the share of net capital formation in various years are difficult
because of changes in prices. Measured in the “constant 1982
prices,” which overstated investment, the share in 1980 was 25.6
percent. It declined to 20.7 percent in 1981 and increased to be-
tween 21 and 22 percent in 1982-84. It reached 22.6 percent in 1985
which, however, in the “constant 1984 prices” became only 19.0
percent. This share remained approximately unchanged in 1986
(19.1 percent).

In 1981 about 1,600 investment projects under construction were
stopped.2® They were the legacy of the excessively big investment
drive of the 1970’s. Many of them have, however, been again con-
tinued, usually at a very slow rate, which was dictated by the
shortage of funds but which is the worst possible policy as it ex-
tends their already long original gestation period. As expenditures
are made while the results have been postponed in this way into
the far future, a strong source of inflationary pressure has been
created with the economy. At the same time, the projects represent
an increasingly more obsolete technology. In most cases they are
highly capital-, fuel-, and material-insensitive and they are often
not geared any more to the requirements of the economy. The allo-
cation of very scarce resources for their continuation reduces the
possibility to effect the necessary structural changes, moderniza-
tion and even replacement of used-up capital in sectors which, like
the food processing and light industries, carry the burden of ex-
panding exports to the West with a rundown and largely obsolete
capital stock.

At the end of 1983 there were 1,119 stopped investment projects
with about 21 percent of their total expected value already spent.
At the end of 1984 the number declined to 863 with 19.7 percent of
the total value spent. At the end of 1985 the number was 592 with
19.1 percent spent and at the end of 1985 the number was 427 with
17.9 percent already spent.27

The policy of giving priority to investment for the expansion of
production of fuels rather than for the reduction of fuel consump-
tion throughout the economy, although the latter is less capital in-

25T, Jezioranski, “Alternatywy—4” (The Alternatives—4), a report from a conference orga-
nized by the University of Wroclaw, Zycie gospodarcze, No. 22, 1988, p. 3.

28 “Ruszyc strukture” (To Change the Structure), Zycie goiagodamze, No. 32, 1985, p. 7.

27 G.U.S., Rocznik statystyczny, 1985, p. 183; 1986, p. 192; 1987, p. 193.
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tensive 28 has also aggravated the scarcity of investible funds. For
example it has been calculated that the cost of extracting an addi-
tional ton of hard coal is under the present conditions about 3 to
3.5 times higher than the cost of economizing 1 ton as the result of
investment in the more efficient use of coal.2?

As the result of the systemic weaknesses and policy mistakes the
investment front has again become very wide, the delays in the
completion of newly started projects are very long and the total
number of unfinished projects and the amounts needed for their
completion very high. The average gestation period of investment
in the national economy which was 41.9 months in 1978, increased
to 51.4 in 1986.3°

The shortages of investment funds and the lack of an effective
economic mechanism delay the restructuring of the economy.
There has been no clear increase in the allocation of investment
funds for the development of the least energy-intensive industries,
majority of which are the producers of consumption goods, impor-
tant for the supply of the domestic consumers and play now an im-
portant role in the expansion of exports to the West. (See Table 11.)
Decapitalization is a very serious problem and so is the use of obso-
lete technologies, machines and equipment.3! At the same time, as
the result of a very drastic reduction in the purchases of foreign
licenses and cut in funds for the development of science and tech-
nology (See Table 13), technological progress has decelerated.

TABLE 11.—FOREIGN LICENSES, OUTLAYS ON SCIENCE AND TECHNOLOGY AND PATENTS

1986 as
1976 1979 1980 1981 1982 1983 1984 1985 1986 perge% of

Foreign licenses:
Active (number)
Utifized (number)

Industrial production based

licenses:

367 344 329 284 230 181 149 119 99 210
270 268 260 6 185 148 122 95 82 304

o

BION.cevveeveenressssssssserernssassonsss 46 48 50 33 23 17 12 12 10 217

As percent of industrial exports.... 9.3 48 5.3 3.6 28 2.5 19 16 1.6 30.2
Outlays on science and technology

As percent of state budget ex-

L1 42 40 33 21 18 22 22 24 32 76.2
As percent of produced NMP....... 19 20 19 17 38 R} g 10 12 63.2
Rates of growth of outlays at con-
L PN L1 SR —— _8 —10 —130 —178 —480 49 101 1842 349 65.5
Polish patents:
Registered in the country............ 2831 3661 3,891 3269 3611 3617 3532 302 2,551 90.1
Registered abroad...........o.cocceneene NA 409 43 374 211 87 236 226 NA -

Sources: Rocznik statystyczny (Statistical Yearbook), Warsaw, 1981 pp. 454, 502, 512-514; 1985 pp. 442, 445; 1986, pp. 409, 452, 455,
456; 1987, pp. 457, 459, 460.

28 A Karpinski, “Jeszcze raz o perspektywach paliwowo—energetycznych Polski” (Once More
on Poland’s Perspectives in Connection With Fuels and Power), Zycie gospodarcze, No. 24, 1985,
p. 8 Albinowski, “Pytania za 300 miliasdow” (A Question That Is Worth 300 Billion), Zycie go-
spodarcze, No. 38, 1986 p. 4.

29 P. Glikman, “Dekapitalizacja” (Decapitalization), Zycie gaspodarcze, No. 32, 1986, p. 7.

30 3.U.S., Rocznik statystyczny, 1985, p. 193.

31 Glikman, op. cit.
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It has been suggested by a group of Polish economists that the
technological gap between the advanced countries and Poland rep-
resents now 15 years and that with the existing trends it will grow
by a further 3 years every year.32

7. INFLATION

Despite central planning and all administrative controls at their
disposal it is difficult for the directors of the Soviet-type economies
to conduct effective macroeconomic policies. There is no mecha-
nism that would automatically tend to reduce the excess demand.
When it grows too far, the authorities are forced to deal with its
consequences by rationing of consumption goods and stricter ad-
ministrative allocation of inputs, accepting lines in front of stores,
bottlenecks, work stoppages caused by shortages or delays in the
supply of inputs, and the operation of the second economy as un-
avoidable. They usually concentrate on some of these consequences
only when forced by the appearance of excesses. Some adjustments
in the prices of consumption goods can be effected relatively easily
by modifications in the rates of the turnover tax. However, a major
adjustment in the price level and its structure is an enormously
complicated, cumbersome, and time-consuming exercise, which can
only be effected sporadically and to make it more or less internally
consistent, it has to affect the whole economy at once.

When the centrally administered import cuts were imposed on
the Polish economy on a large scale in the late 1970’s, the maxi-
mum level of materials, components, spare parts and machines
started to decline. The planners found it very difficult to adjust the
aggregate demand downward to the required level. Their task was
further complicated by the political weakness of the regime in
Poland. It became necessary to pacify the society by protecting con-
sumption and avoiding big price adjustments. It was also impossi-
ble to reduce expenditure on public administration at the time
when an even larger bureaucracy seemed necessary to effect a
larger volume of more strict administrative controls and the police
state was the only guarantor of social peace.

With every consecutive decline in the maximum level of real ag-
gregate supply, and an insufficient downward adjustment in the ag-
gregate demand, the inflationary pressure mounted. Some prices
were allowed to increase. This was, however, partly a hidden infla-
tion, in which price increases were hidden under the disguise of
prices for “new products,” “higher quality,” or “luxury items”
which do not affect the official price index. The rest of the infla-
tionary gap was left open in the form of a suppressed inflation with
prices which were not allowed to grow and, therefore, to help to
close it. All the consequences of this policy in the form of a growing
unspent purchasing power in the hands of population and in the
enterprises and maladjustments and disturbances in the production
processes were present.

Despite another enforced change in the leadership as the result
of the strike wave in 1980, the imposition of martial law in Decem-
ber 1981 and a half-heartedly introduced economic reform from the

32 Gospodarka swiatowa i gospodarka polski w 1987 roku, p.'44.

97-839 0 - 89 - 6
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beginning of 1982, basically nothing has changed in respect of the
ability of the directors of the economy to conduct macroeconomic
policy. The reform has not created any systemic features that are
essential for this purpose. Prices continue to be distorted and ad-
ministratively controlled, real rate of interest is still negative. Sub-
sidies, direct allocation of inputs, including foreign currencies, and
administrative controls are more important than financial instru-
ments. The system that emerged after 6 years of reforming the
economy differs in many respects from the traditional system 33
but it neither stimulates greater efficiency nor makes the adjust-
ments in the aggregate demand easier. The political situation has
deteriorated and the leaders have even less freedom of maneuver
with the introduction of unpopular measures. Partly hidden and
partly suppressed inflation coexists with big sporadic adjustments
in the price level and structure and a partly uncontrollable upward
movement in the contractual prices when they are not frozen by
the authorities.

The slowly progressing recovery of the maximum level of real ag-
gregate supply which is limited by insufficient imports, unsatisfac-
tory improvements in productivity and shortage of investible funds,
requires a very careful adjustment in the aggregate demand to
these improvements. There are, however, four main sources of in-
flationary pressure in the economy.

The first of them is the situation in the balance of payments and
indebtedness. A negative balance on current account in payments
with the second region (convertible currencies) does not represent
an inflow of new capital but inability to service the debt and it re-
duces somewhat the outflow of capital that would have occurred
otherwise. A positive balance of trade with second region exceeded
the negative balance with the first region when the latter existed
prior to 1988 and the difference increased shortages of material
goods for both consumption and production. Now the positive bal-
ance in trade in both directions exerts even a greater pressure.

The second source of inflationary pressure is the government’s
inability to balance its budget. (See Table 12.) The deficit declined
in 1983 and increased in 1984. It declined in 1985 and increased

again in 1986 and became particularly big in 1987, when it was
supposed to be completely eliminated. The situation deteriorated
because subsidies exceeded the planned amounts and the revenue
did not reach the expected level because excessively big individual-
ized tax exemptions were granted 3¢ and because of the unsatisfac-

tory performance of the economy.

33 Zhigniew M. Fallenbuchl, “Present State of the Economic Reform,” in P. Marer and W.
Siwinski (eds.), Creditworthiness and Reform in Poland, Bloomington: Indiana University Press,
1988, pp. 115-130.

3¢ Gospodarka swiatowa i gopodarka polska w 1987 roku, p. 48.



TABLE 12.—STATE BUDGET

[Bilon zity)
A AL A - B R T R 198 el aw B
Revene LI035 11504 12202 13411 23534 26290 32997 40434 (4441) 48986 (5967) 6,037
Expenditure 942 11086 12462 14656 24342 26544 33678 40786 (4592) 49525 (5967) 7,404
Balance 1093 408 260 —1245 808 —253 681 —352 (—151) —539 (4) 1 ~1400  —369
Balance as percent of expenditure...........ooooooooovoor 11.0 37 -21 -85 -33 -10 -20 -9 (~33) -11 (0) -190
Subsidies 599 677 799 953 1,249 1,136 1,430 1,600 NA 1,94 (1,893) NA (2,221)
Subsidies as percent of expenditure................ooo... 60.2 61.0 64.1 65.0 513 428 425 393 NA. 39.1 (26.7) NA,

*In 1987 prices; in 1988 prices the deficit of 1987 was calculated to be 369 billion zloty,

Sources: G.U.S., Rocznik statystyczny, Warsaw, 1981, p. 583; 1985, p. 86; 1987, pp. 107, 110; Zycie Gospodarcze, No. 49, 1986, p. 2; No. 50, 1987, p. 8; No. 2, 1988, p. 3.

631
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After the years of underfunding, at least since the beginning of
the crisis in 1979 and in some cases after the decades of neglect,
many so called “nonproductive” fields desperately require in-
creases in financing. They include, above all, health services, edu-
cation, science and technology and environmental protection. But
there are also other parts of the socioeconomic infrastructure such
as housing, transportation, warehousing, and communications
which have to be expanded and modernized. In some fields any fur-
ther delays can have truly catastrophic consequences. Because of
the low productivity of the economy, the revenue is not sufficient
to cover all the necessary expenditures, even with the use of some
very drastic fiscal measures that transfer practically all profits and
a larger part of depreciation funds to the central budget and do not
leave in the enterprises sufficient funds for expansion, moderniza-
tion or even for replacement of the used-up capital, and are of
course also detrimental to an increase in productivity by destroying
material incentives.

Employment in public administration has not been reduced as
the result of the reform and this can be accepted as one of the indi-
cators of its ineffectiveness. Despite a reduction in the number of
ministries and central offices and some reallocation among them,
employment in public administration increased from 135,418 in
1981 to 177,327 in 1986 35, or by 31 percent. Expenditure on public
administration, administration of justice, public prosecution, and
internal security increased from 4.3 percent of the total current
budgetary expenditure in 1980 by 6.4 percent in 1986 and expendi-
ture on national defense from 4.8 percent to 9.1 percent,3® not
taking into consideration possible changes in expenditures on these
two fields which are hidden in the accounts of other ministries and
offices.

The third source of inflation is the wide investment front, delays
in their completion and long gestation periods, particularly the
slow continuation of those projects which were started in the 1970’s
and were to be stopped. These expenditures increase the aggregate
demand while the expected increases in the aggregate supply
would come in the future. Wages are paid but they do not contrib-
ute to the production of goods on which they can be present be
spent.

The fourth source of inflationary pressure is the income policy.
So far the authorities have not been able to keep increases in nomi-
nal personal incomes within the planned dimensions. (See Table
13.)

35 G.U.S., Rocznik statysyczny, 1987, p. 512.
36 Ibid., p. 108.



TABLE 13.—NOMINAL INCOMES EXPENDITURES AND SAVINGS OF THE POPULATION
[Current prices, annual rates of growth)

1981 1982 1983 Plan 1984 Plan 1985 1985  Plan 1987 1987 Plan 1988 1988  Jan.-luy

Nominal personal incomes 315 65.8 223 (138) 17.9 17.0 223 (124) 201 (18.8) 213 (487) 65.0

Wages 210 46.2 262 (169) 1567 (19.0) 199 (13.3) 226 (147 218 (422) 539
Social payments 369 1394 193 (123) 124 (116) 131 (26.0) 233 (313) 299  (59.4) 69.2
Incomes from individual agriculture. 64.0 59.8 43 (6.1) 19 (1.2 162 (11) 138 (144) 197  (48.2) 834
Expenditures on goods and services 201 68.9 310 (164) 199 (17.5) 185 (16.8) 234 (a0 303 (554) 511
Savings (deposits and coal balances) 38.0 370 21.0 (—19.0) 160 (7.9) 305 (—441) —85*—-173) —80 (345) 1585
Cash balances. 379 50.5 196 (-9.8) 148 (119) 20(-213) —208 (134) _53 (118.7)  206.4
Sources: GUS., Rocznik statysyczny (Statistical Yearbook), Warsaw, 1987, pp. 1136-137; Zycie gospodarcze, No. 5, 1986, p. 15; No. 6, 1987, P. 15; No. 5, 1988, p. 11; No. 26, 1988, p. 11; No. 31, 1988, p. 11.
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Shortages of goods and services have resulted in the appearance
of forced savings. They are shown partly as increases in the depos-
its in banks and partly as cash balances. The latter are particular-
ly dangerous from the point of stability in the market for consump-
tion goods as they far exceed reserves in trade and the ability of
producers to expand their output. A decline in cash balances in
1987 occurred in the last quarter of that year as the result of the
government’s announcement of proposed big price increases. The
increase in cash balances in the first half of 1988 by far exceeded
the government’s expectation when the increases in nominal in-
comes, which were granted to compensate for the big increase in
the price level and adjustment in its structure, could not have been
spent because of insufficient supply of goods.

The government seems to be unable to deal effectively with any
of these four sources of inflation pressure. A reduction in the first
of them would require more successful negotiations of rescheduling
of the debt and obtaining new credits. This, in turn, requires an
improvement in the government’s reputation in the economic and
political field that would strengthen its position in relations with
Western governments, international financial institutions and
bankers. To eliminate the second source it would be necessary to
reduce expenditures on public bureaucracy, internal security, and
national defense, as well as to reduce subsidies and exemptions and
to stimulate economic growth by increasing productivity. A very
thorough revision of the investment program would be necessary to
reduce the third source. The reduction of the fourth source requires
the reestablishment of a viable workers’ representation as a neces-
sary precondition, a “social pact” between the government and the
society. By outlawing Solidarity the government lost a partner with
whom it could negotiate an income policy that the workers would
be prepared to accept. As the events of August 1988 demonstrated,
the government has to ask Lech Walesa to intervene in order to
end labor strikes in various parts of the country. This seems to be
the only effective way out from the impasse created by the imposi-
tion of marital law which has exerted an adverse effect on both
productivity and the fight against inflation.

So far the government’s policy has been to delay action on all
these fronts and to wait until the higher rates of growth would
again appear and would eliminate inflation by increases in the ag-
gregate supply. In the meantime the government depends almost
entirely on big periodic price increases effected by the central au-
thorities. These are, however, administratively determined upward
adjustments in fixed prices and new “corrected” price structure be-
comes obsolete almost at the time when, after several months of
preparation, it is finally announced. As adjustments in nominal in-
comes follow, a politically motivated mechanism is created that
pushes inflation further. The most recent such big upward adjust-
ment, the so-called price and income operation, took place in Feb-
ruary 1988 and has failed to improve the situation. Professor
Mujzel in Poland refers to these increases in prices as a “barren
inflation” which does not secure any benefits for the economy but
involves a serious danger:

If this were a necessary price that has to be paid for achieving equilibrium in the
consumption goods market, or in the market for producers’ goods, it would be possi-
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ble to calculate a balance of its costs and benefits. The market has not, however,
improved, at least not to any significant extent, while the economy is entering into
an inflationary spiral, which becomes extremely difficult to control and which
blocks the reform and the improvement of productivity.37

8. STANDARD OF LIviNG

The consequences of the crisis for the standard of living were
dramatic. In 1982 alone the cost of living index increased by 101.5
percent and, despite compensations, the statistical real monthly
wage declined almost by a quarter. The 1987 level of real wages
was equal to 84.9 percent of the 1978 level and 79.9 percent of the
1980 level. (See Table 14.) Real personal incomes declined by 19.0
percent in 1982 and their 1987 level was equal to 103.7 percent of
the 1978 level and 97.9 percent of the 1980 level. However, the de-
cline in the ratio of changes in nominal wages or nominal personal
income to changes in the official index of administratively fixed
prices does not measure the real decline in the standard of living
in a situation of great shortages of goods and services. Similarly
small improvements in statistical real wages or statistical real per-
sonal incomes do not have to reflect an improvement. Quite apart
frem the problem of whether the official index really reflects move-
ments of prices, and this is very problematic with the present rate
of inflation in Poland, there is the availability of and the access to
goods and services for the purchase of which at official prices the
consumers have sufficient cash. Many commodities and services are
unavailable, or can only be obtained as the result of considerable
efforts and long hours spent in lines before the stores. The avail-
ability may depend on personal connections, the type of employ-
ment that guarantees special privileges, better supplied internal
factory stores and cafeterias, or ability to exchange favors for
favors. In some cases additional expenses are necessary, when a
particular commodity can only be obtained in another town or in
rural areas. In other cases bribes have to be paid or some gifts are
expected. Free market prices, where they exist, are often not fully
recorded and black market prices are not included in the official
price index. Even the official prices may not be well recorded by
the index under the conditions of hidden inflation if the basket of
goods on which the index is based is small and the prices of the so
called “new products” are higher than those of the goods which
they replace or the prices for “higher quality” or “luxury items”
are not taken into consideration while the lower quality goods dis-
appear from the market. On the other hand, official statistics do
not take into consideration incomes earned in the second economy,
which according to the estimates of the National Bank of Poland
represent about 20 percent of the recorded incomes in the national
economy.38

37 Mujzel, op. cit.
38 Gospodarka swiatowa i gospodarka polska w 1987 rodu, p. 49.



TABLE 14.—COST OF LIVING, WAGES, PERSONAL INCOMES AND SALES OF GOODS AND SERVICES

1986 1987
1978 1979 1980 1981 1982 1983 1984 1985 1986 1887
as percent as nt
oipfsmt otp%?o "of"fé“%‘ afnpfsao
Cost-of-living index 8.7 6.7 g1 244 1015 231 157 144 173 260 5516 4792 7027 603.6
Nominal wages 6.3 90 134 213 513 245 163 188 204 210 4930 3989 5965 4827
Real wages -22 2.2 39 23 249 11 5 38 26 —40 884 832 849 798
Per capita nominal personal incomes 19 93 111 299 634 a8 172 20 184 NA. 5308 4376..
Per capita real persona| incomes 1 24 20 44 =197 1 19 6.3 6 NA. 959  919.
Nominal persunal incomes 8.9 g9 121 311 649 230 183 29 192 273 568.1  460.7
Real personal incomes 10 3.0 29 54 =190 16 29 11 13 11 1026 968 1037
Sales of goods and services (At constant prices) 11 33 22 —40 —148 6.5 39 24 5.0 30 1028 973 1059..
Food (constant prices) 2.5 37 4 45 =100 17 24 25 5.8 NA 1000
Alcohol beverages (constant pnces) —4.2 2.2 36 —305 65 —26 6.2 8.6 43 NA. 919
Nonfood commodities and services (CONSTANt PHICES) .ou.vveweeresssssnmssssssrnssssenrrs 14 3.2 31 60 —240 141 47 6 45 NA.  107.8

Sources G.U.S., Rocznik Statystyczny, Warsaw 1985, pp. 119-120, 127; 1987, pp. 136-137, 143.
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According to Western calculations, the rates of change of the per
capita standard of living in Poland was —0.4 percent average in
1980-85, —0.3 percent in 1986 and —0.9 percent in 1987.3% This
represents a reduction in the standard of living by 3.2 percent
betwen 1980 and 1987.

Finally, some indication as to the extent of decline in the stand-
ard of living can be obtained by comparing per capita consumption
of some selected basic consumption goods measured in physical
units:

1980 1985 1986

Meat including poultry 69.1 55.8 61.1
Fish and products (kg) 8.1 18 6.8
Fats and oils (kg) 210 2002 209
Eggs (number) 223 220 209
Mil (in liters) 262 213 280
Four grains (kg) 127 118 17
Rice (kg) 32 1.9 21
Potatoes (kg) 158 143 144
Vegetables (kg) 101 105 114
Fruits (kg) 3.1 28.9 35.7
Sugar (kg) 414 413 411
Cotton and cotton imitation textiles (by meter) 22.5 20.5 205
Wool and wool imitation textiles (by meter) 31 36 3.0
Shoes and boots (pairs) 38 35 35

The uncertainty as to whether some cormmodities that are avail-
able at a given moment would not disappear again from the
market affect the quality of life and also tend to stimulate inflation
by excessive buying of everything that is available,

The standard of living is also adversely affected by an acute
shortage of housing and by a very serious ecological situation.

9. ProspPecTS

The Polish economy has reached a stage in its development in
which an acceleration of growth and significant improvements in
the standard of living depend now, to a large extent, on participa-
tion in international trade and access to the world’s pool of modern
technology. As the recent attempts to redirect trade toward the
CEMA countries have demonstrated, there are only limited possi-
bilities for obtaining the necessary materials, intermediate goods,
machines and technology with the bloc. The economy must open up
to the world trade, finance and technology transfer but to ensure
its sustained participation it must develop profitable exports to the
West. This objective cannot be achieved unless a certain critical
mass of annual imports from the West is secured first to serve as a
primer. For this reason a more realistic rescheduling of the debt
and its partial conversion into equity, new credits and direct in-
vestments in the country are essential. This is the key to the accel-
eration of recovery and a further successful development of a

22 Research Project on National Income in East Central Europe, Money Income of the Popula-
tion and Standard of Living in Eastern Europe, 1970-1987, New York:; L.W. International Fi-
nancial Research, OP-103, 1988.
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modern economy at Poland’s level of civilization and aspirations of
its population.

The expansion of profitable exports to the West requires an in-
crease in the overall productivity of the economy, a complete over-
haul of foreign trade mechanism and policies, and a restructuring
of the economy in accordance with the requirements of internation-
al specialization. None of these tasks can, however, be implemented
without removing bureaucratic obstacles and other remnants of the
old, inefficient command system.

It is clear that the reform which has been half-heartedly imple-
mented since the beginning of 1982, including its “second stage,” is
not sufficient and that the hybrid system that it has created will
not work efficiently in the present situation in Poland. The recov-
ery and further successful growth in that country now require
some equally bold decisions like those that were made in Western
Europe after the Second World War. It is necessary to remove, as
soon as possible, various administrative open or hidden commands,
direct allocation of resources, excessive protectionism and ration-
ing, which create pathological deformations and choke the econo-
my, and to let the market force, competition and rational prices to
ensure an efficient allocation of resources, increases in productivity
and restructuring the economy.

Although the subject of the economic reforms, economic policies
and politics are outside the scope of this paper, this is where the
future of the Polish economy will be decided. If the present system
and ineffective policies are retained basically unchanged, a pro-
longed economic stagnation, civilizational degradation and a poten-
tially explosive political situation are the most likely prospects.
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SUMMARY

The Roundtable Accords set a stage for transition from commu-
nism to democrcy and market economy. The Accords are more spe-
cific on political issues, whereas the grand issue of a change of the
economic system is barely touched upon. The inability of the au-
thorities to revive the economy and implement a reform has dem-
onstrated that political support of the majority of society is indis-
pensable.

While all political ingredients of the present situation point
‘toward stability and irreversibility of the process set by the Ac-
cords, there are several potential impediments to the transition.
Poland’s emerging political economy lacks well-developed democra-
¢y and a market economy. In the absence of a market, the forth-
coming competition between Solidarity and OPZZ official trade
union may contribute to the increased militancy of the working
class. In the absence of radical reform, Solidarity risks losing its
moral capital by becoming involved in day-to-day management of
the shortages. Thus the success of transition critically hinges upon
the pace of introducing a modern economic system, which will be a
much more complex task than striking a compromise on political
reforms.

The success of political reform will irreversibly change the
nature of political and economic relations in both Warsaw Pact and
CMEA (Council for Mutual Economic Assistance). Although the dy-
namics of the transition will be largely determined by internal de-
velopments, the Western involvement through a skillful use of dip-
lomatic and economic statecraft may contribute to its failure or
success. The unique feature of the current situation is that the
active use of economic statecraft would be designed not to change

*Assistant Professor of Government, University of Maryland, College Park.
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or modify political developments but to remove destabilizing hur-
dles to the process already underway.

The truth is that our efforts have always been wasted that our work is badly re-
numerated, that nothing goes as it should. This is the result of a bad system and of
lack of freedom. On our shoulders we still feel the breath of Stalinism. This must
not go on. It all must change so that life in this country can become normal. . . .}

This is all uncharted territory. No one has yet discovered how to dismantle totali-
tarian Communist structures and replace them with representative governments
and market economies.?

INTRODUCTION

The wind of political and economic reformism blowing from
Moscow have weakened potential internal opposition to the au-
thorities’ more innovative search for a solution to Poland’s prob-
lems. Inflation accompanied by shortages of basic consumer goods,
rapidly declining real purchasing power of large segments of the
society, a dominant sense of a lack of perspectives for the improve-
ment in the quality of life have created politically explosive situa-
tions. Had the authorities succeeded in overcoming economic crisis
and stagnation, the opposition would not have been invited to
roundtable negotiations. By reversing their position on legalization
of Solidarity, the authorities publicly admitted to the bankruptcy
of their policies after the imposition of martial law.

The continued crisis brought to the surface two fundamental in-
compatibilities in Poland’s political economy in the mid-1980’s.
These incompatibilities included, first, a tolerance of diversity and
of the political opposition combined with a simultaneous rejection
of reforms that would make pluralism politically meaningful and,
second, an introduction of economic reform measures congruent
with market economy while failing to introduce market environ-
ment that would make reforms economically meaningful. As a
result, Poland’s state socialism became a caricature of both totali-
tarianism and democracy as well as of central planning and
market alike.

The roundtable negotiations between the government coalition
and Solidarity opposition, concluded on April 7, 1989, can be re-
garded as a first attempt at solving the systemic political incom-
patibility. The Accords are to begin a first phase of transition from
disintegrating totalitarianism to democracy. Its provisions calling
for democratic elections, albeit still restricted, are a promising first
step toward introducing accountability of the government to the
people. By ending the 7-year-old ban on Solidarity, which regained
the right to legal existence on April 17, 1989, and creating a new
system of government including a powerful presidency and a two-
chamber legislature, the agreement introduces important institu-
tional changes severely limiting the powers of the party-state.

The Solidarity-Government Accords are more specific on political
issues, whereas the grand issue of a overhauling the bureaucratic
mechanism of controlling the economy is barely touched. The eco-
nomic component of the Agreement focuses on distributive and

1 From Lech Walesa’s opening speech at the roundtable negotiations, Solidarnosc News, Brus-
sels, No. 127, Feb. 1-15, 1989.

2 Andrew Nargorski, “Unchartered Territory: Dismantling Communist Rule.” The Washing-
ton Post, May 30, 1989.
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welfare problems. The references to the most pressing issues such
as debt management, inflation, economic efficiency and interna-
tional competitiveness are rather sparse and general. Thus the
second incompatibility that between expanding monetization of the
economy and the administrative environment, responsible for infla-
tion and persistent disequilibria, remains to be addressed but
within the scope of a reformed political system.

The conceptual underpinning of the Accords stems from the con-
viction shared by both negotiating parties that a new economic
order, as a market-oriented economic reform referred to in the Ac-
cords, cannot be implemented without opening of the political
system. The Chinese drama seems to vindicate this approach. The
Accords attest to the collapse of policies pursued after the imposi-
tion of martial law and, on the other hand, to the authorities’
willingness to seek solution to Poland’s deeply seated economic
problems through incorporating the opposition into the political
system.

The reforms are only “a beginning of a road to democracy.”? It
remains to be seen whether this road will indeed lead to the emer-
gence of a modern political system. There are many obstacles
rooted in the systemic characteristics and a disastrous state of the
economy. The success of transition critically hinges upon the pace
of introducing a modern economic system closing the bridge be-
tween administrative economic system and instruments of market
provenance. This will be a much more complex task than striking a
compromise on political reforms. At a minimum, it will require
close political cooperation between the opposition and the authori-
ties, a lot of sacrifice and goodwill of the populace as well as exter-
nal assistance. -

The success of political reform, as outlined in the Accords, will
irreversibly change the nature of political and economic relations
in both Warsaw Pact and the Council for Mutual Economic Assist-
ance. The transition poses a great challenge to Western foreign
policy interests. Although the dynamics of the transition will be
largely determined by internal developments, Western involvement
through a skillful use of diplomatic and economic statecraft may
contribute to its failure or success.

BackGROUND: WHY A SUDDEN REconciLiATION?

The authorities’ decision in August 1988 to change Lech Walesa’s
status from that of a “private citizen,” a term recurrently used by
a government spokesman, Jerzy Urban, to a leader of the opposi-
tion was prompted by rethinking of domestic and political chal-
lenges in the context of the August wave of strikes and Mikhail
Gorbachev’s tolerance for diversity in Eastern Europe.* Yet, de-
spite favorable external environment and the deteriorating econo-
my, the roundtable negotiations were delayed for almost 6 months.
The delay was due to the new Rakowski's cabinet attempt to
pursue economic restructuring without political reform and report-

3 Ibidem.

* As the Soviet Deputy Foreign Minister, Victor Karpov, recently stated, “We are not impos-
ing any recommendations on the Polish Government, to accept or not. Those times are gone.”
Quotedy in Flora Lewis, “Moscow Steady Ahead.” The New York Times, June 7, 1989.
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edly to substantial resistance to relegalization of Solidarity among
top party officials.

The inability of the authorities to match institutional changes in
the economic system and investment policies with the twin chal-
lenges of servicing the debt and shielding personal consumption
from drastic cuts to maintain political stability eroded the econom-
ic base. As a result, the room for maneuvering through economic
concessions to selected strategic groups, the policy pursued in the
1980’s, has become increasingly limited.

The ill-conceived decision to increase prices in early 1988 com-
bined with rapidly declining availability of many consumer goods
was directly responsible for two waves of strikes, which made the
authorities more receptive to the Solidarity’s offer of an anticrisis
pact. Although the two waves of strikes were limited to a small
number of factories,> they demonstrated the growing militancy of
workers and frustration of the populace and a grand “comeback” of
Solidarity.¢ They served as a warning to the ruling elite that
reaching a compromise with a new generation of militant leaders
may be impossible. The fears were succinctly expressed by Secre-
tary of Central Committee of Communist Party Leszek Miller who
said “it is easy to imagine a wave of anarchy and chaos and the
eventual predominance of demagogues.””

However, in spite of strong arguments in favor of recognizing the
opposition, the decision was preceded by a nervous search for alter-
natives. The first wave of strikes in April-May initially prompted
the authorities to opt for the authorization solution, as exemplified
by the Sejm Act (May 1988) granting emergency powers to the gov-
ernment to accelerate the introduction of economic reform and to
restore equilibria in consumer goods markets.8 However, the
Messner cabinet, whose credibility was badly damaged by the ill-
conceived price income operation, had neither political strength
nor a program of restructuring the economic system.

The second wave of strikes in August-September triggered two
significant policy changes. First, in return for the promise of assist-
ance in ending the strikes, the government invited Lech Walesa
and his advisers to participate in the roundtable negotiations.? The
second change was the unprecedented fall of the cabinet headed by
Zbigniew Messner on September 19, 1988. In response to a call of
the Sejm’s Extraordinary Commission to Assess the Implementa-
tion of the Economic Reform for “deep changes in the cabinet” and
for incorporating the experts “who had been critical of the mode of
the reform implementation for a long time,”!° the Prime Minister

& Tn 1980, for instance, more than 700 enterprises comprised the Inter-Enterprise Strike Com-
mittee while during the August 1988 only 5 enterprises proved active. (An interview with Jacek
Merkel, member of the National Executive Commission of NSZ Solidarnosc, in Solidarnosc, No.
132, Apr. 16-30, 1989.)

8 The relegalization of Solidarity was on the top of all lists of demands of striking workers.
See Abraham Brumberg, “Poland: State and/or Societ{’," Dissent, Winter, 1989.

7 Quoted in Jackson Diehl, The Washington Post, Feb. 6, 1989,

8 The emergency law was enacted by the Sejm on May 11, 1989.

9 A meeting between Lech Walesa, who was suddenly officially recognized as the leader of the
opposition, Bishop Jerzy Dabrowski (whose presence was requested by two sides), General Czes-
lawA i . 19(88M1mste' ister of Interior) and Stanislaw Ciosek (Secretary General of PRON) was held
on Aug. 31,

1 Quoted in Polityka, Sept. 24, 1988.
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submitted a resignation of his cabinet pending on the vote of confi-
dence by the Sejm. The Sejm overwhelmingly accepted the resigna-
tion, and Mieczyslaw F. Rakowski, Deputy Prime Minister during
Solidarity period and Politburo member in charge of ideology, was
designated to form a new government.

The new goverament adopted a more aggressive posture toward
the economic reform and more confrontational stance toward the
opposition. Numerous policy declarations by cabinet members
promised a strong commitment to overhaul bureaucratic planning
and management. One of its first actions was the withdrawal from
the Sejm of the two proposed laws on undertaking economic activi-
ty and on joint ventures with foreign capital. Much more “liberal”
versions—eliminating employment limits in the private sector,
equity constraint, discriminatory taxation practices of foreign cap-
ital, etc.—in tune with the professed goal of marketization were en-
acted in December 1988.11

Because of growth potential depleted as a result of economic poli-
cies pursued in the 1980’s, the Rakowski cabinet, in which “busi-
nessmen” replaced “economics professors,” could do little to control
inflation, rapidly moving to triple-digit levels, and shortages. The
new legal framework that put an end to a discrimination of the pri-
vate sector will significantly affect the structure of Poland’s econo-
my but not immediately. In the meantime, however, shortages and
prices continued their upward movement producing the increased
social frustration. The increased imports of consumer goods in late
1988, designed to prevent violent explosions. could not be sustained
because of the shortage of hard currencies. They led to a fall of in-
ventories of raw materials and other industrial inputs to the levels
threatening current outputs. Under those circumstances, the au-
thorities fearing another wave of social unrest opted for “unthink-
able,” that is, the acceptance of the principle of trade union plural-
ism. The sudden shift prompted Lech Walesa to observe: “We are
shocked by the government’s opening.”” 12

Although the change was met with strong resistance among
some party officials, the absence of viable alternatives as well as
the support of the Army and of the powerful internal repressive
apparatus sufficed to quell a potential opposition. The approval for
legalization of Solidarity was won after a stormy Xth Plenum of
Central Committee, held in Warsaw in January 1989.13

THE SIGNIFICANCE OF THE ROUNDTABLE Accorps

The final communique of roundtable negotiations confirms the
view, shared by two negotiating parties, that without political

11 Catholic weekly Tygodnik Powszechny (Nov. 6, 1988) usually critical of the government’s
policy, noted this was a step in “the right direction.”

12 Quoted by Tadeusz Kowalik, Zycie Gospodarcze, No. 24, 1989. The official explanation that
this was because of the change in the posture of Solidarity leadership is wanting since the idea
of negotiations was first suggested by Solidarity. Lech Walesa, for instance, expressed a desire to_
talk with the authorities with no conditions attached in 1987 and 1988, and his adviser Bronis-
law Geremek called for anticrisis pact in the summer of 1988.

'3 During thig meeting General Jaruzelski, supported by two most powerful ministers General

ations.
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reform no radical restructuring of the economy would be possible.
The Accords between the government-coalition and Solidarity oppo-
sition encompassed all domains of public life in Poland. They con-
tained three major parts or standpoints on political reforms, on so-
cioeconomic policy and systemic reforms, and trade union plural-
ism. In addition, eleven annexes covering a very wide range of vari-
ous issue-areas discussed within the so-called sub-roundtables were
an integral component of the Accords.!4

What makes the agreement a very important event is that it has
institutionalized a dialogue between the authorities and the opposi-
tion representing the majority of society, as the recent elections
have amply demonstrated. This is a first step toward solving the
conflict, in a perverse way reminiscent of Madison’s Dilemma,!5
between growing diversity and freedom of expression and the ab-
sence of effective political mechanisms that would control their ef-
fects. Bringing the opposition within the confines of political
system has already contributed to depoliticization of local conflicts.
It is rather significant, for instance, that since the beginning of
roundtable negotiations the strikes have lost their political charac-
ters. The demands have been purely economic and therefore more
easily manageable.

The reform is not exactly a “beginning of a road to democracy,”
as the final communique has put it, but this is a turning point.}8
From a broader perspective of the evolution of a Communist
system in Poland, the reform promises an acceleration of processes
that have been underway for at least a decade.!” These processes,
which include ideological decomposition of communism, growing
pluralism, increased protection from lawlessness of the state, and
the increased acceptance of the rule of law have already institu-
tionalized some restraints on the exercise of political power. The
restrictions on free elections which guarantee the government-coa-
lition control of the Sejm and implicitly the office of president,
however, still prevent transfer of power to a majority “party.” 18
Yet the measures already implemented, limited as they are, consti-
tute a first step towards the emergence of a parliamentary democ-
racy commanding the people’s allegiance.

The reform promises an overhaul of the institutional vestiges of
the Communist political order. It envisages the emergence of a con-
stitutional democracy, establishing orderly political process and
limiting freedom in the exercise of power. One of the objectives of a

14 The annexes contain: (1) minutes from the meetings of the commission on reform of law
and judiciary; (2) on mass media; (3) the final statement of the commission on territorial self-
management; (4) on the associations; (5) recommendations of the commission on education, sci-
ence and technological progress; (6) recommendations of the commission on youth; (7) on hous-
ing; (8) standpoint on social problems of agriculture and other documents of the commission on
agriculture; (9) minutes from the meetings of the commission on mining; (10) the final statement
of the commission on public health care; and (11) on natural environment.

15 See The Federalist Papers, No. 10. This is clearly not a solution but the first step officially
recognizing the existence of private interests (or factions) and the necessity of channeling, in-
stead of suppressing them into the political system.

16 Dokumenty “okraglego stolu” (The Documents of “Round Table”), Warsaw, 1989, p. 4.

17 For a general discussion, Bartlomiej Kaminski and Karol Soltan, “The Evolution of Com-
munism,” forthcoming in International Political Science Quarterly (No. 2, 1990).

18 Free elections, held on June 4, were restricted to Senate and to 35 percent of seats in Sejm.
But “the next elections in four year's time must be free or none at all,” as Solidarity co-chair-
man of the table on political reform put it. (Bronislaw Geremek, “Policies for the Period of
Transition.” News Solidarnosc, Mar. 1-15, 1989.)



143

newly elected National Assembly will be to amend the Constitution
and revamp ma.ni; of the existing laws. The Accords mark a return
to the concept, that was rejected after a Communist takeover in
Poland, of separation of powers among three branches of govern-
ment, at least initially favoring the executive branch. The road to
parliamentary democracy, as depicted in the Accords, is to go
through a combination of limited parliamentarism and limited
presidential political system.

The reform includes the establishment of National Judiciary
Council, bicameral National Assembly consisting of Sejm and
Senate as well as of the powerful office of President. The executive
power is to be vested in the President, who is elected by a majority
of votes at a joint session of Senate and Sejm for a term of six
years. A candidate for the office has to be approved by one-fourth
of deputies to the National Assembly.

During transition period, the President is granted powers to act
as “national arbiter,” although his powers are not unlimited. He
may dissolve the Sejm but only when the Sejm is unable in three
months to appoint a cabinet, to pass a multiple-year national socio-
economic plan, or its legislative acts reduce constitutional powers
of the President. The President is empowered to introduce martial
law for three months. Its extension, limited to .another three
months, requires the consent of both Senate and Sejm. Although
the President has veto power virtually over all policymaking, his
veto may be overriden by a two-thirds vote in the Sejm. In addi-
tion, his powers are restricted by the provision that executive
orders, except for active actions concerning foreign policy and na-
tional security, have to be countersigned by the Prime Minister.
Thus the Accords grant significant powers to the President in order
to “assure stability of the state and decisionmaking in the case of a
prolonged deadlock in the Sejm or the Senate, or a protracted cabi-
net crisis, 19

The judiciary is to be independent. According to the Accords, the
National Judiciary Council, consisting of judges designated by a
joint assembly of Supreme Court, Supreme Administrative Court
and of common courts, is to assure independence of the judicial
branch of the government. The National J udiciary Council will rec-
ommend candidates for judges to be appointed by the President.
The independence of courts is to be backed by the constitutionally
guaranteed irremovability of judges. , _

The legislative branch of the government, the National Assem-
bly, consists of two chambers: the Sejm and the Parliament. A
functional division between them has not been clearly specified in
the Accords. The Senate. will have legislative initiative and will
control observance of human rights and of socioeconomic programs.
If the Senate opposes a law enacted by the Sejm, then it has to be
passed by at least two-thirds votes in the Sejm. The Sejm is to
retain its prerogatives in appointing a Cabinet and controlling
state budget. However, the appointment of the Sejm Ombudsman
and of the President of Supreme Chamber of Control are to be ap-
proved by the Senate.

1? Ibidem, p. 5. /

/
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In all, the reform brings about a revolutionary change in the
rules of the political system. The government will become partly
accountable to the people instead of solely to the Politburo. These
rules, however, are restricted to the very top of government struc-
ture and have yet to permeate throughout a whole system of gov-
ernance.

Poland has not yet become a parliamentary democracy as nei-
ther trade union pluralism nor considerable freedom of expression
are substitutes for comprehensive democratic institutions. Its foun-
dations are not as yet based on constitutional order and the rule of
law but on the whims of the rulers who control the state repressive
appartus. The martial law judicial legislation is still in effect and
courts and judges are not independent. The size of repressive appa-
ratus is in line with a police state. Although substantial dents in
the state’s monopoly over mass media have been made, access is
highly restricted and subject to negotiations with the authorities.2®
Although there has been some progress in granting freedom of as-
sociations, a political party cannot be legally established. Finally,
the economic system remains firmly in the administrative grip of a
vast state bureaucracy.

The political reform of government creates an adequate forum
for developing a program of radical restructuring of the economic
system. This will certainly prove to be much more daunting a task
than political reforms which could be decreed from above. The
transition from bureaucratic to market mechanism is a direct
threat to a wide range of social groups, cutting across the constitu-
encies of the Solidarity opposition as well as of government coali-
tion. These narrow interest groups will have to be sacrificed to es-
tablish a viable economy.

In contrast to the political component, the economic provisions
are general, internally inconsistent and do not devise a program of
de-etatization of the economy.2? All the major deficiencies of “real
socialism” stem not from narrow-mindedness or incompetence of
policymakers but from the fusion of the state and economy. This
fusion is accountable for shortages and rationing, economic ineffi-
ciencies, extensive patterns of patron-client interaction, corruption,
preference accorded to import-substitution orientation, etc. The
crux of the matter is that, without overhauling the administrative
mechanism in the economy, a parliamentary democracy may
remain an elusive goal for three reasons. First, galloping inflation
and growing shortages of basic consumer goods may easily destabi-
lize a transition by triggering violent explosion and a return to dic-
tatorship.

Second, since the nonreformed economic system is an invitation
to clientelism and corruption, it will sooner or later release similar
forces that have plagued Polish society for more than four decades.

20 The state sets conditions and frequency of the opposition access to television. The govern-
ment has retained a hierarchical structure limiting freedom of expression through censorship
and monopoly over rationing paper, a commodity in short supply in Poland.

21 Ope may easily identify the reasons for it. They include: a lack of historic precedent of
transforming command economy into a market economy; a rather unusual position of Solidarity
simultaneously embodying objectives of a trade union, social movement and political party; un-
willingness of Solidarity representatives to make any commitments which would affect a whole
society without public mandate; lack of economic expertise and indispensable information.
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Third, direct involvement of the state in the economy politicizes
the process of distribution of resources and makes consensus and
stability impossible. As a result, the combination of a reformed gov-
ernment with a nonreformed economic system is bound to hit
sooner or later the same limits that prompted General Jaruzelski
to start a dialogue with the opposition.

The economic provisions of the Accords have been divided into
two categories: the first, systemic, deals with change of the institu-
tional economic framework; and the second, redistributive, focuses
on modifications in current economic policy. The first category has
been divided into three groups dealing with self-management, prop-
erty rights, competition and appointment of managers. The second
includes such macroeconomic measures as a reallocation of invest-
ment to energy-saving and consumer goods producing sectors at the
expense of energy and coal mining, the changes in the budget allot-
ments in favor of housing, environmental protection, pensions, etc.

The first category is a mutually agreed declaration of intent con-
cerning the shape of a desired new economic order identified in
very general terms. The vision does not mark any significant de-
parture from the concept of the Second Stage of Economic Reform
adopted, albeit not implemented, in 1987. It promises a new eco-
nomic order based on market and self-management,22 diversity of
ownership, demonopolization, privatization and a greater reliance
on non-political criteria in personnel policies. In a marked depar-
ture from the concepts popular during Solidarity period in 1981,
direct industrial democracy based on enterprises run by workers’
council is no longer the only pillar of a new order, since the al-
ready enacted or discussed laws allow for a greater variety of orga-
nizational forms and various schemes or privatization. The rules
concerning the sale of state-owned enterprises or majority of their
ls)ﬁocks to the public are to be specified by a new National Assem-

y. :

Organizational innovations aiming at reducing the powers of ex-
ecutive branch over the economy and especially the state-owned
sector are not likely to accelerate overhauling of the administrative
economic system. The National Capital Assets Fund, for instance,
will replace by the end of 1990 the so-called founding organs which
greatly contributed to recentralization of controls over the state-
owned sector after short-lived attempt at devolving economic
powers in 1982-83. Its board of directors is to be appointed by par-
liament thus providing for some independence from the govern-
ment.?? In a similar vein, the President of the Central Bank will
no longer be a member of the cabinet. The rationing, administra-
tive involvement in price, exchange rates and interest ratesetting
as well as government contracts are to be phased out before 1991.

The inclusion of the issue of nomenklatura in a set of systemic
measures of the new economic order is rather surprising. Including

22 An interesting provision concerns the establishment of a nationwide union of self-manage-
ment activists legavlé,y empowered to assess the blueprints of legal acts concerning economic
policy and reform. Workers’ councils are also to be established in private enterprises employing
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this issue in the system reform package could be only justified by
showing that directors of state-owned enterprises are the main in-
terest group opposed to de-etatization of the economy. But this
would need to be shown. One might easily identify other more pow-
erful groups opposed to marketization, e.g., workers employed in
large obsolete plants. In addition, unless the administrative eco-
nomic system is overhauled, an enterprise is likely to fare better
with a director who, thanks to his network in the state administra-
tion, can negotiate tax rates or secure supplies of rationed goods.

Although the measures recognize that demonopolization and de-
etatization of the economy are a necessary condition for competi-
tion and market clearing prices, they offer no guidelines on how to
create a new economic order. Their discussion does not consistently
address the issue of what changes have to be made in a decision
environment of enterprises to assure their autonomy from the
state.24

It is also surprising that the negotiators have failed to address a
need to overhaul an anachronistic tax system existing in Poland.
Taxes are a very powerful tool of indirect control by the state.
They also trigger public interest in the ways that monies are spent
at local and central level, which is an important aspect of democra-
cy. The state deprived of it is usually tempted to resort to direct
controls. In addition, the inequalities in incomes, which substan-
tially increased in the 1980’s, are in part caused by the corrupted
system of tax levying and collecting. Therefore, the establishment
of modern tax system is a prerequisite to transition to a market
economy.

The systemic category seems to either ignore or contradict the
second category of recommended economic policy actions presented
in the chapters on standard of living and equilibrating the econo-
my.25 There is a conspicuous absence of guidelines on how to con-
trol prices, combat inflation, cope with the international debt, and
simultaneously marketize the economy. Indexation of wages, set at
80 percent of quarterly increases in cost of living, in supply-con-
strained economy is likely to fuel inflation and therefore make im-
possible the introduction of market clearing prices. A failure to
extend indexation to exchange and interest rates creates yet an-
other impediment to marketization by increasing price distortions.

The set of policy recommendations concerning the increased
budget expenditures on housing, environmental protection, pen-
sion, wage indexing and increased wage rates for some workers will
increase the budget deficit. It is rather unlikely that adequate sav-
ings could be made as a result of promised macroeconomic correc-
tions like a shift in investment outlays in favor of energy-saving
endeavors and consumer goods industries and cuts in defense ex-
penditure. Some Polish economists argue that they promise more

24 [t is noteworthy that neither competitive environment nor the abolishing of nomenklatura
are sufficient for a meaningful autonomy of economic actors. Other necessary conditions such as
efficient system of financial intermediation, unambiguously specified ownership rights, bank-
ruptcy, labor market are not mentioned.

5 Rather an unusual set of characteristics of the actors participation in the negotiations is
accountable for it. Because of a spiral of simultaneous inflation and shortages, the discrdited
ruling party and Solidarity representatives uncertain of their social mandate could hardly come
up with a viable program.
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than the economy can deliver.26 As Waclaw Wilczynski summed
up, “ .. for the sake of sociopolitical realism, we maintain eco-
nomic fiction.”’27 But, on the other hand, a price for economic real-
ism has often been a violent explosion.

These additional claims on depleted economic resources may
delay reform since the organizational transition is likely to require
some extra resources, for example, to tackle with bankruptcies and
labor displacement, a likely result of demonopolization.

The threat of an approaching economic crisis and new opportuni-
ties offered by political restructuring may help develop a consensus
on the necessary institutional and political changes. But neither
the opposition nor the government-coalition has a draft of a se-
quence of measures that would lead the economy through the insti-
tutional transition. Without a comprehensive program, social sup-
port will not be forthcoming, however.

PROSPECTS FOR STABLE TRANSITION

The transition is frought with uncertainties and dangers. Its sta-
bility and success heavily depends on the political evolution in the
Soviet Union, Western support and the ability of the major domes-
tic actors, the government-coalition and the Solidarity opposition,
to develop a bipartisan political and economic program of moving
away from “real socialism.” Once the declared objective of a new
order is achieved, even adverse external influences will be less
likely to trigger political instabilities. In the meantime, the lack of
visible external support for stopping the process of transition offers
hope that cooperative relationship between the Communist parlia-
mentary majority representing a minority and minority represen-
tation of an overwhelming majority will prevail,

Although both sides have great stakes in the success of the evolu-.
tion toward parliamentary democracy and market economy, the
transitory political and economic system that has emerged as a
result of the Accords creates a very unfavorable environment for
the transition. First, in contrast to Western societies where free-
doms in the public arena are accompanied by market imposed dis-
cipline in the economy, Poland still lacks both. Shortage of labor
has removed a very powerful constraint on bargaining between em-
ployers and employees. Since no improvement in standards of
living is likely to occur soon, the moral authority of Solidarity or of
the Church may not suffice when triple inflation is accompanied
by shortages and falling wages. There is then a risk that Poland
would plunge into violent labor unrest. :

Second, in the absence of a market, the forthcoming competition
between Solidarity and OPZZ official trade union may contribute
to the increased militancy of the work class. As the National Exec-
utive Commission of Solidarnosc stated:

28 For instance, Kleer (1989) estimated that the fulfillment of 235 tasks spread over a period
of 3 years would cost about ZL5 trillion, more than $1.5 billion and TR350 million, even after
deducting benefits from conversion of military production for consumption uses or cutting in-
vestment programs in coal mining and energy.

27 See his intervention in the discussion “Czas przeobrazen” (The time of Transformation),
Zycie Gospodarcze, No. 18, 1989,
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Our Union has been provoked to organize strikes in many regions and industrial
branches. The activists of OPZZ (official trade union-B.K.), those who sought to pre-
vent the “roundtable” accord, played an active role. We must not succumb to these
provocations. Poland has to rebound from the economic crisis. At present, economic
chaos would lead to political chaos.?8

In their quest for membership, the two trade unions may seek to
outbid each another in populist demands. The conflict has already
emerged during the roundtable negotiations when the official trade
uniorzlsOPZZ pressed with a demand of equal inflation recompensa-
tion.

Third, the ideas of democracy and politics understood as the art
of compromise have yet to permeate the society. By becoming a re-
sponsible part of the government genuinely seeking solutions to Po-
land’s multiple problems, Solidarity risks to alienate those who
condemn any cooperation with the “reds.”2° It will have to con-
vince its followers that a cooperative spirit in parliament does not
amount to a cooptation by the authorities. The low election turnout
of 62.1 percent despite strong appeals from Solidarity leaders,
should serve as a warning to both the government coalition and
the opposition that a sizable proportion of the population has re-
fused to become involved in the political process.

Fourth, in spite of the changes in the structure of government,
the organizing principle of state socialism, that is the fusion be-
tween the state and the economy, has remained intact. Because of
the absence of autonomous economic system, the state, of which
the Solidarity opposition has become a very important part due to
its landslide victory, is involved in day-to-day management of the
economy thus being a party to inevitable conflicts over resource
distribution. The only solution is to speed up the implementation of
economic reform measures. The dilemma the opposition may face is
that successful reforms may give some legitimacy to the govern-
ment-coalition parties and increase their electoral changes in 1993,
while a firm refusal at cooperation may errode the regime and
assure Solidarity’s victory.

Solidarity’s leaders have repeatedly emphasized during the
roundtable negotations and after the elections that they want to co-
operate with the authorities, provided political reforms are contin-
ued, and their immediate goal is not to seize power but to prevent
a “disappearance of Poland.” As Solidarity strategist Bronislaw
Geremek stated it:

The costs for Solidarity are high and the risk is very great. But Solidarity has

decided to spend some of its considerable moral capital on this, because what is at
issue is saving the country.®!

28 The resolution of the “Solidarity” National Executive Commission adopted on May 13,
1989. Quoted from Gazeta Wyborcza, Warsaw, May 15, 1989, p. 2.

29 Quotas or lump sum payments for each emp! Oéee woulg be equal to the product of the con-
sumer price index multiplied by average salaries. iven a likely triple digit inflation, the adop-
tion of this system which would soon lead to equal pay.

30 Note that the decision to start a dialogue has produced cleavages within both the govern-
ment-coalition and the Solidarity opposition. For instance, the activists from the official trade
union OPZZ, probably in a silent alliance with some groups from the party-state apparatus,
sought to undermine the roundtable negotiations by organizing strikes and pressing with popu-
list demands whose implementation would be fatal to an ailing economy. The radical Solidarity
opposition accused Lech Walesa and his advisers of selling the movement to the Communists.
See the declaration, issued on 18 December 1988, of a self-appointed “Solidarity” Working Group
headed by Andrzej Gwiazda, reprinted in Polityka, No. 2, 1989, p. 6.

“ggronislaw Geremek’s comment on Polish “Round-Table” Talks (The Washington Post, Feb.
16, 1989.
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Fifth, although the structure of a new political system which
rests on a triangle consisting of President, Senate and Sejm has
been defined, the major actors have yet to adapt their organization-
al practice to parliamentary system, especially the Communist
Party which has held power for the last forty-two years. In the
final analysis, the success of transition will not be shaped by the
institutional evolution of Solidarity, which will have to make a
choice among its many faces of social movement, trade union and
political party, but mainly by the transformation of the Communist
Party into a parliamentary party. The process will be completed
when its loss of power will not amount to a collapse of parliamen-
tary system of government.

The Communist Party is not institutionally prepared to become a
parlimentary force, as some Communist leaders admit.32 This is a
party of middle-aged bureaucrats 3% and of nomenklatura, attract-
ing members not because of strength of its programs and and ideo-
logical identity but because it has offered privileged access to
scarce resources and positions. Its only appeal derives from control
of positions, the so-called nomenklatura system, throughout state
administration, state-owned business, Army, education, etc. Its
membership consists mainly of bureaucrats, many of them retired,
managers from the state-owned sector, Army officers, and employ-
ees of the party administration. Although less than 20 percent of
party members strongly disagreed with the resolution of the Xth
Plenum approving legalization of Solidarity,3* one may suspect
that they hold strategic positions in the state and, thereby, may ef-
fectively resist its transformation into a social-democratic or “Euro-
Communist” Party. On the other hand, taking into account a firm .
commitment of the party leaders controlling the Army and inter-
nal security forces and that 70 percent were in favor of democrati-
zation, their resistance is likely to be overcome.

Although the challenge of transition is formidable and the
threats are multiple, the process that has already revamped Po-
land’s political landscape may be difficult to reverse. This is not
only because the alternative to political and economic reforms is
popular explosion and a deep crisis or the persistent inability of
the government to mobilize society. First, as a result of the elec-
tions, a situation has emerged which is highly conducive to sustain-
ing change toward democracy. The elections testify to unexpectedly
sophisticated, given the legacy of more than 40 years of Communist
rule, Polish political culture. Despite strong temptation to re-
nounce the national list of unopposed government candidates,
about 6 million people voted in its favor displaying an ability to
think in political terms and to control emotions. No matter how
humiliating a defeat was for the party, the list fell short of passing

32 A problem recognized by Politburo member Janusz Reykowski: “We want constitutional
amendments on [political —B.K.] parties, which would mean inter alia a new concept of the role
of the PUWP [Communist party—B.K.].” Interview for Polityka, No. 16, 1989, p. 7.

33 In 1987, for instance, more than half (53.5 percent) of the party members were above 50
years old. Calculated from data in Rocznik Statystyczny (Statistical Yearbook), Central Statisti-
cal Office, Warsaw, 1988, p. 35.

34 %c(i%zé%mg !.Io intra-party survey quoted by Janusz Reykowski in an interview for Polityka,
No. 16, , p- 1.
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the 50 percent threshold by about 4 percent for the majority of the
candidates.

Second, poor showing of Solidarity or turnout below 50 percent
would be a clear signal that Solidarity, which has displayed a lot of
self-restraint and moderation, is not able to fill the center of a po-
litical spectrum and would not qualify as a partner in governing
Poland. By the same token, the fact that almost 12 million (70 per-
cent) cast their ballots for Solidarity candidates has shown popular
support for the political process initiated by the Roundtable Ac-
cords. Although 27.9 percent refrained from voting, in view of the
overwhelming support for “Walesa’s team,” their rejection of the
newly emerging political process may be temporary.3®

Third, the first postwar limitedly free and nonrigged elections
were bound to be a form of referendum on the Communist rule
and, therefore, the authorities may find some consolation that
nonetheless 3.4 million, or 20 percent voted in their favor. The crux
of the matter is that the Communist Party has a good chance of
performing better in the next truly free elections, which should
provide its leadership with an incentive to reform the party. On
the other hand, Solidarity being a part of a broadly conceived gov-
ernment is likely to antagonize some of its supporters. Excluding a
series of policy blunders by the government-coalition, which would
probably bring back dictatorship, Solidarity is unlikely to copy its
electoral performance in 1993.

CONCLUSION

While all political ingredients of the present situation point
toward stability and irreversibility of the process set by the Ac-
cords, the economy presents the greatest danger to the transition.
The danger is threefold. First, a rapid decline in real personal in-
comes may trigger uncontrolled popular uprising, which will bring
dictatorship.

Second, reform during economic crisis may initially contribute to
the fall in output. The declining inventories of raw materials and
other industrial inputs and triple-digit inflation combined with
growing shortages of basic consumer commodities offer little
breathing space for economic institutional experimenting. Yet
without overhauling the existing economic system, macroeconomic
corrections recommended in the agreement may bring only tempo-
rary improvement and at the expense of the increased cost of ad-
justment in the future. The lack of progress in liberating the eco-
nomic system from direct state intervention will push Solidarity to
become involved in day-to-day management, rationing, etc., which
will inevitably deprive it of popular support that it now enjoys.
With Solidarity weakened, there would be no political force to sup-
port the transition to parliamentary democracy and markets.

Third, it remains to be seen which identity of Solidarity will and
what kind of links will develop between Solidarity as a trade union
and Solidarity as a parliamentary opposition. The danger is that
while its commitment to democracy will be maintained the commit-

35 It is worth noting that a dissident Working Commission of Solidarity, which has rejected
negotiations with the authorities, sent a telegram to Lech Walesa with congratulations on the
results of the elections.



151

ment to a market economy remains to be tested. During the round-
table negotiations, the Solidarity opposition was more committed to
the notion of welfare state than the government coalition, the offi-
cial trade union representatives excluded.

The configuration of economic and political factors offers unique
and historically unprecedented opportunity for the West to affect
political outcomes in Poland. The potential to influence is not mar-
ginal or with uncertain long-term effects, as this was the case with
sanctions in the past, but crucial and yielding immediate effects.
The unique feature of the current situation is that the active use of
economic statecraft would be designed not to change or modify po-
litical developments but to remove destabilizing hurdles to the proc-
ess already underway.
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SUMMARY

After tinkering since 1978 with how to impose a hard budget con-
straint on enterprise management, Bulgaria’s leadership launched
a serious reform program in 1986 that involves (@) disbanding
branch industrial ministries, (b) organization of a two-tier banking
system, (c) change in planning emphasis from direct targets to set-
ting interest rates and exchange rates, taxes and subsidies, ac-
counting normatives and other “indirect indicators,” (d) increasing

1 Background research was done with the financial assistance of the National Council for
Soviet and East European Research and the Volkswagen Foundation, neither of which bear any
responsibility for the views expressed herein.

2 Professor of Economics, Arizona State University, Tempe. The author wishes to thank Ilse
Grosser of the Vienna Institute for International Economic Comparisions, who shared her excel-
lent papers on the Bulgarian reforms, and Stefan Donev of the Federal Institute for Internation-
al and East European Studies, Cologne, who provided invaluable source materials.
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roles for economic organizations in price setting, choice of suppliers
and markets, exporting and importing, (e) economically meaningful
exchange rates, (f) worker elections of managers, and (g) increased
roles for personal and cooperative business. By 1988 most new in-
stitutions were in place and critical phases of transition began
that, given the need to overcome significant structural deforma-
tions, could last at least 10 years.

Although the Bulgarian economy has not performed well, eco-
nomic crisis has not motivated reforms. Nor has any evident politi-
cal crisis under the continuity of Zhivkov's rule. Bulgaria is a case
of trying economic reforms without crisis and, so far, without polit-
ical change.

I. INTRODUCTION

According to the official line, Bulgaria has been undergoing con-
tinuous reforms since party chief, Todor Zhivkov, first made major
policy decisions in 1956 (he actually stepped into the top job 2 years
earlier). While the country did develop quickly in the early years of
his rule, this was more due to investment policies than organiza-
tional innovation. In organization, Bulgaria’s propensities have
been for orthodox central planning of large-scale units.3

In 1978, possibly in phase with the Soviet reforms of 1979, the
Bulgarian leadership began to emphasize a qualitatively different
approach, self-management and self-finance. But it took 7 years
before ideas were turned into any signficiant organizational
change.

What follows will describe the main reform measures, then spec-
ulate on the politics and motivations behind the reforms. Finally,
the main technical problems of managing reforms, especially in the
face of initial structural malformations, will be analyzed.

II. EcoNnoMmic REFORMS oF 1986-87

The sense of change in the Bulgarian approach to organization in
1978 was in the announcement that “an economic approach to
management” would be applied in agriculture in 1979 and then de-
creed for application in all sectors in 1982. The decree on the new
system stressed a hard budget constraint, with self-financing of in-
vestments and of wages out of sales income, not subsidies from the
state budget.+

The new principles suffered technical defects in price setting, fi-
nancial linkages to foreign transactions, conflicts between central
bodies and enterprises, and other problems. Added political resist-

3 Mark Allen, “The Bulgarian Economy in the 1970’s”, in East European Economies Post-Hel-
sinki, a compendium of papers submitted to the Joint Economic Committee, Congress of the
United States (Washington, DC: U.S. GPO, Aug. 25, 1977), pp. 670-681; and Michael Kaser, “The
Industrial Enterprise in Bulgaira,” in Ian Jeffries (ed.) The Industrial Enterprise in Eastern
Europe (New York: Praeger, 1981), pPp. 84-94; and John R. Lampe, The Bulgarian Economy in
The ntieth Century (London: Croom Helm, 1986).

* For details on the reforms from 1978 to 1985, see Ilse Grosser, “Der Neue Okonomische me-
chanismus in Bulgarien,” Forschungsbertichte Nr. 98, Wiener Institut fiir Internationale Wirts-
chattsvergleiche, September 1984, and “Wirtschaftsreformen in Bulgarien”, Europiische Runds-
chau, 18:1 (1985), pp. 89-104; and Marvin R. Jackson, “recent Economic Performance and Policy
in Bulgaria,” in East Eurpeoan Economies: Slow Growth in the 1980%, Vol. I of selected papers
submitted to the Joint Economic Committee, Congress of the Untied States (Washington, DC:
U.S. GPO, Mar. 28, 1986), pp. 23-58.
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ance meant that little was done to apply the new concepts in prac-
tice.

The present measures adopted in 1986 and 1987 approach re-
. forms in three directions: 5 (1) granting rights and duties to “self-
management economic organizations” or SEO’s; (2) reorganizing
central bodies; and (3) elaborating instruments of indirect economic

regulation.
A. SELF-MANAGEMENT ECONOMIC ORGANIZATIONS

Most self-management organizations are in industry and agricul-
ture, but now the new principles are extended to local governmen-
tal, research, educational and cultural organizations. The designa-
tion extends down to subunits of enterprises, the brigades, and up a
hierarchy to combines and amalgamations, and newly formed asso-
cations, discussed below. Self-management includes: ¢

(1) The right to worker-elected managers;

(2) The obligation of self-financing from sales income, subject
to central quotas for the distribution of income, and payment
of taxes and other deductions into the state budget with possi-
ble bankruptcy procedure, reorganization or dissolution, if
unable to meet financial obligations; 7

(3) The right to distribute net residual income according to
determined quota limits, with wages a residual category based
on performance norms;

(4) The right to propose maximum prices for products and
services, and to sell at prices contracted with customers, pro-
vided they are within established maximums;

(5) The right to choose suppliers and outlets for products and
services, both domestic and foreign (“without any territorial or
departmental limitation”);

(6) The right in the case of foreign trade, to work through
specialized foreign trade organizations or have direct contacts
with foreign customers and suppliers;

(7) The right to borrow and the obligation to repay funds for
investment, both domestic and foreign currencies, subject to
availability of funds from retained earnings or bank credits;

and

(8) The right to organize joint ventures with other Bulgarian
or foreign companies, and to sell and otherwise dispose of as-
signed property.

In addition, two other components are under consideration. One
is a formal transfer of social property to labor collectives and the
other is worker investment in their enterprises of up to 20 percent
of capital.®

5 Besides Decree 71 of Dec. 29, 1986, and discussions in Sofia in June 1987, this is based on
material in Marvin R. Jackson, “Bulgaria’s Attempt at Radical Reform,” Berichte des Bundesin-
stituts fr ostwissenschaftliche and internationale Studien, No. 2 (Cologne: BIOst, 1988); Ilse
Rosser, “Bularische Aussenwirtschaftsreformen in den achtiziger Jahren,” in Aubenwirtschafts-
systeme and Aubenwirtschafdtsreformen sozialistichs Lander, edited by MariaHaendcke-Hoppe
(Berlin: Duncker & unbott, 1988), pp. 1434-159; Rorsser, “Bulgarien 1987/88,” pp. 27-36, and
Ivan Aggg%, Strategiia nakachestveni promeni [The strategy fo qualitiative change], (Sofia: Par-
tizadt, 3

8 Durzhaven vestnik, No. 3, Jan. 13, 1987, pp. 3-30.

7 Bankruptcy is discussed in Sofia News, June 24, 1987.

8 Radio Free Europe, Bulgarian Situation Report/13 May 20, 1987), p. 15; and Pogled (Sofia),
June 20, 1987, pp. 12-13.
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A special variation of self-management proposes turning state
property over to small labor units, either cooperatives or individual
families. In the case of industry, this would amount to the state
renting equipment for a share of products from it. In agriculture,
sharecropping on state-owned land will be offered to both individ-
ual peasant families and small cooperatives. The extent and defini-
tion of leasing privileges is still under discussion.

B. RESTRUCTURED ORGANIZATIONS

Organizational restructuring includes: (1) the central bodies, (2)
the banking system, and (3) the economic self-management units.

1. The central economic bodies

From early in 1986 when the branch ministries were formally
disbanded until August 1987, an interim economic council consoli-
dated central functions and personnel. Then a super Ministry of
the Economy and Planning was set up. It merged remnants of the
branch ministries in the Economic Council with finance, planning,
pricing, research oversight, and domestic trade. Separate ministries
serve foreign trade, agriculture and the environment,

2. The banking system

The major change in banking separates the business lending
function from central bank functions in The National Bank and
turns it over to a recently expanded network of “commercial” [tor-
gouski] banks that accept investment deposits from SEQ’s and pro-
vide SEO’s on competitive principles. They number 10 institutions,
including The State Savings Bank in operations with small-scale
economic organizations and the Foreign Trade Bank in its oper-
ations other than foreign exchange. Seven other new banks are af-
filiated with the industrial associations, but not restricted to busi-
ness with them. All commercial banks are SEQ’s.®

3. The economic self-management units

Economic self-management units are organized in relatively com-
plicated networks. All lower organizations now belong to one of
nine branch “associations” [asotsiatsiia) 1° that provide joint tech-
nological, investment and marketing policies, coordinate activities,
stimulate competition between number enterprises, provide joint
services in the field of training, and acquire scientific and techno-
logical information.!?

An “association” is operated on self-management principles, but
does not directly organize material production. The first level of

° Radio Free Eurofpe, Bulgarian Situation Report/9 (Oct. 5, 1987), pp. 11-13; and Renzo Da-
viddi, “Monetary Reforms in Bulgaria” a paper presented to the Works| op on Financial Reform
in Socialist Economies, European University Institute, Florence, Oct. 12—15’, 1987.

10 The term, “associations of a new type,” is used to differentiate the new organizations from
former smaller immediate management units under the branch ministries. The new associations
were first set up in April 1986, but have been redefined since Jan 1987. The best recent
description, including lists of member economic organizations, in published as an annex in Rq.
botnichesko Delo, Apr. 24, 1987,

'* According to a recent report, an association also was able to decide on the closing of an
gnpgrgf;tabl: enterprise (as reported in Radio Free Europe, Bulgarian Situation Report/5, (July

, 1987), p. 4.
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members of associations are some 128 obedineniia, “amalgama-
tions,” 12 plus 10-15 special institutes and centers. They are joint
management units for the second level organizations, the “enter-
prises” [predpriiatiia] and “combines” [kombinati]. There are more
than 2,000 of these units in Bulgarian industry alone (not counting
cooperative enterprises), an average of 20/25 per obedinenie.
Within enterprises an even lower unit, the brigade, is also orga-
nized on self-management principles.

C. INSTRUMENTS OF ‘‘INDIRECT CONTROL”

Central administration is to be turned into a system of indirect
control of the behavior of SEO’s by manipulating taxes, interest
rates, competition policy, and pricing.

1. Planning

Plans will continue to be drawn up, but with decreasing compo-
nents of direct physical targets and stressing setting interest rates,
taxes and subsidies, etc., in all 12 categories of indicators. The
state’s immediate interests are to be served through binding “state
economic contracts”, similar to the goszakazy in the U.S.S.R. State
contracts are used for nationally significant investment projects,
national defense, and “for honouring of international commit-
ments’—assumed to include trade with other socialist countries
that presently takes 70-80 percent of Bulgaria’s exports. The plans
for 1987 and, to a slightly lesser extent, for 1988 were drawn up in
the old way and dominated by state contracts. But “free contract-
ing” between SEO’s is to become dominant in the next 3 years.!3

9. Investment Allocation and Commercial Banking

The share of investments financed from the state budget and al-
located centrally will fall and the share financed from retained
earnings and bank credits is to rise.!* Fiscal reforms are reducing
state claims on SEO income while credits come from the new com-
mercial banking system. Both banks and SEO’s are to be free to do
business with any other banks and SEO’s. Also, they can partici-
pate in domestic and foreign joint ventures.

The planned supply of loanable funds falls into two categories.
“State credits” finance centrally approved projects having payout
periods longer than 10 years or that can not meet the terms re-
quired by the commercial banks. “Normal credits” are competitive-
ly allocated according to commercial terms.

3. Wages, Net Income and Taxes

After payment of some taxes, the net income of SEQ’s must be
distributed according to centrally determined quotas for deprecia-
tion, renewal of capital and new technology, reserves (a risk fund),

12 This author and others had previously translated obedineniie as “agsociation.” Obviously,
this should no longer be used because of the existence of the asotsiatsiia.

13 nterview with Emil Hristov, BCP Central Committee Secretary, Oct. 16, 1987 (Sofia: Sofia
Press, 1987), pp-4-5.

14 There may also be created means for workers to invest in enterprises, up to 20 percent of
nonborrowed capital funds. If such a measure comes about it will be mostly a labor incentive.
Actually it is probably an inefficient means to allocate financial capital.
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and social funds for members.!5 Only then can wages be distribut-
ed, as a residual. But no matter how large the residual, the wages
fund for all personnel is limited to the amount paid in a previous
year plus (or minus) a centrally determined percentage of any in-
crease (or decrease) in total income of enterprise. Also, if the wages
fund should grow faster than real labor productivity, the excess
will be taxed away, a device to keep wages from rising because of
price increases.

There will be recommended wage levels for individuals reflecting
working conditions, seniority, and other factors, but actual wage
payments are to be based as far as possible on performance or
piece rates. Also, labor within economic organizations is to be
grouped in brigades working on contracts with the larger organiza-
tion. Management wages are to depend only on the total volume of
profits and the rate of profitability (profits as percent of total
income), subject to the fulfillment of contracts and state orders.

4. Prices

Until 1987 central state organs determined virtually all prices.
This will continue to be the case for some 120 basic consumer goods
whose prices are scheduled for restructuring after 1990. Until then,
according to Zhivkov, an appropriately “‘democratic” system for
price setting will have to be decided.1® Central or regional authori-
ties will also continue to set some wholesale prices for many
mining, agricultural and forestry products. In both cases, subsidies
will be used if needed to keep prices at present levels.17?

Reform of all other wholesale prices between January 1, 1988,
and the end of 1990 is a foundation block of the reforms. According
to the chairman of the Committee on Prices (now under the Minis-
try of Economics and Planning), on January 1, 1988, new prices
were already set for 75 percent of Bulgarian products, with a net
ef{lect of reducing prices for 43 obedineniia and raising them for 65
others.

The new system calls for these prices to be set by producers and
registered as maximum list prices with the price authorities. But
actual prices are to be negotiated in contract bargains between
seller and buyer.

The maximum list prices are to be based on estimations of prices
that could be obtained on international markets, with due adjust-
ment for quality and services, considering the exchange rate (see
below) and unusual factors of international supply or demand. It is
stated that domestic cost calculations are to play no role at all in
Justifying a registered price. The idea is that if costs are higher
than the appropriate relative international price expressed in leva,
the product should not be produced unless special approval is given
for (a) allowing temporary prices higher than the international ref-
erence price, (b) subsidies from the state budget, or (c) closing or
reorganizing a facility.

15 Provisions for a value-added tax are being prepared and could make Bulgaria the second
after Hungaglygéo make use of a form of taxation that could be eventually harmonized with
taxes in the 3

18 Rabotnichesko Delo, Nov. 20, 1987.

!7 Interview with Emil Hristov in June 1987 (Sofia: Sofia Pres, 1987), p. 12.
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5. Foreign Exchange System and Exchange Rates

Plan targets will no longer be set for foreign currency earnings
required from exporters or expenditures permitted by importers.
Instead, the central authorities will establish (@) basic and premi-
um exchange rates for the dollar and the ruble, and (b) quota
shares of export receipts that must be sold to the state at the basic
rate, or of imports that can be paid for out of foreign currency pur-
chased at the basic rate.

Although it has been said that since the beginning of 1987 Bul-
garian exporters have been permitted to keep 60 percent of their
exchange earnings, the regulations allow quotas to be differentiat-
ed by obedinenie.1® By adjusting quotas, the central authorities can
vary the average price of foreign exchange to the SEO’s, thus af-
fecting the incentive to export or import.

No figure has been given for the ruble exchange rate; probably it
remains the existing official rate of 1.3 leva per ruble. An initial
basic rate of 1.5 leva per dollar has been set for both exports and
imports, with premium rates generally twice the basic rates.!®
However this summer (1988) the device of an auction was used that
resulted in higher rates than 3 leva per dollar.?°

Premiums paid or received on foreign exchange enter business
costs and can change total revenue in domestic currency. But in
list price formation only the basic exchange rates are valid. Bulgar-
jan authorities claim that the old system of multiple “internal for-
eign exchange coefficients” used in planning and domestic pricing
of traded goods is being eliminated. Although a state secret, they
were said to range from 1.5 to 2.2 leva per dollar, reflecting differ-
ences in domestic and world market prices structures.?*

1II. ReEFORM PoLITICS AND MOTIVATIONS

The Bulgarian reform package offers a significant possibility for
changing the country’s economic organization. At the same time,
there are ample possibilities that purely technical problems can
delay turning principles into practice or lead to unintended results,
either of which could provide reasons for abandoning the reform
effort, as had been done before. Even if the reforms have the ef-
fects intended by their authors and sponsors, some groups in the
country may find this to their ideological disliking or suffer rela-
tive reductions in income or status, and they may resist reforms.

It is clear, therefore, that the likely technical problems of re-
forms will interact with their political context. One needs to ask
why have the reforms been undertaken? Who will gain or lose?
Who is for and against reforms? And what are the elements of the
political system in Bulgaria that will determine how opposing in-
terests are arbitrated in the next few years?

18 The Minister of Foreign Economic Affairs was recently reported to have said that since
1987 Bulgarian exporters had the right to keep 60 percent of export proceeds, thus implying
that the quota was not differentiated. Frankfurter Allgemeine Zeitung, Feb. 25, 1988.

19 The figure of 1.5 leva per dollar was given by Emile Hristov of the Bulgarian Central Com-
mittee in a Sofia press conference on Oct. 19, 1987, and reported by Agence France Presse; see
Neue Ziiricher Zeitung, Oct. 23, 1987.

20 Otechestven Front, Aug. 7, 1988, p. 4.

21 Grosser, “Bulgarische Aussenwirtschaftsreformen . . L7 p. 158.
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A. SOVIET CONNECTIONS AND INTERNATIONAL ECONOMICS

Zhivkov solidified his initial party leadership back in the late
1950’s and early 1960’s with the help of the Soviet Union and has
since followed Soviet policy and sought Soviet advice in nearly
every major decision. It is said that the Soviet ambassador attends
Politburo meetings. And, for example of a special sign of filiality,
in 1984, Zhivkov called off a visit to West Germany as part of a
Soviet campaign against basing intermediate range rockets there,

In the case of reforms, Bulgaria’s first attempt in 1966 (aban-
doned in 1968), followed chronologically the Soviet reforms of 1965,
Those decreed for 1982 followed Soviet reforms of 1979. The latest
coincidence is that Gorbachev first visited Bulgaria in October
1985, just a few months before the current reforms were launched.

Whatever might be the actual linkage of reforms in the two
countries, it is fair to point out that in each case Bulgarian meas-
ures, as in the present reforms, have gone further and have been
consistently developed than those of the Soviet Union. Perhaps
Bulgaria, with less complex issues at stake and with a smaller
circle of decisionmakers, can move faster than the Soviet Union.
Interaction has also gone on in other ways.

One is the problem of Bulgaria’s unsatisfactory foreign economic
balances. In 1978, its debt to the West had reached the danger level
and a program of rapid repayment enacted, one that would have
been impossible without Soviet help. Not only was Bulgaria al-
lowed to import much more than it exported, but the price of im-
ports from the Soviet Union were below world market levels. With
Soviet support, Bulgarian net debts to the West were nearly liqui-
dated by 1984. But that got rid of the symptoms instead of curing
the problem.

Bulgaria has not been able to reverse deteriorating market posi-
tions in the West, even though it has “gone multinational”.22 As
learned elsewhere in Eastern Europe, such policies do not help
unless matched by corresponding internal reforms. Now the debt
problem is repeating itself.23 In 1987 Bulgaria’s balance of trade
with the developed West reached a second straight record deficit of
$1.3 billion even though real imports fell an estimated 3 percent.
So net debt shot up from only $148 million at the end of 1984 to
over $3,000 million, putting the country into the “to be carefully
watched” category of credit risk.24

In contrast to the weak performance in highly competitive mar-
kets, Bulgaria’s trade surplus with LDC’s rose in 1987 on the basis
of sales of arms and industrial equipment and a 37-percent de-
crease in imports of oil. Now Bulgaria, debtor to both the West and
the Soviet Union, has accumulated around $5 billion in outstand-
ing credits to the LDC’s.25 Is this a carefully thought out way to

22 Carl H. McMillan, Multinationals from the Second World (London: Macmillan, 1987), pp.
38;3%‘01- further documentation and discussion of this side of Bulgarian reforms, see Marvin R.
Jackson, “Bulgarian Economic Reforms and the GAAT,” Sudost Europa, 36:9 (November 1987),
ppé‘sﬁ’i;isEgc:on Report, 1V:22-23 (June 3, 1988); and Ost Wirtschafts Report, No. 19 (Sept. 23,
lggg)i’lanEcon Report, IV:22-23 (June 3, 1988).
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assure a future supply of raw materials? Or, could it suggest excess
industrial capacity whose products are unacceptable in the Soviet
Union or unneeded at home?

Bulgaria usually balances trade with the other members of the
CMEA, but with the Soviet Union it accumulated since the early
1970’s nearly $4 billion in trade deficits. Even though its Soviet def-
icit has been reduced in the last 2 years, a big question remains.
Why has Bulgaria not earned its way with the Soviet Union when
the cream of its industry is aimed that way? In fact, even in Soviet
trade Bulgaria has relied too much on energy and materials inten-
sive exports.2®

In spite of Soviet help, Bulgarians often try to downplay the sat-
ellite role. For example, Zhivkov is reported to have commented to
British Foreign Secretary, Geoffrey Howe, in February 1985 that
“Our first colony is the Soviet Union. It gives us raw materials,
like your colonies gave you, and we sell it back manufactured goods
and exploit it as a market for our exports.” 27 When they had
given much and received little back from Bulgaria, Soviet leaders
must have found this remark out of place. No wonder, then in July
1985, the Soviet ambassador took the unusual step of openly critiz-
ing in the Bulgarian press the low quality of Bulgarian exports to
the Soviet Union and the lack of class consciousness of Bulgarian
workers. Gorbachev was said to have repeated the criticisms in his
visit later in the year.28

B. BULGARIAN POLITICAL REFORMS

The most recent Zhivkov-Gorbachev contact came in October
1987, as a hurried, unexpected visit of Zhivkov to Moscow. The
Western press speculated that Zhivkov had been called to assure
Soviet leaders that the party’s “leading role” was not endangered
by Bulgaria’s own version of political perestroika.2® It has includ-
ed: 30

(1) A decision by the Politburo outlawing excess pomp and
identification of political personalities in public celebrations
and places;

(2) A proposal, not yet enacted into law, to separate high
level party and state functions, so the party could concentrate
on basic issues, instead of daily administration;

(3) Similarly, a proposal to limit high office to two or at most
three 5-year terms;

(4) Possible elimination of the Council of State as an unnec-
essary parallel to the Council of Ministers and the National
Assembly;

(5) Election of local officials beginning in 1988 under new
rules calling for multiple candidates;

26 J M. Montias, “Industrial Policy and Foreign Trade in Bulgaria,” a paper presented to the
Wilson Center (September 1987).

27 Radio Free Europe, Bulgarian Situation Report/15, Sept. 24, 1985, p. 51.

28 Radio Free Europe, Bulgarian Situation Report/11, Nov. 1, 1985, p. 4.

29 Financial Times, Jan. 29, 1988.

30 Reported among others by Radio Sofia, Feb. 1, 1988; Frankfurter Allgemeine Zeitung, Jan.
29, 1988; Igesue Ziiricher Zeitung, Jan. 30, 1988, and Feb. 20, 1988; and Agence France Presse,
Feb. 26, 1988.
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(6) A proposed passport law granting every citizen the right
to an external passport valid for 5 years; and

(1) A law providing indemnificafion of individuals who have
been damaged by state or economic bodies.

Some measures are not to be decided until the 14 Party Congress
n 1991. But even if all reforms were now in practice there is
hardly any danger to the party, the more so because glasnost is all
but absent. A step toward a more open press and freer intellectual
criticism of the party and the bureaucracy was taken with an April
1987 party secretariat statement on news reporting. And parts of
the Bulgarian press took advantage of it. However, by April 1988, a
reaction set in that led to the sacking of some more aggressive
journalists and editors, culminating in the purge of the Party Sec-
retary for ideology in July.3?

The reaction also seems to have grown out of the issue of the pol-
lution of the Bulgaria city, Ruse, by Romanian chemical works
across the Danube. After spontaneous demonstrations in the fall of
1987, the cause was taken up by unions of both the artists and the
writers. Finally the State responded by placing the problem on the
agenda of a meeting between the two countries’ prime ministers in
February and in May 1988, the Politburo created a new ministry
for environment, land and water. In the meantime, some intellectu-
als and journalists, including the wife of Stanko Tolorov, chairman
of the National Assembly, were disciplined for having participated
in the public outcry.32 The incident, it is said, may have counted in
his subsequent withdrawal from the Politburo, where his tenure
was only next to Zhivkov’s.

C. ZHIVKOV AND OTHERS AT THE TOP

There is no doubt that Bulgarian politics center on Todor Zhikov
and extend around him to a small group of other Politburo mem-
bers and personal advisors. Zhivkov, now 77 years old, stepped into
the job as General Secretary of the BCP in 1954 and since the early
1960’s has been unchallenged leader of the country, holding also
the position of Chairman of the Council of State since its creation
in the early 1970’s. His age and length of service are both advan-
tage and disadvantage.

Being so closely tied to the formation of present Bulgaria, Zhikov
surely wants to leave the country a progressive, socialist heritage.
At the same time, reforms can not be leveraged on a break with
the past as in the Soviet Union. Zhivkov is Bulgaria’s Communist
past and the official line is that since 1956 he has already done in
Bulgaria what Gorbachev wants in the Soviet Union.

Zhivkov is man who seems to take more pride in practical poli-
tics than in new schemes or ideology. In economics he believes that
people should work hard and earn their pay with products of good
quality. He also set on avoiding what he calls market anarchy. And
although any ideas of reforms have had to have his approval, it is
difficult to imagine that he has authored or originally proposed
any. Their source remains unclear.

31 Radio Free Europe, Bulgarian Situation Report/4, Apr. 8, 1988, pp. 3-7, and Bulgarian Si-
tuaiton Report/5, May 27, 1988, pp. 3-8.
32 Radio Free Europe, Bulgarian Situation Report/5, May 27, 1988, pp. 9-14.
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The leadership below Zhivkov was jolted in J uly 1988 by the two
deletions from the Politburo. One was Todorov, who remains Na-
tional Assembly Chairman. His tenure in high party office goes
back to the 1950’s and included being Prime Minister from 1971 to
1981. Perhaps even more important was the purge of 52-year-old
Polituro member Aleksandrov, who also lost the job as Party Secre-
tary for party affairs. Western analysts have seen Aleksandrov as a
possible Zhivkov succesor and major supporter for reform, so his
rem;)val is widely seen as a sign of slowing change in the coun-
try.33

The remaining Politburo includes only one really old Zhivkov
colleague, four members who came in in the mid-1970’s just before
the 1978 proposals for a new economic mechanism, and four mem-
bers with tenures dating since 1980. Three are also candidate mem-
bers, all of whom were appointed in 1979 or later. By typical stand-
ards in Eastern Europe, the average age is young. In this, Zhivkov
was no Brezhnev and did not hesitate to get rid of older associates
and bring younger ones into the management of the system under-
neath him.

The question is, who of those in this group have been or will be
significant advisors to Zhivkov on the further evolution of reforms
in Bulgaria? Possibly the senior man is Grisha Filipov, who back in
1965-68 was head of the reform commission. Filipov, educated as
an economist but reported to be a conservative in economic mat-
ters, became a Politburo member in 1974 and Prime Minister from
1981 to 1986. He served as Party Secretary for Economics, recently
undertook a coordinating mission to Moscow, and now has taken
Aleksandrov’s old job as Secretary for Party Affairs. In addition,
there is Ognyan Doynov, godfather of the Bulgarian Industrial As-
sociation and in the Politburo since 1977. He served a long stint as
Minister for Machine Building and then took over the Economic
Council when the branch ministries were dissolved. The present
Prime Minister, Georgi Atanasov, is a trained engineer, but his
office has actually housed the working group under Professor lliev
(not a mumber of Politburo but former chairman of the State Plan-
ning Committee) that is said to have actually written the reform
legislation. This group also has consulted and advised Zhivkov di-
rectly. The present Minister of the Economy and Planning, 45-year-
old engineer Ovtscharov, was a relatively unknown and is not a
member of the Politburo.?4

It is possible that none of the present Politburo members has
taken a hand in the details of reform proposals or has actually
wished to be too closely associated with them. Supporting reforms
when there seemed to be a consensus that “something has to be
done” would not have required this. The Politburo may be a filter
from the idea makers to Zhivkov. Such a role would better fit

33 Apparently Aleksandrov, like a predecessor in the rumor mills as a Zhivkov successor, Al-
exander Lilov, purged in 1983, keeps his membership in the party central committee. This sug- .
gests that the sins of both were more professional that political. But one usuall knowledgeable
reporter, Viktor Meier of the Frankfurter Allgemeine Zeiting, has said that eksandrov had
faced trumped up charges concerning his father's activity as a policeman in the pre-Communist
regime. Frankfurter Ali%emeine Zeitung, Aug. 23, 1988.

34 These and other political changes are discussed in Radio Free Europe, Bulgarian Situation
Report/7 (Aug. 21, 1987), pp- 3-23.
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anyone hoping to be available for Zhivkov’s job final becomes open.
That calls for a low risk profile, not outspoken support of reforms.

D. THE PASSIVE POLITICAL PARTICIPANTS

The political role of the rest of the Bulgarians, even with a few
political reforms, remains a passive one. This is not just because
they have no legal political instruments. Also because they are un-
likely to undertake mass protest as an alternative. On the other
hand they are the human factor that Gorbachev emphasizes and
must not passively resist if reforms are to be a success.

1. Living Standards and Consumer Interests

The average Bulgarian probably cares little about glasnost or en-
vironmental protection and is surely not about to risk much testing
the existence of democracy. Right now there are too many other
immediate problems. Two out of the last three years brought
energy shortages, requiring rationing of light and power consumed
by households. And domestic food supplies have also been disrupt-
ed, requiring emergency imports, and making a chronically under-
manned service sector function even worse.35 All of this despite of-
ficially reported real income increases of 2 percent in 1986 and 3
percent in 1987.36

Part of the problem of shortages is, as Zhivkov himself recently
admitted, that consumer prices are “the most deformed of all.”’ 37
Nevertheless, he has chosen to not irritate the people with con-
sumer price adjustments even though the state will have to subsi-
dize producers and leave the people with the irritations they know
how to cope with—the shortages and other means of nonprice allo-
cation such as queuing, tipping, and privileged access.

2. Workers, Managers and Bureaucrats

Maintenance of the present system of consumer prices will
surely hinder revitalization of personal and cooperative farm and
service sectors.?® Also, as recognized by some Bulgarian econo-
mists, it will neutralize the effects of greater financial incentives to
workers and managers neutralized.3® The new law limiting enter-
prises to producing only 20 percent of their output as luxury goods
will have a similar effect.4°

More immediate pressure may be felt by workers whose wages,
working conditions and jobs must all be affected if the reforms are

38 Stuttgarter Nachrichten, Feb. 17, 1988; and llse Grosser, “Bulgarien 1987/88” in Die wirts-
chaftliche Entwicklung in den sozialistischen Léndern Osteuropas zur Jahreswende 1987/88,
edited by Klaus Boiz (Hamburg: Verlag Weltarchiv, 1988), p. 16.

3¢ PlanFcon Report, V1.8 (Feb. 26, 1988).

37 Rabothichesko Delo, Nov. 20, 1987.

38 How far Bulgarian consumer prices are out of line with market clearing prices is an empir-
ical question. In the case of some food product like fresh meats recent price increases may have
been enough to eliminate queues according to the author’s observations in 1985 and 1986. Also,
see, Michael L. Wyzan, “Bulgarian Agriculture Since 1979: Sweeping Reform and Mediocre Per-
formance (So Far),” a paper presented at the Eighth International Conference on Soviet and
East European Agriculture, Berkeley, Aug. 7-10, 1987, pp. 24-25.

39 See Angelov’s discussion of “economic incentives and the equilibrium between money and
goods in the market” in Strategiia . . ., pp. 64-65.

40 Agence France Presse, Jan. 6, 1988.
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to be successful. It is no surprise that the initial transition evoked
some labor unrest.*!

The reform system will try to contain major strains within the
brigade system by giving the brigades responsibilities, as collec-
tives, in distributing its wages fund among members. Also, brigades
have the right to keep and distribute wage savings when less labor
is used that implies they may have some rights over who can be
members. Since the average brigade in industry in 1986 had only
35 members, it would be small enough to effectively police and dis-
cipline members if given the rights to do so.

A problem is that the brigade ought to also sharpen the mem-
bers’ collective interests against other brigades and higher authori-
ties. The initial focus of these interests is the enterprise council
and the process of managerial selection about which little is
known. If the Bulgarian enterprise is evolving into “a set of con-
tracts among the factors of production,” as the firm in capitalism is
seen in the property rights literature, then the council’s rules and
its composition become very important.*? Also, there are unan-
swered questions about the future role of Bulgarian trade unions
and if they will continue to act as agents of the state or if they will
acquire some new role for workers and enterprises.*3

In the past when someone was blamed for economic problems it
was usually either bureaucrats or managers. Under the reforms so
far, the former in both central and regional government adminis-
tration seem to have been the main immediate target of reforms.
According to one report, around 30,000 persons have been freed for
reassignment.** That is a very large number, considering that only
about twice that number were recorded as employed in “adminis-
tration” in 1986 (although other related categories were probably
involved). Nearly 19,000 alone came from the reduction of regional
adminstrations from 28 to 9 announced in the summer of 1987.45

Most of the redundant bureaucrats are being reassigned to eco-
nomic organization. The transition could hardly be an easy one be-
cause there is also pressure to reduce jobs in higher economic man-
agement and administration.

Already by 1987, according to an interview with Emil Hristov, a
Central Committee Secretary, the number of management posi-
tions at the level of associations and obedineniia had been cut from
13,150 to 12,276 with redundant persons reassigned to lower man-
agement jobs.¢¢ At the same time, there may be job expansion at
the level of enterprise. In 1988 new enterprises were being created
at a rate of some five per week.%?

41 Radio Free Europe, Bulgarian Situation Report/5 (July 8, 1987),

42 See, fgr example, the discussion of optimal membership in a compaxlngc'oboard of directors in
Eugene Fama, “Agencl{uProblems and the Theory of the Firm,” in The nomic Nature of the
Firm, edited by Louis Putterman (Cambridge: Cambridge University Press, 1986).

4380 far the trade unions have replaced the central committees organized on branch lines,
following branch industrial ministeries, with “voluntary associations” of an uncertain structure.
See the report on the most recent trade union congress in Radio Free Europe, Bulgarian Situa-
tion Report/3, May 20, 1987), p. 12.

44 Rabotnichesko Delo, July 13, 1988.

45 Rabotnichesko Delo, July 13, 1988: the text of the decree on regional reorganization, see
Durzhaven Vestnik, No. 67, Aug. 28, 1987).

46 Although to cushion the impact, they are allowed to keep their higher salaries for 1 year
and then will receive 10 percent more than the normal salary in the new job. What Are the
Immediate Objectives of Restructuring?, (Sofia Press, 1987), P. 17.

47 Ogt Wirtschafts Report, No. 9 (Sept. 23, 1988), P. 366.
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Those managers keeping jobs, especially the old-style, typically
authoritarian ones, must be finding adjustment to the circum-
stances of worker-management difficult. In the first elections at the
end of 1986, out of 50,000 brigade leaders and 4,500 company man-
agers facing election, only 1,250 failed to win.48

Managerial-level employment adjustment required by reforms
occur in a longer developing context where the number of industri-
al enterprises declined between 1975 and 1986 while white collar
employment in the sector remained constant. In industry this de-
fines conditions for intensified competition among qualified persons
and especially greater difficulty of upward mobility by younger
managerial cadres.

If the Bulgarian leadership supports the more appropriate direc-
tions of restructuring (as shown below), the best opportunities for
ex-bureaucrats and young well-trained managers alike would be
outside of industry proper in the area of business services—market-
ing, finance, technical consulting, personnel relations, all kinds of
activities that were neglected under the old system or wrongly sub-
sumed under central administration. Perhaps in return for having
to learn about business and of accepting risk, more enterprising
Bulgarians may have a chance to make a fast lev—that is, if Zhiv-
kov’s rather dogmatic views on profits do not take it all away. One
cannot forget that new law on prices in January 1988 saw 45 man-
agers fired for price abuses.

IV. PROBLEMS AND QUESTIONS ABOUT THE REFORM’S
IMPLEMENTATION AND FURTHER DEVELOPMENT

Aside from ideological diehards, the amount of resistance to Bul-
garian reforms will depend on expectations of the amount and
smoothness of the coming adjustment process required to shift the
present economic structure to one more able to complete in the
world markets. The amount of adjustment required depends on
how badly malformed is the present Bulgarian economy. The
smoothness of adjustment, political issues aside, will depend on the
technical quality of the new system and how well it is administered
during transition.

A. THE EXTENT OF STRUCTURAL DEFORMATION AND POLITICAL
DISEQUILIBRIUM

Discussion of economic reforms in Eastern Europe usually con-
centrates only on institutional changes, ignoring how badly de-
formed were economies under the traditional central planned
system and orthodox policies. Perestroika can not be limited to or-
ganization, but also to the structure of production, capital and
labor. Bulgaria is no exception.

To begin with, it ranks next to Romania among the CMEA six,
the Soviet Union and Yugoslavia in being the most “overindustria-
lized,” given its level of development. That means its shares of
labor and capital in industry are too large and its commitments to
services (trade, private and government services, finance, transport

48 Interview with Peter Dyulgarov, Chairman of the Central Committee of Trade Unions
(Sofia: Sofia Press, 1987), P. 14.
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and communications, etc.) are too small. Within industry, Bulgaria
may be somewhat less overburdened by too much “heavy” indus-
try, but it has obvious “red elephants” in metallurgy and machine
building, while branches closer to its comparative advantages are
too small. Its shares of resources in agriculture are not out of line,
given level of development, but too much reliance has been placed
on capital investments in agriculture and too little on complemen-
tary rural services and too little on effectively motivated and edu-
cated labor. Bulgaria’s overall foreign trade dependency is almost
normal for a country at its level of development, but it does far too
much business with CMEA partners, especially with the Soviet
Union.4® Such connections lock Bulgarian enterprises into un-
progressive technologies without market challenges. In too many
cases products delivered to the Soviet Union could not be exported
on world markets at prices covering cost of production. Besides,
Bulgarian managers have learned little about competition in world
markets.5°

Because of structural deviations, if domestic prices are aligned
with international prices at an appropriate exchange rate, as pro-
posed, some lines of production will show up as redundant with
costs far higher than prices, while others will reveal shortages with
potentially large profits. While some immediate adjustments and
shifts of capacity are possible, there will be some disequilibrium
that require longrun adjustment. In such cases, if the impact of the
new price system is not cushioned by appropriate subsidies and
taxes significant unemployment will occur in some cases simulta-
neously with excess profits in others. This would not be politically
acceptable. The problem is, can painful adjustment be avoided
while moving ahead with reforms?

B. THE PRICE AND EXCHANGE RATE SYSTEMS

One on the first questions to ask is what is the price and profit-
ability level created by the basic exchange rates. To illustrate,
assume a product can be sold for $3 per unit internationally, so
with an exchange rate of 1.5 leva per dollar, the product’s list
price will be 6 leva. Now under the new system neither wages nor
prices of some raw materials will be changed, so only part of costs
will be influenced by the exchange rate. Suppose costs include 4
leva of wages, 1 lev of fixed-price materials, and 1 lev of materials
whose price is influenced by the exchange rate. An enterprise that
produces and sells this product will just break even. But if the ex-
change rate were only 1.0 leva per dollar, the enterprise would
make losses. And if the exchange rate were higher than 1.5 leva
per dollar, it would make profits. Notice that if all cost elements
were dependent on the exchange rate, only the price and not profit-
ability would depend on the exchange rate.

49 To the author’s surprise his opinion was published in Bulgaria in an article “Bulgaria’s
CMEA Trade Is No Longer an Advantage,” in Sofia News, July 22, 1987, p. 4.

50 The concepts of too large, too small, or normal used in this paragraph refer to standards
obtained from regressions of the particular variables against per GNP per capita and size of
population across a large sample of countries. For further explanation, source materials and evi-
dence on Bulgaria, see, Marvin R. Jackson, “Economic Development in the Balkans Since 1945
Cg@pare% 9?_4S5°5Uthem and East-Central Europe,” East European Politics and Societies, Fall
1987, pp. .
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Assume that all products subject to the new wholesale, list prices
are arrayed in order of profitability. Some will be relatively very
profitable and others will be relatively unprofitable. Now according
to the Minister for the Economy and Planning in February 1988, 96
percent of Bulgarian firms “can be self-financing under world
market conditions.” 5! It would seem then that basic exchange
rates had been set so as to make almost all enterprises initially
profitable, although, of course, each enterprise probably has both
profitable and unprofitable products in its assortment.

Another question is how the system manages in the face of sig-
nificantly different relative prices in the CMEA and in world mar-
kets. Even if a realistic cross-exchange rate between the ruble and
dollar is selected, the use of a single dollar rate and a single ruble
rate, as Bulgarian authorities have insisted they use, would result
in two prices expressed in leva for nearly all goods because of the
differences in relative prices in the two international systems.
However, in a November 1987 speech to the Party Central Commit-
tee, Zhivkov stressed that the limit of international prices should
“before all include the socialist ‘market’ [pazar].” This suggests
that both “markets,” perhaps in proportion to Bulgaria’s trade, are
used to establish some sort of average price. That would mean the
ratio of lev price to dollar price, or lev price to ruble price would
differ for each product which is equivalent to continuing to use the
old-style supplemental exchange coefficients.

Quite apart from the valuation issue, there will be a major prob-
lem balancing the relative incentives to provide exports to or use
imports from CMEA and Western markets or buy and sell in the
home market.52 In this case, there is the possibility in the new
system of varying incentives to import and export by changing the
quotas for basic and premium exchange rates (explained on p. —).
It also appears that state contracts will be used to provide export
and supply imports from CMEA. Whether this will be stimulated
by prices and financial subsidies or forced on enterprises by admin-
istrative decision is not known.

A third question is that the use of premium exchange rates sug-
gests that excess demand for dollars exists at the basic rates of 1.5
leva. That is, if enterprises were free to buy and sell at that rate,
the quantity demanded would be much greater than the quantity
supplied. So premium rates are both offered and charged to bal-
ance them. A single “equilibrium” rate between 1.5 and 3.0 leva
could also do this, but would not permit selective subsidies and
taxes provided in the system.

C. THE EXTENT OF MONOPOLY, COMPETITION AND CENTRAL DIRECTION
IN THE NEW SYSTEM

The complexity of establishing workable price and exchange rate
systems probably increases the dangers of the reform from other

5! Frankfurter Allgemeine Zeitung, Feb. 29, 1988.

*2 Two evidences of such behavior have been cited. One is reports from Hungarian and Czech
trading partners that Bulgarian firms are uninterested in doing business [Frankfurter Allge-
meine Zeitung, Sept. 19, 1988) and the other that Bulgarian agricultural organizations have ne-
glected domestic markets for excessive exporting (Stuttgarter Nachrichten, Feb. 17, 1988). Appar-
ently, the country’s supplies of garlic simplymcgsappeared for a while in one instance in 1987
related to the author.
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directions. One is monopoly behavior on the part of the SEO’s.
Structural monopoly tends to be high given Bulgaria’s small size,
past propensity for large-scale units, and low-trade shares with the
West. Zhivkov emphasized this fact in November 1987 and sounded
almost like a member of the American FTC in recommending the
promotion of competition through some combinatin of (1) breaking
up uneconomically large enterprises, (2) creating new ones, (3)
using import competition, (4) encouraging foreign joint ventures, (5)
use of “free-trade” zones, etc. His “structuralist” approach was ac-
companied by another progressive idea, that using more easily
measured taxes and subsidies when regulation is needed rather
than compromising the price system with directed controls.?3

Still, a sign of the persistence of the old “administrative” ap-
proach was in the January 1988 law against monopoly pricing. It
not only provided stiff penalties when prices were found to be too
high (45 managers were fired and enterprises fined 1.7 million
leva), but it also limited firms to producing only 20 percent of their
total output as more profitable “luxury”’ goods.’* It is also a bad
sign that ideological foot dragging may be holding up the solution
to local monopoly problems with the proposed expansions of the
role for the personal and cooperative sectors in supplying food and
services.5®

Administrative approaches will surely encourage the tendency of
central bodies to interfere with self-management organizations.
Worries over such tendencies, according to Mr. Zhivkov, motivated
a regulation restricting the industrial associations to a maximum
of only 70 professional employees.?® Also, some effort has been
made to staff associations with persons from the provinces rather
than with former ministry officials.57

The problem of lingering central interference is exacerbated by
the need for some gradual devolution of decision rights during the
transition phase of the reforms. The worry, given Hungary's expe-
rience, is that measures intended to be temporary end up as a way
of avoiding structural adjustment and international competition.
Central authorities start looking for ways to expand their functions
while economic organizations eagerly present new cases where ex-
ceptional help is needed. Bulgarian organizations will surely do so
no less than their Hungarian counterparts. In the end, the test
may be how dedicated to the cause of economic reforms is the party
leadership. .

§3 Rabotnichesko Delo, Nov. 20, 1987.

54 Agence France Presse, Jan. 6, 1988.

55 On new regulations for the private sector, see Durzhaven vestnik, 1987:48 (June 23); this
and earlier regulations are discussed in Radio Free Europe, Bulgarian Situation Report/6, (July
24, 1987), with additional background in Ilse Grosser, Private Landwirthschaft in Bulgarien, in
Giessener Abhandlungen zur Agrar- und Wirtschaftsforschung des europiischen Ostens, Vol.
154 (Berlin: Duncker & Humblot, 1988).

56 Rabotnichesko Delo, Mar. 6, 1987.

57 Rabotnichesko Delo, Aug. 14, 1987,
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I SUMMARY'

This paper describes and evaluates Bulgarian economic perform-
ance during the turbulent 1980’s. This period is characterized by an
extraordinarily far-reaching and complex economic-reform program
moving forward in fits and starts, bad weather every other year,
earthquakes, and industrial accidents.

Western scholars are critical of the secrecy that envelops many
seemingly innocuous matters and of the lack of informativeness of
much of what the Bulgarians publish. However, Western calcula-
tions may be even less reliable.

On the positive side, NMP and industrial output grew rapidly;
plans were met for NMP, retail trade, household income, and for-
eign trade; meat consumption rose; and labor-productivity growth
in material sectors was high.

On the negative side, crops did poorly—consumption per capita
of fruit and vegetables declined; retail prices of electricity and
water rose; plans for housing construction, capital investment, and
foreign-trade turnover were unmet and some key output targets in
the next 5-year plan are too high; and large deficits appeared in
capitalist trade, especially with developed countries.

II. BACKGROUND
A. ONGOING REFORMS

This paper is concerned primarily with the performance of the
Bulgarian economy in the mid- and late 1980’s, rather than with
the ebb and flow of economic reform during that period. In any

*Associate Professor of Economics, Tllinois State University, Normal, Ill.
(169)
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case, the latter is treated in detail in the paper by Marvin Jackson
in this compendium and elsewhere.?

The current operating document for the economy is Pravilnik za
Stopanska Deinost (hereafter, Pravilnik), which went into effect on
January 1, 1988. It outlines new operating procedures that subject
“self-managing economic organizations”’—the current appellation
for enterprises—to “economic” as opposed to “administrative”’ reg-
ulation.?2 The state regulates economic activity using such tools as
price setting, interest rates, valuta coefficients, and normatives reg-
ulating deductions of net income into funds, amoritzation, and so
on. Wholesale prices are to reflect world prices. A sales tax has re-
placed the turnover tax, and three other new taxes have come into
being.

Competition is to be employed throughout the economy to deter-
mine which organization is to receive state plan tasks, conclude
contracts for material-technical supply, carry out investment
projects, provide investment finance, conduct research activities,
open retail outlets, and provide insurance.

Eight commercial banks are to perform basic banking services
for enterprises, and are to compete with each other to determine
which of them will cooperate with a given enterprise. A number of
changes have made in the area of foreign trade, including broader
rights to participate therein for economic organizations, increased
emphasis on exchange rates—which have been simplified and the
lev brought closer to convertibility—and tariffs, creation of free
trade zones, and enhanced regulatory encouragement of joint ven-
tures. A 1987 decree encourages private and cooperative activities
in a number of spheres.

B. IMPORTANT EXOGENOUS EVENTS

In addition to the aforementioned reforms, an unusually large
number of events presumably exogenous to the economic system
per se, such as severe weather and industrial accidents, took their
toll on economic performance, especially during 1985-8T. The most
obvious such event was the eerie weather pattern which saw severe
weather conditions in odd-numbered years alternate with favorable
ones in even-numbered ones.

The year 1985 stands out as a particularly trying one. The winter
of 1984-85 was unusually severe. The Sea of Azov and the Danube
River froze, preventing Soviet coal shipments, and domestic mining
was also hampered, leading to sharp reductions in the supplies of
coal available for electricity generation. A very dry 1984 had al-
ready reduced water levels in dams used for hydroelectric-power
generation. As a result, electricity-rationing procedures were intro-

duced, the prices of electricity and drinking water were raised sub-

1 Two valuable in-depth studies are Richard Crampton, “ ‘Stumbling and Dusting Off, or an
Attempt To Pick a Path Through the Thicket of Bulgaria’s New Economic Mechanism,” Eastern
European Politics and Societies, vol. 2, No. 2, 1988, pp. 333-395; and Marvin Jackson, “Bulgar-
ia’s Attempt at ‘Radical Reform’, ” Berichte des Bundesinstitut fiir ostwissenschaftliche und
internationale Studien, 1988, No. 2. A particularly up-to-date look at the reforms is Ilse Grosser,
;d&o?‘o?ggsReforms in Bulgaria,” The Vienna Institute for Comparative Economic Studies,

arc| .

2 Pravilnik za Stopanska Deinost (Sofia: Ministerski Siivet, February 1987). The rationale
behind Pravilnik (1987) and the thinking of Bulgaria’'s leading reform economist are on display
in Ivan Angelov, Strategiia na Kachestveni Promeni (Sofia: Partizdat. 1987).
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stantially, and plan fulfillment was very poor, especially in the
first quarter. There was a severe drought in the summer of 1985,
leading to considerable shortfalls in agricultural production and
grain imports from Great Britain and Yugoslavia.

The year 1986 saw better weather—aside from heavy snowstorms
in February and torrential rains during the grain harvest, but the
nation lived through, in addition to the aforementioned organiza-
tional upheaval, two earthquakes and two major industrial disas-
ters. The former, which struck the town of Strazhitsa in February
and December, are said to have caused damage of upwards of 200
million leva.? The accident in April at the Soviet nuclear power
plant at Chernobyl’ caused great concern among the population—
which had not abated by the author’s visit to the country in June
of 1987—and adversely affected exports of fresh fruit and vegeta-
bles to Western Europe. On November 1, Bulgaria had its own
major industrial accident, when an explosion at the Devnia Chemi-
cal Combine killed seventeen workers.

Although 1987 was highly eventful in terms of economic reform,
it was rather less so with respect to natural and other calamities
than 1985 and 1986. Agriculture did suffer under relatively unfa-
vorable conditions; e.g., fruit was damaged by late-spring frosts and
once again there was summer drought. Nonetheless, Western ob-
servers are more inclined to blame systemic factors such as low
procurement prices * and a ‘“chaotic harvest that forced thousands
of students to remain in the fields until December,” 5 perhaps due
to rapid and confusing institutional change, for poor 1987 agricul-
tural performance.

Problems with electricity generation continued, as restrictions
were placed on the consumption thereof in Sofia in October. A
landslide in August at the Maritsa Iztok open-pit coal mine contrib-
uted to the problem. A major ecological issue came to a head
during the year, as protests erupted in Ruse in September over the
catastrophic damage inflicted upon the city by emissions of chlo-
rine gas from a plant across the Danube in Giurgiu, Romania. The
average worker in Ruse is said to lose 9.5 workdays per year due to
lung problems.8

Throughout the period covered by this study, and especially be-
ginning in 1985, there have been persistent reports of shortages of
basic items, such as meat, soft drinks, sugar, fruit and vegetables,
cooking oil, toilet paper, and various types of clothing.” One of the
objectives of Section IV below will be to ascertain whether this
problem shows up in the official statistical record.

III. THE QuUALITY OF EcoNnomic DATA

Before discussing Bulgaria’s recent economic performance, a
word is in order on the quality of official data thereon. Western
scholars have long been critical of both the secrecy that envelops

3 Crampton, “ ‘Stumbling and Dusting Off, or An Attempt To Pick a Path Through the Thick-
et of Bulgaria's New Economic Mechanism,” p. 358,

* Radio Free Europe Research, Bulgarian SR/ 11, Nov. 20, 1987 (hereafter, RFER).

5 RFER, RAD Background Report, BR/250, Dec. 30, 1987.

¢ RFER, Bulgarian SR/2, Feb. 11, 1988,

7 See, e.g., RFER, Bulgarian SR/9, Sept. 25, 1986.
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many seemingly innocuous matterg and lack of informativeness of
much of what is published. To quote PlanEcon: 8

To put it bluntly, Bulgarian economic information policy is an unmitigated disas-
ter. Quarterly, mid-year, and end-year economic reports are totally uninformative,
written in a manner that is reminiscent of Stalinist Romania rather than those sup-
plied by other CMEA countries, and contain mostly political propaganda rather
than honest, critical assessment of the country’s economic achievements and prob-
lems . . . [The] Statistical Yearbook . .. and Foreign Trade Yearbook . . . are
poorly designed, badly outdated in terms of content and layout, and far less useful
than comparable publications released by . . . [Czechoslovakia, Hungary, Poland,
and Yugoslavia) . . . or even by the Soviet Union (at least in the case of Foreign
Trade Yearbook). .

These data problems seem most severe with respect to foreign-
trade data. There are few data on such matters as the relative im-
portance of traded commodities in value terms and the commodity
composition of trade with particular trading partners, and none at
all on certain commodities, such as petroleum, on the size of hard
currency credits given and received, nor on the financial balance
sheets of the Ministry of Foreign Economic Relations.®

Information on exchange rates has been harder to come by than
for perhaps any other East European country. Questions relating to
exchange rates are particularly telling, given the intention under
the reforms to introduce a single ruble rate for CMEA trade and a
single dollar rate for Western Trade.'® Even with this simplifica-
tion, however, the average effective exchange rate still varies by
commodity, complicating Bulgaria’s attempt to join GATT. 1!

Problems of data availability are probably less severe outside the
area of foreign trade. For example, the Bulgarian statistical year-
book, Statisticheski Godishnik na Narodna Republika Biilgariia
(hereafter, SGNRB) contains far more information on the move-
ment of retail prices than does Narodnoe Khoziaistvo SSSR (here-
after, Narkhoz), the Soviet statistical yearbook. Particularly note-
worthy is the publication of price indices—calculated on the basis
of data from 66 cities—for 16 products sold on cooperative markets
(e.g., see p. 364 of the 1987 edition).!2 Virtually all agricultural
data are provided separately for the state and private sectors. Fur-
thermore, SGNRB never went through the shrinking act that
Narkhoz did in the late 1970’s and early 1980’s.

In addition to the question of data availability, there is, of
course, the issue of the reliability of official figures. One can onl
guess at how ‘“real” indices, ie., those expressed in “comparable”
prices, are actually calculated. Western observers suspect that un-
derstatement of inflation is the reason why aggregate real indices
often outperform their major constituent parts expressed in physi-
cal terms. For instance, PlanEcon views officially reported indices

8 PlanEcon Report, Vol. III, No. 21, May 21, 1987, p. 12. Emphasis in the original.

9 Ibid., and RFER, Bulgarian SR/7, July 30, 1980. All data on petroleum and nonferrous met-
allurgy are apparently viewed as state secrets, as is information on the locations of gas and oil
pipelines, airports, and railway stations, and the power of radio and television transmitters.

10 A figure of 1.5 leva per dollar has been given for nonsocialist trade beginning January 1,
1988; see Jackson, “Bulgaria’s Attempt at ‘Radical Reform’,” p. 26. It was announced in June
1988 that the ruble will be worth 1.05 leva; see Sofia News, No. 26, June 29, 1988.

11 Jackson, “Bulgaria’s Attempt at ‘Radical Reform’,” p. 39.

120n the other hand, agricultural procurement prices have not been published in many
years. See RFER, Bulgarian SR/11, Nov. 20, 1987. 1t is not even possible, as it is for the USSR,
to deduce such prices for individual crops from the nominal value of the procurements and the
physical quantity procured thereof, since there are no data on these items either.
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of both state retail prices and cooperative-market prices as consid-
erably understated.13

On the other hand, major known increases in retail prices pub-
lished in the press do show up on official indices, although the two
sources may differ as to timing and magnitude. By way of illustra-
tion, it is known that the prices of electricity and drinking water to
residential consumers rose 41 percent and 40 percent, respectively,
on October 1, 1985.14 The official price index for residential elec-
tricity rose 11.9 percent in 1985 and 33.2 percent in 1986; the fig-
ures9 é’gr drinking water are 14.2 percent in 1985 and 36.9 percent
in 1986.15

The availability and reliability problems have other dimensions.
Occasionally, there are major unexplained changes in the data on a
particular phenomenon between succeeding issues of a given publi-
cation or between two different publications. There are also in-
stances of wildly implausible year-to-year changes in certain cate-
gories; see, e.g., the data in Table 1 below on net material product
(NMP) in the trade sector.16

Furthermore, the articles appearing in the press that provide the
plan indicators for the following year describe a number of catego-
ries that exist neither in the plan-fulfillment reports nor in the sta-
tistical publications published after the year in question. There are
targets in the Ninth Five-Year Plan (1986-90) for such items as
high-quality steel, microelectronics, and light chemicals.!” But
none of these categories appears in the physical-production statis-
tics for industrial products contained in SGNRB.!8 This practice
obviously limits our ability to evaluate plan fulfillment at anything
but the most aggregative level.

One particularly interesting development on this front has been
the appearance in recent years of frank expressions of dissatisfac-
tion with the quality of Bulgaria data by several prominent Bulgar-
ian observers. In September 1985, Angelov accused the statistical
authorities of “creat{ing] an illusion of prosperity that . . . does not
exist.” 1® More recently, he has written the following: 20

[Nlever in the past ten years or so has there been more than a 55 to 60 percent
fulfillment of the physical indicators set by the State Planning Committee[.] But in
value terms according to the official reports the plans are always fulfilled and over-

fulfilled. It is not difficult for a knowledgeable economist to draw the appropriate
conclusions.

In a July issue of Narodna Kultura, noted journalist Baruh
Shamliev blasted the official secrecy regarding such matters as
retail prices, consumption per capita of important products, real

13 See, e.g., PlanEcon Report, Vol. IV, No. 8, Feb. 26, 1988.

14 RFER, Bulgarian SR/11, Oct. 7, 1985.

15 Statisticheski Gokishnik na Narodna Republika Biilgariia 1987 (Sofia: Tsentralno Statisti-
chesko Upravlenie, 1987), p. 363.

16 See Marvin Jackson, “Recent Economic Performance and Policy in Bulgaria,” in East Euro-
pean Economies: Slow Growth in the 1980’s, Volume 3—Country Studies on Eastern Europe and
Yugoslavia, a compendium of papers submitted to the Joint Economic Committee, Congress of
the United States (Washington, DC: Mar. 28, 1986), p. 29; PlanEcon Report, Vol. IV, No. 8, Feb.
26, 1988; and Section IV below for a discussion of this issue.

17 See Rabotnichesko Delo, Dec. 25, 1986, and Dec. 26, 1986.

18 See, e.g., SGNRB, 1987, pp. 213-219.

129 Ivan Angelov, “Intensifikatsiia, Efektivnost i Ikonomicheski Klimat,” Trud, Sept. 20, 1985,

p. 2.
20 Ivan Angelov, “Ikonomicheskata Logika na Noviia Ikonomicheski Mekhaniziim,” Novo
Vreme, No. 2, 1988, p. 7.
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national income, poverty, and the financial condition of individual
enterprises, including the subsidies that they receive.2!

IV. PERFORMANCE

We now turn to an evaluation of the performance of the Bulgari-
an economy during the mid to late 1980’s.22

A. GROWTH, STANDARD OF LIVING, INFLATION, AND OTHER AGGREGATE
MATTERS

Bulgarian and Western estimates of value-added in production in
Bulgaria during the Eighth Five-Year Plan (hereafter, FYP; 1981~
85) and 1983-87 are presented in Table 1. The official growth rate
of NMP, while seemingly respectable at 3.2 percent per annum, is
well below the 6.1 percent achieved during 1976-80.2% The continu-
ing importance of agriculture to the overall economy is in evidence;
1983 and 1985, years of severe difficulties for this sector, have
lower NMP growth rates than do better years on the farm.

TABLE 1.—ALTERNATIVE ESTIMATES OF REAL GROWTH RATES OF VALUE-ADDED IN PRODUCTION

(in pescent]

Shares* 2 1982-853 1983 1984 1985 1986 1987

. Bulgarian official data: *

Net material production.........coccvueneees 100.00 n 3.02 4.61 1.78 5.33 5.10
Industry. 60.10 6.94 8.50 6.48 4.90 57 6.30
CONSETUCHION ..coocoeaeenrrnresersesmemssnsessmsnsesnnns 9.60 5.42 2.76 4.20 484 2.00 3.64
Agriculture 1490 —298 1628 1166 —2060 2241 —12.36
Forestry. 40 191 -39 115 .09 LA RN
Transportation 6.40 3.63 113 272 -133 294 2.00
Communications ... 1.20 1.60 10.23 9.69 6.03 9.09 ..o
Trade, et cetera 4. 5.40 —06 1912 —2136 3360 —17.74 4140
Other material sec 2.00 —81 460 533 15 993 5.00

1. Western calculations: :

Gross national Product..........e.cesesseeennes 100.00 a1 -19 320 326 2.20

Industry. 35.06 n 1.82 198 —.54 1.25
CONSEIUCKION ...ovvvrenrsccsrscssereersenessnsenssenees 6.68 -3 -6 31 248 47
Agricutture 21.23 —-160 1237 969 —1566 6.50 ...
Forestry. A1 —1.46 199 148 00 25 ..
Transportation 1.3% 141 1.60 189 -8 A7 .
Communications ... A1 66 143 -8 19 38 .
Trade, etc 118 177 —88 132 281 3.04 .
Other material SECLOTS ........ccoovuumeenenrenenee 37 331 ¥4 99 244 314 .
Housing. 444 2.28 2.28 231 2.10 1.82 ..
COMMUAA! SBIVICES w.ovevvverecrenssmsssssnennsaeres 2.85 133 -3 2.4 328 146 ..
Finance 22 167 00 1.94 1.09 2 ..
Other non-Government .............oeevevemssnenes 31 —40 429 5.14 1.06 20 .
Government 112 1.24 1.34 A4 1.32 69

1 Al official Bulgarian data are in 1982 “comparable” (stpostavimi) prices.
2 Westem shares and. o l?7ﬁ@g§ed factor cost.

+ Includes material-technical supply and procurement.

Sources: All official Bulgarian data for 1981-85 and 1983-86 are from SGNRB, 1987, p. 156. The official 1987 figure on net material product
is from SS, 1988, pp. 80-81. The remammF officiat data for 1987 are from Planfcon Report, Vol. IV, No. 8, reg."zs, 1988, p. 7. Western
Sablcuglgtiousgare derived from Thad Aiton et af, Occasional Papers Nos. 95-99 of the R Project on Nationa! Income in East Central Europe,

-95, p. 9.

21 RFER, Bulgarian SR/7, July 30, 1988. :

22 For examinations of its performance during earlier per'}ods, see Jackson, “Recent Economic
Performance and Policy in Bulgana," pp. 23-58; and Marvin Jackson, “Bulgaria’s Economy in
the 1970’s: Adjusting Productivity to Structure,” in East European Economic Assessment, Part
1—Country Studies, 1980, a compendium of papers submitted to the Joint Economic Committee,
Congress of the United States (Washington, DC: Feb. 27, 1981), pp. 571-618.

23 Jackson, “Recent Economic Performance and Policy in Bulgaria,” p. 29.
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The official data for 1986 and 1987 show considerably faster
NMP growth than the Eighth FYP average. Although this is plau-
sible in the former year, when agriculture enjoyed a strong recov-
ery, the 5.10 percent growth rate for 1987 is more surprising in
view of that year’s agricultural difficulties.

Looking at the specific sectors, industry grew during 1981-85 at
almost exactly the same annual rate as it did during the previous
FYP;24 it slowed only marginally in the 2 following years. Enor-
mous instability in agriculture’s contribution to national income is
evident and predictable based on what we know of climatic condi-
tions.

Equally volatile but far more difficult to explain is the perform-
ance of the sector that includes trade, material-technical supply,
and procurement. Two explanations have been offered. PlanEcon
suggests that some activities may have been transferred to indus-
try in 1984, but this seems unlikely given that real industrial
growth was close to the long-term norm that year; the same may
be said of 1986.25 Alternatively and more plausibly, both PlanEcon
and Jackson suggest that the volatility of the trade sector may be
due to major year-to-year changes in the internal prices of exports
and imports.26

The alternative Western estimates presented in Table 1 are the
work of L.W. International Financial Research, Inc. They are
formed by “developing independent estimates of output growth for
the various production and service sectors, then aggregating the
sectors into an index of GNP in terms of factor costs,” which are
calculated for 1975.27

The factor-cost weights, as shown in the first column of Table 1,

iffer radically from the official ones for 1982. As Alton et al. ac-
knowledge, the factor-cost method always enhances the contribu-
tion of agriculture, and reduces that of industry, relative to the of-
ficial method.28 Although such an approach has some merit, e.g.,
because it eliminates the untoward effects of the turnover tax, the
continued use of 1975 weights clearly overstates the importance of
agriculture to what has become an industrialized economy. More-
over, Boretsky has recently shown that a similar method used by
the Central Intelligence Agency to estimate Soviet national income
results in a major underestimation of GNP when applied to the
U.S. and West German economies.2® The differences between the

6 82‘ Reported by Jackson, “Recent Economic Performance and Policy in Bulgaria,” p. 29, to be
.8 percent.

25 PlanEcon Report, Vol. IV, No. 8, p- 7.

2¢ Ibid., and Jackson, “Recent Economic Performance and Policy in Bulgaria,” p. 29. As point-
ed out by the latter, this phenomenon may not show up in foreign-trade statistics, which are
reported in rubles or dollars.

27 Thad Alton et al., Occasional Papers Nos. 95-99 of the Research ject on National
Inlgo;%e inlEast Central Europe (L.W. International Financial Research, Inc., New York, 1987),
OP-95, p. 1.

28 Ibid., OP-97, p. 2.

22 Michael Boretsky, “The Tenability of the CIA Estimates of Soviet Economic Growth,” Jour-
nal of Comparative Economics, Vol. 11, No. 4, December 1987, pp. 517-542,
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official estimates and those by Alton et al. have always been par-
ticularly large in the Bulgarian case. As can be seen from Table 1,
the latter show little real growth of GNP or its major component
sectors, with occasional years of declining output.

Table 2 shows that Bulgarian plans have generally been rather
realistic, except, of course, for agriculture where climatic problems
can hardly be predicted. The 1981-85 FYP was very accurate with
respect to NMP, underpredicted the growth of real industrial
output, nominal retail-trade turnover, real household income per
capita, and real foreign-trade turnover, while overpredicting real
agricultural growth, housing construction, and nominal capital in-
vestment.

TABLE 2.—COMPARISON OF PLANNED AND ACTUAL ECONOMIC RESULTS

[Percent growth unless otherwise noted)

Net material * product Gross industrial 1 output Gross agricultural * output Housing 2 construction
Planned Actual Planned Actual Planned Actual Planned Actua!

Years

1981-85 3 .. e 370 3n 5.06 434 340 028 72000 68,642

3.80 3.02 4.80 430 270 —720 73000 69745
3.80 461 5.80 420 3.70 700 72100 68,930
410 118 520 3.20 NA4+ 1230 78900 64870
538 o 10.00 80,000
4.00 5.33 7.40 1170 57400 54,198
5.20 476 LA : NA  —430 76400 61,603
6.10 500 e 5.50 81,000
Retail trade ® tumover  Real household * income State sector & capital Foreign trade * tumover
Years e — per capita investment E——
Planned Actual Planned Actual Planned Actual Planned Actual
390 444 2.80 3.67 7,400 7,326.02 6.96 10.14
410 3.82 2.60 213 7,540 7,240.30 8.00 8.82
420 3.82 2.50 2.92 8150 7,263.90 8.10 8.60
4.50 490 3.00 2.84 8,650 7,995.30 4.50 165
4.56 337 e 10,600-11,200 6.50
4.50 1.16 2.00 281 9,150 8545.20 500 —037
5.00 392 410 3.80 NA.  9,552.10 NA 2.84
NA. RJK | R——— 10,500 NA.

1 |y comparable prices.

2 Number of unils.

s Annual rates. Plan tasgets for 5-year plans (FYP) fos items expressed as growth rates, when not taken directly from sources, are caiculated by
assuming that the total growth projected to occur from the last year of the previous FYP to the last year of the FYP in question occurs at a
constant, annual? compounded rate. For example, the 5.38 percent annual growth of NMP durin 1986-90 is derived from the fact that NMP is
supposed to be 30 percent higher in 1990 than in 1985. Thus, (14-1)**5=1.3, which implies that r=0.0538.

4 Figure was never, to author's knowledge, publicly di X

s Current prices. Investment is in million leva.

Sources: All actual growth rates for 1981-86 are derived from SGNRB, 1988, po. 85, 143, 156, 207, 253, 270, 344 and 384; all actual 1987
frowth rates are derived from SS, 1988, pp. 68, 80, 104, 105, 128, 129, 156, 176, and 200, and s$, 1937, p. 76. 1981-85 ¥lan targets are
Tom Rabotnichesko Delo (hereafter, RD), Dec. 11, 1981. 1983 plan targefs are from RD, Dec. 16, 1982, 1984 plan targets are from Radio Free
Europe Research_(hereafter, RFER), Bul; arian SR/3, Feb. 15, 1985. 198 glan targets are from RD, Nov. 27, 1984, translated in Foreign Broadcast
\nformation Service (hereafter, FBIS), FBIS-EEU-84-234, Dec. 4, 1984. 1 85-90 FYP targets are from RD, Dec. 26, 1986. 1986 plan targets are
from RD, Dec. 13, 1985, translated in FBIS—EEU-85-247, Dec. 24, 1985. 1987 plan targets are from RD, Dec. 25, 1986. 1988 plan targets are
from RD, Dec. 11, 1987. A small number of items are from RFER reports rather than the Bulgarian press.

In recent years, as part of the deemphasis of annual plans under
the reform effort, annual plan indicators have been harder to find.

From the annual average targets in the 1986-90 FYP and what
little we know about recent annual targets, it appears that agricul-
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ture, housing construction, capital investment, and foreign-trade
turnover may be trouble spots in the coming years.

Table 3 contains information on the final uses of national
income. One use of such data is examine the effects of repayment
of international debt. NMP used is the difference between NMP
produced and the sum of the trade surplus and losses to the econo-
my from disasters, accidents, theft, and so on. When NMP used
grows more slowly than NMP produced, it often reflects the neces-
sity to run trade surpluses to pay off international debt, As it turns
out, the 1976-80 FYP showed a considerable—2.8 percentage
point—disparity between the annual growth rates of the two NMP
measures,®° as did 1982-83, as shown in Table 3. However, during
the 1981-85 FYP as a whole, their growth rates were virtually
identical and every year during 1984-86 saw NMP used actually
grow faster. Interestingly, 1987 shows a return to the 197 6-80 pat-
tern.

TABLE 3. —ALTERNATIVE ESTIMATES: FINAL USES OF NATIONAL PRODUCT
[In percent)
1981 19B2 1983 19M4 1885 198185 198 1997

|. BULGARIAN DATA -

A Real growth rates:

5.00 430 3.02 4.61 178 372 5.33 476
1.70 1.80 130 540 2.30 370 8.40 2.30
5.30 370 2.90 490 3.30 4.02 3.60 6.90
6.20 441 2.96 314 2.80 390 2 393

Material* const
Real household income

Net investment= .............. . 1480 —330 —3.60 620 .80 266 2380 —3.00

Gross fixed capital investment 3..... 413 5.82 53 .28 8.61 387 183 178

B. Share of unfinished investment........ 13,28 5.39 1.37 1287 1695 1117 2191 5.85
Il. WESTERN ESTIMATES

A. Real growth rates:
GNP 3.00 280 -192 320 -3 a1
5.50 280 —3.80 363 -319 99

Gross production domestic. used.....

Private consumption.... 2.10 1.20 09 2.25 1.69 1:47
Selected & government 2.00 2.40 .53 L13 1.03 142
Residual® 1470 580 —14.22 854 —16.67 =37
1 Fond potreblenie.
2 fond natrupvane,

3 Kapitalni fia.
f‘ fference between gross fixed capital formation and fixed capital put into opesation (vivedni v deistvie ie osnovni fondove) as a fraction of the
ormer.

© Includes administration, justice, internal security, education, cufture, health, and social weifare,

¢ Includes gross investment, science, defense, of government consumption other than those listed in nate 5, and errors and omissions,

Sources: Figures on NMP used are from PlanEcon Report, Vol. IV, No. 8, Feb. 26, 1988, p. 7. Other official data for 1981-86 are from SGNRB,
1987, pp. 36, 85, 143, 156, and 160, and the mswmng 1987 ﬁlgg are_from SS, lQ&arp. 68, 80, and 176. Western calculations are
derived Thad Afton et al., Occasional Papers Nos. 95-95 of the rch Project on Nati Income in East Central Europe, 0P-97, p. 8.

Table 3 also provides some insight into government policy on
consumption and investment. Material consumption and net invest-
ment sum to NMP used, and can thus provide us with a crude indi-
cation of divergent trends in the relative emphasis on these two
competing categories. Material consumption moves fairly closely
with NMP produced; its 4 percent annual growth rate during 1981-
85 is virtually identical to that during the previous FYP.3! Net in-

:0 gba:‘:lkson, “Recent Economic Performance and Policy in Bulgaria,” p. 31.
t Ibid.



178

vestment is far more volatile, and seems to have borne the brunt of
balance-of-payments adjustments. As a share of NMP used, it was
0.236 in 1985, compared with 0.267 in 1981, although it did rise to
0.269 in 1986.32

Real household incomes may be a better indicator of the stand-
ard of living than material consumption, since the latter leaves out
services and savings. As it turns out, although real household in-
comes grew at rates faster than or equal to those for material con-
sumption from 1979-1983, since 1980, material consumption has
always grown faster. This may suggest either growing problems in
the service sector or declining annual additions to savings balances,
of which the former seem more likely.

The official data on consumption and real incomes paint a sur-
prisingly rosy view of the development thereof, considering the ob-
jective difficulties of the economy in the 1980’s. The only alterna-
tive numbers come once again from Alton et al., and are presented
in the lower half of Table 3. These tell roughly the same story as
the official data on the relationship between NMP produced and
used, although 1983 is the only year for which the former grew
faster than the latter. The Western estimates of the growth of pri-
vate %onsumption, however, are considerably below the official
ones.?

Physical data on food consumption per capital show declining
consumption of bread, ripe beans, vegetables, and fruit over 1982-
86, and rising consumption of meat, fish, milk, and eggs during this
period. This is not surprising in view of the greater success of the
livestock sector in recent years.?*

Turning to inflation, the skepticism of both Bulgarian and West-
ern observers concerning the official estimates thereof has already
been mentioned. During 1981-85, the average annual rates of over-
all retail price-inflation and retail-food-price inflation were both
only 1.52 percent. However, 1986 did see retail-price inflation of 3.5
percent and 4.3 percent, respectively.

More disaggregated data show a number of items—e.g., bread,
rice, eggs, wool fabric, socap—for which there were no retail-price
increases during 1980-86. Among food products, the greatest infla-
tion in this period took place for “other summer fruits” (92.5 per-
cent), coffee (58.8 percent), and oranges (42.5 percent), and among
nonfood items, for bricks (39.1 percent), lime (87.9 percent), and
tiles and slabs (36.8 percent). The cooperative markets saw price in-
creases ranging from 25.4 percent for live chickens to —16.8 per-
cent for eggs over this period.

The large price hikes for electricity and water in 1985-86 have
already been mentioned. Most consumer services saw little or no
price increases. Thermal energy, apartment rents, radio and televi-
sion taxes, domestic railroad fares, intercity bus transport, urban

32 Calculated on the basis of data in PlanEcon Report, Vol. IV, No. 8, Feb. 26, 1988, p. 7. Note
that the official data on gross fized capital formation, which includes depreciation but excludes
inventory changes, show it growing very rapidly in every year since 1984. Until 1987, this in-
vestment “boom” was associated with unusually high rates of unfinished investment.

33 The methods employed by Alton et al. to obtain these data are similar to those used to
derive those on value added presented in Table 1 and the same caveats applg.

34 SGNRB, 1987, p. 100. See also Wyzan, “Bulgarian Agriculture Since 1979: Sweeping Reform
and Mediocre Performance (So Far).”
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mass transit, and the services of shoemakers all went for the same
prices in 1986 as they did in 1980.35

B. PRODUCTIVITY

No examination of the growth of national income and its compo-
nents would be complete without a discussion of trends in factor
productivity. Table 4 presents information on the growth of em-
ployment and of labor productivity. One is struck by the slow
growth of total employment, which was only 0.25 percent higher in
1987 than in 1981. Since 1983, total employment in material pro-
duction has actually fallen by 80,700; the loss of 103,100 agricultur-
al jobs more than accounts for this decline. The latter is the result
of shifting national priorities which have left only 20 percent of the
labor force—and only 8 percent of fixed capital investment 3¢ (see
Table 5)—in agriculture.

TABLE 4.—CHANGES IN EMPLOYMENT AND LABOR PRODUCTIVITY

1981 1982 1983 1984 1985 1986 1987

|. Employment (thousands):
Total, 40733 41003 41136 40980 40947 40765 4,083.6
Material sectors 32720 33899 33982 33698 33543 33250 33175
1383.9 14020 14122 14096 14111  1,403.0 1,4223
947.1 937.6 924.6 899.4 878.8 848.1 821.5
346.3 349.0 353.8 355.3 360.6 359.2 359.1
3434 352.7 351.2 355.9 355.2 360.7 361.4
7013 710.4 715.4 728.2 740.4 7515 766.1

Trade, et cefé;a 1
Nonmaterial sectors .

Education........ 249.2 254.2 257.6 261.0 264.2 269.2 269.8
Health, et cetera 2 ....... 1912 195.6 196.3 198.1 201.0 201.8 207.7

Il. Employment growth (annual percent):
Total, 10 1.0 0 i} 0 -10 0
Material sectors.. 9 5 3 -8 -5 -9 -2
Industry....... 20 0 10 0 0 -10 14
Agriculture .. . =10 —-10 -10 -31 -21 -33 -31
Construction.... 10 1.0 20 0 19 -9 0
Trade, et cetera... 10 3.0 19 -9 0 19 ]
Nonmaterial sectors . 25 13 1 18 17 15 2.0
Education......... 3.0 19 1.0 9 19 18 0
Health, et cetera........................ 3.0 19 1.0 9 19 9 2.9

Ill. Growth of labor 3 productivity (annual

percent):

Material sectors...........ocooovorcreveencnn 39 35 29 5.1 2.1 5.2 53
.. 3.4 40 3.8 43 35 34 34
14 8.2 —42 105 —101 140 -17
6.0 3.8 18 45 K} 5.1 37
2.6 21 6 29 24 R

35 Prices are from SGNRB 1987, pp. 359-64. When one compares inflation rates for the same
items in the state stores and on the cooperative markets, no pattern emerges. The State flour
price was the same in 1980 and 1986, while the 1986 cooperative flour price was 3.4 percent
higher than 1980’s. But state egg prices were unchanged, while cooperative egg prices fell 16.8
percent.

3¢ This figure is the lowest among European members of the Council for Mutual Economic
Assistance (CMEA); see U.S. Department of Agriculture, Economic Research Service, Eastern
Europe: Situation and Outlook Report, RS-86-5 (Washington, DC, June 1986), p. 9. In view of
the persistent food problems of recent years, especially with respect to fruit and vegetable con-
sumption per capita, it may be argued that this shift has been premature.
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TABLE 4.—CHANGES IN EMPLOYMENT AND LABOR PRODUCTIVITY—Continued

1981 1982 1983 1984 1985 1986 1987

IV. Share of growth of net material

product attributed to:
Increased productivity 78.8 843 90.4 1116 1167 974 102.7
Increased abor. 21.2 15.7 9.6 —11.6 ~16.7 2.6 =27

1 Includes material-technical supply and procurement.
2 includes social insurance, physical cutture, sport, and tourism.
3 Based on the growth of value-added for the total material sectors category and on the growth of gross output for the 4 individual sectors.

- Sources: Data for 1981-86 on emi)lagment are from SGNRB, 1987, p. 110, and, on employment growth, p. 111, 1987 figures on both matters
are from SS, 1988, pp. 42-43. 1981-86 labor-productiw;lx data are from SGNRB, 1987, p. 158 for material production, . 225, for industry, p.
298, for agricutture, p. 260, for construction, and p. 354, for retail tracz. 1987 labor-productivity data are from SS, 1988, p. 84 for material
gg:ducﬁon, g) 119, for industry, p. 146, for agriculture, and pp. 122-23, for construction. The 1981-86 figures in Part IV are taken directly from

NRB, 1987, p. 158, and those for 1987 are from SS, 1988, p. 84.

An interesting trend is the relatively rapid employment growth
in the nonmaterial sectors. Employment has risen since 1981 in all
subsectors thereof—including the two presented in the table—
except for management, wherein employment declined by almost
13 percent between 1980 and 1985 before rising somewhat in the 2
subsequent years.3” It is worth noting that the trend toward in-
creased relative employment in the nonmaterial sphere has not
been matched by any similar movement in fixed capital invest-
ment, as can be seen from Table 5 below.

It is not suprising that in view of the respectable rates of output
growth, as officially measured at least, and the negligible growth of
employment, official estimates of the growth of labor productivity
are also respectable. This is certainly true in industry, while agri-
cultural labor productivity trends are dominated by the weather’s
effects on gross output.

The figures in Part IV of the table suggest that economic growth
has been of an intensive nature. In 1987, e.g., value added in mate-
rial production rose 4.76 percent in nominal terms,38 while employ-
ment in material production fell 0.84 percent. On the other hand,
the nominal value of the total capital stock in material production
grew 5.18 percent that year.3® Thus, capital productivity fell 0.42
percent. Nonetheless, given reasonable suppositions about factor
shares, a fair degree of technological progress is evident from the
official data.%°

C. INVESTMENT PRIORITIES AND ECONOMIC RESTRUCTURING

As in the U.S.S.R., restructuring (preustroistvo) has been a major
goal of Bulgarian economic policy in recent years. Since it began in
* early 1986, a great many formal manifestations thereof have been
in evidence—new councils, economic associations, and ministries
have been set up, enterprises have become “self-managing” and
their workers have become “managers” of state property, and pro-
. posals have been made to reorganize many social organizations, in-

37 SGNRB, 1987, p. 110, and Statisticheski Spravochnik 1988 (Sofia: Tsentralno Statistichesko
Upravlenie), p. 43 (hereafter, SS).
38 S, 1987, p. 76, and SS, 1988, p. 80.
39 SGNRB, 1987, p. 142.
40 This implication of the official data is at variance with the results of a formal study em-
loying production functions for 1950-80; see Robert Jerome, “Estimates of Sources of Growth in
g;[‘;:na, Greece, and Yugoslavia, 1950-1980,” ACES Bulletin, Vol. 21, No. 3, Fall 1985, pp. 31-
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cluding the trade unions and the Communist youth organization.¢!
And, as mentioned above, there is the Pravilnik, a new basic oper-
ating document for the economy.

What sort of concrete evidence is there of the progress of restruc-
turing? In the short run, the organizational changes are often seen
by both Western and Bulgarian observers as disorienting to eco-
nomic decisionmakers and hence a cause of poor performance. We
have already mentioned the chaotic harvest conditions of 1987.
More broadly, the head of one of the new associations created in
1986 referred in December of that year to continual ‘“‘reorganiza-
tions . . . [which] are becoming a national calamity.” 42 On the
other hand, it will be recalled that official aggregate growth statis-
tics do not show anything untoward happening in 1986 and 1987,
except for the poor harvest in the latter year.,

Another matter that can be examined in searching for the effects
of restructuring is evidence of changing priorities. In his speech at
the 13th Party Congress in April 1986, Party leader Zhivkov
stressed the importance of achieving a “scientific and technological
revolution,” which he equated with establishing “mature social-
ism.” 43 This stress on high technology is particularl noteworthy
as regards Bulgaria’s trade relationship with the U.S.S.R., to which
it exports rapidly increasing quantities of data-processing and tele-
communications equipment, robots, and laser optics.#¢ There has
even been some success in exporting robots to Great Britain.45

Here again, aggregate statistics tell us relatively little. The data
in Table 5 reveal that the share of material production in total
fixed capital investment rose 3.6 percentage points over 1981-87;
the share of industry rose 4.9 percentage points. Aming the indus-
trial branches, the energy sector saw its investment share almost
double, while, rather surprisingly, the share of the important ma-
chinebuilding and metalworking (MBMW) sector actually fell after
1983. The investment share of electrical equipment and electronics,
another locus of new technology, was one percentage point higher
on the average in 1986-87 than the average for the previous FYP.

TABLE 5.—STRUCTURE OF GROSS FIXED CAPITAL INVESTMENTS

[In pescent]
1981 1982 1983 1984 1985 1986 1987
1. Economic sector:

Material production 709 710 699 711 723 709 45
Industry 434 452 435 453 468 485 433
Construction 28 28 34 33 37 36 40
Agricutture 83 18 18 8.0 8.0 6.5 82
Transportation 115 98 9.5 9.2 8.5 10 100
Communications 13 15 14 1.5 13 13 L5
Trade, et cetera ! 3.1 34 35 31 33 33 19

Nonmaterial sectors 29.1 260 301 289 277 291 255
Housing 137 133 140 139 128 130 112
Science 8 11 08 11 11 11 0.7

1 RFER, Bulgarian SR/7, Aug. 21, 1987.
2 RFER, Bulgarian SR/4, June 24, 1987.
3 RFER, Bulgarian SR/4, Apr. 22, 1986.
¢ RFER, Bulgarian SR/7, July 29, 1988,
45 Christian Science Monitor, Nov. 15, 1984.
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TABLE 5.—STRUCTURE OF GROSS FIXED CAPITAL |NVE_STMENTS—Continued
[In percent)

1981 1982 1983 1984 1985 1986 1987

Education : 20 20 2.2 2.4 19 18 18
Culture and art 20 10 9 8 12 J 7
Health, et cetera 2 .12 18 24 2.1 20 2.3 18
. Industrial branch: :

Energy. 128 115 136 188 269 229 227
Mining : 6.4 14 66 58 59 6.7 15
Ferrous metallurgy 12 6.4 6.0 6.5 11 16 6.0

- Machine building/metal working 232 242 %3 30 203 193 214
Electrical equipment/electronics...... 5.7 13 99 8.5 15 93 83
 Chemicals/rubber ........: 110 100 8.5 8.7 6.9 15 18
Construction materials 5.1 4.6 40 30 21 2.1 42
Textiles 2.8 24 19 18 22 2.6 24
Food . 6.3 6.2 5.8 6.2 59 6.0 5.7

1 Includes material-technical supply and procurement. .
2 |ncludes social insurance, physical culture, sport, and tourism.

Sources: SGNRB, 1987, ? 148, for economic sectors, and pp. 192-193, for industrial branches, for il years except 1987, for which the data
are from SS, 1988, p. 71, for economic sectors, and p. 96, for industrial branches.

A better way to examine the progress of the high-technology ori-
entation is to examine the actual and planned growth rates of the
outputs of categories of products, as is done in Table 6. Unfortu-
nately, as pointed out earlier in the paper, the Bulgarian statistical
authorities make it very difficult to evaluate plan fulfiliment for
specific products. The table does show that ‘the indicators for the
gross output of MBMW have not been fulfilled in recent years. The
growth target for this sector for 1986-90 seems wildly optimistic.8
The performance of electrical equipment and electronics has been
far better, with substantial overfulfillment of the 1981-85 plan and
slight overfulfillment of a very ambitious 1986 plan. Nonetheless,
here too the enormous 1986-90 growth target seems unreachable.

TABLE 6.—ACTUAL AND PLANNED GROWTH RATES OF GROSS INDUSTRIAL OUTPUT

tn percent]
Actual Planned
Branch
1981-85* 1986 1987 1981-851 1986 1986-90 *

Energy 46 2.2 134 54 (i1, J—
Mining R 9.6 5.1
Ferrous metaliurgy 2.7 40 2 [T SO,
Machinebuilding/metalworking .......c.ccc.ceeercesseessnencenns 6.4 - 40 5.1 85 9.2 9.2-99

High-quality stee! . 6.5-6.7

Robots 24.6-26.2

Agricultural machinery 9.2-9.9

Shipbuilding. 10

Household appliances 85
Electrical equipment/electronics........o.ccovvrrverreecrsneee 133 120 109 8.5 113 26.2-217

Microelectronics 400 320
Chemicals/rubber 10 49 19 11 [ 1 S

46 Among the most rapidly growing individual articles within MBMW during 1980-86 were
drills, buses, cars, trucks, stable compressors, and wire. Automated technological lines and mod-
ules for mechanized processing, calculating machines, televisions, telephones, and washing ma-
chines were dynamic elements of the electrical equipment and electronics sector. See SG s
1987, pp. 213-215, and SS, 1988, pp. 113-114.




183
TABLE 6.—ACTUAL AND PLANNED GROWTH RATES OF GROSS INDUSTRIAL OUTPUT—Continued

[tn percent)
Actual Planned
Branch
1981-85 1 1986 1987 1981-85 1 1986 1986-90 *

Light chemicals 92-99

Pharmaceuticals 2.6
Construction materials 14 5.7 -1 L X S
Wood 29 8 2.0
Paper 35 -5 8
Glass 20 -4 35
Textiles. 32 24 41
Clothing 36 6.1 13
Leather 6.0 39 5.2
Printing 25 Rl 3.2
Food 2.1 15 6 L X |

* Annual rate. See note 2 to Table 2 for derivation of 1986-30 planned rate.
Sources: All actual data for 1981-86 are form SGNRB, 1987, p. 210; the actual figures for 1987 are from SS, 1988, p. 109. 1981-85 plan

targets are from RD, Dec. 11, 1981. 1986-90 FYP targets are from RD, Dec. 25, 1986, 1986 plan targets are from RD. Dec. 13, 1985, translated
in FBIS—EEU—SS—W, Dec. 24, 1985.

D. FOREIGN TRADE AND BALANCE OF PAYMENTS

Table 7 presents data on Bulgarian foreign trade balances during
the 1980’s. A number of trends are evident. 1986 and 1987 saw a
reversal of the large trade deficits that Bulgaria had built up with
the other socialist countries—and especially with the US.SR.—
since 1978. On the other hand, with the nonsocialist countries, the
surpluses of the early 1980’s had become a small deficit by 1985
and much bigger deficits thereafter.

TABLE 7.—CHANGES IN FOREIGN-TRADE BALANCES

1980 1981 1982 1983 1984 1985 1986 1987

L. FOREIGN-TRADE BALANCES
Socialist countries (million rubles):
Exports NA 52393 59784 69484 75820 81376 85399 8769.2
NA 57763 65210 73466 78880 8,521.8 85166 86453

BalBNCE oo NA. 5370 —5426 —3982 3462 —1902 233 1239

- NA 33027 32628 28568 31492 30735 2,3806 2,786.1
-~ NA 26557 26227 24758 25578 31505 34748 31469

NA_ 6470 6400 3810 5914 —770 —1,0942 —360.8

ll. QUANTITY INDICES
CMEA trade:
Exports.. 1000 1060 1222 1342 1374 1497 1519 1607
Imperts . 1000 1017 1034 1093 1106 1139 1143 1173
Non-CMEA trade:
Expo 1000 1134 171 1079 1197 1237 1022 1068

1000 1348  M39 1498 1568 2011 2224 198.4

CMEA trade:
Exports 1000 1021 1016 1082 1146 1135 1172 1142
1000 1134 1264 1306 1428 1461 1492 1477
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TABLE 7.—CHANGES IN FOREIGN-TRADE BALANCES—Continued

1980 1981 1982 1983 1984 1985 1986 1987

L 11 N R T —— 100.0 90.0 803 80.4 80.2 .1 186 73
ANPUE! CHANGE.....ccoreverncenirienes —58 -—100 108 1 =03 =31 12 17
Non-CMEA trade:

13714 O — 100.0 953 90.7 859 85.4 81.0 784 86.0
Imports ... . 1000 94.2 86.7 197 786 151 74.6 162
Terms of trade... 1000 1012 1046 1078 1086 1078 1050 1129

Annual Change............ocmrereseesees 22 12 34 3.1 8 -1 —26 15

22Sof%'.m.:es: Foreign-trade balances are from PlanEcon Report, Vol. IV, Nos. 22-23, fune 3, 1988, p. 7, and quantity and price indices are from p.
same.

The quantity and price indices in the table go a long way toward
explaining the behavior of the trade balances. In CMEA trade, real
exports grew 61 percent over 1980-87, while real imports grew only
17 percent.4? Such growth was necessary for Bulgaria to achieve its
favorable socialist-country trade balances after 1986, because the
terms of such trade were moving against it during the entire
period.*8

On the other hand, favorable movement in the terms of trade
vis-a-vis nonsocialist trading partners allowed the nation to avoid
running deficits therewith through 1984. This occurred even
though in real terms imports from such partners rose 57 percent
and exports thereto increased only 20 percent between 1980 and
that date. However, since 1984, Bulgarian hard-currency trade has
been afflicted by rapid increases in import quantities—especially in
1985, stagnating export quantities, and unfavorable terms-of-trade
movements.

Space limitations preclude breaking down these aggregative
trade data by commodity or trading partner. A few observations
will have to suffice. Real exports to the developed West have stag-
nated during the 1980’s, and reexportation of imported Soviet oil
continues to account for 40 percent thereof. There has been some
cutback in real imports from the West after the enormous increase
therein in 1985 following the terrible harvest that year. Even so,
PlanEcon foresees “‘severe payments difficulties ... in three of four
years if [Bulgaria] continues the pattern of deficits observed since
the second half of 1983.” 42

Although there was substantial improvement in 1987 in the non-
socialist trade balance, it was entirely the result of a near quadru-
pling of the trade surplus with the Third World. This was achieved
by rapid growth of exports to the less-developed countries of invest-
ment machinery and equipment and of arms, and a large decrease

47The fact that the trade balances are reported for socialist and nonsocialist countries, where-
as the quantity and price indices are reported for CMEA and non-CMEA trading partners, re-
flects yet another peculiarity of Bulgarian data. The Bulgarian publications reporting these fig-
ures—Iznos i Vnos and Statisticheski Izvestiia, respectively—provide them only this way.

48 As pointed out by PlanEcon, however, the 1.7 percent deterioration in CMEA terms of trade
in 1987 is difficult to believe, in view of the 9 percent drop in the cost of imported Soviet oil and
the substantial improvement in the ruble terms of trade for Poland and Hungary. PlanEcon also
doubts that Bulgaria’s CMEA exports grew faster its than CMEA imports ina{g87, as indicated
by thfi czli’ﬁcia(li data. See PlanEcon Report, Vol. IV, Nos. 22-23, pp- 2 and 12.

491bid., p. 6.
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in imports of Middle Eastern oil. As pointed out by PlanEcon, run-
ning trade surpluses with Middle Eastern nations may prove to be
of little value to the Bulgarian economy—IOU’s from cash-strapped
oil-producing countries cannot be used to pay off Bulgaria’s own
loans from Western banks.5°

As far as the commodity composition of trade is concerned, the
fastest growing export categories (to all countries combined) during
1981-86 were machinery and equipment (9.8 percent annually), in-
dustrial consumer goods (9.4 percent), and agricultural nonfood raw
materials (6.4 percent); live animal exports have declined drastical-
ly (22.3 percent). The fastest growing import categories were repair
and services (17.4 percent), food raw materials (13.2 percent), and
construction materials (11.1 percent). Imports of machinery and
equipment rose 8.8 percent annually over this period.5! 52

V. ConcLUSIONS

The 1980’s have been a highly eventful period for Bulgaria, what
with an extraordinarily far-reaching and complex economic-reform
program moving forward in fits and starts, bad weather every
other year, industrial accidents, and so on. It is surprising how
little of this upheaval is reflected in the country’s official economic
statistics. To be sure, the crop sector has performed very poorly—
indeed, consumption per capita of fruit and vegetables is declin-
ing—and there have been major increases in the prices of electrici-
ty and water to households. Plans for housing construction, capital
investment, and foreign-trade turnover have been underfulfilled.
Furthermore, large deficits have appeared in trade with the nonso-
cialist countries and it is possible that foreign-debt problems may
reappear after a decade’s hiatus.

Nonetheless, none of these phenomena strikes one as particular-
ly threatening. It is interesting to speculate as to why the official
picture seems relatively benign. It may well be that the problems
with the official data discussed above deprive them of the ability to
describe the situation accurately. But the reliability of the only
available alternative estimates may be equally questionable if not
more so. It thus seems that a wait-and-see attitude toward the en-
folding economic drama in Bulgaria is in order, pending more reli-
able information. Perhaps the reforming zeal will one day infect
the Bulgarian statistical authorities.

50 Ibid., pp. 9-10.

51]bid., p. 25. These data are in real terms, but see ibid., p. 24, for a critique of the derivation
thereof.

520ne last foreign-trade fact: net debt to the Bank for International Settlements area coun-
tries reached $4 billion in 1987, after being only $148 million in 1984. The 1981-85 average was
$855.4 million. PlanEcon Report, Vol. 14, No. 8, p. 5.
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SUMMARY

The purpose of this paper is to assess the recent proposals for
economic reform in Czechoslovakia, which are contained in the
Government-approved document “The Guidelines for Securing
Complex Reconstruction of the Economic Mechanism.” They call
for a decentralization of the present highly centralized system of
economic management to increase the efficiency of resource alloca-
tion—the main objective of the reform. However, the proposed
measures are unlikely to make a significant impact. The reform
moves in the direction of a more market-oriented approach but re-
tains heavy influence of administrative resource allocation through
central planning. If implemented in their present form, incentives
will continue to be distorted and weak, structural policies biased
and inefficient and macroeconomic policies neglected and with seri-
ous shortcomings. The implementation of the reform will be very
difficult, partly because of the flaws in the proposal, partly because
of internal opposition.

I. INTRODUCTION

The current economic reform in Czechoslovakia is not entirely a
recent phenomenon but it has gained a considerable momentum
over the last year or so. The beginning of the reform can be traced

*World Bank. Views expressed in this paper are personal. They do not necessarily reflect the
view of the World Bank or its affiliates.
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as early as January 1, 1978, when the Government approved a
decree calling for a “Comprehensive Experiment for Controlling Ef-
ficiency and Quality of Production” and which was applied to 12
producer associations, 9 trade organizations and 21 research and
development institutes. The decree was followed by the adoption of
the “Set of Measures to Improve the System of Planned Manage-
ment of the National Economy After 1980” (January 1, 1981),
“Measures to Improve the System of Planned Management of Agri-
culture” (September 17, 1981), and by an extension in 1983 of the
reform experiment into the foreign trade sector.

The reform intensified after the 17th Party Congress, which was
held in March 1986, and which led to the adoption of the “Princi-
ples of Restructuring the Economic Mechanism (January 1987).
This was followed by the completion of various draft laws, which
were released for public debate in the course of the year (on state
enterprises in July 1987, on agricultural cooperatives in September
1987 and on nonagricultural cooperatives again in September 1987).
A degree was adopted on dJuly 13, 1987, to regulate the activities of
the private sector. The discussion of reform proposals culminated
in the Resolution of the Central Committee of the Party about
Complex Reconstruction of the Economic Mechanism (December
1987), and in the publication of approved Guidelines for Securing
Complex Reconstruction of the Economic Mechanism (February
1988). The Guidelines represent the basic document of the reform,
which seeks to define the objectives of the reform, the new role of
public enterprises, planning and economic policy. In addition, it
provides a timetable for broad measures. It is expected that the
Guidelines will be translated into further specific measures; the
first of such documents published so far is the Principles of Recon-
struction of Organizational Structures of Enterprises, Reallocation
and Compensation of Released Employees (Decree 40 of the Govern-
ment, 1988).

The aim of the reform is what is known in centrally Planned
economies (CPE) as “‘general intensification of the economy,”’ which
has been normally understood to mean greater productivity of pro-
duction factors to generate faster growth of output for a given
factor employment. The messages provided by the document sug-
gest, however, that the reformers had a broader concept in mind,
one which includes an economic reform that is conducive to faster
growth of technical progress and “improvement in the quality of
life,” which in the economist’s parlance may be loosely translated
as better satisfaction of consumer demand and reduction of exter-
nal costs of economic growth. Nevertheless, I shall assume that the
general aim of the reform is to put in place a system of economic
management that will stimulate economic growth more efficiently
than in the past.

The purpose of this article is to evaluate the reform proposals as
contained in the Guidelines. The discussion is divided into three
main sections. The following Section IT outlines the principal politi-
cal constraints on the introduction of economic reform. The discus-
sion of Section III takes the assessment into the area of economic
policy and that of Section IV into the area of institutional reform
to ascertain the extent to which the policy reforms and institution-
al changes respectively are likely to be conducive to efficient eco-
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nomic growth. Terms of implementaton are part of Section V and
Conclusions can be found in Section VI

IL. PorrricaL CONSTRAINTS ON EcoNomic REFORM

The first issue confronting Czechoslovak policymakers is the
question of urgency of economic reform. In contrast to the situation
in Poland and Hungary, the burden of external debt is small and is
not, therefore, the underlying factor that would call for a funda-
mental change in the overall economic strategy. In the absence of
further external borrowing, the need for servicing heavy external
debt would call for a strategy that would increase current account
surpluses (reduce current account deficits) and domestic savings
(reduce domestic dissavings), and restrain domestic absorption. Re-
strain in domestic absorption brought about by a restrain in domes-
tic consumption would be as unpopular in Czechoslovakia as it is in
other countries, in which the external imbalance is brought under
control through the restrain of consumption of the population. Al-
ternatively, restraint in absorption brought about by a restraint in
investments would further endanger domestic growth and would be
equally unpopular by the policymakers.

Pari passu, the internal economic scene is probably also seen by
many politicians as well as economists as manageable. The econo-
my operates at full employment, that is without open unemploy-
ment, and the inflation is kept low, according to official statistics
at least. The perceptions of hidden inflation, which is believed to
plague many CPE’s, remain muted in Czechoslovakia. There is a
sharp disagreement among economists about the state of equilibri-
um in the economy.! Moreover, since domestic growth performance
has probably not yet reached crisis proportions, many Czechoslovak
politicians do not perceive the need for economic reform as
urgent.?

This reluctance to reform the economy is magnified by two coun-
try-specific factors; difficulty in justifying an economic reform that
would resemble in any way the previous attempt, which was
abruptly finished with the Soviet invasion in 1968, and which has
essentially remained a “skeleton in the closet” ever since. The Gov-
ernment’s official position toward the 1968 reform was originally
very negative, but the position has been recently considerably
modified. By separating the content of the reform, the authorities
have accepted some “positive elements” of the reform, from the
control over the reform movement, which they perceived to be com-
pletely mismanaged in the past. This has been also reflected in a
relaxation on economic writings, and it has resulted in coverage of

1 For examples of two studies reaching different conclusions, see V. Dlouhy, “Disequilibrium
Models of the Czechoslovak Economy” in W. Charemza and C. Davis (Eds.) Modelling Disequilib-
rium and Shor% in Centrally Planned Economies; London: Chapman and Hall, 1988 and K.
Janacek and H. Zelenkova, K Rovnovaze Vnitrniho Spotrebitelskeho Trhu; Prague: Ekonomicky
Ustav, Study No. 292, 1988.

2 Racent economic performance is discussed in detail bﬂ J. Brada in this volume. In a separate
article, he argues that Czechoslovakia does not have the objective conditions, which seem to
drive the current reform movement in the Soviet Union. See J. Brada: “Gorbachev and Pros-
pects for Economic Reform in Czechoslovakia”; Harvard International Review, Vol. X, (Novem-
ber 1987), No. 1, pp. 18-21. Compare, however, writings of, for example, J. Kosta and F. Levcik:
Wirtschafiskrise in den Osteuropaischen RGW-Landern, Kiiln, 1985.
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subjects virtually taboo only some months ago.? The second factor
has been the departure from power or the country of many vocal
proponents of economic reform, which has considerably weakened
the domestic political pressures for radical change. As a result, eco-
nomic reform does not have aggressive support within the Party
apparatus, which is responsible for the formulation reform.

The third political factor constraining the pace and content of
economic reform is more familiar and has been also common in
other CPE’s, which have been trying to decentralize their econo-
mies. There is a resistance to economic reform from Government
institutions, which are likely to lose power following decentraliza-
tion of economic decisions, as well as from public enterprises,
which could lose considerable amount of protection and, therefore,
privileges by a move to greater enterprise autonomy. The resist-
ance to reform is well recognized even by the Government. A
recent editorial in Rude Pravo noted that “the most difficult objec-
tive to achieve will undoubtedly be self-financing by public enter-
prises. Many enterprises underestimate this matter. They believe
that they will have more resources for investment, for importation
of machinery and equipment, and they do very little to reduce pro-
duction costs and increase utilization of their capital assets.” ¢
There is also a deeply rooted fear of unemployment and inflation,
which tends to restrain even those economists who are actively
supporting the need for réform. The Government and the Party
remain committed to full employment and price stability and are
not currently prepared to experiment with reform proposals that
might jeopardize these objectives. As a result, the choice of econom-
ic instruments continues to be highly biased toward reliance on
direct control measures (i.e., planning) to maintain control over the
economy. For these as well as ideological reasons, some areas
remain outside not only reform proposals but even most discus-
sions, such as property rights or factor markets. In sum, the formu-
lation of the blueprint for economic reform has been severely con-
strained by strong political factors, which has resulted in a half-
hearted attempt for reform so far. I shall return to these political
issues in the last section of this paper.

III. EcoNnomic PoLicies

The half-hearted nature of the reform proposal emerges in three
principal areas of issues, which economic reform typically tries to
address: economic policy distortions, institutional weaknesses and
deficiencies in macroeconomic management. I shall define econom-
ic policies in the following discussion to include a set of Govern-
ment measures and regulations, which affect the level and struc-
ture of incentives faced by economic agents (enterprises and house-
holds), the level and structure of investments and, consequently,
the future production structure, and the macroeconomic balances
(such as external accounts, employment or the price level). Institu-
tional reform will be defined here to include Government measures

3 A recent article of Turek, for exam le, calls for “a complete withdrawal of central lan from
its role as direct coordinator.” See O. Turek: “Hog ka Politika v Obdobi Prestavby Hospo-
darskeho Mechanismu”; Politicka Ekonomie, Vol. , (1988), No. 6, p. 579.

4 See Rude Pravo, July 20, 1988, p. 1
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and regulations, which affect the response of economic agents to n-
centives, their investment decisions, and those which the Govern-
ment chooses to regulate macroeconomic balances (i.e., the role of
direct control, that is “planning,” and that of the market). This sec-
tion covers the three areas of economic policy identified above, the
institutional issues are left for the next section.

On the first sight, the scope of the reform proposal concerning
economic policies is quite wide. Aspects of the reform have been
even compared with the 1968 reform.5 The blueprint includes pro-
posals to modify economic policies with intended impact on incen-
tives as well as demand management. It includes comments on
fiscal and monetary policies, wage and exchange rate policies and
price policy. It includes also various structural policies—invest-
ment and regional policies, employment and labor policies, technol-
ogy and social policies. However, some policies have been elaborat-
ed in the Guidelines in much greater detail than others, and vari-
ous elements of the reform are not even covered. Some of the ele-
ments will be identified later in the text.

A. INCENTIVES
Price Policy

Price incentives are expected to play a greater role, but their ef-
fectiveness will be limited, and may even accentuate existing dis-
tortions. The Government anticipates that the role of price incen-
tives will increase in future as a result of its plan to decentralize
the economy, reduce the importance of central planning and to
give autonomy to public enterprises. The Guidelines foresee, there-
fore, a liberalization of prices leading to a dual price system; most
prices will continue to be fixed, but will be subject to a new whole-
sale price reform (originally scheduled for January 1989 but full
implementation delayed). For short-term fluctuations, it will be
possible to reflect “temporary changes in economic conditions by
means of deviations from base prices (i.e. through surcharges and
discounts to base prices), normally determined on contractual basis
by the seller and buyer.” For the new price system to have a posi-
tive impact on resource allocation it is vital, therefore, that the
new system of incentives will eliminate whatever distortions exist-
ed in the incentive system currently in place, and that the reform
does not introduce new distortions.

On both accounts the current proposals fall far short of a reason-
able alternative. Even though basic distortions of the price system
in Czechoslovakia are well known, the knowledge has not been
translated into the new proposals. A rational price system should
properly reflect not only the supply (ie., real costs) as well as
demand (i.e., market clearing) conditions but, ideally, the system
should be also incentive neutral. For example, the price system
should avoid to generate incentives, which have an antiexport bias,
or pro-import-substitution bias or bias against innovations and
technical progress. The current proposal provides few indications
that this issue is being even addressed. This is a very disapponting

5See J. Slama: “Ceskoslovenska Ekonomicka Reforma 60tych Let a Soucasne Reformni
Pokusy”’; Mnichov: Osteuropa Institute, mimeo, 1988.
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feature of the reform because probably a majority of economists in
dCzech%slovakia would like to see the end of costs-plus pricing proce-
ures.

The impact of price incentives will be also weak. This reflects the
insistence of the Government to continue the procedure of price
fixing, albeit probably on a smaller scale than in the past, and
highly restricted scope for profit opportunities even in situations in
which price flexibility is permitted. The extent to which prices will
be negotiated is not yet known as the details of the price reform
will still need to be worked out. It is clear, however, that the au-
thorities have left themselves at least the option of restricting the
price flexibility to only a small number of commodities by insisting
on price fixing in the case of “important” products. Moreover, the
Guidelines further stipulate that even the free price formation will
not be free after all, but will be permitted under specific as yet not
fully defined conditions. The examples quoted in the Guidelines in-
clude surcharges levied in the case of product shortages or under
conditions of rising import prices. Both examples reflect not only
the authorities’ fear of inflation but also their reluctance to recog-
nize the significance of market clearing properties of prices and to
allow the proper allocative function of prices.

The continuation of price fixing will also carry along distortions
in incentives typical for the existing price system. In addition to
the adverse impact of price control on supply response in activities
(markets) in which demand is strong, additional distortions arise
from the existing methods of price formation. These methods have
typically led in the past to various price biases, which favor capital-
intensive techniques, encourage use of land and other natural re-
sources and promote artificial transfers of products to higher price
categories (“predrazovani”), and discourage, therefore, effective in-
novations, product improvements and enhancement of product
quality and encourage hidden inflation. Insistence on price fixin,
causes a havoc in trying to decide on the “optimum price formula,”
it protects inefficient marginal producers and disregards demand
considerations. Moreover, the proposed procedures for price reform
to be introduced as part of the overall reform tie the new profits of
enterprises to their capital stock. This has been rightly criticized as
a method of discriminating in favor of capital-intensive industries.?
It is also highly distortionary in view of the completely unrealistic
prices of existing values of fixed assets. Once again, most of these
shortcomings are well known in Czechoslovakia but not necessarily
accepted by everyone.8

The current reform proposal recognizes the problem of existing
large differences between domestic and foreign prices, and calls for
a reduction of the gap. However, the proposal lacks the commit-
ment to eliminate entirely the differences. The formation of pro-
curement prices in agriculture, for example, will continue to be
based on average cost conditions in domestic production and the

¢ For a representative position, see, for example, F. Valenta: ‘Framework of Economic Reform
in Czechoslovakia”; paper prepared for the UNECE Conference on Reforms in European Social-
ist Countries, Vienna, November 1988.

7 See J. Klak: “Merime Vsem Stejne?” Hospodarske Noviny, 1987, No. 47.

8 See, for example, the discussion Polemicky o Cenach; Hospodarske Noviny, 1988, several
issues.

97-839 ¢ - 89 - 8
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corresponding foreign prices will be but only one input in the final
decision of price setting. Similar qualifications have been made for
other price layers (“cenove okruhy”) with the additional condition
that prices will also have to reflect other objectives of economic
and social policy.

The text has not so far identified whether the authorities intend
to use world prices or CMEA prices as the basis for foreign prices.
The integration of Czechoslovakia into CMEA market would argue
for the use of “CMEA prices,” as recently rightly pointed out by
Brada.® However, since even the CMEA prices are, at least in
theory, based on world prices, and since there is also a good ‘“cus-
toms union” argument in favor of greater trade with nonsocialist
countries, the choice seems straightforward in favor of world
prices.1® But these arguments are purely academic. Clearly, to the
extent that the authorities will insist on administrative rather
market-determined price formation, it will be virtually impossible
to stipulate the “world prices” for Czechoslovak products except in
the case of highly homogeneous products or commodities already
traded in world markets. In sum, the domestic price bias, which
has favored domestic production rather imports and production for
the domestic market rather than for exports in the past is most
likely going to persist.

Exchange Rate Policy

Similar shortcomings pertain into the new exchange rate policy.
Even though the Guidelines call in Chapter IV.4 for the introduc-
tion of a “uniform, flexible (“pruzny”’) and realistic exchange rate,
a revolutionary proposal by the standards of central planning in
Czechoslovakia, the actual policy reform is inadequate. The ex-
change rate will continue to be determined by administrative meas-
ures, while market forces will have only small and distorting influ-
ence in this process. This will maintain the arbitrariness of ex-
change rate, which has characterized it until the present day.

The basis for exchange rate determination will be the adjusted
average costs of earning a unit of foreign currency unit from ex-
ports, which will provide highly distorted signals. The method is
based on the unrealistic assumption of uniform prices of exports in
different markets and fully consistent cross exchange rates.1! It
also implies unrealistic assumptions about foreign protection and
demand elasticities. The crown costs of foreign currency will be ex-
pressed in terms of distorted domestic prices.!2 The concept of av-
erage rather than marginal costs implies the need for subsidization
of marginal producers. The calculation of crown costs of foreign
currency from export transactions disregards crown costs of import
substitution and it will distort, therefore, effective assessment of

9 See J. Brada: “Gorbachev and Prospect for Economic Reform in Czechoslovakia'; Harvard
International Review, Vol, X, (November 1987), No. 1, pp. 18-21.

10 Briefly speaking, the argument states that CMEA is an instrument of trade diversion
rather than efficient trade creation. Trade with CMEA countries is now regarded as excessive
even by many Czechoslovak economists.

11 The shortcoming has been well documented from the Hungarian experience. For further
discussion and the implications for the Czechoslovak crown cross exchange rates, see Z. Drabek:
“The East European Response to the Debt Crisis: A Trade Diversion or a Statistical Abbera-
tion?”; Comparative Economic Studies, Vol. XX, (Spring 1988), No. 1, pp. 29-58

12 See discussion above.
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import substituting activities. The methodology will also establish
an arbitrary relative price of nontraded goods. Moreover, since
prices in the intra-CMEA trade differ from world prices, the au-
thorities are obliged to calculate a variety of exchange rates; one
for trade with convertible currency areas (i.e., with nonsocialist
countries), another for the so-called transferable rouble and the
third set of exchange rates applicable in trade with individual so-
cialist countries. Last but not least, the authorities intend to main-
tain one rate for commercial transactions and another for noncom-
mercial transactions, further discriminating among different eco-
nomic activities. Perhaps the only advantage of the new system
will be the creation of a more transparent framework to assess the
efficiency of foreign trade operations.!3

Investment Incentives

Right investment incentives will, therefore, increase consider-
ably. However, the proposal seeks considerable decentralization of
investments, and importance of the current reform proposal will
need to be modified if the investment climate is to be improved and
biases in investment decisions minimized. The Guidelines call for
decentralization of investment decisions. By transfering under en-
terprise “jurisdiction” essentially all projects with total value less
than 500 million crowns or with foreign exchange content less than
200 million crowns. This increases the pressure on the authorities
to rationalize the price and, interest rate and credit policy, the
Government management of foreign exchange, foreign investment
incentives, and to release other institutional constraints.

Investment decisions will continue to be heavily biased if guided
by price signals provided by the new price mechanism. As noted
above, the financial returns on new projects will be distorted by
the failure of prices to reflect true scarcities if enterprises will ap-
praise projects on the basis of actual prices. Complaints are already
voiced in the press that the implementation of the price reform is
proceeding too slowly and, more importantly, that not enough at-
tention is paid to the reform of retail prices.’* In addition, the re-
formers assumned excessively low rates of return on capital, when
they proposed the rate of profit of only 4.5 percent imputed into
the administratively determined prices. Some enterprises are al-
ready complaining that they will find it difficult to finance even re-
current costs.!® Severe distortions could also arise from the coexist-
ence of fixed and contractual prices. Clearly, to the extent that
“contractual” prices will offer more profitable opportunities, the
enterprise investment choices are likely to be scaled corresponding-
ly. Since financial rates of return will not and should not be the
guiding principle for investment decisions, the calculation of inter-
nal rates of return, the better alternative to financial returns, will
be practically impossible in view of the large number of projects.

13 The proposal has been already criticized in Czechoslovakia by Vostatek, who calls for pur-
chasing power parity-based exchange rate. See J. Vostatek: “Koncepce Devizovych Kurzu v Pres-
tavbe Hospodarskeho Mechanismu”; Politicka Ekonomie, Vol. XXX VI, (1988), No. 2, pp- 141-154.

14 See, for example, J. Klak: “Relace Maloobchodnich Cen”; Hospodarske Noviny, 1988, No. 35,
pp. 8-9. See also my comments on the proposed price reform.

15 See, for example, the article written on behalf of the cotton industry by J. Cesak: “Moznosti
Samofinancovani”; Hospodarske Noviny, 1988, series of articles entitled “Polemicky o Cennach”.
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The bias of investment decisions has in the past arisen also be-
cause of the presence of various constraints. Two of these, political
interference in investment decisions and foreign exchange con-
straints, are being addressed in the reform. The impact of political
interference, which in the past weakened or negated efficiency con-
siderations in investment decisions, should be lessened by giving
“enterprises full rights and responsibility (for their investments) on
the basis of agreements with their investment partners.” Neverthe-
less, the interference will not be completely eliminated; the au-
thorities insist on “influencing such enterprise investments to-
wards state programs of development.” Clearly, the authorities are
not (yet) prepared to permit enterprises to invest in gambling casi-
nos—however high the internal rate of return may be.

The foreign exchange constraint is addressed by giving enter-
prises the right to open foreign exchange accounts. The additional
novelty about this measure is that enterprises will be able to
retain, typically for investments, a portion of their export earnings,
the rest being taxed away according to predetermined tax rates.
While this is a move in the right direction, it has also several
shortcomings. The ruling leaves nonexporting enterprises depend-
ent on central authorities’ allocations, which will make it more dif-
ficult for them to enter the “market” for foreign exchange-inten-
sive investments. Since these are mostly high-productivity and
more competitive types of investments, the measure will discrimi-
nate against exports and production of modern commodities. The
authorities also propose to tax foreign exchange earnings at a uni-
form rate. This will enforce the already entrenched position of ex-
isting big enterprises rather than encouraging small but progres-
sive manufacturing establishments. The procedure will promote en-
terprises, which may not posses the comparative advantage in their
current line of production, and it may discriminate against enter-
prises, which may be able to exploit future comparative advan-

es. For the transitional period, the authorities are proposing
“ndividualized tax rates” in order to offset the differences in for-
eign exchange intensity of individual enterprises.1® As in the case
of all individual rates, this will open room for political bargaining.
There should be also a mechanism, which would enable to transfer,
at a price, foreign exchange from “liquid” enterprises to those,
which have a temporary shortage. It remains to be seen whether
such mechanism will be introduced and how efficiently.

Even though the Guidelines propose a much more flexible inter-
est rate policy than in the past, the role of interest rate in invest-
ment decisions of enterprises is likely to be dwarfed by the domi-
nance of other factors, such as those mentioned above. Moreover, to
the extent that commercial banks were to be truly self-financing
financial institutions as proposed in the Guidelines, the interest
rate of 6 percent, also stipulated in the Guideline, will be too low.
Hence, investment demand will be severely constrained by the
availability of credit. This will become an issue for those enter-
prises that are simply not economically viable and would have to
be closed down, phased out or restructured. Investment decisions

18 See K. Hajek: “Devizovy Normativ’; Hospodarske Noviny; 1988, No. 35, p. 1.
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under such circumstances will need to be governed by rather differ-
ent procedures.

Intra-Enterprise Incentives

The effectiveness of price and investment incentives is crucially
dependent on the responsiveness of enterprises, that is the respon-
siveness of both the managers and the workers to the signals exter-
nal to the firm. The Guidelines propose, therefore, measures, which
assume profit maximization of firms, fundamentally different en-
terprise behavior in comparison to the past. While in a properly
functioning market economy the profit motive and the need to sur-
vive in the competition with other firms are sufficient conditions
for firms to respond to opportunities generated through the sys-
tems of incentives, public enterprises in Czechoslovakia have been
protected from competition by strict administrative controls of im-
ports and formal elimination of markets for their products. In
order to ensure enterprise behavior commensurate with plan tar-
gets, the profit motive was replaced with complex schemes of enter-
prise incentives. Fully aware of these shortcomings, the authorities
in Czechoslovakia now propose to introduce various changes in
intra-enterprise incentives. While profit maximization is a laudable
goal of the public enterprise reform, it is quite evident that the
proposed measures will not turn public enterprises into profit
maximizers. As we shall see in the discussion of the status of public
enterprises further below, the proposed measures will neither allow
sufficient income for firms to retain, nor will they give them suffi-
cient freedom to dispose their profits.

B. STRUCTURAL REFORMS

The Guidelines propose to address several structural issues but it
is the general question of overall investment policy and strategy,
which is arguably the most important structural policy area. Even
though employment and labor issues, technological backwardness
as well as continued regional disparities are a matter of some con.
cern, the problem of inefficient industrial structure and poor effi-
ciency performance of many public enterprises has plagued the
economy for decades and should receive top priority of the authori-
ties. Making these enterprises more efficient and viable again will
require new investments (or disinvestments) in addition to various
policy and institutional measures and this will call for a complete
overhaul of the industrial strategy. The authorities are aware of
this prerogative but they have proposed measures which have seri-
ous shortcomings.

Industrial Restructuring

The first issue arises in the context of the general question about
who will do the restructuring. On this question the Guidelines are
very clear when they place the dominant responsibility for restruc-
turing to central authorities. Even though the authorities open en-
terprises some possibilities to initiate mergers with other enter-
prises (Chapter II/7), the main elements of industrial restructur-
ing—establishment of new enterprises, bankruptcy and sectoral in-
vestment strategy—will lie in the hands of the founders (“zaklada-
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telu”) of state enterprises, that is in the hands of the state. Given
the seriousness of structural problems, ownership of enterprises by
the state and insistence on full employment as social priority, some
involvement of Government authorities is probably inevitable. It is
evident, however, that this involvement is intended by the authori-
ties to be heavy, and in my view, well in excess of a smooth struc-
tural transition.

Even though the reform proposal allows for closing down of inef-
ficient enterprises, this will take place only if approved by central
authorities. This, in turn, will open up further possibilities for po-
litical bargaining between affected enterprises and the authorities,
and reduce or eliminate the threat of potential bankruptcy and,
consequently, the pressure on enterprises to maintain least-costs
operations. Moreover, enterprises have learned over the years very
well how to play the game of “restructuring and price reforms, and
are already trying to make sure that they will capitalize in various
rounds of the reform. For example, an editorial in Rude Pravo has
recently complained that “many managers are deliberately disguis-
ing their reserves . . .,” presumably to negotiate the most favor-
able conditions for price reform and/or subsidy allocations.!” The
monopolization of decisions over sectoral investment strategies and
about which enterprises will be allowed to operate and which not
carries a tremendous responsibility of deciding which lines of pro-
duction are worth preserving, or which should be phased out,
where is the country’s current and future comparative advantage,
and who will be effectively prepared to take over the risks of run-
ning an enterprise to implement the strategy. It is quite evident
that this strategy of “picking winners,” which has been pursued in
the past, has failed, and there is no reason to believe why the au-
thorities will now be in better position than in the past to predict
the future or even avoid the favoritism, which all structural re-
forms in the past have carried along.

The second important issue of structural reform in Czechoslova-
kia is the question about “what and who should be restructured,”
an issue which is far from being settled by the authorities. Even
though considerable amount of literature has been written about
structural deficiencies of the Czechoslovak economy, very few of
these findings have been translated into specific policy actions.
There is also a sharp disagreement among Czechoslovak economists
and policymakers about viability of many new investment projects
such as the Czechoslovak-Hungarian hydroproject in Gabcikovo,
construction of a new aluminum plant in Slovakia and others.
Even more basic questions are being asked about the viability of
existing plants in such sectors as steel and coal. Undoubtedly, these
issues are being addressed in various special studies in different in-
stitutes or Government agencies but there is clearly no consensus
which direction the structural reform should take.

Perhaps the only area of reform of industrial structure on which
there seems to be a general agreement is the need for changes in
the organizational structure of industries. The megalomania of the
past has resulted in what Czechoslovak economists consider to be

17 Rude Pravo, July 20, 1988, p. 1.
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the highest industrial concentration in the world for countries of
comparable size and development. This has led to excessive bu-
reaucracy, size of public enterprises, centralization of economic de-
cisions and virtually no competition.!® The call for lower industrial
concentration has been recognized in the Guidelines, which allows
for the possibility of entry and exit of firms. I shall return to this
issue in the discussion of institutional reform further below.

Need for Financial Restructuring

The absence of an industrial restructuring program is reflected
in the intentions to continue with the practice of investment and
noninvestment subsidies. This in turn reflect largely very poor fi-
nancial discipline of public enterprises. A problem that is immense.
For example, the share of enterprises with insufficient resources
for self-financing account at present for 25 percent of all enter-
prises under the Czech Ministry of Industry alone. The same prob-
lem of similarly large magnitude exists in the Ministry of Con-
struction and Housing in both republics. Even though the Govern-
ment has adopted the principle of phasing out subsidies, a novel
and highly desirable feature of the reform, no firm date has been
set out. Without a preannounced policy, which will include a grad-
ual phasing out subsidies to enterprises in need of financial sup-
port in the short run, subsidies will protect enterprises from domes-
tic and foreign competition and further reduce incentives to in-
crease their competitiveness. For other loss-making enterprises, the
Government should but so far has not adopted the general princi-
ple of complete and more-or-less immediate elimination of subsi-
dies. In sum, this will call for a master plan of comprehensive fi-
nancial restructuring of all loss-making enterprises.

The Link to Price Reform

The feasibility and effectiveness of Government-managed indus-
trial and financial restructuring and structural reforms is closely
linked to price reform. The sin qua non for a successful industrial
restructuring is a system of prices, which provides a reliable basis
for project appraisal and an assessment of the viability of existing
enterprises. The authorities are, therefore, correct in proposing to
start the restructuring process with a price reform. As noted above,
however, the price reform is unlikely to eliminate the major price
distortions existing in the economy at present. This will call for
shadow pricing of every single project or enterprise activity, which
may be a candidate for restructuring, a monumental task, and
quite clearly beyond the operational capability of the authorities to
undertake.

By giving enterprises greater autonomy,!® the authorities recog-
nize that some of the restructuring process should take place
through the efforts of enterprises. This would place greater weight
on the role of indirect policy instruments to stimulate industrial re-
structuring. The two important instruments of restructuring, the

18 See, for example, B. Satkova and S. Fejfarova: “Co Domyslet? Co Resit?”: Hospodarske
Noviny, 1987, Supplement to No. 21.
19 This issue is discussed further below.
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exchange rate policy and tariff policy, do not receive the required
attention in the blueprint. As we have seen above, the new ex-
change rate regime will provide highly distorted signals for domes-
tic producers. Tariff reform is not even touched upon in the Guide-
lines. This implies continuation of the present system of adminis-
trative control of imports, which completely disguises the level and
structure of protection of industrial enterprises and, consequently,
the costs of protection. Restructuring becomes extremely difficult
in such a setup; enterprises are protected and have little interest to
reduce costs relative to their external competitors. They have also
little interest to make the system of protection more transparent
since this would reveal the costs of their inefficiencies either as
high tariff or in the form of subsidies. Moreover, the authorities
are prevented even from deciding which enterprises should be re-
structured due to the lack of transparency.

C. MACROECONOMIC POLICIES

The half heartedness of the reform proposal so far originates, at
least in the case of pro-reform-minded economists, in the fear of in-
flation, unemployment and severe balance of payments pressures,
should the process of decentralization proceed “too far.” Many
economists have been concerned about the size of accumulated cash
balances of households and about the recent inflationary growth of
credit. Others have emphasized chronic balance of payments diffi-
culties in trade with convertible currency areas.2? While the dan-
gers are quite real, particularly if the authorities were to proceed
too fast and adopted measures in wrong sequence, it is also evident
that the macroeconomic constraints are stifling both the incentive
and structural policies of the reform. This is due to the choice of
the macroeconomic policy instruments and their implications for
the incentive structure. In doing so, they stifle supply response of
enterprises and increase the need to control the macroeconomic im-
balances through control of aggregate demand.

Control of Aggregate Demand

The hesitancy to depart from the traditional system of macroeco-
nomic management is evident from the choice of macroeconomic
policy instruments. The authorities will continue to rely on direct
controls of aggregate demand, which include as'in the past (implic-
it) foreign trade quotas, continued albeit reduced control of inter-
enterprise transactions, heavy albeit somehow reduced control over
investment and other administrative controls of enterprise oper-
ations. These measures are being undertaken in support of the con-
tinuation of price controls, as noted above. Nevertheless, the impor-
tance of macroeconomic policies will increase. Macroeconomic poli-
cies have not been traditionally used to stimulate or contract the
economy, but since enterprise autonomy will be increased, so must
the importance of macropolicies.

In view of their unwillingness of the authorities to allow prices
to “find their own levels,” the authorities are forced to supplement
direct controls by very strict controls of household incomes and

20 See Brada’s paper in this volume for a brief review of the issues.
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heavy taxation of enterprises to manage aggregate demand. Income
controls will take the form of detailed wage regulations and enter-
prise taxation, which will result in very limited disposable profits.
The emphasis on income and tax policies will represent a continu-
ation of the past policies, and it has been used with some success in
the past.2! Nevertheless, this is a highly inefficient strategy; there
are more efficient ways of controlling aggregate demand and,
unlike incomes polices, they do not have adverse effects on supply
response.

Monetary Policy

The restraint of aggregate demand takes primarily the form of
strict monetary policy. The perception in Czechoslovakia for the
role of monetary policy has been traditionally more “monetarist”
than in Chicago, and the same philosophy is maintained in the
reform proposal. The Guidelines call for a highly conservative mon-
etary policy, which will permit the average growth of aggregate
credit at a rate that is slower than the rate of growth of national
income in current prices (Chapter I11/2.2/d). This is probably an
unrealistic objective since it assumes rising velocity of money even
though we have no evidence of underlying changes in “fundamen-
tals.” Perhaps more importantly, it assumes a fundamentally dif-
ferent behavior of enterprises, which have been the primary users
of commercial bank credit, and whose demand for credit has been
difficult to contain in the past. Similar attempts have reportedly
been made already once in the early 1980’s when the monetary au-
thorities were trying to curtail the access of enterprises credit but
failed.22 As I shall argue further below, there is very little in the
current proposal to assume that the enterprise demand for credit
will be dramatically reduced on the account of better financial dis-
cipline. On the contrary, since the reform is supposed to gradually
phase out subsidies, and consequently enterprise dependence on the
budget, their demand for credit is likely to increase.

Furthermore, monetary policy will remain extremely passive and
to some extent even a rigid tool of macroeconomic policy. The re-
luctance to increase the role of market forces reduces the scope
both for fiscal and monetary policies. For the short-term manage-
ment of the economy, the authorities make a distinction between
disturbances affecting small number of enterprises, branches or
sectors and those which are more widespread and affect the whole
economy. They propose to use flexible credit policy only in the
former case, while more fundamental disturbances will be ad-
dressed through various rationing procedures (e.g., changes in con-
ditions for new credits and investments) and through measures af-
fecting incomes of enterprises. (such as changes in the rates of de-

2! In his econometric test of consumer markets in the CPE'’s, Dlouhy argued that the authori-
ties’ control over nominal wages together with their ability to maintain supplies of consumers
goods have been the sufficient conditions for equilibrium in consumer markets. See V. Dlouhy:
‘Disequilibrium Models of the Czechoslovak nomy”; in W. Charemza and C. Davis (eds.):
“N{iodlfaml'ln%gls);sequﬂibrium and Shortage in Centrally Planned Economies”; London: Chapman
an , .

22 The events are described and well-documented in M. Hrncir: “From Traditional to Re-
formed Planned Economy: The Case of Czechoslovakia”; paper prepared for the First United
States-Czechoslovak Round table”; Princeton, Sept. 15-17, 1988.
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ductions from incomes—“regulacni odvody”). Price adjustments
will be used only in the exceptional situations. No new monetary
instruments are also contemplated.

Fiscal Policy

Another, and probably more serious consequence of passive mon-
etary policy for demand management will be the need to rely more
heavily on budgetary operations to absorb excess cash balances of
households and particularly those of enterprises. Given the virtual
absence of monetary instruments, the authorities have to resort to
taxation of unwanted or unused cash balances. This will mean that
taxation which is already quite heavy may have to be further in-
creased. This would adversely affect production incentives. At the
same time, the increase in enterprise taxation and budget surplus
(reduction of budget deficit) would come at the time of excess
demand for goods and services, a situation conducive to new invest-
ments, which will be also adversely affected through restraint on
Government spending as well as reduced cash balances of enter-
prises. Moreover, taxation policy cannot be used as effectively and
rapidly as monetary policy in targeting its impact, which will fur-
ther reduce the effectiveness of macroeconomic policy. Even if the
Government is successful in “taxing away’”’ excess cash from enter-
prises, the tax policy will be very limited in the household sector.
In contrast, the advantages of a flexible monetary policy are imme-
diately visible; by encouraging demand for interest-bearing assets
or for demand deposits through more flexible interest rate policy,
the authorities would be much more effective in mopping up excess
liquidity.

The third disadvantage of the emphasis on fiscal policy are the
implications for the role of the Government in the economy. One
adverse effect of this policy orientation will be to maintain high
level of Government expenditures which is already excessive and
should be reduced.

Supply Policies

Conservative monetary policy and greater role of fiscal policy to-
gether with the authorities’ objective to stabilize the economy at
any costs will have adverse impact on supply response and jeopard-
ize the very stabilization objective. This stems primarily from the
increased importance of direct taxation in Government revenues.
Since enterprise taxation is also expected to increase, enterprise in-
centives will be affected adversely. In addition, the insistence on re-
distributing the bulk of resources through central budgets (i.e., fed-
eral and national) will further necessitate the use of direct and in-
direct taxation, which will further limit disposable incomes of en-
terprises to a minimum. The result will be the heavy tax burden of
enterprises noted above. In contrast, no proposal has been so far
made to increase the role indirect taxation, which has a less detri-
mental effect on enterprise and labor incentives.

As indicated above, the reluctance to use more actively the price
system in addressing the problems of market disequilibria means
that the authorities are also forced to maintain heavy reliance on
income policies. This too, will adversely affect production incen-



201

tives. In general, the disincentive effect on the supply response will
come from three sources: distorted prices, heavy taxation and strict
controls over incomes. All these factors will, in turn, adversely
affect the willingness of enterprise managers to commercial risks,
and seek higher return but riskier types of investments. 23 Similar-
ly, strict control of wage rates, as proposed by the authorities, will
reduce labor mobility as well as labor incentives since remunera-
tion will not be sufficiently tied to labor productivity and enter-
prise performance. These issues will be discussed in more details
further below.

Conservative monetary policy could also become a constraint on
the growth of decentralized operations of enterprises in the new
systeni. Thus, targeting the growth of credit to the growth of na-
tional income indicates that the authorities are very reluctant to
use credit to stimulate expansion in enterprise activities. For exam-
ple, if enterprises have identified new profitable opportunities for
investments, they may find to mobilize resources from the banking
system, if the rule was to be strictly applied. The problem with the
target is not of course, that it rations the quantity of credit indis-
criminately rather than the structure of its use. iJnder the condi-
tions of central planning of Czechoslovakia, the targeting reflects
the state of monetary institutions, which remain extremely under-
developed, and consequently do not allow to use monetary policy
more flexible.

Adjustment versus External Borrowing

The adverse implications of stabilization policies could be miti-
gated by avoiding excessive chance in domestic adjustments. In-
stead, macroeconomic management is characterized by the contin-
ued aversion and extreme conservatism of the authorities toward
external borrowing. Even though the reform proposal does not
elaborate the authorities’ longrun external borrowing strategy, the
reluctance to borrow is evident from the proposed treatment of
temporary disequilibria, which may not necessitate under normal
circumstances the need for domestic adjustment. Instead, Chapter
II1/3/f of the Guidelines stipulates the need for a coordinated and
flexible use of all instruments of macroeconomic management
under conditions of increasing pressures of macroeconomic imbal-
ances. Such instruments will include taxes, deductions from enter-
prise funds, interest rates, exchange rate and other instruments of
“instruments of financial, credit, wage and social policy as well as
employment policy.” Moreover, the Guidelines even call for further
use of compulsory targets and obligatory norms. This clearly sug-
gests great concern of the authorities to deal with macroeconomic
imbalances through domestic measure rather than external bor-
rowing.

Even though external borrowing must always be handled with
great caution, the Government conservatism is clearly excessive in

23In principle, the riskier investments should carry higher returns. In a distorted Pprice
system existing in Czechoslovakia, however, this is not necessarily the case as the prices may
reward enterprises with even poor record in technology performance, technology innovations
and in product quality. In order to ensure that enterprises make progress and effort in any of
these areas, greater risk must, of course, be awarded better.
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this respect. External indebtedness of Czechoslovakia is fairly small
and provides enough room for further borrowing. Moreover, there
is a great need for modernization of industry, which will require
Western technology and some financing. Furthermore, domestic
savings have been in Czechoslovakia high in the past to finance
high domestic investment rates, and part passu, there is a need for
faster growth of consumption to provide additional labor incen-
tives. Since investments will have to be high to finance restructur-
ing and modernization of industrf', greater allowance for external
borrowing should be made. Clearly, by far the best method would
have been for the authorities to allow direct foreign investment in
the country, but the authorities are evidently not yet ready, as
mentioned above.

IV. INSTITUTIONAL SUPPORT

No economic policy can be effective in the wrong institutional en-
vironment. It is therefore, disappointing to see that economic policy
changes in Czechoslovakia do not receive the proper institutional
support in the reform proposals. The achievement of the basic
reform objective—higher level of efficiency of the economy—is,
therefore, unlikely to materialize on two accounts: poor policies
and weak institutional support. In contrast to less developed coun-
tries, where the institutional issues of economic reforms are essen-
tially the lack of infrastructure and administrative apparatus, the
basic institutional problem in Czechoslovakia is to make the exist-
ing infrastructure and administration more efficient. Among these
institutional issues, the focal point concerns the status of public en-
terprises. Nevertheless, more efficient management of the economy
will also require developing some institutions, which are currently
missing in Czechoslovakia, and which the reform proposals only
briefly touch upon. The absence of a meaningful discussion con-
cerning the role of a strong financial system is particularly conspic-
uous. These topics are covered in the following section.

A. THE STATUS OF NONFINANCIAL PUBLIC ENTERPRISES

The fundamental condition for success of economic reform in
Czechoslovakia is a successful reform of public enterprises. The re-
quired supply response has to come from a much better financial
discipline of nonfinancial public enterprises than in the past in ad-
dition to “putting the incentives right.” As past experiences with
economic reform show, however, better financial discipline cannot
be mandated but will require strong motivation on the part of en-
terprise managers and workers to reduce costs and seek the most
profitable opportunities. It is widely recognized that such a motiva-
tion is directly related to the freedom of managerial decisions, and
to sufficient rewards to enterprises to take business risks. This in
turn is related to price incentives discussed above and enterprise
taxation, and to the need for enterprises to receive adequate pro-
tection from the legal system to carry out their business activities.
This sentiment is only partially shared by the authorities who have
proposed a change in the status of public enterprises.2 There must

24 The full text of the gmﬁs&l for a new Law on State Entersrises was published in Hospo-
darske Noviny, 1987, No. 30. The law was approved as of July 1, 1988,
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be also penalties for failure, which are strong enough to provide a
sufficient threat to enterprise staff of reprisals for poor perform-
ance.

Perhaps the most remarkable feature of the new law on public
enterprises is the declared objective to increase the autonomy of
public enterprises. Paragraph 3 of the proposed law states that “en-
terprise is a socialist producer of commodities, which undertakes
its business activity on the basis of state plan, the principle of trad-
ing on its own account (complete khozraschot—underlined by ZD)
and of socialist autonomy.” The objective represents undoubtedly a
move in the right direction but, as we shall see further below, the
proposal will not lead to a full autonomy of enterprises. The mana-
gerial freedom will continue to be restricted, enterpriss taxation
will be very heavy if not increased, and there are serious doubts
whether enterprises will be adequately protected by the legal
system to operate in a truly in businessiike fashion. Consequently,
this would make the objective inconsistent with the assumption of
profit maximizing.” 25

Managerial Freedom

The current proposal calls for enterprises to be run on the princi-
ple of self-management and for main enterprise decisions to be
taken by workers councils. Nevertheless, the managerial freedom
will be restricted by a variety of factors. The clarity of the draft
proposals on the new status of public enterprises is blurred and has
been widely criticized by economists closely associated with the
reform.2¢ The new law will also not remove the party interference
in enterprise management. Enterprise managers will be selected
from candidates with “high political, professional and moral quali-
ties” through a process, in which the party will play a fundamental
if not dominant role. That role was explainded by K. Urbanek, Di-
rector of the Political-Organizational Department of the Central
Committee of the Party in an interview with the party organ Rude
Pravo. “Increasing autonomy and responsibility of new

enterprises. . . will increase the pressures on the party organiza-
tions . . . . This will call for changes in the structure of the party
organization. . . . The party committee in each enterprise will re-

alize the leading role of the party through Communists in the man-
agement of enterprises, unify and coordinate activities of party or-
ganizations within each enterprise towards fulfillment of economic
and social role of public enterprises in accordance with party policy
and to realize personnel policy of the party on the level of each en-
terprise. The committee will also influence the composition of
organs of self-management and the selection of enterprise manag-
ers and their deputies.” 27

2% The proposals incorporated in the 1988 published Guidelines appear to be more “radical”
than corresponding measures incorporated in the 1987- roposed Law on Public Enterprises. The
reform movement in Czechoslovakia is clearly fluid and it is more than likely that many propos-
als will be modified in final drafts. The reader should be, therefore, aware of these constraints
in reading this article. For this reason as well as limitations of space, detailed assessment of the
new proposals is not possible. The following discussion will, therefore, refer only to the most
salient features.

26 See, for example, “Vedci o Zitrejsim Rizeni,” Hospodarske Noviny, 1987, No. 44, pp. 8-9.

27 See Jaka Bude: “Stranicka Vystavba ve Statnim Podniku”; Rude Pravo, July 21, 1988, p, 3.
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The idea of workers councils has been also received with a con-
siderable amount of skepticism within enterprises themselves. An
article in Rude Pravo has recently admitted that “the creation of
workers councils has been marred by formalism and mistrust,
when for example enterprise take the easier route and elect only
those who occupy already some other functions.” 28

In addition, new enterprises will be constrained by two addition-
al political factors. Enterprises will operate within the jurisdiction
of local councils in accordance with conditions and restrictions de-
fined in the terms of its foundations (The Guidelines, Chapter I1/5).
The other political factor is the explicit requirement for enterprise
managers to recognize interests other than those of the enterprise.
Thus, paragraph 23 of proposed law requires that all managers
base their decisions on “social interests, state and economic plan
and on enterprise interest.”

How important will be the political influences on the behavior of
public enterprises in difficult to predict at this stage and we shall
have to wait and see. There is obviously nothing to preclude enter-
prises to become ‘“profit magximizers,” as assumed in the Guide-
lines. If one should go by the past experience, however, or by the
experience of other CPE’s, the conclusion remains a rather distant
possibility. As an official commentator noted in Czechoslovak press,
“as long as the principle of democratic centralism applies, the en-
terprise autonomy can be understood only in relative not absolute
terms.” 2° Moreover, the indications are the enterprise managers
will continue to have other “arguments in their objective func-
tion,” among which the profit motive will be only one. As we shall
see further below, they will have to satisfy compulsory deliveries to
the state and other priority tasks, which will considerably weaken
their profit motive.

Financial Management

Financial management of public enterprises will continue to be
severely constrained by various administrative regulations. The
management will be affected on two levels: generation of resources
and their disposal. First, the internal cash generation of enter-
prises will be subject to continued price controls, as noted above.
Since it is not yet known which prices will be affected by price con-
trol, it is also unclear how different enterprises will fare. Moreover,
affected enterprises will continue to be dependent on subsidies.
Second, financial performance will also depend on prices in differ-
ent markets and the distribution of enterprise deliveries to these
markets will be decided to some, as yet unknown extent by central
authorities in the form of compulsory deliveries. Once again, this
will put different enterprises on different footing and will require
different treatment by the authorities. This will be contradictory to
the declared objective of the Government to levy uniform taxes on
enterprise profits (Guidelines, Chapter IV/ 6.1/e) to avoid bargain-
ing with enterprises about each individual tax rate, which is highly
inequitable and wasteful, and to increase production efficiency.

28 V. Bradac: “Volby Samospravy”; Rude Pravo, 1988.
29 See “Vedci o Zitrejsm Rizeni,” Hopodarske Noviny, 1987, No. 44, p. 8.
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The use of resources will also continue to be controlled. Wages
will be set according to centrally determined rates, with only 10
percent of wages being tied to profits. The enterprise profit will be
distributed in the following sequence: payment of interest, deduc-
tions from fixed assets, development (investment) fund allocations,
profit tax and other payments to the state budget and to budgets of
local councils, and to (minimum) allocations to individual enter-
prise funds. Minimum allocations to the fund of cultural and social
needs have to be guaranteed even if enterprise obligations to the
Government are not met.30

Enterprise Taxation

The limitations placed on financial autonomy of enterprises
stems mainly from increased taxation noted earlier. In addition, in
view of the proposed method of price fixing, the rate of taxation
will be highly inequitable among different enterprises. This is
likely to limit the amount of retained profits by enterprises, and
consequently adversely affect their incentives, and restrict re-
sources available for investment. At the same time, increased en-
terprise taxation is unlikely to dramatically improve utilization of
enterprise resources. The enterprise taxation will increase primari-
ly due to the increased role of wage taxes and taxes on fixed assets
of enterprises. The wage tax will be levied as a percentage of the
wage bill while the rate of tax on fixed assets will be related to the
current value of fixed assets as well as resources in the develop-
ment fund.?! Enterprises will be allowed to finance wage taxes
from appropriate costs allowances so that the wage tax will have
very little effect on enterprise demand for and actual use of labor.
The tax on fixed assets will be financed from profits, which will
reduce retained profits and should, therefore, be conducive to a
better use of fixed assets. Similarly with a land tax, which will be
levied on agricultural land. However, as we shall see shortly, this
favorable feature of the latter two taxes is offset by the allocative
effect of the profit tax. Clearly, the main reason for these taxes is
the effort of the authorities to secure sufficient funds for centrally
financed investments and other labor-related expenditures.

Enterprises will also pay tax on profits. The tax will be levied
progressively or linearly, depending on the nature of the enter-
prise. The tax base will be normally reduced, inter alia, by the
amount of paid interest, which will encourage enterprises to
borrow, and by the amount of deductions (taxes) on fixed assets,
which will also stimulate demand for capital. Neither of these fea-
tures of the profit taxation is particularly welcome under present
conditions, which require best use of scarce capital. Furthermore,
depreciation charges will be transferred to central budgets from
those enterprises, which will be selected for phasing out, and as a
novelty, the authorities plan to levy an “environment tax.”

30 For more details, see The Guidelines, Chapter IV/6.3. The use of resources in cooperatives
are regulated under specific laws.

31 Strictly speaking, the tax on fixed assets is a tax on investments. It is levied not only on
fixed assets but also on inventories and financial resources in the development fund. The details
of the taxation proposals are in the Guidelines, Chapter IV/6.1.
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Other Regulatory Environment

Activities of public enterprises, and consequently their auton-
omy, will be further restricted by other regulatory interventions.
As noted above, the production plans of enterprises will be deter-
mined to some extent by compulsory deliveries in the case of “im-
portant” products. The compulsory targets and end uses will be se-
lected by the authorities in accordance with their role in personal
consumption, domestic production or exports, which will have to be
treated preferentially by enterprises.

Another area of regulatory environment concerns entry and exit
of firms into and from industries. On entry into industries, the
Guidelines are rather vague and brief. The reasons are presumably
those noted by a Czech economist, who remarked that “in our de-
velopment so far enterprises have been ‘cancelled’ (rusily), but es-
tablishment of new enterprises is something completely forgotten
in our economic practice.” 32 In this respect, a hopeful proposal is
to allow enterprises to merge with other enterprises, organizations
and institutions and even local councils but such mergers will be
permitted only if carried out for the purpose of “fulfilling enter-
prise planned targets” and will be subject not only to registration
requirements but also control by the authorities (The Guidelines,
Chapter I1/7). So far the main justification for controls has been
the authorities’ concern about emergence of monopolies, but very
little attention has been given in the Guidelines to mergers as an
instrument of rationalizing enterprise operations and establishing
optimal size of production units. For example, the reform calls a
comprehensive reorganization of the industrial structure by break-
ing up large enterprises into smaller units or by consolidating cer-
tain production establishments. While major restructuring along
these lines is probably desirable in view of the extremely large in-
dustrial concentration existing in the economy at present, the
major criticism of this effort must be that it will take place, as
many times in the past, by administrative fiat rather than as a
result of competitive pressures and purely on the basis of economic
criteria.®3

B. FINANCIAL ENTERPRISES

As in a number of other areas of the reform, the Guidelines come
up with a set of remarkable proposals for a financial reform but
these are unlikely to be implemented without a major political
commitment and change in political perceptions. The reform calls
for a complete separation of central banking functions from com-
mercial banking in the State Bank, and for a creation of other com-
mercial banks.3¢ The commercial banks will be organized on the

N322S1ee A. Remes: “Bez Podniku Nelze Podnikat”’; Hospodarske Noviny, 1987, Supplement to
0. 21.
33 Even though not translated into the blueprint, some economists have recognized the effect
of market on the optimal size of enterprises. Unfortunately, their voices are only now beginning
to make impact. See, for example, W. Komarek: “Czechoslovak Economy: Problems and Perspec-
tives;)’;8 per prepared for the First United States-Czechoslovak Roundtable, Princeton, Sept. 15~
17, 1988.

34 A recent meeting of the Federal Government has set a target date for the separation of the
two financial institutions: Jan. 1, 1990.
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principles of self-financing and khozrashchot, and what is known in
the West as universal banking; they will be deposit-taking banks,
which are allowed to provide both short-term as well as long-term
credits. Commercial banks will provide credit denominated in local
currency but selected, and presumably specialized banks will be al-
lowed to give foreign currency credits. Commercial banks will be
also given opportunity and incentives to expand their business
beyond lending to public enterprises and households as the main
source of their income. They will be encouraged to expand their
lending to the Central Bank through a more profitable and flexible
interest rate policy, which the Government hopes to use more effec-
tively than in the past to mop up excess liquidity and mobilize re-
sources for investment.

A financial sector reform along the lines proposed by the au-
thorities will not be successful until two major issues are resolved.
The first issue concerns the current relationship of banks with the
“real sector.” Even though banks in Czechoslovakia may not
appear to have a problematic loan portfolio, many and probably a
large proportion of their assets would be treated under truly com-
mercial banking procedures as nonperforming. The lossmaking en-
terprises or other inefficient enterprises are protected by the finan-
cial system as long as their demand for cash is satisfied by (addi-
tional) credits or subsidies. So far, all inefficient enterprises have
been always bailed out, either directly by the Government in the
form of subsidies or by banks in the form of credit, Thus, the Gov-
ernment would have to decide first how it chooses to treat these
nonperforming enterprises and assets for the banks before it de-
cides to proceed with any other aspect of the financial sector
reform.

The second issue concerns the status of banks and their role in
the overall financial process. If the reform is to be truly successful,
the status of barks will have to change. The reform proposal gives
banks much more responsibility for lending operations than in the
past. It prohibits banks to lend money in situations arising from
fundamental inefficiencies of producers, it allows banks to set con-
ditions for loan repayment in the case of arrears, and perhaps most
remarkably, the Guidelines order the banks to decide on credits in
accordance to the creditworthiness of their clients. At the same
time, however, the measures are not radical enough. While credits
should not be advanced to inefficient enterprises, the banks are in-
structed to provide short-term credit to enterprises, which have
“temporary shortages of cash.” How many times these short-term
credits will be allowed to be rolled over has not been specified.
Similarly, the failure to service debt by enterprises will not auto-
matically lead to suspension on credit disbursement; on the con-
trary, the banks are asked to extend the maturity of loans, albeit
at additional costs. :

Thus, the message about the financial sector reform has been so
far very confusing. In their present form, the institutional changes
in the financial sector will not lead to a fundamentally different,
and for the efficiency of the economy more conducive banking
system. First, it is unlikely that banks will want to take the re-
sponsibility of truly commercial banks. The risks are too high po-
litically, if they chose to refuse credit to a politically popular enter-
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prise, economically if they were made responsible for closure of fac-
tories, as well as commercially, since the currently proposed level
of interest rates seems to be too low (about 6 percent for the begin-
ning of the 1990’s). Moreover, the blueprint provides so many op-
tions for banks to bail out inefficient enterprises and for banks to
obtain the necessary resources from the central bank that no sig-
nificant change in the behavior of banks should be expected. But
even if the banks wanted to apply the restrictive credit procedures
for which they have been given the mandate, I am skeptical that
they will be allowed by the authorities to do so ad litera. Clearly, if
the Government wanted to close inefficient enterprises, it would
not need the banks to do so.

C. CENTRAL GOVERNMENT

Physical Planning

With the decentralization of production decision, the role of plan-
ning will be modified but remains confused. While the role of the
“center” should decline as more decisions are delegated to enter-
prises, the responsibility and involvement of central authorities in
the economy will increase in specific instances. This sentiment was
perhaps best expressed by the Deputy Prime Minister R. Rohlicek,
who stated, “As far as central authorities are concerned, it is nec-
essary not only to maintain but even strengthen central manage-
ment of fundamental strategic and program tasks, maintaining
macroeconomic equilibrium and proportionality of economic and
social development.” 35 This will be translated in practical terms
into the formulation of compulsory plan targets for enterprises,
which will include: (1) specific investment projects to expand or
phase out particular production activities; (2) state orders in cases
when the purchaser is a state institution such defense, security or
for the purpose of building up reserves; (3) distribution of youth to
technical schools; (4) compulsory deliveries in physical terms for
different end uses of commodities which are in short supply; and (5)
specific targets in physical terms for exports and imports from non-
socialist countries and value targets for exports and imports from
socialist countries. In addition, the authorities will stipulate com-
pulsory limits for: (6) consumption of energy, raw materials and
other materials which are in short supply; (7) centrally allocated
resources for research; (8) foreign exchange resources for purchases
of imports for the domestic market, those for public enterprises,
which are unable to generate sufficient foreign exchange from ex-
ports and for those which are only importers and for those foreign
exchange resources needed for the purchase of capital equipment;
and (9) subsidies. The imposition of these limits is dictated by the
serious balance of payments situation.

It is evident that the above measures represent considerable in-
volvement of the authorities in the economy. While the involve-
ment should be reduced considerably over the next few years the
pace at which this will be implemented is slow. The current plan is
to cut the extent of compulsory targets and limits by about 70 per-

35 Prom his speech reported in Lidova Demokracie, June 15, 1988.
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cent by the beginning of the next 5-year plan period (Guidelines,
Chapter II1/2.4/h). Moreover, it is also clear that they left them-
selves the option of maintaining the present institutional setup if
there was to be a deterioration of general market situation. As
more and more commodities are found in short supply, the authori-
ties will find it necessary to intervene, and the intervention will be
primarily in the form of rationing procedures (increase in the
number of material balances and compulsory targets for enter-
prises in physical terms). To put it differently, the present reform
proposals suggest that the authorities are prepared to ‘“temper”
wilth central planning as long as general macroeconomic situation
allows it.

The continuation of physical planning will also mean the con-
tinuation of the extremely inefficient process of bargaining be-
tween enterprises and “the planners,” a process that is very well
known and understood in Czechoslovakia, and described in the lit-
erature.?® The objects of bargaining are just about all plan targets;
input allocations, output target, norms, etc. Even though the bar-
gaining process and other shortcomings of central planning are rec-
ognized, the discussion about the place of central plan in the econo-
my continues to be pursued vigorously in the media.37

Bureaucratic “Red Tape”

On one level at least, the reform is expected to take a tangible
and beneficial institutional turn fairly quickly, and that is the pro-
posed reduction in the number and size of the central apparatus.
This measure should reduce the bureaucratic “red tape.” On its
meeting at the end of May 1988, the Federal Government decided
to reduce the administrative apparatus by 30 percent, which will
affect institutions of both Governments (both Czech and Slovak—in
total 5,800 people) and central administration of various industries.
Branch administration of sectors will be reduced by 30 percent, the
total staff of the Federal Ministry of Transport and Communica-
tion will be cut by 40 percent, and that of Federal Ministry of Met-
allurgy, Engineering and Electrotechnical Industry by 50 per-
cent.®® Tt is now obviously vital that these bureaucrats are not put
into newly created positions in comparable institutions.

The authorities also hope to stimulate competition among enter-
prises through the changes in industrial organization discussed
above as well as by a more flexible import policy but the degree of
competition will be quite clearly very limited. The major reason is
presence of highly unprofitable enterprises, which now survive
only because of considerable support and protection of the authori-
ties. In addition, the authorities will strictly control not only exit
from industries but also the entry, as noted above. There is virtual-
ly no room for private initiative except in marginal sectors such as
some services. Foreign investments will be limited to joint ventures

36 See, for example, Z. Mlcoch: “Analyza Procesu Planovani v Podnikove Sfere”; Prague:
Ustav pro Ekonomiku a Rizeni Vedeckotechnickeho Rozvoje, 1983.

37 A good summary of the position of this group is a paper by F. Valenta: “Framework of
Economic Reform in Czechoslovakia”; ﬁ\per prepared for the UNE{CE Conference on Reforms in
Euro, Socialist Countries, Vienna, November 1988.

38 mude Pravo, May 27, 1988, p. 1.
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controlled by separate legislation. The authorities have placed con-
siderable faith on creation of joint enterprises with enterprises in
other socialist countries but the success has been so far very limit-
ed. While the authorities hope for the establishments of more than
100 percent joint enterprises, the total number established so far
with Czechoslovak participation is meager.®® One reason for this
slow pace of establishing joint enterprises is the continued interfer-
ence of central authorities in such activities; public enterprises will
require no permission of central authorities for direct relations, co-
operation and specialization agreements in value less than 30 mil-
lion crowns. And, if as a result of these relations, the enterprises
should agree on a commercial deal with their partners, the deals
will have to be subject to approval of the Ministry of Foreign
Trade.4® As noted earlier, foreign competition will continue to be
controlled through import restrictions and foreign exchange alloca-
tions.

V. IMPLEMENTATION OF EcoNnomic REFORM

The implementation of even this highly circumscribed blueprint
for economic reform will be very difficult. This is partly because of
the presence of diversified and often conflicting interests of central
bodies, and of the party. More radical, better trained, and economi-
cally sensible individuals are not those who are drafting the reform
proposals, and this will limit their impact on the reform. Another
reason is the blueprint itself, which in its present form gives often
contradictory signals, and leaves much scope for maintaining
status quo. All these issues have been discussed in the previous sec-
tions. Additional issues arise in the context of reform implementa-
tion. They can be summarized under the following headings;
reform experiments, timing and sequencing of the reform.

Experiments

The Government chose to begin the reform movement by testing
some of the reform measures in an experimental form on a small
number of enterprises. The Guidelines stipulated to expand the ex-
periment to 20 percent of all enterprises by the beginning of 1988
but there has been already some slippage.*! While such a piece-
meal approach to economic reform is economically meaningless,
there is also a danger that it could be counterproductive. First, the
measures tested in experimental enterprises do not encompass all
the measures of the reform, some of which still have to be formu-
lated. The most obvious example of a missing element in the
present state of the experiment is the absence of rational prices.
Second, the performance of experimental enterprises must un-
doubtedly be affected by the performance of other enterprises with

39 In total only nine joint enterprises were established on the territory of Czechoslovakia by
Apr. 1, 1988, as indicated by F. Valenta: [“Framework of Economic Reform in Czechoslovakia”;
paper prepared for the UNECE Conference on Economic Reforms in European Socialist Coun-
tries, Vienna, November 1988.] See also V. Samal: “Mezinarodni Hospodarska Sdruzeni”; Rude
Pravo, July 15, 1988, p. 6.

40 See interview with the Minister of Foreign Trade J. Sterba, “Cilem je Rozvoj Exportu,”
Rude Pravo, July 14, 1988, p. 1.

41In total, 412 public enterprises were selected for the exgeriment by the time of approval of
the new law on pulic enterprises. See Rude Pravo, July 8, 1988, p. 2.
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which the former act as purchasers of inputs, sellers of their
output, etc. As it is popular now to say on the streets of Moscow,
“trying an economic reform on an experimental basis is like trying
to drive on the right-hand side, even though everybody else is driv-
ing on the left-hand side.” Third, experimental enterprises have
been criticizing central authorities for frequent changes in basic
conditions of the experiment and for slow reviews of the regula-
tions.42 Fourth, unsatifactory progress of the experiment could be
used by opponents of the reform as evidence of the reform failure,
even though the real reason may have been quite different.

Sequencing

The third major issue concerning the implementation of any eco-
nomic reform is the question of sequencing individual elements of
economic reform. One of the most ‘worrying aspects of the reform is
that the question of sequencing has so far been given virtually no
official attention. The only exception is the recognition that price
reform must come first before other elements of the reform are in-
troduced. This is undoubtedly the right decision because price
reform must precede reform in the real as well as in financial sec-
tors. In contrast, three other known cases of recent decisions would
suggest serious flaws in judgment.

One example of poor sequencing is the introduction of the experi-
ment in a limited number of enterprises, as noted above. In the
same manner as the authorities propose to introduce overall price
reform first, the current experiment should have been preceded by
corresponding price rationalization. Another example is the reform
of the financial sector which the authorities propose to reform at
about the same time as the real sector. As also explained earlier,
this sequencing would be simply economically meaningless.

The third case of questionable sequencing is the attempt to ad-
dress first the incentive structure without adopting appropriate
macroeconomic measures. This micro-first approach appears to
have two major flaws: by insisting on restricting the market-based
approach to macromanagement, the authorities continue to main-
tain highly distorted system of incentives. In other words, they fail
to address fully precisely the area, which they seek to rationalize.
In addition, the reform will be ineffective also because the authori-
ties insist on pursuing highly inefficient macroeconomic policies.

The first general question concerning reform sequencing is the
concern about macroeconomic implications of economic reform.
Economic reform leading towards more market-oriented system
need not result in a deterioration of macroeconomic situation.
Indeed, the correct management of macroeconomic policies, togeth-
er with right microeconomic incentives, should be the part and
parcel of economic reform. It seems that this point is being realized
in Czechoslovakia only slowly.43

42 See Rude Pravo; “S. Pripravou Zacit Hned,” July 20, 1988, p. 1.

43 An empirical assessment of the Czechoslovak and Hungarian reforms has been attempted
by K. Dyba: “Ekonomicka Reforma a Makroekonomicka V. konnost”; Politicka Ekonomie, 1988,
N‘;. 6, pp. 669-677. However, a considerable amount of evidence has been collected by the World
Bank in the assessment of economic reforms around the world.
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Once the principle of market-based approach to macroeconomic
management were to be accepted, the authorities may need to
properly sequence different elements of the macropolicies. The
reform in Czechoslovakia has not even reached the state of discus-
sion of this question until now. The third component of the se-
quencing package is the order in which one should liberalize differ-
ent elements of the incentive structure. It is only in this area that
the authorities have made a feeble attempt to work out a solution,
but this is highly incomplete and erroneous.

Timing
Economic reform can be introduced either gradually, which
would allow slow adjustments, or rapidly, which would subject eco-
nomic agents to a “shock treatment.” Examples of both approaches
can be found both in socialist and nonsocialist countries. Fairly

rapid reforms have been introduced in China and, especially, Viet
Nam, Argentina, and Algeria. In contrast, reforms have moved rel-

- atively more slowly in, for example, Hungary, where the first steps

were taken already in about 1968. The proposal in Czechoslovakia
“aspires” to be the slowest as indicated in the Appendix. The
Guidelines do not even consider to move beyond price reform, orga-
nizational changes and training of cadres before the beginning of
1990s.

Given the reality of political aversion for a change in general
and for economic reform in particular, the slow pace of reform in
Czechoslovakia has been undoubtedly related to the events in
Moscow. The struggle for “perestroika” in the Soviet Union has
been fluid and uncertain enough to allow opponents of economic
reform in Czechoslovakia to slow down their own process and
dilute the proposals to the half-hearted attempt discussed above in
the text. At the same time, the economic situation has not created
a sufficiently strong sense of urgency among the politicians to
drive the momentum of reform internally. The supporters for radi-
cal and much faster economic reform do exist but they are still in
the wings of political process, exasperated by the slow pace and
frustrated by the lack of commitment to a reform which would go
beyond the current proposal towards a genuinely market-oriented
solution. Even though their voices are heard more and more and
often with surprising sharpness, they have been limited so far pri-
marily to professional journals, internal discussion groups or con-
ference papers. This is further complicated by the diversity of
views, which always surrounds, to nobody’s surprise, discussions of
economic reform.

The recent events in Moscow could easily affect the reform move-
ment in Czechoslovakia once again, this time bringing along an
ironic twist to the process. The political changes in the Soviet Com-
munist Party have consolidated the positions of reformers in the
political leadership of the Soviet Union, and are likely to affect the
Soviet relations with allies in Eastern Europe. When the last chap-
ter of the failed economic reform in Czechoslovakia was closed in
1969, many Czechs and Slovaks concluded that the next attempt
for liberalization in Czechoslovakia will have to come from the
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Soviet Union itself. The history will tell that they might have been
right.

VI. CoNcLUSIONS

The reform blueprints released by the Government so far repre-
sent a relatively striking albeit a” mixed bag of proposals for a
change in economic management. They cover proposals for policy
changes, which address issues of incentives, structural changes and
macroeconomic management, and for institutional reforms. On the
whole, the blueprint has ingredients for an improvement in the
management of the economy. They set a fairly interesting agenda
of issues, which go beyond superficial changes of central planning,
The proposals call for an autonomy of enterprises to increase their
financial discipline and economic efficiency, for liberalization of the
pricing mechanism to rationalize the price system and for a decen-
tralization of economic decisions to reduce the highly inefficient bu-
reaucratic meddling in microeconomic management. Perhaps even
more sigaificantly, the Government realized that it will need to
reform not only the “real” sector of the economy but also the fi-
nancial institutions to increase “monetization” of the economy.
Moreover, the reform proposal reflects a recognition of the Govern-
ment of serious structural difficulties, and essentially calls for an
industrial restructuring strategy, which may involve phasing out or
even closing down of inefficient plants.

While the proposals include some positive elements, the reform
is unlikely to bring about increased efficiency of the economy. Even
though the proposed pace of the reform is much too slow to the
liking of the present writer, the issue at stake here is the content
of the reform proposals. The incentive structure may be improved
with the introduction of “contract prices,” but their role will be
limited. The remaining components of the price system will retain
the major characteristics and shortcomings of the current mecha-
nism. Ultimately, the advantages and disadvantages of this “dual”
price policy may be extremely difficult to reconcile, as the Chinese
authorities have recently discovered. In addition, even if prices
were set “right,” the response of enterprises will remain very weak
partly because enterprise managerial freedom will continue to be
highly restricted, partly because enterprise taxation will be high,
and, last but not least, penalties for failure will be small.

The existing perceptions about structural reforms are rather
naive. It puts the responsibility for restructuring on central au-
thorities which implies “picking” winners, a task they had per-
formed poorly in the past as evidenced by the serious structural
disequilibria, and they are unlikely to do a better job in the future.
This does not deny, of course, a role for the Government in the re-
structuring process but that role should be limited to providing
temporary relief and assistance in the transitional period and to
creation of the right regulatory and competitive environment. In
addition, the restructuring of industries and enterprises will be
futile in the presence of major price distortions. Investment deci-
sions will continue to be biased, and it will be impossible to ascer-
tain viability of financial enterprises without “shadow pricing” all
transactions in the economy.
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Last but not least, the reform makes very little impact on the
future conduct of macroeconomic policy. As a result, the authori-
ties are unlikely to be more effective in controlling aggregate
demand, even though they may be able to prevent open inflation
by controlling prices and by their reliance on direct controls. At
the same time, however, these policy measures will adversely affect
incentives and will have detrimental impact on the supply response
of enterprises.

The implementation of the reform will be also very difficult. The
signals provided by the blueprint are sometimes contradictory, and
imprecisely spelled out, which will provide opportunities for differ-
ent interpretations and therefore delays. There are also inconsist-
encies between some policy measures, which could have conflicting
impact if fully implemented. No serious thoughts have so far been
given to issues such as sequencing of the reform, better conduct of
macroeconomic policies, coordination between macro- and micro-
economic policies. In addition, opposition to reforms is coming from
different strata of the society, whose interests are deeply en-
trenched in the present inertia. The sailing will be undoubtedly
rough even if good economic policies and institutions were to be
found.

APPENDIX. TIMING OF PREPARATORY STEPS FOR EconoMic REFORM

(SELECTIVE STEPS)

Transfer of selected branches to experimental status (January 1, 1988).
Implementation of new rules for credit policy (January 1, 1988).
. Implementation of new wage policy (January 1, 1989).
Assessment of performance of experimental enterprises (April 30, 1989).
. Adjustment and introduction of new depreciation rates (May 31, 1989).
. Draft program for rationalization of turnover tax (2nd semester, 1989).
. Draft program for reduction of noninvestment subsidies (rules: June 30, 1989,
details: June 30, 1990)
8. Implementation of new foreign exchange norms toward nonsocialist countries
(selected branches: January 1, 1989, all branches: January 1, 1990).
9. Implementation of wholesale price reform (January 1, 1989).
10. Introduction of uniform exchange rate (June 30, 1988).
11. Tax on wage fund and profit tax (draft proposal: January 1, 1989, implementa-
tion: January 1, 1991).
12. New interest rates (December 31, 1988).
13. Draft proposal for separation of central banking and commercial banking
(May 31, 1988).
14. Draft proposal for changes in central administration and industrial structure
and for manpower planning (1988).

QYU P
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SUMMARY

The Czechoslovak economy grew slowly in the early 1980’s due to
a deflationary policy aimed at restoring equilibrium in the invest-
ment sector and reducing the country’s hard currency debt. To
some extent these objectives were fulfilled, but the economy under-
went no fundamental restructuring or improvement in economic ef-
ficiency. Although there are domestic reserves that can be tapped
to produce faster rates of growth and although imports of western
machinery and equipment can be increased, the failure to elimi-
nate longrun barriers to growth and international competitiveness
suggests that the effect of policies intended to produce an economic
expansion will be short lived.

I. CzecHOosLovAk EcoNoMIC GROWTH IN THE 1980’s
A. AGGREGATE GROWTH

Czechoslovak economic growth in the 1980’s reflects both the op-
eration of long-term trends in the economy the effects of shorter-
term forces, including exogenous shocks and macroeconomic policy.
As Table 1 shows, the growth of Net Material Product (NMP) in
the 1981-85 Five Year Plan continued a slowing trend that began
in the 1960’s. This long-term slowdown in economic growth is due
to a number of factors, among them an aging population; a capital
stock that is both overage and technologically unsuited to the re-
quirements of the economy; and a failure to move resources from

! Professor of Economics, Arizona State University.
(215)
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sectors that are technologically stagnant and internationally un-
competitive to those where factor productivity is growing rapidly
and where demand is increasing. In addition, the natural resource
base of the economy has declined at an accelerating pace, creating
higher input costs as well as grave environmental problems. The
problems are all the more troubling because labor productivity
growth has slowed despite the continuing increases in capital per
worker, suggesting fundamental problems in generating technologi-
cal progress and in stimulating the economy through capital forma-
tion.

TABLE 1.—REAL AGGREGATE GROWTH IN CZECHOSLOVAKIA

1971-75 1976-80 1981-85 1981 1982 1983 1984 1985 1986 1987

Growth rate (percent/year):

Net material product............... 5.1 36 18 -01 0.2 2.3 35 30 26 20
Employment .........cocooeneeeeeesee 5 8 J 1 A A4 9 10 13 8
Fixed capital stock.......cc..co.. 5.4 56 48 56 47 45 47 4] 46

Output/WOrker .........cccoeevvenee 5.2 2.8 11 -8 -2 19 26 20 13 12
Capital/worker ....... . 49 48 41 49 43 41 38 37 33
Gross investment .............c..... 8.2 35 -—10 —46 -23 6 —42 54 14 37
Ratio of net investment to net
material product (percent) ......... 20.2 20.1 142 163 152 136 129 130 179 182

Sources: Federalni Statisticky Orad, Wistoricka Statisticks Rocenka CSSR. (Prague: SNTL-ALFA, 1985.) Federdlni Statisticky Orad, Statistickd
Rotenka CSSR 1987. (Prague: SNTL-ALFA, 1987.) PlanEcon Report, Vol. IV, No. 6 (Feb. 12, 1988.)

The record for the 1980’s also shows the workings of two sets of
shorter run influences: exogenous shocks and economic policy.
Among the external events influencing economic performance in
the 1980’s were rising energy prices which, under the CMEA pric-
ing formula, continued to increase through the 1980’s, as well as
restrictions imposed by the Soviet Union on its exports of petrole-
um to Czechoslovakia. The recession in Western Europe and the de-
flationary policies implemented by many CMEA countries limited
the demand for Czechoslovak exports at a time when the inclina-
tion both of western bankers to lend and of Czechoslovak leaders to
borrow reached their nadir, thus restricting needed imports.

Nevertheless, the bulk of the difficulties encountered by the
economy in the 1980’s stemmed from internal factors and policy
mistakes rather than from external factors.? The genesis of these
problems lay in the policies followed in the 1970’s. The fifth Five
Year Plan (FYP) was reasonably well conceived but implemented
in a rather inflationary way that led to excessive investment. The
sixth FYP (1976-80) was ex ante infeasible and led to excessive out-
lays on capital formation, so that the share of net investment to
NMP reached a peak of 21.8 percent in 1977 and declined only
slightly in 1978.3 In 1979, in response to the disequilibria created

2 Support for this assertion can be found in Karel Dyba and Vaclav Kupka, “Ptizpisobeni tes-
koslovenské ekonomikf' vnéjsim narazdm.” Politicka ekonomie, Vol. 32, (1984), pp. 43-55; Ivan
Sujan, “Anali"\m podielov )'ednotlivy"ch faktorov na spomaleni tempa rastu &eskoslovenke jekono-
miky v rokoch 1975-1980." Politicka ekonomie, vol. 80, (1984), pp. 545-610; and Ivan Sujan, “An-
aljza pritin spomalenia rozvoja &s. ekonomiky v r. 1980-1985.” Politicka ekonomie, vol. 35,
(1987), pp. 289-307.

3TThe macroeconomic feasibility of the fifth and sixth FYP’s is examined in Josef C. Brada,
Arthur E. King, and Don E. Schlagenhauf, “Policymaking and Plan Construction in the Czecho-

Continued
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by the plan, evident for example in the volume of incomplete in-
vestment projects, as well as to the deteriorating external situa-
tion, a policy of macroeconomic deflation was adopted. Thus for
1979 and 1980 met investment levels were nearly 10 percent less
than they had been earlier in the FYP period.

As can be seen from Table 1, this deflationary policy continued
until 1985. During 1981-85 gross investment declined in 3 of the 5
years and the ratio of net investment to NMP was well below the
levels of the previous decade. This policy had some success in re-
ducing the backlog of unfinished investment projects, in protecting
living standards, and in reducing domestic absorption to free up re-
sources for export. These success were purchased at the cost of vir-
tual economic stagnation for the 1980-82 period, including virtually
no increase in NMP and a deferral of the renovation of an aging
and inefficient capital stock.

The resumption of economic growth in 1983, followed by even
better performance in 1984 and 1985 appeared to have vindicated
the deflationary policy of the previous 5 years. The FYP plan for
1986-90 called for NMP to grow at an annual rate of 3.4 to 3.5 per-
cent and for investment levels to be raised. While the later objec-
tive has been met, the former has not. Growth of NMP in 1986 and
1987 decelerated despite relatively large increases in the labor
force. The plan for 1988 calls for a growth of NMP of 2.7 percent.
This suggests that the entire FYP will be underfulfilled since it is
inconceivable that the economy could grow at a rate in excess of 5
percent for 1989 and 1990. Indeed the question is whether the de-
flationary policies implemented at the beginning of the decade
have not, in fact, reinforced the longrun slowing trend of the econo-
my rather than setting the stage for a reversal of the country’s eco-
nomic decline.

B. INDUSTRY

A comparison of Tables 1 and 2 reveals that it is the perform-
ance of the industrial sector that largely determines the growth of
aggregate output. Consequently the discussion of economic policy
and the resulting pattern of growth in the 1980’s of the foregoing
section applies to industrial performance as well. While the defla-
tionary policies of the early 1980’s reestablished some measure of
macroeconomic equilibrium, they failed to achieve any great re-
structuring of industry away from energy intensive “smoke stack”
industries toward less energy and material-intensive “high tech”
sectors. Nor was much success achieved in creating conditions fa-
vorable to fostering “intensive development,” or growth based on
increasing factor productivity rather than on the growth of factor
inputs. Restructuring was hampered both by the decline in invest-
ment funds and by the political power of the well established tradi-
tional industries. Intensive development was blocked by the failure
to reform the disfunctional system of economic management and,
as we shall see below, by the macroeconomic policies in force
during the 1980’s.

slovak Fifth and Sixth Five-year Plans.” In Joint Economic Committee, United States Congress,
E;ést European Economic Assessment, Part 1. Washington: U.S. Government Printing Office,
1981.



218
TABLE 2.—GROWTH OF CZECHOSLOVAK INDUSTRY

197175 1976-80 1981-85 1981 1982 1983 134 1985 1986 1987

Growth rate (percent/year):

Gross industrial output............ 6.7 47 27 21 11 28 40 35 32 23
Employment ..........oooeco 6 5 5 L) A 5 4 5 13 0
Fixed capital stock.. 5.6 6.1 55 67 52 46 52 58 54
Output/worker ........ 6.1 42 92 15 07 23 36 30 18 23
Capital/worker ........ 50 56 50 61 48 41 48 53 4l
Gross investment ..........ceeens 1.2 58 —14 —14 —44 30 48 65 27 5.0

Source Foderdi Staistcky Orad, Historicks Staitcka Rotenka CSSR. (Prague: SNTL-ALFA, 1985.) Federd Staistcy (rad, Statistekd
Rotenka CSSR 1987. (Prague: SNTL-ALFA, 1987.) Plan€con Report, Vol. IV, No. 6 (Feb. 12, 1988).

These factors are clearly responsible for the inability of industry
to accelerate growth during the 1986-90 FYP. Indeed, the authori-
ties have complained that some of the growth achieved was due to
plan overfulfillment by industries that should not have grown,
either because of their excessive material intensiveness or because
there was insufficient demand for their products. At the same time,
those sectors that were to be favored, such as electronics, failed to
meet their targets. Thus, the deflation of the early 1980’s has pro-
vided industry with a cushion of unutilized or underutilized inputs
that can be mobilized to increase the growth of production once the
deflation pressures are eased. However, the period of deflation has
done nothing to reallocate resources, and, as a result, the old indus-
trial structure, with all its attendant problems began to reemerge
when the economy accelerated in 1984 and 1985. Thus industrial
growth has been slowed once again to permit more restructuring.
This, like the case of the NMP targets, suggests that the FYP goals
for the growth of industrial production cannot be met.

C. AGRICULTURE

Developments in agricultural production were less affected by
the deflationary policies of the early 1980’s than was the case in
industry. Nevertheless, the determination to make Czechoslovakia
self-sufficient in most temperate-zone agricultural products did re-
ceive an impetus from the import-substitution policy stance adopt-
ed in the face of Czechoslovakia’s worsening terms of trade. A key
to this policy was to increase crop production, especially that of
grains and fodder, and thus to reduce dependence on imports. As
Table 3 indicates, this policy, implemented by a rapid increase in
agricultural capital formation, proved successful. Crop production
grew more rapidly than did animal production. Moreover, modest
growth in meat, egg and milk production was achieved with lower
herd levels, indication of improved efficiency in the livestock
sector.

TABLE 3.—GROWTH OF CZECHOSLOVAK AGRICULTURE

1971-75 1976-80 1981-85 1981 1982 1983 1984 1985 1986 1987

Growth rate (percent/year):
Gross agricultural output ........ 23 2.0 18 —25 44 42 44 —16 08 09
(111 O ——— 16 19 27 _53 139 28 61 41 -25 2l
FLYIT | O— 28 22 13 -5 =20 54 31 4 29 0
[ 11| G —21 14 -2 0 —08 -—14 9 5 -5
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TABLE 3.—GROWTH OF CZECHOSLOVAK AGRICULTURE—Continued

71-75 197680 1981-85 1981 1982 1983 1984 1985 1986 1987

Fixed capital stock................ 59 6.5 58 61 53 56 58 64 56
Output/worker .... 5.0 34 29 -25 52 56 35 —21 11
Capital/worker ... 86 19 60 61 61 70 49 -59 1
Gross investment 113 8 63 50 46 126 16 78 30

Sousces: Federslni Statisticks Orad, Historickd Statisticks Rozenka USSR, (Prague: SNTL-ALFA, 1985.) Federalni Statisticky Orad, Statisticka
Rotenka CSSR 1987. (Prague: ~ALFA, 1981.) Plantcon Report, Vol. IV, No. 6 (Feb. 12, 1988).

Since the acreage devoted to crops has remained relatively
stable, increases in output as well as year to year fluctuations
depend largely on the evolution of yields. In this regard, the years
1982 to 1984 were favored by good growing conditions with the 1984
grain harvest being a record one, and thus the slight decline in
crop output in 1985 and the subsequent slow growth of crop produc-
tion must be viewed in this context. Total grain production for the
current FYP is at or ahead of plan targets. This, coupled with the
greater efficiency in the utilization of feeds in the livestock sector
represent a favorable development for the current FYP. Neverthe-
less, agriculture’s ability to contribute to further growth in con-
strained, in part because it is vulnerable to weather induced re-
verses, which in fact have had unfavorable impacts on fruit and
vegetable production, in part because of serious environmental
problems and lastly because the sector appears to be doing as well
as can be expected.

II. ProbucTiviTY: THE EFFECTS OF SYSTEM AND PoLicy
A. LABOR AND CAPITAL PRODUCTIVITY

The foregoing discussion of Czechoslovak economic performance
suggests that the key to understanding the long-term decline in
economic growth and the possibilities for a reversal of that trend
lies in the performance of industry. In this regard Czechoslovak
growth prospects are no different from those of the Soviet Union
and the other socialist countries of Eastern Europe. In all of these
countries the industrial labor force is stagnant if not declining, and
the growth of capital is also slowing. To maintain rapid rates of
growth the emphasis has been shifted from the growth of the fac-
tors of production to increases in their productivity, that is from
extensive to intensive development. In both the West as well as in
the socialist countries themselves the investigation of the growth
slowdown has centered around the estimation of production func-
tions that relate the growth of industrial output to the growth of
labor and capital inputs and to technological progress.+

Out of this research, two competing explanations for the slow-
down in growth have evolved. One is that industrial production can
be characterized by a Cobb-Douglas (CD) production function with

* For a survey of this literature see Josef C. Brada, “The Slowdown in Soviet and East Europe-
an Growth.” Osteuropa Wirtschaft, vol. 30, No. 2, (1985), pp. 116-128, and Gur Ofer, “Soviet Eco-
nomic Growth: 1928-1985.” Journal of Economic Literature, vol. 25 No. 4, (December 1987), PP-
1767-1833.
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steady or declining technological progress.® The alternative expla-
nation is that industrial production can be characterized by a CES
production function with a low elasticity of substitution between
capital and labor and steady rates of technological progress.®

In the case of Czechoslovakia, the application of such production
functions, estimated by traditional econometric methods, presents
serious problems. As already mentioned, severe deflationary poli-
cies were implemented in the early 1980’s. In a market economy
such policies would result in layoffs of workers, yielding an appro-
priate measure of labor inputs. In the case of a socialist country
such as Czechoslovakia such layoffs were not possible, and thus
both labor and capital were underemployed.

To gauge the extent to which resources in Czechoslovak industry
became underemployed, I estimated a frontier production function
of the Cobb-Douglas form for Czechoslovak industry for the period
1960-85. The frontier production function assumes that points in
input-output space lie on or below the production frontier. Points
on the production frontier represent outputs achieved under the
economy’s best practice; those below the frontier reflect various
levels of inefficiency in input use, relative to the economy’s best al-
locations.” Thus, in the frontier production function framework,
changes in output can be disaggregated into changes in factor
inputs, changes in technical efficiency or the distance of the econo-
my from the production frontier, and to technical progress.

TABLE 4.—TECHNICAL EFFICIENCY IN CZECHOSLOVAK INDUSTRY, 1960-85

Year :?ﬁhum Year lm Year :%hu':%

97.64 97.76 9.7
99.74 99.76 91.86
99.06 99.52 88.96
92.53 99.95 84.38
90.24 100.00 80.15
91.74 100.00 77.88
93.84 99.69 76.10
96.83 97.73 7413
97.48 96.35

The estimated equation is:

Y —0.9960-0244[0.741],0.259

where Y is an index of industrial production and K an index of the
industrial capital stock, both in constant prices, and L an index of
hours worked in Czechoslovak industry, and t represents time.
Table 4 presents the resulting estimates of the technical efficiency

s See, for example, Robert Whitesell, “The Influence of Central Planning on the Economic
Slowdown in the Soviet Union and Eastern Europe: A Comparative Analysis.” Economia, vol.
52, No. 206 (May, 1985), pp. 235-244, and United Nations Economic Commission for Europe, Eco-
nomic Survey of Europe in 1985-1986. New York: Unijted Nations, 1986.

6 See Jan Klacek and Alena Nésporova, Produként funkce a modelobani ekonomickeho rustu v
CSSR. Prague: Akademia, 1983.

7 For a fuller explanation of the frontier production function and related estimation tech-
niques, see Mieko Nishimizu and John M. Page, Jr., “Total Factor Productivity Growth, Techno-
logical Progress and Technical Efficiency Change: Dimensions of Productivity Change in Yugo-
slavia, 1965-78." Economic Journal, vol. 92, No. 368 (December 1982), pp. 420-936.
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of Czechoslovak industry as measured by the ratio of actual to fron-
tier production. The effects of the deflationary policy on technical
efficiency are amply evident, with the 1979-85 levels of technical
efficiency at unprecedented levels. If industrial inputs had been
utilized with the same intensity they had been in the early 1970’s,
then industrial output would have been 20 to 25 percent higher. Al-
though some of the decline in technical efficiency may be attrib-
uted to the system of economic management, and therefore amena-
ble to reversal by the introduction of economic reforms, the bulk of
the decline must reflect the effects of macroeconomic policy. What
is troubling is that while the gap between actual and frontier pro-
duction represents a form of “hidden reserves” it is not at all evi-
dent that these can be tapped. In large part the decline in efficien-
Cy represents the wastage of labor time through idleness, reduced
effort and slack labor discipline. The performance of industry in
the 1984-87 period suggests that workers’ and managers’ attitudes
toward work have been permanently altered during the period of
deflation and that reversing these attitudes will prove difficult.
However, unless such a change can be brought about little progress
can be made in reversing the longrun decline in Czechoslovak
factor productivity. Perhaps even more serious is the fact that,
unlike in a market economy where workers would become unem-
ployed thus forming a pool of mobile labor and where scrapping of
capital would be accelerated through firm failure and consolida-
tion, in Czechoslovakia workers have remained at their old posts
and capital has been preserved. Indeed, interbranch mobility of
labor in Czechoslovak industry was lower in 1981-85 than in any
other socialist country.

B. EFFICIENCY OF MATERIAL AND ENERGY CONSUMPTION

Both by the structure of final out and by the inefficiency or tech-
nological backwardness of its production techniques, the Czechoslo-
vak economy is, by international standards, excessively material
and energy intensive.® While the deflationary policy of the early
1980’s slowed the growth of demand for energy, both by slowing
overall economic activity and by generating some favorable struc-
tural changes, such as an absolute decline in steel production, it
did little to make any qualitative improvements in the efficiency of
energy and resource utilization.

As Table 5 shows, there was some improvement in the energy to
NMP ratio, although it is difficult to determine the distribution of
these improvements among alternative sources, including the dis-
tribution of energy savings between households and productive sec-
tors or the distribution between genuine energy savings and those
created by shortages and rationing. The energy balance remained
tight for the entire period, with primary energy production grow-
ing at 0.5 percent per year during 1981-85 and slightly faster
thereafter. Some of these increases came from added electricity

8 See Jifi Slama, “An International Comparison of Sulphur Dioxide Emissions.” Journal of
Comparative Economics, vol. 10, No. -3 (September 1986), pp. 277-292, and Stanislaw Gomulka
and Jacek Rostowski, “An International Comparison of Material Intensity.” Journal of Compar-
ative Economics, vol. 12, No. 4 (December 198§).



222

generated by new nuclear power plants which now account for
nearly 26 percent of electricity generated.

Coal production, which is Czechoslovakia’s primary source of
energy import substitutes, peaked in 1984. Given the grave envi-
ronmental problems associated both with the mining and the burn-
ing of coal, the more so as the share of soft coals in total output
has risen, as well as the economic costs involved, further energy
conservation would appear to be the only viable course for Czecho-
solvak authorities. Unfortunately neither the existing system of
management, nor the past achievements in this area suggest that
the 1986-1990 goals for improved energy utilization can be met.

TABLE 5.—INDEXES OF THE EFFICIENCY OF ENERGY AND MATERIAL INPUT USE, 1980-86

1980 1981 1982 1983 1984 1985 1986

Primary energy consumption/NMP 100 992 980 971 951 945 936
Material inputs/NMP 1-2 100 1007 1018 1024 1007 938 100.1

* NMP in constant prices.
2 Material inputs valued at constant prices.

Sources: Federdlni Statisticky Ovad, Statistick Rotenka CSSR, 1984 and 1987. (Prague: SNTL-ALFA, 1984, 1987.)

In contrast to the savings achieved in energy consumption, the
material intensity of production remained constant, although there
have been concerted efforts to reduce the consumption of specific
inputs such as metals. The measurement of material intensity is, of
course, less precise than that of energy intensity, but it appears
quite evident that efforts to decrease material intensity by more
than 1 percent per year are unlikely to meet with success in the
current economic environment.

III. INVESTMENT AND RESTRUCTURING

Although the deflationary policy of the 1980’s could have freed
industrial workers to move to new dynamic sectors, these same
policies tended to hold back restructuring by reducing investment
levels, thus making it difficult to sustain the expansion of progres-
sive sectors. As a result, there was little change in the structure of
industrial output. As Figure 1 shows, with the exception of the
fuels sector, all sectors of industry grew to some extent in the
1980’s. Moreover, the pattern of growth reflects not any new con-
ceptions of what Czechoslovakia’s industrial structure should be,
but rather the culmination of an industrial policy that has been in
place for over a decade.
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FIGURE 1

STRUCTURAL CHANGE IN CZECHOSLOVAK
INDUSTRIAL OUTPUT, 1980-1986
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Czechoslovakia’s industrial policy, formulated in the early 1970’s,
consists of a number of broad state programs for technological
progress. Among the priority sectors of this policy have been nucle-
ar technology, electronics and electrical engineering, machine
building, computers and cybernetics, the better utilization of forest
resources and self-sufficiency in animal feedstuffs.? Some elements
of this policy can be seen in Figure 1 in the relatively more rapid
growth of engineering, electric power, chemicals, and paper and
cellulose. At the same time, the shortcomings of the policy can also
be seen in Figure 1; with the exception of fuels (where both invest-
ment and employment have, in fact, risen above average rates) no
sector was subject to any appreciable downsizing.'°

The focus of Czechoslovakia’s industrial policy is the CMEA
market and, within that, the market of the Soviet Union. Such a
policy has had, and will have in the foreseeable future, both advan-
tages and disadvantages. The advantage is that this emphasis en-
ables Czechoslovakia to develop competitive positions in certain
sectors at low risk because within CMEA it faces few or no com-
petitors and thus its products need merely to be workable but not
to meet world standards for quality or efficiency. In this regard the
nuclear energy program, in which Czechoslovakia in effect became
the major subcontractor for the production of Soviet designed nu-
clear reactors, is perhaps a unique success story. The Complex Pro-
gram is viewed favorably by Czechoslovak authorities precisely be-
cause it offers further opportunities for Czechoslovakia to develop
market niches within the CMEA. Similarly, because the Soviet
Union is Czechoslovakia’s largest customer, a movement toward
raising Soviet productivity through retooling with newer more pro-
ductive machinery creates opportunities for exports of Czechoslo-
vak machinery and equipment.

Alongside these opportunities lie some serious problems as well.
The first of these is whether Czechoslovak industry can make the
structural changes, both intrasectoral and intersectoral, that are
needed to take advantage of these opportunities on the CMEA
market. Given the low levels of investment in this decade it is clear
that it was in 1980 that the greatest increments in new investment
resources were available. Second, it is questionable whether
Czechoslovakia can develop technology-based industries by relying
on domestic and Soviet research efforts with only minor reliance
on technogy imports from the West. Indeed, Czechoslovakia may
find itself facing stiffer competition on the CMEA markets from
countries willing to make greater use of western technology to de-
velop new industries. Finally, the emphasis of Czechoslovakia in-
dustrial policy on the CMEA market does little to address to ad-
dress the issue of Czechoslovakia’s export competitiveness on the
world market.

- 9 See Josef C. Brada, “Industrial Policy in Eastern Europe.” In Josef C. Brada, Ed A. Hewett,
and Thomas A. Wolf, Economic Adjustment and Reform in Eastern Europe and the Soviet
Union. Durham and London: Duke University Press, 1989.

10 Part of the problem stems from the fact that resources allocated to priority sectors appear
to be “add-ons” to plan allocations rather than the outcome of a zero-base allocation of invest-
ment resources.
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IV. PricEs aND INCOMES
A. CHANGES IN THE LEVEL OF PRICES

Table 6 presents the price indices for major macroeconomic ag-
gregates. Over the period under review industrial wholesale prices
grew more rapidly more agricultural purchase (wholesale) prices.
Neither the extent nor the pattern of these wholesale price in-
creases made themselves felt in consumer markets. Thus the retail
price index grew more slowly than either wholesale index.!? More-
over, the retail prices of food, and particularly those of meat prod-
ucts, grew more rapidly than did the prices of industrial consumer
goods and of services despite the relatively greater increase in the
wholesale price of manufacturers. The rate of inflation faced by
consumers, as measured by the cost of living indices, was 1.5 per-
cent per year. This rate, however, reflects neither the effects of
shortages, of changes in product quality or of the effects of relative
pri<l:(e changes on consumer’s ability to purchase the goods they
seek.

TABLE 6.—PRICE INDICES FOR MAJOR MACROECONOMIC AGGREGATES

1980 1981 1982 1983 1984 1985 1986

Implicit price deflators for; 1

Social product 1000 1018 1070 1065 1134 1139 1140

NMP 1000 974 1019 1020 1050 1048 1047
Price indices: *

Industrial wholesale prices 1000 1048 1127 1124 1216 1238 1238

Purchase prices of agricuttural g00ds...............ooovvoroooov 1000 1012 1104 1109 1144 1153 1153

Retail price of goods and services 100.0 1008 106.0 1069 1079 1104 1110
Cost-of-living index for:

Workers and employees 1000 1009 1056 1068 1078 1093 1097

Coltective farmers 1000 1009 1051 1062 1074 1090 109.4

! Calculated on the basis of constant prices of Jan, 1, 1977.
Source: Federalni Statisticky, Orad, Statisticks Rotenka CSSR, 1985 and 1987, (Prague: SNTL-ALFA, 1985, 1987.)

Also worth noting is the relationship between the implicit NMP
deflator and the indices for industrial wholesale prices and for
retail prices. Although real and nominal NMP are obtained from
the national income framework, the major components for NMP
used, for example, are consumption and investment which ought to
reflect retail and industrial wholesale price trends. While the dis-
crepancy observed between the implicit NMP deflator and the
latter two price series is not inconceivable on logical grounds, it
does raise the possibility that the real growth of Czechoslovak
NMP is somewhat overstated.

B. WAGES, INCOMES AND CONSUMER WELFARE

As Table 7 indicates, real wages in the socialist sector grew
slowly, less than 0.5 percent per year, in 1980-87. The declines and
low growth in real wages, followed by an acceleration toward the
end of the period generally reflect the pattern of real labor produc-
tivity growth. Wages in agriculture grew more rapidly than in

11 This is only partly due to slower increases in the prices of services.
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other sectors of the economy and the average income of cooperative
farm members rose above the average wage in industry. Industrial
wages grew somewhat more rapidly than did wages in construction,
reflecting the slowdown in construction activity.

TABLE 7.—PERSONAL INCOMES AND EXPENDITURES

1980 1981 1982 1983 1984 1985 1986 1987

Nominal growth of:
Socialist sector wages 2.2 15 23 19 17 1.6 15
Personal disposable ICOME..........uuususmmsssssssersscsnesseasernisns 40 2.5 45 3.0 26 33 3.2 2.8
Personal consumption 30 23 32 30 29 36 24 27
Personal saving 405 67 405 32 -25 —40 212 44
Real growth of:
Socialist sector wages —11 6 —23 R 8 3 11 22
[T R 1R 11T TSR — R 16 -1 18 17 20 28 15
Personal consumption -3 14 -14 18 20 23 20 14
Retail trade turnover -8 15 -—21 22 20 171 23 28

Sources: Federalni Statisticky Orad, Statisticks Rotenka USSR, 1987. (Prague: SNTL-ALFA, 1987.) Pan Econ Report (Mar. 10, 1988).

While real wage growth was maintained at the level of real pro-
ductivity growth, nominal wages appear to have grown too rapidly
in the early 1980’s, giving rise to inflationary pressures that may
have given rise to some repressed inflation. The large increase in
personal saving in 1980, 1982, and 1986 despite modest increases in
nominal income and even a decline in real income in 1982, suggest
that there was unsatisfied consumer demand at least in those
years.'2 Whatever tensions exist between demand and supply in
the consumers goods market are unlikely to be alleviated by mac-
roeconomic policy in the near future since the share of consump-
tion in national income has again been declining since 1985. In-
creases in prices scheduled for 1989 are thus unlikely to do more
than hold the line on the severity of repressed inflation.

The policy of deflation had disparate effects on consumption.
Most severely affected was the housing sector. The decline in total
investment coupled with a decline in housing’s share in investment
led to an absolute decline in the number of dwellings completed
per year. Thus the total housing stock grew by only 1 percent per
year, a rate clearly inadequate from the standpoint of new house-
hold formation as well as inconsistent with the requirements of re-
gional mobility. The supply of consumer durables did not increase
at a particularly rapid rate, but since inventories are at relatively
high levels by regional standards, steady sales represent a growing
ownership of such items. Clearly the brunt of the adjustment in
consumption necessitated by the slowdown in industrial production
and the fluctuations in agricultural production thus was borne by
changes in the availability consumer nondurables and food prod-
ucts.

12 It is worth noting that Czechoslovak economists have experimented with the Portes-Winter
model of disequilibrium and conclude that aggregate excess demand does not exist.
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V. FOREIGN TRADE

Czechoslovak foreign trade performance must be judged in the
light of both domestic and foreign trade objectives as well as devel-
opments in the international economy. In view of the evident dise-
quilibria in the investment sector at the beginning of the decade,
some slowdown in economic growth was clearly required. The
desire to reduce the country’s hard-currency debt might have been
achieved by a variety of policies, but, given the deflationary cast of
policymaker’s preferences on the basis of domestic needs, the deci-
sion to improve the hard currency trade balance by reducing do-
mestic absorption through deflation is easy to understand. The
principal external developments influencing the evolution of for-
eign trade took place within CMEA. The oil price increases of the
second oil shock continued to make themselves felt in a deteriora-
tion of Czechoslovak terms of trade that tapered off and reversed
itself only at the end of the period under review. As Table 8 indi-
cates, the bulk of this deterioration occurred in trade with socialist
countries and especially with the Soviet Union. Nonsocialist terms
of trade changed very little over this period. At the same time, the
Soviet Union cushioned these terms of trade effects by its willing-
ness to run surpluses with its CMEA partners in the early 1980’s.
Finally, the growth slowdown was not limited to Czechoslovakia,
but rather it extended in various degrees to all the socialist coun-
tries, as did a general tendency toward import substitution. Thus
the growth of intra-CMEA trade slowed appreciably and in fact
intra-CMEA trade grew more slowly than did the output of CMEA
countries.

TABLE 8.—CZECHOSLOVAK FOREIGN TRADE AND FINANCE

1980 1981 1982 1983 1984 1985 1985 1987

Terms of trade:
Total 1000 957 926 889 811 820 811 836
Nonsocialist 1000 985 1005 1002 986 995 969 971
Export volume:
Total 1000 100.5 1064 1127 1234 1266 1281 1316
Nonsocialist 1000 1013 1026 1135 1180 1184 1276 1256
Import volume:
Total 1000 931 957 977 980 1025 1052 1099
Nonsocialist 1000 926 910 928 941 995 1159 1255
Trade balance:
Socialist (million rubles) —253 —177 —221 509 —599 —604 —680 —78
Nonsocialist (million dollars).........cooceresooorsors o 7 316 482 716 795 637 297 —144
BIS-Area bank debt:
Gross (million dolars) 3802 3536 2994 2727 2412 2670 3128 4,202
Net (milion dollars) 2506 2439 2252 1,791 1,409 1659 1911 2,604

Sources: Federalni Statisticky Ofad, Statisticks Rotenka CSSR, 1987. (Prague: SNTL-ALFA, 1987.) PlanEcon Report (Aug. 26, 1988).

The effect of these policies and external developments is reflect-
ed in the volume and direction of Czechoslovak trade. The growth
of the volume of trade with socialist countries decelerated over the
period under review, with a particularly sharp decrease in the
growth of socialist imports in 1986 and 1987. As a result the deficit



228

in the socialist trade balance was largely eliminated in 1987. Non-
socialist exports grew modestly over the period, but within this
export growth there were differences between exports to developed
market economies and exports to developing countries. Up to 1985,
exports to developed market economies declined, while exports to
developing countries increased, albeit erratically. This was in part
due to the decline in surpluses of Czechoslovakia’s traditional ex-
ports to the developed market economies (raw materials, semifabri-
cates) and in part the result of a lack of competitiveness of Czecho-
slovakia’s manufactured goods. Sales to developing countries, on
the other hand, relied less on available surpluses of resource-inten-
sive commodities and more on Czechoslovakia’s willingness to sell
machinery and arms on credit. Imports from developed market
economies declined sharply over the 1981-85 period. In part this re-
flected the cutbacks in investment activity since a large share of
western imports is taken up by machinery and equipment. Imports
from the developing countries declined somewhat in the 1981-85
period, but with no discernible trend.

The conseguences of these policies on Czechoslovakia’s trade bal-
ances and external debt are evident from the data in Table 8. With
the socialist countries, Czechoslovak trade was in deficit for the
entire period, as was typical for the other East European countries.
Nevertheless, Czechoslovakia appears to have been slower in bring-
ing its CMEA trade into balance or surplus than were the other
East European countries. With nonsocialist countries the surplus
in trade increased and remained relatively high to 1985. Neverthe-
less, in view of our analysis of trade with developed and developing
market economies above, it is evident that the reduction in hard
currency debt is in part an achievement of dubious value. To be
sure, surpluses in trade with developed countries represent assets
that can be accepted at face value. However, sales on credit to de-
veloping countries have produced assets whose real value may be
questionable.

In 1985, to a limited extent, and in 1986 and 1987, to a much
sharper degree, Czechoslovak trade policy changed significantly, re-
flecting in part the changes in domestic macroeconomic policy. Ex-
ports to socialist countries grew moderately, but imports effectively
stagnated. At the same time nonsocialist trade was reoriented from
developing to developed market economies. Exports to the latter
grew by 15.6 percent in 1986 and 12.3 percent in 1987, while for the
same period exports to developing countries declined. At the same
time inputs from developed market economies increased by 28.4
and 18.8 percent in 1986 and 1987, while imports from developing
countries grew very slowly. There were two consequences to this
maneuver. The first is that the hard currency balance of trade
slipped into deficit for the first time in the period under review.
Second, the composition of Czechoslovak imports from nonmarket
economies changed drastically. The share of consumer goods in im-
ports from nonsocialist economies decreased significantly in 1986
and 1987, and the share of machinery and equipment increased at
a rapid pace. :
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V1. ConcLusIONS

It is evident both from macroeconomic trends and from the de-
velopments in foreign trade that efforts are being made to end the
policy of deflation and to restart the engine of growth. While defla-
tion did eliminate disequilibria in the investment sector and reduce
the hard currency debt, the fundamental and longrun problems of
the economy have not been resolved. The domestic economy has
been neither restructured nor made more efficient, and a larger
part of the reduction in net hard-currency debt rests on the shaky
foundation of developing country IOU’s. While the economy may be
made to grow somewhat faster in the short run, the evidence sug-
gests that past problems will quickly reassert themselves to
dampen the recovery.
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PoLiTicAL BACKGROUND

After prolonged hesitation and infighting between divergent
forces within the leadership of the Czechoslovak Communist Party,
finally in 1987 the decision was taken to follow the lead of Gorba-
chev’s perestroika and to adopt also a program of the comprehen-
sive reconstruction of the economic mechanism for Czechoslovakia.
To understand the initially only lukewarm support of the Soviet
“radical” reform measures, and the gingerly fashion of subsequent-
ly adopting and introducing by measured stages the Czech reform
program, a few words have to be said about the specific political
background. In Czechoslovakia this is the fourth attempt to substi-
tute the Soviet model of centralized, administrative, and directive
planning, which was introduced disregarding the divergent eco-
nomic conditions after the Communist Party took over complete
control over the economy and society in 1948. The first and the
third attempt (1958-60 and 1981-85) failed in view of the internal
inconsistencies of the reform measures, while the second try, better
known in the West as the “Prague Spring” (1966-68), which resem-
bled in some respects the current Soviet perestroika, was crushed
by Soviet intervention in August 1968 after some conservative op-
ponents of the reform within the leadership of the Czechoslovak
Communist Party had appealed to the Soviets for help. The present
Czechoslovak leadership is the heir of the disaster of 1968. Some of
them directly asked the Soviet Union to crush the reform by mili-
tary intervention, some turned away from the reform which they
had initially supported and availed in “normalizing” the situation
after the defeat of the reform. In the course of the “normalization”
process they faithfully carried out the wishes and orders of their
Soviet superiors and punished and persecuted the supporters of the
‘“Prague Spring.”

*The Vienna Institute for Comparative Economic Studies.
(230)



231

It is understandable that this leadership looked with dismay
upon Gorbachev’s way of thinking which resembles in many ways
the tenets of the “counterrevolutionaries” of the Prague Spring.
But on the other hand the leadership is entirely dependent on the
goodwill of Moscow and on the presence of the Soviet army for its
own survival. Besides, the more pragmatic part of the leadership,
represented mainly by Prime Minister L. Strougal, argued in view
of the worsening situation of the economy since the end of 1985 in
favor of a thorough reform program invoking the Soviet example.

In the end Gorbachev’s plea for supporting his reform measures
at the working Summit meeting of the CMEA Party leaders in
autumn 1986 brought also the Czechoslovak Party leader Gustav
Husak on the side of those who advocated the introduction of
reform measures tailored after the Soviet example. Strougal ob-
tained the task to prepare a reform concept which was accepted by
the Communist Party Central Committee and the Federal Govern-
ment.! Strougal and his team were charged with preparing for the
end of 1987 a more detailed document on the comprehensive recon-
struction of the economic mechanism to be introduced by stages.
During the work on this document some of the professional econo-
mists known as protagonists of the Prague Spring were asked to
participate in the discussions. The conservative wing in the leader-
ship was alarmed. The propaganda tried to explain that the new
reform measures had nothing in common with those introduced in
the 1960’s. The proponents of the Prague Spring were anew vilified
as “counterrevolutionaries” and no rehabilitation for them was
considered possible. The conservative core within the leadership
was strengthened by the dismissal of G. Husak as Party leader and
the installation of M. Jakes, one of those who invited the Soviet
Army in 1968. Also L. Strougal was removed as Prime Minister
and stripped of his party functions since the reform article was
drafted.

We have, therefore, the peculiar situation that the most violent
opponents of the reform in the 1960’s are now charged with intro-
ducing a comprehensive reform of the economic mechanism. This
situation is casting shadows on the sincerity of the reform inten-
tions, the more so now that the bureaucratic machinery of the
planning authorities is charged with implementing the reform
measures.

THE REForM CONCEPT

The reform concept itself, but even more so the specific reform
measures are shaped by the inherent contradiction between the in-
tended increased rights and responsibilities of the enterprises on
the one hand, and the endeavors of the Communist Party to keep
its “leading role” in macroeconomic and microeconomic manage-
ment on the other. Also the planning and administrative bureauc-
racy is a powerful vested interest group striving to keep its influ-
ence and desks by inventing complex planning procedures and
sibilities of day to day interference in the management of the econ-
omy.

! Rudé Pravo, Jan. 9, 1987.
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The concept envisages a newly defined relationship between the
economic center, represented by the government and its functional
and sectoral bodies, and the enterprises. The old relationship of
subordination of the enterprise sphere under the directives of the
planning machinery should be exchanged by a division of tasks and
functions.

The enterprises and other economic organizations should be
managed relatively independent of direct commands from above ac-
cording to the principle of full accountability meeting from their
proceeds all material and labor costs, tax and other payment obli-
gations, and setting aside funds for depreciation, repairs, recon-
struction of existing plant and for new investments. Commensurate
to the increased responsibilities also the rights of the enterprises
are to be extended. They are to be relatively free in setting their
own enterprise plans, in allocating their resources, in deciding on
the best organizational structures, in choosing their suppliers and
customers, in entering cooperation and direct links with enter-
prises in other CMEA countries, and last but not least in deciding
on the structure and range of goods according to the existing
demand.

According to the logic of self-managing and self-financing enter-
prises acting in competition with other domestic and foreign firms,
the central plan and management should concentrate on macroeco-
nomic planning and decisionmaking guiding the enterprises and
their behavior essentially by uniform rules and policies. By a co-
ordinated set of price, wage, financial, credit and monetary policies,
and with other specific instruments of indirect guidance, the enter-
prises should be guided and persuaded to follow their own interests
within a frame which should correspond to the aims of the macro-
economic plan and programs. This would be a formidable task by
itself and no easy success can be guaranteed. But at least it would
be compatible with the principle of full accountability of the enter-
prises. However, the Czechoslovak central concept of planning and
management of the economy is far more complex and demanding.
In the most recent authoritative document on the reconstruction of
the economic mechanism it is stated that the basic task of the cen-
tral authorities is to safeguard the strategic targets and aims of
economic and social development as worked out by the Communist
Party and to direct by plan their fulfillment. The ruling role of the
Party in determining the course of economic and social develop-
ment of the country is expressly accentuated in an otherwise factu-
al and technical official document.

The strategic targets and aims of the Party are to be implement-
ed by the elaboration of long-term forecasts. Long-term strategic
programs of economic development having a determining influence
on innovative and structural change and on the participation of
the Czechoslovak economy in the international division of labor are
also to be determined and developed by the central authorities. The
center is also responsible for achieving and maintaining equilibri-
um between the material resources and the financial means at the
disposal of the economy and the population. Proper regional devel-
opment is another task of the central authorities. Economic condi-
tions, norms and rules according to which enterprises and the cen-
tral managing bodies are to fulfil their tasks, are to be far more
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demanding than hitherto. At the same time it is demanded to cur-
tail operative and administrative management methods enabling
the necessary concentration on conceptual and economic manage-
ment activities. By and large, the enterprises should be guided in
their behavior according to the logic of achieving positive enter-
prise results but foremost they should be urged—partly by differ-
ent methods than until now—to fulfill the plan aims and targets of
the central authorities.

THE 5-YEAR STATE PLAN AND THE ENTERPRISES

The central 5-year State plan is to be met by the enterprise and
other economic organizations by a combination of uniform, long-
term tax and payment rates, by virtually uniform normatives and
to a lesser extent by direct tasks and state orders, and by mandato-
ry limits of inputs.

As to the foreseen taxes and payments the concept distinguishes
between so-called “criterial” (tcuchstone) taxes and income taxes.
To the former belongs a tax on wages to be included into the wage
costs of the enterprises and which will be set at 50 percent of the
wage sum. The proceeds of these tax payments are meant to cover
the expenses of society in relation to the work force and the popu-
lation (in Marxist terminology for the “reproduction of the labor
force”). Another payment of this type is a tax on working capital to
be calculated from the present value of firxed capital stock and in-
vestments, the circulating capital and (as a possible variant) also
from the value of the development fund of the enterprise. The tax
rate is apparently not yet set, according to information received at
the close of last year it could amount to 2 percent from the tax
base mentioned. Taking into account the guidelines for the across-
the-board wholesale price reform planned for next year, the tax
could be set at 4.5 percent of the tax base. The tax will be paid out
of gross profits (before profit tax), or according to a variant it will
be considered as the bottom limit of the profit tax.

A real property tax will be levied on economic organizations and
citizens using agricultural soil. It will be levied in absolute money
units per 1 hectare differentiated according to the fertility of the
soil. It will be paid out of the proceeds.

A typical income tax are payments levied on profit. All economic
organizations are liable to pay this tax, some of them, especially in
the service sector, may obtain tax reductions. Enterprises and
other economic organizations belonging to approved member orga-
nizations of the National Front (foremost the Communist Party
itself) are tax exempt. Also budgetary organizations and organiza-
tions covering their outlays from membership fees will not be
liable to pay this tax. Joint ventures with foreign partners may be
tax exempt or liable to reduced tax rates. The accounting profit
will be lowered for tax purposes by interest payments, by the tax
on working capital and by a mandatory minimum assignment to
the enterprise development fund. (At the moment also other var-
iants of possible deductions are under discussion.) There are also
two variants considered of possible tax rates. According to the first,
the tax rate would be a progressive one taking into account the de-
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velopment of yields, according to the second variant, a linear tax
rate is being considered.

The system of taxes and payments includes also payments of a
regulatory nature if wage payments or investment outlays are
deemed to be excessive in relation to the stipulated rules. Deprecia-
tion charges are to be kept in principle within the enterprise. How-
ever, in cases where the government has worked out a program of
phasing out or damping a certain production, part of the deprecia-
tion charges may be taken away for central use. Also in exception-
al cases where substantial government money was involved in set-
ting up new capacities depreciation charges may be centralized for
a certain period. There is also the intention to redistribute depre-
ciation charges in the beginning between enterprises, making the
starting conditions with respect to the capital stock vintage more
equal. Lastly there will be taxes levied for the use of the environ-
ment and sanctions for the abuse of it. All taxes and payments are
obligations of the producing and service organizations (enterprises).
As to the wage taxes paid by the wage earners themselves one can
assume that the present regulations will remain unchanged. In ad-
dition to taxes and payments enterprises and other economic orga-
nizations are liable to set aside certain sums for specific purposes.
This mandatory endowment of various enterprise funds according
to certain rules are known as normatives set by the central au-
thor(i)tc:lies—as far as possible—in a uniform way for a 5-year plan
period.

One of the important normatives is the uniform minimum en-
dowment of the enterprise development fund, paid out of profits as
a percentage of the working capital. According to information re-
ceived from Czechoslovak Government sources, a 3.5 percent
charge is being considered. Together with the tax on working cap-
ital this amounts to the lower percentage limit of the expected
yield on new investments to be findanced from enterprise sources. A
lower expected yield should persuade the enterprise depositing
rather the available money in the bank where the interest received
would be a better bargain. The enterprise development fund will be
endowed further by a normative for noninvestment R&D outlays.
The normative will be set according to branches in a uniform way
as a percentage of gross value added achieved by the enterprise
within 1 year. The charge will be included in the costs.

There will be another normative imposed according to branches
expressing the relation between the increment of the wage sum
and the increment of value added. (A wage increase beyond the
limit set by the normative would be punished by a regulatory tax
payment.) As an alternative, a uniform (for the entire economy or
according to branches) annual percentage increase of standard
wage rates may be stipulated. Again an increase above the norma-
tive may invoke the imposition of a regulatory charge.

Further normatives stipulate the minimum endowment of the
enterprise fund for cultural and social needs (as percentage of the
annual wage sum) and the minimum balance of the enterprise re-
serve fund. The minimum balance will be calculated as a percent-
age of the working capital. In both cases the normatives are to be
prescribed as a uniform charge for the entire economy.
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Organizations engaged in foreign trade activities and achieving a
positive currency balance will have to hand over a part of their net
foreign exchange takings to the central authorities. This part—ex-
pressed as a percentage of the net balance—will be imposed in the
beginning in a differentiated fashion. In addition, a minimum pay-
ment of foreign currencies out of the positive net balance will have
to be handed over to the central currency fund. Later on a uniform
normative of payments of foreign currencies into the central for-
eign currency fund is envisaged.

This complex set of taxes, payments and normatives, together
with the monopolistic influence of the state on price, wage, finan-
cial and monetary policies, as well as the many exemptions, re-
lieves and reductions, or additional impositions, which according to
the “Directions” are possible, give the central authorities ample
room in keeping control over the enterprises. On the other hand,
they make it easy for the enterprises to keep up with a bargaining
process striving to soften the conditions under which they are
asked to operate.

INDIvIDUAL TASKS, STATE ORDERS, AND INPUT LIMITS

The central planning authorities insisted, however, in addition to
impose upon the enterprises individual tasks, state orders, and
input limits for specific purposes. Such nominal tasks will be set
for important investments and R&D activities determining struc-
tural change (like long-term energy programs, important ecological
improvements, development of the infrastructure, etc.) State orders
will be used in cases where a central authority is the purchaser for
safeguarding priority in delivery, especially for defense and securi-
ty and for the system of central state reserves. Where current pro-
duction levels are below demand specific delivery obligations for
exports, domestic market, intermediate use and investment pur-
poses will be stipulated. In addition, there will be nominal tasks
and state orders for exports to and imports from nonsocialist coun-
tries, as well as for the value of exports to socialist countries, both
in foreign trade prices. (The wording of the regulation implies that
all imports from socialist countries will be under the enterprises’
discretion.) Among the nominal tasks belongs also the ma