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The socialist world of Eastern Europe is undergo
ing its second revolution of the twentieth century,
moving from a government centralized in every
aspect to a more democratic and decentralized way
of life. People in the east and west must now be
gin to formulate answers to a few questions as this
revolution proceeds—what economic mechanisms
may be used to effect the change, how completely
they should be put into place, and how rapidly.
Janos Komai is ready to take on these ques
tions. One of the world’s most knowledgeable and
highly regarded experts on comparative economic
systems, Kornai splits his time between Harvard,
where he holds a full professorship in the eco
nomics department, and Budapest, Hungary, where
he heads the research department at the Institute of
Economics of the Hungarian Academy of Sciences.
Known through the world of economics as an
expert on the theory of economic regulation,
Kornai is the author of Overcentralization in Eco
nomic Administration and the best-selling Econo

challenges the oft-damaging “pseudo-ownership re
form” and instead calls for the steady promotion of
private enterprise.
Komai proposes a “surgery operation for sta
bilization” that would put an end to inflation,
balance the budget, and open the way for realistic
market prices; and he spells out the political
necessities for a successful economic transition.
Outlining the welfare policies necessary for the
humane execution of these economic changes, he
sheds light on the connections between political
democracy and economic stabilization.
No socialist economy has ever moved from a
centralized, bureaucratic structure to a market
system. But such a transition, accomplished with a
firm but humane hand and a minimum of
disruption and pain, will be necessary if the
economies of Eastern Europe are to bring
themselves into the world economy. This wise and
ambitious book can be a most important primer
for that transformation.

mics of Shortage.
Keying on the example of Hungary, the lessons
of the text are nevertheless relevant to Poland, East
Germany, Czechoslovakia, Rumania, Bulgaria, and
even the USSR. All of these economies face
similar problems and tasks as the old ways pass
from the scene.
Komai criticizes the current policy on owner
ship, which does not curb the spending of stateowned firms, while on the other hand, it holds the
private sector in check by bureaucratic means. He
(continued on back flap)
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Preface

W orld Institute for Development Eco
nomics Research (W ID E R ), working under
the auspices of the United N ations University and located
in Helsinki, Finland, was established in 1984. The princi
pal purpose of the institute is to prom ote policy-oriented
research on pressing global and development problems, as
well as on problems of various countries in the context of
their international environm ent. A n obvious priority of
our research agenda was an authoritative analysis of the
political economy of socialist systems, as seen from the
perspective of a lifelong student of the problem of the emi
nence of Professor Kornai. I was fortunate in being able to
convince him to spend part of his time in Helsinki as a
James S. M cDonnell Distinguished Scholar at W ID E R to
write a comprehensive study on socialism, one th at would
require intensive work for several years. This work is still
in the process of gestation, but the pressure of events in
the

Eastern Europe in the latter half of 1989 has forced a
hothouse growth as an offshoot— the present book. It was
necessary that the comprehensive work give way for a
tim e to a m ore popular, passionate tract that could help
influence policy in a decisive way.
The distinguishing feature of Professor K ornai’s book is
the argum ent for a “sim ultaneous” attack on a range of
fam iliar problems in Hungary and other socialist coun
tries that have hitherto proved notoriously resistant to
piecemeal solutions: a persistent excess of m acrodem and
over m acrosupply, a domestic m onetary “overhang,” in
flation (open or repressed) and shortages, overvalued ex
change rates, currency inconvertibility, unbalanced bud
gets, unprofitable public enterprises, pervasive consumer
and producer subsidies, a wrong structure of relative
prices, and a general misallocation of resources. The mere
listing of these problems indicates that they are no less
endemic in m any developing countries, and this fact con
stitutes the wider relevance of Professor K ornai’s work.
In many countries the task of stabilization and m acro
adjustm ent is closely linked to the transform ation of the
whole social and political structure, first of all to changes
in property relations. Professor K ornai is a longtime advo
cate of large “ packages” of reform measures instead of
small doses of changes th at lead to inconsistencies and
contradictions. This philosophy is a logical consequence
of his analysis of socialist systems and of his criticism of
experiments with “ m arket socialism.” As for m acrostabil
ization, he suggests a m ajor surgical operation. Concern
ing the transform ation of ownership relations, he argues
for an evolutionary process, which can be accelerated by
appropriate policies. Professor K ornai argues, in common

with m any other analysts who have been critical of con
ventional stabilization and adjustm ent program s, that if
resources permit, the transitional pains of adjustm ent
should be eased by the targeted protection of especially
affected groups, such as schoolchildren and pensioners.
This would, however, be subject to the constraint that
price-distorting subsidies be discontinued and replaced
with lum p sum grants or vouchers; for example, for school
books and basic rations.
While each country m ust rely in the first place on its
own hum an and physical resources, external resources are
also very m uch needed. Poland, engaged in a stabilization
program similar to the one advocated here, has access to a
full range of external support, m ade available by the In ter
national M onetary Fund, the W orld Bank, and other in
tergovernm ental organizations and arrangem ents. O ther
countries in the process o f transform ation and m acro
stabilization have similar needs. The type o f operation de
scribed in the present book requires far more substantial
external resources than are routinely available to interna
tional financial institutions.
If acted upon with adequate external finance, Professor
K ornai’s recipe could well revolutionize the prospects of
several developing countries in Africa and Latin Am erica
that are experiencing persistent hyperinflation and other
imbalances. It would indeed create the necessary domestic
conditions for socialist and developing countries to absorb
productively the current account surpluses of Japan and
Germ any that, in a climate of detente, would no longer be
needed by the U nited States and other countries for their
military buildup.
Because of the comprehensive approach it advocates,

Professor K ornai’s book should indeed be m andatory
reading for policymakers in both socialist and developing
countries.
Lai Jayaw ardena
D irector, W ID E R

Helsinki, February 1990

Foreword to the
American Edition

t h i s b o o k was originally w ritten for a H ungar
ian readership. I was invited to outline my
proposals for an economic policy of the next few years, to
be considered by the new Parliam ent and new government
that will be formed after the first free elections in the
spring of 1990. The lecture, presented on August 25, 1989,
was attended by economic experts of several opposition
parties and also by a few officials and managers of stateowned firms working with the present government. Out of
the lecture notes of this talk grew the m anuscript of the
present little book.
I am confident that the core of ideas presented here is
applicable not only in H ungary, but in all other countries
in transition from a socialist regime to a free economy.
Nevertheless, before pointing out what is common in the
transform ation of a larger set of countries, a few words are
in order about the unique specific features of the H ungar
ian situation.

The dram atic changes of 1988-89 were preceded by a
long sequence of im portant events. One has to start with
the revolution o f 1956, which established, if only for a few
days, a m ultiparty political system and expressed the po
litical will of the people to turn toward genuine democ
racy. The revolution was defeated by Soviet tanks and
followed by years of cruel repression. W hen the backbone
of resistance was broken, totalitarian control gradually
relaxed. H ungary became a peculiar blend of m ore con
sum er-oriented economic policies (called “ Goulash com 
m unism ” in the W est) and belt-tightening, of more auton
omy for the state-owned firms (in the spirit of “m arket
socialism”) and thousands of interventions in their affairs,
of rigid central controls and free markets, and also of more
permissive attitudes tow ard and bureaucratic restrictions
on private property and private activities. The same ambi
guity existed in the political sphere: while the political
m onopoly of the Com m unist party was officially m ain
tained, there was an unpredictable m ixture of tolerance
and intolerance vis-a-vis opponents to the prevailing polit
ical structure and the dom inant M arxist-Leninist doc
trine.
This long prehistory, beginning in 1956, explains the
pioneering role of H ungary in experiments first in reform
ing the existing socialist system and then, after 1988-89,
in stepping over the limits of reform and starting a nonvio
lent revolutionary transform ation of the whole political
and economic system. As the subtitle of this Am erican
edition points out, we are in a period of transition that is
shifting Eastern European countries away from the social
ist system. W hen the time was ripe for these changes,

Hungary was in some sense better prepared than the rest
of Eastern Europe. It had an influential faction within the
ruling Com m unist party com m itted to the shift toward
democracy and a m arket economy. There were certain
organized political groups that could draw on the moral
authority and the experience gained in their past dissident
struggles; intellectuals who had proved their autonom y of
thought; and also political parties with a long history
going back to pre-Stalinist times. In the economy entre
preneurship and private property existed already, even if
they were confined to a relatively narrow field. The trans
form ation of H ungarian society did not have to start from
scratch.
Now to the m any fundam ental attributes of the situa
tion comm on to the rest of Eastern Europe as well. W hen
the first draft of this book was written in H ungarian (in
September 1989), Poland and H ungary were the only two
countries where the political m onopoly of the Com m unist
party had been officially dismantled. Today, at the date of
this writing, East Germ any, Czechoslovakia, Bulgaria,
and Rom ania have joined the same ranks, and a similar
development can be witnessed in Yugoslavia. In spite of
the im portant differences in history, culture, and present
political and economic conditions, all these countries have
im portant common properties, and they will share similar
difficulties in the forthcom ing years.
In all of them the public sector plays an overwhelming
role, and hence the countries m ust overcome sim ilar ob
stacles if they w ant to proceed with the privatization of the
economy. A lthough there are sporadic elements of a genu
ine m arket mechanism, the institutions, the legal support,

and, no less significant, the culture and ethics of a wellfunctioning free m arket are not yet developed. Prices, in
terest rates, and exchange rates are distorted. These coun
tries are small open economies, i.e., economies with
extensive trading relations beyond their own borders, in
dire need of becoming an organic part of the world econ
omy, and yet the composition and quality standards of
production are not at all adapted to the dem ands of the
world m arket. A huge bureaucracy penetrates every cell of
the economy’s organism. Albeit in different proportions in
the various Eastern European countries, similar malaises
weaken the economy: stagnation or recession of real out
put and consum ption, open or repressed inflation, chronic
shortages, and, in most cases, a huge burden of external
debt service. Social tensions threaten the balance of soci
ety. In m ost instances workers are unhappy with the pro
tracted sacrifices asked of them for the sake of stabiliza
tion, large strata of the population sink deeper into
poverty, and at the same time technocrats, bureaucrats,
and m anagers selected by the form er regime are afraid of a
“changing of the guard.”
The book responds to the following question: W hat is
the economic policy to be pursued in the coming two or
three years given these circumstances? The answer is cali
brated to H ungarian conditions. W ere the fundam entals
of this policy, or variants thereof, to be applied elsewhere,
careful attention would have to be paid to the conditions
in the particular country. O f course, the situation in the
other small Eastern European countries is very similar to
H ungary’s. Yet even in these economies, it would be im 
possible to mechanically im itate another country’s policy,

and the effort to do so m ight turn out to be harmful.
As I write, the situation in the Soviet Union and China,
the two largest socialist empires, is still very different from
that of present-day Eastern Europe, but in m any respects
similar to the Yugoslav, H ungarian, and Polish one before
the dram a of 1989. I think it can be instructive to readers
in the Soviet Union and China to com pare their own posi
tion with that of Eastern Europe these days. It may hap
pen that our present tells something about their future.
The study of contem porary Eastern Europe may help in
understanding the difference between reforming socialism
and shifting away from socialism; between experiments in
simulating a m arket by “ m arket socialism” and the intro
duction of a genuine free m arket.
M ore than four decades ago Hayek wrote his classic
book The Road to Serfdom, pointing out that the way
toward tight central planning, overwhelming power of the
state, and abolition of private property endangers political
freedom as well. The title of the present edition is an echo
of the Hayek title, and considers the first section of the
road in the reverse direction. We in Eastern Europe are on
the road to a free society and a free economy, and we m ust
learn how to overcome the roadblocks in our way. This is
a learning process to be m astered by all of us living in the
vast area from the Elba to the Yellow Sea.
I am aware that my proposals are controversial, and
may meet vehement opposition and criticism. Yet I am
convinced that at least the issues discussed in the book are
among the key problems to be addressed in all of these
countries. My list of issues is not complete, but none can
be dismissed as irrelevant. Like it or not, these are among

the problems that must be solved in the next years. The
book does not offer a m iraculous, universally applicable
cure for all our troubles. But its approach can be used in
all of the countries engaged in the transform ation process.
This book is written to convince the reader that the shift
in property relations tow ard privatization (chapter 1), the
package of measures needed for stabilization, liberaliza
tion, and m acroadjustm ent (chapter 2), and the strength
ening of political support for these changes (chapter 3) are
inseparably intertwined. None of these tasks can be ac
complished without completing the others. A rbitrarily se
lecting some targets while ignoring others can backfire
and lead to the failure and discredit of the process of de
m ocratization and economic transform ation. In th at sense
the various parts of the program (and the various sections
of this book) add up to an organic whole and offer a com
prehensive plan for transform ation. No doubt this set of
proposals, being a first attem pt at such a comprehensive
plan in book form, has m any weaknesses. Nevertheless, it
m ight contribute to the debate over these exciting issues
just because it advocates the search for comprehensive so
lutions instead of arbitrary, ad hoc, partial measures.
Having clarified the use potential readers in the “ E ast”
m ight m ake of this study, a further question arises: W hy
should an Am erican or any other “W estern” reader be
interested in the subject? The term “historic” is used in a
quite casual m anner these days, often to describe a m inor
act of Congress or even a baseball game. The one event
really deserving of this name, however, is the transform a
tion of socialist systems into dem ocratic societies and m ar
ket economies. Everybody’s life will be affected. There will

be more reason to hope for global peace. A lthough per
haps not in the near future, but certainly at a later stage,
there will be less need to spend vast resources on defense,
leaving more for other ends: economic growth, welfare,
science and culture, aid to the poor at home and abroad.
A part from general interest in the subject, various
groups of people might have a special interest. Academic
experts who study com m unist systems will certainly fol
low the changes that occur in formerly socialist regimes,
now shifting to another system. All program s dealing with
socialism, central planning, and com parative economic
systems m ust include in their curriculum the study of
transform ation processes. But, of course, the set of people
with a special interest in the subject is not restricted to
academic experts. It includes politicians, governm ent of
ficials, members of parliam ents and congresses, diplomats,
officers of international organizations, and economic ad
visers, engaged in the form ulation of international politics.
It also includes journalists and others working in the mass
media who report on the affairs of this part of the world
and influence public opinion. A nd last but not least, it
extends to bankers, businessmen, and exporters and im 
porters who want to enter these new markets.
All these groups need to understand the new situation
in Eastern Europe. M any of their individual members
have made quite a few trips to this area already and re
turned with certain impressions. In some instances their
understanding might be correct, in others it m ight only be
random . The deeper and the m ore balanced their knowl
edge, the m ore efficient will be the impact of these various
groups on Eastern European affairs.

A rather comm on m istake is to oversimplify and sug
gest that others im itate one’s own example. Visitors arrive
in Eastern Europe laden with ready-made recipes prom is
ing instant success. “Just do what we do at home and
everything will be all right.” M aybe so— but maybe not.
This book repeatedly rem inds the reader that we have to
keep in m ind the peculiar initial conditions of the transfor
m ation process. The point of departure is the dom inance
of public ownership and an almighty bureaucracy with
millions of hands that reach each business unit, each fam 
ily, and each individual.
These are countries where such ideals as the sovereignty
of the individual, autonom y, private property and private
business, political and intellectual freedom, the institu
tions of democracy, and the rule of law were suppressed
for decades. These principles can only be reestablished
and generated by a historical process. It is a process that
could— and should— be speeded up, but that nevertheless
will not be finished in a few weeks. We have to learn from
W estern experience, but selectively; carefully distinguish
ing examples that can be followed tom orrow from other
examples where the conditions of application m ust be cre
ated by a long-lasting evolution, and finally rejecting cer
tain patterns, institutions, and habits that are not applica
ble (or not w orthy of application) at all. Artificial
transplants hastily forced upon these societies will be re
jected by their living organisms.
W hat is needed is not only a revolutionary change in
institutions, but also one in thinking. New sets of values
will replace the old ones im printed on many generations
by the old regime. Let us consider one example only. A

W estern reader may feel: why does this book say such
trivial things as that people have the right to earn more
than others if they are more successful in business? But
this truth, self-evident to an Am erican, is not at all natural
to a Pole or an East Germ an.
A t each stage of his life, starting with the child entering
kindergarten and ending with the old person retiring to a
home for the aged, the citizen of a socialist country was
told that not business, but only work (more specifically,
work done in the fram ework of an enterprise or organiza
tion in the public sector) was the single legitimate source
of income. He was taught that some inequality was tolera
ble or perhaps even useful for the sake of providing m ate
rial incentives to people, but that there should not be “too
m uch” of it. He was never told about the most glaring
violation of this principle, as the privileges of the elite were
carefully hidden from the public. Right now, in the begin
ning of the new era, many people in various political
groups, even within strongly anticom m unist movements,
are still under the spell of their form er indoctrination in
extreme egalitarian values. They regard profit or high in
come as the result of unethical practices, and speculation
and profiteering as sure signs of unacceptable greed.
My goal is not only to present pragm atic proposals con
cerning the elimination of inflation and shortages, and the
easing of the foreign debt burden, but also to show the
relationship between practical policy proposals and un
derlying values and philosophy. Needless to say, this book
does not represent a philosophy and ethical outlook
shared by everyone in Eastern Europe. The title points out
its central idea, which is freedom. It is the approach of

liberal thought (using the term “ liberal” in accordance
with its European tradition). Respect for autonom y and
self-determination, for the rights of the individual, is its
focus. By contrast, it advocates a narrow ed scope for state
activities. It speaks out against the paternalistic role of the
state, against treating the citizen as a helpless child to be
guarded by a wise (or stupid and cruel) government. It
recom mends th at citizens stand on their own feet, and rely
on their own power and initiative. Perhaps the role of
governm ent will be reconsidered at a later stage. But right
now, in the beginning of the transform ation process, peo
ple are really fed up with the excesses of state intervention,
with the totalitarian power of the bureaucracy. It is proba
bly inevitable that history moves not in a straight line, but
like a pendulum . Following a num ber of decades in which
a maximal state prevailed, it is now time to take great steps
in the direction of a minimal state. Perhaps later genera
tions will be able to envisage a m ore m oderate midway.
A t this point it is appropriate to explain the notion “free
econom y,” which appears in the title of the book. A free
economy is, of course, a market economy, but the concept
is richer and refers not only to the fact that the m ain coor
dinator of economic activities is a specific mechanism,
namely the m arket. A free economy is one that allows
unham pered entry, exit, and fair competition in the m ar
ket. The notion of a free economy also implies a certain
configuration o f property rights and a certain institutional
and political structure. The system prom otes the free es
tablishm ent and preservation of private property and en
courages the private sector to produce the great bulk of
output. It is a system that encourages individual initiative

and entrepreneurship, liberates this initiative from exces
sive state intervention, and protects it by the rule of law. A
free economy is embedded in a dem ocratic political order,
characterized by the free competition of political forces
and ideas. Given my own value system, the guarantee of
these liberties has a high intrinsic value and should there
fore enjoy top priority in economic policy-making.
I offer no predictions concerning future developments
in Eastern Europe. In most of my writings up to now, I
have concentrated on exploring the properties of the exist
ing socialist systems and elaborating explanatory theories;
a positive explanatory theory is expected to have predic
tive power. The purpose of the present book is different. I
do not try to answer the question of what the role of P ar
liament in Eastern Europe in the future will be, but of
what its role should be. It may turn out that some deputies
act as advocates of local or sectoral interests, that some
corruption occurs, that a lack of expertise hinders the ef
ficacy of parliam entary supervision, and so on. N everthe
less, this book advocates an increased role for a freely
elected Parliam ent in m onitoring the activity of the ad
m inistration and in supervising the huge state-owned sec
tor. My aim is in part educational. I wish to suggest to
future deputies that they be aware of their national re
sponsibilities, raise their considerations above narrow
local interests, and not bow to pressures and threats.
If I were asked to give a prognosis, I would adm it that
there is a good chance of strong wage drift, of lax wage
discipline, of populism and demagoguery in the trade
union movement developing in the near future. But this
book urges: Do not go that route! You are hurting the

long-term interest of labor, which requires strict wage dis
cipline for the sake of stabilization, fast adjustm ent to the
dem ands of foreign trade, and ultimately, the acceleration
of growth. This is the only safe way to start the steady
increase of real consum ption for all strata of society, in
cluding blue-collar workers.
The original H ungarian publication was entitled A Pas

sionate Pamphlet in the Cause o f Economic Transition in
Hungary. It does not pretend to be a calm booklet of in
struction in the m anner of “How to” manuals. It is a plea
to the reason but also to the emotions of the reader, de
scribing what kinds of changes are needed in actions and
in institutions, as well as in values. I am convinced that my
suggestions are not unrealistic; they ar t feasible, given the
present political, economic, and social conditions. But
w hether they succeed will depend on the will of all people
involved, inside and outside of Eastern Europe, and on
their persistence in overcoming the m any obstacles block
ing the way to a free economy.
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The Road to a
Free Economy

Introduction

is not m eant to be a com 
m entary on the longer-term goals of H un
gary’s economic development. Instead, it seeks to focus on
the topical tasks of the coming years, and deals with three
m ajor subjects: ownership, m acroeconom ic stabilization,
and the relationship between the economy and politics. It
should be stressed, however, th at none of these three sub
jects is treated exhaustively, and that several other major
problems beyond the scope of this study will not be ad
dressed.
I do not restrict myself to presenting only new and orig
inal ideas. In the course of wide-ranging discussions over
the past few years, several im portant points have surfaced
in professional literature, party platform s, and political
debates. Certain parts of my message coincide with some
of these well-known viewpoints, while elsewhere I state
t h e pr e se n t book

differing views or even challenge certain tenets.1 If the
reader finds something original in the book, it will be not
only in the parts, but mainly in the whole, that is, in the
specific configuration of policy proposals and their con
nection with the underlying economic and political philos
ophy.
The title of the original H ungarian publication is A Pas

sionate Pamphlet in the Cause o f Economic Transition in
Hungary. My aim in calling this book a “pam phlet” is to
direct the reader’s attention to the fact that I do not con
sider the present book a proper scientific study. The prime
criterion of a scientific work is that the author’s statements
be verifiable. A bstract theoretical works start out from
precisely worded assumptions, from which they deduce
their theorems. These are demonstrable through rigorous
logical reasoning. In other cases, authors analyze the facts
of a specific period in the past, and from these draw gener'Quite a few arguments used in this book, either to criticize government
policy, refute certain ideas, or suggest practical measures, have already been
made by various authors in Hungary or abroad. However, to give due credit to
the originators would require extensive further studies of the debate and a much
more detailed list of references. The urgency of the matter did not leave time for
such research. Instead, I refer to some books and papers that concentrate on the
history of economic thought in the “reform socialist” countries. They show to
what extent we all fight a common struggle, even where we disagree. The ongo
ing debates over the issues of the transition from socialism are summed up in a
number of excellent studies. Let me just single out here E. Hankiss (1989), L.
Lengyel (1989), who provides a retrospective summary of the Hungarian social
science literature published over a longer period, and M. Laki (1989), who
reviews the opposition parties’ economic programs. J. M. Kovacs (1990) pre
sents a wider international overview of “reform economics.” Of course, the
rapid progress of transformation and the vibrant political life make it impossible
for summaries to keep abreast of the latest developments. But these studies give
detailed references to the various viewpoints and include necessary bibliogra
phies.

alizable conclusions. Then the researcher is usually ex
pected to acquaint the reader with a body of facts, and also
to reveal the reasoning that led to a given interpretation of
these facts. However, these rigorous criteria are tenable
only in the sphere of pure theory, or if authors address
facts pertaining to the past and present only.
By contrast, those who venture into the field of “ what
should be done” are bound to step out of the dom ain of
science defined in a strict and narrow sense. A proposal
concerning economic policy inevitably implies a political
position, even if it comes from a “ full-time” scientific re
searcher, and therefore will be a m ixture of subjective and
objective elements. O f course, in this book I also resort to
m ethods custom arily used in scientific research, namely
those of logical reasoning and reference to facts. A t the
same time, however, my political and m oral values, my
personal disappointm ents, hopes, and beliefs, are clearly
discernible. Instead of hiding this fact, I chose to stress it
by making use of the word “ passionate” in the original
H ungarian title.
I do not wish to conceal the limits of my knowledge
from the reader. Surely m any experts are better versed in
the debt-service problem H ungary faces, for example, or
in topical m oot points of the interparty talks. But it is my
hope that someone who sees the details and the everyday
economic and political problems from a distance might
add color to the debate. I consider myself a theoretical
researcher of socialist economies (here the stress is on the
socialist system in general, o f which the H ungarian econ
omy is only part). I try to explore and theoretically ana
lyze the properties and regularities of this system. In my

earlier works I m ade repeated attem pts to contrast the
socialist system with other socioeconomic form ations, pri
m arily with m odern forms of capitalism. I seek to apply
this prelim inary knowledge here.
A num ber of questions treated in this book are the sub
ject of extensive debate. Perhaps critics will judge my
thinking to be in error. Even so, I will not attem pt to guard
against disapproval or attack by explicating my message
cautiously and in a m uted m anner, already half recanting
at the m om ent of expression. I would rather accept the
increased risk th at goes with unambiguous, assertive, and
occasionally harsh form ulations, because these may pro
m ote a m ore thorough examination of the issues and stim 
ulate debate.
This book is not m eant to be a prognosis. Instead of
tracing the alternative routes H ungary m ight take in the
future, or considering the probabilities of each possible
scenario, I outline the tasks to be done and point out paths
to avoid. In chapter 3 the reader will find a sum m ary of
the political conditions on which the execution of these
crucial tasks hinges.
Finally, one m ore prelim inary com m ent on the tempo
ral occurrence and dynamics of the changes discussed in
this work is needed. Some processes are perforce gradual,
while other changes will have to be introduced at a single
stroke, even if this causes a rude shock. A m ajor surgery of
the latter kind is described and proposed in chapter 2.
Indeed, I argue that it is imperative that such a single and
drastic surgical intervention be carried out as soon as pos
sible, naturally subject to the creation of appropriate con
ditions for its success.

It is crucial to accurately determ ine the “ type” to which
each point on our agenda belongs, i.e., w hether it belongs
to the gradual processes necessitating small steps, or
whether it is part of the “package” of regulations that
must be executed at one stroke. On the one hand, a series
of imperative measures that require a single attack should
not be dragged out. On the other hand, abrupt solutions
should not be sought in cases where one can and should
proceed only gradually. This difference will be stressed
repeatedly.

Ownership

following section I concentrate primar
ily on the private and state sectors. I also
touch upon the question of whether there is or should be a
third, fourth, etc., sector.2
in

the

T H E P R IV A T E SECTOR
F or the sake o f clarity, it is expedient to begin by m ak
ing explicit the com ponents of the private sector. They are
as follows.
!In writing this section I was greatly inspired by the literature on the theory
of property rights in general—see, for instance, A. A. Alchian and H. Demsetz
(1973), H. Demsetz (1967), E. G. Furubotn and S. Pejovich (1974)—and espe
cially by those writings that discuss the question of property rights as regards the
socialist system. Among the latter I would like to single out the classic work by
L. von Mises (1920), as well as the more recent works by D. Lavoie (1985) and
G. Schroeder (1988).

(a) The household as an economic unit; production and
services carried out within the household to cover its own
needs.
(b) Form al private enterprises, that is, enterprises oper
ating in conform ity with legal statutes. Their size varies,
ranging from one-man enterprises to large-scale firms.
(c) Inform al private enterprises, i.e., productive or ser
vice activities and all exchanges between private individu
als that take place without special license from the author
ities, or that are performed without license by private
individuals for formal private or state-owned enterprises.
(d) Any kind of utilization of private wealth or private
savings, ranging from the hiring out of privately owned
apartm ents to money-lending between individuals.
These four categories overlap to some extent.
A lthough it is often said that H ungary as a whole is in
the grip of an economic crisis, I cannot fully share this
view. To be sure, grave tensions and disequilibria are m an
ifest on the m acroeconomic level, affecting all economic
processes and the lives of all H ungarian citizens. The larg
est sector, that of the state-owned firms, operates ineffi
ciently. There is, however, a healthy part of the econ
omy— the private sector. A lthough it too is grappling with
great difficulties, it remains the one sector that has not
fallen into crisis. In point of fact, the economic situation of
the country is better than w hat the official statistics would
suggest, precisely because private production and private
property have developed considerably during the past one
or two decades. Indeed, the private sector is the m ost im 
portant “built-in stabilizer” of the economy. In my view
the development of the private sector is the m ost im por

tant achievement of the economic reform process so far.
The vitality of the private sector is proved by the fact
that it could develop at all amid alien and unfriendly cir
cumstances. In one of his oft-quoted One-Minute Sto
ries— “ Budapest”— the famous H ungarian w riter Istvan
Orkeny describes the H ungarian capital a few days after
an A-bomb blast. The city is invaded by mice. Suddenly,
one can see “a piece of paper posted on the ruins of a
house. It reads: ‘Mrs. Varsanyi undertakes the killing of
mice with clients’ own bacon.’ ” We have witnessed some
thing sim ilar during the past two decades here. The pri
vate sector, private initiative and private property, had
almost fallen victim to a series of nationalization, collec
tivization, and confiscation campaigns. And yet the relax
ation of certain restrictions was enough to let private ac
tivity m ushroom again. T urning a blind eye tow ard people
who disregarded the letter of the law was sufficient for all
those activities norm ally regarded as part of the second
economy to catch on.
The strongest evidence of the private sector’s vitality is
the spontaneity of its spread. The organizational fram e
work, m anagement, and coordination of the state sector
had to be devised artificially, through central measures
originating at the top. But the private sector continues to
develop by itself, on a grass-roots basis and w ithout cen
tral instructions. The units of the private sector need no
stim ulation, agitation, or directives in order to act along
the lines o f the market, as this is their natural mode of
existence. Conversely, the state-owned firms require per
petual encouragem ent and even orders to follow the m ar
ket, and still are unable to do so.
In fact, no one knows exactly the size of the private

sector in today’s Hungary. While statistics abound, an ac
curate survey has yet to be m ade of this economic sphere.
According to one estimate m ade a couple of years ago, the
H ungarian population spends one-third of its total work
time in activities classified as part of the private sector.3 It
is probable that this sector has gained further weight since
then. In any case, we can now assert that the private sector
has grown into a strong segment of the economy, and one
of the key issues of this country’s economic development is
whether or not its further growth will be successfully pro
moted.
In today’s Hungary all proponents of various economic
theories and political currents recognize a need to develop
the private sector, although m any statem ents to this effect
are fairly general, even vague. This level o f generality
allows the economist, politician, or party dealing with
this subject to remain noncom m ittal. Below, I set forth
six concrete requirem ents vital to the development of
the private sector. I deliberately put an edge on my
words to highlight the problems rather than blur over
them, as polarized form ulations m ight help reveal the
points where the proponents of various positions agree or
disagree.
One more explanatory rem ark is needed. Should these
requirem ents be implem ented in practice, the application
of some carefully considered exceptions at certain points
would be necessary, and tem porary compromises would
also be required. The details of these exceptions and com 
promises fall beyond the scope of this book. Instead of
resorting to hundreds of cautionary reservations that
JCf. the studies of J. Timar (1985) and P. Belyo and B. Dexler (1985).

would take the edge off these requirem ents, I prefer risk
ing the use of slightly simplified formulations.
1. The private sector must be wholly and truly liberal
ized. There is no need for hundreds of new regulations
that fuss over significant modifications of the bureaucratic
restrictions on the private sector, and vacillate over
whether to yield at one point or to m aintain curbs at the
other. It would be more expedient to approach the issue
from the opposite direction, by giving unambiguous and
em phatic statutory force to the principle that the private
sector has unrestricted scope in the economy,4 with the
exception of activities that involve extra-economic consid
erations (for example, a ban on fraudulent or violent acts
would be fully justified). O f course, there is also a need for
certain legal restrictions based on economic considera
tions. F or example, the private sector will have to be
taxed; it will also be obliged to observe the regulations of
environm ental protection. Since these restrictions are well
known, there is no need to elaborate here. The emphasis is
rather on the basic principle that as a rule, the private
sector should face no prohibitive measures at all.5
‘This book does not make a legal distinction here on whether such regula
tions should be laid down in the Constitution or in laws passed by Parliament.
Suffice it to say that there is a need for incorporating into law a fundamental
basic principle to this effect.
‘This would mean an end to the distinction between categories (b) and (c) of
the private sector. All kinds of private firms become legitimate and require no
special license, except for those legally banned cases that are usually based on
extra-economic considerations (for example, the trafficking of drugs or chil
dren). Certain private activities could be subject to registration or official license,
when this is justified by considerations of defense, public security, or other
external matters.
The law must specify those exceptions where the activity is subject to license.

The substantive content of the liberalization require
m ent is far from self-evident. In fact, it has quite a num 
ber of components; I list only the most im portant ones
here.
— Freedom to establish a firm; free entry into the produc
tion sphere.
— Free prices, based on a free contract between the buyer
and the seller.
— U nrestricted right to rent out privately owned assets,
again on the basis of a free contract between the lessor
and the lessee. Am ong other things, these transactions
should include the free renting out of privately owned
apartm ents or real estate, with the rental freely agreed
upon between the lessor and the lessee.
— U nrestricted right to employ people in all cases when
the employer belongs to the private sector (household
or privately owned firm). The employer and the em 
ployee m ust be free to agree on wages.
— U nrestricted right to accum ulate, sell, or buy any article
of value (e.g., rare metal).
— Unrestricted right to accum ulate, sell, or buy foreign
currency through transactions within the private sector
and between H ungarian and foreign citizens.
— U nrestricted right to take out and bring in domestic and
foreign currencies.
— Free foreign trade activity, in which the m em ber of the
It should also adduce weighty reasons. Consequently, all other activities become
legally practicable without special license. This would mean a radical break
away from the current practice, in which the starting point is just the opposite:
no activity is legal without registration or license. At the very best, we can expect
the authorities to tolerate unlicensed activities.

private sector has the unrestricted right to export and
im port.6
— U nrestricted right to lend money, with credit terms
freely agreed upon between the creditor and the debtor.
— Freedom of financial investment in the private ventures
of other individuals.
— Freedom to sell and buy, at free prices, any privately
owned apartm ent, real estate, or other asset.
It is w orth com paring these requirem ents with H un
gary’s present situation. It is beyond the scope of this book
to give a point by point comparison, but even a random
test is sufficient to show the hundreds of legal obstacles
blocking the genuine liberalization of the private sector.
The existence of the informal second economy, the
“shadow economy,” the gray and black m arket, the invisi
ble incomes (i.e., incomes earned in the informal economy
and not declared for tax purposes), and so on, is rooted in
the hundreds of constraints that ham per private activity
and the utilization of private property. The phenomenon
of the second economy may well be seen as a special kind
of “civil disobedience m ovem ent,” which raises its voice
against senseless legal regulations and adm inistrative re
strictions. T hat the state has failed to enforce m uch of its
bureaucratic restrictions on the private sector is merely a
lesser evil. In other words, the state seems to have resigned
itself to a situation where these activities are considered
gray rather than black. Now it is high time the whole thing
was painted unambiguously, glaring white.
‘The state, of course, is entitled to levy customs duties. This does not run
counter to the above-named requirements. This point will be discussed later.

To avoid possible m isunderstanding, it ought to be
made clear that all of the above-named freedoms apply
exclusively to those transactions where a m em ber of the
private sector is doing business with another m em ber of
the same sector: that is to say, contacts between buyer and
seller, lessor and lessee, creditor and debtor, and so on.
The linkages that connect the state or some of its institu
tions to the private sector will be examined later.
By way of example, let us look at foreign exchange
transactions (I cite this issue merely to give a clear idea of
the case and not because I see it as the num ber one priority
among the requirements). I would also like to m ake it
plain that I do not propose the imm ediate introduction of
the following measures, w ithout taking into consideration
which other measures are also taken. The liberalization of
the foreign exchange transactions of the private sector can
be successful only if it is an organic part of that sector’s
general liberalization. This in tu rn assumes the implem en
tation of the stabilization program to be treated in chapter
2. And now let us turn to our example.
Requirem ent No. 1 does not oblige the state bank to
offer me, a H ungarian citizen, the sale of an unlim ited
am ount of foreign currency for H ungarian forints. The
question of the conditions under which the state bank
must exchange H ungarian forints for foreign currency,
and in what am ount, should in fact be settled separately
from the requirements. The “freedom requirem ent” re
ferred to above means that I should be free to sell my
dollars on the street, under the nose of the police, and to
buy them under the same conditions. I should also be free,
in good conscience, to keep as m uch foreign currency at

home as I wish. I would like to fear only burglars, not the
police or the foreign exchange authority. I should have a
right to offer my dollars for purchase to the state bank,
w ithout any obligation to give an account of the source of
the sum. If I do not like the exchange rate offered by the
state bank, I should have the right to sell my dollars to
anyone who offers a better rate— a right that would entitle
me to sell my forints to a private bank in Vienna, or to any
private individual there for A ustrian schillings. I should
also have the right to take my H ungarian forints with me
to Vienna or anywhere else, and to buy as large an am ount
of convertible currency as I can.7
Transactions such as these are comm on even today, de
spite being banned by law. The police are avoided when
ever possible, but should a policeman witness the trading,
he norm ally ignores it. This ambiguous situation opens up
two choices. The first is to take the word of the law seri'The demand for liberalizing private foreign exchange transactions usually
invokes the following counterargument: there is a danger that people would seek
to keep their money in hard currency rather than in forints, and they would even
try to take their money out of the country and deposit it abroad.
I see this as a faulty argument, a topsy-turvy treatment of the real relation
ships. People would dispose of their forints only if the latter’s purchasing power
falters. In such a situation they would strive to maintain their wealth in a valuepreserving way, i.e., by investing in real estate, art objects, precious metals, and,
of course, hard currency. No administrative regulation can eliminate this drive.
The only solution lies in the stabilization of the domestic currency’s purchasing
power. This problem will be discussed in detail in chapter 2.
The depositing of hard currency in foreign countries can well be likened to
emigration: it is worth the trouble only if it is banned. If the border is wide open
and people are free to cross it to and fro, then the majority will surely opt to stay.
Consequently, if every Hungarian citizen is granted the right to take out or bring
in his hard currency whenever he wishes, and if he is free to legally exchange his
money at home on the private market in either way, then there will be no special
incentive to hold the money abroad.

ously and enforce it, the second is to lift the restrictions. I
propose the latter.
Let us dwell a bit longer on our example, foreign ex
change transactions. How does this freedom requirem ent
affect the convertibility of the forint? It promises the evo
lution of a genuine m arket exchange rate between the fo
rint and convertible currencies, and all this on private
markets, where each client pays out of his own pocket.
The requirem ent here boils down to the need to clear the
way for a private exchange rate that is neither black nor
gray but bright white.8 In other words, the forint should be
made convertible on the private market. This rate should
not be determined by bureaucrats, but instead should be
based on the real m arket forint price of the convertible
currencies. Here the rate should express the value of the
schilling or the dollar for the H ungarian citizen who pays
out of his own pocket. In this situation the value of the
‘Under the proposed system, for as long as the state banking system fails to
introduce the convertibility of the forint, the parallel existence of two different
legal exchange rates is bound to emerge. One of these rates is the private ex
change rate. It represents the real m a r k e t rate, which is based on a voluntary
agreement between the seller and buyer of the hard currency. The other rate is
the official one, quoted by the state bank system. It has no market character, as
the rate is dictated by one of the parties (the seller when the hard currency is sold
and the buyer when it is bought) by right of its a d m in is tr a tiv e p o w e r .
There is nothing unusual in the existence of a dual rate. After all, we already
have a private rate as a result of the large-scale gray and black hard currency
dealings. It would be ostrichlike behavior to ignore this fact. Moreover, we can
add the fact that the dual price system is also rather widespread in today’s
Hungarian economy: besides the official price charged by the state sector, there
is also a private price used in the formal and informal private economy. My
proposal is rooted in the mere cognizance of this fact, and it supports the legal
ization of private prices. This legalization would promote the reduction of pri
vate prices, among them the private hard currency exchange rate, because this
system would no longer involve the risk premium concomitant to illegality.

forint against the schilling would be roughly the same in
Budapest and in Vienna, apart from the usual transaction
costs.
N aturally, the legalization of private foreign exchange
circulation does not solve the basic problems associated
with the rate of exchange. A comprehensive and truly
reassuring solution can only come as the result of univer
sal convertibility guaranteed by the state banking system,
together with a uniform exchange rate. I will return to this
subject in chapter 2. Here I limit my rem arks to this: the
liberalization of foreign exchange operations is an essen
tial part of the private sector’s fundam ental economic
rights.
These freedom requirem ents should not be seen as a
grandiose favor granted by the state, but as basic civic
rights, which have been almost completely denied to H un
garian citizens for a long time. A lthough the economic
freedom of the H ungarian citizen has increased along with
the reform process, the perm itted scope of activity is still
rather tight. Instead of these limited liberties, a genuine
liberalization is needed.9
’I am well aware of the fact that requirement No. 1 is not followed with full
consistency in a number of capitalist countries. Quite often defenders or creators
of the laws that curtailed these liberties refer to these Western or Far Eastern
experiences.
In my opinion their argument is mistaken in two respects. The first is histori
cal: the capitalist countries at issue have reached their present stage after a long
historical development. By contrast, Hungary has hardly begun with the embourgeoisement process following the almost complete elimination of private
enterprise. The role of the state is different at the early stage of this development
from that at a much later stage.
The other consideration has to do with the evaluation of contemporary capi
talism. Why should we consider the current practice of any of the developed

2.
The enforcement o f private contracts must be guaran
teed by law. Any violation of a private contract should
entitle the injured citizen to a court hearing, and the ful
fillment of the contract should be truly enforceable. This
would require a judicial apparatus of appropriate size, a
sufficient num ber of lawyers, a m odern and suitably de
tailed body of civil law, and so on. The operational ex
penses of this legal infrastructure should be covered by the
private sector. T hat is, the private sector should pay the
necessary fees to meet the costs of civil courts, with the
retainer freely agreed upon between lawyer and client. On
the other hand, a private action should not be so pro
tracted as to make a party to a private contract feel from
the outset that there is no use taking the contract seri
ously, since there is no chance of enforcing one’s rights.
To the oft-repeated question of what role the state is
supposed to play, one possible answer is that it should
adm inister justice in case of conflict between contracting
parties, but it should not interfere in the dealings of citi
zens.
The provision of incentives for private savings and in
capitalist countries an example to be followed? The practice of these countries is
criticized from several sides. I myself go along with those critics who find fault,
among other things, with the fact that in some of the developed capitalist coun
tries the intervention in the life of the individual and in the economic activity of
private property is unnecessarily frequent. In some of the contemporary capital
ist countries, the conditions of free foreign exchange transactions are granted,
while elsewhere there are lesser or greater restrictions.
Those who wish to cite foreign experiences should decide first on the country
whose example they want to follow. Whoever declares himself an advocate of
capitalism in Hungary should bear in mind that it is impossible to refer to
“capitalism” in general. Instead, he should state more precisely what combina
tion of liberalization and bureaucratic restrictions he has in mind.

vestment constitutes the guiding principle of the next four
requirements. However, the m ethod to be applied here is
not persuasion but instead the creation of circumstances
that would prom pt private entrepreneurs to save and in
vest voluntarily.
3. The absolute security o f private property should be
emphatically declared. It is not the task o f the present
book to clarify how this could be achieved. Certainly,
guarantees should be included in laws, party program s,
and statem ents by leading statesmen.
The retroactive cancellation of the confiscation of pri
vate property is not a num ber one priority in this respect.
This usually cannot take place, apart from a few specific,
and in fact fairly im portant, exceptions. One such excep
tion could be the lands of the peasantry. As far as the
future inclination to invest is concerned, the most im por
tant thing is to declare in a trustw orthy m anner that there
will never again be another confiscation.
4. The tax system should not restrain private investment.
The tax system will be addressed later, so here I just touch
upon a few points. Those com m itted to the idea that pri
vate investment should increase as a share of total invest
m ent would perforce agree that private savings should
also represent an ever larger part of total savings. But
private savings can increase only in direct relation to the
advance of personal incomes. This in turn means that peo
ple should be allowed to earn as m uch as they can. Private
production can be increased, m odernized, and raised to
the level of the successful m odern large firms only if a
considerable accum ulation of private wealth takes place.

The stance taken by many politicians and economists
shows a peculiar ambiguity. On the one hand, they protest
the excessive power of the state, and the high ratio of the
state budget to the G ross Dom estic Product. On the other
hand, they also speak against the excessively high incomes
of the private sector. But you cannot have it both ways.
Take your choice: which one do you want to complain
about?
5.
Private investment as well as the formation and growth
o f private capital must be promoted through credit. In my
opinion the slogan of “equal opportunity” for the two sec
tors is a false one. In fact, opportunities have not been
equal since the nationalization of 1949, and today the vari
ous sectors are positioned on uneven launching pads. To
begin with, a huge am ount of capital has been ac
cum ulated in the state sector; and the bureaucratic appa
ratus, state-owned banking, and state firms have become
intertwined. Also, it is prim arily the state sector that
knows w hat strings to pull. How can we expect equality of
chances between the private sector and this vast political,
social, and economic power?
The legislature should also determine, within the fram e
work of the annual governm ental plan, the size of the slice
from the economy’s total credit supply to be reserved for
the private sector. This slice should involve a couple of
basic credit quotas in each credit type. For example, the
decision should make explicit the percentage of the total
investment credits granted by the state bank sector that
will go to the private sector in the next fiscal year. G uaran
tees against the considerably stronger state sector’s a t

tem pts to siphon off these quotas from the private sector
are essential.10 Should this governm ental motion go before
Parliam ent, the emphasis would definitely be shifted from
the level of grand rhetoric to that of tangible figures. The
concrete issue to be decided will be w hether 5, 25, or 50
percent or some other percentage of the investment credits
should go to the private sector.
W hile requirem ent No. 5 is m eant to defend the private
sector’s right to credit from attem pts by the state sector to
siphon it off, it is not m eant to suggest that the credits
should be distributed improvidently. To rem ind readers:
one of the credit sources has its roots in requirem ent No.
1; i.e., credit is granted by one m em ber of the private sec
tor to another. The term s of such credits are in any case
fairly tough. No one in his right m ind would reach deep
into his pocket and lend money to another without assur
ances that he will be able to recover the loan. However,
state banks should also set rigorous terms. The classical
tools of a credit system, i.e., the various forms of securi
ties, collaterals, and mortgages, m ust be applied.
Requirem ent No. 4 dem anded that members of the pri
vate sector be free to make as m uch money as they can.
Let me add here that they should also risk losing their
investment in case they fail to repay their debt. According
to well-known patterns of credit m arkets, various terms
m ight emerge. The financier of a deal m ight grant more
credit relative to the am ount o f money spent from the
investor’s own resources, provided the debtor guarantees
'“This is similar to the phenomenon known in the Western literature as
‘‘crowding out.”

repaym ent of the credit to the extent of his total private
wealth (unlimited liability). Limited liability, where guar
antees do not exceed the am ount of private investment,
should attract a lower credit share. But regardless of spe
cific credit terms, the threat of collapse should hang over
the private entrepreneur in case of financial difficulties. In
other words, the private sector should face genuine hard
budget constraints. Overprotection, or attem pts to
“grow” the private sector as a pure specimen under a glass
jar, will simply make it as weak and feeble as the fea
therbedded state firms.
In my opinion the use of the term “entrepreneur”
should be strictly limited. N o one who uses the money of
the state, and who makes the state pay dear for the losses,
should claim this title. Entrepreneurs are those and only
those who are willing to risk personal financial loss.
6.
Social respect must be developed toward the private
sector. Stated negatively, this requirem ent becomes still
more explicit: Instigations against the private sector m ust
cease, be they restrained or harsh. Today, people in gen
eral have great regard for peasants working on household
plots or artisans laboring in their workshops. The whisper
ing campaign is directed not against them , but against
“boutique” owners or private grocers, among others. It is
high time to stop branding prosperous entrepreneurs as
“sharks” or “self-seekers” out of sheer envy or populist
demagoguery. This kind of primitive anticapitalist a tti
tude goes against the grain of the m arket, where it is most
desirable that anyone who enters a deal should buy cheap,
and not at all censurable that a seller should ask for as
high a price as possible. If the buyer needs the product

offered by the dealer, and if he is willing to pay the asking
price, then the activity of the dealer can be considered
useful to society.11 Those who buy dear and sell cheap
m ake bad bargains— a form ula all too familiar and for
which the whole nation has already paid a hefty price.
Clever businessmen deserve respect rather than reproba
tion.
Now that we have surveyed the six requirem ents whose
fulfillment would ensure the development of the private
sector, I think it would be expedient to add a few com
m ents to these six points.
It is debated these days w hether we need identifiable
“flesh and blood” entrepreneurs or impersonal joint stock
companies instead. Let me com m ent here only on the
problem s of the fully private joint stock companies (the
issue of stocks owned by the governm ent or nonprofit in
stitutions will be discussed in detail later).
In answering the question, I would place the emphasis
on socioeconomic aspects rather than legal ones. A most
im portant element of the social transform ation we seek is
the development of a new middle class, whose core would
be composed of industrious, thrifty entrepreneurs who
want to move upw ard in society. From among the proprie
tors of such small- and medium-size units the pioneers of
economic progress and founders of large enterprises
would eventually emerge as the result of the m arket’s nat
11In certain specific cases there might be exceptions to this principle. For
example, during a war or a famine the bureaucratic rationing of the fundamental
means of existence might become necessary in order to cover the basic needs of
each stratum of the population. The present book does not consider these excep
tions.

ural selection process.12 Later these entrepreneurs can be
surrounded by people who do not themselves take part in
the creation of new organizations, who do not found new
firms, but who willingly invest in the economy through the
purchase of shares or in other ways.
The critical deficiency of socialist state property con
sists in the im personalization of ownership: state property
belongs to everyone and to no one. In the m idst of the
ongoing transform ation in H ungary it is time for this con
tradiction to be highlighted. I would like to see people take
a long chance with their own wealth. Conversely, I would
like to be certain that their failures will translate into real
losses for them. If an entrepreneur is able to persuade o th
ers to entrust their money to him, so be it. He should be
free to involve silent partners as well; if they are judicious,
they will surely make a close study of the individual to
whom their money will go. W ithin a short period we can
reckon with the emergence of a few private bureaus or
intermediary institutions that would enable silent partners
to trade their shares. We have every reason to expect that
sooner or later these developments will lead to the em er
gence of genuine private stocks, authentic private joint
stock companies, and a real private stock exchange.
I!lt is worth noting that even in the most developed capitalist countries,
where industries are the most concentrated, small- and medium-size firms do
not die out, but continuously reproduce themselves and even today contribute a
significant portion of the GDP, confirming that their existence is essential to the
market. (See D. J. Storey [1983], which reviews the proportion of small- and
medium-size enterprises in a number of developed and developing capitalist
countries.) Over the last decades in Hungary, it was precisely the small- and
medium-size firms that were liquidated in the process of nationalization and
artificial concentration.

All these changes will take place in the course of the
organic historical development of private property. It is
not advisable, and perhaps not even possible, to skip over
this stage of historical development, although it can be
shortened by appropriate measures. The course of events
is not symm etrical here. W hile it is possible to liquidate
the private sector by state fiat, it is impossible to develop it
by sim ilar means. Here we have to reckon with a decadeslong hiatus. Entire generations were made to forget the
civic principles and values so closely associated with se
cure private ownership, private property, and markets.
This circum stance cannot be ignored. The mere imitation
of the most refined legal and business forms of the leading
capitalist countries is not sufficient to ensure their general
application.13 A com parable attem pt has already been
m ade by those who wanted to lead A frican tribes, or back
w ard village comm unities in Asia, straight into com m u
nism. There is no need to give the “great leap forw ard” yet
another try.
In current political debates the question crops up
w hether H ungary should adopt the m arket economy in its
nineteenth-century or tw entieth-century form. O f course,
it goes without saying that we desire the latter option. But
there is a considerable gap between our wishes and our
current stage of development, on the one hand, and a real
istic pace of change, on the other. Let us look at the actual
1JThe above remark does n o t mean that we should ignore the experience of
the most developed countries. It is well worth our while to learn anything that
might be applicable to our own circumstances; it would be sheer stupidity for
Hungary to “rediscover” through its own suffering anything that could be taken
over directly from modem capitalism.

status of the private sector in today’s Hungary. A part
from a few exceptions, the standard we find resembles that
of the Balkans at the turn o f the century, or of today’s
developing countries. The difference between the equip
ment used by the private farm ers in Hungary and in D en
m ark or the United States is trem endous. The private
farm er in Hungary does not own trucks, tractors, or silos.
It is beyond his wildest dream s to have a private tele
phone. Let us look at the cram m ed workshops of the arti
sans. Let us look at how the private sector works in ser
vices or trade. W hat we find are the ram shackle kiosks of
street vendors and stores that are cram ped and shabby. A
considerable part of total private activity is still carried out
in a semilegal way, with equipm ent that is incomplete and,
in many cases, borrowed or usurped from the state sector.
In m any respects, present standards fall far behind those
that characterized H ungary’s private sector in the late
nineteenth century.
It is not simply a m atter of having government fix the
date when H ungary’s private sector will leave its m isera
ble, Balkanized, underdeveloped standards behind and
catch up with the late twentieth-century W estern private
sector. True enough, we m ust speed this development, pri
marily through meeting the requirem ents described above.
We must also turn a portion of state property over to the
private sector. But the fact remains that an im patient leap
would be irrational. We m ust expect that for a long time to
come, different generations of private sector units diverg
ing considerably from one another as regards the m oder
nity of their legal form, business m ethods, and technical
endowment will live side by side. We will find among them

some belonging to the past century and others that are
perfectly up-to-date.
This point leads to a second comment: Step-by-step
changes are characteristic of the development o f the pri
vate sector. It is impossible to institute private property by
cavalry attack. Em bourgeoisem ent is a lengthy historical
process,14 which in H ungary suffered a dram atic break in
1949 and was subsequently retarded for decades. In the
1960s the process was revived in certain fields, as seen in
the greater role of household plots, the widening of the
scope for legal private activity, and the growth of the in
formal econom y.15 Today, odds are that this process of
embourgeoisement will gather m omentum . The m ore con
sistently our six requirem ents are satisfied, the faster this
process will be. It is conceivable that the process will not
work itself out uniformly in the various branches. It will
be particularly rapid in less capital-intensive undertakings
in the service sector, in domestic and foreign trade. But
even in the event of an acceleration in the process, it may
take m any years before the private sector can provide the
larger portion of production; possibly a longer period
m ust pass before a truly developed, up-to-date, and m a
ture private sector takes shape.16
MIn this context remarkable ideas and empirical references were published by
I. Szelenyi (1986, 1988), which influenced my understanding of this process. See
also the works of P. Juhasz (1981) and I. Peto (1989), and especially the pioneer
ing activity of F. Erdei and I. Bibo.
“See I. R. Gabor (1979) and I. R. Gabor and P. Galasi (1981).
'‘The tempo of the Hungarian private sector’s modernization and ripening
will depend to a considerable degree on how tightly the country plugs itself into
the European and world capitalist blood circulation. The economic culture
streaming toward us from the West, Western consumers’ higher requirements of
quality, and the organization and discipline of business and production under
taken jointly with Western partners can all exert a stimulating effect.

I do not want to imply that the present argum ent is
m eant to idealize the role of the private sector in general or
specifically in today’s Hungary. I am fully aware of how
common it is to find private entrepreneurs who greedily
want to make money hand over fist, even by cheating their
customers or by defrauding the state. Instead of striving
firmly and soberly to establish their business for the years
or decades to come, they consider it their priority to make
the largest profit on the shortest possible terms. This kind
of entrepreneur forgoes productive investment and settles
instead for conspicuous, prodigal consumerism. Such en
trepreneurs also tend to be impolite toward their custom 
ers, and adopt a “Take it or leave it” attitude akin to the
high-hat behavior created by the shortage economy in the
state sector. Together, these abuses turn public opinion
against the private sector. Thus formed, public sentiment
makes no distinctions, and is unjustly hard also on the
honorable, industrious, and thrifty private entrepreneurs
who rely exclusively on fair means for the expansion of
their businesses.
O f course, we could do with further education and with
the propagation of the principles of plain dealing, thrifti
ness, and a long-horizon business behavior. The organiza
tions and syndicates of the private sector should also take
a strong line against ethical offenses. Legal regulations are
needed; among others, the prevention of cartel arrange
ments aimed at the elim ination of rivalry, and the banning
of collusion and m onopoly and unfair competition. H ow 
ever, I am of the opinion that all these can play but a
secondary role. The crucial change can take place only
upon the fulfillment of the six requirem ents. Long-term
considerations and investments by the private sector are

conditional upon a sense of security of private property.
The discontinuation of the shortage economy (see pp.
171-176), the emergence of competition and rivals, and
the fear of business failure— these are the very incentives
that can make the private entrepreneur attentive to the
customer.
The last com m ent concerns the introduction of foreign
capital. In my view the key to foreign investment should
be sought in the development of H ungary’s own private
sector. I for one would not count on foreign capital m ak
ing considerable investments in the H ungarian economy
solely on the basis of exceptional conditions offered to it.
A t present, a num ber of state decrees grant exceptionally
favorable conditions to foreign capital as against the H un
garian private firms. But any foreign investor in his right
m ind would know th at these preferences are very easy to
revoke. A t best, he would venture an investment whose
security is guaranteed by his own government. Conse
quently, foreign investment is bound to become a function
of the home country’s governm ental policies.
This m ight well take us somewhere, but definitely not
far, as is already obvious. M oreover, this situation m ight
also attract sharpers in search of a quick and large return,
ready to clear out at a m om ent’s notice. By contrast, the
serious-minded, sober foreign investor will want to find
out about the status of private enterprise in Hungary.
Should each and every H ungarian citizen be free to do
whatever he wants with his labor power, money, and
wealth, and should he be allowed to engage in unrestricted
foreign trading, then the foreign investor will have no rea
son to be seriously concerned. I consider it rather childish
of H ungarian statesm en abroad to use persuasive words in

order to attract foreign capital to Hungary. It will surely
come of its own accord once it feels secure in this country
and no longer has to fear a m yriad of bureaucratic restric
tions.17

T H E STA TE SECTOR
Provisionally, I include here all the different forms of
public ownership (a subtler distinction will be provided
later on). The salient distinctive criterion is negative: enti
ties belonging to the state sector are not in private owner
ship. Or, as the economic theory of property rights would
put it: the residual income that emerges as the difference
between receipts and expenses does not pass into the pock
ets of natural persons, and the losses are not covered by
the same natural party.
In H ungary, and also in a num ber of the other socialist
countries, the principle of “m arket socialism” has become
a guiding idea of the reform process. This is a rather com 
plex doctrine,18 so I concentrate here only on the heart of
the issue. U nder this principle, state firms should remain
•’It is another question whether or not it is worthwhile to promote foreign
investment interest by providing proper information and by demonstrating the
advantages of investment in Hungary.
“The literature on the debate over “market socialism” would fill a library. I
mention here only the most important works: E. Barone (1908), L. von Mises
(1920), F. M. Taylor (1929), F. Hayek (1935), and O. Lange (1936-37). A
classic summary of the debate is to be found in A. Bergson’s study (1948).
D. Lavoie (1985) compiled an outstanding survey. The pioneers of the reform
ideas based on decentralization were B. Kidric (1985) in Yugoslavia, Gy.
Peter (1954a and b, 1956) and J. Kornai (1959) in Hungary, W. Brus (1972)
in Poland, E. Liberman (1972) in the Soviet Union, and Yefang Sun (1982) in
China.

in state ownership, but by creating appropriate conditions,
these firms should be m ade to act as i f they were part of a
m arket. F u rth er on I will use— and challenge— the term
“m arket socialism” only in this limited sense: market so
cialism = state property + market coordination.
I wish to use strong words here, without any adorn
ment: the basic idea of m arket socialism simply fizzled
out. Yugoslavia, Hungary, China, the Soviet Union, and
Poland bear witness to its fiasco. The time has come to
look this fact in the face and abandon the principle of
m arket socialism, even though a num ber of people still
want to continue rearguard actions for this credo. I cannot
go along with them. Indeed, there is a need to note the
following facts.
The m arket m echanism is the natural coordinator of
private sector activities. This is linked to the autonom y of
the decision m aker under the m arket mechanism, and to
the centrality of the notion of free contract for both the
operation of the m arket m echanism and the safeguarding
of private property. It is futile to expect that the state unit
will behave as if it were privately owned and will spon
taneously act as if it were a m arket-oriented agent. It is
time to let go of this vain hope once and for all. Never, no
more. There is no reason to be astonished at the fact that
state ownership perm anently recreates bureaucracy, since
the state-owned firm is but an organic part of the bureau
cratic hierarchy.
D uring the initial, “ naive” phase of the reform process,
we all cherished the hope that the mere discontinuation of
plan com m ands would be enough to create m arket coordi
nation of state-owned firms. However, this hope did not

come true. Instead, as several post-1968 analyses revealed,
direct bureaucratic regulation of the state sector was re
placed by indirect bureaucratic regulation. State authori
ties found a hundred means to meddle in the life of firms.19
If a campaign managed to do away with one form of inter
ference, another cropped up immediately. This kind of
bureaucratic coordination is as m uch the spontaneous ef
fect and natural mode of state property’s existence as m ar
ket coordination is of private property. Twenty years of
H ungarian experience together with the experience of all
other reform-minded socialist states dem onstrate that this
is no longer a debating point, but simply a fa ct that m ust
be accepted.
Later, a separate point will be devoted to the issue of
how the share of the state sector could and should be re
duced. It is to be hoped that after this process the firms in
the state sector will provide only the lesser part of total
production. It is also conceivable th at once the stateowned firms become small islands in the sea of the private
economy, they too will be compelled to behave alm ost as if
they were privately owned. However, this one problem is,
for the time being, very far from the reality. Today, and
for a long while to come, we will have to cope with the
reverse situation: the tiny isles of the private sector are
surrounded by an ocean of state-owned firms. The exposi
tion below will essentially boil down to this fact. My line
of thinking is, of course, contestable, but there is no con
tradicting it with argum ents such as “ Renault of France is
’’For analyses of the relationships between indirect economic control, eco
nomic management, and the firms, see, e.g., the works of L. Antal (1979, 1985),
T. Bauer (1976), and M. Tardos (1980).

also a state-owned firm, and yet it is profit- and marketoriented.”
I consider the sector of state-owned firms, under exist
ing conditions in H ungary and taken in a sociological
sense, part of the state bureaucracy. The state-owned firms
belong to the sphere of “ governm ent” rather than “busi
ness.” They should be treated accordingly. The state sec
tor m ust not be “liberalized” unconditionally; instead, we
m ust watch it carefully. In fact, each organization of the
governm ental sphere tends to spend the money of the citi
zen in an unbridled manner. Consequently, these strong
tendencies m ust be blocked.
The problem has already been treated in many theoreti
cal and empirical studies.20 By way of example, let us take
an office whose leadership places a high value on perform 
ing its duties. The leadership o f this “bureau” is deter
mined to maximize its own budget. Conversely, the legis
lative body, which acts as a supervisor of the bureau, is
required to resist this pursuit when it comes to setting the
budget of the bureau.
Let us now look at the relationship between a parlia
m entary dem ocracy and any of the branches of a state
adm inistration— the arm y, for example. The m em bers of
the Am erican Congress m ust sensibly reckon with the
Pentagon’s propensity to spend. The state budget was cre
ated to set limits on these demands, and it is the role of
budgetary discipline to enforce these limits. True enough,
Congress is subject to political pressure, and the military
also wants to bring pressure to bear to increase its budget.
“ W. Niskanen’s work (1971) is a pioneering study on the subject.

The practice they regularly resort to is all too familiar
from the way state investments are treated in a socialist
economy: preliminary estimates put the cost of a new mili
tary installation or a new weapon at $1 billion, but once
production is under way, it turns out that the actual ex
penses will be double or triple the original estimate. By
then, it is already too late to scrap the whole project. This
is just another argum ent for m aintaining congressional
control. There are specialized committees to supervise
military spending. The opposition also keeps an eye on
these expenditures. If abuses occur, there is a good chance
they will be discovered.
The relation between the arm ed forces and the Parlia
m ent is only one example of the m ore general relationship
between the executive (i.e., the bureaucracy) and the freely
elected Parliam ent. The form er is perforce expansive, and
thus it is one of the prim ary obligations of the latter to
check this expansion. The money spent by the bureau
cracy comes from the citizens and not from its own purse.
It is the task of Parliam ent to oversee the spending of
citizens’ money.
Only a year ago it would have been illusory to raise this
point. Today, even as I write these words, the political and
organizational conditions for the legislative supervision of
the state sector have yet to be realized. Such a change
requires a freely elected Parliam ent, with deputies who
devote their energies exclusively to tasks in the House, an
apparatus available to each of the M .P.s, and so on. In any
case, today there is a chance that these conditions may
come about. Therefore, the time has come to m ake the
following proposal in all seriousness: “ Let us not give un

restricted power to the m anager of the state-owned firm!”
Precisely because I am a proponent of the liberalization
of the economy, I want to be liberal with the citizen and
the private firm owner who will risk his own money. Con
versely, I would like to see tight control over the ways in
which taxpayers’ money is spent. In this respect I classify
the m anager of a state-owned firm among the state offi
cers. If this m anager does good work, I do not begrudge
him a large salary. If he is a flop, he m ust be given the sack.
But let us not harbor illusions; the m anager of a stateowned firm is not an entrepreneur. There is no getting
away from the fact that he, like the heads of other state
institutions, is out to expand his spending limits as far as
possible.
The m anager of a state-owned firm also wants to invest
more, obtain an ever greater am ount of hard currency,
im port more m achinery and equipment from hard cur
rency m arkets, travel more and let his colleagues do the
same; and, of course, he wants to pay more wages, since
this can boost his popularity among employees and ease
the tensions around him. H itherto he was free to behave in
this way, because he did not have to contend w ith a private
owner who protected his own money from such over
spending. If this m anager spent beyond measure, he had a
realistic chance to obtain relief: the state budget or the
banking system was sure to help him out. As long as the
state sector rem ains the dom inant sector in the national
economy, the firms, owing to their spontaneous and inter
nal concerns, do not have and will never have hard budget
constraints. It is time to abandon hope that the budget
constraint can be hardened.

I wish neither to oversimplify nor to be extreme. I do
not m aintain that the state firm is simply one among m any
kinds of public offices, and differs in no way from, for
example, the Highway Police D epartm ent or the Tax Of
fice. N or would I say that the state-firm m anager’s attitude
resembles in all respects that of a m ayor or a m etropolitan
police chief. The state firm sells its products for money,
operates on the basis of revenue and cost calculations, and
m aintains a relationship with sellers and buyers. In this
sense, characteristics of the businessman appear in the be
havior of state-firm directors, and in the two decades that
have elapsed since the 1968 reform, these characteristics
have unquestionably been strengthened. It would be a
great shame to weaken these attributes. But at the same
time, all responsible directors, from the highest to the
lowliest manager, m ust realize that each and every one of
them is a state officer entrusted to dispose of state funds.
In this they m ust be held fully accountable, and it is en
tirely justified that the citizens’ representatives oversee
their work.
Several practical suggestions follow from the foregoing.
It is not the task of this book to elaborate the technical and
administrative details of the suggestions; I will only out
line basic principles.
1.
The director of a state firm should be completely
independent in the following decisions: the composition
and quantity of output, the com bination of inputs and
choice of technology, agreements with the suppliers of in
puts and with the purchasers of outputs, and the hiring
and firing of labor.
Nominally, these decisions have been in the firm’s inde

pendent sphere of authority, but in practice higher organs
interfere in a hundred different ways. F or my part, I favor
a m ore complete, consistent realization of independence.
As a m atter of fact, I would call for a kind of independence
for the state firm akin to that enjoyed by individual plants
within very large private firms in developed capitalist sys
tems. Typically, the m anager of the subunit is free to make
num erous decisions independently, while the large firms’
headquarters decide on basic financial targets.21
2.
On the whole, the determ ination of the selling price
should belong to the state-firm directors’ independent
sphere of authority. The state firm (that is, the seller) de
termines, w ithout official intervention, the price of prod
ucts and services that in the m arket economy are generally
set by the producer. This power is complemented by the
state firm’s independent authority as seller to agree freely
with the buyer (state firm or private buyer) on those prices
that under norm al m arket relations would be voluntarily
agreed upon by sellers and buyers.
In justified cases the authorities should continue to pre
scribe prices; these, however, m ust remain only exceptions
to the general rule of free price determ ination. These ex
ceptions will be addressed in chapter 2.
Now we come to those spheres of authority in which,
from my point of view, it is necessary to restrict the inde
pendence of the state firm.
!'Many studies have been published on, for example, the way the various
subordinate units receive partial autonomy within the huge capitalist firms. This
partial autonomy implies that the subordinate unit is treated as if it were self
accounting and producing for its own profit. Actually, this is not the case, since
the genuine owner, the huge capitalist firm, stands in the background.

3. Most im portant: the state banking system must
strictly control the granting of credit to the state sector.
Tight m onetary control m ust be enforced. We m ust not
yield to any type of pressure in this regard.
4. We m ust require sim ilar strictness of fiscal discipline
in relations between the state treasury and state-owned
firms. Later, in chapter 2, we will discuss the subject of
ultimately ending the subsidization of loss-making state
firms. Here, I only wish to say that until then, we m ust
also set strict limits on the practice of compensating firms
for losses; taxes m ust be collected, and in general we m ust
put an end to bargaining between the treasury and stateowned firms.
5. The wage policies of state firms m ust not be liberal
ized. This point of view runs directly counter to the wide
spread opinion that the state firm should have total inde
pendence in this area as well. We will return to the
justification for my suggestion, and in general to the ques
tion of wage discipline.
6. The danger remains that the unbridled state firm will
spend hard currency on im ports, in the hope that it will
somehow be able to find the forints to cover this purchase
of hard currency. I form ulate my suggestion in two alter
native forms:
(a) If we complete the stabilization operation described
in chapter 2, if we manage to restrict with iron consistency
the supply of credit to state-owned firms, and if, in addi
tion, we attain the convertibility of the forint at a realistic
rate of exchange, then and only then can we lift the special
limits on state firms’ purchases of hard currency. Then
forints will be available on a restricted basis to the firm,

and the dem and for hard currency will thereby be held in
check.
(b) If the conditions sum m arized in point (a) are not
met, then the state-owned firms’ purchases of foreign cur
rency m ust be restricted by direct adm inistrative means.
7. The state-owned firm should be independent in those
investment decisions th at it can finance from its own sav
ings or bank credits, or through funds obtained on the
capital m arket. If, however, the central or local state bud
get also contributes to the financing of investment, or if the
credits are backed by state guarantees, then that legislative
body (Parliam ent, local council) that oversees the state
organization financing the project m ust also approve it.
Parliam entary decision is also required when the im
plem entation of investments is tied to intergovernmental
contracts. W e m ust not present current and future genera
tions with a fa it accompli, as happened in the past in the
case of such already notorious investment projects as, for
example, the Bos-Nagymaros Danube Power Station, or
the H ungarian participation in the construction of the
Siberian gas pipeline in the Soviet Union. If an investment
promise turns out to be a losing proposition or dangerous
in any other respect, it can be called off. N aturally, since
decisions of this latter kind usually involve considerable
losses, it would be far m ore expedient to launch the invest
m ents only after due consideration. The elected represent
atives of the people m ust be granted the right to reach a
responsible decision prior to the opening of the huge state
purse or the signing of the related international contracts.
8. I m ention the following point only for the sake of
completeness, since it will be addressed in detail later: The

managers of the state-owned firm do not have the right to
sell the enterprise. This is the right of the owner, whereas
the m anager is only a paid employee.
I do not believe that, taken together, the autonom y de
scribed in points 1 and 2, or the limits to autonom y dis
cussed in points 3 through 8, would ensure efficient opera
tion of state firms. Let us be clear: this is a vain hope. The
state firm carries its own fate within itself, especially as
long as the state sector predom inates in the economy;
there is no wonder drug that will make it operate at a high
level of efficiency. It is true that inefficiency in the state
sector cannot be a m atter of indifference to anyone, and
the above suggestions m ight help lessen it. They are, how
ever, prim arily justified by other goals, of which I em pha
size two.
The most im portant is the protection o f the private sec
tor. The country’s resources are limited; both the state and
private sectors want to utilize them. But the two sectors’
chances as rivals in the competition for resources are not
equal. The state firms’ appetite for resources is virtually
insatiable, because they are accustomed to the soft budget
constraint, while the hard budget constraint places a limit
on the dem and of the private sector. The state firms have
well-developed connections with the banks and the au
thorities, and their large size in itself ensures m any advan
tages for them in the procurem ent of resources. The tight
restriction of credit extended to state enterprises, the regu
lation of the wages they pay out, the supervision o f state
investments, and other restrictions are necessary to pro
tect the private sector from being crowded out by the state
sector’s tendency to siphon off resources. Those who take

seriously the task of developing the private sector cannot
allow for the shares of the two sectors in the resource
distribution to be determ ined by the free play of political
and economic forces.
I am not a supporter of the oft-heard slogan calling for
equal term s of com petition for the two sectors. I argue
instead, unapologetically, that all sectors of the national
economy need not be treated uniformly. Those who spend
state funds cannot claim the same rights as those who have
to rely on their own resources. In the latter case, the citi
zen who spends his own money invokes the exercise of a
basic hum an right. In the form er case, where the money
comes from the state’s purse, society should exercise tight
control. Just as the exhortation “ H ands off the private
sector!” is fully justified, there is also the need to demand
that the state sector be controlled with a strong hand.
This idea is squarely opposed to current practice, i.e., to
the bureaucratic restriction of the private sector and to the
liberalization of the state sector. My viewpoint also runs
counter to th at of several economists and politicians, who
in their proposals and platform s repeatedly argue for the
continuation, and even expansion, of present-day policies:
they want to ensure unlim ited liberalization for stateowned firms while m aintaining hundreds of constraints on
the private sector.
The second, equally im portant goal justifying the re
striction of state-sector dem and is that o f macroeconomic
stabilization. As will become clear from chapter 2, the
strict enforcement of fiscal, m onetary, and wage discipline
is indispensable, as is careful deliberation prior to any de
cision concerning investments whose im plem entation in

volves the use of state resources. In the above analysis
Parliam ent’s role has been referred to repeatedly. I do not
want to dwell here on what the working relationship be
tween the future H ungarian Parliam ent and the bureau
cracy elaborating the economic plans for the state sector
of tom orrow ’s H ungary should look like. In shaping these
contacts, we will have to consider the experiences ac
cum ulated under the m onolithic structure o f the planned
economy in the relationship between the leading political
bodies and the lower-level economic institutions (bargain
ing processes, distortion of information).
We will also have to weigh the pros and cons of the
experiences of the developed parliam entary democracies,
i.e., the working relationship between Parliam ent and the
state bureaucracy in these countries. A t the same time, we
must recognize th at no parliam entary dem ocracy has ever
faced such a vast state sector as the future Parliam ent of
Hungary will have to face. If we do not want the decisions
of our future Parliam ent to rem ain a rubber stam p on the
motions of the bureaucracy, and if we want to avoid the
crippling of the state sector by endless parliam entary de
bates, then we have no other choice but to try to steer
cooperation between Parliam ent and the state sector to
ward a negotiable m iddle course that avoids both exces
sive intervention and unlim ited liberalism. It is vital for all
political forces to have their own small expert bodies,
which then enable them to exercise genuine control over
the state sector w ithout ever having to needlessly interfere
in its everyday activity.
In addition, we need to develop a range of institutions
under parliam entary, not governm ental, supervision, in

stitutions that will provide an effective counterweight to
the state adm inistration. A start has been made. A State
A udit Office patterned after those found in m any parlia
m entary democracies is being set up to oversee spending
by the state apparatus. A nother new institution, designed
to manage the privatization of state property, is likely to
be supervised by Parliam ent, and it would be practical for
the central bank, the N ational Bank of Hungary, to be
under parliam entary control as well. No doubt a good
m any other organizations independent of the government
m achine will be required.
I do not want us to expect too m uch of the future H un
garian Parliam ent. A process of organic development and
a long period of learning will be required before deputies
and the institutions answerable to them are proficient in
their tasks. T hat implies a very im portant part for the
press and public opinion as a whole in m onitoring the state
sector, particularly during the learning period, but also
later on. The business results (profits or losses) of stateowned firms m ust not be kept secret; those who ultimately
foot the bill— the citizens of the state— m ust be kept in
formed.
It logically follows from all that has been said about the
inevitable bureaucratic traits of state ownership that I my
self am deeply suspicious of the brand of so-called “ prop
erty reform ” that assigns state property to another stateowned institution or firm in various legal forms (for
instance, by transferring shares) instead of placing it in
truly private hands and that is carried out with inadmissi
ble haste in H ungary today. Similarly, I am quite suspi
cious of the “state capital m arket,” which I consider to be

one of the most grotesque absurdities of the whole H un
garian reform process. The past decades were replete with
pseudo-reforms; what we are experiencing today is the lat
est wave of these fake, illusory changes. W e have seen that
an organization is out there with the authority to spend
the money of the state, and which does so irresponsibly.
The so-called solution works as follows: let us hand over
the ownership rights held by this state organization to
another state organization, which in turn continues to
spend the money of the state irresponsibly.
The changes I am wary of are manifold. One of them
the H ungarian economic lingo refers to as “ cross-owner
ship.” In this scheme one or m ore state-owned firms
become joint owners of yet another state-owned firm. A
further change is the intertw ining of the state-owned com 
mercial banks and certain other state-owned firms. The
bank acquires part of the shares of the state-owned firm, or
conversely the state-owned firm becomes a shareholder of
the state-owned bank. Yet another form is something
called “institutional ownership,” a scheme in which a
state-owned insurance com pany or a city council buys into
the shares of a state-owned firm.
These forms have been introduced at least partially, and
these changes in general are rapidly gaining ground. Some
studies produced by H ungarian reform literature have
long pushed for these changes, and there are others that
still urge their further spread.22 But however strong this
!2I cannot offer a survey here of the entire literature on this idea, and it does
not fall within the present book’s province to assign priorities among them. My
impression is that M. Tardos’ influence was the greatest (among his most recent
works, see 1988a and b). See also T. Sarkozy (1989). Similar thoughts were

current may be, both on the level of ideas and intellectual
debate and in actual practice, I am determ ined to speak
out against it. I daresay that I am not the only one around
who is fed up with this practice of simulation. We have
already tried our hand at sim ulating quite a num ber of
things. The state-owned firm simulates the behavior of the
profit-maximizing firm. Bureaucratic industrial policy,
regulating the expansion or contraction of various
branches of production, simulates the role of competition.
The Price Control Office simulates the m arket in price
determ ination. The m ost recent additions to this list are
the sim ulated joint stock companies, the simulated capital
m arket, and the sim ulated stock exchange. Together,
these developments add up to H ungary’s W all Street— all
m ade of plastic!
The W esterner who hops over here for a couple of
weeks from, say, the W orld Bank or the International
M onetary F und may fall under the spell of these sim ula
tions; visitors from abroad tend to be fond of experiences
that seem familiar. The W esterner strolling about in Buda
pest will be pleased at the sight of a M cD onald’s, simply
because it recalls the familiar taste of a Big M ac. Similarly,
it is a pleasure for him to see here the fam iliar banks, joint
stock companies, or the stock exchange. Odds are that he
will not notice that these same banks, joint stock com pa
nies, and stock exchange are but fakes. W hat is going on
here is a kind of peculiar “ M onopoly” game, in which the

published by the Consultative Committee for Economic Management (1988). A
thorough survey of the debates in Hungary on the ownership reform in the state
sector is to be found in J. Barsony (1989) and L. Lengyel (1989, pp. 153-185).

gamblers are not kids but adult officials, who do not play
with paper money but risk real state funds.
W henever I get to this point during a conversation, the
following counterargum ent is voiced: “W hy don’t you just
take a look around today’s capitalist world? There too one
can find plenty of joint stock companies, the m ajority of
whose shares are also held by other firms, insurance com 
panies, nonprofit institutions (e.g., pension funds or uni
versities), or local governm ents.” W hy indeed do I expect
the ratio of this nonprivate form of ownership to be any
smaller in Hungary than in the contem porary capitalist
systems?
It is my firm conviction that history is not like a film reel
that can be stopped at any m oment, or run on fast forward
or backward at will. Socialist state ownership means the
complete, 100 percent im personalization of property. We
cannot simply reverse this process in an attem pt to reduce
the percentage gradually to 95, 90, 85 percent and so on.
The reel must be fully rewound and played from the begin
ning. Let us look more closely at the past and current
developments in the capitalist world. We have already
touched upon this issue in the analysis of the private sector
in today’s Hungary. Let us pick up the thread again with a
brief outline of the dynamics of the centuries-long capital
ist development.
The first engines of capitalist development in all coun
tries are individual entrepreneurs; they are the sm artest
and luckiest small-timers who either quickly or through
successive generations accum ulate capital. This is true for
the history of capitalism in each country at the national
level, and also for the history of m ost individual big capi

talist firms within particular countries. Entrepreneurs
enter and exit; some survive while others go under. There
are those who get stuck at the level of shabby shops or
modest, medium-size factories, and also those whose ven
tures grow into m am m oth companies. In the meantime
the acquisition of m ore impersonal capital is also going on
continuously; this capital belongs to people who place
their savings in bank deposits or shares. W ith the strength
ening of the security of ownership, the development of a
related legal infrastructure, and the ethical norm s of fair
business m anagem ent gaining ground, we can expect the
parallel spread of various forms of nonprivate invest
ments. O f course, this process also implies that the state
acts as the guarantor of sound business dealings.
All things considered, many of these institutional in
vestm ent forms are in the last analysis backed up by an
interest by ultim ate private owners. This interest exercises
pressure on the behavior of the nonprofit institution’s in
vestment. O r there is a fairly powerful institution— for
example, a university or a foundation— in the back
ground, which has its own traditions and its own organ of
genuine self-government. Certainly this institution will
use a firm hand to ensure that its investments pay off, all
the m ore so because it is also financially autonom ous and
because it cannot count on the paternalistic patronage of
the state. The ratio of nonprivate investments will thus
grow as a function of this process.
But two qualifying com m ents should be added here.
First, if the undertaking is truly new, then it is only rarely
a nonprivate investment. M ost im portant new products of
the past fifty years were backed by identifiable enterprising

individuals or groups who financed the whole process
from their own pocket. The only m ajor exceptions were
innovations that were closely connected to m ilitary devel
opm ent and large infrastructural projects. It seems natural
to expect that the central governm ent should raise the
necessary capital for the construction of a new airfield,
and in the process cooperate with the local authorities.
But this would be an exception to the rule usually followed
when something genuinely new is being introduced. The
normal course of events is the following: the pioneers
make a sizable profit on the new product in the new indus
trial branch or the new m arket, but they are also the ones
to foot the bill when the venture strikes the rocks. The
initiator’s capital is often rounded off by outside private
investors, prim arily by those who are ready to take a long
shot in the hope of an exceptionally high profit.23
The second qualifying com m ent is in fact a question:
W hy should the degree to which property has become impersonalized in contem porary capitalism be a guide for
Hungary?
I am fully aware that joint stock companies play a large
role in highly developed contem porary capitalist coun
tries, and that there is at most an indirect linkage between
the millions of shareholders in corporate business and the
control of the corporations. Using A lbert H irschm an’s
well-known dichotomy, the small shareholder expresses
his disappointm ent rather by “exit,” i.e., getting rid of
shares that do not appeal to him anymore, than by
2>In the United States and other developed industrial countries, specific fi
nancial institutions are formed to finance these kinds of “venture capital.”

“voice,” i.e., directly influencing the m anagement of the
firm. M any private owners do not decide on their invest
m ent portfolio directly but use the services of interm edi
ary agencies. In a m odern capitalist economy, thousands
or tens of thousands of insurance companies and pension
funds have sizable shareholdings in big corporations. The
“ little” private owner is far away from the dealing on Wall
Street. His money is at stake; the profitability of corpora
tions will ultim ately affect his personal wealth and well
being, but this connection is established through long and
indirect linkages, and has become impersonalized to a cer
tain degree. Yet in spite of these well-known facts, H un
gary today does not have to im itate the contem porary
U nited States or Japan. If, for example, the proportion of
institutional ownership stands at 42 percent in Japan and
37 percent in the U nited States (of course, these are ficti
tious num bers), then do we really have to follow this 37 to
42 percent pattern?
In the W est the im personalization of property is criti
cized as well, and in my view these criticisms are often
accurate. Ironically, the germs of socialism are already
present in today’s capitalism. There are m any who believe
that ownership has become inordinately impersonal in the
insurance industry, health services, and banking. In the
United States we see today a classic example for the sof
tening of the budget constraint, namely in the sphere of
savings and loan associations specializing in financing
housing projects. M any o f these associations have already
gone bankrupt, in m any cases because they abused the
confidence of the depositors and accorded credit en masse
to contractors who proved to be unreliable debtors.

The pattern is all too familiar to a H ungarian econo
mist. Now it is the state’s turn to reach deep into its pocket
and rescue these associations. If the state failed to do this,
depositors would trigger a run on these units, and this in
turn m ight result in a grave financial crisis similar to the
recession of 1929. But is this really an example for us to
follow? Certainly not! M any A m erican economists believe
that considerably harder constraints should have been ap
plied in these associations right from the outset, and the
conditions of state guarantees should have been made
more clear-cut. A country like H ungary must take special
care not to follow such a pattern, since in this country
unswerving confidence in the paternalistic role of the state
has formed deep roots over the past few decades.
Now let us come back briefly to the salary of the m anag
ers of the state-owned firms. I look upon the successful
m anager of a state-owned firm as a highly esteemed offi
cial, whose prestige is no less than that of an ambassador,
a mayor, or a general. But make no mistake: he is not a
businessman. If he does his job well, he should earn good
money. However, his wages should not be allowed to
reach astronom ical figures. I disapprove of this not just
because the country is now facing great difficulties. If the
country were well off, a m anager in the state sector would
still remain an official paid out of the state budget, and not
a person licensed to manage the money of private in
dividuals. It is the task of the deputies in Parliam ent to fix
the salaries of the prim e m inister and the generals; the
same body should likewise set the ceiling for the wages of
state-owned firms’ managers.
As mentioned before, the partial decentralization that

H ungary has accom plished as part of the reform process
has developed a few qualities in the managers of stateowned firms that approxim ate those of genuine business
men. It is reasonable to expect that these developments
will become manifest in their financial and m oral incen
tives as well. W hile no one would reasonably propose that
an attorney be paid a bonus in proportion to the total
num ber of years spent in jail by convicts, it m ight well be
justified to hold out the prospect of bonuses on top of their
fixed salaries to m anagers in state firms. But the share of
these extras should rem ain m oderate. In the m idst of the
mostly arbitrary and distorted price and tax systems of
today’s H ungary, the economic definition of “ profit” re
mains a m ajor bone of contention. It is unjustified from an
economic point o f view to use some kind of form ula to link
the bonus to be paid to the m anager in the state firm with
the firm’s so-called profit.
W hen I propose that H ungary’s future Parliam ent set
the upper limits on the wages of m anagers of state firms, I
do not consider it necessary to apply similar measures to
m anagers contracted by private firms. If the owner of a
private firm wants to pay one million forints a year from
his own pocket to any of his employees, he m ust be free to
do so; he knows whether it is w orth it or not. But no one
has the right to draw an arbitrarily fixed am ount of money
in wages from the company pay desk or to have this sum
approved by any adm inistrative authority, if the money
comes from the state budget.
Let me give a telling example. There is debate now
about whether H ungary should undertake to host the
1995 W orld Expo. The issue is scheduled to go before

Parliament, where the deputies will vote on a m otion by
the government or one of its subsidiaries. I propose the
following.
Those government officials, comm ittee members, and
ministerial commissioners who assume responsibility for
the motion should offer as m ortgage their own personal
assets: their condom inium flats, private houses, second
homes, cars, or art objects. A n appendix to the motion
should include a full inventory of these assets. The persons
involved should be free to determ ine which part of their
private wealth they want to keep out of the m ortgage
charge, but it should also be clear that the assets they
burden with m ortgages are dear to them. O f course, the
value of these assets will cover only a fraction of the ex
pected investment costs. But these m ortgages should still
represent a considerable part of these persons’ total m ate
rial wealth accum ulated during their life work.
The bill on the W orld Expo should hold out the pros
pect of a lavish bonus for the drafters of the motion, on the
proviso that the event will come off as promised. The same
bill should prescribe the full foreclosure of the mortgages
in case the exhibition is a failure.
In my opinion these conditions would make it perfectly
clear to the drafters w hat it is like to run a risk that might
affect their own pocket. If under these circum stances they
should choose to opt out of the whole proposition, they
will, of course, have the right to do so.
Let there be no m isunderstanding. I am not recom 
mending that the governm ent of any country should fol
low such a procedure with any piece of draft legislation. I
make the suggestion half-jokingly to illustrate a serious

point. Indeed, H ungarian citizens are frustrated, because
it has become a m atter of course over forty years for party
and state functionaries to m ake decisions on billions of
forints and gigantic projects with the stroke of a pen. If the
projects bore fruit, fine; if not, too bad— the officials them 
selves never lost a penny. This extreme example is also
intended to show that a link m ust be established at long
last between the decision m aker’s own pocket and the eco
nomic decision he initiates.

SH IF T IN T H E P R O PO R T IO N O F
T H E TW O SECTORS: T H E PROCESS
O F P R IV A T IZ A T IO N
I consider it desirable to increase the proportion of the
private sector as fast as possible to a point where this sec
tor accounts for the larger part of the country’s Gross
Dom estic Product. This, however, can be achieved only
through an organic process of development and social
change. This process is not a recent development but has
been dragging on for one or two decades already. The task
is now to accelerate it by implem enting a num ber of prac
tical measures.
I am not fond of the slogan “ reprivatization.” M argaret
T hatcher had grounds to implement the policy behind
that slogan in Britain, where the private sector had sur
vived the period of nationalization. M oreover, in Britain
there is enough dom estic capital to buy up the state sector,
and at fair m arket prices (although I m ust add that re
privatization is also facing difficulties there).

Now what are the aims that can reasonably be achieved
in Hungary, and what are the points I consider prejudi
cial? Let us examine the latter first.
State property m ust not be squandered by distributing it
to one and all merely out of kindness. This phenom enon
crops up in countless forms at every turn. F or example, it
is absolutely unjustified to sell state-owned apartm ents to
tenants at a price that is but a fragm ent of the real m arket
price. To make m atters worse, the buyer has to deposit
only a trifling portion of the purchase price in cash. A
form er tenant can thus obtain a hundred-square-m eter
apartm ent in Buda, in the most expensive quarter of the
Hungarian capital, by paying in cash no m ore than the
equivalent of the real m arket price of one square m eter of
the apartm ent. This is sheer nonsense, especially in view of
the fact that the same tenant had for decades been subsi
dized by the state through low rents.
My factual knowledge is incomplete as regards the
num ber of stocks private individuals obtain in the course
of the current drive to transform state-owned firms into
joint stock companies, and I am also unacquainted with
the current quotations m anagers and other employees of
the firms are offered. A limited right of preem ption and
some discount seem justified to a certain extent. But it
would be completely wrongheaded to let anyone become a
stockholder for a song, be he a m anager or just a staff
member of a firm.
The proposal has been made that state wealth should be
distributed among the people as a m atter o f civil right.
This scheme would entitle each citizen to receive a whit of
capital, which he or she would be free to invest or sell.

This proposal is mistaken. It leaves me with the impres
sion th at D addy state has unexpectedly passed away and
left us, his orphaned children, to distribute the patrim ony
equitably. But the state is alive and well. Its apparatus is
obliged to handle the wealth it was entrusted with care
fully until a new owner appears who can guarantee a safer
and m ore efficient guardianship. The point now is not to
hand out the property, but rather to place it into the hands
of a really better owner. A precondition to this is that
genuine private entrepreneurial m otivation should gain
ground and take hold.
Let us turn our attention to my positive proposals.
1.
The members of the private sector should be given a
chance to buy the wealth of the state sector in suitably
separated parts. The household should be free to purchase
state-owned realties (apartm ents or even apartm ent
houses, lots, stores, and so on). Private entrepreneurs
should have the right to acquire state-owned enterprises.
It would obviously be unrealistic in today’s Hungary to
count on private entrepreneurs to purchase huge stateowned firms. But they should have opportunity to buy
smaller enterprises. This could be facilitated by breaking
up the enorm ous H ungarian enterprises that artificially
unite a num ber of smaller units. These units could then be
sold to private entrepreneurs. The principle of “double or
quits” m ust never be applied here. It is feasible to split an
artificially inflated m am m oth into ten smaller and health
ier units, sell, say, five of these units, and keep the rest
under state management.
This process of passing state property into private
hands should in no way lead to the brutal dism antling of

huge, indivisible units. T oday’s H ungarian economy is
inordinately concentrated, even as com pared with the
concentration rate of the developed industrial countries.
There are plenty of opportunities to create smaller units,
but there is no need to act overhastily either. In this con
text it is indispensable to thoroughly analyze the concen
tration structure of genuine m arket economies, where
competition has resulted in a kind of natural selection. In
those economies the large, medium, and small enterprises
and even the people engaged in home industry coexist and
cooperate. Hungary needs all o f these plant sizes.
It would be unwise to employ uniform m ethods irre
spective of the branch of the economy or the size of firm
concerned. A different procedure m ust be used for a giant
firm than for a state-owned grocery or a small automobile
repair shop. The same applies in choosing between all the
forms of privatization considered in points 2-8 below. It is
comparatively simple to transfer smaller units from state
ownership into the hands of an individual or group of
individuals. The larger the unit involved, the more neces
sary other legal forms become. (See the com m ents on the
joint stock company in point 9.)
2.
Irrespective of its size, state property to be sold to a
private owner should change hands at a real m arket price.
The property should generally be auctioned, and the po
tential buyers should always be notified of the public sale.
Because of the fact that in m any instances there is no guar
antee that the state institution, which acts as the nominal
disposer, is really interested in fixing a realistic (suitably
high) selling price, it m ight be useful to involve indepen
dent bodies in quoting the asking price. In certain kinds of

sales the asking price is easy to fix; on the housing m arket,
for example, the price level of the private m arket offers an
appropriate starting point. O f course, when it comes to the
sale of producing firms, the task turns more difficult. Here
one could start out from the question of how m uch the
private entrepreneur would have to invest from his own
money in order to establish a producing unit similar to the
one on offer.
3.
A credit construction related to the sale of state prop
erty to private owners m ust be established. The following
example, which outlines a possible structure for such
credit deals, is m eant to illustrate the point and should in
no way be seen as a polished proposal.
A private individual or group wants to acquire state
property valued at twenty million forints (in accordance
with w hat has been said in point 2, we suppose that this is
the real price w ithout any reduction). The potential buyer
is obliged to m ake a down-paym ent of five million forints
to the seller, and he will have to pay off in equal install
m ents the remaining fifteen million forints plus interests in
no m ore than five years. The twenty-m illion-forint state
property at issue becomes private property at the very mo
m ent of this transaction, but it rem ains charged with a
m ortgage to the value of the debt.
This mortgage m ust be tough. If the new private owner
fails to m ake his installm ent paym ent when due, he will
lose a proportionate part of his original investment (fol
lowing the necessary legal proceedings), and the property
will revert to the state body th at transacted the credit con
struction.
The crux of this example lies not in the num erical pro

portions or the organizational form (i.e., it is beside the
point here to name the source of the m ortgage loan or the
institution destined to enforce the credit contract). My
aim is rather to illustrate two im portant economic policy
requirements. First, that the upper limit on sales to private
parties is not determined by the current total of private
wealth. If the private sector currently holds one hundred
units of capital expendable for buying state property, then
it is possible for it to purchase several hundred units’
worth of state property, with the difference to be covered
by way of credit. So as far as this problem is concerned, it
is possible to accelerate m arkedly the process of transfer
ring state property to private hands. Second, this credit
should be granted to real flesh-and-blood persons instead
of distributing it through an intangible stock m arket. This
flesh-and-blood person should be entitled to a sizable
credit, but once he fails in his payment, he should face the
complete loss even of his initial capital.
4.
The practice of leasing out state assets to private in
dividuals is already widespread in Hungary. This practice
is definitely needed. However, there are two kinds of mis
takes to be avoided. One of them occurs when the stateowned firm, acting as the lessor, is greedy and dem ands an
irrationally high rental. This can only incite the lessee to
ruthlessly exploit the property o f the state; he will squeeze
out everything he can from it, then move on. The other
mistake is when the lessor squanders state property by
setting a gratuitously low rental. In short, rentals must be
rational and realistic.
The rental system can also serve the transition to sales.
On the one hand, the lessee can gain experience and the

ability to decide w hether it is w orth buying the state asset
at issue. On the other hand, the state owner can discover a
realistic asking price. There are well-known form ulas for
converting rents into nonrecurrent capital value.
5.
Part of H ungary’s state wealth can be sold to foreign
owners, but only to the extent compatible with the na
tion’s interest. N o economic hardship can justify the bar
gain-basement sale of national wealth.
Let us consider the interests of foreign capital: it comes
to H ungary not out of kindness but mainly to make a
profit. O ther m otivations may also play a role. For exam
ple, foreign capital m ight regard H ungary as a beachhead
and initial training ground in capturing the Eastern E uro
pean m arket. In any event it is understandably guided by
its own interests, and it would be pointless to paralyze this
process on account of ideological or m oral prejudice.
Now the question is the following: Once foreign capital
has earned its profit in H ungary, is there any benefit left
for our country? There is no universally valid positive or
negative answer to this question, since each case is deter
m ined by the concrete conditions of the deal. It would be
nonsense to try to attract foreign capital without setting
any conditions: “ Please be good enough to come and buy
up H ungary’s state w ealth.” First of all, H ungary could
benefit if the purchase price is reasonable.24 Furtherm ore,
“ The daily papers reported that a British firm bought the controlling stock of
Hungary’s Ganz Vehicle Factory. The British paid two million pounds in cash.
They will cover the remaining amount of the purchase price, ten million pounds,
in continuous installments.
This two-million-pound down payment is a shocking sum. I am familiar with
the current freehold apartment prices in the area of Boston, Mass. If we take the
price of a modest, good quality, seventy-square-meter apartment as a unit, we

Hungary could gain if foreign capital brings along up-todate equipment and managerial, business, and technical
expertise. W hen the firm is m anaged by foreign owners, it
is often possible to introduce a high degree of organization
and discipline. Examples like this are often sufficient to
exert a positive influence.
O f course, there is also a need to consider the possible
effects of foreign capital on employment, which might well
be beneficial. However, here again it is impossible to ju s
tify the transaction on the sole basis of this criterion. We
m ust not sell H ungarian state-owned property to foreign
owners at any price, merely to preserve the H ungarian
jobs at stake. Em ploym ent policy disposes of many instru
ments, and the m ost advantageous com bination of these
instrum ents must be determ ined case by case.
It may be worth placing an upper limit on the propor
tion of H ungarian state-owned property that foreigners
may buy.25 But even if limits are placed on foreigners buy
ing up existing state property, no case can be m ade for any
such restriction on direct foreign investment, i.e., in cases
where foreign capital sets up a new installation in H un
gary, largely with foreign resources.
6.
One often hears the bashful argum ent that the sale of
state assets is not m eant to produce extra income for the
find that the sum paid by the British in cash would buy not more than twelve
such apartments. Even if the physical assets of the factory were absolutely
worthless, the trade name Ganz would still be worth a multiple of the purchase
sum. This kind of squandering of Hungary’s state wealth is simply unacceptable.
“The South Korean government created an institutional and legal frame
work for regulating a similar process by setting up a so-called Korea Fund as the
only channel through which foreigners could buy Korean property. That exam
ple certainly merits careful study.

budget. In fact, some have m anaged to discredit the idea of
a balanced budget to such a degree over the past couple of
years that eagerness to collect revenues has become some
thing to be asham ed of. The budget will be discussed in
detail in chapter 2. Suffice it here to say that we should
accept the fact that the sale of state assets is bound to
become a m ajor source of income for the state budget. It
logically follows that one cannot be uninterested in the
selling price. There are m any who just cannot stress
enough the need to impose heavy taxes on high incomes.
But the same redistributors fail to talk about the price
tenants are charged when buying state-owned flats, and
they keep skipping the issue of who is entitled, and at what
price, to private stocks under the so-called transform ation
scheme.
Each transaction involving the sale of state assets at a
good price, w hether to domestic or foreign buyers, releases
H ungarian citizens from the need to contribute the same
am ount to the treasury, either through taxation or infla
tion. This state revenue, to be sure, is nonrecurrent and
not perm anent, but it occurs at the best m oment, a time
when the country is preparing to overcome the greatest
difficulties of stabilization.
7.
Point 6 gave a brief outline of the fiscal consequences
of state property; let us now turn to the m onetary conse
quences. A considerable am ount of money has been ac
cum ulated by the population, and by the private sector in
general. There is no way of telling how m uch of that is
forced saving, i.e., so-called “m onetary overhang.” In any
case this am ount of unspent money weighing heavily on
the m arket exerts inflationary pressure. There are various

ways to pum p out the unspent money. One such m ethod is
the sale of state property.
The actual cash-credit ratio in sales transactions is im 
portant, from both the fiscal and m onetary vantage points.
To come back to our twenty-m illion-forint example: it is
not inconsequential whether the down-paym ent is two,
five, or eight million. M acroeconomic considerations
argue for the biggest possible share of cash in the deal.
However, an excessively rigid adherence to an exorbitant
down-payment could well throw serious obstacles in the
way of the sales process. Thus some experim entation on
the m arket will be inevitable.
8.
In H ungary the so-called Corporation Law enables a
state-owned firm to convert itself into a joint stock com 
pany and its shares to pass into the hands of various ow n
ers. To my mind the form itself is flexible enough for there
to be a favorable transform ation, but also for pretended
and even quite adverse changes to occur. There is wide
spread public debate on this issue, with strong criticisms
frequently voiced. I would like at this point to make my
own position clear.
In my view conversion into a joint stock com pany ulti
mately achieves its purpose as long as it leads to a real
privatization of the firm. Though it may do no harm for
shares to pass from one hand o f the state into another, I
would expect no improvement either.
Now, as far as the passing of shares into private hands is
concerned, let me state first of all w hat I would consider
an incorrect procedure.
One cannot simply allow the current m anagers to ap
propriate the firm and convert themselves from employees

paid by the state into owners, or m ore precisely into
owner-m anagers combining the roles of ownership and
m anagement. The new owners should have a free hand in
appointing the m anagement. They should be able to keep
the old m anagem ent if they like, or appoint new executives
if they prefer. It should also be up to the new owners to
decide how to fix executive salaries and financial incen
tives; that should include the right to offer m anagers a
proportion of the equity at a discount price. But it is inad
missible for the previous m anagers themselves to choose
who the new owners should be or prom ote themselves to
the top of the list of new owners.
As I have mentioned, the employees of the firm may be
offered shares at a discount, but I think this option should
extend to a small proportion of the shares only. It would
not be desirable for the firm’s work force as a whole to
receive the entire equity (let alone free, as the advocates of
this solution suggest) so that state property becomes the
collective property of the firm’s employees. T hat would
am ount to the de facto introduction of the self-manage
m ent property form at, against which I argue in the next
section. Here I would like to refer first to the ethical side of
the problem. The wealth embodied by the firm at the m o
m ent of ownership transfer has not been created exclu
sively by that firm’s workers; every citizen has contributed
through the state investments and state subsidies the firm
has received. N othing justifies a smaller group of citizens
now acquiring th at wealth as a gift. M oreover, some labor
collectives would do very well, since they would receive a
thriving firm as a gift, while others would become owners
of a heavily indebted, loss-making “negative wealth.”

Most im portant, the prim e consideration is not legal enti
tlement to acquire the property but the ability to run it
well. In my view, only private property can supply enough
incentive to perm anently guarantee an effective use of the
resources.
One cannot “calibrate” in advance, by laws or other
regulations, how the ownership of the shares is to be dis
tributed. All I can point to is w hat the desirable trend
would be. Let us say the capital of a formerly state-owned
firm consists of ten thousand shares. U nder the present
conditions in Hungary, it would not be advantageous for
that capital to be dispersed among ten thousand different
shareholders. In that case the previous, quite impersonal
state ownership would be replaced by an equally im per
sonal private ownership. The desirable thing would be a
dom inant individual shareholder or small group of share
holders capable of acquiring an appreciable stake in the
firm (at least 20 or 30 percent of the shares) and thus a
decisive say in the appointm ent and supervision of the
firm’s executives. This aspiration is consistent with the
argum ent already put forw ard in favor of the need for
visible, “ tangible” owners whose private investments (in
this case sizable shareholdings) give them a strong interest
in the firm’s success. This dom inant group of shareholders
could be H ungarian or foreign; the essential requirem ent
is for an effective, direct ownership interest to form.
My belief is that in general, conversion into a joint stock
company or some other legal form of private property
should be em barked upon only when and where such an
individual or group of shareholders has appeared. Once
“tangible” owners have appeared and proved, by buying a

large num ber of shares, their willingness to take an appre
ciable risk, the rem aining shares can be sold to other,
anonym ous buyers. I would have no faith in the success of
reversing this course of action, of first selling shares to all
and sundry, fragm enting the equity at will, and then hop
ing for someone who can m ake his voice heard in the m an
agement of the firm.
9.
The m arketing of state wealth should be a fully public
process, and its legal fram ework should be laid down by
law. The law m ust be circumspect in regulating and lim
iting the rights and duties of the previous managers. At
the time of writing, the legal and organizational fram e
work for the state institutions’ handling of privatization
are emerging. There is also a need for a parliam entary
com m ittee to supervise the execution of the law and exer
cise independent control over the state organizations re
sponsible for privatization.
The press will play an im portant role. A genuine busi
ness press is needed to provide potential buyers and sellers
with inform ation. It is not enough to publish make-believe
auction announcem ents here or there. Business publica
tions should make today’s m arket jungle far more trans
parent. The public should know the price at which stateowned flats, realties, or factories are sold and bought.
There is generally no room for business secrets in cases
when the state acts as the seller. Even in exceptional cases
when secrecy is justified, the parliam entary committee
should still be allowed an inside view.
Besides the specialized business press, the other
branches of the media as well as the political opposition
will also have an im portant role to play in exposing occa
sional abuses.

To sum up, we can say that the sale of state property
should not be governed by the guiding principle of speed.
The “ Enough of it, away with it” approach is irresponsi
ble. State ownership has a definite role in places where it
can solve certain tasks m ore efficiently than private owner
ship. F or example, no one would propose to hand over
highways to private owners. But even in cases where it is
difficult to decide whether state or private ownership is the
more efficient, there is a need to carry out specific analyses
to explore w hether the transaction at issue is efficient in
light of the requirem ents discussed above. State property
should be sold to private owners if the deal is advanta
geous from a m acroeconom ic point of view, and if there
are guarantees that, from the microeconom ic perspective,
the new owner will do better than the old one. Let us not
forget that the prime purpose of privatization is to nurture
the incentive force private ownership provides.
All these changes will evolve in a prolonged organic
process. This process should be energetically accelerated,
but it should not be rushed hysterically, nor should it be
executed as a sudden operation.

R E LA TIO N S B ETW EEN T H E STA TE
A N D PR IV A T E SECTORS
There can be no “ Berlin W all” between the state and
private sectors.26 Various kinds of relations between them
develop, some of them healthy and w orthy of support. But
“ I have borrowed the simile from A. Nagy.

others are harm ful, and an attem pt m ust be made to com 
bat them.
It is high time the legal provisions restricting or in some
instances prohibiting business dealings between stateowned firms or other state organizations and the private
sector were repealed. I am convinced that close economic
ties with the private sector can help state-owned firms
work more flexibly and fill gaps left by the shortage econ
omy. It would be desirable for private traders in a high
proportion o f cases to handle transfers of goods produced
by a state-owned firm to another state-owned firm that
used them. Private traders should be allowed to im port
state-owned firms’ inputs and export their output.
C orruption may arise in all societies at the point of con
tact between private enterprise and the government sector.
Since a state-owned firm is part of the governm ent sector,
it is safe to predict that various forms of corrupt practices
will arise in the relations between state-owned and private
firms. This has been experienced already, and as the pri
vate sector strengthens, the cases will become more fre
quent. There is no w atertight way to prevent this dam ag
ing and repellent, yet inevitable, accom panim ent of the
transform ation process, but it is w orth m aking strenuous
efforts to minimize the problem. T hat entails suitable legal
measures and codes of ethics that distinguish the correct,
honest forms of these relations from those legally prohib
ited and ethically reprehensible. The struggle to enforce
the legal regulations and ethical norm s m ust be waged
both by the crim inal investigative authorities and the gen
eral public.
Perhaps more im portant still is for privatization to pro-

ceed successfully. Once the state sector has lost its dom i
nance, the discipline imposed by m arket com petition will
tighten, and there will be fewer chances for certain ele
ments of the private sector to gain special advantages
through their relations with the state sector. In addition,
the economic changes discussed in chapter 2 (a unified
system of free prices, a unified convertible currency, the
elimination of inflation and the shortage economy) will all
help to lessen tem ptations and opportunities for corrup
tion.
Special m ention m ust be made of those with one foot in
one sector and one in the other. Take the case of a worker
in a state-owned firm who does repair work in his spare
time. His double existence is not objectionable in itself. In
fact, understanding m ust be shown for those who want to
retain the security the state sector has offered them so far
while augmenting their income in the private sector. In 
dividuals have a sovereign right to decide how long to
m aintain this double life, which usually entails long w ork
ing hours and self-exploitation.
But legal measures and the pressure of public opinion
m ust be applied to ensure that no one abuses this dual
affiliation. T hat goes for a worker who feels tem pted to
expropriate the state-owned firm’s means of production or
to use them without paying a rent. M ore serious and more
reprehensible still is the case of an executive who plays a
double role, acting at once as head of a state-owned firm or
institution and as owner, employed m anager, or consul
tant of a domestic or foreign private firm. Strict regula
tions are needed to define accurately and prohibit conflicts
of interest and ethically incom patible dual affiliations.

Such regulations are found in the legal systems of all de
veloped W estern democracies; careful study of them
would help greatly in preparing sim ilar measures here.

O T H E R FO RM S O F O W N E R SH IP
Three forms will be discussed here:
(a)
Cooperatives. Cooperatives could play a fairly ad
vantageous role where the following three principles
apply: the m em ber is free to enter and exit; upon with
drawal, the m em ber is free to take away not only his own
original capital but also his share of the accum ulated capi
tal; the cooperative is run by a freely elected, genuine selfgovernment. The cooperative of this kind is in fact a spe
cial type of private partnership and is thus not an
independent “great sector” of the economy but part of the
private sector.
Such cooperatives already exist. I would welcome their
spread, although I doubt that they will multiply. Let us
wait and see.
I view the various forms of pseudo-cooperatives differ
ently. These bear all the negative characteristics of
bureaucratic state ownership. Ideally, these pseudo-coop
eratives should transform themselves voluntarily into ei
ther genuine cooperatives or other units that operate ac
cording to the organizational or legal forms of the private
sector. A t a m inimum, dropping all pretense, pseudo-cooperatives should be openly acknowledged as state prop
erty. In any case the H ungarian economy m ust ultimately
rid itself of pseudo-cooperatives.

(b) Local state ownership. The status of an economic
unit owned by the county, city, or village government (i.e.,
council in the present state structure) cannot be evaluated
with universal validity. The question is: To what degree is
the local government able to behave as an authentic
owner? In this context there are two other questions to be
raised. The first is w hether the local legislature is truly
representative, and whether it is democratic. If the answer
is negative, then the bureaucratic traits that characterized
classical nationwide state ownership are bound to reemerge. The other question concerns the size of the area
and of the population adm inistered by a particular local
government. A village council would probably perform its
duty as owner of a firm within its relatively narrow juris
diction better than would the Budapest municipal council
as owner of the large num ber of firms located in the na
tion’s capital. Indeed, the industrial adm inistration of the
capital is more likely to exert the type of control practiced
by the bureaucratic national ministry.
Only time will tell to w hat extent local state ownership
preserves bureaucratic characteristics of the earlier form
of state ownership, and to what extent it engenders genu
ine proprietary interests comparable to those in the private
sector. A lthough I would not exclude the possibility that
genuine proprietary interest might emerge, the odds will
be unfavorable for a long time to come. M oreover, it is out
of the question to expect this form to grow into a huge
sector that embraces a considerable part of social produc
tion.
(c) Labor management. In this form of ownership em 
ployees elect the governing body and the top m anagement

of the firm. They also have a say in the day-to-day govern
ance of the firm. In addition, ownership rights are vested
either in the work collective as a whole or in individual
employees (e.g., through employee shareholding). I do not
propose that labor m anagem ent become the dom inant
form of ownership, or th at today’s state sector be trans
formed into one with labor-managem ent character. The
situation is in any case ambiguous: a form of quasi-labor
m anagem ent already prevails in a significant portion of
state-owned firms. Several authors have argued in favor of
developing this currently ambiguous form into genuine
labor m anagement.
The pros and cons of labor m anagement are numerous.
In today’s H ungary I regard two counterargum ents as
conclusive. One of them has to do with the enforcement of
wage discipline. This is in fact an Achilles’ heel in the
process of dism antling the Stalinist model of the comm and
economy. In a com m and system m andatory adm inistra
tive constraints are prescribed both for the level of wages
and for the total wage costs of the state-owned firm. In
deed, this is one of the few among the countless plan direc
tives that are enforced with utm ost vigor: the observance
of wage regulation is rewarded, and their violation pun
ished. The further reform goes tow ard the liberalization of
wage adm inistration, the m ore quickly wages start to esca
late. Bureaucratic compulsion is no longer enforced, but
the counterinterest created by private ownership has not
replaced it.
The natural interests of the private owners run counter
to excessive wage raises. The owner starts out from the
feeling that each forint he pays out to the employee comes

from his own pocket, and that each additional forint is
worth it only if it suits his own interest as well (in microeconomic terms, if the m arginal productivity of the
worker is not less than the wage). On the other hand, this
kind of autom atic interestedness does not occur in stateowned firms, since the m anager does not husband his own
money (and is not in the direct em ploym ent of private
owners either), but merely transfers the money of an im 
personal state to his workers. In fact, the m anager seeks
popularity with the workers, which he can easily obtain by
paying higher wages. The most effective way o f dissolving
tensions inside the firm is to announce a pay increase. In
the wake of liberalizing reforms, the state-owned firm op
erates in a no-m an’s-land that is neither a com m and econ
omy, where wage discipline is enforced through bureau
cratic means, nor a genuine m arket economy, where
private ownership stim ulates this discipline. As a result,
wage inflation evolves in all the reform countries. This
phenomenon has been observed in China, the Soviet
Union, Poland— and in H ungary as well, as the data
unambiguously prove.
Labor m anagem ent can only weaken the position of
wage discipline further. Let us examine the situation
where the boss is elected by his own staff. W hy should he
take measures against his subordinates? W hy should he
play an unpopular part by putting a curb on wages? In
fact, the recently introduced elements o f labor m anage
m ent in Hungary have contributed to pushing this country
toward wage relaxation. This phenom enon is far more
m arked in Yugoslavia, where labor m anagem ent has for
decades been the basic and officially declared form of own

ership, and where, no wonder, wage inflation breaks
through at a terrifying rate.
The other m ajor argum ent against labor management is
of a political nature. Several opposition forces urged, and
Parliam ent recently codified, a ban on shop-floor party
branches, stressing that production should not become
embroiled in party wranglings. But if, under present con
ditions, genuine labor m anagem ent asserted itself in H un
garian firms, elections of m anagers and company councils
would turn into a stage for party struggles. The various
parties or party coalitions would present their own candi
dates, and launch campaigns for them. Each manager
elected by a m ajority would face the opposition of a mi
nority. In Yugoslavia, which is still a one-party state, this
problem is not manifest, since the elections there are in
any case not genuine. The Com m unist party and its subor
dinate trade union are able to m anipulate elections exten
sively. But if we envisage a genuine m ultiparty system for
H ungary, then we can expect the free election of managers
to open the factory doors to party rivalry.
M oreover, the principle of “ direct” democracy has been
cham pioned prim arily by those who wanted it as a substi
tute for genuine political democracy, or m ore precisely,
for one of its most im portant constituents: the choice be
tween parties. Those who thought of labor management as
a perm anent substitute for parliam entary democracy will
sooner or later have to see that this is but an inappropriate
“ forced substitute.” A nd those who opted for labor m an
agement out of purely tactical considerations and the lack
of a better alternative in the absence of genuine pluralism
should now rest assured that we no longer need such inef
fective substitutes.

SUM M ARY: D U A L ECO N O M Y
In my opinion we will have to reckon for the next two
decades with the dual economy that emerged in Hungary
over the past ten to twenty years, and with its two con
stituent parts: the state and the private sectors.
To begin with, the share o f the state sector can be de
creased only gradually, and we should strive to make it
more efficient, but we should not entertain vain hopes.
There is no miracle cure that will transform it into a
sphere of genuine entrepreneurship. Like it or not, the
state sector will retain m any negative features. Therefore,
we should strive to minimize these negative features
through strict financial discipline and appropriate parlia
m entary supervision, and try to prevent the state sector
from siphoning off excessive resources to the detrim ent of
the private sector.
The operating conditions of the private sector m ust be
liberalized in a consistent m anner, and its bureaucratic
constraints dism antled. A ppropriate fiscal and m onetary
instrum ents are needed to prom ote the private sector’s fast
and energetic development. A t the same time, however,
we m ust have no illusions, and recognize that this will be a
gradual and protracted development. The proportions be
tween the private and state sectors will shift in the for
m er’s favor continually (and one hopes as fast as possible),
but there is still a lengthy period of coexistence between
them ahead. This symbiosis, though replete with conflicts
and frictions, will rem ain inescapable for a good while.

T he Surgery
for Stabilization

in w h a t f o l l o w s , I assume that a new gov
ernm ent will be formed as a result of free elec
tions, and that this governm ent will enjoy the confidence
of Parliam ent, and the support of voters. It is beyond the
task of this book either to analyze the political conditions
necessary for this extremely im portant development or to
consider its prospects. The relationship between economic
policy and politics will be examined in the last chapter.
The problem I wish to consider here is the following:
W hat stabilization program should be implemented by
this new government?
The present study argues th at the execution of some of
the required tasks should not be prolonged, and cannot be
accom plished by a series of small steps. Instead, these
measures m ust be taken in one stroke— of course, not nec
essarily in the literal sense. I would not say that all the
necessary regulations m ust without exception be put into

force on the same day. The schedule outlined below is
m eant to illustrate my point and should thus not be taken
as a concrete proposal.
It should be possible to complete a package of measures
within one year of the new governm ent’s inauguration.
The “ surgery” m ust begin on a stated date, and ought to
be basically completed within another year. C ertain pre
dictable elements of the operation m ust be made known to
the public in advance; others will develop only during the
course of the operation. The public m ust be kept informed
on the predictable “postoperative” measures both in the
period preceding and also during the surgery.
Obviously, the operation and its key political and eco
nomic elements should be agreed upon when form ing the
government. Together, these elements m ight provide one
of the cornerstones of the new governm ent’s economic
program. The governm ent apparatus could be given, let us
say, a year to work out the details.27 N aturally, this book
2,Under any circumstances it will be imperative to involve domestic and
foreign experts in this huge undertaking, including people not affiliated with the
government apparatus. Let me just highlight one problem in this context.
Nowhere in the world could we find a government that would listen to all the
experts of various political and ideological leanings before making a decision.
When Britain had a Labour government, it never asked the opinion of the
Conservative economists. Instead, the latter expressed their position as a criti
cism of the government. When Margaret Thatcher came to power, she in turn
never employed Labour advisers. The economists to the left of Mrs. Thatcher
advised the shadow governments of the opposition parties. Generally speaking,
it can be said that r ig h t f r o m th e o u ts e t a mutual confidence must exist between a
government and the experts it calls upon. They must come to an understanding
on at least the fundamental political and ideological issues. Hence it follows that
the future government of Hungary should select its advisers from among those
Hungarian and foreign economists who wholeheartedly favor the basic princi
ples of its program.
As far as foreign advisers are concerned, I think it is not enough to call upon

cannot undertake to present w hat will require the work of
m any experts over a period of several months. My aim
here is m ore modest: I wish to form ulate a few key princi
ples as clearly as possible.
Such a stabilization program m ust range over hundreds
o f particular issues. The present study should be seen as
the first brief outline of such a program . Even in this
sketchy form it is far from comprehensive, and skips a
num ber of key issues entirely.
The principles laid down below are all open to question,
but I am positive that none can be dodged. It is not at all
unlikely that policy speeches during the election campaign
will attem pt to blur these issues. It is outside my scope to
give advice to one or the other party on how to drum up
the most possible votes. N or do I wish to take sides in the
ethical and political issue concerning how m uch of its own
dilemmas a political party can be expected to reveal to the
electorate in advance, and how m uch it should be free to
leave to later discussion. F or example, I will not provide
one list of issues to be cleared up during the coalition talks,
and another one to be decided in the course of debates
within the new cabinet. Consequently, I focus on answer
ing the following question: W hat should the tasks of the
new governm ent be?
To be sure, some critics will not agree with this outline.
However, I would like to propose that, for the time being,
only those who deal with Hungary “ex officio,” like, for example, the officials of
the international monetary organizations. I firmly believe that many of the
world’s best economists will be pleased to serve Hungary with their advice.
Some of them will back the future government of Hungary, while there will
surely be others to line up behind the various opposition groups.

we set secondary issues aside. A t any rate, solutions to
these secondary issues will elaborated by larger groups of
experts later on. The genuinely basic issues should be
highlighted in political and economic debates.
The operation has several components. First I will dis
cuss these components one by one, then argue in favor of
their simultaneous implementation.

ST O PPIN G IN F L A T IO N
The operation is conditioned first and foremost on the
understanding that inflation is a grave problem. This is not
self-evident to everyone. A fair num ber of government
officials and economists play down this problem, all the
more so since inflation is supposedly “ in safe hands.” In
their view fate has ordered inflation for H ungary, thus it is
unavoidable and m ust just be put up with.
Quite conspicuously, neither the opposition parties nor
the governing party has m ade a clear promise to eliminate
inflation, if either should come to power after the elec
tions.
Here is a quotation from M inister of Finance Laszlo
Bekesi: “ Regrettably, it is not possible to do away with
inflation in the coming years. On the one hand, it is the
legacy of the earlier voluntaristic economic policy and
thus the m anifestation of the existing imbalances and
inefficiencies. On the other hand, inflation is but the natu
ral fever that accompanies restructuring.”281 cannot agree
J,L. Bekesi was interviewed by I. Wiesel (1989, p. 19).

with this statem ent. Inflation exists because the acting fi
nance m inister and his predecessors acted in a spirit of
“ Let there be inflation!” Inflation can be stopped only if
the current finance m inister or his successors switch to a
policy of “ Let there be no inflation!” Inflation is not a
natural disaster; it is created by governments or the politi
cal powers behind them , and only the governments and
political powers can put an end to it.29
This statem ent, albeit forceful, does not have to lead to
the extremist and obviously mistaken conclusion that the
adm inistration is the sole originator and ultim ate term ina
tor of the inflationary process. This is a game for many
players; inflation is in the hands of all those who play a
part in the shaping of the financial processes or in deter
mining prices and wages. In the last analysis, citizens
willy-nilly also become prom pters of inflation, as they
m ust reckon with future price rises when drawing up their
economic plans. This inflationary expectation is bound to
emerge during an inflationary process, and, regrettably, it
has already emerged in Hungary. Beyond a certain point
this expectation becomes self-fulfilling . 30 If wage earners
!,The following quote comes from a comment I wrote for a debate on produc
ers’ prices in 1986: “The documents presented treat inflation as a kind of imper
sonal spontaneous process which must be slowed down through anti-inflation
ary policy. It is my conviction that this is the wrong approach. In both capitalist
and socialist countries, the creation of money is ultimately in the hands of
the fiscal and monetary authorities. Inflation prevails where the government
creates inflation and, in Hungary, an inflationary process has emerged because
the government pursues an inflationary policy. As long as the Hungarian
government does not change its policy, inflation will not disappear” (J. Komai
[1990]).
,0A profound analysis of inflationary expectation and other constituents of
inflation can be found in F. Vissi (1989). From among the works on inflation in
Hungary, I would mention the articles of K. Csoor and P. Mohacsi (1985), M.
Z. Petschnig (1986), and T. Erdos (1989).

expect a 20 percent inflation rate, they will strive to gain a
wage hike not smaller than 20 percent. Sellers of products
or services will aim at a m inimum 20 percent price rise.
But a distinction must still be m ade between the “extras”
and the “ stars” in a m ulticharacter dram a. W hatever the
system, the lead in the dram a of inflation is played by the
government, and m ore specifically by the financial adm in
istration. This obtains even m ore in the highly centralized
socialist economy, where the influence exercised by the
government on prices and wages, the credit system, invest
ments, and the other economic processes is incom parably
stronger than it is in a capitalist system.
Ultimately, the government controls the banknote
press, and it issues additional notes prim arily because it
wants to cover the gap between governm ental expendi
tures and revenues. M oreover, in a country with a vast
state sector, the governm ent resorts to the printing press
in order to keep the loss-making firms afloat and to pay the
runaway wages. This is why the basic responsibility for
inflation rests with the government.
It changes nothing that eminent economists— m any of
them noted reformists as well— have recom mended that
the government safely proceed with its inflationary policy.
This piece of advice has proved to be mistaken, and each
government is responsible for the selection of its own ad
visers and the inspirators of its policy.
N or does the recurrent excuse that inflation has over
taken a num ber of other countries as well provide justifi
cation for H ungary’s inflation. A fter all, the defendant
before the court cannot to refer to the fact that the offense
he is charged with has been com m itted by scores o f other
people.

I firmly believe th at the rate of inflation in today’s H un
gary is considerably higher than that shown by official
statistics. The official calculation does not assign sufficient
weight to the prices in the private sector, especially the
price level in the officially unregistered shadow economy,
where the increase is m uch faster than in the state sector.
We should not forget that the products and services pro
vided by the private sector account for a large and ever
increasing part of total consumption. The report on infla
tion contains other distortions as well. It is a pity that so
far no one has set up and financed a research team whose
task would be to calculate inflation independently of the
C entral Statistical Office, which is a governmental body. I
would expect this team to impartially rely on wellgrounded economic and statistical criteria, and at the
same time to heed the opinion voiced by millions of “ lay
m en” : inflation is rising faster than official reports will
admit.
But let us set aside problems of calculation, and assume
instead that the current annual rate of inflation is indeed
approxim ately 15-20 percent. I still consider this a grave
problem, for at least two reasons.
1.
Inflation descends mercilessly on the population. It
leads to perpetual unrest. People see the savings they have
scraped together melt away in their hands.
These days we often hear calls for certain redistributive
measures. But inflation implem ents a special kind of per
m anent redistribution, affecting prim arily the very poor,
salary earners, and pensioners. The widowed and the el
derly watch their pensions dissolve in just a few years’
time. The purchasing power of the child and family allow

ances constantly decreases. In the tug-of-war between
prices and nom inal wages, the losers are those who lack
adequate organizational support and political influence,
and who are therefore unable to extract wage hikes in
order to catch up with price rises, either through slow
downs or open or covert strike threats.
I have read m any papers and listened to m any political
statements on how welfare policy could help the poor.
W ithout taking a position on this question here, I would
like to add one comment: It is shocking that most of these
statements skip the issue of inflation entirely. I believe that
all those who come forward in today’s H ungary with a
welfare policy program or statem ent should be obliged to
start by spelling out their view of inflation. Do they resign
themselves to its continuation without further ado? And
more im portant: do they propose measures that would in
duce further inflation?
2.
Inflation runs counter to the fundam ental aims of the
transform ation of the economic system, mostly by making
rational economic calculation impossible. Prices cease to
fulfill their signaling function, as the effect of relative shifts
in prices are blurred by the general rise in the price level. If
goods A and B are substitutes, and good A is gratuitously
cheap as com pared with good B, then simple economic
logic would suggest the raising of the price of good A.
Behind this there is the tacit assum ption that the price of
good B remains unchanged. However, if the price increase
of good A is followed by an inflationary price rise of good
B, then the relative change in prices cuts no ice at all.
In a m arket economy efficiency of production shows in
the producer’s profit. M eanwhile, inefficient production

leads to losses, and the loss-making producer is bound to
be ousted from the m arket sooner or later. In this and only
this way can the m arket economy contribute to the effi
ciency of production. A lthough this selection process is
not realized with 100 percent certainty in a genuine m ar
ket economy either, the statistical probability of its real
ization is fairly high. But within an inflationary context,
this selection process is underm ined, as both efficient and
inefficient production are “ vindicated.” Even if the quality
of its work is extremely poor, a production unit can sooner
or later cover its costs through a price increase. Those
units who want to raise prices are never compelled to
adm it that perhaps they did not work well, but can always
cite rising costs. Even if the ownership conditions allow it,
firms’ budget constraints cannot be hardened; inflation
softens these constraints even in the private sector.
Let us recall the private tradesm an in Hungary who
does not do his job better than the state-owned firm and
who generates dissatisfaction among his clients. One way
or another he is still able to set high prices. In this case we
should not accuse the tradesm an of being greedy and a
shark. A n economic system cannot be based on self-re
straining saints. The problem lies in the fact that the infla
tionary process creates money in quantities such that the
H ungarian custom er is able to pay as dearly for the poor
services of these private tradesm en as the latter might
wish.
This observation is even m ore applicable to the state
sector in today’s Hungary. We can in fact witness a dance
to a peculiar choreography. The participants are the Price
Control Office, which fixes the official price; the producing

state-owned firm, which determines the price of those
products that can be sold at free prices; the commercial
bank, which hands out the money of the state; the N a
tional Bank, which puts money in circulation and is said to
regulate the allotm ent of money; the M inistry of Finance,
which is in charge of the budget and whose expenses con
stantly exceed revenues. The sixth, last, and in fact most
im portant participant is the government, and the political
powers behind it. Each perform er points a finger at the
other, and each takes the opportunity during its “infla
tionary” act to blame the others for their sim ilar role. But
hold on— they are all the organs of the same state! Far
from being independent of one another, quite the con
trary, they together constitute what on p. 60 was called the
“governmental sector.”
As long as bureaucratic state ownership remains the
dom inant sector in the economy, it will be impossible to
enforce hard budget constraints on the state-owned firms.
This fact can be reduced prim arily to sociological causes.
It bears closely upon those guarantees that this state, will
ingly or unwillingly, m ust shoulder in connection with the
safe employment of the m anagers and staff of its own
firms. It is practically incapable of deciding to liquidate
jobs en masse. Added to this and to the other comparable
sociological factors are the effects of inflation: the budget
constraint, already soft, is softened further and further by
inflation. It is impossible to determ ine whether the stateowned firm works well or not, and it is likewise impossible
to find out the reasons behind rising costs. A n analysis of
costs would shed light on efficiency only if the price of
some of the producing factors was on the rise but not that

of others. Similarly, only some but not all of the selling
prices should rise. But once there is an overall rise in all
costs and in all selling prices, an appraisal of state-owned
firms’ activity becomes virtually impossible.
Let us look around in the world. The more prom arket a
politician or economist, the m ore he is opposed to infla
tion. Conversely, the more pro-state he is, the less he cares
about inflation.
Thus it is one of the basic tasks of the surgery to term i
nate the inflationary process. M acrosupply and m acro
dem and m ust be balanced. As a m atter of fact, the gist of
the operation is fairly simple. There is a given m acrosup
ply, and facing it is a given m acrodem and. On the whole
we allow free play to prices. In this situation an equilib
rium would come about at some price level. Let us exam
ine the three variables of this relationship more closely.
1. It is not possible to estimate the expected macrosup
ply in advance with any real precision. The process of
rearrangem ent m ight cut production in certain sectors,
while increasing it elsewhere. There is labor shortage in
several branches, firms, and regions, which could absorb
the labor surplus present in other branches, firms, or re
gions. The process of rearrangem ent affords the opportu
nity to reallocate labor and other m aterial resources. The
m ain thing is this: the better the requirem ents listed on pp.
38-50 are enforced, the greater the chances for the private
sector to prosper. It is highly desirable that the expansion
of the private sector counterbalance the contraction of
m any state-owned firms. In the light of w hat has been said
above, we can assume that m acrosupply will settle, per
haps after some wild fluctuations, at its level prior to the

operation. In other words, for the sake of making this brief
exposition simpler, we assume that following the first tra n 
sitional upheaval of the surgery, m acrosupply will remain
more or less unchanged for a while. (Of course, it is to be
hoped that it will start to grow again later on.)
2. Macrodemand may remain the same as in the begin
ning of the operation. It may, unavoidably, increase
slightly during a short transitional period. But soon after
the beginning of the operation, it m ust be brought firmly
under control. A fundam ental part of the operation is the
strict restriction of m acrodem and and all its principal con
stituents. A later section will address this issue in greater
detail.
3. If m acrosupply is given and it faces a given m acro
demand, then the question arises: W hat will be the average
macro price level at which supply and dem and will reach
equilibrium? I am afraid no one can tell for certain w hat it
would be. There is no way to calculate precisely the over
all effect of the complicated circular price and cost spill
overs.31 The package of measures I propose bears no re
semblance to the one that has repeatedly been put into
practice in the Soviet Union and once or twice in the
smaller socialist countries of Eastern Europe. Those pack
ages boiled down to an effort to work out in advance all
the simultaneous price and cost effects. In our case there is
no need for the prior determ ination of millions of prices in
the offices of the price authorities, as they will duly emerge
by themselves out on the m arket.
“ Meanwhile, we must still do our best to predict the processes that can be
expected during and after the operation by applying up-to-date scientific means.
Here the models of modern macroeconomics can be utilized.

In all likelihood the operation would finally bring about
a considerable rise in the average price level as compared
with the current level. This, however, could remain a non
recurrent development, provided that from the very begin
ning the governm ent sticks to a steadfast anti-inflationary
policy. The price rises accompanying the operation will
not necessarily lead to inflation. Should the rise in the
price level exceed the average rate of inflation in the preop
eration years, this would still not have to result in ac
celerating inflation later. We m ust understand clearly that
inflation is a dynamic process; it is but the spiral of in
creases in prices, wages, and other cost factors. If this
spiral were cut and the reproduction of m acro excess de
m and done away with, there would be a good chance to
eliminate inflation. This is what we must accomplish.

R E ST O R A T IO N O F B U D G ETA R Y
E Q U IL IB R IU M
A fatalistic approach to balancing the budget prevails: a
sense of inability to act and a feeling that this fiscal
disequilibrium is unavoidable.
Foreign examples abound. One of these is the grave and
persistent budget deficit of the United States. If the Am eri
cans are not able to overcome this problem, how can we
H ungarians surm ount it? I consider this reasoning illogi
cal. The situation in the United States differs radically
from that of Hungary; the condition of the U.S. budget has
no relevance whatsoever to that of the H ungarian budget.
But speaking of the Americans, let me say briefly that

almost all economic and political groups in the United
States see the budget deficit as a grave ill. However, when
it comes to finding a cure, varying opinions surface both
among the public and in the Congress, which represents
the Am erican population. Some groups feel inclined to
raise taxes, while others em phatically reject this option
and show a willingness instead to shoulder the negative
consequences of the deficit.
In addition to the United States, there are several other
capitalist countries where budget deficits were or are a
grave concern. But it is also notew orthy that a num ber of
capitalist countries (for example, Switzerland, Finland,
and Singapore) have been able to operate their economy
for many years without running a budget deficit.
The expedience of a balanced budget and the possibili
ties of reestablishing equilibrium in case of a deficit are
prime bones of contention among economists in the West.
It is clearly not the task of the present book to pass judg
m ent on the different budget policies of the m odern capi
talist countries.32 A negative statem ent will suffice here:
The history of capitalism does not support the claim that
it is impossible to preserve budgetary equilibrium, nor
does it bear out the idea that a balanced budget is an unac
ceptable and unachievable goal. It is time to stop pointing
fingers at m odern capitalism and turn instead to our own
situation.
I believe that in the course of the stabilization opera
tion, budgetary balance m ust be fully restored by means of
“There were periods when, prompted by Keynesian economic policy, deficits
were created on purpose. The aim was to promote economic upswing through an
artificially created excess demand. This had dubious results.

certain drastic measures. To be able to cover expenditures
out of revenues after so m any years of budgetary imbal
ance is an opportunity not to be missed.
The need to cut public expenditures is a recurrent point
in debates and political statem ents on the balance of the
budget. I fully agree with calls for reduced spending, but I
do not want to dwell at this point on the related tasks. If
we take into account the elimination of subsidies, we still
face certain budgetary expenditures needed for covering
the costs of the state adm inistration and the arm ed forces,
servicing the foreign debt of the governm ent and the state
sector, and economic and welfare expenses. The core of
my proposal is as simple as this: the am ount of taxes col
lected annually should be set to cover those given annual
expenditures. W hen preparing for the operation, we must
not entertain the doubtful prospect of higher than ex
pected expenditure cuts. True enough, this approach
m ight better serve the popularity of a politician, since peo
ple in general lean tow ard those who speak up for the
reduction of state expenditures instead of announcing a
revenue increase. However, the problem cannot be solved
by holding a popularity contest. The plan of the operation
should determ ine the am ount of revenues necessary to
cover expenditures unambiguously and safely. It would be
preferable for revenues to slightly exceed the required
am ount rather than to have just one forint less than what
is needed.
All this necessitates the radical reshaping of the tax sys
tem. A t the m oment, the H ungarian tax system is but a
troubled brew of the paternalistic redistribution of a so
cialist economy, the fiscal impotence of a destitute Third

economy, and it will voluntarily emerge from the shadow
and into the light only after some time. C hapter 1 gave a
detailed list of the requirem ents necessary for this to take
place.
U nder these conditions, w hat is the meaning of the tax
system’s heavy reliance on voluntary tax returns?
The first possible answer: The governm ent is building
castles in the air. It is deceiving itself by counting on reve
nue, most of which it will never be able to collect.
The second possibility: The governm ent is taking a rea
sonable line and is building into the system the possibility
that citizens will try to cheat in any event. This approach
is not unfounded, but it is quite dishonest. This means that
the deputy in Parliam ent who passes the tax laws, the
official who executes these laws, and the defrauder himself
exchange significant glances: “ We pretty well know that
all those decent dupes will pay their taxes, and we do not
even expect to collect taxes from those who are deter
mined to shirk it.”
Finally, the third possibility: Instead of the exchanging
of significant glances, a resolute decision is taken to exact
personal income taxes. But w hat can the state do in a
country where tax m orality is very low? Exactly w hat the
tax authority tries to do now, although inconsistently. It
tries to spy upon the taxpayers: it investigates income
sources and spending patterns; it encourages people to de
nounce to the police any conspicuously prosperous neigh
bors who may be suspected of not paying their taxes prop
erly. The ultim ate solution would be an Orwellian system.
In each household there would be a tax inspector who
would keep a constant check on the family’s daily earnings
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W orld country, and the refined progressive tax system of a
Scandinavian welfare state. Those who elaborated H un
gary’s new tax regulations and m anaged to sell them to the
economic leadership, to most of the deputies in Parlia
ment, and to part of the public have gotten their way by
suggesting that Hungary play at being a little Sweden. As
a bitter joke has it in Budapest, we now have H ungarian
wages minus Swedish taxes. Regrettably, a num ber of in
competent and superficial W estern observers have also
been taken in; they were inclined to see the new H ungarian
tax system as a token of this country’s “W esternization.”
W hen we sit down to draft a new tax system, as part of
the stabilization operation, we should start by brushing
away the existing system— if not in reality, then at least in
our imaginations. Let us go back to square one and recon
sider systematically the underlying principles of the new
tax system.331 do not strive for completeness; I emphasize
only those principles that are particularly im portant to
take into account in the course of the current revision of
the tax system and in the preparation of the stabilization
operation.34
1.
Taxes should be collected where they are “seizable,”
giving preference to the technically simplest forms of taxa
tion. This point, seemingly technocratic and devoid of eth“This book does not take up the question of how these proposals, if accepted,
should be translated into the language of tax laws. Whether we should modify
the existing tax laws or instead create a “tabula rasa” and supersede the old laws
with new ones is mostly a legal matter. For purposes of c o n c e p tu a liz a tio n , it is
expedient to start out from a tabula rasa.
“Those wishing for a more general survey of the basic principles of taxation
might consult, for example, the books of R. A. and P. B. Musgrave (1980) and J.
Stiglitz (2nd ed., 1986).
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ical significance, actually suggests serious ethical and po
litical requirements.
We are dealing with Hungary, not Scandinavia. In the
past the more loudly official propaganda declared that the
state belonged to the people, the less people believed it.
Nowadays, people in general consider it a laudable act,
rather than something to be asham ed of, if someone de
frauds the state, appropriates its wealth, or shuns his own
obligations. Those who refrain from this kind of behavior
are seen as dupes. Teenagers everywhere boast about
cheating by not paying the fare on the publicly owned
tram . In the past decades this kind of cheating has become
typical behavior in H ungary even among adults. It would
be irrational to expect this conduct to change overnight,
no m atter how great a political change takes place. In
particular, behavior cannot be expected to change imme
diately once elected representatives of the people assume
control over the treasury. N o one can predict how much
tim e this turn in the public spirit will take. We can safely
assume only that m ore than two or three years will be
required.
Consequently, when we contem plate budget revenues,
we should be prepared to face the fact that many citizens
will try hard to dodge taxes. W ithin the limits of the possi
ble, they will understate their incomes. People do the same
in the West, although the intensity may vary according to
countries. Presumably, this problem is m ore common in
the southern part of Europe than in the north, although
tax m orality is on the wane in Scandinavia as well. In the
H ungarian case there is an additional factor: a considera
ble part of the private sector still belongs to the shadow

and expenditures. In this case it would surely pay to prom 
ise “head m oney” to the inspectors, and of course to duly
rew ard them for each collared citizen.
The mere possibility of this system is enough to horrify
anyone who favors individual autonom y, wants citizens to
be free to dispose o f their own money, and requires full
respect of privacy.35
Thus, point 1 turns out to be m uch m ore than a merely
technical one. W ithout attem pting to give a prescription
to all tax authorities of the world, let me state that today
H ungary needs a tax system able to evade the dilemmas
described above. This system should neither test citizens’
!5I hear again references to the practice in the West. But there it took decades
or even centuries to develop a parliamentary democracy that established confi
dence in the relationship between the citizen and the state. In the West the
interference by tax authorities in the private life of the citizen is limited by laws,
and it is also possible for the citizen to go to court to challenge any kind of state
action. And still, under those conditions, the tax authority all too frequently
abuses its power.
The brutality with which the world-famous film director Ingmar Bergman
was carried away from a filming session to face a charge of tax fraud before a
court of law is well known. This happened in Sweden, a country often cited as a
model. Bergman was crushed by the events; he emigrated and worked for years
in voluntary exile, although he remained strongly attached to his homeland.
Many years later he was rehabilitated, but the loss caused to Bergman and as a
result to universal human culture by an unscrupulous tax bureaucracy is irrevo
cable.
It is beyond the task of this book to draw conclusions about the tax system of
Sweden or of any other Western parliamentary democracies. However, it re
mains certain that the likelihood of similar cases happening in Hungary is re
markably higher, provided that a personal income tax system is consistently
enforced. And here lies the fundamental moral dilemma: Which sin is greater?
Shall we punish one hundred people, admitting that there might be one innocent
person along with the ninety-nine guilty, just to prevent the ninety-nine from
escaping? Or shall we let the ninety-nine make off just to prevent even a single
innocent individual from suffering? Personally, I adhere firmly to the latter
solution.

loyalty, nor force legislators and the bureaucracy to decide
whether or not to poke their noses into the private sphere
of the household. A t the same time, this system should be
efficient enough to collect the taxes necessary for the m ain
tenance of the state. The tax categories should be as imper
sonal as possible. If everything goes well, democracy will
become consolidated in Hungary, most H ungarian citi
zens will again become attached to their state, and all the
necessary conditions will be ensured for the sm ooth opera
tion and legality of the private sector. Then and only then
can we begin to consider a general personal income tax.
2.
The tax system should be as neutral as possible.
A part from justifiable exceptions, the state should not re
ward or punish through the tax system. If the national or
local legislature decides to subsidize someone for welfare,
cultural, or other social considerations, it should do so
openly.36 Separate items should be reserved on the expend
iture side for this purpose, instead of using tax reductions
on the revenue side. I do not wish to join the ongoing
debate about w hether to provide textbooks free of charge
to every schoolchild. Parliam ent has the right to decide on
such policies, of course, conscious of the fact that allocat
ing the necessary funds will mean expenditure cuts else
where, or additional taxes. Once the deputies vote for the
free distribution of textbooks, the expenses incurred
should be listed on the expenditure side of the budget,
under the heading “educational expenses” and among the
36A certain form of financial assistance given to the needy is called “negative
income tax” in Western literature. The above train of thought is obviously not
averse to granting this negative income tax, as it is neither an award nor a
punishment. In other words, it does not serve as an “incentive.”

paragraphs on “ cultural subsidies.” The sums at issue
should in no way be lost in the mists of reduced tax rates
for textbook publishers or book distributors.
Accordingly, the concrete meaning of point 2 is that
whatever the tax category applied may be (consum ption
tax, payroll tax, and so on), the tax rate should be rigor
ously uniform. We m ust put an end to arbitrary tax ex
emptions for certain products, services, activities, or social
groups. We need welfare, health, and cultural policies, all
of which require state subsidies, but the money for this
should not be raised through the m anipulation of tax
rates. The would-be political powers should declare that
they will not yield to lobbying, pressure, or threats, and
that they will not depart from the principle of uniform tax
rates.
Incidentally, this principle is of prime im portance from
the point of view of the m arket economy as well. There
will be no genuine m arket w ithout genuine prices. Biased
tax exemptions are bound to be incorporated into the price
system, and will prevent us from having a clear conception
of the real cost of each product. A nd since all elements of
the price system are interdependent, each and every price
will appear in the form of costs in the overall set of prices
and wages. Ultim ately, differentiated and chaotic taxes
distort the price system. True adherents of the m arket
economy should thus insist on uniform tax rates, i.e., a tax
system that is as neutral as possible.
3.
There is no need to m ake the tax system progressive. I
am well aware that this idea shocks m any in Hungary,
where the vast m ajority sides with progressive taxation.

However, I still feel compelled to take this view.
Income distribution is prim arily an ethical issue. This is
why no one is entitled to claim that it is possible to decide
what is a “correct” income distribution on purely rational
grounds. Some people attach an intrinsic value to equality
of income and welfare. These people would rather resign
themselves to a lower level of efficiency or a sm aller na
tional income in exchange for an even distribution of prod
ucts (or at least for as even a distribution as possible). Like
all other ethical standpoints, this one is also m etarational,
i.e., it brooks no rational counterargum ent. All I can do at
this point is to state that I do not go along with this egali
tarian requirement. It gives me no m oral satisfaction to see
above-the-crowd people being pulled down to the lowest
comm on denominator. My approach treats the question of
what should be done for the good of the poor, the handi
capped, the destitute, and the disabled separately from the
problem of w hether more prosperous people should be
deprived of part of their earnings and properties.
“ Equality” is a complex m oral value of several dim en
sions. I can fully identify with several of its ingredients.
Equality before the law; rejection of privileges based on
social extraction, color of skin, religious affiliation, or gen
der; equal entitlem ent to basic hum an rights— these are
some of the egalitarian principles that feature prom inently
in my set of values. The acceptance of these values is fully
compatible with the rejection of the equalization of m ate
rial incomes.
At the same time, I go along with those who wish to
enforce the principle of social justice in distribution. Of

course, this leaves open the question of how the notion of
“social justice” is defined. One conception to which I also
subscribe holds that a distribution system is fair only if it
ensures continuous improvement in the m aterial situation
of the least well-off strata of society in the long run.37
Let me stress that this principle is a dynamic require
ment. It does not inquire about the precise share the least
well-off receive from the given national income at a given
m oment. Consequently, this is not a static redistributive
requirem ent: it does not measure, in the sense of a cross
section, the situation of the poor in comparison with the
wealth of the rich. This requirem ent has a tem poral di
mension, as it com pares the situation of the poor today
with that of tom orrow. It calls for a system in which this
tem poral comparison produces a favorable result. The
poor should not be predestined to lead a life of desperation
and hopelessness; instead, they should feel positive about
the promise of a steady im provem ent.38
O f course, this requirem ent is not m eant to indicate a
m onotonous improvement taken in a m athem atical sense.
It does not hold out the promise that the situation of all
poor people will steadily improve week by week. But it
does hold out the promise that the financial circumstances
of all the needy will perceptibly improve in the foreseeable
future, i.e., within each one- or two-year period. The soci
ety that does not guarantee this is unjust.
"This is a necessary, but in itself not sufficient, condition of social justice.
“This is a d y n a m ic r e f o r m u la tio n of the criterion of justice suggested by
Rawls, presented in the present book in a simplified way. For more detailed
treatment, see J. Rawls (1971), R. Nozick (1974), A. Sen (1988), and J. Kis
(1986).

The requirem ent leaves open the question of what the
income distribution should look like among the remaining
members of society, who are not at the lower end of the
scale. This issue again has m any ethical aspects, but these
fall beyond the scope of the present book. I stress here only
those aspects that bear closely upon the subject at hand.
Income distribution should give the strongest possible in
centive to the increase of the total income of society, as
this is the sine qua non for a steady increase in the income
of the poorest. The improvement of the lot of the poorest
through redistributive means offers only finite prospects.
Take a piece of bread and divide it equally among a group
of people consisting of N people: each person receives a
share of 1/N . The justice requirem ent stated above can be
fulfilled only if the piece of bread to be divided grows
larger and larger. Consequently, the requirem ent of social
justice is inseparable from the requirem ent of incentive.
The politician or economist who leaves this requirem ent
out of consideration is a hothead at best or a demagogue at
worst. A nd this leads us on to the last general requirem ent
related to the tax system.
4.
The tax system should contain no counterincentive to
the improvement of economic perform ance and the in
crease of investments. It should not impose a progressive
tax on those who are ready to sacrifice part of their free
time to work overtime or extra, and it should not compel
them to lie to the state by disguising this fact. The tax
system should not punish those who, instead of hiding
their money under the m attress, deposit it in a bank in
order to earn interest.
Irrespective of the actual date on which the draft of the

Tax Law goes before Parliam ent, I recommend that the
deputies always keep in m ind the following question:
W hat effect will the tax have on performance, production,
and investments? Should this effect turn out to be negative
in any of these cases, then they had better not pass the law.
Such a Tax Law would be detrim ental to the future devel
opm ent of H ungary’s economy. It would also be harmful
from the point of view of welfare (see my argum ents under
point 3 concerning assistance to the poor).
Finally, it would also be disadvantageous from a strictly
fiscal point of view. There are well-known studies on fiscal
policy that use theoretical models and empirical calcula
tions to point out im portant relationships between tax
rates and revenues. It is the wrong fiscal policy to levy a
high tax rate on a stagnating or ominously sluggish na
tional income in the false hope of collecting a high tax
revenue. If, on the contrary, the finance ministry avoids
the counterincentive created by excessively high tax rates,
it will be m uch more successful in increasing its revenues,
and once it clears the way for the rapid growth of national
income, it will be able to collect more in tax even at a lower
tax rate.
A fter this brief survey of the main principles of taxa
tion, let us now examine in more concrete term s the tax
categories needed for putting this system into practice. It
is not the task of the present book to work out in full detail
concrete taxation formulas. I only wish to make it plain
which tax categories I think should account for the bulk of
the budget’s revenues given the conditions in present-day
Hungary.
(a)
M ost im portant is the linear consumption tax, or
more precisely its most up-to-date form, some kind of

value-added tax.39 The application of this tax could rely
the most on the current tax system. But it should differ
from the present system in that uniformity should be en
forced with unswerving consistency.40
My proposal to abolish the progressive income tax is
often countered with the suggestion to reintroduce at least
some progressivity via differentiated value-added tax
rates; for example, higher rates on luxury goods and lower
rates on goods consumed mainly by low-income house
holds. I do not reject this idea unconditionally, since I
respect the requirem ents of fairness in distribution. Yet we
m ust be aware of the potentially great disadvantages. The
differentiated tax might open the door to pressures for
lower tax rates in various specific instances and to a quick
reemergence of price distortions. Therefore, in the first few
years uniform rates m ight be preferable. A t a later stage,
when a rational, market-clearing price structure has
evolved, tax rate differentiation for the sake of distributive
justice might be considered anew.
(b) There should be a single linear (nonprogressive)
J5The proposed tax system lays a tax primarily on the c o n s u m p tio n of in
come; consequently, the nonconsumed income remains tax-exempt, thereby in
directly encouraging saving and investment.
The idea that the income tax puts those who save at a disadvantage has its
roots in the works of John Stuart Mill. The same idea was raised with great
emphasis later by Irwing Fisher (1942). For the advantages and disadvantages of
the consumption tax, and especially the value-added tax, see R. A. and P. B.
Musgrave (1980).
,0I would not object to well-considered, rare exceptions for other reasons, for
example, a special tax levied on alcoholic beverages, provided that Parliament
accepts it while fully aware that this is but a paternalistic intervention.
By the way, the effectiveness of a high tax in fighting alcoholism is arguable.
It remains certain that overtaxation, like administrative curbs, cannot eliminate
alcoholism. Instead, it leads to evasion on the part of the legal, taxpaying distill
ing industry and to the emergence of illegal distillation.

payroll tax. All employers who pursue their activity le
gally should be subject to payroll tax for any kind of rem u
neration they pay out to their employees.
I consider it utterly prejudicial to introduce any kind of
progression in the taxation of earned incomes. On what
ground does the state punish, for example, those nurses,
teachers, workers, or clerks who are willing to sacrifice
their free tim e and work overtime?
My criticism here is directed not merely at the extension
of working hours, but also at the practice of differentiation
according to the quality of work done. Let us assume that
the work done in job A is w orth three times more than that
perform ed in job B, because the form er requires better
skills, involves greater responsibility, or is physically more
exhausting. Now w hat is the use of paying worker A four
times the wage of worker B in gross just to reach the 3 to 1
ratio in their net wages after the deduction of the progres
sive income tax? This is but a completely superfluous taxa
tion procedure, which only puts additional burdens on
payroll and tax clerks.41
(c)
There should be a single linear (nonprogressive)
profit tax. The rate of this tax should be strictly uniform.
Consequently, the same tax rate should be applied to the
profits of all legally registered firms, irrespective of
whether they are owned by the state or by private in
dividuals, or w hether the owner is a H ungarian or a for
eigner.
In connection with categories (b) and (c), one might
“ This in fact became obvious when this senseless procedure had to be per
formed in re v e rs e prior to the introduction of the personal income tax, when
former incomes were “grossed up.”

disapprove of the fact that these fail to levy taxes on those
incomes that are generated outside the “ norm ally” regis
tered, tangible firms. This may well be considered unfair,
since it is quite possible that excessively high incomes
come from this very sphere, which in turn evades taxation.
This dilemma, of course, is quite real. But let me suggest
a pragm atic approach. W hile weighing the problem care
fully, we should not just throw all the “ invisible” incomes
into a single basket, but should instead execute the follow
ing classification for the sake of analysis.
i) Citizens make money or get paym ent in kind by en
gaging in diverse forms of moonlighting: some m arket
fruit grown in their gardens, the secretary does some extra
typing, the translator translates, the schoolgirl baby-sits,
and so on. The whole society benefits from this, as these
activities all add to the national income. Now let us resign
ourselves to the prospect that this kind of income remains
untaxed. W hat I have said above applies to these incomes
to a perhaps even greater degree: it is not possible to assign
an inspector to each citizen just to keep an around-theclock watch over his earnings. The practical concession
that we resign ourselves to the tax-exemption of these in
comes is at the same time an incentive to increase the
supply of these kinds of products and services. Today,
when “form al” production is all but stagnating, it benefits
all of us if active and self-sacrificing people turn out more
products and services for society.
We need to take special care not to m aintain the bizarre
regulations that levy taxes on tips and gratuities. In H un
gary, for example, not only waiters and taxi drivers, but
also physicians and nurses in public health service and

salespersons in shops selling goods in short supply receive
some sort of gratuities. On the one hand, taxies levied on
gratuities compel those who receive tips or gratuities liter
ally to exact paym ent that in fact is not their due. On the
other hand, those who earn high sums are able to disguise
as m uch as they want. Consequently, such a tax law sim
ply serves to further underm ine the authority of the legal
system.
ii) My proposals are not m eant to exempt plant-size
private enterprises from paying profit tax. The “gray
zone” of the private sector, i.e., the one whose activity is
not severely persecuted by law but is not fully legal either,
has been rather wide to date. The general spirit of the
present book suggests that the private firm and its owner
step into the fully legal sphere openly and without fear or
shame. In fact, w hat we offer the private entrepreneur is
an “exchange deal.” H e can have legal protection and
guaranteed enforcem ent of private contracts; in return,
ju st as the m ore easily controllable state-owned firm, he
has to pay taxes. It can be assumed that there are individu
als or groups within the private sector who would opt for
rem aining in the gray or black zone. Now these people
have to reckon with the possibility th at they m ight be
prosecuted by the law, among other reasons, for tax fraud.
M oreover, they should also be aware th at if they are
cheated by their contracting parties, be these state-owned
firms or private enterprises, buyers, or sellers, they will
have no protection under the law. They will likewise lose
the opportunity to sue any official organization that hap
pens to treat them badly.
A nd, w hat is more, custom ers of the gray zone will also
have to run a sim ilar risk. They will not, for example, have

any guarantees or right to restitution in case of breach of
contract. The more successful the country will be in ensur
ing the security and authority of private property (see pp.
34-57), the more worthwhile it will be for the private sec
tor to come out of the dark, and consequently to accept the
obligation of paying taxes. This is the only realistic way to
tax the private sector.
And here I wish to return again to the argum ents
against a progressive income tax.
U nder existing conditions in Hungary, it is on the whole
illusory to entertain the idea of a progressive tax. In point
of fact, the burden of the income tax falls only on those
whose incomes are “ scannable” in the official records.
A nd among these people, taxation puts the heaviest bu r
den on those whose economic, social, and political status
is not strong enough to let them shift this burden to others.
Those people whose incomes are recorded but whose bar
gaining position is strong are able to de facto “ gross up”
their incomes by the am ount of the tax. The employer
cannot but pay the gross wage for which the employee is
willing to work. In this way the employee ultim ately shifts
his tax burden to others. N or does the progressive tax
affect those private entrepreneurs who are able to pass the
tax burden to the custom ers through price increases. And
finally, the least afflicted are those the populist tax propa
ganda says should be burdened the most: the recipients of
“invisible incomes.”
Now let us return to our survey of the budget’s revenue
side.
(d)
A lthough it is not a tax category in the technical
sense, I will m ention the customs duty here. If custom s
duties are indispensable to cover budget expenditures,

then their m agnitude should be small, so as to distort the
price level as little as possible. A nd the most im portant
thing is that a uniform linear custom s duty should be le
vied on all kinds of cross-border imports. (I do not want to
enter into the question of whether Hungary wants to in
flict surcharges or dispreferential custom s duties on cer
tain im port deals, depending on the country of origin.)
A part from justified exceptions, there should be no differ
entiation among the custom s tariffs on various products.42
The custom s tariff should be strictly uniform, irrespective
of whether the im porter is declaring coffee or computers,
cars or children’s wear, so as to avoid distortions in the
relative prices.
It is possible to compile a reasonably limited duty-free
quota for tourists, but all items above this quota should be
subject to duty. However, private individuals should all be
free to im port whatever kinds of goods they wish, and in
unlim ited quantities, provided they pay the uniform cus
tom s duty. H ere is an up-to-date example. Private in
dividuals should be granted the right to buy an unlimited
num ber of com puters with hard currency they previously
obtained on the private hard currency m arket, and should
be free to im port this equipment. Once an individual pays
the uniform duty, he should be granted the right to sell his
im ported com puters at free prices, i.e., for as m uch as the
buyer is willing to pay.
The right to free im port by private persons is the uncon
ditional legal right of citizens. The source of the foreign
currency used for im ports is another question. N o eco,!The support of domestic infant industries may require protective tariffs. We
will return to this question in connection with the discussion of production
subsidies.

nomic problems arise as long as the citizen obtains his
foreign currency on the private m arket. It is imperative
that a realistic, uniform exchange rate finally be developed
during the stabilization operation, together with the intro
duction of convertibility. O f course, in this event, it will
also become the enforceable civic right of every H ungarian
citizen to exchange H ungarian forints freely for convert
ible foreign currency at the state bank.
A lthough our m ajor them e at present is the stabilization
operation, it is w orth mentioning a further question re
lated to private imports: W hat should be done in the pe
riod before the stabilization operation has been fully im 
plemented and a realistic exchange rate, as well as genuine
convertibility, has been assured? From my point of view it
does not make sense in the face of an unrealistic exchange
rate for the state bank to guarantee large quantities of
foreign currency to every citizen as a m atter of his civic
rights. The convertibility of the forint at the state bank
should become a civic right as a result of the stabilization
operation— but this m ust be supported by the proper eco
nomic conditions: rational free prices (pp. 145-154) and a
rational hard currency exchange rate (pp. 155-158).
And now a few m ore general com m ents on these basic
principles concerning the revenue side o f the budget.
I did not aim at completeness in enum erating the above
cluster of revenues. There m ight well be a few more
sources (fees, for example).43 However, when it comes to
working out the operation schedule, it is vital that the sum
total of the main sources of revenues (consum ption tax,
“ This book leaves open several problems of the tax system, such as the issue
of the property tax, the taxation of the self-employed, and so on. Of course, a
new tax system must solve these problems as well.

payroll tax, profit tax, and im port duty) cover the actual
expenditures. The scalpel m ust not shake in the hand of
the surgeon. The tax rates m ust be set in such a m anner
th at they will cover the expenditures with complete cer
tainty.
Quite a few shockingly dilettantish comments were
m ade in earlier debates on the revenue side of the budget
in the press, in political speeches, and during the parlia
m entary debate over the state budget and the Tax Law.
Some rem arks gave the impression that the whole issue
boiled down to the question “W ho will foot the bill? The
budget or the population?” Greedy fiscal bureaucrats feel
victorious whenever they m anage to pass the buck to the
population, and the “ defenders of the people” are likewise
trium phant if they m anage to push the buck back to the
budget. In the meantime, they all lose sight of the fact that
in either case it is the population who has to bear all costs,
except, of course, for that slice the state tem porarily m an
ages to charge to foreign sources, in return for further
external indebtedness. In the long run this debt will have
to be paid by the population, by present and future genera
tions. The issue under consideration is never a choice be
tween the budget and the population. Instead, the ques
tion always concerns the distribution o f the burdens
among the various strata of the population, and also
among present and future generations.
A nother question concerns the form in which the popu
lation is supposed to cover these costs. There are different
courses to choose from: people might pay prices implicitly
covering the tax (consum ption tax); they m ight be con
fronted with a specious solution in which their employer

seems to pay the tax (payroll tax); they m ight be taxed
indirectly through inflation; and so on. But whatever the
m ethod, it is the population who pays the bill. Now, since
there is no getting away from this situation, then at least I
would suggest that this taxation procedure be executed in
the simplest and most efficient way possible. If my propos
als were put into practice, we could dism antle the bulk of
the newly created tax bureaucracy. This in itself would be
a gain.
Now we will turn our attention to the expenditure side.
The expenditure m ust be considered a given sum at the
moment of the operation. There are only two items that
must be eliminated from the budget.
The first item is the budgetary price subsidies of certain
consumer goods. The process of removing parts of these
subsidies has been going on for a while now, and it is
possible that further partial measures will be implemented
prior to the start of the actual operation. But whether the
process has fallen far short of declared targets or pro
gressed quite far, at the time of the surgery this painful
task m ust be definitively and completely accomplished.
No excuse for not taking the medicine should be allowed,
whatever the counterindications m ight be.
I am a zealous believer in the idea that the state should
act in a hum ane way: it is not only the right but also the
obligation of Parliam ent to adopt welfare policy expendi
tures suited to the potential of the country. But these ex
penditures should not occur in the form of price subsidies,
because the subsidized prices help those who stand in need
as well as those who do not. I also approve of the idea that
the state, along with other institutions and private in

dividuals, should patronize culture. But this again should
not be done in the form of subsidized prices. If we can
afford it, then let us give book vouchers to the students;
but the book prices should remain realistic, i.e., they
should cover the costs and the profit. There is no need to
subsidize the book purchases of those who can afford to
buy books at m arket prices.
A nd m ost im portant: at the current economic level in
Hungary, there is nothing to justify the subsidization of
foodstuffs. The current standard of economic develop
m ent in this country is more than sufficient to ensure that
each citizen can fill his or her biological demands. Now
why should the country keep food prices artificially low
and thereby give special grants to those who otherwise
would be able to pay the real m arket price? W hat is the use
of m aking H ungary a laughingstock in the eye of the A us
trian tourists, who flock here to buy meat for a fraction of
the A ustrian price? I fully appreciate the fact that seg
m ents o f our society can hardly make ends meet even at
today’s food prices. These groups, which include retired
people with meager pensions or multiple disadvantages,
m ust be supported directly, through pecuniary assistance,
help in kind, or restaurant vouchers, but definitely not
through an absurd distortion of the price system.
The other item to be eliminated from the budget is the
huge am ount of all kinds of production subsidies, save a
couple of clearly defined exceptions. This is precisely the
right m om ent to put an end to two decades of argum ent
about loss-making state-owned firms and large agricul
tural cooperatives. The two admissible exceptions are the
following:

(a) Transitional support, m eant to help over the worst
of the postoperation shock.
(b) Initial support, to be extended to infant industries or
branches. Fam iliar argum ents abound in the literature in
support of protecting infant ventures in order to protect
national production. To be sure, there is a need to wait
until H ungarian pioneers obtain practical knowledge and
reach economies of scale. This kind of support, either in
the form of state subsidies or of protective tariffs, however,
should have a fixed deadline; if the new producer fails to
gather strength by then, support should be withdrawn.
There is no need to keep nonviable organizations alive by
artificial means.
To sum up: The operation m ust reestablish budget equi
librium. This is absolutely needed to eliminate inflation.
W hen on p. 106 I m aintained that inflation is the product
of the government in power, I referred m ainly (although
not exclusively) to the fiscal aspects of the processes that
fuel inflation. The means to finally restore budgetary bal
ance are in the hands of the governm ent in power and the
deputies in Parliam ent who determ ine and enact the gov
ernm ent’s revenues and expenditures.44
In the postoperation period it is im portant to m aintain
and even increase efforts aimed at slashing budget expen
ditures. The m ore successful these efforts are, the greater
the possibility for reducing tax rates. A tax cut would
surely increase the governm ent’s popularity. But beware:
“This, of course, also means that Parliament must at long last be given an
insight into the budget; the true magnitude of the deficit must not be covered up
by financial tricks. Parliament should have a real grasp of military expenditures
and so on.

during the operation we cannot spend in advance wouldbe and still uncertain cuts.

M A N A G IN G M A C R O D E M A N D
W ithout aiming at completeness, I wish to discuss only
a few ideas, and above all highlight the dangers that might
jeopardize the success of the stabilization program.
A t the m om ent of the operation, the am ount of money
held by the private sector is constant. Therefore, there is
no threat of purchasing power getting out of hand. As I
have already stressed, the credit quota supplied by the
state-owned banking sector to the private sector must be
fixed. On the one hand, these credits m ust reach the pri
vate sector upon demand, i.e., the state sector must be
prevented from siphoning them off. On the other hand, it
is also necessary to keep the private sector from overstep
ping these limits during the critical first phase of the oper
ation. Once the private sector is on its feet, it is possible to
increase the supply of credit in proportion to the growth of
its credit demand. M eanwhile, the private sector units
should be encouraged to create ever more extensive credit
linkages among themselves, and it is also imperative to
create the legal infrastructure required by these contacts.
The state budget was discussed in detail in the previous
section. Let us presum e that the principles described there
are all realized, i.e., that the dem and created by the state
budget is strictly restrained.
The real danger lies in the eventuality that demand by
state-owned firms (and also by the sector of quasi-state-

owned large cooperatives) runs away. Recall that on p. 64
I proposed regulations to curb the spending o f stateowned firms. Here I offer this proposal again, while em 
phasizing that the real test for this curb will be the stabili
zation operation itself. In the past decades, financial
authorities have pursued a policy of strict monetary re
striction., 45 This effort was only partly successful. It
managed to prevent excessive runaw ay m acrodem and and
the outbreak of a hyperinflation as occurred in Yugoslavia
and Poland— although even as it is, we have 15-25 percent
inflation, which is already too high. The restriction was
accompanied by m any kinds of spasms and undesirable
side effects; often it prevented the increase o f production
and investment even in areas where it would have been
truly profitable.
Given that up to now real interest rates have been un
realistically low (i.e., slightly or strongly negative), it was
not possible to develop a truly rational restrictive m one
tary policy. However, at least this experience has shown
that it is possible to enforce m onetary restriction under
our conditions, although it would be desirable that this
policy be carried out in a more prudent and well-grounded
fashion in the future. One of the first and m ost im portant
instrum ents of this policy will be high, positive real inter
est rates on lending.
In any case the recent history of m onetary restriction
provides an instructive illustration of the necessity for im
plementing the various parts of the stabilization program
simultaneously. M onetary restriction, thus far carried out
‘’In this connection, see E. Varhegyi (1989).

in the absence of the other necessary complementary mea
sures, has not produced the desired results: it has not
brought an end to inflation and to the practice of artifically
keeping alive low-efficiency firms. As a result, the princi
ple of m onetary restriction has unfortunately been dis
credited in the eyes of many, so that it will be harder to
implem ent in the future.
We m ust be fully aware of the phenom ena that go along
with the restriction of m acrodem and. Here I point out
only two.46
1. In the classical socialist com m and economy, credit
supply was the monopoly of the state bank system. “ Com
mercial credit,” i.e., the granting o f m utual credit among
state-owned firms, was strictly forbidden. However, in the
wake of “ m arket socialism”-ty p e reforms and the partial
liberalization of state-owned firms, interfirm credit not
only occurred suddenly but also became general in all so
cialist reform countries. This type of credit is partly a vol
untary agreement between the creditor and the debtor,
and partly forced. The firm that acts as buyer simply
refuses to pay the seller firm, and thereby forces it to sell
the shipm ent on credit. If as a result the forced creditor
becomes insolvent itself, it will in turn refuse payment to
its own suppliers. Eventually, a veritable liquidity crisis
occurs: creditors queue up before their debtors, waiting
for them to kindly pay back their debts.
In view of this intolerable situation, the bank system,
prom pted by pity, lends a helping hand to those in the
“The possible increase in unemployment, which is one of the most important
concomitant phenomena, will be discussed in detail on pp. 197-200.

direst straits by discounting part of their promissory notes
and drafts. This is one of the distorted m anifestations of
H ungary’s pseudo-credit system, pseudo-bank system,
and pseudo-capital m arket. W hat look like genuine finan
cial transactions simply mask the fact that it is impossible
to halt production at the firms anyway, since this would
spark worker protests and create production shortfalls
that would lead to serious shortages, to the violation of
international contracts, and so on.
Interfirm commercial credit is a natural concom itant of
financial contacts and business transactions among firms.
D uring the quantitative planning of the stabilization pro
cess, it is necessary to reckon with the existence of com 
mercial credit. We m ust also put an end to its m anifesta
tion in the distorted forms of “queuing” for due payment
and of the ensuing liquidity crises. We m ust develop the
legal forms and institutions of commercial credit custom 
ary in m arket economies. The extortion of credit by the
debtor firms should not be tolerated, but the development
of voluntary credit relationships between firms should be
encouraged. Discounting and passing promissory notes by
endorsem ent should become a norm al part of commercial
and financial life.
This queuing of insolvent state-owned firms m ight also
ruin some of their private suppliers who are not paid for
their shipments. The state sector is inclined to assign pri
vate enterprises to the tail end of the queue of involuntary
creditors. The prospects for recovering the debt are m uch
brighter for an influential state-owned firm than for an
unaided private firm. For instance, the state-owned firm
might recover the debt through the intervention of the

state bank sector. This is one of the areas in which the
private sector is in real need of protection. In accordance
with requirem ent No. 2 in chapter 1, it is essential to guar
antee the enforcement of contracts between state-owned
and private firms. If a state-owned firm becomes a selling
or buying party to a contract with a private firm, then it
should be obliged to comply fully with the term s of the
contract. O f course, this holds true for the private firm as
well.47
2. The issue of wages is the most difficult, and politically
sensitive, part of the stabilization operation. We must
m ake sure th at the total am ount of wages paid out by the
state-owned firm sector does not exceed the limit perm it
ted by the stabilization program . I cannot say what this
limit should be as com pared with the nom inal wage level
of the prestabilization period. It is possible that for a short
time a m easure o f surplus purchasing power must be re
leased, and that this will be accom panied by a wave of
price increases— a transitional “ corrective price-level in
crease” in order to absorb a portion of unspent forced

"For all the apparent symmetry, the situation is in fact strikingly asymmet
ric. If a private firm violates a contract signed with a state-owned firm, and if a
suit is brought and the court metes out a one-million-forint penalty, then the
private entrepreneur pays it out of his own pocket. If, however, a contract
between a private firm and a state-owned firm is violated by the latter, and the
penalty meted out is also one million forints, then the manager of the stateowned firm pays it not out of his own pocket but out of that of the state. Thus the
state-owned firm is not afraid of these court proceedings. This is one of the most
serious problems in the business ties between the two sectors. There is no ulti
mate and completely reassuring solution. However, the authority of the con
tracts could be slightly strengthened if the manager of the state-owned firm and
the leaders directly responsible in the case at issue had to cover a certain part of
the penalty from their own pockets.

savings and liquidate the “ m onetary overhang.” It is also
possible that this will be unnecessary; we m ust wait for
further, extensive analysis.48
Once this average wage level, which m ust rem ain fixed
for a while, is given, various tools may be applied to stabi
lize it. According to one point of view, the extension of
credit to firms m ust be strictly tied to the adherence to
wage norms. I am somewhat doubtful as to w hether this
will be sufficient. It seems likely that it will be necessary to
apply stronger measures. Reconsidering the experiences of
the past, it will be possible to single out those means of
regulation that are relatively the most effective.
I do not really wish to take a position in this study on
what the specific form ula should be, but, for instance, a
limit might be put on the total wage fund of the firm, or
the wage fund m ight be determ ined as a proportion of
production, or some other formula. I am aware that this
will reduce the independence of the firm’s m anagers and
will render the optim al com bination of factors of produc
tion more difficult. Nevertheless, if we fail to take this step,
the managers of state-owned firms will continue to raise
wages indiscriminately. Inevitably, we would find our
selves in the position of China a few years ago, which was
that of Yugoslavia and Poland in 1989. This situation can
not be controlled indirectly. It is self-deception to expect
that the m anager of a state-owned firm will voluntarily
keep a firm hand on wages under a system o f bureaucratic
state ownership.
"In the case of the Polish stabilization program, this kind of “corrective
nominal wage increase” seemed unavoidable. It is not clear whether it will be
necessary in Hungary as well.

C hapter 3 will return to the political consequences of
this problem and will also discuss the role of the trade
unions. A t this point only economic argum ents are
needed. I am aware that control of runaway wages
through adm inistrative means also prejudices efficiency in
several respects. But the only possibility of altering this
situation lies in the replacem ent of state ownership with
private ownership. Only private ownership can pit a natu
ral “ antagonist” against the employee who demands a
wage raise; this antagonist is the owner, who pays wages
out of his own pocket. This genuine and natural conflict is
impossible to sim ulate through “pseudo-ownership re
form s,” and as long as state ownership remains dom inant,
only bureaucratic means can be applied to counter the
pressure from below for wage increases.
In a m ature capitalist economy a restrictive monetary
policy will normally force the business sphere into freezing
wages, or even into reducing them. The firm cannot obtain
the dem anded am ount of money, and as a result it is not
willing to pay its workers more. It is not certain that this
mechanism works fully even in m ature capitalist econo
mies, but it has a chance. This is definitely not the case in
the H ungarian economy, which is three-quarters socialist
and one-quarter capitalist. Num erous examples could be
quoted to prove that m any state-owned firms in the direst
of straits increased their employees’ wages without any
self-restraint. They started from the belief that it would
somehow be possible to raise money for this purpose, if
not for others. In the worst of cases, they did not pay their
own suppliers. This is why it is impossible to avoid setting
direct bureaucratic limits to the wages in the Hungarian

state sector.49 Ever since the introduction of m arket re
form into state ownership emerged as an idea a couple of
decades ago, this issue has been continuously shirked.50 It
is high time to face this bitter fact.
I emphasize again that the m aintenance of wage disci
pline is the Achilles’ heel of the stabilization operation. If
we fail in this, the whole operation will come to naught.

FO R M IN G R A T IO N A L PR IC ES
Let us start by outlining the desirable outcome. The
operation will be successful if it ultim ately replaces the
current arbitrary and, from the economic point of view,
irrational price system with a rational m arket price sys
tem, in which prices carry meaningful economic inform a
tion. This change is subject to several conditions. Some of
4,I hope that the above train of thought is acceptable in a direct, logical way;
I do not wish to refer to authorities. I add the following just for the sake of
interest.
In 1986 the Chinese government invited seven foreign experts for an ex
change of views on the reform process. One of the discussions was devoted to the
dangers of inflation. Three of the guests took the floor: Otmar Emminger, the
former president of the West German Bundesbank, James Tobin, a Nobel Prize
winning American economist who had been an economic adviser to the
Kennedy administration, and myself, in this order. Both Western economists,
who had spent their whole lives in capitalist conditions and who knew the ins
and outs of their system’s economies in both theory and practice, unhesitatingly
and emphatically advised that Communist China should administratively re
strain wages. I myself, being a specialist of comparative systems theory and the
socialist economy, proposed the same.
The Chinese government failed to heed our advice. The wage inflation in
duced by runaway wages and almost insatiable investment hunger accelerated.
,0The exceptions deserve respect. See, for example, the works of I. R. Gabor
(1988) and I. R. G&bor and Gy. Kovari (1987).

these are self-evident and relatively easy to fulfill. Other
conditions are fairly difficult to satisfy and contain un
avoidable contradictions.
Let us begin with the self-evident part of the task. The
prices of all private sector transactions should be allowed
to move freely, unham pered by state intervention. This in
itself is no guarantee that this “private price system” will
become rational for the economy as a whole, since there
are num erous units in the private sector that have contacts
with the state sector either as sellers or as buyers. Conse
quently, the prices of the state sector will spill over to the
costs and prices of the private sector. And yet the inputoutput flow within the private sector will be comparatively
high in a num ber of products and services, so that for quite
a num ber of prices the standard against which state prices
could be m easured will be private prices.
The rearrangem ent of prices in the state sector is a
m uch tougher nut to crack. Let us begin our analysis by
stating clearly what we want prices in the state sector to
look like by the time the stabilization operation is com 
pleted. The goal is to develop m arket-clearing prices.
Thus, apart from a few exceptions, total liberalization o f
prices is necessary in the state sector as well. The sooner
the operation achieves this goal, the better.
The perm anent exceptions are those products and ser
vices whose prices are also regulated in the most devel
oped, m ature m arket economies: public services, the out
put of natural monopolies, and so on.
W hile I suggest without hesitation that, as a final result
of the stabilization operation, we m ust attain price liberal
ization, I can only offer conditional suggestions regarding

the road leading to this desirable end state. The first condi
tion we m ust take into account is the extent of price liber
alization in the state sector already achieved by the H un
garian economy before the beginning of the stabilization
operation. Partial price regulation and halfway price liber
alization carry many risks, individually as well as in their
interaction. Be they good or bad, when the surgery begins,
the results of earlier partial liberalizations m ust be taken
into account. It is clear that here a reversal in the direction
of restrictions would not be advisable. (The exception
would be the case in which wrong measures have been or
will be instituted, which allow free prices in those areas
where they are usually regulated even in developed, m a
ture m arket economies.)
W hen considering the price system, the state of supply
and the size of the reserves of essential consum er goods,
energy, and raw m aterials m ust also be taken into account
(see p. 164). If, as a consequence of an error by the govern
m ent or bad luck, a serious shortage appears, then it will
be necessary to think about whether it is w orth allowing
the prices of essential products and services to rise skyhigh right at the outset of the stabilization. The decision
may be taken to restrict prices for a short transitional pe
riod, but this restriction m ust be supplem ented without
fail by the determ ination to quickly increase supply—for
example, by im porting— and then to proceed with price
liberalization. W ith the exception of the small sphere of
perm anently regulated prices, every incidence of price reg
ulation m ust be regarded as a transitional evil to be ended
as fast as possible. The sooner im port, including private
import, is freed up, and the greater the opportunity for the

private sector to quickly fill the gaps left by the state sec
tor, the sooner it will be possible to put an end to such
regulation.
In the beginning of the stabilization process, the stateowned firms— unaccustom ed to free prices— may have
difficulties in determ ining their initial price. It is worth
applying a few rules of thum b, in the full knowledge that
this is only the beginning. Later, m arket forces can de
velop prices that diverge from the initial prices asked by
the state firms.
As regards tradable products, a potential point of de
parture is the long-established principle of adjustm ent of
domestic prices to those of the capitalist countries. First of
all, we should take into account prices quoted for each
product by capitalist foreign trade partners. Oversimplify
ing, I would say that after converting the prices with the
aid of the private exchange rate, there should be no dra
m atic difference between foreign and domestic price sys
tems— i.e., the price ratio of various products, for instance
o f electrical appliances in Vienna and Budapest, of meat in
eastern A ustria and western H ungary, or of cars in M u
nich and Budapest. Should this happen, most superfluous
shopping excursions abroad would end, and w ithout need
of adm inistrative prohibition, shopping tourism would be
restricted to transactions based on com parative advantage
on either side.
The realization of this concept implies the implem enta
tion of previous points in this chapter: strict uniformity of
consum ption tax rates and custom s tariffs, and the elimi
nation o f consum ers’ and producers’ subsidies.
D uring the stabilization o f 1946, the initial relative

price system quoted in forints was form ulated on the basis
of the 1938 prices quoted in pengo, the H ungarian cur
rency at the time. A similarly simple procedure is needed
today. But now the basis for price form ation should be the
relative prices of contem porary capitalism rather than
H ungarian prices of the past. F or example, the firms could
take present-day A ustrian or West G erm an prices as their
starting point. N ot that I believe that from the point of
view of pure economic theory, these are exemplarily opti
mal prices. N othing of the sort; these prices are also dis
torted by a num ber of factors. It also goes without saying
that the demand-supply situation and the cost structure
are different in Hungary. A nd yet these A ustrian and
West G erm an prices are at least genuine prices. From
among the m arket economies, H ungary’s ties are the
strongest with these countries; H ungarian businessmen
and tourists in most cases com pare these countries with
Hungary.
W hether the point in question is the price prescribed
initially by the state or the price set freely by the stateowned firm, I would suggest starting out from the follow
ing calculation: A t what price could a particular product
be sold or bought in A ustria or in W est Germ any? This
price should be converted into forints using the exchange
rate effective at the m om ent of the operation. (The ques
tion of exchange rates will be discussed in the next sec
tion.) The result would be the domestic price with which
the state seller enters the m arket at the start of the opera
tion.
The relative prices of H ungary’s private sector present a
further im portant basis for fixing the starting prices of the

operation. We have already touched on this issue in con
nection with the private foreign currency exchange rate.
The idea, however, is far m ore comprehensive. Genuine
m arket prices have already emerged in, for example, the
private m arket for foodstuffs, the rents of privately owned
flats, the real estate m arket, a significant part of the service
sector, and other areas. It would be expedient for the stateowned firm to start out from these prices when it puts up
its products on the m arket during the operation, precisely
because these are genuine m arket prices and not prices
cooked up artificially in an office.
Foreign prices and domestic private m arket prices
m ight provide orientation in determ ining the relative
prices of various products and services. These relative
prices could then be used by state-owned firms when they
enter the m arket in the course of stabilization. T h t general
price level is a different question: it will depend on num er
ous other macroeconom ic factors (supply of credit, wage
level, m acrosupply and m acrodem and, and so on).
W hen the state firm makes its calculations, it takes into
account the exchange rate determ ined by the state finan
cial authorities and used by the state banking system (see
the following section). The firm m ust also take into ac
count positive real interest rates set at a rational level and
exacted by the state bank sector. These rates, which
should apply for at least the initial period of the operation,
m ust be announced in advance. They can be modified
later, in accordance with the real credit m arket situation.
But even if there are guiding posts assisting the firm in
determ ining its price, when it finally enters the m arket—
brought to life by the operation— it is to some degree

forced to make a leap in the dark in picking its initial price.
W hat happens then should be determ ined by the free
play of dem and and supply. It is im portant to liberate all
prices quickly (except for those of the perm anently regu
lated monopolistic products). It will take a while before
dem and and supply reach equilibrium and a m arket-clear
ing equilibrium price can emerge. We should be mindful
of the fact that in the m eantim e foreign trade is also going
on, with most of these transactions carried out by private
foreign traders. Im porters turn up on the m arket, be they
H ungarian state-owned firms, H ungarian private firms,
foreign capitalist firms, or joint ventures, and they enter
into competition with the domestic producer. If the initial
selling price ensured high profitability, it would attract
im ports and would sooner or later bring the price down; in
the contrary situation the processes would move in the
opposite direction.
In the final analysis, liberalization leads to the develop
ment of basically uniform prices. It is well known that
perfectly uniform prices develop only under the m arket
structure referred to in theoretical economics as perfect
competition. In the case of imperfect competition (charac
teristic of most branches of a developed m arket economy),
prices are somewhat dispersed. We m ust, of course, antici
pate this in Hungary as well. However, this is, so to speak,
a “natural dispersion.” W hat the stabilization operation
m ust put an end to is the artificial splitting up of the price
system on the basis of other criteria such as “ white” versus
“gray” or “black” m arket prices, prices diverging from
m arket-clearing prices and dictated by the authorities ver
sus free-m arket prices, prices determ ined by state firms

versus those determined by the private sector. The tearing
down of these price walls will lead to the evolution of a
basically uniform price system as a result of the operation.
N o one can tell how long the emergence of uniform
m arket-clearing prices will take. We should not cherish
illusions; in H ungary we cannot reckon with the emer
gence of an orderly and consolidated m arket similar to
that of Frankfurt or Zurich just one year after the start of
the operation. But let us not be afraid of the “anarchy” of
the m arket. Price fluctuations are a natural part of this
process, as are occasional dazzling profits or losses. Public
sentiment in H ungary has already reconciled itself to the
losses. But let me add that people should also be prepared
to contain their accum ulated sense of envy when they wit
ness others making trem endous profits. This is the engine
of adaptation. The possibility of making money hand over
fist, even if only a few will succeed, might move thousands
and even hundreds of thousands to take chances, to run
risks, and to em bark on genuine business enterprises.
Today the structure of the H ungarian economy is re
plete with disproportion and disharmony, but the effects
of such a situation attract rather than repel the entrepre
neurs, if there is genuine free enterprise (see pp. 38-50).
The greater the disproportion between dem and and sup
ply, the m ore money can be made out of any action that
restores the equilibrium of dem and and supply. In a coun
try with a truly harm onic economic structure, there is
virtually no other way to earn extra income than to intro
duce technical innovations or im portant new products.
But in our topsy-turvy world, those who want to make
money find a real gold mine. This, however, calls for

changes in the attitudes and m oral judgm ents of the pub
lic, along the lines described in chapter 1. The economic
thinking that has prevailed for decades in H ungary has
prejudiced attitudes in this respect. According to its ten
ets, the only ethically acceptable form of income is that
earned by labor, while “profiteering” or “speculation” are
subject to condem nation.51
A nother widely held judgm ent considers all those as
dishonest who take advantage of shortages in order to
make a profit. As if it were not the only sensible reaction
by any seller in the m arket to raise the selling price in the
face of shortages! Price is not a m oral but an economic
category. Shortages will not disappear if we ask sellers to
practice self-restraint and to kindly refrain from price
hikes. Preaching (or police actions) cannot make the seller
renounce the utm ost exploitation of his potential. R ather
we should put an end to the position of superiority that he
!1The ancient idea of establishing direct contact between the agricultural
producer and the urban consumer by eliminating go-between commerce is the
germ of all urban food market types. In today’s Hungary, where this intermedi
ary commerce between agricultural producers and urban consumers is un
developed, it might well play an expedient role for the time being. Both the
producer and the buyer may have the feeling that they gained. However, this can
only be temporary. A lasting solution can only be achieved if an up-to-date and
refined intermediary commerce is created to link producers and customers. The
various purchasing and sales organizations should compete with one another.
This intermediary function should be taken over to an ever greater degree by
private commerce. Here we also need a genuine modern market, in which the
costs and profit of the mediatory activity are brought down by competition and
by the free entry of entrepreneurs.
I am convinced that this line of thought is shared by most economists. The
romantic “antimarketism” and the publicity campaign against “businessminded intermediary commerce” are unjustified. Such only frighten entrepre
neurs away from taking up the trading of foodstuffs and campaigns joining
competition in ever greater numbers.

occupies in a sellers’ m arket. (This problem, along with
the elimination of the shortage economy in general, will be
discussed in detail on pp. 171-176.)
The previous section recom mended that the subsidiza
tion of loss-making state-owned firms be term inated. Let
us now return to this idea again, in light of the prospective
new price system. We are very m uch in the dark about
which of the firms show a genuine loss and which run only
pseudo-losses. The calculation is relatively easy in the case
of the mining industry. It is virtually certain that the H un
garian uranium mine shows a grave deficit, since the cost
sheet includes relatively few factors, and the value of out
put is also easy to define on the basis of world m arket
prices. The same calculation, however, is practically im
possible when it comes to the m anufacturing industry,
whose costs are affected by the spillover of a myriad of
input prices, which in turn are influenced by a maze of
subsidies and tax exemptions. It would not be surprising if
a num ber of the state-owned firms that are considered loss
m akers today turned out to be clear of this charge after the
operation. It would not be surprising either if the opposite
happened, i.e., if other state-owned firms that today qual
ify as profitable turned out to be unprofitable once the
accounts began to include realistic costs and tax burdens.

T H E IN T R O D U C T IO N O F A
U N IF O R M E X C H A N G E R A T E
A N D C O N V ER TIB ILITY
I suggest that the following very closely related tasks be
performed during the operation (once the conditions to be
outlined later have been fulfilled).
1. A uniform exchange rate must be applied.
2. The Hungarian forint must become convertible. The
H ungarian state bank should exchange the forint freely
into foreign hard currency for all H ungarian citizens and
all firms and institutions.
3. All import and export activities, those of state-owned
firms as well as the private sector, must be liberalized.
The first task cannot be performed by coercion, by ban
ning private currency transactions and declaring the pri
vate exchange rate illegal. I still m aintain everything
stated in this connection in chapter 1: all individuals must
have a right to buy and sell foreign exchange freely. U ni
formity of the exchange rate will develop without adm inis
trative coercion provided currency can be bought without
restriction from the state bank at a price no higher and
sold at a price no lower than the private exchange rate. If
the state banking sector ensures this, one can assume that
the private exchange rate will be pushed somewhat lower.
(A nd all other circumstances being equal, the exchange
rate certainly will be lower than the current black m arket
rate, which has to include compensation for the risk posed
by illegality.)
To prevent the exchange rate applied by the state bank
ing system from causing serious disproportions on the

H ungarian currency m arket, a market-clearing exchange
rate is required. There is no telling exactly what that rate
will be, as it will depend largely on how the other parts of
the stabilization operation progress, and on how the infla
tion rate moves in the period up to the operation. W hat
ever happens, one of the main bases for deciding the rate
m ight be today’s “gray” private exchange rate. A more
im portant gauge still m ight be tom orrow ’s “white” pri
vate exchange rate, provided the private currency m arket
has been legalized before the operation.
All the signs indicate that one part of the operation will
be the devaluation of the forint and the move toward con
vertibility. Before the state banking sector can ensure con
vertibility, num erous conditions m ust be fulfilled; I would
like to highlight two of these.
The most im portant is control of the demand for hard
currency, in which the most problem atic area is the state
sector: the dem and by state-owned firms for hard currency
(or the im ports to be paid by convertible currency) must
not be allowed to run away. Past experience is not com 
forting: state-owned firms under a soft budget constraint
have had an alm ost insatiable hunger for W estern imports
and hard currency. Their priority has been to grab the
hard currency, since there will certainly be a way to obtain
the forints to pay for it later. All now depends on curbing
this hunger by ensuring that the firms are rather short of
forints (and a realistic, m arket-clearing exchange rate ap
plies).
So the decisive factor is whether a tight m onetary policy
and a hard constraint on the credits granted to the state sec
to r can be achieved, as outlined on pp. 65-80 and 140-141.

If this can be done, convertibility will be sustainable w ith
out gravely endangering the country’s foreign exchange
balance. If not, the problems there will start all over again,
and there will be no other solution than to ration the
am ount of hard currency available to state-owned firms.
That would have several drawbacks, but it cannot be om it
ted from the range of possible choices as long as the state
sector remains the dom inant one in the economy. There
is no such danger from private firms, whose very nature
provides them with a hard budget constraint.
The dem and for hard currency by households may run
away beyond the planned level if nom inal wages rise faster
than desired. Here, as at m any other points, the strict ap
plication of wage discipline is fundam ental.
A nother requirem ent for stabilizing the exchange rate
at a realistic level and ensuring convertibility is for the
state to have adequate foreign currency reserves. These
may be in the form of actual reserves held by the N ational
Bank or of standby credits th at can be draw n on at any
time. If the state has such reserves, the appearance of ex
cess dem and for hard currency need not cause the state
banking system to immediately suspend free sales of for
eign currency. It can draw on the reserves instead. O f
course, further measures m ust be taken to restore equilib
rium between supply and demand, such as reducing the
m acrodem and expressed in domestic currency (and within
it the dem and of the sector whose foreign currency de
m and has been greater than expected), or possibly devalu
ing the forint again. We will return to the subject of for
eign currency reserves on p. 164.
The presence of a uniform, realistic m arket-clearing ex

change rate and of convertibility allows a comprehensive
liberalization of im ports (provided the conditions outlined
above have been met). It then becomes admissible and
desirable for all agents in the economy to conduct import
activity freely. But if the conditions remain unfulfilled,
only private im ports can be freed without running a major
risk. It is a dangerous game to give state-owned firms full
freedom to im port while state sector dem and is still not
under an effective constraint or adequate control.
All these changes might do more than help to restore
the country’s short-term external and internal financial
equilibrium: they m ight also contribute to lasting expan
sion and quality development in production. Free im port
ing, irrespective of whether it is done by a state-owned or
private firm or a domestic or foreign im porter, is indis
pensable to competition among sellers. This competition
in turn is one o f the strongest incentives to ensure that the
general public is better supplied, shortage is eliminated,
and technical standards are developed.

W H Y SIM U LTA N EITY ?
Quite a few of the measures described in the previous
sections have already been partially implemented, or are
about to be implemented. There have been frequent prom 
ises to slow down the pace of inflation. Steps are taken
time and again to reduce budgetary expenditures and
boost revenues. The so-called m onetary restriction is pro
ceeding at full steam, and some of the prices are already
free.

The problem lies in the fact that the im plem entation of
these changes is inconsistent and sluggish. The ambiguity
that prevails in one set of measures reduces the efficiency
of another set. The sum total of ten different kinds of half
results is not five full successes but five full fiascos. All of
the above-named measures are conditional upon one an
other. Stopping inflation requires a balanced budget. Bal
ancing the budget, in turn, can be achieved only if the tax
system is placed on a radically new basis. The budget can
not be balanced in the midst of inflation, since revenues
are always delayed by comparison with expenses, so that
inflation makes itself felt more strongly on the income side
than on the expenditure side. Stopping the subsidization of
loss-making firms is conditional upon the introduction of
a new tax system and also upon the possibility of finding
out which firms are genuine profit or loss m akers through
the use of market-clearing equilibrium prices. Genuine
m arket prices cannot emerge, however, amid accelerated
inflation. W hile the partial price adjustm ents do not con
verge to a rational system of relative prices, they them 
selves speed up the inflationary spiral. The list of these
concentric and interdependent problems could well be ex
tended by a dozen more examples. Taken together, they
provide an economic explanation for the need to execute
the operation at one stroke.
For the sake of emphasis, it is w orth putting this nega
tively: M ost of the measures beneficial as parts of the stabi
lization package would be dangerous and damaging if
taken singly, w ithout the other measures being imple
mented at the same time. For instance, total freeing of
prices can cause grave damage in the absence of wage dis

cipline. Full convertibility can be harm ful if demand from
the state sector is not firmly controlled. The examples
could be continued. These dangers are not imagined, but
very real indeed. The stabilization measures up to now
have failed one after the other just because there was not
the right economic environm ent and the authorities tried
to introduce them hastily, picking up targets torn out of
their economic context.
I would like to add two further argum ents to this eco
nomic reasoning.
The first is an economic-psychological one. If we want
to stop inflation, we m ust radically alter inflationary ex
pectations. The m ore each employer and employee, busi
nessman and money holder, counts on a 20 percent rise in
inflation, the m ore likely it is that he will adjust to this by
at least 20 percent the prices and wages asked and offered
on the market. A stabilization operation could cut the selffulfilling vicious circle of inflationary expectations, pro
vided that promises to this effect come from a dependable
and respectable government.
The second argum ent is prim arily a hum anitarian one.
The population of H ungary suffers considerably as a result
of current economic ills. It is the prim e obligation of politi
cal organizations, parties, and all governmental institu
tions to alleviate people’s misery. The rehabilitation of the
economy entails serious sacrifices, but the sacrificial pe
riod should not drag on endlessly. If the only cure for a
person is to cut off his leg, it is still m ore hum ane to per
form a single am putation with the necessary anesthesia
than to schedule a long-lasting operation and cut a thin
slice off every week or m onth. Istvan Szechenyi, the great
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nineteenth-century reform politician and one of the first
Hungarian economists, used the m etaphor of a tooth ex
traction in his volume Credit: “The tooth extractor or
operator is cruel if he keeps pulling slowly and faintly on
account of senseless soft-heartedness, and performs his job
with only m inor cuts and for a long tim e.” 52
People have every reason to become indignant at the
almost weekly infringement on their well-being. We have
reached a point where it is possible to call workers to
strike on account of an increase in the prices of certain
meat products, but where at the same time millions of
households are subject to continuous but imperceptible
losses am ounting to a m uch larger sum without any pro
tests. It is my firm belief that people would by far prefer to
face a single, radical shock and the ensuing traum a if they
were really convinced that the situation would improve as
a result rather than to suffer the hopeless torture, the slow
but steady economic deterioration and economic and so
cial spasms we are now undergoing.
A fter the first presentation of my proposals in the sum 
mer of 1989 and the publication of the H ungarian edition
of this book, an objection was raised. It was argued that
while drastic measures are the only way to achieve a break
in inflation for countries like Poland and Yugoslavia,
which suffer from hyperinflation, there is no need to apply
a similar strategy in a country like Hungary, where the
inflation rate is m uch more moderate.
However, it is not the m agnitude of inflation that deter“I. Szechenyi (1979), p. 214. The quote was brought to my attention by K.
Szabo.

mines the fundam ental choice of stabilization strategy,
i.e., the choice between a gradualist approach and a sur
gery. In fact, a few years ago, when the H ungarian infla
tion rate was only in the one-digit range, I advocated a
simultaneous radical restructuring of prices, taxation, and
m any other elements of the economic system in the con
text of fundam ental political changes. A study written
jointly with Agnes M atits and published later in H ungar
ian (1987) stressed this viewpoint. (Excerpts of the book in
English are available in K ornai [1990].) A surgical opera
tion is needed in H ungary (and all over Eastern Europe,
even in countries that have not had open inflation so far)
not only because of inflation. It is needed because sequen
tial partial measures can be harm ful and do not solve the
overall problems. This conviction lay at the base of the
argum ent in the H ungarian edition, which I wrote when I
was not yet fam iliar with the Polish program . My sugges
tions were based on the understanding that in a socialist
economy, m acroadjustm ent and stabilization m ust go
along with deep, overall systemic changes.
Poland had an additional reason to undertake an opera
tion as soon as possible: the intolerable acceleration of its
inflation. W hen I learned m ore about the Polish program
and had the opportunity to discuss it with one of its chief
architects, Jeffrey Sachs of H arvard University, I felt reas
sured that my suggestions pointed in the right direction.
O ur discussions and my acquaintance with his writings
(for example, Sachs and Lipton [1989a and b]) helped me
to refine m any im portant details of my proposals. In par
ticular, the understanding of the Polish plans helped me to
reconsider the H ungarian policy concerning convertibility
and external debt.

O f course, there are similarities and differences between
the H ungarian and Polish situations. Each Eastern E uro
pean country in transition from socialism m ust face its
own initial political and economic conditions. But the ne
cessity of simultaneous changes in macropolicy, economic
control, and property relations is common to all of them.

H U M A N IT A R IA N A N D
EC O N O M IC RESERVES
Society m ust be prepared for the operation by m aintain
ing appropriate reserves. F our kinds of reserves are indis
pensable.
1.
The most im portant is a “hum anitarian” reserve, i.e.,
a fund that could be used to extend, under proper public
supervision, an emergency grant to those in dire straits.
Sooner or later everyone will have to adapt to the new
m arket situation after the operation. Those who prove
perm anently unable to accom m odate to the new condi
tions should be assisted by means of an adequate welfare
policy, the details of which will be addressed in the next
chapter. In other words, what I have in m ind is not the
perm anent safety net that is a m ust in every hum anitarian
society, but extraordinary urgent relief aid to be extended
in the first one or two years o f the operation. This aid
might also be justified for those who will be able to stand
on their own feet. Indeed, it is im portant to lay special
stress on the tem porary nature of this aid. Society expects
everyone who is able to stay afloat on his own to do so
sooner or later. There is no need for paternalism for those

who are able to create the essential conditions for leading a
norm al life.
2. There m ust be a reserve o f goods and capacities to
assure the availability of vital consum er goods, fuel, other
sources of energy, and so on. It m ight happen that the
initial adjustm ent to the operation will be convulsive; in
this case serious disorders can be avoided through ade
quate state reserves.
3. The state should dispose of enough convertible hard
currency reserves to pay for extraordinary im ports in case
of tem porary troubles. Reserves of this kind are also
needed so th at the state banking system can abide by its
promises with regard to convertibility. Should excess de
m and for foreign currency appear, it should be covered in
the first instance from reserves. (It is another m atter to
decide what means to use after the first reaction to restore
equilibrium on the foreign currency m arket.)
4. Besides the norm al am ount of credit earm arked for
the state and private sectors, there should be reserve credit
quotas. These could be used to extend transitional loans to
those state or private firms that face an unexpected liquid
ity crisis during the operation. These should be hard cred
its, not soft money for bailouts. If the firm manages to
weather the stabilization operation with the help of such a
loan, then it would have been w orth the trouble. Should
the firm fail, the loan would have been wasted. In this
latter case the firm would have to be forbidden to resched
ule the original credit or obtain a new one. The operation
as a whole should result in the acceleration of the harsh
natural selection process, and the transitional loans should
be the last chance for those organizations that consider
themselves strong enough to survive.

The financial coverage for all four kinds of reserves
must be included in the plan of the operation. The stabili
zation operation is doomed to fail if its balance equations
are m ore or less in equilibrium, but then it turns out later
that in order to live through the crisis, it will be necessary
to finance individual assistance program s, unscheduled
imports, or transitional loans for firms, disrupting the pre
carious equilibrium. Reserves should be set aside in ad
vance for such extraordinary purposes, and any rem ainder
could still be invested. On the other hand, not a single
forint or dollar above the earm arked am ount could be
used for such purposes.

T H E ST A B IL IZ A T IO N O P E R A T IO N IN
T H E IN T E R N A T IO N A L C O N TE X T
The stabilization operation m ust rely basically on H un
garian resources and capacity. The drafters of the plan
should take into account foreign assistance only to the
extent that it can be counted on with absolute certainty.
The plan should be pessimistic and overcautious. If for
eign assistance turns out to be m ore than expected, the
surplus can always be put to good use. A t the same time, I
am convinced that precisely those changes described in
chapter 1, and also the stabilization operation itself, will
considerably widen the scope for foreign assistance. Let us
examine the most im portant tasks in this context.
1. Both the current and the new postelection govern
ments should reshape in a calm m anner H ungary’s ties
with the Comecon countries. The longer-term aims are
complex. On the one hand, H ungary should reduce its

dependence on both the export and the im port sides. On
the other hand, the country needs to prom ote a more ad
vantageous structure of its foreign trade.
The most im portant long-term draw back of Hungary’s
export ties with the Comecon countries is the low level of
quality standards in these m arkets. Rem arkably, this lack
of high standards and of ambitious dem ands concerning
the quality of goods is precisely what makes these com 
mercial ties so attractive for state-owned firms and makes
them stick to these m arkets. It is relatively easy to sell
products in these m arkets that would be unacceptable in
hard currency m arkets. This is one m ore reason for the
need to coolly but resolutely shift H ungary’s sphere of
interest to m arkets that insist on higher-quality goods. In
the m eantim e it is most im portant that the Hungarian
governm ent take special care to m aintain business conti
nuity even in the wake o f political change. Once signed,
the business contract m ust not be violated unilaterally;
this is the basic law of honest trading. H ungary’s reliabil
ity m ust in no way be underm ined. The unilateral cancel
lation of economic agreements is acceptable only under
emergency conditions, and such a move m ust always be
approved by Parliam ent.
2.
Regarding H ungary’s ties with the W estern econo
mies, a few words are in order concerning the problems of
private foreign capital— all the m ore so since the attitude
of W estern governments and the international organiza
tions tow ard H ungary is usually given disproportionate
emphasis in public debates. To be sure, their behavior
m atters a good deal to Hungary, but I m aintain that the
attitude of W estern businessmen, entrepreneurs, and pri

vate firm m anagers is of even greater significance. There is
no “Capitalist International,” and the capitalists of the
world have not united. They do not dance to the piping of
some world center, be it W ashington, Bonn, or Tokyo.
Their actions are coordinated by the invisible hand of the
m arket, through the m ethod of trial and error. They do
listen to governm ent statements, but often they pay much
closer attention to their fellow businessmen relating their
H ungarian experiences in a comm on club. The bitter story
of one disappointed acquaintance about the m any bureau
cratic obstacles he had to face in H ungary is enough to
spoil a hundred governm ent guarantees. A socioeconomic
system cannot have two faces: an ugly one tow ard its own
citizens and a charm ing one tow ard the outside world. We
cannot keep building Potem kin villages: while Budapest’s
downtown is graced with elegantly furnished W esternstyle banks, it remains impossible for callers from provin
cial towns to reach the capital by phone, and clients in
provincial towns have to queue up for hours ju st to accom 
plish a basic banking transaction.
H ungary’s ties with the W estern business world will
improve and become organic to the degree that the eco
nomic standards, culture, and liberties of H ungary’s pri
vate sector develop. A sensible, sober-minded W estern
capitalist who cannot easily be cheated has no confidence
in the exceptional conditions granted to him: special tax
exemptions, special convertibility terms, and special cus
toms duties applicable to foreigners only. He will trust,
however, those conditions granted to every H ungarian cit
izen w ithout condescension. If, pursuant to chapter 1, an
enterprising H ungarian citizen can conduct business w ith

out having to endure the torture of licensing, then a for
eign citizen will also embark in his business with much
greater calm. If the H ungarian citizen is levied taxes that
are uniform, transparent, and flat, then the foreign entre
preneur will not fear an imm inent tax progression. The list
could well be extended. In this area there is also need for a
continuous, gradual, and organic development. It is desir
able that as m any of these changes as possible be realized
before the start of the operation.
In my view the operation itself could further increase
the confidence of W estern businessmen. They would find
it reassuring to see order and stability gain the upper hand
over inflation, the budget deficit, the distorted prices, and
an inscrutable tax system.
3.
The previous statem ents are, of course, not m eant to
play down the im portance of the assistance Hungary
could obtain from W estern governments and international
financial institutions. W ithout going into details here, I
wish to m ake just one comment. The stabilization opera
tion is the very best occasion for mobilizing a considerable
part of W estern assistance. There are many people in the
W estern political and economic world who feel that they
were already burned by the experience of their unbridled
lending in the 1970s, when their loans melted away in the
hands of borrowing governments. In the case of Hungary,
the governm ents in power have since the 1970s presented
new reform schemes each year, while the debts continued
to m ount and economic ills worsened.
This time a unique opportunity presents itself. There is
a great chance th at H ungary will have a freely elected
Parliam ent and a new governm ent that will enjoy its sup

port. Let us add that, in the spirit of this book, this new
government has the chance to present a clear-cut stabiliza
tion program. Foreign governments could well be won
over to this cause, and their support could take various
forms: we could receive aid, extraordinary loans under
better than average conditions, and perhaps a m ore con
siderate treatm ent of our existing debts as well. In my
opinion foreign governments and international organiza
tions are more inclined to back an operation that is sched
uled to be enacted in the foreseeable future, within one or
two years, than to respond to some oblique promises relat
ing to the distant future.
4.
In its program the new government should pledge its
word to the H ungarian nation to renegotiate the country’s
debts with its creditors, but it should abstain from an
nouncing a rescheduling in the conventional sense of the
term. Such a move would only underm ine H ungary’s au
thority in the financial world. The country may be able to
avoid rescheduling under the pressure of an emergency
situation.
This, however, does not mean that the country m ust
acquiesce blindly and unquestioningly to the size of the
debt-service burden to be borne by the present generation
of Hungarian citizens. The nation as a whole has already
suffered too much, and may not be able to heed new calls
for patience and self-restraint over the decades to come.
N or can it be expected to accept further suffering in ex
change for promises of a better world that will come true
sometime in the distant future, perhaps in the year 2010 or
2050. The debt burden borne by the H ungarian people
m ust be eased now, within the next couple of years.

This is a controversial problem among W estern econo
mists and economic policymakers as well, as there are sev
eral countries in the world struggling to pay off their
debts. The leaders of the national central banks behave in
a very sim ilar way concerning these issues, irrespective of
whether the debtor is a socialist or a capitalist country.
Their m ain criterion is a negative one: “Take care not to
annoy the creditor banks!” A pat on the back at the club of
international bankers is a great compliment, enough to
offset grumbling back home. In addition, those at the po
litical helm are usually ignorant of international financial
m atters and trust their own bankers unreservedly. If their
own bankers frighten them by exclaiming: “ It will have a
bad end if we do not pay!” they will react with due atten
tion and will readily opt for forcing people to further
tighten their belts.
The debtor is at the mercy of his creditor, but the credi
tor is exposed to the debtor as well. Parallel to the an
nouncem ent of its stabilization program , the new govern
m ent of H ungary should also pledge its determ ination to
reduce the debt service burden. There is no need to act
with precipitation, and the government should not under
any circum stances violate one single credit contract arbi
trarily. But there m ust be separate negotiations with each
group of creditors: the so-called Paris Club of Western
creditors, the various governments, international financial
institutions, Eastern European trading and financial p art
ners, and so on. An attem pt m ust be m ade to persuade
each group of creditors, calmly but emphatically, that
H ungary cannot and will not repay its debts according to
the original schedule. The country needs a judicious

renegotiation of its obligations. It is necessary to conclude
as many of these revisions as possible already during the
period leading up to the operation. Later the operation
itself will provide occasion for continued negotiations.
D uring the negotiations, and presum ably afterward,
our short-term interest-paym ent obligations will have to
be met in full. However, there are chances of reducing our
medium- and long-term obligations. Several countries
have negotiated successfully to do so in the last few years.
This may somewhat im pair H ungary’s published credit
ratings for the time being, but I agree with those who say
this draw back is worth accepting. F or one thing, Hungary
even then will still be among the countries with a better
credit rating. F or another (and this is the decisive argu
ment), the restructuring of the debt is vital to ensure that
the stabilization operation does not place almost intoler
able burdens on the public.

E L IM IN A T IO N O F T H E
SH O R T A G E ECONO M Y
Inflation and shortage coexist in Hungary today.53 In
this section I suggest how to eliminate shortage, closely
interlinked with inflation, in the context of the stabiliza
tion operation. This course of action is also related to the
evolution of private enterprise described in chapter 1.
The shortage syndrom e is a complex phenomenon; its
”G, W. Kolodko and W. W. McMahon (1987) called this phenomenon
“shortageflation,” a term coined after “stagflation,” which refers to the simulta
neous occurrence of stagnation and inflation.

emergence is affected by several factors. It is a problem at
both the micro- and macrolevels. The socialist system’s
property relations and coordination mechanism, as well as
its financial and price system, are among the causes. There
is a chance to eliminate the shortage economy in Hungary,
because past developments took place and future changes
will occur in all these dimensions simultaneously.
One cannot expect shortage to disappear without trace
after the operation. F or quite some time we will have a
m arket whose mechanism operates with greater friction
and weaker adaptive features than those of older, welltried m arkets. But one can expect the main factors point
ing to the chronic, general shortage economy to be basi
cally eliminated by the social transform ation described in
chapter 1 and the stabilization operation described in this
chapter.
Since we have already m entioned all the conditions of
eliminating the shortage economy, suffice it to give here a
concise list.
1.
In the course of the stabilization operation, m acro
dem and and m acrosupply m ust be equilibrated. Should
we m anage to accomplish this during the operation and
also to m aintain this new equilibrium, then we will have
eliminated one of the fundam ental causes of shortage: ex
cess dem and at the macrolevel.
I m ust em phatically w arn the reader that once demand
runs away again, it is likely to produce inflationary pres
sure as well as an inducem ent for the reproduction of
shortage. M ore precisely, if the governm ent prevents
prices from rising so as to counteract excess demand, re
pressed inflation will inevitably occur, along with short
age.

This is a real danger. If the stabilization operation falls
through, or if m acrodem and runs away again in the post
operation years, then we have every reason to expect wideranging calls for curbing price increases. Various groups
will exert increasing political pressure in favor of price
ceilings and the introduction of a price freeze, which will
in turn lead to the rebirth of repressed inflation, itself one
of the generators of shortage.
This is another argum ent for the need to create genuine
equilibrium at the macroeconomic level during the opera
tion. If an error is comm itted, it should be on the side of
excess supply rather than excess demand.
2.
I consider it necessary to highlight, as a separate
point, the need to keep a tight hold on the state sector’s
demand. It is hopeless to expect hard budget constraints
to prevail at the micro level in state-owned firms given the
existing dom inance of the state sector. In this context the
term “ hard budget constraint” means that the firm would
voluntarily restrain its expenses as a result of its own inter
nal motivation. But the development of a genuine profit
incentive in the state-owned firm is quite unlikely. The
propensity tow ard investment hunger and wage drift is
bound to recur time and again. This is why I propose that
the state sector’s propensity tow ard spending be limited
from outside, and from above.
The m ethods for this task have not been developed yet,
but the chances of their emergence are improving. The
situation was different earlier, when all the regulative
powers were held by the top state bureaucracy, which was
one soul, one body with state-owned firms. This almighty
bureaucracy displayed a high propensity to spend at every
level of the hierarchy. But now an independent counter-

force m ight emerge in the form of a m ultiparty Parlia
ment. N ot being a part of the bureaucracy, this legislative
body will in fact be superior to it; as the repository of the
nation’s will, it will be empowered to set limits to expendi
tures. I hope that a legislature acting independently of the
bureaucracy, or m ore precisely as its superior, will be able
to impose restrictions on state-owned firms’ propensity to
spend. Accordingly, this legislature should be able to set
an economy-wide hard budget constraint on the state sec
tor. If it manages to do this, then it will stop one of the
basic mechanism s in the reproduction of shortage. If it
fails, shortage is bound to reappear.
3.
One of the basic m ethods of eliminating the shortage
economy is the expansion of the private sector. This role
has already been partially fulfilled by the private sector:
several kinds of dem and that the state sector is unable to
meet are satisfied by formal and informal private activity.
The fact that shortage has been m uch less characteristic of
H ungary than of m any other socialist countries can be
ascribed to, am ong other things, the scope of the second
economy, which partly filled in the gaps left by the first
economy.
The budget constraint of the private sector is hard: its
spending is strictly restrained by the simple fact that the
private owner has to pay from his own pocket. For this
reason there is no danger that the private sector’s demand
will run away. Consequently, there is no intrinsic m echa
nism reproducing excess demand, as is the case in the state
sector.
In the spirit of w hat has been said on pp. 34—57 and
80-93, the private sector will, I hope, prosper. It is most

desirable that the public understand the logic of operation
of private initiative and the m arket under these circum 
stances. It is precisely shortage that attracts the entrepre
neur like a magnet, provided he is allowed to profit from
the shortage situation. A n overstocked m arket cannot
offer a sizable profit. But once solvent dem and appears
where supply is not sufficient, mobile capital will rush in to
capture any business prospective. This kind of flexibility,
initiative, ability to quickly recognize and exploit oppor
tunities, and freedom of entry and com petition can to
gether pave the way tow ard m astery of the thousands of
microshortages.
The free entry of private enterprise into all fields of pro
duction and trade, inclusive of free private imports, can
bring about a m arket regime that is commonly known as a
buyers’ m arket, that is, a situation in which sellers com 
pete for the buyer.54
4.
The freedom and flexibility of prices is a requirem ent
related to all three points above. It is indispensable for
m aintaining m acroequilibrium between dem and and sup
ply, and also for ensuring the quick adjustm ent between
demand and supply at the microlevel. Free prices should
in general gain the upper hand in the wake of the stabiliza
tion operation.
In the Introduction I drew a distinction between the
tasks to be executed at one stroke and those that can be
carried out only gradually. The elimination of the short
S4Under the conditions of capitalism, this emerges primarily in the market
structure of so-called imperfect competition. Sellers try to win over buyers from
competitors by providing better-quality, polite service and faster delivery. See
the works of T. Scitovsky (1971) and E. Domar (1987).

age economy requires the com bination of the two types of
tasks. The stabilization operation will call into existence
some of the conditions necessary for eliminating shortage
(macroequilibrium , extensive liberalization of prices), but
there are further conditions that complete the list of re
quirements. These are the long-term tasks, namely those
related to the healthy development of the private sector,
and to the continued and effective control of the state sec
to r’s demand.

O P E R A T IO N A N D RECOV ERY
Having surveyed the main com ponents of the stabiliza
tion operation, here are a few final comments.
No country has ever performed the operation proposed
in this book. The Soviet Union m anaged to term inate or
radically slow down inflation after the two world wars.
However, the social and, above all, political conditions
surrounding the Soviet program were radically different
from the current situation in Hungary.
Quite a num ber of large-scale stabilization operations
were perform ed in the capitalist world after W orld W ar II.
In 1946 H ungary was on the borderline between East and
W est when it term inated the fastest-growing hyperinfla
tion in world history. A lthough some elements of the en
suing socialist system were already present (the Com m u
nist p arty’s advance tow ard power, the presence of the
Soviet arm y), the economy on the whole still operated on
the basis of private ownership. Stabilization pooled the
energies of all the political parties that prom oted recon

struction at the time, and was supported by both private
capital and organized labor.
The oft-cited West G erm an reform of 1948 was a great
success, and again it was an operation in the strictest sense:
the changes implemented at one stroke m anaged to sim ul
taneously introduce a stable currency and an alm ost com 
plete liberalization of the economy. However, this was
done in a fundam entally private economy. A few huge
monopolistic organizations were broken up, but property
relations were left untouched. E rhard (widely credited
with being the architect of the W est G erm an social m arket
economy) and his advisers had plenty of factors to con
sider, but they were not faced with the task of producing
artificial private owners as if in a laboratory. A fter all,
they were surrounded by flesh-and-blood private owners.
An analysis of the experiences of other radical stabiliza
tion operations (such as those of Israel or Bolivia) falls
beyond the scope of the present study. Suffice it to say that
although these operations were performed in seriously ill
economies, and notw ithstanding that the public sector in
those countries was already m uch larger than in E rh ard ’s
Germany, the economies of Israel and Bolivia were also
basically private economies.
H ungary and Poland are the first countries to approach
two m ajor tasks simultaneously, namely the transition of
the economy tow ard the dom inance of the private sector,
and fundam ental m acroadaptation and stabilization. This
combination of tasks is extremely difficult.
The steadfast and rapid im plem entation of the opera
tion m ight give people the impression that the period of
spasms and convulsions will be over within the foreseeable

future. Those who have undergone a serious disease or
have seen the sufferings of a loved one know well the state
of m ind that makes the patient turn to the doctor and
declare: “ I can stand this no longer. Come what may, put
me out of my misery. I would risk the operation, but do
something with m e.” I feel that the H ungarian population
is approaching a point where it cannot tolerate further
suffering. People are fed up with the perpetual tinkering
and concom itant sense of uncertainty. I believe they are
ready to take the risks of a radical operation. A nd for all
the tem porary traum a and troubles it would cause, the
operation at least holds out the promise of genuine order
and calm.

3
Tasks of the
Economic Transition
from a Political
Viewpoint
T H E PO PU L A R IT Y O F T H E PR O G R A M
How popular is the program of transition outlined in
the previous chapters? O f course, it is impossible to please
everyone in all respects. My program is not populist. But
before dealing with the points to which opposition is to be
expected, I will highlight those elements that can be seen
as potentially popular. However, even these elements will
not be received favorably by all; their attractive force will
depend on the ethical and political views and economic
interests of the citizens.
1.
The concept outlined in this book will attract truly
liberal people.55 Individual freedom is not an exclusive
”The term “liberal” (as opposed to “conservative”) has a special meaning in
political language in the United States. The book uses the word “liberal” in the
European political and intellectual tradition. Its meaning becomes clear in the
next few sentences, and is also used in the same sense in chapter 1.

value; for most Hungarians, there are other values that
count for a great deal, such as the m aterial welfare of
society, equality, social justice, and the prim acy of na
tional interest over individual interest. These values are
often com plem entary to one another, but they might clash
as well. The developmental path outlined here attracts
those who see individual autonom y and the sovereignty of
the citizen as equal to or higher in rank than other values.
These are the people who reject the subjection of the indi
vidual to the interests of the state and to the collective
interests ordered by movements, parties, or leaders.
In the paragraph above we could replace the word “in
dividual” with “ family.” The draft program makes no dis
tinction between individual, taken in a literal sense, and
family, which is the smallest com m unity of individuals. It
dem ands autonom y and sovereignty for the family; it
seeks to entrust the family with the largest possible degree
of economic decision-making.
“ Freedom ” has become a fashionable word in Hungary
these days. My study aims at giving a more concrete
meaning to this word in the economic sphere. Each and
every individual and family should be free to dispose of
their labor power, products, free time, money, and wealth.
A t long last, the state should leave the individual and the
family alone; it should intervene only in cases when other
individuals or families need protection from those who
really abuse their freedom.
2.
I am convinced that the ideas raised in this book will
appeal to those who are willing to embark boldly on an
enterprise (in the sense described in this study), who are
ready to take risks and to invest their money and wealth.

I cannot go along with those who see only one proper
way of hum an behavior. F ar be it from me to censure
disciplined employees, those who work out their time
properly, follow the directives of their supervisors, then go
home after work and spend the rem ainder of the day relax
ing or taking care of family affairs. The m ajority of people
fall in this category. I also understand that there are m edi
tative people who reflect upon the world and make grum 
bling remarks. These individuals m ight also play a benefi
cial, thought-provoking role. A nd finally there are those
who, as a result of an unfavorable coincidence of circum 
stances, are unable to be particularly active even though
they possess the necessary internal m otivations (this group
will be discussed separately).
While stressing again that there is no trace of criticism
in my thoughts tow ard the above forms of behavior, I wish
to make it quite clear that my program does not rely on
these kinds of people. Here we m ust return to Adam
Smith. People who are prepared to undertake additional
tasks for their own sake and that of their families, and earn
extra money, simultaneously benefit the comm unity. N a
tional income and national wealth are not elevated collec
tivist categories, nor mysterious economic statistical no
tions. By seeking additional income, you increase national
income. Accum ulate more wealth for yourself, and you
boost the wealth of the nation. Build a house for yourself,
and you add to the nation’s housing stock. Collect a thou
sand dollars in your drawer, and you contribute to the
nation’s hard currency stock. N ational welfare is but the
sum total of individual welfares.
People m ust alter their way of thinking. Enrichm ent

has long been considered something shameful. A fallacy
has reached the m arrow of people’s bones: if someone gets
more, then it is because he took it away from others. Those
who do well grind down the others, and it is a disgrace
th at the rich do not dole out their wealth immediately. If
they are not willing to do this voluntarily, then their
wealth m ust be taken away from them.
The country is now gripped by a grave economic crisis.
Respect should go not to those who m oan the loudest, but
to those who stop whining and, instead of going begging
for help from office to office, set about improving their own
financial status. Instead of complaining, people should
work overtime, grow fruit or vegetables in their gardens,
invest in their own enterprises, team up with others and
set up firms, bring in some kind of product from abroad
that is m uch in dem and at home and sell it, and so on.
There are thousands of opportunities open to all. The old
adage “ G od helps those who help themselves” has never
been more appropriate. State assistance should go to those
who are really unable to help themselves. But those who
have the ability but still fail to do so out of passivity, indo
lence, or cowardice deserve neither censure nor pity.
These people are the victims of socialism in that it has
sapped them of personal initiative in the past decades.
Change will not come prim arily as the result of a new kind
of m oral education, although that too is needed. Public
attitudes will be changed by social changes themselves.
People will sooner or later realize that everyone must
carve out his own fortune.
This is an organic complement to point 1. The concept
raised in this book is attractive to those who claim individ

ual (or family) autonom y, and to those who want to make
use of this autonom y. It appeals to those who are able and
willing to launch their own initiative, activity, and enter
prise.
3.
The concept might be attractive to those who have
their own property or wish to acquire it. Here I have in
m ind the widest spectrum of property, ranging from the
smallest units (a small garden or a m odest am ount of pri
vate saving) to small- and medium-size units (family
house, private shop or workshop) to all larger units. But
whatever the size of this property, the owner m ust be pro
tected from arbitrary state conduct.
In a system of healthy political pluralism, there emerge
parties and associations that focus the interests on specific
groups of owners. Some of these specialize, exclusively or
primarily, in protecting small-scale farmers, while others
support the urban lower-middle classes or large-scale
entrepreneurs. There may certainly be political forces
with broader program s, able to “ reach across” subgroups
of owners. The present book is not m eant to advise
these organizations. All political forces that consider
the safety and free development of private property a
priority can identify themselves with the ideas proposed
here.
The aim of this study is not only to encourage private
accum ulation but also to propose a policy that could clear
the obstacles in its path. To cite an example from agricul
ture: I do not propose the reestablishm ent by state regula
tions of the K ulak,56 so ruthlessly eliminated in an earlier
“ K u la k

is the Russian word for well-to-do farmer.

period. Instead of proposing a kind of artificial “ re-Kulakization,” I argue for a process of rural embourgeoisement.
We ought to be pleased to witness the emergence through
organic development of capital-intensive farms well
equipped with m odern technical equipment, which, like
Danish, West Germ an, and Am erican farms, could as
sume an ever greater share in agricultural production
using decreasing am ounts of labor.57
A part from agriculture, the transition route m ight also
s,As in earlier cases, here again I do not consider references to Western
examples apt. It is not enough to say, “Well, the small-scale farmers are subsi
dized by the state even in America and in several Western European countries.”
This is a rather controversial issue; there are many people who consider this a
deficiency rather than a virtue of the economic policy in Western countries. It is
just possible that some of the parliamentary deputies there support subsidization
to attract more votes. It is conceivable that the same consideration would moti
vate parliamentary deputies in Hungary as well. But since I do not offer myself
as a candidate for a seat in Parliament, I can feel free to speak my mind.
What I have said about the humanitarian requirements of transition applies
here as well. The modernization of Hungary’s agriculture must take place under
humane circumstances. If, for example, a new type of small farm is about to
secede from the agricultural cooperatives, it may be justified to extend nonrecur
rent financial support, or an extraordinary long-term credit as an "initial mo
mentum.” This could help keep the new farm afloat.
But at a later stage private agricultural farms should be exposed to the same
tough market conditions in which the rest of the private sector operates. These
farms should not be granted permanent state subsidies. They should have access
to short-, medium-, and long-term credits, but the terms of these credits should
not be softer than those applied in the other spheres of the private sector.
It might well be that a small firm is more productive over a longer period
than an inefficient cooperative. In this case the former can survive. But the time
may come when a small, poorly equipped farm falls behind modem small- and
medium-size farms, and then it might lose ground if not assisted by government
intervention. In such a case the smallholder should be granted a te m p o r a r y
accommodation assistance until he and his family find a new form of life better
suited to them. But we must not accept a situation in which a stratum of society
with the ability to work, or any particular kind of economic form, can survive
only through the support of the state budget.

attract those who are willing to sacrifice and save for the
sake of solid enrichment. I do not want to encourage busi
ness adventurists to scrape together whatever they can
and make off with it. The economic policy proposed here
seeks to give m aterial, moral, and legal guarantees to those
who save from year to year, invest their money in their
own enterprise, and make it grow from a small firm into a
medium-size, and later on into a large-size or even m am 
m oth, firm.
Lenin wrote that production on a small scale creates
capitalism day by day and hour by hour, and he was right.
Those who are frightened by this prospect obviously can
not go along with the development outlined in this pro
gram, since they want to keep even the most prosperous
small-scale producer from outgrowing small-scale pro
duction. These people take the stance that it is all right to
own a small plot or a workshop. If owners do well, it is all
right for them to spend their money on luxury tours or to
build a flashy sum m er house. But they m ust be prevented
by means of bureaucratic intervention from growing from
a small-scale producer into a genuine capitalist. The pre
sent study utterly rejects this line of thought. It seeks to
establish the natural conditions necessary for the accum u
lation of private capital. The program appeals to those
who see this as a reassuring opportunity.
4.
The stabilization operation holds out the prospect of
stopping inflation. In my opinion this aspect will attract
millions, save a narrow group of exploiters of the infla
tionary process. Just consider the am ount of political sup
port to be gained by political groups if they promised to
stop inflation, assumed full responsibility for carrying out

the operation, and kept their word. There are many who
would be m ore than willing to make sacrifices just to stop
inflation.
It is regrettable that in the midst of the countless price
rises, no one has yet m ade such a promise. This is one of
the reasons why people see the situation as hopeless.
Today they are angry because price increases are an
nounced officially every week, and they become angrier
the next day because prices continue to rise without any
official announcem ent. In fact, if we consider the average
of the national economy, the problem is not as serious in
term s of real consum ption as the popular mood would
suggest. There are wide social strata in which price rises
are compensated, or sometimes even exceeded, by in
creases in nom inal wages. A nd still, everyone becomes
outraged at the constant price increases. This is why a
definite and unambiguous stabilization program could
become fairly popular, even if its prom oters announce
openly and in advance that it will result in a great shock
and a nonrecurrent m ajor price increase. But it cannot be
emphasized enough that such a stabilization program will
remain popular only if its prom oters keep their promise.
5.
The promise to eliminate the shortage economy is one
of the attractive points of the program . As in the case of
inflation, it is also regrettable that in fact no political cur
rent or party program has assumed this obligation. And
yet this is one of the gravest complaints of the population:
villagers and townsfolk, young and old, poor and rich, all
suffer from shortage, queuing, and the sense of being at the
m ercy of the seller. Shortages worry consumers and con
stantly intrude upon the work of producers. In former

times, for those H ungarians who crossed the H ungarianA ustrian border, one of the first great experiences was the
imm ediate realization that, for a price, everything was
available in Austria. This was one of the most perceptible
differences between the two systems. The elimination of
shortage could bring about a similarly perceptible change:
it could prove to H ungarian citizens that the system had
undergone a genuine change and that at long last H ungari
ans could also enjoy the advantages of a buyers’ m arket.
6. The economic policy outlined here will attract all
those who are not indifferent to the fate of the state's
money, and who are fed up with its being squandered.
These people dem and that all officials who have state
money at their discretion should be subject to a tough,
public political supervision.
7. The program will be neither highly attractive nor
excessively alarm ing to those who have an affinity for the
principle o f state ownership. We are talking not only about
the managers of state-owned firms but also about those
who have long been and still are hearty supporters of so
cialist principles, and who see an intrinsic value in the fact
that the means of production are not privately owned. The
economic policy proposed here cautions against the of
fensive and irresponsible liquidation of state ownership. It
warns against carrying out the reverse action as precipi
tously and with a sim ilar irresponsibility as the radical
elimination of private property. This program wishes to
create genuine, not fake, rivalry between sectors. The role
of the private sector should increase in direct ratio to its
ability to prove its superiority to bureaucratic state owner
ship. Private entrepreneurs should have the opportunity

to buy certain units of the state sector, but only at a pace
they can afford, relying on their own funds and on the
am ount of credit they are able to obtain (offering their own
wealth as collateral).
The program blocks neither the development of institu
tional ownership by genuinely autonom ous institutions
nor that of genuine cooperative ownership.
All this can be accomplished as a result of an organic
development. We will have to wait m any years before the
share of state ownership remaining after organic embourgeoisement becomes clear. By all accounts, this share
should be small enough to force the state sector’s behavior
to conform to that of the private sector, which, of course,
has a hard budget constraint, is genuinely m arket ori
ented, and pursues a steadfast business policy— and not
the other way around.
F or those who remain convinced of the viability of the
state sector, this change in the state sector is a prospect
that should prom pt them to active work rather than to
furious resistance. By any account, this program is more
attractive than those that want to eliminate state owner
ship in one stroke.
8.
The proposed policy calls for a halt to the dissipation
and squandering o f state resources and property, no m atter
what the pretext m ight be. This is a phenomenon that
annoys and even scandalizes people. F or decades slogans
propagated the notion that the wealth of the state was the
wealth of the people. This is only a half truth. It did not,
and in fact could not, prove to be true inasm uch as the ten
million citizens of this country obviously could not them 

selves control the complex production process. As this
study has already stated, state property belongs to every
one and to no one.
However, the slogan was right in that the labor and the
sacrifices of this country’s population were embodied in
the state’s wealth. People have the right to know the des
tiny of this great treasure. The program proposed here
demands that all kinds of sales be carried out in the lime
light of publicity and under fair business conditions. This
is a popular idea that m ight gain supporters for the pro
gram.
9.
State wealth must not be sold to foreign countries at
rock-bottom prices, as if at a liquidation sale. Here again
we need an enlightened national policy rather than m y
opic isolationism, xenophobia, or anti-W estern biases. It
can be extremely beneficial if foreign businessmen pur
chase firms in Hungary, establish offices and shops, or join
H ungarian enterprises, provided that these are useful to
the H ungarian people. The m any opening ceremonies of
new Hungarian-W estern joint ventures, with all the media
coverage and exchanges of docum ents and cham pagne
toasts, do not constitute an index of success. Instead, one
would like to see concrete analyses that prove objectively
that these transactions are really beneficial for Hungary.
We must establish legal limits that will prevent the allout intrusion of foreign capital. Instead of spoiling the
interest of foreign capital through bureaucratic bans, we
should indicate as clearly and as frankly as possible the
limits to our welcome and our conceptions of excess and
trespassing.

This kind of national policy— assertive yet free of any
trace of chauvinism— may well exert a strong attractive
force.
A nother comm ent concerning the national character of
the program is worthwhile. The present study has repeat
edly called attention to the fact that there is no need to
imitate slavishly the institutions of the W estern business
world. This warning is not rooted in the belief that H un
gary should sooner or later devise a tricolored stock ex
change instead of incorporating the experiences of the
New York, Zurich, and Tokyo exchanges. My unfashion
able warning is based on the conviction that there are a
num ber of institutions that can evolve soundly only as the
result of an organic historical development.
A variety o f institutions were unable to take root during
the past decades because they were artificial and ill-con
ceived delusions imposed on society. The new stage in
H ungary’s historical development will give natural birth
to the various organizational forms, legal institutions, and
social m anners of the m arket and of economic manage
ment and the business world. These will obviously be af
fected by foreign examples and contacts with W estern
partners. Let us learn from them as m uch as we can, but
with dignity. It is not a num ber one priority to make for
eign bankers or industrialists grant us their seal of ap
proval; quite often they do this on superficial impressions
anyway. Good m arks m ust be earned at home.
10.
Finally, the policy outlined in this study may have
yet another attraction: it creates order out of chaos. The
vast m ajority of H ungarian citizens feel that their country

now lives in a state of upheaval, disorganization, and dis
order. Rules come and go on a daily basis. They say one
thing today, tom orrow its opposite. Contradictory mea
sures are implemented, and the economic m anager or the
individual may well feel free to choose which of them to
obey and which to violate. Law has no authority. People
have no special qualms about breaking a rule; at best they
are put out if they are caught.
Meanwhile, people associate “order” with frightful no
tions: tanks, jailings, and the existential ruin of outspoken
people come to their mind. M any see the term s “ pro
order” and “ re-Stalinizer” as synonyms. According to the
oft-quoted bitter saying of Sandor Szalai, a noted H ungar
ian social dem ocratic sociologist, we have only two
choices: either the barracks or the brothel. Those who do
not like barrack-room discipline m ust put up with the
anarchy of the brothel.
But I see a third alternative. H ungary needs order, but
not of the barrack type. The proposed policy wants to
outline how this kind of order could be achieved. Let us
put an end to the suspense created by inflation; let us rid
the country of the situation in which it is impossible to
calculate as prices change overnight. There should be sta
ble laws to guarantee individual autonom y, private prop
erty, and the security of savings and investment. The state
budget should be balanced. The state’s practice of unbri
dled spending and of printing money to cover expendi
tures m ust be stopped.
Consequently, this is a pro-order program — and that
m ight be one of the m ain sources of its attraction.

SOURCES O F TEN SIO N
I would not like to raise false hopes. This program both
attracts and repels; it arouses sympathy and stirs up resis
tance. The positions taken for and against it do not fall
into a simplified M arxist pattern in which the interests of
one class are defended and those of another are attacked.
Using the term “class” in the M arxist sense, various mem
bers of one and the same class may react to the proposed
policy in several different ways. In fact, to go further, even
one individual may react to the program in an ambivalent
way. A lthough in my opinion the policy outlined in this
study forms an integral whole, m any will feel they are
ready to accept some of its points while rejecting others.
One can expect a variety of tensions, of which I would like
to m ention only a few.
(a) The wages o f employees in the state sector. An at
tem pt to apply the proposed economic policy in the face of
active resistance from employees in the state sector would
result in catastrophe. In fact, it would be impossible. In
this respect, it is w orth reflecting on some examples from
abroad.
One such example is a comparison between postwar
G erm an and British development. In victorious Britain
the Labour party came to power and nationalized several
industries. There was exceptional growth in the power of
the trade unions. The battle for redistribution arrived to
stay. The unions sought to secure a greater share for the
organized workers by staging m ajor strikes. On more than
one occasion relatively small groups of workers with a key
role in production were able to paralyze entire industries.

Although B ritain’s economic growth did not cease and did
not attain crisis proportions, progress was quite sluggish
and fell behind that of B ritain’s competitors.
The situation developed differently in defeated W est
Germany. D uring the stabilization operation, power was
held by a liberal-conservative coalition that later governed
alternately with a liberal-social dem ocratic coalition; for a
short time, there was a grand coalition. But the constant
factor throughout was the constructive cooperation of the
trade unions with the state and the private sector. In other
words, to use the pejorative Bolshevik characterization,
there was “class peace.” All three main actors in the
severely damaged W est G erm an economy— the sector in
the hands of private owners (large-, medium-, and smallscale), the state bureaucracy, and employees represented
by unions— realized that bickering over redistribution
would be a suicidal course. To continue an image used
earlier in the study, the m ain thing is to have a larger and
larger piece of bread in our hands, not to squabble over the
piece we have.
I would not want to trace back to a single factor the
great difference in development that arose between post
war Britain and W est G erm any in the latter’s favor. But it
does seem as if the differences just noted were among the
major, and perhaps the m ost im portant, explanatory fac
tors.
Let us take an example closer to home: Poland. For the
past ten to fifteen years, until recently, when the govern
m ent of national unity was set up, there was w ar between
employees and the state as employer. It was a struggle
unique in history, since the fight for dem ocratic liberties

on the Solidarity side was bound up with “ regular” labor
union activity (i.e., the strike movement striving to raise
nom inal wages). It was at once a heroic espousal of parlia
m entary dem ocracy and the preparation of economic di
saster. This struggle most resembled a hunger strike, in
which a political hero would sooner die than abandon his
principles, except th at millions of people are usually ready
to make such heroic gestures only for a short transitional
period. A fter that they w ant to eat their fill not once but
every day. They want bread and meat, and what is more,
they w ant a quiet, com fortable life. The m aterial condi
tions for such an existence were underm ined by constant
work stoppages. The recent changes in Poland may have
created the conditions for the kind of coalition in which
there can be agreement among the m ain actors in the
economy: the bureaucracy, the m anagers of the state sec
tor, and the private sector, along with employees in both
the state and private sectors.
A nd now let us turn from the foreign examples to the
situation in Hungary. W hat prospects does the economic
policy outlined in the study present to employees in the
state sector? A great deal of w hat was listed in the ten
points of the last section could be attractive to them as
well, for m ost of it is not “class dependent.” F or example,
it could be that a factory w orker with no intention of start
ing an enterprise him self would gladly see the private
peasant farm of his brother back in the village prosper or
his son join a private enterprise in the town. He too is a
citizen beset by the bureaucracy’s m ultitudinous restric
tions, and the proposed program ’s liberalism and defense
of civic rights will make his life easier.

But I do not want to obscure the real dilemma. As pp.
65 and 142-145 have plainly declared, I am advocating
strict wage discipline. This entails freezing wages in the
state sector during the stabilization operation or allowing
them to rise only to a modest extent. Im plem entation of
the actual stabilization plan will show how large that raise
can be, if there can be one at all; I cannot attach a figure to
it. But the nom inal wage level laid down in the stabiliza
tion operation m ust be imposed with an iron hand. If the
reins are dropped here, all will be lost, and everything will
go back to square one: runaw ay wages will be followed by
runaway prices; if the prices are held down in response to
demagogic demands, there will be shortage on a mass
scale; and so on. We will be back where we were before the
operation. The great upheaval will have been fruitless; and
after that it will be much, m uch harder or simply impossi
ble to undertake another operation.
It may not be possible to persuade state employees to
agree in advance to accept this self-denying wage disci
pline. An effort m ust be m ade to convince them that this is
essential, if the nation is to escape economic catastrophe.
Ultimately, when the operation is complete, they too will
be among the beneficiaries of the changes. This is not a
“ zero-sum game” where one side’s gains equal the other’s
losses. Here everyone can be a winner. The W est G erm an
workers of today have gained m ore than their fellows in
Britain. W hen the economy finally recovers, production
grows, inflation falls, prices can be trusted, earned forints
stop melting away in their pockets, and the purchasing
power of their savings remains steady, the workers will
benefit as well.

Employees have been robbed of the right to strike for
decades, and they are now beginning to realize what a
massive weapon they hold. I appreciate that it is not easy
to resist the tem ptation of using that power.
Rivalry has broken out in the trade union movement.
Anyone observing the situation today as a historian or
political sociologist finds the conduct of m any union offi
cials easy to explain. U p until now they have been accused
of complicity with the party in power and the state bu
reaucracy, and of acting as their “transmission belts.”
M any may now feel this is the m om ent to show that this is
no longer the case. The move is popular with the workers
and entails no risk; no one these days gets whisked away
by the secret police for instigating a strike.
I am not preaching that the unions must lay down their
arms. T rade union officials should be on guard against real
injuries to the w orkers.58 They should take part in for
m ulating the new governm ent’s economic policy fully
aware of their enorm ous weight in society. But they
should handle the double-edged weapon of a strike gin!'I do not want to advise the trade unions against actively participating in the
shaping of national economic policy. But I do want to emphasize that the mi
crolevel tasks ahead are fairly large: these tasks include local safeguarding of
employees’ interests, fighting for better work conditions, presenting a united
front against those local managers who are prone to abuse their power, and the
elimination of internal tensions within firms. Probably much more could be
done in this area than what has been achieved so far. Meanwhile, there are other
issues that require safeguarding the interests of e n tir e p ro fe ssio n s, and which call
for the active participation of the unions. But in the given situation all these
tasks cannot be reduced to one single target, namely the raising of redistributive
claims and demands for wage increases for their respective professions larger
than those obtained by others. Should all the professions do this, it would lead to
the very situation I have warned against: wage discipline would slacken and the
wage-price spiral would start up again.

gerly. A fter all, the country’s economic recovery depends
first on whether the main actors in the economy can agree
with one another, and then on whether they can abide by
that agreement.
(b) Unemployment. The threat of unem ploym ent has
been m entioned earlier. A t the risk of some repetition, it
m ust be mentioned again here among the sources of ten
sion.
The following dem and has been voiced: jobs may only
be abolished if new jobs have been found for all the w ork
ers beforehand. In my view there is no guaranteeing the
fulfillment of that demand. It would be irresponsible for
any government to promise to do so. The dem and cannot
be advanced by a union movement seeking to take part
constructively in the country’s recovery.
It cannot even be ensured in a consolidated m arket
economy. The faster and m ore flexibly production adapts
to the prevailing m arket conditions, the m ore comm on it
is for jobs in one place or another to be eliminated. A fast
and flexible adaptation of production such as this is expe
dient.
Fulfillment of this dem and for job rights would be par
ticularly absurd in the midst of the serious operation out
lined in chapter 2. The message there is precisely that we
neither can nor want to decide “ structural policy” from
behind a desk, but that we entrust the m utual adjustm ent
of supply and dem and to the m arket. There is no way of
working out m arket prices in advance, and consequently
no way of telling which factory will make perm anent
losses. It must be frankly adm itted that this operation will
cause a great shock. So how can we guarantee that for

each and every employee whose job is lost in the midst of
the upheaval there will be another factory waiting with
open arm s, with another m achine or desk inside it, and
another apartm ent for him as well?
Instead o f promises that cannot be kept, there are some
realistic com m itm ents that can be made. This study makes
a distinction between transitional measures and the estab
lishm ent of a lasting, long-term relationship between the
labor m arket and job rights.
As far as the transitional measures are concerned, p.
163 already m entioned the “hum anitarian” reserves for
the period of the operation. Aid m ust be given to all whom
the stabilization lands in trouble until they are able to
adapt to the new situation. I do not see it as my task in this
study to work out w hat form that aid should take or what
conditions should be attached to it. The comm ent I do
attach applies not to the size or means of dispensing the
assistance but to its spirit. This is not a hum iliating hand
out; it is a m anifestation of society’s solidarity with those
who have been subjected to a grave traum a through no
fault of their own. There m ust be hum an respect for the
dignity of people in need of this assistance during these
difficult months.
R eturning to the longer term , we m ust learn to live with
the idea th at there will always be frictional unemploy
ment. (We should note, incidentally, that there has always
been frictional unemployment in all, including socialist,
economies, but we knew little about its scale.) The more
adaptable an economy is, the more common it is for jobs,
or even whole firms or industries, to disappear. To use the
great A ustrian-born economist Schum peter’s famous ex

pression, the condition for development is creative destruc
tion, and where there is destruction, there are job losses.
So we m ust construct a system of institutions and legal
regulations related to frictional unemployment, ranging
from unem ploym ent benefits to retraining schemes to
housing mobility and the chance to move from one place
to another. This is one area in which there is a great need
for cooperation between the governm ent and the trade un
ions.
Finally, the most im portant safeguard against lasting
mass unemployment is economic growth. In fact, to put it
even m ore strongly: it is the only safeguard. One of the
greatest achievements of the socialist planned economy in
Hungary and m any other socialist countries was full em 
ployment. This was achieved not by incorporating the
right to work in its constitution but by a specific strategy
of economic growth. But the way to preserve this achieve
m ent of the earlier economic system is not through a
struggle in which strikes, threats, and political pressure
are used to insist on an “acquired right” to full employ
ment. The object m ust be for the economy to take off
again, so that grow th can create more and m ore jobs.59
W hile we alarm one another with the specter of unem”Within the framework of a socialist economic system, the absorption of
excess labor is ensured primarily by a specific growth strategy, known as f o r c e d
g r o w th . The drawbacks of this strategy are numerous: resources are wasted,
distortions are created in the structure of the economy, and so on.
As was stressed above, we expect economic growth to create new jobs. How
ever, we hope that now this will be accomplished by a h a r m o n ic growth strategy,
clear of the countless drawbacks and distortions of forced growth.
Here I wanted only to refer to the theoretical aspects of the problem of
growth; considerations of space do not allow me to go into details.

ployment, sometimes for good reason and sometimes to
excess, there are num erous branches of the economy that
suffer from labor shortage. This will be so to an even
greater extent in the future. The service sector will have to
grow m uch faster than hitherto, and it will require a great
deal of labor. I would stress in particular the role of
grow th of the private sector. In the years ahead, because of
its fast expansion, the private sector will be capable of
absorbing an appreciable proportion of the labor released
by the “big operation,” provided that the bureaucratic ob
stacles to its development are removed.
(c) The issue o f the poor. It would be fatal to the stabili
zation and the assurance of national economic prosperity
if a scenario were to develop in which the government
represented the economic points of view while the hum an
itarian points of view had to be represented against it. One
could express this potentially damaging antagonism in an
other way. The governm ent would stand up for the rich,
and those who stood up for the poor would have to defy
the government. O r there could be another dichotomy: the
role of governm ent would be technocratic, while the role
of the opposition would be that of welfare policy advo
cate.60
I hope the reader senses that every line of this book is
imbued with a concern for each individual hum an being.
The basic objectives of the program are to enhance the
m aterial welfare of the general public. But I cannot evade
the following problem: grave economic ills will make the
“ Hungarian has adopted a term analogous to the German expression S o z ia lfor what American and British authors tend to refer to as welfare policy.

p o litik

position of the poorest citizens even m ore difficult. There
fore, I would like to make a few com m ents on welfare
policy.
I would first like to reiterate that the m ost im portant
measure for welfare policy these days is to curb inflation.
Anyone who seriously thinks the poor need help should
stand wholeheartedly by the stabilization program and re
frain from all proposals that would underm ine it.
My second comm ent is another reminder: a reserve
must be set aside before the stabilization operation begins
in order to provide assistance to those tem porarily in dif
ficulties.
Third, a welfare policy program covering several years
is required. There are others far better qualified than I to
express an opinion on its details. Let me take this o pportu
nity to express my respect for those who, for m any years,
have cham pioned the cause of the poor and disadvantaged
passionately through practical deeds.61 They are certainly
prepared now to join m any other experts in compiling
such a program . F or my part I would like to contribute in
this book only to one or two economic and ethical sides of
the question.
There is an inevitable clash during the form ulation of a
welfare policy program between two opposing points of
view. The need is infinite, but the resources are finite. All
welfare policymakers, all conscientious welfare policy of
ficials, and all researchers and writers on social affairs
could produce an unbroken catalogue of thousands of em“See the pioneering works of I. Kemeny, and Zs. Ferge (1988, 1989) and O.
Solt (1985).

bittering instances and case histories of poverty and suf
fering. Those with any sym pathy for their fellow men can
not see or hear about these cases w ithout being moved. On
the other side there is a country in desperate condition, up
to its eyes in debt. To an economist with a sense of social
responsibility, it is clear that only the effective growth of
production and an economic upswing can lead the country
out of this predicam ent. This will require investments; and
it assumes wages that give real incentives and, for that
m atter, high earnings to those who provide the greatest
impetus with their enterprises. In addition, education and
scientific research must be improved in the interest of
long-term development. The list could go on.
In my view the only possibility is to set sensible upper
limits to welfare policy spending. It should not be neces
sary to have little daily battles, pitting the “ welfare politi
cians” and “cham pions of the poor” against stone-hearted
“ treasury m en.” A fter all, this is what a dem ocratic Par
liam ent and a responsible debate regarding the national
budget are for. Let each m em ber of Parliam ent, bearing in
m ind his own political responsibility, form an opinion re
garding welfare spending. In reaching his decision, he
m ust take account of all other expenditure items, and of
the fact th at spending m ust be covered from taxation.
Finally, a parliam entary decision, valid for one year,
m ight be reached. I think it would be m ore useful to de
cide this m atter two or three years in advance, if possible,
so as to provide a fram ew ork for the planning work by
persons and institutions involved in elaborating the details
of welfare policy. The program they devise should be a
flexible one, indicating the tasks to be placed in reserve;

that is, those that can be carried out if the situation devel
ops more favorably, as well as those to be om itted if the
situation turns out to be worse than expected. Neverthe
less, we m ust plan by and large how m uch H ungary today
can afford to spend on welfare purposes. A nd that m ust be
the starting point in thinking about welfare policy, not the
m agnitude of Swedish welfare payments. We can recon
sider the share of welfare expenditures when the country’s
ills have been remedied and its per capita national income
has reached Sweden’s present level.
It is not without cause that I underline the role of m em 
bers o f Parliament. People identify with their functions in
society. A m inister of finance can be expected to em pha
size the treasury’s views when he addresses Parliament;
that is his obligation. It is also desirable that the press
should unearth the alarm ing cases of penury and suffering,
and use them to influence public opinion and the con
sciences of members of Parliam ent. But ultim ately a deci
sion must be made, and to use the technical language of
economists, the scarce resources m ust be allocated. The
right and political responsibility to make that decision is
that of Parliam ent and Parliam ent alone.
I would like to make yet another observation on the
issue of the poor, again on a subject that has political,
ethical, and economic aspects. I think a poor m an’s life
will improve if his poverty lessens, not if other, previously
prosperous people join him in his poverty. I know this is a
debatable point of view, but I would like in any case to
express my opinion emphatically. It is no kind of m oral
compensation to me if that part of the earnings, savings, or
wealth of others that I might consider “too m uch” is taken

away from them. F or how m uch is too much? Let us say
all is still right and proper if someone earns 50 percent
m ore than I do. All right, let him earn twice as much. But
five or six times as much? That is scandalously unjust.
Such a line of argum ent is indefensible. No one has the
authority to stipulate w hat level of earnings or wealth is
m orally permissible, or to draw a line above which it
becomes immoral. Once we start judging in that way, we
are going straight down the road that leads to the confis
cation of private property.
So I would propose that we refrain from comforting the
poor members of H ungarian society by declaiming with
resounding phrases against the “ rich.” Regardless of how
m any times the television news reports disapprovingly
about people buying luxury goods or villas near Lake
Balaton, the pensioner will not have more meat on his
table. The pensioner m ust be given the meat. That is the
real welfare policy, not egalitarian rhetoric.62
I would express myself in a less extreme way if this
country had a long period of bourgeois development be
hind it, if sizable private property were already estab
lished, if we had the incentive that comes from the knowl
edge that private wealth amassed by honest toil and
business integrity could be inherited by children and
grandchildren. In other words, I would support a measure

6!I would recall here a previous point made concerning the criteria of social
justice. Social justice demands first and foremost a continuous improvement in
the situation of the least well-off strata. This in turn necessitates incentives for
better performance and for more entrepreneurship. And it is indispensable for
this stimulation that the most efficient, the thriftiest, and the luckiest accumulate
great wealth.

of redistributive taxation if I were a citizen of today’s
France, for instance, although as a citizen of the W estern
world, I would still find the extreme form of redistribution
practiced in Sweden excessive. I would consider that even
there it acts as a disincentive by inducing people to w ith
hold performance and by impeding healthy accum ulation.
But as I am neither a Frenchm an nor a Swede, I must
address the problems of H ungary today.
Here I would like to emphasize what I said in chapter 1.
We are only at the very beginning of the process of reembourgeoisement. The main item on the agenda is still to set
the mind of every participant in the private sector at rest,
reassuring the peasant smallholder, the farm er beginning
to modernize, the private artisan, and the owner of a large
private firm: “ Have no fear, go ahead and accumulate!”
The state m ust assure these people that it will not confis
cate what is theirs, that it does not want to skim their
“excessive” earnings at all costs, because it wants them to
spend it voluntarily on investment. The state m ust con
vince them that it will neither deceive their heirs nor force
them into various tricks to evade the laws of inheritance.
It m ust be made clear that the state will no longer m oti
vate them to spend all their wealth themselves, on the
grounds that their children and grandchildren cannot in
herit it anyway. The state m ust proclaim that it would
rather see founders of dynasties than greedy, shortsighted
adventurers, because the form er will turn into the really
solid entrepreneurs.
W hile we have apparently digressed from the subject of
welfare policy, the foregoing is in fact crucial. All who
shape public opinion and all who ultim ately decide on the

nation’s money m atters in Parliam ent must understand
that social demagoguery and egalitarian rhetoric are no
substitute for tangible welfare policy deeds tailored to the
real m aterial burden that the budget can bear.

T H E N E E D FO R A STR O N G
GOVERNM ENT
Only a strong governm ent can implement the economic
policy outlined in this study. This applies to the gradual
changes presented m ainly in chapter 1, and also to the
m ajor operation described in chapter 2. M any of the tasks
ahead require strength and toughness. The government
m ust quell, within its own ranks, the insolence that hin
ders the development of the private sector. It should
firmly im plem ent the fiscal and m onetary policy Parlia
m ent lays down, and secure financial and wage discipline.
O f course, there are various kinds of “ strong govern
m ents.” A stabilization program accompanied by a great
upheaval and a reinforcement of the m arket economy
m ight be carried out by a repressive authoritarian adm in
istration, some m ilitary dictatorship of the Chilean or
Turkish variety. One could advance strictly economic a r
gum ents against them : neither Pinochet nor the Chicago
boys surrounding him after the coup would prosper in
today’s H ungarian economy with its vast state sector. But
aside from the economic argum ent, I am not prepared to
consider this variant for political and ethical reasons. Re
gardless of the economic results that m ight be accom
plished by a governm ent whose strength lies in repressive

measures, I am strongly against paying such a price for
stabilization.63
The other possibility is a governm ent whose strength
lies in the support of the people, one to which free elec
tions have given a real popular m andate to set the econ
omy right with a firm hand. Let me continue the image
employed in chapter 2. One can perform an operation
without even asking the patient’s leave, just by anesthetiz
ing him and doing what the doctor thinks should be done,
but civilized societies do not condone such procedures.
The doctor explains to the patient why the operation is
necessary and what are the risks involved, and asks his
permission to perform it. To my m ind this and only this is
the permissible course for the operation I recommend.
The operation m ust be done, but the H ungarian people as
the patient must give their consent through the voice of
their elected representatives.
It is not the purpose of this study to guess the composi
tion of the future H ungarian governm ent— that is outside
the scope of my field. I will confine myself to a single
comm ent in this respect. The political, economic, and eth
ical conflicts discussed in this study are reflected also
within each party and movement, for instance in the form
of the factions and groups existing inside individual par
ties, or in the form of the not-infrequent self-contradic-

4'The view has become prevalent that repressive, authoritarian systems are
more efficient in accomplishing macroadjustment tasks and executing stabilizing
measures. This is erroneous: the comparison of forty-four authoritarian and
thirty-nine democratic systems showed that none of these systems were
markedly better at solving these tasks than the others. See S. Haggard and R. R.
Kaufman (1989), p. 63.

tions and inconsistencies in the program s of particular
parties. One finds both an idea and its opposite advocated
at once, or extremely grave conflicts glossed over. Yet in
fact these conflicts exist, and an increase in economic dif
ficulties will exacerbate them.
In common parlance and in political science, the notion
of a coalition is used in two senses. The narrower meaning
refers to certain parties or political forces combining in a
government. The broader meaning denotes some form of
cooperation between certain parties, movements, groups,
and social forces to perform common tasks. (There was a
coalition in the W est G erm any of Adenauer and Erhard
between the Christian Dem ocratic government, the pri
vate sector, and the trade union movement, which re
frained from exercising its right to strike.) I use the term
“coalition” in that broader sense, leaving open the ques
tion of which forces in the coalition, broadly understood,
will play a direct part in the government, and which will
stay outside the governm ent but w ithout obstructing it.
The latter may act as a constructive opposition but not
seek confrontation on the basic economic tasks.
As for the future H ungarian coalition (in the broader
sense), it needs a truly enterprising private sector with
faith in its own future. But this private sector m ust not be
faced by a state bureaucracy that, fearful for its own posi
tion, places hurdles in its way at every opportunity. And
the governm ent’s policy m ust not be opposed by industrial
workers grinding their teeth, because they feel they are
losing from the transform ation and are incited to action by
competing trade unions. The success of the economic tran
sition depends on whether the conflicts that may arise be

tween these forces can be bridged and peaceful agreement
reached.64
This study has attem pted to sum up the tasks on which
I think the participants in the future coalition (in the nar
rower and broader sense) need to agree. If they succeed,
and keep to their agreement, there is hope th at the coun
try ’s economy can be set right and development can be
speeded up. If they fail, and the coalition falls apart, if it is
attacked or smashed from the start or after a short initial
grace period, the economy will continue to slide helplessly
downhill.
“ A noteworthy collection has been compiled of studies that discuss the f r a 
of coalitions supporting new democracies that replace authoritarian
regimes (see J. M. Nelson [1989]). These studies are based on Latin American,
African, and Asian experiences. In many respects the situation is different in
Eastern Europe, but a parallel can still be drawn, in that there is a need for
agreement among some basic social groups in order to stabilize the new democ
racies politically and economically.

g ility

A Personal Postscript

a l t h o u g h I have written this study in the first
person, out of personal conviction, I have
tried throughout to keep to the subject. Having reached
the end of w hat I have to say, I wish to add a few personal
notes. There is a wave of biography breaking over H un
gary, and I would rather refrain from contributing to it,
but I cannot avoid mixing one or two biographical details
into these final notes.
In the sum m er of 1956, as a young staff member of the
H ungarian Academy of Sciences’ Institute of Economics,
I headed a small working group that elaborated a proposal
for reforming the H ungarian economy. In many ways the
m aterial of the 150 or so pages compiled at that time antic
ipated the ideas that m aterialized later in the 1968 reform.
In retrospect, I consider that proposal naive. Even if it had
been applied in its entirety, it certainly would not have
solved any of the basic systemic problems.

Thirty-three years have gone by in which I have never
once undertaken to draw up another comprehensive eco
nomic policy proposal. Some of my work has yielded cer
tain conclusions on economic policy, and I have occasion
ally m ade partial proposals, but I have never written a
comprehensive program.
I have considered it my calling in the last few decades to
study the socialist economy (“existing socialism,” as it
was referred to in socialist circles in and outside socialist
countries), and to try to understand and explain how it
works. I have seen myself as an observer and analyst of a
living reality. In writing this pam phlet I have stepped only
briefly out of the self-assigned role I will continue to con
sider my vocation. I have changed roles in this one study
because this is a unique historic opportunity to do so.
After many decades it seems for the first time that there
will be a Parliam ent and a governm ent before which I can
place my ideas with confidence. W hat is more, this future
Parliam ent and governm ent will start work amid dreadful
difficulties. So if some proposals have formed in my mind,
this is the moment when I must present them.
I tried to write the study very quickly, although that is
no excuse, of course, for any errors it may contain. In any
case I refrained on this occasion from the repeated textual
revisions perm itted in more leisurely research. But al
though the text has been written quickly, the thoughts
themselves are not improvised. I have been pondering
these questions for m any years, and the ideas follow
closely from the research I have done over the decades.
They arise from my studies of the socialist economic sys
tem and my attem pt to com pare that system in m any con

texts with past and present capitalist economies. This little
book is an “ economic policy pam phlet,” but it comes from
an author who has spent the last few decades and expects
to concentrate his future energies on scientific research.
W hen engaged in my earlier (and future) field of activ
ity— in descriptive-explanatory, theoretical works, what is
called positive science— I m ust always ask myself what
predictive power my propositions have. If such and such
has happened up to now, w hat can be expected in the
future? This question haunts me now, almost like a reflex,
and I ask m yself the question: Will all that this study pro
poses come to pass? And, of course, the same question was
asked by those I have talked to about these problems.
I do not know. I have no illusions. I know the trem en
dous forces working against the realization of the ideas put
forward; I know w hat perils lie in wait for the frail coali
tion needed for the realization of these proposals. But still,
the proposal has a chance. I would like to hope that we do
not miss that chance.
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s ta t e s e c to r a n d , 65
c ro s s - o w n e rs h ip , 71
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e x te r n a l re s o u r c e s f o r E a s te r n E u r o p e , 23
F e rg e , Z s ., 201/7
F in la n d , 115
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“ d a n g e r s ” o f lib e r a liz a tio n , 4 2 n

d u a l e x c h a n g e r a te s , 4 3 n
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H a y e k , F r ie d r i c h v o n , 13, 57/7
H ir s c h m a n , A lb e r t, 75
h o u s e h o ld a s e c o n o m ic u n it, 35
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4 1 -4 4
le g al o b s ta c le s , 4 0
lic e n s in g , 3 8 - 3 9 n
L ib e r m a n , E ., 57n
lic e n s in g , 38—39/1
L ip to n , D a v id , 162
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in fla tio n e lim in a tio n a n d , 1 8 5 -8 6
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P o la n d , 9 9 , 139
e c o n o m ic tr a n s i tio n , 11, 14 3 n, 162,
1 9 3 -9 4

th e p o o r:
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d e m a n d a n d s u p p ly , r o le o f, 151
g o a ls o f, 1 4 5 -4 6
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e c o n o m ic tr a n s i tio n , 1 9 2 -9 6
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b o o k a b o u t the e c o n o m ic tra n s itio n fro m a c o m m a n d
econom y to a m arket driven econom y. I recom m end it highly
and expect that it will be a best-seller o f its kind.”
— Paul A. Sam uel son
Massachusetts Institute of Technology

“ Jan o s K ornai has been the lead in g eco n o m ist o f E astern
E u ro p e fo r tw enty years and a strong critic o f their socialist
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Galen L. Stone Professor of International Trade
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