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Chapter One

Distinctive Features
of the Hungarian Economy.
Changes in its Workings from 1945 Onwards

Introduction

The year 1945 marked not only the close of World War Two in Hungary, but also a
change in the country’s social, economic and political system. True, the period of
the multi-party system and coalition government formally existing from the end of
1944 to 1948 or the first months of 1949 (practically the last months of 1947 or the
beginning of 1948) showed little similarity to the following four decades, the
Hungarian economy of today still contains several elements which evolved during
that period, and hence its operation is perhaps not easily understandable without a
brief review of those years. Even though the political forces which came to power
in 1945 declared their intention to build a new Hungary, it has rested on the
Hungarian statehood with a history of more than 1,000 years. While a short discus-
sion of long centuries can be dispensed within this context, it appears inevitable to
highlight a few basic facts of the pre-1945 period. Accordingly, Section 1 covers,
with some hints at antecedents, the so-called transitional period of 1945 —48,
when the Soviet-type planned economy, which was to determine the following
decades, emerged on the basis of an economic management reminiscent of times
of the war.

Section 2 deals with the period of planned economy that may be called “classi-
cal”, a period of two decades lasting until the introduction of the 1968 economic
reform in Hungary.

Several features of the Hungarian economy of the 1980s naturally have their
roots in this period, not only and primarily because the contemporary develop-
ments significantly restructured the economy, with the plants built during that
time still in operation, but because the workings of the economy, despite all the
shifts to be discussed later, are still governed in several decisive aspects by the
same methods employed during those 20 years.

Hungary was the first among the countries in East-Central Europe, not counting
Yugoslavia, where the truly “classical” system of planned economy, a strictly
centralized one of detailed plan instructions as devised in the Soviet Union, began
to be eroded from as early as 1953 — 54. While several elements of the reform con-
cepts about combining the advantages of market automatisms and a conscious
economic management had been formulated during 1954 — 57, the new econemic
mechanism incorporating those elements was not introduced until 1968.

Section 3, on the one hand, tries to explain why a gradual removal of essential
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elements of the Stalinist system, which was basically typical of a war-time econo-
my, was undertaken by the cautious Hungarian leadership, Hungary being for a
long time the first and only country among the CMEA member states to embark
on that path (whith only Poland following suit even today). On the other hand, it
discusses the characteristics of a reformed Hungarian economy, including the
causes of the reforms losing momentum and the manner in which the economic
policy shifts were effected as decided in 1978.

As it appears from the foregoing, the past period of nearly four and a half
decades will be discussed mainly in chronological order, but, considering that im-
portant features of the current workings of the economy have been present for
decades, these features will be addressed, with occasional glances at the future, in
dealing with the 1950s and the 1960s.

One more preliminary remark is to be made: this review will be one of economic
history which, in presenting an economic system determined first and foremost
politically and ideologically, with its essential aspects still delimited by the political
and ideological spheres. So it will necessarily give little or no coverage of the basic
elements of operational mechanisms. Nor will it provide a technical description of
the economic mechanisms, given its historical approach and the limitations of
space; although a detailed exposition would be required for an understanding of
the details of the operation of Hungary’s economic system, since the institutions
like enterprise, ministry, local state administration, party or price, wage, capital,
etc. function in East-Central Europe quite differently from other countries, not to
mention the difficulties of orientation arising from the institutionalized role of in-
formal instruments (such as campaign, bargaining, directives, communications,
instructions, guidelines, verbally expressed expectations) which are complements
to and at times substitutes for the formalized system of institutions.

I. National Endowments,
Controlled Economy,
State Management of the Economy.
Establishment of the National Endowments

The peace treaties closing World War One created a radically new situation for all
East-Central Europe, including Hungary. The decades that followed revealed
many similarities between the economic problems the new countries of East-
Central Europe had to face and stemmed from their inherited structural patterns,
relative backwardness of varying degrees and geopolitical situations. While the
economic conditions for political independence had also emerged in the small
countries of Western and Northern Europe over the centuries, that was not the
case in the countries of East-Central Europe except for Czechoslovakia (practically
in its Czech and Moravian territories). The new borders separated the economies,
formerly linked to large united markets, from a large part of their selling and
buying partners, and the political need to strengthen state sovereignty set the main
task of creating economic basis for independence rather than trying to ensure the
continuity of pre-existing economic relations. The loss of earlier markets in the
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1920s entailed radical cuts in exports in nearly all the countries involved, while
economic development, or industrialization policies pursued to substitute imports
and to secure self-sustain led to grave foreign-trade imbalances and debts, with
matters made worse by the world economic crisis of 1929 —33.

In the second half of the 1930s it was only with great difficulties that the coun-
tries of the region, irrespective of the political endeavours of their majority, man-
aged to overcome indebtedness by trying themselves ever more strongly to the
German market. Relevant literature has shown that this process had started well
before Hitler came to power, so it cannot be associated with the expansionist
policy of the Third Reich. Of course, the post-1933 economic motives were
coupled with the direct political and military designs of Germany and with deliber-
ate efforts at the limitation of political independence in some countries of East-
Central Europe, until it came to be suppressed at periods varying by country, from
1938 onwards. After World War Two, political independence was reestablished
within largely limited frameworks, except in Yugoslavia, and the countries of the
region, in accordance with the formal and informal agreements of the victorious
great powers, forged their very close links, both politically and economically, with
anew great power.

The end of World War One meant independent statehood created (Czechos-
lovakia, Baltic States), reestablished (Poland) or reorganized on territories en-
larged by orders of magnitude (Yugoslavia, Romania), namely, it meant the reali-
zation of a national dream for the overwhelming majority of countries in East-
Central Europe, but a trauma for Hungary, most of whose society was very slow to
recover from the impact of the war.

As is well-known, under the Peace Treaty closing World War One, Hungary
saw its territory reduced to one-third, with 40 percent of its population retained
within the new borders and with the number of both Hungarians and members of
other ethnic groups, equal to nearly 50 percent of the population in the reduced
territory, remaining in the neighbouring countries. Although Hungary retained its
economically most advanced territories (49 percent of industrial establishments,
56 percent of the production value of the manufacturing industry, 51 percent of
those employed in industry, namely a higher ratio by comparison to the size of ter-
ritory), it lost most of its natural resources (keeping 20 percent of its iron ore
deposits, none of copper ore, little less than 15 percent of forests, etc.), with the
well-heads of its major rivers also remaining outside the new borders. Thus the
country ceased possessing any significant raw materials, apart from its considerable
bauxite resources, which were gradually explored only after the 1930s, and from
its brown coal of rather poor quality. Of course, the new borders cut off part of the
existing road and rail networks, with a not negligible number of the remaining
settlements also losing their previous zones of attraction or centres of pull.

The policies of the Hungarian governments in the interwar period were essen-
tially determined not by readjustment to the new borders but by a desire to revise
the borders which were held to be unnatural. Thus, on the one hand, the country
came, almost perforce, to build close political links with Italy and Germany, which
were interested in revising the peace treaty framed at Trianon, and, on the other
hand, came to be on bad terms with the neighbouring smaller countries fearing a
Hungarian revision. The peace treaty played no small part in.that the successive
governments failed to effect structural changes within the existing borders and
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that a conservative social and economic order, containing no insignificant feudal
elements, established itself.

The most pressing problems, which stemmed not so much from the general
characteristics of post-World War One East-Central Europe as rather from the poli-
cies of the groups in power, were present in the agriculture. A small-scale land
reform left land tenure with a rather unfavourable pattern in Hungary, with nearly
30 percent of arable land held by 1,070 farms of over 1,000 cadastral yokes each
and with nearly 20 percent by 12,000 large private estates of 100 to 1,000 cadastral
yokes. At the other extreme were than 1.4 million small and dwarfholdings suit-
able at most for family subsistence farming, but by no means of commodity pro-
duction, and accounting for 20 percent of total land (1.2 million farms of 5 to 10
cadastral yokes held little less than 10 percent of total land against little over 10
percent held by 200,000 farms of less than 5 cadastral yokes), while the percentage
of all area was 5 for holdings of 100 to 200 cadastral yokes and one-third for estates
of 10 to 100 cadastral yokes. Also, owing to the rather slow rate of expansion of
other spheres ot the economy (national income rose at an average annual rate of
1.8 percent during the interwar period), the occupational structure of the popula-
tion was changing slightly, with the ratio of persons living from agriculture falling
below 50 percent of the total population as late as the Second World War. Conse-
quently, in an agriculture based on masses of cheap labour, up-to-date and efficient
farming was naturally an exceptional phenomenon.

While some products of the Hungarian industry (manufactures of Tungsram
Ltd., machines of Ganz Factories and Weiss Manfred Works, some food products
and other articles of the light industry, etc.) met world standards of the time, the
lack of boom and capital left a relatively narrow scope for modern mass production,
cooperation between plants and even small-scale production turning out labour-
intensive and marketable products. The formerly dominant food industry, relying
on the huge market of the Austro-Hungarian Monarchy, declined rapidly, and
surging forward was not modern processing industries (machine building, electric
engineering, chemical industry), but the light industry capable of absorbing un-
skilled labour, requiring relatively less capital and relying mostly on the internal
market as well as on the less demanding markets of Eastern and Southern Europe.
(The output ratio of the heavy industry to the total output of the manufacturing in-
dustry fell from 38 percent in 1913 to 33 percent in 1929, remaining as low as 36
percent even in 1938, whereas the ratio of the food industry for the same years was
42 and 36 percent, respectively, finally falling to 29 percent, and the ratio of the
light industry rose from 15 to 26 percent.)

The extremely high ratio of small-scale industrial production and its rather slow
rate of decline were added features of the Hungarian industry. The ratio of workers
employed in small-scale industry was nearly half (49 percent of all industrial
workers in, 1920), was still 43 percent ten years later, and remained as high as 40
percent even in 1938, before the outbreak of the war.

The wartime boom set in motion an extremely rapid process of change in the
Hungarian economy, with the role of agriculture declining and that of industry
notably increasing. The number of workers in the manufacturing industry in-
creased by 100,000 or some one-fifth within the post-World War One borders
alone during five years after 1938, whereas the value of output rose at an even
higher rate (37.5 percent), meaning that the economic structure of Hungary in the
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early 1940s was growing similar, though as a result of war economy, to that of the
advanced countries of Western Europe: the industry accounted for 27 to 30 percent
of national income from the mid-1920s to the mid-1930s, with this ratio surpassing
40 percent by 1943, and the share of agriculture fell from between 37 and 40 per-
cent to 28 percent during the same period. However, the occupational structure
still reflected the traditional pattern: the ratio of people living from agriculture to
the total population was 55.7 percent in 1920, 51.8 percent in 1930 and 48.7 per-
cent in 1941, whereas that of miners and industrial workers for the same years was
20.6, 23.0 and 25.4 percent, respectively; the ratios of the population engaged in
trade and credit business were 5.1, 5.4 and 5.5 percent and, in transport, 4.4, 3.9
and 4.0 percent, whereas the ratio of staffs in the state apparatus, the military and
the judiciary as well as their families to the total population rose from 14.2 percent
in 1920 to 15.9 percent ten years later and reached 16.4 percent at the beginning of
the war,

In terms of level of development Hungary ranked among the more advanced
countries of the world prior to World War One, but lagged far behind the most ad-
vanced ones of Western Europe and North America, while considerably outstrip-
ping Southern Europe except for Italy. Estimated at 120 dollars in 1937, its per
capita national income amounted to less than one-fifth that of the United States
($670), little more than one-fourth that of Great Britain ($440), slightly over one-
third these of Denmark and Germany ($430), and was nearly 50 percent less than
that of Czechoslovakia ($170). It was roughly at the same level with Italy ($135),
but was one-fifth ahead of Poland ($100), nearly one-third of Spain ($95), Portu-
gal (893) and Greece ($92), one-half of Romania ($81), Yugoslavia ($80) and
Bulgaria ($75).

Notable reserves for further development were represented in principle by:
some elements of Hungary’s infrastructure being more developed than the econo-
my as a whole. Reference can be made primarily to the system of education, since;
8-class primary schooling was made compulsory as early as the threshold of war, il-
literacy was virtually eliminated during the 1930s, and secondary and higher edu-
cation can be said to have been at a rather high level. Health care was close to the
standard of the more advanced countries and social insurance coverage was also
significantly general, although the agrarian population, which made up nearly half
of the total, was extremely underprivileged in this respect.

New goals and new realities

The common programme proclaimed at the end of 1944 by the four-party coalition
(consisting of two peasant parties, the Social Democratic Party and the Communist
Party), which came to power after the war, was committed to a market economy
subject to limited state intervention and seeking possible remedies to earlier social
ills. It promised land distribution, rights to strike and unionism, legally regulated
working time, nationalization of mineral resources and electricity works, state con-
trol of cartels and big banks and, emphasizing the importance of private initiative,
abolition .of such war-time institutions as delivery of agricultural produce and
bureaus for the distribution of industrial raw and primary materials, which served
to restrict such initiative.
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With the war still raging in the western part of the country and with the regular
forces of Hungary supporting the German army, the new power organizing itself in
Eastern Hungary declared in March 1945 a radical land reform which, under the
circumstances, was motivated mainly by social and political and, to a lesser extent,
economic considerations. The estates of more than 1,000 cadastral yokes held by
companies and institutions (including the Catholic Church) as well as by persons
guilty of war crimes and crimes against the people were expropriated; in the case of
estates of less than 1,000 cadastral yokes, compensation was promised for peasant
holdings in excess of 200 cadastral yokes and for gentry estates in excess of 100
cadastral yokes. The new smallholders were allotted areas of little more than 35
cadastral yokes on average. The land reform significantly increased the number of
holdings of less than 5 cadastral yokes hardly capable of commodity production
(more than 10 percent of the active population was farming land of that size) and
reinforced the attachment of the agrarian population to agriculture (in 1949 nearly
50 percent of the population lived from agriculture, with more than 40 percent of
their families holding land).

The following three years saw no other radical change of a scale similar to the
land reform, but the operation of the economy gradually underwent a deeply
penetrating transformation in the period 1945—47. The shifts were effected by
employing two, mutually reinforcing means: partly by wider restrictions on the
market, or economic automatisms, partly by nationalizations.

There were several contributing factors to the emergence, not of a market
economy operating with a limited role reserved for the state as envisaged in the
common programme proclaimed by the coalition parties at the end of 1944, but of
an economic activity subjected to more control and more intervention by the state.
Large masses of society sympathized with the levelling of incomes, the abridge-
ment of acquired rights and the reduction of property-related advantages, namely
the realization of some of the socialist ideas. Though the parties is power differed
widely by ideology, each of them was, for different reasons, traditionally opposed
to the proprietory strata of the banking business and the manufacturing industry,
the post-war situation of Hungary (which was, until 1947, supervised by the Allied
Control Commission under Soviet influence) did not allow any meaningful opposi-
tional organisation to be expressed to their line of action. At any rate, no one could
advise other means than the economic involvement of the state to meet the funda-
mental economic problems, to deal with war damage, inflation and war damage
compensation, and to ensure public supplies. (Greater economic damage than that
of Hungary was suffered only by Poland, the Soviet Union, Yugoslavia and
Germany among the European powers at war. The damage caused by the war
amounted to five times the national income for 1938. Hungary had the highest
rate of inflation in the post-war world. From the summer of 1945, price increases
had to be measured daily, the price index rose several thousand and then ten thou-
sand times the prewar level by the autumn, and prices and the dollar rate of ex-
change were expressed in astronomical figures reaching quadrillion pengos per
unit before the currency reform of August 1, 1946. War reparation was valued at
one-third of the national income, which fell heavily between 1945 and 1948, and
called for more and more goods most needed for the Hungarian economy itself.)

Under the prevailing circumstances, the process of restricting market mecha-
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nisms and replacing them with state direction was started as early as 1945, initially
and primarily by resorting to occasional regulations and, from 1946, changing it
into an overall system. At the time, however, the involvement of the state appa-
ratus in economic management was justified by invoking the pressure of the situa-
tion rather than the idea of building a new system. Thus, on the one hand, the
state was vested with powers to raise and draw from budgetary funds, the budget
being a traditional tool of governments, and, on the other, authorized to exercise
exceptional powers intended to be transitory and rejected in principle, but adopted
in practice and strongly resembling war economy, while reliance was placed on en-
tirely new inter-party relations side-stepping the hierarchy of state and private
institutions and exploited mostly by the Communist Party, which was among the
first to come out consistently for direct economic management.

The Enabling Act, which was adopted at the end of 1945 and prolonged time
and again the following years, created a set of conditions for governance by decree
and left rather wide scope for the state apparatus to change the operational system
of the economy. During a few weeks at the end of 1945, economic decision-making
passed into the hands of the Supreme Economic Council, which, in restricting the
market as dictated by the pressure of the situation, was clearly guided by an inten-
tion to have private property steadily limited and gradually abolished. :

From as early as 1945, the material management bureaus as typical institutions
of war-time economy were reestablished to collect and distribute, by administra-
tive means, the most important raw and primary materials. The real money and
capital market was virtually eliminated before the currency reform of August 1,
1946 as, with the inflation galloping, it would only have been able to operate in
stable foreign currency, but such operation was prohibited. While the war-time
system of collection of agricultural produce and livestock was formally abolished,
it was replaced by a new and increasingly stringent one, for taxes levied in money
losing value had no more sense and hence it was taxation in natura and even

~barter that came into general use. Moreover, the problems of supply and the
demands of war damage compensation prompted the government to collect pro-
duce, since it was unable to finance state orders and contractual procurement,
while the lack of sufficient revenues led it to accumulate huge debts both to agri-
cultural producers and the industry. With the inflation breaking loose from early
1946, wages in industry were paid mostly in kind and barter became the form of
food supply for the industry.

The proprietors’ scope of action was narrowed by regulations restrictive of the
market, on the one hand, and by socially motivated con§traints and institutions,
on the other. Shop committees were set up in factories to control business and ex-
ercised strong political pressure on enterprise management to realize their ideas.
The trade unions, the direction of whose majority was taken over by the Commu-
nists from the Social Democrats, were invested with broad rights after 25 years of
repressive measures by a conservative and right-wing regime following upon
World War One. Although in the subsequent national assemblies they did not
retain the separate mandates which their representatives had obtained in the Provi-
sional National Assembly functioning until November 1945, they were enabled by
the government’s strong pro-worker position to push through their concepts.
They narrowed the proprietors’ scope of action mainly in exercise of their right to
conclude occupational collective agreements, but they took hold also of the institu-
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tion of employment service and, though on behalf of a joint national effort, they
were opposed to strikes, often resorted to political pressure.

Of course, the currency reform and stabilization from August 1, 1946 added up
to a comprehensive economic reform rather than being confined to a simple re-
placement of the old currency, which had become completely devaluated. Trained
in modern, elaborate West European theories, specialists devised a monetary and
a price system capable of alloving scope for sharp restrictions and vigorous inter-
ventions by the state. At the same time,they ignored the political situation, the key
positions which the Communist Party had gained in economic management from
early 1946, and were consequently unaware that antiliberal tools were likely to
serve not only a national economy in general, but also an economic policy which
embraced an anticapitalist ideology and were likely to be employed not only in a
situation of pressure which was considered transitory, but also in a longer term.

The price system introduced from August 1, 1946 was completely detached
from world market prices on the assumption that agricultural prices were liable to
regulation by government decisions in view of the fact that agricultural production
now on a small scale had no direct contact with external markets. Agricultural
prices and taxes as well as the retained compulsory delivery quotas were fixed in
such a way as to sharply increase government revenues for financing other areas
through central redistribution. Agricultural prices were 40 to 50 percent below in-
dustrial prices as compared to prewar levels. While they increased nearly 50 per-
cent during the following years until 1949, industrial prices also rose by about 20
percent, so the gap between agricultural and industrial prices was only narrowed
rather than closed.

The wage system framed in the course of stabilization also retained several of
its elements for a long time. Wages and money incomes were planned to equal 50
percent of the prewar levels in general. (Industrial workers could expect to have
50 percent wages in real terms for 75 percent their prewar performance.) On the
other hand, by way of compensation, rents and charges for communal services
were fixed at extremely low levels. In addition, the income differentials of various
groups of workers and employees were greatly reduced at a general low level.

For lack of investment resources, low wages made staff increase the main
source of output expansion even though the wage taxes payable by employers
were drastically increased. (Whereas such taxes amounted to less than 10 percent
of the wages paid in 1938, they were close to 50 percent in 1946 —47))

The price and tax systems intreduced in the course of stabilization reduced en-
trepreneurial profit to a minimum in the manufacturing industry and even caused
production to go into the red in most areas. The amount of capital invested in in-
dustry was used up in one year and the resources available for replacing the ma-
chine park were depleted.

With stabilization, banking and credit business practically came to an end, for
the government made all major financial operations a prerogative of the central
bank of issue with a view to controlling the extremely limited supply of money and
credit. Applications for credit were considered by the state apparatus, more specifi-
cally by the Communist-controlled Supreme Economic Council, and allocations of
funds, particularly for agriculture, were made subject to extremely strict
conditions.

All of these restrictive economic policy measures and tools were coupled with
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the government’s decision that claims against the state and its plants should fiot be
amenable to court action. Since the decision affected the products destined for war
damage compensation as well as the industries nationalized or brought under state
control in the meantime, but the state and its enterprises collected their claims,
the larger part of the private economy came to the verge of insolvency, not to men-
tion the other obstacles to capital formation.

The methods institutionalized in the course of stabilization were employed with
minor changes until 1948 and, in a few years, brought about a situation in which
the overwhelming majority of industrial and commercial sectors in agriculture
were unable to secure their operation except through the state-controlled credit
system, while peasant farms maintained themselves almost exclusively from natu-
ral growth. (This method, intended to ensure the primacy of state economic
policy, is called “dry” nationalization as distinct from formal nationalization,
which was also gathering speed.)

Nationalizations as proclaimed under the programme of the coalition started
with the nationalization of coal mining. The mines were brought under state con-
trol in December 1945 and taken into state ownership in May 1946, but with re-
troactive effect to January 1. Although the original idea of Communists demand-
ing the expropriation of all mining enterprises was not realized, for it would have
implied nationalization of a considerable part of the economy in view of the inter-
penetration of industrial with bank capital, the state took over, not coal deposits as
had been suggested by the Smallholders’ Party, the majority party of the coalition,
but the units of enterprises concerned with mining and the mines, thus cutting
across the coherent vertical spectrum of enterprises and also nationalizing the
larger part of electricity works extraneous to mining. Moreover, while expropria-
tion was to be with compensation, financial settlement was postponed from time
to time on plea the “momentary” budgetary situation until it was finally shelved
after 1948,

The Communist Party proposed that the five largest plants of the heavy industry
which were producing for war damage compensation, i.e. on state orders, and sup-
plied with state credits should be brought under state control as part of the govern-
ment programme of stabilization. In December 1946, after lengthy debates in the
coalition, state control was to be nominally upheld for the period of war damage
compensation, but culminated into state ownership with subsequent
nationalizations.

Before the war the state owned only a few smaller enterprises and a large indus-
trial plant along with public utility works (railways, post, electricity works, urban
transport, etc.). At the end of 1946, as a result of nationalizations and state control,
over 40 percent of industrial workers and miners were employed at state enter-
prises, 20 percent of them at the five large ones placed under state control.

At the end of 1946, the Communist Party proposed the elaboration of a three-
year economic plan, which, though by no means a Soviet-type one, was practically
a large-scale state investment programme geared to a market economy. Yet, no
small political pressure had to be put on the coalition parties to adopt it as a joint
move of the Social Democratic and the Communist Party. The plan period finally
Started in August 1947. Much remained to be done to create sources of finance for
the plan, which envisaged results surpassing somewhat the 1938 levels in respect
of living standards and industrial output, but in May 1947 the Communist Party
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starte@d to emphasize the need to nationalize the largest banks as an indispensable
condition for the realization of plan targets. For the first time, that demand went
beyond the coalition’ programme as proclaimed at the end of 1944 and, given the
change in the balance a political forces, it was not met until 1947, despite a rapid in-
crease in the influence of the Communist Party. At that time, however, nationali-
zations affected not only the eight big banks as originally envisaged, but all banking
institutions.

Thus, from early 1948, the overwhelming majority of the Hungarian economy
was formally held by the state as a result of the indirect nationalization of the bank-
owned industrial and commercial companies, but these institutions as well as their
organizational patterns and functions remained geared to a market economy or its
transitory restriction as originally contemplated rather than adjusted to state
economic management already operating in practice. In order to bring the opera-
tional mechanisms of the institutions and the economy into line it was necessary
for the Communist Party, which was gaining exclusive power from the end of
1947, to abandon the principles of coalition and to discard the raison d’étre of a
corsiderable private economy governed by those principles. Before the main fea-
tures of that turn in 1948 will be discussed, a brief reference should be made to the
reorientation of foreign trade, the third major element, not yet mentioned, of the
pre-1948 economic change.

As noted already, Germany played a dominant role in Hungary’s external
economic relations prior to World War Two. Those ties grew closer during the
war, because the German war economy reserved an important role for Hungarian
agriculture and the industry unaffected by air bombardments until 1944. That type
of relations was not, of course, reestablished after the war, but trade with the West-
ern European countries and the United States, which hat not been insignificant,
was picking up momentum, and there were promising prospects for building
closer economic cooperation with the neighbouring smaller states of East-Central
Europe, one that had been sluggish mainly for political reasons during the post-
World War One period, and even ideas of a customs union and other forms of inte-
gration were embraced. However, there were other trends emerging against mani-
fold relations from the very beginning.

Hungarian deliveries by way of enormous war damage compensation required a
considerable part of industrial and agricultural production and exports to be adjust-
ed a priori to the needs of the Soviet Union. These aspects were only strengthened
by the Hungarian—Soviet econonomic agreement signed in August 1945, since
under the agreement, which had been proposed by the Soviet Union, Hungary un-
dertook to deliver finished products, in excess of war damage compensation
quotas, for imports of considerable quantities of industrial raw materials and pri-
mary commodities. (Hungarian experts trained in traditional commercial schools
were surprised at and pleased with the Soviet proposal, for such exchange was, to
their knowledge, of advantage to supplier of finished goods.) In reality, however,
the agreement of August 1945 marked the beginning of a new type of relations in
the making: in the period of postwar reconstruction, Hungarian economy was de-
veloping along lines which secured for most of industrial production Soviet raw
material supplies against deliveries of products that were up-to-date at the begin-
ning, but became less and less marketable elsewhere. In other words, with the
passage of time and through the large-scale investment projects of the following
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decades, the structure of Hungarian economy was being increasingly determined
by the reliable raw material resources and market of the Soviet Union, which, con-
stituting the existing set of conditions, mapped out a priori the direction of the de-
velopment effort in Hungary, thus laying the groundwork for separation from
world economic processes.

The agreement of August 1945 included an accord on economic cooperation,
under which Hungarian—Soviet mixed enterprises, with a share of 50 percent
held by each country, dominated bauxite mining, oil extraction, alumina produc-
tion, navigation and airlines in Hungary. The Soviet share of capital consisted
mostly of German assets in Hungary, which has passed into Soviet ownership.
Together with other (formerly German) enterprises passed into Soviet ownership.,
‘these enterprises came to be owned by Hungary between 1953 and 1955. Until
that period the Soviet Union was the largest, and after 1949 practically the only,
foreign owner involved in the Hungarian economy.

For all these developments, Hungarian foreign trade was still characterized by
multilateral relations in 1946 —47, the respective shares in exports being 26 —27
percent for the Soviet Union (ranking first), 20 percent for Switzerland (ranking
second) and 12 percent for Great Britain (ranking third). In imports, mainly in
terms of loan, the United States ranked first (25 percent), followed by Czecho-
slovakia and the Soviet Union (14 percent each). It appeared at the time that
Yugoslavia, with which a comprehensive fiveyear trade agreement was signed in
1947, would be Hungary’s second major partner along with the Soviet Union.

As is known, participation in the Marshall Plan, launched in Summer 1947, was
rejected by the countries of East-Central Europe to accommodate the wishes of
the Soviet Union. (According to the official Hungarian arguments of the time, ab-
sence from the preparatory Paris Conference was explained by Hungary’s not
being in a position to take part in talks on which the great powers were not of one
opinion and which were not to be attended by all of them.) With the rejection of
the Marshall Plan, Europe was practically split into two parts in economic terms.
Then an official Soviet statement in January 1948 (published in Pravda on January
21, 1948) made it clear also that a role was to be reserved for Soviet-dominated
bilateral agreements rather than multilateral ones in building economic relations
between the smaller states of East-Central Europe. All the CMEA, formed in
January 1949, did was virtually to give a legal form to the principles thus
established.

The reorientation of foreign trade relations was well illustrated by the fact that
the Soviet Union’s share in Hungarian imports soared from 11.4 percent in 1947
to 21.4 percent by 1949, its share in exports remaining at around 25 percent. The
ratio of Hungarian exports to non-CMEA countries fell from 64 to 51 percent and
that of imports from them was down to 50 from 70 percent.

A decisive part in these changes was played by the fact that foreign trade came
to be directed and mostly handled by the state from as early as 1945 or that, more
specifically, state direction was upheld with some shifts in the pattern of institu-
tions evolved during the war.

The enterprises employing more than 100 workers as well as some smaller ones
of importance, a total of nearly 600 companies were nationalized on 25 March
1948 and, by virtue of prevailing regulations, so were an additional 180 enterprises
until the end of that year. Apart from other circumstances, this measure made it
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clear that the Communist Party regarded the coalition programme outdated and
considered immediate, rapid establishment of a Soviet-type political and economic
order the goal to pursue. (Nationalizations were prepared by the Communist Party
alone, which had not informed the nominally still existing coalition parties until
the action began, and the question was taken up by the Parliament months later,
so expropriation was ordered by decree and covered by an ex post facto law.)

Nationalization was supported by a dual ideological tenet. It was guided partly
by the belief that a market economy based on private property and competing en-
terprises pursuing profit-oriented self-interests was irrational, because it operated
under ex post regulations, and that conscious direction and ex ante regulations of
planning were incomparably more rational. (It was believed that goods on the
market were “measured” a posteriori, at the end of the production process, where-
as in a planned economy producers were to know in advance which goods they
were to produce in what quantities and under what conditions.) The other basic
motive was the idea of equality cherished by the socialist movements and now
coupled with concepts of a planned economy in supposing that conscious state di-
rection was not to be motivated by selfish interests and was, therefore, able to real-
ize optimal or just distribution and to determine the proportions of available
resources to be allocated to economic development, satisfaction of population
demands and other purposes.

The belief in the economy’s susceptibility of centralized direction and in the
realization of optimal distribution was necessarily combined with devising a tech-
nique of what analysts later called centralized redistribution on the analogy of
methods used by some primitive societies. The function of the state was believed
by those in charge of directing society to be one of concentrating the values pro-
duced and distributing them in pursuit of a better and more just society.

The nationalizations effected under the hallmark of this ideology could not, of
course, stop at the expropriation of plants employing over 100 workers, as was
indeed experienced by the larger part of enterpreneurs, if not via propaganda, in
the way of further administrative measures restrictive of private property. Conse-
quently, by 1949, there liquidated themselves not only plants employing less that
100 workers, but most of foreign-owned plants hitherto unaffected by nationaliza-
tions were also placed under state control, the reason being either indebtedness re-
sulting from restrictive measures or direct political actions, including charges of
sabotage. Then, in December 1949, nationalized by decree were the still existing
private businesses employing more than 10 workers, making a total of over 4,100
small firms, most of which were clearly of a small scale, not of factory type. The na-
tionalizations, which had been effected partly under economic and political pres-
sure, partly by decree until the middle of 1953 (involving pharmacies in 1950,
tenement houses in 1952, etc.), were extended to the majority of the remaining
non-agricultural private property capable of producing income. (In early 1953, the
number of artisans was little more than 50,000 against 170,000 five years before
and 190,000 in 1938. In 1949 more than 30 percent of industrial workers were em-
ployed in small-scale industry against as little as 3.8 percent in 1953.)

Unlike the Soviet Union serving as a model, Hungary did not seek total nation-
alization of agriculture or, more specifically, its equivalent collectivization in
devising its system of plan instructions. While at the end of 1948 the leadership
proclaimed the beginning of collectivization called cooperativization, it did not en-
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force, despite its possibility of using administrative means, its practical realization
except occasionally and partially, albeit on a rather wide scale. (By the middle of
1953, little than 26 percent of arable land, representing 14 percent of the total
arable area until the economic policy shift to be discussed in more detail later, was
placed under management by kolkhoz-like cooperatives, along with state farms al-
ready existing, whereas over 55 percent remained in the hands of smallholders.
Cooperative farm members numbered 376,000 against some 1,300,000 individual
peasants.)

It is not known whether the Hungarian leadership shied away from the total col-
lectivization of agriculture because it knew of the catastrophic famine that followed
in the wake of Soviet collectivization or sized up the cost of reorganization, but it
is certain that it found a way, even though formally keeping the larger part of pri-
vate farms, to include agriculture in the system of redistribution. Prior to the grave
financial burdens and the wide gap between prices of agricultural and industrial
products, the largest role was reserved for the compulsory delivery system, ruth-
less and extremely harsh, of produce and livestock (all the scale down to eggs),
with the quotas fixed to leave peasant forms with no margin except for subsistence
or even less.

II. System of the “Classical” Planned Economy

Direct economic management — an idea and reality

Nationalizations in March 1948 brought a radical change, or turn, not by signifi-
cantly increasing the role of the state, but by creating the conditions for a complete
transformation of the system of economic institutions, for copying the Soviet
model regarded as an example to follow.

The appointed enterprise managers were selected, then as well as later, clearly
by political, not professional, criteria. Their task was not to direct enterprise activi-
ty, but to comply with instructions from above, from the state and party appara-
tuses. However, perhaps the most essential and most enduring element of change
was that the enterprise ceased to exist as a unit separate from state administration
and became an executive link in the apparatus, which was reorganized into a sec-
toral system on a strictly hierarchical basis.

Once the function of state administration had turned into one of direct econom-
ic management, the existing pattern of organization as established in modern
states appeared no longer applicable.

Almost concurrently with nationalizations, there were set up industrial directo-
rates functioning as sections of ministries to take charge of direct management of
sectoral production. Parallel to industrial sectorization, there were formed func-
tional sections of the economic ministries with general responsibilities for particu-
lar tasks (matters concerning finances, plans, investments, technical development,
control, etc.), but, considering that the degree of sectorization had extremely di-
versified the functions of authorities, organs were set with more and more dif-
ferentiated functions mainly for economic management and in other areas. (The
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single Ministry of Industry was split into a Ministry of Light Industry and a Minis- -
try of Heavy Industry first in 1949, the latter was split again into a Ministry of
Metallurgy and Machine Industry and a Ministry of Energy at the end of 1950, and
in 1952 — 53, when specialization was carried to extremes, the light and the heavy
industry came to be managed by a total of 7 ministries, including one of local in-
dustry, while separate ministries were responsible for managing the construction
industry, the building materials industry and the food industry.)

As the sectoral ministries took charge of particular areas, separate authorities
were set up, ministries or similar organs of a lower level to exercise different
economic functions. (The National Planning Office, established with a small staff
in August 1947, soon grew into an economic superministry having a department
for each ministry. The former banks became offices specialized for particular func-
tions. The National Bank, which functioned as the bank of issue, was like a huge
chief accountancy with territorial subunits keeping books of the incomes and out-
lays of enterprises; another bank managed centrally allocated investment funds,
etc. Vocational training and labour supply were administered by the Office of
Labour Reserve. Control was exercised by a Centre of State Control and later by a
ministry. Collection of agricultural produce and livestock was supervised by a
separate ministry, etc.)

The merger of central state administration and economic management was fol-
Jowed by that of territorial and central administration. Here, too, of course, what
formal reorganization did was to close the process which had advanced markedly
during the previous years, for in post-1945 Hungary (until 1950) not even formal
municipal elections were held except in Budapest, local administration being es-
sentially in the hands of officials designated by the central government at all
levels. Local revenues and the availability of funds dwindled to a minimum, with
provision of finance depending directly on the intentions of the central
government.

The 25 large territorial units of administration (counties) were reduced to 19 in
the middle of December 1949. Thereby the leadership formally expressed its ac-
ceptance of the Trianon borders restored by the Peace Treaty after World War
Two (the former county boundaries were of the pre-1918 pattern, with the territo-
rial units cut by the new borders seen as truncate counties), but, at the same time,
it made another step toward realizing its designs of centralization. Moreover, as
was the case with the changes in national borders, several districts of economic re-
gions which had evolved throught centuries were cut off from one another: a sig-
nificant part of the pre-existing administrative centres was left with no meaningful
function to perform and, consequently, towns were definitively condemned to de-
cline. with administrative units including districts which it has been impossible to
organically integrate over the past 40 years. The new organizational system of ad-
ministration (council system), which followed the Soviet system even in name,
was introduced in 1950. The local administration (county, district, town and vil-
lage councils) nominally functioned as the executive apparatus of council bodies
established by formal elections, but in practice it was a division of the central
government, so much so that its internal structure was adjusted to the functions of
central direction and destined to enforce its direct instructions.

The following one and a half decades naturally witnessed several changes of
detail (in 1948 — 50, for instance, smaller enterprises with similar lines of produc-
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tion came under the control of industrial centres; from 1952 trusts were set up
with practically the same function; the industrial sections of ministries were called
now departments now directorates; the division of labour between different or-
ganizations was changing its pattern, etc.), but the dual structure, strictly hier-
archical, of the state apparatus in charge of economic management (exercising sec-
toral and functional responsibilities) remained unchanged.

State administration or, more specifically, the directing state apparatus became
very similar to two mirrors facing each other: the pattern of functional organiza-
tions reflected the sectoral system and sectoral units in turn differentiated their or-
ganizational patterns by function, with lower-level direction mechanically copying
both structures. (Any task which was attended to at the highest level by a ministry
and a department within the ministry was assigned to a separate organization
(department, section or at least clerk) in local administration and the enterprise
apparatus as well.)

Production, too, was reorganized concurrently with management. The creation
of specialized factories (a process coming to a head in the mid-1960s after an inten-
sive period between 1948 and 1951) was aimed at establishing economic units
with single lines of production. As a first step, activities extraneous to a particular
sector (services, commerce, marketing) were separated from productive organiza-
tions, but separated soon after were also intra-enterprise activities that could be
classified as belonging to different branches of industry. (Thus, for instance, a
formerly vertically organized leather factory’s import and export units were trans-
ferred to the leather industry’s foreign trade company subordinated to the Ministry
of Foreign Trade, its unit for domestic sales became part of the wholesaling leather
or shoe enterprise subordinated to the Ministry of Home Trade, and the leather
and shoe plants were placed under the supervision of the Ministry of Light Indus-
try, whereas rubber works manufacturing sole were managed by the Ministry of
Heavy Industry.)

The creation of sectorally specialized factories was still under way when speciali-
zation by product was started. Since parallel economic activities and competition
were thought to be irrational, it seemed obvious that a certain kind of product
should be turned out at one place. Of course, product specialization was never car-
ried to perfection (a reason why the process was so lengthy), because certain
practical considerations (e.g. the geographical distance of factories) left room a
priori for parallelism, but the “rules” governing specialization were disregarded
over time on other grounds as well. It was an element of this approach to the or-
ganization of production that the machinery and equipment of small plants nation-
alized or liquidated were pooled at larger plants in order to build manufacturing
capacities of considerable scale. (While in 1948 there were registered over 4,600
data-supplying organizations of manufacturing nature, this figure fell to as low as
1,600 by 1950, and it did not indicate the merger of organizations in the small-scale
industry.) That process led to the practical abolition of the so-called background in-
dustry, the network of plants supplying component parts for more sophisticated
products. Consequently, enterprises either tried to procure the required compo-
nent parts through the hierarchical organizations, the administrative system of
distribution operated on the basis of complicated material and product balance-
sheets, or sought for autarky — often with the support of their immediate superi-
ors—in order to become independent of suppliers. While breaking in this way the
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limits of specialization, they adjusted themselves to the existing set of conditions
created by an artificial, bureaucratic system, and they did so in fact semi-legally,
rather than being guided by traditional economic rationality, by profit orientation.

Strict specialization in production and management, which was practically in-
tended to establish a uniform pattern of division of labour in the entire hierarchical
setup, was carried out in the belief that it would serve to evolve a very simple and
transparent structure with tasks, functions and tiers of officialdom clearly delimit-
ed. (At the end of 1948 it was with this end in view that the professionally orga-
nized trade unions were reorganized on a sectoral basis, with their tasks declared
to be promotion of workers’ long-term interests and with surpluses production
subserving them rather than the traditional defence of interests.)

It was thought that such a clearly structured system would allow precise plan-
ning on the entire spectrum of products, including timing and potential, and that
the management centre would be able to have a clear view of isolated partial tasks,
to coordinate them and to hand them down as targets for lower levels.

The plan was regarded as the chief tool of economic management. However,
the plan became contained only strict and detailed instructions rather than a possi-
ble outline of the future in accordance with the original meaning of the term. On
the basis of concepts formulated by the centre of management there were drawn
up extremely detailed preliminary plans which were broken down in still greater
detail down the line of the hierarchy, specifying the performance expected of or-
ganizations and individuals at the lowest level. At the higher tiers of the hierarchy
the draft plans prepared for the fulfilment of targets as envisaged in the preliminary
plans were subsumed again at every level and revised now in light of a wider spec-
trum of conditions present for implementation. At the highest level of the hierar-
chy, where the “aggregative” process ended, the nationwide plan was finalized
and adopted, then broken down for lower levels and handed down as instructions
to subordinate organs. This procedure was believed capable of breaking down na-
tionwide tasks down to workshops.

In reality, however, that system did never work, nor could it work, in accor-
dance with the concepts of its architects. The most it was able to achieve was cer-
tain central targets and in a spendthrift way and in the combined presence of
temporary conditions (free and cheap labour, apparently limitless funds diverted
from other purposes, etc.). At the same time, it proved a priori unsuitable for
regulating partial economic processes. The gap between presumptions and reality
was due, among others, to the fact that in every economy of such type, including
the Hungarian planned economy, macroprocesses were governed only by a rather
rough control mechanism which left a very wide margin for error in mapping out
tasks. Of course, the management organs, supposed to be conscious, sought pre-
cisely an extremely rapid rate of onesided development differing from earlier pat-
terns and, in that effort, refused to consider the traditional ecohomic obstacles
thereto. Even so, the few signalling systems (foreign trade imbalance, dramatic
strains of supply) which warned of problems in the economic processes were
instrumental not only in that the attainment of targets required enormous efforts
by the population or was regardless of traditional economic rationality, but also in
that the deviations of microprocesses from the leadership’s conceptions were im-
possible to perceive or to influence. Again, it was precisely the lack of control
mechanisms that made it possible for the extremely centralized management to
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put off addressing problems by finding relatively rapid makeshift solutions in re-
sponse to actual signals or by generating other strains likely to emerge often in the
longer run. Thus, some of the problems stemmed from the possibility for the mis-
.taken definition of comprehensive goals or, more specifically, from the fact that
such wrong decisions, which can be made in every economic system, had givena
management seeking economic totalitarianism, an a priori wider scope for en-
forcement than in the market economies and that, for lack of control, such errors
were “more viable” than in a system operated by a different mechanism.

As everywhere, there were two channels for making error, and they were actual-
ly used by decision-makers, who, in the absence of proper control, were liable to
be mistaken in judging the possibilities for economic growth and setting quantita-
tive targets in general (at the beginning overestimating possibilities considerably,
but after 1956 underestimating them at times in view of “spectacular” records of
underfulfilment and then overestimating them again as a backlash of caution).
Nevertheless, decision-makers were also liable to be mistaken in marking out the
directions of development and the areas to be developed (industries or groups of
them, manufactures, etc.) — this being the greater source of danger as it was more
difficult to detect and correct—, for there was no genuine, relatively prompt feed-
back control in this respect either.

The internal mechanism of this system operated in other than expected ways.
Planning through strictly specialized apparatuses set for subsumption for above
and breakdown for below never relied on “objective reality”, i.e., on possibilities
undistorted by hoped-for selfish interests, but on an intricate maze of the end-
results of complicated interests, on the confrontation of conflicting interests which
were never allowed to come into the open. The mechanism called plan bargain
became institutionalized from the very outset: the lower levels of the hierarchy
always felt compelled to underplan their probable tasks as far as possible, and to
enlarge resources to be made available to them, knowing that their superiors
would set stricter conditions, whereas the higher levels, being aware of this atti-
tude, started a priori from such planning by the subordinate organs and persons
and therefore proceeded ab ovo to increase the targets indicated as realistic and to
earmark less resources. Under such conditions, plan indices naturally could not
coincide except by chance with real economic possibilities, irrespective of whether
these are taken to have meant an “existing reality” or a forced rate of growth, a
course held realistic by the management centre.

However, it was not only the hierarchic plan bargain just mentioned which
caused this system to deviate from the supposedly optimal mechanism of plan in-
structions. Specialization and the establishment of production lines were based on
the belief that there would emerge a transparent structure of clearly hierarchical re-
lations that was not to be cut across by horizontal patterns and was to be one-way,
i.e., was not to be complicated by a variety of systems of subordination. In reality,
however, the one-party system which came to power from 1948 —49 evolved—
despite its constituting a basic condition for building an economy of plan instruc-
tions — a dual structure apparently contradictory ab initio to its own logic. Although
party and state tasks and even functions were virtually merged, the dual system of
institutions became firmly or fully established precisely at the time of such merger.

Earlier, in the period of the multi-party system, the political organization of par-
ties was naturally sharply separated from administrative or economic organiza-
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tions, even if the members of the parties were motivated by their political ideas at
their places of work. From 1948, however, the party was assigned an official role in
decision-making at all levels of the hierarchy and, accordingly, the head of the
party organization at a particular work organization — both as a member of the hier-
archy separated from the state and as a local representative of the political institu-
tion playing a leading role ex officio—exercised functions which, never clearly
defined, added up in practice to at least a power wielded by his counterpart on the
state level. The dual structure was not cut across merely by mergers or overlaps of
functions, however. As noted already, most directors of enterprises and holders of
other senior positions were selected mainly by criteria of political reliability. Thus,
it became a general rule to transfer from the party apparatus to state offices leaders
who often had better party contacts than coordinate party functionaries did or held
two posts (e.g., a minister could be a member of the party’s central leadership or
even its Political Committee; an enterprise director could sit on the district, town
or county party committee). This not only entangled the dual structure (an enter-
prise director sitting on a territorial party committee was, e.g., even in the party hi-
erarchy, superior to the parallel party secretary), but also differentiated the possi-
bilities open to officials at one level of the state hierarchy to affirm the interests of
their respective areas. (Figures for the 1970s clearly showed that enterprise direc-
tors holding several posts were more successful than their peers holding a single
post in obtaining development funds, since there was intense lobbying for
hierarchy-dependent development fund not only within the framework of plan bar-
gaining, but also through more informal avenues opened by party, professional,
political and sectoral connections, etc.)

Thus, after all, economic decisions were made, not under a simple and transpar-
ent system, but under an extremely complicated mechanism, mostly not legal and
ignored, for affirmation of interests, one ander which the plan, or the central goal
reflected a compromise between the positions of different interest groups that not
even the exponents of the predominant view could claim for their own.

It should be noted on this score that the dual, or parallel party and state hierar-
chy apparently contradicted the economic logic of the system, yet it was not incon-
sistent with the dominant political and power considerations.

As mentioned before, the established form of a planned economy was based on
the assumption that the economy was to be perfectly coordinated by conscious
human guidance. Apart from the characteristic features described above, which in
their concrete forms could always be deemed to be manifestations of human weak-
ness or error, the command economy had from the first moment immanent quali-
ties which differed in nature and form of appearance, but determined the operation
of the system at least just as much and, at the same time, caused it to contrast
strongly with what the operators had supposed it to be.

The planned economies, including the one in Hungary, were marked by situa-
tions of permanent shortage and made the sellers’ market rather than the buyers’
or consumers’ market the determinant factor. The explanations for this phenome-
non were basically supported by the disclosure of a deeper interrelationship,
namely, the elasticity of budgetary constraints. While in the market economies it
is the economic actors that are forced by the risk of bankruptcy, namely rigid con-
straints, to adjust their standards to the needs of consumers or buyers, in a
planned economy based on state ownership such risk was unknown, because
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funds for development or operation were made available a priori “from the out-
side” wholly or in part and, though they appeared to be scarce at all times, were
susceptible of increase without limits, i.e., budgetary constraints appeared to be
elastic. This caused enterprises to be insensitive to costs and prices except through
norms which the state was able to transmit to them, and, considering that some
form of state support was always at hand, adaptability in such an economy implied
something quite different from adjustment to consumer demands or market re-
quirements. Adjustment under such circumstances was needed to the bureaucratic
pattern of demands moulded by the hierarchy or, more specifically, not even to
demands, but to relationships created through plans or other media intended to
transmit demands. (Of course, also known in other economies are methods which
the state apparatus, or local administration employs to correct regulation by the
market and to help enterprises, industries or sectors with price subsidies or mani-
pulated prices, protective tariffs, tax reductions or easy-term credit, etc., but the
terms and conditions are harsher and budgetary constraints remain stable, even
though enterprises can occasionally influence them in advance, but never subse-
quently, chiefly by other than legal means.)

Furthermore, the exponents of a command economy had supposed that, unlike
market economies, such a system would guarantee steady development through
conscious guidance, i.e., economic growth would not be interrupted by crises,
cycles and slumps. Beside the fact, to be touched on later, that the Hungarian
economy was profoundly influenced by swings in politics, analyses of a longer
time-horizon have disclosed that a planned economy is also subject to cyclical
movements, though different from those observed in a market economy, which
cannot be traced back to political shifts. Some of these cycles—as essentially in-
vestment waves, leaps and periods of retrenchment regularly succeeding one
another —are a virtually immanent feature of this system. However, in the wake of
the world economic changes during the 1970s, it became equally clear that
planned economies were not immune either to the effects to which every country
is exposed and that, due in large part precisely to the immanent qualities of the
system, their adaptability proved smaller than that of most countries of similar
economic strength or at a similar level of development.

Among the various characteristic features of the operation of the Hungarian
economy mention must be made of the in natura approach, which was slow in
losing ground even under a reformed system from the late 1960s. That approach
also was rooted in aversion to the market economy and hence to commodity and
money relations, since the use of physical targets (piece, ton, meter, etc.) instead
of uncertain value categories originally appeared more readily evident. Although
in practice the system of plan instructions finally allowed a much wider scope than
intended for financial and price regulations, it was capable of conveying instruc-
tions expressed mostly in kind or similar numerical indicators. Also, the successful
performance of producing and marketing enterprises could not be measured by ad-
justment to the market and hence by profit gained or by value produced, but only
by fulfilment of centrally set targets.

An important role in the emergence of the in natura approach and in its long
survival after the abolition of direct plan instructions was played by the fact in Hun-
gary economy became part of the political system and that the two spheres (politics
and economy) were not separated. Since the leadership had formerly dealt with
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economic questions from a political angle and by political means for the most part
—to a lesser degree subsequently and to a large measure even in the most recent
years—, economic tasks and problems also had to be formulated in political lan-
guage, in which the economy meant chiefly targets in natura or theses of a similar
nature expressed in terms of figures or slogans.

However, organizations necessarily adjusted and adjust themselves to centrally
set targets defined in natura. If, for example, targets were fixed in prices or other
quantitative terms, producers became interested in turning out products with the
use of the least material and in unacceptable quality or, quite the contrary,
squandering many times the energy and material needed. Therefore, the rough
physical targets stimulating purely quantitative performance were soon aban-
doned, but, no matter how much plan instructions were refined and combined
with qualitative criteria, there always remained elements which the directing
organs were unable to grasp and which allowed producing and marketing enter-
prises to meet requirements formally rather than actually.

It was the economic dominance of the political approach and methods that in
the system of plan instructions left wide scope for organizational expedients, dif-
ferent from traditional arrangements, such as campaign, perhaps the most typical
of all. In cases of difficulty, campaign served to push the system in the apparently
desirable direction by ignoring economic rationality, but in reality generated fresh
strains in other areas of the economy, strains which led to successive campaigns.
Consequently, this method, which was originally employed to meet extraordinary
tasks, grew into a constant element of the mechanism and even became the or-
ganizing principle of the economic management apparatus, SO much so that it
retained its role, though restrained, even under a reformed planned economy.

Economic development plans in the first part of the 1950s

We have mentioned earlier that a chief function of the economic system estab-
lished in 1948 — 49 was to achieve an extremely rapid rate of development. (As de-
scribed above, the turn which started in late 1947 and early 1948 was first manifest
in, among others, the shortening by 7 months of the fulfilment period of the three-
year plan launched a few months before.) At the same time, the goal was not
simply to speed up economic growth, but to give it a direction, mapped out rather
clearly, to suit the concepts that had stiffened into a dogma by the time planned
economy was introduced in Hungary. (The three-year plan for 1947 —49 originally
envisaged allocating 30 percent of all investment funds to agriculture, 26,5 percent
to industry and 25.5 percent to transport. The new effort undertaken in the wake
of the turn is best characterized by the fact that industry ended up receiving 35 per-
cent of investment allocations as against 21 percent earmarked for transport an 15
percent for agriculture, with the bulk of the funds for the latter raised from the self-
financing of small peasant farms. With industry in the focus of the development
drive, priority had been given to the heavy industry, representing a trend similar
to the wartime effort forcing its way again, before the economy was switched over
to peacetime production.)

Like the views about the economy’s susceptibility to guidance, the economic
development concept consisted of various elements, but was, in the last analysis,
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rather simple, yet fairly alien to real conditions, and its consequences and after-
effects brought about a pattern of relations that was hard to rectify and had far-
reaching implications. Those in charge of directing the economy started from the
premise that a modern economy should, as in the Soviet practice regarded as the
direct model, be dominated by industry, partly because such was the case in the
most advanced countries, partly because it was decisive to military tasks and, final-
ly, because it was the agent of progress, the working class was to prosper as the
result of industrialization, agricultural labourers were to become workers and to
be moving ahead, climbing the ladder of social hierarchy. However, industrializa-
tion itself was conceived of as following a rather stereotyped schedule on the Brit-
ish pattern, which had been studied, and seen as the model of capitalism, by the
classics of Marxism. It was believed possible to match the centuries-old develop-
ment of Britain by avoiding its adverse effects and making use of the fresh possi-
bilities inherent in the new system of society during a couple of five-year plan
periods.

The idea was to develop first and foremost the heavy industry as the basis of a
modern large-scale industry, together with the raw material base represented by
the raw material-producing and -processing sectors, namely mining and metallurgy
constituting the only basis for the processing industry. The economy was planned
and accordingly managed during the following decades in such a way as to ensure
that mobilization of significant material resources for the other spheres would
become possible after industrialization had been completed. The scarce resources
were used in furtherance of this goal. Once permitted by the central management
of the economy and by the redistribution of material resources (centralization and
central redistribution), an extremely sharp differentiation was made between the
economic sectors, with the major source of development finance constituted by
income produced in agriculture and with personal consumption kept at a very low
level, but, under the hallmark of industrial development, the so-called producers
creating no new values (as the infrastructure was termed) were also sharply
separated from directly producing branches and no more resources than required
for their operation were made available to them so as to spare considerable
resources even in this field for use in industry.

Of course, it was inevitable to depart from these ideas from the very outset,
namely an “ideal” priority for economic development projects could not be set
except with inconsistencies. On the one hand, industrial development called for
imports, which presupposed counterpart export deliveries, with trade to be prac-
tised partly with countries, and on a larger scale than desired, which had greater
demand for products of other than the priority sectors of the Hungarian economy
(products of agriculture and the light indus&ry found readier markets in West Euro-
pean countries than did products of the branches providing the basis for industrial
development), so there was no choise but to develop those sectors as well, to an
extent exceeding their capacity to secure basic supplies. Moreover, demands were
made by the operation of the economy, society and management, so the infrastruc-
ture was also to be kept going, even if not to be developed, with a sizable drain on
available funds.

The directions of economic development (initially understood to mean the in-
dustry and later to comprise a wider, though still narrow, spectrum of the econo-
my, involving a partial “rehabilitation” of agriculture from the mid-1960s and of
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some infrastructural facilities, to be treated below, from the early 1970s) were
modified with great frequency whenever policy shifts occurred and at other times
over the past four decades, because the priorities set apparently proved blind
alleys relatively soon. Yet, until the end of the 1970s, there was little change in the
essence of the decision-making mechanism as far as priorities were concerned. It
remained characteristic also of sectors other than priority ones to assert their
claims supported by strong arguments in the competition for development funds,
such as those marshalled for import substitution, increase of export potential, ex-
ploitation of national traditions and endowments, investment project completions,
reliance on cheap raw material supply from the CMEA, a guaranteed solvent
demand of CMEA-countries and, after 1956, satisfaction of population demands.
Though with wide variations, the consequences were by and large similar in every
period and can therefore be characterized, regarding the past 40 years a whole, by
the following: there emerged a huge economic potential at enormous costs, i.e.,
through investments with the minimum effect, the scattering of resource alloca-
tions gradually creating an industry rapidly lagging behind the international van-
guard in all fields and an agriculture competitive in quality thanks to natural condi-
tions but producing at high cost. (We shall come back to this global picture to shed
more light on details.)

Unlike the so-called sectors of material production, i.e., industry (inclusive of
the building materials industry) and agriculture, economic policy regarding the in-
frastructure except housing construction basically sought all along to ensure the
operation of facilities rather than to establish orders of priority. In some areas this
meant, in the strictest sense of the term, guaranteeing a minimum level of func-
tioning as of the larger part of urban communal facilities, management of state-
owned tenement houses, the telephone service, the network of hospitals (chiefly
in the capital) or primary education, retail stores for most of the period, etc.

The infrastructure in other areas was allocated sizable resources and registered
apparently significant development, but more thorough inquiries made and make
it clear that what economic policy sought was virtually to ensure the conditions of
operation in this respect as well. Related tasks included those largely of an
economic nature but often dictated by ideological and political requirements, such
as development of the network of créches and kindergartens called for by the fact
that in the 1970s the process of forcing women to take up employment was essen-
tially completed (prewar wages generally followed the one earner per family pat-
tern, but switched to two earners from 1946 and in particular from 1949), emer-
gence of mass demand for housing in the wake of the radical disintegration of the
peasantry and their influx into towns, or development of the polyclinic network
trying to adjust itself to the extension of social insurance coverage a posteriori, in-
crease in the capacity of secondary and higher education, expansion of the road
and service networks trying to keep up with automobilism, etc., namely areas
where even considerable outlays and development efforts could not but create or
maintain a state of quasi development characteristic of the other areas.

The priority always accorded to the productive sectors in the selective satisfac-
tion of needs has been but one of several problems attending the economic devel-
opment concept as outlined above concerning infrastructural facilities. (In the
market economies the inner mechanisms stimulating the efficiency of production
and the interest in increasing effective household and personal consumption tend
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to secure, more often than not, an essentially parallel development of the infra-
structure and other sectors. In the centrally directed economies this area is usually
developed post festa, when conditions reach the point of impeding the operation
of the productive sphere.) Another reason for 40 years of infrastructural shortfalls,
occasionally hindering the operation of the economy, lies in the immanent peculi-
arities of economic development and the economic mechanism, for this model has
generated much greater and more enduring strains in the infrastructure than more
balanced and organic development efforts, better coordinated by inner economic
limitations, do. Relevant studies have found evidence to show that the specific per-
formance of certain elements of Hungary’s tertiary sector (e.g., rail transport,
health service, education) is more favourable than the corresponding indicators
even of the much more advanced countries, yet constant shortages are confronted
with unsatiable and exorbitant demands germinated by the management and the
Structure of the economy.

Although, as noted earlier, even the three-year plan for 1947 —49 was virtually
fulfilled on the analogy of the Stalinist industrialization, the real intentions of the
leadership were revealed by the first five-year plan for 1950 —54. Drawn up in
1949, its original version demanded from the population enormous sacrifices on
behalf of a quickening tempo of development, but the targets stepped up in 1954
indicated by themselves, regardless of the emergent problems and without any
detailed analysis, that the leadership had not actually separated desires from possi-
bilities: the original plan envisaged a nearly 90 percent increase in manufacturing
output over the 1949 level, a target which was raised to 310 percent in 1951, and
the target to increase the output of the heavy industry by 100 percent was stepped
up to 380 percent. To achieve that goal, an unprecedented ratio of the national
income was to be allocated to investment or accumulation, but is still proved im-
possible to bring development concepts into line with the availability of funds: in-
vestment allocations were raised by nearly 70 percent in 1951 and the funds ear-
marked for the heavy industry were increased by over 100 percent in comparison
with the plan of 1949. Moreover, the development resources required for the pri-
ority targets of the heavy industry could only be planned to exceed twice the origi-
nal allocations (with a nearly fourfold rise envisaged in production) by diverting
funds from other sectors of the economy. Under the plan of 1949 heavy industry
was to receive 36 percent of all investment allocations, but in 1951 this share was
raised to 44 percent within the nearly 70 percent increase in funds allotted to in-
vestment purposes, whereas the planned shares fell from 6 to 4 percent for the
light industry, from 17.5 to 13 percent for agriculture, and from nearly 28 to little
more than 16 percent for social, cultural and housing investments.

The leadership required maximum effort of everyone for the implementation
. of the stepped-up plan and, to that end, found it permissible to employ the most
varied forms of physical coercion and administrative fiat (to mention but the most
striking examples, in the period 1950—53 court proceedings were instituted
against 650,000 persons (almost 7 percent of the population of 9.5 million), police
courts imposed 850,000 penalties for petty offences, internment and labour camps
were set up, non-fulfilment of plan targets and non-compliance with delivery obli-
" gations could be deemed to be crimes under the law on the protection of the
planned economy, etc.).

While enormous resources were used up, there was no chance of realizing the
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plan, but precisely the extraordinary effort, the huge investment projects and the
enforced transformation of society acted to switch the economy to a course that
became determinant during the decades that followed. True, the 341 new industri-
al plants as planned in 1951 were never established, nor were the 263 as deter-
mined in 1949, but 72 were nevertheless completed together with 41 major expan-
sion projects. Most of these were not simply heavy industrial establishments,
whether completed or started, but served lay the groundwork primarily for the fur-
ther development of the heavy industry. No doubt that the capacity of war indus-
try, which was given priority within heavy industry, was increased 20 times the
1949 level by 1954, but heavy industry remained unable to supply, directly or indi-
rectly, the other branches of the economy and industry itself with means of pro-
duction by reliance on exports and the resultant import capacity (for export of
heavy industrial products did not even cover imports required for this group of
industries).

Although the productive capacity of industry increased twofold between 1950
and 1954, that apparent result was largely due to an over-expansion of coal mining
and iron and steel production, along with the growth of the war industry, while
traditional machine-building and telecommunication with a lower material and a
higher labour content, together with the light industry, inclusive of foodprocess-
ing, saw their role in the economy reduced.

In agriculture—under the impact of the centrally decided production pattern,
exorbitant compulsory delivery quotas, enforced cooperativization and generalized
vexatious interference with citizens— there was a reduction in total cultivated area
(from 9.6 million cadastral yokes in 1938 to 9.4 million by 1953 and to 9.1 million
by 1956) and in average yield of crops from the prewar level, while this, combined
with the pressure for production of industrial plants, reduced availabilities of all
staples for export and domestic supply.

During the period of 1950 to 1954 a total of 360,000 persons left agriculture to
seek jobs elsewhere, but the increasingly intolerable housing conditions in towns
caused a growing number of people to live in lodgings far from their families or the
travel several hours daily under inhuman conditions. (Total additions to the hous-
ing stock were 96,000 dwellings during those few years, meaning that the rate of
population growth was higher than that of housing facilities at a time when not
even wartime damage had been reconstructed. Population growth during that
period was 23 percent in provincial industrial towns in the process of expansion or
emergence and over 10 percent in Budapest, places where the discrepancy between
population growth and the number of new dwellings was far wider than average.)

A most palpable and immediate consequence of enforced economic develop-
ment was the fact that as early as the middle of 1953 real wages lagged 20 percent
behind the 1949 level, though the latter itself had dropped from the figure for
1948, and thus fell far short of the prewar figure.

An attempt at change and then at no change
The middle of 1953 witnessed an important shift in Hungary’s economic policy. At

the initiative of the leadership which had come to power in the Soviet Union after
Stalin’s death, Métyas Rékosi was removed from his post as Prime Minister, al-
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though he remained, the head of the party. Imre Nagy, the new Prime Minister,
announced as a government programme an effort at change which had been ap-
proved of by the party leadership and which reflected the endeavours of the new
Soviet leadership in several aspects.

The attempt at renewal, referred to as a new stage at the time, naturally did not
Promise any transformation of the political and economic system, but was calculat-
ed as a necessary step to replace the extremist methods and goals by creation of
conditions more acceptable for the population and society and by realization of
more realistic targets. The economic concepts envisaged slowing down the rate of
industrialization, preferred production of consumer goods over that of heavy in-
dustrial products and the manufacture of means of production, and sought to
€Xpand agricultural output.

The change was clearly indicated by the fact that the ratio of national income
destined for accumulation dropped from an extremely high 23.4 percentin 1953 to
17.6 percent by 1954, the share of industry in investment allocations fell from
nearly 47 percent in 1952 and 1953 to 35 percent, that of heavy industry was re-
duced from 44 percent in 1952 and 41 percent in 1953 to 30 percent, while that of
agriculture surged from little less than 17 to 24 percent.

While these and similar changes (e.g., reconversion of producer-goods plants to
production of consumer articles) were effected by the previous methods (central
plan instructions), the new economic policy in agriculture was combined with
novel instruments. In the second part of 1953 and in 1954 decree upon decree was
issued to liberalize the living and working conditions of peasants. Of course, these
changes remained within the confines of the established political and economic
system (e.g., the burdens of individual peasants continued to be heavier than
those of cooperative farms and the latter’s more serious than those of state farms),
but withdrawal from a cooperative farm was permitted, even though subject to
strict conditions, enforced collectivization was abandoned, compulsory delivery
quotas were reduced and even part of the backlogs were cancelled. The obvious
aim was to increase or, more specifically, to restore peasants’ motivation for pro-
duction by spectacular and tangible measures, a policy which, after all, was only
Possible to implement by a partial retreat of direct central management.

_ The stage for longer-term changes of even greater significance was set by efforts
initiated against bureaucracy in the form of traditional campaign. The new lead-
ership wanted to eliminate bureaucratic phenomena by launching its struggle for
the rationalization of management early in 1954. That effort, however, went far
b_eyond similar actions in the past in so far as it was extended to include identifica-
tion of the causes behind the undue expansion and malfunction of the directing ap-
Paratus. Committees composed of higher-level officials and economists were set
up to disclose, in the favourable atmosphere created by political and economic
Policy shifts, deeper interrelationships, and even aspects formely treated as taboo
Wwere subjected to criticism. In point of fact it was these inquiries that first allowed
experts a deeper insight into the real functioning of a system described in text-
books and at courses as ideal and purposeful. It was these inquiries which in the
fOllowing years gave rise to concepts presenting an alternative to the existing
mechanism of plan instructions but, at the same time, seeking to preserye the
foundations of the political and economic order. The initial changes occurred as
early as the end of 1954, but the new economic policy shift (and political change)
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effected early in 1955 forced the attempted quest of a new course to continue half
underground for a while only to regain momentum in 1956 —57 with the emer-
gence of a more favourable political atmosphere.

Within the top-level directing apparatus, where no meaningful change and per-
sonnel shift had taken place, the new stage marked by the name of Imre Nagy
found few supporters. Thus, when late in 1954 and early in 1955 the “more tradi-
tional” forces opposed to a radical break with the Stalin era gained, for a transitory
period the upper hand again in the Soviet Union, the Hungarian leadership, which
kept its pre-1953 position almost intact, was extremely quick to gain ground after
barely one and a half years of wait and see. Imre Nagy was removed in April 1955
and even expelled from the party a little later for the “errors” committed in
1953 — 54, with the blame thrust virtually on him alone.

In 1955 and the first part of 1956 there was a virtual return to the practice and
economic policy followed before the middle of 1953. The only consequence of the
facts disclosed and the official self-criticism made was that the methods employed
and the tasks set were less extreme at the beginning. (For all that, enforced collec-
tivization was resumed, compulsory delivery quotas were raised, the development
of the heavy industry received renewed emphasis, etc.)

The Hungarian leadership was only partly responsive to the new course pro-
claimed in the Soviet Union at the 20th Party Congress in February 1956, nor did
it find any way of meeting the economic problems in addition to the accumulating
political strains which, not discussed here, were ultimately to ignite an explosion.
Clear evidence of this was the new five-year plan for 1956 — 60, which was drawn
up by May 1956 and approved in July. True, it reflected no concepts as irrealistic at
first sight as those contained in the previous five-year plan, but the leadership
stuck to the idea of giving, priority to the development of the heavy industry,
including sectors that were to lay the basis for future industrial expansions. Plan-
ners were supposed to solve an impossible task, not least in elaborating long-term
concepts, namely that of making the underlying instructions, politically and
ideologically motivated as they were, consistent with available economic informa-
tion and with competence. The intention was to try to satisfy the demands of the
light and food industries as well as of agriculture, along with the priority develop-
ment of the sectors supporting industrial growth, partly to ease the pressure of sup-
plies that were at an intolerably low level, partly to meet probable import needs,
while securing considerable rates of growth in other sectors of the processing in-
dustry. Under the existing system there would have been but one way of easing
the apparently unsurmountable strains of distribution, that of scaling down
growth, which, however, would have run counter to dynamic development, the
system’s supposedly fundamental hallmark, and would even have been tanta-
mount to rehabilitation of the Imre Nagy era, something politically unacceptable.

By the time the new five-year plan was adopted in July 1956 half of the first plan
year had passed and the concepts had practically proved unviable, but the lead-
ership refused to admit it. This notwithstanding, the economic problems were but
an indirected cause on the uprising, which began on October 23, 1956; the direct
motivation was of a political nature. Still, ten days later, what the new powefl
headed by Janos Kadar and having removed Imre Nagy, reappointed Prime Minis-
ter of October 24, and his government had to do was to articulate its policy on
fundamental economic questions.
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Readjustments in politics and economic policy —
continuity and innovations

While the comeback to power with the assistance of foreign armed forces and the
Subsequent reprisals made it unambiguously clear in political matters that no es-
sential change was to be made in the political system as established in 1947 —48
(meaning the leadership’s hold on power over society and the virtually complete
absence of democratic control mechanism), the path to follow in the economy was
far from marked out so clearly, since signs were already evident of a practice, yet
to be fully established, under which the power sought reconciliation and coopera-
tion with society excepting the active adversaries and, within the bounds of politi-
cal and ideological principles, even displayed willingness for cautions innovations
under the hallmark of the policy course.

The Imre Nagy Government abolished the compulsory delivery system in agri-
culture with effect from October 30, 1956. Revocation of that decree would have
threatened to set even the hitherto rather passive peasantry against the new lead-
ership and to cut short farm activities simultaneously with the general strike
which was paralysing the industry, thus giving rise to problems in basic supplies.
Of course, the reconfirmation on November 12, 1956 of the abolition of the com-
Pulsory delivery system was more than a simple political gesture. The government
gave up an element of the former economic system which had been believed indis-
pensable, while undertaking pioneering efforts in other areas of the economy that
were suggestive of allowing scope for methods largely different from those em-
ployed during the previous 6 to 8 years. The mistaken agricultural policy of the
past period, forcible collectivization and the entire course of economic policy
harming agriculture were condemned. The government declared its intention to
regard agricultural development as a basic task and to rely in that effort on produc-
ers’ material interest and the free choice of farming methods. It took note of the
disintegration of cooperative farms, a process which had started in spring of 1956
and was gathering speed in October, and, with it, of the liquidation of agricultural
farms practically of the kolkhoz type. During the two years between 1956 and the
middle of 1958, 364,000 peasant farms resumed operation on a total area of 1.3
million cadastral yokes. A sizable part of cooperative farms formally continued in
eXistence, but the number of their members was rapidly decreasing, from 343,000
in the middle of 1956 to 119,000 by the end of that year, with additions of as little
as 50,000 new members during the following two years. At the end of 1958 the
number of cooperative farms fell to 67, with their size shrinking to 59 percent and
their membership to 45 percent in comparison with the figures for the middle of
1953, Consequently, agricultural production became dominated by private farms,
the role of state farms reduced considerably, and the so-called cooperative sector
was marginalized. (The share of state farms in gross agricultural output dropped
from 14 percent in 1956 to 9.3 percent by 1957 and that of cooperative farms from
?-6 to 4.8 percent. In 1957, 87 percent of net output was accounted for by private
arms.)
 The new leadership’s willingness for change was manifest not only in the agrar-
lan sector, but also in the economy as a whole. At the end of 1956 the government
initiated the setting up of a broadbased expert committee (with the participation of
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numerous non-party scholars previously neglected) to elaborate an economic
government programme. The task was not merely, and not primarily, to set out an
economic policy concept, but, by completing the work well advanced before Octo-
ber 1956, to devise a new economic mechanism, an economic system suitable to
replace the system of plan instructions, while not affecting the substance of the
political system.

The termination of political confrontation and the rapid consolidation of central
power during a short period (in late 1956 and early 1957) entailed an increasing
prevalence of views bent on compromise and set for the operation of the existing
economic management system. Under the original concept the system of plan in-
structions was to be completely abolished and the implementation of plans not de-
scending to particulars was to be secured by economic instrume