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The Evolution of Financial Discipline under
the Postsocialist System

JANOS KORNAT*

I INTRODUCTION

Financial disciphine, as I sec 1t, means the enforcement of four simple rules

1 Buycrs Pay for the goods you buy

2 Debtors Abide by your loan contract, pay back your debt.
3 Taxpayers Pay your taxes

4 Enterprises Cover your costs out of your revenues

Self-evident though these rules may seem in a market cconomy, they were {ar
from obvious in a socialist command economy That was based on a quite
different kind of discipline, which consisted chiefly of enforcing planning
commands, above all the fulfilment of output targets and comphiance with mput
quotas How postsociahst society should learn to observe the ncw kind of
discipling 15 the subject of thus study

The analysis rests on Hungary’s expenences, other countrics are only
referred to in a few places Butinmy view, the problems raised m the discussion
arc general oncs that mevitably anse i other postsocialist countries as well. So
I attempt at the end of the study to draw some general conclusions.

*Harvard University and Collegum Budapest, Institute for Advanced Study, Hungary The study
was prepated as part of a research project entitied ‘Hungary’s Transiton into Market Economy’,
with support from Hungary’s National Screntific Research Foundation and the European Bank for
Reconstruction and Development I must express thanks for the help I have receiwved from
ANNAMARIA BALOGH, BELA BARTFAL, IMRE FIRTO, ERZSERIT GEM, MARIANNA HOLLO, MARIA
KovACS, LASZLO MURAKOZY, SANDOR PISKOL1I, JANE PROKOP and GYORGY ROZSAHEGYL
gathenng the matenal for the lecture Tam gratcful to BRIAN MCLEAN and JULIANNA PARTI for thetr
excelleat translation of the Hunganan text
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JANGS KORM 41
I A NEW CONTRACT BETWEEN THE STA T AN 1L LN IHRFRISE

Analysis of the problem reguires a conceptual frames ork Lot us look upon the
relutionship between the state and the enterprise as if there were a long-ters
contract between them (Thas study docs not deal with the other arcas m which
tinancial discipline 1s manifest, for istance discipline withan the burcauctacy
or withw the firn } The retationship @ fact, might be nterpreted as a spocific
kund of insurance coniract

Under the old contract that ran under pro-refoon socialism, the insurance
company (1 the state) covered the losscs in full If an enterprise frund tself
1 {inancsal trouble, the state badled it ont unconditional”y A variety of terh-
mGucs were used for the purpose extending financial subsidies, giopting fax
CONCESSIOnS of postponing tax commitments rescheduling of loan repayments,
or providing new scft Joans The stade also guaranteed the survaval of clwomc
lossmaking enterprises  All these techneques asivolved corstantly breakuiy
Rudes 2.3 and 4 of financial discipline (loan disciphing, fiscal disciploe and
markel cost-coverage disciphne) Thas is the group of phonomena that 1
termed softness of the budget constramnt s my carlics works Also appaw ent
was a side effect well-known in nsenance theory the sg-called moral
hazard 1f policy-holders know that the smsurcr will pay for all damage, 113
not worth then making efforts to avord damage, which mn (s context noans
that cnterprises are msufficiently motivated to averd losses by rasne
effhicicncy

A mature market cconomiy 13 marked by adiflerent kind nf insurance contract
between the siaic and the entorprise This polwey only partly covers ihe damage,
with the insured party paying the demwant share Ther2 c2n be no question of
losses bemg covered automatically and uncondibonally Caly in cerlaun provi-
leged sectors (ike banking) will the «ate assume a sizeable part of the Josszs
that may occwr Irespective of whether fhie state’ s role 22 an “inswrer” extends
only to these privileged <ectors o to others as wetl, the cover wilr apply oty
uider exceptional, rnigorously detesimined condiions  So the swnval of a4
crierprse 15 not guarantced, soomer or Iater, a cheome losseoaker will have 1o
make an et from the econormic scene Rules 2 3 and 4 are ngorousty enforced
To use the tenminolegy wnttoduced eahier «be budget corstrawi s hord

There are several signs that Hungary has moved townands the long-taw
msurance contract chaactenistic of 2 market economy  Tha <coms ' he
confrmed by Tabie 1, which shows a substant..' ~odoct.on wi sbaidics - from
12% tounder 3% of GRP Morcover, Tabies 2 and 3 betray & jurop in the pamibes
of bankrupity and Lkgmdation proceodsngs which means the sumber of sigic
rescus operations has fallen Let me recall that ar average of 26 enterprises a
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THE EVOLUTION OF FINANCIAL DISCIPLINE

year ceased activities between 1976 and 1982}, and cven with this tiny number
of exits, there were not financial reasons, but other factors behund them in many
cases To make another comparison, more hquidation proceedings were com-
menced 1n a smgle month of 1992 than 1n a whole year i the period 1986-1988

Table }

Flows between the Government Budget and the Enterpnse Sector

From the Enterprse From the Budget to Net Flow
Sedtor to the Buidget the Entcrprise Sector to the Budget

(as a Percentage of GDP)

1987 296 123 173
1988 210 102 108
1989 154 67 87
1990 162 47 115
1991 121 27 94
1992 123 23 107

Sources Compilcd by MURAKOZY, based on the following official publications Kozponty Statisz-
tikar Hivatal (Central Stanstical Office) [1989a, pp 57 and 330, 19856, p 72, 1991, pp 56 and 319},
Magyar Koztdrsasig Korménya (Government of the Hunganan Republic) [1992, pp 213-219]
Notes ¥agures for 1992 are government projections The first column includes the net profits
surrendered by state-owned enterpnises to the government budget, and profit taxes paid both by
state-owned and private enterprises The second column excludes consumer subsidies

In actual fact, of course, there 15 no writien contract between the state and the
enicrprise But the promising branch of theoretical economics known as “con-
tract theory’ has identified countless cases m which an unwriten contract
applics, custom and habitual behavior mduce the parties to observe the terms
of the contract® Each party, counting on the other continumg to behave m the

1 See KORNAI and MATIT> [1987, p 100]

2 Backek [1992, p 338] mhus study of habitual behavior and traditions states the following
* habits, addictions, traditions, and other preferences that are directly contingent on past chowces
partly control, and hence commt, future behavior in predictable ways Indecd, habuts and the hke
may be very good substitutes for long-term contracts and other exphicit commitment mechanssms ’
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habitual way, itself abides by the vnwisdten terms of the contract So this sncial
relationshap resis on (irm long-tesm expec(atsons3

Table 2

Number of Bankruptcy Proceedings m 1992

Nuraber of Filings Number of Qfficial
Anmouncemunis by the Court

Januaiy to March 786 285
April 2,256 203
May 201 465
June 145 482
July 154 300
Auvgust 113 59
September 151 104
Ocloher 150 19¢
Movember 118 225
December 154 1is
Total in 1992 4231 2500

Sources Pénrigymumsziénum (Minssiry of I'tnance) {19925, pp 4 and 7] and S7ALAT[1992, p 79
Note The figures i the first colamn record the intrations of bankruptey proceedings The figures
1n the second column refer io public announcements regarding the start of bank miptey proceedings
It 15 the responsibality of the court to pubirsh the announcemcent in the official gazette

Under the old contract, characteristic 1o the pre-reform classical socialism the
enterprisc could be sure about what help it would receave from the state in
overcoming a fmancial crisis That 1s true, but what happens if there 18 an
msufficient basis for long-term expectations because the behaveor of one party

3 lo wnelyze a long-term mmplicit contract, w other words 2 constantly fenewing social
relationship based on ‘the mles of the game’, the mathematical models monr commonly us=d arc
those of ‘repeated games” For a theoretical description <es, for mstance the book hy FUDTNBFRG
and TiroLE (1991, pp 147-206] The mterpretation of the themctical models from the socval
sciences’ point of view 15 presented 10 a more popular form i SCHLLLING [1978, pp | 15-133], an
BINMORE [1992, pp 345-381]
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THE EVOLUTION OF FINANCIAL DISCIPLINE

(1n this casc the govermnment) has suddenly changed? Neither economics nor
social psychology provides adequate rehiable information about a dramalic
change W preferences, habits and expectations. This alone makes it very
difficult io find an answer to the questions cxplored 1n this study.

The conceptual framework just described proviades an appropriate structure
in which to discuss the problem. Let us look first at government, and then at
cnicrprise conduct

Table 3

Number of Ligudation Proceedings

Number of Filings MNumber of Official
Announcements by the Court

1986 10 1988 na 159
1989 na 141
1990 na 233
1991 na 526
1992
January to March 2,617 120
Apni 1,281 161
May 837 202
June 927 166
July 699 219
August 701 210
September 797 482
October 782 211
November 751 233
December 692 223
Total w 1992 10,084 2,227

Sources Tigures for the period 1986-1991 from MORa [1992, pp 18-23] Figures for 1992 from
Pénzigymmisziénum (Muustry of Finance) [19925, pp 5 and 9] and SZaLA1[1993, p 79]

Notes Ihe penod covered by the first figure started on September 1, 1986 and ended on December
31, 1988 The figures in the first column record the wmitiation (filng) of hiquidation proceedings
The figures in the second coltmnn refer to public announcements regarding the start of hquidation
proceedings As 1n the case of the bankmpicy proceedings, it 1s the responsibility of the court to
publish the announcement mn the official gazette
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JANOS KORNAI
1D THE CONDUCT OF THE GOVERNMENT

I Conflicting Objectives

The prime requrement before 4 govemsrent can change the lang term conlract
previously m force 15 the pelitical will to do so This is a funciion of the politica!
goals When a government sets its political obgctives concaning financial
disciphine, 1t has to weigh the benefits and costs to be expected from i Let us
look first of all at the benefits of enforcing financial disciphine

— Asmoothly operating credit system is essentul to a modem market economy,
but 1t cannot appear withoot an assurance that credit contracts wall be
observed

— Very grave problems anse dormng the postsocialist iransition with balaicing
the budget Onerequirement forovercomang themas toymprove the cellechon
of taxes

— Relafive prices have been distorted by the system of differcntiated non-uii-
form taxes and subsidies Discontmuing these helps more ichable prce
signalstodevelop

- Tougher financial disciphine will send the chrome lossmaking producers out
of production This becomes partscularly opportune once the system of
relative prices 1s gaving a sufficiently true reflection of the costs and relabive
scarciies Apart from that, the discipline cncourages the surviving old
cnterprises and the emerging new ones to reduce costs and adjust better to
demand

To sum up, hightemng financial discipline provides a strong incenbive (o
increase efficiency Hunganian expenence alzo shows that somc of the benefits
appear inmediately, but others only after a delay

The most spectacular result was the rapid adjustment made by Hunganan
production to the collapse of Comecon The threat hanging over Hungar.an
enterprises was expressed by two World Bank siaff members, DERVIS and
CONDON, 1n therr study [19931 as ‘export or penish’ A picture of the results 18
provided by Table 4 The share of exports directed o the EC doubled 1n a very
short time

Less conspicunus, bif cxtremely wmiporant s the effcct that wmposition of
tougher financial disciphing has on the reorganization of production, the process
known as restructuning and reorganization Judicid banknuptcy proceedings do
not nccessanly signify the beginning of the end swnce they imhally provide
legally regulated forms for deferning the settlement of debts Duning this period,
the cnlerprise’s affairs must be set to mghts, of that 1$ possible The process is

320

e o Copyright ©. 2001 _AlL Rights Reseved. e ecomssmnrer



THE EVOLUTION OF FINANCIAL DISCIPLINE

often accompansed by a full or partial change 1n the top management and the
appowntment of new, better managers. Nor, of course, do the hquidation
proceedings bring about an wresponsible destruction of the matenal and ntel-
lectual capital They promote the sale of as much of them as possible, if only
n order to sausfy the crediors to a greater extent Durmg hqudation, a
previously vast enterprise 15 often split up wio smaller vnuts, and its various
assets are sold Both bankruptcy proceedings and hiquidation can create im-
proved conditions for pnvatizing the ongmnal cnterprises or the successor fums

Table 4

Destination of Expornts

.C (Former) Comecon Other

Share of Total Exports (%)

1987 198 s02 300
1988 225 44 8 327
1989 247 408 345
1990 335 302 363
1991 403 257 340

Source Davis and Conpon {1992, p 11] The data are based on IMF Durection of Trade
Stanstics

Note Figures for 1991 through ro the third guarier Accordng to the export data of the Honganan
National Bank [1992, p 53], which are calculated on the fonnt value of Hungary's exports, the
share of EC countnes m the total Hunganan exports was 50 5 percent m the pentod of January-Oc-
tober 1992

Finally, therc 1s the least conspicuous, longest delayed, but most wnportant
effect of tough imposttion of financial discipline, which appears in the shaping
of people’s thinking Thas I wilk retum to fater

Let us turn now to the other side of the balance, the costs The ughtemng of
financial discipline, including the wave of bankruptcy and hgqudation proceed-
ings, contributes to the fall i production This 15 not the sole rcason why a
recession appears i all postsocrabst economics without excepbion, but it 18
undoubtedly one of the factors behind the contraction of the economy
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The closure of whole factores clcarly causes a Joss of jobs Morcover the
surviving entcrprises also try to reduce thess costs, and lay-oifs are among the
results Table 5 presents the changes which bave taken place on the tabo,
market The number of vacancies still exceeded the rumber of jobscekers
before May 1990 The scales since then have tipped to the side of useinploy-
ment, which continues (0 grow month afier month This produces a particularly
grave trauma tn a country where the abor force has become accustomed over
decades to full employment, 10 fact to a labor shortage The appearsnce and
growth of unemployment are a great atfliction that ¢ only alleviated i part by
uncmiployment benefit In any case, therc 15 not only the financial loss caused
by unemployment to be considered but the psychological effect producad by
the foss of job secunty

fablc &

Job Vacancics and Unenployment

Number of Registered MNumber oﬁcaw red a Unemployin rm
Vacancies Unemploved Rate (%)
03/1990 34,0438 33,682 07
06 37,859 43,506 09
09 26,962 56 113 12
12 16,815 79 521 17
03/19%¢ 13 583 144,84C 30
06 14,860 185,554 39
00 15,351 292 756 61
12 11,529 406,124 85
03/1992 15124 477,987 89
06 25,346 546 /76 101
09 25,634 616 782 114
12 24,007 663,027 123
01/1993 26,471 693,983 33
a2 32,432 705,632 136

Source Reports of the Natienal Labor Cepter, Bodape st, 19911693

Nete The staustical defination of the uncroployment ratz has been adustcd beginning 1 Jaru "y
1992 to the definition used m Western labar stanistics The data for 1990 and 1991 are calculated
according to the old defusiion, since no recalculation was made The uncemploymient rate would he
somewhat lower i ths penod on the basis of the new definution
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THE EVOLUTION OF I'INANCIAL DISCIPLINE

Moreover the enterprise under the socialist system, particularly in its pre-reform
stage, was not sumply an employer Tt provided numerous welfare services
apariments or hostel accommodation, canteen meals, holidays, medical treat-
ment, kindergartens and child-minding centers As the cnterprise tums 1nlo a
profit-motivated employer, 1t steadily brushes aside these tasks So social
secunity provided at firm level 1s eroded at the same fume as Job security 15 lost

Confrontation of the benefits and costs leads to a difficult choice between
conflicting objectives Much attention 15 devoted 1 the economucs of macro-
stabilization to the trade-off between imflation and unemployment The curbing
of nflation, which requires a ngorously observed regime of restricive mon-
etary policy, 1s regularly accompanied by an mncrease 1n unemployment, and
conversely, measures to reduce unemployment increase the danger of nflation
speedmgup This trade-off apphies also to the postsocialisteconomy, and places
a heavy burden upon it Hungary's annual rate of inflation has fallen somewhat,
but in 1992 1t was stll 23%, while the unemployment rate has already risen
above 12%. But underlying this there 18 another trade-off that 1s sbll more
serious because 1t has a deeper effect that of efficiency versus security
Improvement of efficiency, in the short, medium and long term, goes hand in
hand with abandonment of full employment and job secunty, and erosion of
the social security onginatimg from the welfare services provided by the
enterprise

Internaticnal companson shows that m terms of facing this senious dilemma,
Hungary has gone furthest in imposing financial discipline and hardening the
budget constrant, and consequently n promofing an improvement in effi-
ciency Poland, the Czech Republic and Slovenia have taken steps in the same
direction, but so far they have hesitated, for example, about miroducing a
modem bankruptcy law and applymg it consistently To give the ultumate
counter-example, Russia’s central bank m the second half of 1992 was extend-
ing almost incalculable sums 1n credits to sustan state-owned enterprises on
the brink of bankruptcy, or at lcast to make sure thcy could keep on thewr workers
and pay therr wages

2 Credibility and Commutment

Let us return to a morc general fevel of discussion Let us assume there comes
apont when the government decides that from now on it will nngorously impose
financial discipline and harden the enterprise’s budget constramnt The question
1s, will 1t have the perseverance to continue this policy consistently? And even
1f 1t promuses to do so, will the enterprises believe this promise? One condition
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for applying the ncw contract mentroned at the beginaing of the study 15 that
the government should have credinidicy, n general terms, and i the specific
context of our drscussion credibality for its ‘no bas! out” commitment The
theory of conflicts and contracts draws attention emphatically to crodibility,
above all to the central importance of the credibality of threats Here the pictore
Hungary presents is far from clear; a cunious ambivalence can be found instead
Letmcrecall at this pont the story of Ulyssesand the Sirens? The bewatching
voices of the Sircns would entice sadors towards them mto shapwreck 3nd
destruction When Ulysses® ship approached the Strens” island. he blocked his
men’s ears with wax and told them o tzc him {6 the mast, 8o that he could no*
yicld to the temptahon  The more he begged them io release him, the tighter
they were to tie s bonds
Turming from the metaphor of temptation and comnutment to Hungary’sreal
situation, let us first examine the fempraiions There are a gicat many wfluences
on the government tempbing 1t to loosen the financial dusciphne and sofien the
budget constraint. The political forces hehind the govenment can use fmancal
bail-outs to wm clients by playing the part of a patton. They can make
concessions to pohitical pressare and the requests of wdustrial or regional
lobbies They will clearly have i mind the nent parhamentary and local-gov-
emment clections, so that bail-outs can serve (o gamn them a cheap populanty
This constitutes a very real political temptation whose effects can actually
be observed Swnce the pertod of tougher financial discipline began, exceptional
procedures have been followed m several cases 1n man y of which the bargain-
ing led to agreement The remunants of the soft budget constramt are planiy
visible There 15 a danger that the frequency of the execptions will underminc the
credibility of the government’s pledges conceming the tough financia disciphine
The function of Ulysses’s bonds 1s performed mamly Ly constraints and
pre-commutments that bind the government’s hands An absolule doctrmanc
apphcation of the ‘no bad-out” principle cannot he eapected, because of the
macroeconomic requirements and the cfforts to defuse politieal tensions, bat
the government must ensure that the financsal bail-outs are wirequent, 1 ¢, ihey
occur only on very rare occasions The critenia and procedures for balling eut
enterpoises must be taid down by law, not eft w© ad Aoc admuustrative
barganing processes Only temporary financial assistance 16 pormassible, and
whatcver form the assistance may fake {postponcment of tax arears, debt
rescheduling, budgetary subsidy cic ). it emust follow a clear simetable that

4 LSTFR's book Ulysses and the Strens [1979] makes manmfold use of this wrctaphor in ts
phitosophical analysts of templation and commitment
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THE EVOLUTION OF FINANCIAL DISCIPLINE

extends the assistance over a stnctly determned and rot too distant deadhne.
Instead of confidential agreements reached behund closed doors, there should
be full pubhicity for each bail-out, so that it takes place under the public scrutiny
of a parhamcntary commuitee and the press

Regrettably, pohficians usually behave in a different way from the Ulysscs
of Homer There 18 no question of them telling their sailors to bind them hand
and foot On the contrary, they do all they can to keep a frce hand, feeling they
need room to maneuver and improvise ‘Unpredictability is power’, as HIRSCH-
MAN put 1 Obscurity suits politicians much better than clanty

The outcome depends greatly on whether the public, particularly the economusts’
profession, can extract binding pledges from the government and make sure it kecps
them Whatcver happens, the test of the credibility of the govermnment’s promises
about financial discipline will be the practice it pursucs m the years to come

3 The Mechamism for Imposmg Discipline

Let us now assume the existence of the political will toapply financial disciphne
contmually and conststently That sill leaves open the question of whether the
means are available to perform the task

Disciphine under the socialist economic system was imposed by the burcau-
cracy uself, often by arbitrary and brutal mcans Postsocialist socicty must
become a constitutional state, and that applies 1n connection with financial
discipling as well

Let us begin with legislation Hungary has made sigmficant progress mod-
ern accounting, banking and bankruptcy laws that meet the requirements of a
market cconomy are already m placc The legislative process 18 iself an
instructive one of cxperimentation A particular Jaw may be full of mistakes,
and sooner or later need amending, which makes 1t harder for the effectof it to
be mcorporated into the awarencss of the actors wn the economy

5  See Hmscaman [1977,p 50]

6 Of the regulaiions on bankneptcies and hquidations, one particalarly worth notng was the
measure known rosucally as the “harakin clavse’ The responsible manager of an enterpnise was
obliged to file for bankropicy once it was clear that the firm would be unable to futfill its payment
commutments 1f the manager farled to do so and this could be proved Lo cause loss, he or she could
be sued persenally for damages i the civil courts Itus provided a very strong induccment to file
for bankruptcy If the enlerpnsc got mto financial straite

The ‘harakin clause’ exacerbated the wave of bankruptaies to such an exicot that 1t was
withdrawn cecently ar the same time as other, lesser amendments were made Dxpenence will show
whether this amendment has substantially weakened the bankroptcy Act ot not
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But althongh the necessary iegrslati=2 steps have been takew, there s o
problem with enforcing the law The work Yoad of the courts dealing with
business cases has grown by leaps and bounds The number of competent
professicnals 1s too small Thore 15 a shortage not only of jadges, but of
recewvers, chartered accountants, lawyers cconomuc andlysts aud husincss
admumstrators with the qualifications and expenence to conduct bankrupicses.
hiqudanions, auctions, mergers demergers and reorganizations

Let us take another example m which an enterpese kas broken Rule 1 of
financial discipline 1t has not pard for what it has bought The scller requests
the court to 155ue a warrant of paymesnt This1s a warning which is followed, 1f
the payment has sull not taken place, by an official auction Table 6 shows tha
the number of such cases has multiphed by six m four yvears Ti can be thiec to
four months before the court 1ssues the wartant of payment and the official
badilf begins auctioning the debtor’s seizable assois

Table &

{5l

Wrrant for Payment Cascs at the Bud speet Couri m 1992

Number of Cases Tolal Vali, sf Clamns
(HUF bn)
1988 11,000 6
1989 31,000 19
195§ 654,000 45
1921 61,645 43
1992 31470 38

Sourre Communication by PiskntT, the fotmcr head of fhe Leonunine Bench of the Rudapeat
Court

1t 1s hardly surprising that some enicrprencurs feel they must take the law into
therr own hands There have been reporis n ihe press on the existence of one

7 BRCKER and STIGLER [1974] 1n a stedy on enforrmg the laws show that e sechamsm for
the purpose 15 not an mvanable If the angerssts of socicty™s members ame seived by so doirg (=3
they clearly arc m this case) the scale, methods and orgamzattonal fornie Sf the apparatus van be
adjusted to the greater demands, the quality of 1ts activily can he improved, for mstance, w th
requIsie incentives
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THE EVOLUTION OF FINANCIAL DISCIPLINE

or two obscure firms that specialize i debt collection by cunous means. a few
strong young men with a resemblance to boxers arc sent (o a debtor’s home to
remund ham, at least 1n menacing words, of his obligation to pays. Therc havc
also been cases where the message was underlined by beating up the debior or
warmng him that his property would be damaged or his dependants attacked
So there we have the mafia method of imposwng financial disciphine

Thas 15 alarming and mitolerable. But unfortunately such methods must be
expected to appear as well, becanse it will be somc tme before the legal
infrastructure for enforcing financial discipline has developed.

Although lega! enforcement of financial disciphine 15 essential, 1t 1s by no
means sufficient initself. Ttmust be augmented by achange inthe moral attitude
of the public towards financiat transactions’ This leads to the second part of
the study, which concerns the conduct of enterpriscs

IV THE CONDUCT OF ENTCRPRISES

1 An Example Forced Credit between Enterprises

The new contract between the state and the enterpnises, determined 1n the sparit
of a market economy, requires a change not only in government conduct, but
1n the behavior of enterprises To sec how this second change has failed to occur
sufficiently in Hunganan business, let us look at the phenomenon of forced
credit between enterprises Enterprise B has delivercd goods for production to
Enterprise A The buyer has recerved them, butathas not then paid the bill One
could put 1t bke this Enterpnse A forces Enterprisc B to extend credit without
prior agreement, and then does not pay is debt By doing so, Enterprise A

8 See, for nstance, the news repert m the dasty paper Népszabadsdg on October 19, 1992

9 Econcmic istory shows thal private contracts based on the henesty and mutwal respect of
the parties to thom were widely made before the legaslative regulation and legal enforcement of
them When the first commercial Jaws were then passed, they dealt unceremoniously with those
who failed to pay theirdebts England’s Lex Mercatona (Law Merchant), passed in the 13th century,
stipulated that 1 a debtor did not pay hus debts, the creditor first had to seize his moveable property
«And 1f the debtor have no moycables whercupon his debt may be levied, then shall tus body be
taken where it may be fonnd and kept 1n pnson until he have made agreement, or his friends for
him The quotation 15 from MITCHELL [1969] For more on the history of commeraial law, see
TRAKMAN's book [1983]
So from the Middle Ages onwards, there were stnct laws to induce respect for pnivate contracts
and financial disciplne among the actors wn the commercial world Only centunes later, when the
need for discipline had been historically fixed n their minds, did the legal sanctions become
‘tamer”
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commuts a grave breach of Rules 1 and 2 of financizl discapiling In g similar
way, Enterprse C 1s not pad for its goods by B, onc of whose trouhles 1s that
1t has not been pad by A The neglect of payments aad debt settloments spills
over onto other enterprises to form long, infer tocking chans of forced codsis'©
It was contiuously growing untd April 1992, as shown 1n Table 7

table ?

Involuntary [-sde Credit

Number of Iovaluntany Toial Tnovofueiary Creda

Creditor Literpriscs (HUF bn )
197y 52 Ty
1980 25 R
1981 27 47
1582 85 152
1543 167 338
1924 159 384
1985 127 781
1935 37 140
1087 82 140
1988 208 455
1989 314 72R
199G 432 805
1991 1017 1598
Ap- 1992 1,143 1970
Dec 7992 642 104 0

Soncce VARHFGYT and SAMDCR [1992 ¢ 257 Ihe figuree are besed on di. da of the Hungr—a-
Natijona! Bink

Notc 1991 figures refer 1o data for November 30, 1591 Al o - figurss ~=fc=to ire volume of
mvoluntary credit on December 31 of the year stated Ing figures for th e vo! vue of wvoluntary
credit only cover crodiis Jarger than HUT 25 e The tots! enlume achud g wmaller szale
nvefuntary credit, would prosumably ke moch larges Far be sab. Af CHUTAT LT cons.dsr he
volurne of total outslamdmg bank credit to 81 coterprss, g bl on Humgarar fors 1441 5
1990, end 121 4 12 1951 [T ot0 sfinvoluntan teade credit 10 bank wiedii % 63% 1 1990 5 d
132% in 1991

10 155 means th wo credifors a0 1m0 frort of *he & Mor fims have thear debis
setthid So the expressior cucng s beeome 5 dos,rea ' Hanga~ for thes rhenomcnon
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THE EVOLUTION OF FINANCIAL DISCIPLINE

In the second half of 1992 the amount of forced credits decreased substantially
It seems to mdicate that the wave of bankrupicies have already had a favorable
effect on the strengthening of financial discipline In addition, various attempts
are made to resolve the problem with the cooperation of the banking sector It
would be possible, for mstance, to settle some of the reciprocal debts, even m
several different chains, through a clearing system Some of the interfirm trade
credit could be converted nto bank credit Though the amount of forced credits
decreased considerably, the reoccurrence of an increase of forced credts 1s not
excluded as long as fundamental and lasting changes do not occur w the
obscrvance of financial discipline To cnsure that forced credit 1s at most
sporadic, mstead of ubiquitous, enterprises must accept the following two
prolubitions”

‘Buyer WNever leave goods unpaid for without the seller’s pnor agreement If a debt should
reman, you may well be 1n legal trouble the seller may take you to court and have your assels
setred Apart from the legal complications, there will be a blot on the business reputation and
goodwill of your firm, and your creditworthiness ratng will fall ”

sSeller Refram from dehvenag your goods until you are convinced ihat the buyer will pay for
themn and 1s really creditworthy *

The second waming 1s particularly worth emphasizing. The extenders of forced
credit are often presented as ‘mnocent victims’ who demand justice They think
they have a nght to expcct the state t0 rush to therr aid, as 1f they were the
yvictums of a natural disaster. I think this argument 1s faulty It must be accepted
that the market 1s not ‘just’ Enfrcprencurs, as their name suggests, take ansk
If the deal goes well, they can make a lot of money, but 1f it comes out badly, they
make a Joss If the buyer happens not {o pay, they must try (o collect their debt
by legal means 1f they do not succeed, that ss thesr problem I they have not lost
heart, they will be more cautious next ime about who they deliver their goods to

In this respect as well, we must get used fo the change Inasocialisteconomy,
what counted was how much a firm managed to produce Once the production
had taken place, it could be reported to the statistical office, and ihe quantity of
products was chalked up as a contribution to the fulfilment of the plan What
actually happened to the goods was quite immatenial from the enterprise’s point
of view In a market cconomy, however, the sole thing that counts 1s what the
firm manages to sell, how much money it can get for its products

Having considered this mstructive example, il 18 tume {0 analyze the conduct
of enterprises on a more general plane. Herc 1t1s worth examining separatcly
the two segments of the economy the new private enterpnses, and the old
state-owned enterpriscs
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2 The New Private Secior Traprinting'

To shed Light on the behavior of the new prevaie firms that anse duning the
reform-soctalist period and the postsocialist ransiion, [ would like 10 berrow
a concept from cvolutionasy biology the EXPIESSIon ‘zmprmung’“ {The
dictionary defimtion 15 1o umpress or stamp, and the figmative meanag to
impress indelibly on the memory ) Obscrvations of anumals provide firm
evidence that habits acquued 1 the smsal, parsicularly sensive stage of We
have an extremely strong nflaence They become impicssed decply and almost
mreversibly in the memory, and prompt the animal concerned to repeat the
experience’ 2,

It 15 most important for the new private fins o leamn from the outses that
thes must observe the rules of financsal disciphine strictly Resistance appoars
to this requirement. Pnvate entrepreneurs may argue that if state bail-outs are
stl being nstituted for statc-owned enterprises, why 18 the same not done for
them? I think 1t would be a big mistake to yreld to this pressure Disregarding
some rare, truly justitied exceptions (mcenboped already), private cnterpnses
must not be rescued financially with the help of the statc Let them struggle 10
survive There 1s no cause for alarm if even 10-15% of new businesses, especially
small and medwm-sized firms, cease trading cach year The bealthy, nataval
process of evolution and selection requires a large number of entnies and exis

3 The Old State Sector Education by Trauma

The same argumcnt makes people sceptical about whai can be expected of
state-owned enterprises if they remain i state hands The knowledge that loos>
financial discipline was tolerated and the budget constraint wa= soft has been
deeply ‘imprinted’ 1n the minds of those rurgung state-owned enterprises and
many of those cmployed by them Is 1t possible to alter this urprmd at ail?

It may be possible to change 1t at least (o some extent, if (and only 1) the
other contracting party, the state as ‘insurance company’, is stoct and steadfast
about abicing by the new market cconomic contract

11 See HESS {1973] and SL.UCKIN [1973]

12 Goslings follow the mother goose on their walks .. single file One of the discoverer of
‘imprinting”, KONRAD LORENZ, observed that if goslings hatched in an tocebator became acquairted
with him, a man, n the first hours of their lives they wonld follow hum i single file whean he wcnt
for a walk, instead of their real mother, even though the goose was nearby This habrt of therrs
remamed, even (f they were otherwise lving m company with their mather
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State-owned enterpriscs have become dependent on the paternalist helping
hand of the state and the constant avalabiity of a bail-out, just as many
weaker-willed individuals become addicted to the relief of smoking, alcohol or
drugs. This 1s worth pondering upon as an analogy How do those who actually
manage to stop smoking, dnnking or taking a narcotic g0 about giving up their
addictive habit? The most important step 1s to recogize 1 1§ harmful and
dangerous. In most cases the recogmtion comes through the mfluence of
cxplanatory writings or lectures, while in many the final push comes from a
shattering expenence, for mstance when the toxic habit causes a tragedy 1n the
immediate environment of the hesitant subject, or senious 1liness in the addict
humself or herscli’

Tables 2 and 3 showed that chronic lossmaking and grave msolvency have
become mortal dangers to the survival of enterprises tn Hungary If this pressure
becomes permanent, managers will come to believe sooner or later that obscrv-
wng financial discipling 1s a matter of life and death

This 1s what may happen, but 1t 1s not certain the situation wall really develop
in this way. Observation of addictive habuts, w fact, shows how gasily any
temptation can cause an old habt to recur Every recurrence of the state’s old
conduct — toleration of mnfringements of financial disciphine, softening of the
budget constramnt — may be taken by the managers of state-owned enterpnscs
to mean that they need nof take the matter so senously after all Then they too
will revert to the old conduct

So there 15 a chance of new expectahions, accompanied by new habitual
behavior, developing 1n state-owned enterprises, but it cannot be fully relied
on. This can serve as an extra argument, alongside the other well-known ones,
for privatizing state property, as the new kand of conduct canreally be expected
only from enterpnises based on private ownership and accustomed to fin ancial
discipline nght from the siart

13 A study by SWENSON and DALTON [1982] of the factors inducing the cessation of smoking
contams the following figures 67 9% of the sample of former smokers aited the fact that they had
been deterred by leaming of the statistics on the mortal dangers of smoking, mn 57 6% of cases they
mentioned damage to the respondent’s own respiratory system, and m 29 2% of cases the
smoking-related death of a family member or friend Similar findings are reported by CURRY,
WAGNER and GROTHAUS [1990]
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V GENERAL CONCLLSIONS

A nomber of general conclusions emerge from an analysis of the situation w
Hungary

A long preparatory phasce was needed before the governmend and judicaary
really set about impasing financial discipline with a firm hand A rangeof prier
condittons were required for this to happen There was 2 necd for the prvate
sector o attain a critical mass, so that 1t could become, both as a supplier and
an cmployer, capable of at Icast partly replacing the state-owncd enferpnses. 1f
they disappeared m large numbers There was alse a necd for the market
msttations and legal mfrastructurce to attaan » crtical mass There was also a
need for an apparatus to handle unemployment, above all organizations (o
distribute unemployment benefit and act as a labor exchange

Later, when financial discipline 1s beng applied more foccefully, another
quite long perod must pass before the actors m the economy start behieving
that the state’s conduct mn this respect has changed for good and all The
expectations of managers are shaped above all by their ow n expenience, aot Jast
by the pledges the government makes Once they can see i1 refio spect, Over a
peniod of years, that a ncw, tough and consistent segime of financial disciphine
has really come into being, the new enterpnise conduct will consohdate as well

The two lessons drawn so far point 10 a common concluston consolidation of
financial disciphine 1s alengthy process of ey olution that catends over several yeurs

This 1s a panful process that cannot take place smoothly or without grave
social costs This 15 chiefly because 1t has panful side effects like falling
production and lay-offs but alse because the uphcaval and irauma are them-
selves part of the education process

The imposition of stronger financial discipline inevitably becomos a poliiical
issue It can only be done 1f there 15 broad encugh pablic support behind it Tt
assumcs the presence of 2 conscnsus on a certam scale, at least n an mphuat
and passive scnse ‘The requirement for its development, i other words, 1s that
no sigmificant force m the pelical arena attack the pobicy of remforcing
discipling fiom the roar

The final lesson s that forceful sieps taken towards financial discipline entul
a risk Tension 15 caused by the negative side-effects. the falling production
the unemployment, and the weakenung of social security A marked nse in this
tension can exercise a destabslizing cffect and underming the ol fragide
democratic institutions More than one alarming warning has already heen
heard i Fastern Europe about the danger of ‘“Weimanzation®, where populist
demagogy, cxtremist nationahism and racial hatred find a response n the
discontent caused by the cconomie ills
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I would like at this point, at the end of the article, t0 make my own posiion
clear on this 1ssue While the conflict rematns one between various €COnomIC
and welfare goals, T for my part would lay very great cmphasis On ralsing
efficiency and imposing financial discipline to that end. But1f a sober, objective
pohtical analysis revealed that democracy was threatened by the drastic econ-
omic measures being taken, T would accept a more cautious advance towards
remnforcing financial discipline order to avert that danger If 1t comes to a
conflict between efficiency and the cause of democracy, I am sure that defense
of the mstitutions of democracy 18 the supreme task
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SUMMARY

The article exammes how postsociahist society, which has been accustomed to a soft budget
constrant, can leam the financial discipline charactenstic of a markct economy Before there can
be financial discipling, a new kind of tong-term ‘msurance contract’ typical of a market economy
must emerge between the state and the firms The prerequisite for thus 15 the commutment and
credibility of the state, which can only play 1s part of an ‘nsurer’ on exceplional occasions and
under clearly defined conditions The new pnvate firms must be imbued with the demand for
financial disciphne from the moment they are founded, an alteration i the hehavior of state-owned
enterprises 1s also possible, but not certain Hungary has moved 1n the direction of the new wpsurance
contract, but practical expenence suggests that it willbea long time before observance of financial
discipline becomes incorporated it enterpnse behavior Both the state and the firms are under a
big temptation 1o revert to their habtual behavior Meanwhtle the imposition of financial discipline
poses the bitter dilemma of efficiency versus secunty Should the detnmental consequences of
tongh fuinancial disciphne (economic recession, unemployment) impenl the istitutions of democ-
racy, the author would recommend a more cautious advance towards remnforcing financal disei-
plme

ZUSAMMENTASSUNG

Dieser Artikel untersucht, wic 1n der postsozaahistischen Gesellschaft, dic an ‘sanfie Budgetrestnk-
tiopcn’ gewohnt war, dic chamkterisusch rearktwirtschaftliche 'finanzielle Disziphin’ erlemt
werden kann Bevor gs s dieser finanziellen Dissplin kommen kann, muss zwischen dem Staat
und den Fumen em nevartiger, langfnstiger ‘Versicherungsvertrag’ entstehen, wie er fur die
Marktwirtschaft typisch ist. Voraussetzung dazu st das Engagement und die Glaubwiirdigkest des
Staates, der semne Rolle als ‘Versicherer” pur 1n aussergewohnhichen Fallen und unter genau
festgelegten Bedwgungen wahinehmen kann Die neven Prvatfirmen mussen vom Momeot shrer
Grundung an mut dieser Forderung nach finanzieller Disziphin konfrontient werden, emne Andening
1n dem Verhalien von staatlichen Unicmehmen 15t auch méglich, aber nucht sicher Ungam hat sich
in die Richtung cines neuen Versicherungsvertrags bewegt, aber praklische Erfahrungen deuten
darauf hen, dass es lange danem wird, bis dic Beachtung der finanzicllen Pasziplin in dem Verhalten
der Unternchmen mtegnert wird Beide, der Staat und die Fimmen, unterliegen einer grossen
Versuchung, n 1hr altes Verhalien aurfickzufallen Inzwischen witft die Auferlegung von finan-
zicller Dhsziplin das bittere Dilemma von Etfisienz versus Sicherhent auf Sollte die schadliche
Konsequenz von harter finanzicller Disziphn dic demokratischen Instiuionen gefahrden, emp-
fishlt der Autor emn verhaltencres Voranschrenten bezughich der Verstarkung der finanziellen
Dusziplin

RESUMI

L article examine la fagon dont la société post-sociahste, habitufe 4 de faibles contraintes budgé-
tarres, peut apprendre la dicipline financidre, caracténistique de I"éconormie de marché Avant que
cette disciphine financidre ne puisse exister une nouvelle sorte de ‘contrat d'assurance’ A long lerme,
&lément de ’économue de marché, dost étre musc en place entre Elat et les entrepnises Les
conditions préalables de réussite sont I'engagement et la crédibihté de I’Liat, qu ne doit jouer son
role d” ‘assurcur” que dans des circonstances ezceptionnelles et dans des condiions clairement
défimies Les nouvelles sociétés pnvées dotvent s imprégner de cetle disciphne financizre des leur
création, un changement dans I s entrepnses d'Ttal est anssi possible, mais pas certain Lallongne
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a ouvert 1a vote de e pouveau type de contrat d’assurance, mars los farls sembleat mnchguer qu'il
fandra encore du temps avant que la pratique d’une discipline fmancidre sod wéellement ntégrée
dans Jes comportements des entreprises L'Pat, tout comme les entreprscs, peut fre tenl¢ Jt
retomber dans scs ancicnnes habitudes En attendant, Punpesition do cctte discipline financrére
pose le cruel dilemme entre efficactté et séounts Pour éviter Ius conséquences préjudiciables d o
discipline financidre drastigque (récession éoonomnjuc, chdmage) qur meitraent en pénl les nstitu-
tions de la démouratie, I"auteur recommande, pour consolider cotte pratigue de discipline finanaidre,
une avancée prudente ct circonspecte
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