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Tax and expenditure shares in Hungary are high compared with market economies, and
tax revenues have been falling with tax reform, marketisation, and tk.e collapse of CMEA
trade. Western observers argue that cuts in taxes and expenditures are desirable.
Optimum tax theory shows that a narrowing of the tax base provides the main case for
tax reductions. Hungary’s high foreign debt and the undesirability of cutting some
expenditures make cuts in other expenditures even more urgent. The paper argues for
broadening the tax hasis, tightening compliance, and reducing the tax element in social

security contributions.
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NON-TECHNICAL SUMMARY

The economies of East and Central Europe (ECE) differed from comparable market
economies in several important respects at the start of their transformation. They had a
higher share of tax and expenditure to GDP than market economies at the same level of
development, and their tax and expenditure patterns differed. They had a more egalitarian
distribution of personal income, both before and after taxes and transfers. On the tax side,
they generated a far larger share of total revenue from taxes on enterpriscs, and a relatively
small fraction from perscnal income taxes. On the expenditure side, subsidies to enterprises
were relatively more important, as was investmrent.

Hungary allocates roughly twice the expected share of GDP to General Public
Services and Defence, and roughly half the expected share to health and education.
Although social security an:d welfare expenditures do not appear out of line, transfers are
twice the expected share, while investment is half that expected. What accounts for the
different patterns and levels of expenditure in Hungary, and what po!itical dynamic affects
their evolution over time? Was it the case that the post-1956 Kadar economic poiicies
contained within them the seeds of the destruction of the soviet-type economy, or was the
disengagement of the USSR and subsequent free elections decisive in forcing sy:ztemic
change? Hungary is probably the best ECE example in which to study the endogenous
evolution of the budgetary and redistributive system towards a more western pattern.

Hungary’s egalitarian income distribution can be accounted for in two quite different
ways - the first as the outcome of an efficient system of implicit taxation designed to extract
the maximum surplus for investment and other state activities, the second that it reflects an
egalitarian corcern for social welfare. At first sight, these two explanations seem violently
opposed - the first designed to exploit workers, the second to sustain their social wellbeing.
This ambiguity in interpreting the intentions of the government had political advantages for
the Kadar government, and has been described as the two-sided Janus face of Hungarian
socialism. On the one hand it allowed the appearance of continuity with the previous soviet-
dominated era, while on the other it allowed the government to win social acceptance by
orienting the surplus towards ‘social consumption’ and away from the more traditional
communist goal of investment in heavy industrialisation (‘goulash communism’). What
caused the change of face?

High investments initially led to high growth rates, but the returns to investment fell,
and with it the growth rate. One explanation would be that the tight labour market which
required oligopolistic enterprises and expropriatory surplus extraction to hold down wages
destroyed the information required to ensure efficient investment. Investment is pre-
eminently a future-oriented activity, whose success will not be evident for some time. An



oligopolistic and expropriatory socialist state finds it almost impossible to reward successful
investment decisions and penalise failures. If the state is to control the surplus, averagerates
of taxation mmst be high. High average taxes mean high marginal taxes and poor inr cntives.

The disincentive effect of central planning was addressed by the 1968 reforms and
the move to a more decentralised system. Decentralisation set up tensions between the
enterprises and the central planning agency. The planners ancmptec ‘o guide and control
enterprises by taxes and subsidies, and controls over the use of the surplus. Managers used
the system of social security and early retirement to subvert these controls and introduce
flexibility into the use of labour. This response to the divergent objectives of centre and
enterprise increased budgetary costs. Together with an overambitious investment
programme, the resulting budget deficit translated into a growing international debt, and
subsequent recourse to the IMF and World Bank. They provided external support for the
sequence of reforms needed to continue progress towards the market economy. The tax
reforms of 1988-89 were an essential part ot this process, for their objective was to disrupt
the bilateral bargaining relationship between enterprises and the government. One of the
predictable (and predicted) consequences of this tax reform was that tax revenue would
decrease, and require reductions in subsidies, both to consumers, and, more important, to
enterprises. Another major consequence was that the tax system became more explicit and
transparent to individuals, with two obvious effects. The first was to increase political
pressure to reduce taxes (which were now seen to be rather high) and hence to reduce public
expenditure, and the second was to increase the attraction of working in the private sector
where opportunities for tax evasion are greater.

The paper examines the evolution of tax revenues and expenditures in considerable
detail, and then asks how the desirable size of the budget might be expected to respond to
systemic change. Optimal tax theory argues that the tax rate should depend on the inequality
of skill distribution, the size of the inescapable level of non-redistributive public expenditure,
the elasticity of substitution between taxed and non-taxed activities, and attitudes to
inequality. The first might increase in the transition, arguing for higher taxes, but the last
two might both move in directions arguing for lower taxes and a smaller budget. What, then,
shculd happen to tax rates?

The political dynamic is pressing for lower taxes and expenditures, by mechanisms
described in the paper. The main conclusion from this rather pessimistic analysis is that the
case for reducing taxes is quite strong because of the extreme difficulty in ensuring an
efficient and broad based tax system with high compliance. This in turn means that the
pressure to cut expenditure is even higher. Given the difficulty of reducing expenditures,
except in socially divisive or ethically unappealing ways, and given the inevitable erosion
of the tax base through increased private activity and the fall in domestic demand, this
strengthens the strong case for increasing the breacth of both direct and indirect tax bases,
and tightening up tax administration to ensure compliance. At the same time there is a
strong case for the government issuing indexed financial securities, and reforming social
security to strengthen the link tetween contribution and pension, hence reducing the tax
element. Sequencing the adjustment to a new form of mixed pension, part privately
financed, but underwritten by the state, should also be addressed.
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Tax and expenditure shares in Hungary are high compared with market economies, and tax
revenues have been falling with tax reform, marketisation, and the collapse of CMEA trade.
Western observers argue that cuts in taxes and expenditures are desirable. Optimum tax
theory shows that a narrowing of the tax base provides the main case for tax reductions.
Hungary's high foreign debt and the undesirability of cutting some expenditures make cuts
in other expenditures even more urgent. The paper argues for broadening the tax basis,
tighiening compliance, and reducing the tax element in social security contributions.

1. Introduction

The transforming economies of East and Central Europe (ECE) differ from comparable
market economies in several important respects. They have a higher share of tax and
expenditure to GDP than market economies at the same level of development, and their tax
and expenditure patterns differ in key respects. They also had a far more egalitarian
distribution of personal income, both before and after taxes and transfers. On the tax side,
they generated a far larger share of total revenue from taxes on enterprises, and arelatively
smail fraction in persomnal income taxes (PIT). On the expenditure side, subsidies to
enterprises were relatively more important, as were expenditures on capital for investment,
than in market economies.

Fig. 1 compares the sources of tax revenue in six ECE countries and for the EC as a
whole for 1985 and 1989 (before the collapse of Communism).! Indirect taxes also appear
relatively important in ECE countries, though their incidence in many cases makes them
effectively act as direct taxes on enterprises. Hungary and Czecho-Slovakia (CS¥R) stand
out as having taxes amounting to moie than 50 per cent of GDP, though as noted in the
Appendix, accounting conventions in ECE countries tend to overstate both revenue and
expenditure shares (perhaps between 8 and 11 per cent of GDP in Hungary - see Appendix).
The effects of the 1988-89 tax reforms in Hungary appear as a fall in enterprise tax, and a
dramatic increase in PIT. Fig. 2 compares general government expenditures for the same
countries and years, demonstrating the importance of subsidies and transfers to enterprises.
Expenditures on goods and services also appear to be rather high, though this may reflect
double counting (see Appendix).

" This paper was prepared under a cooperalive agreement between the Institute for Policy Reform (IPR)
and the Agency for Intemational Development (AID), Cooperative Agreement No. PDC-0095-A-00-1126-
00. Views expiessed in this paper are those of ihc author and not necessarily those of IPR or AID.

! The data sources for the figures are described in the Appendix.
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Fig. 3 compares tax and social security contributions in Hungary and 16 other OECD
countries for which comparable data are available for 1989. Hungary ranks among the
‘social welfare states’ of Scandinavia in level, and has somewhat higher Corporate Income
Taxes (CIT) than other countries. These figures are from a different source (OECD) than
fig. 1 (and exclude non-tax revenue) and suggest (probably more accurately) a rather lower
tax share. Hungary does not stand out as structurally so different, though 1989 is after the
major tax reform designed to shift the tax system towards the western market model. Fig.
4 compares expenditure patterns for the same set of OECD countries and Hungary for 1986.
Again, Hungary emerges as a country with a very high share of general government
expenditure to GDP (and the figures exclude capita! expenditures), though its expenditure
pattern on social expenditures does not appear remarkable by OECD comparisons. Of
course, Hungary is considerably poorer than all these countries except Greece, and so this
may not provide the correct comparison.

Table 1. Functional Expenditure Categories for Hungary 1975-7 to 1984-6
International Expenditure Comparison Indices®

Category Table* Year
1975-77 1978-80 1981-83 1984-86
General Public Services 13 190.2 190.6
16° 228.1 236.5 181.5 175.6
Defence 13 156.2 172.3
16 1220 156.9 161.1 2318
Education 13 35.3 36.8
16 277 27.0 28.9 37.2
Health 13 57.7 79.7
16 90.5 77.8 78.9 88.0
Social Security and Welfare 13 99.6 111.1
16 104.3 121.7 104.7 110.2

Source: Heller and Diamond (1590)

Notes: “ Table number in Heller and Diamond (1990)
*Table 13 uses pooled structural expenditure functions
¢ Table 16 uses structural expenditure functions for 1975-7, 1978-80, 1981-3, 1984-6
“ Ratio of actual share of expenditure in GDP to predicted share, as percentage

To see whether Hungary’s expenditure pattern is unusual when compared against
comparable countries, one may compare it against the bench-mark constructed by Heller
and Diamond (1990) based on data for 95 developing countries, using the 1988 edition
of the IMF Government Finance Statistics Yearbook. Their procedure is to estimate an
equation for each category of expenditure, as described in the Appendix. The
International Expenditure Comparison Index for a particular expenditure category is then
the ratio of the actual share in GDP to that predicted by the functional equation. Thus in

IPRExpRv.US 3 3 June 1993
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Table 1, using the pooled structural expenditure functions (given in Table 13 of Heller
and Diamond, 1990) General Public Services in Hungary in 1981-83 were 190.2 per cent
of that predicted. The figure immediately below it, which comes from the structural
expenditure function estimated for that group of years and given in Table 16 of Heller and
Diamond, is 181.5 per cent. Thus Hungary spent almost twice as much as a share of GDP
as one might expect on the basis of its economic characteristics measured by the set of
dependent variables chosen.? Table 2 gives a breakdown of government expenditure by
economic category using a rather different set of explanatory variables to predict the
expenditure levels.

Table 2. Economic Categories of Expenditure for Hungary 1975-7 to 1984-6
International Expenditure Comparison Indices*

Category Table* Year
1975-77 1978-80 1981-83 1984-86
Current Expenditure (7)° 14 191.2 186.0
17 211.1 212.1 176.5 181.8
Capital Expenditure (10) 14 37.9 32.8
17 25.0 25.1 34.0
Goods and Services (3) 14 88.8 83.2
17 75.6 71.7 84.1 858
Wages (1) 14 87.9 97.9
17 71.3 720 1222 103.3
Other Goods and Services (2) 14 78.1 69.7
17 58.5 60.3 73.3 78.1
Interest Payments (4) 14 420 378
17 84.1 65.4 354 28.4
Subsidies and Transfers (5) 14 2223 221.7
17 2738 209.8 207.6
Acquisition of Capital Assets (8) 14 26.0 33.9
17 19.9 20.0 425 470
Capital Transfers (9) 14 72.6 356
17 42,5 40.8 31.5 40.8

Source: Heller and Diamond (1990)
Notes: “ Table rumber in Heller and Diamond (1990)
® Table 14 uses pooled structural expenditure functions
¢ Table 17 uses structural expenditure functions for 1875-7, 1978-80, 1981-3, 1984-6
4 Ratio of actual share of expenditure in GDP to predicted share, as percentage
* refers (o column number in Heller and Diamond, Table 6, p26. (7) = (3)+(4)+(5); (3) = (1)+(2);
(10) = (8)+(9)

? The explanatory variables are listed in the Appendix. It should be noted that the explanatory power of
the cross-section regression equations is quite low for both tables, as mentioned in the Appendix.

IPRExpRv.US 4 3 June 1993
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Table 1 (and fig. 5, which averages the four numbers for each category in the last
two columns, and therefore measures an average index for 1981-86) suggests that
Hungary's expenditure pattern is rather different than that of the sample of countries used
in the cross-section coinparison. General Public Services, as already noted, are roughly
twice as high as would be predicted. This category includes financial administration,
external affairs, justice, police, planning, and other aspects of general administration. Its
main determinant is the ratio of other non-administrative government spending, so that
its expected level in Hungary would be predicted to be high, but its actual level is
considerably higher still. This has led the World Bank (1992a) to conclude that the lack
of budget consolidation and the resulting double counting is likely to be concentrated in
this category (and that of economic services). Kornai (1992, p6) takes the figures at face
value and argues strongly for their reduction.

Defence expenditures are hard to predict and will be determined by other than
economic factors, but it is noteworthy that health and education expenditures are lower
than predicted, and that social security and welfare is roughly at the level to be expected.
This is the more surprising when one realises that both education and health expenditures
have been constrained by foreigin debt in many countries, and this is predicted to have a
negative effect on expenditure. Given the high level of debt in Hungary, the predicted
expenditure levels would have been reduced, and the low ratio of actual to predicted
expenditure suggests an even lower level of expenditure on these items.

The evidence in Table 2 (and fig. 6, which provides the same averagc index for
1981-86 as fig. 5) needs careful interpretaticn. The explanatory variables are the shares
of expenditure by functional classification in the budget, and so one cannot interpret a
high level of current expenditure relative to predicted expenditure as evidence that
Hungary has a high absolute ievel of current expenditure, only that it is higher than would
be expected given the composition of the budget. That said, it is noticeable that Hungary
appears to under-invest relative to expectation. The reason for the high leve! of current
expenditure is entirely due to the high level of subsidies and transfers, and these would
normally be determined by the levels of expenditure on education and social security and
welfare. As these were below expected for Hungary (see Table 1) it is perhaps not
surprising that the subsidies and transfers were higher than predicted, suggesting that
Hungary may achieve the same allocation of resources to social welfare by rather
different mechanisms, relying less on the direct provision of the traditional services of
health and education. This reminds us that the diagnostic value of these international
comparisons is primarily one of drawing attention to differences in reported categories,
which may in turn may be more due to differences in the operation of the system of
transfers and expenditures than in the actual level of resource allocation.

The other striking difference between the ECE countries and market economies
is the highly egalitarian distribution of both original personal incomes (before taxes and

IPRExpRv.US 5 3 June 1993
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transfers) and final incomes (after tax and transfers). Of course, not all aspects of
incomes are properly measured, and the largest ommission is the imputed income from
housing. This is particularly important in Hungary, where differences in the quality of
housing are very large, especially in Budapest, but are measured in the figures. Figs. 7
and 8 contrast household incomes in Hungary and the UK for 1989 by decile, scaled so
that in each country the average final income is 100, and the vertical scales are identical,
allowing an immediate comparison.’ Note that the highest decile in Hungary had an
original income less than five times that of the lowest decile, and a final income only
twice that of the lowest decile. By comparison, the UK in 1989 had comparable ratios
before-tax and transfer of 37:1 and after-tax and transfers of 5.4:1. Figs. 9 and 10 give
a different view of the degree of progressivity of the tax and transfer income. Taxes
include both direct and indirect, while benefits include ali cash transfers, social incomes
in kind, and consumer subsidies, as described in the Appendix. Again the scales are
directly comparable. It is clear that the UK system of taxes and transfers works harder
to redistribute incoine, but the initial inequality is so large that it fails to achieve as much
equality in final income as the original income distribution in Hungary.

2. The equilibrium structure of taxation and expenditure

Iflevels and patterns of 1axation and expenditure differ in market and socialist economies,
as does the degree of income equality, then it becomes important to ask whether and to
what extent these features are inherent in the system of economic organisation and will
therefore change during the transition, or whether they are reflections of underlying social
objectives that might survive the transition. If we could answer this question. we would
be better placed to understand the pressures on the government budget during the
transition, and perhaps better able to predict the likely future equilibrium of the economy.
At the heart of the question lies the role of the state in the organisation of economic
activity, and behind that, the factors influencing the power and agenda of the state.

It has taken economists (if not political scientists) a considerable while to
appreciate the inter-relationships between the state and the economy. In the 1960s
Development Economics viewed the central problem of initiating development as one of
raising therate of saving and investment. This might happen naturally given a favourable
economic and social structure if agricultural rents could be transferred to and invested in
the modern industrial sector, but it was argued that the process could be greatly
accelerated if the state took an active role in raising tax revenue to finance industrial
investment, that is, by forced saving. The rapid growth and industrialisation of the

* These figures update similar figures in Newbery (1991, 1992b) by including original income for
Hungary, and 1989 data for the UK. See Appendix for sources and explanations.
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centrally planned economies was taken as a suitable model for developing countries, and
was of enormous influence in such countries as India.

The theoretical counterpart was an emphasis on growth theory and its subsequent
refinement into optimal growth theory, in which the control variable was the rate of
saving (taken to be equal to investment), and possibly its allocation between sectors. In
reospect, both the implied theory of the state (exogenous, potent, and with an
autonomous objective) and of growth (driven by investment in undifferentiated physical
capital, normally with constans returns) were simplistic (though Arrow’s key insight of
learning-by-doing also dates from this period). When growth theory returned to the
agenda in the mid-1980s, the availability of improved time series macro-data for a large
set of countries allowed these simple theories to be tested and found wanting. The
unexplained residual after accounting for labour and capital was large, and varied widely
across countries. It could be (at least in part) accounted for by extending the theory to
include learning, either embodied in and subsequently produced by people as knowledge,
or generated by physical investment (especially in machinery) (the learning-by-doing of
Arrow, 1962) as a form of dynamic economies of scale, or in the form of new goods
produced by capital and R&D. Public investment in infrastructure was argued to be an
important explanatory variable (Aschauer, 1989), perhaps more as a constraint on growth
if in inadequate supply.*

This shift in emphasis in growth theory suggests arather different role for the state,
for most of these ‘new’ factors (learning, economies of scale, R&D) are likely to be
associated with market failures (externalities, imperfect competition, public goods), and
the emphasis should therefore shift from the quantity of state aid (the amount of publicly
financed investment) to its quality (support for education, provision of infrastructure,
competition policy, support for research, tax treatment of machinery, etc).

If growth theory has matured, so have theories of the state and political economy.
If the quality of state intervention is critical for success, then what is it that makes for
2ood or effective intervention? Rodrik (1992) draws ihe crucial distinction between the
autonomous and the dependent state. The former can credibly precommit its actions and
policies, and agents, knowing this, then choosz their best response, while the latter cannot,
and needs must respond to the actions of other agents. But what determines whether or
not a state is autonomous? Endogenous theories of the state attempt to explain the state
in terms of interest groups, or of the underlying preferences of the population, both of
which will be affected by the economic structure in terms of production and income
distribution. A fully dynamic and endogenous theory of growth would then start from the

* Ifinfrastructure is a complimentary input with directly productive capital, the issue revolves around the
degree of substitutability between the two inputs. An extreme view would be that they are required in fixed
proportions, so that shortages of infrastructure can constrain total output, and the retums to investment in

infrastructure required to restore the required proportions would initially be very high.
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initial conditions (including some specification of the political systein), and make the
form of government intervention depend on the distribution of economic and political
power. These interventions will in turn influence growth, income distribution and
economic structure, with subsequent repercussions for the future balance of power and
nature of interventions.

On this view, political change and possibly even systemic transformation could
occur naturally as a response to the evolution of the cconomy (if the original political
economy carries within it the seeds of its own destruction), or in response to external
changes (war, conquest, the collapse of the cccupying power, or, less dramatically,
changes in trading opportunities differentially affecting the returns to different groups or
different factors, such as capital, education, location etc).’

If we had a satisfactory theory of endogenous political and economic change, then
it might be possible not only to explain the transition in Eastern Europe, but also to make
some teniative predictions for its future course. Indeed, such understanding would
probably affect its future course, as more sophisticated choices could be made by those
in a position to influence agendas and policies. It is clear that many decisions (eg on
privatisation) are being taken not just for their short-run effects on the economy, but for
their longer term effect on the balance of power and hence on likely future policy choices.
It is, however, obvious that our present state of understanding is very imperfect, so that
any such explanation will necessarily be very incomplete. Nevertheless, it is clearly
important to attempt the exercise, to improve the quality of the policy dialogue and
debate.

As illustrated above in figs. 7-8, Hungary in 1989 (just after the tax reforms of
1988, but before any significant moves to a private enterprise market economy) had a
remarkably egalitarian income distribution. Large state-owned enterprises (SOE)°
dominated industry, as shown in fig. 11, and trade with CMEA accounted for the majority
of their exports (though in both cases to a somewhat lesser extent than in other ECE
countries). Unemployment rates were extraordinarily low - less than 0.5 of 1 per cent,
and ratios of vacancies to unemployment very high - between 5 and 10 in 1986/7 on the
national level, and 66.8 in Budapest (Ko6llo, 1993). Despite sluggish economic
performance throughout the 1980s, and a steadily worsening foreign debt, Hungary
managed to prevent any deterioration in poverty, unlike Poland, and Yugoslavia (not to
mention the UK and the US) (Milanovic, 1991). Indeed, real pensions in 1987 were some

% For a recent survey suggesling the complexity of the interactions and the difficulty or devising testable
hypotheses, see Perrotti (1992).

¢ The ownership status of many formerly state-owned enterprises became ambiguous with the
decentralising reforms of the early 1980s, which transferred considerable nominal autonomy to workers'
councils. Nevertheless, they remained under closc central government tutelage.
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20 per cent higher than in 1978, though real wages were stagnant, and the ratio of
pensions to average wages rose from 48 per cent to 57 per cent over this period, despite
the rise in the proportion of pensioners in the population. What set of circumstances can
create and maintain such an egalitarian income distribution?

There are two quite different explanations - the first that it is the outcome of an
efficient systern of implicit taxation designed to extract the maximum surplus for
investment and other state activities, the second that it reflects an egalitarian concern for
social welfare. Section 4 discusses the determinants of the degree of redistribution of the
tax system and its impact on the income distribution in more detail, but intuitively the
argument is ciear. in a state dominated economy, taxes on personal incomes and
expenditures are unnecessary as workers can be directly given their ‘after-tax’ wage and
confronted with the desired set of consumer prices. At first sight, these two explanations
seem violently opposed - the first designed to exploit workers, the second to sustain their
social wellbeing. This ambiguity in interpreting the intentions of the government had
political advantages for the post-1956 Kadar government, and has bean described as the
Janus face of Hungarian socialism (Szalai, 1991).” On the one hand it allowed the
appearance of continuity with the previous soviet-dominated era, while on the other it
allowed the Kadar government to win social acceptance by orienting the surplus towards
‘social consumption’ and away from the more traditional communist goal of investment
in heavy industrialisation (‘goulash communism’). The consequences of this ambiguous
change of emphasis are discussed below, but the mechanisms supporting a low but
egalitarian wage distribution remained essentially the same.

Excess demand for goods translated into excess demand for labour and very high
labour participation rates, notably for women. Low rates of unemployment were
politically popular, ensured considerable worker security (reflected in high rates of labour
turnover), and avoided the moral and economic problem of how to deal with poverty
caused by unemployment. Market economies are ill-suited to deal with such tight labour
markets (at least without tight controls on prices, trade, incomes and taxes, as in the first
few decades after the war in the UK). Socialist economies managed to function with
modest open inflation by ensuring that there was adequate countervailing power to
workers’ wage demands at the enterprise level, and above that at the central government
level. The funds available to pay workers could be tightly controlled from the centre,
since all flows of funds passed through the mono-bank. The bargaining power of workers
was further reduced to manageable proportions by actively discouraging alternative
private wage employment.

7 Janus was the ancient Italian god, guardian of doors and gates, represented with faces on both the front
and the back of his head, hence two-faced.
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It is an interesting question whether this degree of control over wages (and hence
consumption) required enterprises to be highly concentrated in the larger size classes, as
observed in socialist countries, and shown for Hungary in fig. 12 (Newbery, 1990;
Newbery and Kattuman, 1992). Certainly, a small number of large enterprises simplifies
central budgetary management, and should reduce the extent to which enterprises bid
against each other fo - scarce labour. Hungary differed €rom other socialist economies
(except perhaps Yugoslavia) in attempting to decentralise decisions to the enterprise level,
and guiding these decisiuns by taxes and subsidies rather than direct control. This had
both costs and benefits. On the positive side, the degree of excess demand in the goods
market was kept at more modest levels, as decentralisation provides incentives torespond
to market signals, which implies looser control over prices and wages. The cost was that
there was considerable pressure to raise consumption at the expense of investment, or by
foreign borrowing, and the government had to introduce wage taxes (essentially penal
taxes on excessive wage increases, rather like a tax-based ircomes policy) and other
forms of price and inconies control to keep inflation under control. It also seems to be
the case that the manageably small number of enterprises allowed the government to
continue to exercise non-market influence on their behaviour, despite the decentralisation.

Large SOEs, especially if managed by a workers’ council, are likely to support
egalitarian wage structures, especially if they do not have to bid against smaller more
market-oriented private firms for scarce labour skills. Indeed, the political process, with
its need for mass support (or acquiescence) is likely to be intrinsically more egalitarian
than the blind workings of market forces, aud the more bureaucratic economic
organisations are, the more they will approximate to poiitical rather than economic
decision making.

Public finance in such an economy is relatively simple, as it largely consists in
transferring the surplus from enterprises to the centre to finance investment. If the wage
bill is centrally G:termined, then this surplus is the residual, and the exact choice of the
tax base is moderately unimportant. In Hungary the correlation between measured
before-tax enterprise profit and investment was essentially zero (Kornai and Matits,
1987). Even if taxes were levied on well-defined bases, such as wages, or output or even
profits, subsidies and other transfers were arranged to ensure the desired level of
investment, so the incentive effects of taxes were greatly muted. Economising on a
heavily taxed input may make little difference to the effctive purchacing power of the
enterprise or its ability to pursue the.objectives of the man.gers and workers. Indeed,
some of the more important taxes (enterprise and income taxes) were primarily designed
to penalise private enterprise, and hence protect SOEs.

Once the sysiem of centrally directed surplus extraction has been set up, it can in
principle be used to tinance high rates of investment, or further redistribution and social
consumption. In principle, the population might have supported either strategy. High
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rates of investment earning the efficient social rate of return would yield rapid growth,
and even if the wage share were depressed (relative to the competitive level), real wages
should be able to grow fast. This was very much the strategy followed by President Park
upon coming to power in South Korea, clearly designed to maintain mass support while
rapidly building up the economic power of the country and, as a direct result, its ability
to compete with the communist North (Amsden, 1989; Newbery, 1992¢).

2.1  Econocmic and social pressures for reform
Although the socialist economies followed this high investment strategy in the early post-
war decades, the productivity of investment steadily fell and with it, growth rates of
ouiput. If the government could no longer rely on the ircentive of jam tomorrow, it
increasingly turned to jam today, or attempted to maintain rising consumption levels with
stagnant output and real wage levels, by increasing social consumption. Why? Whereir
lay the seeds of destruction in the strategy of maximising employment and surplus
realisation, and thereby, apparently maximising the ability of the economiy to develop?

One explanation would be that the tight labour market which required oligopolistic
enterprises and expropriatory surplus extraction to hold down wages destroyed the
information required to ensure efficient investment. Investment is pre-eminently a future-
oriented activity, whose success will not be evident for some time. In market economies
the problem is to persuade investors to forego current consumption in the expectation of
greater future gain, and for this to work welil, the investors need secure title to the future
gains, and the assurance that down-side risks are not too great or arbitrarily stacked
against them. One of the main problems facing the government in a market economy lies
in delimiting the activities of the state t¢ support such expectations (Newbery, 1992c).
An oligopolistic and expropriatory socialist state finds it aimost impossible to reward
successful investment decisions and penalise failures. If the state is to control the surplus,
average rates of taxation must be high. Incentives depend on marginal rates of taxation,
and these can only be kept low if the high average rates of taxation are based not on actual
output or profit, but an accurate prediction of the potential output or profit. This requires
high quality information. In a competitive envi »nment of small firms, market prices
provide much of the relevant information, as would comparisons between the target
firm/management and that of its competitors. But the market power of the large
enterprise, together with the system of regulation and price control, not to mention the
whole set of taxes and incentives designed to steer the economy, so distort the prices and
corrupt information flows that this system of incentives (‘high-powered regulation’, in
the terminology of Tirole, 1991) fails. High average taxes mean high marginal taxes and
poor incentives.

It is no doubt an interesting question whether there is a feasible ‘third way’
between capitalism and the classic soviet-type economy, that retains the egalitarianism
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of socialism via state ownership of assets, but achieves the incentives and efficiency of
a capitalist economy. Bardhan and Roemer (1992) propose a competitive economy in
which managers are monitored by politically independent y.t ultimately stat-owned
organs (banks, mutual funds and/or other firms) rather than privatc owners through a
capital market. The main problem (not addressed by Bardhan and Roemer) is that of
maintaining enough labour market flexibility to restrain wage pash inflation without
either the high levels of unemployment of European economies, or the low level of wages
of marginal workers of the US model, both of which undermine egalitarian outcomes.

Even if such a third way were feasible, it seems most improbable that the dyna.nics
of political economy would lead a socialist economy to that destination. The Hungarian
economy is arguably the one economy whose transformation was largely interaally
generated, rather thar a response to a dramatic external collapse. of Soviet ower, and
hence is the best test case for the study of endogenous evoluticn. Hungary has
experienced a whole sequence of ‘failed reforms’ intended to improve efficiency and
growth by introducing incentives and decentralising decisions. None of these addressed
the major problem of excessive enterprise size and the lack of competition, and so none
of them wcre able to deal with investment incentives. However, the quest for improved
incentives resulted in the gradual emergence of a small private sector, both as a means of
avoiding excessive enterprise taxation (especially wage taxation, equivalent to a tax-based
incomes policy),’ and to introduce more incentives and rewards into the decentralised
enterprises, as discussed below.

In a socialist economy which is growing rapidly, the risks of setting up a private
enterprise are considerable (iacluding the overt hostility of the dominant socialist
economy), and the relative rewards are likely to be small. If the socialist economy is
stagnating, the balance of advantage shifts, and as the size of the private sector grows, so
does its political power to defend its interests and resist the hostility of the state sector.
Where private enterprise is marginalised and property rights insecure, entrepreneurs will
be unwilling to take a long-term view (of investments in capital or reputatior and
relationships with customers). Consumers will therefore be loath to trust them, and, if the
private sector is marginal, will be abie to do without them. Private enterprise in such
cases will command little public support, and is likely to degenerate into mafia-like
activities, reinforcing consumei hostility and mistrust.

As the private sector increases in size and importance, so it will become less
marginalised, more socially accepable, more publicly supported, and hence able to 1~bby
for more equitable treatment vis-d-vis the state sector. An increasing number of the better
educated and skilled (who ave likely to be best placed to influence policies) will see the

¥ Enterprises created Enterprise Economic Units (VGMKSs) that allowed workers to subcontract to the
enterprise using leased equipment.
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attractions of a market economy, in which their skill will be better rewarded, both
relatively and absolutely. But there is a major impediment to the piecemeal transition to
a mixed economy so long as the large state enterprises dominate the economy and access
to resources. The managers and workers in these enterprises will resist attempts to make
them more competitive (by restructuring and breaking them into smaller units) - the
workers as they risk uneinployment or less egalitarian wage structures, and the managers
as they have considerable power in an economy which has effectively been ‘captured’ by
producer interests (Stigler, 1971; Newbery, 1992a). Only if managers believe that they
can improve their position significantly through a management buyout of part of the
enterprise on favourable terms are they likely to supportrestructuring, and this option will
require specific legislation - i.e. central government support. Existing commercial
relationships between the enterprises will make entry hard for new private firms. Small
private firms are likely to find it hard to obtain loans from state-owned banks, as they lie
outside the central system of allocating finance. They face similar problems in renting
land an< buildings and hiring labour in a state-dominated economy in which markets for
these factors are largely underdeveloped or missing. Similarly, they may find that they
are denied access to foreign currency for imports, and are ineligible for the extensive set
of enterprise subsidies, and hence are disadvantaged in competing with these subsidised
enterprises. Private firms are therefore likely to remain small and undercapitalised so
long as the old symbiosis »etween the state and the SOEs remains intact.

How might this symbiosis be undermined? The short answer is by accelerating the
movement towards amarket economy, and in particular, by forcing the enterprises to face
a commercial environment in which their survival depends on profitable unsubsidised
activity at competitive prices. The movement towards the market economy began with
the decentralisation started in 1968. The reforms of 1968 were intended to create a social
market economy, and although their economic success was limited, it did lead to the
creation of an institutional and legislative framework more adapted to a market economy
(Sarkézy, 1993). More to the point, decentralisation set up tensions between the
enterprises and the central planning agency. The planners attempted to guide and control
enterprises by taxes and subsidies, controls over the use of the surplus, and through local
party members. As already noted, this kind of indirect control necessitated high rates of
taxation of profits, designed to reduce the autonomy of the enterprise, and obviously io
be resisted by managers seeking that autonomy. Central wage contral threatened attempts
by managers to improve the incentive element of pay. Inresponse to these tensions, and
taking advantage of the Janus-faced form of Hungarian socialism, managers were able to
create a reserve army of workers available to meet fluctuations in demand by exploiting
the opportunities for early retirement, sick leave, maternity leave, and the other state-
funded social security facilities. These workers could be reabsorbed (part-time for
pensioners) when required, while the flexibility provided to labour supply allowed
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enterprises to offer access to private employment, and encouraged a dual labour market
(Szalai, 1993; K6115, 1993). Workers and their families were increasingly dependent on
both the formal (first) economy of state employment, and the informal, or private second
economy. This response to the divergent objectives of centre and enterprise created
considerable budgetary costs (for pensions of those retiring early, and for the early official
retirement age of 60 for men, 55 for women, as well as for sick pay, maternity leave, etc).
Together with delays in completion of past investments, and possibly those resulting from
diversions from the first economy, the resulting budget deficit translated into a growing
international debt, and subsequent recourse to th”. IMF and World Bank. They provided
external support for the sequence of reforms needed to continue progress towards the
market economy. The process of legislative reform continued in response to the evident
need to support the kinds of structural adjustment proposed by the international
organisations. For example, the growing importance of foreign direct investment was
recognised in the Act on Companies (Act V1,1988) and the Foreign Investment Act
(XX1V, 1988) (Sarkozy, 1993).

The tax reforms of 1988-89 were an essential part of this process, for their
objective was to disrupt the bilateral bargaining relationship between enterprises and the
government. Hungary had already moved along way from the classic soviet-type system
of enterprise regulation in which the surplus could be transferred to the centre and
investment funds made available to the enterprise. Profits and wages were taxed, but the
neutrality and transparency ot the whole system was undermined by a large number of
enterprise-specific turnover taxes (whose number had been gradually reduced), and by
discretionary subsidies and access to loans. The objective was to replace this baroque
system by a profits tax, a personal income tax (PIT) and social security contributions
(SSC) largely paid by the enterprise, but with a flat rate payable by workers. These taxes
would be withheld and collected by the enterprise. Turnover taxes were replaced by
value added taxes (VAT).?

One of the predictable (and predicted) consequences of this tax reform was that tax
revenue would decrease, and require reductions in subsidies, both to consumers, and,
more important, to eaterprises. Another major consequence was that the tax system
became more explicit and transparent to individuals, with two obvious effects. The first
was to increase political pressure to reduce taxes (which were now seen to be rather high)
and hence to reduce public expenditure, and the second was to increase the attraction of
working in the private sector where opportunities for tax evasion are greater. If the
expenditure side of the budget is put under pressure at the same time that the tax system
is made uniform across enterprises, then there is likely to be increased pressure to deal
with loss-making enterprises, both because they are more readily identified, and because

% Details are given in Koltay (1993), and Ncwbery (1990b), (1991)
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the excess profits previously transferred to the state from profitable firms are no longer
available to subsidise them. Reducing subsidies to SOEs, and treating private and state
enterprises equally (if anything collecting taxes more effectively from SOEs) further
supports the emergence of a private sector by reducing unfair competition.

The other source of erosion of the old symbiosis between the state and SOEs came
from the sequence of enterprise reforms, starting with the company management reform
(22/1984 Law Decree) which allowed roughly 80 per cent of SOEs to become self-
governing enterprises, and which transferred ownership rights to enterprise councils
(Sarkozy, 1993). The subsequent 1988 Company Act allowed these enterprises to seek
various forms of privatisation (Hare, 1990; Gatsios, 1992; Mihdlyi, 1993). Both figs. 11
and 12 show the gradual change in the average size of enterprises, and the more recent
changes in the size distribution, where the increase in the propcrtion of employment in
small and medium sized enterprises is very marked in 1990. Enterprise decentralisation
meant looser central control over enterprises, and created pressures for decentralising
investment finance. The institutional framework for the operation of commercial banks
(as branches of the National Bank of Hungary, NBH) was set up in the 1980s, and these
commercial banks became independent in 1987 (Varhegyi, 1993). They inherited large
loans made by the NBH, while a large fraction of the shares they issued to improve their
capital base were in turn purchased by SOEs, leading to a pattern of cross-holding. Given
the emergence of such an ambiguous set of property relations, pressures for the
privatisation of enterprises and the commercial banks commanded increasing support.

It is interesting to speculate whether the gradual erosion of the socialist economy
by the growth of market institutions and reforms, and the emergence of a private sector,
in turn supported by the need to service hard currency debt through increased
reorientation of external trade, were sufficient to ensure ultimate systemic ttansformation,
or whether the collapse of communism was essential to enable the change to an elected
government in Hungary. Certainly Hungary (and Poland) provide some evidence of
endogenous transformation, while in the GDR and Czechoslovakia, political change
preceded and precipitated economic reform. What is clear is that even before political
change, the balance of power had been shifting from the coalition of the state and
enterprises with its egalitarian agenda and worker/consumer support, towards the new
entrepreneurial class (managers, the private sector, and the more educated). It is also
clear that much of the pressure for privatisation and budget reform is motivated more by
the likely disiTibutional consequences than the potential efficiency gains, though it is of
course an important part of the political rhetoric that the potential efficiency gains are
stressed. The governmenthas argued that privatisation means transferring property rights
to private owners, as private ownership is essential for a free society, though this is to be
done by sale rather than a straight transfer to the population, as in the more egalitarian
voucher schemes proposed in Poland and Czecho-Slovakia (Mihalyi, 1993),
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The next section looks at the evolution of tax revenue and expenditure in Hungary
to see what options for future reform are likely to be feasible given the changing pattern
of power, and what options, though desirable, are unlikely tocommand sufficient sapport.

3. The evolution of the Hungarian Budget

Fig. 13 shows the evolution of general government revenue over the decade up to 1991.
Note that the figures from 1990 are from a different source and possibly a slightly
different basis. Figures for 1990 from both souices are provided and suggest that the
main difference in treatment is in the allocation between social security payments and
domestic indirect taxes. ‘O1E’ is the estimate for 1991, and ‘O1P’ and ‘92P’ are the
planned figures. The deficit is added to total revenue, so that the height of the column
gives total expenditure (also shown in the comparable fig. 14,which details the
expenditure side of the budget from the same pair of sources). Where there is a surplus,
the amount should be subtracted to give expenditure, and is shown as a negative number.
Fig. 13 shows the effect of the 1988 tax reformin introducing PIT for all workers (not just
those in the private sector). It also shows the rapid decrease in profits tax revenue, as
would be expected with the shift to a Western type of tax system. The other noteworthy
feature is the rapid increase in the share of social security contributions (SSC). The real
level of SSC doubled between 1983 and 1989 with the major increase between 1983 and
1985. It is more surprising that the combined share of PIT and CIT has fallen over the
decade, as the shift to PIT did not match the fall in CIT, and the share of profits also fell.

The decline in the share of profits tiax can be explained by the decline in both the
share of profits in GDP and of the rate of direct tax on profits. The share of ‘gross
enterprise profits’ in GDP fell from about 35 per cent up to 1987, to 25 per cent in 1989,
to 19 per cent in 1991 and an estimated 17 per cent in 1992 (Hungarian Ministry of
Finance, 1992). The ratio of direct taxes to gross profits (apparently) fluctuated between
50 and 60 per cent up to 1989, and then fell to 34 per cent in 1991. The ‘state dividend’
increased sharply from 8 per cent of after-tax profits to 33 per cent between 1989 and
1990 for state enterprises, so the overall tax plus state dividend paid on statc enterprise
profits rose from 52 to 61 per cent. Offsetting this, the income of state enterprises is
falling and that of limited and limited liability companies (which pay no state dividends)
increasing.

These trends, which will doubtless continue, underline the importance of the
enterprise tax reform and, perhaps even more, the impact of privatisation on the budget.
While enterprises remain in state ownership,'® there are powerful arguments for high
rates of transfer. Before the tax reforms, this was achieved by a capital tax (reflecting

1 In some cases, this may require the statc rcassuming formal ownership after the period of ambiguous
ownership by the enterprise councils.
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state ownership of the assets), as well as the whole set of taxes on incomes, wages, and
output.!! After the tax reform, consistency requires that SOEs pay the standard CIT, and
the counterpart to the dividends paid to the owner are the required state dividends. If
SOEs were privatised by sale at fair market value (the present value of future private
dividends), then the proceeds could be used to retire public debt and reduce interest
payments of about the same amount as the previous state dividends, lzaving the budget
unaffected. Inpractice, it seems most unlikely that the government will succeed in selling
enterprises for as much as this implies, and consequently the budget will suffer, quite
apart from the greater difficulty (and likely delays) in persuading private companies to
pay taxes. Offsetting this to some extent, subsidies to enterprises have fallen, as fig. 16
indicates, though not enough to offset the fall in profits taxes. Inreal terms these fell by
two-thirds between 1986 and 1991.

The impact of tax reform on personal incomes appears quite dramatic, with real
PIT payments rising from 30 billion HUF(1981) in 1987 to 70 billion HUF(1981) in
1988, but it should be remembered that when the PIT was introduced, wages were grossed
up by the amount of PIT, so that after-tax wages remained unaffected (in the short run).
The real test of the personal income tax reform is what happened to the various
components of income. Although the ‘gross wage bill from legal entities’ increased
between 1987 and 1988, as required by the grossing up procedure, the increase was only
23 billion HUF(1981), about half the increase in the PIT. From 1988 onwards gross
incomes fell in both the state and private sectors (though sorne of this may reflect tax
evasion rather than a fall in income). Between 1987 and 1989 social benefits increased
by 30 billion HUF(1981), so that real personal disposable incomes actually increased
between 1987 and 1989. The net increase in governmentrevenue (PIT less extra benefits
paid out) between 1987 and 1989 was therefore only 12 billion HUF(1981), considerably
short of the fall in enterprise taxes (and less than the enterprise tax rate of 40 percent on
the fall in profits of 40 billion caused by grossing up wages). It is also clear that the
government has benefited from inflationary ‘bracket creep’ where higher nominal (but
not real) wages move a larger fraction of tax payers income into higher tax brackets.
Indeed, inflation has been a major part of the equilibrating mechanism in reconciling
revenue and expenditure. This process continued in 1993, as tax brackets were left
unchanged in nominal terms on January 1, 1993.

Indirect tax revenues have also fallen since 1987-8, particularly after the alignment
of CMEA prices with world market prices in 1991. Before then, the government placed
taxes on CMEA imports (notably for energy) to bring the domestic price up to the world
market price. The resulting loss of revenue is estimated to be about 2 per cent of GDP.

! In addition, depreciation was understated, so tzxable profits exceeded true profits, increasing the tax
transfer.
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The VAT reform of 1988 also denied refunds for a declining fraction of investment
purchases, and over time tax revenue from this transitional source has also fallen. The
impression gained from studying the sequence of budget plans and out-turns during this
period is one of desperately attempting to find new sources of revenue to offset cleclines
caused by tax reforms and the transformation more generally, with inflation as the major
saviour (except for its effect on mortgage subsidies).

Part of the fall in government revenue is due to the fall in real GDP (of 4.7 per cent
between 1987 and 1990, an estimated further 10 per cent in 1991 and possibly 5 per cent
in 1992), and part of this is doubtless due to the collapse of CMEA trade, 2.:1 rising world
real interest rates, though the transformation itself must have played a part. Enterprises
are being confronted with harder budget constraints and increased competitive pressures
as trade and prices are liberalised, while the forint has appreciated in real terms (Székely
and Newbery, 1993, Introduction). If trading conditions improve, then profits and wages
should recover and tax revenues should then rise. However, there are good reasons for
thinking that the equilibrium share of tax revenue to GDP will fall, even if the economy
recovers to the level of capacity utilisation and employment experienced in market
economies in normal times, as the next section argues.

Given the fall in revenue, it was obviously necessary to cut expenditure, and
indeed seme of the reductions in subsidies were explicitly part of the tax reform.
Consumer subsidies (excluding housing loan subsidies) fell to a quarter in real terms
between 1987 and 1991, and were forecast to fall to less than 10 per cent of their 1987
level in 1992. Subsidies to producers, as noted, already fell. Public investment was cut
to about one quarter of its 1986 level, (from 12 billion HUF(1981) to 3.3 billion in 1991),
and allocations to extrabudgetary funds were reduced from 23 billion HUF(1981)in 1987
to almost zero in 1991 (but are forecast to rise to 15 billion HUF(1981) in 1992; perhaps
as a result of the expected growing claims on the unemployment funds - the Solidarity
Fund anc the Employment Fund). These extrabudgetary funds have in the past provided
amethod by which transfers to activities thought deserving by the planners could be made
off the budget sheet of the government, and therefore not subject to the normal criteria
for allocation (and also less subject to scrutiny).'?

On the other side, however, several categories of consun:er support other than
price subsidies have grown considerably. Housing loan subsidies rose from 6 billion
HUF(1981) in 1987 to an average of over 30 billion HUF(1981) between 1988-89. The
source of the problem, discussed in more detail below, is that mortgages had been granted
at nominal but fixed interest rates of 3 per cent or less, for 30 year periods, during a
period when the rate of inflation was supposed to be zero (although CPI inflation

2 One of the obvious perils of the kind of international surveillance required for international borrowing
and credit worthiness is that it provides incentives for governments to conceal such activities, making the
analysis of budgetary policy even more difficult that normal.
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averaged 2.7 per cent per year between 1950 and 1970, 4.7 per cent per year between
1970 and 1980, and 6.8 per cent per year between 1980 and 1987). As inflation
accelerated after 1987 (to 35 per centin 1991), so the real cost of borrowing by mortgage
holders became massively negative. The measured interest rate subsidy is the difference
between the rate charged on loans to the Housing Fund (closer to the rate of inflation) and
the mortgage rate.

Social security pensions have remained roughly constant in real terms until 1991-2,
when they were cut back to about their 1986 real level. Other social security benefits
have more than doubled from 30 billion HUF(1981) in 1987 to 75 billion HUF(1981) in
1991. As a result, social benefits have risen from 34 per cent of personal disposable
income in 1986-7 to 41 per cent in 1991 (though benefits less income taxes have actually
fallen from 28 per cent to 27 per cent over this period).

Fig. 16 gives more detail of the structure of the expenditure side of the budget.
General Public Services (GPS) and defence has fallen slightly over the decade (as a share
of GDP), education has risen to offset this slight fall, and health is unchanged. Table 1
and fig. 5 suggested that GPS and defence were high by international standards (but may
have been overestimated), and that health and education were low, so the changes are in
the direction expected (but by far less than the halving and doubling required for
convergence). As noted, social security and housing subsidies have increased.
Expenditures on Economic Services (energy, industry, mining, agriculture, transport and
communications) and ‘other’ were fairly stable until 1989 but fell in 1990. After a small
surplus in 1990, the budget moved into large deficit in 1991. The central government
deficit was 114 bn HUF, or 5 per cent of GDP, and is estimated to have grown even
further to around 200 bn HUF or 7.5 per cent in 1992, mainly as a result of lower than
projected budget revenues (Hungarian Ministry of Finance, 1992). The General
Government deficit is harder to estimate, and different sources give different figures.
Probably the most reliable is the social accounting consolidation produced by the Ministry
of Finance, showing a deficit of 126 bn HUF (5.5 per cent of GDP). This includes 80 bn
write-off of mortgages. This is consistent with the expectation that neither the Social
Security Fund nor Local Government are likely to have generated more than a very small
surplus, if any. Magyar Statisztikai Evkonyv 1991 (Statistical Yearbook) gives the deficit
as 53 bn HUF, though the category of ‘International and other expenditures’ has jumped
from less than 100 bn before 1990 to 255 bn, while ‘International and other revenues,
credit’ has also sharply increased to 158 bn. These categories may confuse capital and
current transactions, and make comparisons with standard GFS classifications difficult.

The general view expressed by most observers is that tax revenues will (and on
efficiency grounds should) continue to fall as a share of GDP, and that therefore
expenditure will have to be cut. Kornai (1992), for example, in his perceptive analysis
of the fiscal traps facing the transforming economy of Hungary, argues that the budget

IPRExpRv.US 22 4 June 1993


http:IPRExpRv.US

will be put under increased pressure for several reasons: revenues will fall as the growth
of the private sector leads to greater tax evasion and avoidance, while pressures to raise
taxes on the private sector risks killing the goose that lays the golden egg. At the same
time unemployment payments and the need to bail out loss-making firms will increase
expenditures. There are clearly good reasons why some components of public
expenditure should be increased, whicih implies that other categories must be cut even
more severely. Such views can be assessed on two different grounds - normative and
positive. The normative view argues that reducing tax rates and revenue and adjusting
expenditure is desirable, given some set of ethical criteria. The positive view predicts that
political and economic forces will lead to a fall in revenue and a consequential reduction
in expenditure. How persuasive is the normative argument, and how far does it imply that
the likely future evolution of the budget is desirable?

4. Normative Public Economics and Budget Reform

The most coherent normative theory of public economics, as set out for example in
Atkinson and Stiglitz (1980), is utlitarian, in that it concerns itself with the consequences
of social choices for individuals. This ethical framework has considerable appeal, the
more so if tempered by concepts of rights. The theory is most directly applicable to the
revenue raising side of the budget, as a theory of optimal taxation. The theory addresses
the following problem: how should taxes be set to raise revenue for redistribution and
other public expenditures at least social cost. The expenditure side of the budget is
complementary, in that the larger part of redistribution typically occurs on the expenditure
rather than tax side. In a simple world with no market failures, government activity
would be purely redistributive (and to that extent directly addressed by the theory of
optimal taxation). In practice, market failures are pervasive and provide an important
rationale for government intervention, both on the tax side (corrective taxes such as those
on road users), but again more importantly on the expenditure side.

The question to be addressed is how far one can reconcile the tax and redistributive
part of the present Hungarian budget with the prescriptions of normative public
economics, and how this part of the budget should change with transformation. The more
complicated question of how market failures should qualify these answers will be
deferred until the next section.

Optimal tax theory, as set out in Atkinson and Stiglitz (1980) and summarised in
Mirrlees (1979) or Stern (1987), takes a Bergson-Samuelson social welfare function as
embodying utilitarian normative precepts, and a rather simple description of the economy
(competitive, with no market failures) to obtain quite striking results for the choice of
commodity taxation. Given some farther defensible assumptions about consumer
preferences it is possible to draw rather sharper conclusions for the design of a set of
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taxes.® Under these assumptions, the optimal tax involves a proportional income tax
(or, equivalently, uniform commodity taxes) and an optimal lump-sum demo-grant (i.e.
a grant that depends on demographic circumstances, such as family size). It is also
plausible that the income tax system should be progressive.

Ideally, taxes should fall on final consumption, not on intermediate goods, so that
distortions are confined to consumption and not needlessly visited upon production. A
VAT achieves this, though arguably at considerable additional complication, which may
not be justified if tax administration is weak.'" The main implication of this principle
is that trade taxes are hard to justify (except on tax administration grounds, or possibly
as part of the transition proce.s).

The main argument for taxing corporate income (as distinct from personal income)
rests on the possibility of taxing foreign incomes (Gersovitz, 1987) or rents. Natural
resources like oil are typically subject to specific taxes designed to capture as much of the
rent as possible in a non-distortionary way. Corporate income taxes may provide a way
of taxing some personal incomes and so the PIT and CIT need to be integrated and
considered together. The main practical reason for kesping CIT is to avoid giving
windfall gains to owne:s. A related practical reason in the Hungarian context is that when
privatising enterprises subject to CIT foreigners can take advantage of foreign tax credits,
while domestic entrepreneurs need pay less, as the CIT is rather like non-voting state
equity in the enterprise, reducing the difficulty of raising the required finance.

These general principles are useful for defining the broad structure of the tax
system, but are not sufficient. The mair area in which they are incomplete has to do with
the tax treatment of inter*emporal transactions, such as lending and borrowing. They also
need to be extended to deal with such issues as the taxation of tobacco and alcohol (which
interact with the provision of medical care) and the taxation of road vehicles and fuel
(which can be thought of as user charges rather than taxes).

The Hungarian system of personal taxes and transfers after the tax reforms of
1988, as illustrated by figs. 7 and 9, looks more like this prescription than the UK system
with which it is compared - benefits are more nearly constant across the income
distribution and appear to be closely related to demographic characteristics (Newbery,

3 If consumers are essentially identical (except for observable and unalterable characteristics, such as
age) and preferences are separable, then commodity taxes should be uniform (provided all goods can be
taxed). See Atkinson and Stiglitz (1980, chapter 14), and, for extensions, Deaton and Stera (1986). Part of
the case for the defence is that detecting departures from separability is empirically difficult (Deaton, 1987).

14 Koltay (1993) argues persuasively that Hungary would have been better advised to adapt its tumover
tax towards a purchase tax, and leave the move to a VAT untii a later date, once the tax authorities had
acquired sufficient experience. The other argument for a VAT is that it provides information to enforce tax
collection, particularly from corporate taxation (Gil Dfaz, 1987), though this presupposes the willingness and
ability of the authorities to match up tax retumns.
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1992b), while the tax system is mildly progressive. The system of corporate income tax
is evolving towards the western model, and can be defended as being consistent with the
international taxation of mobile corporate capital, as well as appropriate for domestic
privatisation, as noted above. The main detailed objections that one could level at the tax
system is that it fails to tax irnputed housing income {as do most western tax systems),
that its tax treatment of interest is unsatisfactory (again, as it is in most countries), and
that there are unsatisfactory exemptions from income and commodity tax that narrow the
base and distort the structure. Some of these are being rectified in the continuing process
of reforming the budget - thus VAT ai 6 per cent has now been extended to basic
foodstuffs.

It could be reasonably argued that the visibie and explicit tax system revealed in
fig. 5 is only a part of the effective system of taxation, as wages in SOEs bear little
relationship to the efficient or competitive wage level (the marginal product of labour).
The difference between the gross wage and the marginal product can be thought of as a
hidden or shadow tax. Atkinson and Mickelwright (1992) find that the ratio of the top
decile of full-time wage earners’ incomes to the bottom decile fluctuates around 2.75 in
Hungary (rising from a low of 2.5 in 1982), while in the 1980s the comparable figures for
the UK rise from about the Hungariar level in 1979 to 3.3 in 1990. If the competitive
ratio in Hung,ary is taken as 3.0, then an apparent tax rate of 50 per cent niight translate
into an effective total tax rate of 56 per cent.”

If the structure of taxation is a defensible approximation to the prescriptions of
modern public economics, what of the level, measured by the size of the transfer and the
(marginal) tax rates? If we consider that the enterprise sector is largely state-owned, then
profits taxes and state dividends are alike in being available to finance investment. The
enterprise sector may then either make a contribution to the general budget (equal to
profits less investment) or, if profits fall short of investment, may constitute a claim on
expenditures. Either way, we can concentrate attention on the taxation of personal
income. We can approximate the tax sysiem by a proportional income tax (converting
commodity taxes into their income tax equivalent), a uniform demo-grant, and a fixed
revenue requirement to provide for exhaustive (and non-redistributive) government
expenditure (eg for General Public Services (GPS) and defence, unsatistied investment
demands, and to service the foreign debt). This simplification enables us to describe the
tax systein by two parameters: the tax rate, and the fixed revenue requirement. What
determines the optimal tax rate, noting that the higher the tax rate, the larger will be the
redistributive tenefits (given the fixed revenue requirement)?

'5"If the top decile in Hungary is taken as 165, and the boitom as 60, and if the top moves to 180, then
after-tax income would rise from 30/60 at the bottom 0 82.5/180 at the top, giving a marginal tax rate of
56.25 per cent.
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Four factors influence the optimal tax rate (see Stern, 1976 for a fuller discussion).
The first is the degree of inequality in skills (which is hard to observe, butis related to the
degree of pre-tax earnings inequaiity when workers are paid their marginal product). The
higher the degree of inequality, the higher the tax rate is likely to be, other things equai.
The degree of skills inequality is likely be lower in a socialist economy where education
is more uniformly allocated, ar.d is likely to increase with the transition, as many existing
skills will be less appropriate for the market economy. The second is the level of required
government expenditure - the higher the fraction of GDF required, the higher the tax rate.
Hungary may have a higher required (non-redistributive) revenue requirement for GPS
than comparable countries, but the real difference is in the size of foreign debt service,
where Hungary’s ratio of debt to GDP puts it among the most heavily indebted countries.
Servicing the debt is a powerful argument for maintaining rather high tax rates. A
decrease in rents (or surpluses) from SOEs as they are privatised or given greater
autonomy has a similar effect.

The third factor is the elasticity of substitution between taxed and non-taxed
activities (work and leisure in the benchmark case of a comprehensive tax system in
which all goods and services can be taxed). The higher is this elasticity, the lower the tax
rate, provided the tax system generates enough income to cover the fixed government
expenditure requirement. Soviet-type economies have remarkabiy extensive control over
incomes (via the SCESs) and over access to consumption and work, greatly reducing the
opportunities for substituting untaxed for taxed activities. The transition puts this at risk
for two reasons. First, the move to a deccntralised market economy with more numerous
smaller firms will inevitably lead to a loss of information, and a decreased ability to
reliably estimate tax liabilities. Second, the whole system of tax collection will change,
as new taxes are introduced, new forms of accounting are adopted by firms, and large
numters of new firms are set up. During the period of adjustment while staff need to be
retrained, the efficiency of detecting tax evasion will surely decrease, widening the range
of effectively untaxed alternatives open to taxpayers, some legal, others not. This will
lead to a fall in the fraction of income that comes within the tax net. As the tax base
decreases, the marginal cost of raising the tax revenue rises, and the optimal tax rate will
fall.

In addition, the more open the economy and the lower are transport and transaction
costs, the more distortionary are high marginal rates of tax on mobile factors. This is
primarily a constraint on capital taxation, as labour mobility is still very restricted.
Nevertheless, high tax rates on those with internationally accepted skills can create
problems (and appear to do so in the Republic of Ireland). Other things being equal, then,
optimal tax rates can be expected to fall as the economy becomes more flexible and open,
and the tax system becomes less all-embracing and more evaded.
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Finally, the more egalitarian the government, the higher the tax rate. We have
already argued that Hungary was exceptionally egalitarian by western standards. The
only comparable countries would be the Scandinavian countries, notably Sweden, which
commands mass support from a fairly homogenous population, and where taxing property
owners at high rates is acceptable as they are politically weak. The transition in Eastern
Europe has seen less political commitment to the previous degree of equality, This may
be because the equality was externally imposed by the Soviet system, and could not be
actively resisted by the population, or it may be that the population believe that the costs
of achieving equality now seem too great compared with the benefits of a more dynamic
but necessarily more unequal market economy. It may also be that inequality in wealth
is valued as providing a counterweight to the concentration of political power experienced
under the previous regime. For whatever reason, if support for egalitarian policies falls
with the move to democracy and the decentralisation of power and control, then ;0 will
the desired marginal tax rate.

‘These theoretical considerations pull in different directions. The first two
arguments suggest that an increase in taxes might be justified. Marginal products of
labour (and hence the correct measure of wages) may become more dispersed with a
move to amore internationally exposed market economy, arguing for more redistribution.
Required public expenditure on infrastructure (telecoms, transport), debt service, and
support for the rapidly increasing numbers of unemployed may have to rise as the CEE
countries reach the limit of prudent international borrowing and attempt to restructure
their economies, again requiring tax increases. The fall in profits :axes has the same
effect. The last two arguments suggest that optimal tax rates might well fall as a result
of transformation, as the ability of the tax system of collect revenue efficiently falters, and
public support for equality erodes.

The theoretical arguments might on balance suggest tax reductions, but even if this
were accepted, in itself that conclusion is not very helpful. It is important to know
whether the suggested fall is {ikely to be dramatic or insignificant, and what factors have
a large influence on the outcome. Stern’s seminal (1976) article asked similar questions
in the context of the choice of an optimal linear income tax, but assumed complete tax
coverage, and so the critical question of how a decline in the efficiency of tax collection
affects the amount of tax to raise cannot be readily addressed. Newbery (1992) has
developed a simple model of consumer behaviour which allows these four effects to be
quantified. The skill distribution is modelled as log-rnormal, and can be measured either
by the variance of the log of incomes, or by the Gini coefficient. Consumer preierences
are assumed to be weakly separable in liesure and goods, and have linear Engels’ curves,
so that the optimal commodity tax would be a uniform VAT, equivalent to a linear
income tax. Incomplete tax coverage is then modelled by setting zero tax rates on a
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subset of commodities, with standard rates for the remainder (the constrained optimum
if some goods cannot be taxed). This approximates reality quite well.

Finally, attitudes to inequality are captured by assuming that the social welfare
function has a constant coefficient of relative inequality aversion, v, following Atkinson
(1970). This amounts to assuming that the social value of a consumption level of ¢ is
U(c) = ¢™/(1-v), v # 1 (and In ¢ for v = 1). This has the appealing property that v = 0
corresponds to a complete disregard for inequality, where society is sclely concerned with
total consumption and not its distribution, with higher values attaching more importance
to redistributive goals. The social marginal utility of making a unit grant, g, to a
consumer enjoying consumption c is then dU/dg = c"dc/dg, and one can think of ¢™ as
the social weight attached to consumption. Thus if v = 2, the value of an extra $ of
consumption for someone consuming twice the reference level is only one-quarter that
of the reference level (= 2°%).

The parameters of the model were calibrated to correspond to Hungary’s skill
distribution, and for an elasticity of labour supply comparable to that in the UK and
defended by Stern (1976) in his quantification. The question to be asked is how the
optimal tax rate varies with changes in the four factors noted above, and the detailed
answer is provided in Newbery (1992). Briefly, the first and last factors seem to roughly
offset each other, while the third effect is by far the most powerful.

The effect of changes in the skill distribution (caused, for example, by the
obsolescence of skills specifically attuned to those required in a Soviet-type economy)
are modelled as a shift from a CEE reference case of (which has a Gini coefficient of
0.168) to the UK case, with a Gini of 0.217. The effect of this change is about the same
as a change in inequaltiy aversion v from 0.8 to 1.5 and in the same direction. Put another
way, if wage inequality ross as much as this move, then it would need a considerable but
plausible decrease in concern for inequality to offset the case for higher tax rates.

The effect of reducing the coverage of taxation is dramatic. Reducing the tax
coverage by 20 percent roughly halves the level of redistributive expenditure, and is
clearly of the first importance. Despite the reduced coverage, which might argue for
higher rates of tax to compensate for the fall in revenue, the optimal tax rate on the goods
still taxed decreases quite sharply. Inc.casing the required level of public expenditure
from zero to about 4 percent of GDP raizcs the rate of VAT by a very modest amount
(between 1 and 4 per cent) and further reduces the amount of redistributive expenditure
(by about 3 per cent of GDP), so that non-redistributive public expenditure crowds out
redistributive expenditure almost one for one.

If we look at the Hungarian tax system, at the moment if SSC is not treated as a
tax, the average tax rate if about 33 per cent (of GDP). The marginal PIT rate for the bulk
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of the population in 1992 will be 35 per cent (on a tax base of 200,000 to 500,000
HUF).'”® Indirect taxes are about 20 per cent of private consumption, so the effective
marginal tax rate (ignoring shadow taxes) might be as high as 50-55 per cent.'” If some
part of SSC is (reasonably) treated as a tax, the marginal tax rate would be higher. The
marginal (distortion) cost of raising taxes when the tax is a proportion f of before-tax
income is #/(1-1), so reducing ¢ from 0.6 to 0.5 lowers the marginal cost by one third. If
tax rates were lowered, then the redistributive part of the government expenditures would
by implication also fall, proportionately more given the fixed element of government

expenditure.

4.1  The expenditure side of the budget

The argument so far has been kept deliberately simple by assuming that taxes were
required to redistribute income and meet unavoidable costs. The time has come to lock
at the nermative determination of the expenditure side of the budget in more detail. If
public economics has a well articulated theory of optimal taxation, there is considerably
less theoretical guidance on the expenditure side of the budget, in part because it contains
such a mixture of categories, each with a rather different rationale. The two main
justifications for public expenditure are to redistribute income and to correct market
failures. The first category is naturally addressed by the techniques of optimal tax theory.
The second is a more disparate collection of activities (as markets may fail for a whole
variety of reasons). To further complicate matters, there may be several different
solutions to a given market failure, with very different implications for the share of public
expenditure. To take a trivial £xample, vehicle insurance in Hungary is publicly
provided, and financed through fuel taxcs (and, arguably, to some extent through other
veaicle taxes). In most market economies, vehicle insurance is privately financed by
annual fees which are specific to the type of vehicle and the driver’s record. Neither is
perfect, and each gives rise to various distortions. Iviaking insurance fees depend on the
accident record provides some (arguably weak) incentive to take care (reducing moral
hazard) but runs the risk of adverse selection. Making insurance charges depend on fuel
consumption relates contribation to accident exposure, bui encourages excessive fuel
efficiency and weight reduction (which may increase the severity of accidents). In some

' If the main eamings of households reported in Kupa and Fajth (1990, table 1.2.1d) are revalued at 1992
prices, all but the top and bottom decile fall in this range. Of course, the tax base is lower than the main
eamings, and is levied per person and not per household, so a smaller fraction will have taxable earnings in
this range.

17 20 per cent indirect tax on after tax income of 65 per cent of pre-tax income would only be 13 per cent
of pre-tax income, making the marginal equivalent tax rate 48 per cent, but the protection offered by import
duties allowing prices and profits of dumestic enterprises to be raised should also be taken into account. The
figure could usefully be refined.
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countries (like the UK) the social costs of vehicle accidents (the extra costs of police and
publicly provided medical care) are attributed to road use costs and charged through road
taxes, while the private costs are met through private insurance, reflecting a tlend of each
extreme.

A more important example is pensions. Hungary, like all socialist economies, has
an entirely state financed pension system. In the UK in 1988 only 51 per cent of
pensioners’ gross income came from state sources (retirement pensions and social
security), rather less than 10 per cent from employment earnings, and the balance from
occupational pension schemes and investment income (HMSO, 1992b, p93). The main
market failure limiting the private provision of pensions is the lack of an adequate hedge
against inflation, which can be resolved by the government provision of indexed
securities. These have been available from the UK Government for over a decade, and
allow private insurance companies to offer pensions indexed to the CPI.

It might be thought that the two rationales - redistribution and correcting market
failures (to improve efficiency) might provide a suitable taxonomy for classifying public
expenditure, but many market failures have a marked distributional impact, as Holzman
(1989) has argued. An obvious example would be the market provision of education,
where wealthy families could support children at private schools, but children in poor
families might find it hard to borrow against their expected future earnings, as in the
absence of slavery, they have no collateral to pledge. Financing college education with
loans runs into similar (perhaps less extreme) problems, and most loan schemes are
anderwritten by the state (and have very high management costs and default rates). A
graduate tax with ‘free’ higher education may be both more efficient and more equitable
(and would also inflate the measured share of the public sector compared to loan finance).

Table 3 gives an alternative breakdown of general government expenditure in
Hungary in 1989. It should be again noted that the share of total expenditure in GDP is
overstated by this breakdown, as the Hungarian budget does not properly consolidate
numerous intergovernment transfers, but this does not affect our present purpose of
categorising different types of expenditure.

The first category of traditional public goods are widely accepted as legitimate
items for public finance, as markets would fail to supply the efficientlevel of these goods.
The second category, social welfare, is more problematic as expenditures here can be
defended for several reasons: as efficient means of redistributing income; or as forms of
publicly provided insurance where it is felt that market failures preclude market
provision; or to overcome market failures in the credit market. Whether they need to be
publicly supplied or whether the market failures could be adequately overcome to permit
private provision could then make a considerable difference to the size of the public
sector, as noted above. If we take the first sub-category of merit goods, the arguments for
public provision are strong on efficiency and market failure grounds, and we have already
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noted that Hungary spends less on these than comparable countries. The main items that
need more careful scrutiny are those in the second category of income maintenance.

Table 3 General Government Expenditures by Functional Category, 1989

per cent of market price GDP
Total Expenditure 63.7
1. Traditional Domain: Public Goods 115
Defense 2.1
General Public Services/Public Order/Safety 94
IO. Social Welfare 338
A. Merit Goods 10.6
Education (including Scholarships) 4.5
Health 50
Recreation and Culture 1.1
B. Income Maintenancz 232
Housing Subsidies 5.1
Consumer Subsidies 30
Pensions 9.2
Sickness Benefit 1.3
Family Allowance 3.1
Maternity and Child Care 09
Employment and Solidarity Funds 0.1
Other Social Assistance (cash) 0.5
III. The Mixed Economy 184
Economic Affairs and Services 15.8
Fuel, Energy, Mining, Manuf., Construc. 32
Agriculture, Forest., Fishing, Hunting 25
Transport and Communication 26
Other Economic Affairs and Services 7.5
Other Expenditures 26

Source: World Bank (1992a, Table 3.3)

The final category, described as the mixed economy, is, as the name suggests, an
even more mixed collection. Transport is a good example. In market economies road
users typically pay various taxes and licences which can be thought of as road user
charges, that is, charges or fees for the use of the road infrastructure. In the UK these
charges are about equal to the total cost of the road network (interest on capital plus
operating costs), as might be expected from an efficient system of charging marginal
social cost in the presence of constant returns to scale (Newbery, 1989; 1990a). Public
accounting being what it is, though, road user charges are more than twice as high as
‘road expenditures’, which exclude interest on the capital value of the road network, but
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include investment in new roads (as well as maintenance and other operating costs).
Offsetting this apparent surplus on road transport, rail is heavily subsidised by the central
government, though the sum of the two yields a surplus on the conventional system of
accounting. Again, this could be moved off-budget if it became feasible to introduce
electronic road pricing which replaced all road user charges, and allowed the separation
of the Road Fund from the conventional budget (just as telephones are normally
separated). Electronic road pricing would enable rail privaiisation as rail would then be
able to compete on the same basis with road, so the entire transport sector could be
transferred out of the budget.

Most of the other items in this category are (probably) subsidies of various sorts,
and many of the activities should probably be privatised.'® During the transition, many
SOEs will undoubtably make heavy losses, «.nd these will in large part fall ultimately on
the state budget (even if they appear as losses of the state-owned banking system). To the
extent that budget constraints are hardened and enterprises fail, unemployment will
increase. Both expenditures (subsidies to cover losses, and unemployment benefits) can
be thought of as investments in restructuring the economy. As such, they, like the
existing foreign debt, will need to be serviced out of future revenues. The foreign debt
was about 70 per cent of GDP in 1989 (Oblath, 1993, Table 11.A1; or 69 per cent for
1990, compared to 47 per cent for ‘severely indebted countries’, according to World
Bank, 1992b) so that at a real interest rate of 5 per cent, the expenditure on this account
alone might be 3.5 per cent of GDP."”

To summarise, expenditure categories I and IIA taken together are unlikely to fall,
and there are strong claims on category III for restructuring and debt servicing, so that if,
as seems desirable, expenditures should fall, category IIB, income maintenance, willhave
to bear the brunt. This is consistent with the view that the redistributive component of the
budget needs to be reduced if taxes are reduced.

s. Reducing public expenditure

5.1  Housing subsidies

The leading candidate for reductions in transfers are those to housing subsidies, as these
are both regressive and large. According to Kupa and Fajth (1990, Ch II, Table 1.2.2.1)
mortgage payment subsidies were the largest single item and accounted for 17 per cent
of total household subsidies (social income in kind and subsidies). They were allocated

'8 and a significant fraction of the ‘other’ categories are extrabudgetary accounts, which are notoriously

opaque.

1% If the foreign debt is not to grow in real terms, then a constant payment for ever of initially 3.5 per cent
of GDP (but falling as GDP grows) would service this debt at 5% real. For the debt to be reduced in real
terms the share would te higher, and if the real debt is allowed to grow at a slower rate than GDP then

debt/GDP would fall and the interest share could be lower.
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across income deciles almost directly in proportion to personal net income per household
(Newbery, 1992b, Table 9).2° If one takes all housing subsidies (rent, heating, water,
sewage, mortgage and investment subsidies), they amount to 74 per cent of total
consumer subsidies, and one third of all transfers, but they are somewhat less regressively
distributed, with 1.5 times as much going to the top fifth as to the bottom fifth.

How can this element of expenditure be reduced and better targeted? The obvious
solution to the mortgage loan subsidy is to index the outstanding loan to the CPI, charge
a real interest rate, and either also link repayments to the CPI or, perhaps better, make
repayments move in line with the average wage. The real rate of interest should be at
least equal to the marginal cost of foreign borrowing, and might usefully be taken as 5 per
cent real (real indexed long bonds in the UK currently yield about 4 per cent). To give
an example, suppose the mortgage at the start of 1991 is 1 million HUF, and the inflation
rate is 36 per cent over the year. The initial interest would be 50,000 HUF, amortisation
might be 30,000 HUF, so the total repayment would be 8 per cent or 80,000 HUF for the
first year. At the end of the year the mortgage would have been revalued to 1.36 million
HUF less the (revalued) repayment of 35,000 HUF, or an outstanding debt of 1.325
million HUF, on which next year’s interest plus repayment would be 106,000 HUF.
Compare this with paying a floating rate mortgage at a nominal rate of 36 per cent
(inflation) plus 8 per cent (real interest plus amortisation) totalling 44 per cent, or 440,000
HUF in the first year. The pressure to provide subsidies in large part derives from the
high rates of inflation which require high nominal rates of interest. Of course, if
borrowers could be reassured that they could borrow to refinance their debt, they could
arrange the same time path of repayments with either floating nominal or real interest
rates (set at the same real rate), but this reassurance is typically absent, and lenders are
likely to assess credit-worthiness in terms of ability to service the nominal interest
payments.

The case for introducing a set of index.ed securities (of varying maturities) would
seem to be very strong, not just to avoid housing subsidies, but to provide the instruments
currently lacking for retirement savings, whether personally arranged or offered through
private pension schemes. The government is best placed to provide this kind of inflation
insurance (holding foreign indexed securities still leaves open tne exchange rate risk, and
in any case encourages capital flight). There is the additional argument that if the
government wishes to signal its intention to defeat inflation, issuing indexed securities is
a way of making this claim credible (and one should be deeply suspicious of any
government refusing to offer such securities). What conceivable reasons could there be
for not offering these instruments? One argument is that indexed mortgages and

2 This table actually shows the allocation of subsidies per capita rather than per household, and since
poorer households are larger, the effect is more pronounced.
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securities generally would force the government to rethink interest income taxation in
order to sort out the tax reliefs made available for mortgage interest borrowing. High
rates of inflation would provide a strong argument for indexing the interest and capital
gains tax. Arguably the simplest way of achieving this would be levy an annual tax on
the market value of the security, at the desired rate times the assumed real rate of interest.
If the government were willing to borrow at 4 per cent real for a one year bond, and the
desired tax rate were 25 per cent, then an annual tax of 1 per cent of market value would
achieve this. But it should be pointed out that the UK has not indexed interest income
taxation, though it has introduced indexed bonds and indexed capital gains taxes, so
complete consistency is clearly not necessary. A moreradical reform would be to abolish
the taxation of capital income (and with it, any tax relief on borrowing).

Anoth 't objection might be that the government believes that indexing any
payment reduces its commitment to curb inflation. This is simply mistaken, as itactually
has the opposite effect, and derives from the observation that if spending ministries have
indexed spending plans they will have little incentive to reduce expenditure. A more
telling objection is that it provides unfair competition with the private sector who might
be relied upon to provide mortgages and who might find it hard to offer indexed
mortgages. However, there would seem to be no good reason why a private building
society (S&L) could not issue indexed mortgages and offer indexed building society
depositaccounts. The main practical reasons are that depositors find indexed instruments
harder to understand, and may not supply enough to meet demand, while tax and
accounting laws may have to be modified to enable the private sector to operate them
successfully.

Rent and heating subsidies account for 20 per cent of subsidies, and the former are
almost certainly massively understated, as rents are so low. Rents appear to be less than
1 per cent of the cost of building (Magyar Statisztikai Evkonyv 1992, tables 18.4, 18.9)
and have fallen since 1985. There is a strong case for raising rents to market levels and
providing carefully argeted housing benefits, though this is clearly perceived as being
difficult and potentially costly, as the subsidies may spill over to those not previously
enjoying the low rents. The constraints on sensible policy changes in the housing market
seem so extreme, that the present solution of allowing tenants to initiate buy-outs from
the local government (the normal owner) at centrally determined and rather low prices
may be the only viable solution, though one that does little to improve the budget. In
1990 54,000 state-owned flats were sold, and in 1991, 82,000 were sold, in each case at
less than one-quarter their building cost (Magyar Statisztikai Evkényv 1992, table 18.10)
though for 26 years’ rent.

It is noticeable that over the past decade by most measures the quality of
Hungarian housing has improved (eg square meters per person) although other measures
of consumption have not increased in real terms. Given the high and rising fraction of
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privately owned housing and the declining population, it is hard to argue that additional
resources should continue to be diverted to this activity. But the very success of private
ownership means that there are powerful political economic pressures to retain existing
subsidics to home owners and to avoid introducing taxes (including local taxes or rates)

on houses.

5.2 Consumer subsidies

The logic of optimal taxation suggests that all consumption goods should be taxed at the
same rate, unless there are compelling reasons to believe that taxing some goods at a
higher rate improves the efficiency and equity of the overall tax system.?! If the degree
of income under-reporting of the rich is higher than average, then higher indirect taxes
on goods which are very income elastic may make sense (new luxury cars being a good
example). In this framework it is very difficult to think of reasons for negative indirect
taxes or consumer subsidies. To the extent that they are to redistribute income they are
better replaced by their cash value for the lower quintile, thus making them better
approximate a demo-grant. They can be defended where they are to correct market
failures (urban public transport, for example).

5.2 Pensions and sickness benefit
In 1986, 21.5% of the Hungarian population was over the retirement age (partly because
the retirement age is 60 for men, and 55 for women). In Britain in 1988 the proportion
of the population above UK retirement age was 18.2%,2 and above the Hungarian
retirement age was 23.4%. The Hungarian population is declining slowly, so the
proportion of elderly might be expected to be somewhat higher than in the UK, but it is
lower because of the considerably lower life expectancy in Hungary.

Pension payments accounted for 62% of total social incomes in cash in 1978 and
61% in 1989, despite the 25% increase in the number of pension recipients. The rapid
inflation in the latter part of the 1980s eroded higher pensions, except for the older
pensioners, but the government appears to have done a good job in indexing lower
pensions, and one can interpret this as a conscious attempt to protect poorer pensioners
from the adverse effects of recent reforms. Given the pressures on the budget and the
large share already accounted for by pensions, though, the natural solution is to make a
commitment to raise the pension age in line with life expectancy, {which has been
declining, but which will surely at some stage begin to improve), otherwise any improve-

2! See footnote 14 for qualifications. There are additional reasons for imposing excise taxes on centain
goods like vehicle fuel to correct market failures or to act as user charges.

2 The proportion of the population actually receiving retirement pensions was 17.6% of the population
(Annual Abstract, 1990 Table 3.21)
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ments in living standards which show up in improved health are likely to precipitate a
pension funding crisis, given the projected declining population size. The other argument
for raising the pension age is that the flexibiliry to move between the first and second
economies is no longer needed, so a low retirement age is now dysfunctional.

At a more fundamental level, Hungary will need to decide whether, and if so, how
quickly, to move to a system of private and occupational pensions, designed to
supplement the basis minimum state pension. One extreme solution would be determine
ths minimum state pension (at or near the poverty level), and then to set the contribution
rate at a level to fund annual pensions, while at the same time ensuring that the pension
paid to any cohort reflected their lifetime contributions.” Existing pensioners would
thus be protected (as they would not have the chance to now make additional private
pension arrangements). Those entering the labour force would face higher pension
contribution rates early in their life as the old system continues to require funding, but
these rates would fall, releasing income to be privately saved during the period of peak
saving (ages 50-65). A variant on this is that shares in privatised SOEs (and indexed
bonds purchased with the sales proceeds of shares sold to the public) could be allocated
to the pension fund as a way of partially funding future pension liabilities, on the
argument that past workers received low wages in return for a higher surplus that was
reinvested in these SOEs (Augusztinovics, 1993). This would primarily be a cosmetic
change, as the loss in revenue (on the dividends of the privatised shares, or the reduced
interest payments from retiring the national debt with the sales proceeds) would have to
be made up in additional taxes elsewhere.

The main issue to address is whether or to what extent there should be a link
between contribution and subsequent pension. The advantage of such a link, provided it
is made explicit and is clearly understood by contributors, is that contributions then cease
to have a tax-like quality and may have less of a disincentive. This can be overstated.
For example, if contributions earn a real rate of interest r, so that a contribution of $1 now
produces a real increase in pension after T years of $e'7, and if the individual discounts
future consumption benefits at rate & > r, then the present value of the future extra
pension is $¢**77, and the perceived tax rate on the contribution is 1-e**”". Suppose that
r=4%, 8 = 9%, and T = 30 years, then the contribution is only worth 22 per cent of its
nominal value, and the tax element is 78 per cent of the SSC. Offsetting this, one might
expect that the distortionary effects of taxation rise with age (as incomes and tax rate rise,

2 For those who have worked the majority of their life in the state sector, this may have to be largely
estimated and imputed.

IPRExpRv.US 36 4 June 1993


http:IPRExpRv.US

and alternative opportunities of higher income earners increase, not to mention the
increased pervasiveness of capitalism) but this tax element would decrease with age.”

If workers are to supplement a minimum state pension, they need access to
indexed securities, for which a cogent case has already been made. An active housing,
rental and annuity market would also allow Hungarians to use their savings in the form
of investment in private housing to supplement their retirement income. The emergence
of pension funds would seem a natural concomitant of privatising SOEs, since in market
economies the bulk of shares are held by institutions rather than private investors, for
obvious reasons of risk pooling and expertise.

The other way in which pension claims can be reduced are to remove the link with
terminal wages in order to reduce incentives for manipulation, and to reduce the abuses
of early retirement and disability pensions. Sickness benefits are also prone to abuse and
can doubtless be reduced, again, as the tension between the first and second economies
is resolved in favour of the latter.

5.3  Family allowances, maternity and child care

Family allowances would seem to fit the ideal of a demo-grant remarkably well, as they
are targeted to households with higher needs, and, when paid to the mother, improve
distribution within the household. The main question is whether targeting could be better
improved by taxing family allowances. Jarvis and Mickelwright (1992) argue that this
would not be desirable, as the unit of assessment under the present Hungarian income tax
system is the individual, not the family, and hence not well suited to the desired form of
targeting. Maternity leave and child care might be better targeted by making support flat
rate rather than earnings-related, though this may conflict with pro-natalist policies.

6. The political economy of tax and budgetary reform

No doubt some public expenditures are unproductive and can be readily cut (sickness and
benefits and disability benefits), while others will be dealt with as the tax reform i: fine-
tuned (various subsidies, exemptions etc). But other expenditures will rise
(unemployment benefits, debt servicing) or should rise (on infrastructure, education,
health), putting great pressure on the redistributive element of the budget system. On
normative public economics grounds section 4 argued that there is a strong case for
reducing both the marginal tax rate on individuals, and the amount of the lump sum
transfers (both in cash and kind), even if unavoidable expenditures rose considerably.
There are additional normative arguments for eliminating regressive transfers like housing
subsidies, broadening the tax bases, and improving tax administration to reduce the

* The personal rate of discount, §, would probably fall with growing age and wealth, moving the effect
in the same direction.
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degree of evasion, though if this is unsuccessful, there is a case for further reducing taxes
and transfers. Improving the targeting of benefits runs into an obvious political problem -
the more narrowly focused and better targeted the benefit, the fewer the beneficiaries and
the less will be the selfish political support to provide the berefit. Conversely, the
broader is the benefit, the greater the support, and the harder it is to make cuts (education,
health, and housing being leading examples in most countries).

One possible way of overcoming this obstacle to ethically defensible reforms
might be to make the social contract explicit - tax rates will be reduced but only if broad-
based benefits are reduced in line, and a social safety net provided (effectively as a social
insurance contract).” But this presupposes an ethical representative of the whole
population to put this contract forward, and the realities of party politics in the new
democracy make this less likely., Instead, what seems to be happening, whether by
accident or design, is that tax revenues are falling or being reduced first, putting pressure
on the budget. Any proposed cut then has to achieve sufficient support on its ¢ wn merits,
not as part of a quid pro quo for the tax reduction. In such cases benefits targeted at the
poor are likely to be very vulnerable. The enid result is likely to reflect a considerably less
egalitarian social (or government) objective. In practical terms, the relatively better off
prime age males will do well, but as overall incomes are unlikely to return to their (not
particularly satisfactory) 1988 level for several years, every one else will become
absolutely and relatively poorer. This will be resisted, and it will therefore prove difficult
to reduce expenditures in line with falling tax revenues, so that debt will grow, inflation
will remain high, and prospects for economic recovery will be further jeopardised. The
political task will be to devise mechanisms for cutting expenditure at low political cost.

The main mechanism available to achieve this budget reduction is the
decentralisation of responsibility for many social services to local government level,
forcing them to impose local taxes if they are to finance these expenditures. The pu.itical
odium will be deflected from the central government, and as local governments are
typically small (serving communities of less than 1,000 persons) and inexperienced, they
will find it hard tc raise the necessary tax revenue, and will be forced to cut expenditures,
that is, to provide inadequate levels of local social services. They will also face the same
political economy problem of obtaining support for tax revenues that most logically
should be levied on property (being immobile) owned by the majority, to finance services
received by a minority. The end result will be that inequalities will take on a regional
component as well.

A second, less politically satisfactory method is inflation, which erodes pension
and other payments, while benefitting existing mortgage holders and owners of real

2 Komai (1992) argues similarly that the private sector should be offered a ‘deal’ - to pay taxes in
exchange for services received, notably legal protection for their property.
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capital. This will undoubtably strengthen pressures for increased private provision of
pensions and other forms of social insurance, but it will also make it more difficult to
provide them, unless the government introduces indexed financial instruments, at some
cost to the budget in foregone seigniorage. Already the conceptual step of separating the
insurance and redistributive aspects of pensions has been taken in the form of operation
of the Social Security Fund, and this should be seen as a logical step in protecting the
efficient or non-1:distributive element of the budget.

7. Conclusions

The main conclusion from this rather pessimistic analysis is that the case for reducing
taxes is quite strong because of the extreme difficulty in ensuring an efficient and broad
based tax system with high compliance. This in turn means that the pressure to cut
expenditure is even higher. Given the difficulty of reducing expenditures, except in
socially divisive or ethically unappealing ways, and given the inevitable erosion of the
tax base through increased private activity and the fall in domestic demand, this
strengthens the strong case for increasing the breadth of both direct and indirect tax bases,
and tightening up tax administration to ensure compliance. Political dynamics are likely
to reduce the redistribuiive element of the tax system both directly (by preserving
regressive transfers) and indirectly, by reducing the ‘shadow taxes’, or the difference
between competitively determined wages and those paid  the state sector. Given the
high level of unavoidable claims on the budget, and the nec . io provide at least a minimal
safety net, the room for further tax reductions is small. Some taxes, notably those more
like user charges of the scarce infrastructure (roads, telephones) should probably increase,
as should some indirect (luxury) taxes if income tax evasion remains a problem. While
there may be a case for lowering SSC, it is probably more important to improve the
incentive aspects of that tax (by linking it to payments and making it more like a
contribution) as well as adjusting the retirement age, and possibly indexing pensions to
the CPI rather than earnings. The end result may well be a lower SSC, though correctly
accounted, the SSC is currently running a surplus on its pension activities
(Augusztinovics, 1993). If the SSC is set at a rate adequate for the restructured pension
system, other taxes may have to be increased to make up the shortfall currently paid for
by the surplus.

We come back to the theoretical deterininants of the optimal tax rate. Given the
unavoidable claims on tht, .udget and the attitudes to inequality currently revealed by the
political process, if the degree of substitutability between taxed and untaxed revenue can
be reduced, taxes should be raised, and budgetary pressures reduced. This is the heart of
the argument for broad-based taxes, and for reducing loopholes. If this is done, then the
unavoidable substitutability between work and leisure remains, and the econometric
evidence suggests that this is low, and may have been greatly exaggerated by those
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pushing for the supply-side revolution of tax cuts, first in the US, but increasingly
elsewhere. Slemrod (1992) reviews the evidence and finds a new consensus abcut the
"downward revaluation of the responsiveness to taxation of real variables" (Slemrod,
1992, p252). If this is accepted, then so is the case for more progressive tax systems than
became fashionable in the 1980s. Nevertheless, itis difficult to escape the conclusion that
Hungary will need to reduce and reform the expenditure side of the budget.
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Appendix: Data Sources

Figs. 1 and 2 are taken from Kopits (1991). The left of each pair of columns is for 1985, the
right for 1989 (except for Poland, Belgium, Portugal, and UK, where they are for 1988, and for
Ireland and Spain they are for 1987). EC average is weighted by GDP excluding Luxembourg
and Greece. Data for Italy and Portugal refer to central government. His sources are IMF (1990)
and national authorities. ‘Enterprise transfers’ include product-specific prices subsidies, explicit
interest sate subsidies, and debt service on behalf of enterprises and institutions.

Fig 3 is derived from HMSO (1992a, p122), which gives international comparisons of
taxes and social security contributions in 20 OECD countries as shares of GDP at factor cost.
These have been adjusted to proportions of GDP at market prices. Figures for Hungary come
froru Koltay (1993, table 14.4) and are cited as OECD estimates, and perhaps therefore
comparable. Note that VAT is not separately distinguished, and all indirect taxes (turnover and
customs) have tierefore been included in ‘other ind’.

Fig. 4 is derived partly from World Bank (1991, Table 2.1), which gives government
current expenditures on various items of social welfare as shares of GDP, taken from the OECD
Social Databank. The balance is the difference between current dispersements, taken from
OECD Historical Statistics 1960-1981, Table 6.5, and the total social expenditure. Current
dispersements in turn consist of final consumption expenditures, interest on the public debt,
subsidies and social security transfers to households by general government. Figures for
Hungary come from World Bank (1992a, Table 5.1) and exclude capital expenditure.

Figs. 5 and 6 are taken from text Tables 1 and 2, described below and in the text, and give
the average of the two estmates for each of the two periods 1981-83 and 1984-86. The tables
suggest that the four figures typically differ by little.

Fig. 7 is derived from data from Kupa and Fajth (1990) which is summarised in
Appendix table A10. Original income is household income from primary, secondary and other
activities, but excluding state pensions; gross income is original income plus all cash transfers
including pensions and family allowances, etc.; final income is gross income plus benefits in
kind and subsidies minus taxes. Fig. 8 is derived from HMSO (1992a, p161), summarised in
table A11. Definitions in fig. 8 are the same as fig. 7, and both graphs have been scaled so that
final income for the average household is 100 in each country. The vertical scales are identical
so the two figures are directly comparable. Figs 9 and 10 graph the ratios of total benefits (all
cash transfers, subsidies and social income in kind) and total taxes (direct and indirect) to final
income. Figs. 11 and 12 are taken from Newbery and Kattuman (1992), and are self-
explanatory, though it should be noted that data are for enterprises, not establishments.

Figs. 13 and 14 are derived from IMF Government Financial Statistics 1991. Fig. 15 is
derived from IMF Government Financial Stutistics 1991.

Tables 1 and 2 are taken from Heller and Diamond (1990), derived from data in the 1988
edition of the IMF Government Finance Statistics Yearbook. Their procedure is to estimate an
equation for the category of expenditure either using the cross-section data for the period in
question (averages of three adjacent years) or using a pooled regression for the four time periods
and all countries. The determinants of functional expenditure categories are given as a share of
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gross domestic product, and depend on GDP per capita, the age structure of the population, the
infant monality rate, the share of labour force in agriculture, industry, and the share of
population in urban areas, the prpil-teacher ratio, the population growth rate in urban areas, the
share of total non-administrative government expenditure in GDP, the share of manufacturing
output in GDP, in exports, the share of agriculture in GDP, foreign debt to GDP, percentage of
pupils reaching grade six, the share of direct taxes in total revenue, and a percentage of
population with access to clean water supply (Heller and Diamond, 1990, Table 1). The
international expenditure comparison index for a particular expenditure category is then the ratio
of the actual share in GDP to that predicted by the functional equation. It should be noted that
the explanatory power of the cross-section regression equations is quite low, and the R%in Table
1 are less than 0.2 except for education (0.27), health (0.37), social security (0.6).

Table 2 gives a breakdown of government expenditure by economic category using a
rather different set of explanatory variables to predict the expenditure levels. These explanatory
variables are the ratios to GDP of the functional expenditure categories listed in Table 1 with the
exception of agriculture, GNP per capita, long term foreign debt, and the shares of labour in
agriculture and manufacturing. (The values for R? are rather higher here than in Table 1, varying
from 0.21 for interest payments to between 0.5 and 0.7 for most of the remaining items.)

Measurement of the Public Sector

The Hungarian budget is both decentralised and complex, and many of the transactions between
its component parts are not netted out or consolidated. As a result, there is an unknown amount
of double-counting which overstates the ratio of revenue and expenditure to GDP. The IMF
Government Financial Statistics (GFS) makes certain adjustments, not counting some of the
changes in credits and cash balances and consolidating some of the components. The result is
that the GFS figure for tax revenue for 1990 is 2.7 per cent of GDP lower than the Hungarian
estimate. (World Bank, 1992a, Annex 2). The GFS number is not a complete consolidation,
however, and the World Bank estimates that full consolidation might reduce the share of general
government expenditure in 1991 from 58 per cent to between 47 and 49 per cent (World Bank,
1992a, page vi). Recorded general public services expenditures and other economic affairs and
services expenditures are considered the most affected, and the estimated effect of consolidation
is found by comparing Hungarian levels of expenditure on these items with EC averages.
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Table A1 General Govemment Budget

bilions of current forints
1981 1982 1983 1984 1985 1986 1967
Memo: GDP current market prices 7709 8479 8965  ©O785 10337 10888 12264
Total Revenue 4758 5016 5456 5048 6201 6886 7400
Tax Revenue 3030 4206 4743 5146 5159 5880 6513
Personal income tax 39 43 8.0 87 99 84 100
Enterprise profits taxes 1076 1022 1174 1237 989 1212 1421
Social security 638 745 816 1143 1343 1485 1575
Property 26 25 306 388 283 232 249
Domestic tax on goods & services 1609 1803 1888 1756 1730 1815 2076
Other 342 %68 478 535 715 1052  109.2
Non-tax revenue 813 809 702 785 1020 982 88.7
Entrep. & property income 44.1 444 50.8 564 615 59.4 50.7
Fees, sales, fines 38 38 26 33 34 9.4 102
Other non-tax 34 327 16.8 188 371 2.4 18.8
Capital revenue 15 0.1 1.1 17 22 24 0.0
Total expenditure & net landing 5005 5192 5551 5812 6319 7202  787.2
Total expenditure 4985 5192 5555 5812 6326 7190 7866
Cument expenditure 4169 4402 4799 5038 5502 6315 6985
Wages 585 632 642 688 827 90.8 929
Other purchases of goods & services 804 9.1 946 1032 1127 1170 1468
Interest payments 133 142 86 127 1.1 27 246
Subsidies & transfers 2547 2637 3125 3191 3437 4010 4342
Transfers 932 1016 1121 1264 1381 1495 1784
Subsidies . 1615 1621 2004 1930 2056 2515 2558
Capital expenditure 797 766 779 804 824 875 99.9
Fixed capttal formation 553 509 689 710 718 752 705
Capital transfers 244 257 90 9.4 106 123 204
Adjustment for reporting diff. between 19 24 23 3.0 -11.8
intergovernment grants & transfers
Net lending 20 04 07 12 06
Overall balance 247 176 95 136 -118 316 472

Source: IMF Govemment Finandial Statistics
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Table A2

Tax Revenue
Personal income tax
Entarprise profits taxes
Social security
Property
Domestic tax on goods & services
Other

Non-tax revenue
Entrep. & property income
Feas, sales, fines
Other non-tax

Capital revenus

Total expenditure & net lending
Total expenditure

Curment expenditure
Wages
Other purchases of goods & services
Interest payments
Subsidies & transfers
Transfers
Subsidies

Capital expenditure
Fixed capital formation
Capital transfers  .--
Adjustment for reporting diff. between
intargovemment grants & transfers
Net lending

Overall balance
Source: Table A1

General Govermment Budget

As peroantaget of GDP
1981 1882
50.4 496

05 05
13.8 121
82 88
29 27
206 213
44 43
104 9.5
5.7 52
05 04
4.3 39
0.2 0.0
64.2 61.2
63.9 61.2
5§35 519
75 75
11.6 1.7
1.7 1.7
37 311
120 120
2.7 19.1
16.2 9.0
71 6.0
a1 30
0.2 03
00 0.0
03 0.0
0.0 0.0
3.2 21
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9.1
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03
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0.1
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620
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1.0
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1.0
0.3
00
0.0
0.0
-1.1

pe-
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826
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1.7
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55

8.0
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03
1.9

0.2

594
594

515

7.0
10.5

1.3
326
129
19.7

82
73
1.0
03
0.0
0.0
0.0
14

1885
499
1.0
9.6
130
27
16.7
6.9

9.9
5.9
03
36

0.2

61.1
61.2

§3.2

8.0
109

11
332
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19.9

8.0
6.9
1.0
0.0
0.0
0.1
0.0
-1.1

1966
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08
1.1
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9.7

9.0
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0S8
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0.9
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74
6.2
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0.0
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0.1
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0.0

1989
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8.1
15.7
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3.0
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09
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04
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8.2
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3.1
0.8
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14.0

7.1
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00
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0.1
0.0
2.5

1990
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6.7
66
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1.9

9.1

5§75

S3.0
8.0
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46
28
18
0.0
0.0
0.0
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Table A3 General Govemment Expenditure
1981 1982 1983 1984 1985 1986 1887 1988 1989 1930

Expenditures by function billions of current HUF

TOTAL EXPENDITURES 4985 519.2 5555 581.2 632.6 719 786.6 8358 10874 1194.1
Gen Pub Services and Public Orde 90.2 989 89.7 99.3 94.2 1395 160.3 153.6 161 2044
Defence 19.1 20.2 219 226 37.7 258 284 38 35.2 39.3
Education 354 38 41.2 441 50.1 554 744 85 1043 143.2
Health 30.1 33 36.5 394 443 488 571 504 68.5 102.7
Soc Sec & Welare + housing 1244 134.6 145.2 158.4 175.2 188.7 220.2 268.3 320.3 3914
Rec Cult and Relig 13.7 13.9 159 16.8 19.1 208 144 18.7 32 36.3
Energy, indsutry constr 73.2 728 84.4 829 85.1 979 108.1 104.3 53.8 54.7
ag fish forest 34.9 38.6 35.7 33.7 35.7 36.1 443 496 424 528
transp & comm 43.2 399 38.6 377 33.6 434 384 42 51.6 649
other econ 60.4 60.1 69.3 66.3 811 94 1004 111.2 148.8 1183
other expenditure 218 222 39.1 489 43 438 305 723 i165.4 994
unaliocated adiustment 46 -50.6 -61.7 -68.9 -66.5 -75.1 -89.9 -97.6 -859 -1133
sum of above 500.4 521.6 5558 581.2 632.6 7191 786.6 8858 10874 11941
difference -1.9 2.4 -03 0 0 0.1 0 0 0 0
current expend 4169 440.2 4799 503.8 550.2 6315 6985 7878 9644 10711
capital exp 79.7 76.6 77.9 80.4 824 875 99.9 108 123 96.4
adjustment 38 48 2 -3 0 0.1 -11.8 0 0 26.6
deficit/surpius -24.7 -17.6 -9.5 13.6 -11.8 -31.6 -47.2 0.6 425 9.7
total revenue 475.7 504 5463 594.8 620.8 687.5 7384 8964 10449 12038

Source: IMF(1991) GFS VB p304; IPRHung.Wk1
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Table A5 Hungary Enterprise Profits
billions forints
1980 1984 1985 1986 1987 1988 1989 1990
GDP 721 9784 10337 10888 12264 14095 17304 20809
less
Gross labour income 3219 4334 4733 5154 561.2 676.4 792.2 9741
Indirect taxes 249.7 3388 356 364.8 4157 524.0 649.9 759.5
of w taxes on products 1375 1678 172 1713 202 2719 309.4
other 7?8SC 112.2 171 184 1935 213.7 252.1 3405
Plus: indirect subsidies 136.8 168.8 187.6 2192 2388 217.2 2015 178.2
Gross operating surplus of
enterprises 286.2 375.0 392.0 4278 488.3 426.3 489.8 525.5
Less: other deductions 53.1 53.1 53.1 53.1 66.7
Gross ent profit before tax 286.2 375.0 392.0 3747 435.2 3732 436.7 458.8
Less: depreciation 89 105.7 108.3 103.9 1039 103.9 103.9 160.8
other incl div 30 44 43.6 53.1 50.2 46.4 422
Profits (CSO def) 167.2 2253 2401 257.7 3133 2472 297.6
profits + other (div) 197.2 269.3 283.7 3108 363.5 293.6 339.8
Net profits before tax 197.2 269.3 283.7 270.8 331.3 269.3 3328 298.0
less: direct tax on income 1772 2213 2213 2213 221.3 1920
plus: subsidies after profit 9.1 74 74 74 7.4 24
less: profit sharing 129 153 153 15.3 15.3 327
=Net retained eamings 88.3 41.6 102.1 40.1 103.6 75.7
Total subsidies 1779 226.6 246.2 2246 208.9 180.6
Ratios: - percentages
Direct taxes/net profits % 65.8 81.7 66.8 82.2 66.5 64.4
Direct taxes/gross profits 473 £9.1 50.9 59.3 50.7 418
other ind taxes/gross wages 38.5 375 38.1 373 43.0
Hungary Enterprise Profits
As percent of GDP
Gross labour income 446 443 458 473 458 48.0 458 46.8
indirect taxes 34.6 34.6 34.4 335 339 37.2 376 365
indirect subsidies 19.0 17.3 18.1 201 19.5 154 11.6 86
Gross enterprise profits 39.7 38.3 379 34.4 355 265 252 220
Direct taxes 18.1 20.3 18.0 15.7 128 9.2
Net retained eamings 9.0 38 8.3 28 6.0 3.6
Direct taxes less all subsidies -0.1 -0.5 -2.0 -0.2 0.7 05
Direct taxes less after-tax subsidies 17.2 19.6 174 15.2 124 9.1
Direct taxes+ind taxes - all subs 34.6 33.0 319 369 38.3 37.0
Hungary Enterprise Profits
At constant 1981 HUF, deflated by GDP deflator
billions »f 1981 HUF
Direct taxes less after-tax subsidies 1411 163.5 1510 1274 107.2 75.6
Direct taxes less all subsidies -0.6 2.0 -17.6 -20 6.2 45
Direct taxes+ind taxes - all subs 283.9 2747 275.9 310.2 331.9 307.2
Sources: CSO Yearbook 1985, 1989; table 5.12 Profit. Wk1
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Table A6 Financial data of enterprises 1989-90 million HUF
Income statement by economic sector

All sectors State enterprize Ltd Eabifty Co Co. kmited by share

Financial tem Col 1989 1990 1985 1990 1989 1990 1989 1990
Sales 5 5267590 5925982 3892994 3724923 176260 731830 187304 469820
wages 8+9 453073 544870 299101 312927 14812 65829 13594 34674
social security 10 176350 204544 121684 125733 5062 21584 5263 12923
depreciation 12 114385 120303 92167 90691 1305 6503 1832 5120
other costs 6,7,11,13 4301639 4861799 3214734 3065080 143163 608116 157110 405072
total costs 14 5045457 5731516 3727686 3594431 164342 702032 177799 457789
“gross" profit 15 222133 194486 165308 130492 11918 29798 8505 12031
other receipis 16 9019 28687 2285 9124 1888 7701 236 7585
profit before tax 17 231152 223153 167583 139616 13806 37499 9741 19616
profit tax 18 104669 84441 80918 58923 4152 11752 3452 5252
Profit after tax 19 126483 138712 86675 80693 9654 25747 6289 14364
out of which state dividend 20 922 26418 7066 26321 303 6 228 40
VAT on Invest non deductible 21 18675 11426 15635 9121 228 743 313 450
Balance 35794 65251 12939 18159 6419 21725 3398 10088
Net Income 22 62792 35617 51035 27092 2704 3273 2350 3786
Gross wages (GW) 10411 629423 749414 420785 438660 19874 87413 18857 47597
Gross profit (GP) 17412 345547 343456 259760 230307 15111 44002 11573 24736
Gross wage+gross profit 974970 1092870 680545 668967 34985 131415 30430 72333
Profit tax + state dividend 18+20 113891 110859 87984 85244 4455 11758 3680 5292

Ratios: percentages

Gross proft/GW+GP-- 354 31.4 382 344 43.2 335 38.0 342
Depreciation/gross profit 33.1 35.0 355 394 8.6 148 15.8 20.7
Profits tax/profit % 1817 453 37.8 483 422 30.1 313 354 26.8
soc seciwvages 38.9 375 407 402 342 32.8 387 373
SSMwage+SS 28.0 273 28.9 287 255 247 27.9 272
gross wages/(gruss wage+gross profit) 65.2 704 82.0 66.5 60.0 70.7 62.5 735
net profl/GW+GP 120 94 1.4 73 35.7 23.6 26.0 200
state dividend/net profit bef tax 40 11.8 4.2 18.9 22 0.0 23 02
state div/net after tax profit 73 19.0 8.2 326 34 0.0 3.6 0.3
Profit tax+state dividend/net profit 49.3 49.7 52.5 61.1 323 314 378 27.0
Source: CSO Yearbook 1990 table 1.2 p138-9 Profit Wk1
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Table A7 Hungary income of the population

Household Disposabie Income
1981 1882 1963 1984 1985 1986
Gross wage bill from legal entitites 389.7
labour income from private activities 101.8
Total money labour income (gross) 4915
loss: taxos 409 £1.7
Total monay income (net) 4498
L abour income in kind {mainly own production) 9.2
Other money income (nat) (interest and rental income) 0.1
Total income bafore benefits 339.2 361 388.8 4205 6542 489.1
Sodial benefits (pensions health, f 839 1024 1118 1256 1373 148.1
Sodial benefits in kind 68.1 758 80.7 879 97 1034
Disposable income 501.2 539.2 581.3 634 6885 7406
Total benefits less direct taxes 1726 2098
Sources: CSO Yearbooks; Wagaes. WK1
Table A8 Hungary Income of the population, 1981 HUF billions
1981 1092 1983 1984 1985 1986
Gross wage bill from legal entitites 2785
labour income from private activities 727
Total money labour income (gross) 351.2
less: taxes 329 29.8
Total money income (net} 3214
Labour inceme in kind (mainly own production) 28.0
Other money income (net) (intarest and rertzi income) 0.1
Total income before benefits 339.2 3377 3389 3384 3417 3495
Sedial benefits (pensions,heatth, f 93.9 958 975 1011 103.3 105.8
Sodial benefits in kind 68.1 709 704 70.7 730 739
Disposable income 501.2 5044 506.8 5103 5180 5§29.2
Disp. Inc. Index 1981 = 100 100.0 100.6 101.1 1018 103.3 105.6
Total benafits less direct taxes 1389 149.9
Source: Table A7
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Table A9 Percentage of total subsidy allocated to decile
bottom second ninth top shares in

Category decile decile  decile decile subsidies soc income
+ subsidies

rent 75 9.0 125 115 62 28

heating 8.3 9.0 10.8 102 14.9 6.6

water,sewage for state dwell 75 9.0 125 115 1.6 0.7

water,sewage for own occ dwel 133 12.6 8.1 77 42 1.9

mortgage payment 6.4 7.1 15.0 16.9 279 16.9

other housing invest subs 21.6 12.7 9,0 123 88 39

housing invest subs 9.2 8.2 139 16.1 467 208

all housing subsidies 9.1 8.7 12.8 13.9 735 328

all subsidies 9.5 9.0 121 12.7 100.0 446

personal net income 6.2 73 120 162

morigage subs/nat income 102.3 97.0 124.9 104.7

housing cubs/net income 1462 118.1 106.4 86.0

Source: Kupa and Fajth (1990, Table 1.2.2./c) Housing.Wk1

Table A10

deciles

O OO & WN —

10
total

Top/ottom

Hungary: Incomes, taxes, transters, subsidies and banefits, per household 1989
Index numbers, average final income = 100

Original  gross taxes household net sodial cash

HH inccm personal duties transfers person income  subsidies transfers
income balance income inkinde2 3 4

302 50.9 5.7 -0.6 446 18,7 9.9 20.7
40.1 61.0 -78 -0.0 532 17.0 9.5 209
465 66.4 -8.8 0.3 57.9 15.4 9.5 19.9
50.0 70.3 -9.7 0.3 60.9 14.0 9.2 20.3
545 75.0 -11.1 0.2 64.2 14.0 9.9 205
62.9 824 -12.9 0.1 69.5 134 10.0 19.5
73.9 925 -15.4 0.0 772 12.9 11.6 18.6
85.6 103.1 -18.2 07 84.7 11.9 10.8 175
97.2 114.0 -20.8 0.1 g3.2 11.3 13.7 16.8
140.6 152.9 -30.2 -0.0 1227 104 14.0 12.4
71.8 90.3 -14.9 0.0 75.4 13.6 11.0 184
4.7 3.0 53 0.0 28 0.6 14 0.6

Source: Kupa and Fafth (1990)

Table A11

deciles

OCONOOEAE WN =

10
{otal

Topbotiom

UK decile groups of households ranked by equiv disposable ir.come
Index numbers, average final income = 100
onginal inccash gross direct disposable indirect  post

income  benefits income  taxes income tax tax total bens
total total cash +NIC fotal indire income  inkind
8.5 26.8 352 -5.7 295 -10.1 19.4 25
13.7 31.0 447 -5.8 38.8 9.3 206 18.4
24.2 29.0 53.1 73 458 -10.7 35.1 175
58.1 230 81.1 -13.7 67.4 -16.3 51.0 20.9
874 17.0 104.4 -20.2 84.2 -19.7 645 18.1

1125 135 125.9 -24.8 101.1 -22.8 78.4 17.7
139.8 11.3 151.1 -31.5 119.6 -24.9 94.7 17.1

168.9 7.9 176.8 -37.8 139.1 -27.9 111.2 143
204.5 6.5 211.0 -46.4 164.6 -32.1 1326 12,5
3144 49 319.3 -69.9 2494 -35.1 214.2 10.3
113.2 171 130.3 -26.3 104.0 -20.9 83.1 16.9

37.1 0.2 9.1 12.2 84 35 11.0 05

Source: Economic Trends 1992
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