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CONDITIONALETY AND ADJUSTMENT 1IN HUNGARY AND YUGOSLAVIA

1. Introduction

This paper examines the influence of the Internaticnal Monctary Fund (IME)
on the adjustment =f{orts of Yugnslavia and Humgary during the 1980-31584
period. EBoth countries yeceived IMF and World #lank loans during this periad
and both benefited from the implicit "seal of approval™ associated with such
loans in their nepotiations with private lenders. In hoth countries, access
to IMF lending depended on the design of adjustment programs incorporating
explicit conditions of performance or "conditionality™ that had to be mer if
lending was to tontinge, Such conditionality is always a part of IMF lending
adnd raises a mumber of questions that we pursue in this paper. First, what
were the basic objectives of the adjustment proprams, and did the {omms of
conditionality hamncred out in IMF negotiations with country authoritics
support or ilmpede these objectives? Second, did the forms of conditionality
chesen reflect the unique economic systems of Hungary and Yugoslavia or were
they typical of conditionality programs designed for market economios?
#inally, did the involvement of the IMF actually make any diflerence to what
happened? In particular, what were the eflects of IMF involvement on the
policies chosen, on the specd of adjustment, and on actusl economic perfor-
mance?

Precise answers to these questions are elusive for two ressons. First, a
veil of secrecy traditignally surrounds TMF agrecments with individual
coumtries. Withouwt privileped access, it is nearly impossible to ascertain
all of the details of such agreements. Some information leaks into the public

domain mainly through the commercial banks and threough the press, but it is



always incomplete apd sometimes inaccurate. Consequently, the discussion in
this paper rests op fragmentary information. MNot all of the conditions of IMF
agreements with Yugoslavia and Bunpary are known and, even when a particular
tvpe of condition is known, quantitative targets or Constraints associzted
with 1ts enforcement are generally not. The paucity of information is par-
ticularly pronovmced i the case of Humgary becaoese the Hungariao aothorities
have not made publiz any of the detsils of their negotiations with the IME.

In contrast, heated public debates ower conditionality amwng publlic figures in
Tugoslavia provide & rich source of information. In the Fungarian case,
therefore, the discussion rests on 3 nunber of assunptions inclading the
assumption that the nveruil terms of conditionalitv were qualitatively similar
to those nl the Yugosiav gasa.

The difficulty of doing counterfactual history poses a second methodo-
Tngical problem in the search for precise answers to the guestions that
motivate this paper. It 15 impossible to assess acourately the effects of IMF
imrolvement on policy cheices and ecoromic ogtcomes without knowing what wonld
have happened in the absepce of such involvement. Since we cannct replay
history, the basic methodelorical approach in this paper must he one of
informed speculation. In particular, we will try to assess the offocts of TME
Lywvolvement by compating what actnoally happened to what the ecconomic systems
and recent economlc bistories of Hungary and Yuposlavia supgest would have
harpened in the absence of such involvement.

The remainder ot the paper proceeds os follows. In Section 2, we examine
the basic objectives and features of standard [MF adjustment programs. The
m2in types of comlitiopality waually centained in such programs are described,

and theit underlving assumptions aboot how the economy works are Ldenkified.
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Section 3 EoCuses on some of the unidue féaturCS af the Yogoslav and Hungarian
economies that make them different from the economies after which the sssump-
tions and festurce of standard IME programs have been fashiored. Socrions 4
and § address the major questions of the parer. In Section 4, the role of the
IMF in mobilizing finance to support adjustment during the 1930-1084 period is
assessad, and some of the basic forms of conditiomality adopted in the IMF
programs are identified and discussed. Several types of conditionallty are
cxamined, including conditions relating to bBasic macroeconomic tarpets and to
critical prices, as well as the interest rate, the exchange tate, and the ware
rate. Finally, in Sectiom 5, econcmic performance under the IME program is
pvaluated; and the diffcrénces and similarities between the experiences of the

twe coimtries are described, Section & sumiarizes our main conclusions.

. Adjustment Prograws and Conditionality

The IMF iz essentially interested in short-term adjustment. Its primary
function is to grant short-term loans o help comtries Finance halance-of-
pavments deficits that are either tomporary or intended to be temporary
because of the adoption of adjustment policies. The [MF can help finance a
coumtry's adjustment efforts in two ways: (1] directly by short-term loaps
and (2} indirectly by providing a seal of approval that shores up the
coumtry's creditworthiness and restores its ahility te draw on private
capital markets. In recent years, because of the prowing importance of the
IMF*s seal of approval in wobilizing private capital, the TMF's own lopdiog,
while oiten auantitatively small, has been quatitatively ImpoTtaot in putting

topether the necessary private finance to support an adjustoeht program.
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The herd instinct exhibited by the private banking comounity has enhanced
the [MF's leadership role by increasing its leverage. In several countries,
including Hungaey and Yuoeslavia, private hoanks ¢ellectively lent to the point
where adjustment was undesirably postponed and then songht to reduce their
exposure in ways that compounded )igquidity prohlems, At that point, the [MF's
involvement in the formation and finmancial suppert af an adjustment program
became critical to a country's ability to maintain reasonable access to
private credit.

The starting point for rhe IMF's advice in the development of an adjust-
ment propranm is an ¢stimate of how large an improvemcnt in a country's current
accowmt delicit is requireé and over what time period. This estimate depends,
in turn, on an asscssment of the available foreign capital inflow and its
sustainability. The IMF does not have complete discreticn in choosing how
dramatic or rapid a country's adjustment pregram should be but is constrained
by conditions in intermational capital markets. Of course, the issue of
leverage is important; and the IMF's involvement may assist a country in
ralsing money from private spurces.

Ounce the IMF has established a current accmmt rarget, it considers next
the issue of intermal halance--what is the level of demand that can be sus-
tained without generating pressure for accelerating inflatit:ln?2 Total
domestic demsnd fer both domestically produced and imported goods or ahsorp-
ticm is given by the sum of conswmption, investment, and government expendi-
ture, ' =C + I + G. Total supply to the domestic market is the sum of pross
domestic product {GDP) and the difference between imports and exports, 5 = GOP
+ M - B, Ex post, demand equals supply, D= 5, and we have, solving for GODP,

the traditiopal identity, GUP = C + I + G + F - M. [f the trade account
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must be improved, total absorption must fall. With a fall in real expendi-
ture, real 1ncome must also fall.

It is important to emphasize that this relationship is true for all
sconomies regardless of differences in economic system, Tf capital market
conditions nccessitate an improvement in the trade account, doemestic absorp-
tion muwt fall., Soch was the cazse in both Hempary and Yugoslavia at least as
garly as 1980 and, in this important sense, austerity in domestic demand
thereafter cannot be blamed on the TME. The IMF czn affect hath the severity
of austerity (mainly through its influence on the pace at which the trade
account improves} and the palicies used to realize austority with politicalty
charged disrributional implications, but it is not responsible for amsterity
per se.

A standard IMF adjustment program aims primarily at the introduction of
policies to cut domestic demand by controlling the Flows of nomipal income to
the major demestic spending proups: households, povernment, enterprises, and
the banking system. Such programs usuwally involve controls on wapes to bower
real household income and conswmption, controls on aggregate credit to lower
investment expenditure, and increases in taxes and Teductions in government
expenditure both to reduce govermment demand directly and to reduce government
pressure on credit and money markets. In addition to controls on demand,
rentrels on the rate of growth of the money supply are traditicnally a central
part of the package designed to contrel inflaticn.

These expenditure-reducing policies are also usually accompanied by
expenditure-switching policies designed to encourage exports and discourage
imperts. A devaluation raises the domesric prices of both exports and

tmports, encouraping demanders to substitute domestically-produced goods for
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imperts and suppliers to divert poods from the domestic market to the export
market. Substantial devaluation 15, thus, uswvally an important part of an IMF
palicy package,

ALY that has been said to this poipt about the IMF's analysis 1s
consistent with elther Keynesian or monetarist views on how the economy
gperates. bBoth schoaols imply that an improvement in the current account
requires expenditure-switching policies to improve a coumtry's international
competlitiveness and stabilization policies to roduce demestic demand consis-
tent with the required fall in absorption. Moreover, in theory, ncither
approach requires that thEEF pelicies reduce GDP except when initial cotput
exceads long-run capacity. In practice, of course, an IMF adjustment program
almost always results inm a fatl in either or both the level and vate of growth
of domestic output. Such a fall hinders the stabilization program since ir
results in less supply as well as less demand. [In practice, it seems to be
true that a severe contraction in both supply and demand leads te a larger
decrezse inm demand than in supply; and so it 1s possible to establish balance
at a lower level of GDI'-'.3

There are several reasons why one might expect to find that an IMF
stabilization program leads to 2 contraction in GDP. One is simply that the
actual set of policics adopted results in overkill; domestic demand is
imadvertently cut mere than is required to match reduced absorptiem. A second
reasom is that cconomies arc much less flexible in practice than either the
Keynesian or monetarist mogdel suggests so that the shift of reésgurces toward
tradable sectors implied by expenditure switchinp leads to shore-rem supnly
difficolties and declimes in aggregate output. A third reason is that the

only way a country can mect a current aceoumt tarpet in the time allowed 1s to
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cut amports of intermediate and capital goods for which there are no
imediately available domestic substitutes. Output falls for lack of crucial
inguts, Finally, demand-management policies often fall disproporticnately on
investment leading to JowerT growth of capital and capacity over timc.

The second and third arguments, which might be termed “structuralist,™
imply that excessively swmbitious and rapid adjustment progeams can result in
significant waste of resources becausce of limited substitution possibilities
in demand and prodoction in the short run., Unfortwunately, of course, com-
straints in international capital markets may leave both the IMF and the
country it is advising with little cheice but to accept such a program and the
less of output it implies, -waever, it is Important to wpderstand that, in
the short run, gutput losses, due to excessive adjustment policies in an
ervirorment where there are serious rigidities, will far exceed any efficiency
gains from hetter resource allocation. There is a real tradeoff which is
especilally important for developing countries and 1s often neglected in theory.

Concern over the putput effects of demand-management policies and an
underlying belief in the efficiency of markets have lad the IMF to include
"supply side™ policies im most standard adjustment programs. The basic
objectives of such policies are to improve price signals, '"to get the prices
right," and to encourage greater reliance on prices in resource allocation.
Supply-side policies (requently recoimended inglude the liberalization of
trade and payments regimes and the freeing of certain critical product andg
input pri¢es including the prices of food and basic services, the interest
rate, and the exchanpe Tate. An implicit assuption of such policies is that
gconomic actors respond to price signals in the manner and to the extent thar

they do in ecomomic systems based on the market mechanism. As we shall see,
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this assumption dees not conform very well with important aspects of Yuposlav
and Hunparian economic reality.

Together, the TMF's recommendations for both demand-management and supply-
side policies are negotiated between the IMF and the country seeking access to
IMF lcnding; and the policics agreed upon are embodied In a sct of conditions
specified in a letter of apreement. These conditions include both performance
criteria, which, if vialated, invelve suspension of further disbursements by
the IMF mtil a new agrecment is reached and pelicy wnderstandings which do
not carry any explicit sanctions {or nonfulfillment. Discussions of IMF con-
ditionality usuaily de not distinpuish between these two types of conditions,

and the remainder of this paper follows this conventiom.

3. Basic Features of the Economic Systems of Hunpary and Yuposlavia

In order to answer questions about the effects or the appropriateness of
IMF conditlonality in Hungary and Yugoslavio, it i1s necessary to anderstand
the basic features of the economic systems of these two countrics. Unfortu-
nately, this is no small task since both systems have many tmique features
that distinguish them both from one amother and from the systems of other
developing countries with which the IMF is traditionally involved. MorTeover,
there are no standard theoretical models that capture these features very
well. Poth the rraditional market-type economy (MIE} model that is the usual
starting point for analyses of developing countries and the centally-planmed
economy (CPE) model and its recent shortage-economy variant overlook important
aspeots of econamic reality in Yugeslavia and Hungary.S Im the following

discussion, we present a thumbnail description of these economies during the



1980-1984 pericd emphasizing only thesc features that are most relevant to the
qucstions at hﬂnd-ﬁ

Economic reforms in Hunpary and Yupostavia have had, as their basic goal,
the replacemcnt of the central planning system by a price-guided market system
based on socialist ownership, While traditiomal guantitative planning has
been eliminated, howeyer, it has been replaced by 2 system that is hard to
characterize as a market-socialist system for several reasons. First,
enterprises remain subject to vertical contrel exercised by both state and
party organizations in a variety of ways, some formal, some infermal, some
vermanent, and some temporary, Somstimes vertical contrel affects the price
sipnals inFluencing an input or output decision--for example, throogh either
ecoromy-wide taxes or subsidies or enterprise-specific ones. Such methods of
vertical control working through prices will be called indirect methods in
this distmssian, Price controls and detailed regulations on price formation
are important examples of such methods. Other methods of vertical control set
mere direct restrictions on input and output choices--for example, through
gquantitative Iimitations on input availabiliry, detailed conditisns on inpot
use, or detalled specifications of output composition. Suech methods of verti-
cal control will oe called dircct or administrative methods in this discussion.

Tverall, econemic reforms hayve wezkenesd administrative comtrols over
enterprise putput chojces; ot such controls have retrined a strong grip on
input choices especialiy choices involving the use of capital, forelgn
exchange, and, in the case of lhmngary, laher. Even in product markets,
administrative restrictions sowetimes play a substantial role especially when

the progucts lavolved are impertant to the Council for Mutual Economic
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Assistance {OMFA) trade contracts.’ Even the relative absence of adminis-
trative measures does not imply the abscnce of significant vertical influence
on preduct market conditions in the shert run through indirect policies
affecting prices, such as tawes, subsidies, and pricing regulations, and in
the longer tun through administrative contrels on input use.

Even more fumdamentally, product markets, as well as imput cheices, are
inftuenced by the profound effects of vertical control on chnterprise objec-
tives. In theory, the decisions of Humparian and Yugoslav enterprises are to
he guided by ronsiderations of profitability; and various reforms have linked
both manaperial and worker rowards to profitability perlfommance. In thecey,
too, this motivational structure is desigmed to make cntcrprizes responsive Lo
changing price and cost indicators in thelr output and input cheices. Prac-
tice has diverged from theory for twe important and related reasons. FiTst,
considerations of equity or faimess in income distribution have led to a
variety of indirect and administrative policies undermining the link between
profitability and rewards. Second, enterprises have operated with the
expectation that, because they are sogially owned and because vertical
authorities are ultimately responsible for theit welfare and performance, such
authorities will bail them out of financial difficulties. The result of this
gxpectation is the se called soft-budget constraint which significantly
reduces enterprise sensitivity to considerations of price, cost, and profit-
ability compared to what it would be in a market sconomy.

Even though Yugeslavia and Hungary share the featurs of soft-budget con-
straints with their East Buropean neiphbeors, it is an oversimplificatien to
characterize them a$ shortape economies in which entorprises strupgle to

produce as mech as possible with little regard to costs or salability of
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cutput. Evidence drawn from enterprise surveys and interviews indicates that
gnterprise manapers and workers aras informed and concerncd about costs and
prices and that, with the imposition of domestic austerity measures after
1980, they became increazsingly concerned about excess capacity and Falling
domestic sales.® The real issuc is ene of the degree of senpsitivity of
anterprise decisions to such market information--not the existence of such
sensitivity. What secms certain is that such sensitivity is wealker than it
would be in market economies bazed on private ownership, profit-maximization,
and hard-hbudget constraints. As a result, supply-side policies to "get the
prices right" are likely to be considerably less cffcctive in the Hungarian
and Yugeslav sysiems than in soch matket systems.

As far as input allpcation is concerned, supply-side policies desijmed to
correct the prices of critical inputs, such as capital and foreign exchange,
miy be undermined both by the softness of budget censtraints and by the Fact
that, for reasons of policy, adninistrative measures are the preferred and
predominant method of control. For example, in both Hungary and Yugoslavia,
administrative controls over the allocation and use of capital and foreipn
exchanpe are used, not because the prices of the inputs are incorrect and
adminiztrative intervention is a necessity, but becauze they give state and
party authorities control over the distribution of critical resources ahong
competing enterprise, secteoral, and regicnal clalmants.

Administrative measures to influence the distributien of capital and
foreign cxchange at the microeconcmic level are also important tools for the
realization of macroeconomic targets. Administrative pellcies to contrel the
distribution and use of foreign exchange are critical to efforts to control

the balance of pavments, and administrative policies to control the level and
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distribution of enterprise funds and the level and allecation of bank and
state credit are critical to efforts to contrel appregate investment
spending.  Obvlously, soch methods do not gearantee that macro targets will be
rezlized as evidenced by balance-of-payments difficulties and Tecurrent
investment cycles in Both cauntriE5_9 But when macroeconomic objectives
become paramount, aften in resporse to an unsustainable balance-of-payments
situation, such methods prove cffective and are traditionally relied upon in
ligu of the monetary, fiscal and exchange-rate policies usoally associated
with demand management in MIEs. The use of such methoeds allows the autheri-
ties to achieve tighter contrel over the distribution of macroeconcmic cut-
hacks both among categoriss of spending and among groups of spenders than is
normally possible with the indirect macro controls of the MITEs.

S0 far the discussion has emphasized the basic similarities between the
Tugoslay and Hungarian systems, hut the issue of macreeconomic control brings
up important differences between them. Even the most casual glance at
evidence from the 1970s indicates that macroeconemic control has been
considerably weaker in Yugoslavia than in Hungary. There are several reasons
for this. First and of the vimost importance, reforms in Yugoslavia gradually
eliminated the ability of state and party authorities to comntrol nominal
incomes in socialist industry. Repeated and varied approaches to income
policies have failed in the realization of mecro tarpets for aominal income
growth. The inability to control nominal incomes has meant an 1nability to
control real incomes as well., The behavior ol real wages has been the Tesult
of the uncontrolled interaction of nominal ingome growth and inflation and,
given the history of inflationary expectations, cest-based pricing

regulations, and the strong links between domestic price increases and
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devaluations, inflaticn has been both wncontrollable and unpredictable in the
short mm. In contrast to the situation in Yuggslavia, in Hungary the
anthorities have retained strong control over nomimal incomes; and this has
been a critical ingredient in their ability to control the inflation rate,

The decentralizaticn of sconemic policymaking is a second important
characteristic of the Yugoslav systenm that sharply distinguishes it from the
Hungarian one and is responsible for Yuposlavia's weal macroscononic controel.
Autharity for making and implementing policy and the indirect and administra-
tive tools For the realization of policy objsctives rest mainly with powerful,
conpeting regional authorities in Yuposlaviz. Natlonal policy formation
requires consensus among these authorities, and policy execution relies on the
implementation of pelicy measures by them. During times of econemic diffi-
culty, underlying unresclved questions about the distribution of economic
costs among different regions impede the process of policy formulation and
weiken the degree of policy implementaticon. On a more fundawental level,
distributional conflicts among powerful regicnal interests make it difficult
to maintain effective administrative contrals over the use of capital and
foreign exchange resources. Yet, in the absence of macroecomomic tools at the
national levcl, macro stability depends on the implementation of such controls
at the regional level.

Overall, underlying differences in the degree of political unity explain
differences in cconomic policy formulaticn and implementation in Hungary and
Yugoslavia. As the discussion at the bepinning of this section supgests,
there are important structural similaritics between these two economies; bat
politics affect both the objectives of policy and the ability to use the

eXisting structure to realize these objectives. While the economic ohjectives
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of the two countries have been similar, the ability to formulate snd implement
policy has not. Decentralization and regional conflict have significantly
weakengd this ability in Yuposlavia while continued centralization and party

onity have strengthened it in ilungary.

4. Comparison of Internaticnal Mometary Fund Conditiopality
1n SungaTy and fuposlavia

The Influcnce of the Intermaticmal Meonetary Fumd on Adjustment Lendine

Given this picture of the basic features of IMF adjustment programs and of
the Hungarian and Yugeslav systems, we now examine the influcnee of the IMF on
adjustment programs in both coumtries during the 1980-1984 pericd. Table 1
provides the basic information about the timing and extent of IMF finance in
these programs. Relative to the total of medium- and long-term loans from
private convertible currency sources, IMF lending was an important source of
finance in both countries. ¥or cxample, the 1984 [MF loan amounted to abont
I& percent of the value of mediun- and long-term [unds raiscd by Hungary (rom
private capital marker sources in 1984. In Yugoslavia, capital inflow from
IMF lending in 1984 amoimted to about 45 percent of the value of long-term
capital inflow from the commercial banks in that yﬂar.lu

In Yugostavia, the IMF plaved a critical rele in organizing the 1983
emergency lending package which was the equivalent of a rescheduling
agreement. The package amounted to about $6.5 billion in loans financed by
approximately 500 western commercial banks, 15 western govermments, the IME,
the Bank for International Settlements {BIS), and the World Rank., It was

understood by all participants that the package was to underwrite the 1983

adjustment program whosc targets and pelicy measures were Jaid out in the
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TAELE 1

International Monetary Fund Loans to Yuposlavie and Hungary, [S80-j9%4

Wovenber, 12484

Janwary, 1984

June, 1980

January, 1981

April, 1984

fhingary
378.5 million in coopensatory finance
$517.8 million one-year standby agrcement

3430 million one-year standby agreement
Yugoslavia

$441 millien two-ycar standby agresment

$1,960 million three-year standby apreement
(replaces Jume, 1980, apreement)

3379 million cne-year standby agreement
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third year of the IMF standby agreement. Withoot the IMF's seal of appraval,
it is wunlikely that the aid packapge would have been supported by Yuposlavia's
majoer creditor banks which were reportedly reluctant to extend new lending
even with this apprnval.ll Similtarly, it is clear that, without continued
IMF involvement 1m Yugostavia in 1983, creditor banks would have been unwill-
ing to reschedule debt or to extend now credits to the cxtent they did.

In Hungary, IMF invelvement was also critical to the flow of lencing From
other zources during the 198Z-1984 neriod. llunpary applied for IMF membership
at the end of 1981 at a time of great fimancial difficuity. During the first
quartcr of 1282, thers was a sharp ocutflow of short-term funds from Homgary,
and 1ts conwvertible currency reserves fell sharply. During this period,
Hungary had great difficulty raising any new finance from private sources.
Aftar it became clear that Humgary's application te the IMF would be accepteod,
the lending #ituation began to ease.

In April, 1982, Hungary received a $210 wmillion bridging loan from a group
of 13 central banks {not including the 0. 5. Faderal Reserve Bank] arranged by
the BIS with strong support from the Bank of England. The BIS granted a
further six-month credit of $300 million in Scptomber (after refusing an
urgent request in July) on the umderstanding that Hungary would become
eligible to draw on IMF facilities before the end of the pericd. In Awgust, a
syndicate of 15 western bunks, led by Manufacturers Hanover, pranted Humgary a
three-year loan of $260 willion [at 1.25 points over the London Interbank

12 , B} . .
This 1oan was hailed as the First commercial bank

Offered Hate (LIBOR)].
credit to any East Buropean countrty since the impositicon of martizl law in

Poland.
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The seal of approval given by the [ME to Hungarian adjustment efforts was
critical to Huopary's ability to raise fonds from western sourges, Given the
peneral nervouspess of the internatioral private banking community about the
sitnaticn in Eastern Durope and their strong herd jostinct, Hungary would not
have been able to arrange any significant loans on its own duripg this
pericd. The participation of the IMF provided o mechanism tor the private
banks to distinpuish among the varicus Eastern European countries and to make
4 rexsonable assessment of croeditworthiness, Hungary's participation in
policy dialopue with the IMF and 1ts odopticn of [MF-approved adjpustment
policies reassuread the haqks and demonsitated the TME's leverage.

(verall, 1t seems clear that, at the very least, IMF iovolvemsnt in the
adjustment efforts of Hungary and Yugoslawia did bave ane beneficial effect on
bath countries--it bought them more time for adjustment by promoting add:-
tional lemling. This allcwed hoth coumtries to avoild the sharp contractions
in output that wowld have resulted from tighter capital matket constraints.
In other words, contrary to an often-voiced opinion, the severity of domestic
austerity in both countries was reduced rather than incrcased by [MF lnvolve-
ment.

‘[he Influence of the International Monetary Fund
on Adjustment Policies and Objectives

In this section, we identify the basic conditions of IMF standby apreec-
ments with Yupaslavia and Hengary and evaluate their objectives and their
effectiveness or appropriateness relative o these objectives, We also
discuss whether other types of conditions might have been more soitable to
achieve these abjectives given the special features of the Yugosiav and

Hunparian systems. &A% we indicated in the introduction, we know much more
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abcut conditionality im Yugoslawia than in Hunpary. What we do know sunports
our assumption that the general structure of the standby agreements was
similar ip both countries, and we will T¢ly on this assumption in the
Following discussion.

As is traditional in IMF agreements with ather countries, the IMF apree-
ments with Yupeslavia set out 3 amber ofF conditions relating to demand
managemert. The hasic ohjective of these conditions was to redure domestic
absorption to achieve targets of improved external performance. At various
points during the 1980-1284 period, these targets included increases in
foreign exchange reserves, limits on new foreign borrowing, and improvements
in the Ccurrent account. Siﬁilar tarpets were undoubtedly set in the IMF
agresments with Hungary.

In the Yugeslav case, demand-management conditions specifying quantitative
limits on the growth of net demestic azssets (domestic credit creation) of the
bankinpg system, central bank credit to the Federal Government, and public
sectar reyvenes and cxpenditures were designed to restrain the growth of
domestic r.lemand.l3 Presumably, similar monetary and fiscal conditions were
alsa set for Hungary. Im addition, in Hungary a quantitative target for real
wage growth was set, whereas in Yugoslavia the autharities agreed to restrain
nominal income growth although no quantitative limit was sct. This difference
in trecatment may reflect IMF recopnition that the Yugoslav authorities
excrcised significantly weaker control cwver incomes than did the Hungarian
authorities. In neither coumtry 4id the TMF agreement specify a limit on the
allowable ratc of infllation and, indeed, as the later discussion of exchange-
rate conditionaiity and price liberalization indicates, the IMF clearly

accorded lower priority to controlling the inflation rate than to other policy
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objectives. In this respect, its policy preferences proved at odds with the
pelicy preferences of hoth the Hunearian and the Yugoslay authorities.

With regard to the effectiveness or appropriatencss of the demand-
managenent conditions identified here, several cbservations can be made.
First, although credit and monetary conditicons influence aggregate spending
(especially Investment spending) in both countries, their effectiveness is
premised on a model of cconoemic reality that overstates enterprise sensltivity
to external cregit conditions and understates the role of administrative
contrals on such spending in these ecopomies. Given soft-bodpet constraints
and the resulting weak links botween monetary-credit conditions and enterprise
spending [dramatically demﬁﬁstrated by the growth of inter-enterprise tradc
credit [see Table 2) and larpe chanpes in the velocity of momey in Yugo-
slavial}14 the authorities in Hungary and Yugoslavia tend to rely on
administrative mcasurcs to limit investment spending. Moreover, as argoed
carlier, such measures are preferred because they permit preater control over
the microcconomic incidence of investment cutbacks.

This implies that, in the institutional setting of Hungary and Yugoslavia,
it is difficult fer either the IMF or the authorities to predict how monetary
and credit 1imits will affect investment spending. MoTeover, In an environ-
ment of persistent excess demand for investment fimds and soft-budget con-
stramnts, such limite are not sufficient and are probably not evem necessary
to achieve the required control over macro balances, Administrative instru-
ments work in the sense that both the Yugoslavs and the Hungarians have the
ability to control aggregate investment albeit with majer efliciency costs.

Given the effectiveness of such instruments in the shert run, a more



—30—

TABLE 2

Marroeconomic Imdlcators

1975-197% 1970-80 15980-81 1981-8Z 108Z-83 1083-84
Rates of growth in percent

Hungarz
Gross domestic product 4.1 n.1 7.9 2.4 0.7 2.6
Consumption 3.4 .6 2.0 1.2 0.5 1.2
Fized investment 4.3 - 5.8 - 4.3 - 1.6 - 3.4 - 4.4
Domestlc abscrption 3.0 - .G 1.4 - .1 - 1.7 a.2
Producer mrices ALl 15.3 6.3 4.7 5.6 3.9
ConsumeT prices L.6 9.1 4.6 6.4 7.3 8.3
Real wages 1.3 - 1.7 1.t LY - 3.2 - 2.6

Yugﬂﬁlavia

Gross domestic product 6.9 2.6 1.1 0.5 - 1.3 2.1
Consumption 5.8 .6 - 1.4 0.4 - 0.3 - 0.7
Fixed investment &.6 - 5.9 - 9.8 - 6.2 - 9.0 -10.0
Domestic absorption 7.0 - 1.0 - 1.3 - 0.3 - 2.1 1.2
Producer prices 9.3 27.3 450 £5.0 32.0 57.0
Retatl prices 14.3 .4 45.0 30.0 8.0 57,0
Real wages 3.2 - 7.5 - 5.7 - 4.2 <11.0 - 5.7
Moniey supply 8.5 23.0 £h.6 266 20,1 3.1
Inter-cnterprise

trade credit NA NA 36.7 £1.3 250.0 59.1

Sources: Growth rates of rational account agpregates are hased ol World Bank
data. Estimates of price and wage growth are based on data contained in
official country sourres. FEstimates of growth in memey supply and inter-
centerprise trade credit for Yugoslavia are based oh data contained in the
National Bank of Yugoslavia (Jume, 1984 and 1985].
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appropriate policy condition than monetary and credit limits would scem to be
an explicit quantitative limit on investment spending. Such limits are
routinely cstablished in both coumiries as part of their anmual and long-ters
planning activities.

The traditicnal use of monetary-credit limits for demand-manapement
objectives in IMF agreements is also premised on a medel of economic reality
that assumes certain simple, vprodictable links between nonetary growth oo the
ore hand and prices and balance-of-payments deficits on the 0thcr.15 In
both Hungary ang vugoslavia, soveral systemic factors, inchading distinctions
hetween hard- and soft-enterprise fumds, inter-enterprise trade credit,
resulting variaticns in velocity, and repulatioms on domestic price formation
weaken these 1inks apd make predictioms abont the price or balance-of-payments
effects of a given credit limit misleading. As the Yuposlav case indicates,
the result 15 that a piven dose of aominal credit contraction often results in
a hatsher than anticipated dose of real credit coptraction, resulting in
jlliguidity, threatened bgnkruptey, and overkill in the contTaction of
demestic demand.

A final abservation about the appropriateness of the IMF's demand-
manapenent conditions concerns their wnderlying distributional objectives. Inm
both Yugoslavia and Hungarv, the [ME nepotiarted conditiens Lo infleence the
incidence of austerity among consumption, investment, and government spending
in what it perceived to be desirable ways. In the Yugeslav case, demand-
management conditions included limits on the prowth of public sector revenues
and expenditures and limits on central bank credit to the Federal sovernment.
Limits of this type are traditional in IMF agreements with developing

countries, most often because there are close 1inks between deficit financing,
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meney creation, and inflation in such coumtries. In the Yugoslay context of
balanced or swplus budgets for most levels of povernment and 2 relatively
smalk Federal deficit, these links are unimportant and ancther explanation for
IMF palicy mest be sought. The most plausible explanaticon, consistemt with
both the IMF's gencral concern gver longer term supply-side Issues and 1ts
preference for private market actors, 15 its desire to redirect resources away
from "oonproductive' govermment activities to productive investment activities,

A similar explanation applies to the limitations on real wage growth in
the IMF standby apreement with Hunpary. In the 1979-1982 period, prior to the
negotiation of this agrecment, the Hungarian authorities had reduced domestic
demand by sharp cuts in investment spending while consumption (both privats
and collective) had continued to increase, albeit at reduced rates. This
pattern of demand restriction reflected Hungary's long-term combitment to
protect constmption gains even during time of macroeconomic stress but was at
odds with the IMF's traditional preference to cut back both cotsuption and
povermoent spending to reduce the crowding out of investment duc to oyverall
austerity.

In addition to demand-management conditions, the IMF agreements with
Yugoslavia in 1883 and 1984 contained explicit exchange-tate cohiditions,
These conditions took the form of tarpets for the required real devaluation of
the dinar to be realized by a spocified date. The basic objective of such
targets was to promote expenditure switching by improving the incentives for
exports, enhancing the competitivensss of ¢xports on western markets, and
roducing the incentives for imperts. The ratiomale behind such fargets was

the IMF view that Yugeslavia's poor export performance during the 19706-1983
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pericd was mainly the result of an incentive bias against exports due to an
increasingly overvalued exchanpe rate.

It i5 impossible from available information to determine whether the IMFE
agreements with Hungary Included explicit exchange-rate conditions., Appar-
cntly, IME nepgotiators did press Hungary to devalue the forint to improve
export incentives, but the bHungarians resisted the adoptien of a specific
devaluation target as an explicit condition. A more active exchange-rate
pelicy may have heen a policy understanding between the IMF and the Hun-
gariam&lG This would certainly be consistent with the pattern of forint
depreciation in 1983 and 1984, [(Sec the next section FoT an analysis of
exchanpge-rate changes in Hunpary during the 1980-1%84 pericd, }

Clearly, IMF pressore on exchange-rate policy was much greater in
Yugoslavia than in Hungary both because the inflation differcntial between
Yugoslavia and its western trading partners was much greater than that between
Hungary and 1ts western trading partners and because the available evidence
suggested that the degree of overvaluation of the dinar was Eubstantial.l?
In addition, the TMF was in a more powsrful barpainiag position vis-a-vis
Yogoslavia than vis-a-vis Hungary for a variety of reasons. The macroeconomic
situation in Yuposlavia seemed much more precarious, and the Yugosiav
authorities appeared much less able to maintzin macre control. The Yugoslav
leadership was divided and decentralized whiie the Hungatian leadership

18 Finallv, during

presented a united froamt in discussions with the IMF.
1981-82, the Yogoslavs had falled to fulfill policy understandings on
exchange-tate policy leading the IMF to substitute explicit conditions with

sanctions for such wnderstendings in the 1933-84 agreements.
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Although exchange-rate peolicy is a traditiopal inpredient of IMF policy
advice, there are several reasons to question its effectiveness in the
Yugoslay and Hungarian sottings. During the 1980-1924 period, the pricing
practices and regulations in force in both econocmies established a tight link
between the exchange rate and the domestic prices of both tradable and nen-
tradable goods. In Yugoslavia, increases in the costs of iomported inputs and
increzses in the dinar prices of exports translated into direct wpward
pressure on demestic prices. The result was predictable given Yugoslavia's
past exporience with the inflaticonary consequences of devaluation and the
experiences of many other semi-industrial countries as well.!? Fear of the
inflaticnary consequences of dewvalustion was the major reason for heated
Yugoslavy opposition to the imposition of exchange-rate conditions by the IMF.

On its side, the IMF appeared willing to accept what it belleved to be the
short-term costs of an acceleration of inflation for the bencfits of improved
export incentives and competitiveness resulting from devaluation. The IMF was
also relatively sanguine abeut the inflationary consequences of devaluaticn
because these comsequences were viewed a5 necessary to produce declines in
real incomes and demestic absorption in the Yugoslav setting. The IMF was
surprised by the strength of the inflaticnary pressure accompanylng the
1983-84 devaluations, especially in light of the sharp reducticns in the real
money supply ocCurring at the same tim,c.ED Clearly, the simple macro models
linking momney, demand, and prices on which standard IMF pelicy 15 based proved
to be misleading predictors of price changes in Yupeslavia at 12ast 1n the
short to medium run.

A4 fear of the inflaticnary consequences of devalvation also motivated

Bungarian opposition to exchange-rate conditions, In Humgary, the prevailing
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pricing regulations meant that a devaluation would automatically increase the
damestic prices of both tradables and nontradables resuvltiing in ecither no
change in the relative prices of such goods or in chanpes attributadle to
differences in the application of pricing rules across these goods. Ferhaps
the tramsparent nature of the Yinks hetween devaluation and the domestic price
level in the Humparian pricing system was onc reason wiy the IMF did not push
harder for explicit exchange-rate conditionality.

I[f the effects of devaluation on prices in both Yugoslavia and Humgary
were predictable, 1ts effects on the trade balance {the ultimate target of
exchanpe-rate policy) were not.  Imports in both countrics were subject to a
variety of farmal and informal rationing schemes and were mainly limited to
raw material and gther prodoctive inputrs for which there were no easily
available domestic or CMEA substitutes. Fver if a devaluation eliminated the
axcezs demand pressure for imports, therehy climinating the nced for quantity
rationing, cverall imports could not he expected to fall, And the preference
of the autherities to regulate both the composition ef imports and thetir
distribution ameng enterprises could be expected to undermine most of the
cfficiency geins noimally associated with devaluation and a move away from
guantity rationing.

Given the inflaticnary effects of devaluation and the likely absence of
its effects on agpregate imports in these economics, a more appropriate policy
approach to improving the trade balance might have focused on direct measurcs
ta stimulate exports, Because of their relative inscmnsitivity eo price
cignals, both Yugeslav and Hunparian enterprises could be expected to respond
less dramatically to the incentive cffects of a devaluation than would enter-

priscs in systems with harder budget constraints. In addition, especially in
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Hungary, lack of experience in and knowledge of selling in western markets
meant that there were serious structural lipediments to exports in such
markets which a devaluation would not address.  Given the costs and
uncertainties associated with breaking into these markets, enterpriscs
preferred to sell their goods on demestic or blogc warkets.

In this setting, the price simmals of a devaluation could not be expected
to support the kind of cuport boom required to break the foreign exchange
shortage strangling growth in these economics. Additicnal policies to promotc
exports directly were required. Vet such policies were not included in the
conditions of TMF agrecments with Yugesiavia, and available evidence also
suggests that they were not included in TMF agreements with Hungary. This
finding 15 in line with the traditional IMF bias against explicit export
subsicies or other policies that result in dual cxchange rate or multiple
exchange rate systems, While understandable from a longer temm perspective,
this bias is questionable in a short-run situation of severe foreign exchange
shortage. Even more remarkable from this perspective is the fact that, in its
1584 agreement with Yugoslavia, the IMF actwally called for cuts in public
spending to be concentrated on export subsidies.

Finally, in the Hungarian case, the IMF supported a reduction in a variety
of subsidies in accgrdance with the general reform objective of bringing
Hungarian priccs merc closely into line with world prices. As part of this
reform process, export subsidy rates on dollar trade £fell in a variety of

21 The net effect of ths

critical export sectors between 1981 and 1983.
decline in export subsidies, accompanied by stricter controls on imports that
made domestic sales conditlons mere attractive, was a decline in incentives to
e.xport.zE This otcurred at the very time that the IMF was pressing for a

devaluation to improve these incentives.
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In both coaumtries, the IMF scemed to lack a sense of policy priority. Tts
support of measures to reduce government interference in the economy and to
rationalize the price structure actually conflicted with what should have been
accorded top policy prierity, namely, a rapid and dramatic improvement In
export earmings in the short run.

Conflicts between shori-run and long-rim policy priorities are also
evident in the impesition of IMF conditions te correct price distortions in
Yugoslavia and Hungary. Both the Hungarian and Yuposlav authorities were
putspoken in their concern about inflation and its economic and palitical
consequences in their negotiations with the IMF, Yet the TMT pushed for a
variety of policy measures to relax price controls and to adjust sensitive
consumer and producer prices that were heavily subsidized. In the Yugoslav
case, the IMF actwally inposed conditions relating to the termination of a
genieral price freeze in 1984 and to the upward adjustment of critical energy
and transportation prices. 5imilar conditions may have been set in earlier
agrecments during the 1981-10984 pericd. In the Hunparian case, we do not know
if explicit conditions reparding priges were set, but we do knaw that the IMF
expressed a preference to achieve the target reduction in real wages by a
Teduction in consumer price subsidies.

Althcough the correction of domestic price distortions is a desirable
objective in the long run, the short-run costs of such a policy direction must
be considerced relative to other objectives. In Yugoslavia where accelerating
inflation 1n 19€3-84 was producing unexpectedly large declines in real in-
comes, undermining public confidence in the divided leadership, and aggravat-
ing social and palitical tensions, policies to control overall prices and the

relative prices of critical inputs mipht have heen o useful short-term adjunct
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to other demand-management measures to Guell inflationary expectations. In
these ciromstances, Yugoslavy leaders viewed the struggle against inflation as
the primary objective of policy and corrcctly vicwed the IMF's conditions on
devaluation and the relaxation of price contrels as rumhing counter to this
objectiva. In Hungary, the leadership was conmitted to a gradual process of
price rationalization, but fear of inflation limitcd the pace of the process.
Irenically, however, the price pressures generated by the reduction in sub-
sidies made the Hungarians more opposed to devaluation singe the room for
politically acceptable mnflation was used up by price increases resulting from
price rationalization. Thus, the IMF might hdve been more successful im 1ts
negotiations with the Hungarians to push for larger devaluations had it been
more willing to support a slowdown in the pace of price liberalization in the

short rum.

In addition to the demand-management, exchange-rate, and price-liberaliza-
tion conditicns noted alrcady, the 1984 IMF agreement with Yugoslavia con-
tained an especially controversial condition relating to interest rates. The
condition set a schedule for large increases in nominal rates with the objec-
tive of realizing positive real interest rates within a specified peried of
time. Although there was some sentiment in support of such a policy within
Yugoslavia, there was also vigorous opposition. Many Yugoslav officials
arpued that such a policy wonld further aggravate inflaticnary pressure.
Others Taised concern about the excessive burden that positive Teal interest
rates would impose on enterprises that depended heavily on credit for both
vorking and fixcd capital. According to these rritics, if enterprises were to
lose the substantial subsidies thev were receiving in the form of credits at
negative real interest rates, their alrcady precarious financial situation

would he seripusly aggravated.
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It is hard to wmderstand why the IMF attached so much importance to
interest-rate policy in its 1982 standby with Yugosiavia. On the macro side,
sharp reguctions in real credit availability and 2 plethora of administrative
restrictions had produced sharp reductions in aggregate investment spending
and Yuposlavia had met most, if not all, of its demand-manapement conditions.
Although the IMF might have preferrcd that the incicence of these reductions
be mrided by price signals for efficiency reasons, Lt must have been clear
that nonprice considerations would contimie to have a dominant influence on
investment allocation even if interest Tates rose to positive levels. Posi-
tive Teal Ing<rest rates were necessaly but hardly sufficiemt to the realiza-
tion of preater efficiency-in the Yugoslav institutionzl sctring, Moreover,
in the shgrt run, because a large percentage of Yugeslav cnterprises wonld not
b¢ able to operate profitably at such levels, the prodictable results would be
further softening of enterprise hudget constraints and furtheT growth in
inter-enterprise trade credit. The alternative was widespread bankruptcy with
severe losses 1IN output and empleyment--an alternative that was not polit-
ically feasible.

The most plausible explanation of TMF pressure for real interest rates was
concern over the possible effects of pegative real interest rates on saving
and capital flight. The dramatic deterioration in the errors and omissions
term in the Yugoslav balance-of-puyments accounts in 1983 sugpested that such
concern might be warrﬂnted.z3 Aecording o ancodotal inlormation, both
enterprises and Yugoslav migrant workers were leaving a substantial Fraction
of thelr foreipn exchange earnings ahroad. If such earnings could be
attracted to Yugaslaviaz by positive real interest rates, the tasks of

rcbuilding foreipn exchange reserves and improving the current account would



-30-

be made easier. Such reasoning depended, of course, on the underlying assump-
tign that interest-rate considerations were important to decizions about
carnings repatriation, Although this may have been the case, there was no
empirical evidence te support it. Furthermors, in the Yuposlav context, fears
of further devaluwation and of additional, umpredictable restrictions on the
use of repatriated foreign exchanpe by both consumers and produccrs were
probably at least gs important as interest-rate considerations 1a Yepatristion
decisions.??

Overall, im light of the bitter controversy surrounding the interest-rate
condition and the fact that it apgravated already serious infiaticnary
pressure and widespread liquidity probems, the IMF's decision to impose it
seems questionable. Since the real crisis was onc of foreign exchange
shortage, more direct peolicics to stimelate greater foreign exchange earnings
through export subsidies would seem to be preferable te an interest-rate
policy to choourage greater repatriaticon of such eammings, especially when the
cffects of the interest rate peolicy were very uncertain. The export sebsidy
appreach also had the attraction of pelitical support while the interest-rate
poticy did not. This nade the odds for the effective implementation of the
subsidy approach much greater in the decentralized Yuposlav system.

The Influence of the International Monctary Fund on Economic Performance in
Humgrary and Tugosiavia during the T580-10E4 Feriod.

Both Hungary and Yugoslavia were forced to accopt reductions in demestic
absorption tevels during the 1980-1384 period in order to improve their ex-
ternal kalances in conformance with tighter external capital market condi-
tions. Austerity in domestic demand would have been tequired oven in the

absence of IMF involvement; indeed, in Hungary susterity began in 1979--three
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vears before its first agreement with the TMF. As noted earlier, IMF irwvolve-
ment actually brought in more external financing than would have been avail-
aple atherwise and, thus, allowed for a slower pace of downward ad jusetent in
domestic absorption in both countries during the 1%80-1934 period.

The data in Table 2 indicate that investment spending bore the dispropor-
tignate share of the cutback in domestic sbsorption in beth Hunsary and
Tegoslavia. In both cruntries, investment rates fell each year ané in 1984
were sharply below preausterity levels. In Yugoslavia, aggregatc personal
consumption also fell between I198{1 and 1984, while in Hungary it rose sver the
same period; it both coumtries, consumption's share in total domestic demand
increased.

In neither countrTy was the deciszion to concontrate cuts in domestic demand
on investment the result of IMF conditionality. Indeed, as noted earlier, the
IMF traditionally axhibits a prefercnce to moderate the crowding out of
Investment in gusterity pragrams, In both Hungary and Yugoslavia, as in the
other coumtrics of Eastern Gurcpe that wniderwent austerity during this pericd,
this decision wus the rosult of several domestic eceonsiderations. First, gs a
mattey of policy, poalitical leaders chose to protect consumption levels from
deep sustained reductions to aveid the overt and covert political dissatis-
faction that such Teductions were 1ikely to entail. Since private consumption
was the largest single componcnt of demestic demand, this choice necessitated
a very heavy burden on investment.

A second reason for the disproportionate lmpact of austerity oh investment
was the effort by state autherities to minimize shore-term sutput losses

associated with import cuts. In order to maintain the flow of imports of raw
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materials and other inputs required for immediate prodoction, imports of
capital goods Tequired for investment projects and future productive
capabilities werc squeezed disproportionately hard, This was a ratignal
policy response from a short-term perspective but wes questicnable from a
lonper term polnt of view,

Finally, &s noted earlicr, both the Yugoslav and Hungarian authorities had
a variety of administrative means at their disposal to control the level of
investment and, during past periods of macroeconomic stabilization, they had
relied on such means as the prioery method of curtailing domestic demand.
Thus, their behavior during the 1580-1984 period was consistent with their
past behavigr and docs nat suggest any aberration due to IMF pressure.

In both cmmtries the interest rates on investment finance increased dur-
ing the 1080-19%4 period in Hungary as a result of an incernal policy decision
and in Yugoslavia as a tesult of IMF pressure, In Hungary, higher interest
rates were used mainly as gne of several Measures to reduce entferprise discre-
tionary funds and not as a price signal to allocate funds among competing
users.zs In Yugoslavia, despite IMF pressure, interest rates in real terms
remzined negative through the middle of 1984, and administrative rationing of
credit by hanks and state authorities remained the dominant method of invest-
ment control. By the last quarter of 1934, real interest rates had risen
approximately to zero as the Yuposlavia authorities struppled to mect the

26 Throvughout the entire period, given

condition of the 1984 IMF agreement.
the softness of enterprise budpet constraints, the regionalization of capital
markets, and the continued desire of regional and national authorities to
direct investinent to pricrity objecrives, administrative raticoning was both

: . , . 27
desired and necessary to realize effective contrel over investment.
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Compared to Yogoslavia, Hungary had much tighter control over the course
of nominal InComes in the social or state sector. Nominal income growth In
this cector was a target of ecenomic pelicy in Humgary and detailed adminis-
trative contrels over enterprise income and wage distribution were used to
pursue it.  In Yugoslavia, the authorities were not able to control nominal
incemes in much of the social sector, despite repesated and varied efforts,
altheugh they were able to restrict nominal Income grawth in goverament and
guasigovernment organizations. The inability to target the course of nominal
incomes or to control the rpate of inflation meant that, even in the social
sector, the behavior of real incomes was not a meaningful policy target as it
was in Hungsry. Thus, the decline in teal incomes realized in the soccial
sector can he viewed as rcflecting an active pelicy choice in Hungary whereas
in Yugpslavia it better reflects the interaction of largely uncontrolled
nominal income growth with inflation, In Bungapy, the decline in real social
sector wages in 1982, 1983, and 1934 conforms with the performance criteria
calling for a Z-4 percent decline in real wages in the 1082 IMF agreement and
does suggest that IMF pressure may have been an important influence. In
fugoslavia, in contrast, IMF involvement excrcised only an indirect influence
on real wapes through the comulative effects of other conditions on the
inflation rate.

As far as the pattern of external adjustment is concerned in both Humgary
and Yugoslavia, a decline in convertible currency imports was an important
conponent of the improvement in the convertihie currency trade balance
realized during the 1980-1981 peried. In 1984, convertible currency imports
in numinal terms were pnly 81 percent of their 1980 valee in Hingary and

69 percent in Yugoslavia. In both coumtrics, a portiom of this decline is
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attributable to the appreciation of the dollar which caused the nominzl dollar
valoe of other canvertible currency 1mports to decline, Nevertheless, avail-
able evidence on the bohavior of import prices sugpests that convertible cur-
rency igports declined in real terms 1n both countries as well. For example,
a recent study by Robinson indicates that conwvertible currency imports in real
teyms doclined at am average annoal rate of 2.2 percent a vear in Hungary bo-

8 Dfficial Yugoslawv statistics indicate that aggregate

tween 1U81 and 1984.°
imports declined in real terms at an average annual rate of #.8 percent a vear
between 1980 and 1984, and this decline was cohcehtrated in convertible
currency imports [Table 3].29.

A5 in past periods of ;aCrGECGaniC stabilizatien in both countries and
similar to the recurrent slowdown phases in investment cycles in other East
European countries, administrative quantitative cantrols on convertibleo cur-
rency imparts wETEJrEliEd upon to realize improvement i1 the trade balaoce.
Thug, it seems likely that this pattere of adjustment would have emerged, as
it did throughout Lastern Lurope, even in the absepce of IMF involvenent.

The TMF influence may have heen an important detemminant of export per-
formance in Yuposlavia. Under strong IMF pressure, the real effective ox-
chaonpe tate in Yugoslavia fell sharply by about 45 percent betw=en 1981 and
the end of 1983 (see Table 1), After growing by only about 1.7 percent per
yieur between 1980 and 19872, Yuposlavia's nominal exports to convertible
currency markets prew by sbout 6,1 percent per year between 1982 and 1984, and
some of this growth may be attributable to the improved incentives stomeing

ftrom dinar deualuatinn.ﬁn Estimates of the behavior of the real guantity of

convertible currency exports roported by Bajt (1985) confirm the view that the
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TARLE 3

Convertible Currency Merchandize Trade

1978 1978 1580 1081 1982 1083 1984
Eillions of U. %, dollars
Hungary
Merchandise exports 3.18 4.06 4.86 4,83 4 {8 .86 4.97
Merchandise imports 3.08 4,23 4,59 4.43 4,11 3.497 3.73
Trade balance - 78 - .17 27 45 7 BB 1.24
Current account balance -1.24 - B2 - 37 - .73 - D6 32 33

Yugoslayiad

Merchandise exports 3.97 477 5.65 5.72 £.85 6.27 6.59
Merchandise imports -8.37 11.34 11,32 10,60 9.64 5.07 .76
Trade balance -4.40 - 6.57 - 5,80 - 4,88 =3.79 -1.80 -1.17
Current account balance -1.27 - 3,30 - 2.20 - 1.82 -1,42 .30 87

AThe Yuposlav statistics are distorted by the use of unrealistic statistical exchange rates that are

used to convert trade denominated in other convertible currencies te dollar values, In periods, such as
the 13981-1984 pericd when sctual Buropsan exchange rates were declining relative to the dellar, the use
of statistical exchanpe rates that diverged from actual market rates tended to inflate the dollar value
of Yugoslay trade.

Sources: World Bank and IMF data sources and official country statistics.
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TABLE 24

Real Effective Exchange Rates

{1979 = 100)
1978 12380 1987, 1982 1583 1934
Forints per dollar® 100 38.6 79.0 77.7 82 .4 84.3
Dinars per dollar? 110 106.4 113.5 132.3 165.0 170.1

-

aBased on rezl effective exchange rate for the forint calculated by Balassa.
His calculations are derived by weighting Hmgary's trade with its major part-
ner countries among the developed market econsmies {using export and import
weiphts] and by adjusting nominal values for ditferences in the rate of
inflatfon of wholesale prices in Hungary and these partner comtries.

bgased on real effective exchange rate for the dinar calculated by the
Matignal Bank of Yuposlavia. Calculations are derived by weighting the
exchange rate of the dinar against convertible currencies using their weiphts
in total current account receipts and payments. The nominal values are
adjusted by differences in the rates of inflation of whelesale (producer}
prices in Yugoslavia and its convertible currency trading partners.
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exchanpe-rate depreciation may have provided a stimulus to cxports. According
ta Rait's calculations, real convertible currency exports increased at an
averape annual rate of nearly 11 percent in 19835 and 1084 after falling at an
average annuzl rate of 7.6 percent in 193] and 198Z. Earlier work on the
adverse effects of increasing dipar overvaluation on exports during the
1974-19#0 period is also consistent with this internretation.31

The introduction of new export subsidy medsdres and the strengthening of
existing ones, as well as the linking of import riakts to cxport earnings at
the enterprise level, also enhanced ipcentives to export during the E9E0-1954
perind. Consequently, 1t is difficult to assess the effects of exchanpe-rate
policy zlone. Given the ﬁégnitude of the Tezl devaluation that occurred--the
real effective wvalue of the dinav fell by about &0 percent between 1980 and
1984--the prowth in export carpinmgs seems rtelatively weak and suppests that
the price elasticities of export supply and export demand were relatively
swall at least in the short to medivn run. At the present time, there 1s oo
careful empirical work to support this supposition. Relatively low price
sensitivity on the supply side, however, is consistent with the hehavioral
implications of soft-budeet constraints.

In Hungary, the forint appreciated in real terms by about 22 percent be-
twcen 1979 and 1932, This trend was reversed in 1983 and 1954 when the forint
deprecisted in wvalue by about B.% percent. 1ME pressure may have heen be-
hind the exchange-rate adjostments in 1983 and 1984 Tespite these adjust-
ments, however, the teal cffccrtive exchange rate of the {orint in 1984 was
about 16 percent higher than trs 1U78% level. In addition to the disincentive
cffects of exchanpe rate trends hetween 1979 and (1984, the so-called competi-

tive pricing rules in effect after 1980 tendod to discourape convertible
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CULLETCY EKPGftS.SE As noted earlier, the reduction in a variety of sub-
sidies in line with reform objectives apparently also had a similar discourag-
ing effect by reducing the forint price of exports relative to the forint
price of domestic sales (Kis, Robinson, and Tysen}. CGiven this constellation
of policies and their effects on export incontives, it is not surprising that
Hunpary's convertible currency exports stapnated in nominal terms and that it
15t market share in the developed murket 1:1.-:;|::|r'u::n:|:'LE';E.33 Hecent estimates
indicate, however, that in real terms convertible currency exports mayv have
increased at aa anneal rate of about (-6.5 percent between 1980 and 1ﬂ34.34
Interviews and other anecdotal evidence supgest that chis export growth was
largely the result of 2 vigorous party campaign waged at the enterprise level
to mobilize exports and an accompanying import control program that linked
enterprise access to foreign exchange to 1ts export pﬁrfﬂlr‘manl:ﬁ.SS In other
words, adminisfrative measures rather that IMF "price’ pelicies were relied on
by the [lungarian autherities to stimulate expoarts during the period.

A final striking difference beotween austerity in Hungary and austerity in
Yugoslavia lies in the behavior of the inflation rate. In Hungary, the infla-
tion rate for producer prices during the 1980-1984 period was comparable to
that realized in the 1975%-1980 period. The acceleration in the inflation rate
for retail prices registered in 1979 and apain in 1983 and 1584 was, in large
part, the consequence of a reducticn in subsidies called {or by reform and did
not indicate a serious intensification of inflationary pressurc.

In Yugoslavia, in contrast, the inflation rates for hoth producer and

vetail prices between 1980 and 1984 were sharply higher than their 1D75-1970

levels and accelerzated toward the end of the period. Sharp and sustained
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contractions in real credit availability and domestic demand were accompanied
by high and accelerating rates of inflation. Although paradoxical when viewed
trom the traditienal monetarist models on which IME advice rests, this tosult
15 consistent with a varicty of empirical studies of the inflaticn process in
Tugoslavia that show 2 weak 1ink between demand conditions amd prices and a
strong cost-rush pattern of inflation [see, for cxample, Tyson [1977h), Tyson
and MNeuberger, and Mencinger (1975)]. [f these stwdies. based on past
fugoslay behavior, ave a puide to what happencd in the T980-1984 period, then
it scoems clear that the tenl devaluaticn policy specified as part of TWF
conditionality aggravated inflarionary pressure as most Yuposlar critics
Feared it would. The real interest rate palicy imposed in 1934 may also have
had a similar effect by ingreasing the nominal costs of enterprise capital,
thereby exerting upward pressure on producer prices. Finally, IMF nressure to
terminate an averall price freoeze and to raise the prices of certain basic
services also contributed to an wpward jump in the inflaticon rate in 1934,
thverall, it seems wvery likely that, as 3 result of some of the conditions
adopted in the IMF agreements with Yuposlavia, the inflation rate during the
1980-1984 period was higher than it would have been otherwise. If the TMF had
accorded a higher priority 10 reduwcing inflation and, if it had dropped its
traditional excess Jdemand interpretation of inflationary pressurc, it might
have heen able to develop alternative conditions that achicved the same depree
of surcess In reducing domestic demand and improving external performance at

fower inflationary cost.

5. Conclusions

Our review of [MF conditionality in Yuseoslavia and Humgary during the

1980- 1388 period provides partial answers to the questions we posed at the
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beginning of the paper, First, the basic objectives of IMF conditicmality 1in
hoth countries were a reduction in domestic demand and an improvement in
external performance. Most of the conditions actually imposed tended to
support these objectives although scmetimes the persuit of other objectives,
particularly the reduction of price distortions, actually made the realization
of the primary objectives more diificult in the short Tun.

Second, there was nothing unigue about mast of the forms of TMF condi-
tionality in either Hungary or Yugoslavia. The conditions chosen seemed to
rest on the assumption that the traditional demand-management gxplanations of
and cures for ba]anCE-oE—paymEﬁtﬁ deficits drawn from the experiences of
market econemics applied to both Huneary and Yugoslavia despite their unlgue
institutional settings.

Third, our analysis indicates that IMF conditicnality did affect what
actuatly happened in both countries to some extent. Both countries beneflted
from the additiona) [inance wmade available as a result of [MF approval of
their austerity plans. In Hungary, JMF pressure for a reduction in rcal wages
probably plaved a role in the reduction that aciwally occured in 1943 and
1984 and IMF pressure for an exchange-rate adjustment may have played a role
in the 1983-84 depreciation of the forint. In Yugoslavia, IMF conditionality
was behind the introduction of real exchange-rate and real interest-rate
policies and the relazation of price controls.  As a gonsequence ol these
policies, the inflation rate in Yugoslavia was probably higher than it other-
wise would have been and export performance may have bcen strongey. (Owerall,
as might be expected piven the velative negotiating strensgth of both countries
vis-f-vis the IMF, our findings Indicate that IMF influencoc on what actually

happened wes much Stronger in Yugoslavia than in Hungary.



-

Finally, in both comtries, the major outcomes of austerity--a dispropor-
tipnate share of the cutback in domestic demand on investment, stagnation or
cuthacks in convertible currency fmports, and an expansion of convertible
currency oxports--were the result of domestic policy cholces taken In response
to external capital market cemstraints and were aot fundamentally affected by
IMF involvement. Moresver, the autharities in both countries continued to
rely on rraditional administrative means to reslize these pptcomes.  Invest-
ment was restricted by ditect controls over the use of enterprise funds and
guantitative credit ratinn}ng in accordance with national or repicnal pricri-
ties. [fmports were subject tﬂ-a variety of formal and inforoal quaptitative
rationing methods, and cxpu}ts were encouraged by external pressure on enter-
priscs to realize enteTprise-specific export targets and to link export
garnings to their cwn import needs.

[n the absence of refarms to harden enterprise-budget consteaints and
cTeate meaningful forcign cxchange and capital matkets, administrative
measures of this type perforce remained more effective at realizing macra-
economic targets than IMF policy conditions aimed at getting the prices
right. In addition, such measures allowed the state and party avthorities to
continuc to guide the distribution of resources rather than to cede their
authority to the dictates of market forces as standard IMF prescriptions would

have them do.
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Footnotes

1while the major forus of this paper is on the role of the IMF, the

World Bank has zlso started to play an increasingly important role. The Tank
has instituted new forms of prapgram lending (including “structwril adjustment™
loans] to assist countries in restructuring their economies in the medinm term
to deal with "structural™ balance-of-payments problems. [n theory, the IME
only lends short term to deal with shart-tern problems; and the Bank lends
nediun to long term to promote long-term development and structural change.
In recent vears, however, the distinction has become blurred as the IMF has
had to rell over short-term Ioans and institute newer, oodiun-torm instTuments
such as the Extended Fund Facility (EFF}; and the Bank has recognized that
short-term crises in the halance of payments have medium and long-term
implications. The Bank's scal of approval is also important to private banks
and increases the Bank's leverage in policy dinlopue with Tecipient
countries. However, while the distinctions and policy "distance" between the
two institutions have thus narrowed in recent yvears, they still differ in
their time horizon and basic approach.

“The implicit model underlying the standard IMF adjustment propram
assumes that inflationary pressure 15 the result ol excess demand. The
stmplest £form of this model relates inflation to growth in the money supply
which, In turn, 1% assumed to be the major factor behind excess demand, Gee
Khon and Knight {1981) for a formal specification of an implicit IMF model.

3Thcre is continuing controversy on this point as sugrested in the work
of Taylor (1981) and Robinson [1986).

3

For a complete discussion of differences in timing and enforcement of

different types of IMF conditions, see Williamson {1982).
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“For a description of a typtcal CFPE, see Brown and Neuberger {1042) and,

for a description of the shortage-economy madel, sec Kornai [1930) .
&The busic featurcs described here are those that seem to be the most
important to an inderstanding of how the economies fimctiomed during the
1980-1984 perind. For o more detailed discussion of these econemies both
during this pericd and during earlier phases of the postwar perigd, see, for
crample, Tyson [1980} and Hewett {1981},

Tin Hungary, profile restrictions specifyving the composition of output
continued to bhe applied to state enterorices through the end of 1984,

5Tnis perception is based on interviews carried out by the authors im

Yugoslavia in J9Bl and 1982 and in Hungary in 1933 and 1985,

chr evidence on inwestment ¢ycles in Hunpary and Yuposlavia, see Bawer
(1978) and Tyson {1983).

1ﬂ"l‘h-a valug of mediun- and leng-term funds Talsed by Hungary in inter-

!
nmational capital warkets is based oo inforpation comtained in Table 5.4.10,

United hations, Ecomomic Commission for Ewrope, Economic Survey of Ewrape in

1984-85 {1985). The value of long-term capital inflew from commercial hanks
1nto Yuposlavia in 1984 is estimated from data contained in the National Bank
of Yugoslavia {September, 1984).

M vailable anecdotal evidence suggests that the IMF had to lobby hard
ta win a commitment from the private banks for new medium-  and long-term
credits.

13After hanging {ire for several months, the loan was put together with

strong pressure from the Bank of England to evercome objections by British

banks.
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13In addition to such limits on domestic demand components, quantitative
limits were also sct on foreign borrowing and foreign reserve changes in the
Yugoslav-1MF Agrocments and presumably in the Hungerian Agreements as well.
Since the ultimate objective of thesc agreoments was an improvement in the
extornal economic situation, these kinds of quantitative limits were reflco-
tions of the desired or allowable pace of improvement expected by the IMF.

Yeor a discussion of inter-enterprise trade credit and Jigmidity crises
in Yugoslavia, see Tyson (1977a). Tardoes {1984]) argues that especially during
the sguesze gn enterprise incomes that accompanied austerity in Humpary after
1980, inter-cnteTprise trade credit became a significant phonomenon there as
well.

3he Khan and Knight article cited carlier contains a {ommal descrip-
tion of the major features of this model.
IE'I:r! the Yugoslav case, the IMF ncpotiated a policy understanding on
exchange-rate movements during the 1981-1983 period and, finally, adepted an
explicit exchanpe-rate tarpget in 1984,

YThe IMF had at itz disposal estimates of the overvaluation of the
dinar from the cemputable general equilibrium {CGE) model developed hy World
Hank researchers. These estinates indicated that the dipar was overvalved Dy
about 25 percent in 1980 despite a pominal devaluation of about 31 percent.
By wmid-1581, the inflation differential between Yugoslavia and its trading
partners had more than offset the real effects of the devalvation. As a
result of a devaluation in Qctober 1982 under IMF pressure, the real effcctive

exchange rate of the dinar fell by about 17 percent between the end ol 1981

and the end of 1982, but this was not sufficient to eliminate the
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gvervaluatrion of the exchange rate supgested by medel similations. Ia the
casc of Hungary, the extent of overvaluatien must have been uncertain in the
minds of the IMF necotiators. There was a neominal devaluation against the
dnllar to 1981 and 19%2, but the {orint rtate actually appreciated against the
currencics of Hunpary's major Buropsan trading partners during this period.
In addition, the forint had appreciasted against both the dollar and the
European currencies in 19480, and there were no availlable model estimates of
the extent of overvaluation stemming from this appreciation. Finmally, given
the soft-hudget constraints gnd the long history of restricting imports from
Western markets to goods for whiﬂh there woera fow domestic or CMEA substi-
tutes, it must have been difficult for the [MF negotidtars to wnderstand the
role of the cxchange rate in Ihmgary's system let alone to cstimate its
"equilibrium' valie.

lEFinally, it is at least possible, though nowhere domumented, that the

)

TMF was encouraged to adopt a moTe cauticus role with the Hungarians so as not
to stit up Soviet concern about or gpposition to Hungarian membership in the
IMF. TIC the TMF were porccived as forcing the Bungarians to adept policies
which they opposed for domestic or bleoc Teasons (and 2 larpe forint devalua-
tion was arguably such a policy), then Soviet concern about the effects of IMF
membership on Hungarian avtonomy was a likely result.

lgFﬂr empirical work on the links between devalvation and inflaticn in
Yugaslavia, see Tyson (1977b}, Tyson and Neuberger {1979}, and Bajt (1985].
Bajt argues that, although devaluation has an inflationary impact in Yugo-
zlavia, the main reasons for incressed inflation are the concentrated market

structure that allows (imms to increase their prices when price controls arc

relaxed and increases in personal ncomes.
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cne Table 7 for evidence en the behaviar of inflation and real AUOTLE Y
comditions in Yugoslavia during the 1980-1084 period.

2Layidence indicating a decline in export subsidy rates in light manou-
facturing, machinery, chemicals, metals, and food products is presentad in
Robinson.

zzﬂccnrding to results in Kis, Robinson, and Tvson (1985), the ratio
hetween the price received for dellar export sales and the price recelved for
sales to domestic users fell in most of the major exporting sSectors cxcept
machinery botween 1981 and 1983, This evidence suggests a noficeable
deterioration in export ingentives during this period with some vecovery in
1984 but not to 1981 levels.

234 debit of about £1.2 billion was recorded in the errors and omissions
category of the Yugoslav balance of pavitents with the convertible currency
arca in 1983, An average credit of about $650 millton was recorded far this

1
category in 1981-%2. Sec International Monetary Fund, Taternaticonmal Financial

Statistics, varipus issues.

Z¢Huring the 1951-1983 period, both consumers and producers were con-
fronted by a variety of new policies that restricted their ability to use
foreipn exchange holdings as they wished. For example, in 158: limits were
placed on the amoumt of foreign exchanpge that individuals could take out of
the country; and enterprises were forced to hand over part of their foreign
exchange earnings to the Federal Govermment to help service cotstanding Jdebt
which it guarantecd.

£3geveral enterprise manapers intervicwed in Hungary by Tyson in May,
1085, tndicated that interest rates had been unexpectedly increased sometima

during the 1980-1984 period om the putstanding portion of leng-term Ioans

contracted sarlier at lower inkerest rates.
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16Accarding to the National Bank of Yugoslavia estimates, interest rates

behaved as follaws during the 1980-1985 period:

19510} 19481 1982 1983 1984 1984 1985
August  August June July July October January
Nominal long
term rates 12,0 12.0 18.0 IR0 45.0 £7.0 62.0
Inflation in
retail prices 30.4 40.0 0.0 39.0 Sh.7 55.6 62.0

This evidence suggests that Yuposlavia bepan to adhere to the real interest
rate condition imposed by the 1984 IMF agrecement by the lLast quarter aof the
year. Interest rates taken from thz National Bank of Yugoslavia {June, 1984,
and June, 1985].

2T pdministrative contral over the allacation of investment in Tugoslavia
was weakened by inter-snterprise trade credit and other inter-enterprise forms
of lending which made the Final distribution of credit different from the one
realized through administrative means. Alsg, the Yuposlav authorities did not
have strong administrative controls over the distribution of enterprise re-
tainced income as the Hunparian authorities had. [or thess two reasons, it
seoms likely that the Hungarizn authorities had better control over the micro
allocation of investment than the Yugoslawv autherities had.

zshccnrding to Tecont statistics reported by the United Nations,

Hunmgary's imports from nonsoclalist councries stagnated between 1981 and

1984. {United Nations, Cconomic Bulletin for Burope, 1985.) The difference

between the United Wations and Bobinson cosults may be atiributable to the
fact that a portion of Hunpary's convertible currency ibports came From

gocialist countries.
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20he Yugoslay trade figures must be trecated with caution and skepticism
because of the anomalies introduced by the use of statistical exchange rates

to convert trade flows dencminated in convertible currencies other than the

dollar inte dollar values.

g course, this pattern of export prowth Is attributable in part to

the recovery in convertible currency exeoort markets that occurred in 1383-84
after the sharp recession in 1541,

3153&, far example, the analysis of the effects of dinzr overvaluation
on export incentives and export prowth in Rabinson and Tyson (1985},

Fnder competitive pricing regulation, prices on demestic sales could
he raised only if export prices increased and export profitability increased
in convertible currency tratde, Thus fitms were cncouraged to eliminats ax-
ports with below-averapge prices or profitability so they could mere casily
ralse their domestic prices.

33he stagnation in the dollar valuc of Hunpary's convertible currency
exports 15 partly the result of the appreciation of the dollar relative to the
currencies of Hunpgary's major Buropean tradiag partners. The dollar apprecia-
tion along with the slower prowth of Buropean markets relative to the
U. 5. market also, in part, explains why Humgary contined to lose market
share 1n the devcloped countries as reported by Balassa (1985).

34ﬁCCGrding to data reported by the United Nations Econcmic Conmission
for Lurope, Hungarian exports to nonsocialist countries increased in real
terms at an average anmua) rate of 6.5 porcent between 1980 and 1984, (United

Nations, Economic< Bulletin for Eurcpe.} Eecent estimates by Rebinson show an

average annmal growth rate of 6.1 percent between 1981 and 1984, Most of the

renorted increase occurred in 1987 and 1984, after a stapnation in real
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expoT ts between 1930 and 1982, Finally, a dramatic increase in energy and
fuel exports in 1983 arrributable to a2 large increase in reexports of Iramian
and Libyan oil is partly responsible for the apparent prowth in real exportes.
{¥harton Econometric Forecasting Associates, 1984.) If fuel and energy
exports are excluded, exports to the comvertible currency area grew at an
average annual rate of about 5.5 percent betwcen 1980 and 1984 according to
the United Naticns data.

35Eyidence from cnterprise interviews conducted by Tyson ip May, 1985,
support this interpretation. Enterprise managers reported that they had been
under extreme pressure From ﬁtéte and party authorities to export even when it
was unprofitable te do so a&d that their access to feoreign exchanpe and

investment credit was linked to their convertible currency export performance.
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