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INDUSTRIAL FINANCING OF MANUFACTURING

ENTERPRISES [N HUNGARY

\ A Financing Aspects

I Introduction

There are two types of manufacturing enterprises in
Hungary: state-owned enterprises and co-operatives. Private
sector exists only in the small-scale industry - mainly handicrafits.
The state-owned enterpriscs are larg:ly diract:d by contral ministries,
and a minor part, by local authorities. The distribution of the
manufacturing cnterprises of these typos according to the number of
enterpriscs, number of total employces and grass valuc of fixed assects
was on 1 January 1968 as follows:

Number of | Number of ! Gross value
anterprises | total em- of fixed
ployees(in assgts (in
1000 's) 10 7 Ft 's)
State-owned enterprises
total
directed by 48 85 99
i) ministries 129 76 95
ii)local authorities 19 9 4
Co-operatives 52 15 1
All enterprises 100 100 100
(Absolute figures) (1509) (1462) (183)
|

The co-operatives have significant rols only in light
industry, in heavy indvstry the overwhelming part of the enterpriscs
is state-owned. Since the major part of manufacturing investments
will be absorbed by the scctors of heavy industry, manufacturing

investments in Hungary will be rcalized primarily in and by statce-owned
enterprisaes.

Manufacturing production in Hungary from 1950 increased
at an average *ratc of 10 per cent, national income at 5 per cent.
Thus, the share of manufacturing in the Hungarian national income has
been doubled, in accordance with the goverament 's policy of industrial-
ization. As for labour, thec growth of manufacturing production may bo
attributed to the increase of employment and labour productivity,
output per employece, approximately by fifty-fifty per cent. The gross
value of fixed asscets increased by about thc same rate as output,
thus the average capital’output ratio did not change significantly.
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In order to foster tho process of industrialization and
tho growth of manufacturing tha governnent's iavestment policy had
to creatce a great number of new working places in manufacturing and
only limited resources could be devotod to the modernization of
oxisting cstablishmente. T'rom the sixticvs, however, an incroasing
emphasis has been given to help the dominance of intonsive vs.
oxtonsive development which has its consoquences also for investment
policy.

Jntil 1968 productive investments for public manufacturing
enterprisce were distributed 1a goneral in the form of budgetary grants,
other financinl sourc:s, ic, credits, iatornal savinge, had no signifi-
cant rolc. Uith the aim to stimulat. thu botter utilization of fixed
assets and to limit the :atcerpriscs' romquests for investmunt funds,

a levy of 5 per coent on fixed assats was iantroduced in 19064,

On 1 Jaaunry of 1943 A ».form, o H:W.SJSt;m of .conomic
guidance, was introduced in Huwyrnry LLJ;HD ab shs neceloration of

tezanical prograss wuid cconomle erowth, the tucraass of offici :ney

of ¢ntoerpriscs' operacion ad aot the L.ast the improvomunt of allocation
of rusources, 1., Lavestuontoed The oo gystom resoerrad the idea of
central planiing bat combiood Tt with 1 rogul-ated fanction of the
socinlist markct. Dntorpria: profits -ud markst :ff:ets »oounc important
incentives bubt within the iruework ~f an olabornt od oot om of partly
aconomic (mainly fiunncini) el partls administratir: reodators (w1th
the prepondoranc: of th: former), that would chrincl the nctivity of

all cconomic urite towards th. ibmplomontation of bhe major objectives
laid dowu in th: natronsd cconomie plan,

Thig reform of the so=callod ceonomic mechanlsm nodified
both the finwicing of mawuf-oturing investmeats and the tasks and
responsihilitics of sovernmont iavectment poliecy.  Th. mnjor foaturaes
of thuse changes are lecentrallization of investmont decisions and a
wide-range use of irntireet measiros tnoorder bo inflacncs the firms!

~decisions. Th: &or.rumat 't uwectment policy han nlco the new task

to control nd palae: the market for iavestment coods and activitios.
The followiny paragraphe dol wikh th: rosul-tions ~nd practice 1n
accordance witu this new situntion.

II Sources of Minanc.:

In the Mireencing of public manufacturing unterprises in
Hungary dom.stic courc.s play ~ predomiaant role, cxternal sources
being of minor 1mportance, 4s for dom:ustic gources,; Jovornment and
internnl chaucicls wre usede  Privatc savines ar. handlod by the state=
owned bank-syct moued can b nobilizad by opublic muafncturing antor-
priscs only througsh coverunent channole,  In 1968 out of total

J/Fbr more detnrilod foormvtion sco "holorm of the IJconomic Mechanism
in Hungary" Vinc studizs. ld. by Istvan Friss. Zudapoest, 1969.
274 pp.
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investment expenditurc about 60 per cont wont through government,
40 per cent through intcernal channcls.

1. Domaestic sourcas

(1) wovornmeat Channols

The now syctoem of Jinancing puhlic manu.acturing cntorprisos
was statod in accordance with the policy of decentralization of oconomic
decisions, in particul~r that or investment decisions. The idea was
that investments which cau. bo decided best by stat. authoritics are to
be financed primarily iron goveriment funds; investments whica can be
evaluated and dotermined bott:r by the ceuterprises thomselves, must be
financed from internal fund., although thes: intornal fupds may bao
supplementod by govornment credits.

Through gov.ram:nt channels invoestments may be financed
in the form of

— budgctary appropriations,
~ state loans, wnd
- statc credits.

[nvestments deciacd by stobte autnoritiess will be financed
in gencral cither by budgetary approprintions or by state loans;
investments dcecided by eanterprisos will be financed by internal funds
and state crodits. 2/ Though thuse foras of financing differ from cach
other in many rospocte, scveral regulations approximately equalize
their final consequences on enterprisc profits and bring their uscrs
in a similar position; th: same timc $hoy create the conditions for
rational choice and equal intcrest in thegconomic usc of all these
sources.

2/ Some explantory notcs on the contralised Hurigarian syst cm of banks

T will be in place. ™wo banks ar: of great importance in this cortext:
the National Bank of Hungary and the Hungarian lavestment Bank, (there
is also a bank for forcign trade and onc for haandling private
gsavings and loans). The Jational Rank directly instructed by the
governmant kceps the current accounts of all cconomic and budget
organizations, acc:pts int.rest-bearing depesits from entoerpriscs
when they can sparce Fumporarily soma of their financial means and
grant credits for circulation purposcs; it is tac central agency
of forecign oxchange monopoly as well. The [nvestment Bank deals
with investment credit (for construction »ntorprisocs both circu-
lating and investment).
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The investments to be decided upon by s/tatc authorities
and thus financed by budgstary approprintions and or statc loans
include two major groupe-

*largd i) the co=called ¥individunl projects noving important
influcnces on tho structure and ratoe of growth of thc whol. cconomy
or its major sechors nad

(1i) lunp swns for invontaont nlloentued to oujuctives whers
the concrote individual investmoent sorving the snme obj.ctive and as
a rulc boing of similar character can b decided upon by subordinate
gtate authoritie or by thw intorested enterpriges themselves.

Mo 1aree individual projocts Ty heva both productive
and infr.structurnl chhractor wnd in the firet catugory thoy may be
cstablishm nt of new ploats or mijor roconstructionn and calargemonts
of exicitag on:a.  nalufication 4.ponds H>artly on the costa of the
projuecti, partly on b i Al pactarictics ant Lophets on tho struacture
and growth of th:®onony; Ehoair tmplomonbation enjove priority. Ia
1968 about one nundr.d Lopgre individunl projushs wers approved, in-
cluding both productiv.. ~nd Aon-productire irvostments.

The lump ouug for vestmont wllocnted to objeetivos are
also of groeat import-us . for bhu total ccouomy or for its mnjor scctors.
They oorve, how.vor, nob the taplomentation of dofined single projects
but A groat manbor o Siallar sinor inv.stmonts common 1w their
location, mostly 1La AL ot oo rephinl wrone, ofton interralated
Geg. houmingg proceet bon i ctribution of cnsrmy, dovelopnent
of the notwork ob highry o, wbo.. In srviafacturiny this group of
investments 1o of less cymificanca.

Th: scop: of mtorprise dvcisions coveis the investments
dcemed necossary for 1ts owWn do7 lopment, prinsrily tho maintcenance
of the capaciby of [iad assots, ns woll g their continuous moderni-
zation, floxibl: ndnptation to tho market, improvescnt of product
rangc and quality, and furth.r on capacity vgpancion. Thuse invest-
ments arc to be roalized from inturnal sources supploment..d oy stato
cradits.

3/ Thoere is a third minor group of smaller, non-productive projoots
of local importanca. ' ’
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Thus, the major typcs of investments and their financial
sources in Hungarian manufacturing may be illurtrated ns follows:

s ) l
\\\\\\financial Budguet wry State , State lLnt\:rnal
: ! .
Type sourc.as wppropri- i loan ° crudit isourcus of
of investS tion ' entoerprisce
)

|
ment, _ \\\\\\\ L_ !

N Jovernment channels

~.

Large individual pro-
Jects for

i new plants X
liicxisting plants : X

S
-
r’.
<

Cump swins for in-
vestmont allocuboed ] X X

. . I
to objuctives i
i
Investments within
the scope of unter— X X
prisc duocieions | '
! — !

From the thro: types of government channels indicated
above budgotary approprintions may bo alloeated both te now enter-
priscs founded by stoto decicions and to cxisting entoerprises for
major rceconstruction or capacity .xpansions. in both casvs the
decision must be takon by state authoritics and approved as a large
individual projuct. Lump suns for investment nllocat.ed to productive
objectives will be financ.d by the government only in the form of
loans, budgctary appropriations can not be nuced. (o cnase of oxist-
ing manufacturing onturpris.s nlso for large individual projects
budgetary appropriation is miven only wxoceptionally, financing being
effoctcd by state loans and intormal sourcoos. °

State loans aay finnnee both new enterpriccs or cxisting
ones strictly defincd in any casc cither as large individunl projcbts
or "allocation to objectives'. The approval by state ~uthorities in-
clude also n sp.cial regulation concoraing the turms of repayment
by the prospective usor. Those loans differ from the usunl bank
credits in the sensc thot thoir period of payment and rate of interest
arc fixed by a spceial contract botween the goverament and the user.

The financial sources of the ropaymont ar. deprzciation
allowanoe and profitg transfurrcd into the development fund of tho
enterprisc. 4’ In the casc of new ustablishments thesc may be cal-
culatod vagily, but in that of .xicting :nt.orpris:e thoy must be
calculated and handled eseparately from fixced assets ~lready in use.

4/ The profits of th: .nterprisc ar. to bu split up into two parts:
dovelopment fund and sharing fund, aft.r a deduction of taxus of
different ratos. For turther dotails sou (1ii) [nternal Channols.




-6 -

State loans as a rulc must bo repaid within ton yoars;
the starting yoar of repayment and the rate of intercst arc fixed,
too. Where the sources of ropayment mentiosned above arc not
sufficicnt within tho 10-ycar limit,; budgetary. ~opropriations
arc providod.

State cr:dits my bo o compluacntary part of financing
erberpriss investmonts in addition to the cat.rpric~u's development
fund which ro offuerel ns coevirity and coustitutoes thoe source of
repayment.  The principles of oredits ars swmmed up in th: "Diroctives
of Crudit Uoliny' ~pprov.d by the government in hhrmouny with the
nationnl cconomie wlwie [aventmonts may se finonced by medium-nnd
long—torm crditss. o liuan-term credits ar: to b ropnid within
3 years wnd long=turm orediteo within 6 y.:arg,  The condition of
granting Luvostment crodite for wodium=toerm booeredit worthinusss
for long-turm it 1o both erodit werthin:se and 2 proscerib 4 minimum
level of profitanility of the iwvestaont.  Cloims for long=torm
credits moct i this requirea b conpete  with :aah othor. Thoy
arc cvolanbood nd rankead primarily by profitability vt booam of ro-
payment off o :d but protoroie ooare ~lso talon nbo consideration.
In the ccloction,pr:for nec Lo siven to laverimoents which sooem to
promot.; the objuctiver tormal-ted Lo thoe plan el whiich ar. more
profitable, aand ~loo wiv . protiise of shortor piriod of recoupment.
Both stat. loans nd cr.odite Lor itovestuonts crn b givin only by
the Hungarinn Bank of Invoestmont.

(1i) Privat. Soctor Chanacls

Private savings canuot finance dirvetly public investments.
Private savings and loans ar: haudled by a spicinl bank and the surplus,
if any, will be absorbed by tho national budget and mobilized for
investment purposcs only through the iungarian Bank of Investmont.

(i1i) Int.rnn? Channels

The profit »f the ouborpriscs is wqual to the salcs
receipts, less coste itncludiagg » 9 per cont levy on fixed wnd current
assets and ~ 29 pur coabl vhores o wage costs. £ Thuse two items
may be consider:d alen o winliam charg:s on net 1ncomes thnt any
enterprise must pay.  Coside theeo geroernl contributions to bo paid
by 211l entorpriscs, thorenro cpecinl turnover §axes oad subsidics,
customs duti.s, wnd production taxce o ~bsorb difforoentinl rents
arising from uxtroordiaarily fowour~ble conditions of production.

5/ 8 per cent wagoe-tax + 17 poer cent social insurance contribution
paid by the cntorprisa.
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Profits ar: to be divided into two parte and those
two parts arc agein taxed scprrately ond at dirferent rates.
'The amounts after the doduction of thos. profit-taxes form a
part of the dovelopment wnd shariae fund.  The former Wy sorva
a8 intcrnal sourc: for i.ventmontas.

This splictoos g of thy profits in porformed ~ccording
to the proportion of ~woete waa wors; but woagee e maltiplied by
a cocfficivat, usuw:lly », vnorl.rtoe .icrease th weisht of the
wages. The port ot the profits dosgerintd for th  dov lopmont fuad
Will be linourly taxod, urmaeily with miior soopbions, o o ratbe of
60 per cent.  The prart o1 Lo profits flowirs into tho sharing fund
is progrussively $x ol tn oorder to et wrilefn Lxowgg.rat ol Jdifrore
entiation of pursonnl ncom.:,

The developmont fund i esoprentsd from th: dupreciat ion
allowances.  The ratog of dopr olation ~r. centrally d-tormin.d on
the basis of th. gross viilue of fix.d ha with ~ dit'ferontiation
by catugorios of fixed ass te wnd brane'iis. Suneraliy, tut with
gome variations, 40 p.r c.nt of the caileulated doproci-tion 1llowancos
arc transforred to the sttt budg it wid 62 pour eent 1o retainca
and addod to tho dev.lopuont fuad.

VI
LT

In addition to the dovelopment and sharing fund th: ontore
prise must form a r:scrv. fund, for covering possibl. lossus and
risks to bc tnkon in enterprise docisions. Ton per cont of hoth
funds arc to be put into the rescerve fund until thie reachus a
definitc amount; the part from the reserve fund is repaid subso-
quently into tho corresponding funds which serve as tomporary source
of finance.
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The centerprise has to finance from its dovelopmont
fund first its nceds for increasing current asscts, sccondly,
its requircments for investments aim at both replaccment,
modernization and cxpansion of capacity. Thne dovelopment fund
may be supplemented by credits to be ropaid latur on cven from
this fund. A transfer botween development and sharing funds
arec not permitt .

2. Ixternal sources

Txtornal sources for investments in public manufacturing
onterprises Ar. uscd inrcasingly in Hungary but thoy still have a
very modcrate role comparcd to domestic sources. it is nonctheloss
not casy to outlinc the gencral foatures of the Hungarian practice
since cach casc is treated individually according to a special
agreemont . Agreoments with intornationnl finaneial irstttutions
e.g. with tho Bank of CMEA, Council of Mutunl Ticonomwic Aid and
bilateral arrangements wre intended primarily to holp the cxploi-
tation of natural resources nnd domestic patunts, joint venturcs
to foster co-—opuratdon in production, techaical progress and mako
ugc of advantages of inturnational division =i labour.

III Capital Cost and Criteria for Determination

1. Opportunity Cost of Governmcn® Grants ari Subsidios

Since the mid-fiftics, the claboration and submission
of efficicncy calculations according to an officially prescribod
standard syct.m becane a condition of approving statce-financed
investment projecte in Hungary. This does not mean, however, that
actual dccisions were based predominantly on thesc calculations.
Accordinmg to this standard system, projects aiming at now capacitics
or capacity cxpansion, planncd annual output or valuc added was
sct against planncd annual oporating costs plus 20 per cent of in-
vestment inosts.  This 20 per coent or the cocfficient 0,2 was con-
sidered 15 a normal charge on capital or prescriptiorn. of a standard
period of r:coupment, and later on interpreted also as the oppor-
tunity cost of capital, or th. social marginal ratc of substitution
botween labour and capital. The numerical valuc of this cocfficient
was widely discu ~od in tagrary and according to many economists
the valuc of 0 2 wior conoidl red s being overestimated. The original
- considerably simplificd - calculations of its valuc started from
the costs of substituting labour by capital,and latcor on some ex-
periments woere carricd osut by using mathematical programming methods.
These comput xtions yiclded only marginal value.

In the new systuom of cconomic guidance in Hungary thesc
types of cofficicncy caleculations of 1nvestments arc not obligatory,
since the different types of invostment, the differont situations
of dceision-making and the diftf.ront sourcos of financing require
different calculations both from gov:rnment authoritics and from
enterprisc management.  Jovertheless, there is a neced tor calcu-
lations taking into consid.ration the opportunity cost of capital
from A national-social point of view. This duc first of all to




granting budget appropriations and to 2 minor extent by fixing
spccial conditions for statc leans for important "large individual
projecets', though in all thesc cascs decizion-making has to tale
into account o groat number of othor considurations. Since
scientific discussions did not succo.d 1p till now to agree upon
the proper voluc of thig opportunity cost of capitatl, mostly - sct
of calculations will b. porformod Ly alternctive salucn of oppor-
tunity cost, following th sxaple of paranctric programming moet hods.
It must be strossed, however, that by the ~lbocation of budgot
appropriations and statc lo-ns prizarily srerucquisites of balancod
growth or planncd imbalanc. neealerating ceononic prowth dominate
and calculations with opportunit;- cost of capital have considerable
impact on actual docisions only in som: casus,

2.  Cost of Loan and squity Capital

As cxplained abov.:, in the now syst :m of conomic
guidance in Hungary manufacturing cntorprisos participate in budgot
appropriations froc of charg. cxcept where thosc appropriations
maybs . supplementdby financial sourcoes from cither state loans or
statc croedits. [n hoth choos they are obligod to repry the
capital with intcrost, nnd the difforence of these two typen of
financing consists Juet in the difforent torms of repayment and
rates of intorest. In case of loans thoso terms are dotormined
individually, in casc of cr.dits tasy arc fixed by general reguea
lations. As n rulc the conditions of state lonns arc more favour-
able than thos. of statc crodits. Accordingly, the cost of these
loans nnd/or credits are difforont dependiag on the rate of intcereet,
to be paid. A somowhat lower interost can bo cnleulatod on cquity
capttal since the rate of interost pnid by the Buuk,dcpending on the
contractual datc of repayment , 15 in general lower than loan and
credit ratcs. All assots of the enterprises, both fixed and cigeu—
lating, financced by any source, will bu charged equally by a levy
of 5 por cent of the gross valuc of the wsoets but this is a
standard cost with no diff.rontiation.

3. Cost of Retaincd arnings

The Hungarinn public maaufacturing entoerprises must
accumulatc their "rotained carnings" to be uscd for futurc invest-
ments according to spuoci- 1 regulations in their dovelopment funds.
The amounts not mobiliz:d of thic fund mey be deposited in the Bank
and thus yield intercst. The rate of intourost of théa: depoisits
depcnds on th: terms of their oxpiration but as a rulc ie luss than
the rate of intcrest to be paid for creudits. Thesc conditions
stimulatc invistment activity from intcrnal sourc.s.
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4. Comparativoe Advantages and Disadvantagcs of the
igrious Sources of PFinancing Public Manufacturing

Entorpriscs

From the point of view of the investors, i.e. the
entorpriscs there is 2 definite order of rank of the various
gources of financing of investments. The most favourable sourco
is by budgct appropriations, then to usc own sources, @ovelopmont
fund,)then to obtain state loan and finally, the moat expensive
source, to roquest for state credit. This order ic valid as a
rul¢ concerning both the rate of interest and terms of repayment.

From the point of view of government authorities tho
financing from intcrnal sources has the advantage that these sourcos
must be created by the enterprises themselves, by their offort to
increasc efficivncy and profits. The disadvantage of this form
of financing may be that the usc of these sources can be influenced
only by indircct means, namely by rogulations cffccting,profits,
the accumulation and utilization of the development funds. Those
regul.itors arc considercd howcever, officient cnough and therc is
an intention to incruase the role of these internal channels.

From the point of view of goecernment authoritics the
financing by crodits has the advantage that the applications compobe
with cach othcr which is an incentive for preparing better projocts.
While credits can be allocated to morc promising opportunitics, they
attthe same time offer the possibility of following the prioritiocs
laid down centrally. Statc loans arc given usually on basis of
individual casces when the importance of the investment docs not allow
to leave 1t neither to the open competition for credit or - giving
preference against projuects with higher profitability and/or shorter
period of repayment - the rigorous genceral conditions of crediting.
This form of financing has the disadvantage of not having thce control
of compctition, but it is the way to implement strategic, important
projects nceded to the planned structurce and growth of the cconomy.
It has thc advantage against budget appropriations that the pressure
and terms of rcpaymente stimulatc to morc rapid and cffioient im-
plenentation and utilization of the investmont. '




3 PFinancial Planning and Opcrations of Public.

Manufacturing mnterprises

1. Introduction

Th: public unaufactaring aberoprise 1 in hungnry
enjoy a wide nitonomy in th: now sysion of sconomic muidance,
The dircctor of an onterpris. i3 nowinnt.od by the cinietry of
the given branch nnd he is sivea groat wlhority nid responsi-
bility. He has the cight and the daty to decide upon ail sub-
stantial problems of the cntorprisc.t Hiris supported and - Lz
assisted by his deputics nnd st-ff and in excoptional casos by
social organizations.

The ministrios ﬁ’ act 1n the cipacity of ruprosonting'
the state as the proprictor of the stat.-ownod wnterprises. Thoey
excreise the rights of supurvision and wditing. They arc however
not authoriséd-to giv.: direct instructions to enterprises in
planning production, .mployment, imvstnont or in decleion-making
concerning problems of oporational or strategic character, oxcept
thosc dealing with nationnal dofonc. ~nd for:ign trad . obligations.
In general they arc bound oven in such chses to ~ompuensate for
oventual lossus suffored as » reeult of such instructons,

The direetors or botter genernl dircotors of tho
Hungarian manufacturing onterpriscs hove e a rule two or throo
doputios: ono responsible for production and t .chiical develop-
ment and the other for bucincss wnd commercind meiters; whore thero
is 2 third dieputy the two lattor activitios - delegnted soparately
betwoen the scecond aud third deputics.  Porconil managoement
belongs to the compoetonce of the goneral {iroctor.  1he "t.chnical
director and his staff arc responsibi. for production, rceocearch
and development and maintenaucc.  The "icomonmic” director is ro-
sponsiblce ns a rule for planning, accounting and finswne and in
many cascs for work orgnrization and romuncration.  The Mcommurciali
dirceter has to ptovide for materials, for sades ind recaently
marketing activitios.

7/ Only statc-owned cntoerprisces w.ll be dealt with hore.

8/ The state-owned manufocturing cnbororiscs arc oipervised by five

~ ministrics accoriing to the followir ; branches: mutallurgy and
ongincering; chemical industry including uining ~nd cloctricity;
light industry; building materinls, construction 1nd urban
development; food insustrics and agriculture.
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2. Planning and Forccasting Financial hoquiroments

for New [nductrial Tntorprisce

Finaeinl requirwcnts for new industrial cnterprisos
arc planncd in tw. stagoo: first the value of fixed and curront
agnots nocded Qe caloulated oad tlizn the sources of financing.

The valuc of fixed acosts includes tho wtual cost
of dusign, conctruction, machinory ana wduionent e well as the
coste of in=tallatioe ALl theso ibome mny boe takon from the
datailed docuiientwtion of the proj.ct.  The volue of currcnt nssots
includes inventorios of untorinle, work i procusc, somi-finished
and finished prodacts, 2o well ae liabilitios nnd cach. To be abla
to for.cnst thoeoo ttemn the nnnunl output and the operating costs
arc to bo calondl-t.d f1rst. Th.n by help of coffici .nts related
to annunl outpuat, ~umnal conts o1 motorinles used oteo, roauire-
ments in inv. ntoirtes of work in proc toan, acmi-fiatch.d —ad fintshed
products, nnd n~borials gy be cstinntod. The co Ifiecicits arc
choscen ccording to the plann.d vt . of turnov.r or the invoutories.
Liabiltics wnd cueh nre chrlcalated cithor hy cmpivical coofficionts
or by morc dotail:d cstimates wccording to itums.

3

Sourcas ol financing, fixed assets werse doalt with in
detail in provious paragraphis. First state loans are caleulated
taking into consideration how much the ontorprise. could provido
from its developnioent fuad, the time period for ropayment of loans
ratc at profit acoumulation and doeprecintio:n allowsnces.  [he resid-
ual will be financ:d as 1 mle by tuadgetary appropri~tions. Current
asscts arc financed in genceral through budgotar, appropriitionn to
the extunt of 60-70 per cent and th. romiinder through short—torm
credits.

3. Analysic of Commercial and dationnl ilconomic Profitability

Commercinl profitability of investments 1~ oftoen ovaluatoed
in Hungarisn cnterpric o by indieators of puy-beck serind.  Total
cost of the yroject 1o divided by grocs seraings pper vanum: the
ratio ropres . nta the numbore of yoare roamired for rocoapment of total
irvostaent cepondibtuaree The popularity of thio formidia 10 due to
the cimplicity of 1he ealeulntion.  In odaition, 13 hies the wdvantage
to concuentrat. oo the near fut ve 1ad liqui-tity.  'he shortcomings
of thir nmothod include lack of cmphusic it clarity on the yoears aftoer
the reconpment, s woil as the life-time of the project, level of
profitability, <tc.




v Anolher method often usyd may be eallad the averagy
roturn on investment, when verag annual Larniags of th: projaoct
are relatod to total invict oot 2Xperditar:z. This y-ardstick
takes into account th: 1ifi =t i of th. proj ot but rguerces the
time pattern of the wrrnwnge.  Chia ehortceomin- i cliunnt od by
the incronsingly o v obhod e o Fieaen cnsh flow, wh.ore ocach
year's carniigs vid cxponditar 8 oar. calealac o Soparatoly and
discount.d to th.: cane: vt pdintoorf " Tt oW cyotam
of cconomic guidinc: irn Hungary not vy ap. th Laporrianc: of
time pattorn, Lat crese vt discoiats @ ccknowel e oout th
intercst rat: hag o et ol an nenetics ne w LU, Pha prracticnl

application of thie t,p. f vy arctienal. o appropr it o omothods is,
however, conncct.d witn =+ e ot wubor of proctre b oprobloge,
originating :nauntinlly ti v yhno uncortan sty 0 the Matar..  This
is the major ronason winl - Cilpier ametnod s oft o prosoorrod.

Th: Hmgariaon ak of Tav sttt 10or two indictors to
compar: comp.ting applicatisne far crodit: /=tack period of the
total inveetmont and pay-vack poriod off 1o by th. pplicant of
the credit roquired. Those yardsticke mownir: comn.reiol profit-
ability, from the point of view of the k. Thors 1o a n..od,
howecver, to vcvalut . national eonomie protiturlity, particularly
where stat. loans udd bodget ae, . . Appropri-
ations ar: involv.d.

For n yardstick of national cosnemic profiitability
Hungarian econouiste rocoumond various .0 hode. J.Z. the follow-
ing formula has boen uced and calealat. o stltgatorily for nany yearss

SIS T S Ai e A (ke )

/
=

whero &, stands for nationil _conomic profitavility, T = valu:
of output at world mark:t pric.c conv.rt rubto_dom witic currency,

M = wages; A_ = domustic mat .rinls used; A o Lmportud matorials
used at worlf mark.t prices convert 4 Lo domest o curriney;

A = 0,20 = .fficiney oo ffieiont which wy beointerorct 4 also as
opportunity cost of capiil; I = invostmoat 2xpoccditar e of fixed

asscets, F of currcnt e te and 3 af 1roiat d Ly ettt xpendituro
(c.g. for th: .xpincinn of prvdqu%x>A clehe astoriode ne ded by
the now ostablisnmort ).

This forwuly takes lroady int s consideration that actual
domestic pricus do not characs riz. prop:rl; rnational conomic
earnings and costs nd wos of “world wark tY nd account ing pric.s:
it uscs world wark:t pric s to noaeur cut put wad wasport o4 matoriale,
accounting pric.e ty the convor-ion of world wark. ot pricee into
domastic currcncy, o w il 10 for aoaedar ot of capibol costy a

Projeccts nr. nowdays of't o ereanh o vy g il enborn, Fromany
casus 2 sut of indicnator ey, hoeng o clnLg povorad

aspects and mprets of b pro et feon o tions ) s omomge point

of view (»mp]uymuut, preddc bt sy oo trad s balene, hinkag s
otc.). Discountud  c¢asn £1ow mothod e s o ntly booon incrensing-
ly rccommendad and practoass itn o thes s widdye s combined with the

use of accounting prices tor Intour, capitul, for.ign currcncy or
even for major products and mat .rials.




4, Cost, Pricing and Profit Policice for Public

Manufacturing ¥ntorpriscs

1

L R

Public manufactiriag ntorprisus in Hungary src primarily
encouraged to incr.ac: thoir profits. Frofite may be incroased by

incr2agse of Hutput,

-~ reduction »f cost.-,
- modificnation of product mix, and
- increasc of sales pricos wd reduction of

urchasing prices.
é

Thus profit inc:ontiv:ie stimulato cost roduction in
goneral and in particul~r whon other peooibilitivs aentioned above
arc limited. A sroat nambor of mothods of organ:zod cost r.duction
are wall-known and ugod by Hunegarisn oaioerprises but not on a |
sufficiontly larg. ccole.  Tfforts ar. biine made both to strongthen |
stimulatewnd to sproad up—to-d-t. wethods o cost reduction.  Since
average oarnings wna relatiyoowege coste ar. not veary high in a
Hungarisn -ntoapriscs, the stimulus fer wage cost 8aving nd increas- |
ing productivity migit rot be stromg waough.  Thors: ie howover a
secarch for methods to ov o reom: tois problum.

Ag 4 part of the rotorm of the systom of cconomic
guidnance introdoced on Tanuary 1. 19658 + g ..aeral pric.: reform has
algo been carri.d ot in Hungary. This r:form mennt both the intro-
duction of n.w pric.s vl w approsoh to o floxinlo prics mnechani sm.
All basic producor pric s wore recolealttd and cowly regulated in
order to hav. reiative pric:s bstter reficotigr wetunl production
costs and market rolotiownn.  acniag b 4 sor. coaoplet . acceounting
of productiom costs tuproved moethous were clabortoud ind introduced
for the calculition »f cdepr.ciation nllowane :s wd for voliss of
import.d goods; taxttion and badgotary suesidlos were ravis:d s well,

Ti bariony waelis she 1dun of the combr aation of contral
planning ~nd contro! and mnrkot wechanisi, the rniow prac. syot om 1s
basoed on 2 mix.d use of combtralily fixed wel frec proose lors pré- ;
ciscly, in wumfacturing ther: ars four typ.s of produc.r  prices:
fixed, maxiwun, Tomitet and foose prices. Offleislly fixed prices
arc not permitt o« to move in cithor Lireetion piaXidin pric.as mast
not oxcood . offireially stated lovel; Lumit o1 praces may wove within
a prescribod mrgin, while froe pric:s ar. compl sbely 1o the compe-
tence of the mberpriscs theweelvas. The basic row mat riils and
intermedinry goods hewve fixed pricos bat in the procossing industries
the majority of pricos ~ro free. Simultancously with purmitting mors
floxibility pric. an~lysis and control have b.un strongth.nod.

X
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This partially fluxible price michanism means that
entorprisos may utiliz: the price movements hoth in case of salos
and purchascs in favour of increasing their profits, nd for thoir |
own products they must forimulabe andg iuplemsat o epecitic pricing 3
policy. Pricing policy is  row task for th.. fiiignri~ar ontorprises
since previously all produc v pricos wor: £y .4 b.ocoatral wataori-
ties. Although the pric v for . wag v o have b, Lo op.ition only
since 1963 thoe Humtariin cuburoris s 7 Snowr aonbiagod improvaomant |
in adapting tnc now nothou v ocirad b the Ly osit bl . Dir.et
costing is seumingly polrer to b widoly e ot ad. |

Persornl vncows ad Sarthor Lwolapmont of pablic
manufacturing satorprin s deposd oo perant oxtoont dpon cntorpriso
profits in Hungiry.  Snorine fand o Aov o loymens fand e built
up, from prof te and thon v th single soure: of th. Lnereage
of personal incomes ~wd th. wein sourc: of invost b, nterpriscs |
arc, therefor., inturostod in v atine thear protits and in
utilizing .vory means poscible for thie parpos . arthoer detail
about the conditious of th.oir wctivit, 1e sxplatned in the following
paragraphs.

9. Operational Sfficicncy and ncontiv.s

Operntionnl fficicy of crntorpriscs is measurcd now
in Hungary primarily by the wount of profits. Although, the sources
of thesc profits, th: .at :rpris.s' sontribution to ta, implem.ntation
of the national sconoric pla, it other wspucts of thoir aetivity
arc analysod and cvalaat o, 1nce tiros are tLed up with profits.
At the same time, n order £o oorrow th: possible £ between cfficicncy
and profitability, li .conowie randators r. shoped 1 the direction
that profits should t rocliscd ony by »ffieiont ootivitioe from a
national uconomic point of viow, ‘ol whot profits urnt be considerad
a8 proper indicators of fficimey. In omere o, ooses contral anthori-
ties may inturvene and niso adainistrabive woasares noy b taken to
correct unterpris:'s ctrvity i profits Yat tos . casos are intended
to be at a miuimun.

Much was s~id in provious pargraphs to fthe offeet that
the major source of 1nvostments for :X1sting cnburpriscs s their
devclopment fund which stome from tucit profits ~n i.orerintion
allowances according to spuci+l rules That meene Shad the growth :
and oven the survival of nterprises deponds to o groat oxtont upon
their operational officioncy aw reficeted by shoir vrofits.  Here
it may be cxplainca bricfly, how porsonal incomus A1 conictod with
profits. The resulations in operition througshout 1368 wud 1969 as
described, arc being analysed by compenent autlioritics so that their
impact, advantagus and disndvintages ~nd noc :ssary modifications may
be adopted for the coming y:ars.
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As mentioned abovz, tho anterprisc  has to split
up its profits into two parts in woighted proportion of valuo .
of asscts ~nd wngus. Aftor toxation, one part of th. gross
profits flows into tho devoloprunt funid, and the s:cond part
into tho sharing fund. O th: sharing find thor: is the pro-
gressive profit tax bhoe rat o AF which Teos troi. 0 to 70 per
cont, while the scob s ropabd fe th owoes. T b
iilustrated by xmpl . aAsSwalng prt two of tt : profits
(going into sharing Fund} nmoanss to 200, mad Lotnl Wnges
amount to 800 million It ten—

P breakdown of thi protf .ts Profit - tx cusidunl
. | N
in per contage million ‘ rite Ln wiillion ! million
of the wngus I't's Popoes contage | P e | rt's
| |
‘ 4 1 T
-3 24 0 ! o L 24,0
4 -5 16 | 20. i 3,2 1 12,8 i
6 -1 | 16 | 30 4,8 ' 1,2 :
8-9 | 16 40k 6,4 %o !
10 =11 | ¢ | 50 5,0 | 30 |
12 =137 16 60 . 9,6 i 5,4
13 = i 96 | 1095 l 67,2 23,8
r % + s
i 200 | 1 99,2 100,13

Th: rosidual,aft:r 1 paymnont of 10 pur ceut into the
roserve fund, 1s put into the snariug fund. This shhring fund
gerves to cover (1} the incroasc of the wyze lovil, (1i) the
part of uvarnings othor Lo wiges 1.o. profit—snnring, preniag
rewards, innovation fos, ste, s well s {11i) bonsfits in kind
for catering, kindergnrt.il, roer o mbion, Jto. owdd oont orpris. con=
tributions to the coshs Af soetil, caitarel, wolfar. tacilities.
From the point of viuw of profit-chariie wtl risk-taking the
cmploycues of th- mtorprisas Ataesifiol onto thros categoricss
(i) top-mnnguticht (.1) Lowor warynenont s mior gtoff membuers,
foromen (nbout H=1d 10T ¢ontoof the fotd p;rsnnLol) wad (111)
all othur cmploy .8 (op.ratiyoe, e ). Dategory (1) mny recelve
profit shnrus, on Lhoe awers o, ap to 80 por=r ot of the total
gun of thoir salam SRARNAAES SN TLAED It (i1) vp e HY owr cont, and
catugory (1it( up to T7opor cont. Yion, howeror, tho onterprisc's
activity dous not posn it 1. profite cut shows 1 1o50 (And this
can not bo covurod from Cboopoe rve fanmd, ) cmploy eos clissificd
into catugoris (1) vl (‘L) oy to coubribhate to cover this loss.
[n this cise ouly 70 per comt ofithe soalaries will bo paid to cm-
ployuus clagsitfo o tnto 2t BTy (1), wd A5 por cent £O cat ogory
(ii). Whil.: great.r rosponsibility Al risk-taking can bo remuner-
atod, risks Affocting persontl incomes CnnL aleo be oxpected.  The
amount of profit-shares te bo paid to Ladivi lunl criployoes is not
restricted, the above limits nar. valid only for the threa groups.

____________:::------llllllllllIllIIIllIlllllllllllllIIIIIIIIIIIIIIIIIIIIIIIII
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Casa Study: Application for Invaestmunt Loan
(1) .Objective: Txpansion of caprcity. L
2) Planned implementation: 1.1.1969 - 30.9. 1971.
3 Total investmont cxpoenditure (s ;. Pable 1.): .
h 23200 thufﬁ'sgx' Con e e
4) Planncd sourcu of finawnco: state loan. '
5) Scheduling of ruquirements:
! T‘ 1
Year . Tixoed Assuts ¢ Curront Assots Total
i |
T I
1969 6312 - 6312
1970 : 9810 1010 10820
1971 | 4538 1530 6068
, |
‘- : Total 20660 2540 } 23200 "
i : ?

6) Ropayment (sec Table 2): 7 years, 31.12.1971 - 30.6.1973.
7) Indicators

. total investmont "
(1) Recoupmont period = otal investmont .xpenditure

profits and depr:ciation L
allowances

C e e

23200 .= 1,8 ysar
~12000 + 1033

(141) Ratoe of profitability = profits x - 100=

totnl investiont ox-
pondituroc

= 12000 | = 52,'-0
2

2/” All items in thousand Forints

¢




Table 1

Calculation of Financial Roquirgmonts

1000 It's
1969 1970 L 1971 i Total;
N
Constination ‘ 300 1000 , 200 | 2000
; i ' !
Machinory, domestic | 5200 ’ 8000 | 3000 | 16200}
Machincry, imporﬁod_ | - f - . 600 | IQOO i
Other cxpenses L 200 i 300 30 | 8001
Fixed asscts ;; 6200 i 9300 't 4100 i 19600
i
5% lovy on fixed asscts ™ : 12 1 510 ’ 438 1 1060 |
Sxpenditure on fixed agsots.  ; 6312 L 9810 ' 4538 20660
Curront assots | - ! 1000 o 1500 l 2500
5% levy on current asscts ! - 10 i 30 i 40,
Expenditurc on currcnt asscts i - 1010 i 1530 | 2540 :
—
Total cxpenditure i 6312 10820 6068 | 23200
i f ‘
-~ x/ See Table 1/a
xx/ Calculation:
Avorago stock of matorials 1000
Average stock of work in 1000
Drogress
Avaorage active debts T 500




Table 1{&.

Calculation of the levy on fixed assets

This 5 per cent levy on fixid iscots aust be paid from the
beginning of the implementation of the project.
calculated by quartals in a valuo »f (5:4) = 1,25 por cent,
on the average valya of the fixod assots Livostod (“)1) as an

it will be

arithmetic averag: of the stock of th. boginniurs (31) and the
end (SZ) of the period.

T g e—

4
4
]

e ol n ——
Quartal I. | Quartal IT. !} uart~l 0.} Quartal T, | Total !
—e e e _._T__.-..A P -
- 200 1000 | 4500
S, - 200 1000 4500 | 5200
|
S_ 200 600 i 2750 | 5350
" Levy 3 8 34 67 112
1970, .
{
S, 6200 8000 . 10000 | 12000 ‘;
| : - i
82 8000 10000 12000 15500 _ i
S, 7100 9000 11000 13750 Lo
{
Levy ! 89 112 137 172 ‘ ! 510
197114 : : ’
s, 15500 17500 ’ o
[]
s, | 17500 ' 19600 !
1
s, | 16500 18550 . ’
» , I
' Lavy| 206 232 ‘ ‘ ; 438
o1 ) A e
' t 1 i : H
! i , | 1060
: g o]
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Planned sales revenus per annum 243.000
Planned costs " 228,060
Planned profits " 14.940
Assets : ' 28,000
Wages (per aanum) 5.000
Wage—coufficicnt 2

Part One of the profits
(to be transferrcd into the shariig fund)

2.5000
E— - 14940 = 4500
2.5000 + 23200

Part Two of the profits
(to be transferred into the development fund)

14940 - 4500 = 10440

Profit tax on Part Two (60 per cont) 6264

Hesidual 4175
Amount to be transfaorred into the regarve

fund (10 per cunt) 418

3758

Depreciation allowances

T per cent of the gross valuc of fixed asseots

'

20660 1446
60 per cent from this to be transforred into
the development fund 867
Development fund per ~nnum 3758 + 867 = 4625
Internal requirements " 125
Available for ropayment " 4500

" per quartal 1125









