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CHAPTER 1

INTRODUCTION

1.1 Subject, goal, and method

In the 1970s many industrialized nations experienced a sharp
increase in the amounts of subsidies to enterprises. Governments rapidly

expanded existing subsidy programs and initiated new ones. Although in

most countries quite a few subsidy arrangements had been around in the

decades prior to the 19708, they had never been a major issue. The de-

velopments in the last decade, however, put enterprise subsidies in the

centre of interest. They became an important political topic, were given

ample attention in the mass media and were increasingly considered by

scholars.

The need for governments to get a grip on this phenomenon and

academic interest in the matter led to a flood of studies and reports.

Most of these are either empirical or theoretical, and are confined to

one country. The number of studies linking theory and practice or deal-

ing with more than one country is rather limited. This dissertation fo-

cuses on these points: it studies the practice of enterprise subsidies

in four countries, Hungary, Sweden, West Germany and the Netherlands

respectively, and then tries to put empirically observed phenomena in a

theoretical framework. Thus, generally speaking, we want to know what is

going on in fact and then try to explain why. This has led to the fol-

lowing approach.

Part I describes the practice of enterprise subsidies in the four coun-

tries. The focus is on three questions:

1) Why are enterprise subsidies being granted? This question can be an-

swered by looking at the general background in the particular country

and describing the factors which contributed most significantly to

the development of enterprise subsidies in the 1970s.

2) What subsidy arrangements exist and what are the sums involved? To

answer this question a qualitative and quantitative description of

subsidy arrangements is presented.
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3) What effects have enterprise subsidies had; how does one evaluate

them? An answer to this question is provided by a comprehensive study

of the literature dealing with the matter. The most important and

noticeable characteristics of the practice of subsidizing found in

the literature are pointed out.

The insights gained in the empirical part are going to be combined and

serve as a base for the theoretical part (Part II). The theory attempts

to explain empirically observed characteristics. The fundamental idea,

which is at the heart of the theory, is that enterprise subsidies are a

typical product   o f the interaction between "politics" and "economics".
Subsidies are granted by the government - that is, they stem from the

political process - and are received by companies - that is, they have

economic effects. The link between political motivations and economic

effects is of crucial importance to the theoretical part. The interac-

tion between "politics" and "economics" is reflected in the title of
this dissertation: "Political Economy and Enterprise Subsidies".

The theoretical analysis owes much to two segments of economic

literature. The economic part relies heavily on work from the (new)

Austrian School. The political part is founded on Public Choice litera-

ture, also called New Political Economy.

It does not seem appropriate to go into details about the theory

at this point but in section 3 of this chapter some theoretical aspects

will be mentioned. The exact theoretical issues will be formulated af-

ter, and as a consequence of, Part I. Firstly, however, "enterprise sub-
sidies" needs to be defined.

1.2 Definition

In order to be able to define "enterprise subsidies" it is nec-
essary to know what is meant by "subsidies". The matter of defining sub-
sidies has been given a great deal of attention in the literature. How-

ever, a generally accepted definition has not emerged. On the contrary,

the number of different definitions has been growing steadily over the

years. Below we start by pointing out some literature. We discuss the

problems involved in defining subsidies and indicate the consequences to

us. Our definition follows from this discussion.
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Deininger (1975) presents a brief overview of 13 definitions of

subsidies, adding that he left out a number of others. He refers to
"chaos with respect to this notion" (Begriffswirrwarr).1) Differences
between the various definitions arise, for instance, with regard to

- whether or not the goal(s) to be achieved are specified (and which
goals?);

- the choice of who exactly grants subsidies;

- the different ways in which the subsidies are granted;

- how one distinguishes between government activities that imply subsi-
disation and government activities that imply "normal" expenditures
for goods and services;

- the choice of recipient.

Deininger stresses that the lack of agreement and the broad scope of

interpretations are not just the result of a desire to be original, but

reflect more fundamental problems as well. The complexity, uncertainty
and confusion seem to be inherent. Deininger leaves the various defini-

2)tions for what they are and adopts a simple definition for reasons of

convenience,  fully aware that there is scope for criticism. He limits

his definition to the amounts that have been paid out and recorded. His

empirical work is based on the two definitions that seem to best fit the

available statistical data (Subsidy Reports and DIW).

Prest (1974 and 1975) deals quite extensively with the matter of

defining subsidies. He argues that one of the main characteristics of

subsidies is that "there is no neat and tidy single all-purpose defini-
tion". Accordingly, "different definitions may conceivably be needed for
different purposes". The most satisfactory definition to Prest is "par

ments which directly affect relative prices in the commercial sector".

Prest then attempts to structure the different types of subsidies -

realizing that "obviously, there are many ways in which one could
differentiate between subsidies" - and comes up with the following
classification:

1) Broad base subsidies. In this case the subsidies are based on four

macro variables: wages and profits totals on the income side, and

consumption and investment on the expenditure side. One example of a

subsidy in this category would be a payment proportionate to payrolls

throughout the economy. The question then is how this would directly

affect relative prices?
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2) Intermediate base subsidies. The bases for subsidies are more selec-

tive here, and the question coming up now is in what ways "the fa-

voured sheep   may be distinguished    from the unfavoured goats".    Not
surprisingly distinctions can be drawn between those to be favoured

and the others in a variety of ways. Selective assistance may have a

whole range of bases, but it is important to note that Prest places

subsidies  to  specific  industries  (sectors)  and  regions  in  this

category.

3) Narrow base subsidies. These subsidies typically apply to individual

firms or towns.

Prest discusses each of these categories in some detail, but his most

important point is that anyone should apply the definition he thinks

fit.3  Bearing this in mind it is time to introduce and explain our

notion of "enterprise subsidies".

The following are the crucial aspects of our definition:

1) Subsidies are granted to enterprises in trade and industry;

2) Subsidies influence the competitive position of firms;

3) Subsidies are selective (they differentiate);

4) Subsidies somehow stem from the central government.

Aspect 1.

The focus on subsidies to firms operating in trade and industry implies

that subsidies to individuals and households are not considered. The

financial sector, agricultural firms and non-profit organisations are

also beyond our scope.

Aspect 2.

This  aspect is analogous to Prest' s "a ffect relative prices" condition.
The relative position and strength of firms in the free market changes

because of subsidies. It is important to note that the free market is

thus our frame of reference. Results would have been different if the

government had not granted subsidies: one deviates from the market re-

Sults.

Aspect 3.

The decisive point is the level of differentiation. We accept approxima-

tely half of Prest's scheme: we consider all subsidies to individual

firms (narrow base subsidies, but not towns) and about (the most selec-

tive) half of the intermediate base subsidies. We exclude the distinc-



5

tion between buyers and sellers, and between goods and factor markets.
For instance, we do not consider selective treatment of purchases of

capital goods (accelerated depreciation schemes or investment subsi-

dies). The reason is that this distinction is too broad; in principle
all firms get this kind of support.4) Only subsidies to specific firms

or groups of firms, while other firms are deliberately excluded, are

within our scope.

Aspect 4.

Since we are interested in the political mechanisms connected to the

granting of subsidies, our focus is on the role of the central govern-

ment.5  We only consider those arrangements and measures that can be

traced to political decisions at the national level. We do not recognize

enterprise subsidies without some kind of political responsibility; that

is, without some kind of engagement of ministers and parliament.

Thus we define enterprise subsidies as politically inspired sup-

port to specific firms or groups of firms, which influence their posi-

tion in the market. This definition gives rise to some additional com-

ruents.

Firstly, Hungary is such a different case that this definition

does not fully apply to it, especially with regards to aspects 2 and 4.

The necessary qualifications will be made in introductory remark 3 in

the next section, and in chapter 2.

Secondly, the definition neither specifies goals nor forms of

support. Thus a variety of goals and forms will be considered, but with

certain restrictions. Concerning "goals" it should be noted that subsi-

dies  (to companies) aiming at a better position for individuals or

groups in society are beyond the scope of this study. For instance,

subsidies to hire disabled people or minorities are not going to be con-

sidered. Export subsidies are also excluded. We consider them to be too

broad because most firms in the four (export-oriented) countries will

probably receive them. Besides, they are a quite distinct matter as one

should put them in the perspective of international relations. With

regards to subsidies for research and development (R & D), it should be

noted that only subsidies to specific (groups of) firms and/or projects

are within our scope. No attention is going to be paid to measures which

attempt to stimulate R& D i n all firms, nor to support for universities
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or  research  institutions.  Finally,  we  do  not  consider  a  range  of

subsidies that are a consequence of "normal" government activities. The
question of course is, what is "normal"? Government activities are con-
sidered to be "normal" when they have been around for a longer period of
time,  and are generally accepted by the public opinion in Western
Europe. (Say by over 80% of the people). Concretely one may think of

subsidies connected to public transport,  pollution problems,  public

utilities, (de)merit goods and energy saving. The reader familiar with

public finance literature will recognize a number of standard welfare

economic arguments for government intervention here. This link, or ra-

ther the absence of a link, to welfare economics is a quite important

feature of our approach, and will be dealt with in more detail below.

Concerning the various goals of support it should also be point-
ed out that the importance of the "official motivations for support" -
as reflected in the titles of subsidy arrangements - must not be over-

rated. As we will see, the "official aid targets" are of limited rele-

vance when it comes to explaining the sudden, rapid growth of subsidies

in the 1970s. Other considerations have more explanatory power in the

political process.

Concerning "forms" it should be noted that subsidies are granted in dif-
ferent ways. In the literature a distinction is made between direct cash

transfers (grants), preferential credits (loans), credit guarantees, tax

concessions, equity participations, and subsidy elements in public pur-
chasing contracts.6  We will try to consider all of them, except for the

latter. Whether or not there is a subsidy element in government procure-

ment policy is hard to tell for an outsider. It is very difficult to

find data on this matter.

In principle quantitative data about the other forms are avail-

able. Figures on the various forms will be presented in the empirical

chapters. Thus the different forms will be kept apart. This reflects a

fundamental aspect of our approach which will now be discussed (as an-

other comment).

Thirdly, the various forms imply various degrees of subsidisa-

tion. In that sense the different forms actually represent different

substances. It is easy to see,  for instance, that a subsidy through a
grant, ceteris paribus, is much more valuable to a firm than a credit

guarantee. The attractiveness of a preferential credit depends on the
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actual conditions and circumstances. The advantage in terms of rate of

interest, payback conditions, required safeguards, etc. varies from case

to case. Thus it is not appropriate to simply add all the different fig-

ures into one total subsidy amount. Efforts to recalculate the different

types of subsidy in terms of one subsidy equivalent can be found in the

literature. Such calculations are based upon a number of assumptions

about the "normal state   o f a ffairs", which serves   as a point   o f   re-
ference. For instance, one defines a "normal" market interest rate and

calculates the difference to the actual, preferential rates. With re-

spect to credit guarantees assumptions are made about the "normal" and
the "actual" risks involved. Whether or not equity participation implies
a subsidy element depends on the difference between the actual price

paid for the shares and their market value. The latter may not be easy

to determine, however. The firm may not be on the stock exchange, or, if

it is, its market value may already incorporate the expected government

participation. The firm will be valued higher when people expect the

government to take a share. One should try to estimate this effect in

order to calculate the "real" market value of the company. Different

studies adopt different assumptions and estimates, and thus lead to dif-

ferent results. There is no unequivocal way of handling these matters,

and subjective evaluations necessarily exert substantial influence.

A second fundamental problem with regard to determining the sub-

sidy element in the various forms is connected to our particular ap-

proach. We are interested in the effects of subsidies on the competitive

position of firms in the market-place. We have a free market (supply

side) perspective and focus on what happens to companies when subsidies

are being granted. The subsidy element implicit in the various forms

then depends on the specific conditions and circumstances in each parti-

cular case. It is necessary to know for each individual firm to what

extent some subsidy deviates from what the firm would have been able to

get in the free market. In other words: we speak of enterprise subsidies

in so far as the firm acquires financial resources on better than free

market terms. The crucial point is that free market terms vary from firm

to firm. Every company is in itself unique and tries to obtain financial

means on the best possible conditions. It is being judged by potential

capital or credit suppliers who try to assess the prospects and risks

involved. Out of this interaction between buyer and seller(s) emerges
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some market result. It may be that the firm is denied any (more) capital
or credit. A happier outcome would be that some (or all) types of finan-

cial resources can be acquired. The vital question then is on what

terms. Again,  these depend on the particular case and when they are

equalized by imputing one "standard" free market interest rate, only a

rough estimate of enterprise subsidies in our sense is provided. Each

case has its own specific free market terms as agreed upon in often long

and complicated negotiations. (These terms concern much more than just

the interest rate; they comprise all kinds of qualifications, provisions

and conditions). 7)

It is obvious that we do not know the detailed information on

each case that we should know in order to be able to gauge the degree of

subsidisation of each firm that receives some kind of support. By keep-

ing the different forms as apart as possible when presenting the avail-

able statistical data in the empirical chapters, they better fit our

definition. We will not put the various forms of support together in one

"clear" figure because of the two fundamental problems discussed here.8)
The fourth comment concerns the focus on the role of political

decision-making at the national level. The subsidy arrangements have

been created by political decisions and their continuation depends on

funds from the government. In some cases this political involvement is

more conspicuous than in others. Sometimes funds are granted after open

political debate in parliament. Other arrangements may be semi-automa-

tically extended with the implicit approval of the relevant politicians.

Another possibility is the creation of special institutions that engage

in subsidisation activities, for instance, regional development compan-

ies. Obviously, such institutions have some discretionary power in exe-

cuting subsidy policies. Their link to political circles will vary from

case to case. But as long as they depend on government funds and as long

as ministers can be held politically responsible for their activities,

do we consider them to be within our scope. This is not to deny that

other than political factors also play a role. In fact, this applies to

all subsidy arrangements since there are always civil servants engaged

who exert some kind of influence. Since we focus on the political pro-

cess the role of bureaucracy is deliberately neglected. But at the end

of this study some qualifying remarks will be made about this.
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Finally, it should be realized that a broad, longer term ap-

proach has been adopted; that is, the development of the whole "system"
of subsidies over time is being considered. We are interested in finding

out why and how ever more subsidy arrangements were created in the

1970s. It seems appropriate to try to find an answer in the political

sphere. The empirical chapters should indicate the character and extent

of political involvement.

1.3 Introductory remarks

The following remarks should be kept in mind as they are important to

this study:

1) The approach adopted in this thesis sets it distinctively apart from

most other literature on subsidies. Since subsidies originate in the

political process we do not consider economic motives as such. The

latter are only relevant in as far as they can be translated into

political arguments. Thus we do not present an economic cost-benefit

analysis in the "orthodox" sense, that is, not like the standard wel-

fare economic approach. (See for a literature review of this kind of

analysis OECD 1983b).

Welfare economics specifies a "welfare optimum", divergences
from which should be corrected it the maximum (allocative) efficiency

is to be achieved. This has become known as the "Pareto-optimal" re-
source-allocation. Subsidies serve to secure such Pareto optimum when

the market fails to bring it about ("market failures").
Arguments for subsidies in this view are

- the existence of public goods;

- merit and demerit wants;

- lack of competition;

- the existence of increasing returns industries;

- externalities.

In the previous section it was stated that subsidies connected

to these arguments, except   for  "lack  o f competition", are beyond  our

scope.9) We consider subsidy policies in these areas as "normal" gov-

ernment  activities.  But  the  difference  between our  approach and

standard welfare economics is much more fundamental than just a mat-
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ter of different definitions. We basically differ from standard wel-

fare economics in the following respects:
1) We do not view government as an exogeneous, homogeneous entity

pursuing certain objectives. We apply the reasoning of "New Poli-
tical Economy" that makes politicians calculate in political
terms, that is, in terms of number of votes gained or lost.

2) We fully reject the notion of Pareto-optimal efficiency as an un-
realistic,  theoretical construct.  Instead we adopt an Austrian

School-type approach.
Perhaps the best way to explain and motivate the distinctively

different  character of our approach  is  by  referring to Wiseman

(1981): "Is There a Logic of Industrial Subsidisation?".10) He argues
that the present intellectual constructs used by economists for the

study of industrial subsidies are inadequate. "It is difficult to
explain either the magnitude or the growth of industrial subsidies

from received doctrine. Why has it been happening, and what can econ-
omists say about it?"
Wiseman then proceeds to discuss,  what he calls, the "orthodox expla-
nations of subsidy activity", that is, standard welfare economics in
our terminology. He observes that it has evolved into an "analytical
argument of considerable sophistication and sublety (....), but we
should not allow the sophistications to conceal from us the underly-
ing simplicity of the construction, and its limitations as a guide to

human behaviour and social organisation". Later  on  he  adds   that   "sta-
tic allocation models contribute little to an understanding of the
problems of dynamic adjustment". Apart from their "technical-econo-
mic" shortcomings these models  are  also  not very relevant: "one needs
no more than a superficial acquaintance with the public debate about
subsidy policy to be aware that such an objective function - meant is

the function specifying the welfare, Pareto-optimal-type objectives
that government is supposed to pursue; TA - does not in fact encom-
pass the issues that people consider relevant".
Wiseman suggests an alternative approach to industrial subsidies. He
mentions three aspects that deserve more attention:

1)   the   study of government and "no-market" behaviour;
2) the study of group behaviour;

3) the concept of "economic efficiency".11)
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This study not only attempts to deal with these questions but in gen-

eral very much reflects the spirit of Wiseman's ideas.

2) The empirical chapters should be seen as case studies. This way of

dealing with the subject reflects the tremendous complexity of the

matter. As can be sensed from what has been said in the previous sec-

tion, and as will become quite clear below, the possibilities to make

appropriate and reliable direct quantitative comparisons between the

four countries are very limited. The flood of quantitative data in

the country-studies should in any case be interpreted with great cau-

tion. To put it provokingly: one should not take them too serious.

The figures suggest an exactness that frequently cannot be achieved.

They should therefore primarily be considered as quantitative illus-

trations of the qualitative argument. We draw our qualitative conclu-

Sions in such a way that they allow for differences in "exact" fig-
ures. When, for instance, we use an expression such as "to a high de-

gree", it means that the phenomenon occurs in about 70 - 90 per cent
of the cases. The important aspect is that the various figures (and

other data material) point in the same direction; that is, are com-

patible and consistent. Our conclusions are thus based on a variety

of sources that indicate the same phenomena. One should be aware of

the different character of various sources, however. When different

sources contradict one another - or show vague, unclear results - we

either mention them all, pointing at the differences, or do not take

them into account at all.

The focus on qualitative conclusions is also reflected in the

frequent use of quotations from the literature about subsidies in the

four countries. Quite often we present the main conclusions of re-

ports and studies, but do not give the underlying quantitative data.

Of course, the need for compatibility and consistency is equally im-

portant here.

One implication of our approach is that we do not intend to make

an explicit comparison between the countries. Particularly we do not

attempt to draw conclusions like "the steel industry in Sweden re-

ceives 46.7% more subsidies than the Dutch steel industry". Such con-

clusions (firstly) are doubtful anyway, and (secondly) are not of

interest to us. In principle each case study stands on its own. We12)

only compare them in that a number of striking (qualitative) similar-
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ities we consider to be typical characteristics of the practice of

subsidizing will be identified, and in Part II an attempt will be
made to explain why they occur.

3) The case studies deal with Hungary, Sweden, West Germany and the
Netherlands. Why these countries? The choice of the Netherlands is

self-evident. Sweden is known for being active in the field of subsi-
dies and has a tradition of government intervention in the economy.

West Germany presents a more market-economy-oriented case, but the
government does grant subsidies as well. Besides it is one of the

leading industrial powers.

The case of Hungary needs some more explanation. As a country

with a socialist system Hungary is of course quite distinct from the

other countries. The state is much more important in economic life in

Hungary. However, it has been pursuing an active and comprehensive

program of economic reforms - with ups and downs - for over 15 years
now. These reforms have moved the economic system to a state in which

policies akin to subsidizing are of considerable importance. It may

be said that Hungary has been moving closer to the economic system of

the West. (At the same time the policy of granting more subsidies in
the Western countries in the 19708, implying a bigger role for the

government, can be seen as a shift in the direction of the Hungarian

system). Thus, Hungary on the one hand, and the three Western coun-

tries on the other hand, have become more or less comparable. The
interesting aspect of this is that Hungary, so to speak, is coming

from the opposite direction: it is moving from more to less (or at

least to different) government intervention.

The economic system in Hungary after years of reforms is such

that it is appropriate and useful to label certain kinds of govern-

ment activities "subsidy policy". Indeed, there are striking resem-
blances to the subsidy policies in the West. In Hungary a number of
characteristics can be much more clearly observed, however. In some
sense Hungary   is   a   "pure case", where experiences   are more "extreme"
or "intense", and where the impact of subsidies is far greater. Both
this "pure case" aspect and the different background of Hungary make
it interesting. When we observe a number of characteristics in Hun-
gary as well as in the other three countries, we apparently deal with

typical aspects of the practice of subsidizing.



13

On the other hand, one should be aware of the differences. Espe-

cially with regard to the relevance of the theoretical part to the

situation in Hungary one should be very cautious. Hungary is neither

a democracy nor does it have a free market system. But (the interac-

tion of) these two elements make up the heart of our theory. The po-

litical system is going to be analyzed in terms of "New Political

Economy". That assumes a parliamentary democracy with majority rule

and politicians of several parties competing for votes. The economic

system is going to be defined as a pure capitalist (supply) economy.

All this is quite different from Hungary of course. Thus, in some

important respects the analysis in Part II does not apply to Hungary.

But also Part II has benefited considerably from Hungarian theo-

retical literature, however. The concept of the "hard and soft budget
constraint" developed by Kornai   ( 1980) plays a substantial   role   in

our theory.

4) Particularly in view of the theoretical part it is useful to point

out in advance that our focus will be on economic effects in terms of

efficiency. To this purpose we are going to introduce the notion

"Business Efficiency (BE)". Besides it should be stressed that we

have adopted a long-term, dynamic approach. (Nothing could differ
more from our analysis than static reasoning). We are concerned with

micro-economics and in the theoretical part restrict ourselves to the

supply side of a free market system.

5) For the sake of readability we sometimes use different expressions

for the same phenomena. For instance we consider the expressions
"firm", "enterprise" and "company" to be synonymous. Quite frequently

we simply refer to "subsidies" instead of to "enterprise subsidies".
Both terms designate the definition of section 2. These terms only

have another meaning when this is clear from the context. The same

goes for expressions like "support"  and  "aid". A final example  corr
cerns "government". We also refer to "state" or (occasionally)

"authorities". Unless otherwise indicated, as in the case of West
Germany, these terms refer to the central government.
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PART I
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CHAPTER 2

HUNGARY

2.1 General Background and Explanation of Enterprise Subsidies

2.1.1 Introduction

Hungary is a socialist country. Thus there are large differences

between its economy and the Western market economies. A number of these

differences concern the relationship between government - also to be

called "state" - and enterprises. In a socialist country the government

holds a predominant position in the national economy. One of the func-

tions of the state is to direct economic development. One of the means

it uses to accomplish this is to influence the functioning of enterpris-

es. When we look at the developments in Hungary after World War II we

observe a gradual change in the way the state interferes in economic

life.

Especially before the economic reforms in 1968 state interfer-

ence with companies was very direct and far-reaching. Based upon the na-

tional economic plan firms were given detailed instructions, quantified

in volumina, of what to do. The system was very centralized and hierar-

chical, with the enterprises "below" having to - or at least trying to -

obey the commands  (or "plan instructions")   from the authorities "above".

Although this very strict and rigid system of central planning

was occasionally modified before 1968, the first major revision took

place in that year. The adoption of the "New Economic Mechanism" (NEM)

entailed some important changes.

The reforms meant generally greater autonomy for enterprises.

The system of compulsory plan-instructions, which was also called the

breaking-down of the plan, was abolished and enterprises were allowed to

make  more,   and more important, decisions themselves. Plan fulfilment  was

no longer the basic indicator of the success of enterprises. Instead, in

principle firms were to go their own way and should be led by profita-
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bility criteria. (We will see below that to a certain degree this has

not happened in fact, however.)

The reform process came to a halt in 1972/1973 and up to 1978

some recentralization tendencies occurred. The state reinforced its grip

on enterprises and these in turn came to rely more heavily again on

state measures. (This did not imply a return to the pre-1968 situation,

however.) Thus the success of the enterprise depended to a diminishing

extent on the adjustment to changes in economic conditions.

In 1979-80 a new wave of reforms in the spirit of 1968 came up.

The main elements were:

1. greater autonomy for enterprises and less interventions by the con-

trol organs;

2. bigger role for the competitive price system based on world market

prices;

3. stimulation of small and medium-sized enterprises;

4. merger of the industrial sectoral ministries into one Ministry of
Industry.

According to Hare, Radice and Swain (1981) the emphasis in the

revisions connected to the reforms in 1980 "is very much to differen-
tiate between economic organizations on the basis of their relative ef-

ficiency, to encourage competitiveness and enforce rapid gains in ef-

ficiency wherever possible".

In general the reform process has continued and been intensified

in the period after 1980.

This very broad and rough outline of the main developments in

the Hungarian economic system should serve as a framework in which to

understand the following more detailed discussion. Before presenting an

analysis of enterprise subsidies in Hungary, we want to pay attention to

two rather important aspects of the economic system in Hungary. Firstly,

one of the main characteristics of the post-reform system is the crea-

tion and development of a great many indirect regulators through which

government exerts influence on the economy. Our notion of enterprise
subsidies is closely related to these indirect regulators. Secondly,

some more remarks will be made on certain crucial features of socialist

economies in general and the Hungarian variant in particular.
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2.1.2 Indirect regulators

The elimination of the direct quantitative Instructions for en-

terprises made it necessary to create an alternative system of control.

The state wanted to continue its predominant position in economic life

despite the growing decentralization and autonomy of companies. These

enterprises direct their own actions which need not be in accordance

with the desires of the authorities. In other words, the cumulation of

decisions taken autonomously by enterprises can very well result in an

economic development that deviates from what the state wants. To make

this impossible the state pursues an active economic policy by means of

many, often forceful, instruments. Through such indirect regulators ap-

plied in fields like wages, prices, amortization, subsidies from the

state budget, credits and interest rates, taxes,  international trade

activities and investments, the state can substantially influence the

possibilities of companies to exist and prosper, and push them in the

state-desired direction. So now instead of central planners instructing

firms exactly what to do and how to do it, they influence economic cir-

cumstances that are relevant to specific enterprises. In this way the

state can indirectly direct the development of companies. 1)

The mass of indirect regulators are of great significance for

the present Hungarian economic system. Many of them can be regarded as

enterprise subsidies in our sense, as will be explained in a subsequent

section. The extensive system of subsidies, substantially influencing

the functioning of companies, is a direct consequence of the development

in Hungary. In a socialist state on the one hand wishing to decentralize

for reasons of efficiency, but on the other hand wanting to maintain the

predominant position of the government, subsidies are the "natural" out-
come. Enterprise subsidies are intrinsic to a decentralizing, liberaliz-

ing, socialist economic system.
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2.1.3 Some of the main characteristics of socialist economic systems in

general and the Hungarian system in particular

When observing the actual functioning of socialist economies it

is generally noted that shortage is an ever present phenomenon. The fre-

quency and importance of its occurrence have been studied by many econo-

mists. In 1980 Janos Kornai published a book called Economics of Shor-

tage, which probably is the most comprehensive and penetrating analysis

of the problem of shortage in a socialist economy written to date.

Kornai argues that shortage is an integral, "natural" aspect of

a socialist economic system and can be explained by certain institutions

and social arrangements typical of socialism. In the socialist system

the managers of a firm strongly identify with their job. This identi-

fication is translated into a desire to make the firm survive and grow.

This can be ensured by procuring ever more inputs, by increasing invest-

ments and by building substantial reserves. These three types of poli-

cies characteristically being pursued by socialist firms - which Kornai

labels quantity drive, expansion drive and hoarding tendency respective-

ly - are essentially various aspects of one and the same basic phenome-

non: the demand of the socialist firm for inputs is (almost) insatiable.

This virtually unconstrained demand of firms for inputs which facilitate

production and/or  investments  and/or  reserves  leads  to the chronic

shortages. As a next step in his analysis, which is of utmost importance

to our purposes, Kornai reasons that this situation is made possible and

can continue  because  the  budget  constraint  of a  socialist  firm  is

soft.2  This means that it is not necessary that revenues cover costs:

through a number of mechanisms the state rescues the firm whenever it

gets into financial trouble.

Since we will deal with the concept of the (hard and soft) bud-

get constraint in more detail in chapter 6, we restrict ourselves here

to some general observations concerning this important notion. Firstly,

the fact that the budget constraint for a socialist firm is soft means

that it needs not bother too much about the results of its own activi-

ties. Cost increases, for instance because the firm wastes inputs or

because it pays a higher price for inputs, can be covered by being al-

lowed to raise the price of its output or by receiving tax exemptions,

soft credits or direct subsidies from the state.
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Secondly,  since the softness is in principle relevant to all

firms, the demand for inputs in the economy far exceeds the available

quantities, leading to chronic shortages. The unlimited "hunger" for
inputs pushes efficiency considerations into the background: any sort of

additional input is welcome, no matter how low its marginal productivity

is.

Thirdly, since the soft budget constraint makes it in principle

possible for firms to try to buy anything, socialist enterprises need

not worry about selling their output. The unconstrained demand by other

firms guarantees a market for the product; in fact, buyers queue up to

obtain it. And again, due to the condition of shortage and the softness

of the budget constraint, firms are glad to accept anything they can buy

regardless of the quality or service or terms of delivery. In addition,

the price is relatively unimportant. Usually, a price increase does not

decrease the (real) demand of firms.

The discussion above makes it possible to derive two related

aspects of socialist economies, which are generally recognized to be

main features. First of all the socialist economy is a sellers' market.

Conditions are such that the seller is in a superior position to the

buyer.  In addition,  the Hungarian industry is so highly concentrated

that for a number of products there is literally only one supplier. The

second point concerns the fact that the socialist economic system is

resource-constrained.  The  physically  available  resources  limit  the

inherent desire to expand. It is important to note that the fact that

all resources are somehow "engaged" in the economy does not at all mean
that they are used in an efficient way. On the contrary: it will be ela-

borated below that certain mechanisms, conditions and institutions con-

nected to a socialist system work toWards very inefficient solutions.

The well-known phenomenon of "unemployment on the job" is just one

illustrative example.

The discussion so far of some of the main characteristics of

socialist economic systems implicitly contains an element which needs to

be dealt with explicitly. The phenomena observed relate directly to and

depend in a crucial way upon the institutional structure and basic moti-

vations and attitudes of economic decision-makers in a socialist econo-
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my. As essential aspects one could mention the predominant position of

the state in economic life and the hierarchical relationship8 between

state authorities and enterprise executives whereby the degree of suc-

cess of the firm is largely determined by the former. Equally essential

aspects are the desire to expand - both by the managers of the firm who

"identify with their jobs" (see Kornai 1980, pp. 61-63) and by the
authorities "responsible" for the firm who may benefit in terms of pres-
tige, income and power position in the state hierarchy when "their" firm
grows - and the focus upon trying to get what one wants through the
planning process.3)

The crucial point is that although the reforms have entailed a

number of important changes, the basic institutional system and the re-

lated basic motivations and attitudes of decision-makers have remained

the same.4  The last aspect mentioned (no. 4) is particularly important

with respect to our purpose. The planning process works essentially the

same as in the pre-reform period. Instead of compulsory plan directives

the system now operates through indirect regulators. Instead of "break-

ing down the plan" the mechanism could now be characterized as "breaking
down the regulators" (see Antal   1981). The point   to   note   is   that   the

"orders from above" still crucially influence the enterprises "below",

although the orders are more indirect, subtle and informal than before

the reforms. This implies that the firm is still basically not able to

function autonomously as an entity pursuing its own business economic

goals. Thus, the decisions firms make are mainly inspired by actions of

state authorities which enterprise managers have to take into account.

The fact that the main institutional arrangements and motiva-

tions and attitudes of decision-makers have not fundamentally changed
means in Kornai's terminology that the budget constraint is still rather

soft (see Kornai 1980 and 1983). Although there has been a certain de-

gree of hardening over time - and perhaps the most recent reforms have

accelerated this process - its fundamentally soft character remains.5)

This key feature of the system is crucially relevant to our notion and

analysis of enterprise subsidies in Hungary.

As a final introductory point to this chapter it is useful to

consider briefly the position and behaviour of the enterprise in the

Hungarian economic system. From the preceding it is obvious that the
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position of the Hungarian firm is quite complicated: it must at the same

time take into account business economic factors as an autonomous firm
trying to increase profitability (as it should be according to the basic

principles of the reform), as well as factors relating to the attitude

and preferences of the supreme state authorities (as the old system is

basically preserved). In a frequently quoted and widely acclaimed ar-

ticle Bauer (1976) analyzes this "contradictory position" of the Hun-

garian enterprise in detail.

One consequence of this contradictory position is the emergence

of a system of bargaining that is of great significance for the economy

in general and for the functioning of enterprises in particular. The

system of "bargaining on indirect regulators" refers to the practice of

negotiations between enterprise managers and state authorities from var-

ious ministries, councils and institutions about measures that effect

the firm. Through bargaining firms try to influence governmental deci-

sions in a beneficial way to the firm. By being successful in this ex-

tremely  complex  bargaining  process,  firms can substantially  improve

their position in the economy. They may, for instance, obtain tax exemp-

tions, extra subsidies from the budget or credits on easy terms.

Much of what will be said in the following sections refers di-

rectly or indirectly to this system of bargaining on indirect regula-

tors. Together with, and in connection to, the phenomenon of the soft

budget constraint it makes up the heart of the analysis of enterprise

subsidies. Although all preceding introductory remarks serve together as

a general background necessary to understand what follows, the two cru-

cial phenomena that will most substantially determine the course of ana-

lysis are the bargaining process and the soft budget constraint.

2.2 Enterprise Subsidies in Hungary

2.2.1 Introduction

As was explained in chapter 1 our notion of enterprise subsidies

stems from the situation in Western countries with a market economy. The

fundamentally different system in Hungary makes an approach necessary

that deviates significantly from the other three countries. In applying

our definition of enterprise subsidies to Hungary we should note that
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this "Western-type" concept is rather artificially introduced in this

socialist system. What we will call enterprise subsidies differs from

the meaning the Hungarian literature attaches to this expression. Our

interpretation of the term has much more affinity to the concept of the

(hard and soft) budget constraint.

The state currently directs economic development mainly by means

of indirect regulators. A number of these concern companies and again a

number of those have a differentiated character. This differentiation

occurs in two ways:

1. regulations concerning specific companies,

2. exemptions for specific companies to general regulations.

The effect is the same:  some companies are being favourably

treated, or in other words, some companies face a disadvantage.6  In

Hungary this occurs on a very wide scale. Our definition of enterprise

subsidies includes that part of the system of indirect regulators that

specifically differentiates between enterprises (or groups of

enterprises) and may have consequences for the budget constraint of

firms.

As a first step we distinguish four broad categories:

1. Those subsidies which are usually called subsidies and are presented

as such in the state budget. These are the regulations that are set

up by the state to subsidize companies. These subsidies are paid di-

rectly from the budget.

2. The price system. Through its influence on producer prices the state

can manipulate company results.

3. Taxes on enterprises insofar as they are differentiated.

4. Credits. These are to be regarded as entailing subsidies when credit

terms vary because of a credit policy that aims at favouring particu-

lar companies.

2.2.2 Subsidies

A significant part of the state budget is allocated to all kinds

of subsidies.
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Table 1 State Budget

Billion forints

1970 1975 1978 1979 1980 1981 1982

Subsidies for
enterprises (co-
operatives) and
agricultural co-
operatives 49.9 103.3 126.5 135.3 137.5 148.8 159.7

Total expenditures 175.7 316.2 386.4 415.1 452.- 482.1 498.-

Source: Statistical Yearbook (1979) and (1982)

It should be noted that these subsidy figures do not include the

subsidies implicit in the so-called "state-investments". These are of

considerable magnitude too (see below).

It is evident that subsidies in general are of prime importance

to the activities of the state, and thus to the Hungarian economy as a

whole. For our purpose only particular subsidies are of interest (see

Chapter 1). For instance, subsidies to agricultural co-operatives are

outside our scope. As far as state investments are concerned our focus

is on state financial contributions to investment projects which in the

West would have been carried out by, and at the risk of, private enter-

prise. The very important import and export subsidies in Hungary will

not be dealt with. Thus we restrict ourselves to two types of subsidies

from the budget:

1. Production subsidies

These subsidies serve to keep the production of a firm going despite

losses. The firm is supported because it would not be able to continue

its production by own means. The subsidy may be a fixed amount per unit

sold or an amount to cover the losses of a certain period.
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Table 2 Production Subsidies Industry

Billion forints

1975 1976 1977 1978 1979 1980 1981 1982

15.3 27.1 33.0 31.1 31.3 31.6 40.0 40.0

Source: Industrial Statistical Yearbook (1975-1982)

2. Investment subsidies

Investment subsidies are granted to finance investments. We should dis-

tinguish between "state investments" and "enterprise investments". For-
mally, the first ones are decided upon by the state, the second ones by

the companies themselves. In the 19708 enterprise investments in indus-

try were almost twice as high as state investments (see Deak 1978 and

Fink 1982).

Concerning state investments we should note that these also in-

clude  investments in infrastructure and public utility investments.

These components cannot be regarded as enterprise subsidies in our
sense. These are considered to be normal governmental activities in the

West too.

On the other hand,  the amount for state investments includes

subsidies to - from our point of view - normal investment projects of

companies. Certain companies receive financial resources in order to be

able to carry out investments which enterprises in the West would have

carried out on behalf of themselves. This component is indeed a subsidy.

Joseph Tar (1981) presents more detailed information on state

investments.
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Table 3 Completed State Investments

Billion forints

1976 1977 1978 1979

Large state investments 22.1 25.3 26.8 28.9

Target group investments 31.8 37.7 40.7 45.6

Other state investments 15.5 16.5 17.3 18.3

Total state investments 69.4 79.5 84.8 92.8

Source: Joseph Tar (1981)

The "target group investments" and "other state investments" consist

mainly of projects in the field of infrastructure. The "large state in-

vestments", however, comprise projects which would be considered normal

investment projects of private enterprises. These state-financed pro-

jects should be counted as subsidies. Although it is not possible on the
basis of available data to determine the exact proportion of "subsidy-

like" large state investments, it seems  fair to assume  that  it  is  at

least 50%.7)

Enterprise investments,  the second category, are formally de-

cided upon by the enterprise management. In financing the investment,

however, the companies generally rely heavily on state support. As Fi-

gure 1 shows, a mere 10% of enterprise investments (in industry) were

financed exclusively from the company's own funds in 1976. In all other

cases  state authorities participated in the decision-making process

(through credit - see below - or through investment subsidies).

State investment subsidies were involved in 75% of these invest-

ments. The share of this state subsidy in subsidized investments was

43%. During the fifth five-year period (1976-1980) it was envisaged that

the state would subsidize enterprise investments with 95 billion forints

(see Hare 1981).
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Figure 1 Sources of Enterprise Investments 1976
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2.2.3 Prices

One of the most important differences between capitalist and

socialist economic systems traditionally concerns the price formation

process. Although neither exclusively pure free market prices nor exclu-

sively pure centrally planned prices have existed in reality, the two

systems are still widely apart in this respect.

Of course, the price level of its products is of great signifi-
cance to company results. By influencing or determining prices the state

can have a major impact on the development of firms. If, for example, a
producer price is fixed at a higher level, the company may increase its
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profits. Thus, in our terminology, the firm is subsidized since it can

achieve better results thanks to the specific state intervention.

Theoretically it is quite obvious that an important subsidy ele-

ment is involved when the state heavily influences price formation in a

differentiated way,  that is, when its price policy aims at specific

(groups of) firms. Since our framework of reference is the (hypotheti-

cal) free market price, all deviations of actual prices from free prices

as a result of this particular kind of state policy constitute (positive

or negative) subsidies.

When it comes to trying to assess the actual magnitude of the

enterprise subsidies granted this way, insurmountable problems arise.

Some of these problems relate to the fundamental difficulty of comparing

very diverse systems (see subsection 2.2.6). Other problems relate to

specific characteristics of the Hungarian price system and its develop-

ment over time. In this section we discuss a number of aspects of the

price system in Hungary. This discussion should serve to indicate some

of the main features as far as they are relevant to the practice of sub-

sidizing. It will become clear that due to particular features of the

system it is not possible to find out exactly where subsidies are grant-

ed and what amounts are involved.

A major aim of the 1968 reform was to make prices more flexible,

that is,  they should better reflect changes in market circumstances.

Just like the reforms in general, this policy goal in respect to prices

became increasingly frustrated in the period 1972-1978. In 1979 and

1980, however, new steps towards greater price flexibility and better

adjustment to changing market conditions were taken. This new price re-

form has even been called "the lynch-pin" (Balassa 1983) of the general
new reform wave. Its main aim is to introduce "competitive prices" in
large parts of the industrial sector. This means that the internal Hun-

garian price relationships must become closer to international competi-

tive conditions. Adjustment to international competitive prices is re-

quired to make it possible for Hungarian industry to compete in the

world market (see Balassa 1983, Csik6s-Nagy 1980 and RAcz 1981).

The actual fulfilment of this policy aim - repeated and stressed

over and over again in literature and official publications - certainly

would imply the elimination of a considerable part of these subsidies.
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(According to Csikos-Nagy (1980) competitive pricing is going to be in-

troduced in branches embracing 73% of industrial production.)

However, experience in the 19708 has shown that intentions and
8)realization may be widely apart. In order to be able to understand

what happened in the 1970s - and what may be happening in the first half

of the 198Os, mutatis mutandis, again - one should realize that some

basic relations, conditions and attitudes in the socialist system per-

sist. Despite the reforms and despite the fact that many prices are la-

belled "free", state authorities still   play an important   role in price
formation.

The statement that prices are "free" in Hungary does not mean

that price formation is the result of supply and demand; that is, solely

the result of the interaction between buyers and sellers. The situation

is decidedly different in two respects: firstly, in the seller's market

the seller dictates the conditions to the rather powerless buyer, and

secondly, the seller has to take account of what the (price) authorities

(might) think or do. Thus, price formation is basically a matter of sel-

ler-enterprises and authorities. In the words of Kornai (1980, p. 353):
"price formation is the common result of central price policy and the

efforts of firms: prices change or remain unchanged as a result of con-

flicts and compromises between these forces".

This conclusion leads directly to one of the two phenomena we

pointed out to be of prime importance: bargaining. Prices are mainly

determined in the bargaining process between sellers and authorities. It

is of crucial importance to sellers to set their prices in accordance

with the "opinion" or "wishes" of the price authorities. For one reason,
the authorities are supposed to represent the common interest, which a

firm would violate if it goes against their wishes. (It might be accused

of making "unfair profits".) Besides, the authorities have powerful
means to enforce their opinion. They could simply prohibit a price in-

crease or suspend the enterprise' s right   to an "independent" policy.
More subtle, and much more relevant to Hungarian practice, is the possi-

bility of punishing a firm when it does not behave well by manipulating

other instruments. One may, for instance, decrease production subsidies,
tax the firm more heavily or refuse credits. All this means that it is

of vital interest to firms that the authorities agree with their "free"
price setting.
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The authorities, on the other hand, again depend upon firms in a

number of respects. First of all, they get their information on produc-

tion, market developments, opportunities for investments, etc. primarily
from the companies. They have to rely on the information supplied by the

firms (see below). They must    try to weigh and evaluate the various
claims and arguments of enterprises and view them in the perspective of

the national economic goals as formulated in the central plan. Secondly,

the authorities are also interested in the successful development of

"their" firms. In the end they too are held responsible for the success
of the firms under their control; in this respect they have perfectly

parallel interests with the enterprise managers.

Out of this mutual dependence the bargaining process develops. A

major feature of this process, however, is that the outcome is basically

unpredictable, that is, in principle any decision is possible. The bar-

gaining process is subject to so many influences of such diverse char-

acter, often entailing informal and subjective elements and operating
simultaneously, that the final price which results can be almost any-

thing. The point to be stressed now is that we thus cannot say to what

extent this price reflects free market conditions. In other words, we do

not know to what extent it is a truly competitive price, which is what

official policy wants it to be, and therefore, we do not know how large

a subsidy is involved.

However, it is possible to draw some important conclusions:

1. The actual subsidy element in each individual price probably varies

widely among the many products.

2. The price formation process of "free" prices is still very unlike the

practice in capitalist countries. A truly Western-style competitive

price system can only develop when the socialist system is no longer

a sellers market and when firms become truly autonomous. Only when

competitors are allowed to set their prices independently can price

formation be free. At the moment it is still a competitive price sys-

tem  without  (independent)  competitors.  (See  also  subsection  on

concentration in Hungarian industry.)

3. The previous conclusion does not imply that nothing has changed, or

in our terms, that subsidies entailed in the price system have not

been reduced. When indeed in the bargaining process the argument of

competitive pricing - that is, Hungarian prices should reflect world
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market prices - becomes stronger because it is a central policy ob-

jective, it is quite likely that the resulting prices will in general

be closer to free market prices. It seems plausible that this has in

fact happened to some degree in Hungary since 1968. Thus, subsidies

through the price system have probably diminished.

All this makes clear that the price system is tremendously com-

plex in Hungary. This makes it impossible to calculate exactly how much

subsidy is involved. But it is beyond doubt that the subsidy element is

considerable.

2.2.4 Taxes

A striking feature of the tax system in Hungary, as well as in

other socialist countries, is the overriding importance of taxes on en-

terprises. Indeed, Lhe state obtains a considerable part of its revenues

9)from the enterprises (see Table 4).

Table 4 Importance of State Enterprises for the State Budget

Billion forints

1970 1976 1977 1978 1979 1980 1981 1982

Total revenues 171.9 320.4 361.3 382.9 411.5 447.5 472.6 485.8
of which payments by
state enterprises,
mostly taxes 147.3 252.1 276.0 293.2 307.4 301.7 331.1 345.9

Source: Statistical Yearbook (1982)

In order to be able to speak of subsidies in connection with

taxes on enterprises, they should differentiate between (groups of) com-
panies. To a large degree this is in fact the case in Hungary. As Kornai

(1983) observes (and illustrates with data): "With regard to taxes (ex-

cept wage taxes) each branch, or subbranch, of the economy is treated

differently". (The wage tax is a uniform tax on wage costs of firms; in

1980 it was reduced from 35 to 17%.)
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An interesting example is profit tax. It is determined according
to a set of rules which cause it to have differentiating effects on en-

terprises. When determining the amount of profit tax a company has to

pay, the division of profit between sharing fund and development fund is

relevant. The first one serves to complement personal incomes of workers

and employees while the second one adds to enterprise assets. Both parts

are taxed differently. Because the division of profit among the two

funds is decided upon according to regulations that distinguish between

various branches, the profit tax differs between companies. In addition,

tax reliefs are granted concerning profit tax as a subsidy on invest-

ments, or as a means to repay credits financing major individual invest-

ment projects. Thus the profit tax that has actually to be paid may vary

significantly between enterprises.
10)

To fit our definition of enterprise subsidies, taxes must be

directed at enterprises and differentiate between them. The most impor-

tant tax not to be included is the turnover tax since it is directed at

consumers. The distinction between producer prices and consumer prices

is another typical feature of socialist systems: the so-called  "two-
tiers" system. Although we recognize enterprise subsidies only with re-
gard to producer prices, it should be noted that detailed, differentiat-

ed manipulation of consumer prices through positive or negative (= con-

sumer price subsidies) turnover taxes of course influences the result of

individual firms in various ways. The fact that this happens on a wide

scalell) is another example of how important the policy of state author-

ities is to firms; also outside the sphere of enterprise subsidies.

2.2.5 Credits

After 1968 bank credit became an important financial resource.

In 1967 only 0.8% of investment outlays was financed from reimbursable

loans. During the second half of the 19708 and early 19808 this share

varied between 20% and 30%. (In 1976 bank credits were involved in the

financing of 75% of investments undertaken by industrial firms.) The

stock of credits financing working assets as of December 31, 1980, in

industry was 97.4 billion forints while its stock of investment credits

at that moment was 85.2 billion forints. For the period 1976-1980 the
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total amount of bank credits envisaged for financing enterprise invest-

ment was 105 billion forints. (Sources: Economic Bulletin National Bank,

June 1981; Deak 1978; Hare 1981.)

The credit system is very centralized. The National Bank has the

monopoly of granting credits to state enterprises or co-operatives. It

receives instructions for its credit policy directly from the govern-

ment. These "Directives of Credit Policy" are put into operation toge-

ther with the national economic plan every year. This way the credit

policy of the bank is controlled by the state and the bank in fact as-

sists the state by financing the state-desired projects.

In addition to the National Bank the State Development Bank also

needs to be mentioned. It grants "state loans" at the expense of the

state budget. These credits are for large, centrally managed investment

projects influencing the basic structure of the economy. They usually

are long-term loans with low interest rates.

Both banks pursue a highly selective, differentiating credit
policy in accordance with the preferences of the state.12  By differen-

tiating credit conditions with respect to interest rates and terms of

expiry, for instance, they greatly influence the development possibili-

ties of firms.

The structure and functioning of the credit system clearly ex-

hibits some typical features which have been pointed out at various

places above. First of all, the supply (in this case of credits) is very

centralized and competition does not exist. So buyers (in this case

firms demanding credits) have no choice and have to accept what is of-

fered if, indeed,  they are offered anything anyway (sellers market).

Besides, the credit institutions cannot operate autonomously according

to business criteria, but have to differentiate their credit terms ac-

cording to the wishes of the central authorities. So, again, enterprise

subsidies are involved.

2.2.6 Enterprise subsidies: synthesis and extension

To judge the importance of enterprise subsidies in the Hungarian

economy one must simultaneously take the effects of all relevant regula-

tors into account. It should be realized, however, that we have not yet
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discussed all relevant elements of the subsidy system.13  Some important

points still have to be made.

Apart from the regulators which are explicitly devised to func-
tion as enterprise subsidies there are in practice a great many exemp-

tions to general rules for specific enterprises (not infrequently for

one enterprise). This preferential treatment is not reflected in the

formal system of regulators but does occur on a wide scale. For example,

a company may be allowed to obtain a higher depreciation tax allowance

than would have been possible according to the official, general rule.

Or it may be that one specific firm is allowed to raise its price more

than is specified in the relevant price regulators, which in themselves

already have a differentiating character.14  So in addition to the for-

inal subsidy arrangements, a great number of informal ones exist.
In this respect the process of bargaining should be stressed.

The bargaining between enterprises and authorities may lead to exemp-

tions for specific firms. A firm that has not been successful in bar-
gaining on the formulation of the indirect regulators - that is, it has

not managed to make the authorities take decisions with regard to for

instance production subsidies, credit policy or profit tax payments,
which are beneficial to it - can always try to obtain some preferences

later on. 15  If it manages to convince the authorities, for example,

that it has to pay an "unfair" amount of profit tax under the official
regulation, it may be allowed to postpone payments.

To what extent a firm manages to obtain preferential treatment

depends upon the outcome of the bargaining process. This, however, is

tremendously complex. We have implicitly referred to "authorities" as a
homogeneous group with a clear common goal. But in reality there are all

kinds of different authorities involved with different interests and

influence.16) It is an ad hoc changing combination of "parties" and in-

terest groups, with varying relative powers, which have to work out some

arrangement. In the bargaining process with the enterprises' management,

people from various institutions participate. Institutions that are fre-

quently involved are the sectoral ministries17), regional and local
councils, banks and the price office. Influential officials of the com-

munist party may take also part in the decision-making process. Some of

the contacts between different participants are institutionalized - for

instance in inter-ministry committees - while others negotiate with one
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another only in specific cases. The final outcome of the bargaining pro-

cess depends upon such factors as the nature and importance of the case,

relative position and power of the "parties" involved and the cleverness
with which each participant negotiates. Given the complexity of each of

these factors and their interdependencies, a great many outcomes are

feasible. Also, each case has a unique character depending upon its par-

ticular mix of factors.

All this makes clear that the bargaining process entails sig-

nificant differentiation among firms. Each firm is subject to some spe-

cific set of regulators and exemptions which in the great majority of

cases is of considerable significance to its results. It is therefore

obviously in the interest of firms to engage in the bargaining in order

to obtain preferential treatment.

A major factor strengthening the position of enterprises in the

bargaining process is their information advantage. The authorities ob-

tain their information primarily from the firms, which, however, have a

clear interest in a favourable decision. Thus they will try to present,

or even manipulate, the information they give to the authorities in such

a way as to increase their chances for subsidies. The authorities are in

general not able to check this adequately. In the words of Bauer, Soos,

and Deak (1981) "(...) the main problem facing central planners in the

field  of  individual  investment  decisions  is  the  lack  of  reliable,

undistorted information". In discussing this problem they ask: "How can
central  planning  organs  judge  their  (=  enterprises;  TA)  investment

needs? Can independent experts help?  In practice there are not any

independent experts in these countries. People who are experts in a

given production branch usually belong to that interest group. Others do

not know the group's technological, tactical and other secrets. Central

planners making investment decisions are thus at the mercy of enterprise

managers' distortions or, to be more polite, their excessive optimism in

forecasting low costs and high returns." Basically the same conclusion

is  reached by Nyers and Tardos  (1980):  "As a matter  of  fact, the centre

recognized that it possessed neither the information nor the informa-

tion-processing ability sufficient for continuous, smooth and elastic

control of enterprise activities."
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A second note concerns the interdependence of many enterprise

subsidies. An example may clarify this. Suppose the state fixes the pro-

ducer price of a product at a low level. We can distinguish a negative

subsidy here when the firm would have been able to raise its price if
the state had not intervened. Suppose also that the company runs into

losses because of this. The state will then have to Support the company

financially in order to keep it going. It may, for example, grant pro-

duction subsidies. The overall subsidy is the net effect of both sub-

sidies.

In order to judge how much subsidy a company receives one should

simultaneously regard all subsidy measures - both formal and informal -

that influence the company; it is the net effect of all (positive and

negative) subsidies that matters. This leads to a third note.

Determining the total amount of enterprise subsidies ought to be

regarded as an impossible task. For one thing, there are so many dif-

ferent ways in which subsidies are granted that putting them together in

one figure is unfeasible.

A second reason is the fact that our notion of enterprise subsi-

dies is a concept primarily stemming from another "world". It is derived
from the situation in Western countries where governments started to

interfere directly and differentiatingly with the supply side of the

free market. Therefore it presupposes the free market as a frame of re-

ference. This frame of reference does not exist in socialist coun-
tries.18) If, then, we want to know how much subsidy is being granted we

ought   to know first how companies would have developed   in  a free market.
We need to know the intrinsic own strength of individual companies. In

Hungary this is even after the reforms not sufficiently possible. Enter-

prise results and development are determined to such an extent by state

interference through what we call enterprise subsidies, that judging a

company while ignoring this factor is not well possible. The influence

of the state is too important for that. Since we therefore do not know

what a company would look like if left to its own, we cannot determine

adequately how many subsidies are granted.

Despite the foregoing, it does seem possible to say something

about the development of subsidies as a whole over time. In general the

magnitude of enterprise subsidies in the Hungarian economy is likely to
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have been reduced; perhaps significantly in the last 3 or 4 years. There

have been some developments which in fact - that is, not only in inten-

tion - point in this direction. One example is the abolishment of the

production tax, which had a highly differentiating character. Another

point is the fact that bankruptcy and liquidation of firms are no longer

completely out of the question. Although still a rare and extraordinary

phenomenon, it does occur (see Laki 1982). Also the creation of better

opportunities for small and medium-sized companies deserves to be men-
tioned (see Bir6 1982 and Balassa 1983). In some cases they manage to

develop successfully by competing on the international market or with

large domestic enterprises. The latter thus seem to come under more

pressure to increase their efficiency in the market and can rely a bit

less on the benevolent attitude and protection of the authorities (see

Szalai 1982). These examples show a tendency towards greater autonomy

and independence of firms which have to rely increasingly on their own

strength in the market. They depend less on the actions of the authori-

ties, that is, enterprise subsidies are less important to them.

Bauer (1983, pp. 305-309) gives a useful account of some impor-

tant changes. We quote him extensively: "In Hungary the NEM introduced
the profit motive and a uniform taxation system to enable a comparative

evaluation of enterprises and industry branches. However, it is often

said that the wide-spread use of selective financial measures, that is,

of differentiated taxes, credits, and subsidies, undermined the working

of the incentive system based on profits. And it is often added that

there are no bankruptcies, and that the expansion of dynamic firms is

hindered by these financial measures.

Though there is much truth in these criticisms, the first move

in the desired direction has already been made. Despite all the exemp-

tions from the uniformity in tax and subsidy regulations, at least there

exists a general rule from which exemptions may be made. lf less profi-

table enterprises need subsidies for their survival, they at least get

subsidies which differ from the general rule, and do not get lower plan

targets according to the general rule. And it confers no honor on an

enterprise if it receives subsidies! Thus the distinction between good

and bad enterprises has appeared in Hungary, and being good is connected

with competiveness, profitability, and adaptibility to market require-

ments. In some cases (and in a minority of mergers) enterprises have
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been liquidated because of their poor performance in business terms

(Laki 1982). More frequently, the production of those goods that involve

losses or poor profits has been discontinued. These are the first sig-

nals of the formation of a selection mechanism, which was lacking under

traditional central planning."

The above quotation from Bauer is also useful as an introduction

to the next section. In that section the economic effects of enterprise

subsidies in terms of efficiency will be dealt with. A number of remarks

should be made in order to appropriately assess the meaning and scope of

what is going to be said there.

Firstly, we adopt a micro-economic perspective. We focus on en-

terprises and their relationships and our notion of efficiency is based

on that (see Chapter 6). Thus we do not regard macro-factors like, for
instance, the national unemployment rate. The fact that there is no un-

employment in Hungary - in the sense of people not having a job - while

there is high unemployment in the West, is not taken into account. This

factor as such implies an efficiency advantage for the Hungarian economy

as a whole in comparison to the capitalist economies.

Secondly, we do not know the exact importance of the phenomena

that are going to be dealt with in the next section. This remark relates

to the development of the Hungarian system in general and the system of

enterprise subsidies in particular. As was pointed out already, subsi-

dies play a smaller role than, say, 15 years ago. Accordingly their im-

pact in the national economy has declined. Also, the importance of effi-

ciency considerations in the decision-making on the granting of enter-

prise subsidies may have increased.  If authorities increasingly make

state support dependent on actions by firms to raise efficiency, the

negative effects on efficiency will diminish.
All this should make it clear that we do not pretend to give a

general  evaluation  of  the  efficiency  of  the  Hungarian economy.  We

restrict ourselves to one aspect - the system of enterprise subsidies -

and evaluate this in terms of efficiency. It will be seen that the

actual  practice of the granting of enterprise subsidies in Hungary
entails a considerable number of serious threats to efficiency. There

are powerful factors at work in this system which hinder the efficient

development of firms. The Hungarian experience reveals in what ways
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enterprise subsidies create, intensify or prolongue inefficiencies. The

concrete  factors  which  play  a  role  in  this  process  will  now  be

discussed.

2.3 Enterprise Subsidies: Experiences and Evaluation

2.3.1 Introduction

A critical evaluation of the system of enterprise subsidies re-

veals a number of significant problems with regard to the effects on

efficiency. Certain typical characteristics of this system discussed in

the previous section are fundamentally detrimental to efficiency. Here

it  is explained in what ways the actual subsidizing policy of the

Hungarian state negatively influences the efficiency of the supply side

of tlie economy.
We broadly distinguish between two categories of factors that

hinder efficiency. The first set of factors relates to the fact that

subsidies are primarily granted to relatively inefficient firms. The

differentiation of subsidies among firms is such that in general the

weak firms benefit most. It can be observed that the state is strongly

inclined to "pick the losers". The second category consists of factors
entailed in the system of subsidies which lead to a weakening of the        
drive for efficiency of all companies. In other words: all companies are

ceteris paribus functioning less efficiently because of this type of

state interference.

2.3.2 Preferential treatment of weak firms

The system of subsidies works in such a way that differences

between companies are to a considerable degree levelled off. It is of

utmost importance to the authorities that all firms develop in the de-

sired way. They should show the results the authorities want to see.

This implies that those firms which do not live up to expectations and

are likely to fail to realize the formulated goals are granted subsidies

to bridge the gap. In this way they are made a success by state inter-

ference.
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As we have seen, the state collects its revenues mainly from

taxes on enterprises. The weak companies obviously cannot substantially

contribute to this since they are in need of support. Therefore the re-

latively strong enterprises have to carry the main burden. Thus funds

are transferred from strong to weak companies.

The possibility that huge differences in degree of success be-

tween various firms would become manifest if each firm would stand on

its own, bearing the consequences of its (in)actions itself, is unac-

ceptable in this system. In order to preclude this development the state

interferes massively through enterprise subsidies.

The importance of this policy of levelling off differences be-

tween companies and the implicit negative effects on efficiency are a

recurring, central theme in Hungarian economic literature and research.

Fenyovari (1979) writes: "Financial discriminations became more and more

individual and their main function became to level out enterprise income

positions   ( . . . ) . The different taxes and subventions strongly moderated

the differentiation (...) between the different branches and sectors

(...)." He also points out that "this way the enterprises had the chance

to develop activities which were losing (or were less efficient than the

average) on the level of the national economy". According to Deak (1978)

"it has not been clarified in Hungary what should happen to the

noneconomical activities, especially if not some definite activity but

an entire enterprise is concerned. A non-economic unit is not left

declining but is sustained by means of subsidies, and often it is even

developed.  Thus  the  principle  cannot  be consistently  enforced  that

governmental  financial assets  are  to  be  used  for  the  expansion of

efficient activities, because these assets are drained  by  the

preservation and even expansion of the inefficient ones".

In this context Kornai's concept of the hard and soft budget

constraint should be recalled. The fact that the budget constraint is

(rather) soft means that weak firms can count on state support. The lack

of success of their operations is compensated for by actions of the

state at the expense of the strong firms. In the words of Kornai (1980):

"The firm does not bear risk alone, but shares it with the state. lf

circumstances develop favourably, it cannot be sure that it can keep the

additional profit: probably it will be skimmed off. However, if it has

bad luck,  or cannot adjust itself adequately to conditions, it will
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probably be able to shift the consequences onto somebody else: onto the

buyer by a price increase; onto the creditors; and primarily onto the

state. .19)

A research project directed by Kornai investigates the redistri-

bution among state enterprises on the basis of the 1976-1980 data of all

state-owned enterprises. An indicator of "pure", "original" profitabili-
ty has been constructed, which shows the profit of the enterprise if the

state did not tax away anything, but did not give any subsidy either.

See Table 6.

Table 6 Redistribution among Enterprises by the State

Year  Total subsidy Taxes per Correlation Correlation
per original original between subsidy between profit
profitability profitability and original shares and

profitability original pro-
fitability

1978 0.763 1.289 -0.66 0.03

1979 0.763 1.129 -0.59 0.07

1980 0.761 1.385 -0.59 0.12

Source: Kornai (1983)

The medium  strong  negative  correlation between subsidy  and

"original" profitability indicates that subsidies level off. The sharing
in profits is almost independent of the "true", "original" profitability

of the enterprises. Apart from subsidies (directly from the budget) and

taxes the state can also manipulate credits and prices in order to bring

about the desired levelling.

Another aspect which clearly reflects the policy of preferential

treatment of weak companies is the fact that only a few companies show

losses or go bankrupt. Out of 1735 enterprises merely 10 showed a loss

in 1980, and 11 in 1981. A mere 13 enterprises were liquidated in 1980

(Kornai 1983). Assuming that Hungarian enterprises do make mistakes,

face (unexpected) difficulties, have bad luck, etc. - that is, are es-

sentially the same as enterprises all over the world - the only conclu-

sion can be that (almost) all failures are artificially turned into a
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success. Also the firms that have operated relatively inefficiently end

up with satisfactory results. In a free market economy those firms would

show losses and would have to improve their efficiency in order to sur-

vive. They might have to improve the quality of their products, or shift

to other outputs, or increase labour productivity, or buy new equipment,

etc.; in our terms: they must increase Business Efficiency (BE) (see

Chapter 6). In Hungary things are quite different. The inefficient firms

can rely on the authorities for support: they derive their success from

the bargaining process.

Although the goal in this section is to show how certain phenom-

ena connected to the system of enterprise subsidies are detrimental to

efficiency, we also want to pay some attention to a related question:

why does the state level off differences between firms when it obviously

has such negative effects?

Without going into details a few interrelated reasons that come

up in the literature can be mentioned. Kornai (1980) argues in his final

chapter that there exists a paternalistic relationship between state and

firm in a socialist society. This paternalism means that the state feels

responsible for the "well-being" of its enterprises; just like a father

caring for his children. Whenever the latter get into trouble the "all-

mighty" former saves them. Note that the analogous paternalistic atti-

tude of the state is a direct consequence of its predominant position in

economic life. It owns the means of production and it is expected to

direct economic development. A consequence of this situation is that

unfavourable development of firms - in the sense that they show losses

or go bankrupt - is a political failure. The state is held responsible

for such economic failure. The crucial point now is that the state has

the means to avoid this embarrassing outcome. By granting sufficient

subsidies one way or the other the firm in trouble is simply made into a

success. Despite its inefficiency, profits are shown and the firm may

even expand.
It is clear from all this that in this respect parallel inter-

ests exist between state and firm management. This, again, is a major

factor in the bargaining process. All parties involved have an interest

in avoiding failure. The fact that "open", "visible" failure is actually

avoided through measures deriving from the bargaining process shows the
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importance of political considerations. Of course this notion of poli-

ties is quite different from that in the West.20  But given the particu-

lar Hungarian system, political factors are of crucial importance. The

role of political considerations (in the Hungarian sense) and the ef-

fects in terms of preferential treatment for weak companies come most

markedly to the fore in respect to the position of the large enter-

prises. Our analysis is especially relevant to the large enterprises in

the Hungarian economy, which are going to be considered now.

Production in Hungarian industry is extremely concentrated. The

number of firms has been reduced from 1368 in 1960 to 812 in 1970 and to

702 in 1979. The share of firms employing more than 1000 workers in-

creased from 14.7% in 1960 to 35.4% in 1970 and to 44.8% in 1979. The

share of firms with less than 100 workers was only 7.1% in 1979. The

corresponding ratios in Western Europe and Japan are 30-40% and 20-30%,
respectively (source: Balassa 1983). Since the total number of estab-

lishments decreased significantly less - from 6770 in 1960 to 5134 in

1978 - the number of establishments per enterprise increased markedly

from 4.9 in 1960 to 7.3 in 1978 (source: Mocsdry 1982). Another aspect

of this extreme concentration is the predominance of the very large
firms. The group of enterprises with a value of capital plus annual wage
bill exceeding 1300 millions forints - that is those 10% of all firms

being the largest - has a share of 59.2% in the net output of industry

(source: Kornai 1983).

The point to be drawn attention to now is that there are impor-

tant political aspects to this concentration. The larger the enterprise,

the stronger its bargaining position. The very large firms play such an

important role in the economy that bankruptcy would be a national cata-

strophe. Their sheer size in terms of quantity of production factors

involved, gives them the political leverage to wring preferential treat-

ment from the authorities in the bargaining process.

The strong bargaining position is thus based on the key position

of these enterprises in the national economy (see Laki 1979 and Szalai

1982). A particularly illustrative phenomenon in this respect is that in

a number of industries there is only one supplier, that is, the firm is

a true monopolist. Such firms can exert considerable pressure on the
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authorities for more support in case of trouble, since the economy fully

depends upon the one firm for the continued production of this output.

The political weight of the very large enterprises is further

enhanced by the network of informal contacts between their top managers

and relevant authorities. These personal contacts make subtle but effec-

tive pressure for decisions beneficial to large enterprises possible. In

this respect too, large firms are much better off than small and medium-

sized firms (see Laki 1979, Szalai 1982, Endre Antal 1978).

Given the importance ot the decisions of the authorities on en-

terprise subsidies for the development of firms, and the ways to exert

influence on these decisions, it is in the self-interest of firms to

merge with others to obtain the (politically) advantageous large scale.

Also from the point of view of the state this concentration process is

desirable, however. The planning process becomes "easier" when fewer

firms have to be taken into account. In particular in the Hungarian sys-

tem where on the one hand enterprises are supposed to operate more in-

dependently and autonomously, while on the other hand the state wants to

retain its firm grip on the economy (and thus also on firms), the crea-

tion of large firms is a sensible policy. With production being concen-

trated in a relatively small number of large firms it becomes possible

to direct the indirect regulators at specific firms. This in effect im-

plies that state interference is very direct again, that is, similar in

this respect to the pre-reform situation. Instead of breaking down plan-

instructions to individual firms, now the indirect regulators specify
what   happens to individual firms. Whether through  "plan - bargaining"   in
the old system or through "bargaining on the regulators" in the present

system, the large enterprises manage to influence the decisions of the

state and the state manages to have the main economic actors behave ape-

cifically as it wants each of them to behave. So both the Large firms

and the state have a clear interest in a highly concentrated production

structure.

Two observed facts may illustrate the point. Firstly, a statis-

tical analysis of mergers in the Hungarian industry (Laki 1982) shows

that in the majority of cases the mergers were accomplished between en-

terprises having a similar line of production and being in the same

branch, as well as being under the same sectoral and regional control.

(Also, typically, the merging firms had their headquarters in the same
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town or county). On the other hand, mergers between companies which were

under the control of different state organs occurred much less: in 20%

of the cases. Thus, mergers were mainly accomplished for reasons connec-

ted to the system of hierarchical control - that is, the various rela-

tions between different kinds of state authorities and enterprises - and

not so much for market-economic reasons.21)

Secondly, Szalai (1982) argues that a main reason for the halt

called to the reform process between 1972 and 1978 was a counter-

offensive of the large enterprises. They used their political weight to

press  the  authorities  towards  a  less  reform-minded  policy.22)  They

managed to obtain considerable preferences from the state.

The foregoing shows how important political considerations are

with regard to the preferential treatment of large enterprises. The

questions that arise now are to what extent the mechanisms described

actually lead to preferential treatment, and what the consequences of

such treatment are for efficiency.

To be sure, exact answers to both questions cannot be presented.

In the literature one does not find measures or data which would unequi-

vocally fit the matter. However, a number of phenomena which serve to

indicate tolerable answers can be observed. Although the picture is far

from clear it does seem possible to suggest some conclusions.
Szalai (1982) describes in detail how the authorities selected

50 of the largest industrial enterprises for specific treatment. He

quotes one of the main participants in the task of carrying out the

selection23):   „Selection  was made under pressure coming   from ' topmost

circles'.  We were  striving to  select  those large enterprises which

needed care anyway for being in trouble. Other enterprises fell into the

range because they were controlling complete industrial branches. We

endeavoured   to  make the selection  so   as to cause least possible damage."
As a consequence of this policy the current subsidy content of the pro-

fit of these enterprises grew from 67.8% in 1972 to 89.0% in 1979! Sza-

lai adds that this subsidization is "considerably higher than average" -

without presenting the exact figures, however.

Similar conclusions can be derived from Laki's (1982) analysis

of mergers. Based on a sample of 110 enterprises in the engineering in-

dustry - participating in 55 mergers - Laki observes:
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1. In the majority of cases the net profit per unit of capital is higher

in the incorporated  enterprise than in the incorporator enterprise

(Laki, Table 9).

2. In the majority of cases the magnitude of subsidies per asset - which

Laki tellingly regards as an "indicator of troubles and difficulties"

- is greater in the incorporator enterprise than in the incorporated

enterprise (Laki, Table 13).

It follows from these two observations that in the majority of

cases firms combine relatively low profits with relatively high subsi-

dies. In other words: despite higher subsidies firms were still less

profitable, which implies that their efficiency must be low. Thus the

24)relatively inefficient firms receive most subsidies.

Besides, when Laki introduces data on the size of the firms in-

volved in his analysis he concludes: "in order that a smaller enterprise

becomes an incorporator it must show much less subsidy and much higher

profit in proportion to its assets (...) than a big enterprise under-

taking a similar   role". In other words:   the   big   firm  has a clear advan-
tage over the smaller firm.

Another indication of the preferential treatment of large enter-

prises with respect to enterprise subsidies is the fact that the 8 larg-

est subsidy-receiving firms received 50% of total government subsidies

(from the budget) to Hungarian industry (Balassa 1983).
Returning to the two questions that we try to answer here - to

what extent are large firms favourably treated and what are the conse-

quences for efficiency - it seems safe to conclude that large enterpris-

es are significantly better off with regard to the granting of enter-

prise subsidies than smaller firms. Also, as we have seen before, there

are very good political reasons for this (bargaining process). The ques-

tion about efficiency is more difficult to answer. Although the forego-

ing seems to suggest at various places that the efficiency of the large

enterprises is relatively low, the evidence is certainly not conclusive.

A fundamental problem in connection to the measurement of effi-

ciency of firms in the Hungarian system is that profitability is not a

good indicator of it. As will be explained in the next subsection, an

important feature of this system is that profitability and efficiency
are  wide  apart.25   The  inherent  link  between  efficiency  and

profitability that exists in a free market system is broken. The data in

Tables 7 and 8 must therefore be interpreted with care.
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Table 7 Size of Enterprise and Profitability (1980)

Value of capital plus Number of Average
annual wage bill economic units profitability (%)
(million forint)

10.1 - 15.0                  69                26.1

15.1 - 30.0 232 21.3

30.1 - 50.0 183 20.5

50.1 - 100.0 219 19.7

100.1 -  150.0                  75                16.1

150.1 - 300.0 121 16.6

300.1 -  500.0                  72                13.4

500.1 - 700.0                  61                11.1

700.1 - 1300.0 144 9.9

1300.1 and more 131 6.9

Source: Kornai (1983)

The table shows that profits are almost monotonously diminishing with

increasing size of the sum of capital and wage bill: the larger the

firms, the less profitable they are. The same conclusion can be drawn

from Table 8 with respect to the profitability of the 50 largest firms.

Table 8 Average Profits in Proportion to Assets and Wages by Groups

%, 1979

No. of enterprises           %

1 - 10 2.0

11 - 20 6.0

21 - 30 10.3

31 - 40 14.0

41 - 49 21.0

Source: Szalai (1982)
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Because these profitability figures have no doubt been signifi-

cantly influenced (or distorted) by the various enterprise subsidy ar-

rangements - although we do not know "in figures" to what extent - we

cannot jump to conclusions on efficiency. However, there are three rea-

sons for presenting these figures as possibly being some indication of

the efficiency of the firms:

1. We have seen already that it is likely that large firms are more

heavily subsidized. To the extent that this is true and to the extent

that this is incorporated in the profitability figures - that is, one

should both know the combined effect of all subsidies and its influ-

ence on the profitability data - one can draw conclusions on effi-

ciency, since having a low profitability despite high subsidies nec-

essarily implies low efficiency.

2. As was already argued, market factors do play some role in the func-

tioning of enterprises. Firms' results do not exclusively depend on

the actions of state authorities. Reality is some mixture of both

influences,  whereby the long-run tendency is an increase in the

weight of the market factors. (This is reflected in the hardening of

the budget constraint.) So the figures will say something about ef-

ficiency, but again, we do not know how much.

3. The profitability data are very clear in the sense that there is an

obvious negative correlation between size and profitability. In com-

bination with the various indications that large firms are indeed

less efficient, this clear result on profitability may be no coin-

cidence. In other words: it fits in well with other observations.

This last point leads to two final considerations on the effi-

ciency of large firms. Firstly, in many cases the merger of smaller
firms into a (very) large company has not led to significant economies

of scale. Usually, the various firms continue to operate basically like

they did before the merger. This explains the substantial increase in

the number of plants per enterprise (see above). Such large firms face

considerable co-ordination problems between the various plants (MocsAry

1982). This problem comes to the fore most conspicuously in the case of

conglomerate mergers. Radice (1981) puts it like this: "Horizontal di-

versity makes it difficult for management to focus on the development or

renewal of particular product lines and diffuses managerial energies. It
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means that, despite their size, enterprises do not enjoy economies of

scale in production and elsewhere. „26)

Secondly, there exists a number of case studies on the function-

ing of Hungarian enterprises. They point out various concrete problems

concerning the efficient operation of very large firms. (See some ar-
ticles in the "Special" of Eastern European Economics on "Hungarian En-
terprise Behavior"; two volumes: Spring/Summer 1983 and Fall 1983. In
M.J. Kovdcs: "Bargaining - Assimilation - Bargaining; A Fragment of an
Economic Drama in Four Acts", fall issue, one finds a detailed descrip-
tion of a bargaining process in practice.) Such case studies provide

valuable insights into the actual working of large enterprises and show

various instances of the particularly weak performance of large firms in
terms of (micro-)efficiency.

Conclusion

The foregoing strongly suggests that the system of enterprise

subsidies works particularly in favour of weak firms in terms of effi-

ciency. It considerably levels off differences in market performance of

firms and treats especially the very large firms in a preferential way,

despite the fact that in general the latter are probably (far) less ef-

ficient. All this is connected to the particular relationship between

state and enterprises in the Hungarian system.

2.3.3 Diminishing efficiency for all firms

The substantial influence of the system of enterprise subsidies

on firms makes it rational for them to try to take subsidies into ac-

count. Because of the predominant position of the state the enterprises

must focus their attention primarily on the wishes and policy of the

state. It is of major importance to firms to behave in the way the state

wants them to behave. This has a number of consequences.

Instead of trying primarily to increase their real performance

in terms of efficiency as far as possible - that is, Business Efficiency

(BE), see Chapter 6 - firms concentrate more on trying to get state sup-

port in one way or another. One is less interested in, for instance,

making a better product,  shifting to other inputs, increasing labour
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productivity, saving energy, etc. More important now are the negotia-

tions with the authorities in order to receive necessary - and if pos-

sible more than necessary - financial resources, or to influence indi-

rect regulators in a way beneficial to the company.

The negative effects on efficiency of this (relative) shift of

attention towards state policy are reinforced by two connected specific

factors. Firstly, in the bargaining process about the granting of enter-

prise subsidies many factors play a role in determining the outcome.

Because of the complexity of this process - with its various partici-

pants pursuing their own goals and their varying formal and informal

relations - virtually any outcome is possible. Although some of the par-

ticipants may introduce efficiency considerations as a factor in the

negotiations, these may very well be "lost" in the end. There are no

hard guarantees that they will be taken into account. In other words:

other factors - that is, other "arguments" relevant in the bargaining
like forestalling bankruptcy, increasing employment, keeping up the pro-
duction of a "socially necessary" product, status and political power of
the participants or "arguments" based on personal relationships - may

override efficiency considerations. 27)

Secondly, the shift of attention of enterprise managers towards

the state authorities helps to create a specific type of manager and a

particular business attitude, both of which may be detrimental to ef-

ficiency. Instead of being alert entrepreneurs, managers tend to be ra-

ther dull, undynamic and bureaucratic. Many are the complaints about the

lack of true entrepreneurship. LAnyi discusses a number of aspects in

"Some problems of entrepreneurship in the Hungarian economy" (Acta Oeco-
nomica 1982). Tardos (1980) observes about this matter that "shrewdness

and a significant improvement of adjustment to market conditions will

fail to come owing to the same reason: presumably the enterprises will

not try even in the future to accomplish great business transaction for

profit as an entrepreneur, but will behave as a clerk, fulfilling on the

whole the expectations of the authorities". Antal (1981) stresses the

connection between this lack of entrepreneurial alertness and specific

features of the relationship between the state and enterprises in the

Hungarian economic system. He refers to "sluggish adaptibility" of this

system and explains: "Stability taken in a very broad sense has become a

fundamental value, an element regulating the functioning of the system
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even if not exclusively, yet primarily. A decision-making mechanism re-

lying more and more on mutual determination and a system of many-sided

dependency relations orientates towards stability from the very begin-

ning. Any initiative breaking unwritten rules or upsetting the developed

complicated system of organizational and power positions may lead to a

sharpening of conflicts with uncertain outcome. Any new attempt of en-

terprises - bringing about considerable development, changes in produc-

tion line, rearrangement of inter-enterprise relations, imports, etc. -

suddenly increases the pressure on control agencies and protectors, in

general, to coordinate the uncertain conditions. (This is not the usual

uncertainty on markets, but various permissions, approvals, sometimes

arbitration of control agencies between enterprises are needed.) Endea-

vours for stability lead in some cases to dullness with proposals of

control agencies, to changing radical concepts into small corrections,

or to a situation where concrete concepts become long-term ideas eventu-

ally never realized. Enterprise initiatives requiring central approval

or support will result in long decision processes with many participants

and of bureaucratic character, the blurring of responsibility and in the

killing of enterprising." As a final example of the problems of entre-
preneurship  in the Hungarian system we quote Mocsdry (1982): "Studies
have shown that Hungarian firms are cumbersome, entrepreneurial spirit

is low, the organization of production and plant is poor, and management

standards have fallen." No doubt the lack of entrepreneurial alertness

and initiative is fundamentally detrimental to the efficient development

of firms.28)

The crucial point to note is how this problem of efficiency

stems from typical features of the Hungarian economic system. As has

been shown, these features all relate in some way to the system of en-

terprise subsidies. The occurrence of the phenomena discussed required

the existence of enterprise subsidies; they have a vital function in the

system. One might say that enterprise subsidies are the oil on which the
system runs. This will be further clarified in what follows, the focus,

of course, being on effects on efficiency.

As a direct consequence of the particular features of the system

of enterprise subsidies and its huge magnitude, there are usually plenty

of financial resources available for enterprises. Companies that need
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extra financial resources usually manage to raise them one way or an-

other; they can count on receiving the lacking funds. This means that

money is no real constraint on the behaviour of the firm. This is ex-

pressed by stating that the budget constraint is soft. As Kornai (1980)

argues in detail in the second volume, "money-factors" exert only a

small influence in this system. In other words: money plays only a pas-

sive role. Thus calculations in terms of money variables - such as

prices, interests, costs or profits - are only of limited relevance to

the decision-making process. These variables do not play the vital role

they  play in a capitalist  setting;  entrepreneurial actions are not

"dictated" by such factors. Most important to us are the consequences

for efficiency.  It means  that efficiency factors are not important

either. It does not really matter, for instance, that one buys the wrong

type of input - that is, another type would have been cheaper given its

price and usefulness - or too much of it: the resulting loss will be

compensated for. Or, to take another example, one needs not bother too

much about producing products of a relatively poor quality. There are no

competitors and the firm is allowed to set the price at such a level

that a "reasonable" profitability results anyway. In other words: the

link between profitability and efficiency is broken. Low efficiency does

not  necessarily  lead  to  low  profitability;  other  than  factors  of

efficiency are more important. This means that there is no inherent

drive  for efficiency as a result of monetary calculations. Thus an

important stimulus to efficiency is eliminated.

To approach the same problem from another angle: firms operate

in an artificially created environment which protects them from real-

world shocks. They are coddled - remember Kornai's expression "pater-

nalism" - and do not have to worry or care about developments in the

environment, as long as they "listen" to the authorities. In their shel-
tered environment they can afford to remain rather ignorant about what

is going on around them. Market developments are only of secondary im-

portance, which implies that it is not really necessary to try to know

or foresee them well. This might be called "rational ignorance".
Belydcz (1979) gives a valuable account of the problem. He notes

that the present enterprise economy in Hungary is largely unresponsive

to interest when decisions on production, markets and development are

taken. He concludes  that  " if the enterprise  does  not  feel  the  real  situ-
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ation in regard of the various types of inputs, it will grow insensitive
to the actual development of costs, and the same will happen to interest

(...). That efficiency requirements (...) fail to be effective may be

explained partly by the fact that the real inputs and incomes cannot be
seen clearly (...). Hungarian enterprises live in an environment basic-
ally 'prepared' and 'idealized' for them (...). Unresponsiveness to in-
terest is rooted in the unresponsiveness of management to the environ-
ment".

One aspect touched upon in this quotation deserves to be given
explicit attention. It is the phenomenon known in the literature as
"cost unresponsiveness". It is a typical consequence of features of the
economic system already discussed. When enterprises ask for financial
support for investments they have an interest in underestimating costs.
When they reach an agreement with the authorities in the bargaining pro-
cess - in which the firms can manipulate the cost estimates since the

authorities have to rely on the firms' data (information advantage) -
the investment can be implemented. When the actual costs then appear to
be (much) higher than was estimated, the firms turn to the authorities
for additional support. Since the latter are committed to the investment
and are politically responsible, they are likely to grant it. Company
and authorities will agree that the exceeding of estimated costs has
been caused by "unforeseen circumstances", "temporary setbacks" or "bad
luck", and that it is not "fair" to end the investment (parallel inte-
rests). Thus, thanks to extra subsidies the investment is continued and
even shows profitable returns despite higher costs.

Kornai (1980) estimates the discrepancy between expected and
actual costs to be in average about 20 to 30 percent, and a discrepancy
of 50 percent is not infrequent. Fink (1982) presents an econometric
model on investments in Hungary. The computations carried  out   "(...)
proved that costs have hardly any impact on investment decisions (...)".
Another aspect of "cost unresponsiveness" is that obsolete capital is
maintained extremely long. In the resource-constrained economy charac-
terized by chronic shortages any piece of equipment or machinery is used
in the production process. It does not matter that it is inefficient

from a business-economic point of view, as long as it contributes (a
little) to increase production. Hare (1981) observes this tendency of
enterprises not to replace obsolete capital rapidly enough and cites a
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study showing that in the early 1970s only about 1.4% of capital assets

were scrapped each year. Major (1979), in a study on the telecommunica-

tion industry, specifies that the average age of the capital of BHG - =

a Hungarian telecommunication company which is representative for this

industry - is about 22 years. This is 3 times higher than that of com-

parable Western firms.

It is obvious that "cost unresponsiveness" is a main source of
inefficiency in all firms.

2.4 Conclusion

The system of enterprise subsidies is of crucial importance in

the Hungarian economy. It is a powerful instrument to the authorities to

influence enterprises in a differentiated way. In fact the granting of

enterprise subsidies is so selective that even individual firms are spe-

cifically and substantially manipulated.

We have discussed a number of features of this system and can
conclude that it entails considerable negative effects on efficiency.29)

This happens both through preferential  treatment of weak firms and

through negative effects on the efficiency of all firms. The detailed

discussion of the various mechanisms and characteristics that bring this

about, shows how the practice of granting enterprise subsidies typically

hampers efficiency. The close link with institutional arrangements and

political factors is another fundamental aspect. In this context the

bargaining process should be mentioned once more. The subsidies granted
to firms as a result of this process usually lead to a softening of the

budget constraint and a diminishing pressure towards efficiency.

In order to correctly assess the function and impact of the sys-

tem of enterprise subsidies it should be realized that the phenomena

occur to a certain, varying, degree; that is, they are of a relative

character. As is clear from the foregoing the (many) problems are exten-

sively discussed - inside as well as outside Hungary and by various peo-

ple who are somehow involved or interested, such as policy-makers, econ-

omists, enterprise managers and authorities - and efforts to improve the

situation are being made. Attempts are made to reduce the degree of dif-

ferentiation and the extent to which exemptions are granted. The rules
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for support should become more general - that is, "normative" in the
Hungarian jargon - and less amenable to change. Besides, efficiency con-

siderations Bhould become more important in the decision-making process.

There are several indications that these intentions are to some extent

actually put into practice. This would reduce the severity of the prob-

lems.

Also, policies not pertaining to the field of enterprise sub-

sidies may help to reduce problems. For instance, by breaking up trusts

into smaller enterprises or by founding new small state-owned enterpris-

es one can create or increase competition and stimulate efficiency. A

beginning has been made with the pursuance of such a policy (Kornai

1983). Another example is to make the Hungarian economy more open to the

outside world so as to force Hungarian enterprises to adjust  (more

quickly) to international market developments.

All this would imply a hardening of the budget constraint, and

this is what indeed seems to happen in fact. Of crucial importance for

our purposes, however, is that the system of enterprise subsidies as
such is still a major factor softening the budget constraint.
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CHAPTER 3

SWEDEN

3.1 General Background and Explanation of Enterprise Subsidies

3.1.1 Introduction

In the course of the 20th century Sweden managed to develop into

one of the (relatively) richest countries in the world. Indeed, its econ-

omic development over the past 100 years or so has been very impressive.

In fact, the average growth of per capita GNP has been about the highest

of all Western industrialized countries  in this period (Figure 1; moving

20-years averages. Source: Carlsson, B. 1980).

Figure 1 GNP/Capita Growth Rates in Sweden, USA, West Germany, Great
Britain 1870-1978
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This outstanding economic performance must have been due to sev-

eral factors. For our purposes it suffices to point out two of them: the

for geographic reasons historically strong position of the Swedish raw

material based industries (mining, steel, forest based industries) and

the rather unique features of Swedish economic and social policy that

became known as the "Swedish model". The particular relevance of these
two factors derives from the role they play in connection to enterprise

subsidies.

3.1.2 Raw-material-based industries

Sweden has plenty of natural resources which were already being

exploited beneficially before World War I. After World War II, however,

Sweden in general and its raw-material-based industries in particular

were in an especially enviable position. Sweden was neutral during the

war and its production apparatus remained intact. The restoration of the

destroyed industry and infrastructure in Europe and elsewhere brought

about a very high demand for Swedish products. This postwar extra demand

and the absence of a number of potential competitors caused an economic

boom in Sweden. The Korean war gave rise to further price increases for

raw materials which again were beneficial to the Swedish industries

based on these. The latter took advantage of these opportunities by

expanding their productive capacity and increasing productivity.

Due to this combination of factors the raw-material-based indus-

tries became a relatively important part of Swedish industrial struc-

ture. This rather high dependence on the raw-material-based industries

is illustrated by Table 1 and Figure 2.
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Table 1 Share of Raw-Material Based Industries in Total Industrial Val-

ue Added in Various Countries

% in 1975

Belgium     24     France    16     Norway       41     Austri
a     25

Denmark     16     Japan     21     USA          25     Swed
en      31

England     23     Canada    42     W. Germany   21

Note: The  following  are  regarded  as  raw-material-based  ind
ustries:

mines, timber industry, pulp- and paper industry, graphical i
ndus-

try and iron and steel industry.

Source: Eliasson, G. et al. (1979)
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Figure 2 Share of the Raw-Material-Based Industries in Investment, Em-
ployment, Output and Profits in Swedish Manufacturing

1954-1977, percent, moving 5 year averages
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These data show that in the mid-1970s - when the amount of en-

terprise subsidies started to increase dramatically and the industries

discussed here became major recipients - these raw-material-based indus-

tries were of considerable importance to the Swedish industrial struc-

ture.

3.1.3 The "Swedish model"

What has become known in literature as the "Swedish model" can

best be described as a particular mixture of economic and social poli-

cies and attitudes. The main features of this model are:

1. Production is guided by free market principles. The state hardly in-

terferes in the supply side of the economy and companies compete

freely in the market-place while taking decisions on their own ac-

count (but see below for significant alterations).

2. There exists a solidaric wage policy. Wage developments are to a high

degree uniform throughout the economy and the wage bargaining process

is highly centralized. all firms have to pay the same wages1) Since
for the same kind of work the relatively less efficient firms, i.e.

the marginal firms, ceteris paribus face higher per unit wage costs.

When wage agreements reflect the developments in firms which manage

to increase efficiency significantly, the firms realizing less effi-

ciency gains may run into trouble.

3. Government pursues an active labour market policy to increase the

mobility of labour. High labour mobility facilitates the process of

economic structural change since labour shifts from contracting firms

and sectors to expanding ones. This process is enhanced by the soli-

daric wage policy as the marginal firms cannot pay the centrally

agreed upon higher wages and must reduce their labour force or close

down altogether.

In the functioning of the "Swedish model" the government plays a

crucial role. Two aspects of this role should be mentioned. Firstly,

government pursues a wide range of social objectives. One important ex-

ample is the according to international standards highly egalitarian

policy of redistributing incomes in order to divide the national product
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in a "fair" way among citizens. Government takes many measures to miti-

gate or eliminate undesirable consequences of the market system.

Secondly,  governmeni  interfere: forcefully in the credit and

capital markets. Both are subject to a great number of restrictions and

regulations. These refer,  for instance, to the interest rates to be

charged when these are legally determined not to exceed certain ceil-

ings. Interest rates then are not allowed to rise to their free market

levels. The degree to which banks are allowed to run risks with the

granting of credits is also legally limited. Apart from the strict con-

trol through such legal rules, government also exerts considerable in-

fluence in the credit and capital markets by effectively being a market

participant. The national AP-fund (- National Pension Insurance Fund)

supplies a considerable share of the capital on the market: in 1976 al-

most 2/3. The government-owned PK-banken is a major credit institution.

All these factors combined to make the Swedish capital and cred-

it markets quite distinct from those in the other OECD-countries. They

are much less of a free market than in most other Western industrialized

nations2), while some people would not even call them markets at all

(see Sjanander 1981).

3.1.4 Explanation of enterprise subsidies

The continuing success story of the Swedish economy in this cen-

tury came to an end in the 1970s. Although of course in this decade all

Western industrialized countries experienced a worsening of economic

performance as compared to the 19508 and 19608, the Swedish deteriora-

tion was among the worst (see Table 2 and Figure 4).

Table 2 Real GDP

Change 1970-1979, %

Sweden United Kingdom Denmark The Netherlands

19.4 21.7 28.9 31.9

Austria Finland W. Germany Japan

41.6 33.6 29.7 60.6

Source: OECD, June 1981 (Sweden)
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Figure 4 Sweden's Relative Position

Development in GDP
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Sweden's poor economic performance in the 19708 was due to a

combination of factors. Like most other countries, Sweden was severely

hit by the oil crisis and its economic consequence: a deep worldwide

recession. The international shortfall in demand made exporting more

difficult. The negative effects of the recession were mitigated in the

first instance by an economic policy that stimulated its own economy by

increasing internal demand and subsidizing inventory buildups by Swedish

companies. However, these policies only managed to delay the recession

for about one year. More importantly,  these policies disguised the

fundamental structural problems of certain industrial branches and the

general problems of the Swedish economy.

Especially raw-material-based industries like mining, steel and

forest industries (paper and pulp) as well as shipyards, shipping and

textiles experienced grave structural difficulties. Although eac
h of

these sectors had its own specific problems3) one may as general fea-

tures mention:

1. Tough competition from newly emerging industrial countries which cap-

ture increasing shares of "traditional" markets;
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2. Slower growth or even declining demand in these markets;

3. Too heavy reliance on traditionally successful products and paying

too little attention to (possibly) new products and markets. They

were not very alert to changing conditions and did not sufficiently

realize the depth of the structural problems and the necessity to

adjust.

Since these industries are of such considerable importance in

Sweden, their structural difficulties became a heavy burden to the econ-

omy in general. Those industries that had for decades been carrying

Swedish economic performance to top levels now turned into crisis indus-

tries. This way Sweden was wore harshly hit than most other countries.
Next to these structural difficulties in particular Swedish in-

dustries the Swedish economy in general ran into a relatively unfavour-

able position in the course of the 197Os, thus further aggravating prob-

lems. Swedish production costs rose to levels that undermined Swedish

competitiveness. Rapidly increasing wages and taxes - both being among

the highest in the world - could not sufficiently be offset by produc-

tivity increases, thus creating cost disadvantages for Swedish enter-

prises. The wide range of social and other objectives pursued by the

government as part of the "Swedish model" quite often translated into

additional burdens for companies. Either because of higher taxes to fi-

nance new or extended governmental activities or because of more regula-

tions and restrictions, enterprises' costs soared. The welfare state was

rapidly expanded without paying too much attention to the effects on the

functioning of enterprises. Many of the measures taken in this respect

further weakened the position of Swedish enterprises; that is, they in-

tensified economic problems on the supply side.

Taking all this together, we can conclude that in the 1970s Swe-

den's economic performance deteriorated markedly because of a combina-

tion of international recession, structural problems in some important

industries and a number of unfavourable developments in the Swedish
economy in general. The cumulation and simultaneous occurrence of these

factors in the mid-1970s seriously threatened two of the most important

objectives of Swedish policy: full employment and a balanced regional

development. Without immediate action unemployment would have un-
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doubtedly risen dramatically4  and would have had particularly grave

consequences for the relatively weak economic regions.

Both large scale unemployment and significant regional imbalan-

ces are politically absolutely unacceptable in Sweden. The deteriorating

economic situation in the mid-19708 threatened both full employment and

regional balance, which forced government to act quickly and firmly. The

fact that the government was expected to ward off these negative devel-

opments can be understood against the background of the "Swedish model".
Sweden already had a rich tradition of government interference in the

economy. One example is the firm grip of government on the capital and

credit markets. Regional policy and labour market policy had also been

developed extensively before the 1970s. The first aimed especially at
the northern part of the country. The second was pursued by the AMS

(Labour Market Council) which tried to stimulate the adaptation of
labour to changing economic circumstances. Thus, government was already

more or less familiar with policies that are akin to subsidizing.

Besides, the claim on the state "to do something" fit in well

with the trend of increasing government' s  role in society.   In  the  "wel-

fare state" government was expected to attain ever more social objec-
tives for the benefit of the people. In a sense it was increasingly held

responsible for the well-being of the individual. For our purpose it is

important to note that this attitude towards government made the pres-

sure on the state to directly interfere understandable. The state should

- as a moral imperative - act to prevent the threatening unhappy conse-

quences of the economic crisis to many individuals from happening. Given

the urgency of the situation a policy of massively subsidizing enter-

prises seemed to be the only feasible political solution in the mid-

1970s.

We can conclude from all this that the wide-scale emergence of

enterprise subsidies in the mid-19708 can be explained by a sudden,

drastic deterioration of economic conditions that threatened to have

certain consequences that many people regarded to be unacceptable. This

translated into heavy political pressure on government to interfere, a

development typical for a welfare state in which government is increas-
5)

ingly held responsible for people's well-being. Since no realistic

policy alternatives were available with a sufficient impact in a short
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time period, the government had to turn to enterprise subsidies. The

fact that state interference has a tradition in Sweden made it easier to

take this step.

3.2 Enterprise Subsidies in Sweden

3.2.1 Swedish practice: a first stylized description

Enterprise subsidies flow from various sources in Sweden. Many

organizations, institutions and regulations are involved. As a first

step in structuring the great variety of enterprise subsidies we distin-

guish 5 categories. From each category a number of subsidies spring,

that is, each category is responsible for the granting of certain sub-

sidies. The distinction here is between:

1. subsidies directly stemming from the government budget;

2. subsidies through co-operation of various institutions created by or

with the assistance of the state;

3. nationalized industries insofar as the nationalizations bring about

different conditions for these enterprises in comparison to the con-

ditions that would have manifested in case the company had remained a

private one in a free market;

4. subsidies that are granted through the tax system;

5. price regulations for specific enterprises or groups of enterprises.

Before discussing the different categories one remark should be

made. We present only a few figures here. Most figures will be shown in

subsection 2.3 where they provide the quantitative information concern-

ing both subsections 2.1 and 2.2.

Category 1.

In the 19708 government and parliament took increasingly more decisions

about granting subsidies from the budget to specific enterprises (firm-

specific subsidies) or groups of enterprises. Especially (but not ex-

clusively) in connection with the crisis industries and with the big

companies, politicians interfered directly on a large scale. This prac-

tice has taken on enormous dimensions and has more than any other subsi-

dy arrangement been responsible for the fast growth in enterprise subsi-
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dies. It is therefore not surprising that most attention in the litera-

ture and public discussions has been given to this particular type of

subsidies. These subsidies are most closely connected to the economic

difficulties in Swedish industries in general and in the crisis indus-

tries with their structural problems in particular.

In this respect subsidies being specific to particular firms are

especially important (firm-specific subsidies). Individual firms that

ran into trouble are supported on an ad hoc basis, that is, the subsidy

is not part of some broader arrangement. However, there do exist some

broader arrangements from which firms that experience difficulties can

benefit. There are three types of subsidy for structural adaptation and

rescue purposes: the "Stopgap Orders", the "Support to Firms Threatened

by Shutdown" and the "Adjustment Grants in Case of Significant Reduction

in Operation". In addition there are three sectoral subsidy arrangements

for crisis sectors: the "Support to Shipping Companies", the "Credit

Guarantees for Ships under Construction" and the "Subsidization of In-

terest Rates for Shipyards".

The subsidies discussed so far have contributed most substan-

tially to the tremendous increase in subsidies in the 1970s. The growth

in   subsidies   is thus mainly   due to "crisis-subsidies". These  have

overshadowed the more traditional regional subsidies from the budget.

Before the 1970s the government had been quite active in this

field of regional policy. Subsidies are especially concentrated on the

northern part of the country and the arrangements falling under this

category   are the "Location  Loan", the "Location Grant", the "Employment

Grant", the "Transport Grant"   and the "Tender Aid Scheme".

Category 2.

In the course of development of the "Swedish model" government strength-

ened its grip on economic life through all kinds of institutions. Some

of them influence the development of industrial companies by supporting

certain initiatives.

- The Swedish Investment Bank (SIB). It was founded in 1967 to assist in

financing long-term and from a business economic point of view, risky

investments aimed at rationalizing, structural change and development.

Its activities include supplying credit to certain sectors and to

6)
small and medium-sized companies. It also may take a share in
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enterprises. Its activities contribute to the government's industrial

policy.

- Regional Development Funds. Next to the regional subsidies stemming

directly from the government budget they make up a second leg of the

regional policy body. They also pay attention to the assistance of

small and medium-sized companies. The Regional Development Funds are

quite active in this field through loans, development capital and loan

guarantees.  (The development capital focuses on R& D projects of

small and medium-sized firms).

- The National Industrial Board. This institution concentrates mainly on

branch problems in such crisis industries as textiles and clothing,

wood industries and handmade glass industry. In supplying subsidies to

these sectors it basically implements and administers government's

decisions.

- The Labour Market Board (AMS). An active labour market policy is one

of the crucial elements of the "Swedish model". Although the bulk of

AMS' activities cannot be regarded as entailing enterprise subsidy

elements, exceptions do occur. In the 1970s AMS started to support

particular companies, for instance, in the textile and clothing indus-

try. The amount spent on activities having an enterprise subsidy char-

acter amounted  to  3.4  billion  kronor  during  the  period  1970-79

(Carlsson 1983).

- The National Swedish Board for Technical Development (STU). STU was

founded in 1967 as an organ for the state to support research and de-

velopment. Among other activities it grants loans to encourage tech-

nical R&D and inventions in firms. It focuses especially on small

and medium-sized firms, for instance by supporting promising projects

which are rather risky or big for the company involved, or by giving

advice and technical service.  It also grants subsidies for energy
R & D.

- The Swedish Industrial Development Fund. It supports bigger develop-

ment projects (new products, processes and systems for industrial pro-

duction) in bigger companies. It is complementary to STU in the field

of R & D.

- The Swedish Ships Credit Guarantee Board grants soft loans to improve

the international competitiveness of Swedish shipyards.
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The  diversity  of  the  just  mentioned  institutions  should  be

stressed. They differ very much in size, in the way they work, in the

kind of specific goals they pursue and in their relationship to and de-

pendence on the government. Still, they all contribute in one way or an-

other  to the government' s industrial policy  and,  what  is more important,
they all manage financial transactions that have some kind of subsidy

element in them. These, again, vary widely since the subsidy is granted

in different ways and because the share of those activities that might

be regarded as enterprise subsidies differs among the various institu-

tions. Besides, the picture changes over time.

These differences will gradually become clear below, but already

at this point we want to discuss a factor which is of great significance

to the analysis in the next section. The question is to what extent

these institutions support relatively weak companies. Do these institu-

tions tend to adopt a policy similar to the one observed in category 1 -

that is, the bulk of support goes to firms in trouble - or is their pol-

icy more soundly based upon business economic considerations?

Most of the institutions have been active in their field for a

somewhat longer time, that is, they were already active before the econ-

omic crisis hit many Swedish enterprises in the mid-1970s. Besides,

their specific goal orientation is not to support companies experiencing

difficulties;  each institution has its own specific other goals. In

these respects this category differs markedly from category 1 where the

bulk of subsidies arises in the mid-19708 and aims at firms and sectors

in trouble.

On the other hand, however, there has been a shift in the char-

acter of the operations of a number of institutions towards giving more

support to weak companies. In several cases they have come to subsidize

such firms despite the fact that this was contrary to their (original)

intentions. This development was noted, for instance, in the government

report SOU (1981: 72; Att avveckla en kortsiktig stad politik) which

states  (p.  182): "Many public organs and means  that  have been created  to

stimulate industrial development have come to work against development

because they have been used for defensive purposes, and this way have

contributed to preserve an unfavourable industrial structure. This has

happened to a varying degree with e.g. development funds, many state

supported regional investment and development companies, National Indus-
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trial Board,  location support,  organizations to establish businesses

(nowadays location organizations), etc. This does not mean that we think

these organs to be inappropriate to achieve the goal of stimulating in-

dustrial development, but they have been used to a too high extent for

other purposes. The change that is required in the way public organs

deal with these matters concerns first of all the necessity to look to

it that investments to support development are really directed at poten-

tially economically sound activities. It concerns nothing but founding

decisions on healthy businesslike judgement rather than on short-term

political considerations."

Lundgren and St8hl (1981, p. 88) basically come to the same con-

clusion: "(....) there exist a large number of institutions like the

Investment Bank, the regional development funds, the National Industrial

Board and the Labour Market Board which supply loans or loan guarantees.

All these institutions have in common that they supply loans on more

favourable conditions and in more risky situations than the traditional

credit market institutions do."

It is difficult to estimate the degree to which the various in-

stitutions have come to subsidize weak companies. Although in general

there has no doubt been a tendency to increase such activities - at

least up till the end of 1982 - the differences between the institutions

are significant. Before briefly indicating the positions of the institu-

tions in this respect - based on conversations with Swedish experts and

on literature - one remark should be made. Because of the firm grip of

the Swedish state on the credit and capital markets commercial banks are

not as free to operate as in most other OECD-countries. In particular in

connection to loans for risky projects the Swedish banks are legally

restrained. Part of the activities of especially the Swedish Investment

Bank (SIB) and the regional development funds aim at higher risk pro-

jects as the commercial banks are not allowed to enter this field. They

fill the gap.

Bearing this in mind the degree of subsidizing weak companies by

the various institutions may be estimated as follows. The SIB does ac-

cept more risky projects than the commercial banks, but the latter pro-

bably would also have accepted a considerable number of these, had they

been allowed to. The SIB also gives financial support to "socially de-
sirable" industrial mergers. The extent to which these activities imply
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the subsidization of weak enterprises will not exceed 15% of the total

amount of granted credits. The regional development funds try, among

other to attract enterprises to certain regions, or retain them.things,

When because of the subsidies granted by these funds firms choose other

locations than they would have chosen without the subsidies, we may in-

fer that ceteris paribus weaker firms are subsidized (see Chapter 6).

The relocation then results in a lower Business Efficiency (BE) for such

firmsl), which is (more than) compensated by the higher subsidies. Re-

gional development funds have also subsidized particular firms in their

region to help avoid bankruptcy, when this would have had grave conse-

quences for the region. Thus, the regional development funds may tend to

subsidize weaker firms on a considerable scale; perhaps 20-40%. The Na-

tional Industrial Board focuses on crisis sectors and supports relative-

ly weak companies in the great majority of cases: more than 80%. Since
the mid-19708 the Labour Market Board (AMS) has increasingly engaged in

defending threatened jobs in established companies. These enterprise

subsidies, which enable firms not to reduce the number of employees de-

spite a worsening economic performance, are still only a minor share of

the activities of AMS. Although hard to estimate, it probably is less

than 10%. The National Swedish Board for Technical Development (STU) and

the Swedish Industrial Development Fund subsidize R & D. In principle

these subsidies are of an "offensive" nature as they are meant to stimu-

late promising, innovative projects. As such they are fundamentally dif-

ferent from "defensive" subsidies aiming to protect firms in trouble. It

is important to note, however, that innovative projects are frequently

high-risk projects and many innovative firms fail. In such cases subsi-

dies have in fact been granted to weak firms. This problem will be dealt

with in more detail in chapters 6 and 8. Here we restrict ourselves to

the conclusion that these institutions do not subsidize weak companies

"in the normal sense" at all. The Swedish Ships Credit Guarantee Board

obviously operates in a crisis sector and will support weak companies on

a considerable scale.

Category 3.

One of the main features of the "Swedish model" is the combination of a

privately controlled,  free enterprise supply side (capitalist produc-

tion) and a highly redistributive, egalitarian policy on the demand side
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(socialist distribution). Although this picture is still valid in gene-
ral,  there  does  exist  a  state-operated  business  sector  which has

expanded very rapidly in the 19708. According to Eliasson and Ysander

(1981)  the  central government's  share  of employment  in mining and

manufacturing increased from 3.9% in 1970 to 12.3% in 1979. In terms of

investments this state-controlled business in mining and manufacturing

increased its share of the total investments in this sector from 8.5% to

26.6% in the same period.

In 1970, 22 companies were organized within a new holding com-

pany: "State Enterprise Ltd" (Stats f6retag  AB;  SF). It ranked as number
three among Swedish companies in terms of employment, with 34,000 em-

ployees. At that time it was responsible for more than 75% of total em-

ployment and investments in the state business sector. This highly cen-

tralizing policy - bringing together so many diverse companies in one

state-owned conglomerate - proved to be quite unsuccessful. SF failed to

become a viable, business economically sound enterprise. In the course

of the  1970s the authorities therefore decided to adopt a more de-

centralizing policy. By the end of that decade SF's share of total em-

ployment and investments in the state business sector had fallen to

roughly 40%. Another important step on this road was made in March 1983

when  parliament  decided  that  some  large  companies  were  to  become

independent of SF again; that is, become autonomous state-owned firms.

Whether inside or outside SF, many of the state controlled com-

panies experienced severe difficulties.8  In the case of SF particularly

the period 1975-1977 was characterized by large-scale rescue operations

for firms in trouble, which led to drastically deteriorating financial

results (see Eliasson and Ysander (1983), Figure 6.2). After having di-

vested itself of some major crisis firms in 1977 and 1978, SF's results

recovered. The divested firms became autonomous, state-owned companies,

which remained dependent on state support, however.

In those cases where state involvement was necessary to prevent

bankruptcy, the nationalizations can be considered as a particular type

of subsidy. This conclusion is reinforced by the fact that in a number

of cases where the state takes over a majority of shares it decides at

the same time to grant credits and credit guarantees against "soft" con-

ditions. (Commercial banks would not have been willing to grant those

credits on such conditions. They might even refuse to grant them on any
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conditions.) Nationalization is then only part of a broad subsidizing

arrangement and, obviously, the emphasis is very much on supporting weak

firms.9)

Category 4.

Both in comparison to the first three categories and to the practice of

subsidies in the other three countries, the tax system in Sweden is a

relatively less important source of enterprise subsidies. The following

are tax measures which differentiate between enterprises:

- the "Social Security Concession".  This  is a regional subsidy  for  the

country of Norrbotten;

- the "Tax Concession for R&D Costs". This subsidy scheme was replaced

by other subsidy arrangements for R&D i n January 1984;

-   the "Decreased Energy Tax Scheme".   This tax concession  aims at reduc-
ing the energy costs for firms with energy-intensive production sys-

tems. This scheme involves considerable amounts: in 1982/83 the "net
cost" (see below) was 430 million kronor. The main recipients of this

support are firms which produce pulp and paper, steel brickworks, ce-

ment and feeding stuffs.

Category 5.

Normally price regulations are not associated with enterprise subsidies.

This connection is also not found in Swedish literature on the subject.

The level of prices is nevertheless a major factor in the performance of

enterprises. A system such as the one found in Hungary where the state

deliberately manipulates prices to influence specific companies involves

enterprise subsidy elements.

This certainly is not the case in Sweden but an interesting art-

icle by Jonung (1981) shows that in some respects Swedish price policy

indeed entails differentiating effects on enterprises in a way that is

more or less similar to the practice in Hungary. Jonung says that in

Swedish price control policy "there is a strong emphasis on direct in-

tervention. Various forms of controls, including negotiations and ad-

ministrative pressure, are used to influence price determination by in-

dividual firms or sectors. This has given rise to a highly selective

price control policy".
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Although this practice has by far not reached "Hungarian dimen-
sions" it is quite interesting to be aware of some similarities. These

will be pointed out in the next section. The importance of this type of

enterprise subsidies in Sweden is very limited indeed, however.

3.2.2 Swedish practice: an extended and modified description

When we look at the system of enterprise subsidies in Sweden we

are struck by its tremendous complexity. The way we dealt with it in the

previous subsection, is only one possible description from a specific

angle. Such a "clear" presentation in fact obscures the intricate reali-

ty. We have labelled a whole range of phenomena as "enterprise subsi-

dies" - mostly in accordance with the general custom, only now and then

deviating from the normal interpretation - but, as we argued in chapter

1, one must not jump to the conclusion that there is such a thing as a

clear, unique, unequivocal "enterprise subsidy".   On the contrary:   this

term covers many different features. We will discuss Borne of them below

and point out interesting characteristics. What is going to be said here

should be seen in close connection to subsections 3.2.1 and 3.2.3.

Enterprise subsidies are granted in different ways: credits,
credit guarantees, grants, equity participations, tax concessions and

selective price regulations.10  Again, the different ways in which sub-

sidies are granted entail different degrees of subsidizing. And also

within each type the degree of subsidization may vary considerably. For

instance, the softer the loan - depending on such factors as interest

rate, duration and repayment holiday in connection to risks and pros-

pects involved - the more important the subsidy element.

A study of the Swedish Ministry of Industry (1982, "The Net
Costs of Government Support to Swedish Industry") puts the various sub-
sidies together in one figure. It tries to measure the budgetary net

costs to the state of the subsidies to industry. These net costs are a

measure of the resources which have de facto been allotted by the state.

The various ways in which subsidies are granted are put together by com-

puting the actual payments and repayments to which they gave rise during

a fiscal year (cash principle). This is done as follows:
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- the net cost of grants is equivalent to the amount paid out;

- the net cost of loans is estimated by computing the interest on out-

standing loans at the end of each year. The average cost of government

borrowing is used as the interest rate;

- the net cost of guarantees is equivalent to guarantees fulfilled less

guarantee fees received;

- the net cost of equity capital is computed as the difference between

the cost of government borrowing and dividends on shares.

In the next subsection data will be presented on these net costs

of  subsidizing.  These  data  serve  to  illustrate  the development of

subsidies to industry in Sweden over time. Although they do give a

useful indication of the "cash costs" of subsidies to government, it

should be stressed that they do not fit our concept of subsidies. We are

interested in the degree to which the terms of government support differ

from free market terms for individual companies (see Chapter 1).

When we look at the subsidies mentioned in 3.2.1, we observe

marked differences in terms of aid target, that is, in terms of specific

goals being pursued. From this perspective the following distinction can

be made. Regional subsidies differentiate according to where (in what

geographical area) a company operates. It is a "classic" type of subsidy
in the sense that it has been part of regional policy for a longer time.

Apart  from  the  explicit  regional  subsidies  (like  for instance the

Location Loans and Grants from the state budget or the support from

regional development funds) a substantial part of other subsidy is im-

plicitly of a regional character in that it also flows to companies in

such favoured regions. Another type of subsidy is granted to specific

sectors. The fact that a company produces certain outputs makes it a

possible recipient of support. The sectoral support is highly concentra-

ted on just two sectors: shipbuilding and the textile and clothing in-

dustry. These account for over 90% of the total sectoral subsidies,

while the remainder is spent on shipping, wood-related industry and

handmade glass industry. Subsidies for R&D i n firms are another impor-

tant category in terms of aid target. Although we are only considering

subsidies that flow to firms, it should be stressed that government

tries to stimulate R&D b y a much wider range of measures. No doubt

firms will benefit indirectly from these as well. Like the regional sub-
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sidies, state support for R&D has a somewhat longer tradition in Swed-

en. Next, quite a few subsidy arrangements focus on small and medium-

sized firms. However, the number of these subsidy arrangements as well

as the (gross) amounts involved suggest much more subsidizing of small

and medium-sized firms than in fact occurs. Two remarks need to be made.

Firstly, although there are no explicit subsidy schemes for large firms,

they do in fact receive many more subsidies than the small and medium-

sized enterprises (see below). The so-called firm-specific subsidies are

responsible for this. Secondly, the net amount of subsidies to small and

medium-sized firms is much smaller than the gross amounts since it con-

sists mainly of loans with a low degree of subsidization. Taking these

two factors into account this type of subsidy is far less important than

would seem at first sight.

In order to correctly assess the meaning and importance of this

distinction according to aid target one should bear the following in

mind. Firstly, in practice there is an overlapping of goals. A small

firm may operate in a weak region or some sector may step up its R&D

efforts. Goals thus frequently mingle.

Secondly, and more importantly, the amount of subsidies involved

in each of these schemes is relatively small. In the course of the 1970s

they have been overshadowed by the so-called temporary support which

consists of subsidies to crisis industries and individual companies

which experience severe problems. In this respect the expression crisis

subsidies is frequently used. In fact, the analysis of enterprise subsi-

dies in Swedish literature deals largely with these crisis subsidies. In

publications on enterprise subsidies one frequently finds descriptions

of the crisis industries (mining, steel, forest-based industries, ship-

building, shipping, textiles and clothing) and of the subsidies granted

to them. (See for instance Lundgren and StAhl (1981), SOU (1981) and

Carlsson, Bergholm and Lindberg (1981). The latter two studies base

their analysis explicitly on these subsidies.) This preoccupation with

this type of subsidy is justified by its actual predominance. In the

context of the present discussion it should, therefore, be stressed that

the specific aid targets mentioned above are only of limited importance.

This conclusion is enhanced when we recall the explanation of

the fast growth of enterprise subsidies in the previous section. The
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fundamental reason is the political necessity "to do something" in a
rapidly deteriorating economic situation. Government had to act quickly

and forcefully in order to ward off politically unacceptable develop-

ments like mass unemployment and increasing regional imbalance. This not

only accounts for the temporary support - "temporary" at least in inten-

tion - to crisis industries but is also an important factor in explain-

ing the sudden large increase in virtually all of the subsidies covered

by the specific aid targets. The various goals being formally pursued

also   served as "acceptable", "attractive" motives for increasing   sup-
port. One should take this into account when trying to understand why

the gradual increase in subsidies before the mid-19708, which was part

of a  developing  industrial  policy  aiming  at  goals like increasing

regional balance and stimulating R & D,  suddenly turned into rapid

growth. Accordingly, one should realize that probably a considerable
part of the incredse of these subsidies is not due to the formal ex-

plicitly formulated motives.

A final point to be noted with regard to the complexity of the

notion of enterprise subsidies concerns the role of the government. Our

notion of subsidies presupposes some kind of political influence. The

extent to which government is involved varies widely in Sweden, however.

The temporary support is directly decided upon by government and parlia-

ment and is financed from the budget. Besides, government is linked to

all kinds of institutions that subsidize firms one way or another. The

"depth" of the linkage depends mainly on the degree of governmental in-
fluence on decisions in these organizations and on the importance of

governmental  financial  resources  for  their  functioning.  (Of course,

there is a mutual dependence.) This way, as examples, SF is fairly

closely linked to government while STU may operate more autonomously.

The less influence the government exerts, the less substantial

becomes the subsidy element in an institution's activity. It would take

a thorough study of the formal and informal relations between the gov-

ernment and an institution to determine the extent to which the latter

is an instrument used by the government to subsidize enterprises.
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Conclusion

The practice of enterprise subsidies in Sweden is very complex. The va-

riety in terms of the organizational structure, the way in wich subsidy

is granted, the specific aid target and the extent of government in-

volvement is striking.

This high complexity makes it difficult to draw general conclu-

sions. In particular it would be inappropriate to simply put all dif-

ferent subsidies into one sum, that is, to present the total amount of

subsidies  as  one  figure.  Therefore  a whole  range  of  data  will  be

presented in subsection 2.3. None of those figures can be regarded as a

fully adequate picture of the phenomenon in all its complexity. The fig-

ures just indicate the development and magnitude of enterprise subsidies

from different angles. Each figure is only one part of the very complex

whole.

3.2.3 Swedish practice: a quantitative description

The amounts involved in industrial support measures have in-

creased rapidly during the 19708. The growth of temporary subsidies has

been most  spectacular  since  the  mid-197Os,  but  the  other  support

measures - mainly subsidies by the various institutions discussed - have

also increased markedly.
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Table 3  A Comparison Between Different Ways of State Involvement in an

Industrial Political Context

Paid out amounts in billion kronor in current prices and in

prices of 1980.

1970 1971 1972 1973 1974 1975 1976 1977 1978

Temporary
subsidies 0.1 0.4 0.2 0.2 0.5 1.2 3.6 4.0    7.6

Other support
measures 2.2   2.6 3.0 4.5 5.4 6.0 7.7 6.7 8.3

Total 2.3   3.0 3.2 3.2   5.0   6.6 9.6 11.7 14.3

1979  Total current prices Total 1980 prices

Temporary
subsidies 1.1 25.6 31.9

Other support
measures 8.3 49.3 73.9

Total 16.0 74.9 105.8

Source: SOU (1981), p. 12.

As was stressed before, any figure represents just one particu-

lar way of looking at the complex reality. The figures in Table 3 were

taken from the Official Report on Government Support to Swedish Industry

(SOU 1981:72). The total amount of support for the period 1975/76 -

1979/80 is 58.2 billion kronor. A study carried out by the National Of-

fice  for Administrative Rationalization and Economy  puts the total

amount for this period at 89.8 billion kronor. But when one adopts a net

cost approach as the Ministry of Industry does (see 2.2), the corres-

ponding amount is 23.6 billion kronort (Ministry of Industry 1982). This

wide variation again makes clear that one should be very careful in in-

terpreting figures.

Unfortunately the figures in the SOU report have not been up-

dated to account for the development in the 19808. Thus we can only pre-

sent the "net cost"-figures for more recent years in Figure 5.
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Figure 5  Industrial Political Support 1975/76 - 1983/84

Net costs in current prices, million kronor
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Enterprise subsidies have continued to increase during the early 1980s.

Temporary subsidies have again increased most markedly: from roughly 5

billion kronor in 1980/81 to more than 12 billion kronor in 1982/83. But

other support measures have also grown considerably. It is interesting

to observe the distribution of support over various aid targets: Figure

6.
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Figure 6  Distribution of Government Support to Swedish Industry

1975/76-1981/82
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The SOU (1981) report contains more specific data on the way in which

subsidy was granted to various aid targets in the 19708. Table 4 dis-

tinguishes between grants and loan812  in gross figures.
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Table 4  Industrial Political Investments According to Aid Target

1970-1979, million kronor

Grants year '70 '71 '72 '73 '74 '75 '76 '77 '78 '79 Total

regional 87 168 176 309 356 337 339 356 343 433 2965

small companies  15  17    38  34    32   43   41   67 456 551 1294

branches         17  23    21  34    32   30   48 136 531 157 1029

research and
development 145 182 233 255 661 698 872 1021 1194 1842 7103

export           13  16    20  72    22   37   39  158   63   89   528

company 124 253 114 187 202 1156 3602 3999 7046 5286 21989 +

total 34826

Loans year '70 '71 '72 '73 '74 '75 '76 '77 '78 '79 Total

regional 253 313 221 305 490 396 369 479 306 575 3707

small companies 634 706 686 958 983 1219 1681 1949 2180 2039 13035

branches 567 584 502 454 793 1226 954 1893 759 1098 6820

research and
development 6 1 -   7    29   50   65   74   49 101 382

export 398 603 1070 520 1041 1311 1518 1576 884 1418 10339

company 3 130 108  50   308   76   34    -  524 2383 3616 +

total 39909

Source: SOU (1981), Appendix 1, Table 2

Tables 3 to 7 from Appendix 1 to the SOU (1981) report give a

more detailed account of the figures just presented. From this we select
those figures that have to do with the activities of the institutions

mentioned in 2.1, category 2.
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Table 5  Involvement of Various Institutions in Industrial Policy Finan-

cing 1970-1979

Million kronor

Institution Amount Kind of Amount Goal Orientation

Swedish Investment
Bank (SIB) 163 loan small companies

300 equity capital branch

8554 loan branch

Regional Development
Funds 788 grant small companies

798 loan small companies

National Swedish Board
for Technical Develop-
ment (STU) 2000 grant research and

development

Swedish Industrial
Development Fund 300 grant research and

development

60 loan research and
development

Swedish Development
Company (SU) 116 grant research and

development

SVETAB                    76 grant small companies

Note: In this table no credit guarantees.

Source: SOU (1981), Appendix 1, Tables 3-7

As already noted the  firm-specific subsidies direct  from the

budget have shown the largest increase. They go to a very high degree to

the crisis industries. The gross amounts are presented in Table 6.
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Table 6  Assigned and Paid Out Financial Means to Companies 1970-1979

Million kronor

Notation: (1) = assigned grants
(2) = paid out grants
(3) - assigned loans
(4) = paid out loans
(5) = assigned credit guarantees (change in limits)
(6) = paid out credit guarantees (change in stock)

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 total

Shipyards
(1) 212   12   12 143 9  153 2302 5010 5850 4487 18190
(2)               22  190   12 143 9  153 1008 1776 4349 1856 9518
(3) 200 2790 2990
(4) 200 191 747 1138
(5) 1000 2300 1400 100 1100 9400 6950 -725 940 0 23665
(6) 500 500 835 377 495 2517 1928 3147 1040 953 13193

Steel
(1) 122 - 100 - 700 375 1835 3911 342   50  7445
(2) 100   22   75   25 175 363 1995 1264 1098 602 5719
(3) 468 - 100 - 1454 - -500 2000 896 -  4418
(4) - 130 108   50  100   70   34    -  330 1636 2458
(5) 600 600
(6) 188 115 303

Forest industry
(1) 375 700 1590 2665
(2) 188 187 260 323 1429 2387
(3)
(4)
(5) 900 900
(6) 489 489

Mining
(1)                         27 375 200 835 640 2077
(2)                         27 188 187   54 895 717 2068
(3)
(4)
(5) 100 100
(6) 100 100

Textiles and
Clothing
(1)                              45    3   72   27  190   61        398
(2)                              15   18   77   37  190   37   24   398
(3)               3                       6    3                  12
(4)                3                        6              3         12
(5)
(6)
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1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 total

Thn,ugh SF
(1) 9   34         4 375 300 164 301 1187

(2) 2   41         4 187 188 300 164 301 1187

(3)                                     8                              8
(4)                                     8                              8
(5)                    60                                             60
(6)                    60                                             60

Various

companies*)

(1) 510 262 658 1430

(2) 155 180 357 692

(3)
(4) 350 350

(5) 350 350

(6)

* Mostly big companies like Datasaab, Luxor and Saab-Scania which re-
ceive support for investments in promising projects.

Source: SOU (1981), Appendix 2, Tables 1 and 2

3.2.4 Conclusions and introduction to section 3

The practice of granting enterprise subsidies in Sweden is both

a complex and an important phenomenon. Although the figures should be

interpreted with care as they are not unambiguous and do not "tell the
whole story",   they do provide some insights.   The main conclusion  to  be

derived is that the enterprise subsidies have been heavily biased toward

weak firms and industries. The government's subsidizing policy has been

of a very defensive nature. This contrasts markedly to the frequently

expressed political intentions to pursue an offensive strategy of "pick-

ing winners", investing in promising pro jects and stimulating innovative

firms. Despite these intentions the defensive subsidies have continued

to dominate the scene. In the next section we will deal with the econo-

mic consequences of this fact and try to explain why and how the politi-

cal process has largely failed to bring about the desired policy shift

with regard to enterprise subsidies. This analysis of economic and poli-

tical features of enterprise subsidies, and of their interaction, is

primarily based on Swedish literature on the subject. It has given rise

to many publications and discussions in Sweden which serve as valuable

sources of information.



84

While focusing in the next section on the economic and political

aspects of the observed dominance of subsidies to weak companies, it is

not implied that nothing has changed nor that other aspects of economic

policy cannot have different effects.

Concerning the first point - whether things have changed - the

evidence suggests that one tends to pay more attention to R&D i n re-

cent years. No doubt this type of enterprise subsidies has contributed

to some remarkable Swedish industrial successes. For instance, Sweden

plays an important role in the field of industrial robots. It ranks

among the top nations in terms of technological skills, production and

number of robots installed relative to the size of the population. Es-

pecially the large ASEA company contributes significantly to this good

performance. A second example concerns two of the largest Swedish enter-

prises: Volvo and Saab-Scania. Both have managed to raise the quality of

their products and the efficiency of their production facilities signi-

13)ficantly, thus increasing their competitive strength. In these cases

too, government support for R&D may have been helpful.

Another aspect of the changes taking place is the emergence of

venture capital funds. These funds invest in promising projects or new

firms and strictly apply business economic criteria. They have been in-

spired in part by the example of the USA where the venture capital busi-

ness has experienced a tremendous boom and has contributed significantly

to the wave of innovative entrepreneurial activities, for instance in

the field of micro-electronics. There are differences to the American

practice, however. In Sweden the government participates in the process

much more. It tries to stimulate the development of venture capital, for

instance by setting up some Regional Investment Companies as venture

capital funds. These are supported by soft government loans. Another

example is The Venture Capital Corporation which is a 50/50 venture be-

tween the Swedish government and the commercial banks.  Particularly

worthwhile mentioning because of the changes that have taken place is

SVETAB, a subsidiary of SF (see footnote 9). In an interview with For-

tune ("Europe Rediscovers the Entrepreneur", October 3, 1983) a SVETAB

official states: "When we started in 1969, the government's ownership
led to political pressure on the company. Investments were made without

good business reasons." Then, after heavy losses, they decided to trans-
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form it into an American-style venture capital company. Political influ-

ence now is minor.

The point  for us to note is that the Swedish government has

started to support venture capital funds which, however, operate autono-

mously and are led by business economic criteria. These funds try to
"pick winners" in the market and refuse to invest in weak companies for
political  reasons.  This  is  crucially  different  from  many  subsidy

arrangements.

However notable these recent changes may be, their impact should

not be overestimated. The amounts involved are relatively small in com-

parison to the still dominant defensive enterprise subsidies. The second

point we are making - about other aspects of economic policy - has had a

much greater impact. This relates to drastic economic policy measures

which have strengthened the Swedish economy in general.

A key element in a set of measures decided upon by the new gov-

ernment that took office in September 1982, was a 16 percent devaluation

of the Krona.14  It served as a kind of shock therapy bringing almost

immediate relief to the business sector. In addition, other measures and

developments helped to restore Swedish competitiveness and put Swedish

enterprises in a better position. For instance, policies to retrain

and/or relocate labour were intensified. Wage settlements were moderate,

also thanks to government measures to limit cost and price increases,

and wages were allowed to become more differentiated. The expansive

fiscal policy also deserves to be mentioned.

The effects of this combination of factors have been impressive:

GDP, production and exports have increased significantly, the external

balance has improved and industrial profitability has recovered drama-

tically. Inflation and state budget deficit show a less favourable pic-

ture, however (see Table 7).

The measures have managed to put an end to the process of grad-

ual, relative economic decline of Sweden in the 19708 and early 19808.

It is important to note that these measures were mainly of a general

nature, that is, aimed at improving the situation of the Swedish economy

as a whole, and thus did not have a selective character. Furthermore,

there existed a broad consensus in Swedish society as to the desirabili-

ty of such drastic action. The general feeling was that the process of

economic erosion had to be stopped. Ever more people became convinced
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that the policies of the past had been inadequate or even outright

wrong. They increasingly came to realize that these policies contributed

little to solving Sweden's fundamental, structural economic problems,

and, indeed, that they may have aggravated difficulties. One element of

these policies concerns our subject: the large scale granting of enter-

prise subsidies. We will give a detailed account of the economic and

political features of enterprise subsidies in the next section. Before

discussing these one point should be stressed here: the bad experiences

with the granting of enterprise subsidies in the 1970s and early 1980s

contributed to making the measures of autumn 1982 politically possible.

In other words, one consequence of the past failures was a growing

awareness among people that a drastic policy shift was necessary. This

should be remembered when one reads the following analysis of the econo-

mic consequences and the political factors connected to the practice of

enterprise subsidies. The fact that the analysis is primarily based on

Swedish literature illustrates the point. The literature and the dis-

cussions it gave rise to served to stimulate a shift in attitude among

many Swedes towards Sweden's economic problems. It helped to create the

broad political consensus on which the measures were based. Thus it

helped to change government's economic policy by shifting emphasis from

micro, specific measures to a more general policy.
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Table 7 Some Important Economic Data

1982 1983 1984*

Percentage change from
previous year, volume

GDP 0.5 2.3 3.25

Industrial production 0.8     5.0     4.0

Export of goods and services 4.3 10.1     7.0

Consumer prices 8.6     8.9     5.8

1981 1982 1983 1984

Current balance (billion dollars) -2.7    -3.5    -1.1     0.5
*

Return on equity capital in industry, %   5       9      24       n.a.

Central governinent budget deficit**,
% of GDP 11.6 13.3 12.2 n.a.

Note: n.a. = not available
*  prognoses
** including financial lending

Sources: OECD (1982 and 1984a, February, and 1984b, July);
Ministry of Industry (1984b)

3.3 Enterprise Subsidies: Experiences and Evaluation

3.3.1 The economic part: hampering structural change

We have already noted the impressive economic achievement of

Sweden before the 1970s. The Swedish economy was characterized by a high

rate of structural change. The allowance for and stimulation of struc-

tural change  was an essential  part  of the "Swedish model". Resource  al-

location was guided by signals from the free market like changes in pri-

ces and profitability. The immediate reaction of market parties to these

signals created a very flexible system. The continued adaptation to

changing circumstances and conditions kept the industrial apparatus up-

to-date and facilitated long-term economic growth.

The changes in resource allocation were most notable during the

three main recession periods in the 20th century: in the early twenties,
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early thirties and in the fifties after the Korean boom respectively.

Although the last was by far not as striking as the other two, especial-

ly in terms of general unemployment level, it did involve extensive

shifts  between sectors.  The changed  resource  allocation  facilitated

economic growth to rise to its trend level again after the recessions.

In the boom period of the 1960s structural change accounted for

a large share in the fast increase of productivity and efficiency. The

Official Government Report SOU  1970/71  (p. 48) mentions features of

structural change like "the introduction of new technical processes as

older methods of production are abandoned,  the establishment of new

firms and products, and the closure of non-profitable units combined

with extensive mergers". The report (p. 215) notes that "a considerable

proportion of efficiency gains made during the sixties, and particularly

during the latter years, must be put down to the structural change which

has taken place as production resources have been moved from one branch

to another and from low-productive to high-productive units".

Carlsson et al.  (1979, p. 178) reach the same conclusion in

their analysis of the Swedish economy as they observe: "Industrial de-

velopment had been characterized by fast and thorough structural change.

Large shifts have taken place between industrial branches (...). But

also within different parts of inddstrial life there have been substan-

tial structural changes. All our industrial development can be said to

have been stamped by the battle between new and old, between which is

vigorous and which has served one's time (...). In recessions substan-

tial elimination of companies and plants has taken place which created

space for renewal and revival."

As a rule Swedish literature points to the great importance of

structural change for economic development. The gradual erosion of the

possibilities for structural change, in whatever ways and for whatever

reasons, is generally cited as a prime cause of the economic difficul-

ties in the 19708 and early 19803. The role of enterprise subsidies in

connection to structural change is dealt with below. 15)

Enterprise subsidies are granted on a large scale to companies

that experience (severe) difficulties. We have noted the importance of

subsidies to crisis-industries as well as the fact that nationalization

is often practiced as a way to prevent bankruptcy or the closing down of
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units. Various institutions are also involved in supporting enterprises

that are basically weak.

This massive support to weak firms implies interference with the

free operation of the market. Production resources are artificially tied

up in certain branches and units, and therefore cannot move to other

destinations. This obstruction is clearly a break on the process of

structural change. The dynamics and flexibility of the system are eroded

which will hamper economic development in the longer run.

This process is illuminated by two Swedish studies.

The first one is an analysis in the Long Term Investigation of 1980

(Langtidsutredning LU 80) quoted by SOU (1981, pp. 176-177). It presents
two alternatives in the development of the number of occupations in in-

dustry upto 1985. The first alternative implies a loss of 50,000 job

opportunities while the second generates 60,000 new jobs. The difference
between the two alternatives can be described as a difference concerning

the extent to which one accepts changes in line with a long-term more

desirable industrial structure. Alternative 1 implies only very slow

structural change while alternative 2 allows for relatively large adap-

tations.

The second one is the IUI-report called "Industrial Subsidy

Policy   and its Macro-economic Impact" (Carlsson   et   al.   1981).   This
report presents a model in which 4 types of economic policy are compar-

ed. The effects of the alternative policies on such variables as num-16)

ber of industrial jobs,  trade balance and GNP are presented for the

period 1977-1994. Although the results are put in quantitative terms,
one must realize - as the report clearly states - that they should be

regarded as instructive illustrations rather than as real, factual fig-

ures. However,  it is the underlying qualitative analysis that is of

interest to us since it deals with the relationship between enterprise

subsidies and economic performance,  i.e.,  it shows some  fundamental
relations concerning economic effects of subsidies.17) The main result

of  the  analysis  is  the  fact  that  continued  subsidizing works  out

relatively well in the short run while it has mostly negative conse-

quences (in comparison to the other alternatives) in the longer run.

Especially GNP and unemployment develop rather well in the first years

but show an increasingly bad performance in the longer term when one

continues to subsidize (see also subsection 3.2).
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The report concludes   (p.   90,   91): "The calculations illustrate

mainly two things. Firstly, subsidies have a general positive effect on

the demand in the economy in the short run. This effect is the larger

the more direct measures are resorted to in order to save companies hit

by crisis.

The second mechanism that is shown by the calculations has about

the opposite effect. When one grants wage subsidies to unprofitable en-

terprises in order to save jobs, the demand for labour is higher than it

would ottwrwise  have  been  (i.e., some unemployment  has been avoided  In

the short run). This increased ability to pay wages makes it more diffi-

cult for other companies to recruit labour. This gives rise to increas-

ing wage drift not only in the subsidized companies but in the whole

labour market. This suppresses profitability and expansion power of the

economy. In the longer term growth possibilities will therefore diminish

and competitiveness declines. Resources are stuck in unprofitable areas;

the economy will need more time to solve the problems that have brought

about the granting of subsidies originally."

All this illustrates the negative effect of subsidies on struc-

tural change and economic growth. In connection to this one also finds

frequent observations in Swedish literature about neglect of market sig-

nals and about the inadequacy of enterprise subsidies to solve the

"real" problems.

Eliasson and Ysander (1981, p. 47) note that there is a perverse

relationship between the share of total SF investment and the share of

the sum of positive profit contributions for the main SF subsidiaries.

"Not only did low performance subsidiaries receive a relatively higher

contribution of total finance for investment in the good years 1973-1975

but during the bad years that followed the low performance companies and

the big losers have been the relatively heavy investors within the SF

group (...). The internal allocation of investment funds within SF thus

exhibits an extreme version of the misallocation of resources within
.,18)Swedish manufacturing during the seventies.

The misallocation within Swedish manufacturing in general in the

1970s is illustrated by Figure 7.
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Figure 7 Material Investments in Industry Divided Over Crisis Sectors

and Other Industries 1965-1980.

Constant Prices, 1970 = 100.
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It is worth recalling that the misallocation19) in the 1970s

coincided with a drastic increase in the central government's share in

mining and manufacturing. The most extreme misallocation took place in

the nationalized industries.

When looking a bit closer at the role of enterprise subsidies in

relation to the misallocation, one aspect that emerges is the fact that

the granting of subsidies is not generally regarded to be a real solu-

tion to the problems. Subsidies serve mainly to shift the problems to

AA
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the future and frequently even make it harder to restore balance. In

discussing regionally motivated subsidies SOU (1981, p. 20) draws atten-

tion to this point: "It can be understood quite well that the state

grants support in different ways to save crisis industries, if one does

not see another way to try to counteract increasing regional imbalance.

We think, however,  that this implies a further deterioration in the

long-term conditions for a balanced development in these regions. While

industrial structures in regions with a balanced development are being

adjusted to changing conditions without societal interference, the so-

ciety cooperates in keeping up an already not-up-to-date structure in

supported regions. Their possibilities to reach balance become worse

over time because of this.

In an acute crisis situation support to a threatened unit may be

necessary to regain regional balance. Such support needs, however, to be

temporary and should be combined with strong efforts outside the frame

of the supported companies, directed at adjusting the cost level in the

region to productivity. True balance cannot be reached without this con-

dition."

We note essentially the same reasoning in Carlsson et al. (1979,

p.  180): "An elimination of production capacity solely according  to  mar-

ket forces would have catastrophic consequences in today's situation of

low profitability and solvency level. That is why the state has taken

different kinds of support measures. The safety net which can be offered

by a high solvency has this way been replaced by other devices like sub-

sidies, credit guarantees, "soft" loans, etc. This kind of safety net is
probably as effective as high solvency in preventing elimination of com-

panies. However, this is guided to a very limited extent by market sig-

nals which, if they are not accidental, reflect long-term changes in

economic conditions, to which one has to adapt sooner or later one way

or another."

Another aspect of the granting of enterprise subsidies is that

it may undermine the willingness and/or necessity to restructure the

company. Lundgren and StAhl (1981) note that the prime goals of owners

and management of a company are to survive and to make profits. They add

(p. 110): "Employers therefore are going to consider in a rational way

whether efforts to receive more public contributions are more profitable

than traditional, businesslike alternatives like product development and

A
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rationalizing." The same problem is observed in SOU (1981, p. 17): "Pos-
sibilities for state support can negatively influence the efforts of the

management of a company to try to solve the crisis on their own account.

This risk has turned out to be especially manifest when the leaders knew

they could count on getting losses compensated afterwards."

When it finally comes to adapting to changing circumstances and

solving structural problems it may prove that subsidies have aggravated

the situation. They may have given rise to new, additional problems that

further hamper the process of structural change. SOU (1981, p. 23)

points to this possibility: "Extended processes and artificial respira-

tion by means of successive decisions to support continued operation for

a limited period 'until profitability is regained' has in a number of

cases shown very unhappy consequences like organizational disintegra-

tion, deficient labour motivation,  fleeing of qualified employees who

are in key positions, etc. Attempts to develop and start alternative

production within existing organizations have failed in general because

one started too late or half-heartedly, because organizations' personnel

and technical resources have been adjusted first of all to the previous

activities and because the organizations which are hit by crisis have

shown not to have the strength to do development work as a result of all

of the problems that go together with the crisis."

An additional problem connected to this practice of subsidizing

has to do with the increased competition healthy, non-subsidized com-

panies experience from subsidized ones. The extent of harm resulting

from this practice depends of course, among others, on specific circum-

stances in a branch. A situation might arise which could be described as

"bad companies drive out good companies". SOU (1981, p. 140) observes

that this might occur in a situation of structural imbalance when, for

instance, structural overcapacity exists because of a fundamental cost

disadvantage. In such a case the "situation implies that the market can-

not accommodate all units without continuous state support, which means

that some units must be eliminated. The problems will probably come up

first in the least profitable and efficient companies. The support can

then result in the situation that the lesser efficient units, which are

supported, survive, while the more efficient ones are eliminated. This

would imply worse development possibilities and a lower growth rate in
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the future". Lundgren and StAhl (1981, pp. 136,137) also note the possi-
bility of this unfavourable consequence of subsidies.

The observed negative impact on structural change is reinforced

by some other features of the practice of enterprise subsidies. An al-

ready noted fact is the complexity of the phenomenon. The enormous va-

riety of characteristics of subsidy arrangements makes it a hard to

grasp "system". For enterprises this may mean that it is not always easy

to find their  way  in this "world",  i.e., to judge  what  kind of possi-
bilities exist to obtain some sort of subsidy. (See for instance Lund-

gren and Sthhl (1981), pp. 141, 145, 146 and Hamilton (1981), p. 21.) As

such this problem would not be insoluble since it would be possible to

figure out without too much trouble what real opportunities exist.

More basic difficulties arise, however, with regard to the un-

certainty connected to the implementation of some subsidy arrangements.

The fact that one has been able to select those subsidies  that,  in prin-

ciple, would seem to fit the enterprise, does not mean that one may rea-

sonably expect to be granted some subsidy on certain conditions. Whether

a subsidy is granted and on what conditions depends upon a variety of

factors, several of which may be hard to judge. This increases uncer-
tainty and is detrimental to the functioning of enterprises.

Carlsson et al. (1979, p. 189) note that it is in many branches

"precisely the impossibility to foresee the state measures going to be

taken which bring about extra-ordinary big problems for the planning of

all companies in the branch, not only for those hit by crisis".

The problems companies experience in dealing with the uncertain-

ty connected to state policy is a recurring theme in Swedish literature.

There are frequent calls for fixed rules and consistent government pol-

icy. As will be seen in the next subsection, the problem of uncertainty

typically relates to some features of the political process. The inter-

action between political and economic factors is crucial. SOU (1981, p.

173) implicitly deals with this interaction: "A way to influence the
number of politicized crisis cases is to work out a number of all-

embracing principles for industrial policy, which government is willing

to accept. The different forms of temporary industrial support which
make  up  the  main  subject  of  this  investigation  constitute  often

relatively unclear interferences both in the rules of the game as in the
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conditions that society has formulated for the development of the in-

dividual industrial company. More clearly drawn up rules should also in

itself be rather positive for the development of the enterprises."

Another feature of the practice of enterprise subsidies is the

importance of support to big, unprofitable companies. A number of those

have been artificially kept alive by means of subsidies.

It should be noted that the concentration of Swedish industry is
20) Thisquite high, at least by Western standards. reflects a gradual

process which started in the 19208 and 19308, with ever more firms merg-

ing into conglomerates. The name of Wallenberg is prominent in this re-

spect. Gradually, large companies came to play a more important role in

the economy. This process of concentration has been significantly stim-

ulated by a deliberate government policy to make the main companies in a

branch merge and bring them fully or partly under state control, some-

times through SF. This happened for instance with the shipyards (which

were combined in Svenska Varv AB), the commercial steel industry (the

three largest companies were put together in Svenskt Stal AB, SABB) and

Datasaab.

Some figures from the Ministry of Industry (1984b) for 1982 indicating

the degree of concentration are presented below. The 260 manufacturing

firms employing more than 500 people together had 454,235 employees,
while the 43,940 smaller firms (< 500) together employed 384, 887 people.

Table 8 presents data on three important, heavily concentrated indus-

tries.

An analysis of the practice of subsidizing shows that especially

some of the (very) big companies have run into trouble and are in need

of support. The shipyards and the commercial steel industry in particu-

lar have been big money losers. Mergers have been enforced by the state

as a precondition for state interference and support. Table 9 shows the

7 main recipients of temporary industrial subsidies, which account for

almost 90% of the total amount of temporary support in the 19708.
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Table 8 Three Concentrated Sectors (1982)

%

Engineering Steel Forest-based
Industry Industry  Industry

Share in total number of firms 0.9 0.3 0.4

Share in total equity capital 35.3 10.3 13.7

Share in total number of employees 25.0 7.0 8.2

Share in total exports 41.5 10.9 16.3

Source: Ministry of Industry (1984b)

Table 9  Temporary Support to 7 Big Industrial Groups, 1970-1979

Assigned gross amounts in million kronor, current prices

Total Amount Credit
(except credit Guarantees
guarantees)

Shipbuilding21) (almost fully

state-controlled) 17,830 2,7015

Steel companies 10,284 600*)

NCB + SBdra (forest-based firms) 1,500 300

Luxor (electrotechnics) 175              -

Halleforsniis (iron foundry) 167             -

Datasaab (data and information systems) 562 350

LKAB (mining) 2,050             -

*) Roughly 85% went to SSAB; the rest went to special-steel companies.

Source: SOU (1981), p. 14.

The emphasis on support to big, unprofitable firms has also been

pointed out by Lundgren and StAhl (1981). They write (p. 17) that in

comparison  to  the past "today' s closing-downs concern bigger enterprises

and occasionally hit specific places where such companies are dominant.
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This introduces a large scale aspect in the closings (...) which partly

aggravates the consequences, and partly makes a more effective resis-

tance from the affected people possible. „22)

Although there has been a strong inclination to support big com-

panies in trouble one should not forget that this conclusion is mainly

based on the temporary support and on the activities of SF up to the end

of the 19708. Among the institutions of subsection 3.2.1, category 2,

quite a few engage in supporting small and medium-sized firms and do
tend less to subsidize unprofitable companies. Subsidy arrangements are

so pervasive in the Swedish economy that almost any company might be a

possible recipient of some kind of support under some conditions. On the

other hand, it is notable that in the 1970s subsidies to large companies

which suffered heavy losses and would in many cases not have been able

to survive in the free market grew most markedly. It is evident that in

these cases structural change is severely hampered. It is basically the

same process of resources being stuck in unprofitable businesses, which

makes shifts into more promising directions impossible. Because of the

magnitude of the companies involved, this problem is accentuated. Again

it follows quite clearly that this way the economic system cannot gener-

ate the dynamics and flexibility which are essential for long-term econ-

omic progress.

3.3.2  The political part: political involvement in the granting of en-

terprise subsidies

In discussing ·the negative impact of a number of features of

enterprise subsidies on structural change we have not dealt with the

question why this occurs. We have so far deliberately neglected the ever

recurring theme in connection to these problems as it comes to the fore

in Swedish literature. This theme could perhaps best be described in one

phrase as "political involvement".. It   is   true   that   this   is a rather

vague  expression with  several connotations. In this subsection we

discuss those elements which one may consider to be covered by this

phrase and which are frequently presented as having some kind of causal

relationship to the problems of the previous subsection.

Before doing so, a few remarks on political involvement in the

Swedish economy in general have to be made. Firstly, as already noted,
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the "Swedish model" implies a relatively high degree of government in-

terference in the economy. Many political actions concern the pursuit of

certain social goals, the attainment of which is regarded to be impor-

tant. In this way, quite often, undesired effects of the market economy

are mitigated or eliminated. Such political actions are not within the

scope of our subject.

Secondly, the importance of the shift of economic policy towards

a more general, macro policy should be stressed once again. The growing

awareness of the inadequacy of the subsidizing policies and of the dis-

advantages and dangers connected to it, constitutes in itself an in-

creasingly powerful political force against such policies. When we con-

centrate below on the experiences relating to the political involvement

in the granting of subsidies, we do not regard this important "overall"
political effect. We discuss the specific political features which have

actually been observed with the practice of granting enterprise subsi-

dies.    Experiences   with such political processes   "on the micro level"
have   led to political effects   "on the macro level": a broadening   poli-
tical consensus about the necessity of a shift in policy.

Thirdly, the extent of political involvement in the granting of

enterprise subsidies is not the same for all subsidy arrangements. Every

type of enterprise subsidy has its own specific conditions and the de-

gree of governmental influence varies widely. Therefore the features

discussed below do not apply equally to all subsidy arrangements but

they can generally be traced, in some cases more clearly than in others,

and are more or less relevant to all enterprise subsidies. All enter-

prise subsidies imply some kind of political involvement which brings
about to some degree the characteristics that are going to be discussed

now.

The tendency to subsidize weak firms implies that the market

mechanism and business economic considerations are pushed into the back-

ground. It is frequently pointed out in Swedish literature that this is

primarily due to political involvement.

SOU (1981, p. 165), for instance, calls attention to the neces-

sity of taking business economic profitability as a starting point: "In
dealing with the measures of support one can, however, in many cases

observe that such a development is prevented or delayed because the
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elimination of unprofitable activities is held up. A conflict may arise

between short-term and long-term goals and between business economic and

macro-economic considerations. Long-term reconstruction work appears to

presuppose a continued control from the support granting institutions

and it needs above all be clear which business economic appropriate mea-

sures are politically acceptable. The natural way is by formulating

operational goals, not by introducing political considerations in the

course of the activities."

Lundgren and Stdhl (1981, p. 132) deal with the broader subject

of industrial political measures. They note that "under pressure of

acute events market economic rules have been loosened with probably very

negative long-term effects. A large part of the market's normal func-

tioning  has been replaced by political decisions".  They  see a contradic-

tion between politics and business economics in industrial policy.

Basically the same relationship between the "worlds" of politics
and business is recognized in the analysis of SF by Eliasson and Ysander

( 1981). They observe   that  "many   of the firms purchased have unwillingly
been taken over by SF after political prodding because they were in a

bad financial shape and there was a lack of presumptive buyers. Apart

from  this,  political  and  union considerations do undoubtedly place

considerable obstacles in the way of selling off any part of the state

business empire on grounds of bad profit performance". Both Eliasson and

Ysander (1981) and Per Sk8ld (1982) - Managing Director of SF from 1971

until 1982 - point at the fundamentally opposite and often conflicting

positions of the top management of SF (wanting to run it like a normal

company) and the politicians (who force SF to take actions that are not

acceptable from a business economic point of view). Eliasson and Ysander

(1983)  stress  that  thanks  to  the  role  of SF  as  a  profit-oriented

financial intermediary between the politicians and the production units,

the cost of subsidies is likely to have been lower than it would have

been in the case of a purely politically managed subsidy programme. The

SF  management  has been systematically pushing the commercial profit

motive, often against the desires of its owners. But the importance of

other than efficiency criteria which were introduced by the politicians,

frequently frustrated the management's actions. Other than efficiency

considerations were also relevant to SF's policy.
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In the 19808 the management seems to have been able to increase the role

of efficiency, however.

Returning to the 197Os, it is interesting and useful to further

contemplate on the apparently negative influence of political decision-

making on the possibilities to work according to business economic prin-

ciples and on the ability of the free market to adapt to changing cir-

cumstances and conditions.

A highly relevant and frequently discussed feature in this con-

text is the fact that the granting of subsidies is quite often subject

to a process of bargaining between several parties. Whether a subsidy is

granted and on what terms then depends on the outcome of negotiations

between interest groups such as the management of the enterprise(s) in-

volved, local and regional authorities, trade unions, banks, officials

of subsidy granting institutions and political decision-makers. The pow-

er of pressure groups and their ability to influence the people who

ultimately decide on the granting of subsidies is a factor of major im-

portance. This bargaining process, however, may very well lead to re-
sults which are quite different from the ones a purely business economic

evaluation would have brought about.

Lundgren and StAhl (1981, p. 143) note that "present industrial

policy impairs in an often arbitrary and unplanned way the competitive

position of enterprises, which brings about a situation in which non-

subsidized companies feel unfairly treated and quickly try to be compen-

sated by demanding support too. This has to a large extent to do with

the question about which possibilities exist to manage industrial act-

ivities on conditions that a decentralized market economy implies. Pol-

itician's concern must be to build up resistance against all separate

interests which often appear under the false cover of representing the

general interest."

The fact that in this context big enterprises may have a better

chance to be supported also interferes with the working of the free mar-

ket.  Lundgren and  Stdhl  (1981,  p. 135): "Among the disadvantages  one  may
first of all point to the fact that a large scale enterprise may be bet-

ter able to make use of the political game to 'force' increasing public

funds. This is particularly the case when the company cannot solve its

internal conflicts - for instance concerning the question what priori-

ties should be given to expansion and elimination with regard to the
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concern's various regionally spread units - except by guaranteeing all

units continued existence and perhaps enlargement."

The importance of pressure groups comes to the fore most clearly

when they manage to put the decision-makers in an awkward position. The

decision-makers can more or less be forced to grant a subsidy by clever

bargaining. According to SOU (1981, p. 159) "a negotiating process is a

power play in which participants hold a more or less strong position.
The owners of a company in trouble usually have a strong negotiating

position, especially  when  the  enterprise's  existence  is  severely

threatened. Another feature that has contributed to this situation in

the studied cases is the fact that crisis industries themselves supply a

large part of the information on which the state bases its actions. The

position of the state in negotiations about industrial support is often

formally strong insofar as a solution of the problems presupposes coope-

ration of the state. At the same time, however, the state often has a

weak starting-point in the negotiations because it also has to carry

costs and losses when one cannot reach a solution and the company goes

broke, which results in unemployment, losses on earlier granted state

loans, etc.

Politically the state has had a weak negotiating position be-

cause is has been practically impossible to say no. In many cases poli-

ticians have publicly promised support before the negotiations had been

finished. The starting position of the state in entering new negotia-

tions about support has gradually been undermined as the number of sup-

port measures increased."

Jonung (1981) also observed analogous phenomena with regard to

price control policy in Sweden. "In numerous instances, price controls

evolved into a negotiating process between the Price and Cartel Office

and firms, where the bargaining power of the parties determined the fi-

nal outcome. Some firms tried to strengthen their bargaining position by

calling in trade union organizations, local government agencies and pol-

iticians. In some cases, negotiations continued for a long period of

time and sometimes consisted of a series of bids and counterbids."

An aspect which has been touched upon above but deserves to be

highlighted, concerns the information advantage of pressure groups in
the bargaining process. The position of pressure groups is reinforced if

the institutions that grant subsidies depend on information supplied by
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interested parties. The latter can affect the final outcome of the nego-

tiations by presenting informati6n in a way beneficial to them. A firm

in trouble may thus play down its business economic problems and show a

relatively favourable picture of itself. To what extent it will succeed

in this is hard to tell a priori, since a wide variety of outcomes is

feasible. Thus the situation is generally unclear and uncertainty pre-

vails. In this subsection we want to stress the roots of uncertainty in

the political system with its bargaining and pressure group activities.

The problems firms experience in dealing with increased uncertainty are

closely related to characteristics of the political process: due to po-

litical involvement uncertainty increases for enterprises. Three exam-

ples may illustrate the point of the political process entailing this

problem.

Firstly, in discussing price control policy in the 1970s Jonung

(1981) observed that "throughout the decade, firms have been aware of
the potential threat of price controls. Even if a certain product or

sector remained unaffected by price controls, conditions could change on

short notice. The possibility of legally binding controls actually con-

stitutes a form of price control. It is thus difficult to find an unam-

biguous measure of the total extent of price controls in Sweden during

the 1970s owing to the multitude of variations in control, monitoring

and negotiations." Secondly, Lundgren and StAhl (1981, pp. 138-140)
point at the need to have fixed rules for the game of granting enter-

prise subsidies. In addition they argue that "it is also important to

formulate clear cut criteria concerning when support to companies or

branches will be regarded a permitted measure. Rules should be shaped in

such a way that space for negotiations and pressure is minimized."

Thirdly, Hamilton (1981) writes about the practice of subsidizing: "It
is very conceivable that the increase in government subsidies in Sweden

has not gone to those groups in society which are characterized by

greatest needs but rather has gone to groups which have been most effec-

tive in mobilizing for their cause the mass media, members of parlia-

ment, influential trade union leaders, leading individuals within the

management class, local councils, politicians, etc. In the distribution

of government support there have hardly been any clear criteria on how

one   group' s needs should be balanced against another' s.   (This   is  most
clearly seen in the distribution of firm-specific subsidies.) In a com-
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petition for government support strong pressure groups do not want clear

distributional criteria and have no reason to press for transparent

forms of government support."
Hamilton touches upon a related matter that should be dealt with

explicitly: the problem of transparency. The "system" of enterprise  sub-

sidies is so complex that it is virtually impossible to get a clear

overview. The stream of ad hoc subsidy measures taken by government -

with their great variety of features - has led to a chaotic, unclear

picture. In this respect the following remark of Carlsson (1983) can be

appreciated: "First of all, it must be stated at the outset that col-

lecting data on government subsidies is a difficult, if not impossible,

task. The virtual absence of international comparative studies on this

topic testifies to this. Data on government subsidies is one type of

information which most governments are not eager to divulge or whose

diffusion they sometimes actively prevent. The transparency, and thus

the quality, of the data we have been able to obtain, therefore, varies

a great deal from one country to another."

In discussing the role of the political process with regard to

the granting of enterprise subsidies it should be noted that in this

system the opinions and behaviour of voters are of crucial importance.

Politicians decide to grant subsidies because they think (or hope) that

this will pay off in political terms, i.e., it will be appreciated by

voters. Thus the attitude of voters is an important factor. This has a

number of consequences.

When the economic situation started to deteriorate markedly in

the mid-19708 politicians came under increasing pressure from people to

act. Especially the threats of unemployment and regional imbalance made

more and more voters urge politicians to solve the occurring prob-

lems.23) They demanded fast and clear results. These expectations led to

a policy which was primarily interested in short-term effects. At that

stage longer term policies - often of a rather abstract nature and dif-

ficult for many people to understand - were much less popular; especial-

ly wilen tliey would have unpleasant short-term consequences. Granting

enterprise subsidies on a large scale was thus a politically attractive

course of action since its effects were clear, visible and did not take

much time to appear.
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This  close  link between enterprise subsidies,  the  political

pressure from voters and the short-term orientation is emphasized in the

literature. SOU (1981, p. 98) points at the possibilities for various

groups of voters to influence political parties in concrete matters. "It
is natural to make use of these possibilities. It is equally natural for

each voter to guard his own interests in this connection and, against

the background of a general uncertainty about the future, to take into

account especially short-term consequences of various alternatives. It

would be absurd to desire that every voter would be able to survey long-

term consequences for society in economic and other respects himself, or

would be able to balance these against his own value judgements." SOU

(1981, p. 150) also observes how difficult it is to adopt a longer-term

structural economic policy: "According to SOU it has been difficult to

pay attention to structural aspects of the problem in time when there

are crisis situations that hit many places. Emphasizing structural as-

pects in an early phase would namely force government actually to choose

between various places. In certain places activities would have to be

stopped while at the same time in other places operations continue, or

one would perhaps invest heavily in other activities. Instead of this,

the politically easiest solution in this situation is to distribute the

support equally over crisis places and to pay less attention to Structu-

ral matters."

There seems to be a fundamental difference between short-term

and long-term policies. The granting of enterprise subsidies has to a

large degree been "inspired" by short-term political thinking. Long-term

economic effects of such policies have frequently been disregarded. This

conflict between short-term and long-term factors has been pointed out

in Swedish literature. Eliasson and Ysander (1981), for instance, ob-

serve the failure of SF to become - as was intended - a leader of indus-

trial advance. They suggest that "there is a general lesson to be drawn
from this. Instruments designed for very long-term purposes should per-

haps be kept out of reach from decision-makers whose concerns and preoc-

cupations naturally tend to be more focused on the problems of the imme-

diate future." Carlsson et al. (1981, p. 91) come to an analogous con-

clusion: "The calculations thus illustrate the choice between short-term
and long-term politics and also show the existence of a strong connec-

tion between short-term views and selectivity on the one hand and be-
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tween long-term views and generality on the other hand as far as the

policy's form and effects are concerned."

3.4  Conclusion

Sweden's practice of granting enterprise subsidies has to a high

degree been influenced by political processes. Although the form and

intensity of political involvement have been varying widely among the

many different kinds of subsidy arrangements with all their specific

features, it nevertheless has been possible to observe a number of char-

acteristics of the political engagement and its economic consequences.

Political considerations tend to diminish the importance of bus-

iness economic factors and tend to work against the mechanisms of the

free market. The process of structural change is hampered. More or less

characteristic elements of the political process in connection to enter-

prise subsidies bring this about. Bargaining between the various parties

involved plays an important role, and the activities of pressure groups

- which may have superior knowledge of relevant information they can use

for their own benefit - need to be stressed. Besides it has been noticed

that uncertainty is frequently connected to political decision-making

and the predominance of short-term considerations has also been observ-

ed. The postponement of hard choices and the difficulties in recognizing

structural aspects of problems are also worth repeating. 24)

When it is concluded that in reality enterprise subsidies frequ-

ently obstruct the dynamics and flexibility essential to a sustained

long-term economic growth, it should be added that counterforces are

emerging. Increasing opposition against these selective policies - from

which only small groups benefit at the expense of the economic perfor-
mance of the economy as a whole - has led to a marked policy shift. This

shift to a more general policy may lead to (many) fewer enterprise sub-

sidies.
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CHAPTER 4

WEST GERMANY

4.1 General Background and Explanation of Enterprise Subsidies

4.1.1 Introduction

The existence and development of enterprise subsidies in West Germany -
also to be called "FRG" = Federal Republic of Germany - can only be
properly understood in the light of particular German experiences, ideas
and historical aspects. Although every country will show some unique
features and characteristics, these are very conspicuous in the German
case. In fact, those "typical German factors" are of such importance
that they lead to a number of markedly different conclusions with re-
spect to our subject. West Germany's general background sets it apart
from other Western countries in some fundamental ways. Accordingly, the
explanation of enterprise subsidies differs fundamentally from the ones
given for Sweden and Holland.

Below we start by presenting a short historical sketch of Ger-
many's economic development. After that, more detailed attention will be
paid to the concept of the "social market economy" (Soziale Marktwirt-
schaft) which plays such an important role in West Germany. Finally we
will derive the main conclusions as far as relevant to our subject.

4.1.2 Historical development

The economic situation after Germany's defeat in World War II in 1945
was desperate. Millions of people had been killed, approximately 40% of
the population suffered from lack of food, and important parts of the
industrial capacity had been destroyed, damaged, taken away or lost to
the East. In addition, in the period 1945-1947 more than 10 million ref-
ugees from the East fled into West Germany. Because of the chaotic econ-
omic situation the Military Governments, which ruled after the war,
decided to continue a system of central planning. (Below it will become

L-
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clear why the expression "to continue" is used). This centrally planned

system implied:

- rationing of food and other basic consumption goods;

- price and wage freeze;

- rationing of raw materials and basic products;

- central regulation of production and distribution of goods;

- control of exports and imports and regulation of foreign exchange.

In June 1948 it was decided to abolish this system of central

planning. Although the reforms were formally enacted by the Western Mil-

itary Governments, they had been shaped with the co-operation of a num-

ber of German authorities.  In this context the role of Ludwig Erhard

should be explicitly stressed. Main elements of the reform were the cre-

ation of the Deutsche Mark (DM) - the monetary reform - and the liberal-

ization of markets. The great majority of regulations was abolished.

These very drastic measures immediately had profound effects on

the economy.1  They worked as a kind of shock-therapy and proved to be a

great stimulus to economic activity. They formed the foundation of the

"economic miracle" (Wirtschaftswunder) which occurred in the following

years.

The tremendous success of these policies created broad political

support  for the inherent concept of the social market economy. The

strong resistance from many people against the reforms - an opposition

consisting of left-wing political circles, unions and even a consider-

able part of the Christian Democratic Party; the political victory of

Erhard et al. had been very narrow - subsided as the policies proved to

be so successful. Erhard and Adenauer enjoyed a comfortable and rather

stable majority for their economic policies up to the mid-19608. In 1959

also the Social Democratic Party accepted in principle the concept of

the social market economy in its Godesberger Programm.

At this point already it is necessary to draw attention to one

aspect of the concept of the social market economy. Although fundamen-

tally a free market approach, the concept does explicitly entail some

sorts of government intervention. In a number of fields the government

is supposed to interfere, and some of these imply activities with an

enterprise subsidy character. One important example is regional policy.

The desire to limit regional imbalances led government to pursue an ac-

tive regional policy as early as in the 19508. The broad political sup-

0
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port for this kind of government intervention as part of the concept of

the social market economy, is no doubt also related to the unique way in

whlch the FRG came about. The German partition necessitated special at-

tention to the economic development of the Zonal Border Areas and West

Berlin. Also coal mining and the aircraft industry were strongly sup-

ported by the federal government in the 19508. The former was primarily

subsidized in order to assist the process of restructuring, which should

make it a viable sector. Also social and regional considerations contri-
buted to make subsidizing an acceptable course of action. The latter was

supported because of the desire to build up a national aircraft indus-

try. This was regarded to be important for strategic and military rea-

sons. The severe East-West tensions in the 19508, with Germany being in
the "front line", provided additional political incentives. Also the
fact that Germany had quite a tradition in (military) aircraft was con-
sidered to be important.  In this context the available technological

skills and know-how should be mentioned. This leads to a final example
of government intervention as part of the concept of the social market

economy, since technology policy was an element as well. Government sup-

port for R&D was regarded to be a fruitful policy for the economy as a
whole. In the 1950s and early 1960s the support was mainly of a general
character and primarily flew to all kinds of (often basic) research in-

stitutions. Direct project subsidies to individual firms were viewed
with suspicion and were far less important.

The point to note is that subsidies connected to the just men-
tioned policies were within the framework of the social market economy
and were broadly accepted.2  They were meant to be granted in those par-

ticular cases in which government intervention in the free market was
regarded to be necessary and useful for various reasons. In no way was
there any intention to challenge the free market as the fundamental ef-

ficiency generating process. One was eager not to obstruct the function-
ing of the market, and one only tried to supplement it in some respects.

In the course of the 1960s the picture started to change a
little. Gradually some changes in certain public attitudes were becoming
evident. There was an increasing feeling that the Christian Democrats
had been in power long enough and that it was time for something new.
Also the concept of the social market economy was increasingly regarded
as  old-fashioned.  Although  nobody  seriously  challenged  the  great

A
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achievements of this concept, it moved somewhat into the background. At

the same time the occurrence of a recession in 1966/67 - although pea-

nuts in comparison with what was to come later - worked in favour of a

policy shift. Business cycles and price stability became major issues,
and there was increasing pressure on the government to interfere in the

economy.

These gradual shifts were reflected in the composition of the

coalition governments. In 1966 the Social Democrats came into power for

the first time after the war as they joined the "great coalition" with
the Christian Democrats. In 1969 the Social Democrats formed a coalition

with the Liberals, which would last until 1982. Returning to the mid-

1960s we can characterize the development by the following points:

1) The federal government started to pursue an active demand management

policy. Under the advancing influence of Keynesian macro theory it en-

gaged in "global steering" of the economy. This was formalized by the

"Act to Promote Economic Stability and Growth" in 1967. This act, which

was the product of the influential social democratic Minister of Econo-

mic Affairs Karl Schiller, gave the govermnent a wide range of powers to

interfere in the economy, in order to pursue the "magic square" of four
macro policy goals: economic growth, high employment, price stability

and balance of payments equilibrium.

2) Increasing intervention in the markets through subsidisation. Subsi-

dies in existence since the 1950s were expanded more rapidly, and new

types of subsidy were introduced. Although the number of fields enjoying

subsidies increased markedly, as well as the amounts involved, the ad-
herence to the principle of "let-the-market-work" remained quite strict.

The increasing interventions through subsidies were strongly inspired by

the growing importance attached to social considerations. The pursuit of

more ambitious social goals was in principle not supposed to hinder the

free market process. With only a few exceptions support was not granted

to declining sectors or firms.

3) The attitude towards the micro supply side of the economy remained

basically the same. Although increasingly willing and trying to steer

the economy through macro policy measures - at least up to the end of

the 1970s - the new major social-democratic policy-makers all accepted

the free market as the fundamental prerequisite. Karl Schiller's maxim

was "as much competition as possible, as much planning as necessary".
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Similar views were held by Helmut Schmidt and Hans Apel who exerted
great influence on the federal government's economic policies in the

1970s. Besides, the junior liberal coalition partner FDP was explicitly
pro free market, and held the important Ministry of Economic Affairs.
Ministers like Hans Friderichs and Otto Graf Lambsdorff of the FDP were

anxious to let the market work.

The attitude of these influential men is reflected in a number

of political-economic actions. We will highlight two:
A) In the second half of the 19608 an attempt was made to achieve a bet-

ter co-ordination of structural policy. For this purpose the "Principles
of  Sectoral  Policy"  (1966)  and  the  "Principles of Regional Policy"
(1968) were formulated. One major principle was (Horn 1982, p. 26) "that
a common set of instruments based on common criteria and aims should be
applied to similar problems in different industries in order to avoid
the growth of sector-specific interventionism and to develop a more co-

herent policy. Thus, among other things, structural interventions should

- deal only with sectors and not with single firms;

- be temporary;

- be taken only in cases where major changes occurred in single sectors

causing socially undesirable consequences in the short (and perhaps
medium) run;

- be directed towards strengthening the capability of sectors and firms
to help themselves;

- leave the ultimate responsibility for structural adjustment with the
firms, and not suspend the functioning of markets."

Clearly these intentions are very much in line with the basic principles
of the social market economy.

B) The already mentioned "Act to promote Economic Stability and Growth"
of 1967 also contained an obligation for the federal government to pub-

lish a subsidy report (Subventionsbericht) every other year. The goal
was to give a systematic overview of various subsidy arrangements and of
their development over time. The important point for us is that these
subsidy reports have come to adopt a very critical stand towards subsi-

dies, and basically see them as a more or less inevitable evil. The re-
ports  frequently  warn against  undesired  developments  and  formulate
guidelines that should keep the subsidies in check. From the 7th, 8th
and 9th reports we have selected some recurring themes as to the criter-
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ia which should be applied in granting subsidies (see pp. 41-42, 5-6 and

7-8 respectively):

- subsidies are to be granted only where a public interest exists and

where, without a subsidy, this interest cannot be obtained;

- the support should allow the enterprises concerned to help themselves;

- the amounts involved should be as small as possible;

- those types of subsidies which imply a lower degree of subsidy inten-

sity are to be preferred;

- subsidies should not distort competition;

- assistance should be granted for a limited time;

- subsidies are to be granted in exceptional cases;

- the various subsidies should be consistent with one another.

An important point with regard to all these officially stated

and stressed intentions under A) and B) is the question to what extent

these are actually realized. Much of what we will say below deals impli-

citly or explicitly with this question. Suffice it here to make two re-

marks. Firstly, both Horn (1982) and Black (1984), who discuss this mat-

ter explicitly, conclude that intentions and realization are wide apart

in a number of respects. Also a lot of other literature is very criti-

cal. The crucial point in this matter is to what extent subsidies can

still be regarded as being compatible with the basic principles of the

social market economy. If indeed subsidies are increasingly granted in

such ways and for such purposes that these principles would be violated,

then the criticism would be correct. (In this respect also the scale of

violation, that is, the quantitative and qualitative importance of this

violation  for  the  FRG' s economy, is relevant).   In  that  case,  also  the
consensus on  lich they have originally been based would disappear. This

question can only be decided by a careful analysis of the actual devel-

opments. Secondly, it may look rather surprising that a left wing gov-

ernment coalition formulates these intentions which clearly are of a pro

free market nature. In order to be able to understand this phenomenon it

is necessary to pay more attention to the concept of the social market
economy. The predominant position this concept has gained in the course

of developments in West Germany after the war - whereby its link to

German history should be stressed - is a major reason for this rather

peculiar phenomenon.
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4.1.3 The social market economy

There are two approaches to the concept of the "social market economy"
(see Watrin 1979). On the one hand the term refers to the actual econo-

mic policy initiated in West Germany around 1948 by Ludwig Erhard. On
the other hand the expression stands for the set of ideas from which

Erhard's policies derive. We will discuss elements of both and concen-
trate on their interaction.

Germany has a rich academic tradition in matters of political
economy. Already in the second half of the 19th century intense and fun-

damental debates developed between liberal-minded and socialist-minded
scholars and schools. The debates focused on the role of the state in

society (and particularly in the economy) and were of a broad character
in that scholars of various disciplines participated: most notably econ-

omists, philosophers, sociologists and lawyers. This interdisciplinary
character and the emphasis on problems of economic order and institutio-
nal arrangements distinguished Germany to a considerable degree from the

mainstream developments in Anglo-American thinking.
The actual economic policy pursued in Germany was of an increas-

ingly interventionist type. In that sense the ideas favourable to so-

cialism and economic central planning gained the upper hand. According
to  Hayek  in  "The  Road to Serfdom", Germany "after about 1870" became  the
center of these ideas, and he emphasized "how very considerable was the
lead which Germany had in the development of the theory and practice of

socialism". He added that "by the time Hitler came to power liberalism
was to all intents and purposes dead in Germany". The "practice" is viv-
idly  summarized by Peacock  (1980,  p. 37): "Industrialisa/on  in  the  late
19th century was achieved through extensive state control, state parti-
cipation in industrial projects and investments and indeed with exten-
sive  state  ownership  of  industry.  Encouragement  of  industrial  con-
centration and the creation of monopolies was provided by incentives to
merge and the promotion of cartels whilst the economic climate was de-
cidedly protectionist and blatantly opposed to doctrines of free trade.

The adoption of multiple exchange rates in 1931, in the attempt to con-
trol the balance of trade, represented a fundamental step in the direc-
tion of a centrally planned economy,  necessitating as it did a whole
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series of price controls, exchange controls, export licenses and the

like."

In the 1920s Ludwig von Mises and his followers systematized and

further developed (ultra-)liberal ideas and fiercely criticised central

planning and socialism. In the 19309 the economist Walter Eucken and the

lawyers Franz Bohin and Hans Grossmann-Doerth formed a group to study the

relationships between politics, law and economics: the so-called Ordo-

Liberals.3  In the center of their interest, and in line with the German

tradition, was the notion of Wirtschaftsordnungspolitik, and they start-

ed a range of publications entitled Ordnung der Wirtschaft. These ex-

pressions are so typically German that it is hard to find a fully appro-

priate translation. Ordnung literally means "order", and in this context

refers  to some broad institutional  framework.  Watrin (1979) defines

Wirtschafsordnungspolitik as "a policy which is concerned with carefully
and rationally devising the rules of the game, or more accurately the

rules of the economic order". One of the main conclusions of these ex-

plicitly interdisciplinary Ordo-Liberals was that political freedom is

impossible without economic freedom.

But, as noted, the actual development in Germany ran against
these ideas and the reign of central planning and state intervention

reached its acme under the national-socialist dictatorship. Indeed, Hit-

ler could "easily" manipulate the highly concentrated and cartelized
economy in such a way as to serve his goals. And also the loss of poli-

tical freedom became a dismal reality with terrifying consequences.

Almost literally out of the ruins of this development the con-

cept of the social market economy came up after the war. This is neither

to suggest that virtually everybody now suddenly embraced this concept

and its liberal ideas, nor that it was put into practice right away. In

the chaos,  destruction and acute poverty of the immediate post-war

years, strict central control in the form of rationing and the like was

inevitable. But the traditional German discussion about what kind of
economic order should be established flared up again soon. This time the

(neo-)liberals were in a better position, as the developments in the

past provided them with additional arguments. Also the influence of the

free-market-minded Americans, the deliberate policy of the Western Al-

lies to break up the old dominating cartels, and the threat of communism
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may have helped to tip the balance in favour of the concept of the so-

cial market economy. Especially Muller-Armack and Eucken provided its
ultimate theoretical formulation and Erhard managed to put it into prac-

tice despite fierce opposition.
It is only in the light of this historical context that one can

appreciate the main elements and ideas of the social market economy:
1) The social market economy is a free market. By letting the markets

work one obtains the highest possible efficiency. The crucial factor in
this respect is competition. In a system of free competition the most

efficient course of action is adopted by constant adaptation to changing
events  and  by  using  favourable  opportunities  creatively.  The  state
should not intervene in this process.

However, the state does have a vital role to play:

2) The state should pursue a consistent policy to protect and preserve

free competition. When left to its own a free market economy is charac-
terized by a trend towards elimination of competition. Increasing con-
centration and cartelization would finally lead to the collapse of free
competition. The state should prevent this by enacting appropriate leg-

islation to safeguard it. Thus anti-monopoly and deconcentration laws
were issued and an active antitrust policy was pursued. (The latter,

among others, through the cartel office: Kartellamt).
In more general terms the role of the state was to define and

enforce the rules of the economic order (Wirtschaftsordnungspolitik). It
sets the institutional and legal framework within which free competition
without state intervention can flourish continuously. At this point the
importance of the interaction between politics, economics and law can be

most clearly seen. Watrin (1979) formulates the issue as follows: "Un-
less a liberal constitutional state is prepared to see itself deterior-

ate into an interventionist state in which economic processes are mani-
pulated to suit political opportunism, the maintenance and enforcement

of the rules of a competitive system must be regarded as one of its
prime objectives." In this context reference is made to Adam Smith,
whose warnings about individual groups managing to politically enforce
laws which meet their specific interests at the cost of others, are4)

quoted. (See Watrin 1979 and Hutchison 1979).

3) The state also plays a role with regard to social objectives. Al-
though the free market economy has a social element in itself in that
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its economic efficiency provides the basis for increasing wealth for all

citizens, it is regarded as producing a number of undesired results. The

state should correct these,  for instance by an income redistribution

policy. Social security and social justice are explicit goals of state

policy. The advocates of the social market economy were eager to dis-

tinguish their concept from the 19th century unlimited ("Manchester")
capitalism with its hardships and social injustice.

Returning to our historical account, it should be stressed how

successful the implementation of the concept of the social market econo-

my has been. As a result of this prolonged success the opposition to it

faded and it was broadly accepted. Thus, when the social democrats came

to power in the second half of the 1960s, they too were firmly committed

to this kind of free market system. And although the state rapidly ex-

panded its activities in a number of fields, it tried hard not to inter-

fere in the efficiency-generating free market process. This leads us

back to our subject of enterprise subsidies.

1.4 Enterprise subsidies in the West German setting

One would expect that the fundamental free market orientation of the

social market economy works against considerable government interference

in the supply side of the economy. Indeed, there has been much reluc-

tance to intervene and, accordingly, the developments with regard to

enterprise subsidies have been rather modest and stable. As we have

pointed out above, in a number of fields government has granted enter-

prise  subsidies already  in the  19508. Most  notably with regard  to

regional policy the government has been active. To a somewhat lesser

degree coal mining, aircraft industry and R&D- although the efforts
in the latter field originally did not concentrate on individual firms;

see below - have consistently been subsidized as well.

It should be stressed once again that these subsidizing policies

were accepted by most people as being compatible with the concept of the

social market economy, that is, they were regarded to be within the gen-

eral framework of this concept. One tried anxiously not to hamper the

free market process and to keep the extent of subsidisation in check.
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Although it may always be possible to come up with examples which seem

to indicate the opposite, the "overall" conclusion is that one succeeded
pretty well.

This attitude towards subsidies may best be described as "ac-
cepting  them  as a necessary  evil". In principle  they  are not liked since
it is feared that they will hamper the efficiency generating free market

process. But in a number of cases they seem inevitable since there are
widely accepted grounds for granting them. In those cases it is general-

ly agreed that for certain specific and convincing reasons subsidies are
acceptable. But it was also generally agreed that they should be kept in

check. (If new subsidy arrangements or extensions of existing subsidies
were   regarded  to  be  "out  o f check", they evoked fierce criticism.  Then,
of course, the consensus collapses.)

At this point it is important to note that in the sense des-

cribed above there has in general been broad political support for quite
a lot of important subsidy arrangements. In other words: in this sense
there has been a considerable consensus after the war. This consensus

can be traced to the concept of the social market economy. The broad
adherence to this concept provided the considerable degree of continuity
and stability in the practice of subsidizing. This can be illustrated by

a couple of remarkable points which distinguish West Germany from the
other countries and which will be discussed in more detail below:

1) The growth in subsidies has been rather gradual and does not show the
kind of spectacular increases that have been observed elsewhere.

2) Some important subsidy categories have been around for a long time

and are embedded in a longer term economic policy.
3) One has been able to withstand the pressure to subsidize weak firms
or sectors - which would violate one of the main principles of the so-

cial market economy - pretty well. Most remarkable in this respect is
that the growth in subsidies to the enterprise sector in the 1960s was
greater than in the 197Os, despite the fact that there were far fewer
problems in industries in the 19606 than in the 19708 (see Horn 1982).
In the 19708 the increase in enterprise subsidies was actually less than
the increase in total government expenditures.

This primarily indicates the strength of the consensus about the
desirability to let the market work and not to artificially keep up ail-
ing enterprises. Besides it should be noted that the economic crisis

5)
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in the 1970s was less severe in West Germany than for instance in Sweden

and the Netherlands.

4) Enterprise subsidies have in general been far less important in West
Germany than in other countries.

It is important to bear these remarks in mind when reading the

analysis below. These remarks iinply a number of important differences
between West Germany and the other countries. We get the impression that
the (extensive) German literature on the subject tends to neglect these
points every now and then. This literature is highly critical of enter-
prise subsidies; an attitude which should of course be been in the light
of the typical German background described above. This is not to imply
that the criticism in itself is incorrect or inappropriate. On the con-

trary, much of it has been motivated and documented very well and is
recognizable to us in that it has been observed, mutatis mutandis, in
the other countries. We will therefore pay considerable attention to
this criticism below. But it should on the other hand also be noted that
West Germany is better off than the other countries with respect to the
above-mentioned points. In that sense there would seem to be less reason

for fierce criticism in West Germany than in the other countries. In
other words: the description of the practice of enterprise subsidies in

West Germany in section 4.2 and its evaluation in section 4.3 should be
put in the right perspective. That perspective is specified by the four
points mentioned, which to a considerable degree reflect the broad West-
German consensus on the attitude toward enterprise subsidies.

4.2 Enterprise Subsidies in West Germany

4.2.1 Introduction

In a whole range of publications figures can be found on the magnitude

of subsidies in West Germany. The total amounts of subsidies recorded

vary significantly,  however.  Kieler Studien (1984,  p.  109),  for in-

stance, mentions three different sources which put the total amount of

subsidies in 1981 at 53.3, 79.1 and 101.8 billion DM respectively.6)
These huge differences stein from a number of factors. First of

all, several definitions are applied which include different arrange-
ments. Some include only subsidies from the federal government, but even
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within this case differences arise when it comes to selecting the rele-

vant arrangements. For instance,  some arrangements concerning support
for R& D are sometimes counted as subsidies, but are regarded to be
part of the federal republic's consumption in other studies. Apart from
the federal government also state and local governments grant subsidies,
which may or may not be included in various studies. Besides,  there
exist a number of specific budgets from which financial resources flow.
Three examples are the ERP-Fund, the Kohlepfennig and expenditures by
the EC. The European Recovery Program Fund was established after the war
to administer the Marshall Plan aid. This fund still operates today, for

instance by granting soft loans to weak regions and to small and medium-
sized firms. The Kohlepfennig is a special arrangement for coal mining
(see below). Depending on how one defines subsidies, such arrangements
are either taken into account or excluded.

Another source of substantial differences between the amounts
presented in various studies is the fact that different procedures may
have been used to calculate some total amount. Sometimes different types

of subsidies are simply added into one gross figure. In other studies
different types are being brought together by means of some formula
which should make the different types comparable.7  But this may be done
in different ways, so that the same soft loan of x% to a certain company

may account for different amounts of subsidies in various studies. Be-
sides, it is quite frequently not clear how one arrives at the presented
total figures anyway.

All these factors account for the huge differences between the
three total figures at the beginning of this subsection. One similarity
between them is noteworthy, however. Their growth rates have been about
the same: all three have increased by around 80% over the period 1973-
1981.8  Taking inflation and the growth of government expenditures in
general into account, this increase is not spectacular at all. In fact
subsidies have become a bit less important as their share in nominal GNP
or in total government expenditures has decreased in that period. (See
for instance Subsidy Report 1983, p. 14). Thus, one clearly does not
observe an "explosion" in subsidies.

The amounts involved are still of an impressive magnitude, how-
ever, which primarily reflects the fact that many different kinds of
subsidies are put together under the heading "subsidies". When we elimi-
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nate those subsidies which are not of interest to us, one obtains a much

less impressive picture. The bulk of enterprise subsidies is granted to

comimnies which do not operate in trade and industry. Firms in the field
of housing and in the traffic sector each account for roughly 1/4 of
total enterprise subsidies. (Within the latter almost 80% goes to the

Bundesbahn = railways.) Next, agriculture is very important too with a

share of appr. 20%. When one adds these figures and realizes that there

are some more small recipients outside the field of trade and industry,

it can be concluded that less than 25% of total enterprise subsidies is

granted to industrial and trading firms. (See for instance Kieler Stu-

dien 1984 and HWWA 1984).

The relative insignificance of industrial subsidies as a whole

can be further illustrated by the so-called "subsidy degree" (Subven-
tionsgrad). This is defined as the amount of subsidies in per cent of

net value added in a sector. It reflects the importance of subsidies to

the sector. Although different studies with different definitions of

subsidies show various figures, they all indicate that the subsidy de-

gree in the manufacturing sector is by far the lowest. It is somewhere

around 3 or 4%, whereas agriculture scores way over 100% and housing is

in the range of 70-90%.

Thus it is important to see the practice of subsidies to the

manufacturing sector in the right perspective. Although below we will

focus exclusively on subsidies of interest to us, it should be kept in

mind that other categories of subsidies exist which are often of a far

greater magnitude. Each category has its own specific features and char-

acteristics.

Before turning to describe the practice of enterprise subsidies

in the FRG a number of introductory remarks have to be made. Firstly,

next to the federal government also the regional states (LKnder) grant

subsidies on a considerable scale. This reflects the federal structure

of West Germany where the various L inder play a somewhat larger role in

policy-making than is the case in most other countries. Thus regional

policy is stressed. It is very difficult to get a proper view of the

importance of subsidies from the L nder. Mostly they are excluded from

studies or given only little attention. The fact that analyzing all 11

L inder with their many different subsidy arrangements would be tremen-9)
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dously complicated has no doubt contributed to this. We will in princi-

ple not incorporate them either but will occasionally mention them when

they are clearly involved in some subsidy arrangement. Suffice it here

to generally indicate their importance by observing that their share of

total subsidies is estimated at around 30%. (See JUttemeier and Lammers

1979, Kieler Studien 1984 and DIW 1984). However, because in a number of

cases they have to co-operate with the central government and are rather

dependent on it, their actual influence on policy-making with regard to

subsidies may be less.

Secondly,  government owns shares in some important industrial

enterprises. The most important are:

- Salzgitter AG. This holding is entirely owned by the central govern-

ment, employs about 54,000 people and holds at least 25% of the shares

in more than one hundred companies. Main activities are production of

and trade in steel, shipbuilding, railway transport equipment and ma-

chinery.

- Vereinigte Industrieunternehmungen AG (VIAG). The federal government

owns 84% of the shares directly. VIAG employs about 22,000 people and

is involved in almost 80 companies. It principally produces and pro-

cesses aluminium, generates electricity and supplies chemicals.

- VEBA AG. The government owns 44% of the shares in this largest German

conglomerate with about 67,000 employees. VEBA is engaged among other

things in oil, chemicals and glass production.

- Volkswagenwerk AG. The government owns 40% of the shares in this fa-

mous automobile company.

It is noteworthy that government involvement with these firms dates from
before World War II. Although the government has retained its shares

after the war, it has been very reluctant to intervene in the running of

these enterprises or to treat them favourably. These companies are in

principle operated like private enterprises and the public ownership of
10)shares does not entail any significant subsidy elements.

Thirdly, concerning the ways in which subsidies are granted one

frequently makes a broad distinction between "financial aids" (Finanz-
hilfen)   and "tax favours" (SteuervergUnstigungen). This distinction  can
for instance be found in the subsidy reports of the federal government.

(These bi-annual Subventionsberichte are the main data source on federal
subsidies in West Germany).
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The financial aids are split into three categories: grants (Zu-

schUsse), support for interest payments (Schuldendiensthilfen) and loans

(Darlehen).11  Grants are by far the most important category (see be-

low). The Schuldendiensthilfe implies a subsidy for the interest to be
paid on a normal bank loan. It is very rarely granted. The subsidy ele-
ment implicit in loans depends upon the degree of softness of the loans,

and is calculated as the estimated interest differential to "normal"
credits. In most studies on subsidies credit guarantees are not consi-

dered. The expression "tax favours" covers a range of fiscal measures12)

which may lead to a lower tax burden. The degree to which this actually

happens depends upon the specific rules and situation. Some tax favours,

for instance, are only relevant when the company makes profits. The fed-

eral government calculates the amount of tax favours as the decrease in

tax revenues resulting from these measures.

The final introductory remark concerns the classification of the

formal aims of the subsidies. In the "Stabilisation and Growth Law" of

1967 three grounds for subsidizing have been formulated:

- "subsidies for structural maintenance" (Erhaltungshilfen)

These aim at safeguarding jobs and wages, stabilizing and increasing

producers' income and maintenance of production;

- "subsidies for structural adjustment" (Anpassungshilfen)

These  should  improve adjustment  flexibility,  accelerate adjustment

procedures and help to avoid too precipitate adjustment;

- "subsidies to bolster productivity" (Produktivitlitshilfen)
Stimulating innovation is an important example.

The subsidy reports classify the subsidies by these types of aid. It

should be stressed, however, that this classification is not unambiguous

and that the appropriateness of the actual assignment of subsidies to

the categories has been in doubt on a number of occasions (see below).

Bearing in mind what has been said above we are now going to

present some figures on the practice of subsidies to trade and industry

in West Germany. Table 1 shows the sum of all subsidies to relevant

fields;13) table 2 specifies the amounts for financial aids and tax fa-

vours, whereby the former are split up into grants, support for interest

payments, and loans; table 3 distinguishes between subsidies for mainte-

nance, adjustment and productivity purposes.



Table 1 Total Subsidies to Trade and Industry from the Federal Government
In million DM and in %, 1967-1982

1967 1970 1973 1976 1979 1980 1981 1982

Coal mining 865 (29) 532 (15) 990 (19)  897 (16) 2241 (28) 2587 (28) 2155 (24) 1445 (17)

Energy and Raw Materials 164 (6)    19  (1)    50 (1) 214 (4) 258 (3) 278  (3)  400  (4) 459 (5)

Technology and Innovation 50 (2) 150 (4) 243 (5) 127 (2)  459  (6) 527 (6) 583  (7) 682 (8)

Sectoral support (ship-
building, aircraft, steel)   32 (1) 178 (5) 278 (5) 367 (7)  519  (7)  675  (7)  819  (9) 1042 (12)

Regional support 1378 (47)  2051 (60)  3083 (60) 3358 (60) 3688 (46) 4249 (47) 4397 (48) 4458 (51)

Shipping 442 (15) 521 (15) 520 (10)  646 (11)  789 (10) 775 (9) 730 (8) 599 (7)

Total 2931(100) 3451(100) 5164(100) 5609(100) 7965(100) 9091(100) 9084(100) 8685(100)

Note: The amounts for shipping are estimates. The possible deviation from the actural figures will be less
than 5%.

Source: Calculated from Subventionsbericht (1983), Ubersicht 2, 5 and 6.



Table 2 Different Ways of Subsidizing

Million DM

1981 1982 1983 1984

Tax Financial aids Tax Financial aids Tax Financial aids Tax Financial aids

favours A B C favours A B C favours A B C favours A BC

Coal Mining 122 2032   - - 125 1320   - - 126 1230   - - 126 1140   -    -

Energy and Raw Materials    53 179 -  166    90 216 -  153    99 324 -  120    99     318 - 150

Technology and Innovation 143 440 - - 140 541   - - 148 584   - - 148 594   -    -
N
W

Sectoral Support (ship-
building, aircraft, steel) - 623 128  67    30 746 179  85    60 811 280 145 100 810 390   30

Regional Support 4135 261   - - 4245 213   - - 4323 250   - - 4447 260   -    -

Shipping 396 334   - - 401 198   - - 404 240   - - 409 265   -    -

Total 4849 3869 128 233 5031 3234 179 238 5160 3439 280 265 5329 3387 390 180

Note: With regard to shipping one small amount has been estimated: subsidy measure 82 f EStDV supports both ships and
airplanes. We have assigned 25 of the total yearly amount of 35 to shipping. Figures for 1983 and 1984 are pro-
jections.
A = grants, B = support for interest payments, C = loans.

Source: Calculated from Subventionsbericht (1983) pp. 20, 106, 116, 120, 130, 136, 140, 230-236.



Table 3 Share of Maintenance, Adjustment and Productivity Subsidies
In % of total subsidies for Gewerbliche Wirtschaft, 1983

Maintenance subsidies 12.3

Adjustment subsidies 55.2

Productivity subsidies 18.9                                                                                 2

Other 13.6

Note: Definition of Gewerbliche Wirtschaft as in Subventionsbericht. See footnote 13.

Source: Subventionsbericht (1983), Ubersicht 16
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These data give a general indication of the magnitude and development
ot enterprise subsidies in West Germany. Again, one should be careful
not to draw too far-reaching conclusions from these figures. To repeat
some main limitations:

- different ways of subsidizing entail different degrees of subsidy in-

tensity;

- distinctions are not as clear-cut and unequivocal as the various ti-

tles suggest;

- only subsidies from the federal government are considered.
Despite these limitations the tables do offer some valuable in-

sights. Firstly, the relative importance of regional measures is strik-

ing. Besides, the emphasis on regional subsidies dates back a long time:

they have consistently been the largest category. This reflects the typ-

ical German geopolitical situation as a divided nation, the division

causing particular problems for West Berlin and the border areas. Poll-

cies to solve or mitigate these problems have been pursued by all West

German governments and have had broad political support. A second in-

sight concerns the magnitude of the support to coal mining. In this case

too we observe that policies have been fairly consistent over time: coal

mining has enjoyed considerable support since the 1950s. By combining
these first two insights we can derive a third conclusion. Although sub-

sidies in general have increased markedly over time one cannot speak of

a dramatic development. The basic structure of the subsidy system has

not changed significantly over time. Not only have regional support and

coal mining been the two main subsidy-receiving categories for more than

15 year, but the development of all categories has been rather stable.

By this latter expression we mean that there have neither emerged impor-
tant new categories nor have some of the existing categories shown sub-

stantially different development patterns. Of course, over such a long

period of time changes have occurred and some types of subsidies have

increased (much) more than others. But the point to note here is that

West Gerinany differs markedly from the other countries in that there has
it ,t been a treme,Wous sud le,1 Krowth in subsidies witliin a couple of
years, and in that a dramatic shift in the character of the subsidies
has not occurred. And, again, the amounts involved in subsidizing enter-

prises in trade and industry are still relatively small: both in compar-

ison with the other countries and in comparison with other types of sub-
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sidies. A fourth insight to be derived from tables 1 to 3 is the rel-
ative importance of tax favours. Especially regional subsidies are
granted through the tax system. It may be recalled that in Sweden tax

favours are hardly used as an instrument of subsidizing.
The introductory remarks and tentative conclusions so far allow

us to select the areas which deserve more specific attention. Given the
importance of regional subsidies and of subsidies to coal mining it is
appropriate to consider these in more detail. (Subsection 4.2.2 and

4.2.3 respectively.) A question of considerable importance to our pur-
poses concerns the degree of support for weak enterprises. The data pre-
seated above do not supply much information on this. At first sight one
may get two different impressions. The first is that sectoral support
seems to be concentrated on declining sectors. Both coal mining and

shipping are sectors experiencing structural difficulties, and the same
can be said of the shipbuilding and steel industries which receive sub-
sidies under the formal heading of "Sectoral support". The second im-
pression is the notable absence of firm-specific subsidies in the ta-

bles. We know from the experience in other countries that in particular
these firm-specific subsidies are granted to weak firms. We will deal
with the matter of subsidies to weak companies in subsection 4.2.4. In
subsection 4.2.5 more attention will be paid to a category which seems
not  to  be of significant importance in quantitative terms: subsidies  for
technology and innovation. However, as we will see below, this category

is in fact of much more importance than the figures in tables 1 and 2
suggest.

4.2.2 Regional subsidies

The regional support in West Germany is granted to a number of different
areas distributed across the whole country. Roughly 30% of the popula-
tion lives in areas which receive some kind of regional assistance. It
is useful to distinguish three types of region:

1) West Berlin;

2) The Zonal Border Area and some regions which are traditionally under-
developed industrially, such as parts of Lower Saxony and Schleswig-
Holstein;

3) Regions with outdated industries, such as the Saar and Ruhr areas.
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Each of these types has its own specific characteristics which we brief-

ly discuss now.

1) For political reasons West Berlin is a most important development

area. lt is a major political goal to keep the city viable and prosper-

ing. Since its unique geographical location makes it a rather unattrac-

tive place for companies to locate in, a subsidy policy has been devel-

oped which makes investing in West Berlin more attractive. The incen-

tives given to firms to invest and operate in West Berlin are, in total,

greater than those that can be obtained in any other area of the country

(see for instance DIW 1984, table on p. 61). The framework for subsidiz-

ing is specified by two laws: the Berlin Aid Law (Berlinhilfegesetz) of

1964 and the Berlin Development Law (BerlinfBrderungsgesetz) of 1971.

The various measures taken together amount to about 7 billion DM a year
in terms of tax revenues missed. Approximately half of this tax bill is

directly paid by the federal government. Although most of the subsidy

measures aim at reducing costs for enterprises - a major one being the

extra depreciation allowance - one measure of very considerable impor-

tance has a different character. Employees in West Berlin need to pay

less income tax, a measure that cost 2.4 billion DM in 1984. Although,

strictly speaking, this cannot be considered an enterprise subsidy, it

is evident that companies will significantly benefit from this measure.

2) The Zonal Border Area needed extra support after the partition of

Germany destroyed its economic ties with the Eastern parts. The area had

suddenly become peripheral and had to "turn West". Since quite a few of

these regions were economically less developed anyway, reasons for con-

siderable subsidisation were easy to find. Although the situation was

less urgent, also some other relatively backward regions - backward

especially in terms of industrial employment and general unemployment

level, and located more to the West - were being granted regional subsi-

dies.

In the 1960s these regions seemed to catch up with the others.

One reason for this was that the traditional industrial areas and cities

had more difficulties to expanding further industrially, owing to con-

gestion, pollution problems and scarcity of labour. Increasingly indus-

tries moved to the more rural areas (see Lammers 1982). But the situa-
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tion worsened again with the general economic downturn in the 19708. Not
only did this downturn imply fewer industrial investments and less job

creation in general,  but, more importantly,  considerable employment
problems arose in a number of traditionally industrial regions. New
problem areas came up which started to compete with the regions under
discussion here. The traditionally industrial regions were no longer
happy to shift industrial employment to less developed areas, but in-
stead tried increasingly to retain and create jobs in industry. This
leads to category 3.

3) The economic crisis at the end of the 1970s and early 19808 hit some

industrial sectors particularly hard: shipbuilding and steel industries.
Together with coal mining - which has been a troubled sector since the
19508 - and shipping these sectors are notoriously in need of substan-
tial support and, what is most important at this point, they are concen-

trated in a few regions. Mining and steel are predominant in Saarland
and North Rhine Westphalia, while shipbuilding and shipping are of con-
siderable interest to the northern coastal regions, including Hamburg
and Bremen. This particular aspect of regional concentration of sectoral
problems is of the utmost importance to the West German practice of sub-
sidizing. As we will show in more detail below, this case combines seve-

ral powerful factors conducive to the granting of subsidies.
With regard to the regional factor involved it is obvious that

the threatening mass unemployment, economic decline and social distress
in these regions make regional support politically inevitable. Regional

subsidies are not only granted to the sectors which experience grave
difficulties but also to other firms which may help to alleviate the
problems. Attempts are made to attract new businesses and to make pros-
pering firms relocate into the regional area. Thus, a wide range of com-
panies benefits considerably from regional support.

The direct support to the threatened companies themselves, on
the other hand, has increased very rapidly. We will present some figures
in subsection 4.2.4 and restrict ourselves here to some examples of sup-
port by the state governments to such firms. As we have seen above, in
the federal structure of West Germany regions have come to play a con-
siderable role of their own. Regional authorities engage actively in ef-
forte to try to rescue firms in trouble (in their area). According to
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Peacock (1980) financial assistance to shipbuilding industries at the

state level "has been of an ad hoc nature and has not followed any con-
sistent principles". Horn (1982, p. 40) observes that "state governments
have proved notably less reluctant than the federal government to parti-

cipate actively in or even to initiate rescue operations at the firm

level". One specific example of state support concerns Hamburg which

took the ownership of the shipyard land. Schleswig-Holstein holds shares

in shipbuilding firms. Saarland decided in September 1984 to support the

steel company Arbed Saarstahl GmbH with an additional 114 million DM.

This subsidy came on top of many more subsidies granted by both the

state and the federal government since 1978. An interesting aspect of

this state subsidy is that by this action Saarland hopes to persuade the

federal government to grant additional subsidies as well; despite a

pledge not to get involved again. (See Frankfurter Allgemeine Zeitung,

September 5, 1984.)14)

Another reason why regional subsidies have become so important

in West Germany is that regional policy has been defined as a common

task (Gemeinschaftsaufgabe) of federal and state governments. Thus, in

many cases measures are commonly financed by the federal government and

the states concerned. The states have a clear interest in "dragging Bonn

along" for extra subsidies.

4.2.3 Coal mining

For more than a quarter of a century coal mining has received financial

support from the government. The amounts presented in table 1 are based

on the Subsidy Report's definition of subsidies, which is restricted to

the aid of the federal government flowing directly to the coal mining

sector. However, coal mining benefits from a number of other arrange-

ments in a more indirect way as well. Besides, various states support

coal mining. Taken together, all these financial aids amount to 5.2 bil-

lion DM in 1980 and 4.8 billion DM in 1981 (see RWI 1983, band 2, p.
196). This is considerably more than the support given according to the

strict definition of the Subsidy Report.

Two arrangements deserve some extra attention. The first one is

the so-called "coal-dime" (Kohlepfennig). This is a subsidy to power
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plants which use coal, to offset the cost disadvantage in comparison

with oil consuming power plants. In this way the use of coal by power

plants is made cheaper. The arrangement is financed by a surcharge on
electricity prices. In the period 1979-1983 the total amount involved

was 10.7 billion DM.

The second arrangement is the so-called "support for coking
coal"  (Kokskohlenbeihilfe).  This  is a subsidy  to coal mining granted  for
the supply of coal to the steel industry. The subsidy is meant to elimi-

nate the price difference between imported coal and German coal for

steel works. In 1980 and 1981 the measure cost 1.6 and 1.4 billion DM
respectively.

Besides all kinds of subsidies, some other politically inspired
actions help to protect coal mining as well. In 1980, 44 electricity
companies were politically pressed to agree to the so-called "end-of-
the-century  contract"  (Jahrhundertvertrag).  They  agreed  to increase

their purchases of domestic coal by about 1 million tons a year to 47.5
million tons in 1990. For the years after 1990 a more flexible agreement

has been made. Other examples are some implicit import quota for coal
and a policy to favour the construction of new coal-fired power plants.

One may wonder how this massive support through so many differ-

ent measures - which indeed are "hardly observable any more", as the
Council of Economic Experts (Sachverst ndigenrat) 1983/84 states - is

motivated. There has been much discussion in the FRG on this subject and

basically three motives have been formulated. When subsidies were intro-
duced in the 19508 they aimed officially at restructuring and moderniz-
ing coal mining, in order to make it a truly competitive and profitable
sector in the energy market. This remained the main official motive up
to the oil crisis in 1973. However, this policy clearly failed since the

price differential between German and foreign coal has increasingly wi-
dened to the disadvantage of German coal. (Also after 1973 this process
continued and in 1983 the cost of imported coal was about 3/5 of the
cost of domestic coal; the latter including subsidies. Moreover, this

trend is expected to continue in the future. See Sachverstdndigenrat
1983/84, 539). After the oil crisis one officially shifted to another

prime motive: safeguarding the national energy supply. It was argued
here that it is necessary to keep the mines open in order to be able to
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deal with situations in which coal and/or oil supplies from abroad are

being interrupted. For a number of reasons this argument is not very

convincing. Firstly, coal can be imported from various countries all

over the world, some of which have a stable political and economic sys-

tem akin to West Germany's (USA, Australia). Secondly, the possibilities

for short-term substitution of oil and natural gas by coal in case of

crisis are very limited, and the same holds for the possibilities of

suddenly increasing the domestic coal production. Finally, one may won-

der whether it is not possible to adopt a much cheaper alternative

strategy to safeguard the energy supply in times of crisis, for instance

by creating a strategic reserve of coal, oil and other types of energy.

The third motive has increasingly come to the fore and seems to

be fairly generally accepted now. Regional-political and social-politi-

cal reasons induce authorities to support coal mining. Many jobs are at

stake and to some regions coal mining is of vital importance. Besides,

the emotional attachment to this particular sector with its long history

and tradition seems to be an important factor as well. Such factors are

clearly dominant in explaining the massive support over the years.

In connection to the large-scale granting of enterprise subsi-

dies to coal mining, the role and position of Ruhrkohle AG should be

stressed. Ruhrkohle AG was formed from 26 out of the 29 mining companies

of the Ruhr area in 1968. The companies passed their mining assets and

the debts involved over to the Ruhrkohle AG and received an interest-

yielding bond in return. Ruhrkohle became a so-called "unitary company"

(Einheitsgesellschaft) and is in effect controlled by the federal state.

The creation of this huge firml 5  was supposed to facilitate the process

of restructuring the coal mining sector, and to make government inter-

vention more effective.

The record of Ruhrkohle AG has not been impressive, however. In

the period 1958-1969 - that is, before it was created - the officially

registered price for industrial coal, which serves as a point of refer-

ence to costs, increased by only 11%. (The general price level rose by

36% in that period.) From 1969 till 1983 however - that is, when Ruhr-

kohle AG became an important factor - this price soared by 273%. (The

corresponding general  price  increase was 95%.) Since present prices
still do not cover costs, the cost development has worsened dramatically
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since Ruhrkohle has been around. This conclusion is underscored by the

development in productivity. In the first period productivity in the

mines increased by a yearly average of 7.9%. In the second period it

only grew by 0.6%.  (See Sachverstandigenrat 1983/84, 544.)  It is not

surprising that owing to this very poor productivity and cost perfor-

mance, in which Ruhrkohle AG had a significant share, the Sachverst n-

digenrat  seriously doubts the efficiency of such an Einheitsgesell-

schaft. They suggest splitting it up into 3 independent companies and

reintroducing competition.

Subsidies to coal mining have risen markedly after the estab-

lishment of Ruhrkohle AG. According to RWI (1983) the total amount of

all various subsidies increased from 540 million DM in 1970 to 4840 mil-
lion DM in 1981, after peaking at 5950 million DM in 1979. No doubt

Ruhrkohle AG has been a prime beneficiary.

2.4 Support to weak companies

When trying to assess the extent to which subsidies are granted to weak

companies one should realize that such favourable treatment can occur in

two ways:

1) Individual companies experiencing (severe) difficulties are singled

out for support;

2) Specific crisis sectors are particularly favourably treated by means

of subsidies.

Concerning the first point there is very little evidence that this hap-

pens. The federal government and parliament do not generally engage in

debates about support to individual firms, and there are no specific

arrangements for firms in trouble. This contrasts markedly with the sit-

uation in Sweden and the Netherlands where this kind of subsidy policy
has been pursued on a wide scale. However, there are some exceptions to
the general rule in West Germany, the most important being the rescue

operation for AEG in 1982. Besides, state governments have been a bit
more inclined to engage in such actions. But in general, firms in trou-

ble cannot count on being granted subsidies just because they are in
trouble.

A somewhat different picture arises from the second category. A

sectoral specification of various types of subsidies yields some inter-
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esting insights. Basing ourselves especially on IFO (1984, Erg3nzungs-

band 4), which deals with this question in detail, we observe the fol-

lowing:

A) The subsidies have been spread over all industrial sectors (including

shipping). Ubersicht 1 on p. 11 in IFO (1984) shows that all 33 indus-

trial sectors except for the building industry have received some amount

of regional support, while all except 3 (printing, clothing and ship-

ping) have been granted subsidies for R & D. This broad spread of subsi-

dies over sectors is further illustrated by Table 4 in IFO (1984, p.

30). In this table the influence of the support on the price of the

capital goods employed in the sectors is calculated. The more this price

is reduced the more influence is exerted by the subsidies. For the manu-

facturing business as a whole the average price reduction is 9.7%. Out

of the 33 sectors of interest to us no less than 27 are in the range of

7-12%. (The standard deviation = 6.9.) Thus, the subsidies have been

fairly evenly distributed among most industries.

However, a closer look at the most intensely subsidized sectors

leads to the second observation:

8) The few sectors which are considerably more heavily subsidized than

the average are crisis sectors. The "top three" in table 4 in IFO (1984)

are coal mining,16  shipping and the steel industry, with 46.3%, 16.6%

and 15.6% respectively. Also shipbuilding scores relatively high with

11.1% which makes it the (equal) sixth most intensely supported sector.

The relative importance of the support to these 4 crisis sectors

follows also from the development of subsidies per employee: see Table 4.
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Table 4 Subsidies of the Federal Government per Employee in Some Select-

ed Sectors

DM, 1966-1980

1966 1969 1972 1975 1978 1979 1980

Coal mining 915 2046 2132 3934 9186 9618 11009

Steel industry     8      13       5      10 182 254 255

Shipbuilding - 571 514 1351 889 1881 4379

Aircraft and
aerospace
industry 765 2194 5385 6341 5170 7180 6764

Shipping 860 993 906 1072 1602 1338 1292

Source: Subsidy Report (1983), 17) Table 6

Coal mining stands out as being very heavily subsidized again, and has
already been discussed. In the steel industry the rapid increase after

1975 is striking. This coincides with the significantly deteriorating
performance of this industry since then. One reason for the fact that
the amounts per employee are rather low is the large number of employees

still working in the steel industry. The increase in subsidies to the
18)

shipbuilding industry is quite spectacular in the last couple of record-
ed years. It is interesting to note that up to the mid-19705 shipbuild-

ing has been regarded as a growth industry in most countries, including
West Germany (see Peacock 1980). The collapse in international demand
and the substantial overcapacity came as a surprise. The inclusion of
the aircraft and aerospace industry in this table looks a bit odd since

it is not generally considered to be a crisis sector. We will deal with
this sector in more detail below. Suffice it here to point to the con-
sistency of the policy of heavily subsidizing this industry over the
years. Shipping, finally, has enjoyed a considerable amount of subsidies
per employee in the course of time as well.
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Conclusion

Despite the last remarks on the relative significance of subsidies to

some crisis industries, the general picture is one of great reluctance

to support weak companies. In this context it may be useful to repeat

that:

- subsidies to the business sector are not so important anyway;

- firm-specific subsidies are hardly granted;

- all sectors are wore or less intensively subsidized.

The rather slight "distortion" of this picture by the subsidies to Coal

mining, shipbuilding, steel and shipping gives rise to an interesting

observation, however. In some sense these sectors are intertwined and

overlappings occur. Coal mining and steel are concentrated in the same

regions and employ a considerable number of employees. The steel indus-

try is a major consumer of (German) coal and coal mining thus benefits

from support to the steel industry as well. But, conversely, the steel

industry also benefits from the lower cost of coal thanks to the coal

mining subsidies. In this context the role of the Bundesbahn (= rail-
ways) must be stressed as well. The gigantic support granted to the Bun-

desbahn - the influence of state support on the price of its capital

goods is 72% (versus 46.3% for coal mining) and the subsidy per employee

in the IFO-definition is 37,840 DM (versus 23,830  DM  for coal mining) 1  -
also serves to keep transportation costs of coal and steel artificially

low. Thus these three sectors form a kind of cluster with a clear common

interest in subsidies, and are in a powerful position to enforce them.

Also shipbuilding and shipping form such a kind of cluster.

Their regional concentration makes them important sectors in the nor-

thern coastal areas. The shipbuilding industry benefits from support to

shipping when the subsidies allow the latter to order more ships, in

particular when the subsidies for new ship purchases are limited to pur-

chases from German yards. And, of course, shipping benefits from subsi-

dies to shipbuilding in that it allows shipbuilders to sell more cheap-

ly.

It is noteworthy that only in these cases where regional, sec-

toral and employment considerations work simultaneously and are combined

in favour of subsidies, is the general German attitude of "let-the-mar-

ket-work" interfered with. In case of the textiles and clothing indus-
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try, as an example of another crisis sector, no extraordinary support

has been granted, however. They have primarily been left to themselves
and were thus forced to restructure and to adjust.19  But these indus-

tries are not regionally concentrated, are not crucially linked to other

industries, and are not organized in a few large firms. (See on the role

of large companies subsection 4.3.1 below.)

4.2.5 Subsidies for R&D

Although the subsidies for technology and innovation in table 1 have

increased in relative importance over time, the absolute amounts invol-

ved are still not very impressive: 682 million DM in 1982. This looks

rather surprising in view of what has been said in section 4.1. There it

was argued that stimulation of R&D b y government has some tradition in

West Germany, and that the general consensus is that this is a wise pol-

icy. One would thus expect considerably higher amounts. And indeed, the

efforts to stimulate technology and innovation have been much greater

than the figures in table 1 suggest. Apart from the fact that all subsi-

dy categories have been defined in a rather narrow way in that table,

the amounts for technology and innovation have been grossly underesti-

mated since two major subsidy sources for R&D have not been included:

the Ministry for Research and Development (BMFT, Bundesministerium fur

Forschung und Technologie) and the Ministry of Defense. Although they
are insignificant with regard to other subsidy categories, they are par-

ticularly important to the field of R& D. As can be calculated from

Lammers (1982), Table 3, they have accounted for 60-80% of total R&D

subsidies in the years 1973-1978. The BMFT has particularly emphasized

support to the electronics industry - especially computers - and the

energy sector, while the Ministry of Defense has heavily subsidized20)

the aircraft and aerospace industries.

When one includes the subsidies from these ministries a quite
different picture arises, as is shown in table 5, which has been calcu-
lated from DIW (1984), Table IV. 1.4/3.
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Table 5 Subsidies of the Federal Government for R&D

Million DM

1970 1973 1976 1979 1982

317 742 1031 2224 2466

Source: calculated from DIW (1984), Table IV.1.4/321)

An analysis of the allocation of R&D subsidies to various industrial

sectors in 1979 is provided by RWI (1983), pp. 207-211. It is shown that

the aerospace and aircraft industry is by far the most intensively sup-

ported industrial sector: the federal government pays 68% of total R&D

expenditures, which equals more than 20% of total sales of this sector.

(In comparison: the latter figure is not higher than 1.5% for any other

sector. But note that the figures of the aerospace and aircraft industry

include the important military part. See subsection 4.3.2.4.) These fig-

ures reflect the fact that the aerospace and aircraft industry typically

has to engage considerably in R&D and is heavily supported. Despite

its relatively small size in terms of sales and number of employees,

this sector receives the largest absolute amounts of subsidies for inno-

vation.

The second largest recipient is the electronics industry. This

industry is very sizable and has the highest k & D-expenditures of all

sectors: roughly 6 billion DM in 1979. Since the federal government fi-

nances 14% of this, the absolute amount of support is second only to the

aerospace and aircraft industry. 22)

Of the other industries two are worth mentioning. The chemical

industry spends a lot of money on R&D a s well - 5.3 billion DM in 1979

- but is hardly supported by federal subsidies. The machinery industry

is quite important both in terms of total expenditures on R&D-3 bil-

lion  DM  -  and in terms  of the federal government  ' s share:  27%.

The importance of subsidies for innovation in West Germany in
general,23) and with regard to the aerospace and aircraft industry as

well as to the electronics industry in particular, warrants a close
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scrutiny of the effects of these subsidies. Thus, in the next section

(part 2) we will present a detailed evaluation of these significant R &
D-subsidizing policies. We will in particular concentrate on the fields

of electronics and aerospace and aircraft. Before that we will present

some evaluations in the German literature of the practice of subsidies

in general.

4.3 Enterprise Subsidies: Experiences and Evaluation

4.3.1 Some recurring themes in West German literature

As we have seen in section 1, one is generally very critical of subsi-

dies. This critical attitude stems from the fear that subsidies will

interfere with the functioning of the free market and will be extended

beyond the framework of the social market economy. Since we have chosen

to pay considerable attention to the evaluation of the effects of R&D

subsidies, we have to limit ourselves here to a rather brief account. As
has been indicated already, this choice - and the resulting briefness

here - reflects the fact that West Germany differs markedly from the
other countries with respect to a number of points.

One aspect of the typical attitude towards subsidies in the FRG

is discussed by Bruche and Jdkli (1978) in their paper on the subsidy
reports of the federal government. They observe that although the public

would generally support the reduction of subsidies, the government still

increases them. They argue that the subsidy reports play a crucial role

in this by creating "scope for action" (Handlungsspielraum) for the gov-
ernment. The subsidy reports purport to inform but in fact serve to hide

what is happening. This way subsidies become politically irrelevant and
the government is free to grant subsidies to special interest groups.

The point of interest to us is that apparently transparency is

lacking. This is rather surprising since these comprehensive bi-annual
(official) reports are quite unique when compared to other countries
(see also OECD 1983b). But Bruche and Jdkli do have a point when they
observe that:
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1) the definition of "subsidies" is very vague and inexact. The distinc-
tion between "subsidies for structural maintenance", "subsidies for
structural adjustment" and "subsidies to bolster productivity" is
blurred on many occasions. Bruche and JAkli note that sometimes the

same subsidies appear under different headings in different subsidy

reports.

2) important subsidies are excluded. But at the same time:

3) all kinds of different subsidy arrangements are put together. The

fact that a number of clearly socially motivated subsidies are in-

cluded should be stressed.

We have observed these phenomena as well and agree with Bruche

and JAkli that the information value of the subsidy reports is quite
limited.24  Indeed, in this sense they may actually, that is contrary to

intentions, make it more difficult to reduce subsidies and/or keep them

in check. More in general, the flood of reports and data on subsidies

indicate the great confusion. The many different approaches lead to many
different amounts. The peculiar thing is that the problem is widely rec-

ognized. The subsidy reports themselves pay considerable attention to

definitional and methodological shortcomings. Gutowski refers in HWWA

(1984),  Erganzungsband  4, to "often really vague formulations of goals",
"missing exactness" and the lack of transparency. Kieler Studien (1984,
p. 144) argues that it is important "to eliminate the chaos concerning

who is responsible, and to bring about more transparency with regards to

the granting of subsidies and its effects". Kieler Studien (1984) also
speaks of a "subsidy jungle", just like Bruche and Jakli as well as
Deininger (1975, p. 19) do. But all the criticism and efforts to improve

the situation seem not to have had much effect.

Bruche and Jdkli concluded in 1978 that "the subsidy policy is
not being directed from a central place". Besides, "the unity of subsidy
policy, which the subsidy report suggests, does not exist; its basic

characteristic is 'lack of system' (Systemlosigkeit)".25) Bruche and

JAkli quoted this latter expression from a study in 1970. Thus, things

have remained pretty much the same in (at least) the period 1970-1984.

Another noteworthy aspect of the practice of subsidizing in the

FRG is the favourable treatment of large enterprises. The relative con-

centration of subsidies on large firms can be observed by looking at the
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sectoral concentration of support. We have seen that coal mining, aero-

space and aircraft, shipbuilding and shipping, and steel are the most

intensely supported sectors. The Monopolkommission (1982/83) presents
data on the degree of concentration of West German industries in 1981.
In Table II.3 (Appendix pp. 42, 43) it is shown that these 4 sectors

(except shipping) are among the most highly concentrated ones. They all
belong to the "top 10", out of a total of 41 sectors. Shipping is not in
the list,  but when we take the spread of Gross Registered Tons over

shipping companies as a yardstick, it would rank about 13th. (Source:

data from Verband Deutscher Reeder.) Besides, it should be noted that in
the meantime two major steel companies (Krupp and Kl6ckner) have decided

to merge.

The West German government has  played an important role in
bringing about the high degree of concentration in highly subsidized

industries. The mergers that led to Ruhrkohle and the wave of mergers
finally leading to MBB-VFW and Dornier - the two firms currently domi-
nating the aerospace and aircraft industry - were virtually enforced by
the government. The politicians are also urging firms in the steel in-

dustry as well as in the shipbuilding industry to merge. This political
prodding is very effective since these industries depend so much on go-
vernment support.

There is widespread scepticism in the economic literature about

this development. Especially the dismal experiences with Ruhrkohle are

quoted in this respect. Kieler Studien (1984, p. 121),  for instance,
discusses the situation of the steel industry. It writes: "The parallels
to the history of Ruhrkohle are distressingly clear:

- Again it concerns production of which at least a part in West Germany
is not internationally competitive anymore.

- Again is the production very much regionally concentrated.
- Again one intends to bring the parts together in a 'Unitary Company',
whereby the parts being structurally weakest and recording the highest
losses are going to be made up for.

- Again one cannot achieve business economically sensible  solutions
without substantial governinent funds.

- Again there is a strong political engagement to get the merger done."
Kieler Studien (1984) concludes: "It is to be feared that one is creat-
ing  a new, permanent, industrial client for substantial subsidies  now."
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With regards to the shipbuilding industry it has frequently been

pointed out that the focus of support on the large shipyards creates26)

problems for the small and medium-sized shipbuilding firms. Although the

latter operate efficiently and are profitable (without government sup-
port),  they run into trouble because of the subsidies to the ailing

large companies.

In recent years more attention has been paid to small and me-

dium-sized firms. The subsidy programs for this category are still ra-

ther modest, however.

There is a virtual consensus in the West German economic litera-

ture about the negative effects of subsidies on the efficiency of the

market system. The importance of competition and structural change is

stressed. One argues - quite often passionately - for instance that sub-

sidies:

- do not solve problems, but prolong and worsen them;
- make the receiver dependent;

- distort resource allocation;

- tend to be perpetuated.

Other recurring themes are the calls upon government not to engage in

entrepreneurial activities, and to respect the mechanism of structural

change.

We will not pay more detailed attention to these themes - that

is, we will neither give concrete examples nor present the reasoning on

which these themes have been founded - but merely observe their (fre-
quent) occurrence. This very brief treatment in no way reflects the ac-

tual importance of these themes in the literature, but is solely a con-
sequence of our particular focus on R&D subsidies below. Still, two

general remarks need to be made. Firstly, the quite often fervent way of

dealing with these themes should be seen in the light of the high degree

of attachment to the concept of the social market economy. Especially

the advance of subsidies to weak sectors causes great alarm in that they

so  obviously and  fundamentally violate this concept.  Secondly,  the

fervour looks a bit overdone to a foreign observer who has noticed,

mutatis mutandis, tile same phenomena in other countries, where they are
much more important, however. Ln this respect it should be repeated that

the tendency to treat all kinds of different subsidies alike is not al-
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ways  appropriate.  Clearly,  subsidies to public transportation or to

social housing projects are quite different in a number of respects from

subsidies to, say, the steel industry.

In the literature on enterprise subsidies the political aspects

involved are frequently discussed. One tries to fathom politicians' at-

titude towards subsidies and explains their existence and continuation

is political terms. Some examples may illustrate the point. Gutowski in

HWWA (1984, Erg nzungsband 4) devotes his final section to discussing

the ways in which subsidies are being made acceptable.  (Section 4.2:

"Rechtfertigung" von Subventionen. His inverted kommas.) He mentions  6
reasons for subsidizing but stresses that "these are not 'ultimate'
goals. Behind these goals one actually often only hides the intention to

stimulate growth and employment  in the economy  in the short  run".  He
observes creative and clever manipulation of the many so-called motiva-

tions for subsidies by the people concerned. This way subsidies can be

prolonged for a long time by shifting to other motivations and official

titles. New industries often demand subsidies in order to gain the tech-

nological know-how and experience that are necessary to face powerful

foreign competitors. Later on one shifts to external effects and subsi-

dizing practices in other countries as grounds for subsidies. Finally,
the "old" industry demands subsidies for labour market reasons, possibly
supplemented by other reasons like a threatening monopoly abroad or the

security of supply of the product. Thus, the state may be quasi-automa-

tically pushed to keep on granting subsidies. Gutowski ends his discus-
sion by pointing to the vulnerability of the political process to the

demands of specific groups of voters. He sees a way out only when many
people would realize the negative consequences of the total of subsi-
dies.

Gahlen (1984b) notes that although a number of principles with
regard to state interventions have been repeatedly formulated, they are
rarely adhered to in practice. He adds that the economic research insti-
tutes in their Strukturberichterstattung 1983 and the Council of Econo-

mic Experts in their Jahresgutachten have made proposals for structural
policy. But "these were either ignored or considered to be unrealistic
by the politicians".
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The 8th Subsidy Report (1981, pp. 43-45) contains a section on

regional subsidies. It argues that in the end political judgements are

decisive when it comes to determining the degree of support for various

regions. A number of indicators have been developed which indicate the

depth of regional problems. (For instance rate of unemployment, per cap-

ita Gross Domestic Product and an index measuring the infrastructure.)

Decisions about the relative weight of the various partial indicators

(which together  make  up the "total" indicator), and about  at what value
of this "total" indicator one should start to subsidize, are clearly
political according to the Subsidy Report.

As a final example of political involvement we refer to an art-

icle in Die Zeit, November 18,  1983. In that issue Michael Jungblut

alleges that Mr. Dregger of the CDU has apparently changed his opinion

on subsidies. While the CDU was in the opposition Mr. Dregger repeatedly

demanded drastic reductions in subsidies. But now, his party being in

power again, he contributes to a report saying that one should carefully

single out those subsidies which might be reduced. According to Jung-

blut, Dregger has forgotten everything he has said in the past. We do

not judge whether this accusation is true or not. The point for us to

note is that this article - and many other articles in the West German

press as well - indicates the importance of political considerations.

Subsidies are a main topic in the West German political debate.

4.3.2 The effects of R&D subsidies

4.3.2.1 Introduction

We have seen that West Germany pays rather much attention to the subsi-

dization of high-technology sectors. In comparison to other countries it

tends to be more reluctant to grant subsidies to firms and industries -

especially when these are ailing - but it has adopted a considerable
program to stimulate R &D and innovation. There has traditionally been

a widespread consensus that in this field government intervention may be

useful.

The relative importance of such policies and the fact that they

have been pursued for a longer period of time make it appropriate to
consider their effects. The basic question is to what extent these
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broadly favoured policies have been successful. In other words: have the
years-long, powerful efforts to stimulate high-tech sectors been effec-
tive?

We try to answer this question by analyzing three different as-
pects. Firstly, we look at the technological position of industry in
general. Secondly, the situation in the electronics business is consid-
ered in more detail. Finally, we study the aeorspace and aircraft in-

dustry which has received considerable R&D support over the years as
well.

4.3.2.2 The technological strength of West German industry

In recent years a public discussion has developed in the FRG about the

West German's strength in high-technology sectors. In 1984 this theme
became a major issue in the press, inspired by academic reports and
statements by leading managers, government officials and politicians. It
is increasingly argued that West Germany is lagging behind in the tech-
nology race with the USA and Japan, and because of this threatens to

become a second-rate industrial power.

Although the sheer existence and importance of this debate with
its many different but often qualified participants suggest that the
technological position of West Germany may indeed not be strong, the

matter should be given careful attention since exaggerations, popular
stories and not sufficiently thorough analyses may distort the picture.

When trying to assess the West German position in the field of
high-technology, a major problem is the definition and measurement of
"high-tech". Indeed, there is no unequivocal yardstick and in the dis-

cussion several yardsticks have been introduced. Below we present four
studies, each defining "high-tech" differently. One thing they have in
common, however, is that the relative strength in high-tech is measured
at the output side; that is, they try to measure the strength in the

market concerning high-tech products. The differences arise when it
comes to selecting those products which are to be regarded high-tech.

HWWA (1984) defines high-tech products in a relatively narrow
sense in that those products which are supposed to qualify as such only
make up a bit less than 3% of total West German exports of industrial
products. However, it also defines "rather-high-tech" products which
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cover appr. 8% of total industrial exports. As can be seen in Table 6,

the FRG has witnessed a dramatic deterioration in its position, espe-

cially in the most specific high-tech products.

Table 6 Exports of Technology-Intensive Products

% of world trade in those products

high-tech products 1972 1981

FRG 12.3 7.1

USA 30.1 39.7

Japan 7.3 9.0

rather-high-tech products

F RG 20.1 15.7

USA 14.3 14.2

Japan 16.6 21.1

Source: HWWA (1984, p. 181)

The German central bank also chooses a small group of products

as belonging to the field of high-technology: they account for appr.

3.5% of total exports. The results are similar to those of the HWWA:

Table 7.

The OECD's definition of high-tech products in an unpublished study in

1983, quoted in Ministry of Economic Affairs (1984), is much broader.

They comprise around 15% of West German exports. The results for West

Germany are not as bad as above: there has been a slight deterioration

(Table 8).
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Table 7 Market Share of Exporters in High-Tech Products
%

1972 1976 1980 1982

F RG 26.3 21.7 20.0 17.0
USA 32.2 34.1 35.3 40.2

Japan 13.0 14.1 18.2 20.3

Note: The total market consists of the sum of the exports of the 6 larg-
est exporting countries for these products.

Source: From the Ministry of Economic Affairs (1984)

Table 8 World Export Market Shares in High-Tech Products
%

1972 1974 1976 1978 1979 1980 1981 1982

FRG 17.2 18.2 17.4 17.6 17.3 16.1 14.6 15.3
USA 23.7 24.5 23.6 21.9 22.4 23.5 25.7 25.4

Japan 12.9 12.1 13.7 15.0 13.4 14.2 17.2 16.0

Source: From the Ministry of Economic Affairs (1984)

Finally,  IfW from Kiel adopts the broadest definition which includes
motor vehicles and machinery (Produktzyklus - Guter). On the export mar-
kets for these products West Germany has experienced only a slight de-
terioration in its competitive position. In its home market, however,
import penetration has increased significantly. Thus the relation be-
tween exports and imports has worsened significantly (see Table 9).
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Table 9 About the Competitiveness of the FRG in "Productcycle goods"

Share in % of total OECD exports of these products

1970 1978 1979 1980

20.4 20.4 20.3 19.1

Exports/Imports ratio of these products

2.6 2.1 2.0 1.9

Source: Kieler Studien 1984 (Institut fur Weltwirtschaft: IfW)

IfW concludes that West Germany has lost competitive strength with re-

gard to these products. 27)

What can be inferred from all this? Although each of the four

analyses shows that the West German position has certainly not been

strengthened, the degree of deterioration varies markedly between what

might be labelled "hardly any" and "spectacular". A more precise look at
the data, however, reveals tliat the different results may very well be

compatible. In order to appreciate this, one should realize that West

Germany is no doubt still a major industrial power28  with a broad and

highly qualified product range. It is generally recognized that German

industry is very strong in a number of important fields, for instance

cars and investment goods. Although such products may not be new or

highly innovative, they do have a strong appeal in the international

market. Their success depends upon a combination of factors such as good

quality, reliable service and relatively low costs thanks to high pro-

ductivity. (The latter is probably due to a qualified and well-motivated

labour force - high X-efficiency - as well as to modern production tech-

niques.) Another factor which deserves to be explicitly mentioned is the

gradual but consistent improvement of existing products and production

techniques by applying new developments and by rationalizing production.

This touches upon the crucial point for us: although West German indus-

try is in many cases not the frontrunner in terms of high-tech develop-

ments, it does manage after some time to apply new and useful - mind the

difference between "new" and "useful"1 - technologies in a beneficial
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way. Accordingly, when one defines high-tech products in such a way that
it entails only the most "revolutionary" innovations, the FRG is cer-
tainly falling (far) behind. But when one adopts a broader perspective

and also regards significant improvements in existing products and pro-
duction techniques, West Germany fares much better.

In connection to the latter conclusion it is important to stress
that industrial strength depends upon a great many different variables,
one of which is innovation. One should therefore be careful not to dram-
atize the overall effects of an unsatisfactory performance of one of

29)them. . In applying this reasoning to the industry of West Germany as
a whole we may formulate this as follows: when the West German position

is deteriorating in the field of products which make up only appr. 3.5%
of total industrial production, it is not appropriate to jump to similar
conclusions about the whole industry. The "remaining" 96.5% or so may
show a different picture.

On the other liand, however, two remarks should be made. Firstly,
the markets for high-tech products are likely to grow significantly.
Thus markets which are relatively unimportant now in terms of sales or

number of people employed, may become of considerable importance in 5 or
10 years. Besides, as competition from industrializing third world na-
tions with regard to more traditional products is increasing, the neces-
sity to shift to high-tech sectors grows for countries like West Ger-
many.

Secondly, we are primarily interested in the effects of the sub-
stantial amounts of R&D subsidies granted in West Germany. Despite the
considerable efforts in terms of financial inputS the results are not
impressive. Although one tries hard to stay in the forefront of techno-
logical development, that is in the field of those high-tech products
which make up only about 3 or 4% of total industrial production at pres-
ent, the declines in market shares are substantial. 30)

Another indication of this poor performance is provided by a
study of Booz, Allen & Hamilton for the Wall Street Journal Europe. (See
Wirtschaftswoche 13-4-1984.) In this study 208 European top managers
were asked to identify the main sources of economically relevant high
technology. They had to distinguish between "past" and "present and fu-
ture" and could select more than one country. See Table 10.
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Table 10 Main Sources of Economically Relevant High-Tech Products

%

past present and future

USA                   84                             88

Japan                  53                              63

FRG 70                             35

Source: Wirtschaftswoche 13-4-1984

The question that arises is what is causing the deterioration of the

West German position. As was pointed out before, there has been much

discussion about this matter and opinions, as usual, differ. But it

seems appropriate to single out three factors which come up frequently

and are broadly considered to be of importance:

1) The quality of higher education is not sufficient;

2) Lack of co-operation between research institutions and universities

on   the   one   hand and industry   on the other  hand;
3) Conservative,  risk-aversive attitude of German bankers and the ab-

sence of a significant venture capital market.

Given our subject we want to restrict ourselves to some remarks

on the last point, and in particular on venture capital. Until 1983

there was practically only one German venture capital firm: The Deutsche

Wagnisfinanzierungs-Gesellschaft mbH (WFG). It had been founded in 1975

by 29 German banks. Its record has been very poor indeed, making losses

every year and operating on a small scale in a dull way.31) dore recent-

ly some improvement seems to be on the way. After changing the entire

professional staff and appointing a new managing-director (Karl-Heinz
Fanselow) some successes have been recorded. With regard to the venture

capital market as a whole in the FRG, the establishment of two new firms
- Techno Venture (a joint venture of TRV, Siemens and T.A. Associates)

and Citicorp Venture Capital Beratungsgesellschaft mbH of the Frankfurt

subsidiary of the Citibank - may liven up the market. At least this way

some competition is introduced. However, the total amount of money in-

volved in mid-1984 was estimated (optimistically) at appr. 400 million
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DM. Thus it is in no way comparable to the booming American venture cap-

ital market with its hundreds of fiercely competing companies and an

estimated 4 to 4.5 billion dollars involved in 1983.

The relevance to the performance of high-tech sectors is con-

nected to the fact that venture capital is specifically fit to be a fi-

nancial source for innovative activities. Venture capital is out to take

risks and is anxious to back entrepreneurs with promising-looking ideas.

Its focus is on profit opportunities and thus expected market develop-

ments are of crucial importance. (Note, by the way, that venture capital

is not synonymous with high-tech. New ideas can arise anywhere and pro-
fit opportunities may very well be in traditional markets.) When such

financial resources are virtually lacking, high technology sectors have

to turn to the "normal" credit institutions, that is, mostly commercial
banks. But these are, in general, far less inclined to take risks and to

appreciate the value of ideas. They are more inclined to look for

tangible  assets  in  established  firms  in  order  to  safeguard  their

invested money. Because of this attitude a considerable number of high-

tech initiatives may be denied the necessary funds.

This last conclusion brings us back to the role of government.

Obviously, when the capital market does not function properly in this

respect - and much literature about the West German capital system and

the institutions involved suggests this - government should try to im-

prove that functioning. Policies may aim at decreasing rigidities, stim-

ulating risk-taking and changing attitudes. We leave it an open question
whether  such  policies  have  been  pursued  sufficiently  and  turn our

attention to those policies which in fact have become increasingly im-

portant and make up our subject: the granting of R&D subsidies.

Although government has supplied increasing amounts of financial

resources to stimulate high-tech developments, the lack of success is

conspicuous in view of the generally deteriorating West German position

in this field. When trying to understand why the picture is so unfavour-

able two reasons come to the fore:

1) Granting R&D subsidies as such does not tackle the three factors

which are considered to be of importance. Policies to improve the

quality of higher education, to stimulate co-operation between re-

search institutions (inside and outside universities) and industry,
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and to improve the functioning of the capital market, look more ap-

propriate.

2) In the literature it is frequently pointed out that there are two

considerable flaws in the system of R&D subsidies. The first is the

fact that the support is highly concentrated and usually goes to a

small number of major recipients. The second concerns the emphasis on

direct, project-oriented R&D subsidies to private firms.

With regard to the first point it should first of all be recalled that R

& D support has focused upon a small number of sectors (see subsection

4.2.5). Most striking is the importance of the subsidies to the elec-

tronics and aerospace and aircraft industries.

But also within sectors support is heavily concentrated on a

sinall number of large firms. Horn (1982) calls the large firm bias in
public direct R&D support "the distinguishing feature" of public di-
rect R&D subsidies. He refers to an IFO study in 1979 (IFO-Schnell-

dienst, no. 13) which shows that of the approximately 10,000 small and

medium-sized firms (that is firms with less than 500 employees) which

actually undertake R&D, only about 500 are covered by R&D statistics

of the business enterprise sector.

The concentration of R&D support on large firms is most con-

spicuous for the electronics and aerospace and aircraft industries; that

is, for the most heavily subsidized sectors anyway. A publication of the

Ministry of Research and Technology (BMFT) in 1980 reveals some inter-

esting insights (Bundestagsdrucksache 8/4457). It lists the companies

which are the main recipients. It distinguishes between amounts paid by

itself and paid by other ministries (most notably the ministries of

economic affairs and defense). See Table 11.

The five firms in table 11 accounted for more than 1/4 of the total R &

D project subsidies of the BMFT.32) It follows from this table that

particularly in the highly favoured sectors the support is concentrated

on just a few firms. MBB (Messerschmidt-B6lkow-Blohm) and Dornier are

aerospace  and  aircraft  industries;  Siemens  and AEG are  electronics

firms, and Ruhrkohle dominates coal mining.
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Table 11 Support for R&D b y the Central Government

Million IM, 1979

BMFT Other ministries Total

MBB 151.9 116.6 268.5

Siemens 201.9 62.7 264.6

Dornier 52.9 90.4 143.3

AEG 38.6 145.8 184.4

Ruhrkohle 112.7 50.1 162.8

Total 558.0 465.6 1023.6

Source: Frankfurter Allgemeine Zeitung, September 11, 1980

Some additional remarks have to be made. Firstly, the figures in

table 11 underestimate the total receipts of research subsidies because

not all subsidiaries of these firms are taken into account. Siemens and

AEG own or participate in a great number of smaller conpanies with dif-
ferent names. Subsidies to such companies, which in effect go to the

concern at large, are not included. Secondly, the concentration in the

aerospace and aircraft industry has even increased with the merger be-
tween MBB and VFW (Vereinigte Flugtechnische Werke) after the latter had

been divorced from Fokker of the Netherlands. Thirdly, although data are

published with significant delay and calculating subsidies to individual

firms is a difficult matter,  it seems fair to assume that in recent

years small and medium-sized firms have been given more attention. The

unsatisfactory results of the policy of high concentration of R&D sub-
sidies on a few very large firms, and the growing awareness of the im-
portance of small and medium-sized firins with regard to innovations,
have probably led to some shift in policy. More subsidy arrangements

aiming at research efforts in small and medium-sized firms have been
33)introduced in recent years. (For instance the PKZ-program (PKZ = Per--

sonalkostenzuschuss;  compensation for research labour costs) and the

Sonderprogramm Mikroelektronik = special program for micro electronics.)

The second flaw pointed out in the literature is the emphasis on

direct,  project-oriented  research  subsidies  to  private  firms.  Horn
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(1982, pp. 17, 27, 28) observes that the traditional measure to promote

industrial R&D i n the 1950s and early 19608 had been the granting of a

tax rebate for the purchase of investment goods used in R & D, a measure

which hardly discriminated among sectors and firms of different size.

The policy shift later on towards increasingly direct subsidizing of R &

D projects performed at the firm level is indicated by the declining

share of "institutional" support - that is, support to research institu-

tions inside and outside the universities - in comparison to "non-insti-

tutional" R&D support. The ratio of institutional to non-institutional

R & D support decreased from about 8:2 in 1962 to about 5:4 in 1970 and

to about 4:5 in 1977.

The importance of direct subsidisation of individual business

projects continued to increase up to 1983. After the change of govern-

ment in Bonn the new Minister of Technology (Riesenhuber) adopted a de-

liberate policy to halt this development. (See Frankfurter Allgemeine

Zeitung, September 3, 1984.) He managed to reduce the acceptance of new

direct projects by his ministry from 982 projects (1.71 billion DM) in

1982 to 794 projects (1.49 billion DM) in 1983. In addition the Minis-

try's share of total expenses on direct research projects diminished

from 67.3% in 1980 to 59.8% in 1983. Accordingly, firms had to carry

more of the R&D burden themselves.
Riesenhuber motivates the policy shift34  by arguing that when a

firm decides not to develop some product or process because government

support has decreased, it apparently is sceptical about the prospects
for success. In that case, state support would not be justified anyway.

Riesenhuber adds that the more money a company invests in a research

project itself, the better the chances in the market will be.

Similar reasoning is adopted by RWI (1983). It observes a cru-

cial difference between state support for fundamental research and R&D

subsidies which increase the competitive strength of the recipient. In

the latter case the state takes on purely entrepreneurial responsibili-
ties. Then (p. 210) "the best possible result of such interventions

would be that the recipients act exactly in such a way as they would

have done without the state measures. They so to speak pick up the

granted resources. The danger however is that what the state authorities

regard to be an economically useful innovation, in fact proves to be a
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misallocation of resources. In that case the recipient would only engage

in the subsidized activities because it receives state support".

The Ministry of Economic Affairs (BKWI 1984, pp. 125, 128) also

strongly prefers a broad, indirect R&D subsidy policy over direct sup-
port. It writes that "state subsidies to companies in order to systema-

tically increase their technological competitivenesss, must from a na-

tional economic perspective be characterized as  problematical. They
would distort competition on the national and international level, and

thus lead to diminishing efficiency as well as to trade distortions".
After pointing at the possibility that such policies bring about signi-

ficant misallocations and might even turn attention away from in fact

economically successful products and processes, the BMWI goes even one

step further when it states: "Also a state policy of selecting so-called
future industries or products (picking the winners, sunrise industries)

would not be compatible with an efficient international division of la-

bour and with a system of free world trade. New industries and products

must much more be brought about by flexible operations of competing
firms."

It can be concluded that the experiences with the granting of R

& D subsidies have not been very positive. In general, the West German

industry's position in high technology has deteriorated. The practice of

subsidizing has shown serious shortcomings.

4.3.2.3 The electronics industry35)

In all major industrial nations the electronics industry is of consider-

able importance. In general it ranks among the largest industrial sec-

tors in terms of sales, employment and profits. Besides, in a number of

(high-tech) fields the market is booming and expansion is spectacular.
In this subsection we want to indicate the situation and pros-

pects of the West German electronics industry. We have to restrict our-

selves to a brief description of some important elements and factors,
and the conclusions derived are tentative. We focus on the state of af-

fairs of the most important West German firms, in particular with regard
to  their strength in the  fierce  international competitive  struggle.

Especially in promising new products and markets, competition is intense
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and developments are highly uncertain. Thus predictions about expected

developments should be considered with care. 36)

Up to the early 1980s there were two firms of major importance

in the West German electronics industry: Siemens and AEG.37) Siemens has
always been the largest, and traditionally belongs to the top five in-

dustrial companies in the FRG. In 1982 it ranked second only after Veba

with sales of a little over 40 billion DM. It employs more than 300,000

people; the top was reached in 1980 with 344,000 employees. AEG has al-

ways been significantly smaller but still used to be of considerable

size with sales of over 14 billion DM per year in the period 1977-1981,

and with more than 150,000 employees in the 1970s. The peak was in 1973

with 175,000 employees.

Siemens and AEG dominated the West German electronics industry

in the 195Os, 1960s and 1970s. Grundig and Bosch challenged the leader-

ship of these firms in some specific markets, but as firms - that is,
taking all activities together - they remained significantly smaller.

Apart from these four firms a considerable number of small and medium-

sized companies operate in the electronics industry. It is noteworthy,

however, that none of those firms has managed to become a well-estab-

lished large firm. Although some have been quite successful in specific

parts of the market (see below) there have been no major shake-ups in
the industry structure by a swift rise of new or small firms.

The following discussion of the position and prospects of the

electronics industry reflects the structure just described. Most atten-

tion will be paid to Siemens. The special case of AEG is going to be

specifically considered as well, but other firms will only be mentioned

when there is special reason to do so.

Siemens is a very large company with a broad range of products

and a solid financial base. It is the only West German electronics firm

that would in principle be able to compete on a worldwide scale with

other huge multinationals  like IBM,  General Electric,  ITT, Hitachi,

Fujitsu, NEC, and Philips. However, in this global competitive struggle

Siemens has increasingly been put on the defensive. Its position in the

USA, Japan and the booming economies in South-East Asia is generally

weak as it manages to obtain satisfying market shares in only a limited
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number of products in those important areas. Apart from a good perfor-
mance in some Third World and Opec nations, its regional base is primar-
ily restricted to Europe and especially to West Germany. Thus it is more

of a regional multinational. Besides it has failed to succeed in some of
the most promising products and is lagging behind in others.

One significant failure has been in the mainframe computer busi-
ness. In the 19706 Siemens joined with Philips and CII of France in es-

tablishing Unidata. The idea was to develop a generation of mainframe

computers which should compete with the dominant IBM. Despite large fi-
nancial injections from firms and governments the project failed. Sie-
mens has given up this market now.

Also with regard to video equipment - one of the most impress-
ively growing markets in the 1980s - Siemens has failed to take part.
This market now is dominated by Japanese companies, with Philips as the

only non-Japanese competitor. In this respect mention should be made of
Grundig which was taken over by Philips in 1983. Grundig produces video
recorders but would not have been able to survive on its own. The
Philips/Grundig combination is now trying to retain its market share,

and is being supported by import restrictions. The point for us to note
is that the West German electronics industry basically has missed the
opportunities provided by this market: Siemens is totally absent and

Grundig has been saved by Philips, but this combination is still in a
rather weak position.

While Siemens was focusing its attention on mainframe canputers,
a new market in micro and personal computers emerged. This market rapid-

ly became the most spectacular growth market in industry in the 19808.
In the USA many firms - more than 150 according to Business Week - en-
tered the market and started to compete vigorously. While many failed,
some were tremendously successful and managed to obtain a significant
piece of the (world) pie.  Some came virtually out of nowhere,  like

Apple, Commodore and Wang, and others already were established high-tech
electronics firms like Hewlett-Packard, Texas Instruments and Tandy. A
special case is IBM which entered this market rather late (1982/83) but
in a stunning blitz took more than 1/4 of the market within 2 years.

These developments apparently took Siemens by surprise. It lags
far behind both the leading American firms and the increasingly pene-
trating Japanese. It seems likely that Siemens may only be able to Cap-
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ture a modest part of the West German market, and perhaps of a few38)

other markets in Western Europe as well. But on a global scale it will

probably remain insignificant.

The record of Siemens with regard to mainframe computers, video

equipment, and micro and personal computers is obviously quite poor.

This is particularly disturbing because these are three major high-tech

and high-growth areas in the electronics industry. But probably even

more important for the future prospects of Siemens is the "revolution"
that is generally expected to take place in the coming years.

The technological development makes the merging of text, voice,

image and data into a single information system possible. The distinc-

tions between the markets of data processing equipment (computers) and

communications equipment (telephone, television, satellites) are rapidly
disappearing. Thus, one huge market is emerging in which various firms

try to establish themselves. But there are only few firms which one may

expect to be able to link the different product lines and cover the

whole market. The tremendously complex task of integrating the technolo-

gies and the enormous  financial investments required imply a unique

challenge to the companies involved. The main "actors" probably are the

following firing.

First of all there is IBM, the most successful computer supplier

in the world, which is moving into the communications business. The

technological know-how, marketing skills and financial resources of this

giant firm seem to be second to none. The company's efforts to expand
into the communications business have given rise to widespread fears

about another insurmountable IBM stronghold. One consequence of these

fears in Europe has been that Europeans have welcomed another giant US
multinational: AT&T.39  This company's strategy to expand as much as

possible outside the USA has resulted in a take-over of Olivetti and in

establishing a close co-operation with Philips. This combination is gen-

erally considered to be the only more or less equally strong competitor

of IBM.

It seems beyond doubt that no other company, or group of compa-

nies, will be capable of acquiring a degree of overall,  worldwide
strength comparable to IBM and AT&T. But this incredibly large market -

an American market researcher estimates total revenues will rise from

268 billion dollars in 1983 to around 1 trillion dollars in 1990 - pro-
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vides opportunities for many more firms. One may distinguish two kinds

of firms. The first category consists of multinationals which one can

expect to operate actively in still significant parts of the market. The

second category is made up of hundreds of highly specialized smaller

firms which operate in market niches. This category will be discussed

below but here we focus attention on the first one, to which Siemens

belongs.

The dozen or so "smaller" multinationals each concentrate on

specific geographical areas and/or on a number of product lines. The

amounts involved are still of an impressive magnitude and firms may reap
considerable profits. Since the market is in excessive turmoil it is

very hard to predict what will happen. All kinds of alliances between

firms are springing up - for instance between Siemens and Philips con-

cerning the development of megabit memories; a project heavily

subsidized by the Dutch and West German governments - but the ultimate

implications of these relationships are not yet clear. The accounts

about the newest developments by market watchers tend to suggest that

some Japanese companies have the edge on the Europeans. But in inte-

grated circuits Siemens seems to be catching up.

What conclusion can be drawn from all this with regard to the

position of Siemens? Siemens offers a broad range of products and has

established a reputation of being a reliable and high-quality producer

of electronics. Its position in the (important) West German market is in

general quite solid, and also in a number of other countries it has es-
tablished a sound base. Over the years it has managed to show a fairly

satisfying increase in sales and profits, and financial analysts gene-

rally consider Siemens to be a safe investment.

On the other hand, however, it is clear that Siemens cannot be
regarded as one of the top performers in the electronics industry. Al-
though still a multinational, it does not equal the worldwide orienta-
tion of companies like IBM, ITT, Philips and some Japanese firms. Be-
sides it has failed to benefit from a couple of the most promising mar-

ket developments in electronics, and is lagging behind technological-
40)

ly in some areas. To what extent it will benefit from the melding of
dataprocessing and communications is still an open question. But no
doubt its place will be behind IBM and AT&T, and probably behind some
other firms as well. Siemens has only occasionally been at the forefront
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of technological development and also in this case the first indications

do not look very promising.
The second West German electronics firm - AEG - has shown a

quite different picture. Up to the mid-19708 it was generally considered

to be the major challenger of Siemens in West Germany. However, in the

second half of the 197Os, AEG increasingly ran into trouble and its

mounting debts forced it to seek the protection of the courts in order
to avoid bankruptcy in August 1982. In that year it made a loss of 932

million DM. After several months of complicated negotiations between

AEG's main creditors - in total there were around 900 bank creditors -

and the federal government, an agreement was reached.   AEG' s debts  were

reduced by 60% and the remaining debts became free of interest until the

end of the agreement in 1984. The federal government granted credit

guarantees of 1.1 billion DM. AEG had to sell off a number of sub-

sidiaries in order to keep the main company alive. By selling off sub-

sidiaries and eliminating unprofitable production capacity AEG cut its

workforce from 118,000 in 1982 to around 74,000 in mid-1984.

The AEG crisis was quite a shock for the West German financial

and business community, and gave rise to much debate. One of the topics

was how it had been possible that such a large and diversified firm

could move to the verge of bankruptcy. Two main reasons are worth men-

tioning here. The first is that AEG was rather heavily orientated to-

wards the production of traditional consumer goods like hifis, refriger-

ators, washing machines, ovens, etc. In these markets increasing Jap-

anese competition and penetration coincided with stagnating or decreas-

ing overall demand. AEG failed to respond adequately to this develop-

ment. It did not sufficiently manage to introduce new, better products

in those traditional markets, and, probably more importantly, it did not

sufficiently enter new markets with new products. Thus it had not been

innovative enough. The second reason concerns the chaotic organisation

of AEG.  In the 19708 it expanded rapidly by acquiring a variety of

firms, that is, by external expansion. It never managed to integrate

them into one well-organized, efficient company. The whole was less than

the sum of the parts.

Besides Siemens and AEG the West German electronics industry

consists of a great many other firms. In 1981 the total number of firms

was around 2250. The three largest firms - Siemens, AEG and Bosch; in
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1982 Bosch overtook AEG and became second - had a share in total sales

of their sector of 32.4%. The 50 largest firms accounted for 66.3% of
total sales. (See Monopolkommission 1982/83, Anhang, Table II.3.) The

size and performance of these firms vary widely. Of the largest firms

Bosch is doing relatively well while Grundig developed quite unfavour-

ably. As part of Deutsche Philips, Grundig may be able to operate
41)

more successful, however. The advance of subsidiaries of foreign multi-

nationals in West Germany is interesting to mention anyhow. Apart from

Philips, for instance, IBM and ITT also have large subsidiaries in the

FRG.

It is not easy to briefly indicate the position of all the firms

that are smaller than the ones just mentioned. In general it can be said

that most firms are in fairly good shape and some are doing very well
indeed. Miele, for instance, has a reputation of producing a range of
high-quality household appliances , and holds a strong position in that

market segment. It shows outstanding financial results. Nixdorf, as an-
other example, is one of the most rapidly expanding firms in the compu-

ter business. Although still relatively small it has managed to become

one of the most promising West German firms with an international scope.

It is in the forefront of some high-tech developments.

But firms like Miele and, particularly, Nixdorf are rather ex-

ceptional. Especially with regard to high-tech, innovative activities
the overall picture is bleak. It is remarkable that the second largest
Western industrial nation generates only a few promising firms in this
area. The difference between West Germany and the USA, with its out-
bursts of entrepreneurial and innovative activities, is most striking.
In the USA hundreds of firms spring up and engage in the competitive
struggle. They force the established firms to stay alert and to keep on
developing technologically. Although many of the new firms fail, dozens
manage to become quite successful and some have rapidly grown into "bil-
lion-dollar firms". This process is virtually absent in the FRG. In this
sense the electronics industry lacks flexibility and dynamics. It mostly
responds only after some time to developments abroad and is thus on the
defensive. This may lead tO a second-rate position in important fields.
Indeed one gets the impression that this is happening.
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Conclusion. Before drawing any conclusions, the tentative char-

acter of this subsection should be stressed once again. Besides, we are

primarily interested in the electronics industry's high-tech and innova-

tive perforinance. 'rhe strenith of an industry depends upon more factors,
however.

Taking into account its size and generally healthy base, Siemens

performs relatively poorly in the  field of high technology.  It has

missed a couple of opportunities and is trying to catch up in some other

areas. Only occasionally is it in the front line. It looks like it will

have to accept a second-rate position in the important market coming up

as data processing and communications technology merge. AEG has been an

outright failure and is now struggling to come back. The record of the

other larger firms is inixed but in general they do not seem to derive
their strength primarily from a first-class technological perfonnance.

But probably the most disappointing aspect of the high-tech performance
of the West German electronics industry is the lack of highly innovative

(established or new) small and medium-sized firms. With a few notable

exceptions these companies hardly produce the kind of new ideas and new

products that create or stir markets and challenge the larger firms.

Thus, the overall picture is not encouraging. Despite yearslong,

substantial subsidizing of R&D b y the government, the technology per-

formance of the electronics industry remains rather poor.42) West Ger
many clearly lags behind the USA and Japan in this respect. The subsi-

dies do not seem to have had much effect.

4.3.2.4 The aerospace and aircraft industry43)

In 1955 West Germany received permission from the Western Allies to

start rebuilding its aircraft industry, which had been almost completely

destroyed in the war. The first project was a civil aircraft by Dernier

(Do 27) which was supported by an investment loan from the government of

35 million DM. In 1960 a military program was also initiated which led

to the licensed production of the F 104-G Starfighter and the Fiat G.91.

In the 1960s the number of civil and military projects increased consi-

derably with substantial government support. Since the mid-19608 the

West German aircraft industry tried to establish a position in the in-

ternational market. Most importantly in this respect is the participa-
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tion in the Airbus program. Negotiations between the West German, French

and British governments led to the Airbus-treaty in 1967.44  In the same

year the Deutsche Airbus Gmbli was founded by 5 West German companies. It
took a share of 37.9% in the European Airbus consortium. In 1972 the

maiden flight of the Airbus A300 took place.  In the meantime two

additional projects have been initiated: the A310 by the end of the

1970s and the A320 in 1982/1983. (For more details see below.) In the

military field the Alpha-Jet and the MRCA-Tornado have been major pro-
jects in the 197Os, running into the 1980s as well.

In the period 1960 - 1981/82 the West German aircraft industry

grew significantly. The gross value of its production increased from 460
million DM in 1960 to 9010 million DM in 1981. The number of employees
grew from 18,000 to 58,000 in that period. Total sales rose from around

1 billion DM in the mid-19608 to 9.7 billion DM in 1982. The growth pro-

cess seriously faltered only in 1965/66 and 1975/76.

Despite this almost uninterrupted growth - with nominal sales

increases of more than 30% in 1967, 1969, 1978, 1979 and 1980 - the in-
dustry is still of minor size in West Germany. In terms of gross value
added its national share was only 0.27% in 1981 (as against 0.0% in
1960, however). Less than 0.3% of the total number of employees in West

Germany works for the aircraft industry in the early 19808.

Since the mid-1950s there has been a very strong concentration
process in the industry. The 20 or so aircraft firms in that period gra-

dually merged into the three firms that have made up the bulk of this
business since 1980: MBB-VFW, Dornier and MTU. The former is by far the

largest now, with sales of almost 6 billion DM in 1983.45) Dornier is,
in fact, the only domestic competitor since MTU specializes in manufac-
turing engines. Dornier had sales of 1.57 billion DM in 1982. This ex-
tremely high degree of concentration is on the one hand due to specific

characteristics of this industry. (High capital intensity and extremely
high research and development costs). On the other hand, however, the
concentration also took place under strong pressure from the government.
It more or less forced firms to merge.

This latter observation leads to another crucial characteristic
of this industry: the high dependence on the government. In this respect

one should distinguish between civil and military activities. With re-
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gard to military aircraft - which accounted for almost 50% of total

sales in 1982 and which had been even more important in the 19608 and

1970s - the federal government is the main customer. In fact it asks

MBB-VFW and/or Dornier to develop some military aircraft and pays for

the development itself. Besides it promises to buy a number of these

products when they have been developed and are going to be produced. (In

very large projects, like the MRCA-Tornado, various countries and their

respective aircraft industries participate.) This extremely close link

between the government and the military part of the aircraft industry

virtually makes tlie latter an extension of the Ministry of Defense. The

production facilities serve military-strategic purposes. In these speci-

fic circumstances it is doubtful whether it is appropriate to speak of

"subsidies". Some studies consider part of the payments by the Ministry
of Defense as subsidies while others do not take them into account. This

leads to differences of up to around 100% in the reported total amounts

46)of subsidies. In what follows we concentrate on the civil part of the

aircraft industry and leave the military part as a special case aside.

With regard to civil aircraft - which accounted for 40% of total

sales in 1982 and which has gradually increased its relative size over

time - the situation is different from the military case in some res-

pects. In principle the firms decide themselves what kind of aircraft

they are going to develop. Expectations about developments on the world

market are of crucial importance and, again in principle, the firms bear

the risks. (In the military case the government buys an "appropriate"
number of planes against an "appropriate" price anyway.) They have to

47)sell mainly to foreign airlines.

But the civil activities of MBB-VFW and Dornier also crucially

depend on government assistance. Without the massive subsidies from year

to year these firms would not have been able either to engage in or to

continue most of their activities. The federal government pays up to 60%

of the development costs of projects. In the case of large international

co-operation projects like Airbus, this share increases to 90%. In 1975

the federal government decided to grant production subsidies for Airbus

as well. They were intended to eliminate the cost disadvantage as com-

pared to the American competitors, but were to be restricted to a two-

year period (until 1977) and a limited number of planes. In fact this

subsidy program ran until 1981 and greatly exceeded the planned budget.
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Also in 1975 a subsidy program was started to decrease the cost of fi-

nancing plane purchases by granting support for interest payments. This
program was initiated as a reaction to similar activities of the Ameri-

can Export-Import-Bank.48) Finally, the federal government grants credit

guarantees to safeguard the financing of current production. The ceiling
of these guarantees was increased from 2.85 to 4.1 billion DM in 1982.

Table 12 gives an overview of the subsidies to the aircraft in-

dustry (except credit guarantees).

The figures in table 12 concern the civil part of the aircraft

industry. To assess their relative importance one should compare them to

the civil sales of the aircraft industry: see Table 13.

By combining tables 12 and 13 it can be seen that although the subsidies

have become relatively less important since 1979, they are still very
significant. This extremely intense government support is of particular
interest to us in that it is granted to a high-tech, rapidly expanding
sector. What have been the effects of this heavy subsidizing? How can
one evaluate the development and prospects of this sector in the light
of the substantial government support over the years?

In order to answer these questions one should know what goals

have been set. HWWA (1984, Erg nzungsband 4) lists the goals of govern-
ment policy towards the aircraft industry. The initial motive to rebuild
the aircraft industry was a purely military-strategic one. A national

aircraft industry was considered to be an essential precondition for a
strong air force. Also civil projects were to contribute to this goal in
that they would broaden the base and increase the viability of this in-

dustry. Besides one hoped to achieve considerable technological spill-
overs between the civil and military segments. The civil segment should
also serve to mitigate (often large) fluctuations in the military field
which would threaten the continuity of the industry.
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Table 12 Subsidies to the Aircraft Industry

Million DM

Total Loans Grants Production Support for

for R&D for R&D Support interest payments

1963 15.7 15.7

1964 17.1 17.1

1965 16.3 16.3

1966 25.7 25.7
1967 30.2 30.2
1968 53.8 53.8         -
1969 86.3 41.3 45.0

1970 150.5 102.0 48.6

1971 190.0      -       190.0
1972 210.0 210.0
1973 214.5 214.5

1974 239.5 239.5         -
1975 279.0 197.5 80.0 1.5

1976 284.0 147.6 114.1 21.7

1977 116.8 37.2 69.9 9.7

1978 243.4 34.9 176.0 32.4

1979 359.4 152.7 179.4 27.4

1980 372.3 275.0 62.9 34.7

1981 436.0 314.2 58.7 63.2

1982 402.7 307.6 95.1

Source: HWWA (1984), Erg nzungsband 4, Table 27

Table 13 Aircraft Industry's Civil Sales

Million DM and % of total sales

DM                                                  %

1978 1118                    24

1979 1417                    25

1980 2156                    31

1981 2835                    32

1982 3911                    40

Source HWWA (1984), Ergdnzungsband 4, Table 20
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In the 1970s additional goals were formulated in a "Basic Pro-
gram for 1970-1974", which were later extended for 1974-1978. The civil

activities became a goal in themselves and were to become increasingly

important. The explicit aim was to creat a technologically advanced and

business economically viable industry. It should become part of an in-

ternationally competitive European industry. The role of the government

was formulated in the "1974-1978 extension" as follows: "The state sup-
port should in the long term contribute to guarantee the international

competitiveness of the aircraft and aerospace industry in an European

co-operative framework. This way a further increase in state support

should be precluded and finally a gradual reduction achieved." With re-

gards to the civil part the aim is to "strengthen the commercial orien-
tation of the industry by (...) increasing the own risk and allowing

more competitive pressure".
The experiences of the last 15 years or so clearly lead to the

conclusion that technologically one has been quite successful, but one

has mainly failed in the commercial sense. The planned reduction in sub-

sidies has not been achieved and the industry still crucially depends on

continued substantial financial assistance. Most importantly in this

respect are the developments concerning Airbus. This huge project has

been dominating the European civil aircraft industry for more than a
decade now, and absorbs the bulk of subsidies.49  In West Germany MBB-

VFW participates in Airbus. Before paying more detailed attention to

this project and the position of MBB-VFW, two other remarks should be

made. Firstly, it is noteworthy that the subsidies have become concen-

trated on a single huge project. Subsidies mainly flow to one dominant

project (Airbus)  of one dominant firm (MBB-VFW). Secondly,  from  1964  to
1977 VFW tried to make the VFW 614 a success with considerable govern-
ment support. According to HWWA (1984) it failed because "less attention

had been paid to market opportunities than to technical perfection".

Some smaller projects than the ambitious VFW 614 did become a market

success, however. In this respect the Do 27, Do 28 and Do 280 of Dornier

as well as the BO 105 helicopter of MBB should be mentioned. We turn our

attention to the Airbus now.

In the period 1965-1972 the Airbus project took off. (The maiden
flight of the A300 was in 1972.) The main elements of that period were

the comprehensive and complicated negotiations, the substantial R & D-
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efforts, the creation of the required organization and of production

facilities, and the increasing subsidies from the governments of West

Germany, France and England. In the first 5 years of deliveries only 57

aircraft were shipped, however. Without government support Airbus would

not have been able to survive in this period. Despite the evident com-

mercial failure of the A300 in the mid-197Os, a decision was made to
develop and produce a smaller version: the A310. By the end of the 1970s

the market situation of the A300 improved and sales started to increase.

Although Airbus could record some important victories in the worldwide

competitive struggle with the main American manufacturers - most notably

Boeing - in the early 19808, it ran into a deep global slump for air-

craft. Airlines were particularly hard bit by the recession and drastic-

ally curtailed tlieir orders for new aircraft. Thus, while its relative

position in tlie market i,nproved, Airbus faced a general decline in de-
mand. Up to mid-1984 it has sold 246 aircraft A300 and 110 aircraft

A310. Besides it had recorded 51 orders for the new 150-seat A320, which

will be introduced in 1987. (For the development of this latter plane

the federal government granted an additional credit guarantee of 1.51

billion DM in March 1984.)

By mid-1984 the situation of Airbus was still - that is, after

almost 20 years of activities - rather cheerless. The factories of MBB-

VFW which participate in the production of the Airbuses had planned to

manufacture 8 planes per month. Instead the real output in mid-1984 was

less than 4 per month. Nevertheless the stock of unsold planes - so-

called "white tails" - increased to 26. The number of employees is de-

clining and one works less hours. One still is far away from the break-

even-point and does not expect to reach it before 1990. A considerable

problem in this respect is that labour productivity is considered to be

too low; especially when compared to Boeing's.

With regard to the history and prospects of Airbus, Mr. GrUner

of the West German Ministry of Economic Affairs has made some interest-

ing remarks in an interview with Wirtschaftswoche (May 18th,  1984).

Looking back at the experiences of almost two decades he personally con-
cludes that it would have been better not to engage in this project. Re

refers to "many disappointed expectations". But on the other hand he

stresses the need to continue. Given the enormous investments tliat have
been made it would be unwise to quit. He does not see an alternative to
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trying to progress on the road one has decided to take years ago. He

thinks there may be opportunities for Airbus if it manages to cut costs

and benefits from an expected upturn in demand.

It is hard to foresee the prospects of Airbus. But,  indeed,

there may be real opportunities for market success. There have been some

favourable developments in the second half of 1984 which would allow a

more optimistic outlook. Firstly, the financial results of airlines are

rapidly improving in 1984 and the necessity to replace aircraft is in-

creasing. Thus it may very well be that global demand for aircraft picks

up earlier and more substantially than hitherto expected. (One original-

ly had not expected  the market to start livening up before 1987.)

Secondly, the competitive strength of Airbus seems to be increasing

significantly. Especially the dramatic revaluation of the dollar implies

a cost advantage for Airbus as compared to Boeing. Besides Airbus is
likely to benefit from significant economies of scale when it broadens

its product range and increases its production. Finally, in September

1984 it received a gigantic order for 91 planes from PanAm.50) Apart

from the magnitude of the order itself it is generally considered to be

a breakthrdugh on the vital American market. All this may make Airbus a

business economically viable company in the second half of the 198Os,
that is, after more than 20 years.

Conclusion. The West German aircraft industry still highly depends on
government support. If the government reduces or eliminates the flow of

subsidies, the remaining firms would probably not survive, or only on a

much smaller scale. The policy goal to create a business economically51)

viable industry has not been achieved up to now. The expansion has not

so much been based on the success of the products in the market, but has

more been due to the substantial subsidies.

What consequences this failure will have on the attitude of the

political decision-makers towards the aircraft industry is hard to say.

It should be noted that in the discussion a number of arguments in fa-
vour of continued subsidizing have been formulated. One argument points
at positive technological spill-over effects. Other sectors, and the
economy as a whole, would also benefit from technological achievements

in the aircraft industry. The danger of an American monopoly is also

suggested as a reason for keeping up a European aircraft industry. Mil-
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itary-strategic considerations have offered additional arguments in

favour of subsidizing from the very beginning. Maintaining production

facilities at various places and increasing technological know-how no

doubt strengthen the military posture. Finally, as a last example, it is

argued that other countries also subsidize their aircraft industry. In

this respect one particularly points at the USA with its Export-Import-

Bank and its comprehensive military and space programs from which the

civil aircraft industry benefits significantly.

We do not want to evaluate the validity of these arguments (for

an interesting discussion see HWWA 1984). Suffice it here to observe

that they do play a role in judging the desirability of these subsidies.
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CHAPTER 5

NETHERLANDS

5.1 General Background and Explanation of Enterprise Subsidies

5.1.1 Industrial policy in a historical perspective

The developments that took place in the 1970s in Holland - "Holland" and
"Netherlands" are supposed to be synonymous - can be better understood

when they are put in a historical context. As we will show, those de-

velopments are not as unique as they may seem at first sight. In fact

one can discern a number of themes that have also been of considerable

importance in the past. The discussion in this subsection of the main

ones in the period 1913 - 1970 will be helpful in understanding and ex-

plaining what happened in the 19708.

As a first step three structural determinants of the Dutch economy are

pointed out (see De Jong 1980, section 2):

1) Holland is a typical delta-economy. The combination of rivers, sea

and land has strongly influenced the scope and character of the eco-

nomic activities of the Dutch people.

2) The Netherlands is at a crossroads position. Its geographical situa-

tion - including the delta aspect - has made it naturally fit for

trade, transport and international services.

3) Dutch society is characterized by a balance between individual liber-

ty and social solidarity. This implies the absence of a strong cen-

tral government as well as a marked tendency to avoid extreme posi-

tions and a desire for moderateness and social equality. Government1)

policy is the outcome of complicated and unstable compromises between

many different groups and interests.

These structural determinants have been of great significance to

the degree of success - or, rather, lack of success - of the efforts to

implement a coherent and meaningful industrial policy. The first rele-
vant point in this respect is the lack of "industrial culture" (see De
Feyter,  1980). The rich trading tradition and its centuries-long pre-
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dominance in the Dutch economy have been working against the concept of

a broad industrial policy in two ways. On the one hand, the powerful

trade sector has an interest in free trade and liberal policies. That

is, the government(s) should not interfere in the economy. Industrial

policy would go against this principle. On the other hand industry in

general is being looked down upon. It does not have a favourable reputa-

tion. The process of industrialisation took off relatively late (in the

second half of the 19 century) and was mainly induced from abroad. The
th

industrialists who managed to benefit from this development have in gen-

eral not been in high esteem. This "anti-industry-mood" limits the pos-

sibilities to pursue an active industrial policy.

A second relevant point is the way policies are made in Holland.

The desire to compromise and the reluctance to take tough decisions go-

ing against the wishes of various groups make a clear selective policy

virtually impossible. De Jong (1980) argues that the Dutch government

does not "direct" or prescribe, but merely registers (or sanctions) and

tries to keep a balance between interest groups. Thus it is more or less

hostage to the latter. This makes it very difficult to pursue a consis-

tent, longer-term national industrial strategy as the different inter-

ests, positions and opinions of various groups keep the government from

developing such policy. Indeed, as we are going to briefly discuss now,
the Dutch experiences show that no such policy has emerged. Instead we

will observe a sequence of ad hoc decisions, compromises (which keep

"everybody" satisfied by not involving a clear decision or from which a

substantial majority seemingly benefits) and policy changes.

The Netherlands industrialized rapidly in the period 1913 - 1919, that

is, roughly during World War I in which Holland remained neutral. This

industrialisation mainly occurred spontaneously, that is, without gov-

ernment support (see De Hen 1980,  p. 30).2) There were some notable

exceptions, however. The government did participate in the creation of

the steel company Hoogovens, for instance.3)

A bit later, in the 19208, the government stimulated firms like K.L.M.

and Fokker in various ways. But these were exceptions and successive

governments remained very reluctant to intervene in industry until the

1930s. The interventionism during World War I - which had primarily been

a compilation of ad hoc crisis measures - was abandoned. When the econo-
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mic  situation  improved after  the  war,  government  support  virtually
stopped.

This does not imply that the implementation of some kind of in-
dustrial policy was not thought about. On the contrary, De Hen (1980, p.

58) observes that "enthusiastically advising, but seemingly without
results, appears to have been a hobby in economic-political life in the

1920s. What a number of not-finished or half-finished projects and half-
completed institutions! " This bleak reality   is also reflected   in   the
"pre-advice" of Kortenhorst in 1925 who observes that the departments
involved in "welfare politics" are not an organisational unity.
Related subjects are split up and dealt with by various departments.
Also within departments there is a lack of coherence between sections
and units (see De Ren p. 66). Clearly, the spirit and circumstances of
the 1920s were not conducive to engaging in industrial policy.

In one important respect government did not adhere to its liber-

al economic ideology, however.  It adopted - and still adopts; see De
Jong 1979, footnote 21 - a benevolent attitude towards trusts and car-
tels. The significant process of concentration in Dutch industry4  and
the emergence of trusts and cartels were sanctioned by the government.

With the severe economic crisis of the 1930s the picture con-
cerning government intervention started to change. The government came
under increasing pressure to support ailing industries. It did not suc-

cumb at once: the first major call for support in years, from the sugar
company Du Croo en Brauns in the winter of 1929 - 1930, was rejected af-
ter half a year of deliberations. But the pressure became too hard to

resist and De Hen (p. 86) observes: "What still had been impossible for
Du Croo en Brauns was no longer out of the question in 1932, and in-
creasingly became a quite normal affair from 1934 onwards. The govern-
ment only managed not to make the exchequer directly pay for it, but
shifted the burden to the consumer by shielding off markets".

Three points need to be noted with respect to this development.
Firstly, the  protectionist  trade  policy  through  import  quotas  -
contingentering - was the main aspect of the industrial policy in the
19309. The direct financial support to sectors and firms5J was more or

less complementary; it remained less important. Secondly, the pressure
on government to intervene grew as the traditional "free-traders" ran
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into trouble as well and joined the industrialists in their calls for

support. When the powerful Catholic party RKSP and the social-democratic

party SDAP started to push in the same direction, interventionism became

politically inevitable. Thirdly, despite the growing interventionism the

focus  of  economic  policy  remained  liberal  and macro-oriented.  The

central goal was "adjustment" (aanpassing) which implied a drastic

reduction  in  production costs,  mainly  through lowering wages.  Deep

budget cuts were also deemed necessary. Prime minister Colijn considered

the support to companies as a means to make the "really important" macro

adjustment politically acceptable.
6)

As has been indicated already, the amounts granted to enterpris-

es through subsidies in the 19308 have not been very impressive. The

main source of financing was the "Labour Fund" (Werkfonds) which subsi-
dized around 75 projects with a total amount of 19.5 million guilders.

Three other institutions were involved (Rijkscommissie voor de Werkver-

ruiming, Rilksnilverheidsdienst, Industriebank Limburg) which operated

on an even smaller scale (and sometimes in co-operation with the Labour

Fund). Apart from a few large projects most grants were quite low: often

less than a thousand guilders. A remarkable aspect was the (relatively)

heavy support to the shipbuilding industry.

Despite the small quantitative importance of this kind of poli-

cy, it does provide a number of valuable insights. The following points

are highlighted from De Hen's detailed discussion:

1) The number of studies, reports and committees dealing with the matter

- reflecting the activities of people from various professions: bank-

ers,  industrialists,  traders,  unionists,  people representing small

business, civil servants, politicians, scholars - is striking. Most
of these have had little or no effect, however. The experiences with

the "Economic Council" (Economische Raad) are a typical example. The

Minister of Economic Affairs wanted to create an advisory body which

would serve as a link to important people in economic life. Because

of bad experiences with the councils just after World War I7  it was

decided not to make this council a representative one. It should only

consist of economic experts who speak for themselves, that is, who do

not represent some interest group. After much delay the council was

installed,8  but it soon turned out that the system chosen was not

going to be a success. It did not have sufficient political backing
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and it felt it was being ignored by the government and by the depart-

ment of economic affairs. Efforts to make it more representative did

not raise its effectiveness.

2) The economic policy was mainly of an ad hoc nature. Although it was
not the intention of the government, it turned out to be inevitable.

In practice one concentrated on warding off crises. The economic pol-
icy gradually (and almost "secretly") emerged as the increasingly
active and powerful Ministry of Economic Affairs reacted to the actu-

al developments (De Hen pp. 77-78).

3) There was a tendency to treat large enterprises favourably in the

sense that in their case the strict criteria for support were loos-

ened. Besides, the benevolent attitude towards trusts and cartels

persisted. In 1939 "cartelization had spread all over the Dutch
business community"  (De  Hen  p.  222). The frequent contacts and close

interconnection between leading authorities (politicians and civil

servants) and leading businessmen should be mentioned as well.

The final aspect that requires attention concerns the establish-

ment of an industrial bank by the state in September 1936: "Mavif"
(Maatschappil voor Industriefinanciering). Not that it has been impor-

tant as such: it operated on a very small scale.9  But Mavif deserves to

be mentioned for two reasons. Firstly, it intended to fill a serious gap

in the available credit facilities. The private commercial banks were

very reluctant to grant medium or long-term credits to industry, and

were extremely risk aversive. Also new companies and smaller firms did
not have much chance to obtain a loan. The general feeling was that be-

cause of the conservative attitude of these banks - which were inclined
to regard such activities as being "none of their business" - profitable
opportunities were missed. The failure of Mavif to fill this gap before
the war led to a more impressive attempt after the war. Mavif can be
seen   as a predecessor   to the post-war "Recovery Bank" (Herstelbank).
That is the second reason it is worth mentioning.

The first years after World War II the Dutch government seemed
to adopt a thorough-going industrial  policy. The Recovery Bank was

founded by the state in co-operation with large banks and institutional
investors, and immediately became a sizable bank. In this respect it was
very unlike the minor pre-war Mavif. By the end of 1946 its capital was
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300 million guilders and it had granted 68 credits amounting to over 50

million guilders. In 1947 and 1948 the latter amount increased to 122

million and 205 million guilders respectively. The loans were granted in

accordance with the government's economic policy.

There was a quite general feeling that the government should pursue an

active, interventionist economic policy and should "show the way". In-
deed, the government set out to try to realize such policy. One instru-

ment of prime importance was going to be the so-called PBO (Publiek

Rechtelijke Bedrijfsorganisatie).  In this concept representatives of

government, firms and employees had to work together to develop a coher-

ent economic strategy. One would have to abide by the decisions taken by

the PBO-organs. This would substantially limit the operation of the free

market - for instance the freedom of action for individual firms - and

would imply a great step toward central planning. The establishment of

the CPB (Central Planning Bureau) was considered to be another, related,

step on this road. The economists working at the CPB would have to

assist economic policy by providing theoretical and empirical studies

and reports. Finally, the Industrialisation Reports (Industrialisatie-

nota's) were intended to be another instrument helpful in implementing

industrial policy. The government was supposed to set out the main lines

of the industrial development in these reports. Industry would have to

follow along those lines.

The ambitious concepts did not survive for long, however. The

original ideas about the PBO turned out to be unacceptable to a majority

in parliament. It became subject to political bargaining with active

participation of business pressure groups. The final outcome was a com-

promise that significantly reduced the PBO's scope and power. According-

ly, the CPB never became a true planning agency, but turned into a ma-

cro-oriented scientific advisory body. The Industrialisation Reports did

not so much "show the way" but, instead, described and tried to forecast

it.

Thus, the industrial policy concept was deprived of its crucial elements

from the very beginning. The question coming up is why this happened?

Basically, these farreaching ideas were not put into practice

because of political reasons. The broad consensus that was deemed to be

a prerequisite to implementing industrial policy did not materialize.The

consensus directly after the war about the need for swift and powerful
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government action to clear the damage and revitalize the economy soon
broke apart when one had to decide on the course of action in the longer

term. Fundamental disagreements between social-democrats, liberals and
christian-democrats (as well as disagreement between various christian-
democratic  factions and parties)  occurred.  Those disagreements were
"fed" by interest groups; most notably by organizations of employers and
unions. Typically, the government did not manage to take a clear, un-

equivocal decision about which course of action to adopt; if necessary
against the wishes of some group. Instead its policy was mainly the pro-

duct of ad hoc compromises between various opposing factions. This im-
plied that no substantial measures were taken that went against the in-
terest of any important group. The government primarily reacted rather

than acted (see De Hen pp. 306, 307 and De Jong 1980).
Thus, only a weak and unimpressive version of the original concept of
industrial policy was adopted.10  The little that had been left to start

with also gradually eroded in the 1950s and 1960s. The PBO became ever
more insignificant as its decisions were either ignored by some of the
participants or were so vague and ambiguous that everybody could agree.
Academic interest in industrial policy faded as the scene came to be
dominated by Keynesian macro-economics. The focus of the Industrialisa-
tion Reports gradually shifted from micro to macro,  from specific to

global and from recommending to observing. The last (8th) Report was
published in 1963. Besides, the spectacular economic recovery and growth
in the 1950s and 1960s seemed to prove that the economy could do very
well - or better - without detailed, specific government intervention.
The activities of the Recovery Bank also became far less important to
the economy as the business sector was increasingly profitable and as
the private banks extended and broadened their (range of) credits.

Two additional remarks should be made about this development.
Firstly, the government did play an important role in the economy in a
number of other respects. Wilers (1982) presents an overview of the ac-
tual government policy and points to its contribution to the economic
recovery and growth. Policies to create a favourable economic climate
for enterprises were of considerable importance. Secondly, the govern-
ment did take some measures of a selective nature. Most notably, the
government has been quite active in the field of regional economic poll-
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cy.  A few instruments were introduced which aimed at smaller firms

and/or innovative projects.

The selective economic policies were in general basically in-

significant, however. Particularly around the mid-19608 these policies

were of minor importance. But the first rudimentary signs of a "revival"

can be traced to that time. The shipbuilding industry had run into trou-

ble and the Committee-Keyser issued a report with recommendations to

solve the problems in 1965.11  In the same year the Minister of Economic

Affairs announced a comprehensive support program for coal mining in the

south of Limburg. The pits were to close down gradually. (The last one

closed in 1974.) Another sign was that academic interest in other than

macro-economic policies started to increase in the second half of the

1960s. These signs may be interpreted ex post as being an omen of what

was to come in the 1970s. Indeed, the developments in that decade can

only be understood against the background of "things running into trou-

ble" on the one hand and "deliberate efforts to develop a coherent in-

dustrial policy" on the other hand. Particularly the relationship be-

tween the two phenomena turned out to be of the utmost importance. The

story of how and why these two tracks got together, and what happened as

a consequence of that, is basically the story of the 19708.

5.1.2 The 19709

The 1970s brought a marked deterioration of economic performance: Table

1.

After 1973 we faced the most substantial economic downturn since the

193Os, which, of course, has been analyzed and discussed in numerous

books, articles and reports. Our (brief) account of what happened and

why, will concentrate, in accordance with our subject, on the role of

government and its relationship to the business sector.

After around two decades of solid economic growth and increasing pros-

perity the general mood more and more became one of "anything is possi-

ble". Economic progress seemed to be coming about automatically and it

increasingly was taken for granted. Optimistic expectations about what

was possible to achieve and corresponding demands were typical aspects

of society. Also particularly important in this respect was that people
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Table 1 Economic Growth, Inflation, and Unemployment

% change real GNP

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

6.0 3.3 4.7 5.9    0 -2.1 5.9 2.5 2.2 0.3

average economic growth per decade in %

1950-1959 1960-1969 1970-1979

4.3 5.6 2.8

% change consumer prices

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

4.4 8.3 8.8 9.3 10.1 10.7 8.8 6.0 4.4 4.6

average inflation per decade in %

1950-1959 1960-1969 1970-1979

3.1 3.9 8.2

unemployment in %

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

1.4 1.7 2.8 2.9 3.5 4.9 5.3 5.2 5.2 5.3

average unemployment per decade in %

1950-1959 1960-1969 1970-1979

2.6 1.4 3.8

Note: Unemployment = registered unemployment in per cent of total labour

force

Source: CPB, various issues of the CEP

became more articulate and better aware of (what they thought to be)
their interests. This changing attitude and mood, which often is re-

ferred to as the "spirit of the 196Os", had great consequences for
government policy in the second half of the 19608 and 19708.12) In

general terms we can say that government was subjected to so much pres-

sure "from below" to pursue policies that satisfied the ever growing
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appetite of people for "pleasant things", that it was virtually
(politically) impossible to resist these demands. The longer term econo-

mic consequences hardly mattered politically.13  It is only against this

background that one can understand the main economic developments and
the role of government in the 19708 which we are going to indicate now.

The first relevant development was the unprecedented growth in govern-

ment spending (see Table 2). Rapid extension of existing programs and

the implementation of a whole range of new ones make up one set of ex-

planatory factors. Another set concerns the social security system. This

grew ever more costly as, on the one hand, facilities were improved and

broadened, while, on the other hand, more people came to depend on it

because of the economic crisis. Finally, part of the increase was moti-

vated by a deliberate, old-style Keynesian effort to solve the problems

by raising government spending. The underlying idea that one faced a

temporary recession - primarily induced by the quadrupling oil prices

and the resulting international shortfall in demand - ignored the impor-

tance of the growing structural flaws in the economy, and was attractive

from a political point of view.

Of course, the rapidly growing expenditures had to be financed,

and this was accomplished, basically, in three ways. Taxes and social

security premiums (especially the latter) were raised, other revenues

increased (particularly revenues connected to the exploitation of natu-

ral gas), and the budget deficit was allowed to rise (see Table 2). The

latter had to be covered by a combination of long-term debt financing

and monetary financing. In order to be able to properly assess the con-

sequences of this policy to the business sector, attention to the devel-

opments on the "wage front" is also necessary.

Roughly since the mid-19608 wages - that is labour income in the

broadest sense, including all kinds of benefits - had been rising rapid-

ly. Although initially this may have made economic sense, the process

got out of hand later on as wages kept on increasing more than product-

ivity. A vital role in this respect was played by the universally adopt-

ed practice to automatically compensate for price rises. Wages could not

fall in real terms since any burden falling upon wages was automatically
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Table 2 Public Finances

Public expenditures in per cent of national income

1960 1965 1970 1975 1979

central government 13.5 12.9 14.0 16.6 18.9

lower governmental institutions 13.7 15.9 17.7 21.3 20.8

social security 9.1 13.0 16.5 21.9 24.4

public budget deficit in % 1.4    5.1    3.8    5.3    5.5

Note: Percentages of net national income in market prices. The public

budget deficit concerns the deficit of the "total" government
Source: National Accounts, CPB: CEP (various issues)

shifted onto the employers. As one also managed to obtain real wage in-
creases, the wage bill rose drastically.

The combination of government policy and wage settlements signi-
fled a heavy burden on the business sector. The increase in taxes and
social security payments ultimately had to be paid for by the enterpris-
es.14  To the extent that the budget deficit caused higher interest

rates and more inflation, the business sector suffered again. In addi-
tion, inflation imported from abroad - most notably, but not exclusive-

ly, through higher crude oil prices - was also shifted to business.
This process of "shifting the burden" (afwenteling) has been

allowed to go on for years. Although the disastrous consequences were
increasingly pointed out,  and gradually became manifest in the mid-

19708, government reacted very slowly and half-heartedly. It kept on
raising its expenditures and did not interfere substantially in the
terms of wage contracts. Basically, it did not dare to stand up against
the insatiable appetite of so many people for more government services

and higher personal incomes. In fact, it can very well be argued that
for quite a few years government nurtured this development. The employ-
ers in the meantime did not manage to stop the tide on their own; they

were forced to accept the costly wage settlements. Their protests and
complaints were virtually ignored for a long time as they were politi-
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cally irrelevant. One aspect of this irrelevance needs to be explicitly

mentioned. The "spirit of the 196Os" carried along a markedly anti-in-

dustry-mood. It seems safe to state that to many people, especially in

the first half of the 19708, the word "industry" had a negative connota-

tion. Presumably those people did not mind that industry was running

into trouble; some may even have liked it. The lack of "industrial cul-

ture" in the Netherlands (see previous subsection) may have played a

role too.

In addition to the "direct" financial burdens On the business sector

just discussed, government policy in a number of respects implied an

"indirect" burden as well.

Firstly, enterprises became subject to, or had to take account of, ever

more regulations of all kinds. The cumulation of (ad hoc) measures ser-

iously limited the flexibility and freedom of action of firms. Their

possibilities to raise efficiency were reduced accordingly. Secondly,

the deliberate government policy to lessen income differentials and to

improve and extend the social security system had a negative effect on

the functioning of the labour market.15  The essential role of mutations

in (differences of) wages as price signals in the market economy was

thus eroded. Besides, the incentives to perform well, to retrain or to

relocate were weakened.

It looks virtually impossible to reasonably estimate the costs to the

business sector induced by these factors. That they have been of consid-

erable importance seems to be beyond doubt, however.

The cumulation of these factors dramatically weakened the business sec-

tor. Before providing empirical data that illustrate the decline we want

to make one additional comment. The preceding discussion concentrates on

factors related to the political process. This not only reflects the

particular approach of this study, but is also warranted by the actual

importance of the phenomena discussed. This is not to suggest that there

have been no other relevant variables involved. External developments,

for instance, have aggrevated problems as well. The oil crisis, 16) the

global recession and the international monetary developments can be men-

tioned in this respect. But these do not alter the fact that the politi-

cal reaction not only has been inadequate, but has also greatly worsened

things.
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Table 3 Indicators of Business Results

Share of equity capital in total capital for firms at the stock exchange
in %

1960 1965 1970 1975 1979

Trade               --        33        33        29        26
Industry            --        46 36 27        23

Share of labour income as a % of the gross income of enterprises (ar-
beidsinkomensquote, AIQ)

1960 1965 1970 1975 1979

"Normal" AIQ 69.6 75.6 79.3 84.3 80.0

Corrected AIQ 71.5 77.3 83.5 93.9 91.5

Note: The corrected AIQ excludes the natural gas production, public uti-lities and the exploitation of houses.
Source: CPB: CEP (various issues), Duffhues, P.J.W. and v.d. Hilst, J.

(1984)

Table 4 illuminates the growing burden on the business sector from an-

other perspective.

Table 4 Labour Market Structure

1960 1970 1979

1) Number of people working in the

private sector 3320 3800 3450

2) Number of people working for the

the government and (semi-)

governmental institutions 650 800 1080

3) Number of people getting an
income transfer from the public

sector 1300 1840 2680

(2+3)/(1) 0.59 0.69 1.10

Note: Number of people in 1000 man-years.
Source: Stevers (1979), p. 22.
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The data in tables 3 and 4 clearly reveal the problems facing the busi-

ness sector as a whole. It became increasingly difficult for Dutch en-

terprises to successfully participate in the competitive struggle, at

home as well as abroad, and to keep up with new developments. The desir-

able shift to new products and production techniques - desirable in the

light of developments on the world market - occurred too slowly.

But more important to the explanation of enterprise subsidies was the
acute crisis in which ever more companies ran. In the generally unfa-

vourable circumstances relatively weak firms were driven to the verge of

bankruptcy. They were either actually liquidated or had to reduce their

activities, and in most cases the number of jobs, substantially. As this

process accelerated the pressure on government "to do something" in-   -

creased. Especially the growing unemployment and the threat of more re-

dundancies in the (near) future made the pressure rise. The government

was forced to act quickly to keep the emergency cases from collaps-

ing.17  It had to intervene by granting subsidies on an ever larger

scale. In no way had this been planned and properly arranged. It merely

reacted ad hoc to the calls for support by granting subsidies one way or

another. Thus the number of measures, arrangements and facilities con-

cerning subsidies to enterprises grew rapidly, as well as the amounts

involved. (See next section.)

Although the process just described is of vital importance to

understanding what happened with regards to enterprise subsidies in the

19708, it does not tell the full story. As has been pointed out above,

the Netherlands has quite a tradition in thinking about industrial poli-

cy - recall the flood of reports, studies, proposals and committees over

the years - and the intellectual interest had been growing again since

the second half of the 1960s. In addition the general climate had very

much turned in favour of government intervention, and the expectations

about what government could and should achieve had risen accordingly.

This academic and popular trend translated into a purposeful effort to

steer the economy. Roughly speaking we could say that the preparatory

work was done prior to 1975, while afterwards concrete proposals were

formulated and debated, some of which were put into practice.

The most significant examples are the "Report about Selective Growth"

(Nota Selectieve Groei, Tweede Kamer, 1975-1976), the "Report about  In-

novation Policy" (Innovatienota, 1979), the "Report about Sectoral Poli-
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cy" (Sectornota, Tweede Kamer, 1979-1980), and "Position and Future of
Dutch Industry" (Plaats en Toekomst van de Nederlandse Industrie, WRR
1980b).18  These reports will be referred to in sections 2 and 3, but at
this point we want to Stress that they can be seen as deliberate efforts

to implement a coherent industrial policy. They exemplify "the planned
part"  of the background and explanation of enterprise subsidies.

For a proper understanding and explanation of what happened in the 19708
it is necessary to look at the interaction of the factors described. We
can summarize the developments in the 1970s as a "three-track-process":
1) A general deterioration of trade and industry;

2) A catastrophic development of an increasing number of firms;
3) Purposeful efforts to create a system of selective government inter-

vention

Although point 3 was supposed to be stressed, the actual practice was
mainly determined by tracks 1 and 2. As will be seen below, the trernen-
dous expansion of the "system" of enterprise subsidies came about
primarily as a sometimes panic-like reaction to the unfavourable econ-
Olnic developments. Politicians came up with one measure after the other
-and with exemptions and changes to existing measures - to "stop the
tide",   particularly   the   tide of growing unemployment. In these circum-
stances there was no scope whatsoever for trying to realize theoretical

intentions about industrial policy. The actual situation enforced dif-
ferent policies.

Besides, two related aspects of this development deserve to be
mentioned. Firstly, the reports themselves were, so to speak, influenced
by the deteriorating economic climate. Of course they could not ignore
it and had to address the growing problems. Thus they had to pay more
attention to defensive issues and to matters of interest to politicians.

The quality of analysis may have suffered considerably in a number of
cases. 19  Secondly, the policy recommendations of the reports immediate-
ly became subject to political bickering. Many proposals were thwarted
in the political process, or were put into practice half-heartedly. A
brief look at the fate of the four reports mentioned illustrates the
point.20) The WIR (from the Nota Selectieve Groei) has been changed over

and over again from the very beginning and hardly reflects its original
intentions. Its "steering character" has been virtually abolished. The
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Innovatienota seems to have survived better. Some important recommenda-

tions are being put into practice, although with considerable delay. The

proposals and ideas of the Sectornota have been almost fully neglected

in practice.  The  sectoral orientation in economic policy has moved

(even) further into the background. The extent to which the basic ideas

of the WRR-report Plaats en Toekomst van de Nederlandse Industrie have

actually been implemented is hard to describe in a couple of sentences.

In some respects this report has had considerable impact on economic

policy (see below). Suffice it at this point to observe, however, that

its  recommendations  concerning  (structural)  sectoral  policy  and  a

national (selective) industrial strategy have hardly been carried into

effect in the way it had been intended.
21)

All this leads to the conclusion that a coherent industrial pol-

icy failed to come about.22  The actual policy was primarily the result

of politicians' ad hoc reactions in a crisis situation. No agreement
could be reached on how to try to implement a longer-term industrial

policy.

The policy that actually emerged resulted from a range of compromises

and temporary, short-term "solutions". These aspects have been most

characteristic of the Dutch practice of enterprise subsidies.

These experiences look quite familiar as they have been ob-

served, mutatis mutandis, in the decades prior to the 1970s as well.

Indeed, one might say: d&la vu.

Bearing this in mind we turn to describe the actual practice of that

part of industrial policy that makes up our subject: enterprise subsi-

dies.

5.2 Enterprise Subsidies in the Netherlands

5.2.1 Introduction

Presenting a comprehensive overview of subsidy arrangements for enter-

prises in the Netherlands would take many more pages than are available.

A considerable number of articles, books and studies deal with (part of)

the subject.23  Typically they start out by stressing that they do not

pretend to give the full picture but had to restrict themselves to cer-

tain aspects. Accordingly they differ substantially, and come up with
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various classifications. Equally typical are the complaints about the
lack of transparency, overwhelming complexity and difficulty of getting
a grip on the matter. A related problem is the frequency with which new

measures are introduced and existing measures abolished or changed. Thus
the "system" has been changing continuously.

Our description will classify the subsidy arrangements according
to the policy goal they are supposed to serve. This particular classifi-

cation - quite a few others are possible as well - seems to fit our pur-
poses best. We will briefly discuss the most important subsidy measures
within each category. Of course, the allocation of measures over the
categories is to some degree arbitrary. It will also become clear that

important interconnections between the "separate" categories exist.
Before describing the subsidy arrangements which are most relevant to
us, we want to given an impression of the magnitude of the amounts in-

volved in the government facilities for enterprises in general (Table
5). Subsidies from local and provincial authorities will not be consid-
ered.

Table 5 shows that the WIR (Wet Investeringsrekening, Investment Account
Act) is a major support scheme. The WIR is almost fully outside our
scope since it hardly differentiates among enterprises (any more) in a
way that would fit our definition. Nevertheless some points are inter-
esting to note. It was intended to stimulate investments (and thus em-
ployment) in general as well as in particular directions. Next to basic

premiums - which varied between investments in different types of capi-
tal goods24) _ one could obtain additional allowances for specific pur-
poses. These selective premiums were supposed to make up the heart of
the WIR as they were the instruments through which the government could
stimulate the economy in certain directions. These intentions were not
fulfilled as the basic premiums made up 83% of total WIR-expenditures in

the period 1978-1983 (see Vermeend (1983), pp. 114-122). In the mean-
time, three out of the six specific premiums - for relocation in problem

areas (ROT), regional stimulation (BRT) and large projects (GPT) - have
been abolished. The only one left that is of interest to US iS the pre-

mium for small projects (Kleinschaligheidstoeslag, KST). The premiums
for depollution projects and energy conservation are outside the scope
of this study.



Table 5 Governmental Financial Facilities for Enterprises

Transaction basis, million guilders

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984' 1985'

1) Fiscal

Facilities 400 700 1700 2300 2600 5000 6200 5700 6700 6600 7000 8400 8900

a) WIR 2100 5300 5300 5200 4800 4600 4800 5100

b) Other 400 700 1700 2300 2600 2900 900 400 1500 1800 2400 3600 3800

2) Grants, loans

and equity

participations 165 426 864 963 1791 2060 2002 1433 1665 2353 1716 1604
r-
CO

3) Guarantees 201 432 796 922 1003 996 661 888 1134 2334 1526 850

1+2+3 766 1558 3360 4185 5394 8056 8863 8021 9499 11197 10262 10854

' Estimates government budget 1985

Source: Tweede kamer, Vergaderjaar 1984 - 1985, 17 817, no. 43
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The actual development in the (structure of the) WIR and the

increasing importance of the other fiscal facilities, which are of a
general character, testify to a marked shift away from selective govern-

ment intervention in this respect. Instead of a (primarily) different-

iated WIR replacing general fiscal investments stimuli - like the previ-

ous system of accelerated depreciation and investment allowances (VAIA)

- we seem to end up with a (primarily) general WIR and a comeback of

other general measures. On the other hand, however, lines 2 and 3 in

table 5 show that selective intervention is still being practiced on a

substantial scale. We will now categorize the relevant measures and ar-

rangements, and briefly discuss the most important ones.

5.2.2 Regional subsidies

Regional economic policy does have some tradition in Holland.  It has

consistently been paid attention to in the Industrialisation Reports

(1949-1963). Also afterwards, government reports dealing with the matter
have been issued quite regularly.25  The actual policy has concentrated

on two points: government expenditures on the infrastructure in certain

regions and selective financial support measures. As examples of the

latter we may mention in chronological order: The Welvaartsplan Zuid-

Oost Drente (around 1950), the Premie- en Prijsreductieregeling Bevorde-

ring Industrialisatie Kerngemeenten (1953-1959), the Premie- en Prijsre-

ductieregeling Bevordering Industrialisatie Ontwikkelingskernen (1959-

1964), the Premie- en Prijsreductieregeling Stimulering Industrievesti-

ging Ontwikkelingskernen (1965-1969), the Investeringsregeling Regionale

Vestiging en Uitbreiding Industriale Bedrilven (until 1977), and the

Investeringspremieregeling Vestiging Stuwende Dienstverlenende Bedrij-

ven, (until 1977 as well).
The latter two schemes were combined into the Investeringspremieregeling

regionale Vestiging en Uitbreiding Industridle en Stuwende Dienstverle-

nende Bedrijven (known as IPR) in 1977. The IPR is a major regional in-

vestment premium scheme. It entails grants to companies that invest in

certain areas (the northern provinces, Twente and the restructuring area

Limburg) or cities. The subsidies are calculated as a percentage of the

cost of investments in fixed assets, and the premiums vary between dif-

ferent places. They run from 15 to 35 per cent.
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Table 6 Amounts Committed to IPR 1973-1984

Million guilders

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

90 169 114 158 299 270 273 304 276 349 199 419

Note: The amounts for 1973-1976 are the sum of the two schemes that were

combined into the IPR in 1977.

Source: Tweede Kamer, vergaderjaar 1984-1985, 17 817, no. 43, Bijlage A

The regional development companies are also quite important with

respect to subsidisation activities. There are five companies: the Noor-

delilke Ontwikkelingsmaatschappil (NOM; founded 1974), the Limburgs In-

stituut  voor Ontwikkeling en Financiering (LIOF;  founded  1975),  the

Overijsselse Ontwikkelings Maatschappij (OOM; founded 1975), the Gelder-

se Ontwikkelingsmaatschappil (GOM; founded 1978), and the Brabantse Ont-

wikkelingsmaatschappij (BOM; founded   1983).   The  main  goal of these   com-

panies is in principle the same: strengthening the socio-economic struc-

ture of the respective region. The concrete ways in which they try to

achieve this goal vary a little, but the emphasis has been on providing

equity capital and/or loans to firms in the region. Besides, they engage

in activities like acquisition - that is, trying to attract firms from

outside the region - management advice, and innovation - that is, as-

sisting companies with the development of new products and production

techniques.

Table 7 provides some key figures on the size of the regional

development companies.
26)

It is evident that the NOM and the LIOF are by far the most important

ones. The regional development companies are highly dependent on state

and/or provincial authorities. In the case of the NaM,  for instance,

this dependence can be illustrated by the following points:
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Table 7 Key Data on Regional Development Companies

End of 1983, million guilders

NOM OOM GOM LIOF
Total assets 380            4           2         130

Operating costs 6.4 2.3 1.3 7.6

Total amount of equity

participations and loans 196 4.4 6.8          90

Source: Twijnstra Gudde (1984)

- the state is the only shareholder,

- the operating costs are carried by the state,

- the operating loss is covered by the state,27)

- the state appoints the Supervisory Board and the Board of Management.

The Supervisory Board consists of 12 people:

+ one chairman,

+ one representative of each of the provincial governments of the
three northern provinces,

+ three members from the employers organizations,

+ three members from the national unions,

+ one representative from the Ministry of Economic Affairs,
+ one representative from the Ministry of Finance.

The IPR and the regional development companies are the most important
instruments of regional economic policy with respect to enterprises.
Other instruments to be mentioned:

- The specific WIR-premiums BRT and ROT. Both premiums were abolished in

1983. The yearly amounts involved were around 170 million guilders and
20 million guilders respectively.

- Part of the fund for Steunverlening Individuele Bedrijven (SIB, sup-

port for individual companies). This subsidy arrangement for companies
in trouble is supposed to work in favour of regions with relatively
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high unemployment. But the regional component has become less impor-

28) (Seetant over time. for the SIB subsection 5.2.6.)

- The Selectieve Investeringsrekening (SIR). The SIR is interesting to

mention since its history reflects the shift in policy as a conse-

quence of the deepening economic crisis. It was intended to be a nega-

tive subsidy on investments in the West of the Netherlands (Randstad

Holland) which should curtail investments in that area. (It also ap-

plied to the Veluwe.) But as investments began to decrease anyway,

causing growing unemployment in the Randstad too, the SIR became inap-

propriate. It was cut back to a system of mandatory registration and

licenses, and was finally abolished altogether.

- The Margebeleid and contributions from the "European Fund for Regional

Development" (EFRO). Holland obtains 1.24% of the total expenditures

of this fund.

- The ISP-facility for companies. This is of minor importance.

5.2.3 Sectoral subsidies

Three types of sectoral subsidies can be distinguished. The first type

concerns a number of projects to improve the structure of sectors (ka-

derregelingen). A structural plan is being developed which formulates

the policy of adjustment for the sector. The "Dutch Reconstruction Com-
pany" (NEHEM, founded in 1972) prepares the studies and puts the plans

into effect. These restructuring projects have been implemented in the

cement, foundry, clothing, textile and shoe, and wool industry.

The second type concerns support for sectors which have diffi-

culties in standing up to international competition. They face a funda-

mental cost disadvantage and do not seem to have a bright future. The

most important benficiary is shipbuilding, and shipping has also re-

ceived considerable subsidies.

Finally, subsidies are being granted to sectors which are be-

lieved to be promising. Micro-electronics, bio-engineering and off-shore

activities can be mentioned here. This type of sectoral policy should be

seen in connection with innovation policy and the efforts to promote

"spearpoint" activities (speerpuntenbeleid). Another sector which is

being subsidized since it is considered to be valuable to the national
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economy is tourism. There were five subsidy arrangements for this sector
in 1983.

Table 8 Sectoral Subsidies

Million guilders

1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

251 225 566 671 487 520 553 538 450 434

To shipbuilding      88    32 390 422 317 337 349 305 170 172

To "spearpoints"

and high-tech

industries (as

from 1980) 129 112 163 110 208

Note: The arrangement for "spearpoints" and high-tech industries is one
of the major innovation subsidy arrangements in the 1980s (see
below)

Source: Tweede Kamer, vergaderjaar 1984-1985, 17 817, no. 43, pp. 10, 29

Two institutions are actively involved in the field of sectoral policy:
the NEHEM and the NIB (Nationale Investeringsbank; the sucessor of the
Herstelbank). The former does not provide much financial support. It
granted subsidies to a total amount of 132 million guilders in the per-
iod 1975-1978. In addition, the tendency is downward. More important in
terms of financial support for sector projects is the NIB. It granted
320 million guilders in the period 1975-1978. The stock of (relevant)

sectoral credits at the end of 1983 was 321 million guilders versus 364
million guilders at the end of 1980. The largest recipient is shipping.
(Source: Annual Reports of the NIB. Note that the arrangements for fish-
ing, South-Limburg and "others" have not been included here. They are
included in tables 12 and 13 below, however.)
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5.2.4 Innovation subsidies

Government policy to stimulate R&D i n enterprises was of ra-

ther limited significance up to the end of the 1970s. Table 2.1 in the

Sectornota shows that in 1978 only 5% of government support for R&D

was granted directly to companies. Corresponding figures for major other

industrialized countries were much higher: they varied in between 25%

and 53%. Government support was very much concentrated on research in-

stitutions - particularly TNO and institutions involved in nuclear ener-

gy - and technical universities. The major subsidy arrangement for en-

terprises was the "Development Credit" (Technisch Ontwikkelingskrediet)

which dates from 1954. Other arrangements were short-lived and/or only

small. (See Hagedoorn 1979 for figures concerning the 19708.)

The support for air & space projects presents a special case. We

may consider this support as enterprise subsidies in our sense since in

fact only two companies have benefited considerably from them - both di-

rectly and indirectly - : Philips and, particularly, Fokker.

The low priority of support to enterprises was increasingly at-

tacked in the second half of the 19708. The introduction of "spearpoint-

subsidies" in 1978 was a first step towards a more firm-oriented innova-

tion policy, but the marked increase in innovation subsidies to compan-

ies came about around 1980. In that period a number of reports were

published which stressed the desirability of increasing innovation poli-

cies. The Rathenau-commission published a report on micro-electronics in

1979. In the same year the government came up with its White Paper on

innovation policies in which more than 30 instruments were discussed.

(These were to shape the government's innovation policy in the 1980s. A

number of these concern measures outside our scope and some instruments

already existed in 1979.) Also the Sector Report paid attention to mat-

ters concerning innovation. The WRR (1980) report "Position and Future

of Dutch Industry" emphasized the need to shift to a more offensive and

innovative industrial strategy. Finally, the Wagner-commission (Advies-

commissie inzake (de voortgang van) het industriebeleid) issued a series

of reports in the period 1981-1984 that also emphasized innovation poli-

cies.

A common theme in these studies is the need to stimulate the

innovative performance of enterprises by decreasing the costs of R&D-
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which were said to be (much) higher than in other countries - as well as

the risks involved. This should on the one hand be achieved by making

research institutions such as TNO more business-oriented.  (A related
aspect is the establishment of "transfer points" at universities.) On
the other hand many proposals for subsidizing enterprises are formulat-

ed. The subsidy policy which actually emerged in the early 1980s might
be characterized as a combination of some of the proposals in these re-

ports. Twelve subsidy measures relevant to this study can be disting-

uished in the period 1979-1984. But more than half of these have not

been operational during the whole of this period. There has been consi-

derable commotion in the sense that measures were started after 1979

and/or abolished before 1984. (See v. Dijk and Kleinknecht (1984), Table

3. Gooren et al. (1983) also give an overview of subsidy measures.)

The subsidy measures in the early 1980s can roughly be distin-

guished in two major arrangements and a number of (much) smaller ones.

The first major one is the Development Credit which is a subordinated

loan with an interest rate of 5%. It covers up to 70% (60% in 1985) of

most of the development costs of innovation projects. The second impor-

tant arrangement subsidizes projects for new activities of an advanced

character involving high risks, long pay-out time and high spin-offs
29) This(Bevordering Hoogwaardige Industrie, incl. speerpunten). may be

done through soft loans or equity participation. The smaller subsidy

arrangements mainly concern support for small and medium-sized firms.

They include subsidies to stimulate the application of micro-electronics

and innovative management tools.30).

Another more sizable arrangement was put into operation in Octo-

ber 1984: the INSTIR (Innovatiestimuleringsregeling). Particularly small

and medium-sized firms are supposed to benefit from this facility which

has a budget of 1.1 billion guilders for five years.
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Table 9 Innovation Subsidies (LS) and Support for Air & Space Projects

(ASP)

Million guilders, 1975-1984

1975 1976 1977 1978 1979 1980 1981 1982

IS 43.0 43.4 116.4 112.3 117.9 196.0 437.1 532.8

(143.0) (316.9)

ASP(A) 12.6 26.3 31.5 51.4 46.9 98.2 174.5 220.8

ASP(R) 13.2 34.7 46.7 62.4 83.0 204.1 212.0 141.0

1983 1984

IS 627.4 749.4

ASP(A) 215.7 230.1

ASP(R) 137.5

Note: The figures about IS up to 1981 concern amounts that have been

committed. The figures as from 1981 - as well as the figures for

1979 and 1980 between brackets - concern the available budgets.

ASP(A) designates the allowed budgets and ASP(R) designates the

realized budgets.

The differences should be noted as they may be quite substantial.

Source: v. Dijk, J. and Kleinknecht, A. (1984), Tables 1 and 2; v. Dijk,

J. (1985), Appendix I

5.2.5 Subsidies for small and medium-sized firms

The major subsidy scheme in this category is the "Credit Arrangement for

Small and Medium-sized Firms" (Kredietbeschikking Midden- en Kleinbe-

drijf; KMKB). It is designed for firms with less than one hundred em-

ployees while industrial companies face the additional condition that

their sales should not exceed 10 million guilders annually. It encom-

passes three types of credit guarantees. The bedrilfskrediet is a me-

dium-term credit (up to 15 years) which can be used to finance normal

operational activities. The state guarantees this credit for 100%. The
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vermogensversterkingskrediet is a subordinated loan which strengthens
the financial position of the firm and increases its ability to obtain
additional financial funds. It entails a subsidy on interest of 50% dur-
ing the first three years for new firms. Besides, interest payments may
be partly postponed during the next three years. Established firms re-
ceive a subsidy on interest of 40% during the first three years provided
that they use the credit to finance investments. This reduction applies
to the interest payments on a maximum amount of 250,000 guilders. Again,
the state guarantees the credit for 100%. Finally, the bijzondere hypo-
thecaire geldlening allows a firm to buy or construct company buildings.
The state guarantees 40% of this loan. Each of these three types of
credit has to be approved by the Ministry of Economic Affairs if the
amount exceeds a certain ceiling. Requests to obtain a credit must be
formulated in co-operation with a private bank. The costs of the bank's
obligatory advice are also being subsidized.

Table 10 Credit Guarantees Committed to Small and Medium-Sized Firms
(KMKIt)

Million guilders

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

201 232 296 322 303 296 261 288 334 434 626 450

Source: Tweede Kamer, vergaderjaar 1984-1985, 17 817, no. 43, p. 29

It has already been stated that a number of subsidy arrangements
try to stimulate innovations in small and medium-sized firms. But the
total amounts involved have been small: less than 40 million guilders
annually for these measures taken together.

The specific WIR-premium for small projects (Kleinschaligheids-
toeslag; KST) should also be mentioned here. It subsidizes investments
below a ceiling of roughly 1.1 million guilders. The premium decreases
by steps of 1/4% from 6% for investments of less than roughly 47,000
guilders annually to 1/4% for investments in the category just below the
ceiling (figures for 1985). The amounts granted to companies total some-
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what over 200 million guilders annually (since 1979).

The "Industrial Guarantee Fund" (Industrieel Garantiefonds,  IGF)
takes a share of less than 50% in the equity capital of small and me-

dium-sized firms. It actually consists of two funds: the Financierings-

maatschappij industrieel Garantiefonds Amsterdam N.V. (FIGA) and the

Financieringsmaatschappij Industrieel Garantiefonds 's-Gravenhage N.V.

(FIGG). The former provides equity capital to a maximum of 750,000 guil-

ders. It operates on a very small scale under supervision of the Neder-

landse Middenstandsbank N.V. (NMB), which is a private bank specializing

in credits to small and medium-sized firms. The latter participates for

amounts between 100,000 and 10,000,000 guilders. It operates under su-

pervision of the NIB and its participations amounted to 63 million guil-

ders at the end of 1983. In addition two convertible loans had been

granted amounting to 0.7 million guilders. Since its establishment in

1962 the IGF has provided equity capital to 118 firms amounting to 146

million guilders. Only 5.5 million guilders of this amount stemmed from

the FIGA (Tweede Kamer, vergaderjaar 1983-1984,  15 306, no. 28).  It

should be realized that the subsidy element implicit in the activities

of FIGA and FIGG is probably insignificant. They primarily judge firms

on their business economic viability.

5.2.6 Subsidies for individual firms

This category of subsidies is probably the most well-known and has at-

tracted the most attention. They emerged in the mid-19708 and rapidly

grew to sizable dimensions. Many of these subsidies were granted to

firms in (deep) trouble but it should be realized that they did not flow

exclusively to such firms. In addition, there has been a marked policy

shift in the early 19808. This shift concerns both the magnitude of the

amounts involved and the degree of governmental involvement. Both have

been reduced significantly. This has increased the relative importance

of the activities of the Nationale Investeringsbank (NIB) which may best

be classified under this heading as well. There is a close relationship

between the government and the NIB.

We will distinguish between subsidies stemming directly from the

budget (point   1) - the so-called "Employment Money" (werkgelegenheids-

gelden); also called the "Support for Individual Companies" (Regeling
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steun aan individuele bedrilven; SIB) - and subsidies through the NIB

(point 2). But before that we should mention an important new subsidy
measure   here: the "Giants Arrangement" (gigantenregeling). This is a
subsidy on electricity costs for the largest users of electricity. It
was introduced in July 1982 and runs up to the end of 1987. The amounts
involved have rapidly risen to almost 800 million guilders in 1984. It
has thus become a major subsidy scheme from which a limited number of
large firms benefit.

1) A rapidly increasing number of companies ran into difficulties and
turned to the government for support in the period 1973-1975. The

government responded by granting more and more subsidies. The subsidy
policy was not well-defined and was subject to great confusion as it
had come about quite suddenly and unexpectedly. The first note con-

cerning criteria for support, conditions and procedures was formulat-
ed in October 1975 (Tweede Kamer, zitting 1975-1976, 13 685, no. 2).
The Minister of Economic Affairs wrote that the support aims to pre-
clude a threatened shut-down of (part of) a company, which would im-
ply a loss of employment and would perhaps also have other disadvan-
tages for the national economy. The subsidies are supposed to help
overcome temporary difficulties because of the recession and have a

regional aspect.

The government expressed its intention to gradually diminish
these subsidies in the Nota Selectieve Groei in 1976. The amounts
involved continued to increase in 1976 and 1977, however. In April
1977 the Minister of Economic Affairs wrote a letter to the parlia-
mentary committee on Economic Affairs (Tweede Kamer, zitting 1976-

1977, 14 100, no. 33). The criteria for support were formulated more
concretely.  (Up to then the criteria had remained quite vaguely.)
Only firms located in regions where unemployment exceeds 7% may be
suosidized. The limit is 15,000 guilders per employee plus an addi-
tional 3,000 guilders for every percentage point unemployment above
7%  with a maximum of 30,000 guilders per employee.

The Regeling steun aan individuele bedrilven (SIB), which had
been announced in the Sectornota, was published in the Staatscourant
of March 12, 1980. Various criteria were changed somewhat and some
additions were being made, but the general ideas and principles re-
mained basically the same. They include, for instance,



199

- limitations to the amount of subsidies;

- the requirement that the recipient cannot obtain financial means

from other sources;

- the threat to employment;

- the subsidy should be compatible with the government policy con-

cerning the relevant sector;

- the need to have a "company plan" which should show the prospects

for continuity.

The SIB was altered in a number of respects in February 1983. A

major change was the increase in the level of unemployment required

in a region. This type of enterprise subsidies is to be granted only

in regions with an unemployment level of at least 15.5%. In addition,

companies belonging to certain sectors are excluded.

The most recent change in the SIB has presumably been the most

important one: the Regeling Herstelfinanciering enacted on February

1, 1984. The procedures and criteria for support have been signifi-

cantly altered for firms with more than 500 employees. An external

and independent Advisory Board consisting of people who have exper-

ience in business was created. Subsidies will as a general rule only

be granted when the Advisory Board agrees. The Board is supposed to

pay particular attention to the business economic prospects of the

firm. The main function of the Board is to keep decision-making on

subsidies "at arm's length" from the government, and to guarantee a

truly  businesslike  judgement.  Political  considerations  should  be

eliminated in this way. The budget for the Herstelfinanciering is

122.5 million guilders annually for the period 1984-1986  (Tweede

Kamer, vergaderjaar 1983-1984, 15 306, no. 26).

In order to correctly assess the actual impact of these formal

changes in the structure of SIB the following should be kept in mind.

Firstly, the official intentions to diminish this type of subsidy -

intentions which have frequently been expressed since 1975/1976 -

have not been put into practice up to the end of the 19709 (see Table

11). Thus, the amounts have continued to increase for about five

years despite the "official policy" to reduce them. One actually man-

aged to substantially reduce these subsidies in 1980 and 1981. The

following year, 1982, witnessed another sharp, unexpected and unin-
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tended, increase. But the decrease in 1983 and 1984 was quite drama-

tic, however. There was indeed a most significant change in policy in
these latter years.

A similarly significant development can also be observed with
respect to a second element. This concerns the fact that the official

criteria and procedures were violated on a large scale in the 1970s.

Exemptions to the formulated rules and principles occurred regularly
and the actual subsidization policy took a wholly different course

from what had been planned. Again, this hardly changed before the
1980s. The rules and criteria are being applied much more strictly
since 1983/1984.

Table 11 Employment Money Subsidies (SIB)

Million guilders, committed amounts

1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

72 452 498 630 706 800 108 121 449 287    28

Source: Tweede Kamer, vergaderjaar 1984-1985, 17 817, no. 43.

2) The Recovery Bank (Herstelbank) was transformed into the Nationale

Investeringsbank (NIB) in 1963. The state owns 50.3% of its shares
with the remainder spread over commercial banks and institutional
investors. The state nominates two out of the four members of the
Board of Management (including the chairman) and appoints three mem-
bers of the Supervisory Board. The state controls the general policy
of the bank and if losses occur they are financed by the Ministry of

Finance.

Although the NIB is thus in general quite dependent on the
state, it should be realized that its degree of dependence (or, con-
versely, its degree of autonomy) varies with different types of acti-
vities. Three types can be distinguished:

A) Financial transactions at the NIB's own risk.
B) Financial transactions which are guaranteed by the state.

, The state accepts the risks and the NIB recovers any losses.
C) Financial transactions on request of the state and at the state's

risk.
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Category A) is not supposed to contain any subsidy elements. The

guarantees, credits and participations at the NIB's own risk are to

be provided on commercial criteria. Whether in this case the NIB

indeed operates like a normal private commercial bank fully

independent of the state is hard to judge. De Jong and Spierenburg

(1983) observe that the NIB realised only a very moderate rate of
return in the 1950s and 1960s with this type of transactions. 31) This

seems to suggest that commercial criteria have not been applied in a

strict way. But it would not seem correct to conclude from this sole

indication  that  a  significant  subsidy element  is  present.  This

category will not be considered.

The second category is much more relevant to our purposes. The

state is more directly involved and commercial criteria are usually

weaker. The bulk of this type of financial arrangements stems from

the "Special Credit Scheme" (Regeling Bijzondere Financiering,   BF).
This is an agreement between the NIB and the government which allows

the former to grant long-term credits guaranteed by the state. The

influence of the government follows, among others, from Article 6 of

this agreement which states: "The granting  of a special credit  can  be

made dependent on the acceptance of the conditions put forth by the

government, which are different from the usual banking conditions and

which aim at goals that the government attempts to reach through its

Policy".
BF covers different "sub-arrangements", however, and it has been

changed and extended over time. Although the "normal" BF (for indivi-

dual companies) dates from 1945 it did not become really important

before the 19708. It was rapidly expanded in that decade as a re-

sponse to the increasing problems with companies. It thus also came

to serve as an instrument of the government to ward off crises in a

number of individual companies and it is not granted exclusively to

basically healthy firms (as is intended).

Another component  o f   BE   is the "general" BF (Kaderregelingen).

Most of these general credit schemes aim to stimulate restructuring

projects in certain sectors. Those can be seen as sectoral subsidies.

A third component concerns subordinated loans. These were intro-

duced in 1975 (A-credits) and were modified and extended in 1981 (AA-

credits). Another type was introduced in 1982: E-credits (Kapitaal-
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krediet). This brought about a sharp increase in the amounts involved

in subordinated loans in 1982 and 1983. These loans are designed to

strengthen the financial structure of companies. The NIB is anxious

to point out that these credits are different from the other ones

within BF, and should particularly not be associated with all kinds

of support measures from the government aiming at companies which

really are problem-cases. These credits are meant for basically heal-

thy companies.

Duffhues (1984) offers a detailed discussion of these credits

(Chapter 5). He observes that the AA-credit offers an interest rate

which is too low in view of the risks involved. The same can be said

about the E-credits, although the argument is somewhat more compli-
cated. In addition, these credits can only be granted if no alterna-
tive acceptable way of financing is available. This suggests that
these credits contain a subsidy element.

The last component of BF belongs to category C: the so-called
"improper" Special Credit Scheme (Oneiglilke Bijzondere Financiering,
OBF). It was created in 1974 and aims at weak firms. Commercial cri-
teria are pushed into the background as these firms cannot be expect-
ed to have real propects for continuity and for regaining profitabil-
ity. The NIB grants these credits only at the state's request and the

state bears the risks. The OBF was abolished in 1984.

The Employment Money discussed above should also be recalled
with respect to this category. The NIB acts as an intermediary for
most of the assistance financed from Employment Money and the amounts

are recorded in the Annual Reports.

Before providing quantitative data on the various activities a

few remarks should be made. Firstly, the NIB frequently co-operates
with others in making financial means available to enterprises. It is

in close contact with institutions such as the NEHEM, NOM and LIOF.
It is also regularly being called upon by the Ministry of Economic
Affairs. This is most obvious in the cases of OBF and Employment Mon-
ey, but the NIB works closely together with the Ministry in many

other cases as well. It is a most important intermediary. Apart from
participating in financial terms it gives advice and co-ordinates
activities. The NIB scrutinizes subsidized firms and reports to the

Ministry of Economic Affairs. It can thus be said that the NIB is in

the centre of the Dutch "subsidy-network".32)
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Secondly,  the bulk of the NIB's financial activities concern

loans and guarantees. Although traditionally reluctant to participate

in the equity capital of firms,  the NIB has increasingly taken a

share since the late 1970s. Particularly the participations guaran-

teed by the state and at the request and risk of the state have

grown. (The state itself is still very reluctant to participate in

the equity capital of companies. It prefers to take a share in an

indirect way through the NIB.) The amount of participations by the

NIB increased from (far) less than 100 million guilders before 1978

to more than 550 million guilders in 1983. In addition, the NIB indi-

rectly takes part in the equity capital of firms through the FIGG,

NPM and other institutions (see footnote 32).

Table 12 Amounts Committed to BF and OBF

Million guilders

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

BF   48 130 351 544 587 579 221 414 514 1435 850 363

OBF 3 40 201 122 187 172 216 186 338 437 125   ---

Source: Tweede Kamer, vergaderjaar 1984-1985, 17 817, no. 43.

Table 13 Outstanding Financial Means at Risk of State

Million guilders

1975 1976 1977 1978 1979 1980 1981 1982 1983

"Normal" BF 499 754 1031 1183 1274 1322 1629 1912 2253

"General" BF 255 256 390 420 426 402 410 355 351

Subordinated
loans 213 311 407 457 485 638 1464 1683

"Improper" BF 233 294 459 516 454 592 975 1324 1476

Employment
Money through
NIB 202 578 832 1023 1349 1598 1716 1952 2831

Note: The figures up to 1981 do not include equity participations, that
is, they comprise loans and guarantees.

Source: Annual Reports NIB
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5.2.7 Some additional remarks

The preceding subsections provide an overview of the subsidy arrange-

ments relevant to this study. Although we do not consider subsidies im-

plicit in government procurement policy, it is interesting to note that

this kind of subsidization is also practiced in the Netherlands. Parti-

cularly the Ministry of Defense has been very generous with respect to

large orders at Dutch shipyards.33)

The second remark concerns the PPMs (Particuliere Participatie

Maatschappilen) and the MIP (Maatschappij voor Industriile Projecten).
These are venture capital funds that take part in risky, promising pro-
jects. They apply commercial criteria strictly and thus cannot be said

to grant subsidies. The government has significantly stimulated the PPMs
by the Garantieregeling Particuliere Participatiemaatschappijen 1981.
This scheme provides a 50% state guarantee for losses on equity partici-

pations. The MIP was established in 1982 by the state in co-operation
with the NIB and private investors. The state's share of 330 million

guilders implies a majority participation. The MIP provides equity capi-
tal of at least 4 million guilders per project but its maximum share is
49%. The PPMs provide less than 4 million guilders per project and aim
at small and medium-sized firms. The guarantee scheme for PPMs only ap-
plies to minority participations.

Although since 1981 the number of PPMs has increased markedly to
more than thirty at the end of 1984 - but not all of them are covered by
the garantieregeling 1981 - and the MIP has a sizable capital available

- up to one billion guilders in principle - the scale of operations is

still rather limited. In April 1985 the participations of the PPMs to-
talled about 75 million guilders spread over around 100 companies. The
MIP participated in 10 firms for a total amount of 110 million guilders

at that time.

The third remark concerns the relative importance of the policy
of granting enterprise subsidies in the whole of the government's econo-
mic policy. That importance has diminished in the 198Os, particularly
since 1982/1983, as the government implemented a vigorous macro policy.
One of the main goals was to restore the competitiveness and profitabil-

ity of Dutch enterprises in general. Measures have been taken that dimi-
nish the burden of taxes and premiums on enterprises and general finan-
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cial stimuli have been increased. In addition attempts have been made to
deregulate. The business sector has also benefited considerably from
real wage decreases as well as from a boom in exports. All these factors
have contributed to a significant strengthening of the position of Dutch

enterprises in general.

Table 14 Recovery of the Business Sector

1982 1983 1984

1) Number of bankruptcies (thousands) 8.7 7.7 6.2

2) Value of goods exports (fob;

billion guilders) 148.9 158.3 168.0

3) Wage costs per unit in manufacturing
*

industry  (annual change, %) 4.5       0        -6.0

4) Corrected AIQ firms (see Table 3) 89.9 90.5 86.0

* Exclusive energy

Source: CBS, CPB

There has been a shift away from the selective policies of the past.

They play a less important role now as compared to the 1970s. This shift

in economic policy has coincided with a remarkable shift in people's

attitude towards business. The "anti-business mood" of the 1960s and
19703 has faded quite rapidly and the importance of having a viable

business sector seems to be recognized much more now. The significant
public and political attention to the reports of the WRR (198Ob) and the

Adviescommissie inzake (de voortgang van) het industriebeleid (1981-

1984) testifies to this.

We will restrict ourselves below, however, to the political and

economic aspects of  the developments within the system of subsidies

since the early 19708.
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5.3 Enterprise Subsidies: Experiences and Evaluation

5.3.1 The "system" as a whole

The practice of subsidizing enterprises attracted a great deal of atten-

tion in the 19708 and continued to do so in the 1980s. One part of the
literature pays attention to the "system" as a whole, that is, it takes
the many different subsidy arrangements together as the subject for
study. Another part of the literature deals with specific subsidies

only. Although the "integral approach" would seem to be more appealing
than the "partial approach" from a scientific point of view, it should
be realized that the former is very hard to implement. It is difficult
to cover all subsidies under one roof and to draw conclusions which
would apply equally to all of them. But, on the other hand, it can also
be argued that a proper understanding of specific subsidy arrangements

assumes knowledge about the broader context and about the relationship
to other subsidies.

We will try to solve or mitigate this dilemma in the following
way. First of all the "system" as a whole will be considered by paying
some attention to the literature dealing with this matter. That litera-
ture is quite impressionistic in the sense that it suggests a trend
without going too much into details. This of course limits the appro-
priateness of such an approach. The successive discussions of the var-

ious types of subsidy that were pointed out in section 2 serve to reveal
the actual complexities. We thus turn to a "partial approach" by
considering the different categories one by one. They will receive the
most attention because we want to provide an assessment which is as rea-
listic as possible. The main conclusions of these subsections will be
brought together in subsection 5.3.7 which may enable us to draw some
general conclusions after all.

The growing number and impact of subsidy measures from the gov-
ernment evoked the interest of various people and institutions. Three
types may be distinguished. Parliament is of course supposed to judge
this aspect of the government's policy also and it should try to get a
grip  on  it.  It  established a  parliamentary committee  (Subcommissie
Steunverlening Individuele Bedrijven; also known as Commissie v. Dilk)
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which issued a report on support to individual companies ( T.:'e.e.:k  ·(.a,0,1 r .

zitting 1979-1980, 15306). This report can be seen aG the fi:81 n,al:,1

attempt to study, link and categorize the subsidy arrangemente fc- e:»-

terprises.

Academic interest in the matter provides a second source of ir-
fcrmation on the "system" of subsidies as a whole. We want to draw ct-

tention to one particular source here: the Instituut voor Onderzoek van

Overheidsuitgaven (IOO) organized a conference on the subject in April.

1989. The papers and subsequent discussions offer an overview of che
"system" and of existing opinions  (see v. Niekerk, N.C.M.  (ed.)  ]580) .

Finally, the reports of the WRR (1980atb) and of tht, :'·(1 ··':AE:.0,1--

missie inzake (de voortgang van) het industriebeleid (1981-1984) - a'30
known as the Commissie Wagner - should be mentioned. Particulatly the

latter one has been of major importance in the discussion. Its opinions

and recommendations - the product of the work of people from vari,ius
circles - have evoked widespread interest.

The main points from this literature concerning the "SVgrem" 29

a whole can be summarized as follows. The Commiggie v. Dijk stresses the

lack of transparency and coherence. The "multitude and great variery cf

support measures" makes it "almost impossible" to check and judge this:

policy. Each arrangement has its own features, criteria and. goals -
which are not always clear, however - and there is no systematic pat-

tern. To the extent that they do exist, common criteria are not likely

to be applied in a reasonably uniform way. There is insufficient : eccg-·

nition or understanding of the mutual influences between the various

measures. It is very difficult to observe on what kind of basic policy
the measures are founded. There is no insight whatsoever into the inter-

actions between the various subsidies. The committee calls for rationa-

lisation, increasing transparency, more (systematic) information. aad

better co-ordination.

The (written and oral) contributions of the participants of the

100-conference offer a variety of analyses and opinions. These differen-

ces do not imply that no common ground could be found, however. On the

contrary, there ls broad agreement about the subsidy policy being an ad

hoc, short-term oriented policy of a primarily defensive nature. There

is less agreement about how to eliminate these features or. in a wider

context, about what alternative to adopt. Something analogous can be
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observed about the degree of effectiveness of this policy. While it is
generally considered to be low one could not agree on how to improve it.

Another aspect repeatedly coming to the fore is political involvement
and its consequences. The role of politics is manifest in different ways
in the papers and discussions. It varies between direct political influ-
ence on concrete subsidizing decisions in a Ministry and the long-term
effects of the subsidization policies on the democratic system.

The Commissie Wagner highlights the economic disadvantages con-
nected to a policy of keeping up unviable enterprises through subsidies.
It observes that the support has been biased in favour of companies in
trouble. Such a policy eliminates the necessity to adjust instead of

stimulating risk-taking and the search for new opportunities in the mar-
ket. In addition it may fundamentally distort the competitive process.
The repetitive character of the support - that is, firms repeatedly re-

ceiving subsidies, a point also made by the Commissie v. Dijk - is also
relevant in this respect. The problems turned out to be not as temporary

as had been assumed in many cases. Although the government's willingness
to help companies which experience temporary problems is "understand-
able", it is "difficult to appreciate a policy which hardly tries to
tackle the firms' basic problems". The committee adds (p. 23) that "the
handling of requests for support from individual companies in trouble
has regularly been influenced by parliament on grounds hardly relevant
to the viability of firms".

Another aspect being stressed by the Commissie Wagner is the
complexity of the system of subsidies. It refers to around 125 subsidy
arrangements and to about 30 different institutions, agencies and

34)

departments involved. This limits the transparency and the possibilities

of checking and exerting control. This implies the danger that subsidies
are granted in an irresponsible way, particularly in case of support to
large companies where short-term employment considerations can obstruct
the necessary restructuring process. In addition, the complexity of the
system makes it insufficiently accessible to companies, particularly to
smaller ones.

The Commissie Wagner pays much attention to the question of what
policies are needed to improve the economic situation in the Nether-
lands. It deals with a great number of subjects and formulates a wide
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range of recommendations. We will have to restrict ourselves to the ones

which are relevant to this study.

The main proposals of the committee can be summarized as a "two-

track policy". One track concerns measures to create generally favour-

able circumstances for industry and the business sector as a whole. The

market must be allowed to function properly. This calls, among others,

for a sensible macro-economic policy,  increasing differentiation and

decentralization. The second track concerns a purposeful re-industriali-

sation policy. This implies shifting to an offensive policy to stimulate

new industrial activities. More concrete proposals are formulated such

as the elimination of support to weak companies, the increase of poli-

cies to stimulate innovations,  the establishment of the MIP and the

identification of "fields of interest" (aandachtsgebieden) for enter-

prises.

Another concrete proposal concerns the elimination of a number

of subsidy measures. As a first Step the committee scrutinized 46 ar-

rangements and proposed to eliminate or merge 27 of them.

The preceding general remarks about the "system" of enterprise

subsidies as a whole should be seen as a first (introductory) step. A

more detailed assessment of the specific subsidy categories is required.

Only such an approach can identify the main characteristics of the prac-

tice of granting subsidies - with all of the necessary qualifications -

and can reveal to what extent changes in the government's policy have

35)actually occurred in the 1980s.

5.3.2 IPR and ROMs

The subsection on regional subsidies above focused on the IPR and the

regional development companies (ROMs). They are the most important as-

pects of regional policy from our point of view, which does not imply,

however, that they are the most important components of regional policy

anyhow. Other aspects may have a more significant influence on regional

policy. As examples one can think of the government's (infra)structural

projects, the policy to increase the number of governmental agencies and

departments in weak regions, and the actual regional impact of other

subsidy measures (see below). It would  thus  not be appropriate  to
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establish a direct causal link between these two instruments and the

experiences with regional policy in general. In addition, the focus of

this study is on the relationship between enterprise subsidies and the

efficiency  of  the  supply  side  from  a  micro  perspective.  We  are
interested in differentiating effects of subsidies among firms.

The preceding implies that no attempt will be made to assess the

effects of regional policy as such. We restrict ourselves to some ob-
36)

servations about the functioning of the IPR and the ROMs - particularly
the NOM - as far as relevant to our purposes.

The IPR is a "rather general" measure within the specific re-
gions to which it applies. To the extent that it is general it differen-
tiates (purposefully) among firms only in as far as they are inside or

outside the IPR area. This means that all firms within the IPR area are
supported and will gain strength. There is in principle no bias in fa-

vour of particular firms.

The effects in terms of efficiency must thus be related to ef-
fects stemming from the inter-regional differentiation among firms or
from the support per se. The first aspect concerns the possibility of a

distortion of competition because the supported firms witness an artifi-
cial increase in their competitive strength. The second aspect concerns
the possibility that weak firms, which would not have been able to sur-
vive in the free market in their present form, can continue to operate.

Both aspects imply negative effects on efficiency. We do not know how
strong these effects in fact are, but it seems reasonable to assume that
they will be positively related to the IPR premium.

The observation that the IPR is a "rather general" measure re-
fers to two qualifications. The first one is that the premiums vary
somewhat. Those variations occur in time - premiums have been lowered or
raised in the course of time - and in space - regions or cities to which
the IPR applies are added or removed. The IPR scheme is thus subject to

changes quite frequently. Secondly, the IPR premium is formally conside-
red as each case arises by the Minister of Economic Affairs. This allows

scope for subjective evaluations and a flexible interpretation of the
criteria. The Minister can thus differentiate between firms within the
same area. He can refuse an IPR subsidy if he considers it to be against

the interest of the regional labour market or against interests of sec-
toral policy. There also is some evidence that in some cases the Minis-
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ter has been more generous than the criteria would have allowed (see,

for instance, Algemene Rekenkamer, .laarverslag 1981, pp. 127, 128). Par-
ticularly some larger firms in trouble seem to have benefited from this

attitude of "all firms are equal but some are more equal".

The Minister of Economic Affairs decided in 1983 to start an

investigation about  the image of the regional development companies

(ROMs). An investigation was carried out by the management consultants

Twijnstra Gudde N.V. Their report from April 1984 paid particular atten-

tion to the NOM. The results of this study can be considered to be more

or less illustrative for the other ROMs as well.

We want to stress two aspects of considerable importance which

come to the fore in this report with respect to the NOM. Firstly, the

financial results of the NOM have been extremely bad. It recorded a cu-

mulated operating loss of 363 million guilders in the 9-year period

1974/1975-1983. The relative magnitude of the losses - which were re-

corded every year - can be better assessed if one compares them to the

size of the NOM. The NOM's stock of equity participations has varied in

between 110 and 210 million guilders since 1976/1977.  Its operating

costs are around 6 million guilders annually now. It seems not surpri-

sing that the NOM has very much the reputation of supporting companies

in trouble, particularly for the sake of employment.37)

Secondly, the NOM is seen as an organization which is dependent

on the Ministry of Economic Affairs. There is broad agreement about the

desirability to reduce the political influence in the NOM. One generally

favours a more business economic (and faster) way of decision-making.

A couple of additional remarks should be made concerning these

two points. The very negative financial results reflect the weak perfor-

mance of companies in which the NOM took part. Two major failures have

been given a great deal of attention in the media: Okto and Magnesia.

These two projects were characterized by a combination of a large scale

(relative to the other participations of the NOM), much political in-

volvement (see below) and heavy losses. These two cases have signifi-

cantly contributed to the negative image of the NOM.

A noteworthy aspect related to the losses on these two projects,

as well as on a considerable number of smaller ones, is that they did

not restrict the availability of financial means for other projects. The
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NOM has been allowed to continue to invest in other firms. This is of

course only possible thanks to the generosity of the Ministry of Econo-

mic Affairs, which underscores the "subsidy character" of the activities
of the NOM. This "subsidy character" is also manifest in statements from

the NOM. It is being argued that the NOM does not operate like a bank,
is willing to accept higher risks, and also aims at keeping up employ-

ment. In addition, making profits is no goal in itself. It is evident
that all this must have contributed to the very poor financial perfor-
mance of the NOM.38)

The point about the political influence in the NOM is not undis-
puted by the NOM's management. It denies a significant political influ-

ence on its decisions.

It seems fair to assume that the management wants to operate as

autonomously  as  possible.  It  has  strongly  objected  to  a  proposed
increase in the influence of provincial authorities. But it is hard not
to  see  the  political  involvement  through  the Ministry of  Economic

Affairs and the representatives of interest groups. The very existence
and continuation of the NOM is in the hands of the Ministry. The
Ministry and the NOM are in close contact and the NOM is dependent on
the Ministry when it wants to decide on a participation. The cases of
Okto and Magnesia have been subject to political debates - particularly
Okto has been a recurring theme in parliament. The general view is that
the Ministry of Economic Affairs has put virtually irresistible pressure
on the NOM to participate in these firms.39  And, of course, there are

many possibilities to exert pressure in a rather subtle way, but still
quite effectively. Finally, a political element is incorporated in the

Supervisory Board  with  its  representatives  of  political  bodies  and
interest groups. The Supervisory Board must also approve of the partici-

pations.

The history of almost a decade of the NOM strongly suggests it

is a subsidy institute under strict control of the government with a
marked inclination to pick unsuccessful firms. This seems to apply,
mutatis mutandis, to the other ROMs as well.
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5.3.3 Sectoral policy: hopes disappointed

No component of selective economic policy has presumably attracted so
much interest among scholars as sectoral policy.40) It is usually a key

element of ideas to increase the government's influence on the economic

- and most notably industrial - structure. Comprehensive schemes have

been designed to implement a more planning-oriented policy.

The political response has been quite modest in comparison to

the intellectual efforts. (See Wijers (1982), Chapter 2, for an overview

of both aspects in the period 1945-1980). But the tables seemed to be

turning in the second half of the 19608 and early 19708. The political

climate turned in favour of interventionism, also fuelled by optimistic

expectations of what could be achieved in this way. A concrete step41)

was taken with the establishment of the NEHEM in 1972. The NEHEM would

obtain a central position in the framework of sectoral policy, which was

supposed to become ever more important. The 1970s witness a sequence of

political intentions to increase or intensify some kind of sectoral pol-

icy.

What has all this in fact come to? We will take up this question

by assessing the experiences with the NEHEM and by discussing (briefly)

the White Paper on sectoral policy in 1979. (Voortgangsnota Economisch

Structuurbeleid; Sectornota). In addition, we will pay attention to the

fate of sectoral policy in the 198Os, in particular in connection with

the proposals of the WRR (198Ob).

The objective of the NEHEM is to improve the structure of see-

tors: it prepares sector structure studies and puts them into effect.

The last point concerns the "follow-up" aspect. It was considered to be
important that the plans were actually going to be carried out. The

NEHEM was meant to improve the follow-up of studies since this had been

lacking in the past (Wijers 1982, 2.4.2). The NEHEM had the following

characteristics  (see De Jong and Spierenburg  1983 and Wijers  1982,

7.4.1):

- whole sectors were to be considered in an integral way;

- the organisation was created as a foundation and did not have its own

financial reserves;

- companies should only participate in a sector project on a voluntary
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basis;

- the legal structure reflected the tripartite system in which govern-

ment, employers and employees were represented.

The actual amounts provided through the NEHEM for restructuring

projects in sectors were rather insignificant, however. Instead of be-
coming a major instrument of the sector-oriented policy of the govern-

ment - as was the government's express intention - it remained a mar-

ginal and powerless institution. The reasons for this widely acknow-

ledged failure can be summarized as follows:

1) The tripartite structure did not function properly. The participation

of groups with conflicting interests frequently either blocked an

agreement or led to a vague and ambiguous compromise. The willingness

to bridge the gap between various interests in a constructive way

turned out to be low. It was not possible, on the other hand, to go

against the wishes of some participant.

2) Companies were usually not willing to sacrifice any independent deci-

Sion-making. They joined a restructuring project mainly for the sake

of obtaining government support. But as soon as a follow-up would
become relevant, firms tended to back out.

3) A former managing director of the NEHEM, mr. Wijkstra, stresses the

responsibility of the government for the difficulties facing the

NEHEM (Wijkstra 1979). The NEHEM was supposed to operate autonomously
under the responsibility of the Minister. Virtually nothing of this

materialized in reality. The NEHEM hardly enjoys scope for actions of
its own and depends on the approval of various ministries,  which

takes very much time. In addition, restructuring projects were also
set up outside the NEHEM, contrary to intentions. Finally, Wijkstra
argues that the support to individual companies was not - as promised
- granted through the NEHEM in order to get a better co-ordinatiA.
This leads to our final point.

4) The NEHEM was overtaken by the spectacular increase of support to
individual companies, many of which were in trouble. The NEHEM did

not only become of minor importance in terms of amount of subsidy but

was also forced to concentrate mainly on declining sectors. It thus

became primarily just another instrument in the defensive struggle
against unemployment.
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The disappointing experiences with the NEHEM led the government

to propose the establishment of a new institute in the Sector Report

(3.5.3). This "new NEHEM" would be organized somewhat differently from
the old one and would move to The Hague. The tripartite structure was to

become less predominant in this new institute. With respect to sectoral

policy in general the Report stressed the need to replace support to

individual companies with sectoral support. The policy was to assume a

more offensive character.

These plans were hardly fulfilled as far as sectoral policy is

concerned. The new institute has not been founded and sectoral subsidies

have become even less important in the 19808. The NEHEM's (small-scale)

activities have become somewhat more offensive in recent years, however.

A more telling illustration of the fate of sectoral policy in

the 19805 - as well as of the general shift in the government's economic
policy - is the history of the WRR (1980b) report "Position and Future

of Dutch Industry". The report is often considered to mark a break in
the attitude toward industry. It stresses the importance of industry to

the economy and argues strongly in favour of a re-industrialisation po-

licy. It is widely acclaimed for having put industry in the centre of

interest and for drawing public attention to its merits.

Another aspect of the report concerns a detailed proposal to

implement a powerful sectoral policy.  Different types of sector are

identified and a particular kind of policy is formulated for each of

them. A key element in the structure is a National Development Company

which would have to spend two billion guilders annually on industrial

projects. The development company has a rather technocratic structure

with independent experts making the day-to-day decisions within the

broad sectoral development scheme. The influence of politicians and in-

terest groups is thus quite limited. The former decide only on the broad

strategy while the latter will be asked for advice. This structure is

very unlike the tripartite structure of the NEHEM.

The farreaching proposals were rejected quickly by the govern-

ment, however. Prime-Minister v. Agt wrote to parliament (Dec. 4, 1980)

that he could not agree with the proposed "depolitized" form and imple-
mentation of the industrial policy. In addition he questioned the econo-

mic merits of the proposals. He did not believe that sectoral policy is
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fit to deal with the problems. As an alternative a new committee was
42)

announced which would come up with concrete proposals for industrial

policy: the Commissie Wagner. This committee produced its report in June

1981, and would issue another four follow-up reports up to 1984.

The recommendations of the Commissie Wagner put much more em-

phasis on the general economic policy. The approach is explicitly mar-
ket-oriented and much less of a selective nature than the WRR's propo-

sals. Finally, the government did put quite a few recommendations into

practice.

These developments in the first half of the 1980s signify a
drastic turn away from sectoral policies. The enormous gap between

43)

studies, intentions and reality concerning sectoral policy can be illus-
trated by three points:

1) The government's economic policy is primarily of a macro, general

nature. Instead of a powerful sectoral policy a powerful general eco-

nomic policy is pursued.

2) The notion of sectors has been more or less replaced by the notion of
"fields of interest" (aandachtsgebieden). The latter should   be
considered as broadly defined industrial activities which seem to be
promising and deserve attention. They are much broader than sectors
and have been introduced by the Commissie Wagner as an alternative

approach.

3) Instead of a National Development Company spending two billion guil-

ders annually, one has created the MIP with a capital of 1 billion
guilders for three years. It has in fact invested about 110 million
guilders in almost 2* years.

The main conclusions with regard to sectoral policy can be for-
mulated as follows:

- It did not become the heart of industrial policy. Its importance re-
mained limited and is even decreasing.

- The emphasis of sectoral subsidies has very much been on weak sec-
tors. This does not only concern the NEHEM but also the NIB and the

44)

direct support from the Ministry of Economic Affairs. The NIB has
granted most support to shipping and the textiles industry (in the
broadest sense). The Ministry of Economic Affairs has heavily subst-
dized shipbuilding.
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- This bias in favour of defensive subsidies has been reduced in recent

years. The support to shipbuilding has declined, the NIB has raised

the subsidies to tourism and the NEHEM has also adopted more offensive

projects. In addition, part of the increasing innovation subsidies may

be considered as offensive sectoral subsidies.

5.3.4 Experiences with innovation subsidies

We have seen that the importance of innovation subsidies to enterprises

has been quite low up to around 1980. The marked increase occurring at

that time signifies a meaningful policy shift. But this shift has been

too recent to make an evaluation of the effects of this kind of policy

possible (see Gooren et al. 1983).

The only significant arrangement which has been existing for a

longer time (since 1954) and fits our definition is the Development

Credit. A first indication of its effectiveness was provided in the

Sectornota (1979, p. 48) which states that around 60% of the projects

subsidized by a Development Credit do not or not fully realize the com-

mercial goals. This concerns the better projects, that is, the projects

with better chances for success. If all projects were to be considered

the percentage of failures would be "notably higher".
The Ministry of Economic Affairs provides more detailed quanti-

tative data in a letter to parliament on Dec. 30, 1983 (Table 15).

Table 15 Effectiveness of Development Credits

Amounts in million guilders

up to 1969 1970-1974 1975-1979 1980 1981 1982

Credits Granted 61.8 71.3 400.8 52.8 58.3 29.0

Amounts Paid Back 23.7 21.4 24.6 2.0    1.3   0.2

Difference 38.1 49.9 376.2 50.8 57.0 28.8

Percentage not
returned             61          70        94

Note: These figures refer to the situation in August 1983.
It should be realized that there is a time lag of about four years
concerning the pay-back period of the credits.

Source: Tweede Kamer, 1983-1984, 15 306, no. 28.
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The low degree of success shown in this table should be quali-

fied by the fact that innovations are naturally a risky business. It may

be that some of the projects which have succeeded have been very suc-

cessful  and  contribute  substantially  to  the  industry's  innovative

strength. In addition, projects that fail as such may still have posi-
tive spill-over effects.

The impossibility of assessing the effects of other types of

innovation subsidies, owing to a lack of data, can perhaps be overcome
in one particular case. The aircraft company Fokker has been a major re-

cipient of support. It has especially benefited from the "air & space"
subsidies, but it has received other types of subsidy as well. It may
tentatively be concluded from the fact that Fokker shows quite accepta-

ble commercial results and faces a considerable increase in orders for

its aircraft, that these subsidies have been useful. But, of course, we
do  not  know  the  exact  relationship  between  the  subsidies  and  the
results.

The practice of innovation subsidies can also be evaluated from
various other angles. Some other aspects of this policy deserve atten-
tion. The first one is the high concentration on (very) large firms. Van
Dijk and Kleinknecht (1984) analyze the position of the small and me-

dium-sized companies in Dutch innovation policy and estimate that over
75% of subsidies is granted to large firms with more than 500 employ-
ees. This contrasts with the intentions and efforts to allocate sub-

45)

sidies particularly to small and medium-sized firms. It has turned out
to be very difficult to raise the latters' share. But the INSTIR will

perhaps be a significant contribution.

The desire to stimulate innovations in small and medium-sized

firms - which is a recurring theme in the literature - also stems from
the striking predominance of the (very) large firms in terms of expendi-
tures on R & D. Five large multinationals (Shell, Unilever, Philips,
Akzo, DSM) account for around 70% of total expenditures. The small and

medium-sized firms account for only about 10%. The policy to promote R &
D in these firms has not been successful up to now.

The focus on large companies can be illustrated by two major
projects adopted at the end of 1984.  Philips will receive subsidies
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amounting to 190 million guilders for the so-called "Mega-project" in

co-operation with Siemens. The project entails a total investment of 1*

billion guilders - Philips and Siemens pay 500 million guilders each and

the West German government grants 300 million DM - and aims to develop

and manufacture a new generation of integrated circuits. Gist-Brocades

will receive 100 million guilders for a biotechnological project. The

parliamentary approval of these subsidies initiated a debate in which it

was argued that parliament can hardly judge and control these projects.

It lacks the expertise. Some political parties wanted to allocate money

to enable parliament to hire external experts for advice. Others did not

think a separate study by parliament to be necessary. The debate is

worth mentioning as it draws attention to the difficulties of obtaining

information that might be relevant to a decision.46)

The second aspect concerns the high degree of turbulence. Many

arrangements are introduced but quite a few of them do not operate for

long. There is a coming and going of subsidy measures, which erodes the

policy's  continuity  and  increases  uncertainty.  (See  Van  Dijk  and

Kleinknecht 1984, Van Dijk 1985). In addition, measures are being an-

nounced but either never put into operation or only with significant

delay. (This is another factor which makes it difficult to evaluate in-

novation policy already. See Gooren et al. 1983.) The most striking

example is the INSTIR which is based on ideas that were discussed

already in 1966. It was announced in the Sectornota of 1979 and was

finally introduced in October 1984.

A final noteworthy aspect is the gap between the proposed and

the real expenditures on innovation subsidies. The sharp increase in the

available budgets since 1980 has not been absorbed. Van Dijk (1985) cal-

culates that only 57% of the money available for innovation subsidies

has actually been spent in the period 1980-1983. It can thus be said

that plenty of money is available but a significant portion is not being

used as intended.47)

5.3.5 Small is not beautiful in the world of subsidies

The importance of adopting an integral approach to the whole of enter-

prise subsidies is most evident in the case of the support to small and

medium-sized firms. The existence of a number of subsidy arrangements
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for small and medium-sized firms does not imply that such firms are in-

deed favourably treated in comparison to large companies. The allocation
of the other types of subsidy over these tWO categories of enterprises
should also be taken into account. A proper assessment of the support to
small and medium-sized firms must then include the following aspects.

Firstly, the amounts involved in the other types of subsidy are
much higher. The specific subsidies to small and medium-sized firms are

relatively insignificant in the overall subsidy "system".. 48) Secondly,
we have already seen that innovation subsidies are heavily biased to-

wards (very) large firms. The NOM (see subsection on regional subsidies)
had invested a considerable portion of its means in two sizable projects
which turned out to be failures and caused heavy losses. The bulk of the
sectoral support to shipbuilding has also been granted to a few large
firms. Finally, and most importantly, the subsidies for individual com-
panies have mainly gone to large firms (see below).  In addition it
should be noted that one has been very generous in a number of these
large cases in the sense that formal criteria for support were violated

and firms were upheld for a long time despite an evident lack of real
prospects. Thirdly, the subsidies to small and medium-sized firms are

spread over a large number of firms which make up a considerable part of
the economy (see Table 16).

Table 16 Activity Units, Persons Employed and Sales in Manufacturing
Industry by Size of Activity Units, 1983

Size of Number of Number of Sales

activity unit activity units persons employed  million guilders

Number of employees

10 -  19 persons 3,365 49,200 9,100
20 -  49 persons 3,072 95,400 19,990
50 -  99 persons 1,274 86,700 22,660
100 - 199 persons 720 95,100 25,250
200 - 499 persons 422 121,000 38,520
500 persons or more 219 336,900 119,630

Total 9,072 784,400 235,160

Source: CBS; Statistical Yearbook of the Netherlands 1984
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The relative importance of subsidies to small and medium-sized firms

does not match the importance of these firms to the economy.

It can be concluded that the support to small and medium-sized

firms is to be seen as a rather modest attempt to make them benefit from

subsidies as well. But this support cannot alter the fact that large'·

firms are better off in this respect.

The previous conclusion may look somewhat odd in the light of

the generally positive attitude towards smaller firms these days. It is

increasingly argued in the literature that new and smaller firms have

significant merits: they are said to be flexible, dynamic, and innovati-

ve, and create many jobs. The present emphasis on these arguments con-

trasts markedly to the attitude in previous decades when the economic

usefulness of small firms was questioned. The emphasis in those days was

more on "economies of scale" that would make large firms more efficient.
The better image of smaller firms now has not led to a signifi-

cantly higher share of subsidies to these firms. Although there is no

lack of initiatives and new arrangements in this field, the total amount

involved remains relatively small. Most subsidy programs concern small

amounts only. A remarkable phenomenon in this respect is that small and

medium-sized firms quite frequently do not make use of existing facili-

ties. Three examples may illustrate the point.

It has already been noted that efforts to promote R&D i n small

and medium-sized firms have failed to reduce the predominance of large

firms. Part of the reason has been that a number of programs did not

draw much response from the small and medium-sized firms. One example is

the micro-electronic development credit for firms with less than 500

employees. Only 20% of the available budget was actually allocated. From

the 8 arrangements focusing on small and medium-sized firms only two

evoked much interest. (See Van Dijk and Kleinknecht 1984, and Van Dijk

1985).

The second example concerns the FIGA. This fund has invested

only 5.5 million guilders in small firms since 1962. The Court of Audit

(Algemene Rekenkamer 1983) observes that it had questioned the useful-

ness of the continuation of this fund - as well as of the FIGG - in

1967. In 1969 and 1970 the Board of the IGF (which consists of FIGA and
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FIGG) drew attention to the disappointing experiences with the FIGA.
This "had no visible effect, however". The issue was raised again in the
early 19808 by the Commissie Wagner which proposed to abolish the FIGA.
The government decided in 1983 to consider the future of the FIGA. It
will announce its decision before the end of 1985. This example not only
shows the lack of interest for this facility from small and medium-Sized
firms, but also points to a lack of adequate reaction from those who are
responsible for the facility.

The third example concerns the subordinated loans from the NIB.
These loans (AA- and E-credits) were provided on a large scale in 1982
and 1983, but they went mainly (84%) to large firms. The NIB is puzzled
by the lack of interest from small and medium-sized firms (Annual Report
1983).

It is not easy to explain why small and medium-sized firms do
not show much interest in such facilities. One possible reason may be
that they do not know the existing facilities: information is lacking.
This point is for instance made by the NIB. A related factor is the high
degree of turbulence of subsidy measures. Particularly in the field of
innovation subsidies many measures are short-lived. It may be that an
arrangement is abolished before firms have become aware of its existence
and virtues. Another possibility may be that the arrangements are not
considered to be sufficiently attractive. This might apply to the FIGA
which hardly offers better terms than can be obtained in the market. It
is also possible that the smaller firms cannot afford the costs involved
in going after subsidies. Their relative costs of obtaining subsidies
are higher. Finally, it may be that small and medium-sized firms do not
need this kind of support.

The most successful arrangements in terms of amount of money
involved and durability are the "Credit Arrangement for Small and Me-
dium-Sized firms" (Kredietbeschikking Midden- en Kleinbedrijf; KMKB) and
the specific WIR-premium for small projects (Kleinschaligheidstoeslag;
KST). The facilities  of  the  109<B - credit guarantees  -  are  used  on  a
fairly wide scale. These credit guarantees are attractive to the state
in that they as such do not qualify as expenditures. They do not burden
the budget in that sense. But losses do show up in the budget when the
state has to fulfil guarantees. This may happen with considerable delay,
however.
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The losses on credits guaranteed by the state have increased

from 12 million guilders in 1980 to more than 100 million guilders in
1983  (Wilms 1984). This reflects a sharp increase in credits to weak

firms. Ever more credits granted in the past cannot be paid back by the

companies. As a result the state experienced an increase in its relative

cumulated payments on guarantees to small and medium-sized firms from 2%
in 1973 to 7% in 1982.

The KST can be seen as a subsidy from which most small and me-

dium-sized firms will benefit (somewhat) every now and then. It is rela-

tively stable, well-known and easy to obtain.

5.3.6 Subsidies for individual firms: costly lessons

More data have gradually become available concerning the effects

of subsidies to individual firms. These data allow for a better insight

into which companies have been supported and what has happened to them

afterwards. In addition it is possible to point out some interesting

features of this type of support. We will pay attention to the main

points from the literature assessing these subsidies.

After that some remarks will be made on a specific case which

undoubtedly has been the most important and well-known: the RSV-affair.

We will conclude this subsection with a brief discussion of recent chan-

ges.

The Ministry of Economic Affairs made a study about the effec-

tiveness of the support for individual companies (SIB) at the end of

1982 (see Tweede Kamer, zitting 1982-1983, 15306, no. 20 and Tweede Ka-
49) doesmer, vergaderjaar 1984-1985, 17817, no. 43). The sample not in-

clude "special support cases" and "large support cases". The results of

the remaining (normal?) cases are as follows:

- 38% of the companies supported went bankrupt or were liquidated,

- 38% were rescued,

- 24% remain uncertain, with 9% recording profits and 15% suffering los-

ses.

The number of employees of these companies decreased much more

than expected. Only 55% of the jobs that had been planned to be saved

were preserved in fact. (Note that the "company plans" which were a pre-
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requisite for support specify a reduction in employment as well.)
The exclusion of the large support cases above very much limits

the information value of these figures. The large cases have been grant-

ed most of the support and show the worst results. The following data

illustrate the point.

Douma (1983) also presents a table on the results of the support
to individual companies based on data from the Ministry of Economic Af-

fairs. Three large companies (out of 357 firms) obtained 43% of the to-
tal subsidies granted in the four-year period 1975-1978. Douma excludes
them from the analysis together with 67 other relatively large firms
since the effects are not yet clear. This implies that 63% of the subsi-

dies, which have been granted to the 70 firms, are left out of consider-
ation.

The importance of the Support to large companies also follows

from data presented in a secret note from the Ministry of Economic Af-
fairs. It can be inferred that the 9 largest cases received SIB-sub-

50)

sidies amounting to 2 billion guilders. In addition, 49 firms were gran-
ted 782 million guilders in subsidies while 304 firms received 556 mil-

lion guilders. It seems reasonable to assume that the 49 firms are rela-
tively large and the 304 firms relatively small. The strong bias in
favour of large firms is obvious then. Their exclusion markedly distorts

the picture, the more so since the results are likely to have been worse
in the large cases. This is suggested by the data in the secret note.

Only 12% of the 49 relatively large subsidized firms are doing well
while 57% have gone bankrupt or are hopeless. The corresponding percen-
tages for the relatively small firms are 42% and 40% respectively. The 9
largest cases include the most conspicuous and costly failures of the
Dutch enterprise subsidy policy, such as RSV and Nederhorst. Roughly

51)

half of the largest cases may be classified as failures while there is
only one obvious success story in the list: Volvo-Car. The remaining
companies may be put somewhere in between failure and success.52)

The second component of subsidies for individual firms concerns
the (relevant) activities of the NIB. The "Special Credit Scheme" (BF)
has been split up in four sub-arrangements. The "general" BF can be seen
as sectoral subsidies (see above). The "subordinated loans" have become
important only quite recently. We cannot yet judge to what extent these
loans have actually been granted to healthy companies. The "normal"   BF
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has witnessed relative losses in the range of 9% to 10% In the period

1975-1982, that is, almost 10% of the credit guarantees had to be ful-

filled. These losses do not seem to be disproportionately high in view

of the severity of the economic problems in the business sector in

general in that period. The figures for the "improper" BF have been much

worse, however. The relative losses on these guarantees have risen to

about 45%.

It  should be noted  that the "improper"  BF has gradually risen  in
importance relative to the "normal" BF in the period 1974-1983. It
should also be realized that losses on guarantees can occur after a con-

siderable period of time. These two factors may explain the sharp growth

in losses since 1980, which exceed the expected losses with about 150%

(see Wilms 1984). The losses on BF increased from less than 10 million

guilders in 1974 to around 350 million guilders in 1983.

It can be concluded from all these figures that this type of

subsidies implies the allocation of considerable funds to weak compan-

ies. This is a major conclusion in itself as it entails an interference

with the market process on a substantial scale. The results, however,

can also be judged in view of the fact that much of this support has

been designed for companies in trouble. More than average losses then

seem inevitable to some extent. Thus, given the fact that weak firms are

singled out for support, the results may be judged more positively than

at first sight.

But from the point of view of efficiency in the market process,

which is of interest to us, the effects of this policy as siKh are harm-

ful. A deliberate policy to support firms which do not do well in the

market,  and  show no  real  prospects,  interferes with the efficiency

generating mechanism of the free market (see Chapter 6). This will

hamper economic development in the longer run, as is frequently pointed

out in the literature.

Some additional remarks need to be made about the experiences

with this type of support. Firstly, the geographical allocation of sub-

sidies goes against the objectives of regional policy. Douma (1983) cal-

culates that 55% of the SIB-subsidies have been granted to the provinces

of North Holland and South Holland in the period 1977-1982, that is, to

two of the provinces which should not be stimulated from a regional
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point of view. The three northern provinces, which are considered to

need most support, received less than 5%. The corresponding figures for

the Special Credit Scheme are 57% - with a tendency to increase - and

6.72 - with a tendency to decrease - respectively.

Secondly, the limit for support per employee has been violated
in a number of cases. The official ceiling varies between 15,000 and

30,000 guilders per employee. The government presented a list of consid-
erable deviations from this criterium (Tweede Kamer, 1984-1985, 17817,
no. 43). In the case of Okto, the subsidies amounted to 610,000 guilders

per employee. Tealtronic reached 191,000 per employee. (Both firms still

went bankrupt, but a small part of Tealtronic was continued as Daisy

Systems). Douma (1983) also records some major deviations.

The government's statement that it has generally not exceeded
the limits looks somewhat curious in this respect. This statement is

based on the sample referred to above and regards the average support
per employee (22,400 guilders). Apart from the fact that the sample may

exclude a number of the "worst cases", it should also be pointed out
that the average amount is not most relevant. It is likely that there

have been many companies which received a support per employee which was

(far) below the ceiling. If there had hardly been any upper deviations,
the  average  would  have  been  significantly  below  the  ceiling.  The

relatively high average indicates otherwise, however.

The third noteworthy aspect is the predominance of "repetition
cases". The great bulk of subsidies has been granted to firms repeatedly
receiving support. In addition, the number of firms receiving support
for the first time has been very low since 1979. The predominance of
repetition cases reflects a frequent misjudgement of the severity of the

problems facing companies. The support was originally intended to be
temporary and limited, and it should allow firms to overcome the diffi-

culties fairly quickly. The problems turned out to be much graver in
most cases, that is, they were much more of a structural character. The
subsidies did not solve those problems and, quite often, delayed the
necessary adjustments.  In the end,  as we have seen, many firms went
bankrupt despite repeated support. Other firms could survive by ad-
justing after all, that is, by implementing the changes required by the

market. This could imply significant reductions in the work force.
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The latter observation leads to the fourth remark. The subsidies

were very much induced by the political desire to keep up employment in

ailing firms. The importance of this consideration is reflected,  for

instance, in the title of De Jong and Spierenburg (1983): "Maintenance
of Employment as a Primary Objective". Another illustrating example is

provided by Leliveld in Verloren van Themaat (ed.) (1982). This top of-

ficial   from the Ministry of Economic Affairs states   (p.   17):   "It  has

also happened in a number of cases, in which considerable employment was

at stake, that a rescue operation has been induced by political influen-

ces, whereby the criteria for support have not been applied as usual.

Companies which would have been liquidated on business economic grounds

were kept alive (partly or integrally) for the sake of keeping up em-

ployment. In other words, the lack of favourable prospects was not too

much of a factor.„53)

The political aspect to this matter deserves some more atten-

tion. The major point of the secret note (see above) is that in those

cases in which the granting of support has been subject to specific po-

litical interest, the results have been worse than in other cases. In

other words, concrete political interest in specific cases has been bi-

ased towards the weakest firms. This  coincides with the favourable

treatment of large firms. (In fact we use the same data as were recorded

above with respect to the distinction between small and large firms. The

percentages - 12%, 57%, 42% and 40% - apply equally to the "size factor"

and the "political factor"). Thus, political interest is positively cor-

related to size of the firm and lack of success of the subsidies.

The matter of  political  involvement has also been raised by

Heerkens, another top official of the Ministry of Economic Affairs. He

states (Van Niekerk  (ed.)   1980,   p.  206): "A problem concerning support

for individual companies is especially that decision-making about indiv-

idual requests takes place at the highest level and is often also very

detailed. It would be better if the Minister could engage himself with

the major policy questions and structural aspects of the matter".
The final remark concerns the gigantenregeling. The magnitude of

the amounts involved in this arrangement seems to underscore the point

of favourable treatment for large enterprises. We do not assess this ar-
rangement but merely want to point to its obvious link to the govern-

ment's general energy policy.
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The RSV-affair

One particular case of the granting of enterprise subsidies
stands out among many others: the case of RSV. It became famous for a

combination of four reasons. Firstly, RSV has received much more support
than any other company. The total amount of all kinds of subsidies com-

mitted up to 1983 equals 2.16 billion guilders. Secondly, the history of
RSV has been full of difficulties from the very beginning. The concern
ran into ever deeper trouble in the course of the 1970s and had to be

increasingly supported by the government. The deterioration could not be
stopped, however, and ended up in failure. RSV was allowed "postponement
of payments" to its debtors (sursgance van betaling) in February 1983.
The organisation of the concern was restructured in a radical way. A

number of companies belonging to the concern went bankrupt while others
were split off. RSV in fact fell apart. One managed to save 11,800 jobs,
down from around 30,000 in the mid-19708. The great bulk of subsidies
was lost. Thus, the striking failure of RSV also contributed to making
it a famous case. Thirdly, politicians were conspicuously involved in
the RSV-affair. RSV came about as the result of strong political pres-

sure. The successive calls for support on the government, involving more
and more money, necessitated political (re)action. Particularly the var-
ious Ministers of Economic Affairs paid a great deal of attention to
this major case. But also the Council of Ministers and parliament quite
often dealt with the matter. It thus became a political issue attracting
public attention. This aspect was greatly enhanced by the fourth factor:
the activities of a special parliamentary investigation committee ( Pa r-

lementaire Enqu&tecommissie RSV). The dismal experiences in the case of
RSV evoked the need to find out what had gone wrong. Among other things,
the committee held public hearings in which many participants in the
affair were questioned. The hearings were broadcast on television and
became a major topic of discussion. The very existence of this committee
as well as its impact were quite unique in the Netherlands.

The committee produced a very comprehensive and detailed report
on the RSV-affair. We will only highlight some particular points. Those
points are based on the committee's report and on other literature. The
book by Wassenberg (1983) deserves to be mentioned explicitly. The as-
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pects on which our attention is focused below can be considered as major

elements of the affair. This is not to suggest that there are no other

important elements. In addition, our brief treatment does not allow for

concrete evidence and details.

1) The political involvement in the RSV-affair is open to severe criti-

cism. RSV was created in 1971 as two major shipbuilding companies, Rijn-

Schelde and Verolme, merged. (It should be noted that shipbuilding was

their main activity, but by no means their only one. As we will see,

other activities played an important role as well.)  The merger was

forced upon the firms by the government which had been involved in (the

problems of) the shipbuilding sector for years. The RSV-committee sees

the establishment of RSV as the "result of the deficiencies of govern-

ment policy in the years 1965-1971". But in 1971 virtually all politici-

ans were in favour of the merger. The two companies, however, were much

less enthusiastic and, even more importantly, were not really prepared

and willing to integrate. In fact, RSV never became a coherent, unified

company.

The steady deterioration of the business economic performance of

RSV had a number of consequences. The threatening shut-down of various

production facilities caused great social and political commotion. Very

heavy pressure to keep up employment was a major factor almost all of

the time. This pressure was reflected in the parliament's attitude as it

uncritically favoured more support. Apart from this it hardly exerted

any influence. According to the RSV-committee parliament (the Tweede

Kamer) was "often absent, unattentive and forgetful". Wassenberg (1983)

stresses parliament's marginal role as it only sanctioned ex post and

provided an alibi for failures.

The government - particularly the Minister of Economic Affairs -

found itself on the other extreme end. It was very directly and very

deeply involved. The Minister had to face major entrepreneurial quee-

tions and became, so to speak, part of the Board of Management. But this

was an awkward position because it made the government co-responsible

for the (many) failures, and because one expected the government to help

RSV overcome its difficulties. The management of RSV and other interest-

ed parties knew how to exploit the government's position and managed to

obtain additional subsidies again and again for unprofitable enterpris-
es. The government's involvement and responsibility made it more or less
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hostage to the situation (see also point 2 below).

The importance of the role of politics in the RSV-affair can be
further illustrated by a couple of points. Firstly, the civil servants
who were advising the Minister frequently stressed the social and poli-
tical aspects in their (often secret) reports. The RSV-committee noticed

with surprise that the Ministry of Economic Affairs was anxious about
social effects and did not give the business economic aspect a high pri-
ority. It opposed drastic restructuring in a couple of cases. The Minis-
try of Social Affairs hardly had to exert pressure in favour of the em-

ployment aspect. Wassenberg (1983, pp. 224, 226, 293) quotes from notes
from civil servants which warn about social and political consequences
of various options.

Secondly, the government itself was responsible for the failure
of the nuclear division (RN) of RSV. This division had been established
as the official government policy since the end of the 1950s was to
stimulate nuclear energy. But this policy was quite suddenly abandoned
in  the mid-197Os,  leaving  RN with  a  substantial  overcapacity.  In
addition, the government was hesitant about providing a credit insurance
for a huge order from South-Africa. The cabinet could not agree on the
matter and kept on postponing a decision.  It knowingly exceeded the
deadline for a decision and the order was lost. This meant the business
economic end for RN, but the government decided to prolong its existence
by taking part in this company and by providing a loan. It kept on suf-

fering losses, however, and was finally liquidated in 1980.
Thirdly, the awkward position and role of the government in the

affair may be best illustrated by the recurring insistence over the
years that the support was "temporary" or "granted for the last
time".54) The governments' credibility greatly suffered as additional
subsidies were granted over and over again. The testimonies to the com-
mittee revealed how little impression these "principles" made after some
time. Additional support was taken for granted and was counted on. The
pressure in favour of more subsidies was broadly considered to be too
high to resist.

2) A look behind the screens of the way in which decisions came about
reveals an astonishing, and sometimes shocking, picture. (At least to an
outside observer.) Wassenberg (1983) describes and analyzes the dect-
Sion-making process in detail. The testimonies to the RSV-committee -.



231

the committee became active after Wassenberg's book was finished - un-

derscore the picture drawn by Wassenberg. This picture may be summarized

as follows.

The fate of RSV was subject to a continuous process of bargain-

ing between interested parties. A great variety of parties were somehow

involved, including,  for instance, various Ministries and civil ser-

vants, unions, the top management, the various separate companies (werk-

maatschappijen) and subsidiaries, local authorities, a number of commit-

tees, the NIB and the banks. This list is not exhaustive. Each party had

its own particular interests and tried to exert as much influence as

possible. (It should be realized that a number of parties exerted influ-

ence without being a formal participant in the negotiations. Formal ab-

sence may even strengthen one's position.) This incredibly complicated

bargaining process developed into a kind of autonomous process with its

own rules and "logic". But it became increasingly remote from reality as

it created a kind of illusionary world of its own. In this world it was

of major importance to keep each other in check and to be able to block
undesirable solutions. The main occupation was to improve one's relative

position to others, and, conversely, to keep others from becoming too

powerful. In the words of Wassenberg: "If one cannot control the future
one has to try to control each other."

This bargaining process was very harmful to RSV as such. The

process was very time-consuming with (sometimes vital) decisions being

postponed. It could also be decided not to decide. The studies by vari-

ous committees absorbed precious time as well. While time was wasted and

necessary decisions were blocked, RSV's difficulties increased. But this

factor did not exert any significant influence until it was too late.

The decisions that were actually taken did not reflect any con-

sistent, rational strategy. The decisions were ad hoc and mainly the
result of the particular circumstances and relationships between parties

at the time. Different coalitions replaced one another in the bargaining

process. The resulting outcomes could not be seen as a logical struc-

ture, except in so far as they did somehow spring from the intricate,

arbitrary bargaining process.

The illusionary character of this world is most conspicuous when

it is realized that business economic considerations were usually of

little significance. In other words, the real business economic problems
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of the firm were hardly being tackled. This leads to the third point.

3) RSV was a business economic failure. The number and gravity of weak-

nesses and mistakes made it an ailing firm. The RSV-affair cannot be

properly understood without taking this crucial factor into account.

RSV was a failure from the very beginning in the sense that the
merger did not in fact integrate the two merging firms. The various sep-

arate companies and subsidiaries basically went their own way and were
not interested in the concern at large. The top management did not have
a real grip on the "lower" firms; it frequently did not fully know what
was going on. The RSV-committee severely criticized the management and

the organizational disarray.

Another major weakness, of course, was the bleak situation of
the shipbuilding market. A considerable worldwide overcapacity coincided

with a significant cost disadvantage for Dutch yards. Any company, even
with the best management, would have had a hard time dealing with these
circumstances. One of the more ironical aspects of the decline of RSV,

however, was that the ultimate breakdown rather occurred as a consequ-
ence of failing other activities. Even more ironically, those activities

- which were called the "land leg" of RSV, while shipbuilding was the
"sea leg" - were (intended to be) of an innovative character. Witness55)

the following four major failures.

The case of the nuclear activities has already been referred to.
RSV had any reason to expect it to become a booming business but politi-

cal interference killed the prospects.

The   second case concerns the "camel", a revolutionary gigantic
dredger. It was devised and built for Volker Stevin but RSV did not man-
age to deliver it in good shape in time. The expiry date of delivery was

far exceeded,  also owing to social unrest and low productivity.  In
addition it was full of technical deficiencies. The contract was can-
celled and the "camel" turned into the biggest single financial disaster
for RSV.

The third case occurred in Algeria where RSV had won contracts
to build two power plants. The contracts were very meagre for RSV as it
had been overly desirous of these turn-key projects. As the projects
also proved to be much more difficult and costly than expected, huge
losses were inevitable. The failures in Algeria reached a symbolic
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embarassing acme when RSV's personnel virtually had to flee the country

("Operatie Paashaas").
The final case concerns the coal-digging machines. This was an-

other innovative project supposed to give RSV a new boost. Again, it

turned out all wrong. The project failed owing to a combination of mis-

management,  unfortunate external developments and inferior quality of

the product. It was another blow to RSV.

These four major failures finally brought RSV down. They reveal

the business economic weaknesses from which RSV suffered. The manage-

ment's quality was in general quite poor, and so was the quality of the

products. Labour morale and productivity were low, while, on the other

hand, labour was quite expensive and not willing to sacrifice anything

substantial. It was mainly interested in defending its own accumulated

social and financial rights, which were an increasing handicap to RSV.

The various divisions of the concern never worked together well.

RSV was a weak company which has been kept alive  artificially

for years. The massive subsidies enabled it to conceal the losses and to

refrain from drastic restructuring. The inevitable collapse came early

1983 as the government decided not to grant more subsidies.

--

The many bad experiences with support for individual companies,

and particularly the RSV-affair, worked in favour of a drastic policy

shift. The fact that unemployment kept on increasing and reached record

heights must have made more and more people sceptical about the useful-

ness of a defensive strategy to preserve Jobs in ailing firms. The guI>-

port for individual firms was the major victim of the change in policy

since 1982/83. The amounts allocated to SIB have been sharply reduced

while the procedures and criteria for support make it more difficult to

grant subsidies to weak firms now. The "improper" Special Credit Scheme

has been abolished in 1984. This arrangement for firms in trouble was in

fact forced upon the NIB by the government. The NIB can now concentrate

more on its own activities and will presumably function more like a

"normal" bank.
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5.4 Conclusion

The overall picture of the experiences with the granting of en-

terprise subsidies in the 1970s and early 1980s is not very cheerful.

There are a number of remarkable similarities to efforts in earlier dec-

ades to implement some kind of industrial policy. These may be summa-

rized in two points.

Firstly, the gap between ideas, plans and intentions on the one

hand and actual realization on the other hand is very wide. In other

words, the return on investments in efforts to establish a meaningful

and coherent industrial policy has in general been low. Many proposals
have been killed either by a lack of political agreement - due to the

relative power of various opposing pressure groups - or by the adoption

of some vague, unworkable compromise.

Secondly, the policies traditionally have been primarily of a
reactive and defensive nature. Typically they were ad hoc reactions to

unexpected and uncontrolled events. The policy-makers were more or less
overrun by the latter.

Recall some main points concerning the 19708 and early 19808.

Employment considerations have been a major factor in bringing about the

large scale granting of enterprise subsidies. Although the official in-

tentions and policy aims reflected a growing awareness of the inadequacy
and harmfulnees of these policies - particularly of supporting weak

firms -, it turned out to be very difficult to change the actual policy.
The severity and length of the economic crisis were a considerable ob-

stacle. The problems in many subsidized companies were greater than ex-

pected, which made additional support virtually inevitable. It was also
almost inevitable to support large firms in trouble. Another aspect mak-

ing it difficult to control the "system" was its complexity. As arrange-
ments were cumulating transparency suffered. It should finally be noted
again that a number of efforts to stimulate R &D and small and medium-
sized firms were not successful. This illustrates the good intentions as
well as the hard reality.

Given this "hard reality", the changes in economic policy oc-
curring in the early 198Os, and particularly since 1982/83, are all the

more noteworthy. The importance of selective policies in general decrea-



235

sed, while their character changed at the same time. These two aspects

should presumably be seen in close connection with each other. It seems

reasonable to assume that a fundamental revision of economic policy was

required to bring an end to the "muddling through" of the old policies.
The failure of the old policies to halt the rise in unemployment - which

reached such dimensions that the threat of more redundancies in specific

cases seemed less urgent or noteworthy - and to provide real prospects

for recovery will also have contributed to making the shift towards

vigorous macro-economic measures possible.

The changes within the selective policies should be seen in this

broader context. The drastic reduction in subsidies to weak firms and

the (far) greater emphasis on innovation subsidies are typical aspects

of the new approach.

The policy shift in the early 19808 seems to have been more alr

rupt and more substantial than in earlier decades. This is also connect-

ed to the fact that the interventions during the last decade have been

on a significantly larger scale. The relatively high degree of govern-

ment involvement through subsidies - witness the amounts dedicated to

this purpose as compared to earlier interventions - presumably reflected

the increased expectations about what the government should and could

achieve. Whether the drastic policy shift in the early 1980s reflects a

fundamental re-orientation on the role of the government and the welfare

state, or is just a temporary phenomenon, remains an open question now.

Has one really learned from the past?
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From Part I to Part II

The four case studies provide a number of characteristics of the

practice of subsidisation. We are interested in those phenomena that

have been observed in all countries. In other words: we are interested

in the themes that have regularly come to the fore. Apparently these

recurring themes represent typical aspects of the practice of granting

enterprise subsidies. Of course there are always differences in the

exact ways in which the characteristics occur, and they also manifest

themselves in different degrees. Thus they should not be interpreted as

mathematical identities. But the resemblance between the phenomena ob-

served is striking, particularly in view of the diverse backgrounds in

the four cases.

Two fundamental characteristics can be induced from the expe-

riences in the countries:

1) Enterprise subsidies are a product of political processes. They are

granted by governments for political reasons and politicians are con-

spicuously involved.

2) The granting of enterprise subsidies is heavily biased towards rela-

tively less efficient (weak) firms. Most of the subsidies are of a
defensive character in that they tend "to pick the losers". (Only the

case of West Germany differs somewhat).

In addition to these basic phenomena we have observed a number

of other frequently recurring characteristics as well. We can summarize

them as follows:

A) Large companies are being favourably treated.

B) Governments face a considerable information disadvantage when dealing

with enterprises.

C) There is a striking lack of transparency.

D) Whether or not subsidy measures are initiated and support is going to

be granted, and on what terms, is quite often the subject of bargain-

ing between interested parties.

E) Practice shows that in principle anythiIlg is possible. Intentions

frequently are not realised; exemptions and policy changes abound.
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F) Policies are mostly of a short-term nature.

G) There are four factors that again and again come to the fore as being

conducive to the granting of subsidies: "(un)employment", "size",

"region" and "R & D". Considerations connected to one or more of
these factors play a vital role in bringing about the bulk of subsi-

dies.

Two remarks with respect to the above mentioned characteristics

should be stressed. Firstly, there are all kinds of relations and inter-

actions between them. In essence Part II is an attempt to reveal and

explain those relations and interactions. Secondly, the characteristics

have been stylized in the sense that they are general conclusions from

the empirical chapters. The expression "general conclusions" should in-

dicate that differences in specific details as well as a number of qual-

ifications are not considered. The process of induction of course en-

tails some degree of abstraction. One can get an impression of the de-

gree of abstraction by comparing the characteristics mentioned with the

actual reality as described in Part I. Besides, in subsection 8.3.1, we

will pay attention to some factors which have been left out here but do

play a role in reality. There we will present a couple of qualifications

and limitations to the practical relevance of the theory. Up to there we

consider the characteristics to be "given entities typical of subsidi-
zing" on which we base the theory.

Bearing this in mind we can embark on the theoretical part. The

basic goal is to construct a theory about the interaction between poli-

tical and economic processes, which explains why the granting of enter-

prise subsidies is heavily biased towards weak firms. Besides, the theo-

ry should incorporate the factors A to G, and clarify their role and

mutual relations. In other words: Why do politically determined enter-

prise subsidies have such negative economic effects, and where and how

do the other empirically observed characteristics fit in?

In order to answer these questions we have to know how a free

market economy essentially works. Since we are interested in the effects

on the efficiency of the supply side, it is important to analyze the way

in which efficiency is being brought about. After thus having paid at-

tention to "the economic system" we turn to "the political system". We

discuss the main relevant characteristics of the political process and
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show how and when it gives rise to enterprise subsidies. Then "the econ-
omic system" and "the political system" are linked to study their in-
teraction. This should provide the answers to our questions and leads to

the conclusions.
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PART II
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CHAPTER 6

THE ECONOMIC SYSTEM

6.1.1 Introduction

In order to be able to analyze the economic consequences of the politi-

cally determined granting of enterprise subsidies, it is necessary to

study the way the economy works. Of course this can be done from a var-

iety of perspectives and the notion of "economy" can be given different

meanings. It is therefore necessary to start by specifying and explain-
ing the approach which has been adopted.

Since we deal with enterprise subsidies, we look at the way

business enterprises operate in the economy. Subsidies are by definition

granted to particular firms or groups of firms and influence the posi-

tion and relationship of firms in the market. We are interested in the

effects of this particular kind of government intervention in the free

market economy. We can thus describe our approach as being of a micro-

economic nature and dealing only with the supply-side of a free market

economy. In principle matters concerning, for instance, macro-economy,

consumer behaviour and the role of the government (apart from subsidies)

in the economy are not dealt with. But in order to clarify the reasoning

and realistically assess our conclusions we will not hesitate to refer

to these "neglected matters" if necessary.

Since the analysis is micro-economic and supply-oriented from

the perspective of a free market economy, the notion of "free market

economy" (or "capitalist economy" ) should be defined. The basic assump-
tion about the free market is that firms make their own decisions in

pursuing their own goals. They are free to act within the legal frame-

work, and somehow have to make it in the market. Decision-making is

decentralized among private enterprises, and each firm stands on its

own.

This chapter wants to provide a detailed account of the func-

tioning of the market and of its main (relevant) features. The analysis

attempts to be as realistic as possible in order to be able to link the

phenomena which have been observed empirically in the previous chapters

to the working of the economic system. We can then study the economic
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effects of enterprise subsidies.

We feel that the approach of the Austrian Schooll  satisfies the

requirement of realism as it takes characteristics which have been

observed in reality as a starting point for analysis. It focuses on the

fundamental mechanism of the market process and provides a thorough

theoretical insight into the essence of the capitalist economy. As will

become  clear  below,  the  Austrian perspective  implies a  significant

deviation from what might be called the "mainstream" neoclassical micro-

economic theory.

We start by describing some important characteristics of the free market

economy observed in everyday reality (subsection 6.1.2). Three princi-

ples are derived from this description which define the essence of the

capitalist system in our theory. These principles are rather vague at

first sight, however, and need to be further developed and explained.

This is one of the purposes of section 2. The discussions in subsections

6.2.1, 6.2.2 and 6.2.3 provide a better understanding of the meaning and

significance of the three principles. The basic points are summarized in

6.2.4.

Section 2 also provides the motivation of the choice in favour

of the Austrian School. Differences between the Austrian School and the

neoclassical theory are highlighted. But it is important to put our ap-

proach in the proper perspective. This perspective is subject to the

following two points. Firstly, the fact that we do not adopt the neo-

classical theory in this study does not imply that the work of neoclas-

sical economists is fully ignored. On the contrary, frequent references

to various neoclassical authors make clear that their contributions to

economic theory have been of great importance to us as well. Notwith-

standing our "different road" there is considerable affinity in a number

of respects. Special attention will be paid to the work of some scholars

in  the  field  of  Industrial  Organization.  Secondly,  our desire  for

realism implies that we do not pretend to offer any new theoretical

micro-economic insights. We are primarily interested in knowing how the

market economy actually functions in essence. Accordingly, what will be

said on the Austrian School does not pretend to add anything to this

body of thought from a theoretical point of view, nor does it give an

overview of the basic assumptions and ideas.2  Rather, we apply cer
tain
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ideas of this school which are relevant to our subject and purpose.

Section 2 is of course also the foundation of further analysis

in this chapter. It serves as a basis for our approach to the supply

side of the free market, which is elaborated in section 3. Since enter-

prise subsidies are granted to particular firms or groups of firms, we

concentrate on the influence of subsidies on the positions and relation-

ships of firms in the supply side of the free market. It is shown how

the free market generates efficiency as the more efficient firms prosper

at the expense of the less efficient ones. The notion of "Business Effi-
ciency" (BE) is a vital element in tliis respect. This notion, which is a
rather  unfamiliar  concept,  is  gradually  developed  and  explained  in

section 3, and is linked to the notion of "profitability". The relation-
ship between Business Efficiency and profitability is of the utmost

importance in our reasoning, since this relationship may change signi-

ficantly as a result of the granting of enterprise subsidies.

6.1.2 The free market supply side economy: main principles

3)The daily functioning of the market is characterized by a tremendous
complexity and by numerous variances in its variables. The multitude of

different products, prices, qualities, production processes, organiza-

tional structures,  scales, etc.,  seems to be beyond imagination. The

fact that these phenomena change frequently, some more frequently than

others, in a spontaneous way without anybody ordering it, adds consider-

ably to the complexity of the market. This complexity is reflected in

the wide variety of firms that operate in the market. Every firm is sub-

ject to a unique combination of the above mentioned characteristics -

and many, many more - which implies that no two firms are alike. Ana-

logously,  the history and future course of any company differs from
every other: every firm tells its story.

The crucial role firms play in organizing production needs some

further comment. Every firm tries to realize its goal(s) as well as pos-

sible. In operating in the market it is confronted with a continuously
changing environment,  whereby the  (in)actions of other firms are an

important  element.  There  is  a  complex  interdependence  between  the

various enterprises. Every company watches, more or less carefully, what

happens around it and what others are (not) doing. One of the main con-
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cerns guiding the decisions is what others might do in the future; what

can be expected? In pursiting its goal(8) it is confronted with the de-

sires of other firms, i.e. in a world of scarcity one has to cornpete.

This process of competition is another crucial feature of a capitalist

economy. No doubt one of the main occupations of any businessman is to

try to perform better than others. He is part of a never ending contest

in which  he  faces  numerous  challenges.  Whether  he  can meet  these

challenges and succeed in obtaining, at least partly, what he wants and

what he needs, determines his degree of success. Every firm is thus part

of the competitive struggle in a world of complex interdependencies

where means are scarce and where each pursues its own goal(s).

In discussing the main features of capitalist reality we have so

far several times referred casually to a factor which needs to be expli-

citly mentioned. We mean the factor of dynamic change which is another

key element of the free market. The free market entails an incessant

stream of changes in the billions of variables that make it up. Prices

fall or rise, new products are tried on the market, innovations in pro-

duction techniques occur, different management styles are adopted, other

locations for investments are selected, different qualities are produ-

ced, etc. It is no surprise that the position of enterprises changes as

well. While some firms grow, others decline, the profitability among

firms varies widely and keeps changing, different firms take different

decisions to deal with changing circumstances. Indeed, "capitalism is

change" as Schumpeter emphasized throughout his work. A realistic view
of the functioning of the market must take this process of dynamic

change as an important feature into account.
These observations of the functioning of the market economy do

not offer anything new. The description is quite rough (in the sense of

unrefined, unfinished, less than half-made), and many qualifications and
modifications could be made. But given the purpose of this study, these

brief observations can serve as a useful first step. It is possible to

select from this description some crucial elements of the functioning of

the free market economy in reality. The main characteristics can be

stated as follows:
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A) The market 18 tremendously complex and differentiated

B) The market is made up of a huge number of firms of all kinds that are

engaged in ceaseless competition

C) The market is a process of dynamic change

These three principles define the essence of the capitalist sys-
tem in our theory.4  The analysis of the economic effects of enterprise

subsidies must in our view be based on these characteristics and on what
follows from them. This calls for a thorough analysis of their meaning

and consequences; the principles should be further developed and ex-
plained. This is one of the main aims of section 2. The following
criticism of the neoclassical theory and the discussion of the Austrian
School also serve to clarify the three principles.

6.2.1 A critique of neoclassical economic theory from an Austrian pers-

pective

Economics is a social science in which human behaviour is of the utmost
importance. This would seem to be self-evident but there is good reason
to argue that "mainstream" neoclassical economic theory has tended to
neglect this fact. The actual development of neoclassical theory seems
to have been in the opposite direction, that is, towards (trying to be)

a natural science, reducing (or eliminating) the human element. We dis-
cuss some basic assumptions and methodological factors which illustrate
the point.

As economics deals with a set of issues that arise in human
society, it is confronted with the real world in all of its breadth,

diversity and complexity.  A multitude  of variables  exert  influence
simultaneously and change frequently. All economic values have a space
and time dimension, and are somehow linked to the "human factor".
"Space", "time" and "man" are thus of fundamental importance to any eco-
nomic theory claiming to say something about the real world. Their sig-

nificance can be indicated briefly as follows:
Space). The value of a product depends on the place where it is. The
"same" products in different places are different products. Besides,
different places have different circumstances and properties which are
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relevant economically. This includes factors such as climate, geographic

situation, mentality of the people, and political and institutional con-

ditions.

Time). Any action implies an element of time and cannot be understood or

valued properly without it.  Past decisions should be seen in their

(unique) historical contexts and present decisions are always taken with

a view towards the future, that is, uncertainty is inherent.

Man). Human action  and hi,man preferences  are  at the heart of economics.

The specific characteristics of human activity and behaviour exert great

influence in the economic process. Different people have different pref-

erences, goals, knowledge, perceptions, capabilities and expectations,

and thus act differently. And, of course, all this is subject to change.

An examination of some important aspects of neoclassical theory reveals

considerable deficiencies in the way it has (not) dealt with these

points. The criticism has come from various circles5  and varies in

scope and depth. We will concentrate on points of criticism which are

important to the Austrian School. The authors belonging to the Austrian

School have traditionally rejected some of the basic assumptions and

methodological aspects of neoclassical theory. Their ideas have been

picked up and elaborated by a new generation of Austrian economists in

the 1970s and 1980s.

1) Neoclassical theory deals with economics as if it were a natural

science. It imitates the methods of the natural sciences, such as phy-

sics, believing that this is truly "scientific". The Austrians stress,

however, that the situation in the social sciences is quite different.

Unlike the natural sciences, the latter  deal  not  with "the relations

between but with the relations between men and things or thethings,

relations between  man  and man" (Hayek quoted in Shand  1984).  Most  o f  the

objects of human action are not "objective facts" as this term is under-

stood in the natural sciences, but they are what people think they are.

The Austrians thus emphasize the importance of sublectivism as inherent

in people's behaviour.

A second argument against the replication of the procedures of

the natural sciences in the social sciences ("scientism") is that social

phenomena are too complex. Too many variables are involved, which may

also be difficult or impossible to measure. When this problem is ig-
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nored,  unrealistic results follow. This leads to a second (related)

point of criticism.

2) Mathematics has come to play a vital role in neoclassical theory.

Models of mathematical equations are widely used to "describe" reality.

Although mathematics has the advantage of being precise,  clear and

logically consistent, its application in the field of economics is sub-

ject to great difficulties and dangers. Among the most important are:

- The mistake of identifying mathematical correctness and actual cor-

rectness. As Arndt (1984, p. 168) observes: "In the same way as the
grammatical correctness of a sentence has nothing whatsoever to do
with its factual accuracy, the formal correctness of a mathematical

formula has no bearing on the factual accuracy of the statement it

contains. Mathematical forms of expression, like the words of a lan-

guage, are factually neutral, and can be used to express inaccurate
and factually incorrect statements". 6)

- The tendency to treat only what is measurable and quantifiable as

important. Plenty of relevant economic variables - "relevant" in the
sense of having an impact on the economic process in the real world -

cannot be measured adequately, however. Excluding them from the analy-

sis may  imply elimination of  the vital  factors.  In addition,  by

focusing attention on a limited number of measurable economic varia-

bles - for instance, by reducing the economic process to an interplay

of price and quantity - one may lose sight of the mechanisms behind

those variables. The so-called explanatory variables may not in fact

be explanatory. They may just serve as explanatory variables for rea-

sons of mathematical convenience, while the really significant explan-

ations are rooted in other factors. The latter may very well be "non-
economic".

- Another (related) aspect of the use of mathematical functions is the

inducement to view the economic process in a mechanistic way. The

functional mechanisms in a model transmit the impression that they

occur "naturally" or "automatically",    that   is,    in a deterministic   way.

But economic reality is relativist in character. Changes occurring in

space and time, as well as in human behaviour, make things relative.

If one defines these elements away when constructing a model, one

eliminates factors which are essential to the real world. Thus, as
Arndt (1984) puts it, one then moves to a transcendental world which
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lies entirely outside huma n experience. One deals with

"metaeconomics".

- The application of the mathematical notion of "infinity" is problema-

tical from an economic point of view. Assumptions such as "perfect

elasticity" "unlimited supply" and "infinitely small adjustments" are
unrealistic and can lead to illogical conclusions. There are no unlim-

ited and infinite values in the real world. Consumers must necessarily

be  purchasing  (or be willing  to  purchase)  some precise, discrete

amount of a product. They are not prepared to buy "any quantity" at a

particular price or the same quantity "at any price", as follows from
(absolutely) horizontal or vertical demand curves.

3) Although already touched upon above, the neglect of the human element

in neoclassical theory deserves some more attention. The statement that

human activity is at the heart of economics looks quite trivial. Still,

there is good reason to argue that important characteristics of human

behaviour and human relations are outside the scope of neoclassical

theory.  Three  points may illustrate this. Firstly,  the neoclassical

(micro) models of the market mechanism suggest that supply and demand

dovetail automatically in equilibrium. But there is nothing automatic
about this in the sense that this can only happen because humans somehow

act and/or react. The truly significant issue is then why, when and how

they (re)act, and what the economic consequences are.  In terms of the

Edgeworth Box the significant issue is not to determine a point on the

contract curve and a search for equality of the marginal rates of sub-

stitution. Instead, it seems more interesting and revealing to concen-

trate on the vital role of the entrepreneur in this respect. Why does he

arrange the exchanges; how does he know about opportunities for mutually

benificial trades; how does he inform other market parties; how can he

carry out his function more efficiently; how does he react to changes

in, for instance, production possibilities and preferences? (See Reekie

1984, pp. 42-55).

Secondly, man has created and developed numerous institutions

and arrangements, and all kinds of power relations between (groups of)
humans exist. These can have a great impact on the economic process.

Their exclusion from theory as being supposedly "non-economic" in char-

acter denies  their  factual importance  in the economy. Any economic

theory pretending to deal with the real world must try to take such fac-
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tors into account. The fact that this may quite often be possible only

in qualitative terms does not affect the argument; rather it would seem

to underscore the limitations of quantitative and mathematical analysis.

Thirdly, since decisions are made by humans, the decision-pro-

cess is essentially subjective, and ignorance is a vital element. This

implies an inherent uncertainty and indeterminacy. People make mistakes

and they do not have the knowledge to "objectively" determine the opti-

mal decisions. The unintended consequences of human action make people
revise their plans as they try to learn from experience and benefit from

new knowledge. But they will never have perfect knowledge in the neo-

classical sense. Assuming perfect knowledge means eliminating the signi-

ficant questions: how do people behave in the context of inherent ignor-

ance and uncertainty, and how may the lack of knowledge be reduced in

the process? The latter question signifies the fundamental difference

between the Austrian approach and the neoclassical theory: knowledge is

not given and perfect, but it is the product of the process and imper-
fect.

This very brief criticism of various aspects of neoclassical

theory of course does not pretend to be a balanced and documented judge-
ment. In particular it does not want to suggest that the problems and

limitations have gone unnoticed, and that no attempts have been made to

improve the theory. Indeed, one can find examples in the literature

which show that attention is being paid to such matters. For instance,

uncertainty and information costs are incorporated in more sophisticated

models. Disequilibrium analysis is another example of a neoclassical
attempt to make the theory more relevant to the real world.

It may also be pointed out in this context that any theory has

to work with abstractions and simplifying assumptions. It is impossible

to take all relevant factors into account and a choice concerning which

factors to incorporate in the analysis has to be made.

Although these remarks in defense of neoclassical theory may be

quite true in general, the point to us is whether the theory is fit to

deal adequately with the issues which are relevant to our purpose. Rela-

ted to this is the question of whether a better alternative is availa-

ble. Our main interest is to get a thorough insight into the essential

features of the free market economy, and particularly into the role of

competition. As we hope to show below, the notion of competition in neo-



249

classical micro theory is seriously flawed. Theoretical refinements do

not eliminate the basic shortcomings. With regard to the question of

whether a better alternative is available we turn to the Austrian

School. We think that the Austrian School provides a much better under-

standing of the way the free market economy works. This will be dis-

cussed in subsection 6.2.3.

For a proper understanding of the next two subsections, which

should be seen in close connection to one another, the following should

be kept in mind. Firstly, the criticism of the neoclassical notion of

competition can also be considered as a specific, illustrative case of

some of the general criticisms above. One may say that those are being

worked out in some more detail as far as relevant to our purpose. Sec-

ondly, the Austrian School approach differs fundamentally from the neo-

classical one. It proceeds from basically different assumptions. Al-

though the Austrian assumptions are simplifying as well - indeed, any

theory has to work with simplifying assumptions - they are of a differ-
ent nature.  In Kuhn's terminology, another paradigm is adopted. This

implies a different attitude concerning "what the world is like, what
the important issues are and how progress is to be made" (Littlechild
1981). Thirdly, the adoption of an Austrian School-type approach does

not imply that we simply copy their ideas. In fact it would be difficult

to argue that the Austrian School stands for an internally undisputed

set of ideas. Various authors stress various aspects and may differ

quite substantially from each other. Our interpretation of the Austrian

School is based particularly on the work of Hayek and Kirzner. Their

work makes up the essence of the Austrian School to us.7  But we will

not hesitate to point to theoretical differences as they arise in the

course of our discussion.

6.2.2 "Competition" in economic theory

Neoclassical micro theory deals with the problem of competition by defi-

ning three basic models. The main features of these models are described

in the standard micro-economic textbooks.

The first one, which probably is most well-known as well as most

widely applied,  is the model of perfect competition. In this model a

large number of independently operating sellers are selling their homo-
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geneous products at a given (exogeneously determined) price. This price

equals marginal cost and the demand function is horizontal. Firms con-

verge to the point of equilibrium.

The degree of competition is supposed to decrease as the number

of sellers diminishes. A fundamentally different situation is encoun-

tered when there are only a few sellers left: oligopoly. In this model

competition is threatened by collusive agreements between sellers which

try to increase profits. Price is no longer given, but which price will

8)emerge is hard (or perhaps impossible) to determine. Possible outcomes

may be anything between extremely low and fluctuating prices in a price

war among firms, and relatively high, stable prices in an "oligopolistic
stalemate".

Things become much easier again in the monopoly model. There is

only one firm which controls the market and sets its price (and output)

at the profit-maximizing level. There is supposed to be no competition

at all, and typically the monopolist raises the price above marginal

cost and keeps output relatively low, thus showing "anti-social" behav-
iour. Unlike a firm under perfect competition the monopolist faces a

sloping demand curve.

This neoclassical theoretical approach to the concept of compe-

9) Threetition stands in stark contrast to reality. points may illus-

trate this.

Firstly, the degree of competition is linked to the number of

sellers in the market. The more seller4 the more competition. However,

the number of firms is in itself not appropriate as a variable that

would determine the degree of competition. Instead, strictly speaking,
it has to do with market structure. In the words of Stigler (1957) we

face an "unfortunate merging of the concepts of competition and the mar-

ket. (...) A market is an institution for the consummation of transac-

tions. It performs this function efficiently when every buyer who will

pay more than the minimum realised price succeeds in selling the commod-

ity. A market performs these tasks more efficiently if the commodities

are well specified and if buyers and sellers are fully informed of their

properties and prices. (...) A market may be perfect and monopolistic or

imperfect and competitive".

This fixation on the number of sellers as a yardstick for compe-

tition implies very unrealistic consequences concerning the role of
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prices. In perfect competition there are supposed to be so many firms,

each being very small in comparison to the market, that no firm can in-

fluence prices: companies are pricetakers. As soon as a firm exerts some

influence over prices - that is, can to some degree "make" prices - this

is taken as monopolistic evidence. In this logic, competition is only

perfect when price is a parameter rather than a variable from the stand-

point of the individual firm. But trying to beat a rival by offering

something better than he does, in this case a lower price, is no doubt

essential to the process of competition. By defining competition in such

a way, one clearly eliminates something which is of crucial importance

to the concept.

Secondly, another unrealistic aspect of the neoclassical way of

reasoning concerns  the attitude towards product differentiation. The

assumption of homogeneous output has led to the conclusion that product

differentiation signifies an element of monopoly or a shelter from com-

petition. But in a dynamic free market economy one of the main instru-

ments of competition is the choice and quality of products. A firm may

gain an advantage over competitors by introducing new products and sub-

stitutes, which better suit the needs of consumers, or by offering dif-

ferent qualities of existing products. This is not monopoly, this is

competition. In the words of Wolf (1979): "(......) competition that

occurs across product lines as much as within them".

Thirdly, the way in which the neoclassical models deal with the

phenomenon of interdependence is inadequate. Firms are supposed to be

completely independent of one another in perfect competition. (That is

why it has more accurately been labelled "atomistic competition".) Only
when the number of sellers becomes limited is a seller supposed to take

the actions of others into account. This may lead to concurrent action

and cartels in oligopoly theory; that is, to the end of competition.

Thus, interdependence among firms is connected to absence of competi-

tion. Again, theory is in conflict with the true nature of competition.

It is obvious that taking account of what others are (not) doing or

might (not) do is of crucial importance in planning one's actions. Look-

ing at one's rivals or potential rivals, and assessing the relationship
to them is a vital element in the competitive process.

The grave shortcomings of neoclassical micro theory with regard

to the concept of competition have been summarized most eloquently by
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MeNulty (1968): "As it is, it is one of the great paradoxes of economic

science that every act of competition on the part of a businessman is

evidence, in economic theory, of some degree of monopoly power, while
the concepts of monopoly and perfect competition have this important

common feature: both are situations in which the possibility of any com-

petitive behavior has been ruled out by definition.  (...) while all

other forms of competition represent, in economic theory, an admixture

of monopoly and competition, perfect competition itself means the ab-

sence of competition in quite as complete a sense, although for differ-

ent reasons, as does pure monopoly. Monopoly is a market situation in

which intraindustry competition has been defined away by identifying the

firm as the industry. Perfect competition, on the other hand, is a mar-

ket situation which, although itself the result of the free entry of a

large number of formerly competing firms, has evolved or progressed to

the point (of equilibrium) where no further competition within the in-

dustry is possible, or, in the words of A.A. Cournot, its intellectual

parent, to the point where 'the effects of competition have reached

their limit'. (...) Perfect competition (...) means simply the existence

of an indefinitely large number of noncompeting firms".

It is interesting and useful to point to some links between this

criticism of the neoclassical concept of competition and the more gener-

al criticism of neoclassical theory in the previous subsection. One link

concerns the absence of any human influence. The role of the entre-

preneur is totally ignored  as  all  of the firms' s "actions" are predeter-
mined by the functional logic of the "relevant" model. Entrepreneurial
decisions and  functions are  irrelevant as  they are supposed to be

"given" or "known". Problems concerning which products    to    make,     wha t

quality to choose, what kind of machines to buy (or lease), who to hire,

and how to approach which customers are assumed away. Neither different

experiences nor changing expectations nor varying evaluations play any

role. The crucial role of the entrepreneur in the real-world competitive

process, who has to deal with really important questions like these (and

inany Inure), is thus eliminated.

A second link concerns the role of mathematics. A fundamental

difference between the models of perfect competition and monopoly re-

lates to the slope of the demand curve. As soon as the demand curve is
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not perfectly horizontal, one theoretically "moves into the direction"

of a monopoly. But a perfectly horizontal demand curve hinges on the

notion of infinite elasticity, of which it has been argued that it is

unrealistic and can lead to illogical conclusions from an economic point

of view. Thus, if we accept that any demand curve must be sloping to

some extent, this theoretical difference between perfect competition and

monopoly disappears.

Stigler (1957) deals with the historical development of the no-

tion of perfect competition. lie argues that the horizontal demand curve

(price is given) has been brought about by the adoption of a mathema-

tical approach. "When an algebraically inclined economist seeks to maxi-

mize the profits of a producer, he is led to write the equation

Profits = Revenue - Cost

and then to maximize this expression; that is, to set the derivative of

profits with respect to output equal to zero. He then faces the ques-

tion: How does revenue (say, pq) vary with output (q)? The natural ans-

wer is to define competition as that situation in which p does not vary

with q - in which the demand curve facing the firm is horizontal. This

is precisely what Cournot did."

A third link concerns the assumption of perfect knowledge and

the resulting equilibrium (static) situation. This assumption is not

only unrealistic in a world full of ignorance, uncertainty and change -

although an assumption cannot be rejected on this ground only; assump-

tions are necessarily unrealistic as they stylize reality - but it also

focuses attention on a trivial aspect. Is it really so important to know

what the situation would be like if the process has come to an end,

while knowing that it will never reach that stage? Or would it not be

wiser to concentrate on the process as it actually develops in time and

space, under the influence of human behaviour?

It is obvious that these criticisms challenge the foundations of

neoclassical micro theory. It seems thus not possible to overcome them

by making refinements within the models. Refinements have been made con-

cerning specific aspects, but their importance remains limited in the

sense that they usually take the other aspects of the models for grant-
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ed. That may also explain that the basic models are still very much at

the heart of neoclassical micro theory. And, typically, the more realis-

tic aspects are seen as "distortions" or as "temporary divergences" from
the "real" equilibrium situation.
In addition, a look at the practical side reveals the importance of this

way of reasoning to the policy prescriptions of economists. The model of

perfect competition still serves as a kind of benchmark or guidepost to

neoclassical economists. It is implicitly accepted as some sort of opti-

mal standard of economic performance. It functions as a norm in rela-

tionship to which economic phenomena are judged.

The relevance and consequences of this attitude have been most

clearly analyzed by Armentano (1982): Antitrust and Monopoly - Anatomy

of a Policy Failure. In this book it is shown that the antitrust policy

in the USA has been based upon the application of the model of perfect

competition. Accordingly, phenomena such as large firms, differentiated

products, price discrimination, large-scale mergers, and interdependent

rivalry have been taken as proof for the existence of some monopoly

power.  In such cases antitrust regulation was supposed to make the

market more competitive and should thus raise efficiency and the general

welfare. But the inadequate treatment of competition and monopoly in

neoclassical theory by almost automatically identifying such phenomena

as  threats  to  competition,  has  had  about  the  opposite  effect.  As

Armentano (1982, p. 1) puts it: "(.....) it can be argued that extremely

competitive and efficient business behaviour has been legally restricted

or prohibited on the misguided assumption that such actions endanger the

competitive process and result, or may result, in monopolistic abuse".

Before discussing the Austrian School as an alternative to neo-

classical theory, it should be stressed that the former's approach to

the market economy and competition is quite similar to classical econo-

mic theory in a number of respects. The classical economists, most nota-

bly Adam Smith, 10) provided a realistic assessment of the essence of

competition. They were much better aware than their neoclassical off-

spring that competition is an active process in which enterprises may

manipulate prices,  lower production costs,  increase selling efforts,
change their product assortment, etc. When trying to use these instru-
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ments to their own advantage they have to take account of the actions of

other firms.
According to Stigler (1957) competition for the classical econo-

misti meant "tile striving of rivals to gain advantages relative to one

another". Competition is "rivalry in a race - a race to get limited sup-

plies or a race to be rid of excess supplies". McNulty (1967) remarks

that  "Smith' s concept of competition was decidedly  not  one in which  the

firm was passive with respect to price (...) the Smithlan concept of

competition is essentially one of the business behaviour which might

reasonably be associated with the verb 'to compete'. The essence of that

behaviour was the active effort to undersell one's rival in the market

(...)". McNulty also observes that with the classics "competition en-

tered economics  as  a  concept  which  has empirical relevance and

operational meaning in terins of contemporary business behaviour".

6.2.3 The Austrian Schoolll)

The Austrian School views the market as a process instead of as an equi-

librium situation. This process entails permanent changes where disequi-

libria keep ceaselessly replacing one another and an equilibrium is

never reached. The notion of market equilibrium is rejected as being a

totally unrealistic mental, theoretical construct which disguises the

true factors that underly the working of the free inarket.

The inherent motion and change of the market stem from the non-

stop changes in exogeneous data (such as consumer tastes, technological

possibilities and availability of resources) and the millions of new,

revised decisions made by market participants each day. These latter

decisions change not only as a reaction to changes in exogeneous data

but  also  as  a  result  of  their  complex  interdependence.  As Hayek

(1948)12)  has shown, it is necessary to know the plans of others in

order to be able to make one's own optimal plan. However, since we

clearly do not know perfectly what others are doing or, even more impor-

tantly, what they intend to do, we keep on changing our plans as a reac-

tion to new information on the (in)actions of other market participants.

The decision of any person today - whether silly or clever, right or

wrong, being consistent with earlier decisions or not, etc.- generates

information for others which they may or may not know of and take into
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account when making a decision themselves tomorrow. Thus, only when the
different plans of all people are mutually compatible, that is, only

when each one correctly anticipates the actions of others, can we speak

of perfect knowledge and equilibrium. But as soon as some people errone-

ously anticipate what others are doing and have based their own deci-

sions upon those other decisions which are in fact not being made, the

equilibrium breaks down. Had  the decision-makers  been aware of the

choices others were in fact making, they would have taken other more

attractive courses of action than those actually adopted.

It is obvious that all people's plans and expectations about

what other people will (not) do will never be in full harmony. There is

an evident lack of knowledge at any one moment regarding the fundamental

interconnection between the decisions of all market participants. This

in itself constitutes a source of perpetual change. This series of

systematic changes in the interconnected network of market decisions

-that is, decisions made in one period of time generating systematic

alterations in the corresponding decisions for the succeeding period-

constitutes the market process (see Kirzner 1973, p. 10).

The assumption of perfect knowledge defines away the essence of

this process. The perfect competition model, which is based on this as-

sumption, implies a static equilibrium situation without profit (above

the normal rate of return) and with just one equilibrium price. This re-

flects Jevons' Law of Indifference which states that in the same open
market, at any one moment, there cannot be two prices for the same kind

of article. According to the Austrians this way of thinking is a matter

of mechanistic logic: it does not say anything about causation in the

real world. In this real world, full of changes and uncertainties, price

differences are the rule and can be traced to imperfect knowledge which

implies the existence of profit opportunities. The kernel of the market

process is that these profit opportunities are signalled and give rise

to alert entrepreneurial action in order to benefit from them. This

close relationship between imperfect knowledge, disequilibrium, profit
opportunities and alert entrepreneurial action will now be discussed in

more detail.

First of all we quote Kirzner (1979, p. 156) as he shows that
with complete knowledge, pure profit is impossible. "Suppose item A can
be sold to consumerB at a price r, while this same item A can be pur-
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chased or produced by the seller at a cost s (with s<r), when s includes

all outlays needed to make A available to consumers. Under these condi-

tions we must, it is obvious, be supposing less than perfect knowledge.

Were those selling A at the total cost 8 (or those selling the inputs

the sum of the costs of which are s) aware that other buyers are pre-

pared to pay r (with r>s) for A, they would not be selling for as little

as s. Again, were those buying at the high price r aware that they could

themselves obtain A for a lower price s (with s covering all needed out-

lays), it is clear that they would not be buying at the higher r price.

The opportunity for and the realization of pure profit rests, it is evi-

dent, upon imperfect knowledge."

It is also evident from this quotation that one product has more than

one price; this constitutes the basic reason for the possibil
ity of

profit. Kirzner uses the expression pure profit in order to stress that

it stems from price differentials. Price differentials should not be de-

fined away since they are of crucial importance in that they imply prof-

it opportunities for entrepreneurs. They can obtain a profit by buying

at the low price and selling at the high price. This very simple
, but

very fundamental, fact is also relevant to the incredibly complex rela-

tionships in everyday reality where inputs are being transfor
med into

outputs in millions of different combinations. Pure profits of firm
s -

that is, above normal rates of return - are the result of price dif-

ferentials in the very same sense as in the simple example of Kirzner;

it is only much more complex13). At this point it seems useful t
o compa-

re this reasoning with the neoclassical approach since the results are

in one sense quite consistent. The perfect competition model pre
supposes

perfect knowledge which indeed logically implies zero surplus profits.

In such a construct where nothing changes and nothing is uncertain in-

deed everybody has found his optimal (equilibrium) position
 which will

last forever.  In this situation there are no surprises, new develop-

ments, wrong moves, errors or inefficiencies.

Returning now to our discussion of the Austrian theory, it w
ill

be seen that the logic involved is in fact the same. I
n the market pro-

cess there exists a fundamental tendency towards increasing
 knowledge,

reducing profits and reaching equilibrium, without eve
r realizing its

logical conclusions.The market, which is always in dis
equilibrium, of-
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fers a countless number of profit opportunities. Alert entrepreneurs

will try to benefit from them. They are aware of price differentials

which other people apparently do not see. They act to realize the possi-

ble gains offered by the market and by doing this they increase know-

ledge in society. Their action brings about a flow of information which

makes other people realize the possibilities for gain in this particular

area. They also try to benefit by entering the field: knowledge spreads

and profit opportunities are reduced. In Hayekian terms this tendency

toward equilibrium could be described as a process in which the knowled-

ge and intentions of the different members of society come more into

agreement. However, this will in fact never lead to perfect knowledge

and equilibrium. The essence of the free market is not its logical con-

clusion that it would lead to perfect knowledge and zero profit, but

instead,  that the inherent imperfect knowledge and ever changing dis-

equilibria keep offering new profits opportunities. The free market thus

ensures a tendency for opportunities to be perceived. Every profit op-

portunity means that somewhere and somehow a state of affairs exists in

the world which could be improved and has yet gone unnoticed. It may be

that consumer preferences have changed, or the season 18 very rainy, or

a man who is not very smart has by sheer luck made some invention that

reduces the cost of producing some article, or people are in need of

something since they have taken wrong decisions, or people drive more

carefully so that the number of accidents declines, or a competitor neg-

lects his customers, or somebody cannot fulfill his promises because of

bad luck, etc. etc. Whatever the specific reason(s) may be, the market

process shows where reality - in its most complex sense - is not being

adequately "understood" by translating this lack of knowledge in profit
opportunities, thus challenging alert entrepreneurs to act. In the words

of  Kirzner  (1979): "Pure profit  is  the link between imperfect  and  per-

fect knowledge: on the one hand it is generated by ignorance; on the

other hand it provides the incentive for realizing the truth. One who

has captured profits has acted in accordance with realities that the

market had hitherto failed to recognize. His profit has been won by

breaking away from the ignorance that previously prevailed as convential

wisdom. As entrepreneurs attracted by the profits 80 obtained move to

take advantage of their availability, the market in general comes to be
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pulled and nudged to take proper account of the underlying, and hitherto

overlooked, realities."

This market process goes on indefinitely as knowledge remains

fundamentally imperfect and the market is always in disequilibrium. For

exogeneous data keep on changing and the different plans, decisions and

expectations of the members of society are never in full agreement.

6.2.4 The three principles once again

It is useful and interesting to consider the three principles from sub-

section 6.1.2 in the light of what has been said above. The principle

that "the market is tremendously complex and differentiated" is not just

a vague and blatantly obvious statement, but is essential to understand

the functioning of the market. Knowledge is fundamentally imperfect be-

cause of the complexity and differentiation of the market. But this

leads to profit opportunities and entrepreneurial actions. The market

process is shaped by the interaction between these variables.

The vital iinportance of our second principle about competition

between all firms is equally obvious from the preceding discussions. It

is illso at the heiart of Austrian theory. Kirzner (1979, p. 91) states

that "nothing is more fundamental to capitalism than competition, its

very lifeblood". He sees the market process as being inherently competi-

tive (Kirzner 1973, pp. 11-13 and Kirzner 1979, Chapter 6), while Hayek

(1948, "The Meaning of Competition") stresses that competition can only

be  understood  as  a  dynamic  process.  The  complex  interdependencies

between people's plans imply that everybody must take into consideration

the prospective decisions of others which may compete with his own

plans. Entrepreneurs are ceaselessly competing in the sense that they

try to make profits by using existing opportunities (in the form of

price differentials) in the market better than others. They beat their

rivals by knowing more and acting accordingly, which, however, will give

rise to reactions by ("awakened") competitors who will also try to reap

benefits in the next period. The market process with its entrepreneurial

action is thus essentially competitive.

Although the Austrian approach to competition obviously supports

our second principle, it should be noted that in our view the question

of competition in a free market economy is more complicated than the
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Austrians suggest. It should particularly be realized that there may be

situations in which competition does not work properly or is absent. The

fact that it has been argued that the neoclassical concepts dealing with

the matter of competition are inadequate does not imply that no problems

exist in reality. By dismissing the neoclassical approach one does not

eliminate the possibility of obstacles to competition in the real world.

This question will be given a great deal of attention. The relationship

between competition and efficiency is also of great importance in our

theory.

The third principle states that "the market is a process of dy-

namic change". Again, the preceding discussions point  to the importance

of the principle. The market keeps on changing from one disequilibrium

to another. The significant question in this respect is why and how mar-

ket participants change their actions.

In this context the name of Schumpeter comes almost naturally to

the fore. Probably no other economist has contributed more to the under-

standing of the inherently dynamic character of capitalism. Schumpeter

(1950, p. 83) refers to a "process of industrial mutation (....) that

incessantly revolutionises the economic structure from within, inces-

santly destroying the old one, incessantly creating a new one. This pro-

cess of Creative Destruction is the essential fact about capitalism".

Schumpeter's emphasis on the importance of innovations is another ob-
„14)vious link to our principle of "change

6.3.1 The firm in the market: Introductory remarks

The supply side of the market is made up of a large number of enterpri-

ses of all kinds. They are widely varied as to characteristics like

size, product assortment, location, organizational structure, production

technology, etc. Each company is a unique combination of such charac-

teristics. Accordingly, each company shows a relative degree of success

(and failure) as a combination of all factors involved. We could inter-

pret this as each firm having some degree of strength; i.e. the total

number of firms can be divided into  (relatively) weak, average and

strong firms. This concept of "weak, average and strong firms" played an
important role in the theories of Marshall. (see Frisch in Townsend

(ed.) 1980). However, Marshall used this basic distinction primarily as
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a foundation for his concept of "the representative firm". As Robbins

(1928) showed in a seminal article one does not necessarily need such a

construct. He argues that the development of economic theory had not

been based on concepts like "the representative worker" or "the repre-

sentative piece of land", and that accordingly there is no need for the
concept of "the representative firm".15) Robbins also remarks that this

concept is very inappropiate in a context of dynamic economic change
since economic growth is not the result of the growth of some average

firm but takes place as continuing shifts occur between weak and strong

companies.

This latter remark is of crucial importance in understanding our

approach. Returning to our three principles we see the market economy as

a dynamic process in which all kinds of firms of different strenght com-

pete whereby their relative position keeps on changing.  In order to

understand this process one must look at the way differences between

firms  lead to changes; mental constructs like "average" and "aggregate"

will not do in this respect. 16)

Our approach gives rise to some important questions. The first

one concerns a problem which has already been discussed but has not been

solved yet: what if competition does not work (properly)? Another matter

is the precise meaning   o f "strength";   (how)   can we measure   it  and  how
does it relate to competition. Besides, what has all this to do with

enterprise subsidies?

In the following we hope to answer these questions and show that

these problems really are interrelated. We could describe their rela-

tionship briefly as follows.

In thinking about the terms in which one normally describes the

degree of success of a firm in a certain period - i.e. its strenght -
one may come up with two different expressions: profitability and effi-

ciency. Saying that a firm is more profitable or more efficient is in

everyday language saying that it has become stronger. We deliberately

have used both expressions in one sentence since they are frequently

used interchangeably. Striving for profitability is striving for effi-

ciency just as well as striving for efficiency means striving for prof-

itability. However, both terms should be carefully distinguished since

they are definitely not synonymous. Their careless mingling in daily

usage hides important differences and (sometimes) implicit value judg-
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ments. For our purpose a clear distinction between profitability and
efficiency is of the utmost importance. We could say that they represent
two kinds of strenght for a firm. We have already paid some attention to
the crucial importance of profitability and profit opportunities in the

capitalist economy. We will further study the role of profits, in parti-
cular in connection to efficiency and to the notion of strenght of a
firm.

The notion of efficiency has up to now been almost completely

neglected by us. Defining efficiency - which we will call Business Effi-

ciency - and analyzing its role in the market will - therefore be one of
the main goals. Since Business Efficiency as we define, analyze and ap-
ply it is not a familar concept but is at the heart of our theory, we

will deal comprehensively with it. It will be compared to other, more

well-known notions of efficiency.

Our analysis of the role of enterprise subsidies in the free
market economy rests upon the fact that through enterprise subsidies
profitability and efficiency may move apart. In this context the concept

of the "hard and soft budget constraint" of Kornai (1980) needs to be
explicitly mentioned. With this concept we introduce government in the
free market. Particularly its influence on the interaction between (rel-
atively) weak and strong firms is of importance to this study. This
calls for a thorough understanding of what "strength" means in the
market, how it is brought about (or destroyed) and what role competition
(or its absence) plays.

6.3.2 Business Efficiency (BE)

Individual firms are the building blocks of our theory.17  Any firm
transforms inputs into outputs and as we take a look at the actual
transformation process at work in companies we observe that no two pro-

cesses are alike. These differences must stem from any combination of
three factors: differences in inputs, differences in outputs or dif-
ferences in the actual transformation of inputs into outputs. Whatever
the sources may be, any company has its own unique combination of inputs

and outputs which can be thought of as having some value. This hypothe-
tical value reflects the degree of business efficiency. Every company
thus can be mentally assigned a certain level of efficiency at any one
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moment as the result of its own specific input-output combination. We

call this level of efficiency Business Efficiency (BE) and want to ex-

plain its meaning, role in the market economy and relation to other phe-

nomena.

As any meaningful assessment of the free market must take its inher-

ent dynamic change character into account,  we are  interested  in the

changes in BE over time; that is, in the changes in the input-output

combination. We postulate the tendency of each firm to try to raise BE

as far as possible. In other words: companies are continuously engaged

in changing their input-output combination in order to increase the ef-

ficiency value; they strive for maximum efficiency. It is most impo
rtant

to note that this assumption is in itself -incorrect and will be dropped

later on. However, at this moment it is appropriate since we only regard

efficiency and keep it, quite unrealistically, strictly separated from

18)
other factors (such as profitability).

output

Increasing BE by changing the input-output combination ( ) can be
input

done in three ways:

1)  one can produce more output with the same input or the same out-

put with less input or combine them: less input and more output;

2)  one can lower both input and output or raise both input and out-
output

put, however in such a disproportionate way that (      )

input

increases;

3)  one can use other inputs, produce other outputs, or both.

When we look at these possibilities to raise BE, and they are exhau
s-

tive, we recognize more familiar economic concepts. Number 1) can be

interpreted as raising efficiency by reducing costs in a given term
,

i.e. raising X-efficiency. Number 2) is obviously related to the size of

the company, i.e. to economies of scale. Number 3) points clearly at

allocative efficiency. These links to these probably well-known economic

concepts should be carefully regarded. In a number of respe
cts our ap-

proach will deviate from what one might have expected from the familiar

concepts. Although the observed similarities no doubt are i
mportant we

should be aware  of the differences. These  wil 1 gradually become clear  as
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we discuss them in the following subsections.

It is important to make clear the role of the concept of BE as

such - i.e. without regarding its components - in the free market con-

text. In our view, all firms are part of one and the same market in

which each tries to find his way. In doing this they continuously have

to face others with wich they engage in competitive struggles, both with

respect to inputs (competition for scarce production factors) and out-

puts (competition for the money units spent by consumers and other pro-

ducers). They become stronger in this struggle by increasing their effi-

ciency. The higher BE is, the more successful they are.

We should stress the fact that these continuing efforts to in-

crease BE consist of real actions which take into account as much as19)

possible the existing realities and expected developments. Measures like

rationalizing the organisation of production, moving to a higher scale

of production and shifting to other inputs or outputs, are all examples

of actions that reflect the development in real-world phenomena. The

degree of success in dealing with these realities generally depends upon

the ability of the firm to take the right decisions. The final result in

terms of a hypothetical value of BE at any moment thus depends on two

factors: the circumstances which confront the firm and its ability to

react to them or, even more important, to foresee them. If we Call these

two factors "A" (for Ability) and "C" (for Circumstance) we then find:
BE-f(A,C). BE increases as the firm takes better decisions with regard

to its input-output combination and as the world around it changes in a

favourable way. By definition the company can only manipulate A which

could lead one to the conclusion that only A should count as a measure

of judging the quality of the business decision-maker. This is in itself

true, but when one is interested in the actual strenght of the firm as

such, as we are, one should take the other factor into account as well.

This approach takes explicit notice of the fundamental fact that one's

degree of success depends not only upon oneself but also, and perhaps in

many cases in particular, upon sheer (bad) luck. Although this may seem

rather obvious and nobody would dare to argue that unforseeable changes

in circumstances are of no importance in determining one's position,
this fact is defined away when one assumes perfect knowledge.

Our notion of efficiency is in no way related to some optimal

state of affairs. On the contrary, we recognize the fact that (in our
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case) firms take wrong decisions and circumstances keep changing and may

even destroy a  firm.  Optimal efficiency  is  never attained and has

nothing to do with the functioning of the free market. Efficiency in a

free market is in this view based on the continuing efforts of firms to

increase BE. Today they are inure or less successful than tomorrow due to

factors which they may or may not control. BE keeps changing and accor-

dingly the positions of the firms in the market relative to one another.

The concept of BE refers to an individual firm which is seen as

a unit. The fact that our theory is based on individual firms as units

of analysis has important implications. Firstly, matters within a firm

are not being dealt with. For instance, we do not consider different

relationships between owners and managers, different methods of finan-

cing, or the influence of the financial structure. Such matters are, of

course, important to the firm and play a role in determining BE. We deal

only with the combined result of all the factors involved in terms of BE

for the firm as a whole.

Secondly, the fact that the firm is the hub of concern makes

this analysis fundamentally different from the structuralist approach.

Unlike the structuralists we do not proceed from the industry structure,

but take the behaviour of an individual firm as the starting-point. The

Structure-Conduct-Performance paradigm is thus rejected (see subsection

6.3.7).

It should finally be stressed that the concept of BE concerns an

input-output combination, which makes it a relativist notion. It is ana-

logous to profitability, that is, to the return on investment20) in this

respect.

6.3.3 Profitability

Our second measure of strength of a firm has been labelled "profitabili-

ty". Probably this is the first and foremost phenomenon that one looks

at when judging a company. Contrary to our notion of BE, which is a
rather artificial, unusual construct, the concept of profitability is

clearly present in the practice of the free market.

While BE is defined in terms of some unspecified type of efficiency
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units, profitability is measured "clearly" in terms of (relationships

between) money units.

The vital role of profitability in the capitalist economy has

already  been  emphasized.  It  is  an  integral  and  essential  part  of

capitalism, not an aberration or a temporary phenomenon. A few points on

the role of profitability should be added here.

Stating that firms try to be as successful as possible means in

this context that they try to raise profitability as far as possible,

that is, they strive to maximize their returns on investments. They are

thus assumed to be proflt maximizers. The more profits they make, the

stronger tliey are.

The present strength of a firm in terms of profitability is of

course the result of past decisions and developments. But at this moment

the expectations about the profitability in the future are of particular

importance. Business decisions are in their very nature of a prospective

character. By estimating the expected profits and imputing a discount

rate, the present net value of the firm can be "calculated". This i6
clearly quite a subjective and uncertain affair.

To appreciate the reasoning in this study it should be realized

that the notion of profitability is supposed to encompass all factors

relevant to the strength of a firm. It includes factors which are not

attributable to BE. A firm may be able to raise its value in the market

by acquiring financial resources through means not related to BE. Of

particular importance to this study is the possibility of obtaining sup-

port from outside through enterprise subsidies. These, ceteris paribus,

increase the present net value of the firm as they improve the financial

situation and/or diminish the risks involved. The phrase "profitability"
should be seen in this light. The expression "BE and profitability move

apart" should be interpreted accordingly. If the latter exceeds the for-

mer, the firm can (continue to) engage in certain activities on certain

terms, despite the fact that this might not have been possible in terms

of BE in the free market.
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6.3.4 Business Efficiency (BE) and profitability; the main line of rea-

soning

Our discussion of these concepts which indicate the strength of a firm

in the market has so far deliberately neglected their mutual close rela-
tion. A strict separation of the two is highly artificial and, moreover,

eliminates crucial elements of both. We now want to correct this.

BE has been defined in terms of the relevant input-output combi-
nation. We have argued that firms continuously try to raise the value of

this combination and their degree of success depends on the quality of

their decisions ("ability") and the changes in the world around them

("circumstance").
There are two evident and highly important links with the con-

cept of profitability. In deciding what course of action seems to be

most efficient one is led by changes in prices. It is the price system

that conveys the information on "what is going on" and therefore on what

options one has. The second link 19 that firms do not look at efficiency

as such - we hereby drop this assumption - but are interested in prof-

its. In other words: tile increase in BE is not an aim in itself but ls

brought about by the desire for higher profits. These tWO notions of

strength can only be properly understood when one recognizes their mu-

tual dependence. Every act that raises efficiency raises profitability

as well, which is in fact the motive for such an act. A better input-

output combination in the sense that it raises BE means that somehow you

manage to lower costs or increase revenues. A firm may use another

material which is cheaper but has the same properties, or manage to make

workers work harder, or change its scale of production, or introduce a

new line of products for which demand is high, etc. All these actions

increase both BE and profits: in the free market firms can increase

profitability  by  changing  their  input-output  combination,  i.e.  by

engaging in real actions. These real actions consist of the decisions

made by each company in view of the actual and expected developments

around it. They perceive these through actual and expected price changes

which constitute profit opportunities.

It now becomes possible to draw a number of important conclu-

sions from what we have said so far in this section as well as in prev-

ious sections. These conclusions both reflect the main line of reasoning
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up to now and serve as a basis for further analysis in which these

conclusions will be elaborated, modified and put in proper perspective.

In the free market every company runs its own unique course.

Faced with numerous possibilities, uncertainties, threats, changes, etc.

again and again, it simply tries to make the best of it. The extent to

which it succeeds in this varies from day to day and is reflected in its

strength. Firms become weaker or stronger over time whereby the funda-
mental tendency of the market is to reallocate resources from the weaker

companies to the stronger ones. In extreme cases this may lead to some

firms becoming dominant in certain parts of the market on the one hand

and firms disappearing altogether on the other hand. Of course this is

the process of structural change. This never ending contest between win-

ners and losers is fought in terms of BE and profitability. As we have

explained they signify the strength of a firm and they move along in the

same direction. An increase in BE means an increase in profitability,
both meaning that the firm becomes stronger. This, again, means in the

competitive market a gain relative to the firms characterised by decrea-

sing BE and profitability. This is the basic mechanism of the free mar-

ket, with its numerous competing firms, that exerts a steady pressure

for higher efficiency.

This conclusion about the working of the free market is the

basis for analyzing the effects of enterprise subsidies. The empirical

chapters have shown that there is a strong tendency to grant subsidies

to weak firms. From an economic point of view this is difficult to

understand since this way one interferes with the efficiency generating
process of the market, on which our welfare rests. The reasons for this

phenomenon, however, may be traced in the political sphere, where quite

different mechanisms of decision-making are at work. We deal with this

aspect of the matter in our political model - which is based on theories

known as "new political economy" or "public choice"- whereby in the fi-

nal end the interaction between the economic and political models pro-
vides the essence of the theory. However, our economic model is in no

way finished yet, in the sense that some important questions have not

been dealth with. We turn to these now in the following order. Firstly,

we further explain and clarify our notion of BE since it is crucial to

our theory but is also a rather unfamiliar concept. Especially attention

is paid to its relation to other concepts of efficiency in economic
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literature. Secondly, we deal with the role of competition, and its ab-

sence, in the free market economy. This is not only important because it

conwtitittes one of our principles but also because its relation to BE is

of great significance in our theory.  It will be shown that (familiar)

"barriers to entry" need not be "barriers to efficiency" (in our sense).

Finally, enterprise subsidies are introduced in the economic system. The

concept of the "hard and soft budget constraint" of JSnos Kornai plays

an important role.

6.3.5 BE and other efficiency concepts

BE consists of three components, each contributing in its own way to

changes in the input-output combination. They will now be discussed in

more detail.

1) BE increases when firms manage somehow to decrease costs per unit.

This may be because prices have changed (see point 3 below) but a basic-

ally different cause is the fact that people may work harder or organize

their activities better. In other words: normally a given set of inputs

is not combined in such a way as to lead to maximum output. There may be

significant differences between firms in this respect. This recognition
is the central theme of X-efficiency theory initiated and developed by

Leibenstein.

Leibenstein argues that workers have differential degrees of

motivation which implies that they do not always work as hard as possi-

ble as the neoclassical maximizing behaviour postulate suggests. On the

contrary, people tend to "take it easy" if possible. The expression "if
possible" points to the second crucial element: environmental factors.

The degree of X-inefficiency (=the difference between actual and minimal

costs with given output) also depends on the pressures that are exerted

on individuals to work harder or better22). Thus the basic idea of X-

efficiency theory can be stated as follows: "Not every individual will
respond fully to every opportunity for economic gain. The degree of res-

ponse depends both on the internal pressures for gain that are part of

the individual's personality and on the external pressures found in eco-

nomic organizational contexts, and in the environment within which eco-

nomic organizations operate" (Leibenstein 1982).
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The relevance and importance of X-efficiency theory for our ana-

lysis is quite clear. The extent to which firms can increase X-efficien-

cy and thus reduce costs is a significant factor in regards to BE. No

doubt much time and energy in firms is devoted to efforts to increase

the performance of the employees and to coordinate everybody's work as

well as possible. The better the firm functions internally, the stronger

the firm will be in the market.

But not only as one component of BE i8 X-efficiency (theory)

relevant. We can also clarify our reasoning in a number of other res-

pects by comparing it to this theory and to literature it has evoked.

To take up this last remark first: the reaction of neoclassical

economists to the concept of X-efficiency, and the discussion that fol-

lowed, provide some valuable insights. Stigler (1976) argues that the

fundamental distinction Leibenstein makes between X-efficiency and al-

locative efficiency - Leibenstein argues that the former is neglected by

neoclassical theory - is not correct. The neoclassical efficiency con-

cept would  indeed  imply X-efficiency  since  the  fact  that  somebody

chooses to work less hard means that he values "leisure", or "health" or

"easy going" more, which is reflected in a new optimal equilibrium posi-

tion. There is no decrease in efficiency but just a shift to another

optimum where personal utility is maximised once again. An example by

Pasour (1982) may illustrate this point. "The fact that a farmer could
produce more corn and increase income by reducing leisure does not
necessarily imply inefficiency. Utility is measurable only to the indi-

vidual decision-maker and if the leisure is valued more highly than the

foregone corn, there is no legitimate basis for concluding that more

corn production would increase efficiency."

We can draw two major conclusions from this criticism. The first
is that it clearly shows the inadequacy of neoclassical reasoning in

this respect in dealing with the problem of efficiency. The criticism is

valid from the neoclassical perspective but shows that in this theory

any action is by definition efficient. Thus it is in this sense tautolo-

gical. Leibenstein (1982) puts it like this: "If one starts with an op-
timum as part of the mindset, and if an economic agent appears to choose

less of something, then he must at the same time be choosing more of

something else. If the something else is not a visible variable, then it
may   be a hidden variable which he chooses   to call leisure".   It   is   ob-
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vious that such theory -"which is inappropriate when the central ques-

tion involves efficiency, variations in which are assumed away rather

then analyzed" (Schwartzman 1973) - is of little or no use to our goals.
The second conclusion is that it illuminates the concept of BE.

For this concept of efficiency is restricted to the supply side of the

economy and derives its meaning from real output. It is a concept of

"productive efficiency" where   only "more output" by firms is relevant.

Thus it neglects other considerations such as pollution, stress, being

friendly to one another or wanting a quiet life. Of course, such phe-23)

nomena are very important tool

A second fruitful comparison between X-efficiency theory and our

approach concerns the relationship between "individual factors" and "err

vironmental factors". X-efficiency theory sees the degree of X-(in)effi-

ciency in a firm as the result of the factors "personal motivation" and

"environmental pressures". Our approach is analogous as it regards BE

ultimately to depend on "ability" and "circumstance": BE = f (A,C). In

connection to this analogy there are two further important links. The

first one is the emphasis on the importance of coinpetition as the out-

standing factor which brings about external pressure for efficiency. The

second concerns the fact that one can translate the degree of external

pressure in available budgets: budgets may be "tight" or "loose" as X-

efficiency theory has it, or budget constraints are "hard" or "soft" as

we (will) have it.
A final remark concerns a difference between X-efficiency theory

and our approach. The subject-level is different. X-efficiency theory

looks at what happens within the firm whereby the analysis is based on

(interactions between) individuals. The individual is the atomic unit of

analysis. We take firms as the entity of analysis and are interested in

their shifts of position in the market. The individuals behind it are

not considered.

2) The second component of BE consists of what in economic literature is

generally known as "economies of scale". This notion in fact plays a

very important role in many neoclassical models as they make costs de-

pend on output. Industrial organization pays a great deal of attention

to the relationship between size and efficiency. This widespread atten-

tion allows us to make just a couple of remarks which are relevant24)
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here. The many theories and empirical studies about this subject give

rise to various conclusions which may contradict each other. It is hard

to find views and results which a great majority of economists supports.

One reason for this is the difficulty of defining economies of scale

appropriately and consistently, and of giving it operational meaning. It

is also quite difficult to separate it from other factors.

An observation that is probably safe to make is that the focus

has shifted from one optimal scale in the "traditional" models to a

whole range of optimal scales. The current literature in general agrees
that some minimum efficient scale exists which precedes the range of

optimal scales. Another point of broad agreement probably is that the

importance of the econoiny of scale factor and the extent to which it

influences the actual scale of firms varies between sectors and in time.

Very significant economies of scale can make it efficient to have only a

few (or even one) firms in a market.

The last five years or so have brought an increasing awareness

of the virtues of small and medium-sized firms in a number of respects.

The fact that in most Western countries some giant firms have run into

deep trouble has no doubt contributed to this shift. Diseconomies of

scale are increasingly recognised. In such cases BE can be raised by

shifting to a smaller scale.

The link between economies of scale and the two other components

of BE should be stressed. It may be that managerial control becomes more

difficult with growing size of an enterprise. The relationship between

the size of a firm and its technological or innovative performance is

another example which has drawn considerable attention in the litera-

ture. It should finally be noted that decisions concerning what scale to

adopt are mostly longer term decisions. You cannot easily shift to other

scales from year to year. This is a quite important fact when it comes

to judging what is an efficient course of action for a firm. The fact

that production or selling capacity is there, that is, the fact that you

have sunk costs in the actual created capacity, is obviously relevant to

what to decide next.

3) Finally, changes in BE may stem from changes in kind of input(s) and

output(s). Here a close link with price changes is most obvious. Equally

obvious is the crucial importance of the choice of inputs and outputs
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for the strenght of a finn in the market. When as a result of new

discoveries some metal becomes relatively abundant and its price falls,

it may  be efficient  to shift to this input. When certain cultural

developments increase the general public's interest in specific type of

goods, it may be efficient to shift production in that direction. This,
of course,  looks very much like the familiar sectoral changes in the

economy and the connected notion of allocative efficiency. From this it

would seem a small step to the "big" multisectoral models and their

equilibria which imply efficiency in the economy as a whole. However, as

the preceding analysis should have made clear, our approach is fundamen-

tally  different  and  one  should  be  very  careful  to  draw the  right

conclusions. Our perspective is micro-economic and deals only with the

supply side of the economy. This is reflected in the notion of BE which

regards the strenght of individual firms in the market. The link with

"macro efficiency" - that is, the efficiency of the economy as a whole -
consists in the  fact  that  relatively  efficient  firms prosper while

weaker firms decline. This is the fundamental process on which "macro

efficiency" in the free market rests, but this in no way implies that

this "macro efficiency" is optimal in the normal sense. Concretely: pos-

sibilities such as recurring recessions, unstable developments because

of  interactions between aggregate variables - that is,  disturbances

which are studied by macro-economics -, or negative external effects are

not considered. This implies that "invisible hand-like" conclusions for

the economy as a whole cannot be drawn. In other words:  no optimal

social welfare element is involved.

On the other hand, it should be stressed that our efficiency
concept is in another sense a basic prerequisite to efficiency in the

economy as a whole. The macro aggregates are the result of micro proces-

ses which are at work iii the system. Tlie way the supply side of the free

market works is of crucial importance in determining macro efficiency.

Interfering with these micro processes means interfering with the basic

efficiency generating mechanisms. This does not imply, however, that

disturbances on another level - say, the level of macro aggregates -

never lead to different conclusions. Besides, it does not imply that

people are happy with the micro processes as they operate in the free

market, nor that the micro system in itself always works properly.
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Although it must be clear that we do not deal with macro meehan-

isms, one should not forget that firms, of course, do react to changes
in macro variables. When for instance government raises certain types of

spending, the free market guarantees that those firms which react best
to this change become stronger. Macro variables are part of the world

surrounding companies,  and those firms which are most alert to the

opportunities offered by shifts in them will prosper. This way macro
variables are indeed incorporated in our micro efficiency concept.25).

The preceding discussion of the concept of BE has not considered

the actual importance to firms of acting through manipulating the var-

ious components of BE. Firms may try to gain strength by  actions that

do not reflect changes in the input-output combination, that is, in our

terminology, by other than real actions. This question necessitates a

closer look at the mechanisms of the free market process, and particu-

larly at the concept of competition. Competition may in fact be absent,

distorted or not as free as one might expect. Such possibilities may

reduce the importance of factors related to BE.

6.3.6 Competition, barriers, and BE

One of our principles states that there is ceaseless competition between

all   firms   in the market.   It was argued   that the neoclassical treatment

of competition is inadequate in a number of respects. In reality com-

petition takes place through a number of varied instruments and is in

its essence a kind of race or contest between firms. As such it is of

direct relevance to the operations of firms. The Austrian School re-

gards the market to be inherently competitive.

An important concept in connection to this vital role of compe-

tition is the notion of "potential competition". Up to now this has only
been implicit in the discussion. However, it should be explicitly men-
ti.ine.i since it has becooe increasingly important in economic. liter.i-
cure, and it also points to possibilities of competition being ;11, *elit „r
i:1·11'prorriate.   The   notion  of  potential   competition  was   put   tortti  at   tile
beginning of this century by J.B. Clark. Its importance became widelyrecognised, however, only in the fifties with the work of Joe Main. lie
argued that competition is not only present among firms already eetab-
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lished in an industry but also stems from possible new competitors. The

mere threat of new firing entering the industry - whether newly created

companies or new activities of established companies - may be a major

force in deter,nining the behaviour of firms already in the industry.

In the 1 lght of this concept it is clear that oligopolies or

monopolies as such do not imply lack or partial absence of competition.

Indeed, the distinction between perfect competition, oligopoly and mono-

poly becomes very questionable. As a consequence of this development a
new theory of industry structure from a neoclassical perspective has

recently been put forward: the theory of "contestable markets". (See
Baumol, Panzar and Willig 1982). This theory is not founded on the tra-

ditional distinction but regards the market as a whole. As such one may

say that they have come to agree with the Austrian School in this res-

pect, since the Austrians have always rejected these models. The crucial

assumption of contestable markets is free entry and exit, thus assuming

unlimited potential competition. Within this theory the tremendous

importance of the concept of potential competition and the necessity to

view the market as a whole has been recognised. As principle B) makes

clear, our approach is based on the same recognition. Now it is also

immediately obvious when competition does not work properly or might be
absent. When barriers to entry and exit26) to an industry exist, compe-

tition is  threatened.  We will  now  start  to  analyse  these  possible

threats to principle B) and explain to what extent it is invalidated.

More important to the goals of our analysis, however, is the question

about the consequences for the concept of BE in the free market.

Before beginning the discussion of these matters we want to

emphasize the roots our concept of competition has in economic litera-

ture. Stigler (1957) noted that "It seems preferable, therefore,  to

adapt  the concept of competition to changing conditions by another

method: to insist only upon the absence of barriers to entry and exit

froin an industry Ln the longrun normal period; that is, in the period
long enough to allow substantial changes in the quantities of even the

most durable and specialized resources". Kirzner (1973, p. 103) writes

that "(....) in considering the competitiveness of the market process

the crucial question concerns freedom of entry". Finally, the analogy to

"contestable markets" has already been observed.
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Joe Bain (1956, p. 3) defines barriers as "the advantages of
established sellers in an industry over potential entrant sellers, these

advantages being reflected in the extent to which established sellers

can persistently raise their prices above a competitive level without

attracting new firms to enter the industry". Bain distinguishes three
sources of barriers: "product differentiation", "absolute cost advan-
tages" and "economies of scale". He then proceeds to recognize 10 "typi-
cal circumstances" which give rise to the 3 barriers. In the flood of
literature that emerged after Bain's work the discussion came to be con-

centrated around a limited number of fundamental factors. First we will
discuss these factors which directly derive from Bain. After this atten-

tion will be paid to the notion of "predatory pricing" which has been
given more emphasis in later literature. The way the Austrian School

deals with the problem of barriers will be dealt with too, and finally

we concentrate on what might be called the Stigler-Baumol-approach, and

emphasize its importance to us. All discussions focus on the meaning of

barriers for BE. The central question may be stated as follows: are bar-

riers to new competition also barriers to efficiency?

Bain regards product differentiation as the most important bar-

rier. The barrier arises because of the fact that products of estab-

lished firms have a certain reputation which products of new entrants
cannot match. In other words, established firms enjoy some "goodwill"
which creates an advantage over new firms. In this respect it is noted

that new entrants have to make extra advertising efforts - that is, they

face higher advertising costs - in order to get through to potential

customers who are used to the familiar names. This way the same product

is more easily sold by an established firm than by a new entrant.

Indeed it is obvious that this aspect of product differentia-
27)tion constitutes a barrier to new competition. But it is not a bar-

rier to efficiency in our sense. The fact that a company has a good
reputation means that people know that its products are useful to them.
This knowledge based on experience implies a substantial reduction of
information costs. A product by a new firm still has to prove itself
which makes it inevitable to inform people about its usefulness to them.
Thus, this disadvantage for new entrants reflects a real difference with
established firms from the point of view of the consumer. It is effi-
cient to take this difference into account. Established firms can sell
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their products against lower costs than new entrants, that is, they have

a higher BE value. (See also Dewsetz 1982a and von Weizsiicker 1980).

Von Weizsdcker (1980) points out another aspect: the fact that

goodwill of established firms works as an incentive to new entrants in

the free market. He states that "The goodwill premium received by high

quality producers already in the market (...) is the very incentive

which induces new entrants to produce high quality products. (....) It

is not useful to say that entrants are at a disadvantage as compared

with established firms, since they enter precisely because of the later

advantages of an establistied firm".

'rhe discussion about "absolute cost advantages" (Bain's second

barrier) has focused on the problems new entrants seem to have when they

need large capital amounts. It is argued that large capital requirements

in an industry often cannot be met by firms trying to enter the indus-

try. They may not get the needed money for investments anyhow, or only

at higher interest rates. Thus, new entrants are at a disadvantage.

Here again, however, the extra costs for new entrants can be traced to

real cost differences which should  be taken into account when one

regards efficiency. Whether it seems to be a good decision to lend money

to some new firm trying to enter an industry is obviously more difficult

to judge than wlien it concerns a well-known established firm. In the

first case one faces more uncertainty as well as the necessity to incur

extra costs to find out whether the new entrant is competent and relia-

ble. Things are easier with an established firm in this respect which

implies  a real advantage.   In the words of Demsetz (1982a):   "It  is  not

large capital 'requirements', but the history of succesful firms, in a

world in which information is costly to acquire, that constitute the

source of such interest rate differentials". (See also Kirzner 1979,

Chapter 6). Established firms have a higher BE value in this respect.

Our conclusion that the two barriers to entry discussed so far

do not constitute barriers to efficiency (in our sense) does not imply

that efficiency will be optimal. When a bank decides not to lend rnoney

to a new entrant because of the uncertainties involved, this may or may

not be a correct decision. If the new entrant would have been a success,

but is denied the necessary capital, the bank has taken the wrong deci-

slon, which is the source of inefficiency. In Austrian terms the bank

has not correctly anticipated the qualities and promises of this new
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firm - its knowledge was imperfect - which has brought about a wrong

move. The essence of the market economy however is that this gives rise

to profit opportunities from which others will try to benefit. The

market tends to correct the error. The fact that the reality of the

existence of a qualified, capable and trustworthy entrepreneur with a

good idea has been overlooked is the source of the inefficiency; that

is, barriers to entry are not to blame.

The distinction between barriers to entry and barriers to effi-

ciency can be most easily shown by considering Bain' s third barrier:

"economies of scale". This barrrier is relevant when economies of scale

in an industry are present to such an extent that a new entrant would

have to supply a relatively large part of the market in order to work

efficient. The resulting substantial extra supply will decrease price

which might imply the vanishing of profit opportunities. Thus, entry

would not be attractive and the established firms continue to make high

profits.

The basic cause of the disadvantage for new entrants is the

necessity to produce as efficiently as established firms which in this

case calls for a relatively large scale. A small firm is inefficient.

This barrier to entry reflects the differences in BE values because of

differences in scale. Such an industry produces most efficiently with a

relatively small number of large firms.

One important remark concerning the concept of barriers in the

light of our approach is the following. Bain's definitions of these bar-

riers  deal  exclusively with  differences  deriving  from being  inside

(established firm) or outside (new entrant) the industry. This implies

that differences due to dynamic market changes are not regarded. But

continuing changes are a crucial element of the market and it should be

stressed that they are not covered as such in Bain's analysis. For exam-

ple, when a company develops a new, better product (product differentia-

tion  "in our sense"),   this will easily overcome existing barriers.  Ac-

cordingly, when a new firm uses most up-to-date production techniques

and thus can produce against lower costs, this will reduce the signifi-

cance of barriers in the free market. Of course, this does not invali-

date Bain's analysis but puts it in the proper perspective in comparison

to our approach.
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A fourth barrier that can be derived from Bain's work might be

labelled "legal barriers".28  Typically one may think of patents, copy-

rights and trademarks that imply legal protection for existing products

or production techniques. Entry is blocked by legal action.

This last eliaracteristic is quite important because these bar-

riers are somehow created by governinent, but can in principle also be

removed. The questions that concern us are whether these barriers hamper

efficiency in our sense, and whether government should do something

about them.

It can be shown that efficiency suffers from this barrier. When

some firm is not allowed to produce a certain product with unique quali-

ties for which demand is high, because it is patented, this firm is bar-

red from raising its BE value. It cannot choose a better input-output

combination because it is not allowed to produce this particular output.

The competitive struggle between firms is interfered with, because the

one which man:uled to be first to patent the product is now sheltered

frmn competition. This firm enjoys a legally enforced monopoly position

for some time. Our principle o[ ceaseless competition between all firms

breaks down with negative effects on our concept of efficiency. In this

case, barriers to entry imply barriers to efficiency.

At first sight this latter conclusion may lead one to favor

elimination of these legal barriers for reasons of efficiency. However,

the conclusion is based on our notion of BE, which does not "tell the

whole story". When this matter is considered from the viewpoint of the

dynamics of the economy as a whole, one is bound to draw a different

conclusion. When there would be no protection at all against copying,

any advantage  through innovation would quickly disappear. Thus,  the

incentive to innovate would be undermined since profit opportunities are

reditced. Tlie inclination to invest in risky research programmes would

decline and the economy as a whole would show less innovative progress.

The efficiency of the economy would no doubt suffer in the longer run.

Government intervention is necessary in this case because the free

market does not take proper account of this factor. It is also clear
that the concept of BE, which does not consider the economy as a whole,

is inappropriate from this point of view. This illustrates the limits of

our approach.
29)
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The next barrier is "predatory pricing". This barrier    can    be

considered as one particular example of a broader set of barriers which

will be labelled "power factors" (see below). Demsetz (1982a) defines
predatory pricing as "pricing designed to monopolize a market by punish-
ing rivals until they cooperate by leaving the industry, reducing ouput

or merging on favorable terms with the predator". Established firms may

make entry by new firms difficult or impossible by punitive pricing res-

ponses which eliminate profit opportunities for new entrants. Since the

established firms are already in the industry and way have considerable
financial reserves, they can make the prospects for new entrants more

uncertain and grim. Even though the new entrant may offer a product

which would "normally" gain a reasonable market share and be profitable,
the very opposition of established firms which (might) engage in preda-

tory pricing can spoil the prospects.

It is clear that this kind of policy by established firms con-

stitutes both a barrier to entry and a barrier to efficiency. The compe-

titive struggle does in this case not only depend on the factors which

make up BE, but is also influenced - and perhaps to a considerable de-

gree - by what we may call pure power factors. By means of force new
entrants are crushed before they can establish themselves.

This problem is closely connected to the existence of cartels in

which established firms cooperate to keep up profits and keep out other

firms. Of course, many economists have dealt and still deal with these

matters, most notably in the USA with its tradition of antitrust legis-

lation and desire for competitive policies. From our perspective this

broad attention to possible threats to competition because of policies

by established firms that make it difficult or impossible for other

firms to enter, is fully justified. In this case the free market cannot

be  trusted to make the most efficient company win the competitive

struggle; power factors may disturb the picture. 30)

Whether the policies to promote competition have been adequate

is another matter, however. The antitrust policy has been based on the

neoclassical analysis of competition, of which we argued that it is ser-

iously flawed. The analysis in this subsection underscores this con-

clusion as it shows that barriers to competition need not be barriers to

efficiency. The fundamental differences between our approach and the
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policies which have actually been pursued in the USA will be highlighted

below.

Whether predatory pricing is pract iced can only be found out

through empirical studies of particular cases. All these empirical stud-

ies, however, suffer from the serious problem that it is very hard to

recognize whether a price cut is part of the "normal" competitive stra-
tegy of a firm or is deliberately intended to destroy the opportunities

for a new entrant. We have seen that price policy is one element in the

competitive struggle between firms and the price cut may very well re-

flect  increasing  efficiency  of  the  firm.  In  the  words  of  Demsetz

(1982a): "The practical problem  of an anti-predatory pricing policy
obviously is to distinguish beneficial from harmful price reductions.

T he ability of one finn to c Ilarge a lower price than another (for given

quality), or to outlast another in a 'price war', generally will be cor-

related with its efficiency, so that the prevention of price wars may

merely prevent consumers from enjoying long lasting benefits of truly

competitive pricing".

Our discussion of barriers and their relation to the concept of BE has

so far neglected what the Austrians say on the subject. Restricting our-

selves to Kirzner we note that he regards barriers within the market -

that is, not considering barriers raised by the government - to be pos-

sible only as the result of exclusive resource control. (See Kirzner

1979, Chapter 6). Only when some necessary input for production is mono-

polized, which means that others simply have no access to this input,

can one speak of barriers. In all other cases the competitive market

process is at work.

Although the approach in this study is in many respects analo-
gous to that of the Austrians it seems useful to explicitly mention two

differences which are implicit in the preceding. Firstly, we regard the

possibilities  for established firms to keep new entrants out of the

business by actions which do not reflect differences in BE as a serious

threat to the proper functioning of the free market. Phenomena like

predatory pricing and cartels interfere with the market process in that

they introduce factors of power in the competitive struggle. The use of

such power instruments in competition clearly distorts the efficiency

generating process. Secondly, we have already explained that we do not
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imply maximum efficiency for the economy as a whole. We do not rule out

the possibility of disturbances on the macro level in terms of aggregate

variables. We disagree with the Austrian neglect of macro economics and

with their ideas about the "automatic" way in which the micro mechanisms
of the free market would lead to the best possible results on the macro

level.

The meaning of barriers in our approach can probably be most

clearly shown by referring to the way Stigler and Baumol et al. deal

with the problem. Stigler contributed significantly to the course of

discussion about barriers by defining them as "a cost of producing (at

some or every rate of output) which must be borne by a firm which seeks

to enter an industry but is not borne by firms already in the industry"

(Stigler 1968, p. 67). Unlike Bain, Stigler focuses on cost differences

between established firms and new entrants. Baumol, Panzar and Willig

(1982) use this definition as one of the crucial elements on which they

found their theory of "contestable markets". Their discussion of bar-
riers and the role they play in their theory are most useful in explain-
ing what they mean and imply in our approach.

A market is perfectly contestable when there are no barriers,

that is, when "potential competition is unencumbered by frictions, entry

costs, or exit costs." The traditional distinction between perfect com-

petition, oligopoly and monopoly is dropped since the threat of competi-

tion by new entrants forces oligopolists and monopolists to take account

of other firms. The crucial assumption of course is that as soon as

profit opportunities arise a new entrant can benefit from them, while he

also can immediately leave as profits disappear ("reversible entry" or
"costless exit"). Baumol et al. call this "hit and run" tactics.

But,  obviously in reality,  barriers do exist,  and perfectly

contestable markets are very unlikely. In analyzing the role of barriers

Baumol et al. note that sunk costs are their fundamental source. Sunk

costs are the costs of resources which, once committed, are no longer a

portion of the opportunity cost. Sunk costs can never be eliminated; not
even when production is stopped altogether. (This constitutes the basic

difference with fixed costs which can be reduced to zero in the long

run). Sunk costs are irrecoverable and thus are no longer relevant for a

firm when it has to decide on its future course of action. "Bygones are



283

bygcilies",   ailit   tile   tiran  has   to   lake   the  "loss"  ot   the sunk costs  as  a

lael. New eltlr,lills, however, hdve not yet caninitted any sunk 008tS and

can "freely" decide whether to lilvest in a particular area or not. For

them, all costs are relevant for the decision-making procedure. Thus,

new entrants face a fundamental cost disadvantage in this respect.

The fact that established firms are already in the industry and

have sunk costs - that is, costless exit is impossible - constit
utes the

31)
barrier for new entrants that are not yet committed.

The implications of this analysis to our approach are of the

utmost importance. Barriers which derive from sunk costs cannot be re-

garded to hamper efficiency in our sense. The notion of BE ta
kes into

account the world as it is in reality; that is, the world in which

established firms have sunk costs as a matter of fact. It is efficient

to adjust as well as possible to the environment, whereby this

environment has also been shaped by the decisions in the past. Ex post
,

decisions may prove to have been "wrong" or "unfortunate" but this

should be taken as a fact on which new decisions with a view to the

future have to  be based. As the Austrian School makes clear these

"wrong" decisions of the past - the result of imperfect knowledge - give

rise to profit opportunities and thus provoke alert entrepreneurs to

act. This is the essence of the efficiency generating market process.

The notion of BE takes the world as it is; that is, business

decisions also depend on decisions that were made in the past by the

firm itself as well as by other companies. It is not useful to deplore

the fact that past decisions have negative consequences now; they c
annot

be wished away.  Instead, given these facts, it is efficient to try
 to

make the best of it. Firms trying to raise BE thus start by looking at

what the situation in reality is.

Some    examples may illustrate the point.    The    fact    that    a    new,

more efficient machine is put on the market does not necessarily imply

that the old machines should be immediately removed. It may very well be

more efficient to keep on producing with the old machine for a while,

since its costs cannot be recovered. The fact that it is no
w obvious

that it would have been better to have postponed the investment until

the new machine had come on the market, is simply not relevan
t.
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As a second example we may note the possibility that the loca-

tion of a plant becomes less attractive because of demographic shifts.

The fact that moving to a new, more appropriate place costs money and

would imply that part of the existing capital is lost, may make it effi-

cient to stay at the old location. However, this firm faces a decrease

in BE and is, ceteris paribus, losing ground in the competitive struggle

to better located firms.

Our notion of BE is thus rooted in reality and very unlike what

Demsetz (1969) has called the "nirvana approach". Contrary to this ap-

proach we do not relate (in)efficiency to some theoretical, unattainable

ideal situation, but see efficiency as a process in which various alter-

natives compete for the best possible - that is, not ideal - course of

action. Decisions in order to try to raise BE take into account the

present state of affairs. The fact that firms have established

themselves in an industry, and have sunk costs, are part of this reality

as a result of their past decisions. Even though these decisions may be

deplored now as the present state of affairs is far from ideal, one

should take them into account when it comes to selecting the (expected)

most efficient course of action. That is what firms do when they try to

raise BE.  Therefore,  barriers as a result of sunk costs cannot be

regarded as barriers to efficiency in our sense. Sunk costs are the

inevitable consequence of past decisions.

6.3.7 The free market: main conclusions

From all that has been said so far in this chapter it is now possible to

draw the main conclusions as to the essential characteristics of the

free market economy. These conclusions about crucial features of the

working of the market do not pretend to be some kind of new micro theo-

ry. The aim is to present an adequate and useful picture of the free

market. That picture should be realistic as well as functional in ana-

lyzing the effects of enterprise subsidies.

The free market is a process of dynamic change in which a huge

number of differing firms compete in order to obtain the best possible
results. The degree of success of each firm in the market depends on a

wide variety of factors which simultaneously exert their influence in

ever changing combinations. This results in the profitability of a firm.
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Profits are tile yardstick by which the strength of a firm is measured,

and profit opportunities are the signals on which firms act i
n order to

try to make profits in the future too. In the free market these 
actions

c:onsist ot decisions regarding tile input-output combination, which has

been labelled BE. One hopes to raise profitability as far as possible by

changing BE. Profitability and BE move in the same direction. All firms

take part in the competitive struggle in which those companies that

(happen to) make the best decisions prosper at the expense of other

firms. Growth and progress result from this continuing shift from rela-

tively weak to relatively strong firing; "weak" and "strong" both in

terms of profitability and BE. As was argued extensively one should be

very careful about wi en this system does not work properly and what it

does not imply. The first question concerns the possibility that the

competitive process cannot adequately fulfill its functions. It may be

that access to inputs or outputs is blocked - whether through legal

action or otherwise - or that power configurations have arisen which

influence the competitive struggle with means not reflecting 
BE. As an

example we can think of a very successful firm in the past 
which has won

a monopoly position and abundant financial reserves. As long 
as its po-

sition is due to superior performance in terms of BE, the market func-

tions properly. But as soon as this firm starts to "destroy" potential

lit·w ctill,petltors which would in lertils of BE be coinpetitive, the market

system falls. '1'lie monopolist uses the strength it has gathered in the

past as a means to stop the competitive process. Another analogous exam-

ple is the existence of cartels.

The second question deals with the fact that our particular

micro, business efficiency oriented approach does not take 
account of

possible macro disturbances,  nor does it consider people's opinions.

(But the latter element is of course relevant to the political 
system).

The line of reasoning in this chapter thus leads to th
e conclu-

sion that the market economy can usually be expected to select the rela-

tively efficient firms. But the empirical part of this study showed that

the granting of enterprise subsidies is heavily biased
 towards relative-

ly less efficient firms. The efficiency generating mechanism of the free

market is interfered with. This study focuses on these
 threats to effi-

ciency coming from outside the market with the granting of enterprise
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subsidies. The aim is to explain why, when and how this occurs. But the

possibility that the market itself does not function properly with res-

pect to efficiency should not be neglected. We pay some attention to

this aspect - which in our terminology means that BE and profitability

move apart in the market - mainly for two reasons. Firstly, this pos-

sibility has been given a great deal of attention in "mainstream" econo-

mics. Particularly the structuralists in Industrial Organization deal

with this matter. Secondly, we can clarify our reasoning by comparing it

to the structuralist approach. It is quite interesting to note that the

debate about the antitrust policy in the USA generates many issues and

arguments that are relevant to this study. Our line of reasoning has

much in common with that of antitrust critics such as Armentano, Brozen,

Demsetz, McGee and Peltzman32)'

The Structure-Conduct-Performance paradigm (S-C-P) holds that

the performance in particular industries or markets depends upon the

conduct (behaviour) of sellers and buyers in such matters as pricing
policies and practices, interfirm cooperation, product strategies, in-

vestments, and so on. Conduct depends in turn upon the structure of the

relevant market, embracing such features as the number and size distri-

bution of sellers and buyers, the degree of product differentiation, the
presence or absence of barriers to entry, the degree of vertical inte-

gration of firms, and the amount of diversity or conglomerateness char-

acterizing individual firm's product lines (see Scherer 1980, Chapter

1).   The  causal   flow  runs from market structure to conduct and perfor-
mance. Performance is endogeneous.

This body of thought can be said to combine neoclassical micro-

economic  theory with a strong commitment to empirical,  quantitative

study. It deals with concrete real-world cases and works with a great

variety of variables. It provides a flood of empirical data on all kinds

of aspecte of industry.

The structuralists have adopted a critical attitude towards the

functioning of the market. They identify a range of threats to competi-

tion and efficiency, and usually argue that the government should act to
counter or eliminate them. In thls view, competition and efficiency in

the free market may suffer from such phenomena as mergers, concentra-

tion,  dominant  firms,  price discrimination,  product differentiation,

predatory pricing, collusion (for instance, price-fixing agreements and
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price leadership), and tying agreements. In order to give an impression

Of Lile way (i f re,14<in j 11>:, two plleili)mena ilre taken up very briefly.
A  tying agreement is Haid Lo exlsL wliet) d buyer agrees to

purchase or le,ise one co,nmodity, conditioned on also purchasing or

leasi,W another commodity. This implies that the buyer agrees to some

restriction of economic activity. A seller with some degree of market

power might require users of that commodity to purchase a second commo-

dity  or  service  on unfavourable  terms.  Users  are  then  said  to  be

injured,  since they would be required to make a less than optimal

purchase.  Moreover,  potential  rival  sellers might  be  foreclosed or

excluded from the market, thereby lessening competition. (Under anti-
trust law, tying contracts are illegal when their effect "may be to sub-

stantially lessen competition or tend to create a monopoly").

Mergers have also been .1 major topic of Industrial Organization

econotoists who worry about the effects on competition and efficiency.

The arguments vary somewhat between different types of mergers - hori-

zontal mergers, vertical mergers, conglomerate mergers - but some major

themes can be identified. Firstly, a merger is a step, however large or

small, toward increased concentration. The number of sellers diminishes

which implies a move into the direction of a monopoly. Secondly, it is

feared that mergers may spawn other mergers, leading to an autonomous

process of concentration ("domino theory"). This process should be stop-

ped "before it goes too far". Thirdly, a merger may have "unfair"
negative effects on competitors. The acquired firm may no longer be wil-

ling to supply (some of) its customers, or only on more unfavourable

terms, since these are rivals to the acquiring firm. A more or less

analogous situation arises if the acquired firm has to purchase the

products from the acquiring firm. Although they may offer better terms,

rival competitors are foreclosed from sales.

This structuralist approach differs fundamentally froin ours, and

accordingly leads to different conclusions. We may summarize our criti-

cis,0 in two points and clarify the alternative line of reasoning in this

chapter in a third point.

1) The structuralist conclusions are the typical products of the neo-

classical assumptions upon which they are based. Now we encounter the

serious shortcomings of this theory in practice. Two examples may

illustrate the point.



288

Firstly, a decrease in the number of sellers does not as such

imply a decrease in competition and efficiency. As long as anybody is ,

free to enter, firms, however large they may be, have to take account

of what others are doing or might do. This pressure of (potential)

competition can be countered by an increase in efficiency. The size

and dominance of a large firm may very well reflect superior effi-

ciency. High profitability is a natural consequence of this: it is

not a proof of monopoly in the neoclassical sense. Profits are in-

trinsic in the tremendously complex and differentiated market econ-

omy, in which each firm is unique.

Secondly, price discrimination is no threat to competition and

efficiency per se. Manipulating prices is a normal aspect of competi-

tive behaviour. Indeed, in the perfectly competitive equilibrium sit-

uation with homogeneous products and perfectly elastic demand func-
tions, no seller would be able to discriminate on the basis of price.

33)But the real world is characterized by the absence of homogenuity

and non-perfectly-elastic demand curves, which make price differences

part and parcel of the free market. Price differences can be expec ed
and can be efficient.

2) The structuralist approach seems not to fully appreciate the impor-

tance of the following aspect. Voluntary market agreements are estab-

lished when the parties involved expect to benefit. Each individual

decision-maker performs his own cost-benefit calculations, and be-
comes a party to the contract which he thinks will offer the most

favourable terms. Seen in this light, a voluntary tying agreement can
very well be efficient in the sense that both parties judged it ex.
ante to be beneficial to them.

A free market with free competition can thus be said to generate

efficiency as a result of the millions of voluntary arrangements be-

tween parties. This leads back to our approach in this chapter.

3) The process may break down when competition is not free and when ar-

rangements are not concluded voluntarily. But, as we have seen, bar-
riers to competition do not usually imply barriers to efficiency in
our sense. Most of the barriers to competition can be traced to dif-

ferences in BE, that is, the barrier to competition can be explained

by a superior efficiency performance. There were two notable excep-
tions, however. When a firm cannot obtain the inputs necessary to
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production or is not allowed to produce some output, competition is

eliminated. But there may be good reason for this from the viewpoint

of the efficiency of the economy as a whole (see above).

rhe second exception congerns the "power factor". This can be a
significant threat to competition and efficiency, and should be dealt

with in such cases. The crucial point to us is that inarket power as

such is no proof of lack of competition and inefficiency. All firms
in the real world have some degree of market power. We do not accept

the structuralist identification of the phenomena mentioned above as

tokens of monopolistic abuse and inefficiency. Large size, product

differentiation, tying agreements, price discrimination, etc., cannot

be seen as harmful per se34). The relevant point is whether market

power is inisused. Attention should be focused on when and how this

happens. This is probably an extremely difficult inatter, but it might

be useful to start by asking when arrangements are not concluded vol-
untarily, and are detrimental to one of the parties. In that case a

party may have been forced to accept an agreement which is to its

disadvantage. This would warrant government intervention. But this

approach is fundamentally different from the structuralist one.

Before analyzing the role of enterprise subsidies in the free

market and their effects on efficiency - which are the central questions

to us - we want to clarify our reasoning by pointing out three addition-

al aspects.

Firstly, it looks quite impossible in our approach to say much

about which course of action a firm should take to be successful. This

is in line with the notion of "survival ability" which was introduced by
Stigler (1950). He argued that the only way to judge whether a firm is
sufficiently efficient is by looking at whether it survives or not.

Thus, "survival ability" as the test of efficiency. In Stigler's words:
"Survival is the only test of a firm's ability to cope with all the

problems: buying inputs, soothing laborers, finding customers,

introducing new products and techniques, coping with fluctuations,
evading regulations, etc. A cross-sectional study of the costs of inputs

per unit of output in a given period measures only one facet of the

firm's efficiency and yields no conclusion on efficiency in the large.
Conversely, if a firm of a given size survives, we may infer that its
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costs are equal to those of other sizes of firm, being neither less (or

firms of this size would grow in number relative to the industry) nor
more (or firms of this size would decline in number relative to the
industry)". Our approach is in many respects analogous to that of

Stigler, however, with a number of qualifications which should be clear

from what has already been said. The main analogy with Stigler is that

so many factors simultaneously influence the efficiency of a firm that
it is not possible to "calculate" what course a firm will be running in
future as a consequence of present decisions. Reality is so complex that

the influence of individual factors  is  seldom more than minor in

comparison to the whole, that is, any factor is likely to be overridden

by the combination of other factors. This leads to the second aspect.

However obvious and important this fact may be, it in no way
implies that singling out specific factors and trying to determine their
meaning and importance is a useless effort. On the contrary, this is the

only possible way to try to increase knowledge about these phenomena. Of

course, this is exactly what (large parts of) economics is all about,

and it has led to many valuable insights and ideas. But all these ef-

forts to explain or measure parts of the whole must not keep one from

realizing how complex the whole is in fact, and how this complex whole

ultimately determines the course of events. This awareness is reflected

in Stigler's "survival ability" as a test of efficiency as well as in
our approach. We have considered the basic mechanisms of the market as a

whole with emphasis on the interaction between firms, since this seems

to be most appropriate for our goals. This approach deliberately leaves

aside the many, many specific factors and their relation which make up

the whole.

Thirdly, as our subject concerns enterprise subsidies we will
not consider further the possibility that BE and profitability move

apart because of other factors. These can be summarized in two points.

Changes in profitability do not reflect changes in BE when the former

have been caused by power factors within the market. Phenomena such as

predatory pricing and cartels are relevant here. Another aspect is ex-

clusive resource control. The second point concerns the possibility that

the government interferes in a selective way in the supply side of the

economy through other than subsidy measures. The government may distort

the competitive process among firms for instance by raising barriers to
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entry.  The divergences between BE and profitability which cannot be

traced to either of these two set of factors must stem from enterprise

subsidies.

6.3.8 Enterprise subsidies: the hard and soft budget constraint

In his book "Economics of Shortage" (1980) JAnos Kornai develops the

concept of the "hard and soft budget constraint". (See especially Chap-

ter   13).   '1'Iii•,   eonc·ept   and   Korn:al's   analysts   of the relation between

state and firms is Ht great significance. We will apply it to our analy-
sis, adjustinb the concept to our approach.

The concept of the budget constraint is based on the financial balance

sheet of a firm for a definite period. In a certain period total pay-

ments by a firm must be less than or equal the sum of initial money

stock and total receipts in that period. The question is in what circum-
stances this constraint actually restricts the behaviour and freedom of

action of the firm. Kornai formulates five conditions which together are

sufficient to guarantee perfect hardness of the constraint:

1)  Exogeneous prices; the firm is a price-taker,

2)  The tax system is hard; the firm cannot influence taxes;

no exemptions to tax rules are possible,

3)  No free state grants,

4)  No credit,

5)  No external financial investment.

These conditions for perfect hardness have a number of consequences for

the functioning of firins. They stand completely on their own and can

only survive or grow when their sales exceed costs. They must adjust to

price changes by real actions and bear the risks alone.

When (some of) tliese conditions are relaxed, the budget con-

straint becomes softer and the rigorous consequences of the hard con-

straints vanish. Life becomes much easier and safer for the firm. For

example, Kornai notes that when the budget constraint is soft "the sur-
vival of the firm does not depend only on whether it is able permanently

to cover the costs of its purchases of inputs from the proceeds of its

sales. Even if the fortner permanently exceed the latter, that may be

counterbalanced by tax exemptions, state subsidies, soft credit, etC".
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With perfect softness there is an automatic guarantee of the firm's sur-

vival.

It is obvious that perfect hardness and perfect softness do not exist in

reality. Kornai's basic argument is that under socialist conditions the

budget constraint is (much) softer than in a capitalist setting. How-
ever, there is also a trend to become harder in Hungary and softer in

the West. The latter remark is of interest to us since softening of the

budget constraint is exactly what happens with the granting of enter-

prise  subsidies.  One moves  in the direction of the system that is

analyzed by Kornai, which makes his analysis relevant. However, this

concept of the budget constraint has been formulated for a socialist -

and particularly the Hungarian - economy. This explicit dependence of

Kornai's concept on socialist economic reality must make us careful in

applying it to our free market system. We therefore have to explain what

perfect hardness means in our approach, which deviates significantly

from Kornai's socialist-economy-oriented concept. These differences in

no way invalidate the importance and usefulness of the general idea of

the concept of the budget constraint to our approach, however.

The meaning of perfect hardness in a free market context differs in
three major respects from Kornai's treatment:

1) Kornai defines the concept in terms of cash flows: receipts versus

payments. Cash flows need not coincide with sales and costs, however.

Our focus is on profits and profit opportunities. A negative cash

flow may not endanger the firm when it expects sufficient profits.

2) The conditions for perfect hardness of "no credit" and "no external
f inancial investment"   do   not   re f lect the working   o f   the free market.
Credits and external financial investment are essential elements of
the capitalist economy. The crucial point is on what terms the money

(in whatever form) flows to a firm. As long as pure business economic

considerations determine these terms, that is as long as the profit

opportunities that one expects are causing a particular investment in

some firm, it cannot be said that the budget constraint has become

softer. The capital market can be regarded to be perfectly hard as

long as decisions are based exclusively on the expectations about the

individual business economic performance of the various firms, and

the risks involved. Every firm stands on its own and depends com-

pletely upon its own strength in the market as it is judged by
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possible capital suppliers. In this sense the "capital constraint" is
perfectly hard, and so is the free market (see subsection 1.2).

3)  Kornai' s condition  o f "exogeneous prices" typically applies  to  the

socialist economy. As was shown in the chapter on Hungary, companies

frequently negotiate with the authorities about the level of prices
of their products. This phenomenon of "bargaining" permeates the sup-

ply side of the Hungarian economy and is a means for firms to influ-

ence prices. A "socialist" price-maker is a firm which manages to

have its prices fixed at a relatively advantageous level. It can cre-

ate profits by clever bargaining.

This practice is very unlike the free market system in which

prices move freely without government intervention.35) Price-making

is a normal instrument in the competitive struggle. Alert entrepre-

neurs may translate their high BE into price cuts through which they

may beat their rivals. TilllS price-making in the free market as such

is ill principle tic) ineans to soften tile budget constraint - goverrunent

has ticithin ; to do witli it - but instead reflects the severe competi-

tion in the "perfectly hard" market. The price-making of one firm

serves as a further constraint on the actions of other firms; thus
price-making "hardens" the budget constraint in the capitalist econo-

my. If other firms do not react properly to the price cut of this

firm they may in the end even be driven out of business.

Kornai's five conditions for perfect hardness can be changed as
follows in order to suit the capitalist economy. The fact that a firm

can "make" prices is a nonnal element in the competitive struggle and

reflects real actions - that is, actions changing the input-output com-

bination - by the tirm. . Indeed, preferential treatment for particu-36)

lar firms through the tax system and free state grants do soften the

budget constraint. When credits and external financial investments are

based exclusively on the evaluations of individual capital suppliers in

terms of business economic considerations, they are perfectly hard. Only

when credits, for instance, are deliberately granted against easier con-

ditions can it be said that the constraint becomes softer.
In this sense firms in the  free market face a perfectly hard

budget constraint. This in essence means that each firm stands on its

own and tries to make the best of it by actions changing BE. It can only
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survive if it is sufficiently attractive or useful to other market par-

tiCipants to make them willing to deal with this firm on mutually agreed

and beneficial terms.

The introduction of enterprise subsidies in the supply side of

the market adds another factor which firms have to take into account.

This additional element may influence the (re)actions of enterprises and

the functioning of the market. This chapter provides the foundation for

further analysis as it describes the way in which the free market essen-

tially works without subsidies. The latter are assumed to be brought

about by political considerations and mechanisms, which are studied in

the next chapter. The interaction between "the economic system" and "
the political system" should enable us to study the economic effects (in
terms of efficiency) of the politically inspired enterprise subsidies.

The relationship between BE and profitability is of vital impor-
tance to understand the economic influence of subsidies. The inherent

link between these two notions in the free market may be broken as firms
inay try to raise their strength by other means than measures relating to

BE. We have referred to this by stating that BE and profitability move

apart. The meaning of this divergence can probably be best illustrated

by quoting Kornai (1980, p. 308). He notes the difference between a firm

that reacts through real actions and a firm that reacts "in the control

sphere". The former "acts in the factory", the latter concentrates on

"requests, complaints and bargaining -in other words, attempts to mani-
pulate all those on whom tax remissions, subsidies, soft credit, and so

on,   depend".

The empirical part suggests that this in fact happens on a con-

siderable scale. We want to explain why, when and how, and turn to the

political system for an answer.
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CHAPTER 7

THE POLITICAL SYSTEM

7.1 Introduction

In analyzing the political system and its relevance to enter-

prise subsidies we use the approach known as "New Political Economy" or

"Public Choice".

Public Choice can be defined as "the economic study of non-mar-

ket decision making, or, simply, the application of economics to politi-

cal science. The basic behavioral postulate of public choice, as for

economics, is that man is an egoistic, rational, ultility maximizer"

(Mueller 1976, p. 395). The approach is thus individualistic, that is,

one starts by looking at the behaviour of individuals. One focuses at-

tention primarily on the relationship between voters, politicians, bu-

reaucrats and parties. We concentrate on the relationship between voters

and politicians. The former are assumed to vote for those politicians

they think will serve their self-interest best. Voters are utility maxi-

mizers with respect to government policy concerning enterprise subsi-

dies. The latter try to pursue those policies that maximize the number

of votes. The essence of the game for politicians is that they win elec-

tions, whicli inay enable them to implement the policies their voters de-

sire. One should note the crucial importance of the rules for the game

in this context. Politicians have to acquire votes in order to be able

to succeed, that is, their "regulating motivation" (see Stevers 1967) is
to maximize votes. Whatever their "final motivations" may be is not rel-

evant in this respect.

We apply the economic concept of marginal costs and benefits to

the political process. We assume that politicians try to value actions

in terins of nuinber of votes gained or lost, and select those policies
that they expect to win them most votes (thus, marginal revenues exceed

marginal costs in terms of votes). A couple of additional remarks, clar-

ifying our approach, should be made:

1) The analysis applies to western-type democracies where people elect

parliaments and governments. We do not distinguish between parliament
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and government as we focus on political decision-makers. Expressions
like "government", "authorities" and "politicians" are supposed to be
synonymous.

2) We do not consider bureaucracies. Bureaucrats are assumed to loyally
execute the political decisions.

3) Political parties are seen as a coalition of individuals or groups of
individuals. They fulfil an intermediate function between voters and
politicians.

4) In the relationship between voters and government, which makes up the
heart of our analysis of the political system, the activities of

pressure groups deserve considerable attention. As will be shown be-
low, they are an important factor in the political process.1)

5) Government is not considered to be an autonomous, homogeneous entity
pursuing "the common good". Government policy is the product of the
political process: it is endogeneous.

Bearing these assumptions in mind, we are going to apply some of
the insights offered by New Political Economy. We will refer to some of

the classic works in this field. One name should be mentioned at this

point already: Joseph Schumpeter. Although most subsequent literature
makes no reference to Schumpeter, and the relationship between Schum-

peter and Public Choice is somewhat curious anyway, we feel that his2)

contribution has been of major importance to the initial emergence of
this body of thought. (See especially "Capitalism, Socialism and Democ-
racy", Chapters 21, 22 and 23.) His quotation of a politician saying
that "what businessmen do not understand is that exactly as they are
dealing in oil so I am dealing in votes", goes to the heart of the mat-
ter.

Section 2 below deals with the political process in general.
Various major aspects will be discussed in four subsections. The link to
the granting of enterprise subsidies will be established in section 3.
The analysis in this chapter is of course restricted to those aspects of
the political process that are relevant to this study

Before  turning  to  the  actual  analysis  one  point  should  be

stressed. A recurring theme of major importance in New Political Economy
is the basic distinction between agreement on general rules or

principles  (which may  establish  institutions)  on  the  one  hand and
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agreement on concrete, specific, "daily" decisions on the other hand.

Frey ( 1981) founds his book on the distinction between the notion of

"basic consensus" (Grundkonsens) and the "day-to-day political process"

(laufenden politischen Prozess); Buchanan and Tullock (1962) speak about

decisions on the constitutional level versus decisions on the

operatlonal level, and Buchanan (1975) calls them constitutional and

post-constituti01131 contr,ict respectively. The first-mentioned terms

consider political decisions that deal with the building of a framework

within which the second type of political decision-making takes place.

Thus, the general rules and institutions agreed upon serve as a basis

for the specific decisions which have to be taken each day.

Although both types of decisions are the result of democratic

voting by the members of society - who are supposed to pursue their own

interest - they are brought about by different "motivations" of indivi-
dual voters. In the first type individuals by definition do not know

exactly what consequences the general rules and constitutions will have

for their personal well-being, since this depends on their particular

position in society at any one moment in the future. Because this is

fundamentally uncertain they are led to agree on general rules which

seem "fair" or "appropriate" and might be beneficial to them. Thus, un-
certainty can be reduced. 3)

A fundainentally different picture arises wlien we look at the

second Lype. Daily political decisions mirmally exert specific influence
on cert,i In groups 01 voters. tn this case the effects of particular de-

cisions are clear to those groups. Such political decisions can be eval-

uated in terms of direct effects on (perceived) personal well-being and

thus lead to a clear "yes" or "no" from the voters affected.

The practice of the democratic political system mainly belongs

to the second type. Many political decisions taken by parliaments and

governments from day to day, which are discussed in the media, reflect

this case. Measures are judged in terms of costs and benefits, which

need not necessarily imply money units, and this is translated into vot-

ing behaviour. As we will see, this gives rise to complex processes and

is of great significance in un lerstanding what liappens politically with
the granting of subsidies. Obviously, the politically determined grant-

ing of enterprise subsidies belongs to this type, since particular

groups benefit. What needs to be stressed here is that the following
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analysis of subsidies in the political system takes the general rules

and institutions as given, which means that subsidies are fully explain-
ed  by the mechanisms  o f the "operational", or "post-constitutional"  lev-
el, that is, by the laufenden politischen Prozess. In the end we will

return to the other level, however, since many of the problems arising

in our discussion may be eliminated by moving to this level.4)

7.2 Main Relevant Characteristics of the Political Process

7.2.1 Government and voters

One of the basic assumptions of New Political Economy is that
each voter pursues his own interest in voting, that is, he votes in such
a way as to maximize his expected utility. Thus, he is supposed to com-

pare expected costs and benefits on which he founds his voting decision.
An important implication of this approach is that it may very

well be rational not to vote. As Downs (1957) shows, expected costs may

exceed expected benefits which can give rise to "rational abstention".

We do not deal with the question when, under what conditions and circum-

stances this will happen, but concentrate on the relevance of the gener-

al political cost-benefit approach to us. An important aspect then is
that a democratic government has to take account of the spread of costs

and benefits of its measures over voters. The attractiveness of a poli-
tical decision is determined by the way it influences costs and benefits

to voters. It should be stressed in this respect that costs and benefits

to voters derive from their individual, subjective perceptions. In other

words: it counts what voters think the effects of measures are. This has

a number of important consequences.

Firstly, it is rational for a government to make the benefits of
measures clear and to hide their costs. If it manages to finance the

cost of a measure in such a way that it is generally quite unclear who
pays for it, the resulting loss of votes may be significantly reduced.

Secondly, a government does not know the exact individual, sub-

jective perceptions of voters, but can only guess. The government would
like to reduce this uncertainty, in order to be better able to assess
the political effects of measures, which makes it willing to accept ad-

vice. However, this makes it also possible for advisors to influence
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governnent decision-making. Wlien they have interest in a certain decl-

sion they may benefit from the government's uncertainty by emphasizing

the political benefits and de-emphasizing its costs.

Thirdly,  the way voters evaluate political decisions depends

also on the general properties of a voter. Apart from those issues a

voter takes particular interests in, it seems fair to assume that he is

in general poorly informed, does not know too much (if anything) about

political matters and has J short-term outlook. This latter remark means

that he is mainly influenced by "things" within a ratlier narrow time-

span  around the present moment. 5 ) What happened longer  ago or might  hap-

pen in the more or less distant future is in general not or only slight-

ly relevant. Only wlien an issue is involved in wliich much is at stake

for a specific voter or when it has had or might have substantial impact

on all voters,  for instance war, may the short-term outlook be elimi-

nated.

7.2.2 Politics and uncertainty

Another feature of the political process which is of prime im-

portance in explaining enterprise subsidies is uncertainty. The element

of uncertainty - also implicit in tile foregoing - can be formulated from

two different, but interrelated, perspectives: a government faces great

difficulties when it wants to assess the political effects of its ac-

tions, and voters often do not know or care about the effects of govern-

mental measures on their position. Functional relations between specific
actions and political consequences are thus in a fundamental sense un-

clear. To draw an analogy with economics: there is no price with which

costs or benefits can be measured.

Suppose one decides to build a bridge. Data on the kind of con-

struction, necessary materials, number of workers, etc., and their pri-

ces, make it possible to reasonably estimate economic costs. One will

also have a fair idea of the nitmber of people and vehicles using the

bridge and its contribution to the infrastructure. It would be more fun-

damentally difficult to estimate political costs and benefits. One would

need to know how individual people value the bridge, taking also into

account the political cost of the financing, and how this influences

their voting behaviour. The latter, of course, is not only determined by
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the bridge. In other words: there is no price system that conveys infor-
mation on the political utility function of people.

The fact that political costs and benefits are inherently diffi-
cult to assess, which makes it inevitable that the political picture is
to some extent unclear and vague, is a fundamental prerequisite to the

functioning of a democracy, however. Most notably Downs (1957) has shown
that perfect certainty in politics would imply that everybody is aware
of the way in which his interests conflict with those of other people.
Thus, it would be clear to anybody which people gain and which people

lose because of political decisions, thereby provoking efforts by the
latter to change the results. In this sense uncertainty is of tremendous
importance to the functioning of democracy. In the words of Downs (1957,
p.  62):  "In the real world, uncertainty masks the dilemmas which society
would face if it had to confront its diversity squarely; hence democracy
is possible. This reasoning demonstrates how fundamental uncertainty is
to political life in all large societies." The same idea is repeated on
page  161:   "To any individual, the party' s policies represent a compro-
mise, since the party must please many other individuals besides him.
Ambiguity is a means of disguising this fact. It is a device for produc-

ing harmony where none really exists. Yet such harmony must be produced,
or society dissolves into myriads of individuals in open conflict."

Thus, a link of crucial importance between politics and uncer-
tainty has been found. It is necessary and useful to further clarify the

role of uncertainty in politics. For this we turn to the fundamental
mechanism of the democratic decision-making process.

In a democracy decisions are taken by majority of votes. At
first sight this might seem a simple and straightforward way of deci-
sion-making with clear, evident results. However, nothing could be fur-
ther from the truth. The real problem is not that the majority decides,

but rather which majorityl? Given a society consisting of a number of
individuals who pursue their own interests there is likely to be a whole

range of possible majorities. In other words: a wide variety of coali-
tions is possible, each of which is able to take the decision.

The question as to which majority will actually take the deci-

sion has probably been the central question in Public Choice literature.
To put the matter in terms more familiar to this literature: how are
individual preferences combined to a collective decision?
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It would be far beyond our scope to deal with this problem in

any detail. We restrict ourselves to some general observations. The dem-

ocratic majority-rule voting process suffers from a number of paradoxes

that imply tlie possible occurrence of inconsistent results. In Public
Choice the classic analysts stems from Arrow (1951): Social Choice and

individual Values. lie showed th:it tile voting process may arbitrarily

select any majority, instead of selecting one unequivocal winning coali-

tion. This so-called "voting paradox" (or "Impossibility Theorem") thus
implies the possibility of cyclical majorities.6)

Not only subsequent Public Choice literature but also Political

Science has paid considerable attention to this problem and related mat-

ters. Daudt and Rae (1976), for instance, discuss the Ostrogorski para-

dox 7  and Simpson's paradox8), and point at the relationship between

them and the Arrow-paradox (or Condorcet-paradox). The general conclu-

sion to be derived from these paradoxes with regards to the democratic

political process, is that majority rule may lead to irrational or ar-

bitrary results.

It should be stressed that this is possible; it does not neces-

9)sarily have to happen or be a likely event. The point is that these

paradoxes suggest an element of uncertainty in the political process.

The uncertainty is connected to the basic structure of this kind of de-

cision-making.

The role of uncertainty in connection to the political process,

and its relevance to us, can probably best be illuminated by referring

to Dan Usher (1981): The Economic Prerequisite to Democracy. In this

book Usher develops an example that shows the fundamental decision-mak-

ing process when one de,nocratically tries to distribute a certain income
among the members of society. His reasoning runs as follows: Imagine a

community of 15 people organized into a democracy where all decisions

are reached through voting and where strict and unlimited majority rule

prevails. Every citizen is supposed to want to maximize his share of the

national income of, say, 300,000 dollars.

How might income be assigned in this society? One's first
thought is to suppose that the income might be assigned "fairly", each
man receiving 20,000. But that outcome is unstable in the sense that a
majority can be found to support a different assigninent more favourable
to themselves. Another assignment is possible in which at least 8 vo-
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ters, a majority, are better off. A coalition of, say, Mr. 1 to Mr. 8

could decide to divide the pie equally among themselves with nothing

left for voters outside the coalition; Mr. 1 to Mr. 8 each get 37,500
and Mr. 9 to Mr. 15 each get nothing. Note that the choice of Mr. 1 to

Mr. 8 as members of the majority coalition is completely arbitrary; any

set of 8 people would have done as well. Whoever the 8 people may be,

their majority can be overruled by a new one. Returning to the example,

Mr. 9 to Mr. 15 may offer one member of the old coalition, say Mr. 8,

something in excess of 37,500. If they offer him 90,000 there will be a

new majority coalition of Mr. 8 - who gets 90,000 - and Mr. 9 to Mr. 15

who each get 30,000. Mr. 1 to Mr. 7 get nothing. But again it is un-

stable since a new majority coalition can be made in which each member

is better off than he was before. This way no stable coalition can ever

emerge as long as a citizen is prepared to enter a new coalition when-

ever he can increase his income by doing 80. On this assumption the vot-

ing goes on indefinitely and democratic government breaks down because

there is, literally, no assignment that will not be overturned in the

very next vote.

This conclusion may be modified if we assume that the people

involved understand this process and realize that it may be better to

stick to a coalition instead of giving in to the temptation of a new

arrangement in which one is as such better off. This would mean that

after the first round Mr. 8 rejects the offer of Mr. 9 to Mr. 15 - which

was 90,000 in the example - and would keep the old coalition on top.

This outcome, then, is stable, whereby a bare majority coalition shares

the whole national income among its members, and citizens outside the

coalition get nothing. Income is divided equally among the members of

the coalition because each man knows that the other members of the coa-

lition would have an incentive to replace him if his income were higher

than that of his partners.

However, this result is clearly unacceptable to the minority

which gets nothing. They will try anything to get a share of the pie;

i.e., they will try to assign incomes through some other mechanism than

the voting process. This way the assignment by voting has degenerated
into assignment by threat and force, in which case the outcome is very
hard to predict.
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F roin this exa,nple and its logic - derived from Usher (1981) -
two important remarks   can be inferred. Firstly,   it   has been shown  that

the political process suffers from inherent instability when it has to

decide on "who gets what". Since every solution is unstable the outcome

is not consistently arrived at,  that is,  results are uncertain. The

problem concerns the conflicts of interest over the distribution of some

asset. The possibility of gaining at the expense of others produces the

instability. The conclusion then is that the political process inherent-

ly provides opportunities for groups to gain at the expense of others.

Thls goes on indefinitely in the sense that the democratic process will

always offer possibilities  for improvement to the members of another

majority coalition. This implies a basic element of uncertainty. The

observed difficulties in pursuing a consistent longer term policy may be

a consequence of this. Characteristics E and F (see "From Part I to Part
II") may have been induced by this aspect of the political process. In

this context the short-term outlook of the "average" voter should be
borne in mind as well.

Secondly, one may wonder whether the system will collapse be-
cause of che problems of instability and uncertainty discussed earlier.
This Ls an extremely complicated question since m.iny different aspects

are involved. For our purpose it Ls useful to point out one single fac-

tor. It seems conceivable that one can broadly agree on some fundamental

principles concerning the resolution of the problem. Thus, we move to

the other level of decision-making - "constitutional" or Grundkonsens -

where one may be able to reach a consensus. Such consensus would regard

general principles about the way of determining income (re)distribution

in society. One might, for instance, agree on certain principles of
fairness or social justice, and allow the market mechanism to assign the

specific incomes within these boundaries. Although it does not seem easy

to construct some kind of consensus like that, it should be realized
what the alternative might be. The incessant political fight over income

(re)distribution might get out of hand and develop into a violent show-

down.  (This is shown by Usher;  see also Daudt and Rae 1978.) This

threatening possibility may induce people to agree on certain general

principles.
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7.2.3 Logrolling

In Public Choice literature the phenomenon of "logrolling" as a
characteristic of the political process has been given a great deal of

attention, especially after the publication of The Calculus of Consent

in 1962. In this book Buchanan and Tullock argue that in politics one is

aware of the fact that there are a number of different issues in time.

This makes it possible and advantageous to engage in vote-trading, which

basically means that the traders mutually support one another on their

favourite issues, thus securing a majority. This way coalitions between

minorities gain a majority, whereby each coalition-partner manages to

raise utility because the issue on which his preferences are most in-

tense is favourably decided upon.

The practice of logrolling, founded on the rational interests of

various groups, reveals some crucial characteristics of the political

process. One need not be a majority as such to secure a majority deci-

sion: the majority can be obtained by clever vote-trading with other

minorities. An important aspect in this respect is the intensity of pre-

ferences for the issues. The more a minority values a certain issue, the

more it will be prepared to offer to other voters in the trading pro-

cess. A passionate minority can thus secure a majority on the highly

valued issue, if the intensity of its preferences is sufficiently great-

er than of other voters, which together form the majority in numbere, to

make this minority willing to sacrifice enough votes on other issues to
detach marginal voters from the majority. Obviously, intensity of pre-

ferences plays a role in the voting process, which implies that a

rational government should take it into account. This leads to the

activities of pressure groups.

7.2.4 Pressure groups

Pressure groups are passionately involved in particular issues.

The intensity of their preferences is one factor enhancing their politi-

cal influence; other factors will be discussed below.  It should be
stressed that being a minority does in no way imply that a pressure

group cannot exert political influence. It may very well be politically
rational to decide what a minority wants, even against the wishes of the
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majority! When a minority is sufficiently passionate on an issue and the

majority of voters as such does not approve, but does not care too much,

it inakes sense to adopt the minority view. To put it in other words: if
the government went against the wishes of the minority it would probably

lose their votes since they are keen on this issue. But if it goes

against the wishes of the majority the loss of votes may be considerably
less since these voters are relatively uninterested. Thus, the best so-

lution is to support the minority view, which means that their votes are

gained without losing the votes of the majority.

This characteristic of the political process is of the utmost

importance to pressure groups. They are eager to benefit from the oppor-

tunity to exert significant political influence. The importance of pres-

sure groups in the democratic system, and the reasons for their success

in obtaining favourable political decisions, will be highlighted below

with regards to enterprise subsidies.

7.3 How the Political Process Can Give Rise to Enterprise Subsidies (and

when it does not give rise to enterprise subsidies)

7.3.1 Introduction

The political extilanation ot enterprise subsidies in our theory

rests on the possibility of gaining votes by granting subsidies to com-

panies. Subsidization is an attractive course of action for governments

when political benefits exceed political costs in terms of votes. It

will now be analyzed which factors in the political process can exert

pressure in favour of granting subsidies. These factors are closely

linked to the characteristics of the democratic decision-making process

that have been derived from Public Choice theory.

7.5.2 Costs versus beneltLs

A comi,any or group of coint,;inies (for instance a sector) wanting
d subsidy has tl) Lry to mobilize political Support. It must "convince"
tile  governulent that refusal to grant the subsidy  wi 11 cause considerable
political loss. As previously shown, it is not necessary to have an

overall majority of voters supporting the claim: a (passionate) minority
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can be enough. Thus, the firm(s) have to obtain the strong support of

people involved and impress the political decision-makers. Normally, it

will not be difficult to generate this support since the people involved

may have a considerable interest in the granting of the subsidy. Employ-

ees and their families may be motivated by the consequences for job and

income,  shareholders and money-lenders have financial interests, cus-

tomers and suppliers benefit from the firm(s)' activities, and the local

community in general may have substantial incentives deriving from its

self-interest to support the demand of the firm(s). All these people can

combine and form a strong pressure group in favour of the subsidies.
Both their numbers and the intensity of their preferences are relevant

factors in the political process. It is politically rational for a gov-

ernment to take their votes into account.

On the other hand, however, a government must also weigh the

political cost of the subsidy since taxpayers will somehow have to pay

for it. If they object to the extra burden, which one may expect since

their self-interest is violated,  they may withdraw political support

which might make the subsidy politically unattractive. A number of fac-

tors, related to the functioning of the political process, work against

this counterbalancing effect, however.

Firstly, the economic cost of the subsidy is broadly spread
over, in principle, all tax-payers. Thus, the extra burden to an indivi-

dual voter is so small, approaching zero, that he does not notice it.

This structure of benefits being concentrated on specific groups and
costs being spread over all people is an important reason for the poli-

tical attractiveness of subsidies. This phenomenon is not only relevant

to subsidies but is a major characteristic of the system of public fi-

nance anyhow. In Public Choice literature it is generally recognized
that this fundamental dichotomy between costs and benefits makes it pos-

sible  for  pressure  groups  to obtain  favourable government measures

through the political (logrolling) process, at the expense of others.

A related aspect is that voters not directly involved probably

do not know and do not care about what happens. Here one should remember

what has been said about the short-term outlook of voters and recall
that their disinterest may be rational (Downs).
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Another factor working against the emergence of voter-protests

against the cost of subsidies is the fact that the system as such is

very unclear and vague. As we have seen in the empirical chapters, sub-

sidies are granted in a variety of ways and quite often through various

types of intermediary institutions. It is so tremendously complex that

nobody knows who finally pays how much. Thus, government can hide costs

which make those costs politically irrelevant. It needs to be stressed

that govermnent has a strong incentive to hide these costs. It can do so
wlien things .irt· imckar nod vague, that is, in a "fog of uncertainty"
govermnent has room to manoeuvre. Here again, it has already been ob-
served how important a characteristic of the political process this is.

The vagueness and uncertainty serve to reconcile conflicting interests.

It should also be noted that the complexity of the system of

subsidies is a rational consequence of this political aspect. The exis-

tence of so many different ways in which subsidies are granted, which

frequently makes it virtually impossible to distinguish the exact role

of government, serves a real political purpose. Government benefits from

this and therefore has an incentive to make or keep the system of sub-

sidizing unclear and vague. characteristic C in "From Part I to10) (See

Part l L".)

7.3.3 The political strength of firms as pressure groups

Implicit in the foregoing discussion is the fact that in poli-

tics one ,nan is not one vote: the structure of political decision-making

is such that a number of factors create differential degrees of influ-
ence among voters. When (groups of) companies operate in the political

system to obtain subsidies,  there are ways through which they can

considerably increase their political influence. Apart from the factors

discussed so far, they have further means to press government to grant a

subsidy, that is, they can change the political cost-benefit analysis of

government into a direction they favour.

A company is an established organization which pursues certain

goals. When it has a substantial interest in a subsidy it can use its

facilities to try to obtain it. One may say that it is "naturally" alert

to this opportunity and is already organized to make use of it. In this
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sense we can view a company as a relatively small, homogeneous group

with clear, substantial interests.

This conclusion leads directly to Olson's classic analysis in
"The Logic of Collective Action" (1965). shows that there is a11) Olson
fundamental, qualitative difference between small and large groups when
it comes to the question whether individual members of such groups will
organize to obtain a common goal. In large groups it is not rational for

an individual member - that is, based on his own interest - to join and
work for the common good. His personal efforts would not have any effect

whatsoever on the final group result, whereas he still would benefit if
others reached the goal. Thus, being able to enjoy benefits without per-
sonally incurring costs, and realizing that his abstention does not mat-
ter anyhow, it is rational to become a free-rider. In small groups, how-

ever, this effect may be eliminated when the probability of achieving

the collective goal can be influenced by a member's individual attitude,

and when his personal stake is relatively high. Besides, it is obvious
that small groups can in general be more easily organized than large

groups.

The relevance of this analysis to our discussion derives from
the fact that small groups can be expected to operate more effectively
than large groups. Thus, the large group of tax-payers does not organize
to protest against a subsidy (but see subsection 7.3.4 below), while the

group around a firm consistently and passionately pushes in favour of
it. In other words, thanks to their ability to organize (Organisations-
fRhigkeit) firms can exert more influence on political decision-making
than would follow from the sheer number of voters supporting their

claim. It should also be realized that a large firm is fit to organize a
large number of supporters. In this particular case a relatively large
group can still be effective. A well-organized pressure group can con-
siderably increase the weight of its votes. 12)

The possibility of exerting considerably more political influ-
ence than the number of votes would suggest is enhanced by other fac-
tors. In a previous section we have seen that uncertainty is in a fun-
damental sense connected to the political process of majority rule. Most
notably, Downs   ( 1957) has shown "how uncertainty gives   rise to persua-
sion". When one would assume certainty, every voter would precisely know
where his interests are and he could not be influenced. With uncertainty
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voters have difficulty in determining how to vote because of lack of

knowledge, and thits may become susceptible tO influence. Pressure

groups, which do know exactly what their interests are - say, a subsidy

- will then try to convince people that their claim should be supported.

It is rational for them to do so as long as the expected benefits which

derive from the extra votes they get by changing voters' minds, thus

increasing the probability of a favourable political decision, exceed

the cost of persuasion. Thus, well-organized pressure groups can benefit

from the fact that facing uncertainty, voters may not have been able to

make up their minds and can possibly be influenced. (This is also con-
i,ected to the infc,rmation advaiitage of firms: see below.)

A goveriunent also faces tiiicertainty wheix it wants to aRBess tile

political iinpact of measures. Here too it may be rational for pressure

groups to try to influence the decision-makers. Since government does

not know how many votes will be gained or lost because of some particu-

lar measure, it may be possible to substantially change its perception

of the political consequences. By making a lot of fuss, continuously

drawing attention and passionately arguing that the desired measure will

pay off politically, a pressure group can raise its political status.

This, of course, does not mean that tile politicians believe anything.

They no doubt have some idea about the real political leverage of groups

and know that pressure groups exaggerate. The important point, however,

is  that  there  is  no  active,  well-organized  counterbalancing  force

against these claims. The pressure comes from one direction and is as

such likely to have impact. The extent of impact will vary from case to

case.

There is yet another connected mechanism which works strongly in

favour of firms when they try to influence political decision-making in

order to obtain a subsidy. As has been frequently observed in the em-

pirical chapters, firms benefit from a fundamental information advan-

tage. characteristic B in "From Part I to Part II".) Firms can13) (See

be expected to possess considerable knowledge in their own, specific

area as a consequence of their continuing activities in that field.

Thus, they have a lot of data and other types of information available,

which they can freely use to their own benefit. Government, on the other

hand, will normally not have the specific knowledge necessary to be able
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to judge a company's strength and perspectives. And, even more impor-

tantly, it will frequently have to rely on information that is supplied

by the firm(s) involved. If it would have to gather this information on

specific areas itself - that is, without obtaining it from the firm(s) -

it would face substantial information costs. This makes it dependent on

information Bupplied "freely" by the firm(s), which are eager to deliver
it.  As such,  they  have considerable possibilities to influence the

judgement of the decision-makers. This need not imply outright lies or

dishonest manipulation, although these cannot be excluded with certain-

ty. One can present certain information in a number of ways and put em-

phasis on different points. Thus, such a firm can draw a relatively fa-

vourable picture of itself, which the government may only be partly able

to correct (and against high costs). This information advantage, which

derives ultimately from the extensive division of labour in complex mod-

ern society and the high information costs involved, constitutes another

aspect of the possibilities for firms to influence political decision-

waking.

In still another important sense firms can be said to benefit

from an information advantage. They know that the government might grant

them a subsidy which may make it rational to try to influence the de-

cision-making. While they become active in this respect, the great ma-

jority of voters remains uninformed and passive to this matter. We have

already seen how this relates to the spread of costs and benefits of

subsidies and the fundamental difference between small and large groups.

Besides, one should recall how the possibility of influencing voters

derives from the element of uncertainty connected to the political sys-
14) Thus,tem, which enables one to impress views on others. by supplying

(selective) information pressure groups may convince people that their

claims are justified. It should be noted that this information advantage

of firms is a rational consequence of the structure discussed.

Finally, one more possibility for firms to exert considerable

influence on political decision-making is related to their ability to do

(political) harm. 15  The fact that firms normally produce valuable or

important goods and services, and control production factors, puts them

in a politically stronger position. They can make society suffer by re-

ducing or stopping production and eliminating production factors. This

harm done to society translates into political costs to the government
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since voters will be dissatisfied and will hold the government to some

degree responsible. Thus,  the government has an incentive to try to

block such negative development, for instance, by means of a subsidy

which allows the company not to take the unpleasant measures. By means

of threatening the govermnent with actions that will hurt society in

some clear respects on the one hand, and convincing as many people as

possible that the government is to blame and should help to avoid it on

the other hand, a firm can manipulate the political decision-making to

its own advantage. Of course, the more production factors are involved,

and the more valuable the production of some output to the government -

for instance because of national strategic reasons or considerations of

national pride - the more important becomes this argument.

Conclusion

The preceding shows the possibilities entailed in the political

process for companies to influence political decision-making. The em-

pirical chapters suggest that they try to use these possibilities (see

also characteristic D). The factors discussed offer opportunities for

firms to increase their chances for a subsidy. This should not be inter-

preted as "proof" that firms can always obtain a desired subsidy through

political pressure. Of course, this is not so. The point to stress here

is that a political system as defined in this study, based on majority

rule, entails a number of factors which work in favour of the granting

of subsidies to companies. As has been shown, this tendency is logically
implied in the structure of the system.

It inay very well be, however, that other factors work against

the granting of subsidies.  Indeed, we have empirically observed that

high growth rates in the granting of subsidies have gradually diminish-

ed, and in some cases significant decreases have occurred. Perhaps the

most fundamental aspect of politics ts that nothing is impossible, which

is also implicit in the previous discussion, and therefore subsidies can

be politically eliminated. Before we discuss some aspects of this "other

side of the coin", two remarks need to be made. Firstly, since our sub-

ject is "enterprise subsidies" we naturally pay much more attention to
"our side of the coin". Secondly, tile fact that factors other than those

discussed so far may determine the political cause of events - that is,
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lead to the abolishment of subsidies - in no way invalidates our analy-

sis. The existence of a number of factors which work in favour of the

granting of enterprise subsidies is a matter of (political) fact, and is

of prime interest to us. Whether these factors are sufficiently strong

to generate enterprise subsidies in reality also depends on the strength

of political counterforces.

7.3.4 Some political counterforces

As we have seen, an important aspect of the political process in

connection to the granting of enterprise subsidies is the existence and

functioning of passionate minorities. Their political influence derives,

among others, from the fact that usually the (great) majority is unin-

formed and does not care. However, if the latter were not true - that

is, if many voters did care - it would no longer be possible for the

passionate minority to have its way at the expense of the majority. In

other words: if there were a "passionate majority", passionate minor-

ities would fail to gain the political victory.

For a number of reasons discussed above it is very unlikely that

the majority of voters will become strongly opposed to the granting of

subsidies as such, nor will they organize to try to prevent them. In-

deed, none of this has happened in the countries we have studied. But it

may be that other considerations come to play an important role in the

minds of many voters, which, then, may have as a consequence that grant-

ing subsidies becomes politically unattractive. The most relevant ex-

ample of this probably is the fact that many voters nowadays are con-

vinced that budget deficits of the state are harmful and should be cut.

When this considerably influences voting behaviour, a political con-

straint on government spending is implied. Then, subsidies also become

politically less attractive since they increase the deficit and/or raise

taxes.

A second possible way in which the political process may gen-

erate "anti-subsidy-forces" is the following. Our analysis considers
what happens politically when one has to decide on specific subsidies.

In this sense, here too, a micro-perspective has been adopted. But when

subsidies are granted on a large scale during a longer time-period, the

total amount involved may become so big that it becomes a political is-
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sue as such. The steady cumulation of subsidies may thus lead ever more

people to recognize and consider it. If, then, they understand that a

loL of money is itivolved and they realize in this case that it is their

money, and that the effects are not satisfying, they may increasingly

object. In this respect it is important to note that in the countries

observed (apart from Hungary) unemployment has continued to rise despite

large subsidies, and there have been spectacular cases of outright fail-

ures. (Large firms are still going bankrupt despite heavy support where-

by the money is lost.) This way, ever more voters may be "woken up" and

constitute a growing political force. It should be noted that this hap-

pens within the previously specified framework of voters who generally

have a short-term outlook and care only about their direct self-inter-

est. In this case, the problem has become so important and voters are so

clearly confronted with substantial negative effects,  that they are

forced to consider it. Thus, it enters their assumed narrow perspective.

Thirdly,  the logic of reasoning in this chapter reflects the

basic assumptions of the New Political Economy approach. As will be

shown in subsection 8.3.1, the practical relevance of the analysis is

subject to some important qualifications. This means that factors which

are outside our theoretical scope may contribute to making subsidies

politically less attractive.

One example may illustrate the point here. The influence of

"general ideas" or "general knowledge" is neglected as far as it does

not enter the narrow perspective of the "average" voter. Only when

voters have a direct, substantial interest in some issue are they ex-

pected to care and build a political force. However,  it may be that

theoretical  insight  into certain consequences of policies exert in-

fluence as such. Some categories of voters no doubt are more apt to in-

corporate such insights into their political evaluations than others.

This, then, apart from the specific effects of these ideas on their own

position.
16)

Finally, these counter developments may  lead to a consensus

about the desirability, scope and rules of subsidy policies. We will

discuss this possibility at the end of the thesis, and suggest an ap-

proach that may be pursued. But before that we need to know what the

economic effects of the politically determined enterprise subsidies are.

Only when the sources and consequences of this type of subsidization

policies are understood can another approach be sketched out.
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CHAPTER 8

INTERACTION AND CONCLUSIONS

8.1 Introduction

In this chapter we link "The Economic System" and "The Political
System", and draw our conclusions. We consider the effects of the poli-

tically determined granting of enterprise subsidies on the efficiency
generating process of the free market economy in section 8.2. In subsec-

tion 8.2.1 attention is paid to a number of fundamental differences be-

tween the economic and political systems. These differences can be de-

duced from the two preceding chapters. In 8.2.2 the economic

consequences  of specific political factors are analyzed. These

particular factors refer to characteristic G in "From Part I to Part
II". In 8.2.3 some more economic consequences are discussed. The

conclusions of this thesis are presented in 8.3.

8.2 The Economic Effects in the Free Market of Politically Determined

Enterprise Subsidies

8.2.1 Basic differences between "politics" and "economics"l)

The political system and the economic system differ fundament-

ally with respect to how one can be succesful, that is, concerning how

goals can be achieved. In the free market the degree of strength in
terms of Business Efficiency (BE) is the crucial factor. Bearing in mind

what has been said about the possibilities for firms to derive strength
from other factors - and again stressing the need to try to get rid of

such practices, which will not be an easy task, however - BE neverthe-

less seems to be of predominant importance. This point is, mutatis mu-
tandis, particularly emphasized by the Austrian School. Firms stand on

their own and act by changing the input-output-combination in order to
raise BE and, thus, profitability; that is, they take real actions.

In the political process, on the other hand, one can be success-
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ful by having favourable political decisions taken. If one somehow man-

ages to obtain "the right votes at the right place", which need not

imply an absolute majority as such, beneficial results follow. Strength

ultimately depends upon votes.

With enterprise subsidies firms thus have an additional possi-

bility to gain strength. The incentive to try to get a subsidy through

the political process is particularly reinforced by the fact that it is

by definition granted to a small minority; that is, one firm or some

specific group of firms benefit. For firms, then, it is much more at-
tractive to influence government policy in favour of a subsidy than,

say, in favour of some general measure from which everybody would bene-

fit a little.

This conclusion is based on the analysis by Olson, specifically

on  "implication  4"  in  "The  Rise and Decline of Nations"  (pp.  41-47).  The

logic developed there is of crucial importance in understanding why it
is rational for firms to specifically concentrate on how to politically

obtain a subsidy, and what this implies for efficiency.

If an individual firm or group of firms pushes for some govern-

mental measure which could increase the growth of GNP in general, such

firm(s) would benefit only slightly, since they have a relatively small

share in GNP. In other words, the fruits of their efforts - for which

they alone have to bear the costs - are mainly reaped by others. This

implies that it is rational to concentrate on trying to get a bigger

part of the pie - that is, on redistributing at the expense of others -

instead of trying to make the pie bigger. One has to share the growth of

the pie with all others, while obtaining a bigger slice is to one's ex-

clusive advantage.

This basic mechanism means that individual firms will in general

have a much greater interest in policies from which they specifically
benefit,  than in policies that would raise general efficiency. Thus,

when they try to influence the political process, specific (groups of)

firms have a strong incentive to push for enterprise subsidies and are

neither interested in overall advantageous policies nor do they take

care about the effect of the subsidy granted to them on the efficiency

of the whole. In this real sense, then, the political process entails a

strong tendency to stimulate parasitic behaviour of firms. The fact that

it is in principle possible for a firm to influence political decision-
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making in order to improve its situation implies a pressure on govern-

ment policy in a direction which does no reflect general efficiency.

Government policy is subject to political forces aiming at the granting

of enterprise subsidies, which serve particular interests instead of -

and possibly at the expense ofl (see below) - the general welfare. This,

then, is the first major conclusion about the economic effects of po-

litically determined subsidies in a free market economy. This type of

government policy is influenced, possibly in a decisive way, by the ac-

tions of firms which do not care about the general economic effects. A

government may thus be forced to grant subsidies which would seem unwise

from  the  national  perspective.  This happens when  special  interests

manage to politically enforce subsidies which would not have been grant-

ed if government would have been able to pursue the kind of policy it

thinks to be most appropriate from the point of view of general effi-

ciency.

The immediate question is to what extent government policy is

thus   forced   "in the wrong direction". In order to answer this question

it is necessary to known what the "right direction" would be, and how

likely it is, from a political perspective, that government indeed pur-

sues such policy.

The first question can be dealt with by looking at the function-

ing of the economic system. It is useful to repeat that our focus is

solely on efficiency and that other factors are deliberately neglected.

We have seen, then, that efficiency is being brought about by the con-

tinuing shift from weaker to stronger firms in terms of BE. Firms with a

relatively high BE - that is, having an appropriate input-output-combi-

nation in view of the circumstances - are viable and competitive, while

the lower BE-firms decline. For government policy this would mean that

it should subsidize those companies with the relatively high BE's. Of

course, this is generally known as the "picking winners" approach. How-

ever, our analysis allows us to make some important remarks from the

economic point of view.

„2)Firstly, the market process inherently picks the "winners
itself. Government policy can only be useful in this respect when a gov-

ernment somehow would know better than the market participants which

firms are true "winners". But this is extremely unlikely. As we have
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seen, in a world of extensive division of labour, governments depend on

firms for information. Since government in general does not know the

enormous multitude of specific details which it should know in order to

be able to judge the strength of a firm, it would face gigantic informa-

tion costs if it had to obtain the information itself. Therefore, it has

to turn to the firms, which, however, have an obvious interest in the

decision of the government based on the information. Their information

advantage allows firms to influence government policy in this respect in

a beneficial way to the firm (see characteristic B).

Secondly, the conclusion that the government should "pick win-
ners" seems to suggest that it can somehow be "calculated" which firms
are the "winners".     In this sense it would imply perfect knowledge,

which, as we have seen, does not exist in economic reality. The essence

of the market economy is that in a world where knowledge is fundament-

ally imperfect, it entails a tendency to eliminate imperfect knowledge

and increase efficiency. Thus, knowledge is an ex post product of the

process, and not some given phenomenon which one can know in advance!

Here the insights of the Austrian School are most relevant.

To put the matter in more concrete terms: predicting the de-

velopment of individual firms with certainty is impossible. There are so

many different and changing factors simultaneously involved that the

outcome cannot be "calculated" in any way. One can only try to make

one's decisions as well as possible and hope for the desired success.

Only afterwards can one observe to what extent the decisions have been

correct.  This,  of  course,  is  relevant  to all market participants,

including the government when it interferes with the functioning of

specific firms. The crucial point is that the strength of a firm can

only be judged in terms of the apparent valuation in the market, and

that  the  government  knows  less  than  the  firms  involved  in a  very

fundamental  sense.3   It  does  not  improve  the efficiency  generating

functioning of the market with this kind of policy. On the other hand,

it makes things even more difficult as it adds another factor which

firms need to take account of. This leads to the second question, that

is, what policy can a government be expected to pursue from a political

perspective?



318

8.2.2 Economic consequences of specific political factors working in

favour of the granting of enterprise subsidies

It is of crucial importance in our theory that a government's

decisions are based on political considerations, not on economic ones as

such. Its policy derives from and depends on the effects in terms of

number of votes gained or lost. The granting of enterprise subsidies is

politically motivated which determines the "direction" of this support.

This has important economic consequences in view of the functioning of

the free market.

An economically rational subsidizing policy from an efficiency

point of view would be to pick the winners, that is, pick out the effi-

cient and profitable firms. However, when we look at the practice of

granting enterprise subsidies we observe that the subsidy policy is in

general not focusing on these successful, promising firms. Instead, the

emphasis is more on supporting weak firms, that is, firms which do not

function well in the market frequently have a better chance to get a

subsidy. This is one of the main conclusions of the empirical chapters.

The often stated intentions of governments to switch to more offensive

policies proof to be very hard to put into practice. Somehow, there must

be strong forces working against this change:  forces that favour the

support of weak firms. Our purpose is to illuminate these particular

forces and this will be done by trying to explain them from the mechan-

isms of the political process which have been discussed above. Thus we

will analyze those factors in the political process which push govern-

ment "in the wrong direction" from the point of view of efficiency. The

starting-point of analysis is characteristic G.

Employment

A most importance factor, coming to the fore again and again

with the practice of granting enterprise subsidies, is employment. The

availability of sufficient jobs in general is of major political impor-

tance - that is, many voters take it into account at elections - and

everyone is intensely concerned about his own job. This heavy political

weight of employment implies a pressure for subsidies in two ways.

Firstly, in a deteriorating general employment situation govern-
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ment will be increasingly challenged to do something about it. Given the

discussed characteristics of the "average" voter, such policy should in
a short time period show clear results. More than some general, abstract

policy showing effects mainly in the longer run, concrete subsidies may

be   a   "proof" to voters that government is really fighting unemployment.

This seems to be quite consistent with the empirically observed fact

that policies are mostly of a short-term nature (characteristic F).
Secondly, an increasing threat to existing jobs will cause a

rise of pressure groups of people involved. Because of the importance of

the matter to them, these people will actively and passionately try to

save their company through government support. As we have seen, the

mechanisms of the political process may make it politically rational to

grant the subsidy.

The political weight of this case of preventing the loss of

existing jobs is likely to be particularly heavy. Not only are people

passionately involved - "it is a matter of life and death" - but the

company as such is already a well-organized pressure group (Organisa-

tionsf8higkeit), and has the ability to harm society, and thus the gov-

vernment (Konfliktf higkeit). This combination of politically relevant

factors entails a strong tendency to protect threatened jobs by means of

subsidies.

This conclusion implies, however, that the efficiency generating

process of the free market is distorted. Companies can raise BE by low-

ering inputs relative to outputs. The fewer workers a company needs to

produce a given output, the more efficient it is. In the political sys-

tem, however, a larger number of workers means an increasing political

leverage, and a greater chance to be granted a subsidy. Thus, ceteris

paribus, what makes a firm relatively inefficient makes it politically
more attractive. In this sense the preservation of as many jobs as pos-

sible is a political asset. This way, the granting of enterprise subsi-

dies is politically biased in favour of relatively weak, inefficient

firms.

Another conclusion from this discussion is that it entails a

tendency to focus on existing firms, while new firms are relatively neg-

lected. The latter are not yet very well organized and do not have many

people involved, which imply political disadvantages.
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Size

Another important factor which politically works strongly in
favour of granting enterprise subsidies is "size". Size is defined in
number of voters connected to a company or group of companies. Clearly,

the more voters are involved, ceteris paribus, the more political pres-

sure can be exerted. This relationship, and related matters, is going to

be discussed in more detail below. It is useful to distinguish between

large individual companies and groups of companies in joint action (=

sector). But before that three introductory remarks need to be made

concerning political aspects of "size". Firstly, large companies or

groups of companies frequently benefit from direct, personal contacts

with politicians. This way they have better opportunities to influence

the decision-makers. (Recall the case of Hungary, for instance). Second-

ly, continued production of a certain (type of) output may be a matter

of national interest or prestige. In case refusal to grant subsidies

would lead to a complete elimination of production of some output within

the country, and when this would go against the conceived national in-

terest or prestige, subsidization would be politically more attractive.

Indeed, such considerations seem to have played a role e.g. in Hungary,

West Germany (aerospace and aircraft industry) and the Neterlands (steel

and "supertanker-shipbuilding"). Thirdly,   a high degree of industrial
concentration makes it "easier" for government to plan, direct and

check; at least, it looks like that. But in fact we have observed that

this is very difficult, and many disappointments have occurred. The ex-

periences with SF in Sweden, Ruhrkohle in West Germany, and RSV in the

Netherlands, for example, illustrate the problems with respect to plan-

ning, directing and checking huge companies. In Hungary these problems

most conspicuously come to the fore, however. By concentrating indus-

trial production in a relatively small number of huge enterprises the

authorities have retained their firm grip on the companies after the

reforms. But these firms suffer from low Business Efficiency, which is

one of the biggest problems in the Hungarian economy (see Chapter 2).

The political desire to create huge entities backfires economically.

These politically enforced firms, which are too large from an economic

point of view, should be seen in the light of what has been said in "The
Economic System". "Scale" is one component of BE and the market inher-
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ently tends to correct relatively inefficient scales; both when they are

too small and too large. But the political process may frustrate this

tendency.

When we consider the way size leads to political influence and

what the economic consequences are, we first of all concentrate on indi-

vidual large companies. A large single firm is able to mobilize a large

group of supporters to push for a subsidy. It combines "numbers" and

"organization", that is, it combines two properties that both raise po-
litical leverage  (see characteristic A). This combination is rather

unique since we have seen that large numbers normally are difficult to

organize.

In order to assess the possibility that size thus leads to rela-

tively high political pressure to obtain a subsidy, another factor

should be taken into account. If the company is large thanks to superior

performance in terms of BE, which also applies high profitability, poli-

tical practice shows that such companies often are not in a politically

favourable position. These companies are particularly likely to draw the

attention of antitrust authorities who are suspicious of the sources of

the success. Public opinion generally views them with distrust. Politi-

cally they are vulnerable to charges of monopolistic profits and it will

be very difficult to engage in policies that would further increase the

company' s strength. Besides, people involved   with such firms   are   not

likely to press for subsidies passionately, since they are successful

anyhow. They have a relatively weak incentive to act in the political

sphere when they succeed in the economic system. 4)

The picture changes drastically when big companies run into

trouble. They have to turn to the political sphere because they somehow

fail in the market. For reasons discussed above, they can be expected to

exert considerable political influence and thus manage to obtain a sub-

sidy. This case of heavy subsidies to large firms in great difficulties

is probably most spectacular and well-known in reality (see empirical

chapters). Although in some cases most people would agree that these

firms are highly inefficient, and are likely to remain so for a long
period of time, they frequently manage to produce sufficient political

pressure to continue the stream of subsidies.
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It is again obvious that these subsidies are wrongly directed

from an efficiency point of view. They are aimed at "losers" instead of
at "winners". It should be noted how fundamentally different the market
system and the political system work in this respect.

If a company is inefficient and big at the same time, the market

works to correct this. It may be that the firm suffers from diseconomies

of scale, that is, difficulties might stem from problems in co-ordina-

ting everybody's work or lack of flexibility. (Also the motivation of

workers may be relatively low because of the large size of the firm,
thus increasing X-inefficiency as well (see for instance Prais 1981).

The market forces such a company to a smaller scale where its BE is high

enough to reasonably compete. Thus, inputs are eliminated in order to

regain competitive strength.

In the political process, however, these inputs5  make up the

backbone of the political strength on which the subsidies rest. The more

inputs, the more political pressure one can exert. Thus, too large a

scale is as such politically attractive.

Another important point to note is that obviously these large

companies have not managed to survive in the market, despite their ini-

tial strength. In the market,  competitors (possibly new and smaller

firms) haven beaten these large firms. In these cases their size was not

enough to engage in anti-competitive policies to keep others out. They

did not manage to erect sufficiently high barriers  (see "The Economic

System"). Competition has worked well and the market has punished their
inefficiency. They then turn to use their size in the political process

and survive that way.

Size is also a relevant factor when a group of companies join in

concurrent action to obtain a subsidy. This is the case of sectoral

subsidies which play an important role in reality. Obviously, a sector

is likely to be sizable and might gain considerable political influence.

However, the crucial question is whether the firms in a sector will join

and push for subsidies.

This question has, mutatis mutandis, been given much attention

in economic literature in connection to the problem of collusion among

firms. It would be beyond the scope of this study to give an account of

this discussion and the insights it offers. Of prime interest to us is
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the question what kind of sectors are most likely to push for sectoral

subsidies. The relevant distiction between sectors to us is the differ-

ence in degree of success in the market, that is, the differences in

efficiency and profitability of the firms within various sectors. To

simplify three cases could be distinguished:

1) Imagine a booming sector benefiting from rapidly increasing demand

for its products. (This means in our terms that firms in this sector

ceteris paribus have a higher BE thanks to the right choice of output).

Companies in principle have the opportunity to make considerable prof-

its. The probability of firms joining to push for sectoral subsidies

depends on their position relative to one another. If the differences

between individual firms in terms of BE and profitability are rather big

it may very well be unattractive for the successful firms to push for a

sectoral subsidy, since this would make it possible for less successful

firms to keep on competing. Thus, strong firms cannot benefit from the

elimination of their weaker rivals.

In addition, this type of sectors probably contain a consider-
able number of firms that are not yet well-established. These sectors

are turbulent with many companies vigorously competing, and both success

stories and failures abound. All firms are busy trying to keep up in the

rapidly developing market. These circumstances do not seem conducive to

joint action to obtain government support.

If, on the other hand, the great majority of firms is doing rea-

sonably well, that is, differences in BE and profitability are not so

big, chances are better that they will co-operate to obtain support from

the government6). Although they will not be passionately motivated to

push for a subsidy, they will realize that they benefit from it. It is

hard to assess the importance of these  various factors a priori, that

is, it is hard to determine wliether sectoral co-operation will in fact

emerge in these sectors. But a related point should be stressed. The

type of sectors being discussed here is likely to be innovative. This

may make such sectors eligible for innovation subsidies. This possibili-

ty will be discussed as a seperate case below.

2) If a sector is assumed to be in its mature phase it seems

likely that it is made up of companies of varying strength. Under the

simultaneous influence of the many  factors that are relevant to the

functioning of a firm, different degrees of success will result. The
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difference between relatively weak and strong firms and the continuing

shifts in their positions work against joint action for a subsidy. If

firms are in active competition and some of them expect to be able to

gain significant advantages over other firms looked upon as rivals, the

chances are small that they will turn to government together as one sec-

tor. However, it is not impossible either, and the literature on collu-

sion and cartels deals more specifically with this problem. The fact

that this type of sector is probably less turbulent than the previous

one may make sectoral co-operation more likely. In this respect Olson's
analysis (1982) is relevant in that well-established, "older" groups are
more likely to organize for collective action than emerging "younger"
groups. 7)

Which of the opposing tendencies is in fact the strongest can only be

answered empirically. Taking into account what has been said on the sub-

stantial difficulties in assessing enterprise subsidies empirically, the

practice in the countries observed seems to suggest that (sectoral) sub-

sidies to this kind of sectors are relatively unimportant. Sectoral sub-

sidies are more directed to sectors belonging to case 1 (because of in-

novation subsidies) and, especially case 3:

3) Declining sectors suffering from serious structural problems.

The great majority of firms is in deep trouble and, often, their only

chance for survival is being granted government support. These companies

have a very strong incentive to exert political pressure together and

form an effective organization; they are homogeneous in their misery. A

sector is in particular likely to be (very) big and thus able to gener-

ate considerable political strength. Since this case combines many in-

volved voters, passionate interests, organizational ability and the po-

tential to harm the government, it is not surprising that this type of

subsidy is so important.

It  seems appropriate  to conclude  from this  discussion that

mature sectors are not in a good position to obtain sectoral subsidies.

Sectors being in the introduction and expansion phase have better pros-

pects in this respect, thanks to the particular category of innovation

subsidies. Declining sectors are most likely to be subsidized. This con-

clusion seems to be in line with what one would expect from the product

life cycle theory. According to this theory, with regards to sectors,
the pace and impact of technological changes in a sector (concerning



325

product and production process) decrease over the life cycle, while con-

centration gradually  increases.  (See De Jong  1981,  Wilers 1982 and

Webbink 1984). Less turbulence and increasing conceniration in a sector

work in favour of sectoral subsidies.

From all we have said on "size" as a factor working in favour of

granting enterprise subsidies we can conclude that it implies a tendency

to support weak firms. We do not say that only large firms or groups of

firms which are inefficient get subsidized. However, they have a better

chance of being supported than their efficient colleagues. The role

"size" plays in the political process is fundamentally different from

its role in connection to efficiency in the market economy.

Region

Another reason for subsidizing can be regional policy. Such re-

gional subsidies have also been frequently observed.

The political explanation of this type of subsidy is quite ob-

vious. Typically, regional circumstances play a role in people's well-

being, and measures from which the region benefits are likely to be sup-

ported by the voters in that area. Regional subsidies are in most cases

granted to regions which are relatively backward from an economic point

of view. Whatever the specific reasons for the weak economic performance

of a region may be - for instance, bad geographic situation, climate,

work mentality of the people - somehow regional circumstances cause the

relative decline in BE of firms.8  To the extent that firms choose a

location in a  region because of the subsidies granted to them, whereas

another location would have been better without such subsidies, effi-

ciency  in our sense is diminished. Because of the subsidies it is

rational for those firms to produce at another than the most efficient

place.

Economic literature has paid much attention to problems of re-

gional economics and the role of location. (Spatial Competition). It

would be beyond the scope of this study to go into any details, however.

We just want to make a couple of remarks which are of direct relevance

and clarify our approach:

1) It is useful to stress the micro foundation of our concept of

(in)efficiency at this point. These regional subsidies diminish effi-
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ciency in our sense when any individual company is attracted to a loca-
tion it would not have chosen without such subsidies. From a national

economic point of view, however, it seems useful not to have too large
differences between various regions. And, of course, other than economic
efficiency considerations may make subsidizing  weak regions desirable.

2) In the case of regional subsidies it is particularly clear
how a specific group of people may manage to obtain "things" through the
political process that they would not have been able to get if only mar-

ket economic efficiency considerations had been decisive.
3) An important feature of subsidizing particular regions is

that it may evolve into a "subsidy-competition" between regions. An in-
teresting analogy in this respect is what happens on the international

level, that is, between countries. Wide attention is given to the fact
that subsidization of industries (or agriculture) in some countries is
threatening other countries, thereby causing these latter countries to

start supporting their industries too. One frequently encounters the

argument that  (alleged)  foreign subsidization practices necesssitate

domestic subsidies.

"International Economics" deals with the effects of the inter-
national "subsidy competition", and points at the negative consequences
for efficiency. The allocation of production factors is distorted and
comparative advantages are played down. Mutatis mutandis, the same may
happen with subsidies to different regions within a country.

Innovation

Finally, attention will be paid to the so-called "innovation or
R & D subsidies". These subsidies have been observed empirically and are
quite important. Moreover, governments have frequently formulated inten-
tions to increase these subsidies and stressed their desirability. Inno-
vation subsidies are generally regarded to be quite distinct from other
categories of subsidies since their economic usefulness seems to be be-

yond doubt. They explicitly represent the desired "picking winners ap-
proach". We will consider whether these claims are justified in the
light of our theory, and how innovation subsidies can be explained in

our political system.
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Taking up the second question first, it should be noted that a

number of phenomena which were relevant to the explanation of the other

types of subsidy, do not play the same role in this case. The direct,

clear self-interest of people is not at stake since innovation is not

usually considered to be a matter of life and death to a firm, and many

people doubt whether it is of importance to their personal position. A

related point is that innovation is typically a longer term phenomenon

since results can mostly be expected only after years of research, and

are quite uncertain anyhow.  Innovation would thus fall outside the

short-term scope of voters.  In addition,  it is basically a rather

abstract  and  vague  idea which people  do  not  care  about  too much.

Accordingly it is not to be expected that people become passionately

involved in some innovative project by means of joining a pressure group

which  tries  to  obtain  a  subsidy.  New,  small  firms  or  individual

entrepreneurs that engage in innovative activities are most unlikely to

gather political strength since they have neither a well-established

organization nor a considerable number of fervent supporters.

It is obvious that the explanation of R&D subsidies cannot be

based on these factors. They were relevant to the explanation of the

other types of subsidy, but are absent or insignificant with respect to

innovation subsidies.

This does not imply, however that the political model presented

in this study is totally irrelevant here. The political framework dis-

cussed so far does contain factors which work in favour of the granting

of subsidies to innovative projects. Firstly, large established firms

engaging in R&D can use their inherent political leverage to press for

an innovation subsidy. Such a subsidy can then be traced to the fact

that the firm is big. These large, well-organized firms are keen to ben-

efit from possibilities to obtain support for R&D projects, and pre-

sumably have the right connections. They can also afford to employ some-

body who pays special attention to the field of subsidies and who looks

for where and how to get support. Large firms thus have experience in

dealing with the relevant authorities and can impress them with their

size.

The  "size-factor"  may  also be important in another respect.
Really big innovation projects may be considered to be in the national

interest and/or to be a matter of national prestige. Indeed, the prac-
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tice of R&D subsidies in West Germnay and Holland suggests that this

plays a role. Innovation subsidies are biased in favour of large firms

and/or large projects.

A related matter is that some innovation projects are so big and

so spectacular that they stir the imagination of many people. People

become interested and adopt a longer term vision in this case. Instead

of belng vague, abstract and hard to understand for most people, such

projects are clear,  concrete and appealing. People may identify with

such projects and be proud of the achievements. In addition, the (many)

people participating in the project will have a strong interest in its

continuation or expansion. This can become a political factor as well

after some time. (The best examples are presumably the space program to

put a man on the moon within a decade in the USA (NASA), the Concorde

and the nuclear fusion project (CERN). A more recent example may be pre-

sident Reagan's Strategic Defense Initiative).

No doubt, the empirical importance of innovation subsidies can-

not be fully explained by the factors just discussed. A second set of

explanatory factors can be derived from the political mechanisms on what

has been called the "constitutional level", that is, the level of Grund-

konsens. As was explained in the previous chapter, the reasoning adopted
in this study is based upon the mechanisms of the "operational" or
"post-constitutional" level. The daily political practice belongs to
this level. The preceding analysis has concentrated on the possibilities

offered by the democratic system of majority rule to (groups of) firms

to exert political pressure and make it politically rational for govern-

ment to grant them a subsidy. It has been shown that the political pro-

cess  entails many  opportunities  in  this  respect.  But  the previous

reasoning is not sufficient in the case of innovation subsidies. It

takes more than the "operational" or "post-constitutional" political
decision-making to explain R&D subsidies.

If attention is directed then to the "constitutional level"
(Grundkonsens), a basically different mechanism  can be observed.  At  this

level decisions are based on broad agreement among voters, (a so-called

Social Contract), and create general rules or institutions which are

accepted by the great majority. Everybody is thus subject to these rules

or actions of institutions and takes them as given. This is fundamen-

tally different from the previous perspective in which well-organized,
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passionate minorities can obtain preferential treatment at the expense

of the majority. Here, rules are frequently changed, or new rules added,

to suit the needs of particular interests.

It should now first of all be noted that there is broad agree-

ment among people that innovation is important and beneficial. It is now

generally recognized that innovations are a necessary prerequisite to

future welfare growth. The last five years or 80 this idea has increas-

ingly been put forward in official publications,  scientific reports,
discussions about the economic future, radio, television, newspapers and

magazines. Clearly, broad political agreement on the importance and de-
sirability of innovations has grown9 . People have come to realize that

their welfare in the future may critically depend on the ability to in-

novate. Although they do not know the exact impact on their own posi-

tion, it is reassuring to know that the economy as a whole will benefit.

This serves as a kind of safeguard to individuals who do not know their

position in the future.

A related matter is that people may adopt a longer term perspec-

tive at this level, as they realize that innovation is in everybody's

longer term interest. This may make them willing to accept or favour

innovation, notwithstanding that it is not in their short-term, direct

self-interest. This is analogous to the consensus about the need to have

democracy, and to try to solve conflicts of interest in a reasonable way

with compromises. The threat of open, violent conflicts with great harm

as an alternative increases democracy's attractiveness. Accordingly may

innovation become more attractive as people consider it to be an alter-

native to national economic decline, with its negative effects on the

personal welfare.

Given this attitude of voters toward innovations it seems not

surprising that the government subsidizes innovative projects. The gov-

ernment can expect to gain considerable political support for a policy

to stimulate innovations, and it will try to benefit from this. The im-

plicit assumptions here are that the government should and can play a

positive role. The first assumption relates to the drastic increase in

scope and extent of governmental interference in society. Its involve--

ment in innovations seems to be just another government activity, and is

"naturally" accepted as such by many people. It is more or less taken

for granted that the government should do something in this field too.
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The government will be anxious to fulfil such expectations. It actively

encourages firms to engage in innovations by offering them subsidies.

All kinds of subsidy programs have been initiated or extended in recent

years. Note that in this case the subsidy is not brought about by clever

political manoeuvering of some pressure group. Firms hardly need to

press for the subsidies themselves.

It can be concluded that the empirical importance of innovation

subsidies can be explained by political factors at the operational level

as well as the constitutional level. Both set of factors should be care-

fully distinguished.

The second assumption underlying the political support for a

policy to stimulate innovations is the idea that government can make a

positive contribution. The granting of innovation subsidies would be a

wise policy from an economic point of view. In order to be able to judge

the merit of this claim it is first of all necessary to point to some

aspects of the role of innovations in the free market (point 1). Innova-

tion subsidies will be introduced and discussed in point 2. The conclu-

sion will be formulated in point 3.

1) A first important remark is that the market is inherently innovative

itself. The desire for profits encourages alert entrepreneurs to develop

and try new products or production techniques which would give them an

advantage over competitors. Our principle of the market being a process

of dynamic change implies a continuing stream of innovations. Any tech-

nological breakthrough can be expected to be picked up by entrepreneurs
when it looks promising in the market. This is reflected in the notion

of BE which also incorporates innovations. Efforts to raise BE imply

efforts to innovate,  and  the market  picks the succesful innovative

firms.

The question coming up now is whether the free market properly
fulfils its innovative function. There may be two reasons to doubt this.

Firstly, one may wonder whether the market is sufficiently innovative

from  the  perspective  of  the  national  economy.  Are  the  innovative

activities on the micro level leading to an appropriate level of innova-
tions in macro terms? Secondly, are there any specific dangers which

would keep firms from innovating?

Both questions have been given a great deal of attention in the

literature. lt has been argued, for instance, that firms would not be
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willing to engage in very risky projects, or cannot obtain the financial

means. Another well-known argument is the need to protect infant indus-

tries.

It would be beyond our scope to deal with these matters. An ap-

propriate discussion would require a detailed and comprehensive study.
We will restrict ourselves to asking whether a policy of granting inno-

vation subsidies would seem to be appropriate te tackle the problems, if

they exist (point 3).

A second remark concerning the role of innovations in the free

market is of particular importance in the light of the concept of BE. BE

consists of three components, which means that innovation is only one

part of the whole. It belongs to the third component. The many other

factors relevant to the degree of success of a firm - that is, other

factors within the third component as well as the factors covered by the

first two components - should not be ignored, however. One should be

aware of the relationship between innovation and those other factors.

Especially innovative,  rapidly expanding firms can be confronted with

particularly grave problems. Two examples referring to the first two

components may illustrate the point.

New entrepreneurs with a brilliant idea may be very good as far

as technical matters are concerned, but may be very poor in building an

efficient organization in which people work well together. Problems of

management can make a firm inefficient despite the fact that its product

is good.

The second component relates to problems of scale, that is, how

large should production capacity be? This is a particularly difficult

and important question in industries with high but fluctuating growth

rates and a continuing stream of new products. Enormous differences in

demand occur if growth rates change significantly, say, from 25% annual-

ly to 10% annually. Also the fact that many others are active in the

field, whose (expected) actions should be taken into account when plan-

ning one's own actions, increases risks and difficulties. Wrong deci-

sions in this respect can be fatal too.

The market simultaneously takes all relevant factors into ac-

count (without guaranteeing any optimal solution in the neoclassical

sense, however). It tries to assess the real possibilities as well ae
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possible. It is realized that innovations should be seen in connection

with the other factors.

2) innovation subsidies call be considered to point in "the right direc-
tion" in the sense that they stimulate a factor which is conducive to
efficiency in principle. As such they can be valued quite differently

from the other types of subsidy. But their usefulnes is undermined ser-

iously by a number of problems and dangers.

If government interferes in specific projects - say, a subsidy to one

firm for the development of some product - it encounters the problem

which has been labelled "information disadvantage". This problem has

been observed in the empirical chapters and in chapter 7 we have seen

that this is an important political factor as well. The government de-

pends on the firm for its information and it will be difficult to keep

the firm from influencing its judgement. It is important to realize the

meaning and consequences of this.

The government cannot somehow forecast which specific R &D pro-

jects will be successful in the market. The nature of innovations as

well as the fact that one cannot expect the government to be acquainted

with the forefront of technological development in numerous highly spec-

10)ialized fields, make this impossible. This is not to suggest that a

company would "objectively know" the best course of innovative action.
But it is continuously engaged in the matter and the company's interest

is at stake. It seems therefore inevitable to start from the assumption

that the firm "knows best". One can only hope that the firm takes the

right decision; be it in favour or against some innovative project. The

crucial point is that the government cannot be expected ex ante to be

better able to judge the merits of a specific R&D project. (But, of

course, the firm may have been wrong and the government may have been

right in certain cases, ex post).

In addition, the judgement of the government is likely to be

distorted by the pressure from firms which have a clear interest in an

innovation subsidy. They may try to manipulate the government's decision

for the sake of the subsidy, that is, not for the sake of the innovative

project itself. The consequence may be that the firm receives a subsidy

although it would have executed the project anyway.

Finally, governmental involvement in innovations may endanger a

sound economic judgement of projects. Particularly if some project does
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not develop satisfactorily, the authorities may be tempted to try "any-
thing" to rescue the project. As characteristic E indicates, anything is

possible and some way out by means of increasing subsidies one way or

another can always be found. (See also the first point in 8.2.3). The

fact that the government is co-responsible and may to some degree be

embarrassed by the failure, is likely to raise the chance of continued

or increased subsidization. (This mechanism has most clearly been ob-

served in Hungary). This is quite unlike the mechanisms of the market

which would  force  the  firm  to  try  to CorreCt  the weaknesses.  In

addition, the political process may tend to neglect the importance of

the other  than  innovative  factors.  If  one  is  carried away by  the

innovation as such, and uncritically approves projects because they have

been labelled "innovative", efficiency is likely to suffer. 11)

3)  The  preceding  leads  to  the  following  conclusion.  The  fact  that

innovations are  of  crucial  importance  to  efficiency  does not make

innovation subsidies necessarily useful. The difference between these

two phenomena frequently does not seem to be fully acknowledged in the

public discussion. (The  inclination to equate a  positive view on

innovations with a positive view on innovation subsidies constitutes a

significant political force in favour of these subsidies. It contributes

to establishing a Grundkonsens). It should be realized, on the one hand,

that the market is inherently innovative itself and considers

innovations in relationship to the other relevant factors, while, on the

other hand, the ability of the government to deal adequately with the

relevant matters is questionable.

A more fruitful alternative approach would seem to be based on

the following elements:

- Try to find out whether the market somehow fails with respect to in-

novations in general.

- If indeed this can be shown, one should concentrate on which measures

to adopt to correct the failure.

- Two types of potential failures can be distinguished:

1) the general level of innovations in the economy is considered to be

too low;

2) the market fails in certain respects.

The first case would call for general measures to increase inno-

vative activities. Examples may be measures to lower the costs or risks
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of innovations, to raise the level of relevant education, to stimulate

co-operation between universities and firms, to give protection through

patents, and to expand governmental research facilities. In addition,

and quite importantly, measures may be taken to improve the functioning

of the market by removing obstacles. The capital market, for instance,
could benefit significantly from deregulation. This may increase the

amounts available for innovations.12)

The second case would call for measures that reduce or eliminate

the problem as such. Those measures should be general also, in that they

do not refer to specific firms or sectors, but to certain situations

(for instance, perhaps, infant industries). They should not be amenable

to change to fit the desires of specific firms.

This alternative approach of government policy with respect to

innovations would seem to promise better results than the granting of

selective innovation subsidies.

8.2.3 Three more economic consequences

The preceding discussion about the effects on efficiency of spe-

cific factors of political importance shows how political considerations

can negatively influence the efficiency generating mechanisms of the

free market. There is considerable political pressure to grant subsidies

to weak firms. By distorting the competitive positions of companies this

way, something happens which could paraphrasingly be characterized as

"bad companies drive out good companies".  Recources are  re-allocated
from strong to weak enterprises which weakens the strong both directly
(tlirough the cost of financing the, ceteris paribus, increased govern-

ment expenditures) and indirectly (through increased competition from

the weak). Whether tlie weak becomes stronger in terms of BE is question-

able. The experiences seem to suggest that in most cases weak firios
remain weak  after  subsidization.  And,  indeed,  companies  may  become

weaker in terms of BE as a result of the subsidies, since they may now

focus on another way to raise profitability (see below).

Apart from the tendency to select the wrong firms from an econo-

mic efficiency point of view - which is a consequence of the specific

political factors discussed above - there are three reasons why this
type of governinent policy implies a diminishing efficiency for all
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firms. By introducing the political system as such into the free market,

three mechanisms are entailed that, ceteris paribus, work to reduce the

efficiency of firms in general.

1) A crucial characteristic of the empirically observed systems of sub-

sidies is their intricate, complex and vague nature. In all the coun-

tries observed there exist a wide variety of subsidy arrangements in

terms of goals, criteria for support, forms in which subsidies are gran-

ted,  institutions involved and magnitude of the subsidies. Rules are

often vaguely formulated; exemptions and informal agreements frequently

occur (see characteristic E).

We have already seen that there are also political reasons for
this situation, but here we want to stress an economic consequence. In

this vague, unclear, very complex system, scope exists for in principle

every kind of decision. This means that no decision is absolutely im-

possible, or, in other words, that no subsidy to whatever firm can be

completely ruled out. Therefore, on the one hand, firms can always have

at least some hope that they may be granted a subsidy. On the other

hand, and more important now, government in principle has the possibili-

ty to grant any subsidies; that is, even those that obviously violate

efficiency criteria. In this sense the budget constraint of the govern-

ment is soft when it comes to deciding on specific subsidies. Any sub-

sidy is likely to be so small in comparison to the means available to

government - and an "appropriate" motivation can always be arranged -
that there is no tight constraint on its behaviour.13  The typical re-

lationship between the great pool of resources available to government

for subsidies of all kinds and the relatively small claim of an indivi-

dual firm, makes it possible to grant any subsidy.

Therefore,  in  this  structure,  wrong decisions  and  failures

generally do not have direct and severe consequences. One is not forced

by evident, straight constraints to take account of certain effects;

there is always a way out. This is very unlike the hard competitive

pressure on firms in the market system - typified by the hard budget

constraint - where failures are rucksichtslos punished.

A few empirically observed phenomena may illustrate the point.

Frequently developments turn out to be worse than expected. Instead of

leading to real decisions trying to restore the necessary efficiency,

decisions quite often are postponed and the flow of subsidies continues



336

(or increases). Problems then are not solved but pushed ahead and may be

further aggravated. Politically one is not able to take the economically

desired measures, and more subsidies are the "answer".

In Hungary it has been observed that investments never fail.
Whenever results threaten to turn out bad, the firm is simply made a

success by increasing subsidies one way or another. How low a firm's BE

may be (for instance, low productivity, bad quality of products, nasty,

arrogant attitude towards customers), the state helps it out and the

desired profit is shown. This system leads to "artificial safety" for
firms.

This way the budget constraint of firms in general becomes soft-

er. They are under less pressure to operate as efficiently as possible.

Just like X-inefficiency increases within the firm because of this -

people are less inclined to produce against minimal costs - So Will the

efficiency of firms in general decrease.

2) An extensive system of subsidies, where so much is vague and possi-

ble, makes it rational for firms to consider the opportunities for ob-

taining subsidies. Because of the possible importance and attractiveness

of some subsidy arrangement, firms direct their attention more to trying

to benefit from government. This means that actions in the field of BE

decrease in importance relative to actions to obtain a subsidy. The

spirit of enterprises is weakened. They care less about making the right

products, increasing efficiency on the workfloor, buying the right in-

puts, etc.; and pay more attention to developing political leverage,

bargaining with decision-makers, having good contacts with government

etc. Instead of travelling abroad trying to find new customers it may be

rational (and easier) to travel to the capital to get a subsidy. Al-

though this effect probably cannot be adequately measured, it is obvious

that with an extensive subsidy system it must be quite important. No

doubt, the efficiency generating mechanisms of the free market are thus

seriously harmed.

3)  As  has  been  shown,  the  political  system  entails  elements  of

uncertainty. Both the connection between politics and uncertainty, and

the economic consequences of uncertainty are extensively analyzed and

discussed in literature. We have only paid attention to these fields in

as far as it was directly relevant to our approach. Therefore we have

deliberately left out many aspects that are considered in detail in this
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literature. Our conclusion about the role of uncertainty should be seen

in this light; it is only based on what has been said in the preceding

and does not in itself contribute anything to the relevant literature

that deals specifically with these matters.

With the introduction of politics into the economic system an

additional factor of uncertainty confronts firms. Now they also have to

take into account what government might be doing in respect to subsi-

dies. Given certain characteristics of the democratic decision-making

process the answer to this question is inherently uncertain. This im-
plies an additional burden on firms when they try to select the best

possible course of action. Time, energy and money must be devoted deal-

ing with this problem, meaning (again) that attention to factors of BE

diminishes. Inefficiency in our sense thus increases.

8.3.1 Qualifications and limitations

Before drawing the conclusions it is necessary to point out some quali-

fications and limitations regarding this study. A social science encoun-

ters great difficulties as it tries to deal with the real world. It has

been stressed already that an uncritical replication of the methods of

the  natural  sciences  will not  do,  and  that  reality  is  being made

relativist by changes occurring in space, time and human behaviour. In

addition, a great many variables exert influence and many of these may

be hard to appraise or measure. A related problem is the relationship

between empirical reality and theory. In a strict sense, "one and the
same truth-claim cannot be both provable (by logical demonstration) and

refutable (by empirical test) within a consistent definitional

framework" (Dennis  1981).

It should be noted with respect to this study that a number of

factors have been left out which obviously play a role in reality. Ab-

straction is inevitable. But this should not keep one from realizing how

complex reality in fact is, nor should it lead to deterministic conclu-

sions. Relationships may change and other factors - being outside the

scope of the model - may come up which also change the picture. In addi-

tion, the empirical cases go as far as they go; that is, strictly speak-

ing,  they cannot absolutely prove this (or any other)  theory. They

should rather be seen as illustrations which suggest the appropriateness
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of the theory. We will now briefly discuss four concrete qualifications

and limitations, which should be seen in the light of the preceding gen-

eral remarks.

1) The role of the bureaucracy has been fully neglected. But, of course,

civil servants are actively engaged in the granting of enterprise subsi-

dies. They mostly decide on particular cases within the given framework

of subsidy arrangements. They will exert influence and their own bureau-

cratic interests will also play a role.

It has empirically been observed that politicians are conspicu-

ously involved in the granting of enterprise subsidies. Practice shows

that politicians frequently interfere directly with the granting of spe-

cific subsidies. Particularly in important cases, parliament and minis-

ters decide themselves after political debates. The directly responsible

ministers are also normally in close contact with their civil servants.

Political control is thus strict. Given the hierarchy between political

decision-makers and civil servants, it is very unlikely that the latter

would take decisions which go against the political interests of the

former. In addition it should be realized that this study has adopted a

structural, longer term view at the system of subsidies as a whole. Po-

litical decision-makers have created the system as it is.

This does not preclude the possibility that the bureaucracy will

gain influence, however, particularly in connection to the implementa-

tion of the programs. This has happened in fact in the early 19808. This

has coincided with a diminishing importance of political decision-mak-

ing. Some aspects of this development will, mutatis mutandis, be dealt

with in points 2 and 3 below. Two remarks need to be made here. Firstly,

the danger of negative consequences resulting from political involvement

of course diminishes when political decision-making becomes less impor-

tant. Secondly, we do not consider the merits and demerits of the bu-

reaucratic system of decision-making. It is outside our scope as we fo-

cus on the political component of the government. But it is relevant in

reality and should therefore be mentioned in this subsection.
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2) It is to be realized that the government may try to take factors of

efficiency into consideration when it decides on the granting of subsi-

dies. Factors being relevant to BE will always be considered to some

extent.  Civil servants and/or officials of intermediary institutions

frequently try to assess the business economic prospects of firms. Sub-

sidies may depend on concrete measures to be taken by the firm that in-

crease BE and profitability. Companies may be required to restructure in

order to regain competitive strength in the market.

The point of this study is neither that this would never happen
nor that it could not be successful. Indeed, it does happen and some-

times firms are being rescued and become viable again. In the latter

case it could be said that the free market had not correctly assessed

the  potential  o f  the firm, while the government "knew better". The point

of this study is, however, that the political process is less fit to

deal with matters concerning the efficiency of firms in the market, and

entails mechanisms which are hostile to it. Political decision-making is

less capable to enforce BE and, despite official intentions, is less

inclined to do so. But this does not imply that it necessarily fails in

each case in this respect.

A related relevant point is that not only weak firms are being

subsidized. Firms which do quite well in the market may also receive

support. But those subsidies are superfluous to the extent that the firm

does not change its course of action. It will be happy to accept the

subsidy as another source of financial means. But the rationale of such

support cannot be appreciated if the company operates in the same way as

it would have done without the subsidy.

3) This study shows, among other that the democratic politicalthings,

process entails characteristics which can make the granting of enter-

prise subsidies rational. The empirically observed characteristics fit

quite well into the pattern of the political system that has been pre-

sented above. But these political mechanisms are not all-powerful in the

sense that they would fully determine the course of events. Their influ-

ence also depends on the strength of political counterforces. Some of

these have been discussed in subsection 7.3.4. It should be realized

that the power of interest groups is restricted when many voters outside

those groups become aware  o f the negative consequences  o f speci fic  meas-

ures on their own position. This can happen,  for instance, when the
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system of subsidy arrangements as a whole becomes so sizable that it

turns into a national political issue. People may increasingly object to

financing subsidy programs, particularly when the effects are question-

able.

The empirical chapters indicate that the practice of subsidiza-

tion is open to debate, and policy shifts occur. Most notably Sweden and

the Netherlands have experienced rather drastic policy changes in the

early 19808. The number of arrangements and the amounts involved have

been reduced in general, and different criteria for support are being

applied. Innovation subsidies have become more important, and it is now

more difficult to grant subsidies to weak companies.

These policy changes can be considered as in principle being

steps in the right direction from an efficiency point of view. There is

progress in this respect as compared to the 1970s. It is important to

realize that this progress has been brought about by pushing back poli-

tical considerations. (The case of Herstelfinanciering in the Nether-

lands is a clear example.) The growing influence of civil servants, in-

termediary institutions and "professional outsiders" (e.g. committees of

businessmen) should be recalled here.

The point to be stressed now is that the developments show that

it may be politically rational to depolitize. This happens when subsi-

dies become a political liability. It also underscores the importance of

not interpreting in a deterministic way the political factors which have

been discussed. Man-made phenomena can be changed by human (re)action.

4) This study has focused on comparing and connecting two basic deci-

sion-making mechanisms: "politics" and "free market economy". The causal
relationship in the political system is supposed to run from voters'
preferences to government policy. Politicians are assumed to pursue the

policies that are most attractive in terms of votes to be gained. It

should be noted that this analysis does not consider the role of politi-

cal parties as such. They are of course likely to exert some influence

as an organization, and the concrete relationship between the parties in

parliament will also be relevant. The government can more easily defy

the pressure of interest groups when it has a clear majority in parlia-

ment. Another relevant factor will be the type of election system in a

country. One can think of differences between the systems of proportion-

al representation and simple majority by constituency.
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Parties (and politicians) also try to sell their policies, that

is, they try to convince people of the merits of their policies. They

can to some degree influence the voting behaviour and manipulate voters.

Particularly  strong  personalities  among  politicians may be able to

achieve this (statesmanship).

Such factors - which are also dealt with comprehensively in Pub-

lic Choice literature - qualify our analysis, but do not invalidate it.

Parties cannot escape the necessity to appeal to voters when they want

to gain political influence in a democracy. That remains the basic mech-

anism. In addition,  efforts to manipulate voters will always draw a

response from other parties. Voters are confronted with a wide variety

of opinions and alluring alternatives in a democratic society. It does

not seem realistic to expect one particular party to be systematically

and substantially better in manipulating voters, that is, without offer-

ing the policies their voters desire.

8.3.2 Conclusions

After having studied the practice of enterprise subsidies in four coun-

tries we have attempted to explain the empirically observed phenomena.

To this purpose we have analyzed the economic system and the political

system, and established a link between them. The interaction between the

two "worlds" of "politics" and "economics" is of crucial importance to

the theory.

It would seem that the theoretical approach adopted in this stu-

dy illuminates the reality of the granting of enterprise subsidies. The

characteristics which have been formulated in "From Part I to Part II"
seem to fit quite well into the theoretical framework. The theory incor-

porates the characteristics and suggests that they are interdependent,

that is, they not just happen to exist next to one another. This theory

seems to be able to clarify their role and mutual relations.

The main conclusion of this study is that there are likely to be nega-

tive effects in terms of efficiency when the mechanisms of the political

process are introduced in the supply side of the free market through

policy measures of a selective nature. The problems with this kind of

government policy can be summarized in three points:
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1) The government cannot be expected to be sufficiently informed about

all the specific cases. It lacks information since it is not familiar

with the particular field.

2) The government is subject to strong political pressures to grant sub-

sidies to weak firms. It is pushed in the wrong direction from an

efficiency point of view.

3) The "system" of subsidies as such entails harmful economic consequen-
ces. The government does not face a budget constraint as hard as that

of a firm in the free market. It is less forced to take the right

decisions. In addition, the spirit of enterprises is weakened in the

sense that factors related to BE become less important. Finally, un-

certainty for firms increases.

The analysis shows that the two systems of decision-making are

of a fundamentally different nature. The political way of decision-mak-

ing is less fit to deal with matters of efficiency. The inclination to

pick the weak firms - which implies a distortion of the competitive pro-

cess and a reallocation of funds from strong to weak firms - is neither

a coincidence nor the result of the kind of wrong decisions that are
also being made in the market. The structure as it is stimulates this

policy. Characteristics such as favouring large firms, lacking transpar-
ency, short-term orientation and increasing uncertainty can be traced to

the political process. They negatively influence the economic effects of

the granting of enterprise subsidies.

It should again be stressed that the negative effects on effi-

ciency do not follow with iron necessity in each case. Particularly the

case of innovation subsidies should be recalled in this respect. But
also other types of subsidy may have beneficial effects in terms of ef-

ficiency. The point is that the chances are relatively low. The politi-

cal factors discussed work against it and make a negative outcome more
likely. A negative outcome results whenever the effect of subsidies in

terms of BE is not satisfying. This happens in the following cases.
Firstly, it may be that a subsidized weak firm does not manage to raise

BE sufficiently to become viable again. The firm would still not be able

to survive (in this form) in the market on its own. Secondly, it may be

that BE decreases because of the subsidy. The firm pays less attention

to factors concerning BE. Thirdly, it may be that the subsidy has no
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effect whatsoever on BE. Apart from the subsidy the firm stays about the

same.

This study has led to a critical assessment of this kind of gov-

ernment policy. The granting of enterprise subsidies is likely to be bad

policy from an efficiency point of view. It is useful to consider this

outcome against the broader background of the relationship between the

government and the market. The following remarks should illustrate the

importance of this broader background to this study, and should further

clarify our approach.

This study highlights the fact that the two systems of decision-

making are of a different character: they work in a different way. It is

important to understand each system's basic way of functioning. Chapters

6 and 7 can be seen as attempts to increase that understanding. With

respect to the free market we have benefited considerably from ideas of

the Austrian School. The importance of such inherent aspects as disequi-

librium, entrepreneurship, imperfect knowledge, competition, uncertain-

ty, differentiation and dynamic change has been stressed. The analysis

based upon these, and other, aspects showed that the free market can

usually be expected to generate efficiency. There is little or no reason

to expect that the government can improve that process by granting en-

terprise subsidies. On the other hand, there is very much reason to ex-

pect that the government will hamper or frustrate this process.

The last conclusion is also based upon the analysis of the poli-

tical system, which reflects a Public Choice-type approach. The govern-

ment is not some autonomous, homogeneous entity with clear objectives

and perfect knowledge. It is subject to many influences and mechanisms

which may significantly curtail its ability to act. We have attempted to

show that this happens with respect to the type of government policy

studied in this book.

It does not seem to be a surprising statement that quite a few

people view the market with distrust, or are hostile to it. Although

there may be good reasons for thisl 4  it should be realized that the

market system has important merits. Particularly the way in which it

generates efficiency can hardly be overvalued. Its dynamics and flexi-

bility work as a continuing, longer term stimulus to economic growth. We

get the impression that this is not being understood properly by many



344

people. Admittedly, the process is quite abstract and may be hard to

fathom. The neoclassical (micro) way of dealing with the market seems

not to have contributed much to a proper insight into its essential fea-

tures in reality, however.

The granting of enterprise subsidies can also be seen in this

light. Government intervention in the free market may be more popular as
more people are more hostile to the market, and as the negative consequ-

ences are not being understood. This is reinforced if the existence of

"government failures" is neglected.
The second remark about the "broader background" of this study

concerns the economic crisis and the role of the government. A first

relevant aspect is the influence exerted by the economic crisis on the

granting of enterprise subsidies. Particularly in Sweden and the Nether-

lands the governments had to (re)act quickly and powerfully to ward off

undesired consequences.  We  have even referred to "panic-like reactions".
The deterioration in the 19708 of the position of trade and industry in

general as well as the rapidly increasing number of firms in deep trou-

ble, should be recalled. It is fair to argue that the government should

do something in these circumstances. Indeed, without some kind of gov-
ernmental (re)actions things were likely to become even worse. But the

crucial point of course is what kind of government policy is required.

As we have seen, the policy of granting enterprise subsidies to specific

(groups of) firms has many significant disadvantages. These will turn

such a policy into an additional burden on the efficiency of the econo-

my. The short-term alleviation thus turns into a longer term handicap.

Before suggesting an alternative policy one other aspect should be

pointed out.

It is undoubtedly possible to identify various factors which
have contributed to the economic crisis. Besides, there is no consensus
on this as various schools stress various aspects. But it seems fair to

state that government policy is a prime subject of blame. Many econo-

mists hold the government somehow (co-)responsible for the depth and

length of the economic crisis. The question about what kind of govern-

ment policy is required to deal with the economic crisis is thus being

put in a different context. If the government is indeed to blame its
best policy may now be to correct the faulty policies of the past, that
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is, to abandon the policies which have contributed to the economic prob-

lems in the first place.

At the end of this study we would like to suggest an alternative

approach. The government's economic policy should in our view be based

on the following principles.

1) Recognize the free market as the efficiency generating mechanism. The

prime role of the government is to create a favourable environment in

which the market can flourish.

2) Government intervention is warranted in the following cases.

+ To reduce or eliminate undesirable consequences of the market pro-

cess. One may think of measures concerning for instance social se-

curity, environmental pollution and regional balance.

+ To improve the functioning of the market whenever it can be argued

reasonably that it fails in some respect. Two types of failures can

be distinguished. Firstly, failures owing to the fact that the mar-

ket is not allowed to function properly. This does not only include

deregulation but also points to the necessity of pursuing a sensi-

ble fiscal and monetary policy. Government failures in these re-

spects may be very harmful to the market process. Secondly, fail-

ures owing to deficiencies in the market itself. Three examples

will illustrate the point. It may be that competition is threatened

by collusive agreements or other types of anti-competitive behav-

iour within the market. The government should be eager to eliminate

such threats. 15  The second example concerns the possibility that

the  market  is  not  sufficiently  innovative.  This  would warrant

general governmental measures (see above). Finally, it may be that
it is deemed necessary to stimulate a risk-taking attitude in

society. If,  indeed,  banks are too reluctant in financing risky

projects or people are too cautious in engaging in new activities,

it may be appropriate for the government to try to do something

about th&t.

3) There is hardly any need to grant subsidies to enterprises with re-

spect to these policies. It seems quite feasible to do without them,

that is, to pursue these policies with other measures. 16) One is thus

not faced with the disadvantages connected to the (system of) grant-

ing enterprise subsidies.
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It is not very realistic, however, to expect an abolishment of

(almost) all subsidy arrangements for enterprises. It would then be

useful to consider a second-best alternative. The following sketchy

proposition should be seen as an effort to organize the granting of

enterprise subsidies - given the in our view regrettable assumption

that they will be continued - in a better way in view of the problems

discussed.

A national subsidy institute could be established which is the

sole source of enterprise subsidies. It is allowed to grant a certain

total amount of soft loans to firms annually. Those loans should be

"really" soft in the sense that they are granted on considerably better
terms than free market loans. They combine a low interest rate with a
long repayment holiday. The terms are fixed and equal   for all loans, 17)
that is, they are not amenable to bargaining.

These loans should only be granted to firms or projects which

cannot obtain funds in the market. The subsidy makes it possible to sur-

vive or expand for (quite) a while. It may also initiate a new project

or firm. The subsidy institute is to be run like a commercial bank in

the sense that it tries to pick the most promising firms or projects,

that is, it tries to maximize the return on investments. But the latter

include the support from the government which pays an ex ante determined

amount to the institute. This amount is supposed to cover the losses

that can be expected to result from the granting of soft loans to firms

or projects which were not accepted in the market. That amount signifies

the subsidy element, that is, it signifies the willingness of the state

to support companies. The government can decide each year how much it
devotes to this purpose in the next year, that is, on what scale the

subsidy institute can operate. The subsidy institute then tries to grant

the given loans from the given fund in the best possible way from a

business economic point of view, knowing that it is "allowed" to record
losses to a certain extent. The government has no influence at all on18)

the institute's decisions. The loans cannot be extended or repeated. The

government presumably would have to supply the starting capital, but the

institute may be privatized later on by trading its shares on the stock

exchange. That would underscore its independence of the government and

its desire to maximize profits. The basic idea is to try to make also
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the granting of enterprise subsidies subject to the discipline of the

market.

The great advantages of such a national subsidy institute would

be that it is not subject to political pressures - it is a really auton-

omous, intermediary, businesslike institution - and that it has an in-

centive to pick the firms which are (thought to be) closest to become

viable in the free market. Instead of a tendency to pick the weak(er)
firms the inclination is now to pick those firms that are expected to

have the "best" chances of making it in the market after all. The firms
which are just not strong enough to stand on their own are being select-

ed. The weakest (hopeless) cases do not have a chance.

Whether or not such normative proposals for an alternative ap-

proach are adopted will ultimately be decided in the political process.

This study shows, however, that the political process is not fit to deal

with matters of efficiency by pursuing a selective policy. This calls

for a retreat of politics in this respect. We clearly face a dilemma

here as the decision to retreat can only be a political one. In conver-

sations about this study quite a few people have stressed how unlikely

it is to expect the politicians to agree to depolitize. In addition,

powerful interest groups benefit from the system as it is and will be

opposed to abolishing it. Indeed, the ability of interest groups to in-

fluence the political decision-making to their own direct advantage at

the expense of others, constitutes the foundation of these policies.

Notwithstanding the relevance of these observations it should be

recalled that there has occurred a process of depolitizing to some de-

gree in the early 1980s. Again, it may be politically rational to depo-

litize. We propose to carry this process to the end by (almost) fully

abolishing this kind of government policy. requires that people19) This

broadly agree on a set of general principles that would define the ex-

tent to which one accepts the outcomes of the inarket. That presupposes

an awareness of the virtues of the free market in terms of efficiency,

as  well  as  o f the dangers connected to political 1 ntervention  on  the
micro level in the supply side of the economy. One could then deal with

the question of which measures are necessary to correct failures or un-

desirable effects of the free market process; measures which would be so

shaped as to curtail as far as possible their negative impact on the
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mechanisms of the market. Such a Grundkonsens - which is basically a
widespread acceptance of some common values and principles, that is, a
Social Contract or a constitutional agreement - could emerge as people
realize how important an efficient economic system is to the general
welfare, and how much it is threatened by the activities of pressure
groups pursuing their own, narrow interests through the political pro-
cess. Would such a consensus be really that hard to achieve?
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Chapter 1

1) One aspect of this chaos is the number of synonyms for "subsidies"
in the (German) literature. Deininger mentions 18 of them.
Note that we put quotations between inverted commas.

2) He doubts whether it is useful to discuss the various definitions
anyway. He observes that this situation of many various definitions
is generally deplored in the literature, but "this leads mostly to
the   development   of new definitions and systems". He approvingly   quo-
tes Andel who remarked that the marginal revenue of the discussion
about the notion of subsidies approaches zero and is frequently ne-
gative.

3) Prest   ( 1974)   puts   it   like this: "There   is no reason  why   the  word
'subsidy' must be attached to one category of government financial
transaction rather than another. We are concerned solely to distin-
guish between the various types of such transaction; it is open to

anyone to argue, if he so wishes, that the term 'subsidy' could be
attached  to  any  one  o f them. There  is no monopoly  o f nomenclature".

4) Of course, any government activity will have differentiating effects

among firms. The point is whether the measure intends to be selec-
tive, in the sense that some firms are deliberately included and
others excluded. All firms will somehow benefit - but in various
degrees - from a general fiscal investment subsidy like the basic
premium of the Dutch WIR. But from sectoral or regional subsidies
only those firms benefit that belong to the relevant sector or re-

gion.

5) In the case of West Germany we pay a little attention to subsidies
granted by the states (Lander). Due to the federal structure of West

Germany the states have relatively much political discretion of
their own. But basically the same political processes as on the na-
tional level take place there.
With regard to regional subsidies quite frequently regional authori-
ties and/or regional development companies play a role. But they
vitally depend on the central government.

6) There may also be subsidy elements in regulatory measures and in
tariffs and non-tariff barriers to trade. These are beyond our

scope, however.

In the (special) case of Hungary we will pay attention to subsidy
elements in the price system as well.

7) The idea that each case is in itself unique and that the market is
thus fundamentally differentiated is also a cornerstone of the theo-

retical part. It reflects basic principles of the Austrian School.
See Chapter 6.

8) Quite a few empirical studies and reports in the four countries do
simply add the various figures into one total amount. We copy those

figures because they have been published as such. But it follows
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from our comments that one should be very careful in interpreting
them. This goes for all the recorded quantitative data anyway: one
should be aware of the underlying assumptions and definitions. These
vary widely. One should also realize that those empirical studies do
not measure the subsidy element to each firm in our sense. They fo-
cus on the amounts granted by the government. Thus, again, those
figures are to be considered as rough estimates, that is, they point
in a direction but do not provide the kind of exactness that they
suggest. See also introductory remark 2 in the next section.

9) The possibility that competition is lacking in the market economy
will be given a great deal of attention in chapter 6.

10) Wiseman (1981) has also attempted to define subsidies. He states:
"The characteristics of activities that might plausibly be called
subsidies are extremely diverse: we have ourselves identified six-
teen pairs of distinguishing characteristics, and are clear that our
list is far from exhaustive. But it does create problems that are
more than simply formal: we have to pick our way between definitions
that are so broad that we can find no way to give them operational
content, and narrower but "practical" definitions which must always
carry the risk of excluding relevant alternatives - viz. other eco-
nomic activities with essentially similar characteristics". Wiseman
then chooses Prest's definition.

11) Wiseman (1981) asks: "Once we recognise the multi-faceted character
of individual choice, and the variety of institutions through which

choices are expressed, can we really be satisfied that all resource
- allocation questions can properly be judged against the "measure"
of what would happen if we could create a perfectly competitive ex-
change relationship?"

12) The case study approach has been frequently adopted in the litera-
ture on subsidies anyway. Many reports focus on specific subsidy
arrangements and give a detailed quantitative and qualitative ac-
count. This way one tries to get a (bit of a) grip on the complex
reality.

Chapter 2

1) It is important to note that the expression "indirect" does not im-
ply that the instruments cannot be directed more specifically at,
for example, a single enterprise. This indeed happens frequently and
it is precisely the differentiated character of many indirect regu-
lators which make us speak of subsidies. "Indirect" means that these
regulators influence the flow of money which then influences the
behaviour of enterprises.

2) The degree of softness varies, however, - with absolute softness (as
well as absolute hardness) not existing in reality - and changes
over time.

3) Of course, the aspects mentioned here do not pretend to give the
full picture. Besides, there exlst important interdependencies among
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the various aspects. All this, however, is far beyond our scope.

4) See for instance, Kornai   (1980  and   1983), Hare, Radice and Swain
(eds.) (1981) - especially Introduction and articles by Richet and

Hare -, Tardos (1982), Antal (1981 and 1982), Nyers and Tardos in
Baumol (ed.) (1980), Belyacz (1982), Ehrig (1982).

5) It should be stressed that we cannot specify the exact degree of
softness and its development over time. Besides, there is no uniform
degree for all firms: it varies significantly in individual cases.
The concept is primarily a theoretical construct which has to be

given exact empirical content. Kornai suggests ways to measure it
and stresses the need to do so. For our purposes, however, this is
not of significant importance. For us it suffices to know that the
basic softness of the budget constraint is without any doubt a cha-

racteristic of prime importance in the socialist system; also in the
specific Hungarian variant. All the literature we have studied and
all conversations with Hungarian experts sustain this conclusion.

6) Of course, also general regulations may have differentiating effects
on enterprises. These are, however, side-effects which are not pri-
marily aimed at. (This does not mean that they cannot be important.)
We talk about differentiating regulations when they are specifically
aimed at treating enterprises differently.

7) This estimate is based on a list provided by Tar of about 30 impor-
tant (large state) investment projects under way. He mentions "the
nuclear power-station at Paks, cement-works at B&laphtfalva, two new
steel-works  at Dunaujvdros and Miskolc,  an aluminium processing
plant at Sz&kesfeh6rvAr,  three tinned meat integrated factories,
several chemical plants, four coal-mines, and other projects in the
manufacturing sector;   the new headquarters  o f the "Semmelweis"  Medi-
cal University, the municipal concert hall at Budapest, the recon-
struction of the ancient castle of Buda, the Great Budapest Covered

Stadium, etc."

8) It is rather early yet to judge the real impact of the 1979-1980

price  reforms. However,  Kornai  (1983)  expresses personal doubts
about the importance of the actual changes. A detailed, objective
evaluation is at this moment not possible.

9) The importance of taxes on enterprises in the tax structure is quite
different from the situation in the West. In capitalist countries
taxes on people are much more important. This fundamental difference
is reflected in the table presented by H.E. Haase.
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Table 5  The Share of Income Tax and Payments for Social Security in
Total Tax Revenues
In per cent

Country Share in 1977

Hungary 7
Federal Republic of Germany 46
Sweden                              41
The Netherlands                     42

Source: H. Haase (1981)

10) In the 1970s the production tax was another prime example of a high-
ly selective tax on enterprises. It was levied mostly in a percen-
tage of price receipts on sectors, subsectors or, not infrequently,
on individual firms. It was meant to level out certain differences
in production conditions affecting profits. It withdrew extra in-
comes of firms which were caused by, for example, special natural
advantages, better equipment, or advantages supplied by the price
system. Thus it was - in the words of Antal (1979) - "an instrument
for differential taxation". It was abolished in the second wave of
reforms (1979-1980) as part of the efforts to make taxes on enter-
prises more "normative", which   in the Hungarian jargon means   more
uniform, predetermined in (fixed) rules, and not modifiable through
bargaining.

11) Marrese (1980) mentions some figures for 1977. Subsidies for meat,
milk, and cereals were 16%, 66% and 26% of the respective retail
price. For mass transit, home heating, and laundry the subsidy per-
centages were 117%, 168%, and 140%. On the other side, taxes for
luxury goods, automobiles, and clothing amounted to 38%, 31%, and 5%
of the respective retail price.

12) Balassa (1983) refers to 29 classes of credit preferences.

13) The specific structure of the system of indirect regulators is such
that it also implicitly entails subsidies which have bot been des-
cribed. For instance, regional subsidies have not been dealt with
explicitly. They are, however, contained in the other arrangements.
One does not allow big differences between regions in terms of em-
ployment opportunities - there is no official unemployment anywhere
- or income. One manipulates the regulators discussed in such a way
that there are sufficient firms in every region to guarantee full
employment and significant wage differentiation between regions is
out of the question. Thus, a region that is backward from an econo-
mic point of view - that is, in a pure free market few firms would
invest here (high regional unemployment) and wages would be far be-
low the national average - is artificially raised to the desired
level. In our terms,  firms in such a region are so heavily subsi-

dized that the efficiency disadvantages of the region are compen-
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sated for by enterprise subsidies.
Also, local and regional councils play a role in the bargaining pro-

cess. In this sense, too, regional subsidies are implicit in the

system of enterprise subsidies.

14) In such a case one could say that there is "a subsidy within a sub-

sidy".

15) And, of course, it can try to change the indirect regulators as such

"in  the next round". These are continuously being discussed, evalua-
ted and, "if necessary", adjusted.

16) Antal (1979) writes: "Economic policy can never be considered as the

autonomous decision of a uniform centre and much less as an a priori

social optimum. The shaping of the system of goals is unavoidably a

process of harmonizing conflicting interests among economic control

institutions, social organs and large firms with important political

weight - all having particular interests of their own. In the course

of implementing the goals of economic policy all these organizations

have the possibility to deviate from the declared lines (even if

formally following them)."

17) With the establishment of one Ministry of Industry the role of sec-

toral considerations is supposed to have been reduced. It is diffi
-

cult to judge to what extent this has occurred in fact. One should

be aware of the possibility that within the Ministry different
groups represent different sectoral interests. The formal, organi-

zational change may have only a limited impact on the actual role of

sectoral considerations in the bargaining process. In this connec-

tion one should also take account of the often informal way of de-

cision-making. In such cases the official structure is not 80 im-

portant anyway.

18) Also Western countries have, of course, moved far away from a pure

free market system. Thus this element creates considerable difficul-

ties there too.  (In addition, the first reason fully applies to

these countries as well.) But no doubt especially on the supply side

of the economy - in which we are interested - some fundamental me-

chanisms of the free market have been preserved.

19) Remember that the possibilities for shifting the consequences onto

buyers or creditors also depend on the attitude of the state autho-

rities. Prices are mainly fixed in the bargaining process between

seller and authorities; the buyer is rather powerless and irrelevant

in the seller's market. The bank officials implement state policy.

20) Of course, this substantially limits the possibilities to base the

"New Political Economy" part of our theory also on Hungarian expe-

riences. Explanations deriving from the assumption of vote ma
ximi-

zing behaviour of politicians in a democratic system do not fit
 the

Hungarian political reality. The absence of a Western-style p
oliti-

cal decision-making process does not mean that the opinions and
wishes of the population are totally irrelevant. With respect to en-

terprise subsidies, for instance, it should be noted that the
 pre-
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clusion of (open) unemployment and of considerable differentiation
among income positions of people, are probably appreciated by a ma-
jority of "voters". Experiences in various socialist countries  in-

"dicate that the authorities have to take into account the pressure
from the population" in these respects. (See for instance Hoch 1979,
Nyers 1983, Marrese 1980 and Szalai 1982.) Open unemployment and too
big income differences may cause widespread dissatisfaction and even
social disturbances. Indeed, this is an argument frequently used in
favour of the system of subsidies.

21) This is illustrated by Major's (1979) analysis of the Hungarian te-
lecommunication industry. He compares it with its Western counter-
part and observes as a basic difference that the former "depends to
a greater extent on the number and the increase in the number of its
employees than on other economic parameters (...). This fact is in-
terrelated with the fact that the economic power of the Hungarian
telecommunication enterprises increases in parallel with their

"large-enterprise" character, which is mainly depending on the num-
ber of people they employ". Major adds in a footnote: "The BHG - =a
representative Hungarian firm; TA - tries to increase its labour
stock by eating up the smaller factories in the country-side. The
firm obtained or created five smaller factories in the last years.
This type of expansion is favourable for it, as the enterprise can
strengthen its monopolistic position, the more so if the newly ac-
quired sub-factories originally undertook activities which were com-
petitive with the main enterprise."

22) For various reasons Szalai expects that the present reforms are less
menaced by the danger of a counter-offensive of the large firms. In
this sense a considerable change may have taken place with the last
round of reforms.

23) The decision to make this selection had officially been taken with
the adoption of a resolution by the Central Committee of the Hun-
garian Socialist Workers' Party on November 2, 1979. This resolution
stated that in order to improve the efficiency of the national eco-
nomy, the organs of economic control should separately investigate
and observe the activities of the largest 40-50 state-owned enter-
prises which produce the major part of the industrial output of the
country.
Within this selection even a further selection was called for, wit-
ness the following resolution: "A solution deviating from the gene-
ral one should be elaborated and applied for the modernization of
those 8-10 big enterprises with several thousand workers and employ-
ees, where financial funds necessary for the adequate transformation
of their production structure cannot be ensured from own resources."

24) Note that both Szalai and Laki regard only subsidies from the budget
(our category 1 in the previous section). A total picture should
also take into account enterprise subsidies entailed in the price,
tax and credit systems. All these indirect regulators are simulta-
neously manipulated to bring about the desired development of (in-
dividual) firms.
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25) This is a crucial aspect of our theoretical part as well (see Chap-
ter 6). Also, it is basic to Kornal's soft budget constraint.

26) See also Balassa (1983) who writes: "At the same time, trusts and
most large independent firms were characterized by horizontal inte-
gration; they consisted of a number of - often relatively small -
plants producing identical or similar products. This may explain
that in a variety of industries plants were not of efficient size."

27) Nyers and Tardos (1980) point to another, related aspect. They note:
"In the meantime, the enterprises continue to bargain with the lead-
ing agencies, in accord with their special interests, over modifica-
tion of prices fixed or controlled by the state, over tax-exemp-
tions, and over special budgetary funds or credits. Their immediate
interests, of course, influence their behaviour in the bargaining
process, as well as the information supplied to the centre about
their business opportunities. This bias has hampered the rationality
of the decisions of central agencies."
This aspect refers to the fundamental information problem faced by
the authorities.

28) There is a close link in this respect with the concept of X-effi-
ciency. Nyers and Tardos (1980) point to its importance to long-run
economic efficiency. The latter is "also profoundly affected by the
way the leading, responsible specialists adapt themselves to unex-
pected changes in economic conditions as they carry out the invest-
ments that were decided upon and during the operations of a new pro-
ject. This adaptation is surely an important element in what is cal-
led X-efficiency". Bauer, So68 and Deak (1981) implicitly refer to
X-efficiency as well as they observe "diminished responsibility and
the resulting reduced efficiency of investment". See chapter 6 on
the role X-efficiency plays in our concept of Business Efficiency
(BE).

29) A striking indication of the huge differences in efficiency between
firms in the East and the West is presented by Major (1979). In te-
lecommunication industry the labour productivity of a representative
Hungarian firm (BHG) is on the average about 1/8 - 1/10 of that of
Western firms. (Other computations estimate the difference at 1/7 -
1/5.)

Chapter 3

1) Connected to this is the fact that wage differentials have narrowed
significantly. Fiscal policy also contributes markedly to this ten-
dency. As Figure 3 shows there has been a consistently equalizing
tendency in wages throughout the Swedish economy.
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Figure 3  Relative Wages within the LO Area
Industrial Workers = 100
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2) There  has  been a tendency to increase the importance of the free

market, however. See Eliasson, G. et al. (1979), pp. 111-112.

3) For a description of these see Lundgren and stAhl  (1981), pp. 35-
55; Carlsson et al. (1979), pp. 85-103; Hamilton (1981); HoBk
(1980).

4) Despite the severe economic problems the official unemployment rate
remained relatively low: it went up from 1.5% in 1970 to 2.0% in
1980 and 3.5% in 1983. This contrasts markedly to the development in
most other OECD-countries. To appreciate the extent to which a poli-
cy has been pursued to keep open unemployment down one should con-
sider the following. According to Eliasson et al. (1979) the crisis
industries accounted for 137,000 threatened jobs in 1976 (p. 364).
Carlsson et al. (1979) estimate the "real" unemployment rate in
Spring 1978 at 8.5%. They have amended the official figures for un-

deremployment in companies - this has been calculated by estimating
how much companies could increase production without having to hire
new workers - and for employment kept up by labour market measures
(p.    76).   Finally,    OECD (1984) states that "hidden" unemployment,
i.e., persons covered by relief work, vocational training and shel-
tered employment, has risen significantly. By 1982, about 140,000

persons were covered by such schemes; the equivalent of around 3 per
cent of the labour force (p. 11).

5) A more specific factor contributing to increasing political pressure
for subsidies was the particular situation of parliament and govern-
ment in the late 1970s and early 1980s. In that period there was a
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coalition government of three parties which had a very narrow major-

ity. Since one vote could be decisive, individual members of parlia-
ment had great opportunities to press for subsidies which would be-

nefit their district. In order to retain its majority the government

frequently had to give in to members of parliament demanding extra

support.

6) The latter sometimes in partnership with the Regional Development
Funds.

7) This does not necessarily mean that those firms are not viable in a

business economic sense. Besides, our conclusion is based solely on

micro-economic efficiency considerations and disregards other fac-

tors, which, of course, should play a role in policy-making, too.

8) For a more detailed description see Eliasson and Ysander (1981) and

Lundgren and Stdhl (1981).

9) This actual development was contrary to intentions.
Illustrative examples in this respect are two companies taken over

by  SF: the "Swedish Development Company"  (SU)  and the "Swedish  Com-
pany to Set Up Industries" (SVETAB). Both were supposed to be active

in industrial innovation and with regard to creating new companies.

However, Eliasson and Ysander (1981) observe that both "SVETAB and

SU have been involved in regional employment problems from the very
start. In this way they became heavily engaged in and responsible

for a number of small and middle-sized firms, most of which were to

become financial burdens rather than development resources." See,

however, subsection 2.4 below.

10) Subsidies through the tax system (tax concessions) may be regarded

as a grant. The enterprise pays less taxes. The selective price re-

gulations are hardly practized in Sweden.

11) Note the spectacular growth of export subsidies in 1982/83. In that

year they more than doubled to 2,362 million kronor.

12) Note that loan guarantees and equity capital are not taken into con-

sideration.

13) Both companies have increased profits and sales sharply in recent

years, thus improving their financial position markedly. This fa-

vourable development was not only due to the just mentioned R & D-

related factors, however. As we will see below, the impact of Swe-

dish macro economic policy has been significant.

14) This devaluation came on top of an earlier one of 10% in September

1981. Taken together, these devaluations are very substantial.

15) We need to make 3 modifying remarks with regard to the relationship

of enterprise subsidies and structural change:
1. We deal exclusively with the influence of enterprise subsidies on

structural change. This means that we do not regard other rele-

vant factors. As examples we could mention the growth of the pub-
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lic sector with its non-market decision-making and the develop-
ment in the degree of exposure to international competition.

2. We only pay attention to economic consequences. Therefore we dis-

regard other effects of structural change as might be for instan-
ce regional imbalance or loss of personal welfare because of the
necessity to frequently move from one place to another in order
to create the desired mobility of labour.

3. We should not overestimate the importance for the economy as a

whole of enterprise subsidies. The operation of the free market
can still be regarded as being the dominant force in industry.
See Eliasson et al. (1979, pp. 106-107) and Carlsson (1980).

16) alternative 1: permanent wage subsidy to crisis industries 1977-1984;
alternative 2: temporary wage subsidy to crisis industries 1977-1984;

alternative 3: export subsidy 1977-1984;
alternative 4: decrease in social taxes for employers 1977-1984.

17) The report deals explicitly only with the temporary industrial sup-
port. To judge the degree of relevance of this study to Our broader
concept of subsidies one should remember that:
1. these subsidies in particular have grown and have reached enor-

mous proportions;
2. many of the other subsidy arrangements involve to some degree

similar characteristics of support to crisis industries and to

weak companies.

18) By the end of the 1970s the situation began to improve. By splitting

off large unprofitable enterprises and intensifying the restructu-
ring process SF managed to become a business economically viable
company again. While operating on a smaller scale now, it has regai-

ned competitive strength.

19) Additional evidence of misallocation is provided by the OECD. In its
February 1984 economic survey on Sweden it states that between 1976

and 1981, the capital stock in the so-called "crisis branches" grew
at an annual rate of 2.6 per cent, compared with 2 per cent for the
industry as a whole.

20) It is not as high as the extremely concentrated Hungarian industry.
In 1970, the share in the total number of workers in industry oc-

cupied in establishments with at most 100 workers was 13.6% in Hun-
gary versus 33.5% in Sweden. The corresponding figures for estab-
lishments with at most 500 workers were 39.8% and 67.5% respective-
ly. (Source: Kornai 1983.)

21) The subsidies to the shipbuilding industry have been most impres-
sive. During the period 1977-1979 the shipbuilding subsidies cor-
respond to 120% of the total wage bill; appr. 280,000 kronor per
employee. In 1978 and 1979 the subsidies exceeded the value added in
the shipyards, that is, inputs in the production process were worth
more when they arrived at the shipyards than they were when they
left in the form of newly built ships! See Hamilton (1981).
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22) This way regional considerations contribute to increase pressure for
subsidies. In a number of cases firms have been so important to a
specific region - for instance as the foremost employer - that bank-

ruptcy would have been a social catastrophe to that region.

23) In the words of Lundgren and StAhl (1981), p. 109: "The only 'solu-
tions' politicians can propose consist of a large number of diffe-
rent types of subsidies (or regulating laws that delay adjustment).
A politician who is not 'active' in the sense that he has no politi-
cal answers to the continuously arising problems is going to vanish

away and is replaced by more active politicians."

24) One can find a number of analogous conclusions in Ramsin and Heiken-
sten (1982) who stress the importance of the interaction between

politics and economics. They deal with phenomena such as pressure
groups, information problem, short-term orientation and the conflict

between general and selective measures.

Chapter 4

1) For instance, the black market virtually disappeared almost from one
day to the next, and industrial production increased on average by
about 50% in the second half of 1948.

2) This does not mean to imply that there has not been opposition to
these policies. Some people fundamentally rejected them. But in the

actual development a more pragmatic interpretation of the concept of
the social market economy, allowing for such policies, became domi-
nant.

3) These  are also called "neo-liberals" or "Freiburger Schule".  The
concept of the social market economy is regarded to be the product
of this School. It should be noted, however, that there are diffe-
rences between the various terms, and that different scholars may
present different interpretations. We ignore such differences since
they are not important to our purposes.

4)   In the words  of Adam Smith they "tyrannize the government".

5) Some relatively minor exceptions to this broadly agreed upon rule
will be discussed below. It should be noted, however, that this con-

sensus may be in the process of vanishing now. The social democrats
have considerably moved to the left since their removal from the

government,   and   seem  to be becoming more hostile   to   the free market.
The increasingly important "greens" flatly reject this capitalist
system. Thus there may occur a fundamental split between the right

and the left which would mean the end of the postwar consensus.

6) The sources are: the national accounts (Volkswirtschaftliche Gesamt-

rechnungen), the subsidy reports of the federal government (Subven-

tionsberichte) and the Institute of World Economics (IfW) in Kiel,

respectively.
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7) One example is Lammers (1982) who comes up with the notion of "com-
parable subsidy values" (vergleichbare Subventionswerte).

8) Unfortunately tile Kieler Studien  do not provide figures  for  the
19608. Deininger (1975) gives a detailed and thorough account of the
developments in that decade. The increases in various types of
subsidies have generally exceeded 200%, with increases of 250%-500%
not being exceptional. Horn (1982) presents as total amounts for
enterprise subsidies 5.8 and 21.4 billion DM for 1960 and 1970 re-
spectively.

9) According to the Zeitschrift fur das gesamte Kreditwesen (1984) the
11 Lander together have 142 subsidy arrangements. Berlin has the
most (20) and Bremen the least (6).

10) There is some evidence that in a few cases political influence may

have played a role in a company's decision-making. This is exceptio-
nal, however. See Black (1984).

ll) Another distinction with respect to financial aids is sometimes made
between  current  transfers  (laufende  Ubertragungen)  and  capital
transfers (VermBgensubertragungen). The former consist of financial
support for the day-to-day operations of the firm; the latter subsi-
dize investments. (See IFO 1984 Erg nzungsband 4, pp. 19-21 and DIW
1984, pp. 63-65).

12) Credit guarantees are being granted in particular cases to some
large firms and projects, however. Famous examples are the steel
industry in Saarland and AEG. Each has received credit guarantees of
over 1 billion DM. In both cases the firms were experiencing severe
difficulties. Also Airbus is substantially supported by credit gua-
rantees. Smaller amounts, totalling around 100 million DM by mid-
1982, have for instance been granted to Ruhrkohle and Deminex.

13) Relevant fields are all fields mentioned by the subsidy report under
the heading Gewerbliche Wirtschaft, except credit institutions and
general measures. The former clearly do not fit our definition and
the latter do not differentiate between firms or groups of firms. On
the other hand, however, unlike the subsidy report we include shipp-

ing under this heading.

14) Another interesting point is the editorial comment by the FAZ. It
states that this additional subsidy has been brought about by the
approach of the next state elections in March 1985. It concludes:
"Besides one faces the political muddling-through and an ever re-
curring economic naivety. The fact that the state government today
argues that the problem of survival of Saarstahl is no longer rele-
vant, is a matter of concealing the truth, since in that case Saar-
stahl would not need financial aids. One may fear that in view of
the elections  further decisions will be made strenuously, which
aren't solutions after all. But because the state and the federal
government have so far spent 3 billion DM to repair the sick man on
the Saar, the politicians apparently feel obliged to continue this
economic nonsense. Whether the present coalition government will
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survive the elections is an open question; the theme 'Saarstahl'
will stay, however".

15) It produces roughly 3/4 of all West German coal.

16) Strictly speaking the table refers to "mining" in general. The over-

whelming importance of coal mining within this category makes us
neglect the difference, however.

17) These figures reflect the narrow definition of subsidies in the sub-

sidy report. IFO (1984), table 5, presents corresponding figures for

1981 but applies a much wider definition. The results for the indus-
tries - from top to bottom in table - are: 23830, 1320, 12710, 14660

and 10300 DM respectively. These huge differences from the figures

of the subsidy report underline the difficulties involved in compa-

risons. However, also in the IFO-study the sectors mentioned feature

prominently as being heavily subsidized.

18) In 1983, the 4 largest steel companies (Thyssen, Hoesch, K16ckner

and Krupp Stahl) employed more than 235,000 people. In that same

year about one out of five industrial jobs in the Ruhr area was in
the steel industry.

19) They did have some more support from restrictions on imports, how-
ever.

20) But this support has gone mainly to research institutes working in

the field of nuclear energy and is thus outside our scope. Their

work relates to a couple of huge nuclear projects,  for instance

Kalkar. Every year the BMFT publishes a very comprehensive and de-
tailed account of its subsidizing activities: the BMFT Forderungs-

katalog.

21) An interesting point to note is that in 1970 the subsidies were

granted almost exclusively by way of tax favours. In 1982, however,

the share of tax favours in total R&D subsidies had diminished to

roughly 10%. In that year grants accounted for almost 90%. See DIW

(1984), pp. 63, 64.

22) It seems safe to assume that in the meantime the amount of innova-
tion subsidies to the electronics industry exceeds the R&D subsi-

dies to the aerospace and aircraft industry.

23) In an international comparative study by Carlsson (1983) the same

conclusion is reached. Of the five compared nations - Great Britain,

Italy, Norway, Sweden and West Germany - West Germany grants by far
the most R&D subsidies; both relatively and in absolute amounts.

(In % of total subsidies the figures are 13.8%, 1.4%, 12.8%, 10.7%
and 20.3% respectively.) It is also shown that subsidies for rescue

operations are by far the lowest in West Germany. Only 13.9% of to-

tal subsidies is granted for this purpose versus 56.6% in Sweden.
(The difference in terms of firm-specific rescue subsidies is even

larger: 1.8% in West Germany versus 48.5% in Sweden.)

Although these figures are perfectly in line with our conclusion
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that crisis subsidies are far less important and innovation subsi-
dies more important in West Germany, one should be very wary of such
figures. They suggest an exactness which in fact is not achieved. As
we have argued and shown already, we approach the intricate and very

complex problem in a fundamentally different manner, which does not
simply add all different figures based on widely varying definitions
and assumptions. Although Carlsson does recognize the difficulties
and limitations involved, his way of presenting clear-cut figures
does not fit reality appropriately.

24) Bruche and JAkli consider this to be more or less on purpose. By
including subsidies for social goals it becomes more difficult to
reduce subsidies anyway. This way subsidies to enterprises become
safer politically. Also Deininger (1975) is fully aware of the pro-
blems concerning the definitions and the true value of the data of
the subsidy reports (see pp. 24-33 and pp. 120-124). But he argues
that they do have improved the flow of information and the situation
would have been worse without them.

25) Kieler Studien (1984), p. 117, writes that the subsidy programs "are
not the product of conceptual ideas within a rational subsidy sys-
tem".

26) See HWWA (1984), pp. 210, 211; SachverstMndigenrat (1983/84), pp.
184, 185; Gahlen (1984a), p. 41; Kieler Studien (1984), p. 122.

27) One reason for this situation is formulated on p. 18. IfW writes:
"In the field of high-technology the German economy faces consider-
able research and innovation deficits, which not least of all have
to do with the fact that the introduction and dispersion of such
technologies are frequently hampered. This also applies to the field
of information and communication technology, where for many years
necessary political decisions have been blocked, and partly still
have to be taken."

28) In world trade the FRG is even the most important country. The
shares of exports and imports in GNP are 33% and 31% respectively.
The corresponding figures for Japan are 17% and 15% whlle the USA
scores 10.5% and 11%. In 1982 the shares of world trade in indus-

trial products of West Germany, the USA and Japan were 16.7%, 15.4%
 nd 14.7% respectively. (See BMWI 1984.)
Defined as exports of OECD-countries + Imports from non-OECD-coun-

tries.

29) The same reasoning is basic to our concept of Business Efficiency
(BE)! See chapter 6.

30) Of course the situation varies between different sectors. In some
fields the West German position is relatively strong; for instance
in the chemical and nuclear industries.

31) This is pointed out, as one example, in a Fortune article on entre-
preneurs in Europe. (October 3, 1983). It states that "WFG's method
of operation, particularly at the beginning might have been designed
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by   someone   out   to give entrepreneurialism  a   bad   name". The article
goes on to quote a German financier: "None of the members of the
board had any experience with venture capital, and they had a subsi-

dizing attitude rather than a moneymaking attitude. The board was
composed of very respectable industrialists,  bankers, professors,
and government representatives. They gave no incentives to the ma-
nagement and made all final investment decisions. If someone looking

for money was turned down, he would go to his Member of Parliament
and scream and the money would come. They had all sorts of dumb po-
licies, such as ruling out investments in software companies because
they were not making machines."

32) Furthermore it should be noted that huge amounts are spent on nu-
clear energy research. Although outside the scope of our subject it

is appropriate to mention that in 1979 the three main nuclear pro-

jects together received 406.6 million DM from the BMFT. The tendency

to adopt huge projects which absorb a big part of the resources

seems to persist: see Wirtschaftswoche, July 13, 1984 (Ein Hang zur
Gr6sse).

33) According to DIW 1984, p. 61, the share of R&D support specifical-

ly aiming at small and medium-sized firms in %o f total R&D subsi-
dies increased from appr. 4% in 1976 to appr. 20% in 1982. See also

Horn (1982), p. 60.

34) It is also pointed out in this article in the FAZ that there is con-

siderable opposition from business to the decreasing research subsi-
dies.

35) "Electronics" is to be interpreted in a broad way. It contains such
various fields as for example hifi, television, video, household

appliances,  data processing (computers),  communication equipment,

electric consumer products and integrated circuits.

36) Most of what is going to be said below is based upon articles which

appeared in the financial and business press in 1984. Especially

Business Week, Fortune, Wirtschaftswoche and Capital should be men-
tioned as main sources. Many of those articles deal with the newest

developments and contain expectations about the future course of

firms. Clearly, again, one should be aware of the uncertainties in-
volved.

37) After the merger with Telefunken officially AEG-Telefunken.

38) In 1983/1984 the 5 largest firms in the West German market were Ame-

rican. Their cumulated share exceeded 70%.

39) Other consequences have for instance been antitrust actions by the

European Community and a deliberate anti-IBM attitude of some gov-

ernments  and  government-controlled post  and  telephone  companies
(PTT's). Also, European firms are urged to co-operate and a compre-

hensive subsidy program for innovations has been set up by the Euro-

pean Community (Esprit).
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40) It is noteworthy that these failures were not due to lack of finan-
cial resources. On the contrary, in the beginning of the 1980s
Siemens had "invested" around 5 billion DM in bonds and it tradi-
tionally has plenty of liquidity available. This is why Siemens is
referred to as "Siemens-Bank" and a popular expression has it that
"Siemens is a bank which deals in electronics". Instead of using its
ample financial resources to enter promising new markets, Siemens
pursued a cautious and risk-aversive investment strategy. Such con-
servative attitude may be safe but it does not reflect a very dyna-
mic or innovative spirit.

41) In 1983/84 Grundig recorded a loss of 286 million DM. Especially the
sales of colour television sets and video equipment had been disap-
pointing. The new management appointed by Philips has announced a
large-scale reorganisation which may eliminate up to 7,000 jobs in
the period 1985/86. Together with earlier redundancies this would
imply a reduction in the number of jobs at Grundig from 31,000 in
1981 to 17,000 in 1986.

42) This is most evident in the field of electronic data processing.
With regards to computers the West German position in the 1980s is
particularly weak. In the period 1967-1979 the federal government
introduced 3 R&D support programs for electronic data processing.
The total support for hardware manufacturers, data processing appli-
cations and electronic components amounted to 3.25 billion DM in
that period. (Peacock 1980, table 5.12.)

43) We will refer to "aircraft industry" in this subsection. The aero-
space part is relatively unimportant with a share in total sales of
4.8% in 1982. In writing this subsection we have benefited particu-
larly  from  HWWA' s case study  of this industry in "Erg inzungsband  4
zum HWWA-Strukturbericht 1983" (Analysis of Subsidy Policy. This
study has been published in 1984). Unless indicated otherwise, all
figures have been derived from this study.

44) The British quit the agreement in 1969 but they returned in the
197Os, taking a share of 20%. In 1971 Spain also became a (minor:
4.2%) partner.

45) The way in which MBB-VFW came about most clearly illustrates the
concentration process.  In 1959 BBlkow - the first B of MBB - was

created by a merger of BBlkow-Entwicklungen KG, Apparatebau Nabern
and Siebelwerke ATG. In 1968 B61kow merged with Messerschmitt, in-
cluding  the  latter's  subsidiary Junkers.  In  1969 Messerschmitt-
B61kow-Blohm (MBB) came about when the Hamburger flugzeugbau HFB
joined the club. In 1980 MBB merged with VFW. The latter dates from
1963 when the Weser Flugzeugbau and Fokke-Wulf got together. After
taking over Heinkel Flugzeugbau in 1964, VFW merged with Fokker of
the Netherlands. But VFW and Fokker split up again in 1980 which
cleared the way for MBB-VFW. One consequence of this process of mer-
gers has been that MBB-VFW is the only firm left in the Deutsche
Airbus GmbH.
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46) Further differences arise because of using various definitions of
the aircraft industry. The organisation of aircraft firms (BDLI)

adopts a broad definition which includes all sorts of military pro-
duction. The official Statistical Office (Statistisches Bundesamt)
applies a narrower definition. In 1981, the industry had 75,281 em-
ployees according to the first definition versus 58,000 according to
the second.

47) The government may exert influence on the decisions of Lufthansa,
which it owns. But the management of Lufthansa seems to operate

quite autonomously.

48) In the meantime the Reagan Administration restricted the lending

authority of the Export-Import Bank. According to Fortune (October
18, 1982) Boeing "is understandably agitated about   this   ( . . . )   and
has been lobbying furiously   to   have the restrictions relaxed".   This
lobbying has not been successful as the Reagan Administration in its
second term is even considering abolishing this bank.

49) The Economist (Sept. 22,  1984) calls the European Airbus Industry
"an aircraft-making consortium kept aloft by political will and tax-
payers' subsidies".

50) It is interesting to observe that this deal was finally sealed and
officially announced by Mr. Acker (president of PanAm), Mr. Lathiere

(president of Airbus) and Mr. Franz Josef Strauss. This influential
West German politician (leader of the CSU and prime-minister of Ba-

varia) is head of the Board of Directors of both the European Airbus

Company and the Deutsche Airbus GmbH in MUnchen.

51) This is obvious because so many activities of MBB-VFW and Dornier

rely on subsidies. This is not to suggest, however, that an aircraft

industry without subsidies would be impossible. On the contrary,
there may very well be real opportunities for West German firms in

the aircraft industry. Usually, a considerable number of contractors

and subcontractors participate in the production of planes. The in-

dustry provides plenty of (profitable) work for specialized firms.
Besides, one may be quite successful in the field of smaller air-

craft like business jets or helicopters. The market demands much
more than just wide-body passenger planes.

Chapter 5

1) De Jong quotes 3 foreign observers who have pointed out this aspect:
the Italian Lodovico Guicciardini in 1581,  the Englishman William

Temple in 1672 and the Spanish ambassador De Baena in 1968. The
latter refers to "equality - obsession of Dutchmen".

2) Much of what we present here is based on De Hen's detailed account
of Dutch industrial policy.

3) Also before 1913 government participated in (the creation of) a num-
ber of companies. A most famous example is the V.O.C. which was

founded in 1602. For many years it dominated trade with the colonies
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in the East.  In 1902,  as another example, a state coal company
(Staatsmilnen) was founded which produced coal upto the 19706. It
still operates now as a major chemical industry. (See for these and
other examples De Jong 1980, section 4.1).

4) For an overview of concentration in Dutch industry in 1927, see De
Hen (1980), pp. 30-32.

5) The first couple of years one concentrated on support to sectors,
except when a company was the sole national producer of some pro-
duct.

6) It is noteworthy in this respect that wage reductions frequently
were a prerequisite for financial assistance to companies.

7) One example is the "State Committee for Economic Policy" (Staatscom-
missie voor de Economische Politiek). It was installed on July,
1918,  and had to study the relationship between government and
business. It was a very big committee since the cabinet wanted many
different organisations to participate. According to De Hen (p. 48)
"it was a failure from the very beginning". (From January 1919 till
May 1931 is assembled only 10 times. Then it was eliminated).

8) De Hen observes (pp. 79,80) that the delay was also due to the fact
that at that time the minister was not interested in good economic
advice for political reasons.

9) Mavif started with an equity capital of only 50,000 guilders. The
loans that were granted amounted to a little over 1 million guil-
ders. It took over some acitivities of the Labour Fund.

10) This is not to suggest that the original version would have been a
success. The relevant point here is that it has never been tried
and, especially, why it has never been tried. Whether such compre-
hensive  industrial  policy  is  possible  and/or  useful  is  really
another matter (see footnote 22 below and part II of this study).

11) Wassenberg (1983, p. 1) observes that "(...) in accordance with
Dutch customs  the comprehensive  committee formulated farreaching
proposals which  were not being implemented  ( . . . . ) " .

12) An interesting article concerning this shift in attitude and the
consequences for politics is "Van Smalle Marges Naar Malle Charges"
by Hazeu  (1983).  Unfortunately  it  seems  impossible  to  properly
translate this title in English.

13) It should be noted that the early warnings about negative economic
consequences of some economists, advisory bodies and authorities had
no impact whatsoever. Probably the best examples in this respect are
the traditional articles of Stevers in the influential leftwing pa-
per "De Volkskrant", in which he discussed the government' s budget
proposals (see Stevers 1979). Year after year in the period 1971-
1979 he pointed to the negative consequences of the economic policy
of the government. As these warnings were mainly ignored and the
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predictions came true his attention shifted to the political reasons
for the development. The resulting analysis of the interaction be-
tween "politics" and "economics" has been a major inspiration to
this study. (See also Stevers 198Ob and 1982).

14) That is, both directly (through higher corporate rates) and indi-
rectly through higher wages.

15) Also quite a few regulations had the same effect. For instance, very
strict rules concerning "hire and fire" worked against labour mobil-
ity.

16) Since the Netherlands is a major natural gas producing and exporting
nation, the sharp price increases in 1973/1974 and 1979/1980 greatly

enlarged government revenues. In that sense Holland was a main bene-
ficiary of the oil crisis.

17) Wassenberg (1983, p. 407) quotes a civil servant from the Ministry
of Economic Affairs who recalls the situation like this: "You should
not forget that the Ministry faced an enormous junk when we started:
the whole Dutch economy - it is 1976/1977 - engulfed us here in
waves of individual cases. A totally overburdened organisation could
only wonder: which fire do I have to extinct first?"

18) The first three reports are official government reports. The WRR-
report does not specify political intentions of the government as
such, but has in some respects exerted significant influence on pol-
itical decisions in an indirect way.

19) For instance, the analysis on which the WIR was founded - the WIR

was a key element of the Nota Selectieve groei - has been widely
criticized afterwards. Under political pressure it was developed
hastily, lacked consistency and was based on dubious assumptions. It
was more or less pushed through parliament as it was considered to
be an urgent matter and a fundamental "society-reforming" law. See
for instance Schonis (1983) and Vermeend (1983). (The latter also
points out that especially the considerable number of extra jobs one
expected the WIR to generate, was a politically crucial factor. But
these expectations were based on dubious assumptions. See Vermeend

section 3.4.1.) The Sectornota was severely criticized from academic

circles for being based on an inadequate analysis of the Dutch econ-
omy and for lacking theoretical foundations. See the "Special" on
this report in ESB, October 1979. (Van der Geest summarizes the com-
ments under the heading: "Sectornota:   born from emergency".  He  adds:
"the theoretical depth suffered  from  this").

20) Relevant aspects of these reports will be dealth with in more detail

below.

21) The comments and discussions after the publication of this WRR-

report - in ESB, September 10, 1980 - indicate the difficulties. Ter
Heide observes that the structural policy assumes voluntary co-oper-

ation of employers and unions. He warns that they can easily reject
the policy of the "independent experts" in the proposed government
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committee. The voluntary co-operation would then be an illusion.
Beek essentially comes to the same conclusion. He observes that the
WRR-proposals do not solve the problems stemming from the existence
of opposing interest groups in society. He states:  "the WRR forgot
its own dilemma: one cannot depolitize politics". The defense of Van
der Zwan is most revealing in this respect. He explains that the WRR
wants the main line to be determined in the political process. But
when the main line has been established, experts are going to take
the concrete measures.   Then  Van  der   Zwan  adds:   "They   need  not   only
be economic and technical experts. Their expertise can also be in
their ability to judge societal developments and in their links to
groups in society. Thus, this construction in no way puts unions and
other groups off-side".
This  discussion  very  well  indicates  the  importance  of  interest
groups in Dutch society, as well as the importance of politics in
these matters anyway.

22) It is important to note that we have concentrated on the political
reasons for this. The basic ideas underlying such policy were not
put into practice as they were supposed to. We have not yet paid
attention to the economic merits of such ideas. This aspect will be
dealt with in the theoretical part as far as relevant to our sub-
ject.  Our  conclusion  is  based  on  both  political  and  economic
aspects, and particularly on their interaction.

23) The most important in chronological order are: Bouma (1978), Douma
(1979), Commissie van Dijk (1978-1984), Heerkens in v. Niekerk (ed.)
(1980),  Douma  (1981),  Geelhoed  (1981),  Hessel  in Verloren van
Themaat (ed.) (1982), Adviescommissie inzake (de voortgang van) het

industriebeleid  (1981-1984;  especially Verslag van werkzaamheden
III), OECD (1983b), Nivra (1984).
Besides, government reports like the Nota Selectieve groei (1975-
1976), the Innovatienota (1979), and the Sectornota (1979-1980) fre-
quently pay attention to subsidies. Finally, the answers of the
prime-minister to questions of parliament in connection to the de-
bate  about the "RSV-affair", provide plenty of information  and  quan-
titative data (see Tweede Kamer, 1984-1985, 17 817, no. 43).

24) One has abolished the different basic premiums and adopted a uniform
rate of 12.5% on January 1, 1984. In practice it had been difficult
to apply the various premiums in an unequivocal way and frictions
occurred frequently. Besides, the premiums had been changed quite
regularly which increased uncertainty and confusion.

25) A recent one is the Nota Regionaal-Economisch Beleid 1981-1985,
Tweede Kamer, zitting 1981-1982, 16 633, no. 1-2. See for an over-
view Van Hoogstraten (1983): De ontwikkeling van het Regionaal Be-
leid in Nederland 1949-1977. (The development of regional policy  in
the Netherlands 1949-1977). Dissertation, Eindhoven. See also
Boekema and Hendriks (1982).

26) The BOM is not included since it was founded only recently.
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27) The operating costs refer to the costs of the apparatus of the NOM,

such as wages. The operating loss concerns the net result on equity

participations and loans.

28) See Tweede Kamer, vergaderjaar 1983-1984, 18 050, no. 8, pp. 8,9.

Subsidies from SIB to companies in weak regions diminished from 60

million guilders in 1977 to 12.1 million guilders in 1982.

29) The speerpunten policy has recently been abolished while service
companies have been added to the arrangement.

30) The Development Credit arrangement entailed a separate budget for

small and medium-sized firms in the periode 1980-1983. They could
obtain credits covering up to 70% of the costs of a development pro-

ject while the larger firms faced a ceiling of 40%.

31) As a percentage of equity capital, the rate of return of the NIB was

in 1957, 1963 and 1967 slightly more than 3 per cent. In the period

1957-1966 the average rate of return of all Dutch limited corporat-
ions was 14.7 per cent on equity capital. Excluding the profits re-

sulting from the participation in domestic and foreign companies
(that is, roughly, excluding the large multinational companies), the

average rate of return was still 8.5 per cent for Dutch corporat-
ions.

32) It should be noted that the NIB is also involved in the activities
of the FIGG, the NFM (Nederlandse Participatie Maatschappil), the

RKN (Risico Kapitaal Nederland), the MIP (Maatschappil voor Indu-

stridle Projecten) and two PPMs (Particuliere Participatie Maat-

schappil): Parnib and Parcom. The FIGG has been mentioned already

while some of the other institutions will be paid attention to be-

low. It should be realized, however, that these institutions are
hardly, if at all, relevant in terms of subsidization activities.

33) One example    is the so-called "Walrus affair". This concerns    the
building of submarines for the Royal Navy which turned out to be

much more expensive than expected. The costs per submarine increased
from a  budgetted 212.5 million guilders to 470 million guilders

(Elseviers Weekblad, December 22-29, 1984). But the contracts speci-

fy a certain profitability on these orders which implies that cost

increases  are  covered  automatically.  The  contracts  are  overly

generous to the shipbuilding company RSV.
In addition, the Ministry of Defense paid almost 500 million guil-

ders in advance to RSV in order to mitigate liquidity problems at
the company. It also agreed to postpone the delivery of military

vessels - without a return of the down-payments - to facilitate an

order from Greece.

The Ministry of Justice bought police cars from Volvo-Car - which
took over the Dutch DAF company and established a large plant in

Limburg - at a price exceeding the budget. The extra costs incurred

were paid for by the Ministry of Economic Affairs.

34) Vermeend (1983) counts 126 subsidy arrangements for enterprises. It
should be noted that a number of these are outside the scope of this
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study because they concern, for instance, energy saving, pollution
control or specific social problems.

35) The emphasis is on "actually". There has been - and presumably there
will continue to be - a flood of governmental reports on these mat-
ters. They usually contain many proposals and intentions. As has
been observed already,  intentions and realization may be widely
apart.

36) The dissertation of Hoogstraten (1983) indicates that this is a very
difficult matter anyway. His conclusion is that the goals of regio-

nal policy are seldom unambiguous and problems are formulated in
different - even inconsistent - ways. The effectiveness of instru-
ments is unknown.
Although much remains uncertain and unknown, Hoogstraten does con-
clude in chapter 5 that regional policy became wore and more defen-
sive in the period 1973-1977 under influence of the economic crisis.
The policy aimed at slowing down the effects of the crisis and of
the restructuring process with a view at keeping up employment.

37) The same goes for the LIOF (see report Twijnstra Gudde NV., p. 34).
NRC-Handelsblad writes in an article about the LIOF (April 13, 1985)
that the latter wants to get rid of its image of "fire-brigade or-
ganisation" for companies in trouble. The article refers to an ef-
fectiveness study by Bureau Van de Torn & Bunningh which is not open
for publication, however.

38) The improvement in the financial results of the business sector in
general is likely to have a positive effect on the participations of
the NOM as well. Thus the near future may not be as bleak as the

past.

39) Elseviers Weekblad, July 2, 1983 contains an interview with the ma-

naging director of the NOM, mr. Wisman. As he is faced with the sug-
gestion that Okto and Magnesia have been pushed through by the Mi-
nistry of Economic Affairs, mr. Wisman gives a somewhat ambiguous
answer. He responds: "No, I want to oppose to that. But Okto was in-
deed a politically determined project dating from before the esta-
blishment of the NOM. And in the case of Magnesia the authorities
were of the opinion that it had to go on, and then they told Shell -
which participated in the project; TA - that they thought that the

NOM should participate."

40) The expression "sectoral policy" is supposed to designate the policy
both within and between sectors. The latter is usually referred to
as sectoral structure policy.

41) A typical example of this optimism can be found in Van Rhijn (1971).
His comprehensive "pre-advice" to the Vereniging voor de Staatshuis-
houdkunde on industrial sectoral structure policy seems to illus-
trate the way of thinking in those days quite well. The emphasis on
the disadvantages of economic growth and the discussion about adding

a sixth social-economic policy goal - reflecting more qualitative
aspects of people's well-being; Van Rhijn proposes the expression
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Leefbaarheid ("quality of life") - are noteworthy. The contribution
of Heert je deals exclusively with environmental aspects.

42) An analogous point was made by one of the authors of the WRR-report

itself: professor Kolnaar from Tilburg University. He formulated a

mimority view.

43) The NEHEM observes in its Annual Report 1983 that it has abruptly
been confronted with the re-orientation of the instruments for sup-
port by the government. This has led to significant delays in the

already time-consuming procedures for the implementation of "action
plans". In addition, the NEHEM expresses worries about the reduction
in the use of sectoral instruments.

44) It may be rather ironical to compare this to what Van Rhijn observed
in 1971. He states (p. 55) that the policy up to then had been

strongly aiming at solving concrete and acute difficulties. A dis-

proportionate large amount is being committed to this. He blames
this fact to the absence of a fully developed structural policy.

45) Van Dijk (1985) presents a somewhat lower estimate of 65%.

46) The regional development companies seem to face a similar problem.

Twijnstra Gudde NV (1984) states that most people they spoke to -

that is, people from firms and institutions dealing with the regio-

nal development company; TA - consider the development company to

have only limited expertise. They think it is difficult for such a

company to acquire the very specific knowledge which is required.

47) In 1980 the surplus of almost 100 million guilders was allocated to
Fokker for the development of a new aeroplane. In 1982 and 1983 the

surplus of 575 million guilders went to individual companies in
trouble (Van Dijk 1985).

48) It should be noted that part of the subsidies being formally granted
to small and medium-sized firms are beyond the scope of this study.

This concerns the part of the Kleinschaligheidstoeslag that is gran-

ted through the income tax, that is, it is granted to individuals.

We do also not consider the subsidies to assist in the elimination

of (mostly) shops (Bedrijfsbedindigingshulp) because we view these

to serve primarily a social good.

49) In fact the two accounts which have been presented of the sample

differ with respect to the number of companies and jobs involved.
The percentages recorded are the same, however.

50) This note was made public by a member of parliament in the debate

about the RSV-affair. It was then published on February 7, 1985, by

the Tweede Kamer.

51) For Nederhorst, see Haank and De Lange (1979), and the report by the

Algemene Rekenkamer, October 1984.
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52) Douma (1983) observes that more than 50% of the SIB-subsidies in the
period 1977-1982 were granted to four firms (RSV, Volvo-Car, KSH,
Nederhorst), three of which were failures.

53) Leliveld also argues that, given this fact, the results of the sup-
port have not been that bad.

54) This is also relevant to the support for the shipbuilding industry
as a whole. A subsidy on interest (rente-overbruggingsregeling) was
introduced in the mid-1960s as a temporary measure. Successive Mi-
nisters of Economic Affairs defended it like that. It still exists.

55) RSV received innovation subsidies amounting to 78 million guilders.

Chapter 6

1) One can trace the be&inning of this School to Carl Menger, professor
of political economy at the University of Vienna from 1873 to 1903.
From among the economists who further developed the theory, particu-
larly Eugen von B6hm-Bawerk and Ludwig von Mises should be mention-
ed. But the work of Friedrich von Hayek and Israel Kirzner seems to
be the most influential these days. The revival of Austrian economic
thought in the 1970s and early 1980s presumably has been inspired
significantly by their work. (One sometimes refers to "neo-Austrian
School".  We  do not adopt this expression).  They  also  have  been most
important to our analysis in this chapter. In addition we have bene-
fited from contributions by D.T. Armentano, L.M. Lachmann, W.D.
Reekie, A.H. Shand and T.C. Taylor. They can be considered to belong
to the Austrian School, or, at least, to be closely related to it.
Joseph Schumpeter is a special case. One could argue about whether
he should be considered to belong to the Austrian School. He deviat-
ed from people like Hayek and Kirzner in some important respects.
There may indeed   be good reason   not to count  him  as an "Austrian".
His way of thinking resembles that of the Austrians in so many res-
pects, however,  that we should mention him here. Besides, he has
been a major inspirator of both our analysis of the capitalist eco-
nomy and of what is going to be discussed as "New Political Economy"
in chapter 7.

2) Recent overviews of the main assumptions and ideas can be found in
Shand (1984) and Reekie (1984). See also Lachmann (1982) and (1976),
and Taylor (1980). A critical discussion of Austrian methodology can
be found in Nozick (1976).
This literature shows that rather wide variances in ideas and opin-
ions exist within the Austrian School. It is also not perfectly
clear or agreed upon who belong to this school.

3) We will use expressions like "(free) market" and "capitalist econ-
omy"  as a substitute   for "free market supply side economy".

4) It should be realized that these principles reflect a longer term
perspective.
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5) It is important to note that criticism has also come from neoclassi-
cal economists. One may say that there is a continual debate about
the "state of the (neoclassical) art", and about how to improve it.
Shand (1984, pp. 19-21, 35-37 and 90-92) presents a brief overview
of neoclassical dissent and criticism. He mentions such eminent eco-
nomists as Marshall, Keynes, Koopmans, Boulding, Leontief, Phelps-
Brown, Frisch, Kornai, Blaug, Casson and Baumol.
The attack by Demsetz, Brozen and Peltzman (Chicago School) on the
Structure-Conduct-Performance paradigm in Industrial Organization is
another type of criticism from within the neoclassical school, which
is of particular importance to us (see below).

Finally, we should draw attention here to Arndt's Economic Theory vs
Economic Reality. This subsection has benefited considerably from
this book. His fundamental criticism of neoclassical economics -
accordingly not being "from within" this theory - resembles the
Austrian critique in many respects.

6) A thorough analysis of this kind of problems can be found in Dennis
(1981). He points to the distinct nature of logical reasoning and
causal inferences. It is impossible to establish causal connections
by deductive means. Dennis illustrates this by the case of perfect
competition. He questions the application of the ("fictionalized")
theorems of perfect competition to the real world. He refers to "a
confusion of fantasy with reality".

7) Thus, when we refer to "Austrian Theory" the focus is on their work,
unless otherwise indicated.

8) The oligopoly theory is an extremely difficult one, and in fact a
number of theories with different outcomes exist. Especially the
problem of interdependence among sellers is hard to deal with theo-
retically.

9) The  dissatisfaction  with the neoclassical analysis of competition
has given rise to many attempts to improve or replace it in the
course of the 20st century. The most notable names in this respect
are probably E.H. Chamberlin (The Theory of Monopolistic Competit-
ion,  1933) and Joan Robinson (Economics of Imperfect competition,
1932)
Somewhat later, J.M. Clark made significant contributions as well.
He introduced the concept of "workable competition" (American Econ-
omic Review,  1940). Clark also presented an elaborate and thorough
analysis of the many aspects of competition in Competition as a Dyn-
amic Process (1961).

10) It is not only in this respect that we find ourselves close to Adam

Smith et al. As may be well-known, Smith traced problems of inef-
ficiencies to governmental measures to protect and subsidize indu-
stries. He saw government as a major source of harmful monopolies.
The influence of politics on economics is a prime theme of our ap-

proach as well.

11) The discussion in this subsection is restricted to those aspects of
Austrian theory that are relevant to our purpose.
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12) See especially "Economics and Knowledge" and "The Use of Knowledge
in Society".

13) Austrian theory makes a distinction between entrepreneurs and pro-
ducers. Strictly speaking, pure entrepreneurship involves no element
of factor ownership. We neglect this distinction since it does not
invalidate our analysis.

14) We have referred to Schumpeter as being "a special case" within the
Austrian School. It seems appropriate at this point to consider some
differences between Schurnpeter on the one hand, and Hayek and
Kirzner on the other hand.
In our discussion of the Austrian School we have classified "tech-
nology" as an exogeneous variable. Besides, we have argued that dis-
equilibrium conditions stir entrepreneurs into action, and that en-
trepreneurs fulfill an equilibrating function. (Without ever reach-
ing equilibrium in the neoclassical sense, however). Schumpeter fun-
damentally deviates in these respects. He sees technological inno-
vations as an endogeneous process, that is, as something inherent to
the capitalist system. Accordingly,  the entrepreneur disturbs the
equilibrating process by coming up with "new things".
We do not accept Schumpeter's views in these respects. We agree with
Schumpeter's Austrian critics: for a detailed criticism see Kirzner
(1973),  pp.  79-81 and  125-131;  Kirzner (1979),  pp.  115-119, and

Hayek (1948), "The Use of Knowledge in Society". We would like to
comment briefly on this dispute. Schumpeter is right in stating that
entrepreneurs naturally engage in innovative activities. This fol-
lows from their lust  for profits  that makes  them,  among other
things, develop new products or processes in order to establish a
competitive advantage. In this sense innovations and technological
possibilities are endogeneous in the capitalist system as such. But
looked upon from the position of an individual entrepreneur the

situation is different. The great bulk of innovations in society
will always stem from sources outside an individual entrepreneur. It
may be that other entrepreneurs come up with something new, or one

may have achieved a breakthrough elsewhere (for instance in govern-
ment laboratories or at universities). The overwhelming majority of
the (many) innovations that each firm adopts come from outside. Only

6ne can be the first, and all the rest has to follow. One mostly
applies innovations from elsewhere, that is, they are exogeneous. In
that sense one adjusts to changing data, and this adjustment process
is in itself of an equilibrating character.
But despite these differences, Schumpeter has much in common with
the other Austrians. Their criticism of "mainstream" economics is a
good  example.  Mitchell  (1984)  summarizes  Schumpeter's  criticism
quite well. "He lamented the abstraction of economics from culture
and social forces; he lamented a misunderstanding of the role of
monopoly; he lamented, above all, the concentration on equilibrium
of the perfectly competitive market. And, he lamented the absence of
an  entrepreneur  in  explaining  economic  change.  Capitalism  for
Schumpeter as for all Austrians is a dynamic but historical system,one with roots in human nature, but also historical time and like
all social systems possesed of a finite life". All of this is of



375

Notes to Chapter 6

course very much in line with what has been said above.
It may also be suggested that the differences between Schumpeter and
Hayek/Kirzner look bigger than they in fact are. One might inter-
prete the dispute as resulting from emphasizing different aspects.
Schumpeter stresses innovation,  that is, the truly new (and thus
disturbing) elements. Hayek and Kirzner emphasize the co-ordination
of knowledge in society. They look at what happens to dispersed,
imperfect knowledge.

15) The concept does make sense, however, when micro-theory is used ba-
sically as a building block for analysis of the economy as a whole,
that is, for macro-theory.

16) The Austrian School defies the correctness of aggregate variables
anyhow. See,  for instance,  Taylor (1980) and Kirzner (1980). We
think this viewpoint to be too extreme. Although aggregates may,
from a purely methodological point of view, be rather troublesome,
this does not necessarily imply that they are not useful.

17) This choice reflects the fact that enterprise subsidies are granted
to particular firms and that companies make up the supply side of
the market.

18) Another aspect of this "unrealism" is the present neglect of the
role of prices, which obviously are of crucial importance in deter-
mining what course of action is most efficient.

19) See also Kornai (1980, p. 303) who in connection with real action
speaks about "increasing or reducing the level of production, or (-
modification of the input-output combination". The theory developed
in his book is, as will be shown, a cornerstone of our theory.

20) Note that no distinction is made between equity capital and (various
types of) debt financing. The return on investment then equals the

profit per unit of assets.

21) Whereby a winner today may be a loser tomorrow and the other way
around.

22) It is interesting to see that the pressures that these environmental
factors create are dealt with in X-efficiency theory in terms of
tightness of available budgets. "For a given output there is a bud-
get  supply  determined  by  environmental  tightness.  (...)  It  is
assumed that individuals are so motivated that they prefer less con-
fining constraints to more confining ones. This translates to a de-
sire for greater rather than smaller individual budgets". (Leiben-
stein 1978). This is analogous to Kornal's budget constraint in res-
pect to individual firms.

23) Except insofar as friendly, happy people would produce morel

24) As most important sources of literature that we have used we could
mention: F.M. Scherer (1980); G.J. Stigler (1966) and (1968); S.J.
Prais (1981); J. Bain (1956) and (1972); W.J. Baumol, J.C. Panzar,
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R.D. Willig (1982); A.P. Jacquemin, H.W. de Jong (eds.) (1977); H.J.
Goldschmid, H.M. Mann, J.F. Weston (eds.) (1974).

25) An example may illustrate how in this way also social considerations
are taken care of. Suppose, the government decides to spend a cer-
tain extra amount on building houses for disabled persons. In the
free market firms compete in order to get the job and the one with
the best offer gets it. (That is, if the government decides in a
rational economic way. In the political model we will show that we
cannot take this assumption for granted). This means that the money
is spent in the best possible way on this social project. In our
terms:  the firm with the highest BE in this respect - having the
best combination of costs, production capacity available and product
assortment to offer - is selected.

26) In the following we will simply speak of "barriers".

27) Note that this regards two physically identical products. It is not
the type of product differentiation which we have taken to be an-
other instrument in the competitive struggle between companies: com-
petition through different products or qualities.

28) Bain classifies these among the "typical circumstances" that give
rise to the barriers just discussed. In his scheme they are part of
"product differentiation" and "absolute cost advantages". In the
subsequent literature "legal barriers" are mostly treated as a
distinct category.

29) An analogous discussion can be found in the recent literature on
barriers to entry. Von Weizslicker (1980) has explicitly linked his
concept of barriers to "social efficiency". He shows that complete
absence  of  barriers  does  not  imply  maximum social efficiency.
Schmalensee  (1983)  proposes  calling von Weizs cker's  definition
"social barrier to entry" in order to distinguish it from the de-
finition of Stigler which might be labelled "private barrier to err
try". Also Baumol, Panzar and Willig (1980) show that free, costless
entry and exit does not guarantee maximum social welfare. (See their
discussion  of the problem of "intertemporal unsustainability").  It
is clear that our approach to barriers is the "private" one in terms
of Schmalensee.

30) It is important to note that this barrier is fundamentally different
with respect to its effect on BE from, for instance, the barrier of
product differentiation (goodwill).  If an established firm has a
good reputation , this is a matter of real efficiency in view of
information costs. As explained, such barriers reflect an advantage
in efficiency for an established firm. In the case of predatory pri-

cing, however, the established firm may beat a new rival by means
which do not reflect a higher BE.

31) Note tliat this analysis applies to firms which are supposed to be
identical, except for being an established company or a new entrant.
But other differences are likely to be important as well. One not-
able aspect concerns the advantage for established firms of being in
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the field already, that is, of being acquainted with the issues that
arise. Their experience and "know how" may be great assets. These
will be reflected in the "goodwill" they enjoy in the market.
"Goodwill" is a matter of BE and raises the value of the firm.

32) The most farreaching criticism stems from Armentano. He objects to
antitrust in principle by rejecting the basic premises, while the
others object to antitrust in practice and may grant some assump-
tions underlying antitrust policy. Scherer (1980) provides an over-
view of the approach to this policy based on the Structure-Conduct-

Performance paradigm. In Goldschmid et al. (eds.)  (1974) one can
find interesting discussions about the issues concerning antitrust.

33) Products may not only differ in physical properties, but also in
terms  of  "time"  -  when are they available? -, "place" - where  are
they available? - and "human evaluation" - how do individual people
value them (subjective utility)? And, of course, sellers are not

homogeneous either.

34) Arndt (1984, Chapter 6) shows, for instance, that the ability to
exercise market power is not dependent on the firm's share of the
market. The relevant point is the proportion it sells to or buys
from its partner, and whether the partner is "replaceable".

35) As we have explained already, this does not imply that government
activities have no influence at all on prices. Governmental actions
are part of the general (macro-) environment in which prices are
shaped. For instance, if government increases defense spending com-
panies in this sector will benefit from it. We are here concerned,
however, with direct government intervention in producer's prices.

36) This assumes, of course, that it is not a predatory price cut which
aims to force a viable competitor out of business.

Chapter 7

1) The  importance of pressure groups is highlighted in Becker (1983)
who builds a model of political competition among pressure groups.
Politicians, political parties, and voters are assumed mainly to
transmit the pressure of active groups.

2) See Mitchell (1984), Mueller (1976) and Downs (1957).

3) Two books considering this subject  from a philosophical viewpoint
deserve to be explicitly mentioned: John Rawls (1971): A Theory of
Justice  (Oxford  University  Press,  New York),  and Robert Nozick
(1974): Anarchy, State & Utopia (Basil Blackwell, Oxford).

4) This distinction between the two levels of political decision-making

can also be observed in political science. We refer to the idea of a
social contract that is unanimously accepted by the participants.
Daudt and Rae (1978) state that a political regime based on such

contract "is justified for everybody, even if there is disagreement
on specific measures taken by the regime". They observe a "revival
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of contractual political philosophy which, in fact, is a search for
fundamentals on which one might (or should) unanimously agree". Here
too we witness the difference between politics concerning specific,
"day-to-day" measures and politics concerning general principles or
contracts.

5) This is a recurring theme in literature. Schumpeter observed in "Ca-
pitalism, Socialism and Democracy", p. 145, that "for the masses, it
is the short-run  view that counts". In Downs   ( 1957)   it is basic  to
the analysis. Stevers mentions in Openbare Financiin en Politiek,
pp. 172-178 (mimeograph Katholieke Hogeschool Tilburg, 1980a) a num-
ber of striking examples of this short-term outlook. Frey has tried
to empirically estimate the phenomenon. He states (IEA 1978,  p.
115):   "We have found  in our econometric or rather polito-metric  es-
timates that the time-period voters remember is very short. It does

not usually  go much further  than one  year  in any country".  See also
F rey (1981), p. 287.

6) The voting paradox of Arrow can be illustrated as follows. Suppose
preferences of voters for 3 alternatives A, B and C are:

voters preferences

highest medium low

1                            A                        B                            C

2                    C                 A                    B

3                    B                  C                    A

In this configuration every alternative can secure a majority. If,
first,  the vote is between A and B, A wins. Next, when A is put
against C, the final winner is £. But, if instead the first choice
is between A and C, C wins. Confrontation between C and B is decided
in favour of 1- as the chosen alternative. Finally, if we put B
against C first, B wins. After this, A beats B which makes 22 being
selected. Thus, all alternatives may win, depending on the sequence
of voting between alternatives. It is not possible to select an un-
equivocal winner on the basis of this preference configuration.

7) This paradox implies that if during an election each voter picks the
party with which he agrees on a majority of issues, it is neverthe-
less possible that a majority of voters disagrees with the winning
majority party on every issue.

8) This paradox tells us that the following inference may be incorrect:
1. A has a majority over B concerning issue 1,
2. A has a majority over B concerning issue 2,
3. A has a majority over B concerning issue 3,
4. Therefore, A's view of issues 1, 2 and 3 together must gain the

majority over B's view of issues 1, 2 and 3 together.

9) The probability of occurrence varies with a number of factors, and
the configuration may very well be such that there is no cyclical
majority. (See Frey 1978, pp. 68-72; Mueller 1979, pp. 38-49 and
Dobra 1983.)
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10) This does not necessarily imply that politicians have deliberately
created  such a complex "system". It seems more likely  that  it  has
spontaneously emerged as ever more ad hoc measures cumulated. The
basic point is that this situation provides opportunities for those
who wish to grant or receive subsidies.

11) The same analysis is basic to Olson's recent book: "The Rise and
Decline of Nations" (1982). In this book the analysis is a bit fur-
ther developed but, more importantly, also made fit for application.
In section 8.2.1 we will deal more specifically with this work.

12) This logic strictly applies to the situation in which one company or

a relatively small group of companies push for a subsidy. The argu-
ment becomes more complex when the group of companies involved
grows, that is, when one deals with sectors comprising many firms.
This will be dealt with in section 8.2.2.

13) Frey (1981) even speaks of information monopoly (pp. 279, 282).

14) Those who impress, of course, know exactly what they want, that is,
they are certain. The others, however, do not clearly know what to
do and can be influenced.

15) In German literature called Konfliktfahigkeit.

16) In this sense, what will be said on the effects of enterprise sub-
sidies in the free market economy might even have some political
influence. But, certainly, this should not be overestimatedl

Chapter 8

1) We restrict ourselves to those differences that are relevant to our
subject of enterprise subsidies.

2) But remember when this is not so.

3) Another aspect of this lack of knowledge is the following. One can-
not escape the impression that many people simply do not understand
the essence of the functioning of the market, and the difficulties
involved. This leads to naive ideas about what government can and

should do. It is implicitly suggested that today picking the winners
of tomorrow is a relatively easy task. Magic words like "innovat-
ion",   or "high technology" are repeated   over   and over again   to   indi-
cate where we should invest. But as such these are only empty
phrases which can only be given real content by very detailed and
thorough studies of particular cases, whereby a lot is uncertain
anyhow. One needs to try find out. Things are much more difficult
and complex in reality (remember the first principle of the market
economy) than many people think.

4) Of course, this does not imply that they will not benefit from sub-
sidy arrangements which are to serve other purposes that happen to
fit these companies. Below, regional subsidies and subsidies for in-
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novation will  be  discussed  as  relevant  possibilities. Here  we
restrict ourselves to the factor of being big.

5) Most important are the workers and other beneficiaries of the com-

pany. But the capital goods of a large firm can also be assigned
some political value. For instance, if a large shipyard would close
down, the production capacity - in which a large amount of money has

been invested and which probably has been present and dominating a
region for a longer time - would be lost. To many people this may be
hard to grasp and one may be inclined to stick to the familiar com-
pany. (The fact that the production capacity is worthless in the
free market, with a view to future prospects, is hard to accept).
This may translate into political pressure to grant a subsidy.

6) Remember, however, that other relevant factors may disturb this con-

clusion. If for other reasons, which we deliberately neglect, firms
in a sector lack the necessary degree of homogeneity, co-operation
may still be unlikely.

7) That analysis is in some important respects quite similar to our's.
Two quotations from an interview with Olson about "The Rise and
Decline of Nations" (Challenge 1984) may illustrate the point.
Olson: "The unifying idea is that any group of firms of individuals
in the economy will be able to collude or organize for collective
action only slowly and with great difficulty, but that this collect-
ive action, once it occurs, is normally bad for efficiency, growth,
and macroeconomic performance ). Those groups that get or-

E

ganized for collective action do not usually have an incentive to
produce anything or to try to make the economy work better, but in-
stead have an incentive to struggle to get a larger share of what
the society produces".

8) Which will vary from case to case, however. It should also be noted
that it may very well be that to some firms circumstances in a
generally weak region can be advantageous.

9) Note, for instance, that innovations are emphasized both in coun-
tries having a more market oriented system and government (USA, West
Germany, Japan),  and  in more socialist countries (France, Sweden).

10) Etzioni (1983) quotes a major study published in Science (February

18, 1983, pp. 814-818): Richard R. Nelson and Richard N. Langlois,"Industrial Innovation Policy: Lessons from American History". The
study found that what "unequivocally" did not work is the govern-
ment's trying  to "pick winners".

11) This does not necessarily imply that the subsidy is in fact useless

ex post. It may be that a firm was not convinced of the potential
for success of some project, but has gone along because of the sub-
sidy. If it turns out to be a success, the government was right and
the subsidy has been usefull.
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12) It is frequently being argued that the capital market does not pro-
vide sufficient capital on "appropriate" terms for a number of inno-
vative projects. That would make subsidies necessary. This way of
reasoning - which is consistent as such - differs fundamentally from
our approach. We stress the possibility that the market is not al-
lowed to function properly, and that something should be done about
that. The free market can be expected to finance the innovative pro-
jects that look profitable, including the very risky ones ("venture
capital").

13) Only when things get out of hand on the macro level and force
government to budget cuts can one say that the constraint becomes
tighter and government's scope of action narrows. Note, however,
that we are dealing with the possibility of granting individual ad-
ditional subsidies (micro perspective). Somewhere, somehow, in the
subsidy system, they can be financed and made acceptable "if neces-
sary".

14) For instance, the market is a hard, ruthless, unpleasant mechanism.
lt entails great income differentials and does not care about sick,
old or disabled people. In addition, it offers an incentive to pol-
lute since this lowers costs.

15) But government policy should take into account what has been said in

chapter 6. The neoclassical approach to this problem is not ade-
quate.

16) Regional enterprise subsidies may be an exception, however. It might
be difficult to reduce the economic differences among regions to
acceptable proportions with other than subsidy measures for enter-
prises. Some regional premium scheme may be called for to raise the
attractivity of certain regions for firms.

17) One may consider to introduce a regional element, however. Loans to

certain regions might offer better terms. See previous note.

18) A hypothetical example. The national subsidy institute is allowed to
grant loans for a total amount of 500 million guilders next year. It
will receive 75 million guilders from the government to cover loss-
es.

19) Note that this goes much further than just increasing the role of
civil servants or other non-political decision-makers in the grant-
ing of enterprise subsidies. The basic idea behind this view is that
we think that as long as politicians are responsible they can be
expected to interfere somehow, some day. The progress being achieved
in recent years can thus always be undone as politicians would in-
crease their involvement again. Government intervention entails po-
litical intervention.
It should also be noted that we have not considered the bureaucratic
system of decision-making. This type of decision-making may imply
negative effects on efficiency of its own. The crucial point is whe-
ther it can be expected to do better than the market process.
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SAMENVATTING

1. Inleiding

Het proefschrift handelt over bedrijfssubsidies en bevat een

empirisch en een theoretisch deel. Het empirisch gedeelte bestaat uit

een studie van de praktijk van subsidieverlening in 4 landen: Hongarije,

Zweden, West-Duitsland en Nederland.  In deze landen-studies wordt de

nadruk gelegd op drie vragen.

1)  Waarom worden bedrijfssubsidies verstrekt?

2)  Welke regelingen zijn er en welke bedragen gaan er in om?

3)  Wat zijn de effecten en ervaringen?

De inzichten welke naar voren komen in deze empirische studies

worden gecombineerd en samengevat om als basis te dienen voor het theo-

retisch gedeelte (Deel II). We proberen empirisch vastgestelde kenmerken

theoretisch te verklaren.

De grondgedachte bij de opstelling van de theorie is dat be-

drijfssubsidies een typisch produkt zijn van de interactie tussen "poli-
tiek" en "economie". Subsidies worden verstrekt door de overheid en ont-

vangen door ondernemingen. Onze aandacht richt zich op de relatie tussen

politieke motivatie en economische effecten. De politieke component be-

studeren we aan de hand van literatuur die bekend is als "Nieuwe Poli-

tieke Economie" (Public Choice). Het economisch gedeelte berust   in  be-

langrijke mate op inzichten welke ontleend zijn aan of verwantschap heb-

ben met de "Oostenrijkse School".

Wij  defini@ren  bedrijfssubsidies  als  politiek  geInspireerde

steun aan specifieke bedrilven of groepen van bedrijven, dewelke hun

positie in de markt beInvloedt. Er kunnen vier belangrijke aspecten wor-

den onderscheiden.

1)  We beschouwen alleen subsidies aan bedrijven in handel en industrie.

2)  Subsidies beInvloeden de concurrentiepositie van bedrijven.

3)  Subsidies zijn selectief; sommige ondernemingen krijgen ze wel en

andere niet.

4)  Subsidies komen, direkt of indirekt, van de centrale overheid.
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Enige opmerkingen die van belang zijn voor een goed begrip van

deze studie:

1)  De benadering verschilt fundamenteel van de meer gangbare welvaarts-

economische aanpak. Wij hanteren een politlek-economisch referentie-

kader.

2) De verschillende landen-studies moeten worden beschouwd als "case

studies". Er worden geen pogingen tot direkte kwantitatieve verge-

lijkingen tussen de landen ondernomen. Dit niet alleen omdat dit

niet van belang is vanuit onze optiek, maar ook omdat dergelilke

vergelijkingen zeer problematisch zijn. Het begrip "subsidie" is

dermate complex dat het niet op eenduidige en adequate wijze in 66n

getal kan worden uitgedrukt.

3)  M.b.t. de economische effecten van subsidies zijn wij primair geIn-

teresseerd in efficiency. De analyse is micro-economisch en heeft

betrekking op de aanbodkant van een vrije markt economie. De bena-

dering heeft een lange termijn, dynamisch karakter.

2. Hongarile

Hongarije begon in 1968 met het doorvoeren van een reeks econo-

mische hervormingen. Het systeem van rigide centrale planning waarbij

bedrijven precieze instructies kregen over wat te produceren en hoe,

werd vervangen door een liberalere aanpak. Bedrijven kregen een grotere

autonomie en zouden zich bij hun beslissingen meer moeten laten leiden

door de eigen winstgevendheid.

De Hongaarse autoriteiten waren echter niet van plan hun grote

invloed op het economisch leven te verliezen. Om de bedrijven in de ge-

wenste richting te kunnen blijven sturen werd een systeem van "indirecte

regulatoren" opgezet. Door manipulatie van deze indirecte regulatoren

kan men de ontwikkeling van specifieke bedrijven beslissend blijven be-

Invloeden.

Een belangrijk aspect van de positie van de ondernemingen in dit

economisch systeem is dat zij vrijwel automatisch verzekerd zijn van

(extra) steun van de staat indien de eigen middelen tekort schieten. De

"budget constraint is soft". De bedrijven kunnen dan ook een vrijwel

onbeperkte vraag naar produktiefactoren uitoefenen. De prijs ervan is
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van relatief weinig belang. Veel belangrijker is het vermogen om de au-

toriteiten te bewegen tot voor het bedrijf gunstige beslissingen m.b.t.

de indirecte regulatoren. Dit impliceert een complex onderhandelingsspel
tussen bedrijven en autoriteiten ("bargaining").

Een deel van de indirecte regulatoren kan geInterpreteerd worden

als subsidies in onze zin. Er worden vier categoriean onderscheiden.

1)  Directe subsidies uit de begroting van de overheid.

2)  Subsidies d.m.v. het vaststellen en manipuleren van de producenten

prijzen.

3)  Gedifferentieerde belastingen op ondernemingen.

4)  Subsidies via de kredietverlening en de gehanteerde voorwaarden.

Deze subsidies kunnen zowel de weerslag zijn van bewust speci-

fieke maatregelen als van uitzonderingen voor bepaalde ondernemingen op

algemene regels. Beide komen op grote schaal voor en maken dat bedrijfs-

subsidies schering en inslag zijn in Hongarije. De exacte omvang van het

geheel van subsidies is echter niet te bepalen. Wel lijkt het aanneme-

lijk dat ze de laatste jaren zijn afgenomen.

Het systeem van bedrijfssubsidies in Hongarije heeft een aantal

kenmerken die het negatief doen inwerken op de efficiency van de aanbod-

kant van de economie. Relatief inefficionte bedrijven worden doorgaans

extra gesteund om ze aan de gang te houden en ze acceptabele resultaten

te laten zien. De autoriteiten zijn zo nauw betrokken bij en verantwoor-

delijk voor het lot van ondernemingen dat ze sterk geneigd zijn onguns-

tige ontwikkelingen te compenseren.  Dit  is vooral opvallend bij de

(zeer) grote bedrijven die bevoordeeld worden.

In het onderhandelingsproces over de hoogte van de subsidies

hebben de verantwoordelijke autoriteiten en de ondernemingsleiding pa-

rallelle belangen. De laatste profiteert bovendien van een informatie-

voorsprong op de eerste.

Het systeem van bedrijfssubsidies heeft eveneens in meer algeme-

ne zin negatieve gevolgen voor de efficiency van de ondernemingen. Er is

vastgesteld dat bedrijven minder geInteresseerd zijn in hun eigen effi-
ciency en relatief veel aandacht hebben voor hun verhouding tot de auto-

riteiten. Overwegingen m.b.t. efficiency kunnen in het onderhandelings-

proces zeer wel op de achtergrond raken. Het systeem zet eveneens aan
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tot een soort van bureaucratisch, ondynamisch en inalert management in

ondernemingen dat relatief ongevoelig kan zijn voor allerlei ontwikke-

lingen "buiten".

3. Zweden

Na een lange periode van indrukwekkende economische ontwikkeling

kwam de Zweedse economie in ernstige problemen in de zeventiger jaren.

De problemen werden veroorzaakt door een combinatie van een internatio-

nale stagnatie, structurele moeilijkheden in bepaalde (op grondstoffen

gebaseerde) industriedn en ongunstige ontwikkelingen in de Zweedse eco-

nomie voor het bedrijfsleven in het algemeen. Een en ander dreigde de

doelstelllingen van volledige werkgelegenheid en evenwichtige regionale

ontwikkeling te frustreren. De overheid kwam onder zware politieke druk

om op korte termijn krachtig in te grijpen. Bedrijfssubsidies waren een

voor de hand liggende optie.

Er is een grote verscheidenheid aan bedrijfssubsidies in Zweden.

Elke categorisering en structurering is in zekere zin eenzijdig en ont-

hult slechts een deel van het complexe en moeilijk doorzichtige geheel.

Wij onderscheiden de volgende categoriedn.

1)  Directe subsidies uit de begroting van de overheid. Deze zijn het

sterkst toegenomen sinds het midden van de zeventiger jaren en gaan

voor een belangrilk deel naar individuele bedrijven in moeilijkhe-

den.

2)  Subsidies via intermediaire instituten. Elk instituut heeft zijn

eigen specifieke kenmerken.

3)  Genationaliseerde industriedn inzoverre deze door de nationalisatie

bevoordeeld worden. Het conglomeraat SF valt in deze categorie.

4)  Subsidies  via  het  belastingsysteem.  Deze  zijn  onbelangrijk  in

Zweden.

5)  Subsidies via prijsregulering. Een geval(letje) apart.

De subsidies kunnen ook ingedeeld worden aan de hand van de for-

meel beoogde doelstellingen. Men dient evenwel te bedenken dat de enorme

toename van subsidies geen gevolg was van een bewust gepland en door-

dacht beleid. De nadruk lag op een defensieve aanpak d.m.v. het steunen

van bedrijven in moeilijkheden.
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Paragraaf 3.2.3 verschaft een kwantitatief inzicht in diverse

aspecten van de subsidieverlening.

In het begin van de tachtiger jaren is er wat meer nadruk geko-

men op subsidies voor R&D e n o p "venture capital". In de tweede helft

van 1982 werd bovendien het roer omgegooid in de zin dat men de proble-

men met een krachtige macro politiek te lijf ging. Dit weerspiegelde een

groeiende consensus in de samenleving dat een fundamentele beleidswijzi-

ging noodzakelijk was.

Structurele veranderingen in de economie zijn van groot belang

voor economische groei op langere termijn. Het op grote schaal verstrek-

ken van subsidies aan zwakke bedrijven en sectoren druist in tegen het

dynamische proces van structurele verandering. Dit wordt in de Zweedse

literatuur beklemtoond. Er komt eveneens uit naar voren dat de subsidies

vaak in wezen de problemen niet oplossen maar slechts vooruitschuiven,

en een oplossing zelfs kunnen bemoeilijken. Ook de onzekerheid veroor-

zaakt door het "systeem" van subsidies is een nadeel voor bedrijven. De

nadruk heeft gelegen op steun aan gr6te verliesgevende bedrijven.

De vastgestelde problemen blijken nauw samen te hangen met de

invloed van politieke factoren. Bedrijfseconomische overwegingen worden

in de besluitvorming veelvuldig door politieke op de achtergrond gedron-

gen. In dit verband is het verloop van de onderhandelingen tussen aller-

lei partijen van belang. De betrokken pressiegroepen kunnen hierbij een

sterke positie innemen, o.a. als zij een informatie-voorsprong op de

overheid hebben. De politieke besluitvorming veroorzaakt veelvuldig ex-

tra onzekerheid en heeft vooral oog voor de korte termijn.

4. West Duitsland

Het fenomeen "bedrijfssubsidies" in West Duitsland moet gezien

worden in het licht van een aantal typisch Duitse ervaringen, idee6n en

historische aspecten.

Na de tweede wereldoorlog ging West Duitsland in 1948 over tot

een verregaande liberalisering van de economie. Dit was een enorm succes

en vormde de basis van het "Wirtschaftswunder". Er ontstond een brede
politieke consensus m.b.t. het te voeren economische beleid. Die consen-

sus omvatte ook de acceptatie van subsidies in een aantal situaties. Het
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werd daarbij echter van het grootste belang geacht dat de subsidies goed

in de hand zouden worden gehouden, en dat ze het primaat van de vrije

markt niet zouden aantasten. Het referentiekader hierbij was het concept

van de "sociale markteconomie".

Dit concept was ontwikkeld door de zgn. Ordoliberalen en kreeg

na de oolog zijn kans. Het gaat uit van een vrije markteconomie welke

door de overheid in stand moet worden gehouden. De overheid dient even-

eens bepaalde sociale doelstellingen te realiseren.

Deze politiek-economische filosofie heeft een rem gezet op de

expansie en impact van subsidies; met name in vergelijking met andere

landen. Men is minder overgegaan tot het steunen van zwakke bedrijven en

heeft al langer bestaande soorten subsidies vrij geleidelijk uitgebreid.

Ofschoon men zich zeker niet altijd aan de principes van de sociale

markteconomie m.b.t. bedrijfssubsidies heeft gehouden, dient beklemtoond

te worden dat deze vurig verdedigd worden. De waarschijnlijk nog steeds

brede steun voor dit concept lijkt de mogelijkheden voor subsidieverle-

ning te blijven beperken.

Een groot deel van de subsidies welke in de Duitse literatuur

aan de orde komen valt niet onder onze definitie. Van de w61 relevante

subsidies zijn op de eerste plaats de regionale van belang. Dit hangt

mede samen met de deling van Duitsland en de bijzondere positle van West

Berlijn. Ook de subsidies aan de kolenmijnen hebben (traditioneel) een

grote omvang.

De subsidies zijn in het algemeen vrij breed gespreid over vele

bedrijven. Bevoordeling van zwakkere bedrijven doet zich slechts voor in

die situaties waar regionale en sectorale problemen samenvallen met een

zorgwekkende werkgelegenheidssituatie.

Indien men de activiteiten van de ministeries van research en

ontwikkeling en defensie meetelt is er sprake van een grote inspanning

op het gebied van subsidies voor R & D. Vooral de research in de vlieg-

tuigbouw industrie en de electronische industrie wordt zwaar gesteund.

Het geheel van subsidieregelingen is nogal ondoorzichtig maar

het is wel duidelijk dat grote bedrijven bevoordeeld worden. Er wordt in

de literatuur veelvuldig gewezen op de negatieve effecten van subsidies



T

402

op de efficiency van het marktsysteem, evenals op de politieke betrok-
kenheid.

We concentreren onze aandacht op de effecten van subsidies voor
R & D. Ondanks aanmerkelijke subsidieverlening in de loop der tijd is de
technologische positie van de Westduitse industrie relatief zwak. De

kracht van de Westduitse industrie in het algemeen lijkt meer op andere
factoren te berusten welke het geringe succes op innovatiegebied an sich

compenseren.

De case studies van de twee meest (R & D) gesubsidieerde be-

drijfstakken illustreren de  tekortkomingen.  De electronica industrie
heeft grote moeite om de high-tech ontwikkelingen in de VS en Japan bij
te benen. De vliegtuigbouw industrie is in feite vrijwel permanent door

subsidies op de been gehouden. Het lijkt er nu echter naar uit te zien
dat het belangrijkste project - Airbus - na zo'n twintig jaar een com-
mercieel succes begint te worden.

5. Nederland

Een korte terugblik op de industriepolitiek in de periode 1913-
1970 leert dat deze ondanks vele discussies en een groot aantal ideeon,
initiatieven en aanzetten nooit goed van de grond gekomen is. Een gebrek
aan politieke overeenstemming en het onvermogen om een krachtdadige in-
dustriepolitiek door te zetten hebben vele pogingen gefrustreerd. Het

feitelijk beleid was doorgaans reactief en ad hoc van aard.

De zeventiger jaren lieten een oplevende belangstelling voor
selectieve politiek zien. De "Zeitgeist" was gunstig voor overheidsini-
tiatieven op het gebied van industriepolitiek. De verslechterende situa-
tie voor handel en industrie in het algemeen, alsmede de acute crisis
waarin een toenemend aantal bedrijven kwam te verkeren, begonnen het

beleid echter al spoedig te domineren. Het resultaat was opnieuw een
defensief ingestelde, korte termijn georiMnteerde politiek van pappen en
nathouden.

Wij hebben de subsidieregelingen geclassificeerd naar doelstel-
ling, en de voornaamste regelingen en aspecten per categorie besproken.
We onderscheiden:



403

-   Regionale subsidies. De belangrijkste zijn de IPR en de activiteiten

van de regionale ontwikkelingsmaatschappijen.

-   Sectorale subsidies. Dit betreft de Kaderregelingen van de NEHEM, de

steun voor sectoren in moeilijkheden (vooral scheepsbouw en scheeps-

vaart), en subsidies voor innovatieve sectoren. Ook de NIB 18 actief

op het terrein van sectorale subsidies.

-   Innovatie subsidies. De subsidies aan bedrijven zijn vooral in de

tachtiger jaren flink toegenomen. De voornaamste regelingen zijn het

Technisch Ontwikkelingskrediet en de Bevordering Hoogwaardige Indus-

trie (incl. speerpunten). Van meer recente datum is de INSTIR.

-   Subsidies voor kleine en middelgrote ondernemingen. Het gaat hierbij

vooral om de Kredietbeschikking Midden- en Kleinbedrijf en de Klein-

schaligheidstoeslag van de WIR.

-   Subsidies voor individuele ondernemingen. Deze kunnen worden onder-

scheiden in werkgelegenheidsgelden en een deel van de activiteiten

van de NIB; met name de Regeling Bijzondere Financiering. De NIB

speelt een belangrijke rol in de wereld van subsidies.

In de tachtiger jaren is het belang van subsidies flink terugge-

drongen. De overheid heeft zich veel meer gericht op macro-economische

politiek terwijl men ook probeert "venture capital" te stimuleren.

De ervaringen met de diverse subsidieregelingen tonen een aantal

opvallende aspecten. De deelnemingen van de NOM hebben zware verliezen

opgeleverd; dit is ook min of meer illustratief voor de andere regionale

ontwikkelingsmaatschappijen. Het sectorale beleid is ondanks vele goede

intenties goeddeels mislukt. De innovatie subsidies aan bedrijven zijn

i.h.a. nog van te recente datum om gedvalueerd te worden. W61 zijn de

ervaringen met het (oudere) Ontwikkelingskrediet nogal teleurstellend,

terwijl de steun voor de vliegtuigbouw vruchten lijkt af te werpen. De

subsidies voor R&D zijn erg geconcentreerd op de grootste bedrijven en

de subsidieregelingen wisselen elkaar in snel tempo af. De kleine- en

middelgrote bedrijven krijgen over het geheel genomen relatief weinig

steun, ondanks de nodige pogingen om hen meer van subsidies te laten

profiteren. Op de subsidies aan individuele bedrijven zijn zware verlie-

zen geleden; vooral bij de grotere bedrijven. Er zijn echter ook suc-

cessen geboekt. De politiek was vaak nauw betrokken bij steunoperaties.
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Van Deel I naar Deel II

De ervaringen in de 4 landen kunnen als volgt gestileerd worden

samengevat:

1)  Bedrijfssubsidies zijn het produkt van politieke processen.

2)  Er bestaat een sterke neiging om vooral relatief inefficidnte, zwak-
ke bedrijven te subsidiMren.

Daarnaast komen de volgende karakteristieken veelvuldig voor:

A)  Grote bedrijven worden bevoordeeld.

B)  Overheden hebben een informatie-achterstand t.o.v. ondernemingen.

C)  Het geheel van subsidieregelingen is erg ondoorzichtig.

D)  Het verlenen van subsidies is nogal vaak onderhevig aan onderhande-

lingen tussen allerlei betrokken partijen.

E)  In principe is alles mogelijk. Het niet realiseren van voornemens,

uitzonderingen en beleidswijzigingen komen veelvuldig voor.

F)  Het beleid heeft meestal een korte termijn karakter.

G)  Er zijn 4 overwegingen welke regelmatig een rol spelen bij de subsi-

dieverlening: werkloosheid, omvang, regionale aspecten en R & D.

Wij gaan in het tweede deel proberen een theorie op te stellen

die licht werpt op deze ervaringen en karakteristieken, en op hun samen-

hang.

6. Het economisch systeem

Om de economische gevolgen van bedrijfssubsidies te kunnen ana-

lyseren moeten we weten hoe de economie werkt. Daarbij beperken we ons

tot de aanbodkant van een vrije markt economie en beschouwen deze vanuit

micro-economisch  perspectief.  We willen een zo realistisch mogelijk

beeld schetsen van hoe het economisch systeem in essentie werkt, waarbij

de aandacht zich toespitst op (de interactie tussen) ondernemingen.

Er worden drie fundamentele karakteristieken van de vrije markt

economie onderscheiden:
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A)  De markt is enorm gecompliceerd en gedifferentleerd.

B)  In de markt opereren een groot aantal zeer gevarieerde bedrijven die

voortdurend met elkaar wedijveren.

C)  De markt is een proces van dynamische verandering.

In paragraaf 6.2 worden deze karakteristieken toegelicht en uit-

gewerkt in het licht van de economische theorie. Daarbij hanteren we een

benadering  welke  veel  affiniteit  vertoont  met  denkbeelden  van  de

"oostenrijkse School". We menen dat deze in veel opzichten een beter

inzicht verschaft in de basis principes van het functioneren van de

markt dan de gangbare micro neoklassieke theorie. In het werk van econo-

men behorende tot de Oostenrijkse School nemen de genoemde karakteris-

tieken veelal een centrale plaats in.

Men kan de bedrijven verdelen in (relatief) zwakke, gemiddelde

en sterke ondernemingen. De mate van succes, oftewel de kracht van een

bedrijf, wordt doorgaans afgemeten aan de winstgevendheid en de winst-

vooruitzichten. Wij introduceren echter een tweede maatstaf, "Bedrijfs-

efficiency", (BE), welke is gebaseerd  op het feitelijke transformatie-

proces van inputs in outputs in de onderneming. Dit theoretisch concept

- hetwelk bedoeld is als een mentale constructie - vertoont weliswaar

veel overeenkomst en samenhang met het "normale" rentabiliteitsbegrip,

maar is voor onze doelstelling vooral interessant inzoverre het ervan

verschilt. BE en rentabiliteit kunnen uit elkaar lopen als een bedrijf

zijn kracht in de markt niet alleen ontleent aan efficiency factoren.

Een bedrijf kan zijn positie ook door Sndere factoren versterken. E&n

van die andere factoren wordt gevormd door bedrijfssubsidies.

In de markteconomie vindt er een continue verschuiving plaats

van relatief zwakke naar relatief sterke bedrijven: het proces van

structurele verandering. Dit geschiedt doorgaans in termen van efficien-

cy, maar het is van groot belang in te zien dat dit niet altijd het ge-

val is. Ook hoeft dit efficiency genererend proces op micro niveau niet

noodzakelijkerwijs tot een zo hoog mogelijke efficiency voor de nationa-

le economie te leiden. Voor ons is echter van primair belang dat de sub-

sidieverlening aan bedrijven het efficiency genererend proces kan door-

kruisen. Hiervan is sprake als zwakke bedrijven worden bevoordeeld, het-

geen empirisch is vastgesteld.
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Het concept van de "hard and soft budget constraint" van Kornai

kan, mutatis mutandis, worden toegepast in een vrije markteconomie en

illustreert de rol van bedrijfssubsidies.

7. Het politiek systeem

De werking van het politiek systeem wordt geanalyseerd m.b.v.

inzichten ontleend aan de "Nieuwe Politieke Economie" of "Public

Choice". De regulerende motivatie van politici is stemmenmaximalisatie

en de kiezers worden verondersteld zich bij hun keuze door hun eigenbe-

lang te laten leiden. Wij concentreren ons op de relatie tussen kiezers

en politici. De analyse heeft betrekking op de "normale", "dagelijkse"
politieke besluitvorming; het neemt het democratisch kader met een set

van grondregels als gegeven aan.

Er kunnen een viertal belangrijke relevante karakteristieken van

het politiek proces worden onderscheiden:

1)  Het is voor een regering rationeel om de baten van maatregelen dui-

delijk naar voren te brengen en de lasten te verbergen. De regering

wil graag weten hoe de politieke baten en lasten van maatregelen

liggen, en hoe de kiezer zal reageren.

2)  Aan het politiek proces zit een element van onzekerheid verbonden.

Die onzekerheid is van groot belang voor het functioneren van de

democratie en "vertaalt" zich in het probleem van walke meerderheid

uiteindelijk beslist. Er is sprake van een inherente instabiliteit

in de zin dat er bij verdelingsvraagstukken altijd een andere meer-

derheid denkbaar is waarvan de leden er ieder op vooruit kunnen gaan

ten koste van de minderheid.

3)  Via stemmenruil kunnen gepassioneerde minderheden elkaar politiek

ondersteunen en aan kracht winnen.

4)  Het kan voor een regering rationeel zijn om maatregelen te nemen die

an sich tegen de wens van de meerderheid ingaan. In dit verband zijn

pressiegroepen van groot belang.

Deze karakteristieken van het politiek proces impliceren moge-

lijkheden om subsidies politiek aantrekkelijk te maken. Een aantal fac-

toren zetten aan tot het verstrekken van subsidies. De baten vallen toe

aan een relatief kleine groep van nauw betrokkenen die een aanmerkelijk
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belang bij de subsidie kunnen hebben, terwijl de kosten breed gespreid

kunnen worden en niet of nauwelijks opgemerkt worden. Bedrijven (of

groepen van bedrijven) kunnen actief druk uitoefenen v66r een subsidie

en een disproportioneel hoge politieke invloed uitoefenen. Ze zijn goed

georganiseerd, gepassioneerd en weten precies wat ze willen. Ze profite-

ren bovendien van een informatie-voorsprong en van hun vermogen om poli-

tieke schade te berokkenen.

Een en ander wil niet zeggen dat subsidies altijd politiek aan-

trekkelijk zijn. Er kunnen politieke tegenkrachten opkomen die de schaal

naar de andere kant doen slaan.

8. Interactie en conclusies

In het economisch systeem berust de mate van succes van onderne-

mingen uiteindelijk op hun vermogen om efficiant te opereren. In het

politiek systeem gaat het uiteindelijk om stemmen. Er kunnen nu een aan-

tal factoren worden vastgesteld die ertoe aanzetten dat relatief zwakke

bedrijven in de markt relatief veel invloed in het politieke proces kun-

nen doen gelden, zodat ze een grotere kans op subsidie hebben. Het poli-

tiek systeem biedt de nodige mogelijkheden aan bij uitstek zwakke be-

drijven om zich via het verkrijgen van subsidies te versterken.

Er is empirisch geconstateerd dat subsidies vaak verbonden zijn

aan overwegingen m. b.t. werkgelegenheid, omvang, regio en/of innovatie.

De eerste drie impliceren doorgaans een tendens tot het steunen van min-

der efficidnte bedrijven. De innovatie subsidies vormen een apart geval;

zowel wat betreft economische effecten als politieke motivatie. Voor een

onkritische attitude  t.o.v.  innovatie subsidies moet worden gewaar-

schuwd. Andere instrumenten lijken beter geschikt om, indien gewenst,

innovatie te bevorderen.

Het geheel van subsidies kan de efficiency van Slle bedrijven op

drie wijzen mogelijk negatief beInvloeden. Efficiency overwegingen kun-

nen in het algemeen van minder belang worden; de overheid heeft in prin-

cipe de vrijheid om ze te ontgaan. Het wordt rationeel voor bedrijven om

meer op de overheid te letten en minder op de eigenlijke ondernemingsac-

tiviteiten. Bovendien neemt de onzekerheid door dit overheidsbeleid toe.
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De hoofdconclusie is dat dit type van overheidsbeleid gemakke-

lijk negatieve effecten kan hebben op de efficiency van de aanbodkant

van de markteconomie. Het politieke besluitvormingsproces is minder ge-

schikt om zich met zaken van efficiency bezig te houden. Het introduce-

ren van politieke overwegingen in de markteconomie zet aan tot het nemen

van beslissingen die schadelijk zijn voor de efficiency. Dit is geen

toeval maar zit besloten in de structuur van het systeem.

Een en ander impliceert niet dat het altijd fout gaat, noch dat

er geen maatregelen kunnen worden getroffen die het enigszins tegengaan.

In het algemeen kan gesteld worden dat men zeer voorzichtig moet

zijn met het introduceren van een bepaald soort besluitvorming in een

anderssoortige "wereld". Schoenmaker blijf bij je leest. Men lijkt de

mogelijkheden voor de overheid om een adequaat beleid op het onderhavige

terrein te voeren schromelijk te overschatten. Daarbij komt aan de ande-

re kant dat het inzicht in hoe de markteconomie in essentie werkt -

d.w.z. wat de reile problemen zijn en hoe de markt die aanpakt - vaak

nog gebrekkig lijkt. Een beter inzicht kan wellicht dienen als basis

voor een consensus aangaande de hier aan de orde gestelde aspecten van

de economische politiek.
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Exchange Rates

1974 1977 1980 1983

Forints per U.S. Dollarl) 23.38 20.30 23.95 44.62

Guilders per U.S. Dollar2) 2.93 2.53 1.92 2.69

DM per U.S. Dollar2) 2.78 2.42 1.74 2.46

Kronor per U.S. Dollar2) 4.88 4.33 4.10 7.60

1) Tourist/Effective Rate; End of Year

2) End of January
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STELLINGEN

1)  Een van de grootste problemen voor de Hongaarse autoriteiten die

belast zijn met het toezicht op en sturen van ondernemingen is het

verkrijgen van adequate en relevante informatie. Hun in vergelijking met

westerse landen veel grotere betrokkenheid bij en invloed op individuele

ondernemingen leidt kennelijk niet tot oplossing van het informatie-pro-

bleem.

2)  Het toegenomen belang van de overheid in de economie vereist een

grotere aandacht voor politieke economie. Een gedegen studie van de

klassieke economen, voor wie economie en politieke economie synoniem

waren, is hierbij op zijn plaats.

3) "Innovatie" lijkt tegenwoordig een toverwoord te zijn dat economi-

sche problemen als sneeuw voor de zon zou doen verdwilnen.

Men dient evenwel te bedenken dat innoveren een bij uitstek onzekere en

vaak riskante bezigheid is die zeer wel kan mislukken. Bovendien is het

succes van een onderneming van een veelheid van factoren afhankelijk.

Ook mag men een oordeel over innovaties niet verwarren met een oordeel

over innovatiesubsidies.

4)  "Het behoeft geen betoog dat alles in beweging is. De superioriteit

van het socialisme zit niet in stationaire prijzen, maar in een

dynamische ontwikkeling van de produktiekrachten. Als wij voldaan zijn

over lage prijzen en de produktiekrachten blijven onderontwikkeld en de

relatie tussen vraag en aanbod gespannen, dan is dat geen succesvol eco-

nomisch systeem. Als aan de andere kant prijzen steeds veranderen, de

produktie zich snel ontwikkelt, de markt bloeit en de mensen goed be-

voorraad worden, dan is dat een stimulerende en begerenswaardige ontwik-

keling.
.

Dit citaat komt uit het blad van de Chinese communistische partij

(het Volksdagblad) van 28 mei 1985. (Zie NRC-Handelsblad, 5 juni 1985).

Het geeft aan hoezeer de leiding van de Volksrepubliek China overtuigd

is geraakt van de noodzaak om bij de modernisering van de economie kapi-

talistische principes in acht te nemen. Het citaat had op het kapitalis-

me kunnen slaan en ontleend kunnen zijn aan de Wall Street Journal.
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5)  Het probleem van de werkloosheid in Nederland kan niet volledig wor-

den opgelost door aanpassing van de prijs van arbeid. Een ander

aspect van belang is de kwaliteit van arbeid. De werking van de arbeids-

markt wordt gefrustreerd en de oplossing van de werkloosheidsproblema-
tiek bemoeilijkt indien scholing, ervaring en/of instelling van werklo-
zen onvoldoende aansluiten bij wat gevraagd wordt.

6)  Indien men uitgaat van een model dat "perfect information" veronder-
stelt is adverteren een verspillende bezigheid. Indien men

zich echter realiseert dat produkten niet automatisch bekend zijn maar
onder de aandacht van potentidle klanten moeten worden gebracht, is ad-
verteren een wezenlijke activiteit voor een onderneming. Het staat als

zodanig op &gn lijn met activiteiten als inkopen en produceren. Zie D.T.

Armentano (1982): Antitrust and Monopoly, John Wiley & Sons/ New York.

7)  Er zou in het lager en middelbaar onderwijs veel meer aandacht moe-
ten worden besteed aan geschiedenis en internationale politiek.

Dit zou de basis kunnen vormen voor een realistischer kijk op het we-

reldgebeuren en zou het besef van de uniekheid Sn kwetsbaarheid van ons
democratisch systeem doen toenemen.

8)  Bij de ingang van het krijgsmuseum in Dresden in de DDR hangt een
groot bord met de volgende tekst:

DER
SOZIALISMUS
HAT DIE

BESTEN SOLDATEN
UND DIE

BESTEN WAFFEN
DER WELT

DER
SOZIALISMUS

IST
UNBESIEGBAR

Dit is best wel eng.

9)  Oproepen tot meer rechtvaardigheid kunnen niet zelden geinterpre-
teerd worden als uitingen van gesublimeerde jaloezie.

10) Men mag geen al te hoge verwachtingen van een laatste stelling heb-
ben

Stellingen bij het proefschrift van A.W.C. Appels: Political Economy and

Enterprise Subsidies                                                               
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