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HALF-HEARTED ORGANIZATIONAL DECENTRALIZATION:
THE SMALL STATE ENTERPRISE

As part of the decentralization process in Hungarian economy a new organizational form:
the small state firmm, was established in 1982. The idea was that such organizations, much smaller
than traditional firms, with simplified accounting, preferential taxation, autonomous in their
dealings, will be more efficient and will have a positive effect on domestic competition.

In 1985 some 196 small state firms were active, most of them iIn services but the hopes
attached to them were not fulfilled: the quality of services did not improve. Instead of competing,
the employees of small state firms try to create their own clhientele and to work i1n ofhicial hours
with the state’s tools and material on their own, thus obtaining unfair advantages against both
independent craftsmen (who assume all the burdens of independence) and employees in large-scale

industry. The paper analyzes some causes of this unsatisfactory state of afiairs.

The organizational decentralization and breaking up of large-scale, monopo-
listic enterprises (which were mostly artificially established with state resolutions
and fusions) and the establishment of smaller, independent organizations is an es-

sential condition of the reform process. This process, started a few years ago,
has come to a standstill after insignificant results—as the studies analyzing the
circumstances of the reorganization conclude unanimously. (1, 2, 3, 4]

[t 1s true that 350 new enterprises were established. However, the reorganiza-
tion—contrary to all expectations—was 1n practice limited to the food-processing
industry and certain services: other areas of the economy were left virtually un-
touched. “T'he reorganizations have not basically changed the onesided structure
of the large state enterprises”—this is how Eva Voszka sums up the facts 12]. The
mentioned studies explain the quick exhaustion of the process of reorganization,
due to the counter-interests of the directing administration and their insistence on
maintaining their previous functions. Because of this, the studies rightly judge
the other steps of the reform—aimed at economic revival-—as having an uncertain
outcome.

The doubts are strengthened by the experiences of the small state enter-
prises, established during the process of decentralization and representating new
organizational forms. Where decentralization has been successful—at least in the
case of the numerical majority of small enterprises—it has become evident, in no
more than a few years, that the organizational change has only brought about a
‘half” solution. Although small-scale organizations have been established through
the dissolution of a few large trusts and enterprises, it is only the sizes that have
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248 T. LAKY: SMALL STATE ENTERPRISE
decreased. The administrative organs directing the reorg_anizatmn d(;d Eot \;tadnl; to
confront the real causes of the decade-long functlon_a.l- disorders, and t ey di I?Ot
make the necessary changes to the framework of activity of state enterprises which
had. even at an earlier date, proved to be unsmtab.le‘. | e

This paper attempts to point out these critical points, by ana yzm-g.the
problems of small enterprises, and showing where we have nf:yt succeeded In go-
ing beyond the old principles and methods which sometimes stlﬁck to the old direct
central management of economy. After all, these are the main reasons why the

form of small state enterprise has not been able to function as a successful way of

decentralization.’

The intention of reorganizing the economic organizational system has called
into being the small state enterprise, as a new form. In 'the private sector Fhe
partnership forms (economic workteams, business partnerships); in the cooperative
sphere the small cooperatives and cooperative specialized groups; 1n the state sector
mainly the small enterprises. The main expectations of the affillated firms (and
the enterprise economic workteams as joint undertakings of enterprises and their
associated employees) were centred on the hope that the organizational pyramid
of the Hungarian economy—now “inverted”—would return to 1ts normal position.?
In compliance with this, the Enterprise Law was modified in 1981; the Minister

of Finance and the Minister of Industry gave joint directives about the economic

criterion of small enterprises.®

The prospective small enterprise have received different advantages to facili-
tate their existence and activity and to promote their versatile adaptation. (A part
of these—such as the right to expand spheres of activity without restrictions on
lines of production—was later extended to the whole enterprise sphere.) The most

important concessions have been:

' This article is based on a more comprehensive study, written in the Labour Research Institute
15]. This study analyzes in detail the partial market of the servicing areas touched upon, and the
circumstances of the establishment of small enterprises on the basis of the yearly data concerning
their activities. I have used here the small enterprises’ balance-sheet data, the reports of the
Central Statistical Office,—the analyses made continuously at different authorities about the
whole servicng sphere and its different areas. I have also used the evaluations regularly made
by t.hn:: Servicing Research Institute. In addition to this—elaborating special questions—Agnes
Oaz?lzi has written an independent study about the situation of car repairs, Klara Czenk: on the
servicing of household and telecommunication appliances, Lajos Hegedis about hairdressing and
Judit Lakatos on the main characteristics of the industrial small enterprises. In this article, I use

numerous condu§i0m. and thoughts emerging from these documents and analyses—sometimes,
albeit involuntarily, without referring to the source.

2 ‘ “e .
The witty figure of the “inverted pyramid” comes from Ivan Schweitzer [6].

3

: Law-dcfcree No.. 20 1981 as well as the Decree of the Council of Ministers 42/1981. /1X.28./
Wh.lCh'l'l’{deﬁEd tl_w lmplementatloEl of the act, as well as the joint directives 347/1981. /PK.25/ of
the Minister of Finance and the Minister of Industry on the economic criterion of small enterpnse.
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— The economic regulation, accounting, and statistical data-supply func-
tions were reorganized into a simplified system (imposing less responsibilities than
the bigger firms had).”

— The taxation of small enterprises became simpler and more favourable
than that of the bigger ones and over recent years it has become even more
favourable. As distinct from traditional enterprises, which are linked to the bud-
get through a complicated system, the small enterprises only make two kinds of
payment into the budget: 18 percent of their gross income (the sum of profit and
wages) and 40 percent of their depreciation allowance are withdrawn from them.
“In the case of small enterprises, in this way the ratio of budgetary payments to
the monetary means staying at the enterprise has been modified to 1:3.” —sums up
a report(7].

— The economic regulation makes special concessions to those small enter-
prises where at least 51 percent of their activities are made up of (personal and
communal) services. The small enterprises functioning in the industry have become,

with only a few exceptions, so-called “consumption servicing” small enterprises.”
— The servicing enterprises—among them also the small enterprises—re-

ceive, 1n additon, a refund from the 40 percent social insurance contribution. This
1s paid after wages, in proportion to the services rendered to the population.

— While the tax burdens of the big enterprises have increased, the small
enterprises and the small cooperatives have receive further allowances: the tax on
their gross income has decreased to 15 percent and the total sum of the deprecia-
tion allowance remains at the enterprise. Although the refunding of a part of the
soclal insurance contribution has stopped, enterprises performing services for the
population are granted a 10 percent tax benefit from the sales returns from the
services performed (deducting invoiced material and part values).

— Finally, according to the regulations, the founding organ cannot deprive
the small enterprise of its assets. On the other hand, financial rehabilitation pro-
ceedings cannot be taken for the enterprise either. If the enterprise’s balance-sheet
shows a deficit or, because of its management, there 1s a shortage of funds and it
1s not able to stop this on its own, the founding organ can liquidate the enterprise.

The legislators have helped small enterprises with many kinds of favours.
The 1dea was that they would complement the activities of the large factories,
carry out “background” industrial activities, be the prime producers (in smaller
batches) of special final produets, and meet the demands of the population—above
all, the demand of the population for services. The directives of the Minister of
Finance and the Minister of Industry especially emphasize that “the establishment

*This principle was extended by the regulations to the establishment of affiliated firms from
the 1st of January 1982, and then to small cooperatives also.

>The small cooperatives and affiliated firms functioning in the form of small enterprises, could
choose this form.

4* Acta Oeconomica 39, 1938
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ted in every branch of the economy’ and they list
he manufacturing industry, the building industry,
hich would be deemed especially suitable for this

of small enterprise can be justl
many dozens of activities 1n 1
and home trade and transport W

organizational form. | R S :
. Onlv three small enterprises were established in 1982, but 1 1983 132, in 1984

148 and by 1985 196 were functioning—of which 160 were 1n Specializef;l branches
of the repéir-servicing industry. In the rest of Ll}e .bral?cl'les of tl.m national econ-
omv their number is insignificant: 13 In the blllldmg industry, 1n t;raﬂr‘mport and
telecommunications only two, in commerce one, and in other “material” branches,
18 (of this 10 in hairdressing); there are two In the healt..h. welfare and- cultural
services. In 1985 21.300 people worked in the small enterprises, ouit. of which about
17.000 people were in the industrial services, 1800 1n t.he-bml(*img midust.ry, 2400 1n
other branches of “material” activities (within this 1700 in hairdressing) and about
100 people in the rest of the branches of the national economy (Ile_alt.h‘ commerce,
intellectual services).® Out of the 196 enterprises functioning in 1989, only one was
established for productive activity (a paper processing enterprise employing hand-
icapped people). The rest—instead of the many kinds of suggested production
activities—were established in different areas of the service sector.

Each of the established small enterprises existed at an earlier date, although
under a different name and in a subordinate relationship. The majority of them
were established by granting independence to the local units of two trusts which
had a nation-wide network (AFIT, dealing with car repairs, and GELKA, dealing
with the repair of electronic household and telecommunication appliances).

At the end of the 1970’s, AFIT was made up of 13 enterprises, having several
sites which operated 68 service-shops in every part of the country, and employing
about 10-12 thousand workers. However, of the service shops only one dealt exclu-
sively with passenger car repair and servicing. The rest, beside the repair of trucks,
also repaired passenger cars—in smaller or bigger proportions. (In 20 service shops
more than 80 percent of the workers, in 5 services less than 20 percent carried out
passenger car repair.) The service shops which became small state enterprises were
those in which the share of passenger car repair was determinant.

The state enterprises had a share of about 50 percent in the total yearly value
of car repair and servicing—performed for the population—until 1974 (within this
AFIT accounted for 4 percent); the cooperatives employing about 6-7000 people

account'ed for nearly 20 percent of this figure, and private small-scale industry,
employing 3-4000 people, accounted for nearly 30 percent.
By the end of the 1970’ |

m
6 . o _ @ -
At the time of writing this article, I did not

- : have access to t
the data mentioned in the artide js the publicati RN . 1000, Thy eduagial

on of the Financial Research Institute. [8]
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share of the cooperatives decreased a little; that of the private small-scale industry
increased to 43 percent.

At the end of the 1970’s GELKA maintained about 320 service workshops—
usually employing less than 15 people and scattered around the country—for the
servicing of telecommunication and electric household appliances. In the service
workshops of GELKA, in 1979 altogether about 4900 people were working; (in the
cooperatives about 1700, in the service workshops of the manufacturing firms, 350).
In these two repair trades about 1600 artisans were working in 1980: 50 percent of
them full-time, 40 percent of them part-time and 10 percent as retired people but
still active.

The determinant part of the value of repairs (expressed in terms of sales
returns) made for the population was performed by the state enterprises until the
middle of the 1970’s (telecommunication 67 percent, household appliance services
40 percent; the share of the cooperatives was 16 and 20-24 percent; the rest was
performed by private small-scale industry /artisans/). By the end of the decade the
share of the private small-scale industry in the increasing demand had gradually
increased (telecommunication equipment 25 percent, household appliances about
50 percent).

This 1s also how 10 individual small enterprises were established out of the
Budapest State Hairdressing Saloon. The Budapest State Hairdressing Saloon op-
erated with 111 shops and 1800 workers. The proportion of the state sector in
hairdressing and cosmetic services was never high: over the decades it gave about
one-tenth of the total of the value performed. The dominant form was the cooper-
ative, with two-thirds of the value performed. The private sector operated mainly
in the countryside. In 1982, 4900 (in Budapest 760) barbers and hairdressers, cos-
meticians, manicure-pedicure artisans and employees, and helping family members
were registered in this trade. In this servicing branch the performance ratios by
sectors, on the basis of ownership, did not change considerably until 1981.

One of the reasons for the administrative decisions on the breaking up of these
large servicing organizations—made after troublesome delays—was the constant
poor economic results of these organizations: comparing the main indicators show-
ing the efficiency of management they fell well behind cooperatives and artisans.
It was hoped that the possibility of greater independence and flexible functioning
would improve results. In the bargaining between the central authorities affected
by the decentralizations envisaged in the central programme for the modernization
of organization 1t was also suggested that sooner or later it “would be better to
take a few organizational decentralization measures, and to show willingness to ac-
cept a reorganization qualified as well-founded by them, in order that they could
act more efficiently in preserving the organizational framework in other cases”. [4]
In the case of a few of the former local enterprises (repair mechanics, building in-
dustry designers), a change of form simply proved more favourable (although with
the independence of the units of the provincial Laundry Enterprise they expected

Acta Oeconomica 89, 1988
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and materials of the enterprise. This creates unfair competition for the enterprise

the easing of their problems, as in the case of the state-run repair services). The
itself. and also for the artisans who bear a major share of the taxes and operating

predecessor of most small enterprises performing intellectual—designer, organiz-

ing, advisory—services, was the sectoral organizing isntitute or educational centre. expenses.
With the abolition of the 3 industrial ministries, only one possible form was given The obvious economic and social problems related to the operation of small

for maintaining their activities: transformation into small enterprises. Therefore, enterprises are rooted in several determining circumstances. In my opinion, and
the past of most two-year old small enterprises generally reaches back, in general, in the first place, they are rooted in the fact that the administration only wanted
ten to twenty years. The transformation did not bring great improvements in their to establish small enterprises by routing, by simply breaking up the big organi-
economic results. In fact, their efficiency indicators lag behind those of other small sations. It did not undertake the truly complicated task of looking for the ap-
organizations (affiliated firms, small cooperatives, and affiliated cooperative firms) propriate form of the numerous service activities. This was principally prevented
using similar simplified accounting.’ by the mentality which insists on the superiority of state property. On the other

— The share of the small enterprises in the sales returns is smaller in every hand, the government—in spite of 1ts intentions—could not find a way to handle
branch of the national economy than their importance measured by employment. the small-scale enterprises in any different manner from the big ones. The neces-

In other words, the staff-proportionate sales returns are the lowest in the small sary standardization of central management and the pursuit of a generally valid

enterprises (321 thousand Forints, as opposed to the affiliated firms’ 767 thousand
Forints). In the small enterprises the wage cost per 100 Forint sales return 1s the
highest (21 Forints). It 1s 15 Forints on average; in the affiliated firms 11 Forints.
The input per 100 Forint sales return is also the highest (86) at these enterprises.
(The appropriate data of the small cooperatives is 65 Forints.)

— According to the calculated profitability indexes (results compared to as-
sets, sales returns, income and resources), the management of the small enterprises
proved to be the least profitable, that of the small cooperatives the most profitable.

— One third of the small economic organizations showing a deficit were small
enterprises. (Another one third came from the small cooperatives, but it is true
that one third of the total loss of 243 million Forints occurred in three affiliated
firms of the building industry.)

— The poor results have come into being in spite of the fact that, out of
the small organizations, the small enterprises (and the affiliated firms) make the
sma'llest payments to the state budget: 11 (the affiliated firms 10) Forints out of 100
Forint returns from sales, as against the average 17 Forints of the small cooperatives
and 13 Forints of the affiliated cooperative firms. In addition, the taxes per unit
01: sales returns have decreased exclusively in the small enterprises (by 19 percent);
with the rest, they have increased (with the affiliated firms by 4 percent and l;he;
small cooperatives by 6 percent).

.The Hungarian public rarely reads about these figures, but they every day
experience the poor supply of most small servicing enterprises, the increase of
fl;lcfs, the r}qn-imprgvement of services offered to individuals and, households, and
B i e soopiis s permne v

_ /1810 oadc : -known, but gets less publicity
t.ha!; in the organizations offering industrial and personal Services—comprisin thé
majority of small enterprises—many people work on their own with the machignery

R o
"Source of data (8] pp. 29-37.

Acta Oeconomica 39, 1985

regulation have quickly integrated the small firms into the existing order of state
enterprises. In addition, the obvious contradictions between the given organiza-

tional frameworks and the activities have made numerous small enterprises operate
at an economically low efficiency; at the same time, they became state-privileged

organizations for unfair individual profitmaking.

Activity, organizational form, property

As regards size and organization, t.h_é legal rules concerning the establishment
of small enterprises only state that “the small enterprises have a much smaller staft
and less fixed assets than the other enterprises functioning in the given sphere of ac-
tivity” . The staff—especially as compared to the usual size of enterprises—is really
small (see Table 1) and this perfectly coincides with the structural modernization
conceptions. Yet the question arises: is there really a need for such small-scale state
enterprises, and if the answer is yes, are they needed where they have actually been
established?

The measures related to structural modernization have, in recent years, just
like the relevant national literature, only kept in view the necessity of modifying
the size-structure of enterprises. They have not examined which form of ownership
and organization would be the most appropriate framework for the given activ-
ity. The approach which concentrates only on size has remained; this 1s in spite
of the fact that in numerous servicing branches affected by the measures of struc-
tural modernization—car repair, hairdressing, servicing of household appliances
and telecommunication equipment, textile cleaning— many years of experience
have shown, that the (mostly diversified) cooperatives and artisans have produced
far better results than the specialized state enterprises.
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