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Summary

A large number of small and medium-sized farms have been established during the changes of the ownership structure of Hungarian agriculture in the 1990s. One of the most important economical problems is connected with financing their operation and development. The reasons originate partly from the characteristics of the change over, and partly as a result of the general economical environment. Based on representative surveys the capital provision of the enterprises, the characteristics of the owners’ behavior, the development of connections between enterprises and banks, and the functions of subsidy in the life of the farms were analyzed. It was established, that the small and medium-sized farms are typically ‘under-capitalized’. The own liquid resources are of too low a level to ensure undisturbed financing of farm operation. The cost of credit is often not back during the long production cycle products. This is why the demand for subsidy by farmers is large. The function of the subsidies was analyzed also based on models. It was established based on interviews with farmers and the results of modeling, that subsidies have not only advantages, but they also have economically harmful effects, and there are many dangers hidden in them.

Introduction

The majority of the financial difficulties experienced by a large number of small and medium-sized enterprises which evolved during the transformation of the ownership structure of Hungary’s agriculture derive from methods of financing operation and development. The reasons for the above difficulties originate partly from the special characteristics of the transformation process and partly from the general economic environment.

In researching this theme, the research activities conducted at the Technical Institute of the Ministry of Agriculture and, within the framework of PHARE’s IPP
 at GATE GTK have to be mentioned as preliminary research programs, and as bases for some hypotheses.

Based on our representative survey in our opinion, the main problems of agricultural enterprises in connection with the theme of our research are the following:

· The capital accumulated is minimal, the extent of liquid resources is nil;

· Most of the agricultural activities in which agricultural producers are engaged have a low level of income productivity;

· The cycle by which capital is returned is generally long;

· There is great uncertainty concerning profits, while the level of risk in the production process is high;

· There is a lack of inclination toward co-operation among entrepreneurs, or they are only moderately motivated to cooperate;

· The need for governmental regulation on the producers’ part is great, as is the desire to interfere on the government’s part;

· On a governmental level, long-term economic-political priorities are absent or difficult to apply to the whole of the agricultural sector;

· As a consequence, a stabile, predictable conditions are lacking;

· The sector’s levels of input and output are permanently unsynchronized;

· The outside resources necessary for the operation of enterprises are difficult to secure, enterprises face difficulties concerning creditability, the burden of interest rates and subsidy-dependence;

· The extent of the desire of founders (those engaged in the business) to extract profits from the enterprises.

During the course of our research we dealt with a great many aspects of the above- set of problems. In the present article, keeping in mind some important microeconomic aspects of these and emphasizing a few of the most important findings of our research, we have found the following:

Capital Provision of Enterprises

The first question is what should be considered a small- or medium-sized agricultural enterprise. During the course of our research, under the terms ‘small- and medium-sized agricultural enterprise’, we grouped production sites that a.) dealt with the production of goods, b.) engaged in economic activities for the purpose of generating profit, c.) whose economic volume, as compared to the given goals of production, requires low- or mid-level resource (active and passive work) exploitation, d.) the amount of profit produced ranks the enterprise into the lower quatrain, e.) the ability to reproduce resources is lower than average.

For the purpose of quantifying the data, the KSH
 uses area and the number of animals per unit, while the method used in a number of foreign countries ranks agricultural enterprises according to the amount of income, which ensures the observation of differences arising from the various levels of production-intensity in the process of determining the economic size of agricultural enterprises.

The vast majority of small- and medium-sized agricultural enterprises have been formed during the transformation process with less than the necessary and economically-justified base capital. The distribution of machinery from former large scale production units did not result in a sufficient level of equipment for small- and medium-sized agricultural enterprises.

The acquisition of land did not require capital in most cases. Land acquired by partial ownership in former co-operatives or by means of compensatory bids, in most parts of the country- were sold at very low prices or not sold at all, due to the limited circulation of land. Land which can be sold at favourable prices is not used for agricultural production.

Most of the farmers worked in agriculture before the change in the political system. During that time they did not accumulate capital, partly due to the fact that the income achievable in this sector was mostly inadequate and the subsistence (‘live for the day’) approach was much more common, and partly because the process of accumulation, naturally, was primarily aimed at the purchase of non-perishable consumer goods.

The lack of base capital caused constant problems in the operation of enterprises from the beginning. Very often farmers are unable to finance the usually modest budget of a single production cycle, which forces them to apply to financial institutions for their credit needs, while at the same time, their creditability, as far as colateral is concerned, is low or does not exist, due to their financial status. In most cases, they may become acceptable financial partners through the help of some guarantor (integrating body, government), but even then, they are ranked among the least dependable partners. For the same reason, there is very strong pressure on the sector’s ministry and, indirectly, on the Hungarian government to support this group of entrepreneurs.

Owners of small and medium-sized agricultural enterprises, either openly or in a disguised way, seek to achieve profit levels that far exceed the productivity of their enterprises, in order to cover the financial needs of their families and ensure a standard of living far below that of urban families, thus reinforcing the lack of capital in their enterprises. With certain exceptions, concerning tendencies, it can be said that the amount of profit increases proportionately to the size of the enterprises, which means that there is an evolving need to create reasonably-sized production sites and concentrate these as well.

Credit-worthiness of Enterprises

The banking system is not capable of dealing with most of the small and medium-sized agricultural enterprises on a business basis. The vast majority of these enterprises do not have bank accounts at all, or their bank accounts do not contain substantial amounts, they do not have personal references and definitive, enterprise-like banking backgrounds. If the businesses keep accounts, it is done in a way that is not entirely satisfactory, and the documents reveal deficient management for decades, in most cases. Entrepreneurs are not prepared to engage in business negotiations on such a large scale; there is a lack of basic communication skills among agricultural producers. The banks’ groups of partners are constituted from a set number of entrepreneurs. The recent collapse of certain banks caused other financial institutions to be more cautious, the result of which is that banks aspire to exclude from their services clients who may be considered ‘risky’.

Credit institutions dealing with mortgages cannot be expected to participate in providing credit for land to a greater extent until the present limitations on the sale of agricultural lands are loosened, and a real circulation of agricultural lands increased, leading to a more realistic and market-based appraisal of the value of lands. On the short term, we should abandon the belief that providing mortgages would create new resources for the execution of greater agricultural investments and purchases of agricultural lands.

Co-operation of Farmers

Among small and medium-sized agricultural enterprises there is a great lack of trust and desire to co-operate. The main goal is to obtain the maximum profit, even if this does  harm to other partners. Consequently, the maximum private profit is usually lower than the optimum income achievable through co-operation. The scattering of ‘common pastures’ leads to an increased loss of income for farmers, which in turn causes a great deal of vulnerability.

In this respect, great improvement could be connected to the activities of sales and purchase co-operatives, machine-leasing co-operatives, the spread of machinery and production site supporting co-operatives, their support and motivation. By putting aside a natural distrust of agricultural co-operatives, which from some aspects may be considered productive, and operate within the framework of valid laws, entrepreneurs should accept these as economic realities, and encourage the organic development of cooperatives in order to fulfil the role of an integrating force or a coordinator in the local or regional agricultural sector.

Modeling of Production Financing

Liquidity problems of small and medium-sized agricultural enterprises are further increased by the fact that the majority of these enterprises do not aspire to reduce the risks hidden in the production process or the harmonization of financial matters. A product structure which truly responds to the demands of the market and is based on products requiring a shorter production cycle and an even distribution of income, or a longer production cycle (which allows regular product release and produces profit over a longer time interval), can decrease problems of liquidity to a great extent.

The time interval between the substitute expenditure (EH) and substitute income (IH) stands for the advanced interval, also called the general time interval, in which enterprises return invested money (Figure 1). (The extent and size of substitute expenditure and income is equal to the total amount of expenditure and income, while their place in time is equal to the weighted average of their occurrences in time.)

In the case of crop production, the distribution of investment (Ei) is asymmetric, the place of EH in time is different from the middle of the production cycle. There is little difference in the distribution of individual investments (Ei) in time (TEI), due to agricultural-technical limitations. For this reason, the probable place of EH in time (TEH) may be well determined (with a narrow confidence interval). The size of EH is virtually independent of time. Realization of income (Ii) may be executed over a wide time interval, the nature of its distribution may not be modeled in advance, its distribution is scattered. Consequently, the expected place of IH in time may be determined only by a wide confidence interval. However, TIHmin, , which stands for the earliest date of substitute income, may be determined relatively accurately. The amount of IH may vary significantly in time, and its nature is described by the following function: -ax2+bx+c, (a>0).

The projected minimum time interval ((Tmin= TIHmin- TEH) may be predicted with great certainty. In the case of the crop production model shown by figure 1., (Tmin=197 days. In a general case, (T may be increased by 60 to 120 days. The investment’s and expenditure’s interest costs, or unrealized profit, counting with a figure of 0.7% to 1% per 10 days, is 18 to 32% percent of total investment.

In the case of milk production, both the investment and the profit areas are well balanced, evenly distributed and symmetrical. (Tmin=15 days. This number generally does not exceed 30 days if the enterprise has a satisfactory relation-system.

Pressures created by liquidity problems of enterprises may be eased by the establishment of a proper production structure of production sites and the production of goods that require a short interval of preliminary investment in volumes that the market is capable of absorbing (in this case, we do not deal with the additional demand for resources connected with the investment).

Economically Tolerable Interest Rate

We examined the level of interest rates which production sites are capable of dealing with. For the purposes of estimating this level, we have worked out a correlation. Starting from the presumption that the purpose of an enterprise is to realize profit, or in other terms, the annual income of the enterprise (Ia (0), and the income is equal to the difference of the enterprise’s total annual income (IT) and total annual expenditure (ET), making the necessary substitution, we have arrived at the following correlation to estimate the level of economically tolerable interest rates (rmax%):



.

rmax%= economically tolerable (feasible) interest rates (%),

(e = income-utilization modulus (the ratio of income used to finance interest rates) 

(0<(e(1),

cj0%=the rate of profitability given 0% credit (%),

ah%=the average annual ratio of interest rates in the total outlay of the production site (%),

an=ratio of credit-usage (average use of outside resources) (day/360days).

The amount of the (e ratio is mostly based on the decision of the entrepreneur. As indicated by the correlation, the economically tolerable interest rate is directly proportional to the production site’s level of profitability, while it is reciprocally proportional to the extent of outside resource-use and the time of using outside resources. It does not depend on the level of interest rates, in relation to profitability, there is a close correlation with input/output prices, as well as the inner efficiency of the economy. 

Figure 2 shows the surface of economically tolerable interest rates, a few numbers of which are given in Table 1.

In accordance with the above facts, it can be stated that given a high ratio of credit use and a long period of outside resource-use (which is very characteristic of small- and medium-sized agricultural enterprises), in addition to a level of average profitability of 8 to 10%, a 50% to 70% usage of outside resources and a ratio of 0.8 to 1.2 credit use, the level of economically tolerable interest rates is around 12 to 15 %-points ((e =0.5 to 0.8). If the ratio of self-generated resource use is increased and the time of using outside resources is shortened, enterprises become less sensitive to the level of interest rates.

Farm Subsidies

Due to their role in the finances of enterprises, we have to mention farm subsidies as well. In the case of a number of subsidies for agricultural enterprises, there is a significant confusion of economic and social aims. As a result, governmental goals are not always clear. The system of subsidies, by the allocation of centralized resources, should represent a clear system of values.

It must also be emphasized for economical rationality, that in the case of subsidies, which are so important in terms of agriculture, grants serving directly economical aims, the development of rural life, preservation of the environment, and social allowances must be clearly distinguished. The role of grants for the preservation of the environment must be increased in the future also in the Hungarian agriculture, but this must be consciously dissociated from allowances serving the regulations of commodity production.

Based on our research, we found that depending on the conditions, economic health and vigour of different economic organizations, subsidies may serve as medicine, aphrodisiacs, stimulants, or even depressants.

Subsidies are advantageous if:

· They help to overcome small, short-term difficulties originating from outside factors of otherwise strong, economically healthy organizations. They promote entrepreneurs’ preparedness for difficulties of that nature, and thus contribute to the development of the enterprises’ economic health;

· Serve the purpose of invigorating the economy by means of short-term, macro-economically justified subsidies that meet the demands of the market, leading to economically healthy organizations;

Subsidies are disadvantageous if

· They serve the purpose of keeping alive an economically unhealthy organization; the social problems of the entrepreneur and the economic difficulties of the economic organization have to be separated, and the latter dealt with consistently, strictly and with economic rationality, while, in case of the former, there is place for social support. However, the two should not and must not be confused.

· Dependency develops on the part of entrepreneurs due to the fact that when the demand for realizing the changes of economic life and adapting to these changes ceases to exist, the entrepreneur is placed among artificial conditions, losing his sense of reality and not making business decisions on a realistic economic basis. At the same time, the above dependency situation leads to an urge on the entrepreneurs’ part to obtain subsidies by any means and, as a result, entrepreneurs do not react to economic changes through economic adaptation, but aggressive and demanding behavior mechanisms;

· Even in the case of healthy economic organizations they may decrease the efficiency of defense mechanisms and cause economic organizations to become ‘lazy’, which in turn increases their vulnerability to economic difficulties.

Conclusion:

Based on the above facts, subsidies should be aimed at promoting the enforcement of real economic priorities, and a separation of economic and social subsidies should be welcomed.
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Figure 1. Expected time interval necessary to realize productive investment and expenditure
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Figure 2- Changes in economically tolerable interest rates with regard to the ratio of credit and credit-use ((e =1, cj0%=10%)

Table 1- A few representative examples ((e=1) of economically tolerable interest rates (rmax%)

	Average profitability ratio 
(cj0%)
	Average annual ratio of credit (ah%)
	Ratio of credit-usage 

(an)

	
	
	0,6
	0,8
	1,0
	1,2

	(%)
	(%)
	(%)

	
	70
	12
	9
	7
	6

	5
	50
	17
	13
	10
	8

	
	30
	28
	21
	17
	14

	
	70
	17
	13
	10
	8

	7
	50
	23
	18
	14
	12

	
	30
	39
	29
	23
	19

	
	70
	24
	18
	14
	12

	10
	50
	33
	25
	20
	17

	
	30
	56
	42
	33
	28

	
	70
	36
	27
	21
	18

	15
	50
	50
	38
	30
	25

	
	30
	83
	63
	50
	42
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