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ABSTRACT

The Hungarian government introduced several preferential methods in the last years in order to 
accelerate privatization and to promote the creation of a wide, strong proprietary middle-class. The 
paper summarizes the empirical experiences with the first and most widespread privatization credit, 
the so called Existence Loan. It describes the key features and modification of the scheme, the role 
of the E-loan in the growth of private business and in the privatization process.  Thereafter the 
different types of borrowers and the emerging ownership pattern are reviewed. Finally, the macro 
and micro economic effects of the E-loan are analyzed, together with the general preconditions 
supporting or obstructing the use of preferential credit facilities in changing the ownership 
structure. 

The paper argues that some effects of the E-loan are undoubtedly favorable. It has supported 
the speeding up of privatization as well as the growth of private business through the expansion of 
existing organizations and especially the emergence of new ones. On the other hand, however, the 
E-loan scheme is a threat from the point of view of both the companies concerned and the economy 
as a whole. The problems with the E-loan concern three critical issues: the biased preference of 
privatization, separating this action from the general economic environment, the credit form of 
encouraging demand and the  risk allocation in the economy. 

"Mass privatization", i.e. some kind of free distribution of state owned assets is widely used in most 
Central and East European countries. Hungary is usually considered as an exception to this rule 
because of its preference to reduce state ownership by sale (Milanovic, 1990, and quoted by 
Mihályi, 1993).

According to the developments of the last three years and especially 1992, the picture is 
obviously more colorful. Each country uses mixed processes, several types of methods parallel. 
Even in Hungary substantial state owned assets are involved in distribution in the form of 
compensation or establishing or restoring the proprietary positions of churches, local governments, 
the social security system and all sorts of foundations. Beside the recent expansion of these 
distribution methods, the idea of "mass privatization" using a credit note form was raised by 
government by late 1992 and early 1993.

Both before and simultaneously with this, however, there have been some methods enacted 
and applied in Hungary which are theoretically capable of achieving the goals of mass privatization 
such as accelerating state divestment and support the expansion of the domestic proprietary middle 
class. These processes are also geared to the specific starting conditions and the recent 
developments of the country.  They can mobilize at least a part of the steadily growing amount of 
savings, involve the existing private business and maintain the role of competition for shareholding. 
The methods include privatization leasing, buying on the installment plan and a variety of 
preferential loans.  These privatization techniques may be regarded as alternatives or 
complementary forms to free distribution. Therefore other countries may draw a lesson from the 
Hungarian experiences of these methods.



The paper summarizes the empirical experiences with the first and most widespread 
preferential credit, the so called Existence Loan (E-loan). Having described the key features and 
modification of the system, it analyzes the available data to show the role of the E-loan in the 
growth of private business and in the privatization process.  Thereafter the different types of 
borrowers and the emerging ownership pattern will be reviewed. Finally, the macro and micro 
economic effects of the E-loan will be analyzed, together with the general preconditions supporting 
or obstructing the use of preferential credit facilities in changing the ownership structure. The paper 
will argue that this type of privatization techniques has some favorable effects, but there are several 
conditions to be satisfied in order to achieve the expected outcome.

1. Characteristics of the E-loan: extension of preferences 

The legal frameworks of the E-loan were set forth in early 1991 by a government decree which has 
been revised every year1. The key permanent elements include the applications, resources and 
distribution policy of the loan2. The E-loan is available only for the acquisition of state owned 
shares, in the cases when the seller is a state organization authorized to exercise proprietary rights3. 
The E-loan is funded from the refinancing of the National Bank and serves exclusively for reducing 
internal state debt4. Thus the swap of state debts to private debts is a crucial feature of this scheme.

The state assets are made available through mandatory public tenders. Bidders must have 
obtained a commitment from a commercial bank. Banks decide about applications in a normal loan 
procedure. The credit can be used in several privatization methods including the small privatization 
of shops and retail trade, the so called self privatization of small and medium size enterprises. The 
preconditions of lending include down payment to be made in cash or compensation notes. 

The modifications made in 1992 and 1993 aimed at expanding the range of potential 
borrowers and sellers and steadily and considerably relieving the terms of credit. 

Initially the E-loan was available only for individuals. The first revision made next year 
extended the range of eligible borrowers to companies founded by private persons as well as 
cooperatives and ESOP organizations. While in the first period only state owned assets were 
available, since 1992 the E-loan can be also used for purchasing securities.  Following the 
amendment of 1993 this facility can be applied to finance the acquisition of shares in companies 
not fully but majority owned by the state.    

After identifying the assets to be state owned on the long run and creating the institutions of 
asset management, new organizations appeared on the scene as potential sellers: the State Holding 
Company, the Treasury Asset Management Organization, the State Development Institute and three 
ministries controlling considerable assets. 

The restatement of the frameworks was accompanied by changes in nearly all terms of 
credit. The interest rate decreased from over 20 per cent in 1991 to 17 per cent in 1992 and 7 per 
cent in 1993. This reduction of the rate took place along with lowering and then once again 
climbing inflation rate to over 20 per cent in 1993. The rate of 7 per cent is not more than a quarter 
of the market rate.

The removal of the ceiling of the E-loan initially set at 50 million forint was also important. 
The specified amount of down payment was reduced while term of credit and the period of non 
payment5 were increased.  The regulations of 1993 identified only two loan categories, below and 
above five million forint.  The minimum down payment is now two per cent and 15 per cent, 
respectively. Term of credit increased from six or eight to 15 years, while the period of non 
payment to three years as against the previous term of one or two years.  (The changes of the plan 
are summarized in the Appendix.)

As an essential change, the Underwriting Co.Ltd. was set up by the government, 51 banks 



and a few interest associations with a total equity of 3,5 billion forint.  The main objective was to 
allow easier access to credit (such as E-loan) for existing or new entrepreneurship with good 
perspectives, where the only problem was meeting the collateral criteria of the banks. The 
Underwriting Co. can guarantee the loans of commercial banks up to 80 per cent (but not more than 
100 million forint) and thus mitigate their risks. The Small Business Guarantee Fund, financed 
from the budget, provides guarantee up to 70 per cent of the liabilities of Underwriting Co.  Thus 
the larger part of the risk is taken by the state.

According to official explanations, the most important consideration in relieving the terms 
of the E-loan was acceleration of the privatization process.  Since this credit is only available for 
purchasing state assets, the establishment and continuous facilitation of this scheme suggest that 
privatization is a high priority for the government. Besides the speed of giving state assets into 
private hands, the terms of the E-loan clearly indicate the intention to influence the character of the 
new ownership structure, namely, the preferential treatment of domestic investors.

This approach became especially emphatic in 1992, when the new government policy 
declared its commitment to promote the creation of a wide, strong Hungarian proprietary middle-
class (Privatization Strategy Team, 1992). In the background of changing priorities, the political 
motivations are obvious. Some groups of the coalition parties have sharply criticized the 
predominant role of foreign investors in privatization. The involvement of wider domestic strata in 
the process was supposed to extend the voters base of parties in power. The more preferential terms 
of E-loan were introduced parallel with enacting ESOP and privatization leasing constructions, 
with extending possibilities to apply compensation notes in privatization and with proposing the 
new plan of credit notes6. Thus, the modifications of E-loan terms meant only one element in the 
politically motivated intention of increasing domestic demand for state assets. 

2. The contribution of the E-loan to the acceleration of privatization

Till the middle of 1993 nearly twelve thousand E-loan contracts were made by the banks, according 
to the Small Business Development Office data. Table 1 shows that nearly 70 per cent of the 
borrowers used the loan to buy shares offered on the OTC market. This means that the 
overwhelming majority of the loans did not serve the creation of private entrepreneurship or the 
growth of the existing ones. Only the number of shareholders has been growing.

The remaining 3500 loan agreements (shared about equally between new and existing 
organizations) are a paltry compared to the group of nearly 800,000 entrepreneurships, even if one 
deal may concern a group of individuals having founded partnerships or ESOP organizations.  This 
fact supports the general statement that private business in Hungary has been expanded mainly 
through creating new companies, without taking part in privatization.  The latter narrow path has 
not been widened significantly by the E-loan. This scheme has played a marginal role in the growth 
of the private business.

This does not mean, however, that the E-loan cannot play a quite considerable part in 
privatization. The share of the E-loan (totaling at almost 12 billion forint in mid-1993) in the 
revenues of the SPA7 was recorded to be 5,9 per cent in 1991, 6,5 per cent in 1992 and more than 
16 per cent in the first half of 1993 (Table 2). This suggests that the improved terms have 
contributed to the attractiveness of the E-loan. The modification of the terms of credit, however, is 
not sufficient in itself, as it was evidenced by the failure to generate any surge in 1991. The quality 
of the privatization supply and some additional preferences (analyzed in more detail below) are 
more likely to be an underlying factor in the 1993 processes. That is, the actual demand for E-loan 
may be affected by several factors over and above its terms.  

In addition to selling shares on the OTC market, the E-loan had an important role also in 
certain privatization programs.  In small privatization more than 2,500 entrepreneurs raised 



preferential loans absorbing more than 90 per cent of the total E-loan facility in 1991-92. The 
ESOP is also financed almost fully from this scheme. The role of the E-loan is smaller though not 
negligible in self privatization. According to the data of July 1993, one quarter of the E-loan was 
used in small privatization, two-thirds in the OTC trade and slightly more than 7 per cent was spent 
on purchasing state assets, including privatization processes initiated by the state, the companies or 
investors.

The distribution of size of loans is an indirect indication of the predominance of OTC 
market and small privatization. In May 1993, more than 80 per cent of the loan amounts were 
below one million and only 2 per cent exceeded five million forint.

Table 3 indicates that most loan agreements were executed by the largest commercial banks, 
majority owned by the state. The number of deals is nearly half a thousand in the case of top list 
banks, even if only the perfected agreements are considered (without taking into account the just as 
time-consuming loan procedures in which the bidders did not win the privatization tender). In the 
portfolios of the big banks, however, even this order of the E-loan represents a relatively small 
fraction. 

Though not in the private business development in general, the preferential privatization 
loan has been a more and more important factor in dismantling state ownership and especially in 
some specific methods. Without this scheme probably less assets or business units would have 
found a buyer - although it is also possible that otherwise more private funds would have been 
mobilized by the parties concerned.  Thus, E-loan supported the acceleration of privatization. 

3. Borrowers and types of entrepreneurs

Most users of the E-loan spent the credit on buying shares, as it has been shown in the section 
above. Unfortunately, there is little information about this group of loans or borrowers.  The weight 
represented by these more than 8000 loans in the total amount of the E-loan is also unknown. The 
proportion in sum is probably lower than the proportion in the number of contracts, because buying 
shares did not require as much money as to buy out a company. The sizeable group of borrowers 
for the OTC market deals is supposed to include small investors spending their savings of a few 
tens or hundreds of thousand forint (or eventually a million) on buying shares.

Most of this type of borrowing was linked to one single transaction, i.e., the privatization of 
the Danubius hotel chain. The new owners hold only a fractional share in the company, without any 
direct influence on management.  Obviously, they did not mean this either but they simply wanted 
to benefit from the opportunity. Besides the very favorable new terms of E-loan, a considerable 
personal income tax benefit and some additional "bonus" (free of charge) shares were offered in the 
Danubius privatization, if the investor keeps his shares for three years. 

There are some important lessons of this transaction. First, it is an evidence of the decisive 
importance of the privatization policy and of the supply in the bids for shares and the related 
amount of E-loans raised.  If the shares of a company are offered with significant additional 
preferences, then, secondly, savings can be channeled into the privatization process. The final 
outcome of this transaction, however, is rather uncertain.  Selling the shares in less than three years 
means to loose a part of the benefits.  The consequent low trade in these shares means that voting is 
difficult for small investors not only by hands but also by feet: they are unlikely to go out from this 
business even if it would be justified by other considerations. On the other hand, after three years 
large amounts of securities will be offered in the market, especially as long term shareholding was 
not the main objective for the majority of the investors. High supply can erode the current price of 
the shares and the actual yield may prove to be much lower than expected earlier. (Investors were 
disappointed also by some other grand offerings, such as the first exercise of the IBUSZ Co. shares 
issue also supported by additional preferences.)  This can destruct the faith of the people in the 



Hungarian money market in consideration of shares as investment opportunities.
Third, the Danubius privatization indicates that a broad group of small investors is seeking 

favorable saving opportunities, in particular when interest rates are decreasing or the terms of 
taxation are expected to deteriorate. This type of shareholding should be regarded as saving rather 
than entrepreneurship. Investing small amounts of personal savings does not support any sound 
existence or create any broad middle class. The causality is just the opposite.

The second group of E-loan applications concerns acquisition of shops or factories is 
probably smaller in number but higher in volume.  As long as the OTC trade of shares was not 
covered by the E-loans the borrowing rates of existing and starting business were more or less 
similar. These statistics, however, may be misleading.  Since the E-loan is available not only to 
individuals but also to their companies, it is reasonable to establish such organizations to mitigate 
risks. These organizations must be formally incorporated - including registration - to have access to 
the loan.  Though not from a legal but from an economic point of view these companies can be 
regarded as starting entrepreneurship just like the other group where employees, or in some 
sporadic cases unemployed people act as borrowers.

Thus the majority of the successful applicants for E-loan consist probably of start up 
businesses. According to the opinion of the participants and our own experiences they fall into 
three distinct categories.  The first category includes so-called "entrepreneurs of inconvenience" - 
mainly employees and managers of an enterprise, who buy out their firm in order to save their jobs 
or maintain their leading positions. Expressing a widely held view a manager of a company under 
self privatization8  said: "If you ask me about the reason of buy-out I must tell that this is not a 
good investment but we did not have any other alternative.  We wanted to keep the jobs of the 
people and our operations.  We supply several dozens of manufacturers.  We had to take this risk 
and we hope to survive."  

If a business is started under the pressure to make a living and not based on a careful 
financial strategy this in itself means that people involved may have to accept unreasonably high 
risks. The extremely favorable rate and terms of repayment of the E-loan may also prompt other 
people to accept apparently high risks: they are "adventurers". High risk is only an appearance, 
however, because the modifications of the E-loan terms have reduced the personal exposures of 
investors. At the same time, considering the extraordinary preferences of the scheme contrasted by 
the uncertainty of the long term credit granting and therefore the lack of any solid basis to build on, 
the situation inevitably leads to growing importance of personal relationships or direct political 
influence in lending activities.  It is also not impossible that the profits earned on the assets 
purchased, may be drained by the new shareholders from the organizations without making any tax 
payments or repayments.

Finally, the third group of entrepreneurs raised the E-loan because they found some 
promising opportunities and wished to start a reliable, sound business, acquiring naturally the 
preferences available. It is probably not far from the truth to assume that this group represents a 
relatively low share compared to the other two categories.

4. Risks of privatization based on preferential loans

Some effects of the E-loan are undoubtedly favorable. It has supported the acceleration of the 
privatization process as well as the growth of private business through the expansion of existing 
organizations and especially the emergence of new ones. Using this loan may guide entrepreneurs 
from the informal economy towards legal business and tax paying, since the customers of banks are 
supposed to be registered firms with taxable operations. 

The problems with the E-loan concern three critical issues. The first one is biased 
preference of privatization, separating this action from the general economic environment. This 



means that the E-loan is only used for the acquisition of assets but not the terms of operating them. 
The new entrepreneurships often have difficulties to overcome even short term liquidity problems 
or to finance the inventory from credit. It is almost impossible to get additional loans because of 
indebtedness. The internal capital accumulation is prevented by high taxes and charges, thereby 
limiting the disposal of companies over their earned incomes and reducing the market at the same 
time.  What is granted by the state on the side of privatization is taken back in the period of 
operating the business.

This conflict, however, is not a sign of an inconsistent economic policy. On the contrary, 
there is a tight logic correlation in the background. The preferences given to some groups in order 
to implement the governmental objectives are financed from growing general tax burdens.  This, on 
the other hand, increases the probability of bankruptcy of the entrepreneurship, including firms 
established by E-loan scheme.  To cover the budgetary deficit, again, the tax level will be increased 
and thus, aggregate demand will be further reduced. It is difficult to break this vicious circle.  The 
mechanism is well known from the practice of the last four decades: the modification of one 
regulatory element can produce some achievements in a certain segment of the economy - at the 
cost of increasing pressure on other fields.

Moreover, the achievement of the immediate goal of the E-loan defined in promoting the 
share of private ownership is also in jeopardy. If a good part of business created or expanded from 
this preferential loan are pushed into bankruptcy that means renationalization on the short run. The 
bankrupt firms will be transferred to the lenders, i.e., the banks which are often majority state 
owned and directly to the state through the underwriting system. Any further attempts of 
privatization will mean to try to sell still more devaluated assets at still worse financial terms. 
Thus, privatization through the E-loan can prove to be a temporary and easy to reverse step in the 
long process of transforming the ownership structure.

Another problem is connected to the very nature of privatization. The assets involved are 
often corroded state owned companies without markets and with a bad liquidity situation. Under 
such circumstances many of the firms offered for sale may not have the capacity go generate 
enough profit to cover its repayment liabilities.  Bankers suggest that not the credit facilities 
available for privatization are scarce but reliable businesses. 

This also touches upon the second group of problems, namely, the lending form of 
encouraging demand. From the point of view of the firm concerned, it is clear that it id heavily 
indebted and most of its property serves as a collateral. This leads to ongoing profit drain from the 
company and reduces the scope of maneuvering (including acquiring external finance for 
continuous operations or modernization). All these challenge its long term viability. 

The second issue here is the total amount of E-loans. According to banks, credit supply is 
exaggerated both compared to the privatization offerings and to the number of entrepreneurs with 
business experiences. On the other hand, entrepreneurs feel that the money market is even now 
dominated by excessive demand. There are more good business opportunities, they say, than the 
banks are ready to finance. Their expectation is that the banks "must support entrepreneurships". 
This traditional paternalist perception of roles fails to consider that the bank is a business itself 
calculating risks and returns just like investors, as a pari passu partner (neither a superior nor a 
charity organization).

The conflict between these two approaches is not resolved but worsened by the preferential 
characteristics of the E-loan. Entrepreneurs tend to overvalue their own competitive and financial 
opportunities, partly because they do not have any other option but to buy the shares of the state 
and partly because using this loan exposes only a marginal risk on their personal assets.

This concerns even the third group of problems, namely the risk allocation in the economy. 
Due to low personal investment and collateral, the exposure of entrepreneurs is minimized.  Since 
risk is one of the key criteria of entering the market, the term "entrepreneur" cannot be applied to 
the users of the E- loan but with considerable limitations. Following the modification of the terms 



of credit the exposure of the commercial banks has also been mitigated and therefore, unlike in the 
case of extending the scope of other preferences, the conflict between the views of banks and 
borrowers is alleviated.  The lion's share of lending risk has been taken by the state not only 
indirectly but also directly by setting up the underwriting system. Here, once again, we are dealing 
with the same phenomenon at the times of planned economy: privatizing profits and nationalizing 
losses. This model of risk sharing can activate the same spiral as the one outlined in connection 
with the preferences.  The exposure of the state must be covered by more heavy taxation leading to 
increasing the very risk (higher probability of bankruptcy of the firms) which was already high 
enough to trigger the vicious circle.

Thus, the E-loan scheme is a threat from the point of view of both the companies concerned 
and the whole economy. Indebtedness and mortgaging assets are the most serious hazards on the 
micro level. This can frustrate the operation on the short run and inevitably suggests the limited 
availability of funds for modernization.  In the given circumstances the opportunity for internal 
capital accumulation is also limited. Therefore a large group of firms is threatened by bankruptcy.

The macroeconomic threats include the reversion of privatization and bankruptcy cycles. 
The occasional drives to grant preferences result in sudden increases in borrowing. Consequently, 
there is a substantial danger of bankruptcies also coming within a short time after the period of non 
payment. Bankruptcies lead to renationalization and further deterioration of privatization chances.

The second group of macroeconomic threats is the ticking time bomb as far as the risk of 
government deficit spending is concerned. The preferences and the mitigation of risks of 
entrepreneurs and banks are ultimately financed by the state budget. That is, the entire community 
of tax payers foots the bill by growing inflation, ever increasing taxes, and most importantly with 
the burdens of deferred real economic growth.

Thus, the expansion of the scope of preferential loan as a privatization tool and the 
definition of the types and degrees of preferences has to be handled by due precaution. In my view 
the primary obstacle to privatization in Hungary today is not lack of liquid capital. (That is why the 
attempts to free distribution of assets are missing the point).  The main obstacles are the 
deteriorated state of government owned assets, the shrinking of the market, the high level of 
taxation. Because of these reasons it is not worth while to start a business or to expand it by buying 
shares from the state. Therefore, the government should shift the emphasis from the role of direct 
seller to a system of indirect regulations designed to encourage the participation of investors in the 
privatization process and to offer them a good chance of success.  The risk analysis of the E-loan 
supports the view that the most critical task to be assumed by the state in the process of changing 
the ownership structure should be to codify transparent and stable laws and regulations and 
improve the general business environment, including the whole system of income generation, 
taxation and the development of financial institutions.

Supporting the establishment of investment trusts, risk funds and non administrative 
underwriting systems would be important steps in the process of withdrawal of direct state 
decisions. Each of these steps could reduce the expenditures and underwriting role of the budget, 
thus it would mitigate the risks of the community. According to experts, implementing privatization 
through credit overburdens the banking system and involves them even in cases when the use of 
equity capital would be more appropriate. This way the financial position of the banks would be 
improved and the companies would not carry the high debt load only for the sake of ownership 
change. Increasing personal investments and risks is important not only from the point of view of 
better balance sheet but it would assure more personal commitment from the part of the 
entrepreneur. Under such circumstances the instrument of credit could function as it is supposed to 
function, i.e. prepayment on future gains - without any undesirable side effects.

Finally, let me stress that this is an important lesson to be learned regarding all the attempts 
to accelerate the privatization process. The long term effects of these steps are uncertain because 
they do not influence only the rate of ownership change but they also affect the opportunities and 



risks of different strata and that of the firms concerned. Thus, they contradict to the principles of 
fair competition.
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