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P

Ádám Török – Ágnes Gyõrffy – Ilona Hernádi*

Public procurement, competition
and protection of the state's
financial interests

PUBLIC PROCUREMENT AND ECONOMIC
TRANSPARENCY

The purpose of the research and the
concept of public procurement

What would Michelangelo's Pieta or David be like
if they had been procured under the rules rele-
vant for government contracts in the early 2000s
in Hungary? What would have happened if
Michelangelo Buonarotti had been excluded
from the procedure, because he had failed to sub-
mit the copy of the certificate to prove his quali-
fications when corrections were requested?
What would the London Saint Paul's Cathedral,
the Chartres Cathedral, the Redoute of Budapest
and the House of Parliament look like if a public
procurement procedure had been launched for
their construction? Why so many allegations,
rumours and accusations and often unverified,
but unceasing suspicion of corruption in connec-
tion with the Hungarian public procurement
procedures? Would it really be the necessary, but
costly (and according to some, not really effec-
tive) tool to reduce corruption?

In our paper we are seeking answers to these
questions. It makes the study of the subject area

of public procurement more difficult that
researches conducted in this field are not detailed
and comprehensive enough, thus offering very
few fixed points for the further analysis of the
topic. The majority of Hungarian researches
approach this issue from a legal point of view. On
the other hand, we have embarked on elaborating
the subject (i.e. the system of procurements con-
ducted from public finance resources) expressly
as an economic question. After reviewing the
theoretical background, and by outlining the
state of affairs of the Hungarian public procure-
ment market, the research wishes to present
alternatives for the possible development paths. 

Hungarian legal definition 
The principal legal regulation relevant for pub-
lic procurement in Hungary, i.e. the Act on
Public Procurement (PP Act), originally
adopted in 1995 and last amended in 2005, was
made by the legislator “…in order to ensure the
transparency of public spending and to
improve control of the appropriation of public
funds, and to ensure fair competition in the
course of public purchases”. 

The possible objectives of public 
procurement
The Hungarian Act in force is clearly aimed at
transparency, the “clean” use of public funds,

* The authors express their thanks to Szilvia Nádor for
her assistance in preparing the study.
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and the economic consideration, namely the
regulation of competition, only appears as a
secondary objective. This is apparent in prac-
tice, when looking for an employee involved in
public procurement at a public procurement
actor – whether a contracting entity or a ten-
derer –  we will be referred to the legal depart-
ment, or in the case of a smaller firm, to the
company lawyer, or perhaps to an independent
company preparing applications. Apart from
very rare occurrences, public procurement is
not handled by the financial, commercial or
purchase department, although from the mate-
rial aspect of the process, they would be con-
cerned in it.

These presumptions support the view of eco-
nomic operators that the main aim of the PP Act
is to reduce corruption. Yet, back in the early
1990s, there was still an economic policy objec-
tive behind the development of the Hungarian
public procurement system and regulation, but
it was later lost. For the total liberalisation of
imports performed in three years was not cou-
pled with the introduction of a regulation that
would have allowed for the supply-side of the
Hungarian economy to adapt to the sudden
change in the conditions of competition. That is
why many suggested, on the basis of Far-
Eastern examples and World Bank recommenda-
tions made that time, the introduction of the
public procurement system in such a manner
that domestic producers and service providers
could compete in public procurement, at least
for a transitional period, under a certain smaller
level of positive price discrimination (Török,
1996, pp 163–165). Consequently, the bid price
of a domestic supplier exceeding by maximum 5
per cent that of a foreign supplier would have
been considered identical with the latter, but
naturally all other parameters would have been
judged under identical conditions. 

In the Guidelines1 concerning the use of
World Bank loans for public procurement pur-
poses, out of the four major requirements set

out for sovereign borrowers, the ones men-
tioned first are economy and efficiency, equal
opportunities of the actors participating in the
procedure from any country, the development
of construction and manufacturing industries
of the borrower, and the requirement of trans-
parency is only listed after them. Similar com-
ponents were to be found for some time in the
public procurement interpretation and practice
in the European Union (El-Agraa, 1994). 

Some theoretical questions of public 
procurement 
From the perspective of economic theory, pub-
lic procurement represents a special form of
the market structures. There is monopsony in
public procurement, but with varied forms
within it. It means a different market structure
when public procurement tenders are
announced for a central mammoth investment
and again different when bids are invites for the
annual copy paper purchase of a local govern-
ment. The more homogenous a tenderer (i.e.
the more similar actors there are on the mar-
ket) and the smaller the value of a public pro-
curement, the more closer the procedure is to a
fair competitive situation. The more differenti-
ated the tenderer is, or perhaps the more polit-
ical power it has and the higher the value of the
good to be purchased, the more closer the situ-
ation is to monopsony. 

Therefore, in public procurements we can
hardly speak about the operation of market
forces and the blessed activity of Smith's invisi-
ble hands, in general, among others for the fol-
lowing reasons:

• in the majority of cases, the procedure –
save the recently instituted competitive
dialogue – does not allow the iterative
“approximation” of the supply and
demand sides”; 

• products can rarely be treated as homoge-
nous, services even more rarely; 

• entry to the market cannot be considered
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smooth, since the regulation of public pro-
curement procedures has become so com-
plicated that it makes generally necessary
to involve a lawyer, and above Community
thresholds, it makes mandatory to involve
a public procurement expert both at the
tenderer and the contracting entity sides.2

The exhaustive regulation aims to correct
these deficiencies. As a result of what has been
described above, public procurement in itself
has limited ability to move the economy
towards the optimal state of perfect competi-
tion.3 What can be achieved is diminishing the
market-distorting effects of corruption by
guaranteeing the transparency of procedures.4

Laffont and Tirole point out that it difficult or
rather expensive for the practice of shaping
public procurement procedures to reflect all the
requirements that can theoretically be set out.
Such requirements include, for instance, quality,
compliance with delivery dates, the financial
stability of the winning candidate and the
observance of all adjacent – e.g. environmental
– regulations (Laffont – Tirole, 1993, page 560).
In the authors' view, there are two main reasons
why it may pose a problem.  One is that the ten-
der requirements, also expressed in money,
must be adequately weighted by the tender
announcer in the invitation to tender, but the
weighting – even if the possibility of corruption
or unlawful influence is totally excluded – may
only reflect its own level of information (the
problem of asymmetric information). 

The other reason can be traced back to the
classical problem of principal-agent5, which is
also regularly present in public procurement
procedures. It occurs often that certain
important tender parameters are set by the
tender announcer instead of the principal,
because it did not receive a sufficiently
detailed list of requirements either due to
principal's negligence or absence of informa-
tion. According to Laffont and Tirole, both
reasons may contribute to collusion between

the tender announcer/evaluator (agent) and
tenderers, which in the two authors' logic
practically means that no fair public procure-
ment tender is conceivable (Laffont – Tirole,
1993, page 560). 

In a properly functioning democratic politi-
cal system, however, this still does not mean
that the public procurement procedure may
inevitably cause permanent damages to the
state or to taxpayers even in the long run. In
principle, rational voters will withdraw their
confidence from political decision-makers who
manage budget resources in a wasteful or inapt
manner (make inefficient transfers) (Laffont,
2000, page 9). It is, of course, doubtful that in
any society rational voters can be found in suf-
ficiently large masses to deter decision-makers
from such wasteful activities. It is also doubtful
whether it is worth withdrawing confidence
from mismanaging politicians when there is no
other group of politicians who can be expected
and undoubtedly be able to handle public
spending affairs efficiently. 

A further theoretical problem within the
operation of the public procurement system is
the set of interests of the agent, i.e. the entity
announcing and evaluating tenders, which not
only fails to exclude collusion, but, in a more
general sense, makes it more difficult for the
entity to adopt a uniform strategic behaviour.
For state regulatory organisations consist of
three kinds of employees whose unity of inter-
ests and co-operation cannot always and neces-
sarily be guaranteed (Viscusi, Harrington,
Vernon, 2005, page 373).6

The public procurement procedure can also
be interpreted as a situation (Esõ, 1997), in
which the purchase of a good (good or service)
is conducted through an auction or another,
centralised market co-ordination mechanism in
such a way that there is a state organisation on
the demand-side. The task is, as a matter of
course, to determine the optimal form of pur-
chase from the perspective of enhancing social
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welfare, but in order to do so, it is indispensa-
ble to identify the type of the good.

In macro-economics, the following cate-
gories of economic goods are distinguished:

• ordinary good: it is homogenous, its quali-
ty is constant, independently from the
producer, or information on its quality can
be obtained by the buyer at no cost (for
example, stock exchange commodities);

• search good: its quality is known before
purchase, but it is expensive for the buyer
to obtain information on it, or the quality
is only ascertainable subsequently, after
consumption, but it is verifiable before
court (for example, lunch in a restaurant,
fruits bought at the market);

• experience good: its quality or some of its
components are not observable in advance,
and no previous experience is available
about it and it cannot be set out in a con-
tract (unique goods, new technologies of
which little experience is available).

In the case of ordinary goods, the most
favourable result is attainable by the reverse
auction, whose real practical implementation
will be the electronic (e-) public procurement.
In the case of experience goods7, it can be
demonstrated that price competition is defin-
itely not the optimal mechanism, since the lack
of experience about the quality soon leads to
the appearance of counter-selection and to
lower quality (Esõ, 1997). Econometric models
indicate that the so-called restricted auction is
the best option, more precisely, the Vickrey-
tender restricted by individual price floors.8

As regards search goods, it is hard to recom-
mend an optimum auction mechanism, and
such recommendation is not to be found in the
specialist literature. This is probably the type of
good where the best solution is to seek a tailor-
made mechanism for the individual, specific
good – the latest amendment to the Hungarian
law more or less provides for that by widening
the types of procedures. 

The exclusion of competition does not yield
the desired result even in respect of unique
goods. It may be justified to apply individual
treatment for experience goods, but only with-
in a tailor-made competition mechanism for
the good in question and within the framework
of the law. The electronic auction, most com-
parable to perfect competition, is only practica-
ble for ordinary goods.

About the history of public 
procurement

General history
Ever since the state as such existed there has
always been public procurement, although the
content of the term and the manner of regula-
tion often changed in the meantime. 

Even the ancient Greeks grasped the oppor-
tunities offered by public procurement, and it
persisted all throughout the history, but right
until the late 1800s the verbal form was gener-
al. This so-called auction (licitatio) procedure
was an extremely effective institution. It was,
however, difficult to control and was poorly
documented, and publicity as a requirement of
modern times was presumably ignored several
times.9 (The change in the meaning of the orig-
inal Hungarian word – i.e. “kótyavetye”
(squander) – for public procurement is telling.)

It was an important milestone in the history
of public procurement when in the second half
of the 17th century written records were
ordered for public works and public supplies
regarding the French royal estates. Jean-
Baptiste Colbert (1619–1683), statesman under
the rules of King Louis XIV, was the first to
introduce the form of competition where bid-
ders had to submit their bids in writing.
Tendering was, however, not regular at that
time. Those who became purveyor by appoint-
ment to the King could lose the orders of the
court only  by falling from grace and not
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because of other offers of lower price or high-
er quality.

The first written public procurement regula-
tions – naturally under different names in those
days – date back to the 19th century, the time
of the establishment of nation states and the
fast-pace advancement of industrialisation.
Their common feature is the advocation of
protectionist economic objectives. The first
laws concerning public procurement were
passed between the two World Wars both in the
United States and Western Europe. It was the
time which saw an increase in the state's eco-
nomic role and the concentration of a higher
ratio of income in public finances.

It was in the 1960s that procurement
acquired increased significance when its service
functions related to public administration, edu-
cation and health-care came to the fore. Public
procurements attained an increased role and
the taxpayer could feel that through publicity
and controllability he had a say in the decisions
taken on the use of his tax payments.
Government purchases were not always con-
ducted through tendering: the so-called system
of “royal purveyors” was wide-spread.  In addi-
tion to the competitive environment now
becoming more general and to the requirement
of efficient controllability over public spend-
ing, the growing power of more and more sup-
ply-side actors to exert legal pressure made ten-
dering necessary for government contracts. 

This trend was reinforced by the liberalisa-
tion of world trade, mainly because of the
requirement of international transparency.
Owing to not only an even stricter compliance
with the transparency requirement but also to
the opportunity to enhance legitimisation and
obtain votes by the frequent reference to trans-
parency, the attention of political elite groups
was directed to the advantages to be expected
from introducing the public procurement
regime. The frequent reference to the protec-
tion of public funds, as well as its justification

by citing legal facts are at least as essential for
the future of certain elite groups as  the actual
protection of public funds.

The general evolution of public procurement
can be summarised as follows. In the first stage,
the key consideration is economy and the aim
is the lowest price possible. In the second stage,
the use of written records appears and docu-
mentability becomes an objective. In the third,
the range of objectives is further widened, and
economic policy objectives (protectionism,
support of certain local groups) are added to
the previous ones. Finally, in the fourth stage,
the range of objectives narrows: the protec-
tionist goals are rejected by economic liberal-
ism. It is here that transparency and controlla-
bility gain priority.

Development of the Hungarian public
procurement regulation
The first regulation, aimed at public procure-
ment, was adopted in Hungary on 5 December
1887 governing public supply contracts in rail-
way construction. It was enacted by Gábor
Baross, who – as Minister of Commerce – con-
sidered the development of the domestic
industry utterly important. However, this reg-
ulation can still be looked upon as a publication
only intended for guidance with no real legal
effect. In terms of its economic goal, it was
clearly designed to be a tool of industrialisation
in Hungary.

The first general regulation was published in
1893 under the title 'Rules regulating the
authorities' acquisition of the needs of industri-
al and agricultural products and the contracting
out of industrial works'. The first binding legal
regulation dates back to 1907. The Industrial
Development Act of 1931 and later the Public
Supply Regulation concerning public procure-
ments were conceived as a part of the new eco-
nomic policy after the Treaty of Trianon. The
latter10 was drafted in a completely new struc-
ture, which to date has a significant influence
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on Hungarian public procurement codification.
For unlike the foreign systems, the Hungarian
one provides a single regulation, in a code-like
form, for governing the domain of the public
procurement law with special regard to the
subjects and objects of procurement. These are
separately regulated in other legal systems.11

The goal of the regulation also changed.
While earlier Hungarian regulations placed the
emphasis on the development of the manufac-
turing industry, the new provisions envisaged
the protection of craftsmen and the small
industries they represented. The Public Supply
Regulation governed the details of the tender-
ing procedure, the terms of delivery, the rules
of taking decisions on bids, the quantitative
and qualitative acceptance, and introduced the
most favourable bid as a method of evalua-
tion.12 The fundamental function of the Public
Supply Regulation continued to be strict mar-
ket protection. As with other European coun-
tries, the market of public procurements was
extremely closed at that time. From today's
perspective, the Hungarian purchase obliga-
tions were regulated with almost astonishing
stringency. 

For a period of fifty years after the war there
had been no regulation in Hungarian law which
provided a comprehensive coverage of the area
of public procurements. There was, of course,
control over the purchases conducted by the
heads of state and local government institu-
tions, but the potential direction and other
main characteristics of purchases were deter-
mined principally through informal channels.13

Ministerial Decree 14/1982 (IV. 22.) already
contained the declared aim of guaranteeing the
fairness of competition, yet compared to for-
mer regulations of similar purport, this legal
regulation treated the field of purchases gener-
ously. The regulations, in effect for less than
five years, were replaced in 1987 by Law-
Decree 19 of 1987, which failed to clearly
define even its own scope. The law-decree set

especially high thresholds, and included no pre-
scriptions for the conclusion and fulfilment of
contracts, nor did it impose sanctions for their
infringement. 

This situation was to end by the birth of Act
XL of 1995, the former Public Procurement
Act, as amended from time to time, which
breaking with the socialist traditions went back
to the Code of 1934.14

The Europe Agreement, signed on 16
December 1991, was an important document
preceding the formulation of the 1995 PP
Act15. Article 67 of the Agreement set out the
general requirements of legal harmonisation
for Hungary, which naturally also applies to the
area of public procurements. Based on all the
above, the PP Act, coming into force on 1
November 1995, incorporated the fundamental
rules of Community Directives, but also taking
account of the rules of the GATT/WTO gov-
ernment procurement codes and the rules of
the model laws of INCITRAL (the United
Nations Commission on International Trade
Law) and even some components of the
Hungarian Public Supply Regulation in force
before the Second World War. The old PP Act
required lesser or greater changes, which were
basically justified by the general experience
gained in the operation of the law but the
amendments also kept in mind the require-
ments of legal approximation, especially as
regards the voluminious Act LX of 1999. The
2003 revision of the Act was necessitated by
Hungary's accession to the European Union
and by the legal harmonisation with EU legal
principles. A new public procurement law was
created, i.e. Act CXXIX of 2003, followed by
further amendments in 2005.

By examining the process of how the Public
Procurement Act, adopted in 1995, was created
and the parliamentary debate over it, we can see
that one of the key objectives was local indus-
try protection, which signifies the appearaence
of an expressly protectionist intention. By



PUBLIC FINANCES 

11

recalling the developments of the political-eco-
nomic transition, it is understandable and even
justified that the legislators of a country strug-
gling with high inflation, unemployment, the
rapid decline in production and with the
indebtedness and insolvency of Hungarian pro-
ducers who are very often unable to compete
with the foreign capital entertain protectionist
thoughts.

As Pál Vastagh, then-Minister of Justice, has
put it the essence of the 1995 Public
Procurement Act is the following: organisa-
tions constituting part of the public finances or
receiving financial aid or allowance from cen-
tral or local budget resources may conclude
contracts for the purchase of goods, construc-
tion projects and services in excess of the set
threshold exclusively with the winning tender-
er in the public procurement procedure. Based
on the parliamentary debate of the darft-law,
the objectives of the PP Act are: “By establish-
ing the rules for purchases form public funds,
the draft law identies three principal considera-
tions: 

• ensuring the effective use of public funds; 
• giving an opportunity for the protection of

the Hungarian market: in a transparent way,
but only granting temporary preference to
goods, services and construction projects
which are of Hungarian origin and have
Hungarian labour behind them; 

• guaranteeing enforcement of the directives
set out in the Europe Agreement and their
incorporation into the Hungarian legal sys-
tem; guaranteeing national treatment.”

The 2003 amendment makes changes to the
objectives: the protection of the Hungarian
market is excluded, whereas controllability is
added to the objectives specified in the 1995
Act. The largest group within the fields of pro-
curement constituting exceptions is the nation-
al defence expenditures. This was an exception
during all periods of the regulation and, as a
matter of course, it is not likely to change16.

The purchase of almost HUF 60 billion made
by the Ministry of Defence in 2005 represent-
ed 4 per cent of the total Hungarian govern-
ment purchases.

Public procurement regulation of the
European Union17

The Treaty of Rome, i.e. the Treaty establishing
the European Economic Community,18 set the
goal of developing a common – later single –
internal market which ensures the free move-
ment of goods, services, persons and capital.
No express provision for government con-
tracts is includeed in the EEC Treaty contains
with even the term “public procurement” miss-
ing from its articles. So for long, the area of
government contracts had not been looked
upon by the Member States as a component of
the internal market and as one that falls under
the scope of the four freedoms. The individual
Member States considered government con-
tracts practically as the last tool of national
market protection (since the prohibition of
subsidies is expressly stated in the Treaty estab-
lishing the European Economic Community).
However, in the mid-1980s, Community insti-
tutions were to realise that there was hardly
any liberalisation in the public procurement
market. Thus, only two per cent of public con-
tracts – although publicly announced – were
awarded to contracting tenderers from other
Member States. So the Community institu-
tions set the aim of creating new public pro-
curement directives. In the 1990s, a number of
directives providing more stringent regulation
for public procurement were launched, but
they continued to strive for only establishing a
so-called regulatory minimum. In 2002, the
Common Procurement Vocabulary (CPV) was
created.

In the interest of implementing liberalisa-
tion, Community legislators found it indispen-
sable that certain questions of public procure-
ments should be regulated at Community level
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(including, in particular, the announcement of
public procurement tenders, evaluation of the
submitted tenders). Consequently, the
Community-level regulation of public procure-
ment is not focused on ensuring the transpar-
ent and controllable use of public funds, the
fight against corruption and the rationalisation
of national expenditures.19 Rather, the key
objective of this Community regulation is to
create the single market and to ensure its oper-
ation, and to prevent the situation in which
government contracts are exclusively won by
local bidders. This is designed to guarantee that
tenderers residing in different Member States
could compete under equal conditions in the
award procedures of “public contracts” within
the huge European market of public procure-
ments. 

The broadening of the Community public
procurement market in such an extent may eas-
ily lead to the fast increase of market concen-
tration which may result in the exclusion of
small and medium-sized enterprises from the
market and in the establishment of an oligopo-
listic market. Community regulation should
thus help the realisation of effective govern-
ment purchases, as well as the prevalance of the
multi-faceted supply-side.20 A further argu-
ment behind opening up the market of public
procurements is that, as generally thought in
the EU, the earlier protection of state markets
significantly contributed to certain high tech
sector' lagging behind the world market (typi-
cal examples: information technology, telecom-
munication industry). Due to discrepancies in
the national standards, European companies
manufactured, on average, three times as many
types of the same product as their American
competitors, and this proportion was fourfold
in relation to the Japanese.21

The price-lowering effect of public procure-
ment procedures was really well measurable in
the case of certain types of goods and services.
The purchase prices of telecommunication

equipment were down by 20–30 per cent and
those of electrical installations by 30–40 per
cent22. At the same time, it is usually difficult
to demonstrate the beneficial effect of the cre-
ation of the Single Internal Market in the field
of public procurements. According to a
Eurostat-survey cited by McDonald and
Dearden (1999), merely 9 per cent of the enter-
prises operating in the industry felt that the
opening up of public procurement among the
Member States had a positive impact on their
business activity, 71 per cent experienced no
changes, while 4 per cent reported a negative
impact. 

The expansion of the Community market
was also facilitated by international agree-
ments, in particular, the Government
Procurement Agreement (GPA) formulated
under the auspices of the World Trade
Organisation (WTO). The application of the
most-favoured-nation treatment is already
stipulated in the second – modified – public
procurement agreement, which came into force
in 1996. The GPA covers central government
institutions, as well as a considerable part of
regional and local institutions and a rather large
proportion of public utility companies. Apart
from the acquisition of goods, it regulates pub-
lic procurements aimed at services and con-
struction projects. 

The changes incorporated in the Community
Directive, adopted in February 2004, also
impose obligations on Hungary to modify its
legislation. This was provided for in the 2005
amendments. The major changes include:

• EU thresholds have been simplified;
• new methods of procedure have been

launched: the competitive dialogue and the
framework agreement;

• changes furthering the spread of electron-
ic procurement techniques have been
introduced: deadline allowances, the
launch of a dynamic procurement regime
and the so-called electronic auction;



PUBLIC FINANCES 

13

• out of public utilities, the postal services
sector has been included in and telecom-
munications excluded from the scope of
the regulation.

As regards national treatment, the new
Directive sets out the obligation for tender
announcers to ensure the equal treatment of
tenderers established in EU Member States.
The possibility of granting national treatment
to non-Community tenderers and non-
Community goods is regulated by the effective
international agreements of the Republic of
Hungary and the European Union. The
Directive is a legal regulation applicable above
the EU thresholds, which are relatively high
from Hungarian point of view23. Below EU
thresholds, only the opportunity is granted to
apply a regulation conforming to the Directive
in respect of procedures whose values reach or
fall below national thresholds. 

Electronic public procurement

The advance of information technology makes
it possible to use new methods for public pro-
curement, and thereby establishing and apply-
ing new purchase mechanisms. The concept of
electronic public procurement may, however,
represent several forms. The successive devel-
opment stages of e-procurement are as follows:
(World Bank, 2001).

Public procurement publication system
(in all countries of the European Union)

Tender documents (for example Canada)
Electronic tender parallel with submitting

the document (in a few countries of the
European Union, Australia, Mexico)

Fully electronic publication, tender, pro-
cessing of tenders, contract signing (to our
knowledge, this form is not yet operational in
any country).

The European Union's SIMAP internet-
based system is the closest and compulsory

example to follow by Hungary. SIMAP repre-
sents the lowest level of the four stages, and
provides a practicable model for countries along
the path of electronisation. This information
system operates reliably so far, handling alto-
gether 100 000 announcements annually in the
approximate value of EUR 10 000 000 000 000.
SIMAP is planned to be further improved to
serve the fourth, i.e. the electronic, stage as well. 

Since the launch of SIMAP, the time required
for processing and publishing announcements
has dropped. SIMAP has also contributed to
cutting costs. Based on estimates, the use of
the system has resulted in a reduction of the
administrative costs related to public procure-
ments, on average, by EUR 100 per procedure,
and by about 1 per cent of the average value of
tenders. One per cent does not seem to be a
significant sum in the case of low-value pur-
chases, but it is not negligible when high-vol-
ume purchases are concerned.

Several lessons can be drawn by Hungary
from the EU's present practice of e-public pro-
curement.

The efficiency of the system is rather low
without highly qualified and motivated person-
nel who have excellent knowledge of both the
public procurement and electronic systems.

Appropriate computer and internet usage
are pre-conditions for all procurement actors,
therefore it is worth considering that small ten-
derers should be given assistance in this respect
(support, full or partial reimbursement of
costs, interest-subsidised credit).

However cost-intensive it may be, it is
indispensable in the initial phase to operate the
electronic and the paper-based tender
announcements side by side.

It is important to involve the procurement
actors of both sides in designing, building and
testing the system;

In respect of more advanced (second and
higher-stage) systems, the conditions include
availability of an electronic signature already
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executed by the person concerned and security
coding.

Ongoing training, further training,
exchange of experience for the procurement
actors of both sides, with special regard to ten-
derers, since e-public procurement, as the nec-
essary information will be forwarded to the
contracting entity through the government
programme.

Finally, Carayannis and Popescu (2005)
highlighted the importance of communication
and information flow, which help access to the
best examples. 

The EU's bureaucratic, yet economically
beneficial public procurement practice demon-
strates considerable efficiency advantages,
among others, probably due to the huge mar-
ket size. In the case of major government con-
tracts, the enterprise-size makes automatic
selection among candidates, since smaller
actors would not be able to fulfil the given
high-volume contracts. On the other hand,
such a selection is less frequent on small
national markets, so there it is the task of the
government contractor and/or the public pro-
curement regulation to carry out such pre-
selection.

About corruption

It is generally believed that in Hungary public
procurement is linked to corruption. This fact
could be well illustrated by data from spe-
cialised economic literature, as well as on the
basis of personal questionings, if we think of
some of the Hungarian public procurement
scandals which hit the headlines in the 2000s.
The connection between public procurement
and corruption, however, deserves much more
careful considerations. Mainly, because there
are two important points where this connec-
tion may come into the focus in analysing pub-
lic procurement. 

The first is that one of the underlying rea-
sons behind the rather complicated and costly
system of public procurement is to prevent
corruption, i.e. to make community-purchases
more transparent. The second is that in several
cases it is precisely the seemingly fully lawful
application of a given public procurement prac-
tice or method that may arouse the suspicion
of corruption, in other words, it may happen
that the public procurement system itself gives
rise to corruption. In the area of managing
public property, situations that are most likely
to tempt to corruption can be categorised as
below24:

• public procurement,
• privatisation,
• party financing,
• state subsidies.
Public procurement is thus only one of the

areas concerned, but in some experts' view, the
one that is most likely to lead to the risk of cor-
ruption.25 There might be a close relation
among the above-listed areas also in the occur-
rence of corruption. For instance, if the public
procurement procedure, which has not been
executed in a truly transparent manner, serves
basically party or other political financing pur-
poses. Let us suppose that the contracting enti-
ty for a large infrastructure investment is
selected through public procurement proce-
dure, and it is among the hidden award criteria
of the procedure that the candidate is expected
to be willing to transfer a certain percentage of
the contract fee to companies previously desig-
nated by the government contractor (e.g. for
expert opinions or communication services),
and a part of the income received by such com-
panies goes to political parties. Such type of
corruption is difficult to corroborate because,
in most cases, the very public officials who
committed the crime of corruption are the
potential source of information, or they are
authorised to declare as business secret the
information needed to uncover the truth.
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In the public procurement procedures
accompanied with corruption the delivery of
goods or services ordered does take place in
every case, so it is not the matter of throwing
the money out of the window without consid-
eration. It is true, but in such cases the govern-
ment purchase is obviously made under
unfavourable conditions. The corrupt sale of an
asset or unfair assignment of powers may cause
similar or even much more severe damage. Of
the above-mentioned areas, public procure-
ment is governed by a uniform and high-level
regulation which ensures the greatest trans-
parency and fastest remedy. For this reason, it
takes a relatively short time to throw a light on
the violation of the regulations in public pro-
curement events, which is then quickly and
widely covered by the representatives of press
who are interested in revealing the case. So cor-
ruption – or its suspicion26 – to be found in the
field of public procurements may be made pub-
lic due to the very stringent regulation which
helps uncovering it.

Corruption is, however,  not the only illegal
act that can be tied to public procurement.
During the various stages of the public pro-
curement procedures the following  unlawful
acts may occur:

• corruption, i.e. gaining unlawful advantage
in return for a consideration;

• cartel, i.e. the price-fixing or other agree-
ment of tenderers before submission of
the tender;

• falsification, i.e. concealing or tempering
with data which influence the outcome of
the decision in order that a more
favourable decision is taken;

• blackmail, i.e. influencing a person who
can in any way affect decision-making, by
posing threat on him, or on a person or
asset close to him;

• “soft”, yet sometimes unlawful acts which
are often also part of our everyday life:
flower, kind telephone call, obtaining extra

information from young and apparently
new colleagues by artful questions; and
finally;

• involuntary violation of law arising from
unprofessionality and incompetence.

Due to its nature, measuring the prevalence
of corruption is rather difficult, usually only
estimates can be made. Two professionally
accepted methods are available for the mea-
surement: expert opinions and questioning the
interested parties and the public opinion in the
course of researches.

György Várday believes that almost 10 per
cent of Hungarian public procurement proce-
dures can be considered completely fair. i.e.
corruption- and cartel-free.27 Others hold the
view that bribery and collusion can be revealed
in about half of the procedures, with 40 per
cent originating from violation of law due to
incompetence28, and only the remaining 10 per
cent being entirely lawful29. 

One of the most recognised efforts to mea-
sure corruption was made by Transparency
International. The method is not only aimed at
public procurement, but it endeavours to mea-
sure the perceived levels of corruption in the
public sectors of the countries under review.30

Hungary received five of the ten CPI (corrup-
tion perceptions index) scores in 2005.
Although it indicates a slight improvement
against the figures of last year, its absolute
value shows the corruptibility of the public sec-
tor and reinforces the sceptical expert opinions
in connection with public procurements.

A study prepared by the Foundation for
Market Economy in 200331 points out that the
following few factors may be instrumental in
decreasing public procurement corruption:

• amendment of the Act on Public
Procurement in order to have an opportu-
nity to evaluate long-tem and well-func-
tioning purchase relations;

• adoption of the Lobbying Act32, which
would create a clear situation, at legislative
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level at least, and help separate lobbying
activity from corruption.

The cited study also reinforces that the cur-
rent legal regulation is of a sufficient level to
suppress corruption, and its further reduction
would be difficult by administrative means.
The State Audit Office is also of the opinion
that there is no need to render the Public
Procurement Act more rigorous as a whole and
to narrow down the legislators' scope for
action.33

In foreign specialised literature, Celentani
and Ganuza (Celentani – Ganuza, 2002) have
analysed the relation of corruption and optimal
public procurement mechanisms with econo-
metric tools. They have concluded that the
increase in competition could lead to an
increase in corruption.34 Results of other
research fields demonstrate that from a more
general point of view, corruption should not
necessarily be looked upon as the wrong that is
to be wiped out completely. From the aspect of
behaviour biology, an important role is attrib-
utable to corruption in evolution (Tóth, 2003). 

ABOUT THE PRACTICE OF PUBLIC 
PROCUREMENT (EMPIRICAL RESULTS)

Numerical facts concerning Hungarian
public procurement

The volume of Hungarian public procurements
has shown a continuous growth since 1996.
There are estimates for the preceding years,
because there had been no accurate data gath-
ering before such type of activity was regulated
by the Public Procurement Act. 

During the parliamentary debate of the first
Public Procurement Act the aggregate value of
economic activities relating to public procure-
ment in 1994 was estimated at HUF 270 billion
by László Keller.35 In 1996, the aggregate value
of public procurement procedures conducted

on the basis of the new Act was stated at HUF
150 billion by the Public Procurement Council.
On the other hand, the total value amounted to
HUF 1291.3 billion in 2005. The so-called sim-
ple procedure, applicable below national
thresholds, is likely to further augment this
value by approximately HUF 200 billion, i.e.
by 2005 the overall value can be estimated at
HUF 1500 billion, about 10 per cent of GDP in
the year under review.36

In EU-comparison, this ratio can be regard-
ed as average. According to the figures present-
ed on the official homepage of the European
Union dealing with public procurements,
which is not updated too frequently, in 2002
the aggregate value of EU public procurement
activities was EUR 1500 million, 16 per cent of
the union's total outlet. Data relating to
Member States vary from 11 to 20 per cent.  

In the majority of the Member States there
are no separate Community and national
thresholds, whereas in Hungary there is a sig-
nificant difference between the two levels. The
share of the public procurement procedures
exceeding the Community threshold was 26
per cent within all Hungarian procedures in
2005, but in terms of their value they repre-
sented about 75 per cent of that of all public
procurements, i.e. 7.5 per cent of the annual
GDP.

Construction projects came to 40.5 per cent
of the 2005 value of public procurements, ser-
vices to 34.3 per cent, and the remaining 25.2
per cent represented the purchase of goods.
Within the entrepreneurial sector, micro-,
small- and medium-sized enterprises won near-
ly 70 per cent of all procedures, and 41 per cent
based on their value. Their proportion will pre-
sumably be higher within simple procedures,
but there are no precise data available on them
yet. In 2005, 95 procedures were awarded to
non-resident tenderers representing 2.5 per
cent of all procedures and 15.4 per cent of their
total value.37
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Methodology of interviewing

We have conducted in-depth interviews to
reveal and evaluate the state of affairs in this
special market. The in-depth interview does
not give an opportunity to obtain standardised
answers and to process them statistically (as a
questionnaire), at the same time, the fact that
the subject matter of the examination with
hardly any history of research justified our
focusing on unique cases and unusual prob-
lems. 

We have tried to describe the characteristics
of this market with the help of analysing the in-
depth interviews. The data survey was conduct-
ed between September 2005 and December
2005. During the survey 35 persons were asked
from the same number of economic entities.

We have conducted in-depth interviews
with the actors of the Hungarian public pro-
curement market whom we consider impor-
tant. We have collected direct information con-
cerning the opinion of market actors. We have
analysed the statements, experience and atti-
tudes of the interviewees in connection with
the research theme, taking into account their
special way of thinking.

Methodologically, we have endeavoured to
survey market actors in the widest circle possi-
ble, at the same time aiming at gathering for-
ward-looking opinions and proposals. In the
interviews we have attempted to reveal the sim-
ilarities that may signify malfunctions of the
public procurement system, but we have also
summed up the differences which have struc-
tured even this small sample.

We have collected responses as to what
market actors deem as problematic areas and
the weaknesses of the system, what they think
about the regulatory and institutional system,
the operational mechanism and future develop-
ment potentials of public procurement. We
have asked what the responders think about the
PP Act, whether they find it suitable for imple-

menting the specified objectives, namely
whether the law ensures transparency, encour-
ages efficiency and generates competition in
the market, and which are the areas where it
fails to be effective. The responders have
expressed their view about the information
level of market actors, about the official data-
bases, the willingness to apply remedies, the
electronic public procurement solutions and
tecniques and to what extent they are aware of
them.

The results of  interviewing

When analysing the interviews, we grouped the
answers and problems according to the basic
principles laid down in the Preamble of the Act
on Public Procurement. Although these are
difficult to discuss separate from one another,
we have set up four major groups.

Transparency and publicity
Rationality, efficiency, equal opportunities

and competitiveness
Controllability and the institutional system
Electronic public procurement

The latter has been treated separately being
one of the most essential direction of develop-
ment.

Transparency and publicity 
The first questions of the interviews related to
the definition of public procurement. Looking
at it as a definition question, we could see that
the interviewees (except one) interpreted pub-
lic procurements basically as an economic
question, as a special question of procurement.
They believed, however, that in practice it was
mainly approached from legal point of view.
One of the possible explanations to this gener-
al, legal approach is – in their view – that in
Hungary the subject matter of public procure-
ment falls under the Ministry of Justice, and
therefore “the area is in the hands of lawyers”.
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The principal aim of the public procurement
procedure is to ensure the transparency,
comtrollability and efficiency of public spend-
ing, as well as the fairness of competition in
such a way that none of the aims should be pri-
oritised at the expense of the other. It is gener-
ally believed that Hungarian legislators have
not been able to achieve this delicate equilibri-
um. In the responders' opinion, one of the
main weaknesses of the system is that it is
inflexible, too bureaucratic and not clear
enough. With a view to avoiding corruption,
legislators have created such a rigorous system
that has an adverse effect on efficiency and, in
many cases, on the professionally reasonable
selection.

There was also general agreement among
those questioned that an extremely strict and
cogent38 law in itself cannot ensure transparen-
cy. “It is easier to create a prohibitive law”, yet
this principle strictly and clearly means that
neither the contracting entity nor the tenderer
can apply or incorporate in the particular pub-
lic procurement procedure any rules contrary
to the provisions of the law by citing that the
law fails to prohibit them (even if both parties
consent to it), and the law alone is not capable
of entirely rid public procurement of corrup-
tion. In the judgement of many, it is a wrong
assumption that corruption can be eliminated
or significantly curtailed merely by strict laws. 

Despite the fact that Hungary's public pro-
curement law is widely regarded by representa-
tives of the profession as one of the most strin-
gent laws in Europe, the law alone is apparent-
ly not able to establish a transparent and fair
public procurement environment without
social consensus, the involvement of the public
and really consistent political will. The Public
Procurement Act is a good example for the
birth of a set of unjustifiably strict rules for the
sake of enhancing transparency that cannot put
an end to corruption but makes it considerably
difficult to attain efficiency in the process of

public procurements. “Very simple but creative
rules should be made. Under normal circum-
stances, for instance, on one condition can a fac-
tory be built on the river if the site of water intake
is lower than that of water discharge. Simple as
that.” 

When examining the reasons for overregula-
tion, it seems advisable to review a group of
arguments of political economy. Driving back
corruption in a democratic political system is
not a moral issue, but rather it is the matter of
economic incentives.  Decision-makers, or
more precisely, legislators are not only motivat-
ed by the opportunity to enhance efficiency
and to use public funds more economically in
declaring war against corruption (which means
effective counter-corruption combat at best),
but also by the pressure to gain popularity and
obtain votes. It is therefore reasonable for
them to adopt a behaviour that makes the
political elite's commitment to counter corrup-
tion credible in the eye of a growing number of
actors in the political market. So they consider
it just as important that the majority of the
society believes in the determination of the
political leadership to eliminate corruption as
the actual effectiveness of the fight against cor-
ruption. 

To make this behaviour credible, it seems a
good strategy to concentrate the counter-cor-
ruption regulation on the areas in which even
the public opinion suspects a frequent occur-
rence of corruption. At the same time, the
boundaries of the concept of corruption are
not defined by society as a whole, but by the
political elite who will then determine the
directions of the counter-corruption regulation
accordingly. By quoting Hungarian examples:
the counter-corruption regulation – including
the public procurement system – is strikingly
permissive in respect of the confidentiality sec-
tion of the business agreements concluded with
government participation (i.e. permitting the
exclusion of publicity from the evaluation of
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such agreements), whereas it rather strictly
insists on the practically unnecessary technical
details of public procurement tenders.

Consequently, public procurement is clearly
an area in which the political elite try to assure
and win the support of the public with strong
counter-corruption regulation (or the sem-
blance of it). The implicite suspicion against
the public administration may, of course, hit
back, for the public could ask how much it can
rely on a government system which, in the first
place, starts with the assumption that its lower
levels of public administration are vulnerable to
outside influence, and therefore deprives them
from the opportunity to take market-based
regular decisions when decisions are made on
the purchases needed for their organisational
operation.

The price decline achievable due to large
quantities contracted in advance is naturally a
significant advantage of the public procure-
ment system. This may, however, be countered
by the impact of periodical monopoly positions
on driving prices up in such a way that when
concluding public procurement contracts the
contractor may in principle force out a much
lower price than the current market level, how-
ever, in periods of decreasing prices (for exam-
ple, on markets undergoing liberalisation and
integration or in the case of products showing
fast technical development) it prevents the
demand-side from adjusting to the price
decline. The price decline due to large quanti-
ties contracted in advance may also be curbed if
this price decline – or price advantage – is not
measurable or interpretable in the case of high-
ly differentiated products.

An often mentioned example of overregula-
tion is the limited application or even the
penalising of negotiated procedures, as a result
of which the number of such procedures is
falling year by year in Hungary. The proportion
of open procedures is around 80 per cent in the
county, a very high percentage in comparison

to the average 55 per cent of EU Member
States. It is a mistaken view that there is a high-
er risk of the incidence of corruption in a nego-
tiated procedure than in an open procedure.

The interviews make it clear that even an
open procedure may give rise to corruption, for
instance, when preference is granted to a par-
ticular company through “a tailor-made call for
tenders” (by requesting special references or
specifying qualification requirements). Most of
the responders came across with such an inci-
dence, but there were a few who stated that
they had regularly encountered this problem.
So the open procedure is lacking the kind of
flexibility (which could in many cases minimise
the risk) that is based on a more informal infor-
mation exchange between the contracting enti-
ty and the tenderer and could lead to a long-
term relationship built on security. It often
poses a serious problem in public procure-
ments that no long-term co-operation can be
formed during the procedures. This is not per-
mitted by the Act even in the areas (such as
services), where it would be justified. This
probably helps understand why many believe
that a more frequent application of the negoti-
ated procedure could improve the efficiency of
public procurement without the increased dan-
ger of corruption.39

One of the interviews reflected an astonish-
ing view: 90 per cent of Hungarian public pro-
curements are unfair and unprofessional. This
standpoint cannot be automatically brushed
aside if we consider that this statement con-
nects the concepts of professionality and fair-
ness. The responder must have meant that
poorly compiled public procurement tenders
giving priority to bureaucratic requirements are
often professionally far from being satisfacto-
ry.40 For this reason, they cannot be consid-
ered fair, because the government contractor
has to make do with a low-priced, albeit pro-
fessionally not necessarily satisfactory bid and
it can hardly apply higher professional criteria
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in selection than published in the tender crite-
ria. Selection on the basis of outstanding quali-
ty is virtually totally excluded according to the
logic of the Hungarian system effective in
2006.

The majority of those polled think that the
absence of legal security and the constant
change in the regulatory environment (“Sixty
amendments in a year and a half, it is unaccept-
able!”) are generally the reasons behind an
unprofessionally conducted public procure-
ment procedure rather than the unfairness of
the actors involved. Nevertheless, both the
contracting entities and the tenderers believe
that from the aspect of corruption, the invita-
tion to tender is the area most prone to criti-
cism (signifying the huge responsibility of ten-
der announcers), and in the course of the pro-
cedures contracting entities are the first who
may become aware of market irregularities.
Based on the experience gained from numerous
public procurement cartels, the Economic
Competition Office offered its assistance to
contracting entities to help them recognise the
market segmentation, as well as reveal collu-
sions.

The responders identified as the greatest
problem that despite several amendments,
there is still a great deal of uncertainty, for
example, in certain questions governed in the
special provisions of the Act. Moreover, some
voiced the opinion that since the coming into
force of the new Public Procurement Act (i.e.
Act CXXIX of 2003), the regulation had
become really complicated, almost untranspar-
ent, and thereby especially difficult to apply.

It may lead to a problem of legal interpreta-
tion that it is not clearly defined whom and
what the rules are applicable to, and there is a
large number of references in the law. It is an
often cited prescription, for example, that each
candidate is to obtain a certificate in proof of
the due payment of taxes towards government
agencies (e.g. atomic energy agency) with

which the candidate could have no contact
whatsoever because of his professional profile.
As a consequence of the complexity of the pro-
cedures, the rigorous prescriptions, the
required certificates and statements, the oner-
ous administrative duties and of  overdocu-
mentation, now the procedures often only
undergo legal interpretation to the detriment
of professional content. In many instances,
attention is focused on a single consideration:
“to comply with the formal requirements of the
system in self-defence.” In view of the strong
competition, it may happen that the candidate
offering an unrealistically low price had won
the tender on the strength of that criterion, and
later the government contractor was not able
to enforce his qualitative requirements vis-a-vis
the candidate. 

The majority of responders believe that the
judgement of public procurement is affected by
the kind of media publicity that very often
focuses on professionally groundless news
which gives a one-sided report by solely cover-
ing scandals and abuses. These are suitable for
reinforcing the view that public procurement is
equal to corruption. Naturally, there was gener-
al agreement among the responders that pub-
licity and the awareness of public opinion are
vital parts of the smooth functioning of public
procurement.

As a rule, the responders (with one excep-
tion) share the view that despite its weakness-
es, the public procurement system is still the
most suitable tool for ensuring the transparen-
cy of public spending as opposed to other pro-
cedures conducted without it. All were in
agreement that this was true even if everyone
thought there was a need for a change, espe-
cially, in attitude and approach. Noone believes
that the public procurement market can be
made corruption-free by mere legal regulation.
The dominant part of the responders expressed
their  absolute certainty that the state of affairs
would be far worse in Hungary without the
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Public Procurement Act. Opinions were, how-
ever, divided on what an ideal public procure-
ment regulation should effectually be like.
While the system is accepted on the whole, its
practice received express criticism from several
aspects.

Rationality, efficiency, equal opportunies
and competition
The responders all agreed that it was extremely
difficult to measure the efficiency of public
procurements. There are no accurate data avail-
able either in the European Union or in
Hungary. The amount of the saving achievable
through public procurements is a much debat-
ed question which is also shown by the diversi-
ty of opinions. 

It makes one ponder that one of the inter-
viewees (a tenderer) was not willing to disclose
the possible extent of the price margin arising
from a public procurement. However, it was
generally agreed that (although there was hard-
ly any impact assessment available on the sub-
ject) the simpe public procurement procedure
should be abolished, because small purchases
are specially expensive and thereby not activat-
ing the market.41 “In the case of small purchases,
publicity is needed rather than public procure-
ment.” “It is an irrational category.”

Some expressed the view that it was an
unnecessary requirement to take account of the
Hungarian acquisition value, only the EU's set
of rules should be applied. The majority were
of the opinion that the Community thresholds
are very high for e.g. construction projects, and

in this way very few projects would fall under
the public procurement procedure (excluding
also local government investments), and “this
country is not prepared for it” yet. On the other
hand, several of the responders argue the justi-
fication for discrimination in the field of ser-
vices and the puchase of goods. They think if
feasible to abolish the Hungarian system, since
there is scarcely any difference between the
national and Community value limits. 

The introduction of new, higher thresholds,
effective from the year of 2006, was welcome
by most public procurement actors (it is espe-
cially true for the fourhold rise in the simple
value limit of  purchasing goods and services!).
One tenderer, however, believes that this may
give rise to the appearance of loopholes. A con-
tracting entity questioned in the interview
identified the value limit at HUF 10 million,
below which no significant saving can be made,
but above that a contractual price may be even
30–40 per cent lower than the expected (=mar-
ket) price in the case of professional services. It
was highlighted though that as a rule, the lower
bids for construction projects represented
detriment to quality.

The responders, without exception, believe
that the public procurement market will never
be as efficient as the profit-oriented sector, but
it could be far more efficient than today. “There
is a need to approximate the private sector”. The
main problem is that Hungarian public pro-
curement is principally treated as a legal and
administrative issue, thus its economic aspect is
being ingnored; namely, the project approach is
missing from the treatment of public procure-
ment. In this context,  public procurement
would begin with preparation, followed by
invitation to tender and concluded with post-
analysis. Another obstacle is the Hungarian
practice, which gives priority to purchasing at a
lower price over the principle of value for
money, hence “sometimes the cheap costs twice as
much”. As a matter of course, this is partly

“Against all rumours it has a price-decreasing
effect.”
“The fact that it's more expensive is not a problem.
Democracy is more expensive than dictatorship.” 
“Surely, it costs more than what can be saved.” 
“The question is here what is the real weight of the
lawful approach.” 
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attributable to the fact that legislators laid too
much emphasis on the strong political sensitiv-
ity of public procurement and supposed that
the system should in each case encourage the
saving pf public funds instead of the efficient
spending of them.

This problem came up often. It is rather dif-
ficult to deal with it in the case of procure-
ments, where, let us say, preference should be
given to subjective considerations (such as
works of art or intellectual property). In the
instances where professional quality can be tied
to a person, public procurement is an unsuit-
able solution (think of the Mass which was
commissioned, without tendering, from Ferenc
Liszt for the inauguration of the Esztergom
Basilica in 1856 …). It is not necessarily the
lowest bid that is the most suitable for procur-
ing these services. Contracting entities may
find themselves in a situation in which they are
fully aware that the higher bidder would be
much more suitable for performing the work
concerned (such as contracts for research), but
because of the inflexibility of the regulation
they have to rest satisfied with an inferior qual-
ity but lower offer. 

While our interviewees were seeking the
answer to our question as to why efficiency is
falling behind of what is experienced in the
competitive sector, they concluded one by one
that public procurement simulates a rational
purchasing activity. The rational management
of public funds is expected in the field where
market operators are not motivated by self-
interest for spending money in the most effi-
cient and economical manner possible. 

Proposals were also made for solving this
problem. According to one proposal, personal
responsibility should be extended to cover the
efficiency of individual purchases, and the fear
from losing one's job on account of a wrong
and unprepared decision could replace the
absence of self-interest. As an extreme illustra-
tion for presonal responsibility, one of the

responders raised that the Public Procurement
Act as such would be dispensible if publicity
and calling to account could be instituted in a
truly accountable way in the constitutional
state.

The majority of responders shared the view
that public procurement is not more efficient
than other purchases. The administration costs
impose a great burden, the invitation to tender
itself, the requesting of documentation or, for
instance, the mandatory control of tender
announcents. Nor does it make public procure-
ment less costly if long-term contracts are con-
cluded, because, in such cases, the more flexible
procedures are used for short-term cannot be
applied.42

It was stated in the interviews many times
that contracting entities were often not suffi-
ciently prepared. As a result of the absence of
the necessary professional knowledge and, at
times, the lack of experience, there is still a lot
of unprofessionally conducted public procure-
ment procedures. It is a generally expressed
view that the invitation to tender is inaccurate.
It mainly applies to the field of information
technology investments where the market
changes very quickly, and contracting entities
(in the absence of professional competence and
knowledge of the market) cannot even specify
their own needs and the characteristics of the
product searched.

The new legal institution, i.e. the competi-
tive dialogue, is designed to make improvement
in this area. Its usefulness and applicability
were, however, not uniformely judged by those
questioned. The competitive dialogue provides
help to contracting entities in rapidly changing
markets when dealing with complicated public
procurement procedures by enabling them to
define the object of the purchase together with
tenderers. The aim is of course to assist con-
tracting entities in formulating the conditions
for invitation to tender and for tender docu-
ments precisely by means of collecting market
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information obtained before the tender
announcement. 

Many say that seemed the new legal institu-
tion to be launched seems easy to apply only at
the first time, for there are strict conditions for
its use. It can only be used within narrow
bounds and an official procurement consultant
needs to be engaged, and if the tender
announcer decides to conduct a joint negotia-
tion, then the consent of all interested parties is
to be obtained. Many examined the question
from a totally different aspect. According to
them, it is quite obvious that potential tender-
ers will be reluctant to reveal their buisness
secrets to their rivals. The successful outcome
of the competitive dialogue cannot be guaran-
teed for the contracting entity cannot predict
how communicative the other actors will be.
The assumption that this will make it easier to
launch a tailor-made announcement of tender
for one particular company was raised as a
problem. “It will not work. It will all be a mat-
ter of brainstorming and stealing ideas”. 

Promoting the involvement of small and
medium-sized enterprises and creating equal
opportunities in the public procurement mar-
ket as well are priority issues. Several respon-
ders also pointed out that although granting
preference is forbidden in the union, well-
proven and naturally legal practices are to be
found in almost all countries which practices
ensure that support can still be given to local
enterprises in the given public procurement
markets. One of the well-proven “tricks” is
that the time for requesting tender documents
is limited in the majority of the countries (as it
is not regulated), thereby making the applica-
tion and participation of foreign companies
rather difficult. On the other hand, in Hungary
the documents can be obtained until exiry of
the deadline for submitting tenders. Many were
concerned that when creating the very strict
Hungarian regulation, legislators had ignored
the interests of local enterprises. Moreover,

these very strict regulations are not only appli-
cable for EU public procurements, but they are
also compulsory for all types of Hungarian
procedures.43

It is a general view that smaller enterprises
cannot afford tendering which requires high
professional knowledge and implies dispropor-
tionately high costs so they can mainly be
involved as a subcontrator in the public pro-
curement market. However, in this defenseless
situation they can almost always make a con-
tract at an exceedingly reduced price, and often
receive payment for the work performed after
60–90 days. As a remedy, it was suggested that
the law should provide that once the contract-
ing tenderer was paid by the state, he would be
obliged to pay his subcontractor within 30
days. Otherwise, violation of the law commit-
ted in public procurement could be established.
Many believe that smaller businesses cannot
gain access to the European market, but they
are slowly driven out of the Hungarian public
procurement market too.44

The issue of equal opportunities also arose
from other aspect during the interviews.
Several contracting entities think that there is a
contradiction between the importance of
ensuring equal opportunities and the impossi-
bility of giving preference to or exclude the
enterprises that perform well or poorly respec-
tively. It occurs often that the tender is won by
enterprises (with the lowest bid) which – as it
is found later – cannot fulfil the contract. The
seemingly stringent regulation is unnecessarily
loose at this point, since it does not allow
exclusion of the enterprise with a negative ref-
erence or the preferencial treatment of the
enterprise with a good performance.

A neuralgic point of Hungarian public pro-
curement is centralised procurement. The
organisations within its framework may pur-
chase goods falling under the category of spe-
cific products through the Central Services
Directorate General (CSDG). The activity of
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the CSDG is unanimously judged as negative
by the responders, because it creates monopoly,
it is inflexible, not efficient enough and often
high-priced. According to most interviewees,
the homepage of the CSDG is complicated,
there are a lot of problems with the publication
of announcements, and the desired informa-
tion flow is missing. It is often experienced that
products cost comparably more than they
would have cost if purchased by the given insti-
tution within its own competence. As the
CSDG explains this is due to extra services and
guarantees they provide (which are, in most
cases, regarded as irrelevant for the institu-
tion). The organisations are occasionally
obliged to buy a product that has more features
and is more expensive than needed.

According to some opinions, the CSDG is
interested in keeping prices high (because of
their 2 per cent fee). “The CSDG favours itself ”.
Many are concerned about the unsteady supply
which in a given case could be detrimental to the
institutions. In spite of this, none thinks that the
centralised public procurement system has no
justification, but many believe that it should be
left to the institutions whether they want to
join. The interviewees agreed that we could get a
more complex picture by studying the system of
centralised purchases from different angles. It
cannot be disregarded that a number of higher
educational institutions rejoined the system vol-
untarily after having been removed from the
statutory scope. 

Motor-vehicle acquistions represent a fre-
quent problem in centralised procurement,
since every year a different type of vehicle can
be purchased in the same categories in the wake
of the annually changing framework agree-
ments. As a consequence, it is not possible to
build a “fleet”, i.e. a uniform motor-vehicle
pool, which would be a more acceptable and
cheaper solution in terms of guarantee and
service. The majority of the responders believe
that the main operational disorder of cen-

tralised procurement is caused by the fact that
it is impossible to plan purchases. The size of
the budget line is not known in due time, and
thus the institutions cannot make accurate
plans for their public procurement procedures. 

Controllability and the institutional 
system
There is almost general agreement among those
polled that the concept of controllability is basi-
cally absent from public procurement proce-
dures. Internal control is conducted at few
places, although it could have preventive effect
and as such it would be more suitable for
enhancing efficiency than subsequent control,
which in the majority of cases is no longer able
to mitigate damages. The interviewees specifi-
cally emphasised that, as a rule, control is not
aimed at the procurement process as a whole, at
the content of contracts and at the level of com-
pliance, but rather it focuses on formal require-
ments, thus only concentrating on the regulari-
ty of the procedure. The comprehensive control
of public procurement procedures is performed
by the State Audit Office and the Government
Control Office. Most responders are of the
opinion that the powers of these agencies are
weak and they have no official capacity, which
would be an indispensible condition for enforc-
ing the various penalties. Instead, they can only
submit proposals to the Government.

The Public Procurement Council, the high-
est control body for public procurement, does
not enjoy too much popularity. The vast major-
ity of the responders believe that there is a need
to modify the institutional system of public
procurement. An often-mentioned deficiency
is that the electronic publication of announce-
ments is slow to be introduced. As a result,
public procurement market actors were in a
hugely disadvantageous position when they
applied for supports, since from 2005, the pub-
lication of announcements exceeding 650
words can only be made electronically in the
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EU. Due to the unpreparedness of the Public
Procurement Council, in many cases, the pro-
cedure could not even be launched.

It was also agreed that the effeciency of pub-
lic procurement is largely undermined by the
continuously growing number of Hungarian
requests for legal remedy. Remedy proceedings
were initiated in respect of more than 20 per
cent of the procedures (20 per cent in 2003, and
23 in 2004)45, an unparallelly high ratio in
Europe. The high proportion of unfounded
and unreasonable remedies (according to the
Public Procurement Arbitration Board, merely
40 per cent of the procedures were based on
infringement46) disturb the operation of the
market, and there is no opportunity to cut
down this number, because everyone has a right
to remedy. 

It repeatedly came up as a potential solution in
the the interviews that unsubstantiated (mala
fide) complaints should be penalised. The
responders could envisage penalties which pro-
hibit the interested parties from taking part in a
public procurement tender for a certain period of
time. The other problem arising from the reme-
dy request is that the party who challenges a pub-
lic procurement procedure gains automatic
access to all bids. In several cases, this is the real
reason why remedy proceedings are initiated.

Opinions are also divided on whether the fee
of submitting requests for legal remedy (HUF
150 000) is high. It is a frequently voiced opin-
ion that the sum is not high enough to have a
deterring effect, but it is too high for smaller
enterprises to afford it. Many believe that it
would be fair if the sum were commensurate
with the given public procurement, i.e. if it
were established in proportion to the acquisi-
ton value.47

The public procurement remedy system con-
sists of two levels. In the case of alleged or real
infringements, both Hungarian and
Community-level remedies can be applied, but
the remedy of infringements is primarily pur-

sued at national level. There are two authorities
for legal remedy within the Hungarian public
procurement system: the Public Procurement
Arbitration Board and the Municipal Court of
Budapest. The Public Procurement Arbitration
Board established by the Public Procurement
Council  is an agency with national jurisdiction
which takes action if legislative provisions are
violated. All legal disputes in connection with
its rulings fall under the jurisdiction of the
Municipal Court of Budapest. Review of the
decisions taken by the Municipal Court of
Budapest can be requested from the High
Court of Appeal of Budapest.

The judgement of the work done by the
Public Procurement Arbitration Board shows a
rather mixed picture. Although one of the legal
remedy principles stresses the importance of
the fast and efficient administration of legal
remedies, there was only one responder who
said that the Public Procurement Arbitration
Board was a well-functioning, fast and efficient
body. The majority consider it an extremely
bureaucratic institution, where the control is
confined to interpretating the law and to mon-
itoring compliance with law. It is not process-
oriented and not centred on the procedure;
there is no chance for a dialogue and for enu-
merating professional arguments. 

Several contracting entities mentioned to us
in connection with the above that the Public
Procurement Arbitration Board almost never
accepts that subjective components are justified
in the invitation to tender, but often the differ-
entiation between one service and another or
one product and another can only be made by
taking account of such components. In the con-
tracting entities' view, it is very difficult to
incorporate this aspect into the invitation to
tender, and they seem to be afraid of grasping
this opportunity, because in their experience,
the Public Procurement Arbitration Board sys-
tematically “weeds out subjective components”.
Thus, contracting entities have to be on the
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defensive in every case. This forces them to do
even more paperwork with which the legality of
their procedure could be proved if need be.

The institution of the generally applicable
statutory fine has been abolished (except, for
example, in the event of bypassing public pro-
curement, or if the contracting entity fails to
submit the annual statistical report to the
Public Procurement Council). But after inves-
tigating the circumstances, the Arbitration
Board has discretionary powers on every occa-
sion to establish whether the fine has been jus-
tified, and if so, how much it should amount to.
The general experience shows, however, that
the Arbitration Board imposes a fine in the case
of every infringement. 

Several responders were concerned about this
practice because, in their view, in levying a fine
it should be taken into condieration whether it
has occurred as a result of wilful infringement
or by mere oversight. It should be examined
how much damage has been caused by the par-
ticular infringement. It happens often that a
fine is to be paid for mere formal discrepancies
which many named as a “collection technique”.
Most interwiewees deem it unfortunate that 50
per cent of the fine imposed goes to the
Arbitration Board, which makes it inevitably
interested in the proceeds, and thereby its busi-
ness and public functions are intertwined. Many
think that this is the reason why there is no
penalising below HUF 1 million. 

The introduction of preliminary examina-
tion was originally aimed to help the President
of the Arbitration Board to take preliminary
decisions on the foundation and legality of
selecting the procedure. According to the law,
the President of the Arbitration Board has fif-
teen days to carry out the examination; the
very advantage of the institution of preliminary
control would be quick decision-making. This
almost never takes place, because the President
of the Arbitration Board institutes legal reme-
dy in nearly every case citing the presumable

infringement. If it were not to take place, then
on every occasion the period of fifteen days
should elapse before a ruling is made on
whether or not legal procedings are instituted
by the Arbitration Board, and even positive
decisions are not made known before that time. 

The parties interested think that theere is
too much workload on the President of the
Arbitration Board. Fifteen days is too short a
time, and due to the very high number of cases,
he is not able to carry out the necessary inves-
tigations. This is the reason why he initiates
and holds the hearing every case, thus extend-
ing the prodeeding by 30 or 40 days even if it is
eventually deemed unjustified. Many believe
that so long as the Arbitration Board struggles
with the lack of capacity the system of prelim-
iary examination will not be able to fulfil its
function, because it is exactly the quick deci-
sion-making that becomes impossible.

One of the strongest objections in connec-
tion with the Arbitration Board is that com-
missioners are not equally well-prepared. Every
so often, they give different interpretation to
the same case, which clearly jeopardises legal
security and makes it impossible to consider
the decisions as precedents. It is exemplified by
the case of the Hungarian State Railways
(MÁV in Hungarian) where the case was inter-
preted differently in each of the three rulings
delivered by the Arbitration Board. The
requirement was worded that in many cases it
would be desirable to restore the state of affairs
before the violation of law. This could be
achieved if legal remedy was delegated to the
court. Should it occur, then the accelerated
procedure would be a simple matter of resolve.
If no decision is made within eight days and no
contract can be concluded during same time
the original state of affairs could be restored.
Under the present conditions, 1.5–2 years pass
before the particular contract becomes null and
void in a civil action, and it is practically impos-
sible to restore the original state of affairs .
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The system of legal remedy relating to pub-
lic procurements gives an opportunity for the
parties to opt for conciliation in the case of a
dispute instead of  a legal remedy proceedings.
Conciliators listed in the schedule held by the
Public Procurement Council are authorised to
conduct the proceedings. This opportunity has
not been chosen in practice yet. It is not a coin-
cidence, since in 2005 there were altogether
four persons in the whole country who under-
took conciliation, three of them in Budapest.48

From 1 January 2004, the Public Procurement
Council supports, supervises and co-ordinates
the training of public procurement actors. It was
generally agreed that there was an increasing
need for the involvement of experts in
Hungarian public procurement. At the outset, it
was only needed by contracting entities, but by
now a dominant part of the tenderers, too, assign
experts with the peparation of applications. In
respect of the projects financed from EU funds,
it is obligatory to employ an independent public
procurement consultant for purchases in excess
of the Community thresholds. It is obligatory
even if there were a paid expert with appropriate
profeesional konwledge within the institution.

There is now a new profession, the profession
of public procurement consultants, which may
be instrumental in raising the level of public pro-
curement. Naturally, this system will make the
procedure more expensive, in some cases to
such an extent that small businesses will almost
be excluded from the competition. A proposal
was made to solve this problem: offices should
be set up to prepare bids for small businesses
free of charge or at a low rate, as another form of
support offered to small businesses. 

There was full agreement among those ques-
tioned that training was very expensive and
there were countless organisations involved in it
(namely 52). In spite of that there are very few
good training courses; it seems that by now
there is over-education even in this area. It is
not true that by completing one of these cours-

es, someone will get a job as a consultant,
because this profession only provides a means
of subsistance or maybe profit to a very small
group of people. Opinions vary on whether
there is an urgent need to unify the educational
system (in a controlled way, using uniform cur-
ricula in state-financed higher educational insti-
tutions), or the natural selection of educational
facilities should clearly rest with the market.

Those polled, however, agreed that the pres-
ent situation is intolerable according to which
there is no legal regulation relating to the issue
of references. Based on the general rule, to
meet this criterion it is compulsory to conduct
twenty procedures, but there is no obligation
that within these there should be at least one
EU procedure. Similarly, there is no feedback
on whether a procedure has been conducted
successfully, so the twenty procedures per-
formed may include even unlawful  or incom-
plete ones.

Electronic public procurement
It is a characteristic feature of the state of
affairs of Hungarian electronic public procure-
ment that there is a Government Decree
(167/2004), already in force, which regulates
the service provider and services of the elec-
tronic public procurement system in such a
way that the system developed could not be
operated successfully so far. It is thus not sur-
prising that the launch of electronic public pro-
curement was identified as a number one prior-
ity by the responders, however limited experi-
ence is available about it. The responders are
not familiar with the institution of electronic
public procurement, its detailed future opera-
tion and the technical particulars ralating to its
security, and many identify it with offers made
electronically. There is a general lack of infor-
mation and the majority of the interviewees are
not aware of the European tendencies. To illus-
trate this: there is hardly any of them who has
already taken part in an electronic auction. 
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The few who are familiar with the system of
electronic auction, already applicable from 1
July 2006,  find it a good tool if its application
is not an obligation but a possibility. They also
fear that this field is going to be overregulated.
In their view, it may make the system unser-
viceable if the lauch of the procedure implies an
obligation at the same time. In other words,
there is no chance for backing out even if there
is an insufficient number of tenderers for con-
ducting the electronic auction. Under so severe
conditions, market operators are not likely to
choose this solution.49

The Hungarian public procurement system,
which is much more rigorous than the West-
European, contains a number of components
hindering the advance of electronic public pro-
curement. One is the compulsory control of ten-
der announcements, which is only applicable in
Hungary within Europe (it has, among others,
financial implications, such as the financing of the
Public Procurement Council). Although this
ensures that the tender announcements forward-
ed to the Publications Office of the Official
Journal of the European Union are uniform, con-
trolled and of a consistently high standard (which
generally brings credit to the Hungarian party),
nevertheless this action clearly breaks the elec-
tronic process.50 It is a meaningful fact that while
the on-line tenders database of the European
Union, the TED (Tenders Electronic Daily), has
no paper-based verison, the electronic version of
the Hungarian Public Procurement Bulletin is for
guidance only, but not officially accepted.

Only three of the responders reckoned that
it would not be possible to ensure secure data
handling in the case of electronic public pro-
curement. “It is perilous! The fairness of the pro-
cedures is at stake! Let alone, it is much more
expensive!” The dominant part of the inter-
viewees think that public procurement will not
inevitably become cheaper by electronic man-
agement (data maintenance, registration and
advertising fees, etc.), but it will definitely

make the system more transparent and faster.
However, as regards products and services
characterised with standardisable and widely
known quality features, some interviewees
consider the electronic form (a typical exam-
ple: office paper purchase) as an effective pro-
cedure to cut down prices. 

It was agreed that electronic public procure-
ment makes it possible to increase efficiency, it
reduces administration costs, as well as promot-
ing the modernisation of the market and short-
ening purchase time.51 In one case, it was
brought up as an argument that the advantages
shown in public procurement markets may have
an indirect impact on the economy as a whole in
such a way that the opening up of the European
public procurement market and the easier flow
of information may dynamise competition.

The responders look upon it as a principal
fault that there is a division in the scope of
responsibilities in Hungary. For before July
2006, the Electronic Government Centre of the
Prime Minister's Office and the Ministry of
Informatics and Telecommunication were both
responsible for implementing and launching
electronic public procurement. “It is not a coin-
cidence that there was no palpable results even in
four years.” Although nearly all interwiewees
heard about the Oracle-based system develop-
ment of the Hungarian Post, which had caused a
great political stir, many could not or did not
wish to express their view on the matter.52 But
the few who declared views on it agreed that the
main reason behind the failure was the treatment
of the system development as a political ques-
tion. “It is not going to be a cheap system if HUF
3–4 billion will be spent on it every time there is a
change of government.” However, one of the
responders believes that the system would have
been capable of electronising public procure-
ments and handling the complete ordering and
monitoring process. Several favoured the deci-
sion that the system had not been authorised,
since the concession right (which applied to sys-
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tem development and operation alike) granted
monopoly to the service provider.

The majority of the responders are aware
that an action plan concerning electronic pro-
curements has been developed by the European
Commission, and its fast introduction is
regarded vital by most of the Member States.
The responders believe, however, that there are
huge regional differences in this field, and
building up electronic procurement is still in a
preliminary stage even in the most developed
countries. The directives merely lay down gen-
eral duties, so numerous versions electronic
public procurement exist in Europe. 

The majority think that the system is going
to be inoperational for a long time, because of
the absence of both the appropriate institution-
al and user environements. It is commonly
known that there is a strong aversion from new
technologies (opponents to e-procurement
include senior managers who only use the com-
puter out of necessity and print all e-mails to
read them in paper format). It is also a serious
obstable that the everyday use of electronic sig-
nature is not yet wide-spread in Hungary.

THE FUTURE OF PUBLIC PROCUREMENT 

The duties of public procurement continually
narrowed in the course of time, by now only
implying transparency and accountability. In
terms of its present content, its sole role remains
to be driving away corruption. This role is, how-
ever, very important from economic and social
aspects even if it is not entirely fulfilled. There
are several other institutions in public finances
that – similarly to public procurement – were
not assigned an active role, but that o problem
solving or problem prevention. In our view, in
2006 public procurement falls wihin this catego-
ry together with the police, health-care and the
fire guard. It is a 'young' system, only estab-
lished in this form in Hungary 10–11 years ago,

therefore the actors involved need time to get
familiar with the rules of the game. The crooks
are always one step ahead than the inspectors in
finding the loopholes.53

If we presume that the economic environment
of public procurement, taken in the widest sense,
is unchangeable we realise in no time that the
former goals (industrial protection, promotion
of local economy, job protection and job cre-
ation) will not return. However, we should not
give up that there may be a change in the content
of public procurement with new aims emerging. 

The components of the operation to
be improved

By reviewing both the theory and practice of
public procurement, it seems that improve-
ments can be made to the following compo-
nents of the system in operation in 2006. 

The extension of electronic public pro-
curement, the full development and operation
of the service system would efficiently further
transparency and controllability. After famil-
iarising with and using the system for several
years, we will be able to see how much time and
operational cost-saving can be achieved through
its operation. In the case of ordinary goods, the
electronic price competition would undoubted-
ly result in measurable price reduction.

We propose the following modifications
should be made to the Act effective in 2006:

• when evaluating tenderers, the Act should
give an opportunity to take account of
long-term relationships;

• the system should be modified in such a
way that the actors who proved to be cor-
rect and law abiding for a longer period of
time should have less formal requirements
to comply with. They should therefore not
be required to obtain a tax clearance cer-
tificate, which is irrelevant in their case
anyway, as well as to comply with the same
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regulations time and again. In a broader
sense, it should be considered to build the
system on the principle of trust, namely to
allow candidates to make a declaration
about fulfilment of their preliminary obli-
gations, but to impose serious penalty on
those who fail random tests.
The most important area which necessi-

tates changes: dissemination of knowledge
concerning public procurements and continu-
ous information to the professional communi-
ty and, in general, the public opinion. The law
would make it posible to apply much more
flexible and simple public procurement proce-
dures than contracting entities very often
choose, presumably, in fear of violating the law.
In addition to the overjudicialised public pro-
curement tenders, which indicate the tender
announcer's excessively strong efforts to avoid
risks, even the invitation to tender is unlawful.
Both problems spring from insufficient knowl-
edge of the law and the absence of wellqualified
experts. Based on our relatively wide experi-
ence, heads of government offices in Hungary
ignore the significance of legal specialisation
within their organisation. Thus, for instance,
the announcement of public procurement ten-
ders are frequently not assigned to specialised
lawyers but only to graduated lawyers, and
many times obtaining qualifications in public
procurement by employees is not supported.

Public procurement is a government task: it
is not appropriate to leave the training of pro-
curement actors exclusively to the market,
especially if there is no efficient quality assur-
ance in the given market, and professional fur-
ther training can be launched by merely satisfy-
ing minimum preconditions. The inspection of
educational and training facilities as well as the
launch of central training courses would
increase the number of experts who have both
documented qualifications and professional
knowledge covering every details as well as
maybe practice obtained during training. 

Further development of public 
procurement

The possibilities of broadening the content of
the public procurement system have to be
searched horizontally. New purposes need to be
identified that not only affect public procure-
ment actors but also have an impact on a large
part of the economy or economy as a whole. 

One of these potential purposes, also prori-
tised by the Commission of the European
Communities, is environmental protection
and, within its framework, sustainability54.
Environmentally responsible public procure-
ment55 means the practice when the parameters
of a product or service to be purchased are set
by the contracting entity of a public procure-
ment procedure in such a way that they meet
the criteria of “minimum environmental
impact” in the largest extent possible.56

Public procurement in concerned with great
many products and services. It may therefore
represent a significant problem that the envi-
ronmental parameters which may characterise a
given good show enermous diversity. This
problem can be overcome by labelling if there
is of a large number of goods. The first “green”
product label, the Blue Angel (Der blaue
Engel), was introduced by the former Federal
Republic of Germany in 1977. Today, eco-labels
are used in 33 countries, sometimes maybe
more than one at the same time.57 It is no
longer necessary to enumerate the green
parameters when a prodedure is launched; it
suffice to refer to the label, and it automatical-
ly signifies a set of parameters.

Let us imagine that the criterion of minimum
environmental impact is included among the
conditions of the next public procurement pro-
cedure concerning a government construction
project of several billion Hungarian Forints. Let
us also imagine that next year's central comput-
er purchase specifies that only computers pos-
sessing the strictest eco-label may be included in



PUBLIC FINANCES 

31

the tender. Finally, let us suppose that in its
forthcoming vehicles acquisition the Ministry
for Environment and Water gives preference to
hybrid cars with low environmental impact and
low fossile energy consumption, and as regards
its paper purchase, the tender announcement
will only apply for re-cycled products.58 These
procedures would automatically mainstream
environmental responsibility in the economy.59

All political forces could identify principles
other than environmental ones – such as social
solidarity, Corporate Social Responsibility,
reducing discrimination at international level –
which principles could be integrated into pub-
lic procurement. One of the main complaints
against the public procurement system is that it
is too administrative and impersonal, i.e. tender
announcers and evaluators can, without any
risk, stick to the letter of the law even if this
may cause severe economic or other damages.
Another general objection is that the system is
insensitive to quality, and low price is almost
the exclusive qantitative consideration of eval-
uation taken into account in evaluation. The
proposed, environmentally and socially sensi-
tive practice may contribute to more flexible
and socially more sensitive procedures even
within the given limited framework of the law. 

The comprehensive modification of the
Hungarian public procurement system would
undoubtedly need more than the solutions

which promote fulfilment of crucial social
objectives but which remain within the given
framework of the law. First of all, it should be
clarified what strategic purposes public procure-
ment serves as well as the hierarchy among
them. Different rules are needed if the key
objective is to reduce corruption, and again dif-
ferent if the main emphasis is on protecting pub-
lic funds. It is, however, rather non-productive if
the regulation and the institutional system
behind it are primarily designed to soothe pub-
lic opinion and to dispel suspicion, and if it
wants to communicate the message that we have
to put up a fight for the public funds. 

One of the weakest points of the Hungarian
public procurement regulation, effective in
2006, is that it wants to treat public procure-
ments not only as a part of the market, but – to
some extent – as a moral issue. Since ethical
norms are generally lower in the Hungarian
economy than in Western-Europe, the then-
democratic governments are the slaves to some
kind of regulatory illusion. The government's
determination to replace ethical norms with
detailed regulation will ultimately remove this
system from the operation of the market, while
establishing office positions and functions that
hamper the very compliance with ethical
norms, and thus creating a vicious circle in
which a more detailed regulation appears to be
the most convenient solution.

NOTES

1 Guidelines, 2004

2 This is referred to in the specialised  regulatory liter-
ature as the overjudicialisation of procedures,  a pri-
mary criterion of which is that the regulation endeav-
ours to exclude any communication between gov-
ernment decision- makers and market actors in the
procedures in the interest of transparency, in partic-
ular (Kahn, 1988, II. 87).

3 For some reason, the Competition Act in force does
not include the term "public procurement", although

the competition law is evidently applicable in public
procurement procedures.

4 At the end of the chapter (I. 5) in our paper dealing
with corruption we present a view based on macro-
economic analysis which predicts a possible increase in
corruption in parallel with the growing competition.

5 The principal is the state institution that announces
its need to purchase a certain product or service,
the agent is the institution or organisation that
drafts the invitation for bids.



PUBLIC FINANCES 

32

6 The three groups: 1 the professional careerist whose
long-term life strategy is linked to the regulatory
organisation and therefore it is in his interest that
this organisation has at least non-decreasing rights
and duties; 2 the political careerist for whom the reg-
ulatory job is solely a stepping stone, and 3 the
expert who adheres to professional values in the first
place, and therefore puts all other – political or
organisational – considerations on the back burner.
An important lesson of the model is that profession-
al employees who are motivated by professional
interests can influence the decisions of the regulator
and thus public procurement organisations only in a
degree conforming to their numerical proportion. 

7 It is to be noted that in his article, Esõ considers sole-
ly the purchase of experience goods as a public pro-
curement task, although, as a matter of fact, all three
categories of goods fall within the scope of public
procurement – but we will also see later on that the
proportion of public procurement procedures aimed
at the construction industry and services, which pre-
dominantly means the purchase of experience goods,
shows an increasing growth.  

8 The essence of the Vickrey-tender, also referred to as
second-price sealed-bid auction, is that each bidder
submits a sealed bid; the bidder submitting the low-
est bid wins the tender but receives the price equal to
the second-lowest bid. The price floor, namely the
setting of a minimum price for purchase below which
the bid is rejected, results in the appearance of count-
er-selection, and thus quality reduction. Apart from
a very few exceptions (works of art), even in the case
of experience goods, certain quality parameters can
be pre-set and subsequently checked, but these are
not included in the model. 

9 Gál, 2004. page 14

10 Its exact title: Decree No. 50,000/1934 K.M. of the
Hungarian Royal Minister of Commerce and the
Hungarian Royal Minister of Interior on public
supply and Hungarian procurement obligations.

11 See e.g. the procurement rules of the European
Union where directives were available by objects
(good, service, construction project) and by subjects
of procurement up until the recent past (in 2004 the
Council and the Parliament adopted a directive sum-
marising all objects of procurement, whereas the
rules on public utilities will continue to be provided
for in separate directives even in the future).

12 "First, the bid of the contracting tenderer, established
in Hungary, shall be considered, who seems the most

suitable for fulfilling the public supply in the desired
quality and according to the interests of the service by
using Hungarian products and local Hungarian
labourers, and whose price offer is realistic and rela-
tively the lowest, and thus most favourable.
...practically the lowest price is the realistic price
which is established in such a way that the contract-
ing tenderer pays his taxes and fulfils his social com-
mitments, and wants to meet his obligations using
good-quality materials and by properly providing for
his employees, and to act loyally, i.e. without expect-
ing overcharges and additional works, and such price
is the most favourable for any public body that in the
long run maintains its institutions from public funds
(or in fact, mainly from taxes paid by contracting
tenderers). Only thus can a public body expect that
public considerations that are to be represented by it
ex officio will, in all respects, be implemented.
Consequently, under the correct interpretation of
public interest, realism is a concept equal to inex-
pensiveness. Only hard and short-sighted fiscal
approach may seek numerical inexpensiveness."
(Kõházi, 1941, pp 143, 146)

13 It did not apply to major central government pro-
curements and to procurements of corporate enter-
prises, since in this particular area purchases were
made upon decisions of the minister and the
Council of Ministers.

14 Gál, 2004, page 24

15 Act I of 1994 on establishing an association between
the Republic of Hungary and the Communities and
its Member States in Brussels, on the promulgation
of the Europe Agreement signed on 16 December,
1991.

16 One of the favourite examples in public procure-
ment training courses is why no tender is
announced by the Prime Minister's Office for the
protection of the Prime Minister's residence
although the threshold for the purchase of services
is exceeded. Do we want that the call for tenders
and the accompanying documents (layout drawing,
etc.) be freely available to any organisation?

17 This subchapter has been prepared on the basis of
Bozzai, 2004.

18 In our paper the Treaty of Rome, the EEC Treaty
and the Treaty establishing the European Economic
Community are used as synonyms.

19 These considerations appear as priority objectives in
the internal law of the Member States.
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20 Jeney, 2000, page 588

21 Palánkai, 2004, page 119

22 See (Gordos, 2004, page 158). The question is
whether the price decrease took place under stabile
market prices in relation to purchases, or only the
prices already decreasing on the market appeared in
government purchases.

23 EU thresholds (net values):
purchase of goods.: EUR 137 000 (HUF 34 422 973
forint)
ordering services: EUR 211 000 (HUF 53 016 404)
ordering construction services: EUR 5 278 000
(HUF 1 326 163 800).

24 Based on Berényi (2003) 

25 The similar results of an EU-survey are described in
the article of Báger and Kovács (2006).

26 A good example for describing the suspicion in a
polite, albeit definite and legally indisputable man-
ner is the article published in the daily paper
'Népszabadság' on 26 August 2006 about the odd
extra costs of motorway constructions.. 

27 HVG (political and economic weekly), Vol.
2005/44

28 "Many tenders reveal gross negligence which opens
up the doors to corruption." HVG, Vol. 2005/44. 

29 http://www.napi.hu/default.asp?cCenter=arti-
cle.asp&nID=262587 

30 About Transparency International and the
method of calculating the corruption index see
http://www.transparency.org/policy_research/sur
veys_indices/cpi 

31 Dezsériné, 2003

32 The Lobbying Act was adopted by Parliament in
2006.

33 Lecture by Árpád Kovács at the conference of the
Public Procurement Council, http://www.pro-
moexh.hu/kozbeszkonf/kovacs.htm, downloaded
on 11 October 2006.

34 See also Laffont's analysis: the "corruption yield
curve" of political decision-makers always plays a part
in the change in the level of corruption, and this curve
often shows an increasing yield (Laffont, 2000, page

70). It is therefore questionable whether the intensi-
ty of market competition or this yield curve demon-
strates a faster advance in the given case.

35 Parliamentary Journal, 1990-2002. Database con-
taining the full text of the minutes of plenary ses-
sions, Arcanum Database , 2002

36 Information on the situation of public procure-
ments in 2005 and on certain components of the
amendment of Act CXXIX of 2003 on public pro-
curements.

37 This data does evidently not contain public pro-
curements awarded to foreign-owned but
Hungarian resident economic organisations.

38 Derogation from the rules is only allowed in the
cases and to the extent, which derogation and extent
are explicitely allowed by the Act on Public
Procurement.

39 The expansion of the negotiated prodecure points
to this direction in the amendment to the PP Act
made as of January 2006. A negotiated procedure
initiated by the publication of an announcement can
be employed if the object of the purchase is of the
nature which makes the unambigous establishment
of the consideration impossible. Negotiations can
be conducted concerning goods listed and pur-
chased in the commodity exchange, and if the goods
are purchased under exceptionally favourable condi-
tions, through administration of liquidation, final
settlement or judicial enforcement or in the frame-
work of other similar procedures. 

40 Let us take a semi-fictitious example: a ministry
intends to order expert reports from economic ana-
lyst firms. The candidates are required to submit a
certificate in proof of their due payment of taxes
towards any government agencies listed in a long
schedule. These include, for example, the environ-
mental agency which is totally irrelevant in the given
sub-market. A candidate may be excluded who sub-
mits a competitive bid from all aspects, but fails to
attach this single certificate, for instance, due to
insufficient time. The discrimination between can-
didates may be in that where the principal orders
some candidates to submit the missing document,
while  it does not order others, and he has the right
to both solutions (more precisely, it is not checked
whether he acts at his discretion in respect of this
small detail).

41 Although the simple procedure was not abolished in
the amendment of January 2006, but its rules were
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simplified. Both the personal and objective scopes
of this type of procedure have been narrowed. Thus,
exemption is given from conducting the procedure
to organisations that are forced to apply public pro-
curement for the purchase of services and goods
only on account if a subsidy or support granted.
Even central budgetary institution are now exempt
from the obligation of puchasing the services listed
under Schedule No. 4 in a public procurement pro-
cedure and the same applies to public service con-
tracts relating to central budgetary institutions ful-
filling their principal duties in the creation of liter-
ary works (technical or scientific), or for consulting
or interpretation services (professional, scientific)
works below the value limit of HUF 25 million.
Purchases conducted through an auction also fall
under the exemptions, moreover, in the case public
contracts with a value below 50 per cent of the
national threshold it is not obligatory to send a
repeated call for bids to the minimum three tender-
ers requested even if two or maybe one of them sub-
mitted a bid. In addition, references of the provi-
sions applicable in the conduct of the simple proce-
dure were also clarified by the legislator, which
makes the practical application of this type of pro-
cedure unambiguous and easier.

42 On 15 January 2006 university researchers and
researchers of the Academy filed a petition to the
President of the Public Procurement Coucil. They
pointed out in the petition that the status of several
thousand researchers could be improved if the obli-
gation to combine all purchases aimed at research and
development financed through tendering, i.e. the
obligation of combined calculation in respect of
small-value purchases was abolished. Although the
university can opt to calculate small items combined
with other purchases, economic leaders often com-
bine all items for fear of the public procurement
penalty. The signers of the petition believe that in the
majority of cases the acquisition of the items may not
only be more expensive in this way, but their pur-
chase takes much more time. This procedure, in their
view, hinders Hungarian research and development
which receives insufficient support anyway. On
February 9 2006, the Public Procurement Counncil
rejected the request (in addition to 377 signers with
PhD, to 126 with CSc and to 158 with DSc degrees,
9 signers are corresponding members of the
Hungarian Academy of Sciences (MTI) and 15 are
ordinary members of MTI., 15 are directors of insti-
tutions, 59 are heads of department, 88 university
professors are among the signers of the petition.) 

43 Submission in copy format and re-regulation of the
submission of missing documents are designed to

reduce the costs of the procedure. As a general rule,
simple copies of certificates must also be accepted,
moreover, attachment of a certified copy may only
be prescribed in the national and/or Community
system. Another promotion to the public procure-
ment participation of small-sized enterprises is the
new regulation according to which the tenderer may
comply with the eligibility criteria by relying on the
resources of so-called "another organisation". This
fact must be supported during the tender by a letter
of commitment, and even the organisations thus
involved are not subject to disqualification. This lat-
ter rule, however, is not popular with contracting
entities, because it further broadens the range of
subcontractors, already hard to have a grip on, and
this may be also detrimental to the quality of per-
formance.

44 According to one of the motions for amendment to
the Public Procurement Act, the contracting ten-
derer should effect payment to his subcontractors
within eight days from settlement of contracting
tenderer's invoices. If the subcontractor has
engaged another subcontractor, then the costs of
such subcontractor shall be paid again within eight
days. If payment is not received within the time lim-
its, then the sub-contractor and his sub-contractors
may post an immediate collection order against the
contracting tenderer.

45 Annual Report of the Public Procurement Council
for the year 2004, page 10 

46 Ibid

47 There will be a significant increase in the manage-
ment service fee payable in legal remedy proceedings
from 15 January 2006, but not necessarily along the
above outlined ideas. The fee of public procurement
proceedings conducted within the Community-level
system rose to HUF 900 000, while it remained
unchanged for national and simple proceedings. The
increased fee does not apply to the case when legal
remedy is applied against the tender announcement
which has given rise to the procedure.

48 On the other hand, the legislative authorisation
incorporated into the latest amendment of the PP
Act for correcting the deficiencies of the procedure
offers a good solution. It was maybe forced out by
the common practice that the tender announcer
may correct the infringement committed in the pro-
cedure subsequently, within its own competence.
This can be done by the tender announcer by mod-
ifying the result on one occasion until the contract
conclusion in the event it notices that its procedure
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has been unlawful, but remediable by correction.
This provision saves both the Arbitration Board and
the parties (the interested party and the party recog-
nising and admitting the infringement) from unnec-
essary procedures.

49 The appearance of the dynamic purchase system is a
significant novelty in the Hungarian legal regulation
(from 1 January 2007). It is a fully electronic
process during which tenderers who have entered
the system can make a preliminary bid electronical-
ly. Following the publication of simplified
announcements, contracting entities must send an
invitation to tender to these tenderers with a view to
the final tender. The future operation of the system
is, to a large extent, dependent on the details of the
Decree setting out detailed regulations.

50 Although it was raised as well as incorporated in
draft laws on several occasions, the mandatory
nature of the control of tender announcements is
yet to be abolished. Several arguments are heard for
and against the usefulness of this legal institution –
so far the former is gaining the upper hand.

51 The opportunities for shortening the deadlines for
tender are now added to the potential electronic
procedural components (electronic publication of
tender announcements, electronic availability of
documents).

52 The Hungarian Post published an invitation to tender
for the system long before passing the resolution.
Why was it so certain that it would get the right or
why did Oracle win in spite of offering a ready-made
package for the price of HUF 2.5 billion, while
Microsoft would have created a customised system
for HUF 1.6 billion? These vague elements of the
procedure are yet to be appropriately clarified.

53 An example from the operation of another sub-sys-

tem: a Spanish voluntary fireman set a forest on fire
because his wages was proportionate to his partici-
pation in fire incidents. It is impossible to close all
loopholes in the regulation of large systems. Vas
Népe, 12 August 2006

54 This is demonstrated by the fact that the
Commission published a handbook in 2004 titled
Buying green! Although it only contains recom-
mendations, it is nevertheless indicative of the
Commission's commitment. 

55 Environmentally responsible public procurement
(ERPP)

56 The most important of these conditions are: ener-
gy-efficiency, raw material efficiency, the use of raw
materials with the environmentally lowest impact,
environmental disposal of the product at the end of
its life-cycle (demolition, re-cycling in the greatest
possible degree).

57 Several eco-labels are is use in Hungary, tied to the
manufacturer or to the bio-certification institute, the
most  well-known of  the latter being the Bio Culture
Association. Hungarian manufacturers may use the
EU's own eco-label, the EU-flower, naturally only for
products complying with strict conditions. We have
not come across with such a product yet. 

58 The Green Point Office of the Ministry for
Environment and Water could name only one single
product it uses which reflects environmental aware-
ness, i.e. re-cycled envelopes. There seemed to be no
“green commitment” regarding any other product. 

59 The Commission's handbook titled Buying Green!
provides several practical examples from local gov-
ernment as well as from central levels on how to
achieve strong environmental impact in a simple
way, and it recommends further guidelines.
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T

Gábor Kutasi

Budget deficit 
and the achievement of fiscal 
equilibrium
– institutional approach

The study critically summarizes, assesses, and
comments on the political institutional theories
created by institutional economic theorists about
the correlations between the appearance of bud-
get deficit and political decision-making. There
is a special section on whether political business
cycles make the budget deficit fluctuate, and
whether there is large enough force attached to
general elections to explain fiscal expansion.
Budgetary models and indices that evaluate fis-
cal efficiency from the point of view of the poli-
tical institutional structure are examined. At the
end, based on experience gathered, the best insti-
tutional structure to create fiscal equilibrium is
outlined.

ADVANTAGES AND DISADVANTAGES
DERIVING FROM THE NATIONAL INSTI-
TUTIONAL STRUCTURE OF POWER WITH
REGARD TO THE BUDGETARY REFORM

Fundamentally, budgetary decision-making is
not based on economic rationales but on polit-
ical lobbying. This makes it worthwhile to
examine the fragmentation of the eco-political
institutional system. Several studies have
attempted to provide political and institutional
explanations for the development, the perma-
nence, as well as the elimination of budget

deficits. In general, they assume a systematic
connection between the outcome of the fiscal
policy and a certain variable of the political
institutional system. Studies examine three
phases within the political institutional system: 

the governmental phase, 
the parliamentary phase, and 
the executive phase.

The so-called theory of partisan macroeco-
nomic strategy (Hibbs 1977, Borelli and Royed
1995, Hahm et al. 1996, Schmidt 1996, Wagschal
1998, Clark and Hallenberg 2000) seeks to find
the budgetary effects of the party composition
of the government. For example, according to
Hibbs (1977), “left-wing” governments have
stronger ties to employees, and, consequently,
are willing to spend more on social-political and
egalitarian expenses. At the same time, they are
more inclined to raise taxes to this end. On the
other hand, “right-wing” or “conservative” gov-
ernments endeavour to reduce the size of the
state and to lower taxation. 

Alesina (1987), Alesina and Perotti (1995),
Clark and Hallenberg (2000), and Demertzis et
al. (2004) claim that right-wing governments
are not prone to easing up, left-wing/liberal1

governments are more successful at consolida-
tion, while centrist – or more typically, grand
coalition – governments have the least discip-
line and tend to succeed at fiscal equilibrium
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only to a slight extent. Coalition governments
are more inclined to expansion than single-
party ones, and that inclination increases in
direct proportion to the number of coalition
parties. (Roubini and Sachs 1989) Theoretically
speaking, the parliament is able to impose strict
control over minority governments, so, pre-
sumably, such governments are disciplined.
Unfortunately though, this discipline mani-
fests itself in addressing the needs of parlia-
mentary parties, and not in executing budget
consolidation and reform.

In fact, the related empirical studies drawing
comparisons between different countries (de
Haan and Sturm 1994, Hahm et al. 1996, Alesina
et al. 1998, 215–16, Borelli and Royed 1995,
Wagschal 1998), with the exception of Roubini
and Sachs (1989), have failed to conclusively
establish a direct connection between the ideo-
logical disposition of the government and budg-
et deficit. According to Tabellini and Alesina
(1990), although conservative and left-wing/lib-
eral governments have different preferences
concerning the size of the state, fiscal equilibri-
um, the composition of expenses, and the distri-
bution of tax burdens, they both undertake fis-
cal expansion in order to be re-elected, and only
differ in their “deficit strategies”. Persson and
Svensson (1989)'s model suggests that conserva-
tive governments are ready to undertake deficit
financing to avoid defeat, which leads to an
increased state debt and heavier budgetary inter-
est burdens, while they reduce future consump-
tion. To avoid defeat, left-wing/liberal govern-
ments tend to accumulate a budget surplus, rely-
ing on which they can decrease national debt
and consequently budgetary interest expendi-
tures as well. Based on that, they can boost
future public expenditures.

On the other hand, it has been confirmed sev-
eral times that governmental structure and the
institutional process of creating the annual bud-
get can considerably influence the extent of fiscal
expansion and deficit. Based on different govern-

ment structures, two approaches are applied to
find out the outcome of an expected fiscal policy.
(von Hagen et al. 2002, pp. 96–97) The so-called
delegation approach can be applied to one-party
governments, where solely hierarchical relations
exist between government members. In such
cases, there is a chance to establish a strong
prime ministerial, and what is even more impor-
tant from the point of view of fiscal discipline: a
strong finance ministerial position. This means
that it is the finance minister who determines the
agenda of budgetary negotiations (agenda-setting
power), has the right to propose restrictions con-
cerning the main budgetary categories, is in con-
trol of all information on public funds, which
presumes significant controlling capacity, and
has the power to adjust as well as to veto the
spending ministries' divergence from the budget
plan. However, this type of one-party gover-
nance is mostly conceivable in a system of two-
party alternating governance, which, based on
pluralist or majoritarian representation, is prima-
rily the result of such election systems as the
ones that we find in the United Kingdom, the
United States or France.

The systems based on so-called proportional
representation mostly result in multi-party le-
gislation, and consequently, most probably, in
forced coalitions. In such cases, the process of
the creation and the execution of the budget
can be best described by using the contract
approach. This is because forecasting the
expected budgetary outcome of multi-party
coalition governance is to be based on the
coalition contract. This contract evolves from
the equal, horizontal relation of the parties
through negotiations, and it includes the budget-
ary objectives. Under such circumstances, it is
almost impossible to establish a highly restric-
tive finance ministerial position in control over
the other ministries because that would cause
the coalition parties – apart from the one dele-
gating the finance minister – to consider their
equal position to be jeopardized. They would
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be afraid that the finance minister might take
advantage of his/her influence at their expense.
Also, it is difficult to dispose of over-spending
ministers because such a step requires bargain-
ing within the coalition. Based on these factors,
Alesina and Perotti (1999) believe that coali-
tion governments “produced” by systems of
proportional representation are likely to be
inclined to delay undertaking fiscal adjustment,
and thus national debt is accumulated more
quickly than in the case of one-party govern-
ments' being in power. This is because, accord-
ing to Von Hagen and Harden (1996), systems
of proportional representation result in a polit-
ical environment in which several parties have
parliamentary representation and all these par-
ties have strong inner discipline, but their being
compelled to form a coalition weakens govern-
mental discipline. 

It needs to be mentioned that in the course
of his analysis, Baldini (2000) opted for dealing
with one- or two-party coalitions and multi-
party coalitions separately when analyzing the
system of proportional representation due to
the numerous differences that had been detect-
ed between these two groups.

In Alesina and Perotti (1998)'s “power-shar-
ing” approach, the composition of the govern-
ment does not affect the extent of its influence
over the execution of fiscal restrictions.
However, the growing circle of those involved
in decision-making tends to result in an
increased insecurity about the final formula-
tion of the fiscal policy. Shared power means
weaker fiscal discipline and slower fiscal adapt-
ability, especially in the case of a coalition gov-
ernment made up of a high number of min-
istries. Perotti and Kontopoulos (2002) more
specifically believe that the most important
characteristics are the following: which coali-
tion party's members are the hesitant voters in
the parliament, what the extent of the coali-
tional majority over the opposition is, and how
consistent the actions of non-governing parties

are. If the coalition is over-fragmented, or the
vote of the opposition does count, a situation
in which several political blocks fight for the
influence over revenues tends to arise. If one
relinquishes any sort of financial resources,
another coalition partner will carve a larger
chunk for itself, thus self-restraint at party level
is not a rational decision. This is termed “non-
cooperative free rider decision-making” by
Hughes-Hallett et al. (2003).

Although all this may raise the issue of the
reform of institutional decision-making, basic
democratic frameworks and the bases of nation-
al electoral and representational systems need to
be treated as extern factors, or external condi-
tions, the assessment of which is not the task of
the studies cited above. Based on either theoret-
ical or practical considerations, it is not necessar-
ily worth superimposing the objectives of fiscal
discipline and equilibrium onto these systems.
Thus, it makes more sense to rely on institution-
al experience in order to make it possible to reach
fiscal equilibrium within the type of institutional
system of either the delegation or the contract
approach, through structural reforms.

National parliaments also have a part in the
process of the creation and the supervision of
national budgets. However, in a system of pro-
portional representation, the role of the parlia-
ment is restricted by inner party discipline,
which makes the parliamentary phase less
important. In practice, legislation is a weak
player with a small stake in the process despite
the fact that several European country studies
have thoroughly analyzed the role of the parlia-
ment in the course of examining the budgetary
process. (See Blöndal 2001, Blöndal et al. 2002,
Blöndal and Kristensen 2002, Blöndal and
Ruffner 2004, Kraan 2005, von Hagen and
Harden 1996, Poterba and von Hagen 1999,
Baldini 2000.) Fundamentally, it is the govern-
ment that determines the budgetary timetable.
The parliament has one severe sanction against
the government, namely the rejection of the
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budget, which means the downfall of the gov-
ernment everywhere in Europe. However,
there exists a deterrent operating against apply-
ing this tool, i.e. the so-called guillotine effect.
Causing the downfall of the government,
members of parliament (of the governing par-
ties) risk their own downfall and stake their
own influence, should an extraordinary elec-
tion be called, or should a new coalition exclud-
ing their parties be formed. 

Some of the studies emphasize the conse-
quences of political, or more narrowly, govern-
mental instability. The basic assumption is that
a relatively short-lived government is unable to
tackle the problem of the lack of fiscal equilib-
rium successfully in the long run because it
needs to plan for a significantly shorter term
together with its hoped-for re-election than a
stable government that can confidently count
on a long mandate. (de Haan and Sturm 1994,
Freitag and Sciarini 2001) The approach pre-

suming longer-lived governments' inclination
for a smaller deficit has been verified by Baldini
(2000) inter alia, linking this topic to the idea
that the actual length of the mandate of a gov-
ernment is largely determined by governmental
structure. Baldini has established three country
groups within the OECD: 

systems based on proportional represen-
tation with multi-party coalitions, 

systems based on proportional represen-
tation with one- or two-party coalitions, 

“majoritarian” systems with two-party
alternating governance. 

Focusing on the governments between 1945
and 1992, he sought an answer to the following
question: to what extent governmental struc-
ture influenced the length of a government's
actual term and its fiscal performance. Group
(1) includes Belgium, Finland, Italy, the
Netherlands and the fourth French Republic
between 1945 and 1958, but the last one had

Figure 1 

AVERAGE FISCAL PERFORMANCE OF DIFFERENT GOVERNMENTAL TYPES 
[based on Baldini (2000), GDP-proportionately, percent]

Source: Baldini (2000) p. 27, Table 2

* fiscal impulse = primary deficit adjusted to unemployment – primary deficit of the previous year. The indicator of fiscal impulse was created by
Alesina and Perotti (1995) in order to filter out the endogenous cyclical component from governmental budget, thus arriving at the discretional
component.
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better be excluded from the sample as an
extreme case. Group (2) includes Austria,
Denmark, Germany, Ireland, Norway and
Sweden, while Group (3) has Australia,
Canada, Japan, New Zealand, the United
Kingdom and post-1958 France. The analysis
indicates that in the case of multi-party coali-
tions, an average of 3 governments were in
power within one legislative term, while in the
case of the other two groups approximately 1.5.
As far as the length of the actual mandate of
the government is concerned, those in Group
(1) were able to stay in power for as few as 16
months on average, which is a mere two-thirds
of the average of 24 months spent in power by
the other two governmental types.

Based on Baldini (2000)'s results concerning
fiscal performance (see Figure 1), majoritarian
representational systems appear to be able to
perform the most stably concerning fiscal equi-
librium.

In the executive phase of the budget, the
basic question is to what extent the executive
branch of power can deviate from the budget
act and the draft budget. The finance minister's
supervisory and observing roles have a strong
impact on compliance with the original budget,
while his/her veto right is crucial for the execu-
tion of public consumption. It is a question to
what extent the surplus needs of certain min-
istries can be managed through the flexible,
inter-ministerial reallocation of resources, stay-
ing within the original budget figures. A gov-
ernment's ability to have a supplementary
budget passed easily and its inclination to use
this tool may severely undermine the discipline
of the execution of the budget, not to mention
the credibility of the government's fiscal policy. 

The credibility and the discipline of a fiscal
policy would also be enhanced by ensuring the
transparency of the budgetary process.
However, politicians have no interest in that
transparency. They prefer keeping voters under
a budgetary illusion by hiding obligations and

costs, while overemphasizing benefits. They
try to make them overestimate the “free” pub-
lic services, which they are entitled to in return
for the taxes that they have paid, while trying
to make them underestimate the costs of these
public goods. Alesina and Perotti (1999) men-
tion the following tricks:

Governments overstate economic growth,
so they overestimate the volume of tax rev-
enues and underestimate anticyclical expendi-
tures. When facing the results that have fallen
short of such expectations, they simply refer to
bad luck and/or claim that unexpected events
have occurred.

Overestimating the effects of budgetary
measures with the “obligatory” optimism of
those in power may cause them to delay the
execution of fiscal adjustment. For instance,
having overestimated the weight of some
insignificant tax revenue, they do not cut
expenditures to the necessary extent, or do not
raise taxes significantly.

They place assets, funds, and investments
outside budget so that they do not appear in
the budgetary accounts.

They inflate past benchmark figures serv-
ing as a basis for budgetary planning.

In the case of budget lines expanding over
several years, they keep postponing serious
consolidation or reform measures to the sec-
ond and third year by revising the budget line
each year. 

According to Alesina and Cukierman
(1990), the less voters know and understand
concerning the budgetary process, the more
opportunities political decision-makers have to
make strategic steps and to use the tools of
deficit and overspending for their own benefit.
If voters are less well-informed, there is a bet-
ter chance to have a looser fiscal policy, which
induces the phenomenon of alarming budget
deficits before election years and quickening
state debt growth, followed by political busi-
ness cycles. (Rogoff and Sibert 1988)
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POLITICAL BUSINESS CYCLES WITHIN
THE OPERATION OF THE DEMOCRATIC
INSTITUTIONAL SYSTEM

Verifying the existence of political business
cycles is a special subject of interest within fis-
cal equilibrium and the political institutional
background. Analyses centering on this area
focus on the extent of the loosening of fiscal
discipline in the years of political elections or
the ones preceding it. Even though not every
examination has succeeded in verifying the
existence of political business cycles (de Haan
and Sturm 1994, Alesina and Perotti 1995,
Andrikopoulos et al. 2004,), Buti and van den
Noord (2003), and von Hagen (2003) have
demonstrated a significant impact of election
cycles within the EU-15 country group in the
period between 1998 and 2002, and so have
Tujula and Wolswijk (2004) concerning the
OECD countries in the period between 1970
and 2002, according to which findings the aver-
age fiscal impulse was significantly higher in
years preceding elections than in other years.
These results have been confirmed by Mink
and de Haan (2006), who have also demon-
strated that the Stability and Growth Pact
increased the budgetary discipline in the coun-
tries that have already joined the euro-zone
compared to the EU member states that have
not introduced the euro yet in pre-election
years. When the theory of political business
cycles first appeared, Nordhaus (1975, cited by
Mink and de Haan 2006) presumed that voters
evaluated governments and reached their deci-
sions in retrospect, which was why govern-
ments increased the benefits provided for the
majority of voters before elections and boosted
the economy through fiscal expansion – in
order to be re-elected. However, others think
that due to informational asymmetry, voters do
not have knowledge of politicians' real abilities
or competence, and are only aware of what
politicians show of themselves, i.e. the meas-

ures of a momentary, observable fiscal policy.
(Rogoff and Sibert 1988, Shi and Svensson
2004) For this reason, before elections, a fiscal
policy that is beneficial for the majority of vot-
ers increases the chances of the government in
power to be re-elected. This, in turn, according
to Mink and de Haan (2006), makes fiscal
expansion a “cheaper” solution than restric-
tions for political decision-makers. Through all
this, however, ethical risk becomes a part of the
system. This is because politicians need to
appear (more) competent, so they make so-
called hidden efforts to keep up appearances.
(Persson and Tabellini 2000, Shi and Svensson
2002) For instance, governments cover the costs
of the enhancement of the standards of public
services from short-term loans. These are only
made public after the elections, in the next quar-
terly report on the national debt, or in the report
on the annual budget deficit, which is bound to
have grown due to the increasing interest bur-
den. (Mink and de Haan 2006) Instances of such
behavior can be detected within the OECD
country group, regardless of countries or parties
(see Shi and Svensson 2004). Scrutinizing on the
period between 1960 and 1998, Persson and
Tabellini (2002) have pinpointed significant pre-
election year tax cuts in 60 countries operating
in a democratic system.

Alesina et al. (1998) find politicians too sen-
sitive to political business cycles despite the
fact that, according to their account, the polit-
ical “cost” of strict discipline is often low, and
voters usually keep successfully consolidating
governments in power. Though it is true that
voters occasionally vote for the promise to
increase expenditures relating to their own
interests or constituencies, and for this reason,
politically speaking, consolidation does not
appear to pay off; Hughes-Hallett et al. (2003)
add that political success also depends on sev-
eral other factors.

Alesina and Perotti (1995) claim that eco-
nomic circumstances also influence the reac-
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tions of the decision-makers of a fiscal policy,
who are far more likely to reach for the tools of
budgetary loosening during recessions. This
will, in turn, lead to the almost certain failure of
an economic policy.

Still, two reasons make it worthwhile to treat
the theory of partisan macroeconomic strategy
with reservations. Firstly, according to
Hughes-Hallett et al. (2003), it is questionable
whether the political behavior determined by
voters' long-term rationality and politicians'
need of a good reputation has in fact any valid-
ity. Secondly, according to Brender and Drazen
(2005), this kind of political cyclicity concern-
ing budgeting is typical of the less advanced
“new democracies”, and it is impossible to
demonstrate a significant impact of election
years on the budget by an analysis excluding
them and only focusing on the most developed
OECD countries. Alt and Lassen (2006) claim
that the reason for this is that budgetary trans-
parency is ensured in the most developed
democracies, while less transparent institution-
al systems in less developed countries generate
political business cycles. To disperse the doubts
raised by skeptics, according to Hughes-
Hallett et al. (2003), it would be necessary to
compare election and pre-election years and it
would be worth examining the latter, seeking
to find expansional follies.

TO WHAT EXTENT ARE THE FINDINGS OF
INSTITUTIONAL ECONOMICS VALID IN
THE COUNTRIES OF CENTRAL-EASTERN
EUROPE?

All the empirical analyses mentioned so far
have restricted themselves to examining the
most developed OECD countries. It is a ques-
tion how far this experience is valid in the case
of the Eastern EU member states, with their
own particular economic and social circum-
stances and development paths.2 What justifies

the generalization of the theory of institutional
economics is that very similar political institu-
tional systems operate in the new and old EU
member states. Still, can the same thing be
implemented in the same manner in two differ-
ent countries? In one parliamentary democracy,
political parties are able to reach a consensus
about important issues, grass-roots organiza-
tions are organized bottom-up and efficiently
pressurize the political elite, and corruption can
be eliminated – mostly through voluntary, civic
self-restraint, while in other national systems
the same things fail to work. In respect of such
differences, it can be presumed that it is not
inside the institutional system of parliamentary
democracy that a paradox has appeared, but cer-
tain factors outside the system bring out the dif-
ferences between the countries.

The existence of this outside factor was to be
– and failed to be – demonstrated by Druckman
and Roberts (2005) in one institutional segment
of parliamentary democracy, namely the coali-
tional bargaining process. The democratic
institutional patterns of Western European
countries were adopted in Eastern Europe fif-
teen years ago, which has provided an excellent
opportunity to compare groups of countries of
different characteristics concerning historical
development and crucial economic problems,
which, however, have identical political sys-
tems. The pivotal question of their research has
been whether the same institutions generate
the same final results in the new and the devel-
oped democracies, or all this is influenced by
the historical, cultural and economic differ-
ences. The researchers empirically compared
the final results of Eastern and Western coali-
tion negotiations with regard to allocating
influences. The fundamental question concern-
ing the connection analyzed was to what extent
the parties negotiating the coalition were able
to assert the proportion of the parliamentary
seats that they had gained during the process of
portfolio allocation in each country.3 Provided
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that the same correlation was found in each
region, it would be impossible to maintain that
the institutional system was distorted by such
outside impacts as the lack of parliamentary
experience, or the communist heritage and the
difficulties arising from the transformation of
the economy in Eastern Europe.

Following the economic and political transi-
tions of Eastern European countries, time series
relating to countries which have fundamentally
different characteristics in view of factors out-
side the institutional system have become avail-
able. According to the assumption of
Druckman and Roberts (2005), firstly, Western
European countries have had decades or even
centuries of experience relating to the operation
of the institutions of parliamentary democracy,
whereas in the case of Eastern Europe, the sin-
gle-party systems controlled through orders
from above have left deep marks on the politi-
cal elite's way of thinking. Thus those in the lat-
ter group are less inclined to negotiate and com-
promise, and believe more in the game called
“the winner takes it all”. Secondly, Eastern
countries needed to undertake profound eco-
nomic transformations simultaneously with the
adaptation of the democratic political system,
which forced the parties forming governments
to involve as great power in governing as possi-
ble. Thirdly, the authors claim that due to the
communist heritage, communist successor par-
ties in Eastern Europe are treated in a particular
way by the other political parties, who, in cer-
tain cases, even refuse to consider forming
coalitions with them. Thus successor parties are
more often forced to accept governmental
influence that is unfavorable, if compared to the
proportion of their parliamentary seats, than
other political parties.4

The authors differentiate between advanced
and less advanced countries within the Eastern
European group, which is justifiable so far that
in the countries that have more stable
economies there is a slighter chance of a politi-

cal crisis, and, consequently, of an interim
reshuffling of the balance of power in the par-
liament. The study has shed light on the fact
that the east-west differentiation is not justifi-
able as all the differences between the group
variables have stayed under significance level. It
is far more justifiable to separate advanced and
less advanced countries. However, this only
confirms the trivial statement that it is neces-
sary for the countries that joined the develop-
ment process later to have a certain apprentice-
ship period before the new political institution-
al system can be operated with due efficiency.

Regarding the east-west differentiation, cor-
relational data show that there is a slightly
stronger relation between the proportion of
parliamentary seats and parties' shares in port-
folio allocation in Western European countries
than in Eastern countries, which manifests
itself in the following manner: Western govern-
ment-forming parties have had to make larger
allowances than their Eastern counterparts, but
in both regions it is typically the government-
forming parties that have made allowances.
However, if we further divide the Eastern
country group into advanced and less advanced
countries based on their EU membership, we
do not experience significant differences
between advanced Eastern and Western coun-
tries. In other words, the differences detected
while comparing east and west exist owing to
the less advanced Eastern countries. In the less
advanced countries there is a far weaker corre-
lation (0.71) between parliamentary seats and
the allocation of portfolios than in the
advanced Eastern (1.03) or the Western coun-
tries (1.04). And while government-forming
parties in the latter two country groups are typ-
ically forced to under-represent themselves
regarding the number of portfolios, the above
weak correlation induces the significant over-
representation of government-forming parties
in the less advanced countries.

Thus, fundamentally, maturity for integration
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also reflects a kind of maturity relating to polit-
ical institutions. Therefore, it can be presumed
that the statements about fiscal discipline in
respect of the budget process and the structure
of the political institutional system that have
been made in this chapter are also valid when
examining the Eastern member states.

MODELING AND MEASURING 
INSTITUTIONAL CHARACTERISTICS

According to Von Hagen et al. (2002), the
lower the degree of the centralization of the
budget and the taxation system, the higher the
extent of the budget deficit and the national
debt is. Von Hagen and Harden (1996, pp.
7–11) examined how the demand for govern-
mental expenditure rose if there were a grow-
ing number of interest groups in a decision-
making position concerning the extent of the
consumption of public goods when revenues
were being spent. In the model, each task is
assigned an expenditure target (xi*) and the
fund available is allocated to the different tasks
(xi). The government aims to maximize the
following preference function:

(1)

where 
TB is tax burden,
m±1, the tax burden falling on the support-

ers of the government,
and n is the number of the ministers of spend-

ing ministries in a decision-making position.
Interpreting the maximizing of the function,

we see that the first part of the expression
means that the gap between actual and planned
expenditures needs to be minimized, while the
second part means that the tax burden needs to
be kept low. 

Carrying out the reduction xi*= x*, we find
that the optimum expenditure level is:

(2)

Each of the n ministers only considers their
own fields in order to minimize the difference
between planned and actual expenditures,
which, according to von Hagen and Harden
(1996), places expenditures in a new dimen-
sion. It is because the volume of funds assigned
to the ministries is a matter of influence and
prestige for the ministers, and, in the case of a
coalition, for the parties behind them; which is
the reason why they endeavor to boost that
volume. Moreover, they only tend to take the
tax burden that concerns the voters of their
own fields into consideration. (For this reason,
it would be better for ministries not to func-
tion as fund-allocating and asset-managing
organizations, but as program planners and
coordinators.) It is worthwhile to write a pref-
erence function for each minister:

(3)

where 
i indicates the given minister, and xi the

minister's individual benefit derived from hav-
ing obtained a large budget for their ministry,
g > 0.

At the same time, gxi represents the com-
mon pool problem (concerning the allocation
of public goods) in the model, namely, that a
budget is determined by several people through
a group decision-making process.

Applying Von Hagen and Harden (1996)'s
further reduction, if mi = m/n, aggregate
expenditure is:

(4)

Thus a decentralized budgetary process
results in divergence from planned expendi-
tures for two reasons: firstly, due to the
advancement of individual interests, and sec-
ondly, because of the allocational problem of
public goods. However, the increased expendi-
ture of a given ministry manifests itself as a

Bd = [n(ax*+ g] / [a +m] , ami > Bc.

Ui = gxi – a/2(xi – xi*) – mi/2 *TB2

Bc = anx*/ (a + nm)

V= – Sn
i = 1[a/2 (xi – xi*)] – mi/2 *TB2
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cost externality for the whole economy,
because the tax burden of the extra expenditure
is borne by each taxpaying economic player,
even if only indirectly, through later credit
repayment and interest payment. However,
decision-makers of decentralized budgets do
not recognize this externality as it derives from
the above deduction, so expenditures will
exceed the optimum level. Mathematically
speaking, this also derives from the fact that Bd
(the output function assuming group decision-
making) will always be higher than Bc (the
function considering the government to be one
decision-maker), presuming that there always
exists an individual interest within the group to
initiate overspending (g > 0), since Bd takes

into account the demand for extra expenditures
caused by individual motivations.

To dissolve this problem, i.e. to “soothe”
excessive deficit and overspending, von Hagen
and Harden (1996) recommend that elements
that strengthen the advancement of collective
interests be included in the budget process.
Such an element may be the joint agreement of
the ministers of the spending ministries on the
allocation of public goods, or the position of
strong strategic influence of one member of
the government, i.e. the finance minister.

Ministers' negotiations and agreements
merely decrease the source of overspending
and excessive deficit (see Bn), while, on the
basis of the above-described contract

Table 1 

THE CONTENT OF THE CENTRALIZATION INDICES

Source: von Hagen and Harden (1996, p. 23, Table 6)

exclusion of special funds
whether one or several documents are submitted (is it possible to vote by budgetary
chapters?)
transparency (less transparent means weaker parliamentary control)
connectedness to national accounts 
exclusion of governmental credits and credit guarantees

(4)
information content of documents

in draft budget

can the finance minister prevent expenditures?
existence of financial safety valves (cash limit)
extent of re-allocation among budgetary chapters
opportunity to make changes during execution
part of funds carried forward to the following year

(3)
flexibility of executive phase

existence of limitations of parliament's adjustment opportunities
necessary adjustment proposals in order to be able to counter-balance 
political weight of rejecting adjustment proposals or the budget appropriation bill
comprehensive vote on budget
comprehensive vote on expenditures

(2)

parliamentary phase

existence and extent of general limitations
the finance minister's power to determine the negotiation timetable in the course of
budgetary negotiations
quality of budgetary norms of bilateral budgetary negotiations between the finance min-
ister and the minister of each spending ministry 
participation in conflict resolution

(1)
governmental phase

Content of basic indicatorsBasic indicators
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approach, the strong position of the finance
minister (see Ba and Bv) means that it is com-
pletely up to him/her to decide what proposals
on expenditures are put on the agenda of gov-
ernment meetings (agenda-setting), or that
he/she can veto any expenditure operation
ordered by the ministers of spending mi-
nistries.

(5)

(6)

(7)

where 
d is the finance minister's bargaining power

against the influence of the spending ministries
(1-d). The stronger the finance minister's
word, i.e. the higher the value of d is, the more
disciplined the preparation and execution of
the budget are.

To measure the extent of centralization, von
Hagen and Harden (1996, pp. 23–25) have
drawn up two centralization indices:

(8)

(9)

The two indices combine four basic indica-
tors concerning the creation and execution of
the budget (see Table 1): 

(1) the decision-making structure of the
governmental phase, 

(2) the decision-making structure of the par-
liamentary phase, 

(3) the flexibility of the execution of the
budget, 

(4) the information content of the draft
budget.

If the prime minister and the finance minis-
ter have strong positions at governmental

negotiations, if the parliament has limited
opportunities to adjust the budget, if trans-
parency is high, if execution is inflexible, i.e.
there are strictly limited opportunities to
diverge from planned expenditures, and if the
finance minister has a strong veto right against
the spending ministries, the two indices will
have high values, which indicates strong budg-
etary discipline. 

Based on the significant regression calcula-
tions that have been carried out, the 4 basic
variables explain 60 percent of the budget
deficit in the case of both indices, 40 percent
of the extent of the national debt according to
S and 29 percent of the same according to M.

The above descriptions may already have
made it clear that it is the government that has
the biggest say in the process of the creation
and execution of the budget. Thus it is also
worthwhile to examine the impact of govern-
mental structure on the budgetary outcome.
Supplementing the previous model, relating to
governmental weakness, Kontopoulos and
Perotti (1999) examined the impact of two
characteristics of fragmentation, i.e. the num-
ber of parties in the coalition (NPC) and the
number of spending ministries (NSM), on dif-
ferent budgetary variables (bt–bt–1). The above
factors influence the extent of the change of
both the deficit and the total expenditure or
total revenue.

(10)

where 
DYt is the growth rate of the GDP, DUt is

the change of the unemployment rate, and
INFLt is the change of the price level. The rea-
son for including these is that the macroeco-
nomic environment impacts on expenditures
and limits political decision-makers' possibili-

bt–bt–1=a0+a1NPCt+a2NSMt+
+a3 NPCt*DYt +a4NSMt*DYt+
+a5DYt +a6DUt+ a7INFLt+et

M = ( Π4
j=1 Ij )¼ . 

S = ¼  Σ4
j=1 Ij, 

Bv = n[ax*+(1–d)g] / [a+m(n–(1–d)(n–1))]

Ba = n[ax*+(1–d)g] / (nm+a)

Bn = n(ax*+ g) / (nm+a)
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ties. NPCt*DYt and NSMt*DYt are interac-
tions between institutional and macroeconom-
ic variables.

Based on Kontopoulos and Perotti (1999)'s
empirical analysis, NSM fundamentally deter-
mines deficit, while NPC is a significant deter-
minant both on the expenditure and the rev-
enue sides, while, concerning deficit, the two
impacts neutralize each other. The impact of
both variables is more significant and more
important in recession years than in periods of
dynamic economic growth. NPC, i.e. the num-
ber of parties in the coalition is mostly the
result of the election system – see majoritarian
vs. proportional representation -, to be regard-
ed as an external condition, through which it
would indeed seem difficult to influence fiscal
discipline. By contrast, determining and chang-
ing NSM, i.e. the number of ministries, is with-
in the competency of the government practi-
cally in all OECD countries.

SURMOUNTING THE OBSTACLE 
OF LACKING POLITICAL CONSENSUS 

Fundamentally, Von Hagen et al. (2002) blame
coordination failure for the lack of fiscal disci-
pline within the budget process. On the one
hand, it is necessary to decrease departmental-
ization, i.e. the huge number of those involved
in the decision-making process, and fragmenta-
tion, i.e. breaking up the budget process into
too many phases. On the other hand, it is nec-
essary to present the actual marginal costs and
marginal utilities within the centralized budget
process, as political decision-makers tend to
overestimate the profitability of governmental
expenditures under the spell of the above-men-
tioned budgetary illusions.

Each EU member state prepares a conver-
gence program, which is the basis of reference
in the course of excessive deficit procedures at
Union level. The convergence program itself

assigns certain budget input (for instance,
inflation) and output (for example, budget
deficit) figures for several years ahead as objec-
tives to be achieved. Although the convergence
program is not binding in itself, it may become
a strong enough tool to make the fiscal policy
of a government “more transparent, traceable
and accountable” for both the society within a
country and the partner countries. (Benczes
2004: p. 55) For this reason, identically to
annual budgets, the convergence program
could be enacted as a kind of multi-year budg-
et. By analogy with this, even the National
Development Plan may gain legislative effect –
possibly if voted for by a qualified majority.

Apart from legislative solutions, organizatio-
nal changes are also necessary. At a theoretical
level, Csillag and Mihályi (2006) have made sim-
ilar recommendations, and since the 1990's, we
have seen functioning examples of Fiscal and/or
Financial (High) Councils established, which
have the right to control budget deficit. Also,
this right ought to be expanded to ensure com-
pliance with the convergence program figures or
even to oversee the execution of structural
reforms. Similar solutions are applied under the
name of High-Council of Finance in Belgium,
and Fiscal and Financial Policy Council in Spain.
(von Hagen et al. 2002, p. 106) 

For this solution, it is essential to establish an
organization of true decision-making compe-
tency, and not an ersatz group of consultants.
During debates on this topic, it has been
brought up that provided this organization con-
sisted of experts who were independent of the
government and parties, it would practically
have the same influence over state redistribution
as the parliament, which latter organization is
backed by the widest legitimacy at present.
Considering the Belgian example, we can see
that each member of the Council is delegated by
a democratic institution. The essence of interna-
tional integration is exactly this: provided a
(national) institution hands over its decision-
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making powers to another (international) body
on a voluntary basis, legitimacy and sovereignty
will not be injured. Incidentally, it is expedient
that the finance minister as the person responsi-
ble for the implementation of the budget act be
the Chairperson of the Council. However, there
is one aspect that is to be taken into considera-
tion in any event: conflicts of economic/political
interests may not be imported into this Council,
as it should have but these objectives: to achieve
fiscal equilibrium and/or to implement the con-
vergence program.

However, the final obstacle, i.e. political
players' lack of ability to compromise has still
not disappeared. In other words, it seems nec-
essary for political decision-makers to feel an
outside impact, strictly in compliance with the
principles of parliamentary democracy, to make
them interested in taking the above-mentioned
steps. If it had ample resources, even a civil
foundation could launch a campaign to raise
public awareness of the problem and to make
the above proposals relating to the solution of
the problem widely accepted, even demanded.
This would enhance politicians' popularity pro-
vided that they passed the necessary acts and
executed the structural reforms. Also, leading
business people who do not depend on parties
could try to persuade all the parties that are
potentially able to govern to accept a
social/economic declaration created by them,
containing basic principles and strategic direc-
tions, which political decision-makers should
pledge not to diverge from in the event of
being elected to form a government. Naturally,
a potential danger lies in good faith and politi-
cal rationality not always overlapping.

Alesina and Perotti (1999) list three theoret-
ical solutions to implement budgetary trans-
parency, one of which seems especially viable.
Transparency could be ensured through legisla-
tive procedures, but that might lead to a never-
ending regulatory process. It would be possible
to establish an independent transparency corps,

but in a multi-party system the credibility of its
independence could soon become question-
able. National courts of audit may have suffi-
cient credibility to undertake such a task in any
EU member state, though. Still, it is the third
solution that seems to be the most credible,
namely commissioning a non-state run insti-
tute to assess the accuracy and transparency of
the budgetary process, as though in the frame-
work of an audit, commissioned through pub-
lic procurement.

At a governmental level, it is worthwhile to
make the position of the prime minister and
possibly that of the finance minister strategi-
cally decisive. It is worth making budgetary
decisions in the course of bilateral negotiations
between the finance minister and the heads of
spending ministries. The ministers of the
spending ministries are not to be allowed ample
time to draw up their plans prior to the bilater-
al negotiations in order to deprive them from
the opportunity to negotiate with each other
(von Hagen and Harden 1996, p. 8), and thus
to prevent them from making “cartel-like”
informal agreements recognizing each other's
expenditure demands.

In the experience of Von Hagen and Harden
(1996), since the 1970's, the restriction of
budgetary expenditures and the curbing of the
deficit have been successfully implemented in
the countries where finance ministers have
strategic dominance. For instance, France,
where, constitutionally, the prime minister's
bargaining position is strong within the gov-
ernment, is such a country, and so is Great
Britain, where due to historical conventions
and seniority, the finance minister has a strong
position. Restricting expenditure objectives in
itself has only been successful in small
European countries. In the European countries
where finance has no special status, achieving
fiscal equilibrium has always caused a serious
problem (Ireland, Belgium, Greece, Portugal,
Italy and Luxemburg).
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1 “Left-wing” when scrutinizing on European govern-
ments, “liberal” when examining American govern-
ments -the two words mean the same here, only the
social/cultural contexts show slight differences.

2 The next few paragraphs, entitled “Whether the
Institutional Operation of Democracy is History-
Dependent”, were published by the author of this
study in the November 2005 issue of DEMOS Policy
Observer, pp. 15–17

3 Concerning coalition negotiations, the examination
started off based on three theories on coalitional
behavior. According to the observation of Gamson's
law (Druckman and Roberts 2005), which has been
empirically verified, coalitional parties do not expect
to receive as high a number of government portfolios
or as big a share of the related resources as the num-
ber of parliamentary seats they contribute to the par-
liamentary majority of the government would sug-
gest. There exist two contrary theoretical assump-
tions to answer the question to whose expense par-
ties diverge from the model of “proportional pay-
off”. In the game created by Baron and Ferejohn
(1989), the party forming the government claims its
own predominance (disproportionate to the number
of its MP's) when submitting its allocation proposal.
In Morelli (1999)'s model the negotiating parties do
not submit allocation proposals but demand their
shares in the order of their parliamentary weights,
and provided that there is a parliamentary majority
established before demands exceed the total payoff
possibility, e.g. the number of ministries, a coalition

can be formed. However, in this case, it is presum-
ably the largest party, i.e. the one entitled to form a
government, that is compelled to give allowances to
the smaller parties, thus letting them delegate them-
selves in the government with a weight larger than
their representational proportion because the latter
parties are more important in order to gain a govern-
mental majority in the parliament. This latter preva-
lence of Gamson's law can be more typically detect-
ed in all European parliamentary democracies.

4 It is the manner of establishing the group-forming
characteristics itself that first exposes the error that
fundamentally questions the model: forced general-
ization. Among other things, it does not take into
account the different development paths of the com-
munist successor parties. Certain successor parties
have shifted in a nationalist-communist, radical
direction, which has made it difficult to deem them
acceptable or involve them in coalition-forming.
Others have changed along the social democratic
lines, which enables centrist or liberal parties to
regard them as acceptable coalition partners.
Moreover, irrespective of their development, in cer-
tain cases successor parties themselves have gained
the position of a government-forming power. Also,
it is mostly disregarded that in the Baltic states the
successor parties are primarily perceived as the
embodiments of Soviet-Russian occupation, thus
their wide-scale social acceptance may be problemat-
ic in the long term. Finally, what is meant by succes-
sor party in Slovenia, which, in view of communist
heritage, practically stayed in Serbia-Montenegro?
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T

Mónika Kuti

Domestic interaction 
of external debt and foreign
direct investment in Hungary

This study addresses the accumulation of external
debt and the flow of foreign direct investment
(FDI) jointly, and also strives to explore the
internal interaction of these two global capital
components on the one hand; and, on the other
hand – in an unorthodox manner, even raising
doubts – it attempts to apply some corporate
funding principles in a macroeconomic setting,
and tries to extend corporate analogy to the entire
national economy regarding the in-flow, invest-
ment, and return of capital, carefully adhering to
the limitations of the model.

THEORIES AND EXPERIENCE COLLATED
BY INTERNATIONAL LITERATURE

International literature on external public debts
lists a number of theories and hypotheses that
shed light on connections between external
debt portfolio and FDI flow. The Table 1 below
extracts only the most important ones; detailed
descriptions were expounded in an earlier art-
icle (Kuti, 2006).

Based on all the above, it is to be presumed
that theoretic concepts and empirical approach-

* The author wishes to express her gratitude to Academician Dr. Iván Bélyácz for his critical notes.

Table 1

THEORETIC AND EMPIRIC BACKDROP OF THE CORRELATION BETWEEN 
EXTERNAL DEBTS AND FDI

Debt service is counter-cyclic, FDI return is pro-cyclic (Lane-
Milesi–Ferretti, 2000)

Problems of currency alignment

FDI risks are growing too (Fernandez-Arias–Hausmann, 2001)Hypothesis of original sin (Eichengreen-Hausmann, 1999)

Lower flow of global private capital (Evrensel, 2004)
Higher ratio of FDI in global flow of private capital
(Albuquerque,2003)

Debt intolerance (Reinhart et al. 2003)

Aizenman's monolateral model (2005)
Krugman's "fire sale FDI" concept (1998)

Debt overhang

Theoretic, empirical correlation to FDI flowTheorems, hypotheses regarding external debt
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es describing existing links between external
debts and FDI are applicable to Hungary as well. 

CORPORATE ANALOGY

A parallel can be drawn between the structure of
corporate loan capital/share capital and the simi-
lar components of the economy's external
financing structure, the external debts, the FDI
portfolio, and stock portfolio investments. Based
on the corporate model, the border between
external and internal capital inputs runs between
loan capital and share capital, but on the level of
national economy there is – in addition to exter-
nal capital structure – an internal funding struc-
ture where loan capital and share capital compo-
nents ensured by fund providers alike are to be
fund, which means it's not between the two cap-
ital components where a distinction between
external and internal funds should be drawn.

One of the milestones in international liter-
ature on corporate financing is the theorem of
capital structure irrelevance by Modigliani and
Miller (1958), which was later redesigned by
Hausmann és Fernández-Arias (2000) for the
external capital structure of a national econo-
my, saying the composition of the capital bal-
ance does not affect a country's net worth; but
in reality no system of perfect conditions
exists, which means the equity structure is
indeed relevant, which in turn means that tax
considerations, financial insolvency, liquidation
costs, and non-perfect markets define the equi-
ty structure of a country. Taking the line of
thought one step further, risks, liquidity, mar-
ketability, terms, contractual obligations, and
other aspects in addition to the aforemen-
tioned define the funding forms selected by
global equity providers, in other words these
factors also decide the ratio of banking and
commercial credits, investments in bond and
stock portfolios, and FDI in the flow and accu-
mulation of financial inputs. 

The pecking order theory of capital structure
offers a corporate analogy for implementation
on the macro-economic level. The theorem sets
up a priority for selecting financial input – the
order of withheld profit, loan capital, and share
capital – whose equivalent in the external
financing inputs of a national economy are the
order of foreign direct investment, foreign
bond and foreign stock portfolio investments,
according to Razin and co-authors (1998). The
doubt arises, however, as to why the foreign
direct investment, which, in the foreign-owned
segment of the corporate sector, is the aggre-
gate composition of a loan from a parent cor-
poration, withheld profit, as well as new and
old share capital, should jump to the top spot
in the pecking order of capital structure on the
macro-level, equalling to the position of rein-
vested profit in the corporate model? Only a
partial answer is offered by Lipsey's observation
(1999), saying that the role of withheld profit
seems the most prominent within American
and British direct capital exports, both
economies having a long history in FDI, but it
is not a universal phenomenon, and not true for
all periods of time, or for younger capital-
exporting countries. 

At the corporate level, one of the focal
points of project selection regarding capital
budgeting principle is the requirement that the
current value of future free capital flow, dis-
counted by capital expenses, should exceed the
value of initial investment. This could be trans-
lated into the external debt of the central budget
in such a way that the discounted value of the
future primary balance of the central budget
should be equal to or bigger than the current
net public debt to ensure solvency for public
finance. According to another, wider, approach,
it is the discounted sum of future foreign trade
balances that should exceed the current total of
net external debt because it is one of the cri-
teria for a country's solvency. Similarly, the
value of a share – and, by analogy, the aggregate
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FDI – is represented by the current value of
future cash flow. A macro-level projection of
micro-level capital budgeting principle has
been created by Hausmann and Fernández-
Arias (2000) who argue that a discrepancy arises
if corporate assessment is made by domestic or
foreign investors when a corporation operates
in a low-efficiency financial market and its
access to international financing is limited only
because its home country runs a poor debt rating
because of a high debt. Domestic investors
would set a higher discount rate and lower
growth perspectives than capital budgeting 
calculations, whereas foreign investors may set
a higher growth and a lower discount rate
because they are not limited by the inefficiency
of the local market or the volatility of the lending
market of emerging countries. As a result, they
say, domestic investors with limited access to
capital input will sell their assets to foreign
investors that can access international capital
markets. This way FDI will help eliminate capital
market inequalities, but will not be a reflection
of an improving domestic environment.

In the system of corporate economy,
acquired long-term funds are utilised as capital,
financing project investments that play a key
role in generating sales revenues. These funds
are expected to meet debt obligations and
shareholders' return requirements. At the level
of national economy, long-term funds are not
utilised as capital alone, but also as consump-
tion that will never cover capital encumbrances.
Within the national economy, the very exis-
tence of the social economic sub-system com-
promises the corporate financing principle of
long-term funds that work as capital. The limi-
tations of the expenditures of the social eco-
nomic system are set by the burden-bearing
capabilities of real economy. 

Just as the perspectives are influenced by
sales and operating profit in particular, so is the
sustainability of the national economy's exter-
nal funding structure dependant on exports

and trade balance, although domestic fund
owners also contribute to the latter two. Both
at micro- and macro-level it is a criteria of equity
return that operating profit or trade balance
should cover interest and dividend obligations
to be paid to fund providers. At this junction,
however, again emerges a point where the cor-
porate financing parallel cannot be applied
completely, for interest payment on external
debt is made from exports – from sales income,
in other words – which are not burdened by
imports and some other expenditure prior to
executing debt repayment obligations. This
discrepancy, however, should not divert the
attention from the fact that the interest cover-
age ratio of the corporate model – operating
profit per interest payment, or trade balance
per interest payment at the macrolevel – is an
important efficiency criteria for a “corporate
giant”. Both on the corporate and national
economy level there exists a requirement for
return opportunity cost, which the corpora-
tion/national economy has to produce as yield
at the existing risk level in order to prevent
fund providers from seeking alternative, and
more promising, investment opportunities.

Certain corporate financing principles – such
as the residual nature of share capital in the
pecking order in the satisfaction of creditors'
claims in the event a firm is terminated without
any legal successors; creditors' obligation to
protect shareholders' equity; priority of inter-
est payment over dividend payment – are
impaired at the macro-level by the multi-entity
universe and fractured ownership structure of
the national economy. The limited applicability
of corporate financing principles is also caused
by the fact that due to lack of enforcement of
international laws a government may expropri-
ate foreign investors' assets, deny external debt
repayment, or make distinctions between for-
eign and domestic investors (Eaton-Gersovitz,
1981, 1982, Cole-English, 1991, Cole-Kehoe,
1995, Bulow-Rogoff, 1989).
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For a corporation to lose access to financial
market could mean the end of its business exis-
tence, but at the macro-level losing the confi-
dence of international equity markets will not
lead to an end of the national economy; it only
intensifies its compulsion to use internal funds,
increases the scarcity of financial inputs and the
urgency of organic growth, and also intensifies
social tensions. 

EXTERNAL CAPITAL STRUCTURE OF THE
NATIONAL ECONOMY

Analysis of macro-level financing structure
provides ample background to take the corpo-
rate analogy one step further. Similarly to the
ratio of corporate loan capital and shareholders'
equity, the following quotients are suitable for
describing capital adequacy of the national
economy: 

• external debt indicator: the quotient of
gross external debt and GDP (EDT/GDP), 

• gross foreign direct investment in terms of

GDP (FDI/GDP), representing the ratio
of share capital that finances the national
economy1,

• the ratio of total external capital adequacy
is the sum of the previous two indicators
[(EDT+FDI)/GDP], which reflects the
combined level of financing by loan capital
and share capital. The justification for the
ratio of total capital adequacy comes also
from the fact that external debt and for-
eign direct investment are various contrac-
tual forms of the very same capital-type
financing input, but with different condi-
tions (Chart 1).

The gradual rise of total capital adequacy
ratio indicates the key role of external funds in
eliminating the country's modernisation
deficit. The size of the gap between domestic
savings and investments as well as the differ-
ence between generated and utilised income
define the demand for external funds, which
means that a country's income absorption can
only be raised above its income generation
when the difference is financed from external

Chart 1

TOTAL EXTERNAL FINANCE IN TERMS OF GDP
(as a percentage of GDP) 

Source: UNCTAD; between 1978 and 2003: World Bank – World Development Indicators, between 1970 and 1977: Economic Commission for
Europe: Economic Survey of Europe in 1990-1991, page 250;  Author's own calculation. 
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sources (Chart 2). Since 1970 to present day, it
has been during the waves of investments in the
'70s, which were financed through borrowing
heavily abroad, and also of the investment
“boom” related to FDI influx in the '90s that
gross accumulation ratio substantially exceeded
gross domestic savings ratio. Abandonment of
the government's role in investment funding in
the real economy and investment-intensive
activities of FDI providers indicate that the 
relation between the two global capital compon-
ents in this scope is one of interchangeability, as
a result of which it is no surprise that a very low
correlation was evident between investment
ratio and gross domestic product between 1960
and 1996, according to Bélyácz (1999), while in
fact the trend of gross domestic accumulation
adjusted to the internal utilisation of GDP sup-
plemented by external input-by FDI, in other
words. 

It was evident in the '70s and '80s that the
level of consumption adjusted to changes in the
access to international funds with a lag, because

the state could intervene in investments much
more directly than it could in consumption.
External funds involved in the country's fast-
growing debts in the '70s and '80s financed
state project investments directly, as well as
corporate investments through subsidies, and
consumption and welfare expenditures both
directly and indirectly. Since the transition to
market economy the government's overspend-
ing and households' consumption have been
the main culprit in the increase of external
debts.

Obviously, debt service problems arise when
borrowing is spent on financing income, sup-
plementing public sector income by financing
investment development-instead of developing
the economy, especially export capacities
(Eichengreen–Bordo, 2002). Hungary also
faced these problems when surging loan rates,
reduced loan terms and grace periods,
unfavourable maturity structure of existing
loans3, foreign exchange adjustment problems
related to exports4 triggered financial crisis in

Chart 2

GROSS ACCUMULATION AND GROSS DOMESTIC SAVINGS  
(as a percentage of GDP)

Source: World Bank – World Development Indicators
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1981–1982. No debts were rescheduled de jure,
but de facto the endeavour to finance maturing
loans from new debts continued (Lõrincné,
1992) against a backdrop of a so-called quiet
rescheduling, which meant replacing short-
term debts with longer loans with more
favourable conditions, and also prepayment of
higher-rate debts through bond issues of more
favourable interest rates (National Bank of
Hungary, 1994). Hungary experienced an
example of this problem just recently, in the
mid-90s when a crisis was triggered by collaps-
ing Eastern markets, underdeveloped western
exports orientation, and the highest debt ser-
vice per GDP in Central Eastern Europe.

The debt trap that emerged at the end of the
era of centrally planned economy and during
the period of transformation crisis represented
the upper limit of loan capital influx with the
highest debt ratio per GDP of the past 35
years, high interest premiums, increased lend-
ing activities of official lenders, extraction of
banking loans and commercial credits, slump-
ing investments, and slowing GDP dynamism.
These are among the symptoms of debt over-
hang. The strategy of quiet rescheduling in the
'80s, then of receiving FDI from the nineties
can be interpreted as a response to the problem
of maturity adjustment in the external funding
structure. After debt crises, the main channels
of external finances acquired through banking
loans and/or bond issues may close up, as a
consequence of which the only way to ensure
external funding is FDI import or debt conver-
sion (Edwards, 1990). 

In addition to scrutinising the external capi-
tal structure of the national economy, it is also
important to review the domestic interaction
of these two global funding components. It
was not only the country's increased debts that
played a key role in the influx of foreign direct
investments, but vice versa, FDI itself has con-
tributed to Hungary's ballooning debts these
days.

FDI INFLUX GENERATED BY EXTERNAL
DEBT

High external debt portfolio and the debt ser-
vice obligation thereof played a decisive role in
opening toward foreign direct investments.
Increasing debts and the presence of debt over-
hang has been a significant but not exclusively
predominant factor of foreign direct invest-
ment influx. Hungary's period of large privati-
sation projects meet the criteria of Aizenman's
model (2005), Albuquerque's hypothesis (2003),
and Krugman's “fire sale FDI” theory (1198)
alike. In line with the pecking order theory, as
loan risks were rising so was Hungary's depend-
ence on foreign direct investment intensifying,
or in other words, those of a pecking order on
international capital flow elaborated by Razin
and co-authors, foreign direct investment that
landed in Hungary after the period of centrally
planned economy has taken its place in the
pecking order – as described by the theory –
after the opportunities of expanding loan capi-
tal funding had been used up in the eighties.

Reflecting back on the corporate model,
switching between loan capital and share capi-
tal is made possible by convertible bonds, and
this feature makes it easier for a corporation in
the course of a new transaction to issue new
bonds to supplement existing ones. Held by
the issuer, the call option attached to convert-
ible bonds ensures that the swap is executed.
Likewise, from the aspect of the capital struc-
ture of Hungary's national economy, a privati-
sation promise given to the Western world dur-
ing a crisis in the centrally planned economy
era can be regarded as a situation where an
opportunity – of an indirect and partial nature
– had arisen beyond the country's gross exter-
nal debt to convert it to share capital and where
the call option attached to this opportunity was
utilised when the government launched institu-
tionalised privatisation projects that were open
to foreign bidders as well. However, the analo-



PUBLIC FINANCES 

59

gy to the corporate model is not working at
this junction in that privatisation prices were
defined by supply and demand when the option
was called. Selling corporations owned by the
Hungarian government to foreign buyers was
implicitly a debt/share capital swap deal
(Mihályi, 2000). 

FDI-INDUCED EXTERNAL DEBT

Debts generated by foreign direct investment
could be pinpointed in several areas: First, in
the debt service impacts of rising potential in
exports on the back of FDI influx; secondly, in
the increase of debt-based fund flow generated
by FDI; thirdly, in government solutions given
as response to polarisation caused by FDI; and
fourthly, in FDI coverage of current account
balance; and, lastly, in the disruption of FDI's
self-financing circle of flow. 

Exports and debt service

The escape route from the grave debt overhang
situation that emerged early into the period of
the transition to market economy was made
possible by foreign investors that triggered
export-driven economic growth5. The coun-
try's relative debt service indicators improved
as exports boosted on the back of foreign
direct investments. A dramatic fall in the total
external debt indicator in terms of exports was
driven by the simultaneous impact of spending
privatisation revenues partially on debt repay-
ment and of a rising dynamism in exports from
1995. Consequently, foreign direct investments
helped eliminate the debt trap that had been
inherited from the '80s, thus the burdens of a
relatively high debt portfolio – with gross fig-
ures having grown again constantly since 1997
and the net figure surging from 2001 – became
lighter. Generated by foreign direct invest-

ments, dynamism in exports and changes in the
external capital structure, however, improved
the country's debt service and GDP-related
debt ratings so much that a more favourable
country rating itself contributed to the restart
of the debt rise. This train of thought partially
comprises the scope of phenomenon described
by Lane – Milesi-Ferretti (2001).

Achieved by foreign direct investments,
exports as debt services capacities are a weak
spot, because-due to the European Union's
accounting for 72 per cent of Hungary's for-
eign trade in goods (KSH (Central Bureau of
Statistics, 2006), and a powerful corporate- and
sector-level concentration of exports as pre-
ferred by FDI (Éltetõ, 1999)

• Hungary's maintaining or losing its debt
repayment abilities depends on favourable
or unfavourable developments in Western
European economies,

• on some key export-oriented corporations'
intention to stay in the country or relo-
cate, and 

• on a boom or a slump in certain sectors. 
The vulnerability of debt service abilities has

not been eliminated despite FDI's role in
export-orientation. Besides, exports boom
generated by FDI could not alter the fact that
the macro-level interest coverage ratio – which
should be regarded as the quotient of foreign
trade balance and interests paid – has been neg-
ative for most of these past 30 years, or did not
even reach break-even point in short periods of
export surpluses. 

FDI-related debt-type funding flows

Another link between foreign direct invest-
ment and external debt is indicated by surging
forex loan portfolios, both corporate and retail,
of foreign-owned banks in Hungary, and by the
development of FDI-related loans provided by
foreign parent companies.
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Changes in the scope of owners in the bank-
ing sector are reflected well by the fact that by
2001 the ratio between the assets of banking
affiliates under foreign control and the total
banking assets of the recipient country –
Hungary's penetration ratio – was 88.8 (UNC-
TAD, 2004). Foreign ownership background,
embedded in international financial markets,
promoted an upswing in cross-border lending
transactions. Monetary institutions other than
the National Bank of Hungary accounted for
just EUR 2.2 billion in 1995 in the country's
external debt but recorded EUR 18.8 billion in
2005, which in 1995 represented barley one-
tenth of gross debt, but nearly one-third in
2005. Accordingly, the external debt of the
banking sector had grown by a multiple of
more than eight in ten years. 

The average credit score of foreign-owned
corporations substantially exceed that of
Hungarian-owned companies. Taking a con-
siderable corporate sample, Balla (2005) estab-
lished that towards the end of the period
between 1992 and 2001 companies with for-
eign majority ownership were using much
more loans – especially long-term loans – than
Hungarian companies, and had better chances
of accessing international banking loans.
Regarding the entire Hungarian corporate sec-
tor, however, part of fixed assets were provided
as short-term liabilities when financing invest-
ments – breaching the principle of maturity
compliance in the process – due to scarcity of
long-term loan capital (Bélyácz, 2005). These
research results clearly show that while
Hungarian companies were limited in their goal
to increase capital adequacy – in the form of
share capital or loan capital – due to the coun-
try's intensive external debt, foreign-owned
corporations could overcome disparities in the
Hungarian capital market by international
banking loans, loans from parent companies,
and by profit retention; in other words foreign
direct investment was one of the methods to

substitute or replace a non-efficient capital
market in Hungary as well.

FDI-related loans by parent companies also
manifest a link between foreign direct invest-
ment and external debt (Chart 3). Loans by
parent companies are regarded as loan capital
import with maturity whose extent amounted
to nearly one-sixth of Hungary's total external
debt portfolio by 2005.

FDI-induced polarisation

The private sector, built upon the decisive role
FDI plays, and the public sector of socio-econ-
omy live side by side with inevitable interaction
between them. Apart from unquestionable
results the FDI-based growth strategy
achieved, income polarisation, social and
regional inequalities have developed, which
problems the government could only respond
to via the central budget's redistribution sys-
tem by making allocations that correct and
supplement the operation of the market. This
was what happened both in 2000–2001 and
2002–2003 when the government tried to alle-
viate existing tensions by preferring
Hungarian-owned enterprises; by state orders;
increasing the number and wages of public
employees; raising the minimum wage; and by
making a program-like increase in social bene-
fits. 

At this junction, the welfare effect – one of
the special aspects of the link between external
debt and FDI – is reached. In developing coun-
tries, when domestic economic players open
their home market to foreign direct investment
for fear of debt overhang and the resulting flee-
ing of capital from the country, a certain wel-
fare benefit from the aspect of the economy
evolves, stemming from the workforce that are
employed by multinational corporations in
their green-field investments. Such compre-
hensive reforms actually shove part of a coun-
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try's debt service on taxpayers, in other words
taxpayers provide implicit insurance for
reforms (Aizenman, 2005). Another aspect is
that the welfare effect is not in direct propor-
tion to FDI increase, because profit repatria-
tion may decrease the level of welfare, and even
domestic investors may suffer losses in the
return of their investments (Reis, 2001). 

Unbalanced application of FDI-based devel-
opment strategy and a low ratio of FDI's
becoming organic in the Hungarian economy
led to the fact that foreign direct investments,
if only indirectly, played a role – through the
indirect polarisation consequences of these
processes – in the re-emergence of external
debt increase. 

FDI-coverage of balance of payments
of current account 

Regarding the interaction between external
debt and foreign direct investment, the balance
of payments – including the balance-ruining
capital costs of the external funding structure –

is a significant factor, because it translates
financing needs into numbers, which needs are
financed also by the balance of FDI influx
through the capital account. 

In the period surveyed, the balance of pay-
ments was negative in most years, with the
exception of some years when restrictions were
in place and also at the beginning of the trans-
formation crisis. In the years of centrally
planned economy, the deficit was offset by loan
capital import predominantly, but since the
start of the market economy it has been par-
tially or entirely covered by foreign share capi-
tal imports-the flow of FDI and stock portfo-
lio investments-decreasing external debt
(Chart 4). “Direct capital imports impact the
balance of payments of current account and the
entire current account more whimsically than
loan capital imports do”, because interest
expenditures are foreseeable, whereas FDI
inflow and profit repatriation may surge or
plunge (Erdõs, 2003, page 190) from time to
time. Since the nineties 2003 has been the first
year when the current account deficit's certain
FDI-coverage vanished, and this was the point

Chart 3 
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when applying the annual FDI turnover as an
accounting scheme was questioned. Upon
scrutinising macro-economic vulnerability,
Krkoska (2001) found a five-percent GDP-pro-
portionate gap between current account deficit
and FDI as the most convenient sign of early

warning in the Central European region, while
other indicators according to him did not pro-
vide such a barrier. In 2003, this ratio was more
than 5 per cent in Hungary, apparently sup-
porting Krkoska's theory, especially in light of
three forex crises that had happened, under-

Chart 4

FDI COVERAGE OF CURRENT ACCOUNT DEFICIT 
(million euros)

Source: NBH6 Author's own calculation 

Chart 5
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Source: IMF International Financial Statistics
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mining the confidence of international finan-
cial markets. 

In the account of income within the current
account, interests paid on external debts – which
include loans from parent companies – and divi-
dends paid on foreign direct investments, and
reinvested profits are represented jointly.
Should the trade surplus be unable to compen-
sate for the amount of the interest to be paid to
international lenders and of the profits repatri-
ated by foreign shareholders, then the capital
costs of external input create by themselves a
financing need when the balance of unilateral
current transfers or the annual inflow of for-
eign direct investments do not provide cover.

Chart 5 above shows that the balance of
income related to the external capital structure
has by now become one of the decisive factors
of current account deficit. The chart has a
slight distortion because reinvested income is
financed automatically through the capital
account. Until 1995, capital costs related to
external debt had been decisive, but in 2005,
interests, dividends, and reinvested income

contributed to income at a gross rate of 29%,
36%, and 32%, respectively, and 36%, 34%, and
24% in net figures. (Chart 6). 

There arises an intriguing question: How
large part of the current account balance can be
attributed to foreign direct investment, and
what ratio of it is financed by FDI inflow
through the capital account? It's rather prob-
lematic to translate the answer into numbers
because it is hard to define the FDI-related
financial outflow through patent and licence
fees and other business services, but obviously
these entries deteriorate the balance further.
For recipient economies, foreign direct invest-
ment is an external impact that creates benefits
in technology transfer, enhancement of corpo-
rate management culture, marketing potential,
access to external markets, improvement of
human capital, and in many other scopes. Being
aware of it, external fund providers try to inter-
nalise advantages that stem from the spillover
effect in the form of advisor fees, licence fees
and transfer prices in addition to profit repatri-
ation.

Chart 6 

CAPITAL COSTS IN THE EXPENDITURE-SIDE OF INCOME

Source: NBH. Author's own calculation
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Based on Table 2 below and despite deficien-
cies, it can be established that, from the aspect
of capital flow, FDI is a circular flow that can-
not cover, by the annual share capital import,
the combined outflow of trade deficit and
income balance it has caused, not to mention
other outflows. This statement is true even when
not “the expenditure side” but “the balance” of
the current account and the capital account is
regarded. 

The expenditure side of income included in
the current account ensures the opportunity to
compare the usage fee and return of foreign
direct investment. Based on Table 3 below, two
tendencies emerge: On the one hand, prof-
itability in proportion to both share capital and
share capital plus ownership loan has been
decreasing since 2002, and on the other hand
capital costs represented by dividend and own-
ership loan interest have increased by now. In
2005, for example, shareholders' capital costs
account for nearly 60 per cent of ROCE
(Return On Equity Employed).

CONCLUSIONS

Despite deficiencies apparent in the analogy, a
comparison between the external capital struc-

ture of a corporation and a national economy
does have relevance from the aspect of capital
adequacy, return on equity, and usage fee of
capital.

The use of external finances and the upswing
of the Hungarian economy have been closely
related in the past decades. Since the early '70s
a predominantly debt-based external capital
structure had been in place, but at the end of
the '80s it was replaced by a regime based on
debts and share capital. When the engines of
debt-fuelled growth had lost power, the accu-
mulation of foreign direct investments took
over the powertrain. As a result, the national
economy's performance improved, but the
external debt stemming from persistent public
overspending and the efficiency deficit of
socio-economic sub-systems outside the real
economy was decreasing in terms of GDP –
relative to PPG/GDP ratio – from 1995, which
allowed the government to delay modernisa-
tion in these sub-systems.

A special, bilateral interaction among the
global capital components surveyed here is evi-
dent in the form of debt-generated inflow of
capital investments and FDI-induced external
debts. Hence, foreign direct investment is a two-
sided weapon in the country's debt manage-
ment, because due to the generated export activ-

Table 2

FDI INPUT FLOW

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Current account
A) FDI trade deficit –256 –254 –211 –184 –251 –700 –538 –276 –282 ,, ,,

Repatriated profit –44 –56 –98 –200 –244 –261 –281 –317 –317 –457 –592

Ownership loans –4 –3 –3 –8 –6 –13 –15 –34 –25 –72 –82

Reinvested income 25 –78 –247 –251 –268 –297 –373 –463 –477 –459 –410

B) FDI income –23 –137 –348 –459 –518 –572 –669 –813 –819 –988 –1084

Capital account
C) FDI inflow 594 413 673 580 631 690 661 745 212 738 1273
Uncovered  balance  (A+B+C) –872 –803 –1  232 –1  223 –1  400 –1  962 –1  868 –1  835 –1  312 ,, ,,

Source: KSH [Central Bureau of Statistics], NBH; Line “B” and last line calculated by the author7. 
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ities Hungary's openness to external markets
and debt-related burden-bearing abilities have
increased, her debt rating has improved; and
owing to FDI, external funds – which mostly are
free of foreign exchange mismatch – have been
included in the external capital structure.
However, due to corporations owned by foreign
entities either fully or partially, the vulnerability
of the country's export potential has increased,
and through this scope of the corporate sector
the fragility of the country's debt service abilities
has intensified. Also, the inflow of foreign direct
investment itself has become a debt-generating
factor through ownership loans, the banking
sector's external debts, and the indirect channels
of regional and income-based disparities. 

Despite a never-before-seen extent of gross
foreign capital inflow, accounting for 143 per
cent of GDP9 in 2005, the country's propensi-
ty to accumulates debts has not changed, some
components of which-including a persistent
trade deficit, the total capital costs of the exter-
nal financing structure, including interests and

dividends; consumption; excessive redistribu-
tion by the state-have remained unchanged
despite the fact that foreign-owned companies
presently account for 75% of Hungary's
exports, and that the capital costs of external
capital structure has undergone an internal
restructuring. 

In the past more than 30 years, external
debts have mostly failed to be utilised as capi-
tal, for they were not used to finance efficient
investments but consumption in the '70s and
'80s, and mostly consumption in the nineties.
As a contrast, foreign direct investment has
become capital employed as it financed invest-
ments and boosted exports that ensured prof-
itable operation. Thus, the return characteris-
tics of these two global capital components dif-
fer: Foreign direct investments are capable of
providing for their own capital costs, but the
control over the growth produced by them is in
the authority of foreign capital providers with-
in the FDI's closed financing flow, forcing the
state to acquire additional funds by loans alone. 

Table 3

CAPITAL COST AND RETURN OF FDI 
(percentage)

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Dividend/share capital 3.5 3.3 3.3 5.6 4.9 4.8 4.2 4.4 3.9 4.7 5.2

Interest/ownership loan 2.9 1.1 0.8 1.4 0.7 1.4 1.0 2.0 1.1 3.0 3.1

Ratio of share capital 90.8 85.9 87.5 86.1 85.4 85.1 81.4 81.3 78.0 80.0 81.3

Ratio of loan capital 9.2 14.1 12.5 13.9 14.6 14.9 18.6 18.7 22.0 20.0 18.7

Weighted capital costs 3.4 3.0 3.0 5.0 4.3 4.3 3.6 3.9 3.3 4.3 4.8

ROE 1.4 7.6 11.7 12.6 10.8 10.5 10.6 11.3 10.0 10.0 9.3

ROCE 1.3 6.5 10.3 10.9 9.2 8.9 8.7 9.7 8.5 8.7 8.2

Source: NBH; Author's own calculations8

NOTES

1 In respect of shareholders' equity, stock portfolio
investments are disregarded here.

2 PPG = public or publicly guaranteed long-term
debt, PNG = private, non-guaranteed long-term.

The vertical broken line indicates a break in the
homogeneity of data series. 

3 Based on World Bank data, nearly 40% of total exter-
nal debts existing in 1978 were due within a year.
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ture side of dividend, distributed income, reinvested
income, and other income and the gross total of
shares, other shareholdings, reinvested income, and
other capital.

9 Including the total foreign debt portfolio, which
encompasses the figures of foreign capital invest-
ments, portfolio investments, and other debts.
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F

Pál Belyó 

Economic development 
and trust

For today's Hungarian society, realistic plan-
ning of our convergence process and discern-
ment of the directions and the stakes of the
economic and social transition going on in our
days is of crucial importance. Beside the
numerous positives1, clarity in considering the
weight of negatives2 and whether we can over-
come these in due time is essential. 

A few more years need to pass by until,
based on actual economic performance and the
quality of citizens' life, a substantiated evalua-
tion can be given on the position of our region
including Hungary in the new global economic
order, the success and particularities of the eco-
nomic and social system. 

The decade of the nineties was a period of a
great social and economic transition for the
Hungarian economy. The principal elements of
the economic regime change were stabilisation,
modernisation and the establishment of the
conditions of sustainable growth, while a fairly
high level of social peace needs to be main-
tained in order to be able to meet these goals.
Stabilisation3 was equally necessitated by the
imbalances inherited from the controlled econ-
omy, the economic crisis concomitant of the
regime change, and the mistakes of economic
policy made while controlling it. 

Sharply narrowed down, stabilisation could
be identified with stopping indebtedness alone,

but it is more expedient to link the stabilisation
process with the requirement whereby even the
Hungarian economy should seek to comply
with the Maastricht criteria4 in the long term,
although compliance with these financial crite-
ria was not yet a condition to acceding the
European Union. 

Our current economic policy taking firm
steps for adjustment focuses on reinstating the
financial balance. The tolerability of the finan-
cial balance alone certainly will not be suffi-
cient to start off sustainable growth. Without a
modernisation5 process completed, financial
stabilisation cannot be successful, as it only
facilitates growth along the lines of a wrong
structure. A market economy has not been
fully established. On the one hand, the institu-
tions established still do not fully comply with
the practices of developed European market
economies in terms of their actual mechanisms.
On the other hand, the transition of certain
systems of institutions (for example the great
distribution systems of public finances) is still
in the initial stage. 

It may be a lesson to be learnt in the next one
and a half decades that the establishment of the
market economy does not provide automatic
protection against a number of unfavourable
phenomena. In this way, serious macro-imbal-
ances may emerge and have emerged in
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Hungary, monopolistic positions occur, abuse of
dominance is frequent, unfair market conduct is
widespread, including hidden economic activity
relying on tax frauds, and due to unreliable
information, discernment is difficult both in
terms of certain features of the macro-econom-
ical situation and the micro-economic sphere.

In relation to the transition to a market
economy, the behaviour and performance of
enterprises have considerably changed. The
transitional period has come to a conclusion in
the business sphere. The change, however, is
extremely differentiated over a number of areas.
Both the historical traditions and the difficul-
ties of transition suggest that the Hungarian
economy has a strong disposition to boost
unfavourable processes of market economy.
For this reason, protecting the macro-econom-
ic balance, maintaining the fairness of competi-
tion and gradually confining the hidden econo-
my are key responsibilities of the economic
policy.

Reforms in the market economy and mod-
ernisation were prerequisites to an effective
operation of the resources available in the
economy. These resources are still highly
scarce. The essence of the modernisation
process includes not only structural changes
whereby the institutions of the market econo-
my are established, but also accumulation of
the capital required for competitive production
on an international scale to be achieved
through these. In addition to the efficient
mobilisation of the existing resources produc-
ing reinvestible profits, permanently high
amounts of domestic savings and foreign capi-
tal influx are also necessary for that. (The gen-
eration and influx of capital, on the other hand,
are closely connected to the economic environ-
ment that motivates investment, which is also
to be established as a part of modernisation.) It
is seen as a great opportunity for the following
years that the level of operating capital influx is
continuously high, and that, with the disburse-

ment of the EU supports, another capital influx
of approximately USD 2 billion annually (that
does not constitute a debt) is apparently realis-
tic for the next seven years. 

After all, the Hungarian economy started to
follow a new course as early as before the mil-
lennium (in 1997). In the wake of the signifi-
cant results achieved through the stabilisation
and modernisation process, economic growth
has accelerated. Among the favourable circum-
stances of global economy, Hungary's acces-
sion to the NATO and the EU has had special
benefits. It may have been decades since the
Hungarian economy had had such a good
chance to keep up with European development,
and, what is more, to approach the average
European development standard slowly and
gradually, as it did at the beginning of the new
millennium. 

The sustainability of growth is strongly
dependent on the actual capacity of the econo-
my, on the effect that the stabilisation and
modernisation policies followed so far have
produced on the behaviour and expectations of
economic actors, and on external conditions;
furthermore, on how correctly the government
has evaluated these properties in the process of
decision-making, and how actively it is capable
of responding to unexpected processes on per-
ceiving them.

Subject to the dynamics of these factors
described above in the framework of the poten-
tial scenarios, ECOSTAT presents from time
to time the development potentials of the
Hungarian economy for the next 10–15 years.

THE SITUATION OF THE HUNGARIAN
ECONOMY IN 2006

Earlier tendencies in the development of the
domestic economy took a somewhat different
course in 2006. The gross domestic product is
expected to grow by 4 percent. The rate of
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growth is slowed down due to a lower expect-
ed domestic consumption and a slight drop in
the investment activity. GDP growth is main-
tained by a dynamic increase in export. At the
same time, internal deficit grew and the
deficit of public finances significantly rose,
which were intended to be remedied by the
adjustment measures adopted as of last
autumn and planned to be carried on with in
2007. As an effect of the re-balancing meas-
ures, the deficit is significantly decreasing
this year, by approximately 3 percentage
points in relation to the GDP, whereas the
rate of growth is moderate. According to our
model calculations, GDP dynamics will be
around 2.5 percent in 2007.

In the first three quarters of 2006, the eco-
nomic processes did not considerably differ
from the previous year's trends, and gross
domestic product grew by 4.2 percent. In the
third quarter, however, the growth rate of the
GDP slowed down, the volume rose by 3.8 per-
cent over the period one year earlier, and 1 per-
cent over the previous quarter. On the demand
side, production increase was basically ensured
by the dynamically growing export. The rise in
retail consumption lagged behind the rate of
GDP and the growth rate of real wages.

In 2006, the accumulation of gross fixed cap-
itals remained at the previous year's level, and it
is expected in our model calculations to
decrease by half a percent, while a marked drop
was registered for Q2 and Q3 of the year. The
first nine months' performance declined by 0.4
percent compared to the base period, which
also had a negative effect on the GDP dynam-
ics. This decline was caused by the insecure
business environment and a drop in govern-
ment investments, in addition to the high base
values of 2005. Due to the base effect, and as a
result of the investment boosting effect of EU
transfers, the accumulation of gross fixed capi-
tals may grow in excess of GDP dynamics in
2007. In the second half of 2007, investment

activities will be more active, reaching a rate of
4.4 percent over the whole year. 

The foreign trade product turnover grew
intensively over the first nine months of 2006,
export dynamics calculated in euros exceeded
15 percent and import dynamics reached
around 13 percent. The foreign trade balance is
currently much more favourable than was one
year ago. Domestic economy keeps on devel-
oping in an export-oriented way, the export
dynamics in the product turnover being perma-
nently higher than that of import. 

The public finance deficit calculated using
cash flow data amounted to HUF 1510 billion
in the first ten months of 2006, excluding local
governments, which corresponds to 6.5 per-
cent of the expected annual GDP. Expected tax
revenues were outperformed, and the increased
deficit is principally a result of a jump in expen-
ditures. Social security funds between January
and October show a deficit of HUF 188 bil-
lion, despite the fact that the central budgetary
contribution was measurably increased in 2006.

Based on the first six months' data, the
deficit of the current balance of payments
inclusive of services, revenues and funds trans-
fers in the first six months exceeds that of the
base period by EUR 200 million. The need for
external financing will be moderate as of 2007
due to a declining financing requirement of the
public finances. The borrowings – external
financing requirement – of households are
expected to decrease later, resulting in a
restrained deficit of the current balance of pay-
ments. Capital transfers from the EU also
improve our financing position. In total, the
deficit of the current balance of payments may
decrease from 7.1 percent of 2006 to 6.1 per-
cent by 2007, in proportion to the GDP.

Inflation in the first quarter was low, from
May it showed a tendency of growth, and in
September and October, the rate of price
increases doubled, as a result of an increased
VAT (general turnover tax) rate, in particular.
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Price increases will continue in 2007, inflation
will be boosted primarily in the wake of con-
trolled increase in prices and the VAT rate, and
the tendency of deflation will be temporarily
broken. The changed VAT rate has raised food
prices; the increase in gas prices has affected
the price of household energy. In early 2007,
inflation will accelerate following further price
increases and the transformation of the price
subsidy system. The increase in the price level
will reach equilibrium mid-year, and price
increases will be moderate in the second half of
this year, and an average price increase around
6.4 percent is predicted over the year. Producer
prices will rise at a rate below the inflation.

In 2006, the central bank base rate was raised
from 6 percent to 8 percent. The forint was sta-
bilised, with the medium-term inflation pres-
sure still high; consequently, the standard inter-
est rate may only decrease slowly in this way.
The interest paid on two-week central bank
deposits may be reduced to 6.5 percent by the
end of 2007. 

By the end of 2006, the forint exchange rate
significantly strengthened, yielding an annual
average rate of 265 forint/euro. Starting from
Q1 of 2007, further strengthening is assumed
as a consequence of a reconsolidation of finan-
cial trust. For the whole of 2007, a forint/euro
exchange rate of 256–257 is seen probable. 

In the first nine months of 2006, the gross
average wages grew by 7.7 percent, with 8.3
percent and 7 percent measured in the compet-
itive sphere and in the central budgetary insti-
tutions respectively. Due to the fact that taxes
and contributions decreased at the beginning
of the year, net wages rose at a pace above the
gross rate, by approximately 8 percent. For real
wages, growth in the first three quarters
amounted to 4.8 percent. Increase in the pri-
vate consumption stays significantly behind
increase in real wages. Over the year 2006, real
wages are to grow by 3 percent. As a result of
the rebalancing measures, the private savings

grew, in order to provide cover for extra costs.
In 2007, gross wages will rise at a rate slightly
below inflation, and real wages are expected to
decrease by 3.5 percent.

By 2007, a moderate, export-controlled eco-
nomic growth is expected to stay on. To our
model calculations, the GDP dynamics in 2007
will be around 2.4 percent, final consumption
will decline by 0.6 percent, including a 0.5 per-
cent decrease in private consumption.

A key priority in economic growth is a grad-
ual and permanent improvement of the finan-
cial balance. A short-term goal is to restore the
balance of public finances in the period
between 2006 and 2009. This may be achieved
through cutting down on expenses on the one
hand, and through increasing taxes and contri-
butions, on the other hand. An important
component of this programme is the broaden-
ing of tax bases, and the development of a more
balanced system of public dues. Achievement
of permanent growth and setting the economy
on a sustainable course of convergence are in
the focus of long-term goals. According to the
draft budget for 2007, measurable movements
will take place in the income and expenditure
side structures of public finances. Tax and con-
tribution revenues will significantly increase,
current and investment expenditures of the
government will decline, and the system of
price subsidies will be transformed. To our cal-
culations, the deficit of public finances in pro-
portion to the GDP in 2006 will reach a single-
digit value, namely 9.6 percent. Gradual imple-
mentation of the rebalancing and reform meas-
ures is a realistic goal. As a result of the gov-
ernment measures, the balance of public
finances may considerably improve, declining
to 6.2–6.8 percent in 2007. The success of the
adjustment is seriously dependent on the
extent revenues can be increased and expenses
decreased through higher rates of taxes and
contributions, and on the success of permanent
structural transformations.
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Fiscal policy

The draft budget for the year 2007 was developed
along the lines of the measured and principles
presented in the New Equilibrium Programme
issued on 10 June and the convergence pro-
gramme submitted to the European Commission
on 1 October. According to the objectives set, the
deficit of public finances will decrease from 10.1
percent expected for 2006 to 6.8 percent by 2007,
in proportion to the GDP, using the ESA95
methodology. The indicator disclosed on a cash
basis approach will be reduced from 9.7 percent
to 6.9 percent. (See Figure 1)

The government seeks to cut down on the
public finance through the following measures:

• increasing tax and contribution revenues;
• cutting back price subsidies;
• reducing the expenses of the social securi-

ty fund;
• adopting a stricter requirement for accu-

mulating reserves.

The details of changing tax and contribution
revenues have already been presented in the
New Equilibrium Programme. The intention to
increase revenues affects each revenue owner
(see Figure 2), considering that:

• a special corporate tax is introduced for
businesses, the rate of the simplified entre-
preneurial tax is raised, and the contribu-
tion base is increased;

• private burdens will grow through a cut-
back in allowances in personal income tax.
The amended VAT rate and the increased
contributions also raise revenues, parallel
to adversely affecting households. 

These changes also affect the structure of
social security funds. Beside unchanged con-
tributions payable by employers, the struc-
ture is changing, i.e. the revenues of the pen-
sion fund are rising against the health care
fund. The centres of gravity of tax burdens
remain unchanged; the weight of indirect
taxes (VAT) is not reduced, while direct taxes

Figure 1

PUBLIC FINANCE DEFICIT 
(as a percentage of the GDP, on a reverse scale)

Source: Eurostat, Ministry of Finance
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[personal income tax and corporate tax] are
increased.

The government expects half of the savings
to be achieved through increased tax revenues;
the items mentioned above represent 1.7 per-
cent of the GDP. The success of the adjustment
is seriously dependent on the extent revenues
are increased through higher rates of taxes and
contributions. An important issue for 2007 is
how the tax base will change. This is basically
influenced by two factors:

• how much the production/output/con-
sumption is restrained by increased burdens;

• the (potential) extent of tax evasion,
The first question may be restricted to how

gross domestic product and inflation will
change in 2007. A glance at the three key pillars
of the GDP (household consumption, accumu-
lation of fixed capitals, net export) shows that
the adjustment steps considerably affect the
first two items; i.e. through an unfavourable
change to the population's revenue position
and slowing investment projects, the dynamics

of domestic demand may be restrained or
potentially decreased. Increase in exports is
primarily restricted by external demand.
Although the business cycle of the European
Union will reach a recession phase this year, i.e.
in 2007, this gives rise to no significant decline.
To our model calculations, the GDP may rise
by around 2.5 percent in 2007. Inflation will
jump in this year chiefly due to a controlled
increase in prices, accompanied by a tendency
of growth in the core inflation. In total, a con-
sumer price index of 6.4 percent is expected on
average over the year. Weighing the conse-
quences of the measures, it is expected that the
high inflation rate that took shape by the end
of 2006 will keep on growing in the first half of
2007, and the rate of price increase will be more
restrained in the second half of the year.

In the draft budget for 2007, the government
considered a 2.2 percent increase in the GDP
and a 6.2 percent inflation rate. Although the
growth of gross domestic product is low, the
increase in the tax base does not stay below

Figure 2

CHANGE IN TAX AND CONTRIBUTION REVENUES IN THE PAST YEARS
(as a percentage of the GDP)

Source: Ministry of Finance
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that of the previous years due to the high infla-
tion. The tax bases of the various actors are
worth distinguishing here. 

The tax base of households will increase at
a smaller pace due to a reduced dynamics of
wages. Through consumption (VAT) and sav-
ings (interest tax, exchange rate profit tax), the
tax revenue is growing to a smaller extent.

The income of businesses changes depend-
ing on the demand and the tax burdens.
Similarly to domestic demand, foreign demand
will not become more active, either, in 2007,
which suggests a decreasing tax base here, too.

The government took the first steps already
in the second half of 2006 in order to cut back
price subsidies. The rationalisation of gas price
compensation and the adoption/development
of a system of social price compensations are
aimed at providing decreasing central budget-
ary compensation for the rising prices of the
global market.

The medicine subsidy has become an expen-
diture item representing a rapidly growing
weight in the budget in the past few years. By
changing the price formation, the amount pro-

jected for this purpose in 2007 would be signif-
icantly lower (even considering the dedicates
reserves). Although the budget allocated to
medicines was underplanned on end in the pre-
vious years' budgets, the announced transfor-
mation of the system may guarantee actual sav-
ings this year.

The consumer price subsidy line in the central
budget contains the compensation paid on the
traffic services used. The budget considers a
smaller amount of savings on this line, although in
2007 the system of financing will also be changed
at this point – according to the announced plans.
However, no information is available on specific
concepts yet, which makes the decrease in expen-
ditures doubtful. (See Figure 3)

The expenditures of the health care fund
may be reduced from 6.9 percent of 2006 to 6.6
percent in 2007, in proportion to the GDP. The
financing system of the fund was already mod-
ified in 2006, and the consequences of addi-
tional modifications are as follows: 

• the revenue from contributions paid by
employers decrease, while the amount paid
by the insured grows;

Figure 3

DYNAMICS OF PRICE SUBSIDIES 
(as a percentage of the GDP)

Source: Ministry of Finance
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• the amount of medicine subsidy is lower;
• the amount applied to healing and preven-

tion diminishes.
The balance of the fund – or the expendi-

tures used from the central budget to cover the
deficit of the fund – is equally improved by
increased income and decreased expenses.

The system of reserves in public finances will
be modified in 2007. While chapter reserves were
allocated in addition to general budgetary
reserves in earlier times, two further reserve ele-
ments will be added to the system this year. In
addition to the provision allocated to cover
streamlining and the development of a new pub-
lic service personnel policy, a balance-related
reserve is also introduced at the level of chapters.
The latter can only be used on meeting the chap-
ter-level budget plans. Accordingly, as opposed
to the aggregate HUF 70–80-billion reserve of
the previous years, a total of HUF 225 billion is
allocated in the budget for 2007, which approxi-
mately amounts to 1 percent of the GDP.

In our opinion, the following three factors
guarantee reduction of the budget deficit for
2007:

• the decisions that yield increased revenues
also in the short term were already passed
in the last quarter of 2006;

• as opposed to the previous, extremely
unfavourable practices, in the areas where
only draft decisions are available, no sav-
ings are considered (e.g. consumer price
compensation);

• a significant amount of chapter balance
reserve is available, with strict rules of
application.

In addition to these guarantees, savings
amounting to 2–2.5 percent of the GDP can be
“taken for granted”. Beyond that, further
decrease in the deficit will also be feasible, if the
promises made to Brussels are kept as sched-
uled in the convergence programme. In 2007,
the deficit may fluctuate within the band of
6.5–7.0 percent.

Figure 4

PRIMARY BALANCE 
(as a percentage of the GDP)

Source: Eurostat, Ministry of Finance
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Due to the considerable deficit accumulated
in 2006, public debt also rises significantly. The
GDP-proportionate indicator that in 2005 did
not reach 60 percent is expected to reach 65
percent in 2006, and to keep on growing in
2007, and approach 68 percent. The primary
balance – according to the convergence pro-
gramme – may become positive again in 2008,
which means that an opportunity for debt
reduction will only be available at the end of
this decade. (See Figure 4)

Considering the draft of and the debate on
the budget, as well as earlier commitments, we
consider the new deficit predicted by the gov-
ernment for 2006 to be feasible; this is why the
deficit calculated as a percentage of the GDP
according to ESA95 may be somewhat over 10
percent. Gradual implementation of the rebal-
ancing and reform measures is a realistic objec-
tive, which may result in the deficit for 2007

being reduced to 6.8 percent of the gross
domestic product.

Monetary policy

Due to the increasing exchange rate volatility,
the growing need of the public finances for
financing, and the inflation pressure, the cen-
tral bank base rate in 2006 rose from 6 percent
to 8 percent. Our country has the highest
interest level in the region. Beside a stabilising
forint, the medium-term inflation pressure is
still high, which causes the standard interest
rate to decrease slowly. (See Figure 5)

In the short term, the exchange rate fluctua-
tion is still definitive. The exchange rate change
that also reflects the trust of foreign investors
still restricts the movements of the central
bank.

Figure 5

CENTRAL BANK DEPOSIT INTEREST DYNAMICS 
(at month end)

Note: the central bank deposit interest rate disclosed by Eurostat does not necessarily equal the “standard interest rate” of the particular country,
but is fixed to it.

Source: Eurostat
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Inflation

The first six months of last year vere still char-
acterised by strong deflation. The 12-month
consumer price index in the first quarter was
between 2 and 3 percent, which represented a
historic low point in the inflation rate in
March. In the first few months of the summer,
the price increase of seasonal foods slightly
raised the price index. In the autumn, howev-
er, following the announcement of the con-
trolled price increases specified in the New
Equilibrium Programme (gas price, VAT rate
increase, change in the excise tax), the rate of
price index jumped above 6 percent. (See
Figure 6)

Two typical tendencies can be discerned to
be underlying the price increase of products
and services. On the one hand, it is apparent
that food prices went up before the measures
were announced, and the rate of price increase
did not slow down later, either. On the other

hand, controlled price increases also raised
inflation through direct and indirect effects. 

In the past few months, almost every food
product has become more expensive.
Typically, the prices of meat, meat products,
dairy products and cereals rose as of the end
of summer. Exceptions to this are vegetables,
where a considerable price increase took place
at the beginning of the year (above 30 per-
cent), while the rate of price increase declined
in the second half of the year. The price rise
was the lowest in the category of coffee, tea
and refreshments. The jump in the price index
in this product group did not come as com-
pletely unexpected, as prices were expected to
jump as a result of the low price indices of the
past years, the easing of competition (primari-
ly through imported products) and the rising
costs. The increased price level is expected to
reach another equilibrium state in mid 2007,
and in the second half of the year the rate of
price rise will slow down again.

Figure 6

CONTRIBUTION OF KEY GROUPS TO THE 12-MONTH PRICE INDEX

Source: Central Statistical Office (KSH)
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The controlled price increase affected the
price of food through a changed VAT rate and
the price of household energy through the gas
price rise. 1.6 percent of the 6.4 percent con-
sumer price index in October was already owed
to the more expensive household energy. At
the beginning of the year, further central price
measures will be taken, which will push the
inflation rate up even at an annual level. 

Among consumer durables that have repre-
sented a decreasing price index for years, no
price rise is expected for 2007, either, and the
index is anticipated to converge to zero. The
year-end strengthening of the forint continues
to diminish the price rise in this product group,
which basically consists of import. For other
items, primarily clothing products – according
to earlier experience – the multiplying effect of
the controlled price rise will be strong, which
may result in an increased price index.

In 2006, inflation remained below 4 percent
at an annual level, owing to the low price

indices at the beginning of the year. This is how
an average price increase of 3.9 percent exceed-
ing that of the previous year was achieved. As
the resultant of the abovementioned tenden-
cies, inflation in 2007 will exceed 6 percent. At
an annual level, a price rise of 6.4 percent is to
be expected.

Exchange rates

The exchange rate of the forint took a unique
course – departing even from the central
European currencies at times – between the
spring and the autumn. In the wake of the com-
petition of promises staged before the elec-
tions, the growing need of public finances for
funding, as well as the domestic political ten-
sion mounted in the autumn, the forint fol-
lowed a roller-coaster track, and considerably
weakened against the euro. The situation star-
ted to normalise in early October, after the

Figure 7

THE FORINT/EURO EXCHANGE RATE AND THE CENTRAL BANK BASE RATE

Source: MNB
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details of the convergence programme sent to
the European Commission became known.
The rise of the central bank base rate support-
ed this process, and in early December, the
forint was back near the level it reached at the
beginning of the year. (See Figure 7)

The domestic currency is expected to move in
a band of 250–260 forint/euro. The New
Equilibrium Programme presented in June, as
well as the convergence programme tabled in
early October and renewed on 1 December laid
the foundations to a permanent decrease in the
deficit, which was of paramount importance
from the aspect of foreign investors (lenders).
Guarantees for cutting deficit are visible – even
in the short run (tax increases adopted, provi-
sioning, price subsidies changed). The basic
principles of a consistent public finance reform
are mostly missing as yet, which leads to the ten-
sion lingering on in 2007. The first turning point

is anticipated for the spring when the European
Commission issues an opinion on the results
achieved to date. If the report is favourable,
relaxing of monetary policy will be justified.

The central bank base rate of 8 percent as of
the end of 2006 will decrease less probably at
the beginning of this year and more probably
later. At the end of 2007, the interest rate paid
on two-week central bank deposits may drop
to 6–6.5 percent. 

Balance of payments

The deficit of the current balance of payments
reached EUR 3 billion as early as in the second
quarter of 2006. The balance of services and
goods is more favourable, while the balance of
income was more adverse compared to the cor-
responding period of the previous year. 

Figure 8

SHORT- AND LONG-TERM BORROWINGS OF HOUSEHOLDS AND NON-PROFIT ORGANIZATIONS
(as a percentage of the GDP in 2005)

Source: Eurostat
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The need for external financing will decline
in 2007 owing to the decreasing need for fund-
ing of public finances. The borrowings – the
need for external financing – of households are
expected to decrease later. This means that 
foreign borrowings – following the logic of
twin-deficits – will diminish at a more moder-
ate rate compared to that of the public finance
deficit. The question is when private consump-
tion, or consumer loans borrowed, reaches a
ceiling where the efforts made to smooth out
consumption and the deteriorating real wage
position become incompatible.

Based on international comparisons, it is
seen that the domestic retail borrowings are
still below the level of western Europe and also
that observed in some of the eastern European
countries. (See Figure 8) What was apparent
from the Q3 data of 2006 was that the volume
of long-term loans (basically related to proper-
ty purchase) increases at a declining rate, while
the volume of short-term (consumer credits)
remains dynamic. (See Figure 9)

Retail borrowings are expected to decrease
as of mid 2007. This will improve our need for
external financing, which leads to a decreasing

deficit of the current balance of payments. The
capital transfers from the European Union also
result in a more favourable position. In total,
the current balance of payments for 2006 may
be reduced from an annual 7.1 percent to 6.1
percent by the end of this year, in proportion
to the GDP.

DEVELOPMENT OF THE REAL ECONOMY

The basic tendencies of foreign trade will hard-
ly change in 2007, and the growth will conti-
nue to be dynamic. The difference between the
growth rates of exports and imports will
decrease. Based on international and domestic
processes of production and goods turnover, it
is seen that exports in 2007 will grow by 11 per-
cent and imports by 9 percent. The demand for
imported products will be strong, chiefly as a
result of expanding investments, with only a
slight increase in domestic use.

The conditions of the global economy are
favourable to meet the objectives of balance
and to keep the economy in motion. The cur-
rent business cycle of the global economy

Figure 9

THE RATIO OF SHORT AND LONG-TERM LOANS AS A PERCENTAGE OF FINANCIAL ASSETS

Source: MNB
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reached its climax in mid-2006. According to
the predictions given by international organisa-
tions and institutions, the growth that has been
going on for four years may yield an expansion
above 5 percent this year. In the next eighteen
months, the growth rate may drop a few tenths
of percentage points. The external conditions
of business activity will remain favourable on
the whole, and the growth rate of the global
economy in 2007–2008 will approach 4.5 per-
cent. The tendencies of the global economy are
similarly promising. The international trade
volume in this year will exceed that of the pre-
vious year by 9 percent. Turnover in the next
two years is also expected to undergo strong
intensification.

In the last months of the year, the price
increase of oil came to a halt, and it seems to
stabilise around USD 60–65 per barrel. The
prices of raw materials and base materials will
permanently go up, particularly as a result of
the intensifying east Asian demand. In order to
offset the inflation pressure, the correction of
low interest rates will continue. The period of
interest raise may soon be over, and growth will
advance to become an increasingly perceptible
priority in the economic policy of leading
countries.

At the end of November 2006, the dollar had
the weakest exchange rate against the euro in
the past eighteen months. The pair consisting
of a strengthening euro and a weakening dollar
is a primary consequence of American macro-
economical results less favourable than expect-
ed. The intensifying European growth and the
stuck series of American interest rises support
the strengthening of the euro.

Growth in countries considered to be the
engines of international economy was slightly
above earlier expectations in the first half of
2006. In Q1 of 2006 a 3.7 percent annual
growth was recorded in the United States of
America, which decreased to 3.5 percent by
Q2, and to 3 percent in Q3. In 25 EU member

states, output compared to that of the previous
year increased by 2.9 percent in Q3, and by 2.7
percent in the euro zone. Economic perform-
ance in Japan in the same year was fluctuant,
and the economy of the islands is expected to
expand by 2.7 percent over the year. The
dynamic development of the new EU accession
countries continued. A few of “the ten” record-
ed a growth above expectations.

The autumn forecasts of international organ-
isations estimate the growth of global output
for 2006 at 5.1 percent. International analyses
and business activity assessments predicted
slightly decreasing dynamics in the economy
for 2007, the International Monetary Fund
assumes a 4.9 percent, and the European
Commission's forecast a 4.6 percent rise in pro-
duction, whereas analysts expect slightly more
intensive growth for 2008. The business activi-
ty indicator calculated for the global economy
was fluctuating all year at a high level and in a
narrow band. The business activity indicators
of OECD predict a slow increase in the econo-
my. It is also perceivable from predictions that
the business cycle of international economy
followed a descending branch in the second
half of 2006. Owing to the strong fundaments,
the loss of pace will not be intense in the next
eighteen months.

The domestic business activity assessments
conducted by Ecostat indicate improving busi-
ness prospects in the last months of 2006. The
confidence indicators reached their lowest
point in September, while in October and
November, the optimism of businesses gradu-
ally improved. The slight reinforcement of
confidence suggests that the majority of com-
panies have recovered from the shock caused
by tax increases and measures reducing
demand, and they assess their short-term
development opportunities more calmly and
realistically.

For the first few months of 2007, large com-
panies take account of difficulties and tensions
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building up both in the macro-economy and
their own businesses. On the market side, 52
percent of large companies consider expansion
of their production as a realistic opportunity at
the end of 2006. Small and medium sized enter-
prises assess the situation of the national econo-
my as relatively favourable. Optimism is rising
also in terms of assessing their own prospects.
In the opinion of this group of companies, the
development of small companies is mostly
restricted by the expected reduction of real
wages and real pensions, and the limited domes-
tic purchasing capacity. Both groups of compa-
nies evaluate export possibilities as positive.

Development ideas are different with the
two groups of companies. The confidence of
large companies has improved; approximately
two thirds of them plan to perform perceivable
development to their companies. The willing-
ness of small and medium-sized enterprises to
invest is stagnating at a low level.

A dynamic growth in the accumulation of
gross fixed capitals was broken in the spring of
2006. Intense growth was seen in investment
projects in the first quarter, at a rate over 10 per-
cent, in the second, however, a 3.3 percent
decrease, and in the third a 4.1 percent decrease
took place compared to the corresponding
period of the previous year. For 2006, stagna-
tion (a 0.4 percent decline) is considered for
investment projects. The loss of impetus in
terms of fixed capital formation is a transitory
phenomenon, and an inevitable consequence of
an economic policy emphasizing the re-estab-
lishment of balance.

The previously high rate of state-owned
motorway constructions was reduced in 2006,
the willingness of the production sector to
improve was restrained over the year, retail
property developments lost impetus, only a
slight improvement is expected in the field of
production investments. Diminishing demand
is indicated by a permanent and significant
drop in the number of applications submitted

on residential construction, as well as a dimin-
ishing and low volume of orders in the con-
struction industry. It is a favourable phenome-
non that the growth of construction works and
machinery procurement is starting to balance.

The declining pace of and a subsequent tem-
porary drop in investments took place earlier
and more powerfully for government plans and
banking forecasts; a considerable drop in the
pace of developments was expected by 2007.
According to our calculations, a gradual inten-
sification of investments is expected as of 2007,
the foundations of which may be provided by
the expansion of EU resources, the influx of
operating capital, and the improvement of the
macro-economic balance.

In the past two years, significant develop-
ments have been implemented and efficient
capacities have been put into use in the pro-
cessing industry, which ensured the extension
of production in 2006. The investment projects
in the sector in 2006 are expected to stay 5–6
percent below those in the base period; this
raises concerns in terms of the 2007 production
and export. The improvements of the medium
weight commerce in the first nine months of
the year rose by 10 percent. Based on market
information, the maintenance of a fast develop-
ment is to be considered. Developments pro-
viding electricity supply are still delayed,
progress is represented by minor rationalisa-
tion developments. Construction of water-
works, gas and public utilities is going on at a
good pace. The agricultural warehouse con-
struction programme was completed in the
first half of the year, and the development of
machinery and equipment is going on at a low
level; the volume of 2006 investment projects is
expected to lag behind that of the previous
year, 2005, by 10 percent.

The investment projects of the public service
providing sectors grew unsteadily in the first
nine months of the year, by a total of 4.5 per-
cent. Education development and health care
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maintenance were allocated 3.3 percent and 
7 percent more than a year earlier respectively.

The volume of investment projects may rise
in 2007; extension of EU funds, a significant
amount of operating capital and a gradual
increase of entrepreneurial investments are
considered. As a combined effect of these fac-
tors, the growth of investment projects in 2007
may reach 3–4 percent.

The property market was characterised in the
medium term by intense growth, in the past
few years the development became balanced,
the growth rates declined, the development and
the turnover of various property types were
different. Based on the medium term tendency
and expected conditions, a moderate growth is
considered for the property market, develop-
ments will be differentiated by property group.
The ECOSTAT Property Barometer's index in
the third quarter of 2006 was 42.7 percent,
which is approximately 4 percentage points
lower than that of the previous quarter, and, in
total, it suggests further slackness of the prop-
erty market. Supply exceeds demand, and the
volume of new developments decreases with
only a few exceptions. The sales periods
become longer, prices hardly rise, stagnate, or
at times decrease for used property.

In the market, tendencies are different by
property type. Performance figures in the resi-
dential property market, which constitutes the
crucial volume, started to decline in the first half
of 2006. In the market of newly built flats, simi-
larly to 2006, a drop is expected in this year;
however, flat renovations are permanently
expanded, generally coupled with upgrading
investments. In terms of used flats, excessive
supply is and will be strong. The gloomy forecast
of the residential property market is supported
by a drop in residential building permits, which
reaches 20–30 percent. The volume of residential
property construction in 2006 is below the result
of 41 thousand of the previous year. In this year,
33–35 thousand flats are predicted to be put in

use. In the next years, the results of residential
property construction are expected to keep
declining; approximately 30–32 thousand new
flats will be delivered in 2007.

In the office market, significant develop-
ments are expected until the end of 2007, while
demand will only grow moderately, with a low
utilisation rate. The majority of investment
projects are still implemented in the capital city.
The market of commercial properties will
remain lively, with the centre of gravity for
development transferred to towns outside the
capital. In the warehouse market, demand will
primarily grow for logistical facilities.

In the opinion of the prevailing market
actors, property construction and sale may
surge in the medium term, and the conse-
quences of the earlier boom in property con-
struction and sale will affect the next few years.
Demand may change to various extents and in
various directions by property type. The per-
ceptible drop in the residential property market
may be followed by a gradual saturation of the
office market. For the time being, the continu-
ous expansion of commercial and warehousing
facilities is not endangered by market restric-
tions. Prices and rental fees also change in a dif-
ferentiated way, the rate of price increase will
be relatively low due to a relative saturation of
the markets.

The added value of agriculture in 2006 was 6-
8 percent below the value measured in the pre-
vious year. The revenue realized in the sector
will be higher than that in the base period. The
volume of gross domestic product from agricul-
ture and fisheries in January – September lagged
7.5 percent behind the previous year's figure.
The performance of crop farming declined
slightly above the average. The output of animal
farming is stagnant, no significant movements
are seen in the sector compared to 2005. The
transformation programme of the sectoral
structure has been produced for the medium
term, focussing on restoring the balance of crop
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farming and animal farming, and on satisfying
the need for raw materials in bioenergetics. The
implementation of this programme requires a
high level of prudence, as a conflict of interests
may emerge between animal breeders and the
actors of bio-business. The rapidly growing
demand for cereals is expected to send prices
soaring, which animal breeders will not be able
to manage, consequently, animal farming may
increasingly lose ground.

Intervention procurement had a consider-
able role in raising crop prices. As a result of an
extremely good harvest and a buyers' market,
Hungary has been the EU member state that
keeps the largest crop reserve for two years. In
the past two years, 8.1 million tons, 26 percent
of the 31 million ton domestic harvest was pro-
cured in the framework of the intervention.
Until September 2006, one quarter of the pro-
cured crop was sold, three quarters are in stock.
The shortage of warehouses was terminated by
the beginning of the new intervention phase.

The sale of agricultural products saw a con-
tinuing tendency of decline in 2006, and stayed
considerably below the previous year's results.
The sale of livestock and animal products rep-
resenting over 60 percent of the full sales came
to 4 percent less compared to 2005. The import
of meat increased considerably, party due to
prices being below the domestic ones, and part-
ly due to the defect of quantity.

The price level of agricultural products in the
first three quarters of 2006 grew by 9.4 percent
in comparison with the previous year. The price
level of plant products and livestock rose by 16
percent and 3.5 percent respectively. The
respective price rise of vegetables and fruits was
18 percent and 17 percent compared to one
year earlier. The foreign trade turnover of agri-
cultural products and products of the food pro-
cessing industry in the first eight months grew
by over 11 percent. The increase of exports was
repeatedly below imports, the balance of trade
was positive, at a value of EUR 410 million. In

this period, the highest sales revenue was rep-
resented by the export of meat and meat prod-
ucts, in addition to cereals and cereal products.
Imports were dominated by protein fodder and
meat products.

The investment activity in agriculture in the
first nine months of 2006 was slack, and no
upsurge was seen in the fourth quarter either.
The volume of investment projects in the
examined period was 9 percent below the pre-
vious year's figure. In the third quarter, the rate
of decrease exceeded 14 percent. The drop in
improvements is related to the diminishing
central resources. Over the year in 2006, a lag
of 5–10 percent  was seen in fixed capital accu-
mulation in comparison to 2005. 

In 2007 and 2008, growing EU funds will
have a favourable effect on investment projects
and profitability, and may trigger a long urged
development of animal breeding. The over-
whelming weight of plant farming will be sus-
tained permanently, due to biofuels gaining
ground. According to the draft budget, HUF
456 billion is available to be applied to agrarian
and rural development in 2007.

The penetration of bio-based fuels may gen-
erate a new industrial-energetic raw material
producing sector within agriculture, the role
and significance of the agrarian sector may gain
more weight among the branches of agricul-
ture, and its contribution to the GDP may also
increase.

The volume of retail commerce in the first
three quarters of 2006 exceeded the level of one
year before by 5 percent. The turnover increase
gradually slowed down over the year, the 6 per-
cent growth of the first quarter was followed
by a 4.5 percent increase in the autumn
months. The growth of retail sales was high in
an international comparison, twice the rate of
the EU average.

The turnover of motor vehicles and spare
parts was stagnant in the second quarter of
2006, and dropped by 3.5 percent in the third.
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The turnover for nine months grew by a slight
2.7 percent. The sales of fuels over the one-year
period elapsed showed a high rate of increase,
irrespective of the extremely surging prices.
The converse changes in motor vehicle pur-
chases and fuel consumption balances each
other, and had no perceivable effect on the sec-
toral indicator.

The expansion of turnover in the commerce
of used articles, medicine and clothing items was
above the average. The medicine turnover repre-
senting a significant ratio over the year 2006
achieved an outstandingly high and even growth
of turnover (between 12 and 14 percent).

In the moderately slowing tendency of sales in
2006, the negative impact of the budget rebal-
ancing measures on solvent demand was felt
already. Expert forecasts predicted an improving
disposition to buy for the year-end, and indeed,
consumer spending was only moderately affect-
ed by forced saving. Based on all these, a
turnover growth between 4.5 and 5 percent was
implemented over the year in 2006, calculated at
unchanged prices. As of the first months of 2007,
however, a gradual decline of shop sales is
expected, and approximately 2.4 percent annual
growth of retail turnover is considered.

The two-year dynamic expansion of tourism
lost some impetus in 2006, and the results of
the first three quarters are below those of 2005.
Passenger traffic is still lively, but the duration
of stay and the average spending is gradually
decreasing. Between January and September
2006, 30 million foreign tourists visited
Hungary, which is 6 percent more than a year
earlier. Three quarters of the guests are holi-
day-makers or transit passengers, and only
stayed one day in Hungary. The number of vis-
itors spending multiple days here has decreased
by 8 percent over the year.

Foreign visitors spent HUF 726 billion in
Hungary in the first nine months of 2006, of
which visitors spending here more than a day
spent HUF 545 billion, i.e. 75 percent of the

total expenditure. The decrease in the number
of visitors staying for more days lead a decreasing
income from tourism. The declining demand
for accommodation was seen in terms of the
most significant western European visitors,
where the specific spending is above the aver-
age. The attraction observed in the period of
accession to the EU has diminished by today,
marketing campaigns launched in time brought
modest results, and the appeal of cheap dis-
count airlines for passengers has perceivably
deteriorated.

In three quarters of the year, the Hungarian
population travelled abroad on 12.8 million
occasions, which is 7 percent below the figure
of one year earlier. The number of visitors stay-
ing for more days decreased at a rate above the
average. Exit passengers spent HUF 423 billion
on services, i.e. 12 percent less than in 2005.
This facilitated an improvement in the asset-
generating role of tourism in the balance of
payments.

The modest inland touristic activity of the
Hungarian population in 2006 was charac-
terised by a moderate growth. The total spend-
ing and accommodation expenses increased.
Those travelling for five or more days spent
HUF 40 billion, which represents a 6 percent
and a 2 percent growth in terms of current
prices and volume respectively, in comparison
to the previous year.

In 2006 added value in tourism increased
only to a moderate extent, and employment
and investment performance also improved
somewhat. The growth of domestic tourism
likewise slowed down as a result of shrinking
solvent demand. In 2006 tourism grew by
0.5%. It contributed to the improvement of the
equilibrium of the balance of payment chiefly
due to slack outbound tourism. We expect an
increase in the performance of domestic
tourism beyond the average. In the 2007 season
we do not expect any significant change in per-
formance. 
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Industrial growth in the whole of 2006 was
favourable. The gross output of the sector in
the first nine months grew at a rate exceeding
10%. Value added in industry grew by 9%
thanks to the significant excess output of the
processing industry. Immaterial manufacturing
in the first quarter grew by 12%, in the second
by 7.3%, and in the third by 8.7%.

Performance increase in the processing
industry came primarily from the chemical
industry and the machine industry sectors.
Production in the national economy sector
began to increase with monthly volume growth
exceeding 10% compared to the same period in
the previous year. From a demand point of view
the dynamic growth of the processing industry
is primarily due to the 13.7% growth of
exports. Domestic sales, too, ran up somewhat
compared to previous years, expansion of nine
months amounted to 5.7%. Manufacturing of
electric machinery, and instruments, represent-
ing 0.4% of processing industry exports rose
by approximately 20%. Vehicle manufacturing
managed to increase its exports from 25% by
further 15.5%.

The approximately 5% dynamics of domes-
tic trade is a quite new phenomenon. Indicators
next to stagnation were typical in this area ear-
lier on. Monthly statistics indicate that growth
of domestic sales swung over the local peak,
and the growth rate was continuously dropping
to reach 3.7% by September. Dwindling
domestic sales are ascribable mainly to meas-
ures announced halfway through the year. One
has to take account of the fact that the actual
effect of the adjustment will begin to be felt
toward the middle of 2007 in the months after
current orders are delivered.

European growth stimulates industrial
growth, which helps the maintenance of the
high rate of export sales. The reality of that
expectation is supported by previous export
orders and optimism voiced by the corporate
sector.

All the above fuelled expectations that the
2006 growth of industry would slightly
increase, and preliminary statistics actually
prove a 10.5% growth rate. 2007 output will
come under the effect of several opposite fac-
tors: the moderate lowering of domestic sales
volumes may continue, while the dynamics of
export will remain at the same level until mid
2007, and will likely shrink in the second part
of the year. As a combined effect of these,
industrial output is expected to produce a sur-
plus of 6–8% in 2007. 

The boom in the construction industry has
been characterised by a two-digit growth over
the last 2–3 years. The boom peaked in the
middle of 2005, and in the last quarter the
growth rate shrank to around 10%. In 2006
dynamic growth was followed by stagnation,
and then gradual setback partly as a result of
the demand limiting effect of the stabilisation
measures.

In the first three quarters of 2006 the output
of the construction industry dropped back by
2.1% compared to the same period last year.
The growth rate followed an unbroken down-
ward trend in 2006 the only exception being
March. The trend continued more intensively
in September when a setback of 4.8% was reg-
istered on the same period in the previous year.
In the product group called buildings, the first
nine months saw a situation close to stagna-
tion, while with other constructions setback
was conspicuous probably due to the lost
momentum in motorway constructions.

The average delivery time of contracts in
the construction industry was 1.5–2.5 years.
The demand generated by bulging order-
books in late 2004 is soon coming to an end
these days, and that effect cannot be offset by
the low volume of new orders. Demand in the
construction industry has been on a down-
ward course.

Due to the volatile nature of order-book
sizes, and the re-scheduling of roads and
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motorway constructions, and the uneven base
effects the output of the construction industry
in 2006–7 can only be estimated with an error
margin larger than the average. In 2006 the out-
put of the construction industry will be 2–3%
less than originally assumed computed from
current tendencies. By 2007 the shrinkage is
expected to move in the 3–4% band.

The value added by transportation, ware-
housing, post and telecommunication grew by
3.1% in the first nine months of 2006. The
weight of goods transported grew by 6.4%, and
the number of kilometres per ton of goods
doubled, i.e. to 14.1%. The distance of road
transportation is continually on the increase.
The number of passengers in long-distance
passenger transportation hardly changed since
2005, and the number of kilometres per pas-
senger grew steadily by 7% for three quarters
of the year. Air transport is gradually gaining
ground, in 2006 it had a share of just below
30%.

Based on market tendencies, goods trans-
portation, and warehousing is expected to rise
by 3% in 2006. In 2007 the performance of the
transportation sector may exceed the 2006 level
by 2–2.5 percentage points. Public road devel-
opment projects are progressing at different
rates, surplus performance may reach 10%.
Railway development is expected to gather
greater momentum in 2007.

The technical standards and output of
telecommunication and IT are rising continu-
ously and at a high pace, thanks basically to
intensive technical research and development.
Subscriptions to broadband Internet are
increasing at a medium rate, while the number
of landlines is dropping. Mobile telephone sub-
scribers grew by 157 thousand in the third
quarter, and in September the number of sub-
scribers per 100 inhabitants reached 95.4. The
annual pace of growth is ever more slack as the
market is becoming saturated.

The market of Internet services is strongly

concentrated. The number of service providers
is in excess of 200 while 19 firms control 90%
of the market. Restructuring among Internet
subscribers has speeded up. Especially cable
subscriptions are spreading fast. Wi-fi is like-
wise rapidly gaining popularity, with over 180
thousand subscribers it has reached a share of
16%. Net sales from Internet services in the
third quarter exceeded 22 billion HUF, 39%
higher than in the previous year.

In 2006 post, telecommunication, IT are
growing at a favourable rate, the value of serv-
ices rises by 3–4% at comparable prices. In
2007 in that sub-branch the expected develop-
ment and growth rate equals that in 2007.

Economic activity of the population improved
slightly in the past year. In the period June-
September 2006 the number of economically
active persons increased by 30 thousand.
Within the active population the employment
count grew by 20 thousand and the unem-
ployed count by 10 thousand. In the age band
of 15–74 the activity rate amounted to 55.3%.
In 2006–2007 no significant improvement of
the activity rate can be expected. Some increase
may derive from the rising number of working
age unemployed persons.

The average employment count in 2006 grew
by 24 thousand on the first nine months of
2005. The employment rate continues to be
low at 51.1%. In September 2006 there were
2791.4 thousand persons in full time employ-
ment. That number is virtually unchanged
compared to the same period in the previous
year. There were 1.8% less people working for
budgetary organisation than in September
2005, and the employment rate in the compet-
itive sector rose by 0.5%. The business sector
cannot absorb larger numbers, while there are
plans to dismiss 15–20 thousand people from
public administration. Serious efforts are being
made at fining employment for them, yet part
of the labour shed will remain out of work. In
2006–2007 no palpable improvement is expect-
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ed in employment. With downsizing in the
public services sector dropping employment
rates seem a more likely forecast. 

The average number of unemployed in the
first three quarters was 318.3 thousand, 10
thousand more than in the previous year. The
unemployment rate in accordance with the last
report equalled 7.5%. Compared to the 5–6%
of previous years that is an apparent rise,
approaching the EU average. The unemploy-
ment count may further increase in 2006 and
2007 to a small degree to reach 7.8% by the end
of the year.

Earnings rose in the first three quarters of
the year. Gross average earnings increased by
7.7%, and net average earnings by 8% than one
year before. Real earnings exceeded previous

year's by 4.8% in the first nine months of the
year at a 3.1% inflation. We expect that real rev-
enues will grow at a pace slower than real earn-
ings. Its rate in 2006 was around 3%, and by
2007 real earnings may drop by 3.5% likely
resulting in lowering living standards of large
groups of society.

Using services has an increasing role in con-
sumption by the population, in excess of 40%.
The volume of services rises at a pace slower
than that of goods. In 2006 private consump-
tion expanded by about 1.6%.

The savings rate of households has been fol-
lowing an unbroken downward tendency over
the last years, but rose in 2006. No correlation
can be demonstrated between savings and earn-
ings. Cash savings by the population amounted

Table 1

DECEMBER FORECAST BY ECOSTAT CONCERNING THE DEVELOPMENT 
OF THE HUNGARIAN ECONOMY

(change compared to the previous year, at comparable prices)

Indices 2004 2005 2006 2007
expected forecast

Gross domestic product (%) 4.6 4.2 4.0 2.5 – 2.8
Final consumption of households (%) 3.1 3.8 1.6 0–0.5
Community level consumption (%) 0.9 0.2 –4.7 –1.1
Gross accumulation of fixed assets (%) 7.9 5.6 –0.4 2.5
Export (based on national accounts %) 16.4 11.6 15.7 10.8
Import (based on national accounts %) 13.2 6.8 10.5 9.0
Balance of foreign trade (billion EUR) –3.9 –2.8 –2.5 –1.4
Annual consumer price index (%) 6.7 3.6 3.9 6.4
Balance on current account (billion EUR) –7.5 –7.6 –6.3 –6.2
Direct capital investment (billion EUR) 4.0 4.1 4.0 4.1
ESA95 balance of Public finance as a percentage of the GDP –6.5 –7.4 –9.6 –6.6 – –6.8
Unemployment rate (%) 6.1 7.2 7.6 7.8
Gross average earnings (%) 6.1 8.8 7.5 6.5
Industrial production (%) 8.3 7.3 10.5 7.0
Output of the construction industry (%) 6.8 16.6 –1.5 –3.5
Total volume of retail trade (%) 5.7 5.6 4.8 2.5
Deposit interest (two week CBH) a) 9.5 6.0 8.0 6 – 6.5
ECOSTAT growth index b) 47.84 47.9 48.0 49.0
ECOSTAT Real estate barometer 50.8 47.4 47.0 46.5

Note:
a) at the end of the year
b) quarterly average confidence of TOP-100, SME businesses and the population
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to 20 thousand billion HUF until September
2006, rising 6.6% on the end year value of 2005.
The structure of savings is rather rigid, the
ratio of savings in cash and in deposits is above
35%, while securities continue to be quite low.
Total borrowings by the population were above
6 thousand billion, that value is 20% more than
the corresponding value at the end of 2005. The
borrowing rate is around 26–27% of the GDP,
not high even by international standards. For
2006 we expect a 5–6% increase in savings, and
20% in private borrowings. For 2007, however,
we prognosticate the moderation of the two
above financial services. 

The financial effect of the New Equilibrium
Programme concerns almost all social groups to
varying degrees. Families with low income are
provided with a variety of assistance in the
transition. One of the most important effects
to be introduced as already as September is the
5% rise of the middle rate of the VAT. That is a
major burden on households with children and
working age persons. The significant increase
of energy prices in 2006 and 2007 compensated
by Government through gas-price subsidies to
those in need. From September 2006 the health

insurance contribution of employees grew
from 4 to 6%. The health contribution
increased from 6 to 7% from January 2007,
resulting in a 1% increase in nominal earnings.

Besides measures to improve equilibrium the
implementation of reform programmes also
accelerated. From among programmes of a
social implication mainly in education and
health the measures already taken are continu-
ously followed by further steps aimed at
adjustment, and convergence. (see Table 1).

LONG-TERM PROSPECTS

Our long-term forecasts refer to the period
2008–2015. In the models applied in the esti-
mates we use annual figures as they have been
developed specifically for the macroeconomic
analysis of longer periods6.

The internal and external set of conditions of
the model corresponds to the most recent con-
vergence programmes approved in September
2006. Even though it does not give a date for
the introduction of the EUR, in model compu-
tations we have assumed a fixed exchange rate

Table 2

MAJOR MACROECONOMIC PARAMETERS
(growth index at unchanged prices, in percentages)

Name 2008 2009 2010 2011 2012 2013 2014 2015
Gross domestic product (GDP) 4.5 3.9 3.4 4.3 3.7 4.3 4.7 3.9

Final consumption 2.7 2.7 2.5 2.5 2.7 2.8 3.6 3.0

Private consumption 3.0 2.9 2.9 2.6 2.8 2.9 3.7 3.2

Community level consumption 0.5 1.0 0.0 1.4 1.9 2.4 3.4 1.4

Gross fixed asset accumulation 6.0 8.1 6.8 5.9 5.1 5.6 3.3 4.1

Gross accumulation 6.2 8.4 7.0 6.1 5.2 5.7 3.3 4.1

Domestic use 3.6 4.2 3.8 3.5 3.4 3.7 3.5 3.3

GDP export 5.5 8.2 7.6 7.1 7.0 7.1 7.2 7.2

GDP import 4.6 8.6 8.1 6.4 6.9 6.6 6.2 6.9

Inflation 4.0 2.7 3.0 3.0 2.9 2.9 2.9 3.0

Balance of public finance as a percentage 

of the GDP (ESA) –3.9 –2.7 –2.1 –1.8 –1.4 –1.7 –1.5 –0.8

Source: ECOSTAT – ECO-Trend-modell
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of 270 HUF from 2011 onward which, from
the point of view of the model is equivalent to
replacing the national currency at a given time
and exchange rate. We have likewise assumed
that by 2010 interest levels will converge to the
value characteristic of the Euro zones.

In accordance with estimates by the ECO-
STAT the gross domestic product will reach a
growth rate of 4.5% by 2008, and will oscillate
around 4% by the end of the period under
review. The dynamics of private consumption
remain below that during the whole period, and
in community level consumption we expect
growth to be even more modest. The growth of
accumulation of gross fixed assets will speed up
again from 2008 persistently exceeding the
pace of GDP growth. We expect some slack by
the end of the period, by which time, however,
a high rate of accumulation may build up in the
Hungarian economy, which is an indispensable
ingredient of the convergence process. Our

forecast suggests that the growth rate of export
and import as indicated in the GDP-balance
will stabilise in the 6–8 percent band, and net
exports may remain in the positive range for
most of the period under review. That results in
the gradual improvement of the balance of for-
eign trade and the rise of its ratio compared to
the export GDP. (see Table 2)

In accordance with our model computations
the Hungarian economy can deliver the most
important criteria for the introduction of the
Euro by 2009. That suggests that the ESA-
based deficit of public finance and the inflation
may likewise drop below 3%, and the levels of
yield investigated will converge with values of
the Euro-zone. The level of public debt will,
however, quite probably exceed 60% of the
GDP even in 2009, which, however, will be a
downward tendency by that time, and will not
be an obstacle to the currency replacement as
soon as possible.

1 The termination of the almost forgotten shortage
economies and their concomitant phenomena, the
right of private property and enterprise without any
limitation of scale, influx of the global technological
and cultural novelties, the removal of any obstacles in
maintaining personal and economic relations with
foreign countries, the establishment of parliamentary
democracy.

2 The explosive growth of unemployment, the erosion
of state services, the significant decrease in and spec-
tacular emergence of extreme differences in average
consumption, the spreading of crime, the moral cri-
sis of society and politics.

3 What is generally meant by stabilisation is principal-
ly a lasting halt in external indebtedness, i.e. the
deficit of the current balance of payments not to
exceed the amount of capital influx, a gradually
decreasing ratio of state expenditure compared to the
GDP, decreasing public debts and a harmonised
deficit of the public finances, as well as achieving a
single-digit inflation.

4 According to the Maastricht criteria, the current
deficit of the public finances cannot exceed 3% of
the GDP, and the gross public debt 60% of the GDP;
in addition, these indicators should converge with
the above ratios on a continuous basis. Inflation and
interest on long-term loans cannot exceed an average
of the three EU member states that achieve the low-
est inflation by more than 1.5 percentage points and
2 percentage points respectively, which currently
represents an inflation rate around 3 percent. The
Hungarian forint should be able to participate in the
exchange rate cooperation mechanism among mem-
ber states, which, among others, excludes the possi-
bility of an official devaluation in the two years pre-
ceding the accession.

5 What is meant by modernisation is to make the
structure of a controlled economy similar to those in
developed market economies – practically in the
states of the European Union. No exact criteria are
defined for this, as there are considerable differences
in the operation of certain market economies, due to
the traditions, development, particularities or the

NOTES
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chosen economic policy. In addition, the countries
selected as examples are also changing; it is sufficient
to think of the consequences of establishing a mon-
etary union, or the reform of welfare systems kept
on the agenda in almost each member state. (It
should not be forgotten, either, that the EU itself
does not belong to the most dynamically developing
regions of global economy.) As a result of the mod-
ernisation changes, in the past decade, the Hungarian

economy has, in terms of its major features, also
become a European market economy. 

6 See: Socio-Line, the model of sustainable develop-
ment, ECOSTAT September 2006, in the series
'Methods of economic analysis', 2006/1, page 98; and
the analysis of long-term growth scenarios with the
Eco-trend model, ECOSTAT, November 2004 in the
series 'Methods of economic analysis', 2004/1, page 84
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Péter Halmai

Common agricultural policy,
common budget?

The Common Agricultural Policy (CAP) has
proved to be the most expensive policy of the
European Union so far. Its necessity was first
recorded as early as in 1955 at the Messina
Conference. It was clear that the common mar-
ket meant the common market of agricultural
produces, too. The common agricultural market
required a common agricultural policy, especially
a policy for the common agricultural market: 
different national policies for the agricultural
market could have resulted in a distorted com-
mon market.

The contradictions and costs of the established
system, especially the common financing thereof
have long been roundly criticised. We are going
to overview the common financing of the CAP
in an unusual way and highlight possible alter-
natives, too.

ORIGINAL CAP MODEL

The basic rules for the CAP were integrated in
the Treaty of Rome in 1957. The central pillar
of the system is the common market organisa-
tion, which is responsible for the regulation of
certain agricultural produces (or groups of pro-
duces).

The objectives of the common market
organisations are the following: 

Single market as far as the trade between
the member states is concerned; i.e. free move-
ment of goods and uniform regulation of the
conditions of competition (especially institu-
tional prices).

Preferential treatment within the EU aims
at the protection of the European producers
against cheap agricultural import – until 1995
primarily by levies on the price difference of
similar products.

Based on financial solidarity the costs of
the common market organisations (interven-
tion in the agricultural markets) are covered
through a common financial fund.

It means that the most important feature of
the original CAP model was the common financ-
ing. Its source is the European Agricultural
Guidance and Guarantee Fund (EAGGF).

The EAGGF is split into two sections:
• Guarantee Section, which was originally

the instrument of the market and price
support and 

• Guidance Section, which finances the policy
reforming the structure of the agriculture.

The biggest portion of the EU budget (more
than 50 per cent) has until recently been allo-
cated to EAGGF. (For the expenditure of the
EAGGF, see Table 1.) 

The expenditure of the Guarantee Section is
more or less equal to the export subsidies and
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intervention expenditure. Since the reform in
1992 the biggest expenditure item of the
Guarantee Section has been the direct subsidies
provided to farmers.

The Guidance Section facilitates the achieve-
ment of the Common Agricultural Policy's
goals. Its expenditure has served the implemen-
tation of the following objectives:

• improvement of production conditions,
• improvement of the structure of agricul-

ture and the quality of produces,
• improvement of sales conditions and the

market sales organisation of agricultural
produces.

In the first twelve years the Community
budgetary expenditure was financed by direct
contributions of the member states. However,
from 1970 this was to be covered entirely
through Community income. The “own
sources” of the Community, i.e. amounts auto-
matically received by the common budget: 

Community customs duties;
agricultural duties (and agricultural cus-

toms duties replacing them in 1995) and sugar
levies;

a pre-defined percentage of the value-
added tax base (Gross Domestic Product,
GDP); 

in 1988 the Delors 1 Package introduced
a fourth resource, which is the GNP of the
member states, and later a variable balancing
source calculated based on the GNI. At the
same time the maximum rate of the total own
sources was determined compared to the GNI
(1.27 per cent until the end of 2006).

Although the budget of the European Union
has 'own sources', there are no Community
taxes (determined and collected by the EU).
The budget is actually an expenditure plan,
which may be executed up to the amounts
made available regardless whether additional
expenditure is necessary or not.

Table 1

EXPENDITURE OF EAGGF

Total EU budgetary EMOGA Guarantee Section EMOGA Guidance Section
expenditure expenditure expenditure

million ecu/ total percentage of Total percentage of
million euró the EU budget the EU budget

1989 40 918 25 873 63.2 1 352 3.3

1990 44 378 26 454 59.6 1 847 4.2

1991 53 823 31 784 59.1 2 128 4.0

1992 58 857 31 950 54.3 2 939 5.0

1993 65 269 34 748 53.2 3 386 5.2

1994 59 909 32 970 55.0 3 335 5.6

1995 65 498 34 503 52.7 3 609 5.5

1996 80 457 39 108 48.6 3 935 4.9

1997 80 880 41 423 50.0 4 240 5.2

1998 79 245 38 748 49.7 4 367 5.4

1999 79 249 39 541 49.9 5 580 7.0

2000 77 879 40 467 52.0 1 387 1.8

2001 101 051 42 083 41.6 3 509 3.5

2002 95 656 43 214 45.2 2 970 3.1

2003 96 962 44 379 45.7 3 112 3.2

2004 99 724 43 579 43.7 3 660 3.6

Forrás: EU Commission. Directorate-General for Agriculture
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Until the end of the 1970s incomes generated in
the framework of the CAP were covered by 20–25
per cent of the EAGGF expenditure. Due to the
increase in expenditure and decrease in income
this rate fell below 3 per cent by the mid 1990s.

The Common Agricultural policy has long
been seriously debated. Such criticism was first
formed in the 1970s, and from the beginning of
the 1980s (when the open crisis of the CAP
began) criticism became fiercer.

The criticism of the original CAP model is
summarised as follows. 

The system based on artificially high insti-
tutional prices distorted the price mechanisms,
and resulted in an artificial growth in produc-
tion regardless the actual market demand and a
continuously increasing structural surplus.

The channelling of the surplus heavily bur-
dened the common budget; in certain years
(for example in the 70s) the CAP expenditure
exceeded 80 per cent of the common budget
and at the same time such amounts were spent
nearly fully on market support, and no sources
could be allocated for restructuring.

There was a significant distortion in the sys-
tem of allocations: firstly the high agricultural
prices resulted in high food prices, which bur-
dened especially those with lower incomes, sec-
ondly, the system based on high prices allocated
the most of the subsidies to the most productive
market players, while producers in need operat-
ing in marginal areas received hardly any support.

The system intensified production,
increased the use of chemicals and the concen-
tration of livestock, which resulted in increas-
ing levels of environmental pressure.

The increasing protectionism of the CAP
lead to international conflicts in trade policy and
after nearly thirty years the EC had to conduct
agricultural trade negotiations in the course of
the GATT Uruguay Round.

The adjustments made in the 1980s could
not possibly solve the problems of the original
model. The increasing internal pressure (com-

ing from the common budget) and the external
pressure (exerted by the major players of glob-
al commerce) necessitated a fundamental
change of the system.

A CHANGING COMMON AGRICULTURAL
POLICY

From the early 1990s significant changes have
been taking place in the Common Agricultural
Policy (CAP). In 1992 a comprehensive reform
of the CAP began and in 2000 the second phase
of the reform was launched in the framework
of the Agenda 2000. In 2003 the third and most
recent phase was introduced. A central element
of the reform is the decoupling of subsidies
from production and sales.1

From our point of view the following of the
changing priorities are to be highlighted. 

Instead of support that distorts the market
(export, intervention subsidies etc.) direct aid
provided to the agricultural producers was
focused on, which adds up to nearly 80 per cent
of the expenditure of the Guarantee Section of
the EAGGF (for the changes in the structure
of the CAP subsidies, see Figure 1).

As a result of the reform competitiveness is
becoming imperative for the players of the agri-
cultural market due to the decrease in market
prices and the decrease in external protection.

In the Common Agricultural Policy the role
of the agri-environment management is becoming
more important. The agri-environment manage-
ment programmes are extended on the one hand,
and more stringent agri-environment protection
conditions are set for the provision of direct pay-
ment on the other hand (the latter is the so-called
cross compliance).

Rural development, the second pillar of the
Common Agricultural Policy is becoming more
significant.

The reform phase approved in 2003 (to be
implemented in 2005–2007 in the EU15) is a
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great step towards the deepening of the reform
and the decoupling of direct payment from the
actual production.

Since the conditions existing at the establish-
ment of the Common Agricultural Policy have
fundamentally changed, reform is inevitable.
However, the European agricultural is perma-
nently characterised by multi-functionality. In
Europe the role of agriculture is different from
that of the overseas industrial countries. In the
heavily populated European countries agricul-
ture is responsible not only for production, but
also for “the management of the landscape”.
Maintenance of the cultural landscape, produc-
tion of environmental resources, contribution
to the maintenance of rural communities and
the preservation of rural values are major tasks
for the agriculture.

In the course of the reform process the
requirement of sustainability emerged: the
renewing Common Agricultural Policy should
be sustainable not only in an agriculture, but in
a social sense, too.

In this transformation rural development
plays an important role. In the European
Union rural development is an integrated part

of the agricultural policy and from 2000 it
forms the 'second pillar'. At the same time it
goes beyond agriculture. The Salzburg
Conference of October 2003 and then the
strategy paper of 2005 set three priorities for
rural development:

• establishment of a competitive agricultural
system, which requires the transformation
of the structure of the agriculture (in the
EU15 and especially in the new member
states);

• protection of the rural environment, with
special emphasis on land management,
which is to be carried out by the agricul-
ture sector (including forestry and aqua-
culture);

• enhancement of the economic and social
viability of rural communities, which, inter
alia, requires the diversification of eco-
nomic activities and the support of local
initiatives.

These priorities well fit in the Lisbon
process. For example, the production of bio-
mass (a significant renewable energy source) is
an important element of the land management.
(The Lisbon Strategy wishes to increase the

Figure 1

CHANGES IN THE STRUCTURE OF THE CAP SUBSIDIES
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contribution of renewable energy sources in
the field of electricity production as well as
motor fuels.)

Criticism, which is often rather abstract, is
against the earlier period of the Common
Agricultural Policy, therefore it does not take
into account these changes. If the Common
Agricultural Policy is transformed in accor-
dance with the above, it cannot be set against
the Lisbon process. (However, there is a true
ground for criticism as far as the frameworks of
transformation and the methods of implemen-
tation are concerned.)

With regard to the reform of the CAP the fol-
lowing should be highlighted.

As far as decoupling is concerned, which
was meant to be pivotal to the reform, progress
has been limited; the most recent reform related
decision – against the European Commission's
more radical recommendation on total decou-
pling – approved only partial decoupling.
(Nonetheless, even this compromised solution
is a great step forward compared to the earlier
situation; in addition each country may decide
to introduce full decoupling.)

The produce market distorting impact of
the system on the way to decoupling has sig-
nificantly weakened, still a great proportion of
direct aid may be realised in land prices and
land lease fees, i.e. it may distort input markets
and the transfer rate of agricultural aid (i.e. the
rate of one unit of aid received by the agricul-
tural producer) may change.

Paradoxically, the reformed system is more
complex and bureaucratic than the original
model. The reform of 2003 promised the sim-
plification of the system; however, the compro-
mised solution (a system of different national
implementations including various links) dis-
rupts the existing unity of the system, and
endangers the implementation of the unity of
the market principle. Furthermore, this could
lead to significant redistribution; while the reg-
ulation of cross-compliance and the implemen-

tation of the rules result in even more complex
conditions.

The elements of quantitative regulation
may still cause disorder, the compulsory set-
aside is still effective and the elimination of the
milk quota may be placed on the agenda only
after 2013.

Regardless the declarations the role of rural
development is still limited.

It has to be noted that in 2004 the CAP sys-
tem was expanded by ten new member states.
As far as support is concerned significant dis-
parities have evolved making the new member
states handicapped: while the producers in
wealthier member states receive high amount
payments falling in the scope of the first pillar
fully from the common budget, the poorer
countries' share is much smaller. (In 2004 95
per cent of EAGGF aid was allocated to the
EU15, out of which only 5 per cent was
received by the EU10.)2

CAP AND THE COMMON BUDGET

The financing of the CAP costs is rather par-
ticular. The common budget plays a decisive
role in this field:

• market support and direct payment (the first
pillar of the CAP) are fully covered through
the common budget in accordance with the
principle of solidarity;

• rural development (second pillar) is financed
in accordance with the principle of addition-
ality; sources are covered jointly through the
common and the national budgets (here-
inafter the beneficiaries). (It means that
most rural development projects are
financed similarly to the structural policy.)3

In 2003 expenditure related to the agricul-
tural policy added up to 0.55 per cent of the
GDP in the EU15. Most of such expenditure
(0.4 per cent of the GDP) was covered by the
common budget. National agricultural support
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counts for 0.15 per cent of the GDP. (Only a
part of the latter serves the co-financing of the
CAP rural development programmes, another
part covers national, mostly rural development
grants notified by the European Commission.)

National budgets do not finance expenditure
falling in the scope of the first pillar. (Except
for the 'top-up' (national contribution to the
direct aid) temporarily financed in the new
member states.) The national budgets support
primarily rural development programmes up to
a certain limit.

Since agricultural policy expenditure bur-
dens mostly the common budget, the rate of
agricultural expenditure is higher. This rate
cannot be qualified in itself. 

The common budget differs from the national
budgets. Its primary function is to promote
common and Community policies, activities and
objectives, i.e. it is not a miniature of the nation-
al budgets for its structure is different. If you
compare the expenditure of certain federal states
to that of the EU, the difference in the structure
of the expenditure is obvious. (See Table 2) 99
per cent of the EU common budget expenditure
serves different expenditure functions compared
to the federal states. The supranational system of
agricultural policy in the EU so far has generated
a high rate of agricultural expenditure (though
this rate is getting lower). As a result the rate of
agricultural expenditure is insignificant in the
national budgets.

Table 2 

EXPENDITURE OF FEDERAL GOVERNMENTS BY CHIEF FUNCTION
(percentage of the total federative expenditure)

Security Education Health Social Security Debt service Other
and welfare functions

Australia 7.0 7.6 14.8 35.5 6.1 29.0

Canada 5.6 2.3 1.4 44.6 15.1 31.0

Germany 3.9 0.5 18.9 50.0 7.1 19.5

Switzerland 4.6 2.4 19.6 49.1 3.5 20.7

USA 15.4 1.8 20.5 28.2 12.6 21.5

EU15 0.0 1.0 0.0 0.0 – 99.0

Source: El Agraa (2004)

Table 3 

GOVERNMENTAL LEVEL EXPENDITURE IN FEDERAL STATES
(as a percentage of GDP)

GOVERNMENTAL LEVEL
Federal State Local Total

Australia 15.7 15.6 1.9 33.2

Canada 13.3 17.0 7.2 37.5

Germany 30.1 8.6 7.4 46.1

Switzerland 9.9 12.3 8.5 30.7

USA 15.9 7.0 7.2 30.1

EU15 1.1 44.7 – 45.8

Source: IMF (2001). European Commission (2000)
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Table 3 demonstrates the governmental level
expenditure of certain federal states in compar-
ison with similar levels of the European Union.
According to the data it is clear that the com-
mon budget totalled up to 1.1 per cent of the
GDP, while this rate was 44.7 per cent for the
national budgets in the EU15 in 2000. (The
high rate of CAP expenditure characterises the
common budget, while the national budgets,
which play a decisive role in the centralisation,
finance agricultural expenditure only to
insignificant levels.)4

The social and economic role of the EU agri-
culture in the GDP generation and employ-
ment is well demonstrated by the rate of agri-
cultural land and forests. This rate exceeds 80
per cent in most EU member states, i.e. most
of the land is looked after by the agriculture.
(See Table 4) In the EU such areas, including

forests, are significant cultural landscape.
These areas are continuously maintained
through economic activity. The maintenance of
this landscape, the prevention of erosion, the
covering the surface with plants, the elimina-
tion of allergenic and other weeds, compliance
with various environmental regulations, preser-
vation of the cultural heritage in the rural areas
are all positive externalities contributing to the
deliverance of public goods.

Thus agriculture provides extra services to
the society in addition to the production of
produces. Therefore the European agricultural
model is typically characterised by multifunc-
tionality.5

The fundamental question is firstly how to
promote the deliverance of public goods, and
secondly to what level financing can be justi-
fied.

Table 4

RATE OF AGRICULTURAL TERRITORY AND FORESTS IN THE EU 
AND IN THE INDIVIDUAL MEMBER STATES

Agricultural territory Forest* Total
(1) (2) (1+2)

Austria 40.1 41.6 82.5

Czech Republic 46.1 34.1 80.1

France 54.1 31.6 85.6

Greece 64.0 22.8 86.8

Poland 52.1 30.0 82.1

Hungary 61.8 19.7 81.5

Great Britain 69.9 11.6 81.5

Germany 47.7 30.2 77.9

Italy 50.1 23.3 73.4

Spain 50.0 33.3 83.3

Sweden 7.0 73.5 80.5

Slovakia 39.3 41.6 80.9

Slovenia 24.2 60.1 84.3

EU25 42.4 – –

EU15 41.9 38.2 81.1

EU10 44.8 – –

Source: EU Commission. Directorate-General for Agriculture

Note: * data from 2001t
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The multifunctional factors result in econom-
ic policy action, if there is no private market for
certain multiple welfare increasing or decreasing
outputs. If there is a need for political action in
such cases for the internalisation of externalities,
the characteristics of the affected activity will
have an impact on planning and the application
of the corrective measures.

As a basic principle, agriculture should fulfil
the needs of the society not only in quantity,
but also as far as composition and quality are
concerned. According to certain OECD coun-
tries (including the EU member states) the
decrease in support linked to production and
the liberalisation of the trade will decrease pos-
itive joint non-product output of the agricul-
ture that has no market through the reduction
of production. In case of the joint production
of private and public goods efficiency will
require that private goods are produced, used
and traded governed by market mechanisms. In
addition, for the production of public goods
required by the society targeted and separated
economic policy measures are necessary. “The
eventual goal is to establish principles of good
policy practice that permit the achievement of
multiple food and non-food objectives in the
most cost-effective manner, taking into account
the direct and indirect costs of international
spillover effects.” [OECD (2001) page 10]

At the same time the definition of economic
costs of such agricultural externalities is rather
difficult. Such costs may vary depending on the
different conditions. It is also difficult to calcu-
late the value of natural goods.6 Research on
preferences related to natural goods may bring
interesting results. (Through for example the
examination of a hypothetical market, the
intention to pay of those questioned for multi-
functional services.7)

Not much is known about the actual value
and costs of such public goods. Yet we know
that these are not free goods; the positive
externalities generated as tied output have

additional costs. (Eliminating these would
result in less cost.)

According to the fiscal federalism theory
[Pelkmans (2000), Baldwin-Wyplosz (2004), El
Agraa (2004)] centralised (or Community level
in this case) financing may be justified in case
of significant, positive and negative cross-bor-
der externalities and escalating effects.

Originally the common financing of the
CAP facilitated the establishment of the
common agricultural market as a positive
externality for the member states. At the
same time the agricultural production in the
EU member states has always had goals going
beyond the direct production of produces.
These multifunctional elements serve signifi-
cant cross-border externalities. The condition
of the surface has a significant impact on
cleanliness of surface water, air, the catch-
ment areas of rivers and the climate. The stan-
dard application of animal and plant health
and environmental management criteria is a
priority in the EU member states. It is a com-
mon goal to have the landscape in less devel-
oped countries meet the requirements of the
European model. This is all considered com-
mon European public goods.

In addition to promote this, rural develop-
ment may open up significant modernisation
and restructuring opportunities. At the same
time through common financing the effects
distorting the internal market and the competi-
tion due to the different national support sys-
tems may be eliminated.

However, it should be highlighted that the
actual amounts of the CAP support was not
determined based on a thorough assessment of
these function. (The difficulty of the evalua-
tion of agricultural externalities has been noted
already.) In the EU the amount of agricultural
support is usually based on past amounts, on
the old and outmoded 'original model' already
discussed. Therefore it is necessary to debate
the actual amounts. 
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COMMON BUDGET UNDER DEBATE

The common budget has been debated for var-
ious reasons. The EU member states' problems
to adapt to globalisation and the unfavourable
trends in their competitiveness would all
require a decrease in the redistribution of the
budget. (A much higher rate of centralisation
compared to the competitors is indicated by
the data in Table 3.) Note that the high rate of
centralisation is not the outcome of the com-
mon budget amounting to 1.1 per cent of the
GDP.

The mid-term financial plan for the period of
2007–2013 was fiercely debated by the member
states.

While the Delors 1 and 2 packages in the
successful period of the integration significantly
expanded the sources of the common budget,
and further expansion seemed viable, the six
biggest net contributors insist on significantly
decreasing the rate of the contribution to the
common budget.

The maintenance of the acquis communi-
taire, including CAP, still requires substantial
amounts.

The beneficiaries of the compromises built
in the system (for example the British refund)
have been sticking to their position; most of
the member states have been focusing on the
improvement of their net position rather than
the common policies serving the common
objectives.

With the expansion towards the East the
demand for cohesion funds suddenly increased;
after the temporary measures set in the Agenda
2000, significant and growing sources had to be
allocated for such objectives for 2007–2013.

The Lisbon process and the support of the
increase in competitiveness through the budget
are inevitable, and as far as the structural
actions are concerned together with the cohe-
sion the Lisbon Strategy should be considered
and financed.

In their mid-term financial plan the
Commission wished to fulfil these demands
together. The draft presented on 10 February
2004 had a significantly different structure
compared to the former documents:

In the framework of the sustainable growth
(the new 1st chapter) expenditure was appro-
priated to enhance growth and competitiveness
(for goals such as R+D, education, vocational
training, support of the internal market and the
related policies, employment etc.) and promote
economic and social cohesion.

The 2nd chapter focuses on sustainable
management by natural resources and the
preservation of natural resources (Common
Agricultural Policy, Common Fisheries Policy
and environment), i.e. CAP is no longer
assigned a separate chapter in the budget, and
in line with the reform the future role of this
common policy is indicated by this class of
expenditure.

Financing the expansion of the EU to the
East, the acquis communitaire achieved so far
and the Lisbon process require substantial
amounts; however, taking into account the
problems noted the European Commission set
the expenditure level somewhat lower com-
pared to the average of the last seven years,
equalling 1.14 per cent of the GNI and the
upper limit for the owns sources was set lower
than earlier: this rate is 1.24 per cent of the
GNI.

The rate of certain budgetary items would
have changed in accordance with the changing
political priorities: The highest growth rate
would have been realised in category 1a sepa-
rated for the improvement of competitiveness.
(This amount was to be tripled from 8.8 billion
euro in 2006 to 25.8 billion euro for 2013 and
so their rate compared to the total expenditure
would have increased from 7.3 per cent of the
commitments to 16.3 per cent by the end of the
period in question.) In 2007 due to the expan-
sion the cohesion expenditure significantly
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increases in one step to remain on that level. As
far as expenditure related to the preservation of
natural resources is concerned the Brussels
summit of 2002 froze the expenditure of the
first pillar of the CAP (the maximum amount
of the market support and direct aid), while the
rate of rural development expenditure was
meant to be increased. By 2013 the rate of
expenditure related to the preservation of nat-
ural resources would have decreased from 46.4
per cent to 36.5 per cent.

The Commission's draft of February 2004
evoked fierce debate. The major net contributors
were ready to approve only an expenditure item
equivalent of 1 per cent of the GDP. However,
the Commission emphasised that the 1 per cent
level of expenditure is not sufficient for the sus-
tenance of the acquis communitaire and the
political priorities for the forthcoming years
(such as the Lisbon process and the Eastern
expansion).

The Common Agricultural policy is a main
target of sharp debate. The upper limit for the

expenditure was set in the first pillar (market
and direct aid) for approximately the level of
the earlier period. Taking into account the
newest phase in the reform announced in 2003
as well as the demand to expand to the East,
this appropriation – even without a further
decrease – would be too tight for the Common
Agricultural Policy8. Due to the 'budgetary dis-
cipline' mechanism built in the most recent
reform phase a significant degression is antici-
pated in the support field.

However, paradoxically the victim of a pos-
sible cut down in the budgetary appropriation
could have been the rural development. Owing
to the October 2002 decision of the Brussels
summit the decrease in the expenditure would
have affected the expenditure of the second pil-
lar, i.e. rural development.

In the first half of 2005 the Luxembourg
Presidency of the EU tried to have the mid-
term budgetary appropriation approved. The
final proposal of the Presidency was presented
before the summit on 16–17 June 2005, in

Table 5

DRAFT MID-TERM FINANCIAL APPROPRIATION 
(billion euro)

Budgetary appropriation 2006 2007 2008 2009 2010 2011 2012 2013

1. Sustainable growth (Structural and 

Cohesion Funds)

out of which 47.6 59.7 62.8 65.8 68.2 70.7 73.3 76.8

Improving competitiveness 8.8 12.1 14.4 16.7 19.0 21.3 23.5 25.8

Gap-bridging cohesion 38.8 47.6 48.4 49.1 49.3 49.4 50.2 51.0

2. Preservation and management of natural resources 56.0 57.2 57.9 58.1 58.0 57.9 57.8 57.8

out of which

Common Agricultural Policy 54.3 55.3 55.9 56.1 55.9 55.7 55.9 55.5

out of which

Market and direct aid 43.7 43.5 43.7 43.4 43.0 42.7 42.5 42.3

Rural development 10.5 11.8 12.2 12.7 12.8 13.0 13.1 13.2

3–5. Other issues 17.1 16.7 18.1 19.2 20.5 21.7 22.8 23.9

Total commitments. appropriation 120.7 133.6 138.7 143.1 146.7 150.2 154.3 158.5

Payment appropriations as a percentage of GNI 1.09 1.15 1.23 1.12 1.08 1.11 1.14 1.15

Note: Draft for 2004 by the European Commision

Source: European Commission
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which the commitment appropriations were to
be 0.16 per cent of the GNI and the payment
appropriations 1 per cent. This was a significant
step back compared to the Commission's pro-
posal; competitiveness (1a) and rural develop-
ment (2b) related expenditure would have
decreased.

For the primarily British opposition even
this compromised proposal was refused.

The proposal of the British Presidency for
the common budget was even tighter. At the
Brussels summit in December 2005 a compro-
mised solution between the Luxembourg and
the British proposals was reached. (The figures
in the Commission's proposal and the
Luxembourg and the British proposals and the
decision of the Brussels summit are shown in
Table 5.) All debates focused primarily on the
amount of the common budget. Its structure
reflect the Commission's proposal. In fact the
structure reflects rather the rates to be achieved
through the compulsory decrease: compared to
the Commission's original proposal there is a
substantial reduction in the sources for com-
petitiveness, rural development and external
action. Furthermore, cohesion expenditure is
substantially curtailed, too. At the same time
the European Council invited the European
Commission to review the revenues and expen-
diture in the budget in the report to be pub-
lished in 2008 or 2009, which may be consid-
ered in the next financial perspective.9

FOUND MONEY?

The budget related disputes chiefly focused on
the Common Agricultural Policy. One might
ask whether this substantial amount in the
common budget is 'found money'?

The British opinion can hardly be considered
consequent: on the one hand in October 2002
Great Britain voted for the decision of the
Brussels summit, including the upper limit for

the agricultural expenditure in 2007–2013, and
on the other hand – in line with the above – in
June 2003 they approved the new reform phase
of the CAP for the period of 2007–2013.
However in spring, 2005 the British refund
became a target of debates, through which the
United Kingdom is refunded approximately 66
per cent of their total negative net balance.10

As a matter of fact Great Britain followed a
'hidden agenda'. In the beginning of June
Margaret Beckett, Foreign Secretary, preparing
for the British Presidency stated the relevant
committee of the European Parliament that the
major task was to implement the 2003 CAP
reform. However, on 15–16 June the British
Prime Minister announced that the envisaged
decrease in the British refund was acceptable
only through a further reform of the CAP,
which he did not detail, and a drastic reduction
in the CAP expenditure. In the summer of
2005 there was no government paper, which
offered alternatives for the decision on the
reform of June 2003. At the summit of 2005
the general British criticism on the CAP
ignored the CAP reform and was relevant to
the agricultural policy of the 1980s.11

Nonetheless the possibility of the 'found
money' piqued interest throughout the Union.
However, one may question whether such crit-
icism was well-grounded and inquire about the
intents.12

According to the documents reviewed the
cancellation of financing the Common
Agricultural Policy through the common budg-
et or a radical reduction:

• aims at improving the position of the net
contributors rather than a parallel increase
in the cohesion expenditure as many
would expect in Hungary;

• the thought of decreasing the cohesion
expenditure and the common budget arises
[for example, R. Baldwin says that he com-
mon budget could be reduced to 80 per cent
of the earlier amounts, Baldwin (2005)];
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• agricultural expenditure would decrease
(or disappear) only in the common budget
to be re-nationalised, i.e. the wealthier
nations are ready to spend on their own
agricultural producers, and when political
solidarity is dismissed the poorer countries
have to face new challenges. 

At the same time the reasons, the multi-
functional nature of the European agriculture
and its role in preserving the natural resources,
which serve as a basis for the Common
Agricultural Policy, are still existing. (And
these are fundamental for the national agricul-
tural policies, too.) The production of such
public goods require budgetary support –
either from the common or the national budg-
ets. No 'free lunch' is possible.

However, from the point of view of eco-
nomics the level of the CAP support is not
appropriately justified for the above mentioned
reasons, therefore it should be debated. A
deeper examination and economic assessment
of the externalities produced by agriculture are
the prerequisites of the establishment of a
future (either EU or nationally financed) sup-
port system and the acceptance thereof by the
tax-payers.

POSSIBLE OPTIONS WITHIN THE CAP

Taking all these factors into account the CAP
related options closely linked to the future
functions of the common budget and a pos-
sible changing structure thereof may be
reviewed. 

According to the first version the CAP
will survive. However, around in 2008 a funda-
mental assessment of and a significant correc-
tion to the reform is possible (in the frame-
work of the scheduled mid-term review or the
review defined in the mid-term financial plan.13

Theoretically the CAP could be com-
pletely refused or renationalised when the

common policy is replaced by national compe-
tences and national financing. In such case the
agricultural expenditure of the common budg-
et would diminish to increase the burden on
the national budgets. In addition the wealthier
countries may provide more generous support
to their producers. Stopping the common
financing would have an anti-cohesion effect:
the rural disparities between countries and
regions could greatly increase.

Total liberalisation is possible in theory,
when the common policy stops to function,
the same would happen to the national poli-
cies, too. The implementation of this version
would have drastic consequences in regions,
where agriculture is less competitive. Most of
the cultural landscape would lose its main-
tainers.

The agricultural policy of the past cannot
be continued. It should be noted, however,
that the agricultural policy is not a representa-
tive of the past. As a maintainer of the
European landscape it produces public goods
and through further reform it can produce
even more. Consequent reform could facili-
tate a sustainable Common Agricultural
Policy, which serves environmental values and
competitiveness. At the same time the com-
plete refusal and the renationalisation of the
Policy are viable options, too. Nevertheless,
the deepening of the European integration is
possible through the preservation of the
acquis communitaire and the reform process
promoting sustainability. 

It is also necessary that the common budget
should operate as an instrument of the effective
implementation of the common policies and
objectives. If the member states focus narrow-
mindedly only on improving their net budget-
ary position, the common policies would
become of secondary importance and the
process of the European integration would
come to a halt after decades of development or
stagnate at the present level.
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1 This reform process has been analysed by the author
in a number of his works. For example: Halmai et al
(2002), Halmai (2004) etc.

2 The new member states supplement the dominantly
direct aid among the CAP support facilities from
their own national budgets otherwise financed
through the common budget in case of the EU15
after 1992. Therefore the rate of the national support
is paradoxically higher in case of the poorer new
member states compared the wealthier original
members. However, according to the Treaty of
Accession the rate of financing through the common
budget increases from year to year. After 2009 the
additional national support of the new member
states will gradually decrease and finally stop in 2013.
Eventually it has to be noted that the data for the
year of 2004 in itself is not sufficient to judge the
allocation among the new member states. 

3 The situation is somewhat more complex. Nowadays
aid is supplied for rural development programmes
from the Guidance Section of the EAGGF (see the
Agricultural and Rural Development Operational
Programme, ARDOP in Hungary) and the
Guarantee Section of the EAGGF (see the National
Rural Development Plan, NRDP in Hungary)
according to different rules. From 2007 rural devel-
opment projects will be financed through the
European Agricultural Fund for Rural Development
(EAFRD), an organisation evolving from the
EAGGF, while direct and market aid will be provid-
ed by the European Agricultural Guarantee Fund
(EAGF).

4 It is often noted that “too much” is spent on the
Common Agricultural Policy from the common
budget. In 2003 the CAP expenditure from the com-
mon budget was 0.4 per cent of the GDP in the
EU15. One may ask the question: what level of agri-
cultural expenditure would not be considered 'too
much'? Perhaps 0.2 or 0.3 per cent of the GDP?
There is no answer. According to this logic 0 per cent
support paid from the common budget would be
ideal. 

5 According to Perry et al. the 'natural' biodiversity in
Europe is a result of centuries of farming activities,
which created and formed the rural areas and the
landscape. Additional positive effects of the agricul-
ture include among others the promotion of recre-
ation, the maintenance of catchment areas, protec-
tion against storms, flood prevention by the mainte-
nance of the vegetation cover, reducing the carbon-
dioxide content of the air with plants and soil etc.
(Perry et al. p. 26). Among the positive social exter-

nalities, in addition to the otherwise decreasing num-
ber of agricultural workplaces, the OECD highlight-
ed the contribution to the local economies and the
maintenance of rural communities. OECD (1997)

6 According to certain authors the present economic
calculations significantly underestimate the present
and future value of the natural capital. See e.g.
Costanza et al. (1997), Daily (1997)

7 According to the empirical research carried out in
2002 by the Finnish authors, Hanley et al. (1998),
Finnish citizens would pay an average of 94 euro per
year for multifunctional agricultural services. As it
was revealed by the research the citizens intended to
pay 189–377 million euro annually, which the authors
deem significant compared to the annual agricultural
support. Yrjölä–Kola (2004)

8 It should be emphasised that the other most ques-
tioned item of the common budget was the cohesion
expenditure.

9 It is expected that this review may fundamentally
affect the common financing of the CAP.

10 As a result of the refund in the early 2000s the net
position of Great Britain was far more favourable
than that of the other major contributors. During
the reform of the CAP the position of the British
producers relatively improved while the refund sys-
tem remained intact. This burden in borne by the
new member states, too. (According to the
European Commission in 2004 Hungary was allo-
cated 268.8 million euro from the EU agricultural
and structural operations expenditure. At the same
time the amount contributed by Hungary was 537.1
million euro, out of which 49.4 million euro was
required for financing the British adjustment.)
European Commission (2005)

11 The document containing the comprehensive CAP
criticism (A Vision for the Common Agricultural
Policy) was completed only in December 2005. See
DEFRA (2005). According to the document the
goal is the following: "by the second half of the next
decade EU agriculture is treated no differently from
other sectors of the economy … production-linked
support and the Single Farm Payment had effective-
ly disappeared… enabling a very significant reduc-
tion in the CAP budget." Defra (2005) 15–16. pp.)
This document simply ignores the issue of multi-
functionality.

12 Taking into account the traditional British scep-
ticism towards the integration, it can be doubted

NOTES
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that Great Britain would be capable of promot-
ing a budget serving 'multiple Europes' and at the
same time a stronger position of the new mem-
ber states.

13 In the long run a drastic cutback on the first pillar
expenditure together with partial renationalisa-
tion, i.e. the partial renationalisation of the agri-
cultural expenditure may be expected.
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T

Zoltán Lóránt 

Financial management on the
local level of public finance
– an analytical overview of SAO experiences

The State Audit Office (SAO) has been helping
the work of the fifth Parliament since the régime
change over a decade and half ago. The number
of reports by the Audit Office on the local level
of public finances has exceeded 500 since, and
on-site audits of local governments have num-
bered in excess of 15,000.

The SAO audits the financial management of
local governments on the authority vested in it
by sub-paragraph (1) of article 92 of the Act on
Local governments and sub-paragraph (1) of
article 120/A of the Public Finance Act, with
particular focus on the financial management of
the financially more affluent local governments
of the following entities: Budapest, counties,
cities of county status, and the districts of
Budapest supported by the express agreement
by Parliament decree 35/2003 (IV.9.). The SAO
has published its audit reports of the compre-
hensive audits of that set of local governments1

from 2003 on (16-18 reports annually).2

The aim of the present article is to provide an
analytical overview on the local level of public
finances on the basis of the experience of inves-
tigations performed in local governments.

The purpose of comprehensive audits of
local governments – similarly to previous years
– has been to assess if:

• Local governments had ensured all the
conditions of legitimacy, and regulatory

compliance in the course of the process of
planning, the implementation of the budg-
et, asset management, and final accounts;

• Was harmony between the responsibilities
of local governments and the requisite
resources ensured with particular attention
to some priority tasks;

• Were the provisions of the Act on Public
finances and the applicable governmental
decrees enforced in the course of the
financial management of local minority
governments;

• Did controls meant to ensure the regulato-
ry compliance of financial management3

appropriately promote enforcement.
We have also performed other types of regu-

larity audits at local governments of communi-
ties and major communities to follow up the
comprehensive audit of local governments'
financial management with the specific aim of
investigating the creation, and operation of
internal controls meant to ensure the regulato-
ry compliance of financial management. Our
work at these local governments involved an
overview of the control applied to financial
management, and the regulatory compliance of
records, the establishment, and operation of
the internal audit system, and the extent to
which the recommendations of previous SAO
audit reports have been taken into account.
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In 2005 we performed the comprehensive
and other kinds of regularity audits of 817 local
self-governments (25.6% of all local govern-
ments) and 71 local minority governments
(3.9% of all minority governments), and
reported on our findings in 2006 to the Local
governments and regional development com-
mittee of Parliament. As part of that exercise
we audited – apart from the Budapest Capital
City Local Government – local governments of
four counties, six cities with county status, five
districts of Budapest (collectively referred to as
priority local governments), 65 cities, 21 major
communities, and 715 community local gov-
ernments. The annual gross expenditure by all
local and local minority governments audited
totalled 1030.3 billion HUF, constituting
37.3% of all local government expenditure. As
regards the regulatory compliance of support
provided by community (i.e. non-minority)
local governments to the operation of local
minority governments, and the compliance of
the implementation of their financial manage-
ment, they have been audited to include all pri-
ority and all local minority governments oper-
ating besides the city governments. (see table 1)

In the course of the audit we have primarily
focussed on last year, but kept track of finan-

cial/economic processes until the conclusion of
the on-site investigation, and likewise evaluat-
ed the economic events, and statistics of the
period in 2002–2003 when assessing certain
tendencies of financial management.

In addition to summarising our findings at
the local governments audited we also present
the nationally characteristic tendencies, and
main statistics, financial indices of local gov-
ernments. We have been auditing the financial
management of local governments for several
years using a standard piece of software, where-
by the findings of the comprehensive audits
have enabled us to provide comparative analy-
ses including ratios, trends, and tendencies.

It must be highlighted still in the introduc-
tion that palpable improvement has been
observed in local governments' financial man-
agement, and in the creation and operation of
the internal control systems of local govern-
ments as a result of the comprehensive and
other types of regularity audits carried out
since 2003, the reports published, and our rec-
ommendations made to some ministers.
Another step forward in support of the
progress described above was the establish-
ment of the internal public finance control sys-
tem and its extension to all budgetary agencies.

Table 1

LOCAL GOVERNMENTS SUBJECT TO COMPREHENSIVE FINANCIAL MANAGEMENT AUDIT 
AND OTHER REGULARITY AUDITS 

Name of local 2003 2004 2005 2006 Audits
gov. (budgeted) total number as a %  of loc. govs. 
Budapest capital city 1 1 1 1 1 100

county 4 6 4 5 19 100

city with county status 6 4 6 6 22 100

district of capital city 6 6 5 6 23 100

city 54 64 65 72 255 100

major community 27 22 21 20 90 60

community 252 268 715 450 1685 60

total 350 371 817 560 2095* 63

* Note: Including also the regularity and performance audits, the number of on-site audits reaches 2381 during the four years, thus – even with
the overlap of the audit locations – we completed nearly 4500 on-site audits during the cabinet term at local governments.
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In what follows I will first proceed to give an
evaluation of the local level of public finances,
and will then present the main findings and
conclusions of the experience crystallised
from the on-site audit performed at 2095 local
governments, and will finally attempt a short
summary.

ON THE FINANCIAL MANAGEMENT 
OF LOCAL GOVERNMENTS IN THE LIGHT
OF FACTS, STATISTICS, AND TENDENCIES

Out of the 2002–2006 office term of local gov-
ernments only 3 years are essentially available
for analysis as only the first three years have
supporting statistics deriving from comprehen-
sive and other types of regularity audits men-
tioned in the introduction. As regards the
fourth year, i.e. 2006, we only have the original
appropriations, the Budget Act and the prog-
nosis submitted for the debate on the bill avail-
able, on the basis of which the main tendencies
of the last financial year of the office term may
only be estimated rather than calculated.

The budget of the local governments forms
part of public finances, and relates to it through
its cash-flow in a 'net' manner4. The weight of
local governments in the national economy,
and in society was indicated over the last years
by their 12–13% share of the GDP, and
23–24% share of all public finance expenditure.
The importance of local governments within
public finances is reflected not only by the total
assets in excess of 9,800 billion HUF, an annu-
al expenditure plan and revenues in excess of
3,000 billion HUF, nearly 3187 mayor's offices,
plus nearly 1800 local minority governments,
and more than 10,000 budgetary institutions
but first and foremost by the quality of the
public services that they provide.

The essence of the resource control and sup-
port system of local governments has not
changed over the last years, and it continues to

be characterised by powerful concentration of
revenues with regard to the central budget, while
in terms of duties, competency, and responsibi-
lities the tendency is that of decentralisation.
60% of the revenues of local governments in the
year in question was subsidy received by vari-
ous sub-systems of public finances. A general
statement concerning the 2005 financial manage-
ment of local governments is that they could
only maintain their financial integrity by eco-
nomic decisions aimed at modest, money-wise
operation restricted almost fully to performing
compulsory tasks, and identifying revenue
reserves. In the social and educational sectors
local governments tried to compensate shrinking
revenues resulting from the reducing children
count by downsizing, merging, closing, and
transferring institutions, and capitalising on
expanding opportunities for applying from fund-
ing, performing duties jointly with each other,
and participating in various associations.

The GFS-type revenue of local governments5

equalled 2891 billion HUF in 2005, rising 36%
on the corresponding value in 2002. Revenues
of local governments have risen each year in
excess of inflation. The real value of budget rev-
enues of local governments in the past year
exceeded the 2002 value by nearly 15%.

The ratio of operating expenses was steadily
high among other items of expenditure in the
same year (in 2002 it was 69%, in 2003 and
2004 74%, and in 2005 72%), which is charac-
teristic of budgetary institutions. 

The decisive item in 2005 among operating
expenses was the increasing amount of staffing
costs; allowances to personnel grew by 7.8% as
opposed to the 3% of the previous year, a rate
exceeding annual inflation (3.6%). In 2005
local governments and their institutions
employed a total of 487,124 persons dropping
9,317 compared to the same number in 2002.
83% of the workforce were public servants, and
8.8% civil servants. The gross monthly average
earnings among full time civil servants equalled
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214,167 HUF, 12% more than in 2004, while
public servants earned 149,030 HUF, increas-
ing 8.4%. It must be pointed out that 1% of
central salary increase at the level of public
finance translated into an expense of about 8
billion HUF/year.

Non-personal expenses – following opera-
tion-related VAT, and unusually high, 11%
increase of energy costs in 2004 – rose in 2005
to an extent around the inflation rate.

As regards the ratio of expenditures used for
cumulative purposes, 2005 saw improvement as
the corresponding rate in 2002 was 20.8%, in
2003–2004 it was 16.5%, and in 2005 18.7%.

Revenues for accumulation in 2004 were
affected by the freezing of public subsidies, and
allowances. Assistance to local governments
was cut by 11 billion HUF with the aim of
improving the equilibrium of public finances,
the majority of which was made up of the can-
celling of development related subsidy, which
equalled 4.2 billion HUF in the case of target-
ed/labelled subsidies, and 6.5 billion HUF in
the case of centralised appropriations. In 2005
development and revenues for accumulation
grew by 25% as a result of EU funding.

The obligation of generating public finance
reserves affected local governments
unfavourably. Cash supply to local govern-
ments shrank to an extent identical to the
amount of public finance reserves; the reduc-
tion affected personal income tax revenues by
receiving only 38.1% VAT instead of the 40%
otherwise due. These cuts totalled 21.7 billion
HUF. Expenditure rose mostly as a result of

operating loans, and to a smaller extent the
increase of own revenues. The short-term
operating loans of local governments grew by
34.1% in 2005, to a rate almost identical to the
public finance reserves built up by them.

The consolidated 2005 revenues and expens-
es of 3187 local governments and the 1825 local
minority governments6 exceeded 3000 billion
HUF, which is about 10% higher than in the
previous year. The rate of annual growth in
2003–2004 was above 6%. (see table 2)

It is our experience that actual revenues and
expenses exceed the budget appropriation by
4–6%, thus it may be presumed that the final
figures for 2006 will also exceed previous
year's. That discrepancy is caused characteristi-
cally by revenues for accumulation and financ-
ing not known in the budgeting period.

In 2005 the increase of revenues was of deci-
sive importance including the amount of bor-
rowing rising by about 20 billion HUF. The
revenue derived from taking out the loans grew
by more than one quarter in 2004 and 2005
compared to previous year. (see figure 1) The
total debt of local governments due to loans
and credit amounted to 385 billion HUF in
2005, a value 18.4% higher than in the previous
year. Within the general tendency we continue
to experience significant differences even
among local governments with similar condi-
tions/features, which is only partly explained
by different geographic and historic determina-
tions. What I consider important is how many
budgetary institutions manage their finances
independently and how many partly independ-

Table 2

REVENUES AND EXPENSES OF LOCAL GOVERNMENTS 
(national aggregate)

Name 2004 (final accounts) 2005 (final accounts) 2006 appropriations
revenues (million HUF) 2761.2 3010.3 2926.8

expenditure (million HUF) 2740.2 3009.8 2926.8

Source: 2004–2005 final accounts. 2006 budget
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ently in the light of tasks to be performed, and
whether they take advantage of the opportuni-
ty of jointly performing tasks or jointly operat-
ing institutions as a result of the associations.

It is a key issue what ratio central budgetary
support, normative allocations, and transferred
revenues represent in funding tasks of the local
government, and compulsory tasks transferred
by the state. Diagram 2 below illustrates these
processes.

The sum of state support and allocations
along with the transferred personal income tax
totalled 1321.3 billion HUF in 2005 increasing
38.6% on the 2002 value.

Local tax revenues in 2005 amounted to 398
billion HUF, which is 34% higher than the rel-
evant 2002 figure. That tax generated 23.5 bil-
lion HUF more for local governments than in
the previous year, which is the result of the
price level and economic growth.

Figure 1

THE DISTRIBUTION OF LOCAL GOVERNMENTS' REVENUES*

*Note: Based on the computations by the SAO

Figure 2

RATIOS OF CENTRAL BUDGETARY SUPPORT AND ALLOCATIONS AMONG GFS-TYPE EXPENSES
OF LOCAL GOVERNMENTS7
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From among local governments' own revenues
– except for stamp duty revenues due to local
governments of counties, cities with county sta-
tus, and the capital city – the most dynamically
growing one was that of local business tax.

Local business tax gave 334.1 billion HUF in
2005 (252.6 billion in 2002), which corresponds
to 32.3% growth (which, if statutorily cancelled,
will pose the serious challenge of finding anoth-
er, similarly stable and dynamically growing
source of revenue for local governments).

The number of local governments having
business tax revenues grew by 91 in 2005, and a
total of 2639 local governments, equalling 85%
of local governments imposing a local tax, had
revenue from that source8. About 80% of local
governments collecting business tax have set a
rate in excess of 1.4%. 1113 local governments
including Budapest collected the maximum 2%
tax rate, equal to 42% of local governments
collecting any rate of business tax.

The aggregate sum of stamp duty collected
by duty offices – payable to the central budget
– totalled 40.3 billion HUF in 2002, 52.9 billion
HUF in 2003, 60 billion in 2004, and 65.1 bil-
lion in 2005.

Local governments' budgetary equilibrium
did not change in 2005. This unfavourable situ-
ation was due to some measure of financial
overstretching, many instances of unused
reserves of operating potential, and the unprac-
tical arrangements of service provision. Nearly
90% of local governments with short resources
resorted to selling some of their assets in order
to increase their revenues.

As a result of stricter regulations for sup-
port granted to insolvent local governments
(no support is available to local governments
with a population less than 500, not belonging
to a notary district, and they have to account
for any discrepancy between operating rev-
enues related to the institution's purpose and
the value indicated in the application for spe-
cial local governmental revenues (not includ-

ing P.I.T) the number of ÖNHIKI [assistance
available to local governments with financial
problems through no fault of their own]9 aid
recipients dropped between 2002 and 2005
while the grant sum increased by nearly one
billion HUF: in 2002 there were 1483 local
governments receiving 16.7 billion HUF,
while in 2005 1150 local governments were
granted 17.5 billion HUF of central budgetary
support. 

Besides the rising number of ÖNHIKI recip-
ient local governments and a gentle increase of
the support sum the average amount granted to
one local government grew from 13.0 million
HUF in 2002 to 15.2 billion in 2005.

In 2005 over 60%, 715 local governments had
to repay the ÖNHIKI for not complying with
some of the relevant criteria such as not produc-
ing their own revenue set as a condition to grant-
ing the support, extra demand for normative
support, or deficient justification for shortage of
resources. The grant to be repaid was 1.5 billion
HUF, 8.9% of the support used. The greatest
demand for ÖNHIKI support came from com-
munity (i.e. non-minority) local governments of
a population less than 1000.

The high level of indebtedness indicates that
local governments can only deliver their statutory
public services with the help of outside resources.
Local governments' and institutions' long-term
debts exceeded the 2002 figure by 64%, and their
short-term ones by 63%. (see table 3)

The increase of short-term loans in 2005
exceeded the increase of investment/develop-
ment related borrowing by 7%. An indication
of the general worsening liquidity status is that
long-term loans for operating purposes grew
over 2.5 times.

A more difficult and tighter economic envi-
ronment is reflected by the fact that – as
opposed to previous years – the total value of
loans and deposits approached each other in
2004–2005. At the end of 2005 the bank
accounts of 3,187 local governments and the



SUPERVISION AND AUDIT 

112

budgetary institutions under their financial
umbrella held cash and various fixed deposits
worth 239.0 billion HUF, while their total loans
amounted to 241.4 billion HUF.

It deserves special attention that among
those taking out loans there was a higher ratio
of local governments of communities, large
communities having some property, and some
revenue of their own, who in 2002 were recip-
ients to 10.9% of all loans, and in 2005
already to 16.7%. The reason in the case of
local governments concerned was presumably
the 'forward escape route', i.e. the pressure to
develop.

Liquidity indicators – following a downward

trend since 1999 – reflect the worsening of the
financial status of local governments. (see figure 3)

The snapshot liquidity rate in 2005 equalled
42.1% of the 1999 value, and the liquidity II
indicator dropped by 71.4% during the same
period. The sinking of the snapshot liquidity
rate below 100% indicates that local govern-
ments' financial instruments remain below
their short-term liabilities. In 2005 securities
and financial instruments covered 103.8% of
short-term liabilities. Local governments'
assets taken at book value increased tenfold
over the last decade, while gross asset value
currently amounts to 9.861 billion HUF.

The dynamic increase of asset value during

Table 3

LIABILITIES

2002 2005 2005/2002 
billion HUF billion HUF %

Long-term liablities 174.8 285.9 163.6

Short-term liabilities 181.9 295.6 162.5

Figure 3

LIQUIDITY TRENDS

Snapshot liquidity indicator = financial instruments/short-term liabilities

Liquidity II indicator= claims + securities + financial instruments/short-term liabilities
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the last three years is a less direct reflection of
the actual increase of physical assets, invest-
ments of local governments of their own
instruments, or development projects effected
through target and ear-marked state subsidy (it
resulted mainly from the statutory reconcilia-
tion of the asset inventory and the property
register).

The significant growth of assets in accordance
with the balance sheet discontinued in 2003
breaking a three-year tendency until that year as
the appraisal process of the real estate previously
registered at zero value was generally completed
meanwhile10. As a direct effect, the number of
pieces of real estate registered at zero value
reduced from 580,000 in 2001 to about one
tenth, 51,000 by 2004. Another major change
occurred between 2003 and 2005 in the amount
of securities and liabilities.(see figure 4)

MAIN FINDINGS AND CONCLUSIONS 
OF SAO AUDITS

In the case of city local governments and local
governments in the priority group there has
been an increase over the last years in the ratio

of those having an economic plan11. All local
governments of counties, cities with county
status, and three quarters of Budapest district
governments, and city governments audited
had an economic programme for a longer term
accepted by the council of representatives, set-
ting sector level objectives, and tasks. It assist-
ed the planning process, budgeting, and consti-
tutes the fundamental document of financial
management in budgetary institutions.

A ratio higher than last year of budgets
accepted complied with statutory requirements
of structure, and content. At the same time
about 10% of local governments failed to com-
ply with relevant legislation in not providing
the required details of operating appropriations
by budgetary agencies, and the annualised pres-
entation of the appropriations of tasks imply-
ing a liability spanning several years.

Local governments in their budget decrees
specified no or only deficient local rules to
implement their budgets, a practice seen in last
years. Nearly one third of local governments
failed to provide the re-allocation procedures of
appropriations, the administrative order of
amendments, the rules of using budget surplus,
and competencies of financing budgetary deficit.

Table 4

TRENDS IN THE AMOUNT OF ASSETS OWNED BY LOCAL GOVERNMENTS 
(Billion HUF)

Local governments' own property based on their balance sheet
Assets 2002  2003 2004  2005  

31  December

Intangible assets 9 11 16 21

Tangible assets 4 350 6 832 7 021 7 238

Invested financial assets 565 566 575 556

Instruments handed over for operation, and management 930 1 254 1 396 1 482

CURRENT ASSETS 569 571 610 564
TOTAL  ASSETS 6  423 9  234 9  618 9  861

LIABILITIES 490 518 589 697
OWN  ASSETS 5  933 8  716 9  029 9  164

Source: final accounts 2002–2005
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In almost one quarter of all budget decree
proposals there were no annualised accounts
for information purposes of decisions with
financial implications spanning several years,
and over half of local governments' indirect
subsidy was not backed up with a narrative
analysis. Without knowing future implications
such as expected operating costs no justified
and responsible decision may be made by the
council of representatives.

The general level of legal compliance of
financial management rose (see figure 5) as indi-
cated by the fact that in 2005 more local gov-
ernments had their statutory regulations, how-
ever, the quality of regulation mainly in local
governments of large communities and com-
munities failed to improve. The task of creating
legislation continues to be settled by 'borrow-
ing' one from other local governments, which
becomes a problem as soon as it is not cus-
tomised to fit local conditions. 

An indication of the low level of control
applied to financial management is that about
half of Organisational and operating regula-

tions, funds management rules fail to comply
with applicable regulations.

Regulatory deficiencies also contributed to
the fact that the standard of in-process controls
failed to improve on last years. Audit experi-
ence tends to confirm that the required regula-
tions are still produced with a general meaning
rather than customised, therefore such regula-
tions continue to lack responsibility, and
accountability, and the routine operation of
internal audit runs aground on missing labour
market conditions (in local governments of
small communities neither financial resources,
nor qualified workforce are available).

A result of that is that one third of local gov-
ernments breach the provisions of the Act on
Public Finances, the most basic legislation of
budgetary institutions' financial management,
by taking commitments, and initiating trans-
fers without an approved appropriation. (see
figure 6)

Technical performance remained uncertified
or was certified by a person not entitled to do
so in 50% of the cases – prior to ordering dis-

Figure 4

DISTRIBUTION OF ASSETS AMONG DIFFERENT KINDS OF LOCAL GOVERNMENTS*

* * Note: based on SAO computations
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bursement of funds or collecting revenues -
because it was not specified how and by whom
it should be done.

Endorsement was carried out deficiently at
nearly half of the local governments, thus it
eventually failed to play its function. The defi-
ciency was compounded by the fact that main-
ly in local government offices of large commu-

nities and communities persons performing a
particular function did not have the required
schooling or professional qualification.

One fifth of local government offices failed
to post all asset items in their accounting
records due to full or partial neglect of main-
taining analytical files.

Over half of local government offices con-

Figure 5

REGULATION OF FINANCIAL MANAGEMENT AT LOCAL GOVERNMENTS AUDITED

Figure 6
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sidered the necessity of posting depreciation
similarly to previous years in the case of claims,
shareholdings, and securities, but one third of
them eventually failed to post depreciation.
Valuation deficiencies resulted in inaccurate
statement of book value of local government
assets.

Nearly all local governments controlled the
competency related to asset management in
their asset management regulations. However,
in almost half of the local governments audited
there was no record of the fact and the condi-
tions of changing the marketability status of
assets of limited marketability as established in
the asset management regulation, or of the
conditions of reclassifying assets into other
than the nominal assets. This contributed to
the sales by some local governments of asset
items belonging to their nominal assets in spite
of legislative prohibition.

Our experience suggests that some local
governments 'preferred' avoiding the public
glare, one third failed to determine the value
limit above which assets could only be sold,
handed over for management, or transfer the
right of use or operation for financial gain
through a public tender to the party submitting
the best bid. Half of the local governments that
had determined a value limit included enabling
legislating in their asset management regula-
tions to omit the tendering process, and in 13%
of them in 2003–2004 the value limits specified
were unrealistically high12. Over one third of
local governments ignored the regulation con-
cerning the obligation to run a tender in the
course of asset sales.

Another indication of avoiding transparency
was that 9/10 of local governments provided
targeted support for development purposes or
concluded contracts of a net value exceeding
five million HUF for goods procurement, con-
struction investment, services, asset sales, asset
operation for financial gain, transferring assets
of a right representing assets. One quarter of

local governments did not or did only partly
comply with publication obligations related to
these subsidies and contracts.

In accordance with the information bulletin
of the Council of Public Procurement the total
value of public procurement processes amount-
ed to 1129.7 billion HUF in 2004, while in 2005
the same value equalled 1291.3 billion HUF, of
which local governments had a share of 22%.
Our audits indicated that compliance with pub-
lic procurement regulations qualifies as a high-
risk area (suspicious of corruption) in local
governments' financial management. 

Nearly one third of local governments of the
priority group of cities failed to conduct public
procurement procedures in breach of the pro-
visions of the Act on Public procurement. The
local governments' bodies of representatives
could decide on determining the budgetary
appropriations for procurements of goods or
services of an identical or similar purpose,
investments, or renovation projects whether to
ensure the requisite funds from the budgets of
several budgetary organisations or in the budg-
ets of a single budgetary organisation appoint-
ed to conduct the procurement process. The
majority of local governments chose the first
solution.

The Public Procurement Arbitration
Committee decided against, and imposed a fine
on one fifth of local governments having con-
ducted a public procurement process for con-
travening the provisions of the Act on Public
procurement.13

Local governments handed over resources
worth 180.4 billion HUF in 2004, and 186.1
billion HUF in 2005 as targeted subsidy to
foundations, public foundations, and other
not-for-profit organisations, businesses,
households, and local governments' extra-
budgetary organisations other than their own
institutions, and to foreign communities to
deliver tasks for their communities. The local
governments granted nearly two thirds of these
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funds for operating, and one third for develop-
ment purposes. Local governments set stricter
guidelines regarding the sum, the objective
supported, reporting on use, and deadline than
last year.

In one half of the grant providing local gov-
ernments grants to foundations, and public
foundations, were approved by a party other
than the council of representatives in breach of
the provisions of the Act on Local govern-
ments. Budgetary institutions of one quarter of
the local governments audited granted support
to social organisations without the permission
of the council of representatives, contravening
the provisions of the Act on Public finances.
Our experience with the local governments
audited has been that less than one third of
support recipient organisations complied with
their financial reporting obligations with
regard to the content, and the deadline of such
reports. The financial reports were not con-
trolled in one fifth of the local governments
thereby violating the provisions of the Act on
Public finances. In less than 90% of local gov-
ernments there were no on-site controls to

ensure if the grants provided were used for the
specified purpose.

The budgetary equilibrium of the local gov-
ernments audited failed to improve compared
to last years. About two thirds of the local gov-
ernments audited budgeted a deficit for both
operating and cumulative purposes. The budg-
et deficit was partly due to inefficient working
arrangements, low rate of utilisation of operat-
ing capacities, and assuming voluntary tasks
way above their load-bearing capacities, and
errors in planning.14

Figure 7 illustrates the planned and the actu-
al level of budget deficit.

Extra resources received during the year, and
measures by the local government aimed at
improving equilibrium contributed to only one
third of local governments audited having a
budget deficit by the end of the year.
Equilibrium problems of operating
revenues/expenses characterised one fifth of
local governments audited at the end of the
year. In the case of revenues for accumulation
the deficit came to the budgeted level in spite
of the fact that one third of local governments

Figure 7
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audited used part of their operating revenues
for cumulative purposes. The deficit planned
was reduced in the course of implementing the
budget by extra resources received through
applications, and surplus revenue of their own,
revenue from selling off assets, and relative sur-
plus through conservative budgeting. Two thirds
of the local governments audited instituted a set
of restrictive measures in an attempt to cut costs
e.g. merging institutions, dismissals, energy
rationalisation, holding back spending on special
assignments, etc. and/or rescheduled/postponed
some of their planned investments. They did
not, however, quantify the effect of these cost-
cutting measures in each case.

Two thirds of the local governments audited
decided on making a commitment resulting in
debt ('debt-generating commitment'). These
most often took the form of borrowing. The
local governments audited took out further
loans to repay part of their debt service in the
current year thus further exacerbating their
financial equilibrium. About nine tenths com-
plied with the Act on Local governments  con-
cerning the debt-generating commitment by con-
trolling in advance and observing the top limit
prescribed in the.

All local governments of cities with county
status audited took out a liquid loan in
2002–2004, while 75% of county local govern-
ments, 69% of city local governments, and 40%
of Budapest district governments did the same.

The local governments audited did not 'go
bankrupt', i.e. they did not initiate debt
rescheduling.

In order to mitigate their short resources,
local governments decided voluntarily on
catering for their duties in the most economi-
cal, and most effective manner including insti-
tutional streamlining during the period under
review. Almost half of the restructuring meas-
ures aimed at establishing, restructuring, and
discontinuting budgetary organisations. By
merging the economic organisation of budget-

ary institutions the number of institutions with
independent financial authority reduced.
Restructuring, mergers, and terminations
reduced the number of public employees on
payroll, while at the same time the number of
public benefit companies contributing to pub-
lic tasks grew by 29 in the period 2002–2004.
As many as 33 more economic companies took
their share of compulsory tasks by local gov-
ernments15. The local governments audited had
an interest in 136 more partnerships from 2003
on compared to the previous year. Such part-
nerships performed primarily social, medical,
and public education tasks. Another target in
creating partnerships was harmonising territo-
rial and regional development programmes.

In the educational and social institutions of
the local governments audited the cost per one
pupil/student/client rose as a result of rising
operating expenses, and less users of the servic-
es (exept creche services).

In educational institutions the per capita
expenses grew by over one third in the period
under review caused partly by centrally ordered
wage rises to public employees, and one-off
procumements to ensure technical conditions
e.g. those related to introducing new forms of
training and new subjects in secondary educa-
tion.

The rate of public contribution/support in
funding the educational tasks of creches and
the primary school shrank, and was compensat-
ed by a higher rate of local governmental
resources.

In social institutions the expenditure per one
client grew by nearly one third in the period
under review, and the rise was mostly ascribable
to one-off spending on necessary infrastruc-
ture, and pay-roll costs arising from public
service wage increases. The ratio of public sup-
port reduced in financing social expenses.

The local governments audited spent
1–23%16 of their budgetary expenses on fund-
ing voluntarily undertaken tasks in the period
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under review. The district governments of
Budapest, and the city governments typically
funded the operation of institutions of second-
ary education, and social homes, and operated
out-patient and in-patient wards. By providing
earmarked aid to non-profit organisations, eco-
nomic partnerships, and other organisations,
local governments added to the list of volun-
tarily undertaken tasks. (see figure 8)

Performing compulsory tasks was usually
not jeopardised by funding voluntarily under-
taken tasks in the local governments audited,
however, they are in violation of their obliga-
tion of ensuring free access to public buildings
by 1 January 2005, a duty they cannot afford
(our investigations suggest that they fall nearly
500 billion HUF short of the required funds.)

SUMMARY

There has been no essential change to the
organisational structure of local governments
since the passing of the Act on Local govern-
ments. The tasks of local governments achiev-
ing major success in developing community

infrastructure, orchestrating public services,
have been extended by statutory duties laid
down in sectoral legislation over the past
decade. However, these extra tasks are support-
ed only partially by the necessary central fund-
ing. The budget of nearly one third of local
governments was in deficit in the last years.
Even today, local governments decide on the
use and allocation of major sums of public
funding and public assets of significant value in
a rather fragmented system. On the other
hand, more than 350 statutory provisions
including 133 Acts impose over 3500 tasks and
competences on local governments and their
bodies/organisations. About one quarter of
public finances is spent on providing local gov-
ernments' budgets, that is why they have such
an important role in the effective use of public
funds, and the shaping of social mood.

Several government resolutions were issued
over the last years instigating the review of
local governmental tasks and competences, the
improvement of the control of their resources
based on reasonable principles of allocating
competence and jurisdiction, however, no sig-
nificant change has so far occurred.

Figure 8
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Minor adjustments have been applied to leg-
islation including the ceding of the entire sum
of vehicle tax to local governments from 2003
onward. While that move undoubtedly
increased local governments' revenues, it like-
wise brought with it some duties, thus it meant
by no means net revenue to them.

The most important regulatory and service-
provision related achievement of local govern-
ments was the creation of multifunctional
small regional association. That may give rise,
through further encouragement, and through
continued recognition of real interests, to the
creation of associations that could render daily
service provision more cost effective, success-
ful, and efficient.

Our audit experiences (almost 4500 on-site
audits over the last 4 years, equal to one third
of the annual capacities of the SAO) lead us to
conclude that the comprehensive rethinking of
the system of service provision and resource
control by local governments cannot be further
postponed.

It is necessary for the state and the local gov-
ernments to agree on a division of labour, and
the comprehensive upgrading of the financial
management system following a matter-of-fact
review of the authority and competency of
local governments including the revisiting of
the entire subsidy system, the elimination of
the contradictions arising from the various sec-
tor-related laws and regulations, the manage-
ment of tensions/frictions between the weight
and rate of compulsory duties imposed on local
governments and their funding capacities.
Similarly urgent is the task of determining a
differentiated set of authority and competency
for local governments.

A final, crystallised position and a specific
recommendation on the structure of resources
of the local level of public finance, and on the
transformation of funding will have to be cre-
ated in the framework of the state reform so
that, in addition to financial/legal reinforce-

ment of local governmental independence also
decentralisation should become unambiguous-
ly established along with the weakening of the
dependence on the central government. It
would be likewise desirable to ensure that busi-
ness size in the service sector should come in
line with the economically optimum value, and
that local government for both small regions
and regions can finally materialise. The latter
would of course necessitate a novel type of
division of labour among the various levels of
local government through the detailed review
and narrowing down of technical regulation of
sectors, the deregulation of trades and profes-
sions, and, following a review of compulsory
tasks, the simplification of the system of nor-
mative subsidies, and contributions (significant
reduction of the number normative rules, and
applying more stringent conditions to provid-
ing normative subsidies). All that cannot, of
course, go without re-thinking the taxation
system as the reinforcement of the revenue
position of local governments remains neces-
sary also through local taxes.

The outcome of SAO audits greatly depends
on the extent to which their findings, recom-
mendations are applied/realised, and what leg-
islative amendments are implemented at
Parliament, governmental, ministerial, and
local governmental level, and what measures
the organisations audited take themselves. The
SAO is not an authority, so it is not in a posi-
tion to impose sanctions, or extort compliance
with its recommendations or suggestions. It
must be emphasised by all means that from
among reports and studies published in 2002-
2005 the competent committees of Parliament
placed on their agendas 308 times. During the
previous cabinet term at 70% of the Parliament
session days there were over 1200 references
made to SAO reports, studies, findings, and
recommendations in contributions. A signifi-
cant part of such references concerned SAO
findings related to difficulties of financial man-
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agement, funding problems in health, educa-
tion, political party financing, privatisation,
and experiences concerning PPP investments.

One may regard it a favourable process that
SAO recommendations to local governments of
counties, cities of county status, Budapest and
the districts of Budapest subject to comprehen-
sive audit were put to practice within a short
period. In many instances measures were taken
to rectify omissions, and replace deficiencies
identified already during the on-site audit.

In summary, one needs to refer by all means
to several important legislative amendments
effected as a result of the budgetary relations of
local governments including e.g.:

• As a result of several of our recommenda-
tions the distribution of personal income
tax has changed as from 2003.

• Following our initiative the Act on the
Central budget was amended in 2005 to
include the financial limit above which
local governmental assets may only be
sold, or their use or management for finan-
cial gain may only take place through a
standard open tendering process.

• Since the Act on Regional development
and regional management took effect the
Regional development councils have been
given an increasingly important role
besides County regional development
councils when decentralising development
related decisions, a significant improve-
ment effected as a result of our recom-
mendations.

• It is similarly a move forward that the rules
of applying for centralised appropriations
have been laid down in formal decrees
since 2005 by the ministries concerned.

• It is certainly an achievement in conjunc-
tion with the audit of local governments'
support from sources other than the cen-
tral-budget that the rules of interest on
subsidised public utilities loans have
become more rigorous in line with our rec-
ommendations.

• We have likewise been recommending for
years that the regulations concerning the
principles and the framework of the nor-
mative methods of resource allocation
between the Budapest local government
and the district governments, which was
eventually amended by Parliament in
December 2006 should be made more spe-
cific.

The State Audit Office wishes to make effec-
tive contribution through its audit experiences
to the achievement of similar objective. We are
convinced that effectiveness of local govern-
ments' financial management may and must be
improved throught the reports themselves,
'holding up the mirror' to them, and by making
the reports publicly available to help them
share their experience. At the same time by
summarising our recommendations based on
the systemic approach we may assist the work
of the ministries concerned and last but not
least the effectiveness of decision making of
the fifth democratic Parliament.

NOTES

1 It must be noted that in line with international prac-
tice and with INTOSAI standards, the SAO audits
of local governments concentrate on regulatory
compliance and performance, thus in the course of
so-called comprehensive audits we apply these two
types of control with a weighting system depending
on individual issues.

2 Reports by the State Audit Office are accessible at
www.asz.hu. 

3 By controls meant to ensure the regulatory compli-
ance of financial management we mean the complete
and operational management and control system as
well as the performance of internal audit functions.
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4 The net financing of local governments began with
the creation of the treasury system in 1996 (estab-
lished by Act CXXI of 1995 on the budget of 1996
by amending 63 of the Act on Public finance (Áht),
and article 91 of the Act on Local governments
(Ötv.). The essence of net financing is that the treas-
ury deducts from the various support sums payable
to local governments – following the principle of
gross accounting and net cash-flow – all payments to
be made and other obligations payable by local gov-
ernments on a monthly basis.

5 It does not include revenues from lending, and those
from investments in securities, state bonds, and
other financial investments, the balance of purchas-
ing and selling securities withing one year, and finan-
cial instruments received from local governments for
operational and development purposes.

6 It means the adjustment of gross revenues and
expenditure by the result of clearing of funding
transactions among local governments and their
institutions ignoring the following:
Financial instruments handed over or taken over for
accumulation purposes,

• Short-term loans, short-term securities,
• Balance of expenditure without movement of

cash 
• Pending, carryover and equalising items

7 Expenditure calculated based on the GFS system
does not include the sums spent on loan-repay-
ment, state bonds, and other financial investments,
the balance of purchasing and selling securities
withing one year, and financial instruments handed
to local governments for operational and develop-
ment purposes.

8 Source: 2005 final accounts of the Ministry of
Finance.

9 ÖNHIKI = local governments available to local
governments with financial problems through no
fault of their own The Budget Act of 1995 created a
new source of subsidy which is available through
appication to local governments.

10 Government Decree 218/2001 (III.27) prescribed
for local governments to have their real estate cadas-
tre reviewed until 1 January 2003 (local govern-
ments did not comply with that deadline, and the
figures in their balance sheets and the real estate
cadastre have not yet been fully reconciled.

11 In line with our recommendation in 2005
Parliament specified the content requirements of
the economic programme.

12 In our Comprehensive audit report of 2004 on the
financial management of local and local minority
governments we suggested that the amendment of
the Act on Public finances should contain a value
limit for tendering applying uniformly to all local
governments. In line with our recommendation
Parliament has been specifying that value limit each
year since 2005 in the annual Budget Act.

13 According to the statistics produced by the Public
Procurement Arbitration Board of the Public
Procurement Council in 2004 at the request of the
SAO, local governments violated applicable legisla-
tion the Public Procurement Arbitration Board
found local governments in breach of applicable leg-
islation 148 times in 2004, and imposed a total sum
of 137 million HUF in fines. There were 502 pro-
ceedings aimed at legal remedy in conjunction with
procurements by local governments in 2005. Out of
these the Public Procurement Arbitration Board
stated the fact of the contravention 195 times, and
imposed fines of 142 million HUF.

14 By analysing the expense side of the budget one
realises that the operation of 13,000 budgetary insti-
tution appears as a 'permanent expense item' including
the major elements of wages and public contributions
and real costs, i.e. the overhead costs of institutions,
and the institutions operated on top of the reasonable
load-bearing capacity (kindergarten, creche, primary
school, sometimes secondary schools) with less than
optimum occupancy rates causing funding problems
in day-to-day financial management. 

15 Among local governments audited in 2001–2003,
too, there was a characteristic endeavour to ratio-
nalise their institutions, the expansion of the role of
public benefit and economic partnerships in per-
forming public functions, while maintaining the
decisive role of budgetary institutions (see in
Report on the financial management of comprehen-
sive audit of local governments and local minority
governments, report No 0544 pp.54–56, State Audit
Office, Budapest, 2005).

16 We determined expenditure on voluntarily under-
taken tasks during the on-site audits from various
accounting records in cooperation with the staff of
the local government offices.
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A

Pál Becker

New methods for the audit 
of the utilisation of EU funds 

After the establishment of the European
Union and the continuous enlargement there-
of, as well as in line with the globalisation
trends, a “new” player appeared in the interna-
tional political and economic arena that wants
to play a major role in shaping the processes
due to its size and economic weight. According
to its objective, it wants to be one of the most
rapidly developing regions of the world, and to
this end it spends enormous sums on the
implementation of its strategic objectives.

In its 2005 budget the European Union sup-
ported the individual Member States and the
approved projects with a total of EUR 105,684
million. In line with the community regulation,
this sum equals the amount of revenues, since
the budget of the EU is required to be balanced
and to “break even” each year.

Such a huge sum implies great opportunities,
but also great responsibilities. Although it was
not negligible in the beginning either, the audit
of the utilisation of common funds has been
given more and more emphasis both in terms
of regularity and lawfulness. The competent
organisations, first of all the European Court
of Auditors (ECA) have been forced to face
the fact that the existing methods and the
established procedures are not appropriate for
tracking the processes in a comprehensive
manner, wherefore a change is necessary.

SINGLE AUDIT SYSTEM 

Pursuant to Section 1 of Article 248 of the
Treaty of Rome, the European Court of
Auditors audits the report on the implementa-
tion of the EU budget each year based on the
international standards and its own audit poli-
cies. During this process, it audits the lawful-
ness and regularity of all revenues and expendi-
tures of the EU and organisations established
by the European Union. Since 1994, the audit
has been concluded with an evaluation of budg-
et implementation, and the ECA has issued a
statement of assurance (Déclaration d'assur-
ance, DAS) on a yearly basis. 

“The aim of the work on the reliability of the
accounts of the European Communities is to
obtain sufficient evidence to conclude on the
extent to which revenue, expenditure, assets
and liabilities have been properly registered and
that the annual accounts faithfully reflect the
financial position at the end of the year.”1 In
other words, the European Court of Auditors
states whether the report on the implementa-
tion of the budget has been compiled in accor-
dance with the accounting principles and rules,
and whether it properly and reliably informs
about the financial status of the European
Union, as well as about the financial transac-
tions conducted during the year.
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In relation to the Statement of Assurance
issued for the 11th time in 2004, Hubert Weber,
president of the European Court of Auditors
said the following before the European
Parliament in Strasbourg on 15 November
2005:

“When considering the financial year 2004,
the Court came to the conclusion that the con-
solidated financial statements gave a faithful
picture of the income and expenditure for the
year and of the financial position at its end, with
the exception of the entry for 'sundry debtors'.
As was the case in the past, the accounting sys-
tem used to draw up the annual accounts for
2004 is not equal to the task of listing all the
assets and liabilities in the balance sheet,
although it has to be said that the Commission
made distinct progress in introducing accrual
accounting in time for the financial year 2005.
At the time of the audit, though, it did appear to
the Court that further progress would be need-
ed, as the figures needed to draw up the open-
ing balances for 2005 had not yet been validated
by the Commission's authorising officers. If
appropriate action is not taken by the end of
this year, the reliability of the accounts for 2005
may well be compromised by the defects high-
lighted by the Court.” 

According to the European Court of
Auditors, there were endemic errors in expen-
diture under the common agricultural policy,
and deficiencies were also found during the
structural measures. As a result, the ECA could
state with adequate certainty only about nearly
35% of the budgetary expenditures that they
were lawful and regular. Therefore, similarly to
the former years, the ECA was unable to issue
a positive DAS about the financial management
of the European Union in 2004. Having
realised the unfavourable process and with a
view to find a solution, the ECA has again
advocated the introduction of the Single Audit
Model, through which the standardised audit
of the Member States would allow for the more

efficient control of the regularity and effective-
ness of the utilisation of funds. 

In its opinion submitted to the European
Parliament – pursuant to the latter's request
posted in April 2002 – before the audit of the
implementation of the 2004 budget2 (in which
the European Court of Auditors states with
some irony that there is no single recognised
definition of the 'single audit' it proposes to
introduce), the ECA accepted that there had
recently been significant progress in improving
internal control systems, however it expressed
strong criticism in several aspects.

It criticised the lack of a clearly established
control strategy that would precisely specify the
objectives. It found problems in the field of
coordination of the checks, which partly leads to
parallel checks, and partly results in uncon-
trolled areas. The lack of coordination is also
indicated by the fact that the individual audit
organisations do not take into account audits
conducted by others, however, the knowledge of
such audits – provided they were carried out in
line with the international standards – would
enhance the audit activity both at national and
EU level. Further improvement could be
achieved through the harmonisation of the fields
of audit, the applied procedures and timing.

With a view to achieve a positive DAS, the
European Court of Auditors practically laid
down basic principles in its proposal. 

Common control principles and standards
should be applied for a coherent and compre-
hensive control framework. These principles
and standards should be used in all Member
States, at all levels of administration and in all
institutions.

The internal control system is not required
to determine the lawfulness and regularity of
each transaction with absolute certainty. It is
sufficient to achieve reasonable certainty. 

To this end, the costs of controls should be
in proportion to the overall benefits they bring
in both monetary and/or political terms.
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The system should have, at its basis, a chain
of control procedures, in which controls
should be applied, documented and reported
on the basis of uniform standards. This will
make the system transparent and reliable for all
parties (auditor, auditee, citizens, authorities,
etc.) concerned to ascertain their reliability.  

At the end of its report the European Court
of Auditors points out that the development
and application of an efficient control system
require commitment and active involvement
from all Member States and competent institu-
tions of the European Union. 

Pursuant the report of the ECA, the
European Parliament and the Council called the
Commission to take the necessary measures. In
its Communication issued in June 2005 on the
roadmap to an internal control framework, the
ECA specified the measures required to be
taken by the Commission and the Member
States to achieve these objectives. After that, the
Communication3 on the Commission Action
Plan towards an Integrated Internal Control
Framework, which was issued in January 2006,
contained 16 concrete proposals for action in
the 2006-07 period in four themes of action. 

Simplification and common control principles
Elimination of overly bureaucratic, onerous-

ly complicated or hardly understandable regu-
lation. Development of the common principles
and strategy of internal controls, definition of
the “tolerable risk of error”. 

Management declarations and audit assurance 
Declarations by management should

improve the level of assurance. Increasing the
audit and reporting scope of the national audit
institutions. Application of the best practice.

Single audit approach: sharing results and
prioritising cost-benefit 

Large-scale sharing of audit findings among
the Commission, the Member States and third
countries. The methodology of preliminary
cost estimation and evaluation of the benefits
of controls shall be worked out. 

Sector-specific gaps
All services of the Commission shall prepare

plans of action to develop the control frame-
work and to enable the compilation of action
reports in a more standard and unambiguous
manner. Revision and further development of
the control system of the Structural Funds.
Promotion of the “Contracts of Confidence”
initiative.

All these measures entitle us to hope that in
the foreseeable, albeit not too near future the
European Union will be able to develop and
implement a single audit model.

SINGLE REPORTING SYSTEM 

Already in its proposal tabled in June 2005 –
which set the issuance of a positive DAS by the
European Court of Auditors as a strategic
objective as a result of the improvement of the
control system – the European Commission
attributed an important role to the national
audit institutions in the process of reviewing
the control systems, in the ex-post audits of
the Member States' disclosure statements and
statements of assurance, as well as in reporting
to the national parliaments.

As it can be concluded from the above, elab-
oration and application of the Single Audit
Model is a precondition for the European
Court of Auditors to issue a completely posi-
tive DAS on the budget of the European
Union.  In the absence of such a model, the
achievement of a positive DAS remains a theo-
retical possibility, since the differences between
the national procedures, practices and methods
do not make it possible to compare the figures
and audit findings, which considerably reduces
their usability. At the same time, these differ-
ences represent one of the greatest obstacles to
the introduction of the Single Audit Model,
since the development, adoption and problem-
free application of new, standard methods in all
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the 25 (27 from 2007) Member States of the
European Union requires a long time and great
efforts. 

One of the last stages of the proposed audit
process is reporting. It would be a significant
step towards the transparency of the utilisation
of EU funds if the national audit institutions
reported on their related audits and experiences
in the same structure, already before the intro-
duction of the Single Audit Model. Naturally,
data produced with different methods can only
be compared after very thorough professional
analysis, but at least the benefit of the existence
of the reports would be unquestionable.

The Contact Committee consisting of the
heads of the European Court of Auditors and
the audit offices (supreme audit institutions) of
the EU Member States approved the guidelines
for cooperation among the audit institutions of
the European Union already at its Prague meet-
ing held in 2003. An important element of this
cooperation is that the independent national
audit institutions must conduct audits and
report on the utilisation of EU funds and the
development of the related financial manage-
ment in the subject year. This can contribute to
a more efficient and transparent utilisation of
the EU budget both directly and indirectly. The
document pointed out that the development of
the control of the EU funds is in the individual
interest of the national parliaments and is also
the collective interest of the Member States.

At the same meeting the Contact
Committee set up a Working Group with a
view to coordinate the annual reports of the
national audit institutions about the utilisation
of EU funds at Member State level. (“Working
Group on the National SAI reports on EU
financial management”). The other aim of
establishing the Working Group was to
strengthen cooperation among the national
audit institutions of the Member States in the
field of controlling the utilisation of EU funds,
as well as to draw attention to the importance

of reliable information on the utilisation of the
various monetary funds by the Member States
in the subject year, and the importance of
audits aimed at investigating the utilisation of
such funds, both for the Member State and the
EU institutions. The Working Group provides
assistance in the practical implementation of
audits by the national audit institutions, as well
as in the preparation of the reports of the audit
institutions and the comparison of the audit
results at Member State level by developing
general guidelines and instructions.

The Contact Committee considered it as an
important task to require all national audit
institutions to publish their experiences about
the audit of the utilisation of EU funds in
annual reports, in the first step. At its meeting
held in Stockholm in 2005, the audit institution
of the Netherlands proposed, highlighting the
importance of annual reports, the preparation
of annual reports by each national audit insti-
tution. Due to objections lodged by the repre-
sentative of the French audit institution – with
regard to the fact that the Contact Committee
can adopt resolutions only univocally – the
adopted proposal turned out to be much “soft-
er”, since it only called for the production of
reports at regular intervals. 

This is also a good indication of the fact that
due to the harmonisation of the national inter-
ests and traditions, it is expected to take a long
time before the European Union succeeds in
having a single system adopted and introduced.
Instead of raising the concept of a single
reporting system, at this point it was only pro-
posed that each national audit institution
should prepare a report on the annual utilisa-
tion of funds in any form. Since the national
laws mandate the audit institution of France to
prepare such a report only once in every three
years, the French did not undertake the extra
task of reporting annually.

The most important feature and advantage
of the annual (trend) reports is that they pro-
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vide a multi-directional flow of information,
since the uniformly structured national reports
compiled on the basis of standard aspects:

• point out, summarise and structure EU
related information for the national gener-
al public, and draw attention to subjects of
national interest. They provide assistance
in disseminating knowledge about the var-
ious forms of subsidies and tendering sys-
tems across the EU, they bring EU admin-
istration closer to the citizens and make it
more understandable;

• serve as an important instrument for the
national parliaments to hold the national
governments accountable, and to control
financial processes. The standardly struc-
tured reports provide a basis for compari-
son, through which the required analyses
can be performed in an international com-
parison;

• provide valuable information for the other
member states and European institutions
about the financial and economic process-
es and management of the Member States.
This makes it possible to learn about and
adopt positive examples; 

• reports compiled according to the same
standards facilitate the audit of financial
processes by the European Court of
Auditors, and thus contribute to the
issuance of a positive DAS. 

For the time being four countries (the
Netherlands, the United Kingdom, Denmark
and Italy) issue trend reports about the utilisa-
tion of EU funds. After the Stockholm decision
more countries are expected to join this group.

THE HUNGARIAN REPORTING SYSTEM 

The control of the utilisation of grants arriving
from the European Union was given more and
more emphasis as the European integration
process unfolded. In parallel with this – as the

accession process progressed and was later
successfully completed – the number of audits
of subsidies flowing to Hungary increased
proportionately to the growth in the available
funds. 

The strategy of the State Audit Office of
Hungary – the external audit institute of pub-
lic finances – pays utmost attention to the
audits of the planning, use and utilisation of
EU funds and resources from domestic co-
financing. Using the possibilities inherent in
international cooperation, the SAO conscious-
ly prepared for the fulfilment of new tasks
arising from EU membership. The SAO relied
on the best practice of EU Member States, as
well as on the theoretical and practical assis-
tance of the European Court of Auditors dur-
ing the professional development of SAO
audits, too. It pursued its activities in compli-
ance with the international standards during
the audit of the utilisation of EU funds, too,
using methods meeting the EU requirements.
In the framework of systems audits it exam-
ined the regulatory environment, the institu-
tional framework, the monitoring system and
the selected programmes applying the meth-
ods of regularity and performance audits.

Section 4 of Parliamentary Resolution No.
43/2005 (V. 26.) on the acceptance of the
Report of the SAO on its activities in 20044

stipulates that: “…the State Audit Office of
Hungary shall give an overview on the practice
of the complete utilisation of EU funds, within
this framework it shall review the work of
national institutions performing the audit of
financial flows related to EU funds and present
the audit findings”. 

After the accession, a significant share of the
EU funds was made available to Hungary, too.
In 2005, as much as HUF 204 billion arrived in
Hungary as budgetary grants, and HUF 307
billion as out-of-budget financing, which
totalled 2.3% of the annual GDP. The State
Audit Office of Hungary is trying to foster the
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“EU-conform” utilisation of these and future
funds by compiling annual reports, too.  

Since due to the causes outlined above there
is no accepted, standard form for the prepara-
tion of the annual report (Summary in
Hungarian usage), a decision had to be reached
in several methodological issues for the first
time. During this, we had to take into account
the Hungarian endowments, but it was also an
important aspect that – as far as possible – the
Hungarian Summary should follow the logic of
annual reports prepared by other countries so
far, and thus facilitate the subsequent process
of standardisation. 

Countries pioneering in the preparation of
annual reports use both their national and the
EU figures in their reports. Consequently, they
can prepare their reports only with a one year
lag, due to the time consuming nature of the
compilation of the official EU statistics.
However, in the Hungarian practice it would
be uncustomary and presumably unacceptable
if in 2006 the State Audit Office would report
on processes that took place in 2004 instead of
those of 2005, wherefore the Summary exclu-
sively relies on domestic figures.

Each annual report published so far gives a
shorter or longer presentation of the EU
processes, too in addition to analysing the
domestic processes. This is especially true for
the Dutch example, which is understandable,
since the country leading in terms of per capita
payments concentrates more on the utilisation
of its contribution than on incoming subsidies
the amount of which is negligible compared to
the GDP. However, Hungary is a net EU fund
receiver, and due to the not yet fully formed sys-
tem in charge of the reception of funds and con-
trol of utilisation we found it more reasonable to
“sweep before our own door”. If the process of
standardisation continues to go in this direction,
the State Audit Office of Hungary will, of
course, also be ready and able to examine the
processes in an international aspect.

Naturally, we utilised the results of audits
performed by domestic and international
organisations in the subject year while compil-
ing the Summary, and incorporated the find-
ings in the material. During this process we
took into account the recommendations of the
European Court of Auditors, and strove for
reasonable and not absolute assurance. A “dou-
ble-check” by the State Audit Office would
have contradicted the principle according to
which the costs of the controls shall not exceed
the overall benefits they bring in both mone-
tary and/or political terms.

Since this was the first Summary on the
utilisation of EU funds and the experiences of
the operation of the control system, there was
“great temptation” that the first report should
provide a comprehensive overview about the
entire period that has passed since Hungary's
EU accession, and not only about 2005.
However, this would have contradicted the
established international practice, according
to which the reports cover the results of one
year in every case. Significant funds were
channelled to Hungary even before the acces-
sion, wherefore we try to ensure comprehen-
siveness by attaching an overview in the form
of an annex. The Summary itself deals with
2005 only.

The Summary prepared in compliance with
the basic principles outlined above presents the
Hungarian institutional framework that oper-
ated in 2005 for the control of financial assis-
tance from the European Union. It contains
the Hungarian and international legal regula-
tions in effect in 2005 that determined the
operations and audit activities of such organisa-
tions. The document provides a comprehensive
picture about the tasks and powers of the dif-
ferent organisations and the roles they played
during the audits. 

Naturally, the Summary on 2005 cannot be
comprehensive in the sense that it can only rely
on audits performed to date. The audits carried
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out in the subject year targeted the develop-
ment of the management and audit systems of
the institutions in line with the requirements,
as well as the regularity of tendering activities
launched during 2004. The low rate of pay-
ments effected did not make it possible for the
audit organisations to audit the effectiveness
and efficiency of the utilisation of funds. In
line with this, the 2005 Summary can provide a
realistic picture about the utilisation of funds
and Hungary's absorption ability only to a lim-
ited extent. However, the Summary – planned
to be issued annually from this year onwards –
will soon cover the entire scope of the utilisa-
tion of EU funds, and will be suitable for iden-
tifying trends and changes.

The benefits from the Summary on the expe-
riences about the utilisation of EU funds and
on the evaluation of the control system can
only be reaped if it is made widely known.

Therefore, we forwarded the Summary to all
parliamentary deputies, the Government, pub-
lic dignities and the Hungarian members of the
European Parliament. We forwarded the abbre-
viated English version to the presidents of the
national supreme audit institutions of the
Member States of the European Union, the
commissioners and directors-general of the
European Commission, as well as to the mem-
bers of the European Court of Auditors. 

With the Summary so prepared the State
Audit Office of Hungary was one of the first
national audit institutions to meet the require-
ments of the Commission, the European Court
of Auditors and the Contact Committee of the
Heads of the supreme audit institutions of the
European Union, according to which each
national audit institution should give account
of the utilisation of EU funds in the form of
yearly reports.

NOTES

1 Annual Report on the Implementation of the
Budget (2005/C 301/01) Section 1.2.

2 Opinion No. 2/2004 of the Court of Auditors of
the European Communities on the “single audit”
model (and a proposal for a Community internal
control framework)

3 Communication from the Commission to the

Council, the European Parliament and the
European Court of Auditors on the Commission
Action Plan towards an Integrated Internal
Control Framework COM (2006) 9

4 Pursuant to Section 17 (4) of Act XXXVIII of
1989 on the State Audit Office, the SAO conducts
occasional audits upon the instructions of the
National Assembly.
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T

László Akar – László Baranyay*

Supervision of the central
bank on behalf of the owner
Domestic and international experience and trends

The amendment made on 27 July 2002 to Act
LVIII of 2001 on the Magyar Nemzeti Bank
through the insertion of Articles 52/A–52/D
re-established the Supervisory Board as the
body responsible for the continuous supervi-
sion of the Magyar Nemzeti Bank (MNB) on
behalf of the owner after a year of suspension. 

Pursuant to Article 52/A of Act on the
MNB the members of the Supervisory Board
are as follows:

• the Chairman, elected by the Parliament,
• three other members, elected by the

Parliament,
• a representative of the Minister of Finance,
• a consultant commissioned by the

Minister of Finance.
Under Article 52/B of Act on the MNB the

membership of the Supervisory Board shall be
for the duration of the mandate of the
Parliament. The functions of the Supervisory
Board shall cease when the new Parliament has
elected the new membership of the Supervisory
Board within three months of the inaugural ses-
sion of the Parliament. In the event that the new
Parliament fails to elect the members of the new
Supervisory Board by the aforementioned dead-
line, the operation of the Supervisory Board
shall continue until the new Parliament elects
the membership of the Board. The three mem-
bers of the Supervisory Board, elected by the
Parliament and the Chairman were elected by
the Parliament at their session of 24 October
2002 to be followed by two further members
elected by the Minister of Finance. Subsequent
to the general elections of 2006 the new mem-
bers are to be elected at the autumn session.

Under Article 52/D the members of the
Supervisory Board are obliged to report to the
Parliament responsible for their election, or to
the Minister of Finance responsible for their
appointment. In accordance with the Rules of
Procedure of the Supervisory Board: “The
members of the Supervisory Board – in line
with their commitments stipulated by Act on
the MNB – jointly prepare a report on their
activities and submit it to the Parliament and
the Minister of Finance. Upon request the

* The authors of this article have been the Chairman and
a member of the Supervisory Board of the Magyar
Nemzeti Bank since October 2002. In our article we
have relied on certain elements of general experience
recorded in the reports prepared for the Parliament by
the Supervisory Board and information obtained in
exchanges of experience abroad. The factual statements
are based on the consensual opinion of the reports of the
Supervisory Board; however, actual wording is the
responsibility of the authors, who hereby express their
gratefulness to the other members of the Board – dr.
József Kajdi, dr. István Várfalvi, dr. Éva Várhegyi and dr.
László Urbán –, and the head and a staff member of the
Board's Secretariat (József Gungl, Ágnes Feigl–Sárvári)
for their cooperation.
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members of the Supervisory Board should
report to the Parliament responsible for their
election, or the Minister of Finance responsible
for their appointment.” So far the Supervisory
Board has submitted their report to the
Parliament on four occasions, which was then
discussed by the Parliament as part of the
annual report of the central bank.

Under Act on the Magyar Nemzeti Bank the
members of the Supervisory Board duly declare
their wealth and report that they are not
involved in any conflict of interest. The declara-
tions of wealth were first reviewed by an ad hoc
committee of the Parliament in autumn 2005
and in each case these were found appropriate.

As far as the operation (legal status, compe-
tence, tasks) of the Supervisory Board is con-
cerned, the provisions of Act on the Magyar
Nemzeti Bank and Act CXLIV of 1997 on
Business Associations shall apply. (Pursuant to
Article 70 of Act on the Magyar Nemzeti Bank
the provisions of Act on Business Associations
shall apply to the Supervisory Board of the MNB,
with due consideration of the derogations set
forth in the Act on the Magyar Nemzeti Bank.)

The principal task of the Supervisory Board,
as stipulated by Act on the Magyar Nemzeti
Bank, is the continuous supervision of the
MNB as a company limited by shares on behalf
of the owner; however, the basic tasks of the
Magyar Nemzeti Bank, listed in Article 4.
(1)–(7) and the impact thereof on the profit
and loss of the Magyar Nemzeti Bank do not
fall within their competence. Consequently,
the Board does not review the following: 

• defining and implementing the monetary
policy,

• issuing banknotes and coins,
• holding and managing official reserves in

foreign exchange and gold,
• foreign exchange operations in relation to

the management of foreign exchange
reserves and the implementation of the
exchange rate policy,

• developing and monitoring domestic pay-
ment and settlement systems, including
securities settlement systems and oversee
their activities in order to achieve sound
and efficient operation,

• collecting and publishing statistical infor-
mation,

• promoting the stability of the financial
system and the development and smooth
conduct of policies related to the pruden-
tial supervision of the financial system.

The primary tasks of the Supervisory Board
include the audit of the annual report and the
profit and loss statement of the MNB – pre-
pared in accordance with Act C of 2000 on
Accounting and Government Decree 221/2000
on the Accounting Principles of the Central
Bank implementing thereof, since the General
Meeting of the MNB may approve them only
when the written report of the Supervisory
Board is received.

The Supervisory Board is required to audit
(with the above limitations) all significant busi-
ness policy related reports on the agenda of the
MNB's General Meeting and all motions which
fall within the exclusive competence of the
MNB's General Meeting.

It is the statutory right of the Supervisory
Board to control the MNB Audit Department,
the body of internal audit. The head of the
department may be appointed and recalled only
with the consent of the Supervisory Board.
Asserting its right of control and professional
supervision, the Supervisory Board approves
the internal audit working plan, and places the
reports on the audits carried out by the Audit
Department, which have been reconciled with
the Board of Directors of the MNB, on the
Supervisory Board's meeting agenda, discusses
and approves them and initiates specific inspec-
tions, if necessary. Should the President of the
MNB initiate “extraordinary” audits in addition
to the working plan approved by the internal
audit, the Chairman of the Supervisory Board
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adds these issues to the working plan of the
Audit Department and provide information
thereon at the next meeting of the Supervisory
Board.

When the Supervisory Board started their
operation, they wished to gain a general
overview of the operation of the MNB, there-
fore placed all business areas falling within their
competence on their agenda with the objective
of getting a good insight into the most signifi-
cant features, trends and peculiarities and make
recommendations for the necessary changes.

AUDIT ACTIVITIES OF THE SUPERVISORY
BOARD IN THE PAST 

Satisfying their obligations prescribed by
law, the Supervisory Board audited the parts of
the annual report and the profit and loss state-
ment of the Magyar Nemzeti Bank falling
within the competence of the Supervisory
Board each year, and made recommendations
for the utilisation/settlement of the profit or
loss and the payment of dividends when appli-
cable. Due to the special settlement system
between the central bank and the central budg-
et, dividends were distributed only on one
occasion.

During the general overview of the inter-
nal management, the Supervisory Board found
that the financial control and the control envi-
ronment were appropriate; however, some
instructions on the implementation were pre-
pared only with a delay in the first year of the
supervisory cycle. The methodology and relia-
bility of the financial planning, which were dis-
approved by the Supervisory Board, too, were
then rectified by the central bank by issuing
several new regulations, fine tuning the plan-
ning practice and introducing a new system of
investment plans. As a result of the reduction
of planning levels and the simplification of the
procedures less time was required for reconcil-

iation; however, the responsibility of the cost
centres increased.

In the past years the Magyar Nemzeti
Bank ensured a more cost-saving and efficient
operation in an exemplary manner resulting in
a significant reduction in the number of staff
members as well as costs. However, costs
decreased only compared to the planned fig-
ures, not the lowest basic value.

During the review of the human
resources management of the MNB the
Supervisory Board concluded that the redun-
dancies due to the shrinking responsibilities of
the central bank and the increasing efficiency
were justified; notwithstanding the way of
execution and the one-off costs of the redun-
dancies were questionable in the first year of
the Board's operating cycle. The Supervisory
Board primarily took objections to that the
organisational restructuring went on continu-
ously for two years – between 2001 and 2003 –
(certain areas were restructured several times)
instead of implementing a pre-defined plan
within a reasonable time frame. This caused
constant insecurity in the operation of the
organisation. According to the Supervisory
Board the costs of the redundancies exceeded
the necessary level, because during the restruc-
turing the MNB did not rely on the existing,
experienced professionals, but hired a high
number of new staff members. The majority of
the management was replaced and therefore
the composition of the management signifi-
cantly changed, which did not fit in the human
resources stability practice of the European
central banks.

The organisational structure has been contin-
uously changing in the last four years due to
changes in profile, establishment of new func-
tions and optimisation of the operational proce-
dures. Based on the assessment of the situation
(the so-called benchmarking assessment pre-
pared by the Swedish central bank), comparing
the operational efficiency and features of the
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organisation the MNB started restructuring the
organisational form and the structure in 2005.
When the strategic objectives were set in 2004,
the MNB's intention to become one of the most
distinguished central banks by 2008, as far as
professional and operational matters were con-
cerned, was affirmed. During the planning phase
it was understood that further opportunities for
the improvement of efficiency should be seeked
in view of the Swedish central bank, which is
considered the most efficient among the central
banks within the European Union. The Swedish
central bank was chosen for benchmarking pur-
poses for the following reasons:

• member of the ESCB, but not of the
EMU;

• the total population of Sweden is only
slightly lower than Hungary's;

• focuses on basic central bank tasks; in the
last ten years it gradually cut back on other
activities;

• does not supervise financial organisations;
• the number of staff members decreased by

nearly 50 per cent, to 437.
• the MNB had already carried out several

benchmarking studies in Sweden, which
proved to be very useful and informative
and the Swedish partner was very helpful. 

The comparison covered three sections:
functions, costs and the number of staff.

The cost-based comparison did not bring the
expected result, since the costs of the Swedish
central bank are only slightly more than 60 per
cent of the costs of the MNB. A number of
problems, different purchasing power parity
and the level of wages and the whole structure
of costs indicated that this was not viable.

As far as functions are concerned, we had to
ascertain which tasks were identical and based
on the knowledge of the legal environment
what difference existed in the accomplishment
of tasks. Then the staff had to be broken down
so that these could compared taking the func-
tions into account.

When the functions were contrasted, it was
found that the Swedish bank performs no
central bank supervision. As a result of the
subsequent risk assessment the department
focusing on this issue was dissolved in a way
that the remaining central bank supervision
tasks (together with the necessary staff) were
assigned to the relevant areas. This was
explained by that the commercial banks per-
formed large-scale IT investments as a result
of which on-site audits became unnecessary
for the MNB receives the data electronically.
As far as the statistical data supply is con-
cerned, which is soon to be reformed totally,
the security and reliability of data may be
controlled in other ways, too. The MNB
believes that the dissolution of the Bank
Supervision Department does not infringe
the fulfilment of the MNB's statutory super-
vision obligation. According to an investiga-
tion carried out by the State Audit Office
regarding the operation of the MNB in 2005,
this could be supported only by a detailed
assessment. The Supervisory Board has sup-
ported such impact assessments.

The final conclusion of the comparative
assessment indicated that the number of staff
is appropriate for the basic functions; howev-
er, the MNB was operating less effectively.
The problem lies fundamentally with the ser-
vice function. While in Hungary the ratio of
the service and the basic function is two to
one, in Sweden these functions are equal with
respect to the number of staff. With regard to
the service activities it was seen that the
Swedish central bank outsourced significantly
more activities. 

It was generally noted that the operational
control and the control philosophy were differ-
ent. The MNB applies far more and more
detailed instructions and regulations, which
cover almost all steps of implementation, while
in Sweden policies are in place focusing on
behaviours. 
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The management of the MNB – by business
areas – discussed the results of the benchmark-
ing assessment, and found that the necessity of
each function, outsourcing certain activities
and other opportunities improving the efficien-
cy should be reviewed.

Taking into account a directorate proposal
on the results of the benchmarking assess-
ment and the necessary measures, a two-phase
operation development programme was initi-
ated. The first phase is scheduled by the end
of 2006 and the second by the beginning of
2008, when the Logistics Centre is planned to
start its operation. It is expected that in the
first phase hundred staff members could be
laid off followed by another hundred in the
second phase.

A part of the planned measures (such as fully
outsourcing IT application development, staff
account management and lending, partially
outsourcing legal tasks related to banking
activities, security services, rationalising certain
technical solutions and dissolving the Bank
Supervision Department) were already imple-
mented in 2005, which greatly contributed to
the decrease in the number of staff members. 

Besides improving the flexibility of the
organisation and the operational efficiency the
senior management of the MNB set the objec-
tive to restructure both the organisation and
the management. In line with the above objec-
tives, in early 2006 the directorate made a deci-
sion on the new organisational structure, which
followed a differentiated management/control
principle and was functionally structured. Due
to the security of the operation, the organisa-
tional units that require a higher level of con-
trol, organisedness and task implementation
continue to operate in a functional-hierarchic
structure (unit/team/implementors), while
problem-solving organisational units partici-
pating in decision-making (analysis, research,
coordination, consulting, regulation) operate
in a so-called team-oriented organisational

form (without a departmental structure). As a
result of the restructuring, the organisation has
been significantly simplified both vertically and
horizontally. The number of organisational
units decreased: the former 17 departments and
48 sections were replaced by 7 plus 1 business
areas, 20 functions and 17 sections.
Consequently, the number of those in manage-
rial positions significantly decreased (by 30
persons).

As a result of the various measures, the clos-
ing number of staff members in 2005, which
was 1246, decreased by 437 persons to 809 by
31 December 2005. The Supervisory Board
found the organisational development and the
redundancies initiated on the basis of the inter-
national comparison favourable.

The Supervisory Board – in agreement
with the auditor – considered the quick estab-
lishment of a geographically separated IT
reserve capacity a priority, regarding which the
Directorate made a decision in the spring of
2003. The capacity was implemented and put
into operation a couple of months thereafter.

With regard to the status of the business
associations owned by the MNB, the
Supervisory Board has found that it is a ration-
al solution if the Pénzjegynyomda Zrt.
remained in the ownership of the MNB as long
as HUF banknotes are produced, but a deci-
sion should be made as to the company's future
at least 3 years prior to the planned introduc-
tion of the euro. As far as the strategic con-
cepts related to the Diósgyõri Papírgyár are
concerned, the Supervisory Board has agreed
that in 2007 a decision should be made on the
future of the paper-mill (in view of the future
of the Pénzjegynyomda) and the investment
policy should be shaped accordingly.

After reviewing the MNB's ownership
interests and the reports on the existing legal
disputes the Supervisory Board did not find
any potential risks that would necessitate pro-
visioning.
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The Supervisory Board has controlled the
internal audit for tasks falling within their com-
petence in accordance with the provisions of
the Act on MNB and the practice related to
business associations. The Audit Department
has carried out annually more than 50 investi-
gations on average and revealed problems pri-
marily in the IT area. In conclusion, the Board
has found that the internal audits were carried
out in an appropriate manner at the MNB in
the past years and the Audit Department per-
formed well at the central bank meeting
demands, preparing reports in a timely manner
and carrying out post audits adequately.

The Supervisory Board's connections 

The Supervisory Board sends its yearly work-
ing plan to the Minister of Finance represent-
ing the shareholder, the State Audit Office and
the Chairman of the Parliament for informa-
tion. The Parliament is primarily informed
about the results of the Board's activities
through the report prepared by the members of
the Supervisory Board.

The President of the State Audit Office par-
ticipated in the statutory meeting of the
Supervisory Board in person. An agreement
was reached on the forms of cooperation. The
President of the State Audit Office may attend
the MNB Supervisory Board's meetings as a
permanent invitee. The President of the State
Audit Office receives the Board's Rules of
Procedure, working plan and the minutes of
the meetings for information. The State Audit
Office regularly sends its own working plan
and audit programme related to the MNB to
the Supervisory Board of the MNB, which
occasionally makes recommendations for their
supplement. The Supervisory Board handles
the findings and recommendations of the State
Audit Office similarly to the observations of
the internal audit, thus it monitors the imple-

mentation of the so-called rationalising mea-
sures. The Board occasionally consults the
working team performing the SAO audits of
the Magyar Nemzeti Bank.

Under Act on the MNB the members of the
Supervisory Board commissioned by the
Minister of Finance should report to the
Minister of Finance. The Board's Rules of
Procedure require that a report is prepared
jointly by the members commissioned by the
Parliament and the Minister of Finance. The
report is to be submitted to both the
Parliament and the Minister of Finance. 

The Board – as the body responsible for the
continuous supervision on behalf of the owner
– occasionally provided the Minister of Finance
with extra information.

On two occasions – on the request of the
Minister – specific audits were carried out with
regard to the independence of the MNB and a
treasury transaction. The results were commu-
nicated to the owner.

The General Meeting is the main decision-
making body of the MNB. Despite the fact that
under the Act on the MNB the Magyar
Nemzeti Bank is a legal entity operating as a
company limited by shares, the members of the
MNB's Supervisory Board – similarly to the
Board's Chairman – are elected by the
Parliament or commissioned by the Minister of
Finance and not by the company itself (i.e. the
General Meeting). The members of the
Supervisory Board attend the General Meeting
of the MNB with the right of consultation and
may make statements. At the General Meeting
of the MNB the Chairman of the Supervisory
Board or a member commissioned by him pre-
sents the Board's position on the balance sheet,
the profit and loss statement and any signifi-
cant reports affecting the regular operation of
the MNB. The General Meeting shall make a
resolution on the annual report and the profit
and loss statement only in the possession of the
Supervisory Board's written report. 
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The Board of Directors, which comprises of
the President and the Vice Presidents of the
Bank, is the operative governing body of the
MNB responsible for the management of the
MNB's operations. The Supervisory Board's
Chairman – or in his absence a member of the
Supervisory Board attends the meetings of the
Board of Directors, therefore is informed
about matters and decisions affecting the
Supervisory Board. The President of the MNB
and the Supervisory Board coordinator are per-
manent invitees at the Supervisory Board's
meetings. In addition to the above, the compe-
tent managing directors representing the 
directorates of the MNB participate in the 
discussion of the agenda.

The Supervisory Board may require informa-
tion orally or in writing from the members of
the MNB's Board of Directors or the managing
directors of the MNB regarding issues falling
within the supervisory competence of the
Supervisory Board. Such information shall be
provided by the petitioned person or a person
commissioned by this person. This right of the
Supervisory Board – considering that the
Magyar Nemzeti Bank is a company limited by
shares – is in line with Article 32(2) of Act
CXLIV of 1997 on Business Associations.
During the period between two meetings of the
Supervisory Board, the Chairman of the Board
maintains contacts with the President of the
MNB, the management and the auditor and
informs the Board subsequently.

The auditor of the MNB, who is elected by
the General Meeting of the MNB on the 
recommendation of the State Audit Office, is a
permanent invitee of the Supervisory Board's
meetings. The Chairman of the Supervisory
Board and the head of the Supervisory Board's
Secretariat communicate directly with the 
auditor.

The Supervisory Board's connection with the
internal audit is determined by the Board's
statutory control function. Accordingly, the

Supervisory Board approves the working plan
of the internal audit, regularly receives the
reports on audits based on which it can contin-
uously monitor the audit activities, and when
necessary, may request the Audit Department
to carry out extraordinary investigations.

Control of the internal audit 
as a statutory function of the
Supervisory Board 

At the Magyar Nemzeti Bank the compliance
with the requirement of independent internal
audit – on the one hand – means that there is an
audit department operating as an independent
organisational unit under the supervision of the
President of the MNB, the head of which is
appointed and may be recalled by the President
in agreement with the Supervisory Board.

On the other hand the independence of the
internal audit also means that its head and man-
agerial staff members, as well as the auditors,
cannot be commissioned with tasks they can
review afterwards or have others review these.
The auditors commissioned to carry out audits
should be personally and financially independ-
ent from the management of the organisation-
al units under review; nonetheless, the auditors
cannot be ordered to alter or exclude audit-
related statements they make from the audi-
tor's reports.

No person may participate in the audit
regarding whom any reason for exclusion exists.
For example, close relatives of staff members
working at the audited organisational unit, per-
sons who cannot be expected to carry out an
audit in an objective manner, persons requested
to perform a task they previously performed or
managed or review an organisational unit they
previously controlled cannot participate in the
audit activities. In view of the conflict of inter-
est requirement such reasons for exclusion
should be reported by the auditor.
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The Audit Department, as the independent
central body of the internal audit, is controlled
jointly by the Board of Directors and the
Directorate. The department's primarily task is
to support the bank's legal, regular, risk-man-
aged and transparent operation and protect the
bank's and its customers' assets and safeguard
the owner's interests.

In order to perform its primary task, the
department: 

• shall examine whether all organisational
units of the MNB and business associa-
tions, of which the majority owner is the
MNB, comply with the provisions of legal
acts and internal regulations;

• shall discover and investigate errors endan-
gering the interests of the MNB, any pos-
sible misuses or recommends the investi-
gation thereof and informs the manage-
ment of the relevant banking area, the
President of the MNB, the Vice President
responsible for the professional manage-
ment and the Chairman of the Supervisory
Board on such issues;

• in connection with the investigations shall
reveal situations, where MNB could imple-
ment cost-saving measures and improve
the operational efficiency;

• during its investigations shall reveal risks
inherent in the MNB's activities, and in
order to manage such risks assess the con-
trol mechanisms built in the bank systems
and make recommendations for their
improvement;

• shall elaborate the mapping procedure for
the operational risks of the MNB in order
to establish the basis for systematic opera-
tional risk management;

• shall prepare internal regulations for a
business continuity planning system and
monitor its operation;

• having the reduction of risks in mind, shall
express their opinion on the draft internal
regulations and support important IT or

other developments by making recom-
mendations;

• shall make recommendations for the con-
cept of external regulations to be pub-
lished by the MNB;

• shall express an opinion on draft bills relat-
ed to bank activities submitted to the Bank; 

• shall cooperate with the auditor commis-
sioned by the MNB and the State Audit
Office.

As a fundamental tool in the control of the
internal audit, the annual audit plan of the
Audit Department and the annual report on its
activities is approved by the Supervisory Board
after the Directorate accepted them. The audit
plan may be modified and extraordinary audits
may be performed only when approved by the
Supervisory Board.

The head of the Audit Department makes
decisions on whether to implement audit tasks
found in the working plan and the timing of the
audits.

Should extraordinary audits (not scheduled
in the audit plan) be performed on the request
of the bank's employees or the management or
for other reasons, the head of the department is
required to make a proposal on such audits to
the President of the MNB and inform the
Supervisory Board. The Supervisory Board
makes decisions as to the audits scheduled in
the working plan as well as extraordinary
audits.

The implementation of the audit plan is con-
tinuously monitored by the head of the depart-
ment during the year, who prepares a report to
the Supervisory Board on a monthly basis.

The independent internal audit procedure of
the Magyar Nemzeti Bank is determined by a
presidential instruction, regarding the modifi-
cation of which related to the establishment of
the Supervisory Board the MNB considered
the findings and recommendations of the
Supervisory Board. The currently effective
presidential instruction includes the following: 
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• objective of the independent internal
audit,

• legal status, independence, competence of
the Audit Department and rules for con-
flicts of interest,

• commitments of the audited organisation-
al units,

• work methods of the internal audit, audit
methods,

• preparation and implementation of audits,
• rules for writing and reporting the findings

of the audits, recipients of the internal
audit reports and statements,

• implementation tasks resulting from the
audit findings, persons responsible for
implementation, monitoring the imple-
mentation of measures.

There is an Audit Committee at the Magyar
Nemzeti Bank, the chairman of which is the
President of the MNB. Its members are the
Vice Presidents, the managing directors con-
trolling the business areas and the Head of the
Audit Department. The meetings of the Audit
Committee are attended by the auditor of the
MNB as a permanent invitee as well as the
Chairman of the Supervisory Board or a repre-
sentative appointed by him in case of items on
the agenda falling within the competence of the
Supervisory Board.

The Audit Committee discusses the audit
strategy, monitors the implementation of for-
mer decisions and assesses their success.

The tasks of the Audit Committee include the
discussion of the findings of the MNB's audit
system (internal audit, auditor, Supervisory
Board, State Audit Office), monitoring the 
preliminary approval of the annual audit plan.
The Chairman of the Audit Committee makes
decisions with regard to the following:

• further actions to be taken in connection
with action plans not implemented in a
timely manner;

• internal audit findings not accepted by the
person in charge;

• internal audit recommendations affecting
the whole bank and related measures;

• deficiencies experienced during projects and
tender procedures and related measures;

• measures related to the findings of the
auditor and the State Audit Office.

The internal audit reports, audit focusing on
special purpose, minutes and the reports on the
activities of the Audit Department are received
by the President of the MNB, the Vice President
managing the audited organisational unit and
the Chairman of the Supervisory Board.

INTERNATIONAL EXPERIENCE 

During its mandate, the Supervisory Board had
the opportunity to make itself familiar with the
control and supervisory practices of the
Finnish, Swedish, Danish and Portuguese cen-
tral banks.

The delegation of the Supervisory Board of
the MNB visited the Parliamentary Supervisory
Council of the Finnish central bank in 2004. In
early 2006, based on the documentation of the
Bank of International Settlements, they selec-
ted three further central banks for detailed
study. Each of these seemed to welcome the
idea, so the delegation of the Supervisory
Board visited the Swedish, Danish and
Portuguese central banks.

Finland

Preserving earlier Finnish traditions, the
Finnish central bank (Suomen Pankki) is head-
ed by – beside the Board of Directors – the
Parliamentary Supervisory Council (PSC),
elected by the Parliament, whose members are
all members of parliament. The PSC is a multi-
party body. As far as its tasks are concerned –
when compared to the Hungarian solution –, it
has the role of the General Meeting and partly
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the Supervisory Board, while its mandate has a
wider scope (even exceeding that of the Budget
or Economic Committees of the Hungarian
Parliament.)

Thus, it is the PSC that makes recommenda-
tions concerning the members of the senior
management (Board of Directors) of the
Finnish central bank, determines their remu-
nerations, and appoints the deputy of the
Chairman of the Board of Directors (i.e. the
Governor of the Bank). Also, the PSC makes
recommendations concerning the central bank
auditors (natural persons), also to be elected by
the Parliament, which means the selection of
five auditors. These auditors – when compared
to the Hungarian solution – have the role of
the State Audit Office and partly that of the
Supervisory Board. (The Finnish State Audit
Office does not deal with the central bank.)

The PSC regularly conducts hearings in order
to be reported on the execution of the ECB
monetary policy by the Board of Directors, and
submits reports on that subject to the
Parliament. They usually have meetings on a
monthly basis, where, occasionally, with the par-
ticipation of the members of the Board of
Directors, they exchange views on the evalua-
tion of the economic processes and the effects
of the monetary policy of the ECB. At the same
time, concerning the President, the requirement
for independence (independence from the mem-
bers of both the Board of Directors and the
PSC) is fulfilled; however, occasional ex-post
discussions on monetary processes are regarded
compatible with that. Auditors' opinions are also
jointly heard by the PSC and the senior man-
agement in charge of the central bank.

He competencies and tasks of the PSC 
Primarily, the organisation of efficient

money supply and the review of nationally
decided monetary matters, limited to the han-
dling of adequate international reserves (much
higher than the requirements of the ECB).

Also, the members of the PSC exchange opin-
ions on the effects of the monetary policy of
the ECB (e.g. base rate) ex-post.

Constant monitoring of the balance sheet
and the profit and loss statement of the central
bank with the help of the parliamentary audi-
tors, and approval of these after closing the
business year. Although, to supplement the
work of the auditors, the PSC employs external
auditors (Ernst & Young), it is only due to
being urged by Brussels to do so as a result of
the EU-membership. The auditors also rely on
the activity of the internal audit.

Outlining the business plan of the central
bank, with special regard to ensuring the effi-
cient and stable operation of the financial and
capital markets. It is the task of the PSC to
request the supervisory body to provide an
account on their activity. The PSC evaluates the
supervisory activity in its parliamentary report.

Personnel issues, especially in relation to
the senior management and the Board of
Directors of the bank. The Finnish colleagues
emphasised the importance of the principle of
trust concerning personnel issues, thus espe-
cially in the case when, after its members had
been elected, the PSC, together with the gov-
ernment, made recommendations concerning
the person to become the Governor of the cen-
tral bank. The approval of this recommenda-
tion is within the competence of the President
of the Republic. It is also based on the recom-
mendation of the PSC that the remunerations
of the members of the Board of Directors are
determined. 

Outlining the framework of the operation
of the central bank 

Within its budget, the Board of Directors
manages its operation with quite indepen-
dence, also based on the principle of trust.
After joining the Economic and Monetary
Union, the central bank halved the number of
its organisational units. (Currently, apart from
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the headquarters, there are four regional
offices.) This, however, did not originate from
the direct consequences of the EMU acces-
sion, but from the bank's intentions to ratio-
nalise and the diminishing tasks concerning
cash supply (disregarding the single occasion
of currency replacement). (Electronic transac-
tions have increased in volume and the role of
the banking sector has become more domi-
nant.) Although the earlier 800-900-strong
staff have diminished in size by as many as 2-
300 people, currently it is necessary to employ
new colleagues. A reason for this is – among
other things – that e.g. as many as 70-80 col-
leagues travel to the headquarters of the ECB
in Frankfurt to attend meetings of different
organisations and committees at least once a
month. There is an even greater need for core
economic tasks than before, not focussing on
the Finnish context, but much rather on the
processes of the whole of the EMU. EMU
accession in itself can only slightly be expect-
ed to induce downsizing.

The co-operation of the Parliament, the PSC
elected by it, and the Board of Directors formed
on the basis of the recommendations of the PSC
is characterised by constructive debating, a good
example of which is that the PSC and the Board
of Directors do not necessarily have to represent
the same standpoint towards the Parliament. If
they do, that standpoint may have been formu-
lated at the joint meeting of the PSC and the
Board of Directors, which the head of the
Finnish Financial Supervision Authority is also
entitled to attend, with a discussion right. The
minutes of these meetings are secret, and only
the resolution of the court of appeal may give
exemption from this obligation.

The Financial Supervision Authority has an
independent Board, and operates independent-
ly of the central bank. However, it is the central
bank that provides it with the administrative
conditions necessary for its operation, and it is
supervised by the PSC. The inner organisation

of the authority is determined by its core activ-
ities (regulation, financial institutions, financial
and capital markets, and administration). It is
an interesting solution that the internal audit-
ing of the supervision authority is carried out
by the internal audit unit of the central bank.

Sweden

The experience gathered at the Swedish central
bank (Riksbank) is of special importance
because the Board of Directors of MNB chose
this bank as a so-called benchmarking model
organisation, and the reorganisation of MNB
was carried out based on this experience in
early 2006. The choice was motivated by
Sweden's being an EU Member State, but not a
member of the euro-zone, and it was also due
to the excellent reputation of the Riksbank.

The Swedish and the Hungarian regulato-
ry frameworks and practices are identical
in several respects.

The monetary decision-making body is
independent.

The central bank has regular reporting
obligation to the Parliament.

The competent Standing Committee of the
Parliament regularly conducts hearings with
the Governor and the Deputy Governors of
the central bank.

The central bank is supervised by the
Swedish National Audit Office.

As soon as it is summoned, the Parliament
elects the members of the Supervisory Board
(called General Council in Sweden, which,
functionally, is the equivalent of an Executive
Board that can be deemed strong) with a man-
date for the whole governmental term on the
basis of a proposal list reflecting inter-party
consent.

The Supervisory Board holds regular meet-
ings, usually on a monthly basis, it supervises
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banking activities not relating to monetary pol-
icy, and it has self-controlled professional
supervisory capacity. Its members usually seek
to reach a consensus during the meetings.

The remunerations of the members of the
Supervisory Board are determined by the
Parliament. They are obliged to declare their
wealth.

There are rules on the conflicts of interest.

The regulations and practice concerning
control and supervision in Sweden and
Hungary differ in respect of the following:

Within the Swedish central bank, the mon-
etary decision-making body and the body in
control of the organisation is identical, it is the
Executive Board, which has six members, and
no “quasi external members”.

Each member of the Executive Board of
the Swedish central bank (including the
Governor) is appointed by the Supervisory
Board, with a resolution passed with a simple
majority, for six years. Usually, one mandate
expires and one appointment decision is made
each year. (There may be divergences from this
system due to resignations.) Electing the first
Deputy and establishing further details of the
substitution order also fall under the compe-
tency of the Supervisory Board.

The scope of the competency of the
Supervisory Board is wider, complemented
with the following tasks: 

• approval of the Rules of Procedure,
• formal evaluation of the annual leadership

performance of the members of the
Executive Board based on its own audit,
and the determination of their remunera-
tions,

• exercising certain employer's rights in rela-
tion to the members of the Executive
Board (recall someone, shorten the waiting
period subsequent to appointment, etc.),

• approval of the design of banknotes and
coins,

• expressing an opinion on statutory amend-
ments concerning the status of the central
bank; the Executive Board and the
Management Committee discuss each
such proposal,

• proposals on the allocation of the profit
generated at the central bank,

• controlling the Audit Department of the
Supervisory Board.
The Supervisory Board of the Swedish cen-

tral bank has 11 members and the same number
of deputy members to back up each member. (A
deputy member substitutes a board member if
necessary, but may also be present at meetings in
the presence of that board member.) The compo-
sition of the Supervisory Board reflects the com-
position of the Parliament, i.e. the proportion of
parliamentary seats. The government or the
finance minister cannot appoint members.
Approximately half of those nominated by the
individual parties are members of parliament,
while the other half are not. (The Social
Democratic faction tends to nominate members
of parliament, while the other parties have shifted
towards inviting non-MP experts). The
Supervisory Board itself elects its Chairman, and
also its Vice Chairman. The Chairman of the
Supervisory Board is the candidate of the govern-
ment, while the Vice Chairman of the opposition.

Both the Chairman and the Vice Chairman
of the Supervisory Board participate at the
meetings of the Executive Board, including
during the course of monetary decision mak-
ing. They may not put forward proposals or
vote concerning the issues on the agenda, but
may contribute. Participation at the meetings
facilitates the Supervisory Board's evaluation of
performance and the decision on the prolonga-
tion of the six-year term as well. Usually, all the
members of the Executive Board participate at
the Supervisory Board meetings. They also
inform the Supervisory Board on the inflation
and stability reports, and answer queries con-
cerning monetary decisions.
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The Swedish central bank has no external audi-
tors from among the internationally acclaimed
big audit firms. External audit is conducted by the
National Audit Office, and they also provide an
auditor' opinion on the balance sheet.

Internal auditing at the Swedish central bank
is controlled by the Executive Board. Short
reports on each audit are only received by the
members of the Executive Board. However, the
Executive Board reviews the experience gath-
ered through internal audits on the basis of
separate motions approximately three times a
year, which reviews are also communicated to
the leaders of the Supervisory Board, who have
the status of permanently invited members.
Additionally, internal auditors periodically
inform the Supervisory Board of their activity.
They are to provide any information on the
request of the Supervisory Board. In this
respect they do not differentiate between sub-
jects relating to and not relating to the core
activity. At the same time, the Supervisory
Board has its own audit department, the deliv-
ery of which task is commissioned through
public procurement to a team of a renowned
audit firm (currently Ernst & Young). This
audit focuses on the enforcement of the Rules
of Procedure, management procedures adopted
by the members of the Executive Board (pri-
marily in respect of being well-documented
and compliant with regulations), the proposal
concerning the allocation of the bank's profit
and other issues determined annually. The
three audit apparatuses (National Audit Office,
Internal Audit Department, the audit unit of
the Supervisory Board) harmonise their audit
selections and keep each other informed.

In the case of the Swedish central bank, the
Parliament decides on the approval of the bal-
ance sheet and the allocation of the profit. The
Supervisory Board makes a proposal relating to
the latter. When the Parliament has approved
the annual report, it separately votes on dis-
charging the Executive Board and the

Supervisory Board from any liability concern-
ing their activity in the year covered by the
report. (There has been a case when one minor
party voted against it. Denying discharge
would lead to the re-election of the Supervisory
Board, but the Executive Board would not be
re-called in this case, either.)

Members' obligation to declare their wealth
is narrower than in Hungary. The main purpose
is to make interests within financial circles
transparent and not to track accumulation of
wealth. Annual income need not be reported. It
is obligatory to report interests in businesses,
financial assets owned, credit items, and agree-
ments with earlier employers that are still in
force but only over a certain limit of value
(approx. a total of 50 thousand euros). These
declarations of the members of the Executive
Board and the leaders of Management
Committee are public.

Denmark

The importance of the experience gathered at
the Danish central bank (Danmarks
Nationalbank) is underlined by the fact that
Denmark is also a non-euro zone, old EU
Member State.

The Danish and Hungarian regulatory
frameworks and practices are identical in
several instances:

The monetary decision-making body is
independent.

The body with a supervisory mandate con-
sists of external members, whose nomination is
dependent partly on parliamentary decisions,
and partly on appointments by a government
minister.

The body with a supervisory mandate has
regular meetings, usually on a monthly basis. It
supervises banking activities not relating to
monetary policy, and controls internal audit.
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Its members usually seek to reach a consensus
during meetings.

The head of the central bank is appointed
by the head of state based on the prime minis-
ter's proposal.

In respect of control and supervision, the
Danish and Hungarian regulatory frame-
works and practices differ in the following:

Within the Danish central bank, the mone-
tary decision-making body and the body in con-
trol of the organisation is operatively identical, it
is the Board of Governors of three members,
which has no “quasi external” members.

With the exception of the Chairman, the
Governors of the Danish central bank are
appointed by the Board of Directors, a body of
supervisory character, with a majority vote.
Governors (including the Chairman) are
appointed for unlimited tenures; the tenure
expires when the Governor turns 70 years of age.

Additionally, the competencies of the
Board of Directors, a body of supervisory char-
acter include: 

• approval of the decree on the execution of
the National Bank of Denmark Act (which
also needs the endorsement of the Minister
of Economic and Business Affairs),

• decisions on important organisational
issues, such as branch opening and closing
times, and the adoption of remunerational
and pension regulations (relating to
Governors as well),

• control of the whole activity of internal
audit,

• approval of the annual balance sheet and
the allocation of profits, which is to be
reinforced by the Minister of Economic
and Business Affairs.
The Board of Directors of the Danish cen-

tral bank has 25 members. Eight of them are
elected by the Parliament. Two members are
appointed by the minister appointed Royal
Bank-Commissioner by the prime minister (the

post is usually filled by the Minister of
Economic and Business Affairs). The prime
minister usually nominates his own permanent
secretary of state and the permanent secretary of
state of the Ministry of Justice. (The law
requires that out of the two persons appointed
by the prime minister, one be an economist and
one a lawyer.) Further members are elected and
recalled by the Committee of Directors in
power in the following manner: each year three
members' mandates expire, and new members
are elected from among the notables of the busi-
ness and the scientific communities and trade
union leaders, always for a term of five years.
The Board of Directors holds meetings quarter-
ly and when there are vital issues on the agenda,
the meeting is chaired by Minister of Economic
and Business Affairs. At these meetings, they
make important decisions within their compe-
tencies relating to the operation of the organisa-
tion, deal with internal audit reports, and, also,
the Governors of the central bank and the mem-
bers representing the political and business com-
munities and trade unions exchange views on
the Danish economic situation and the effects of
worldwide processes. Each item on the agenda is
negotiated after a preliminary discussion about
it by the Committee of Directors.

The operative body of the Board of
Directors, usually meeting monthly, is the so-
called Committee of Directors, formed of
seven members of the Board of Directors. The
two members of the Board of Directors
appointed by the Royal Bank-Commissioner
(i.e. the permanent secretaries of state of the
Ministries of Economy and Legal Affairs)
automatically become members of this body,
whose competencies are the most similar to
those of the MNB Supervisory Board, while
further five members are elected by the Board
of Directors each year. One of them is a repre-
sentative of a ruling party, and one of an oppo-
sition party in the parliament, and three are
other members of the Board. (Typically one
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represents the business, one the trade union,
and one the professional community.) The
members elected for one year can be and often
are re-elected. The Chairman of the Board of
Directors and the Chairman of the Committee
of Directors is currently the same person
(legally, it would be possible for two different
persons to hold these posts), and has had this
function for over a decade. (The current
Chairman is a university professor.) A Vice
President is also elected. (Currently, it is the
state secretary of the Ministry of Economic
and Business Affairs). The Minister of
Economic and Business Affairs may be present
at the meetings, crucial issues may only be
decided on in his presence. 

The Committee of Directors appoints the
leaders of different ranks of the central bank
based on the recommendations of the Board of
Governors.

Usually, all the Governors participate at the
meetings of the Board of Directors and
Committee of Directors.

At the Danish central bank, external audit is
executed by two auditors appointed by the
Minister of Economic and Business Affairs.
The National Audit Office is not entitled to
audit the central bank.

At the Danish central bank, internal audit,
currently engaging seven employees, operates
under the control of the Board of Directors, a
body of supervisory character. They inspect the
whole activity of the central bank. The Board
of Directors decides on selecting the head of
internal audit, and exercises employer's rights
in relation to this person. The Board of
Directors approves the annual audit plan. The
audit plan proposal is made on the basis of risk
analysis, which the Committee may only sup-
plement, at the most. The leaders involved
receive reports on the audits that have been
carried out. Internal audit prepares overall
quarterly reports on the evaluation of the risk
managing practice of the central bank, and the

practical implementation of the procedural and
control processes in consideration of the audits
carried out. (There exists no annual report.)
These reports are discussed by the Board of the
Governors, then the Committee of the
Directors, and finally, based on the recommen-
dations of the latter, the Board of the
Directors, which eventually approves them.
Internal audit also audits the balance sheet and
issues a declaration on it.

Within the organisational structure of the
central bank, there is a currently eight-member
audit organisation dealing with operative risk
management and compliance with the rules,
which is below the Board of the Governors in
the hierarchy. One of the main tasks of this unit
is risk assessment in the broader sense, and the
preparation of a risk map and risk rankings on
the basis of it. Risk management is supervised
and evaluated by internal audit, and may be
overruled by internal audit when it compiles its
own audit plan. 

Those responsible for the three different
kinds of audit activity co-operate with each
other, harmonising their activities.

At the Danish central bank, decisions on
approving the balance sheet and allocating the
profit are made by the Board of Directors.
Neither the Parliament, nor the National Audit
Office plays a part in this. However, the deci-
sions need to be endorsed by the Royal Bank-
Commissioner.

Members are not obliged to declare their
wealth, there only exist regulations in relation
to conflict of interests.

Portugal

The experience gathered at the Portuguese cen-
tral bank (Banco de Portugal) is not only
important because the circumstances of
Portugal are similar to those of Hungary in
several respects (e.g. territory, population and
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economy), but also because – unlike Sweden
and Denmark – Portugal is a member of the
European Monetary Union. 

The bank that was established 160 years ago
has only been operating in accordance with the
current principles within its current legal frame-
work since its nationalisation in 1974, even
though the privately owned company limited by
shares had functioned as the central bank of the
Portuguese state since the early 20th century.
The Republic of Portugal is a member of the
European Monetary Union and thus the euro
has replaced its earlier national currency, the
escudo. Consequently, the Banco de Portugal no
longer has tasks relating to monetary policy.
However, it has euro notes produced by a pri-
vately owned company of a significant size, spe-
cialised in this field, within the framework of a
joint venture, and puts them into circulation
them together with the euro coins that are mint-
ed by order of the Treasury of Portugal. This and
the fact that the supervision of the whole finan-
cial sphere is a task of the central bank (essen-
tially corresponding to the authority of the
Hungarian Financial Supervisory Authority,
PSzÁF), justify that the staff include as many as
1600 people. For the same reason, the Banco de
Portugal has agencies in six towns and has its
own logistics centre. 

Despite the similarities deriving from the
role of central banks, the Portuguese and
Hungarian regulatory frameworks and
practices differ in several respects owing to
the fact that Portugal is a member of the
euro-zone:

As a result of the EMU membership, no
monetary decision-making body operates with-
in the Portuguese central bank. Pursuant to the
Organic Law of the Banco de Portugal, the
main tasks of the bank are: 

• the right to express an opinion and a de
facto veto right when approving the bal-
ance sheet of the Banco de Portugal,

• safeguarding and management of the for-
eign currency stocks and the very signifi-
cant gold stock,

• mediation of the international financial
relations of the state,

• safeguarding of the stability of the pay-
ment system and, deriving from this, the
function of final creditor (last resort),

• counselling provided for the government
on economic and financial issues within its
competency.
The role of the Parliament is limited to

legally defining the role of the central bank and
the conditions of its operation, in other words,
legislation does not supervise the activity of the
central bank beyond passing and possibly
amending the Organic Law of the Banco de
Portugal.

Even though the Parliament (or its compe-
tent committees) is entitled to conduct hear-
ings with the Chairman, the Board of
Directors, the Supervisory Board, and its mem-
bers, it hardly ever exercises this right. Only
hearings with the Chairman have been con-
ducted. Thus, the central bank is not obliged to
present regular reports to the Parliament,
which usually seeks to be informed by the gov-
ernment or the Minister of Finance, or is pos-
sibly only informed by consulting the public
annual report of the bank.

Almost all supervisory, regulatory, and
reporting tasks and obligations of the Banco de
Portugal are concentrated at the Ministry of
Finance. Thus, based on the recommendation
of the Minister of Finance, it is the government
that appoints the Chairman of the bank and the
other members of the Board of Directors, the
Supervisory Board and the so-called Advisory
Board. As there is no organisation similar to
the Hungarian State Audit Office in Portugal,
the organisations of the central bank appointed
by the government have reporting obligation to
the Ministry of Finance.

The Supervisory Board has three members
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appointed by the Minister of Finance, and one
member elected by the staff of the bank.
Pursuant to the appointment criteria, apart
from the Chairman of the Supervisory Board,
who has a veto right, one appointed member
must be a chartered accountant, and another a
renowned economist. Appointment is for three
years, but as our hosts pointed out, the current
Supervisory Board had only been the third in
the past 30 years, and it had been functioning in
its current set-up for more than 10 years.

The Supervisory Board holds regular,
monthly meetings, and its Chairman also par-
ticipates at the weekly meetings of the Board of
Directors. In the course of their activity, they
primarily rely on the work of the internal audit
department, but the accounting department of
the bank also directly reports to them in certain
cases. Also, they closely cooperate with the
independent external auditor, currently PWC.
They chose the external auditor from a recom-
mended list provided by the European Central
Bank, and their appointment is for an unde-
fined period. Another regular task of the
Supervisory Board is to undertake physical
checks of the assets of the bank, primarily its
foreign currency and gold stocks, once a year.
Apart from the tasks derived from the
European Central Bank, the Supervisory Board
has supervisory competence over any instances
of the activities carried out at the Portuguese
central bank (even including the inspection of
excessive accumulation of wealth of staff mem-
bers).

The remunerations of the members of the
Supervisory Board are determined by the
Minister of Finance appointing them, while the
salaries of the Chairman of the bank and the
members of the Board of Directors are deter-
mined by the Supervisory Board.

The usual regulations in relation to conflict
of interests apply to the members of the
Supervisory Board (and naturally, to the mem-
bers of the Board of Directors as well). They

are obliged to declare their wealth to the
Minister of Finance, but the declarations are
not public.

The further Portuguese characteristics can
be summarised as follows:

• when joining the euro zone, the Organic
Law of the Banco de Portugal, which had
been in effect virtually since the nationali-
sation in 1974, was amended, and conse-
quently all the tasks related to the ESCB-
membership were removed from the
national supervisory system, thus the
Supervisory Board has no competence
whatsoever concerning these issues;

• as part of the supervisory tasks concerning
the whole Portuguese financial system, the
Supervisory Board of the Banco de
Portugal supervises the operation of three
state funds (Deposit Guarantee Fund,
Integrated Mutual Agricultural Credit
System, Agricultural Guarantee Fund) on
the basis of government delegation; while
the Chairpersons of these funds are mem-
bers of the Board of Directors of the bank;

• generally, it can be stated that the Board of
Directors and the Supervisory Board quite
closely cooperate with the operative man-
agement of the Banco de Portugal, practi-
cally on a day-to-day basis, which is also
indicated by the head of the Chairman's
office managing the Secretariat to the
Boards (i.e. the Board of Directors and the
Supervisory Board) as well.

Formally, the Supervisory Board does not
control the activity of internal audit. Internal
audit does not have reporting obligation on the
results of its activity to the Supervisory Board,
but to the Board of Directors. Still, there are
quite strong informal connection points
between the Supervisory Board and internal
audit, as the Supervisory Board mostly relies on
internal audit reports when carrying out its
activity.
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The internal audit department has 16 auditors,
besides whom two managers and two technical
staff members belong to the thus 20-strong
department. They prepare an annual plan to out-
line their activity, which usually stipulates 45
audits per year, divided into seven audit themes.
Unlike at the MNB, no units of measurement are
attached to any of the audit themes either in
advance or in retrospect, (e.g. “auditor's days”).
The classical risk approach is applied when audit
tasks are determined. The general central bank
audits are conducted in compliance with IAS, but
the assessment of IT risks is treated separately, as
a prominent area. (A separate IT committee
operates within the bank).

As part of the supervisory tasks concerning
the whole financial institutional system, central
bank special purpose audits are conducted at
financial institutions countrywide, even on
authorities' or courts' requests on occasions.

Internal audit has formal reporting obligation
only to the Chairman of the bank, but usually
also sends the reports to the Supervisory Board,
which, in turn, regularly calls upon internal
audit to carry out different inspections.

One of the operative tasks of internal audit is
to compile the annual report of the bank in co-
operation with the accounting department. Our
hosts explained that the reason for this was that
they regarded the reputation of the bank and
safeguarding it as the main risk factor. Naturally,
the final draft of the annual report is approved by
the Board of Directors, in agreement with the
Supervisory Board, who submits it to the
Minister of Finance, and thus to the government.

The internal audit department may also con-
duct special purpose audits based on special
requests from the external auditor. Apart from
the co-operation in compiling the annual
report, they hold consultations in person once
or twice annually.

Also, the European Central Bank may and
occasionally does call upon internal audit to
conduct different special purpose audits main-
ly relating to the circulation of euro notes and
coins. 

SUMMARY 

Summarily, it can be stated that the regulatory
frameworks of the central banks of the old
EU Member States outside the euro zone
(also considering the situation of the Bank of
England, not mentioned above) are identical
in the sense that firstly, they all have inde-
pendent monetary decision-making bodies,
and secondly, concerning non-monetary oper-
ation, separate – continuous and external –
control is exerted through the activity of a
monitoring, supervisory body which consists
of people that are not employees of the central
bank in each case. Consequently, the institu-
tion of the MNB Supervisory Board is defi-
nitely in harmony with the prevailing practice
within the EU. However, it would be expedi-
ent to further refine the regulatory framework
of its operation with regard to international
experience and future requirements in the
euro zone.



BIBLIOGRAPHY REVIEW – Books

148

Barry Eichengreen

Financial crises: 
how can we 
counter them?

NATIONAL TEXTBOOK (NEMZETI TANKÖNYVKIADÓ) 
PUBLISHING HOUSE, 2005

AFollowing the sweeping crises of 1997–99 the
issue of financial stability has become one of
the central problems of international finances
for both researchers and decision makers. After
the Asian crisis and the subsequent Russian
and Brazilian collapse many feared that the
events came to jeopardise the system of global
capitalism1. What happened generated numer-
ous theories on how to avoid future shocks of
the same kind, and how to mitigate exposure
brought about by international movements of
capital.

In the present volume Barry Eichengreen,
professor at Berkley University attempts a sum-
mary of the efforts made by the international
community in the area of crisis prevention and
crisis management, i.e. investigating how much
more stable our current financial system is than
the a decade before. Two series of lectures
served as the basis of the book, held in
2001–2002 in Göteborg and Helsinki. The

structure of the lectures segments the book into
six chapters. In the first three the author dis-
cusses the main issues concerning crises, crisis
prevention, and crisis management, and in the
fourth he presents, through summing up the
experience of the Argentine, and the Turkish
crisis how these difficulties emerge in econom-
ic policy practice. In the last two chapters he
outlines the desirable direction of the reform of
the international financial system, and warns of
the still outstanding problems. In what follows
I will first summarise the book’s main lines of
thought, then go on to highlight their
Hungarian relevance.

The inevitability of crises is the most
important statement of the first chapter.
Eichengreen claims that crises are the by-prod-
uct of a financial system as ‘financial markets
essentially trade with information, and infor-
mation is, by its very nature, asymmetric and
incomprehensive. News travels around accord-
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ing to no predictable schedule, and the market
responds immediately to its unpredictability.
Thus it is inevitable that the price tag of finan-
cial instruments should change once in a while.
That happens sometimes so inadvertently that
it poses a threat to the financial system and the
stability of the economy.’ (p 14)

The necessity of crises is confirmed by his-
tory. The last two centuries have seen regular
crises of indebtedness and foreign currency, the
only difference was in the number of occur-
rences. The present system is different from
the previous ones in that destructive twin-
crises are more frequent, meaning that foreign
currency and banking crises take place at the
same time. The main reason according to
Eichengreen is the combination of a high rate
of capital mobility, and political democratisa-
tion: for governments securing external equi-
librium is but one objective among the many,
and is easily superseded by short-term political
considerations. That significantly reduces the
credibility of fixed exchange rates, and thereby
raises their vulnerability.

If one accepts crises to be inevitable, the
only question remaining is the extent to which
one manages to increase protection against
them. The second chapter of the book focuses
on crisis prevention, where Eichengreen claims
significant progress has been made over the last
years. One proof of success is that in 2001 the
securities of the emerging countries became
independent from Argentine bonds, so that the
Argentine crisis eventually did not trigger
another pandemic in international markets.
That means that investors can better distin-
guish between securities of emerging countries
than they did in the last decades.

Eichengreen puts down the weakening of the
contagious effect to greater transparency that
enables investors to make informed decisions,
and thus reduces the risk of panic responses
resulting from uncertainty. Greater transparen-
cy experienced all over the world justifies the

efforts of international financial organisations
at designing/elaborating and disseminating a
variety of standards2.

Whilst recognising the progress made, the
author has serious reservations concerning the
general applicability of international standards
as nothing seems to justify the assumption that
developing countries need the same standards as
the most developed ones. The problem deserves
attention all the more since the standards are
primarily elaborated by representatives of G7
countries. If they do not know the alternative
economic systems, they may underestimate
their chances of survival. In an environment of
low trust the prohibition of in-family lending or
portfolio concentration may undermine the
only livable channel of economic transactions,
and may thus do more harm than good.

The above considerations shed light on the
importance of institutional coherence. If they
weaken some components of a given system,
they will thereby significantly deteriorate the
effectiveness of the remaining elements, too.
To overcome the problem, Eichengreen recom-
mends more general regulation than so far,
which means that if people use more lenient
standards in one area, it must be compensated
by more rigour in another area. E.g. permitting
greater portfolio concentration must be fol-
lowed by higher capital requirements than what
the Basel Committee stipulated. 

The issue of institutional coherence is
inevitable also upon extorting standards since
the introduction of a given set of rules is worth
very little without a board of judges that are
able to apply the rules.

The importance of background institutions is
given particular importance even in the part of
the book that discusses exchange rate policy. The
dilemma of the vulnerability of a fixed exchange
rate and the volatility of the floating exchange
rate is increasingly resolved by the introduction
of full compliance with inflation targets all over
the world. This system, however, can only work
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besides strict discipline that is not necessarily
given in a developing country. The most impor-
tant condition is to ensure fiscal equilibrium,
whose absence would disable commitment to
price stability and would thus undermine the
credibility of compliance with inflation targets.
The most important condition is to ensure budg-
etary equilibrium. Freeing up exchange rates may
be dangerous in a country that is indebted in for-
eign currency because a possible devaluation of
the currency could significantly increase the
country’s debt service. Moreover, a volatile
exchange rate would encourage both the popula-
tion and businesses to keep their money in for-
eign currency thereby slowing down the growth
of the market of instruments denominated in the
domestic currency.

Eichengreen’s suggestions highlight the main
dilemma of crisis prevention based on standards:
in the least developed countries the introduction
of the best international solutions may render
these countries even more exposed to crises
rather than stabilising them. We do not know
the institutional level where these rules already
really help, and know even less about how devel-
oping countries may get there. However, insist-
ing on practice different from international
results in higher exposure-related costs, which
in fact further deteriorates the chances of access
to international resources, and may thus slow
the convergence of these countries.

The necessity of crises and the numerous
unresolved problems of crisis prevention
makes crisis management inevitable, and that is
what forms the subject of chapter one. The
author finds that very little has been done in
the past period in this area. The chief dilemma
of crisis management is the role of the
International Monetary Fund. Financial con-
solidation through rescue packages has created
serious moral exposure in the system for both
investors and governments. For investors aid
means that they can minimise the potential
losses on their risky investments, thus they are

no longer interested in prudent lending. And
governments may stick to their unsustainable
economic policies, and the country is becoming
increasingly vulnerable. The bill is paid by the
country’s taxpayers and consumers through
the austerity measures introduced as a result. 

The main dilemma concerning aid or rescue
packages derives from the problem that liquidi-
ty and insolvency crises are extremely hard to
distinguish. While with a liquidity crisis IMF
loans may contribute to calming down
investors, in an insolvency the aid only regroups
resources from debtors to creditors, from
domestic organisations to foreign ones. When
making its decision, the Monetary Fund has to
deliberate whether the loan in fact helps the
country to get back on track or only serves to
pay off some more creditors, thereby encourag-
ing even more intensive refuge of capital.
Investors will only stay when they see that
uncertainty of economic policy reduces. And
that – so Eichengreen assumes – only takes
place if the electors of the given country are also
in favour of the reforms. Loans may diminish
the sacrifices to be made for the sake of the
reforms so that commitment should not thaw
away. Social support and political commitment,
however, are rather difficult to measure accu-
rately, and so in a crisis the Monetary Fund is
under serious pressure to lend. Eichengreen
sees that pressure further increased by the fact
that virtually no progress has been made in cri-
sis management based on involvement of the
private sector. Agreement on debt re-schedul-
ing with creditors is reached very rarely, and
even when that happens the first move is to sus-
pend disbursements. The author claims that one
reason is the threat of litigation that may inflict
further damage on the given country e.g.
through seizure of the state’s foreign assets.
The other reason is fear of the pandemic effect
that may destabilise the financial system.

As a result of the above the main recommen-
dations with regard to the international finan-
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cial system concern the change of the role of
the Monetary Fund. For those in favour of the
status quo it would be sufficient if the
Monetary Fund could more resolutely refuse to
lend to countries that do not deliver the rele-
vant criteria. That, however, says Eichengreen,
would not solve the fundamental problem of
the existence of the pressure to lend. Radical
suggestions include the creation of an interna-
tional court of bankruptcy that would be
empowered to rule in disputes concerning state
debts. Critics, on the other hand voice their
fear that such an institution would significant-
ly reduce the role of market mechanisms, and
could render the resources required for devel-
opment for emerging markets massively more
expensive. Eichengreen is an advocate of the
golden mean, which stands for the more fre-
quent application of re-payment holidays and
the introduction of joint action clauses, both
approved by the IMF. Those solutions could
promote the more effective involvement of the
private sector in crisis management, providing
a framework to smoothing the conflict
between debtors and creditors.

In chapter four the author demonstrates
the economic policy relevance of theoretical
considerations through the experiences of the
most recent crises. Argentina and Turkey used
to be the example countries of the Washington
consensus in the mid-1990s having stabilised
their price level through fixing their exchange
rates following lasting financial disturbances. In
Argentina they introduced a USD based foreign
exchange chart, while in Turkey they instituted
the crawling peg against a USD/Deutschmark
based basket. Following initial success the
unfinished fiscal consolidation failed to slow
down inflation to the expected rate eventually
resulting in the increasing real value of their
currency, and thus in weakening competitive-
ness. A fundamental dilemma developed
between the required adjustment of the
exchange rate, and the credibility of the stabili-

sation process. Therefore the two countries
became vulnerable to the deterioration of exter-
nal conditions, which materialised in the form
of rising oil prices, strengthening USD, and 11
September. The slowing down of the world
economy raised doubts concerning whether
these countries can finance their debts through
their exports. When capital began to flee they
freed up the exchange rate in Turkey, which
brought about 50% devaluation and an explo-
sion of debts. The IMF placed a loan in return
for a rigorous budget targeting a 5% surplus.
That brought peace back to the market, interest
rates began to drop, greatly easing the costs of
fiscal adjustment. In Argentina, in order to
maintain credibility they did not abandon the
foreign currency chart, but imposed drastic
restrictions through the zero-deficit law
(including the 13% reduction of public sector
salaries and of pensions). These measures trig-
gered the predictable political resistance to an
extent where they jeopardised the sustainability
of the entire programme. Capital flight contin-
ued, unrest and bank panic ensued causing the
International Monetary Fund to suspend its
loans. The solution was the abandonment of the
foreign currency chart and a debt moratorium.

Eichengreen claims that the difference
between the two countries was that in Turkey
the devaluation of their currency gave an impe-
tus to competitiveness, while in Argentina
insistence on the foreign currency chart inten-
sified the recession, and that further deepened
the crisis. The reason for the different decision
of exchange rate policy was that while in the
latter case the only pledge of the credibility of
economic policy was the foreign currency
chart, in Turkey the flagging of EU member-
ship ensured much greater social backing to the
reforms, thereby contributing to greater credi-
bility. 

Drawing the appropriate conclusions from
the two cases Eichengreen states numerous les-
sons that add further shades to the doubts for-
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mulated in the theoretical part concerning the
results achieved in preventing and managing
crises. The lack of fiscal consolidation under-
mined the success of exchange rate based sta-
bilisation in both countries, froze higher than
desirable inflation, which brought real-term
appreciation and dropping competitiveness.
Although the voluntary debt-swaps instituted
when the crisis broke out freed the countries
from the pressure of immediate repayment,
they rendered future financing of debts more
difficult, and further shrank the credibility of
long-term budgetary adjustment. That situa-
tion was particularly unsuitable for attempts at
involving the private sector as market actors
were not willing to place new loans to countries
in crisis, and expected instead aid to be chan-
nelled by international organisations.

After summarising theoretical and eco-
nomic policy experience, in the fifth chapter
Eichengreen suggests a possible direction for
the reform of the international financial sys-
tem. He repeatedly emphasizes that using
international standards in the least developed
countries may, instead of preventing a crisis,
generate one, and may slow down development
as a result. In these countries it should be given
consideration if capital limitations should be
maintained until their institutions mature to a
point where they can survive in an open envi-
ronment. In his suggestion for crisis manage-
ment Eichengreen argues again for golden-
mean type solutions, and the introduction of
clauses of sharing whereby the lending pressure
on the Monetary Fund and the moral exposure
inherent in the system could be eased. That,
however, would require the changes in national
legislation and statutes of the IMF, which
requires political will and joint action.

In conclusion Eichengreen warns of the
problems of the reform processes of the inter-
national financial system. Amidst a wave of
recommendations concerning crisis prevention
the problems of the poorest countries are not

given the attention they deserve, and thus the
new standards would raise new obstacles in the
way of the development of these countries. On
the other hand, between the two extreme ver-
sions of the reform, the maintenance of the sta-
tus quo, and politically unrealistic radical rec-
ommendations, much less attention is focussed
on golden-mean type solutions, which signifi-
cantly hampers the possibility of progress.

Eichengreen’s book discusses current
debates, issues on international financial sys-
tems in a balanced fashion void of any preju-
dice. He illustrates that financial liberalisation
can only contribute to growth at very strict
conditions. If an emerging country is to escape
crises, it must operate rigorous macroeconom-
ic policies and a stable network of institutions.
Until it has these conditions in place, liberalis-
ing capital flow could be a major source of dan-
ger in these economies. During the period
elapsed since the completion of the book that
fact has been proven even on an empirical
basis3. 

However, recognising the importance of
institutions does not mean having the recipe
for preventing crises. One of the most impor-
tant merits of the book is proving how little
we know of the way in which the necessary
institutions should be built. It is not just about
borrowing standards, but also about a coher-
ent system where the individual elements rein-
force one another’s effect. And that makes the
obtainment and maintenance of political sup-
port indispensable. That factor raises further
concerns regarding the applicability of simple
recipes.

The book’s chief messages are particular-
ly topical for Hungary. One realises that crises
are the by-product of the financial system, and
defence/protection at a national level cannot
be substituted by a possible reform of the
international system. The irresponsible use of
the global abundance of liquidity resulted in
huge amounts of budgetary deficit, rendering
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the Hungarian economy extremely vulnerable
to processes of world economy as illustrated
by the exceptional sensitiveness of the
Hungarian currency to any volatility in the
world economy4.

Of course crises are rather difficult to pre-
dict5, thus nobody can know in the case of
Hungary how long these processes are sustain-
able. At any rate, one thing is for certain: the
global abundance of liquidity will not last for-
ever. Forecasts of the next crises suggest the
adjustment of the US’ adjustment in its balance
of payment, and China’s possible slowing
down to bring about changes in the world
economy. Goldstein’s (2004) analysis sees three
ways which uniformly place Hungary among
the five most vulnerable countries in the world
economy if such a scenario should materialise:
a general rise in interest rates could seriously
increase the country’s debt service, the devalu-
ation of the USD may lead to the excessive
strengthening of the HUF, and thus to shrink-
ing competitiveness, and growing uncertainty
may cause the country to come first among vic-
tims of a possible pandemic due to its poor
macroeconomic indicators.

Eliminating vulnerability requires budgetary
consolidation. Consolidation, however, means
more than mere stabilisation: long-term equi-
librium may only be ensured through institu-
tional reform. Although there is little attention

in the book concentrated on budgetary institu-
tions, the importance of rules is well known
even in this area6. These rules, however, can
only operate besides political commitment, and
societal support, without which balanced budg-
ets are not possible to operate on the long
term. Gaining and re-gaining the trust of soci-
ety is therefore one of the key conditions of
consolidation. That necessitates on the one
hand the design of professionally credible
reform steps rather than hasty extemporisa-
tion, and initiating social dialogue on these
issues rather than applying the method of
reform-dictatorship. 

By translating Barry Eichengreen’s book
into Hungarian, and publishing it, the Nemzeti
Tankönyvkiadó Publishing House has truly
made up for a deficiency. Even though the issue
of crises is presently one of the most popular
subjects of international financial literature,
and is especially topical for Hungary, very little
technical literature is available in Hungarian.
Thus we hope that the book will be followed by
others. The recensionist would like to recom-
mend Sándor Lámfalussy’s book of a similar
subject providing a detailed discussion of the
crisis of the 90s aptly complementing
Eichengreen’s work targeted chiefly at a more
erudite readership.

Dóra Gyõrffy 

NOTES

1 Soros reflects the contemporary mood (1998)

2 The 12 standards deemed to be the most important by
the Financial Stability Forum are as follows (the names
of the author organisations are given in brackets): 
1. The collection of the best procedures to ensure

the transparency of financial policy (IMF) 
2. The collection of the best procedures to ensure

the transparency of fiscal policy (IMF) 
3. General data-publication system (IMF) 

4. Procedures for insolvency, liquidation, or bank-
ruptcy (Worldbank)

5. The basic principles of corporate leadership
(OECD) 

6. International Accounting Standards (IASC)
7. International financial audit standards (IFAC) 
8. The basic principles of the operation of system-

ically important payment systems (CPSS)
9. Forty recommendations to prevent money laun-

dering (FATF)
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10. The basic principles of effective bank supervi-
sion (BCBS) 

11. The basic principles of securities control
(IOSCO) 

12. The basic principles of insurance supervision
(IAIS).

3 See Prasad et al (2003) and Kose et al (2006).

4 That sensitiveness is presented in detail by the analy-
sis by the International Monetary Fund’s through a
description of the fluctuation of the Hungarian
Foring over the last 3 years. See IMF (2006).

5 On the difficulty of forecasts see Berg et al (2004).

6 See Kopits (2004), and on the Hungarian system
Gyõrffy (2005).
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Gábor Papanek

Knowledge flow, 
legal certainty,
cooperation 
The invisible resources of the 
development of the Hungarian 
economy

AULA PUBLISHING HOUSE, 2006

IIt is quite rare that a three-word headline
should tell almost all about a book that the
reviewer holds in his hands. However, Gábor
Papanek’s book is of this kind, so here again we
can claim that the good choice of title is half
way toward success. But the author has chosen
a challenging subject for his book, otherwise
submitted and accepted as his doctoral disser-
tation: a library full of books have been written
about the resources of economic growth.
Research institutes, economic forecasters are
trying to identify, and competitiveness analysts
project the effect of economic welfare as an
indicator of national economies. The issue of
economic growth, and development goes back
to the classic figure of economics: Adam Smith.
Gábor Papanek attempts to prove with empiri-
cal investigations based on theoretical funda-
ments that in the early 21th century some
‘invisible resources’ rarely discussed in tradi-
tional (thus: neoclassical) growth theories have

become the most important engines of rapid
economic growth i.e. mostly immaterial factors
hard to quantify and working their effect in the
corporate sector indirectly rather than directly
through local/environment related features. 

In the first chapter of the book the
author presents the external and internal con-
ditions of the probable growth curves of the
Hungarian economy, and the perspectives of
successful EU integration. All that effort is
built on the longer-term forecasts of GKI
Economic Research Institute Ltd., the
author’s employer. Taking account of the dis-
appointing demographic forecasts, and the
inevitably very slowly improving statistics of
capital supply he comes to the conclusion that
the two most important factors in neoclassic
growth theories, i.e. capital and work will
hardly be able to boost the Hungarian econo-
my and help it in its convergence efforts.

The treatise investigates three sets of issues
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of outstanding importance from the point of
view of the future of the national economy:
innovation, legal certainty, and faster growth
and better efficiency expected of the more
intensive cooperation of small and medium
sized enterprises. 

Based on that concept, the author conse-
crates the second chapter to innovation regard-
ed as the most important factor of economic
progress in accordance with the school called
evolutionary economics. The analysis, based on
the methodological recommendations of the
OECD attempts to prove that our progress
may only be speeded up as soon as we manage
to improve the dissemination of innovation-
related knowledge, and accelerate the pace of
knowledge flow. The author comes to the con-
clusion that the source of the problem both in
Hungary and in the entire European Union is
the so-called European paradox. It is in vain for
the developed countries of the EU spending on
R+D at rates close to the global average, and it
is in vain achieving world famous results and
publications if they fail to reflect sufficiently in
economic innovation, and especially in the
speed at which they are applied in practice. The
same fault between science and practice is even
more tangible in Hungary where in fact R+D
expenditure is magnitudes smaller than in lead-
ing-edge Scandinavian countries. The author
expects three processes to contribute to the
acceleration of knowledge flow: development
of a fully or at least more innovation friendly
attitude in the corporate sector, the extension
of the area of applied research, and govern-
ment’s enterprise-friendly economic policy
promoting science, and innovation. It provides
a set of recommendations most of which the
reader will agree with. There are, however, con-
testable statements as well. The debate in the
Academy and the press in recent months sug-
gests – somewhat contradicting the author’s
view – that the transformation of the R+D
institution system and the establishment of the

National Research and Technology Agency
(Nemzeti és Kutatási és Technológia Hivatal)
do not prove to be undoubtedly successful.
The same statement holds for the effects to
date of the Act on the Research and
Technology Innovation Fund (Kutatási és
Technológiai Innovációs Alap).

Gábor Papanek introduces the third
chapter by a statement that takes the reviewer
by surprise. In traditional half-yearly surveys
by the GKI Ltd. the respondent companies
have, for years, ranked unfair (unlawful) com-
petition practices among the most significant
factors hampering growth. Even though in my
view that comment reflects the grievance of
those lagging behind in competition for some
reason, one has to agree with the following
statement by the author: ‘in the eastern
European transition countries the rights, and
the increasingly comprehensive implementa-
tion of the legislation determining the struc-
ture of the economy, especially property law
and contract law are also a decisive factor of
development’. (p. 84) The chapter describes
the effect of red tape on the Hungarian entre-
preneurial spirit based on international investi-
gations, and empirical information, presenting
a picture of limited attraction about domestic
practice. The section discussing the relation-
ship of legal certainty and economic growth
has novelty value. Here the author analyses the
reasons of corruption, unfair business prac-
tices, and abuse of economic regulations, then
goes on to discuss ways in which business
morals could be improved. The author himself
is not overly optimistic in this regard when
saying the following: ‘we do not yet have a
clear image on possible scenarios for, and the
effective methods of the fight against corrup-
tion (despite the importance of the efforts
described above)’. (p. 110)

The fourth and final part of the book bears
the title ‘Creating the cooperative organisation-
al structures’. The central message of the author



BIBLIOGRAPHY REVIEW – Books

157

relates to the operation and economic signifi-
cance of small and medium sized enterprises,
but discusses that issue in the context of coop-
eration, and the local and regional structure of
the Hungarian economy, and the development
of networks. Building on the fundaments of
technical literature, he states that ‘in modern
market economies the production sector is more
than just a random set of isolated companies
fighting each other…especially the competitive-
ness of small and medium sized enterprises is
increasingly dependent on cooperation among
companies and company groups (p. 126) I find
the section that brings statistics in support of
the difference of the local position and the
regional distribution of SMEs a novel feature,
and I fully agree with the author saying that in
Hungarian economic policy the strengthening
of regional approaches would be quite practical
for a variety of reasons. As the author himself
says: ‘… the measures promoting regional devel-
opment must be initiated in a greater proportion
at the level of the regions’. (p. 139) No one can
contest the author’s point who claims that nei-
ther the National Development Plan (NDP),
nor the New Hungary Programme provide suf-
ficiently specific guidelines in determining
development objectives, but I must add (to no
defence of the authors of those programmes),
and it is purely the reviewer’s opinion that in
lack of political agreement there is no chance to
implement them.

After the review, the volume finishes by a
section that allows insight into the workshop

of GKI Ltd. The chapter on the reliability of
the half yearly surveys and the methodology of
these surveys are a real delicacy for the profes-
sional readership.

Gábor Papanek has processed an enor-
mous amount of technical literature, and has
used it creatively, and has developed it further
at some points. All that is compounded by
experience of many years of economic fore-
casting, case studies, interviewing companies,
and questionnaires. That may be the source of
the fact that lessons derivable from theoretical
literature, and questionnaire-based surveys
sometimes intermingle, and sometimes the fre-
quent references to later chapters are a little
disturbing. That could have been eliminated in
the editing process. At some points the reader
may be disappointed at the deficient descrip-
tion of EU references, and effects. While the
author consciously refuses the treatment of
external impacts, the reviewer asks himself how
much the impacts deriving from our EU mem-
bership may be regarded external in some year
to come. However, even critical remarks can-
not take anything away from the scientific mer-
its of the book. It constitutes an important
contribution to the work of other authors and
the workshops of Hungarian economic policy
– of course I understand the author’s work-
place to be one such workshop – which eco-
nomic forecasters, analysts, and students may
greatly benefit from. 

Róbert Becsky
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D
“Do you think most people can be trusted, or
that you can never be cautious enough when deal-
ing with other people?” researchers keep inquir-
ing in questionnaire surveys. Do you believe that
fair competition is going on for orders, public
office holders and the officer round the corner
cannot be bribed, politicians do pass decisions
irrespective of their own and their parties' finan-
cial interests, investigative authorities do solve the
majority of corruption cases, and courts of justice
do enforce the law? Is it possible to succeed in an
honest way, or is everyone – including you –
forced from time to time to transgress the
boundaries of everyday morality and law because
these are the given circumstances, and everyone
else, including politicians, business partners,
friends and rivals, also does so? “Can the old folk
wisdom saying 'a fish stinks from the head' be
right?”, one could ask at the end of 2006 with an
even better reason than a few years earlier.

Those expecting answers to these questions,
as well as a clear-cut picture of or at least unam-

biguous definitions and methodological
approaches to evaluating the current situation
in Hungary will face disappointment. Similarly
to those that expect to read clear reasoning
typical of János Kornai. The noted author
undersigns this volume only as the editor and a
co-author of the preface, given that this volume
contains no writings by him. The book is a
compilation of research papers produced by a
research group intentionally not organised
under “marked… and strict control”, and it is
not a “strictly structured publication constitut-
ing a coherent whole”, but is a collection of
studies1 diverse both in terms of countries and
disciplines, and relying on earlier investigations
and “individual initiatives and ideas” (page 17)
of 22 authors related to Collegium Budapest,
and contains writings varied in terms of depth
and substantiation.

In spite of this, or precisely due to this, no
disappointment awaits those seeking thought-
provoking hypotheses, writings arguing with

János Kornai – Bo Rothstein – Susan Rose-Ackerman

Honesty and trust 
in the light of
post-socialist 
transition 
Establishing social trust 
in the period 
of post-socialist transition

NATIONAL TEXTBOOK (NEMZETI TANKÖNYVKIADÓ)
PUBLISHING HOUSE, 2005
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one another overtly or covertly through
approaches, and case studies often as exhilarat-
ing as crime stories from the borderlines of
politology, economy, sociology and social psy-
chology, law and anthropology. 

WHY DO SWEDEN AND ROMANIA 
DIFFER?

A shared starting point of the authors is an
assumption clearly put forward at multiple
points in the book whereby the proper operation
of the market as an institutionalised process is
based on trust, i.e. belief in predictable and law-
ful conduct of business partners and state/politi-
cal organisations without further sanctions
applied or by way of enforceable legislation and
rules. What could trust in our fellow humans and
the authorities be rooted in, within that, is “the
integrity of the government” a cause or an effect
of this trust perceived as social capital? – this is
what the first two studies polemicise about,
immediately associating the central category of
analysis with the degree of corruption.

Bo Rothstein's paper entitled “Social trust
and the honesty of the government: the causal
mechanism” states that the level of trust can-
not be explained either by cultural heritage, or
by the great weight and frequency of civil
organisations alone. “The case may be simply
that it is a certain type of political institution
that generates social capital, and it is not social
capital that causes the emergence of a certain
(operational) political institution.” (page 36)
By comparing Scandinavian countries where
trust is high and corruption is low with
Romania where the situation is just the oppo-
site, the author argues for a main source of
social distrust being the corruption of author-
ities. His empirical examination shows that the
highest level of trust is characteristic of groups
that do not receive benefits or receive univer-
sal benefits only, while “personal experience

gained with selective institutions checking the
need undermines interpersonal trust”. (page
45) Not assuming that Hungarian authorities
and public office holders are less biased and
corruptible than their Swedish counterparts,
this may be a warning sign for all that argue
for extending the more “fair” need-based
principle instead of the benefits provided by
virtue of civil privilege – provided the state-
ment is true.

Eric M. Uslaner and Gabriel Badescu, howev-
er, instantly question the general validity of this
thesis. “Honesty and trust are legal norms in
the process of democratic transformation:
according to their debate paper entitled “Why
Bo Rothstein can explain Sweden better than
Romania”, “in Romania and in the countries
where regime change took place, the correlation
between corruption and interpersonal trust is
weak and inconsistent”. (page 56, italicised in
the original) This correlation only works in line
with the expectations in less corrupt countries.
At the other end of the rainbow, however, peo-
ple definitely separate large bribes from “petty”
everyday corruption, considering the former as
a playing field for the elite, which does not
destroy their relationship with other people,
quite the contrary, “…the higher the level of
perceived corruption, the higher the propor-
tion of citizens showing trust”. (page 60) In
such cases, remedy lies not as much in anti-cor-
ruption action but in moderating social
inequalities, because the ratio of the former is
one of the strongest predictors of trust. 

PARADOXES IN TRANSITION ECONOMIES

The positive correlation between corruption and
trust is not the only unusual phenomenon, par-
adox or dilemma seen in the studies. Not even
the axiom “Trust is a blessing …Corruption is a
curse” (page 50) is unquestionable. “As long as
corruption persists, there is hope. Slush money!
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The greatest chance of man. As long as judges
accept money, there is a chance of justice.” (page
56) Our eastern European socialization suggests
that the well-known citation from Brecht is not
mere irony; there is such a thing as “good” cor-
ruption that lubricates everyday administration
and makes life liveable. However, there are
downsides to personal and institutional mecha-
nisms of trust building, and effects precisely
opposite to goals. A form of protection against
the uncertainty of the economic environment is
to build out business networks based on person-
al relationships or reputation. What closed trust
networks can do is not only represent price car-
tels (cf. Radaiev: “How is trust established in
economic relationships, if both the institutions
and the individuals are unreliable? The Russian
case.” pages 119–121) – i.e. causing damage to
consumers –, but also limit the market options
of the participants. In addition, networks may
also serve the purpose of institutionalising cor-
ruption, ensuring permanent survival of its
“embedded” form; accordingly, they precisely
prevent the emergence of open markets, instead
of facilitating it – this is how Karen S. Cook, Eric
R.W. Rice and Alexandra Gerbasi summarise the
statements of the literature (“Emergence of
trust networks in uncertain times: the case of
transitional economies as reflected by social psy-
chological research”). Formal means, for exam-
ple, contracts may even limit the development of
trust, because these two approaches do not rein-
force but replace each other – they argue. Using
the cases of Russia and China, which follow
basically different strategies, the author pair
Katharina Pistor and Chenggang Xu shows in
detail: “Paradoxically, the appearance of custom-
ary institutions and procedures of legal enforce-
ment may conceal the fact that these, in the
presence of incomplete law and information
problems, precisely facilitate the spreading of
corruption.” (“What is beyond legal enforceabil-
ity: control over financial markets in China and
Russia”, page 185) 

For readers on close terms with institutional
economy, which is frequently mentioned in
this book, too, consideration of social history,
path dependency and the socialization of indi-
viduals and institutions seems obvious. A solu-
tion to the “chicken and egg problem” also
deserves further research: is it people's trust in
one another that is primary, which then devel-
ops the appropriate state institutions and
behaviour patterns, or, can the government
generate trust from above?

The latter viewpoint means that the role of
the state should be increased and not decreased
at the time of a transition to market economy.
Pistor and Xu also argue for this, relying on a
comparison of the development of the Russian
and Chinese stock exchanges: if the legal sys-
tem is weak and reliable information is missing,
the application of solutions going beyond legal
enforcement and controlled by the government
may be beneficial, such as the system of share
quotas replacing competition among regions in
China, and companies to be listed on the stock
exchange selected by the authorities but in a
decentralised way on a territorial basis. The
authors present the downsides and the signifi-
cance of built-in incentive systems, but they
fail to provide comprehensive evidence of the
efficiency of these – which would not be easy
in theory, either, without knowing the end
result of the unfinished process. Many experts
would probably disagree with the extension of
state interventionalism. 

However, some of the authors in this volume
believe that an important function of the state
is to create the formal law and order, to enforce
compliance with the law, and to propagate
behaviour patterns and exemplary precedents.
Trust shows the closest correlation with the
assumption that courts of justice pass judge-
ments fairly and honestly – Martin Raiser, Alan
Rousso and Franklin Steves state (“Measuring
trust in connection with the regime change:
examination results of 26 transitional
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economies”). The various state organisations in
the countries concerned, however, are not only
weak but also corrupt themselves. A paradox of
this situation is that for this reason – as estab-
lished by Vadim Radaiev – “market actors do
not trust state authorities. But they have still
less trust in the institutions not backed by the
state”. (Ibid., page 121)

IN THE SHADOW OF A WEAK STATE:
FROM FINANCIAL MACHINATIONS
THROUGH CORPORATE RAIDS TO THE MOB

Radaiev's paper is one of the initiating analyses
in the most voluminous and, for the reviewer,
most interesting part of the book, accompanied
by brilliant case studies about the operation of
the post-socialist, chiefly Russian, business
world. “How is trust established in economic
relationships, if both the institutions and the
individuals are unreliable?”, the author asks. To
his experience, the solution lies in releasing the
formality of official rules. As a result, instead
of trust, cautiousness is increasing in the fairly
innovative Russian entrepreneurs, as well as
preliminary checking on business partners,
developing closed networks, extending new
conventions and regular personal negotiations,
and stigmatising the sinners. Then, considering
that “no mutual or unilateral trust may develop
without state interventions” (page 125), ulti-
mately, certain consensus is also reached with
public office holders. According to a relatively
optimistic final conclusion, there is a path from
personal trust at a micro level through mutual
trust within networks to unilateral trust in
institutions associated with such groups – if the
state supports the institutions of market. 

Not so optimistic are the other case studies,
the majority of which describe the daily life of
Russian economy using operating mechanisms
generalised from interviews, press resources
and actual company examples. 

Examining the practical system viewed from
an “ethnographic” aspect, Alena V. Ledeneva's
paper entitled “The informal financial sector in
Russia”, considers the financial machinations
utilising the back doors of regulation as essen-
tial methods for the participants to protect
their property from corrupt authorities and
from “the effects of distorted institutional
frameworks” in general” (page 104). The study
provides a view of the operating method of
procedures used to organise the company's
internal and external financial standing, using
satellite enterprises to minimise tax, or trans-
ferring the consideration value of services,
slush monies and payments for political pur-
poses to the right destination using mediation
services of dozens of seemingly independent
foreign front companies through foreign funds
transfers. We also get an insight into the series
of contracts and letters of credit necessary to
develop a barter transaction without using cash
or loans, often aimed at capital flight, and into
how the latter one can be carried out by found-
ing local and offshore shell companies, or how
businessmen use formal institutions and sys-
tems of rules for alternative (informal) enforce-
ment, for example, the bankruptcy law to collect
debt. A statement of the author that is worth
accepting is that, considering that the point of
these manoeuvres is to break the direct link
between the company and its business activity, it
is mainly these procedures and not the compa-
nies used as the instruments that are worth
watching. And, the final conclusion is probably
also true: “The existence of financial machina-
tions …has started off a vicious circle: they off-
set the shortcomings of formal institutions, and
'assist' economic activity, but at the same time
undermine formal institutions, and slow down
the efficient operation thereof.” (page 105)

One of these mechanisms, the selective utili-
sation of laws and state institutions is described
through specific cases by Vadim Volkov
(“Selective utilisation of state power in the
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Russian economy: ownership disputes and cor-
porate raids”). Starting from the late 1990s,
open and hidden corporate raids – extreme and
special forms of hostile take-overs – have pro-
liferated in Russia, reaching an order of magni-
tude, according to the author, similar to the
massive privatisation that took place in
1993–94. Internal buyout groups are replaced
by external ones, principally under the effect of
the new corporate and bankruptcy laws adopted
in 1996–98, and use the authorities concerned as
instruments. According to this template, the
contender company institutes a bankruptcy
procedure against the debtor, or – maybe with-
out holding a single share – initiates protection
of minority rights. After a fast and favourable
court ruling, the company's management is
replaced, then ownership change takes place, or
simply the debts are collected and assets liqui-
dated. This requires mobilisation of a network
consisting of the following organisations: secret
service or a consultancy company to obtain the
details, to develop the scenario, an associated
company to obtain the debts of the selected
company, an appropriately influenced (local)
court of justice, a paramilitary squad to enforce
the ruling, a state criminal investigation organi-
sation to perform further steps of coercive acts,
and, finally, cooperative authorities. How then
could the climax of such an action have been a
couple of years ago? “The head of the security
service… of Continental Management,
Vyacheslav Trubnikov, formerly heading the
armed forces of the Russian criminal investiga-
tion service in the rank of a lieutenant general
requested the local directorate of the Ministry
of the Interior to provide help to the squad to
induct the new management. By this time, the
factory and the surrounding part of town had
been transformed into a fortress …barricades
had been erected along the fences …The state
of siege reminiscent of the best medieval tradi-
tions continued for another two weeks,…”
(page 155) – but did not yield any success

because, among others, the workers' communi-
ty wrote a letter to Putin, and the president's
personal intervention channelled the case back
to the legal procedure.

If laws and state institutions are too weak to
protect ownership rights, it is not surprising that
private and half-private firms of former and actu-
al state security and police officers start prolifer-
ating – Volkov states. These may have replaced
the Mob in part, and this is why, as Federico
Varese writes in his paper entitled “The relocation
of the Mob”, one of the most powerful groups,
the Solntsevo crime syndicate tried to expand
abroad. The Russian examples are illustrative evi-
dence that the application method for regulators
proven elsewhere – including the bankruptcy law,
among others – are specified by the context, “a
reality external to the legal system” (Volkov,
pages 159–160). Concerning the Swedish exam-
ple, Rothstein also states that good policies and
institutions can hardly be copied. This, however,
does not exclude exporting “bad ones”, say, the
Mob. Varese investigates the conditions of suc-
cess, the offer from the Mob on the one hand,
and – on the demand side – the level of trust and
the protection level of markets. The Solntsevo
did not manage to enter Italy in the second half
of the 1990s, whereas it did Hungary, not only as
a result of a different level of social trust but
principally the weakness of the institutions of
market economy, the absence of appropriate law
and order and regulation of ownership rights, i.e.
due to the existence of market segments left
unprotected during the transition. 

AND WHAT ABOUT HUNGARY?

Varese's study bears references to a number of
facts and general statements known to
Hungarian readers, among others the high pro-
portion of informal economy, the uncertainties
of corporate details and real estate registers, the
augmentation of tax frauds, contract breaches
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and false bankruptcies. In addition, it is also
disclosed that over one hundred murders and
170 explosions associated with the Mob took
place in Hungary between 1991 and 1998, and
approximately 800 companies were directly
related to the underworld, and at that time,
80% of the interview subjects believed that
breaking the law was necessary for succeeding.
Due to the nature of the analysis, all these are
only an illustration here, sourced from articles
of daily newspapers, interviews and police
statements, in addition to one or two studies. 

In their methodologically well-substantiated
social psychological analysis (“Blindness to suc-
cess: social psychological hindrances on the road
to a market economy in Eastern Europe”), the
Hungarian authors published in this book,
György Csepeli, Antal Örkény, Mária Székely and
Ildikó Barna examine opinions on the back-
ground to success and wealth in developed and
transitional societies. According to the record-
ings, people in Eastern Europe attribute success
to external factors (the system of connections,
initial advantages), and to a less extent to talent
or hard work, compared to their western peers.
In addition, during the five years following 1991,
the blindness to success devaluing individual
performance and suspicion about wealth, i.e.
social envy was on the rise. Although, according
to the initial assumption of the research team,
“when looking at the transition from the aspect
of belief in ideals such as justice, honesty and
trust, people saw corruption, dishonesty, injus-
tice and undeserved enrichment at points where
in most cases nothing else went on but normal
market operation” (page 230), this hypothesis
remained finally untested. For that, one should
know what reality is; but only a cognitive – or
distorted – reflection of it is seen.

It seems as if the Hungarian social
researchers – including the reviewer herself –
would rather put down the stories about
Mogilevich representing the Russian Mob or
the bomb-maker Clodo, and only examine the
formal or public sides of the processes that
constitute the holy trinity of privatisation, lib-
eralisation and deregulation. What do we really
know about the operating mechanism of
today's Hungarian capitalism? When we shud-
der reading the stories of corporate raids, do we
consider at all that maybe it is not only the
Mob that extend across the borders, but also
that the manoeuvres, unlawful coercion proce-
dures and methods of asset relocation ranging
from fraudulent bankruptcies that hinder
expansion of others through money laundering
to provoking public administration actions and
to the use of compromising materials described
in detail in relation to the Russian economy are
also operational in Hungary? Everyone
remembers fragments of stories read in the
newspapers (for a while), and could mention a
few cases of corruption shared in private and
even more assumptions and suspicions. But
why are extensive investigative journalism,
exploratory reports and empirical examinations
that shed light on cases and operational models
in detail missing in our country? 

The issues of trust and honesty are not only
about morality but also the crucial mechanisms
of the society and the economy. To those inter-
ested, I recommend, in addition to the book
presented here, the rich literature abundantly
referenced in each of these papers. However, in
order to learn more about Hungary, the basic
analyses should be produced first.

Éva Voszka 

NOTES

1 A counterpart of this book is Building a Trustworthy State in Post-Socialist Transition published in New York in
2004 also by Palgrave Macmillan.
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Back to basics!
Studies on the reform 
of the public finance system

NEW MANDATE (ÚJ MANDÁTUM) 
PUBLISHING HOUSE, 2006

TThe recently published collection of studies
summarises the research results of the working
group studying the reform of the public sector
within the framework of the Hungary 2015
project implemented pursuant to the agree-
ment between the Prime Minister’s Office and
the Hungarian Academy of Sciences.

The authors of the studies are theoretical and
practical experts investigating the economic,
financial and legal relations of the trends of pub-
lic sector restructuring. The comprehensive
selection of subjects, the examination of the
arising questions from multiple perspectives, as
well the openness manifested in the elaboration
of alternative solutions make the book enjoyable
to read on one hand, and a useful reference book
for policy makers, practical experts, scientific
researchers and university students on the other.

Researching the operational mechanisms of
the public sector has been a neglected area of
Hungarian economics. The downsizing of the

state’s role in task performance in the past two
decades has favoured more the apologies
accompanying the process of “denationalisa-
tion” than long-term theoretical research.
However, after the foundations of the market
economy were laid in Hungary, the ambiguous
roles of the state, or of the public sector in the
broad sense of the word, became an obstacle to
further economic and social development. The
book aims to make recommendations for the
basic regulatory and institutional framework of
the public sector of the future, based on the
evaluation of national and international experi-
ences, as well as to outline the frameworks of
“the new state-foundation” to ensure global
competitiveness after overcoming the current
institutional discrepancies. The book provides a
discussion forum for the representatives of
basic and applied research projects related to
the operation of the public sector, as well for
processing the subject from the economic and



BIBLIOGRAPHY REVIEW – Books

165

financial, as well as the legal and regulatory per-
spectives. The integrating efforts of this
approach are also indicated by the following
condition: Macro- and micro-level approaches
have developed markedly distinct fields in eco-
nomic science. There are often insurmountable
walls between national economics, corporate, as
well as macro and micro finances, and the rep-
resentatives of these fields rarely enter into any
dialogue. The macro- and micro-level approach-
es also appear in the public sector. The macro-
economics of the public sector deals with the
operation of the large public finance supply sys-
tems, while the operation of the local govern-
ments is audited within the microeconomics of
the public sector. However, the macro- and
micro-level approaches cannot be divided. In
fact, it is justified to apply a combined
approach, which can be best illustrated with the
“tree” metaphor. The root of the tree that rep-
resents the entire public sector comprises of the
local governmental sector that is connected to
the local economy and society by many
rootlets. The leaves and fruits of the tree are
public goods and services the delivery of which
on a continuously regenerating basis is the most
important expectation from the public sector.
The flow of the vital fluids between the root
and the crown of the tree (sustainable financ-
ing) is ensured by the institutional system of
the public sector, i.e. the trunk and branches of
the tree. The publicly owned or established net-
work of enterprises or foundations functions in
the shade and security of the crown of the tree.
The virtue of this collection of studies is that
while analysing the operation of the public sec-
tor it presents the subject of investigation as an
organic unity, and provides a balanced presenta-
tion of problems and solutions using the macro
and micro approaches side by side.

* * *
The two introductory studies depict the

international correlations of the operation of
the public sector. Gusztáv Báger studies the

impact of globalisation on the transformation
of the nature of the state’s role. After describ-
ing the various concepts of the welfare state he
claims that the most influential task of the state
for the future of Hungary is the delivery of
income equalising tasks and the reinforcement
of competitiveness. Therefore, he believes that
the reform of task performance by the state is
the token for closing the gap between Hungary
and the more advanced countries, as well as for
the efficient utilisation of EU funds. 

István Hetényi’s study focuses on the tax
systems and tax administration of the OECD
countries and the related domestic tasks. The
study, which is based on the analysis of an
extremely broad statistical background, gives
an insight into the different taxation levels, tax
structures of countries implementing various
economic policy models, the difference in the
intensity of central and local taxation in the dif-
ferent groups of countries, as well as the rele-
vant tendencies of change. In accordance with
the conclusions contained in Gusztáv Báger’s
study, too, the ideas pertaining to the reform of
taxation are defined by objectives that some-
what contradict the requirement of competi-
tiveness and efficient task performance by the
state. The direction of the Hungarian tax
reform is influenced both by the framework
conditions of the contradictory target system
and the manoeuvring room determined by the
intentions of European integration and tax
approximation. Since in the European integra-
tion area tax approximation is subordinate to
the operation of the single internal market, the
elimination of the tax competition hindering
the freedom of competition is a slow process
burdened by compromises. However, based on
international comparison, the author recom-
mends a slight rearrangement of the foci of the
Hungarian tax system instead of radical
changes. According to the author, this can be
implemented primarily by a modest reduction
of taxes through narrowing exemptions and
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allowances, and by the expansion of employ-
ment. He believes that local taxation could be
reformed by the transformation of the distri-
bution of collected taxes between the local and
central levels.

Lászó Akar’s study also focuses on the
connection between competitiveness and the
tax system. He concludes that although the tax
system does not directly influence competi-
tiveness, it impacts the conditions of competi-
tion via the cost burdens on businesses, and by
influencing the competitive edge of the grey
and the black economy it directly deteriorates
or improves the market opportunities of legal-
ly functioning businesses. The author of the
study presents the ideas elaborated by the tax
reform committee in 2005. Although the
recent period has not contributed to the stabil-
ity of the value of the recommendations, the
validity of the conclusions has not diminished
at all in the past period either. In line with this,
the abolition of the local business tax, which is
considered desirable by the business sector,
too, and the reduction of public dues on
employment represent the direction of tax sys-
tem restructuring from the aspect of competi-
tiveness. Restructuring shall not lead to higher
corporate taxes, since the current tax rate pro-
vides an important competitive edge even in
the author’s opinion. The lost amount of taxes
could be made up for through the introduction
of real property taxation, as well as the stan-
dardisation of taxes on consumption, which
can be more efficiently collected according to
the experiences. The simplification of tax
administration can also be regarded as a com-
petitiveness enhancing factor, including espe-
cially the downsizing of the taxation staff of
the local governments to the level required for
the administration of real property taxation. 

The legal correlations of the regulatory
practice also belong to the professional founda-
tions of the operation of the public sector.
Zsuzsanna Kassó raises a question in the title of

her work: “Do we need a state accounting act?”
Although the title makes us assume that the
study processes this issue from a jurispruden-
tial perspective, the author puts the subject of
her investigation in a broader context. She
presents the current system of the delivery of
public tasks starting out from the constitution-
al foundation of the system of public finances,
which serves the satisfaction of collective needs
in a rational, community form. The utilisation
of public funds required for the delivery of
public tasks is linked to effectiveness and effi-
ciency requirements, which can be ensured
under adequate accounting, IT and audit regu-
lation. The current budgetary system of
Hungary can fulfil the tasks with significant
limitations only due to the lack of a manage-
ment and planning culture, the low efficiency
of the institutional framework, and due to the
slow proliferation of modern information tech-
nology. The author’s reply to the poetic ques-
tion formulated in the title – based on the cur-
rent status of the capacity of the public sector
– is negative for the time being. However, she
finds it necessary to have an act distinguishing
between the public and the private sectors,
which specifies the limits of public power and
the regulatory possibilities thereof. The author
of the study believes that in the field of public
administration the budget, financial manage-
ment, accounting and audit acts shall be devel-
oped in a standard manner with the interrelat-
ed rules of law. Finally, she formulates a com-
prehensive recommendation, the need for
“governmental action to review the legislative
process and the current rules of law on the
basis of political and social consensus and with
the citizens’ and taxpayers’ interests in mind”.

Katalin Turcsány’s study focuses on the
legislative aspects of the public finance reform.
It discusses the need for the institutional
reform of the public sector, and the possible
directions of regulations pertaining to the pub-
lic finance act and the rules of law related to 
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the act. In addition to stressing the need to 
re-codify the public finance act as a framework
act, the author encourages the enactment of
certain current chapters as separate acts. On
top of that, she finds it justified to regulate the
novel development cooperation of the public
and the private sectors (public-private-partner-
ship) in the form of an act, since it is closely
related to the state decisions and the funding
thereof, as well as to the planning and liability
generating rules of the budget. However, in
relation to the re-codification of the budget,
several theoretical questions must be answered
in advance: Distinguishing between public
power and public service tasks is of utmost
importance to determine, to what extent and
under what funding conditions private economy
actors can be involved in the delivery of services
in addition to the state and local governmental
agencies, and what guarantees and warranties
must be incorporated into the system of task
performance to ensure the security of supply for
the citizens. Based on the definition of the basic
principles of public task performance it is possi-
ble to divide the tasks between the central and
local levels of public finances, which, at the same
time, makes it possible to clearly define the
responsibilities. According to the concepts, the
primary institutional background of the provi-
sion of public tasks should be provided by the
budgetary institutions, but the so called “target
fund” would appear as a new type of public
institution to replace public foundations. The
proposal states that the public sector founded
economic organisations that are loosely con-
nected to the public sector and pursue wasteful
financial management should be replaced by a
new type of “public company”. 

The cooperation of the public and the pri-
vate sectors (PPP) raises the need for funda-
mentally new regulations. Since these coopera-
tion projects usually span several years, the
rules of procedure pertaining to the public sec-
tor commitments over the annual budget must

also be regulated, especially with a view to pre-
venting the budgets of the coming years from
being too committed. 

Izabella Bencze’s article focuses on the
questions of the legal regulation of the man-
agement of state and local governmental prop-
erty. After reviewing the legal-theoretical back-
ground, the author suggests directions for the
necessary re-regulation. After the privatisation
process is completed institutionally, a new
institution should be set up for the manage-
ment of assets that remain in state ownership
for good. In addition to the Treasury
Directorate of Legal Matters – to be set up as
an institution independent from the executive
branch of power, which would exercise owner-
ship rights – the budgetary organisation fulfill-
ing asset management tasks should be formed
as a unified state treasury organisation. This
proposal is aimed at ensuring that institutions
managing state property stripped from unnec-
essary property elements should function inde-
pendently from the executive power, and that
ownership rights should be exercised without
the involvement of politics. 

András Vigvári is not only the editor, but
also the author/co-author of three studies in
this book. He gave the expressive title “The
weakest link” to his writing on the reform of
the financing system of the local governments.
The study gives a detailed list of the operational
problems of the local governments, and clearly
explains the readers the content behind the
title. The root of the problems is the gap
between the delivery of legally mandated tasks
and the allocated financial resources, which has
been increasing for nearly two decades. Due to
the unavoidable use of reserves and assets,
most local governments have been completely
deprived from the possibility to adjust to the
requirements. The author claims that the
reform of the local governmental system
should be built on the predictability of
resource regulation, the obligation to prepare
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medium-term plans, the related responsibility
system, as well as on integrated task perform-
ance by the local governments.

The study written in conjunction with
György Sántha presents the organisational and
institutional framework of the national eco-
nomic planning system. After Hungary’s
accession to the EU the demand for planning
and programming has considerably grown, and
the requirement of institutionalisation of
strategic and operative planning has been
raised. According to the authors’ opinion, pub-
lic purpose, medium-term strategic planning
would require legislative regulation, in the
framework of which the process of planning
and the approval of documents should be regu-
lated. Apart from creating the institutional and
personal conditions for planning, they attribute
utmost importance to the harmonisation of the
planning documents with the public finance
budgetary plan, so that planning would not
exceed the load-bearing capacity, and would be
in accordance with the EU requirements per-
taining to the public finance deficit, indebted-
ness and the rate of inflation. 

The last study of the book, written by
András Vigvári, describes a possible scenario
leading to a public sector that promotes the
competitiveness of the Hungarian economy. 

Joining the mainstream of European integra-
tion has brought the historic opportunity for
developing the society and economy of
Hungary. Real and nominal convergence
required for closing the gap is unimaginable
without the comprehensive reform of the
economy and finances, including that of the
public sector and public finances. The reform
of the large supply systems requires the recon-
sideration of public policies, the redistribution

of tasks between the public and private sectors,
decentralisation within public task perform-
ance (allocation of tasks from the central level
to the regional level) and re-centralisation
(transfer of tasks from the local governmental
level to the regional level). Within the transfor-
mation of the tax system, the proportions of
local and central tax revenues should be signif-
icantly modified on the revenue side so that the
financial independence of the regional govern-
ments could be established. The reform of the
public sector must be started in the system of
local governments, since the amount and risks
of problems accumulated in this field so far
have surpassed the critical mass. The changes
require both legislative changes, and the trans-
formation of the institutional framework and
the operational rules thereof.

* * *
In the introduction I used the image of a tree in
relation to the public sector. This collection of
studies unfolds the picture of a tall tree with a
thick trunk. Its enormous crown hides a con-
siderable amount of fruits, and bushy under-
growth enjoys its shade. The holes in its trunk
still provide shelter for some living creatures,
but the echo of the pecking of woodpeckers on
its bark already warns us about the fact that the
tree is drying out. The ring of axes indicates
that the fellers are coming closer and closer. At
the same time environmentalists are gathering
around the tree and are warning about the dan-
ger of felling the tree. Whether the “fellers” or
“environmentalists” prove to be stronger, and
whether the old tree is replaced with a young
tree with a slender trunk will turn out in the
decade to come. 

János Zsugyel 
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IIn his review appearing in the fourth issue of
the Public Finance Quarterly in 2006, György
Szakolczai – remaining committed to his val-
ues – gave a comprehensive and meritoriously
unbiased presentation of our book titled
'Double Bind' which was published in the
spring. It is unusual in this country that some-
one pays so much attention to a scholarly
paper which contains economic policy propos-
als, in the first place, but which is written in
the style of a pamphlet. It is even more note-
worthy that the editorial committee of a pro-
fessional journal provides a forum to a debate
unfolding in connection with a book review.
Our book has tried to break the “ear-splitting
silence” characterised by hesitancy to present
the troubles caused by making people happy
with taxpayers' money as well as the methods
to eliminate them between 2000 and 2005.
There is also an acute need for an exchange of
views because – as György Szakolczai1 high-
lights it is another paper – “men of letters” like
us have a part to play in the matter of alleviat-
ing troubles.

Before coming to the questions in which –
based on our belief – we are in disagreement
with the reviewer's opinion, we hereby grasp
the opportunity to express our heartfelt thanks
to him for the positive tone and synergic think-
ing which are apparent even in the critical

remarks and set an example by rising above the
local culture of acrimonious debate. This is
what the title of our paper refers to.

In a nutshell, the difference between the key
conclusions of our book and the reviewer's
opinion can be summarised in three points. 

We believe that if small countries with an
open economy want to catch up with the more
advanced ones they have little choice but moti-
vate and apply pressure on the individuals to
make saving. They must promptly develop and
operate systems that more advanced countries
will perhaps only have to introduce in the
future. In the case of the latter it will have to be
done gradually and for demographic reasons
“only”. In Hungary, in addition to demograph-
ic reasons, the new system is also justified
because of the need to change the concept
inherited from socialism that “we live for today
and are leaving the debts to our grandchildren”.
This savings task can in no country be assumed
by the state instead of the individuals, especial-
ly in a country like Hungary which does
require capital injection for its business invest-
ments and infrastructure developments in
order to catch up. It was in this sense that we
have cited the famous sentence from Ronald
Reagan's inaugural address: “the government is
not the solution to our problem”. Nothing can
illustrate this better than the relationship

István Csillag –Péter Mihályi

We still have a lot to learn… 

With the intention of clarifying opinions and developing points of view, this column
will occasionally provide a forum for comments and reply by the authors 

in connection with various articles.
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between the redistribution rate of public
finance, the economic growth rate and public
finance deficit. The rate of redistribution is
lower in all post-communist, transition coun-
tries, i.e. the size of the state is smaller, than in
Hungary. This is one of the reasons why we
have dropped to the bottom of the league in
the competition for economic growth.

The second source of our disagreement
lies in the interpretation of globalisation and
the analysis of the change in the state's role 
in from that respect. Although György
Szakolczai does not explicitly mention this
question in this form, but refers to it in con-
nection with the so-called reform dictatorship
(to which we will come back later), when he
writes “…the solution applied in the individual
countries is path dependent: it depends on the
historical background and the ensuing public
opinion,” (page 492). Indeed, continuity can-
not be ignored when a government is com-
pelled to make economic policy changes which
are principally aimed at breaking “bad continu-
ity”. (For example: we are leaving our debts to
our grandchildren.) In other words, we are of
the opinion that path dependency is a barrier
rather than a goal or a value.  The same applies
to public opinion and to the so-called tradi-
tions.2 Today, countries of the world, particu-
larly small ones, are characterised by a strange
paradox. While the political forces in power
want to consolidate their position primarily in
the rivalry for domestic voters, this can only be
achieved if they are successful in the competi-
tion for a privileged minority: the domestic and
foreign investors. Namely, governments and
parties competing for power in a parliamentary
democracy have to “play” to their electors as
well as to those who “vote with their feet”, i.e.
investors. Twenty-year old brokers – whether
Hungarian or Singaporean – of investment
banks managing the money of large pension
funds are hardly interested in a country's spe-
cific historical path and the “path dependency”

of the solution applied or failed to be applied
until then. By pushing a single button, they can
withdraw the savings managed by them. And
with that they can start a financial, then a polit-
ical avalanche. This is painful as well as benefi-
cial. Since it is the very requirements of our
globalised age that make a country's populists
work for the revival of their fatherland and for
the benefit of their people rather than wasting
voters' income on buttering their own bread
and on cementing their own power. 

The third important divergence of opin-
ion between us and our thorough reviewer,
György Szakolczai, is our approach to the
government's responsibility for initiating
changes and for the depth and radicalism of
these changes. He understands and even
approves the cautiousness of politicians, the
slow progress and the time sacrifice made for
the sake of building a consensus. On the
other hand, we do not think that the political
forces in power delay the necessary economic
policy interventions and reforms which
encourage and force out a change of attitude
for the sake of achieving social consensus and
convincing citizens. We are referring to “ cau-
tious progressives” as the Hungarian anec-
dotal figure, Mr Pál Pató, whose slogan was
“all in good time”. In our view, politicians
often strive to avoid addressing the necessary
changes during their own period in office.
This is not a Hungarian peculiarity, the same
has happened in Germany and Great Britain,
Luxembourg and Italy, as well. It is not a
mere coincidence that we concluded the
Foreword of our book with the words of
Jean-Claude Juncker, Prime Minister of
Luxembourg and President of the Eurogroup
Council of Finance Ministers: “We all know
what needs to be done, but we do not know
how to be re-elected after we have done it.”
We might as well stop discussing the matter in
dispute between us here, but in actual fact
this is where the real debate begins.
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WHOSE TIME IS IT?

With his theoretical knowledge and wide prac-
tical experience, György Szakolczai warns us to
what has already been pointed out to us by
János Kornai3 i.e. the reforms we are pushing
are of two kinds. There are some according to
which the broken equilibrium of public finance
needs to be restored by one-time measures, by
the decisions of the government and govern-
ment majority (tax increase, freezing, the para-
metric reduction of expenditures) and others
require a stable change in the attitude of the
public. There is a need for at least the silent
support of the public even for corrective mea-
sures, but persuasion and conviction, i.e. wide
social support, are indispensable for reforms
aimed at changing the attitude. We do not mean
to reject the justification of this distinction and
the necessity of social support which constitute
the basis for the distinction. What we wanted
to emphasise in our book, by outlining the
reform scenario and the measures that can be
squeezed into eighteen months, was the impor-
tance to – at last – make it clear to voters, to the
public and to various groups of the society how
the different steps are interrelated. To make it
clear why it is worthwhile and necessary to co-
ordinate and build measures on one another
and to launch others simultaneously, thus help-
ing to replace bad conditioning (path depend-
ency) by the favourable effects of the new sys-
tems. We thought that the period of eighteen
months would also be sufficient to see the out-
come of the reforms. We believe, however, that
with prudent preparation and clear policy, the
era of substantial reforms will be concluded
with the adoption of the 2008 budget (i.e. in
December 2007) right in the eighteenth month
from the establishment of the government so
as to give place to fine-tuning and to the prepa-
ration for the next general elections. 

In April 2006, when our book was published,
we “only reckoned with a general government

deficit of 8 per cent (including the impact of
the pension reform) and we did not think that
the debt stocks would exceed 70 per cent. It is
obvious from our book that we did not and do
not intend to get involved in a “number war” or
to waste our time on accurately assessing the
extent of the deficit and debt. We considered it
more important that the government should
without delay embark on curtailing deficit and
curbing the growth of debts. We presumed that
because of the time required for implementa-
tion, preparation and persuasion, the tasks
should be divided into three groups. Immediate
steps followed by medium-term adjusting
measures can put a halt to deficit growth, but in
order to move towards a healthy balance there
is a need to change the attitudes, formerly
looked upon as usual and normal, in almost all
levels of public finance. In addition to adjust-
ments and restrictions, reforms are also need-
ed. The above tasks classified into three groups
can and must be developed and launched with-
in the timeframe of eighteen months because it
is partly a learning process. It may take less and
less time for developing consecutive proposals
building on the effect of the previous ones into
actual measures and laws. The individual mea-
sures make it increasingly clear how to achieve
long-term equilibrium and sustained and suffi-
ciently robust economic growth and how to
identify with the reforms.

That is about the length of time the popula-
tion can accept and cope with the implementa-
tion of reforms, adjust themselves to the
reforms introduced and put up with their
teething troubles. Our conclusions mentioned
above are founded on Hungarian reform expe-
rience, and we also regard continuity in the
reforms as a given or acceptable basis. Our
starting point is that a government that is put-
ting off or even failing to announce reforms is
stealing our time. The issue at stake is that the
price to pay for our relative prosperity will be
the huge debt we will be leaving to our children



EXCHANGE OF VIEWS 

172

and grandchildren and the longer and longer
time needed for catching up with the developed
countries. We are also stealing the time spent
on catching up from our children and grand-
children with the drop-by-drop portioning out
of the necessary measures.

If we make an inventory we cannot be satis-
fied with how speedily and deeply our mea-
sures are implemented. It is not visible yet
whether we have been able to make solid bases
for the restoration of public finance balance.
We can hardly say that the higher saving incen-
tives have become the fundament for financing
pension, health-care and education. Without
them, however, there is no hope of mitigating
the increased government redistribution of
incomes which provides scope for generating
funds for investments required for conver-
gence.

In Table 1 we have compared our original
proposals with their implementation. There are
two main problems: there is an ongoing stabil-
isatory operation with the direction varying.
The government has muddied the water around
measures which are easy to comprehend by all
(for instance, enforcing the price of imported
gas cannot be a reform), while deliberately
playing down important measures, such as the
radical holding back of early retirement. With
the governing parties trying to continue to free
the majority of the voter base  (such as pen-
sioners) from the effect of the imperative
change, the steps of the indispensable reform in
public burden sharing as well as their impacts
on the sense of justice are lost. The otherwise
sensible steps (for example, the visit fee) seem
chaotic and unpredictable even in the eyes of
pro-reform public opinion.

The time elapsed since the publication of the
book has proved that our train of thoughts was
partly founded on a mistaken assumption. We
presumed that the patience of markets was lim-
ited and would very soon be running out.
Although the first measures of the government

were taken only more than two months after
the second round of the general elections
(April 23 2006), nevertheless, the Hungarian
forint did not collapse. The risk-taking strategy
of the former Prime Minister who had been 
re-elected has worked. Markets were apparently
more tolerant than expected on the basis of
theoretical considerations. Markets are patient
because they can see what direction the gov-
ernment is heading. They are not really both-
ered with the pace of progress since with the
interest rate kept high they are guaranteed an
easy profit-making opportunity. 

This, however, does not make us conclude
that our proposals formulated in April and,
most of all, the set time-frame of eighteen
months would all be wrong. We still believe
that the implementation of the stabilisation
programme and the reforms cannot be drawn
out long at will. Sooner or later the thread will
break. If not the patience of money markets
then the supporting votes for government MPs
will be eroded. If they do persist, then the sta-
bilisation efforts and the reforms will be
brought to an early end by the fatigued public
opinion and the worsening general political
sentiment. If something is left unfinished, it
has to be started over and over again. This will
lead either to political erosion (weimarisation)
or economic depression (see Yugoslavia). Yet
people want a peaceful and predictable life and
progress rather than an unending reform and
political puppetry.

THE APPLE OF OUR EYES: TAXPAYERS'
MONEY?

The purpose of a large part of the proposals
outlined in our book is that the financial
resources required for public services are
ensured by the state using taxpayers' money
with the possible smallest proportion of
income centralisation. A significantly lower
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Table 1

OUR PROPOSALS AND THEIR IMPLEMENTATION

Proposals Implementation What happened?
Immediate proposals

Confirming the date of 2010 for euro adoption No The target date is not considered a priority by 

government.

Adjusting the 2006 Budget (central budget + social 

security funds) Yes 

Establishment of the Budgetary Council No The Convergence Council had operated for a few 

months.

Medium and long-term proposals

Switch to sector-neutral TAXATION No

LOCAL GOVERNMENT reform (increasing the role The government has

of micro-regions) attempted to do it There is no two-third majority without the opposition.

Abolishment of local enterprise tax No The EU-prohibition is not unambiguous.

Introduction of property tax No Postponed until 2009?

PPP-financing reform Yes No debate of principle, but it has been carried out.

SOCIAL SECURITY reform 

Grossing up wages and salaries and pensions No Not considered a priority by government.

HEALTH-CCARE

Individual account management Yes The National Health Insurance Fund (OEP in 

Hungarian) is leading the process.

Health ticket No The precondition would have been: adjusting the 

13th month pension.

Settlement of disability benefits Yes The Heath Fund has been exempted from the burdens.

Guaranteeing the predictability of OEP-budget No Not taken on the agenda.

Stricter social security card system Yes OEP is leading the process.

Clearer definition of the service package Yes 

Receiving invoices of private practitioners by OEP No Not taken on the agenda.

Legislation needed for launching the system of multiple Started but with delay Parliament has decided on establishing supervisions.

health insurers in 2006

Re-regulation of pharmaceutical subsidies and distribution Yes The law has been adopted by Parliament.

Qualitative ranking of health service provider institutions No Not taken on the agenda.

Auditing hospitals Yes The law has been adopted by Parliament.

Roma health programme No Not taken on the agenda.

PENSION

Individual account management Yes 1st pillar reform has been postponed.

Raising retirement age limit Yes, but not in the sufficient extent

Stricter regulation of early retirement Yes, but not in the sufficient extent

Imputation of all service time Yes In the wake of early retirement reform.

Addressing the problem of disability No Only budget-technical regrouping has taken place.

Conclusion of PRIVATISATION No Not taken on the agenda.

Reform of EDUCATION FINANCING Partly Decision on the matter of university tuition fee, but 

not on the reinforcement of education.
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redistribution and income centralisation
decreasing in comparison to what we have
today would result in a different relationship
between the use of taxpayers' money and polit-
ical decisions taken on them. The reduction in
the extent of redistribution may have two con-
sequences. On the one hand, we can consider
the quality of services and, at last, accessibility
by all a value, on the other, we find it natural
that contribution to the financial resources
required for services needs to be proportionate
to our capacity of burden sharing. Tax con-
sciousness, the principled stance based on val-
ues and the transparency of public finance may
enhance. We are still far from that today.

At present, the population is not in the
least concerned with the transparency of pub-
lic finance. This is a big enough trouble not
only because the government deceived itself
with budgetary tricks that reduced the very
transparency (for instance, by including the
sums already paid for motorway construction
under expenditures spent in Public Private
Partnership), when it demonstrated a deficit
lower than the actual figure. Moreover, such
tricks, – especially if found out – are also
extremely detrimental to the international
assessment of Hungary's state of public

finance. “It hurts credibility”.  It tells a lot
about our position that Hungary is not part
of the survey conducted by the international
research project, called Open Budget
Initiative, which examines the budget of 59
countries from the perspective of transparen-
cy. In the 2006 survey, France was the top per-
former, but Slovenia, Poland and the Czech
Republic were also placed high. Further ten
post-socialists countries are bringing up the
rear, including – for example – Russia and
Vietnam. In brief, it is a shame that Hungary
does not take part in such an important and
prestigious research,  which was last time also
published in the London Economist (28
October 2006).

The author of the review questioned the eco-
nomical foundation of the Maastricht criteria
and their applicability to emerging countries
like Hungary. He does not stand alone with his
opinion; several other prominent economists
share his view. We are not in disagreement that
the criteria formulated more than a decade ago
in the treaty are arbitrary rather than scientifi-
cally proven. Moreover, there is no proven and
scientific consistency in their interrelation. It is
especially difficult to apply the inflation criteri-
on in transition countries which want to create

Table 2

GDP GROWTH AND THE PERCENTAGE OF BUDGET DEFICIT IN SOME COUNTRIES

GDP-growth  Budget deficit in Budgetary expenditure Primary deficit 
the percentage of GDP in the percentage of GDP proportionate to GDP

2000 2004 2005 2006 2000 2004 2005 2006 2000 2004 2005 2006 2000 2004 2005 2006

Bulgaria 5.4 5.6 5.5 6 –0.5 1.9 3.1 3.3 n.a. 38 38.7 37.3 3.6 3.7 4.8 4.7

Estonia 10.8 8.1 10.5 10.9 –0.2 2.3 2.3 2.5 36.5 34.2 33.2 32.3 –0.3 2.5 2.5 2.7

Hungary 5.2 4.9 4.2 4 –3 –5.3 –6.5 –10.1 46.5 48.8 49.9 51.7 2.6 –1.1 –2.6 –6.1

Latvia 6.9 8.6 10.2 11 –2.8 –0.9 0.1 –1 37.3 35.8 36 39.5 –1.8 –0.2 0.7 –0.4

Lithuania 4.1 7.3 7.6 7.8 –3.2 –1.5 –0.5 –1 39.1 33.3 33.6 34 –0.8 –0.5 0.3 –0.2

Romania 2.1 8.4 4.1 7.2 –4.6 –1.3 –0.4 –1.4 40.6 38.3 38.2 38.8 –0.7 0 0.5 –0.4

Serbia-

Montenegro 5 7.2 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Source: Eurostat
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real convergence but are unable to deal with it
due to the Balassa-Samuelson effect. It should
also be noted, however, that apart from the
application of the inflation criterion, the other
criteria could be complied with both in the
large EU Member States and the smaller acces-
sion countries. What is more, in countries
where these criteria are satisfied the growth
rate is also significantly higher than in Hungary
(See Table 2). 

No matter how we are beating about the
bush, we must state that an undisciplined and
untransparent budgetary policy jeopardises
financial stability as well as fast economic
growth. There is no difference in that respect
between the financial risks of developed coun-
tries who invented the Maastricht criteria for
themselves and those of emerging countries.
This is the key message of global markets. To
date, many have believed, said and taught that
every government could do whatever it pleased
with the citizens' money within the national
borders. This “same old story” has melt into
thin air in the era of global money markets.
Good money drives out bad and governments
not respecting their taxpayers' money will drift
into financial crisis whatever justification they
give for spending. The financial policy of disci-
plined governments that show responsibility
towards taxpayers might be “unsophisticated”
and often unscientific, but the only one that is
internationally acknowledged. And only disci-
pline is appreciated under the rules of the inter-
national club.

In the Forward to the English-language pub-
lication of our book4, Josef C. Brada, renowned
researcher of economic systems and expert on
Eastern-Europe, writes: “If countries had per-
sonalities, then Hungary would be like a spend-
thrift relative, albeit one who, by virtue of an
economics degree from a good university and a
stint working on Wall Street, should be able to
manage his or her finances with no difficulty.”
In our view, observers sympathetic to Hungary

are pretty much aware that the government's
squandering on the pretext of solidarity with
the poor and the maintenance of the wasteful
welfare systems basically originate from the
gentry features of the political class which is
too understanding towards itself. The gentry,
the main character in many of the Hungarian
writer Kálmán Mikszáth's novels, commits one
bill forgery after another and makes one mar-
riage proposal after another in the hope of a
huge dowry instead of relying on his own intel-
ligence, talent and abilities and accepting
responsibility for himself and his family. It
might be that the calculations, only attached as
an appendix to the message of our book, imply
radical reforms and debt mitigation which may
look inconceivable and unrealisable. But if once
general government had an accounting capable
of monitoring current changes as well as
changes in assets, then it would become obvi-
ous that the financial assets lost and wasted are
at least as large as the extent of debt mitigation
we propose to be implemented by backing it up
with the graphical calculations. If we could get
through this debt mitigation, it would be
unnecessary to blindfold creditors, investors
and, first of all, ourselves by accounting tricks
year in year out. The government ultimately
deceived itself by hiding in a “forgiving way”
the immense work ahead of it when opting for
the motorway construction in the PPP scheme
and for recording the extra deficit due to the
pension reform as extra savings.

When proposing – in a number of areas –
new solutions and reforms which prompt and
encourage saving and responsibility and help
diminish the humongous debt, we did not
mean to meet the demands of foreign investors
and analysts. In writing our book, we were
driven by the same passion as János Kornai
who had formulated a proposal back in 1989
that a stabilisatory operation should be carried
and who was then criticised even by us because
of his very proposal. Yet, he was right. Without
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a plan prepared with a cool head and without its
implementation, this country would still remind
investors of the land of bill forgers rather than a
place worth investing in. It is possible that the
calculations presented in the appendix are wrong
so we still have a lot to learn. But there is one

thing we definitely do not want: fearing the eyes
of our children and grandchildren because 
we have let this happen. With his constructive
criticism, our reviewer, György Szakolczai, has
furthered us in our efforts.

NOTES

1 György Szakolczai: The responsibility of the men of
letters, Népszabadság 26 July 2006. 

2 We discussed this question in details in an article
published a few years ago. See László Antal - István
Csillag - Péter Mihályi: We are explaining the global-
isation. Népszabadság, 12 August 2000.

3 János Kornai: Balance, growth and reform,
Népszabadság 28 and 29 June 2006. 

4 István Csillag - Péter Mihályi: "Last Chance" An
Eighteen-Month Program for Stabilization and
Reform in Hungary, Eastern European Economics,
Vol. 44,6 2006. November-December, Foreword
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LI wish to express my gratitude to István Csillag
and Péter Mihályi for their quick reply to my
review about their book as well as their posi-
tive tone. I also wish to thank that the Public
Finance Quarterly wastes no time in publishing
the authors' reply and my response to them.
This quickness is rather rare, albeit very useful,
in the Hungarian professional press, because it
is essential to help the debate move forward
quickly, particularly, in such a topical issue. 

As an introductory note, I also wish to add
that even in the review I totally agreed with the
authors' first underlying principle that this
country is managing its economy to the detri-
ment of the generations to come and is consum-
ing the future, and this is intolerable. At the
same time, I considered the second basic prin-
ciple unfounded or, in fact, a hasty judgement
that the cause of our troubles is the excessive
size of general government and the solution is to
reduce redistribution and to radically cut back
the welfare state. This fundamental agreement
and this fundamental disagreement continue to
exist, but the debate has contributed to clarify
the points of agreement and disagreement. That
is why it appears the most appropriate approach
for me to provide an overview in this reply of
the points in which we agree and in which we
disagree. It would be hardly possible to aspire
for more within this framework, but if the

debate produces such an overview it will be a sig-
nificant achievement. 

The standpoint of the authors and the
reviewer is practically identical in several ques-
tions. Let us thus look at the points in which
apparent is has been reached as a result of the
discussion and the learning process. 

According to the authors' reply we “... have
little choice but motivate and apply pressure on
the individuals to make saving” (page 169). The
reviewer does not agree with the pressure, he is
nevertheless fully supportive of the motivating
of the individuals. What is more, in his article
published recently (Szakolczai, 2006), he argues
that the well-known concept of twin deficit
should be complemented to triple deficit, where
the third triplet is the insufficient level of house-
hold savings. Although the authors do not deal
with this, they probably share the view that the
long-term current payment deficit is a serious
and independent problem, so we are in complete
agreement on that.

According to the authors' reply, “when a
government is compelled to make economic pol-
icy changes (they are) principally aimed at break-
ing “bad continuity” (page 170). The reviewer is
of the same opinion and when emphasising path
dependence, he means that although we must
preserve our traditions, where possible, we must
radically modify the elements of our attitude that

György Szakolczai

Let's carry on learning from
each other
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are proven wrong – such as the concept of “leav-
ing our debts to our grandchildren”.

According to the authors' reply, “...they [..]
(have to be) successful in the competition for a
privileged minority: the domestic and foreign
investors” (id.). This is again absolutely true and
perhaps only one further remark needs to be
added that we must endeavour to harmonise the
investors' objectives with our concepts for the
country's future rather than trying to accept their
conditions under any circumstances.

The authors disapprove “cautious pro-
gressives”, referring to them as “Mr Pál Pató”,
the Hungarian anecdotal figure, “whose slogan
was “all in good time””  (page 170). Elsewhere
they write that “a government that is putting
off or even failing to announce reforms is
stealing our time” (page 171) and “the imple-
mentation of the stabilisation programme and
the reforms cannot be drawn out long at will”
(page 172). Again, we are in full agreement.
The reviewer has already pointed out in another
article and is reiterating it here that it is not
possible to cope for long with such a high
budget and current payment balance deficit,
and there is a need for immediate action.

To the greatest delight of this reviewer,
the authors state “There is a need for at least
the silent support of the public even for cor-
rective measures, but persuasion and convic-
tion, i.e. wide social support, are indispensable
for reforms aimed at changing the attitude. We
do not mean to reject [..] the necessity of
(this)” (page 171). We cannot agree with this
more and this leads to far-reaching conclusions
relating to the strategy to be followed.

Following that, the reply discusses in details
how important “the transparency of public
finance” (page 171) is and that “the government
deceived itself with budgetary tricks that reduced
the very transparency” (ibidem), and finally: “...it
is a shame that Hungary does not take part in
such an important and prestigious research”, such
as “the international research project, called

Open Budget Initiative” (ibidem). The reviewer
confesses that albeit he is a qualified economist
and welcomes these statements, he is not able to
make an appropriate overview of the budget on
the basis of the disclosed materials.

Closely related to the above is the claim
that it is necessary that “general government
had an accounting system capable of monitor-
ing current changes as well as changes in
assets”, because “it would (then) become obvi-
ous that the financial assets lost and wasted are
at least as large as the extent of debt mitigation
we propose to be implemented by backing it
up with the graphical calculations” (page 175).
This statement is of utmost importance
because the Hungarian governments – both
the current and the former ones – which, in
contrary to international recommendations,
treat privatisation revenues as budget revenue
and fail to present the resulting decrease in
assets, are deceiving themselves and the nation.

In respect of the Maastricht criteria, the
reply ascertains that they “are arbitrary rather
than scientifically proven”, and the financial pol-
icy built on them is “often unscientific, but the
only one that is internationally acknowledged”
(page 175). This is the possible most correct
perception. So long as these games of rule are
applicable, we must stick to them. It also follows
from this statement that we must support the
efforts which try to create professional consen-
sus by taking account of the specific position of
the new EU member states, with special regard
to that fact that these regulations had been for-
mulated according to the position of the EU-15,
and even to that of the EU-6, in the first place.

Although not dealt with in the reply, the
question of the Convergence Programme is close-
ly linked to this, since it is focused on approxima-
tion to the Maastricht criteria. This reviewer finds
it essential to make it absolutely clear that, despite
his reservations about the Convergence
Programme, we must stick to the appropriations
set out in it as long as experience and the calcula-
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tions prove that it is necessary to modify them. At
present, there are no such experience and calcula-
tions, and we hope that there will not be. I trust
that the authors agree with my reasoning.

Finally, János Kornai is quoted in the last
paragraph, according to whom “without a plan
prepared with a cool head and without its imple-
mentation” (page 176) our problems cannot be
resolved. Again, we cannot agree with it more,
however, our opinions are likely to begin to
diverge here because the reviewer, who has
always praised the authors for putting forward a
comprehensive and complex concept, has pre-
sumably higher expectations vis-a-vis a “plan
prepared with a cool head” than the authors.

In spite of our agreement in a number of
questions, our differences continue to exist or, in
fact, they are rather strong. The major differ-
ences are outlined below.

The first is the timeframe of eighteen
months and its justification. The question is
what justifies such a hasty action. For there is
no doubt about the need to act promptly, but
the reviewer can by no means agree with the
timeframe of eighteen months. This view can
be backed up with the following arguments. 

The eighteen months are not justified by
international economic considerations. The
authors write: “Markets were apparently more
tolerant than expected on the basis of theoreti-
cal considerations. Markets are patient because
they can see what direction the government is
heading. They are not really bothered with the
pace of progress since with the interest rate
kept high they are guaranteed an easy profit-
making opportunity.” (page 172). It may be
added that international and trans-national
agencies are patient. It can be well illustrated by
the fact that in some cases debt stocks amount-
ing to 100 per cent of GDP have been accepted
by them if they saw a firm commitment and real
chance for their reduction. Consequently, the
eighteen months are not justified by interna-
tional considerations. 

The eighteen months are – solely or prima-
rily – justified by internal policy considerations.
The authors write the following about this: “with
prudent preparation and clear policy, the era of
substantial reforms will be concluded with the
adoption of the 2008 budget (i.e. in December
2007) right in the eighteenth month from the
establishment of the government so as to give
place to fine-tuning and to the preparation for the
next general elections.” (page 171, author's italics,
Gy. Sz.) Thus, the authors' concept is that
reforms should be pushed through within
eighteen months in the hope that – seeing the
justification and success of the reforms – the
public opinion and the country will re-elect the
government at the coming vote. In the reviewer's
opinion, the subordination of economic policy
to internal policy and election considerations in
such an extent is inadmissible.

We have already experienced the subordi-
nation of economic policy to internal policy and
election considerations; this has given rise to the
current crisis and that is why it is imperative to
break with this practice. Békesi (2006) made the
following remarks about this: “It was absolutely
clear from professional point of view that what
the government had done was utterly mistaken.
An economic policy built on long-term over-
distribution leads to financial bankruptcy in
Hungary. Nevertheless, the majority of the
experts did not want the ruin the chances of
Gyurcsány and the Hungarian Socialist Party
(MSZP) by urging immediate action, no matter
how sensible it would have been.” The same was
even more expressly stated by Eszter Rádai who
conducted the Békesi interview.  Kornai (2006)
put it more carefully saying: “the inescapable
question (is) [..] what was more important from
the perspective of the country's interest (italics in
the orginal, Gy. Sz.). Should the incumbent gov-
ernment stay at helm, and not hand over power
to an opposition that is advocating irresponsible
policies – so that the economy could recover as
fast as possible, and the country's citizens could
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receive more extensive and more honest infor-
mation about the difficulties. Could a more for-
tunate compromise be found among the three –
then conflicting – objectives, between achieving
political victory, overhauling the economy and
observing the requirements of honest communi-
cation?” The quoted passages unquestionably
prove that the present state of play is the 
consequence of the prioritised internal policy
and election considerations. The reviewer 
wishes to point out here that, on the one hand,
there was undoubtedly a rivalry between the
populist campaigns before the elections, with
both parties advocating “irresponsible policies”.
On the other hand, this author holds the view
that – despite the obvious pressure for prompt
and firm action – “the country's interest” enjoys a
priority and the country must not be forced into
the strait-jacket of eighteen months under 
pretext of free elections. 

It does not appear to be feasible to imple-
ment the reforms in eighteen months. This is
shown by the several-page long table present-
ed in the reply. A number of proposals have
not even been put on the agenda, other pro-
posals are postponed or can only partly be ex-
ecuted or cannot be executed at all.

The calculations disclosed in the
Appendix of the book and the baselessness of
their results reinforce that the reforms do not
appear to be feasible within eighteen months. In
reply to the comments made in the review of
the book, the authors write: “...It might be that
the calculations, only attached as an appendix to
the message of our book, imply radical reforms
and debt mitigation which may look inconceiv-
able and unrealisable”. (page 175) If – based on
the numerical results – the reforms are of an
“inconceivable and unrealisable” magnitude,
then they are very likely to be so in practice too.

Even if the reforms could be implement-
ed during eighteen months, no substantive
acceleration of economic growth can be
expected from it. International experience and

the teachings of modern economic science
relying on such experience clearly point out
that stabilisation, even if successful, is not ne-
cessarily followed by growth. It does not
require special economic knowledge or reason-
ing to realise that. Why would there be a radi-
cal or marked economic growth as a result of
excluding the neediest 15 per cent of the soci-
ety from health care services and introducing
the system of multiple health insurers?

In the case of pressing the eighteen
months, the reforms will not even lead to sta-
bilisation and to improving our international
economic assessment. The key component of
stability is political stability. Again, no special
economic knowledge is needed to see that the
social and political differences, which have
been further intensified mainly by the insis-
tence on the eighteen months, damage our
international assessment in a greater extent
than the extent of improvement that could be
accomplished by a one or two-point decrease in
budget deficit. 

Pressing the eighteen months may result
in weimarisation and political disaster. It is
with good reason that the reply refers to the
danger of “political erosion (weimarisation) or
economic depression (see Yugoslavia)” and the
writers also put down with good reason that
“sooner or later the thread will break. If not
the patience of money markets, then the sup-
porting votes for government MPs will be
eroded. If they do persist, then the stabilisa-
tion efforts and the reforms will be brought to
an early end by the fatigued public opinion and
the worsening general political sentiment.”
(page 172) The authors believe that these argu-
ments support the insistence on the eighteen
months, while in the reviewer's view, they jus-
tify abandoning the set timeframe. It is already
visible where pressing the eighteen months
will lead. On the other hand, there is nothing
to back up that the prudent and consistent
implementation of the reforms with the sup-
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port of the public opinion and civil organisa-
tions would have such consequences.

Pressing the eighteen months results in an
identity crisis in politics. This identity crisis can
best be illustrated by what has been written in an
article by Gáspár Miklós Tamás (2007) about “the
Hungarian liberals' new-born enthusiasm
towards police boots” and about “the socialist
party which has no concern for unemployment
benefit, is hostile towards trade unions and sup-
ports the abolishment of health insurance due by
subjective right”. The reviewer does not claim that
the identity crisis is completely the consequence
of the eighteen months, but it can hardly be
questioned that the eighteen months have a con-
siderable part in deepening the identity crisis.

Finally, this conception and programme
is counter-productive in political sense. Several
socialist politicians are beginning to realise
that pressing the eighteen months is likely to
lead to an unprecedented failure rather than
success of the election which will take place
after the eighteen-month programme. This
reinforces what has been outlined above. The
reform cannot be carried through during
eighteen months and after the eighteen-month
programme the country's economic position
cannot be expected to improve at such a pace
that would bring about the election victory.

The second major difference is related to the
question of whether the actual objective, the enor-
mous cutback of the welfare state, is justified and
viable. In the reviewer's opinion, it is not justified
or viable. The two arguments supporting the
authors' views in the reply cannot be substantiated,
and numerous other arguments can be brought
forward against the justification and viability. 

The authors' first argument, i.e. our lag is
caused by the relatively large-scale redistribution,
is not proven. With reference to that the reply
explains that “the rate of redistribution is lower in
all post-communist, transition countries, i.e. the
size of the state is smaller, than in Hungary. This
is one of the reasons why we have dropped to the

bottom of the league in the competition for eco-
nomic growth”. (page 170) Three comments will
suffice here. First, the rate of redistribution tends
to be higher in Hungary because the provision of
pensioners is comparatively better, the reproduc-
tion ratio began to decline at an earlier point in
time and the percentage of the ageing population
is higher. Second, it is generally known that in the
Soviet Union and thus in the former Soviet
Republics pension was not enough to keep the
wolf from the door and provision for the 
elderly was the responsibility of the family.
Consequently, if there is smaller pension and
faster growth in the Baltic States, it does not ne-
cessarily mean that the reason behind faster
growth is the smaller pension. Third, it seems as
if the figures presented in the reply (page 174)
were buttressing up the reviewer's arguments and
not so much the authors'. The faster growth in
the three Baltic States as well as Bulgaria and
Romania, namely in the most underdeveloped
states of the EU, may spring from an usually
faster growth in the first phase of convergence
rather than a lower level of social welfare..

The aut „hors' second argument is not
proven, according to which “a significantly lower
redistribution and an income centralisation
decreasing in comparison to what we have today
would result in a different relationship between
the use of taxpayers' money and political decisions
taken on them. The reduction in the extent of
redistribution may have […] (the) consequence
that […] tax consciousness, the principled stance
based on values and the transparency of public
finance may enhance.”. (page 174) This argu-
ment seems to suggest that the lower the tax the
more we are interes-ted in its proper use. In the
reviewer's view, just the opposite is true. The
authors are also right in stating that society must
be made aware that it is not a gift they get but
they are paying the bill. But if we manage to
make them aware of that, then the higher the bill
the more carefully it will be checked.

The authors do not specifically refer to tax
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competition but it is as a matter of course con-
tained in their reasoning. This is a serious argu-
ment, however, the counter-argument is just as
serious that extreme tax competition will not
only result in the collapse of the welfare state
and social services but also in the collapse of the
state as well as public and legal security, and thus
the whole economy, society and culture. The
way out is therefore extending the legal har-
monisation to the restriction of tax competition,
which has already begun: see the discussion
commenced on this issue in the EU and the case
of Lex Audi. So the way out is not the uncondi-
tional submission to unsustainable objectives.

There are numerous arguments in favour
of maintaining the welfare state but it is not
possible to tackle them in details within this
paper. We can only make allusions to the fol-
lowing facts. 

The size of the welfare state depends on
historical traditions. The size of the welfare
state is smaller in colonial states, whereas it is
larger in traditional societies, and this differ-
ence does not affect efficiency.

Radical decreasing in the magnitude of the
welfare state has never been successful any-
where; its further growth could be curtailed at
most. The radical decrease in the results
already achieved gives rise to such a public
resistance that makes this plan unfeasible. 

Experience shows that many countries do
extremely well, such as the Scandinavian coun-
tries, where there are extensive welfare services
and large-scale redistribution. Naturally, the sys-
tem needs to be adjusted to the changes, thus to
the rise in the average age and medical expenses.

It is scientifically proven that the major
contributors to a country's advancement
include the appropriate level of health care and
education as well as support granted to sci-
ence, research and development. This cannot
however be achieved without a larger welfare
state and a higher level of public expenditures.

It is also scientifically proven that the pre-

requisite of economic and social upturn is the
well-functioning state and a future-oriented
and widely accepted concept and that the prin-
cipal reason behind financial bankruptcy, in
most cases, lies in the bankruptcy of the state
and the executive power. 

It is thus not an unfounded statement that
the cutback of the welfare state and the state's
role is a preconception which is not adequately
reinforced with facts and scienti-fic arguments,
and it is even less unfounded that is the prere-
quisite of speeding up development.

The third basic divergence of opinions
relates to reform dictatorship: whether it is pos-
sible to implement any or even the best idea against
the will or even without the active participation of
the stakeholders? The reviewer holds the view that
it is not possible, and it is better not even to
strive for it. In the authors' opinion, people can-
not be made happy against their will. László
Csaba (2007) writes the following about this: “It
seems that in social sciences the day of experi-
menting with and implementing plans conceived
at a writing-desk for societies as a whole, in brief,
the day of constructivism, is on the decline. As an
unforgettable legacy of the terrible 20th century,
democratic societies, in general, and researchers
of various branches of the economy and society,
manifestly, rightly distance themselves through-
out the world from other researchers who still
wish to organise and re-organise the world as a
whole or just one country, together with its po-
pulation of several millions, along a single huge
plan conceived by them and, most often, to be
implemented under their direction. The resis-
tance is especially justified and widespread if they
try to reshape our everyday life via secret plans
concocted in closed cabinets by persons not
known to and not elected by anyone, i.e. plans
without detailed discussion and social legitimisa-
tion. Whatever is the intention of the initiators,
the justified fear from the outcome cannot be
eliminated, especially if we continue to profess
that the end does not justify the means. […] And
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let us add that the Indian Amartya Sen was gran-
ted the economic Nobel-prize for the very
demonstration that the masses of the poor can-
not be regarded even temporarily as the object of
the enlightened elite's experimenting spirit,
rather, they must be the subjects and shapers of
turning their own life for the better.”

It cannot be questioned that there can be no
social support behind the radical constraint of
the welfare state and even the state and especial-
ly behind its execution during eighteen – or now
only nine – months. In addition, if we continue
to profess – as already seen in the previous para-
graph – that the end does not justify the means.
However noble is the end of reducing budget
deficit and complying with the Maastricht crite-
ria, its means must not lead to one-sixth of the
Hungarian society being doomed to die in the
ditch without medical help because this is what
the consequent application of the insurance
principle in health care implies. The author of
the above cited passage puts it in a milder way by
saying that “the aspect of cost saving must never
be placed ahead human dignity”. Therefore, the
reviewer is of the opinion that the program of
radically cutting back the welfare state and
mainly its implementation during eighteen
months should be taken off the agenda.

With this we have come to the last ques-
tion: what can and what is to be done under such
circumstances? In line with the spirit of the
above quotation, we may add the following.

Hungarian society and economy are con-
fronted with the following two major tasks:

• first, there is a need to cut budget and cur-
rent payment deficit and to increase net
private savings, and in order to achieve
that certain components of household
consumption need to be decreased,
including particularly non-essential con-
sumption financed from credit;

• second, there is a need to pursue an effi-
cient social policy and to develop a system
relating to health care and education, to
pension and family support, to the catch-
ing up of the social groups and regions
falling behind and even to scientific
research and development, which system
satisfies social and national considerations
and can be financed in the long term.

It is evident that the above two objectives
can only be realised at the expense of compro-
mises. It cannot be immediately ascertained to
what extent these two objectives can and
should be served by increasing the capacity of
the economy, by reducing costs or by rational-
ising the system of services and what the role
and share of public services and business ser-
vices, including the distribution of functions
and the manner of co-operation between them,
will be. It will take a longer time to work that
out. One thing is however certain. As the
authors very correctly underline we cannot
manage the economy at the expense of the
future, and cannot consume the future even to
the effect that our institutional system and
thus our future are sacrificed for the sake of the
immediate reduction of budget deficit.
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I

Economists about and for our
future

In the past few months we have frequently
heard that the change of the political system
was spoilt, we were driven into crisis and lost
our way. This is why the Presidency of the
Hungarian Economic Association has decided
that – as the most prestigious organisation of
the economics profession – the economic situ-
ation should be assessed and a suitable solution
should be recommended for the most immi-
nent problems. The Economic Association has
scheduled six meetings, the first of which, on
20 February, explored the reasons for the
evolvement of the present situation.

The first presenter of the debate, BÉLA

KÁDÁR, academician, the President of
Hungarian Economic Association, went back
to the Second Word War to understand the cur-
rent situation. After Poland, the greatest mate-
rial and human loss of the war was witnessed in
Hungary. Compared to other East European
countries, a significantly higher proportion of
the population was affected by the post-war
deportations, later retaliations and oppressive
measures: 1.5 million people lost their posses-
sions and homes. These factors lead to the
Revolution of 1956 in Hungary. The Kádár-era
tried to gloss over the lack of their own legiti-
macy through welfare measures. For more than
thirty years Hungary was characterised by a
political behaviour doing penance through con-

sumption, i.e. the 'goulash communism'. It is
both a political and social trauma that – unlike
in Spain starting in the in the 1960s –, no pro-
pitiation has taken place between the winners
and the losers of the post-war era. This divi-
sion, which was further worsened by the legacy
of the political changes, should be taken into
account by all political regimes.

Contrary to the prevailing belief, the regime
change taking place more or less at the same
time in the Central and Eastern European
countries, found the affected countries in dif-
ferent situations. The most striking differences
were seen in foreign debts. In the end of 1989
such debts amounted to 2000 USD per person
in Hungary, 1200 USD in Poland, 500 USD in
the Czech Republic and 100 US in Romania.
The production structure of the Hungarian
economy differed significantly (due to the pre-
dominance of the heavy industry) from the
world's leading countries compared to other
countries in this region. However, we were in
the best position as far as institutional frame-
work, mental attitudes, market oriented econo-
my and the openness towards democratic insti-
tutions are concerned. With regard to the insti-
tutional framework, Hungary ventured fur-
thest from the Stalinistic model. Due to our
openness and more liberal scientific relations
the Hungarian intelligentsia was far more sus-
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ceptible to the world's dominant neoliberal
attitude of the late 1980s; however, it also
meant that expectations were much higher.
Not even after 40 years of cold war had the
West any specific strategy for the transition of
the ex-Eastern bloc into market economy.
Therefore, the Washington Consensus – estab-
lished for deeply bureaucratic and indebted
third world countries – was recommended for
Hungary, although it was not developed for
regime change purposes. Copying – depending
on its intensity – caused more or less damage
everywhere. The shock originating from libe-
ralisation, in addition to an institutional shock
and overwhelming imports, ruined the still
existing state sector. Through privatisation the
weakened state companies were sold to persons
formerly in key positions or foreign investors.
This legacy still exerts its effects. The period
between 1990 and 1994 were burdened by
adverse circumstances: 

• In summer, 1990, Iraq raided Kuwait and
the first Gulf War was triggered off, 

• In 1991 Yugoslavia fell apart followed by
the Soviet Union causing significant eco-
nomic damage to Hungary, 

• Between 1991 and 1994 recession in
Western Europe hit the bottom further
restricting our markets.

That was the starting point. Where are we
now? Now the public is aware of the fact that
has been highlighted by the roaming confer-
ences of the Hungarian Economic Association
since 1993: this imbalance of the state finances
is unsustainable, and there is no economic the-
ory that could offer a solution for the expan-
sion of consumption exceeding the GDP
growth.

Between 1998 and 2002, the consumption
increased by 5.4 per cent and the GDP by 4.6
per cent. Between 2002 and 2006, the con-
sumption increased by 4.1 per cent and the
GDP by 6.4 per cent annually on the average.
This inevitably led to indebtedness. Compared

to the 5 per cent average deficit of the central
budget during the period between 1990 and
2001, this figure increased to 7.5 per cent
between 2002 and 2006, although in the Treaty
of Accession Hungary made a commitment to
decrease the deficit. In the past year this figure
could have exceeded 11 per cent; due to correc-
tive measures it was decreased to about 9.5 per
cent. The deficit of the central budget was mis-
managed, the budgets were compiled improp-
erly, and months later it was seen that they
could not be fulfilled. This discredited
Hungary to an extent that Hungary has con-
tinuously been sitting on the dunce's seat for
two years.  Due to the loss of credibility and
the high country risk Hungary pays 2 per-
centiles more than the Czech Republic in terms
of real interest rates for foreign loans.

Why is it so? Are the people at the Ministry
of Finance unsuitable or do politics press such
budgets? Or perhaps are we lagging behind in
the institutional framework or in the interna-
tional division of labour? Why is it so that
Hungary came up with the highest deficit in
the European history of economics after the
Second World War?

Are we behind in the transformation of the
market economy? However, international
comparisons show that Hungary was the first
to get over the most difficult phase of the
transformation process. The proportion of the
private sector exceeded 80 per cent as early as
in 1995, and this figure has been increasing
since. In addition, the privatisation of the pub-
lic sector began, too. Thus there are no arrears
in this field.

Or is the extent of the arrears that makes our
position so unfavourable? It is true that in the
last three years the adverse signs of the slowing
down of the growth dynamics have multiplied.
Between 1989 and 2006, the volume of
Hungary's GDP increased by 33 per cent,
which – taking into account the starting posi-
tion, which was less favourable than the region-
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al average – cannot be considered bad. It was
only Poland, which benefited from debt relief,
that could achieve better results. Slovenia and
Estonia also come before us. In the 1980s the
Hungarian economy grew by 1.2 per cent, and
thus from the perspective of a quarter of a cen-
tury the general rate is below 2 per cent, which
is highly unfavourable for an entire generation.
The Czech Republic, Slovakia and Romania
produced much higher rates and the world
economy as a whole expanded by a rate exceed-
ing 4 per cent in the last 4 years. In this com-
parison the gap is obvious especially as far as
the Far East is concerned.

The deterioration of Hungary's international
position was significant during the period of
1913 and 1989. As far as global exports are con-
cerned, by 2003/2004 we managed to achieve
the level of 1937 and since then we have even
exceeded this: currently this rate is 7 per thou-
sand. After 1989 the rate of exports covered by
imports was 88 per cent on average over the
decade to be as high as 97 per cent in 1997. The
product structure of exports was transformed.
In 1913 the proportion of machine industry
products was high (one sixth) and nowadays
this rate is the highest in the region and out-
standing in the world (over 60 per cent). With
regard to structure significant refinement took
place. We are doing well concerning capital
resources. Until recently the value of FDI was
the highest in Hungary: approximately 7500
USD. The global average is 1800 USD and 3000
USD in our region – so we could be satisfied.
This is an important growth factor. Similarly,
the rate of capital export is the highest in
Hungary. One fourth of the capital export of
the former socialist countries comes from
Hungary. Accordingly, the reasons for the
problems do not lie with foreign trade.

What is then our weakest point? The prob-
lems are rooted in the deterioration of the qual-
ity of the human potential. In Hungary the rate
of the active population is 55 per cent com-

pared to 64 per cent in the EU and 75 per cent
in Scandinavia. This results in a significant
reduction in tax and contribution revenues for
the state. The state finances cannot be balanced
without expanding employment and whitening
the economy. After the regime change, the
number of workplaces decreased by 27 per cent
(to 3.6 million). This figure is the highest in the
region. In the last five years employment has
increased only by 2 per cent, while the GDP
has grown by 20 per cent. The growth in
Hungary is thus capital intensive. Why is it so?
This could be put down to the high level of
wage costs, lack of manual workers and the
inappropriate educational background of the
workforce. The level of wage costs has caught
up with the Czech average and is two times
more than the Romanian average. Therefore
the relocation of industry is self-evident.
'People-friendly' governments and unions
could ensure higher minimum wages for
unskilled or low skilled workers; however,
facilities employing such workforce are relocat-
ed to the neighbouring countries or even fur-
ther away. What is more valuable: a well-pay-
ing, but non-existing job, or an existing and
possibly morally offensive one, which pays sig-
nificantly less? – asks Béla Kádár.

As far as the workforce is concerned, the pri-
mary problem lies with the lack of those with
medium or high level technical education. The
real gap is evident not in the number of those
in education, but in knowledge, as supported
by the PISA evaluation. The conditions of
higher education are not better either:
resources are scarce, standards are low and the
educational structure is inadequate. Only 11
per cent of those between 19 and 29 years of
age attend technical or natural sciences courses
– this is absolutely the last place in Europe. In
the European Union the number of PhD stu-
dents per 10 thousand people is 37 compared to
only 9 in Hungary. The number of those par-
ticipating in scientific research is the third of
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the EU average, the funds spent on scientific
research is half of the EU average and only a
fourth of the Swedish and Finnish average. Is it
possible to build a future this way in the age of
knowledge-intensive economic growth? However,
as early as in the 1960s specialists in the economics
of education realised and stated that the 'produc-
tion' of workforce is more meaningful than
material assets.

The political sphere is a specific aspect of the
human potential. Since the millennium admin-
istration has been increasingly overshadowed
by politics in Hungary. In the Central Eastern
European region the notion that communica-
tion is the core of the governance – as opposed
to technocratic control – is the strongest in
Hungary. Within the region, liberalism has the
deepest roots in Hungary; therefore this is the
country where direct utilitarianism overshad-
ows socioeconomic usefulness to the greatest
extent. This results in a special interpretation
of the role of the state: state administration
methods are replaced by business management
processes.

Although the change of the Hungarian
political system was distorted, slow to start and
difficult to achieve, the real problem lies in the
ever increasing number of negative indicators
of the past five years. Unlike our leading posi-
tion 18 years ago, we have fallen behind by
now. As far as the integration in the global
economy is concerned, we are among the lead-
ers; however, we are lagging behind in the qual-
ity of the human potential. This cannot be
improved from one political cycle to another
(although we have managed to do damage in no
time). To improve a comprehensive develop-
ment strategy is needed, which we have never
had so far in the economic policy. For this pur-
pose an adequate institutional framework
should be developed. The most important task
is to promote rational thinking in all sectors of
the society. The situation is not hopeless as we
are going to receive significant EU funds, the

efficient use of which will generate lots of tasks
for the economists.

LÁSZLÓ PARRAGH, a businessman, the
President of the Hungarian Chamber of
Commerce and Industry has well illustrated
the economic history of the period following
the change of the political system through the
development of his company bearing its
owner's name. The business was set up in 1989
with high hopes later to be proved by the com-
pany's success. However, a more difficult peri-
od started in 1995 and the company had to
make great efforts to survive.

When the company was established, the mar-
ket was characterised by excessive demand; it
was impossible to import goods that could sat-
isfy such demands. In the 'golden era' for 1 bil-
lion HUF 500 million HUF coverage was
available, therefore it is no wonder that year by
year the company multiplied its sales.
Although interest rates were high, banks were
willing to provide funds to this highly prof-
itable company. Initially the company hired
equipment from state-owned companies, and
later was able to buy such equipment. There
were various opportunities in privatisation,
from which the company did not benefit; even
more, as the victims of fraud they failed to
acquire a company. Their sales gradually
increased. The company opened 15 tile shops
and entered the Russian market. By the mid-
1990s the market situation had changed: new
competitors emerged (multinational compa-
nies, shopping centres, 'cash and carry' stores),
the Hungarian Forint was devaluated, public
dues increased and the privatisation process
came to an end. During the Russian crisis the
company had to say good bye to receivables of
1 million USD.

After 2003 they realised that their resources
and opportunities were different than those of
the multinationals. This revelation finally
marked the end the 'golden age of dreaming'
starting with the foundation of the company:
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they suddenly realised that they would not be
able to build even a single store like those of
Raab-Karcher or Praktiker. Since their founda-
tion the company is currently making extra
high profits, but now they are focusing exclu-
sively on property management.

Changing the focus from microeconomic
objectives to macroeconomic ones, László
Parragh first concentrated on employment
issues. The number of working hands was suf-
ficient, but the structure was inadequate, he
said. For example, when streamlining was car-
ried out at the IBM facilities in Székesfehérvár,
90 per cent of those made redundant were
skilled workers working as unskilled workers.
In addition, the regional allocation of the
workforce is inadequate; due to low wages the
unemployed cannot migrate to workplaces.
Similarly to Béla Kádár, the President of the
Chamber believes that the main reason is the
lack of technical training. 

During the last 17 years, the corporate sector
has been characterised by a continuous lack of
resources except for the beginning of this peri-
od when start-up loans, compensation coupons
and privatisation opportunities were available.
A real increase in resources for SMEs started in
2002 through the introduction of the
Széchenyi Card: it generated competition
among banks and 80 thousand customers took
out loans in the value of 380 billion HUF. As
far as the credit portfolio is concerned, the pri-
vate sector has taken a leading position in the
former socialist countries; however, we are far
behind the original EU member states. 

After the change of the political system a sig-
nificant property reallocation took place
towards the private sector. After 1995 the ini-
tial – inorganic – development was thwarted. It
is still difficult for businesses to obtain capital
and sources; however, this applies only to small
and medium sized Hungarian companies. The
biggest blow on the businesses has been the
delay of the accession to the euro zone.

Hungary is the first in the region with regard to
the operating capital per person; however, we
are far behind Portugal and Austria.

Initially, the Hungarian Forint was too
strong. Later, the otherwise necessary measures
in the 1990s significantly weakened it, which
heavily burdened businesses importing into
Hungary. It was not surprising that the Forint
became stronger when the crawling peg
exchange rate system was given up. There were
fluctuations but this has been stabilised so far.

A more important problem is the tenden-
tious increase in taxes and public dues. It has
always been the economy that had to bear the
consequences of the change of the political sys-
tem as well as the faults of the economic poli-
cy. In the recent years the amount of levies
grew by 100–200 billion per year. This figure is
as high as 630 billion HUF for 2007. As a result
the black economy has grown stronger and the
rate of economic growth has slowed down.
Therefore the economic management should
look at the causes of the problems: levy rates
should be significantly decreased. In the
European Union the rate of the budget central-
isation is 42 per cent compared to 52 per cent
in Hungary.

No improvement has been achieved in the
field of R+D. Most of the Hungarian economy
is involved in assembly activities. Applied
research is especially weak; funds are primarily
spent on basic research, the results of which are
then realised abroad.

Corruption is a major problem for our econ-
omy. This slows down the growth of the econ-
omy as it is cheaper to 'buy' the decision-maker
than developing businesses. Notwithstanding,
competition in the market is rather strong.
Through controlling the inflation the econom-
ic problems burden the real economy, while in
the market segments under state influence the
players on the supply side are in a more
favourable position, since here the increase in
prices is above the average.
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Monopolies are very strong in the
Hungarian economy, especially in the energy
and telecommunications sectors. Although in
the latter – theoretically – there is strong com-
petition, the prices of the Hungarian providers
are extremely high compared to Europe.

Our economy is far too bureaucratic: while
in the EU 3 to 4 per cent of business turnover
is spent on such purposes, this figure is 6.8 per
cent in Hungary.

László Parragh agreed the President of the
Hungarian Economic Association in that the
economic policy was deeply permeated by
political motives, the main disadvantage of
which was that very short term considerations
prevailed. Only 14 per cent of the resources
allocated through the National Development
Plan is scheduled for the development of the
economy – in a period when the economy is
slowing down. There are too many mayors in
the Hungarian legislation, which is obvious
when you look at the developments: far too
many main squares are reconstructed and
numerous fountains are built. It is a great fault
to spend so much on useless things.

The economic/business changes should be
completed – as have been done in the market
sector – but it is still ahead in education, health
care, research and at the local governments.

The economic policy cycles are not identical
with the political ones. Between 1995 and 2000
the economic policy was driven by the exports.
Subsequently, internal consumption was
focused on. This phase ended in 2005. In the
last 17 years, the economic policy has been
characterised by extreme fluctuations: we have
tried everything from patriotism, from the slo-
gan “we can cope on our own in the Carpathian
Basin” to liberalism. Objectives and instru-
ments have scarcely been in harmony. For
example, a core objective of the National
Development Plan is to increase employment,
while the Convergence Programme would
bring different results. The professional strate-

gies of the individual ministries are not in line
with the macro-economic objectives. While the
European Union would promote an invest-
ment-oriented economic policy, the Hungarian
government follows a market-oriented, liberal
scheme. In practice, however, there is a great
number of individual bargains and exceptions.
It is not surprising that it has consequences to
be borne by the economy.

Since the change of the political system it has
been impossible to balance the export- and the
internal market-oriented approaches; one or
the other has always been overemphasised.

It is a well-known fact that the growth in the
GDP and wages has not been correlated. The
13.8 per cent increase in wages seen in 2002
took its toll in 2004. Since then the situation
has improved, but even in 2007 there is great
tension in the system.

The Hungarian economy is a typical a dual
economy: besides multinationals, there exist
Hungarian SMEs, most of which merely scrape
along. Export is highly concentrated: 15 com-
panies account for one third of the Hungarian
export, and Audi for 10 per cent of it alone! 80
per cent of the export activity is carried out by
non-Hungarian owned companies. Naturally,
this is not a problem; still, economic policy
makers need to be aware of this fact. SMEs
focus on the domestic and regional markets –
obviously.

The economic and budgetary backgrounds
are rather unpredictable. 2,000 billion HUF
needs to be saved, and we wish to achieve this
through focusing on small items – e.g. the sur-
gery fee, which is to earn as little as 20 billion
HUF for the state.

Comparing 1996 and 2006, the President of
the Hungarian Chamber of Commerce and
Industry said that the global economic environ-
ment was favourable at both times, whereas the
domestic market had been drying up, the tools of
the previous path of growth had weakened, and
due to the more and more serious lack of finan-
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cial balance, the economic policy primarily relied
on increased cuts of funds. However, a basic dif-
ference is that while in 1995 a sufficient and
properly structured labour force was available,
today the same cannot be relied on any longer.
At that time, EU transfer was of a small value,
today we are entitled to Community subsidies
greater by orders of magnitude. There used to be
privatisation reserves, which we no longer have.
A decade ago, economic policy makers had a
freer hand, today they are bound by the
Convergence Programme and EU regulations. In
1995, it was possible to attract multinational
companies by cheap labour, now, less so. At that
time, Hungary used to be almost the only well-
off, reliable country in the region – today, the
exact opposite.

There could be two breakout points available
for the economic policy: one is to utilise EU
transfers to strengthen competitiveness, the
other is to support SMEs employing the largest
workforce. However, the signs visible today do
not indicate such uses.

Sales revenues of Western European compa-
nies are typically 3–4 times higher than sales
revenues of Hungarian companies of a similar
size, while the difference concerning value
added is seven to tenfold. This is because the
Hungarian subsidiaries of multinational com-
panies typically carry out undemanding assem-
bly activities in Hungary. The labour cost per
one unit of value added is approximately the
same – in other words, it is not a question of
benevolence whether foreign-owned compa-
nies raise wages or not.

The highest “cost” of the period since the
regime change is the loss of our initial illusions.
In 1989, we believed that circumstances typical
of Austria or Germany would be established in
Hungary within a few years. However, we seem
to have to wait for another decade to see that
happen, if not more.

ÁDÁM TÖRÖK, member of the Hungarian
Academy of Sciences, Professor of the

Budapest University of Technology and
Economics and the University of Pannonia,
Vice President of the Hungarian Economic
Association analysed the Hungarian economy
in view of structure, behaviour and perform-
ance: what kind of behaviour was related to
which economic structure and what kind of
performance it made possible.

As far as the proportion of the private sector
is concerned, Hungary has a leading position
among the countries of the region – we are in
the vanguard to meet the requirements of the
Washington consensus in this respect.
However, fulfilling international requirements
and good economic performance are not unam-
biguously interrelated. For instance, Slovenia
took this direction much later, and yet, it
already appears to be in the lead – being the
only country to have joined the EU in 2004
which has succeeded in introducing the euro in
2007. Also, its GNI per capita exceeds the level
of several old Member States.

In recent years, the Washington consensus
has been criticised by several renowned econo-
mists – Nobel Laureate J. Stiglitz being the best
known among them. The former Vice
President of the World Bank does not dismiss
privatisation, liberalisation, or globalisation –
he only recommends that the above measures
and adaptation to globalization be well-found-
ed by creating proper institutional and regula-
tory conditions.

In the first stage of the transition in
Hungary, monopolistic companies, which
stayed monopolies (oligopolies), and which are
still only willing to bargain with regulators
about the percentage of their monopoly profit
that they are ready to give up, were sold within
the framework of privatization. We accom-
plished the transition to market economy with-
out a proper background provided by the legal
system, consumer protection or an institution-
al system – in other words, we did the exact
opposite of what Stiglitz recommends today.
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Not multinational companies, but regulators
are to be blamed for this. Exactly for this rea-
son, we need to be cautious when eliminating
the current monopolistic health insurance sys-
tem: theoretically, establishing a multi-insurer
health care system is definitely desirable; still,
practically, in today's Hungary it is certainly
not – due to the lack of consumer protection.
If you have ever had a car crash, you know what
insurance companies are like. They would be
the new players involved – only the product
would be different.

FDI per capita is an important indicator of
success – but foreign investments could have
been utilized much better, had we shaped our
institutional conditions more effectively.
Capital export is an even more significant indi-
cator: here we occupy a leading position among
the countries of the region. Some of our large
companies have established positions that can
be deemed significant at a regional level.

The structure of each country in the Central
Eastern European region reflects a real modern
economy: each state has reached the threshold
of the post-industrial age. Yet, they cannot be
considered mature market economies because
their markets are still monopolised.

The relationship of the state and companies
has largely deteriorated: the state keeps trying
to further exploit them, while companies try to
evade taxes. The state treats everyone as a dis-
honest entity – continuously harassing regular
taxpayers, while quite a few “big fish” elude
those trying to call them to account.

The Hungarian economy is party politics-
oriented to an extreme degree. Both sides have
made equally irresponsible promises, but –
quite obviously -only the winner is being held
accountable. Neither of the two forces has a
genuine economic strategy; and the current
government has been forced to develop a large-
scale reorganisation and modernisation con-
cept. They use communication to make up for
lacking strategy, they often induce unnecessary

consumer spending, and irresponsibly encour-
age individuals to run up debts.

Reacting to László Parragh's criticism, he
said that basic research should not be treated as
a nuisance: neither applied research nor high
quality education could exist without basic
research. Only a small minority of Hungarian
businesses do any research or order research
projects to be carried out. The reason for this is
that companies focus on survival and not long-
term development.

Regarding GDP per capita, Hungary has had
a stable third place among the new Member
States in the Central Eastern European region,
though Estonia is likely to overtake us in 2007.
A disproportionately large part of the GDP is
produced by multinational companies, and in
the three richest regions. 

As for the extent of indebtedness, we are in
the vanguard, but the data concerning Italy,
Belgium, and Greece also greatly exceeds the
Maastricht requirements. The irresponsible
promotion of property loans was an important
factor generating indebtedness. It also sent up
real estate prices and ensured the survival of
inefficient construction companies.

As far as unemployment is concerned, our
position within the region is not so bad; how-
ever, the public sector being typically larger
than in the other countries does play a part in
this. Heavy downsizing in the public sector is
bound to increase unemployment, which will
still not exceed 10 per cent.

To sum it up: structural indices indicate fly-
ing colours, discipline is poor and performance
is mixed. Therefore, unfolding progress does
have a basis. However, it necessitates reforms
in areas that have not been mentioned or con-
sidered yet: we still have a lot to do regarding
the legal system, consumer protection, and the
elimination of monopolistic systems.

Professionally so inclined, political scientist
LÁSZLÓ KÉRI, Senior Research Fellow of the
Institute of Political Science of the Hungarian
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Academy of Sciences counterpointed the views
presented previously, contrasting the promises of
the regime change and reality. In his view, the
beginnings were characterised by general naivety.
For instance, nobody had expected unemploy-
ment figures of 730 thousand. Originally, the
promises of all the political parties could be
placed within the quadrangle of democracy,
Europe, market economy and welfare – in that
respect, there were no significant differences
among them. (For instance, in those days even
conservative parties anticipated the lasting co-
existence of several forms of proprietorship.)

Regarding the construction of market econ-
omy, the level typical of Western Europe had
been reached by 1997. However, nobody had
expected society to become this shattered by
the huge differences of wealth, incomes, and
opportunities. Not even the “Pannon–Hun”
division prevails any longer because differences
are huge even within one micro-region. The
total number of cars was 2 million, whereas it is
3.2 million today. However, among the top ten
car makes there is not one “socialist” make
today. Behind this, there are individuals' invest-
ments worth several thousand billion Forints.
Knowing foreign languages has become a simi-
lar investment, and a huge number of language
schools have relied on private individuals' fund-
ing. Only half the number of the flats built 18
years ago are being constructed now, but their
sizes and the amenities are not comparable with
those built back then. All these points need to
be taken into consideration when conse-
quences are being drawn regarding Hungarian
people's impoverishment. For instance, 1.5-1.8
million people in poverty were inherited from
the previous regime, which topic, however, had
been a taboo before the regime change.

The basic institutions of democracy were
fast to be established, i.e. within 13 months,
but the legitimacy of this institutional system
has been deteriorating quite fast as well. The
further away an institution is from everyday

life, the better chances it has stood to maintain
its prestige. The current “popularity indices” of
politicians at the top of popularity lists would
hardly have qualified them to stay at the very
end of such lists right after the regime change.

The freedom of the press and the changes in
the trends of media consumption have made
the real state of the economy unfathomable for
lay people. This is because, processes having
become uninteresting for it, the media only
highlights moments and states.

The notions of market economy, being
European, and democracy need redefining, not
through rejecting previous institutions, but
focussing upon the future.

The first person to comment, Frigyes
Solymosi, Chemist and Member of the
Hungarian Academy of Sciences (Batthyány
Society of Professors), drew the participants'
attention to the following: research had great
potential but researchers were not commis-
sioned to do any research work by the industry
– not even the largest companies with a huge
capital were responsive enough to Hungarian
intellectual achievements.

András Lukács (President of the Clean Air
Action Group) spoke about the dangers of eco-
nomically harmful subsidies. The operation of
heavy vehicles receives subsidies of 1,000 bil-
lion HUF, while the private use of company
cars 800 billion HUF annually. He proposed
that the Hungarian Economic Association put
this issue on the agenda.

Environmentalist Károly Balog drew the par-
ticipants' attention to the message of the
Göteborg Summit: the primary objective of the
Lisbon Strategy, i.e. to catch up with the USA
and Japan, was unrealistic due to the limitations
of environmental sustainability. In Hungary,
the incomes deriving from eco-taxation are not
spent on environmental protection. Improving
public health is an important social element of
sustainability – however, our debts are signifi-
cant in this respect, too. 
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Mrs Katalin Pál-Németh (GKI Economic
Research Co.) referred to the research findings
of her institute according to which Hungarian
companies did not even take advantage of the
opportunities provided by the tax system.

In his reply, László Parragh claimed that the
economy did not “order” enough research
work because the number of truly Hungarian
companies was small. Multinationals do
research and have research done within their
own circles, and SMEs focus on survival. The
economic policy is unwilling to address this
issue and fails to establish focal points. Had the
leaders of the Hungarian economy in the 1970's
not assigned chemical industry as a priority, we
would not have Borsodchem, TVK and MOL
today. Currently, economic policy making basi-
cally concerns trimming the budget deficit.

Answering Zoltán Mádi's question about the
possibility of the reconciliation of the two polit-
ical sides, László Kéri answered it was impossi-
ble, referring to the National Development

Plan, which could have provided a fine opportu-
nity for that. Hungarian politicians have been
writhing about in the trap of extreme opposites
since 2001. Not even external disciplinary forces
can significantly affect them. Moreover, we
export internal conflicts to EU institutions.

In the summary of the debate, BÉLA KÁDÁR

claimed that Hungary was doomed to duality.
Between the 1867 Ausgleich (Constitutional
Compromise) and First World War, duality
concerned public law, while today it concerns
economy and society: the huge deficit of state
finances on the one hand, and the sphere of
large, prospering Hungarian companies on the
other hand. People are divided, too. Our global
economic integration happens parallel to eco-
nomic and social disintegration. For this rea-
son, there is a huge demand for a development
policy – and even more so, as the Prime
Minister has admitted that the political parties
fail to deal with the real problems of the
Hungarian economy.
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TThe Customs and Finance Guard marks the
140th anniversary of its establishment in 2007.
Though the legal institution of customs and
excise, these  two important branches of the pro-
fession of fiscal administration,  looks  back on a
history of one thousand years –  all the way back
to St. Stephen's laws, also to a number of docu-
ments  of historical significance, to King Andrew
II's  Golden Bull of 1222, for example –  1867 is
the most significant year for the organisation,
when Minister of Finance Count Menyhért
Lónyay, in his Circular Decree No. 1 . of 10th
March, provided for the establishment of the
independent Hungarian Royal Finance Guard. 

Throughout its 140-year-long history, the
organisation went through significant develop-
ment in terms of organisational structure and
evolution of the profession, with continuously
widening scopes of authority, with extensive
investigative powers that are of unprecedented
breadth not only among the national public
administration organisations, but also among the
customs administrations of the EU Member
States.   

On 10 March 2007, the top-level leaders of the
Hungarian Customs and Finance Guard, in the
presence of high ranking guests of honour –
President of the Supreme Court  Zoltán Lomnici,
Minister of Finance  János Veres, chiefs of partner
agencies, heads of civilian professional partner

organisations  – remembered the  history, the
development and achievements  of the organisa-
tion in the one-time building of the Ministry of
Finance on Trinity Square in the Buda Castle
District. Following a wreath-laying ceremony at
the memorial plaque on the facade of the build-
ing, a ceremonial commanders' conference took
place. Major General János Nagy delivered his
welcome address, followed by Minister of
Finance János Veres, who also tied a memorial
ribbon to the flagstaff of the HC&FC flag, and
placed a day-of-issue stamp on the memorial
postal stamp issued by the Hungarian Postal
Service to commemorate the anniversary.

COMMEMORATIVE SPEECH BY MAJOR
GENERAL JÁNOS NAGY

Greetings to you all, on this most important
day in the history of the corps, which we dedi-
cate to our traditions and remembrance, to cel-
ebrate the 140th anniversary of the establish-
ment of the independent Hungarian Royal
Finance Guard, predecessor of today's
Hungarian Customs and Finance Guard.   

Under this token, I wish to look further
back in history, all the way to the days of St.
Matthew, also called Levi, Apostle and
Evangelist.

140 years of the Hungarian
Customs and Finance Guard 
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Over two thousand years ago, Matthew, son
of Alphaeus, was a publican (toll-collector) in
Caphernaum, where Jesus called him to join his
disciples, and so he became the recorder of His
discourses and sermons, thus laying the foun-
dation of the complete Gospel. In the Gospel,
records related to money are marks of
Matthew's hand. The Scriptures in the New
Testament indicate 80 locations of financial
transactions, 37 data were given in 10 different
currencies, and the terms “custom” and “cus-
toms duties” can be read as many times.

Matthew's authorship is beyond doubt, and,
as he did then, also through centuries to follow,
he has kept a protective eye on toll-collectors,
which no doubt helped make this historical
profession survive beyond ages and assume
ever-greater significance among the activities
aimed at securing state revenue.   

This is why all customs administrations of
the European Union selected him to be their
patron saint, and thus he could form a spiritual
link between all European customs officers and
finance employees.

Today we remember 10th March 1867.
With the disestablishment of the district

commands of the Imperial-Royal Finance
Guard, the Hungarian Royal Finance Guard
was founded, its supervisory authority being
the Hungarian Royal Ministry of Finance,
headed by Minister of Finance Count Menyhért
Lónyay.

140 years ago, Menyhért Lónyay issued the
following order:

“… as of today, all authorities and offices […]
under the Hungarian Royal Ministry of Finance,
shall  receive instructions in any and all matters
related to the fiscal profession in the territory of
Hungary and Transylvania, solely from me or
from the Hungarian Royal Ministry of Finance,
respectively, and shall submit their reports along
the same chain of command.”

Following Circular Decree No. 1, the
Hungarian Royal Finance Guard assumed a

national character, achieved independence in
the then closely intertwined Austro–Hungarian
public administration system. This manifested
itself not only in the external appearance of the
organisation and in the omission of the word
“Imperial” from its name, but the service rela-
tionship with Vienna ceased to exist, and
Hungarian became the official language, both
in the official communication and on the offi-
cial signs and stamps.

The organisational change meant more than
mere independence. Through the scope of
authority granted to the Royal Finance Guard,
the Hungarian Government took a major step
towards the steadiness of securing fiscal means
ensuring the execution of state functions, pro-
viding a background for economic develop-
ment. The year 1868 marks the enactment of
laws that provide for the regular collection of
state revenues; these laws continue to deter-
mine our basic missions.

The site of the building of the then Ministry
of Finance provides an historic scene. The
predecessor of this beautiful building, redolent
with age, saw statesmen and historic figures
working within its walls. I am now proud to
stand here as the head of an organisation that
received instructions from this place for so
long, where its missions were formulated,
where the organisation could submit its reports
on its achievements to the supervisory author-
ities. Moreover, I am proud, too, to stand here
today because I can remember the history of an
organisation with great traditions.   

I can evoke the atmosphere of the decrees of
days of old, written in a style that sounds a bit
archaic today, but which is beautiful all the
same. I can evoke archival photographs show-
ing the mounted patrol on its way to the duty
detail, or later photographs – taken in the
1920's – in which   the finance officer, as a result
of technical upgrading, mounts his bicycle,
with his raw leather bag containing the alco-
holometry and customs leads equipment slung
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over his shoulder. What a long way we have
come since, I can say when I think of our
mobile customs and finance guard office buses,
X-ray equipment for articulated trucks, IT sys-
tem, electronic procedures, just to name a few
of our current assets.     

However, we have also come a long way
from the recruitment of men only – what is
more, from the recruitment for long decades of
unmarried men only – to the recognition of
hiring female employees. Thus, I can bow my
head to the female employees of the Customs
and Finance Guard who were first admitted to
the corps in 1949, and could only become
sworn officers in any service branch of the
corps from later on – today they are totally
equal with their male fellow officers.

Of course,  we must remember the fact that
we have also come a long way from performing
strictly fiscal administration functions in the
beginning to performing other professional
functions in the broader sense  (here I have in
mind the role we play in environmental protec-
tion, nature conservation, consumer and health
protection), and we are now able to carry out
the multi-faceted mission, which is uniquely
wide-ranging not only in the Hungarian public
administration, but also among the European
customs administrations.    Perhaps the above
also contributed to the fact that we have been

able to make the transition from former intro-
verted, closed corps activities to openness,
from the strict and compulsory official conduct
to the customer-focussed approach of our
everyday activities, free from organisational
chauvinism.

These examples are familiar to us, they form
our traditions and presence at the same time,
which commit us and oblige us at the same time. 

They oblige us to persevere on our way to
continuous innovation, to attain an ever more
efficient accomplishment of our mission, to
sustain the unbroken continuation of our
organisational and professional achievements.
They also commit us to preserving the values of
the past, to cherishing and promoting our core
values.

This day symbolises a sort of forward-look-
ing continuity for the corps. This is what his-
torical time and the Decree issued by Minister
of Finance Menyhért Lónyay mean, and this is
what this historical site, the Ministry of
Finance of our predecessors, means to me.

With reassurance do I look back on the past
140 years. May I wish all members of the corps
a year full of successes in professional achieve-
ment and professional events, rich in profes-
sional traditions and culture, and may I invoke
the protective attention of Matthew, also called
Levi, Apostle and Evangelist, to them.
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