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IIt is a decade ago now that he was no longer able to struggle with the disease which he
had borne with dignity and strength. He passed away just a few days before his 64th
birthday. His life was short but rich in professional achievements.

At the beginning of his career, as the youngest of faculty leaders, István Hagelmayer
was head of the finance faculty at the University of Economics in Budapest and then
head of the Financial Research Institute at the Ministry of Finance. At both organisa-
tions, he established progressive think tanks which had a mindset open to changes, new
requirements and actions. A number of renowned financial specialists, economists and
researchers relate their career start or career to working with István Hagelmayer. 

Besides his achievements as a university lecturer and scholar, professor Hagelmayer
is also in the international who is who of outstanding financial analysts and
researchers. He used to chair and contribute to a number of discussions and debates on
highly complex issues in economics and finances. He authored several technical books
and textbooks (and co-authored some).  The number of studies and key articles he
wrote is close to three dozens.

István Hagelmayer was an active participant of professional life. He was vice-
chairman of the Hungarian Society of Economists and later, already as president of the
supreme financial control organisation of the state, the State Audit Office, he partici-
pated in the establishment of the Association of Hungarian Financial and Economic
Auditors and was a founder-chairman thereof.

The professor's lifetime achievements, including his work as president of the State
Audit Office, an organisation which assists the Parliament's work directly, were hon-
oured by society and the state with the Commander's Cross with Star of the Order of
Merit of the Hungarian Republic. He was especially proud to have been the very first
person to receive the Farkas Heller prize which the community of financial profes-
sionals awarded to him.

I do not think it would be possible in this brief commemorative article to illustrate
even in fragments the content and nature of professor Hagelmayer's observations and
points. In this context, however, I would still like to mention that the budgetary and
public finance dilemmas and problems that had to be faced during his time were some-
what comparable to the corresponding challenges of today, albeit the social, political
and economic framework and circumstances were highly different back then.

Let me cite a randomly picked example: In a chapter which he wrote in the techni-
cal book Theory of Finances (Közgazdasági és Jogi Könyvkiadó, 1989), he discussed
budgetary equilibrium issues and made it a point to underline that budget deficits have
diverse causes. Analysing the structure of budgetary revenues and expenditures, he
pointed out that healthcare, education and culture spends are of outstanding signifi-
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cance concerning the accomplishment of social policy objectives. Today, when sub-
stantial efforts are made to put Hungary's economy (back) on a course of lasting,
financially sustainable growth, we are aware that that the upgrading of budgetary
mechanisms and, as part of that, the application of a rule based fiscal policy are nec-
essary but not sufficient prerequisites of any improvement. The guarantee of success is
in properly laying the foundations of structural reform, then seeing through the reform
in a manner that also observes social impacts – a point equally valid for the inevitable
renewal of the large supply systems of public finances. Professor Hagelmayer saw
clearly and emphasised strongly that budget problems should not be handled per se and
cannot be resolved that way. Instead, they should be managed in conjunction with the
problems of the (real) economy. He said it is always the next economic challenge
which determines the right steps towards budget equilibrium. An example he cited was
the development of selected industries, an urgent necessity back then. He made it a
point to add that it is in our best interest to regulate solvent demand more strictly and
to reinforce financial discipline – a point that a number of countries just “reinvent-
ed”, also including Hungary by now. 

I take it as an honour that I could be an associate of professor Hagelmayer at the
State Audit Office. I gained first hand experience that he remained a friendly, modest
person even as president of the financial supervisory organisation of the Parliament.
He employed unique methods that are normally used in creative workshops in the
operations of the state audit office as well.

Here are a few lines which say a lot about his human qualities, leadership approach
and creative ways of problem-solving: “Ever since I was a beginner lecturer and
researcher, I have been a very curious person. I have had a critical view of life, socie-
ty, economy – and I have tried to educate my students with a critical approach as well.
If you have that mindset as a researcher and then you are offered to lead the State
Audit Office, an organisation that is supposed to safeguard the taxpayers' money and
monitor how it is spent, so with all that in mind, the assignment is actually about
researching into problems. It harmonises very well with my background in research if
you like. I could almost say I consider the state audit work so important that I would
be willing to do this job for a lower pay. Another great benefit of this assignment is that
the State Audit Office has outstanding specialists working for it.”

I am deeply convinced that not only the associates of the State Audit Office, but also
the wider community of economists and financial professionals share my belief and
commitment that we will treasure the memory of professor Hagelmayer. As we did in
the past, we will continue to utilise the results of his research and build on his lifetime
accomplishments. 

Árpád Kovács
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Attila Chikán 

Mechanisms of social 
coordination 
and the public sector

IIn our study, we first examine which coordina-
tion mechanisms are represented in modern soci-
eties, and in what ways; we address the role of the
public sector, and the recent dynamics of these fac-
tors in Hungary. This is followed by an extension
of our analysis to global coordination – the extent
of Hungary's openness to international prospects
calls for it in any case –, which takes us to con-
clude to discussing two subjects of key importance
from the aspect of development in Hungary: the
question of our relationship to the European
Union and that of multinational enterprises.

MECHANISMS OF SOCIAL 
COORDINATION

In my opinion, the course and potentials of
development for the Hungarian economy and
society will be powerfully determined by the
changes to be seen in the institutional structure
and operations in the next ten to fifteen years:
the principles, frameworks and methods that
will provide the basis of regulating and control-
ling the operation of the society and the econ-
omy. To support this statement, let me cite a
largely general opinion (where the only differ-
ences among the various interpretations are
normally the emphases) stating that our course
of development is formulated by three factors: 

• implementation of fundamental social
reforms needed in the public sector (edu-
cation, healthcare, pension system, region-
al governance),

• harmonised and prudent monetary and fis-
cal policies that ensure stability in the econ-
omy and lead to a fast adoption of the euro, 

• a capability of receiving and expediently
applying considerable funds from the
European Union.

It is clearly seen that these factors are all
closely related to the method of organising and
controlling social activities, or, to put it in the
broadest of ways, the mechanisms of social
coordination. In the research analysing the
relationship between the public sector and
competitiveness, it is a key issue to examine
how these mechanisms operate, given that it is
public administration that has been specialised
to conduct social coordination, and, through it,
to exercise fundamental influence on the suc-
cess of societal operation and the country's
competitiveness, which represent extremely
important ingredients of public services in
modern societies (and particularly so in
Hungary, as revealed by the research).

The mechanisms of social cooperation are
aimed at harmonising the activities of individu-
als and organisations specialised in the course
of labour distribution. Since Adam Smith
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(1776), we have been aware that specialisation
increases the efficiency of each actor in the
economy (and society) that operate in their
own specialised areas. For individual organisa-
tions (and the whole society) to be efficient, it
is also necessary, in addition to the efficiency of
individual actors, to have achieved a state desir-
able for society as a result of individual behav-
iour patterns (and the resulting performance)
and their interactions.

Multiple procedures are suitable to achieve
coordination. We are going to examine five
baseline cases of these mechanisms. Other than
the four mechanisms formulated by János
Kornai (Kornai, 1983) (market, bureaucratic,
ethical and aggressive coordination), we are
also addressing a fifth coordination mechanism
termed as cooperative transactions by the
Planning Office of the Netherlands (Kovács,
2005), which relies on negotiated cooperation
among actors to meet our research objective,
focussing on what the public sector's role is in
society in case of each coordination mechanism
and its application. 

A detailed analysis of the abovementioned
coordination mechanisms is not addressed in
this study; we only reference these as much as
necessary to discuss the role of the public sector. 

The key points of each coordination
mechanism

Market coordination is built on horizontal rela-
tions and agreements between equal parties.
The regulator's role is filled in by the market
price resulting from mutual agreement (bar-
gain) between the parties, and the subjects to
coordination are buyers and sellers. The latter
make the result of their own (specialised) activ-
ity available to buyers if they pay the negotiat-
ed market price.

In case of bureaucratic (organisational) coor-
dination, the exchange of activities takes place

on the instructions of an actor (the coordina-
tor) positioned higher in the bureaucratic hier-
archy. One of the parties is subordinated to the
other, and the means of regulation is command. 

Ethical coordination entails voluntary coop-
eration of equal parties: relations are rarely
monetized here, and coordination is directed at
an exchange of certain activities brought about
by (mutually acceptable) values and social
norms.

Aggressive coordination takes place in subor-
dinated relationships, based on a dominance of
power: the stronger party's will prevails. It is
normally used (with no legitimation by any
legal background) when none of the previously
mentioned four mechanisms are functional, i.e.
the aggressive mechanism is directed at filling a
vacuum in coordination.

Cooperative transactions represent a transi-
tion between market and bureaucratic coordi-
nation, provided they describe the business
relationships formulated between the market
actors and the state institutions exercising
supervision over them in line with the princi-
ples of bureaucratic regulation. These are regu-
lated in a particular manner that also incorpo-
rates elements of market and bureaucratic
coordination.

Coordination mechanisms were originally
understood in the framework of nation-states.
Today, however, globalisation has necessitated
certain enlargement of these frameworks, as
coordination exceeds the national framework
in a number of aspects: let us consider the role
of multinational enterprises in market coordi-
nation, or the fact that EU member states are
no longer allowed to negotiate directly in the
WTO, only through the EU (the scene of
bureaucratic coordination has changed), or the
discontinuation of Russian gas supplies as an
example of international aggressive coordina-
tion. It is therefore necessary to discuss mech-
anisms of social coordination globally, in an
international framework. 
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The role of the public sector 
in coordination mechanisms

The elements of the public sector play an
important role in coordination mechanisms;
the key role among various other areas, howev-
er, is due to public administration. 

Public administration is a sector of society
particularly specialised in coordination. In
terms of our criteria for investigation, it fulfils
a triple function: 

• regulates, influences, provides legal and
institutional frameworks to all sectors of
society (and that includes itself),

• provides services: by establishing the
human and real infrastructure, regulating,
setting up a system for and operating the
delivery of community services (educa-
tion, healthcare), forms and environment
for social sectors,

• protects the interests of those in need, or
unable to articulate or assert their interests
(disadvantaged strata, and the natural envi-
ronment).

For the parties to market coordination, pub-
lic administration determines the operating
conditions or the framework of the set of rules.
The parties participate in each transaction vol-
untarily and at their unanimous will; however,
it would never be profitable (or probably pos-
sible, either) to establish the conditions to
these transactional relations one by one, from
scratch. In each country, a regulatory system is
in place that determines and provides the envi-
ronment and conditions for individual relation-
ships (for example, regulation of competition
or of contractual relations).

The chief depositary of bureaucratic coordi-
nation at the level of nation-states is public
administration, but it is not alone in perform-
ing this function. It contacts others in the
course of distributing work, thus practically
intermediating among the international envi-
ronment influencing nationwide coordination

in a crucial way, in cases , international bureau-
cratic coordination and national institutions. 

The main characteristics of the public
administration hierarchy include internal com-
plexity (we must discuss, for instance, organi-
sational, functional and regional hierarchies),
and that public administration must coordinate 

• itself, 
• the operation of other coordination mech-

anisms,
• the relationship among coordination

mechanisms.
These particularities of coordination develop

a complex network. This network is often
modelled as one that provides coordination as a
whole or a holistic unit in reality, however, this
is far from being so, the network consists of
organisations and individuals holding relatively
independent, unique interests (and often val-
ues). This kind of internal structure represents
probably the principal obstacle to the reforms
of bureaucratic coordination.

The form of ethical coordination as imple-
mented in a country is mainly dependent on
social factors, historical traditions and culture,
but an important role is also assigned to public
administration: establishment and operation of
institutional and legal conditions that facilitate
institutionalisation of ethical coordination and
its impact on society's operation. An important
thesis of Kornai is that ethical and aggressive
coordination are unstable, and tend to trans-
form into one of the two fundamental mecha-
nisms, market or bureaucratic coordination
within a short timeframe. Social movements
formulated on an ethical basis often struggle
against institutionalisation (they declare their
non-conformity, do not operate organisations
in a traditional sense, etc.), and refrain from
laying their activity on market bases; transfor-
mation, however, is rapid in the majority of
cases – otherwise, the movement in question
falls apart and disintegrates. [A big question is
to what extent global NGOs (civil sector)
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operating in a strongly institutionalised form,
and their local representations and divisions
can be considered to be part of bureaucratic
coordination.] Experience suggests that the
closer the daily activities of a civil organisation
are to day-to-day politics, the less they can
carry on being organised on an ethical basis.
The flair of bureaucracy for self-actualisation,
as well as political interests exert a strong suc-
tion effect on changing the nature of coordina-
tion, and create an organisation that can be
involved in the bureaucratic /political sector
instead of ethical coordination, and that lends
itself easier to being controlled and influenced. 

The situation is slightly different with strict-
ly professional organisations. These play a sub-
stantial role in establishing norms and profes-
sional standards, and raising these by way of
education and training, and perform profes-
sional lobbying to no insubstantial extents.
These organisations are sustained and main-
tained by shared interests of the business sec-
tor, assuming relations particularly to the gov-
ernment sector and influence on bureaucratic
coordination as crucial goals, in addition to
raising the professional standard. In lucky cases
(and cases are surprisingly often lucky) these
organisations are capable not only of protect-
ing and supporting individual interests of their
members, but also of implementing more com-
prehensive goals. 

The extent to which proposals, suggestions
and opinions are adopted significantly influ-
ences the activities of civil organisations – and
this is where a considerable role of the public
sector is seen. An important, if not the most
important benchmark of success for civil
organisations lies in this issue: the more it is
heeded, the greater the ground for activeness in
promoting creativeness. At the same time,
neglecting them easily leads to the members of
civil organisations losing heart, those that basi-
cally joined on a voluntary basis, not for salary
or other compensation, – easily bringing about

dissolution or aggressiveness of these organisa-
tions.

The role of public administration is consider-
able also in coordination mechanisms built on
cooperative transactions, given that these
mechanisms rely on balancing two forces: the
financial muscle of the market / business sector
and the stabilising, goal-setting and regulatory
force of the public sector, i.e. on linking the cru-
cial elements of the two main coordination
mechanism. This coordination mechanism need
equally meet the demands in market coordina-
tion for profit gains and the principles of exer-
cising power in bureaucratic coordination. [The
mechanisms of negotiating societal interests are
cited as typical examples of this web of rela-
tionships, such as the bargaining processes con-
cerning wages/salaries and social measures or
PPP (public-private-partnership) cooperation.]
The actual role of initiation and the opportuni-
ty to pass final decisions both lie with the pub-
lic sector, by virtue of its functions of making
and regulating policies. Examples of the busi-
ness sector initiating material agreements or
projects are also seen, these, however, are less
frequent, and the dominant role in decision-
making is still played by public administration.
Market elements in these decisions can mostly
be detected in the financial implementation of
political goals represented by public administra-
tion and in creating the conditions thereof. 

Elements of aggressive coordination in mod-
ern societies are generally manifested in dissat-
isfaction with the public sector. Such dissatis-
faction is generated in the wake of social meas-
ures that trigger objection of groups with a rel-
atively strong capability representing their
interests, on the one hand, and in cases where
such groups feel unprotected by the public sec-
tor against decisions that are passed in the mar-
ket sector and adversely affect some of the
community (see, for instance, some of the pri-
vatisation decisions). A peculiar case inducing
aggressive mechanisms (demonstrations, strikes)
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is when an aggressive response is received to
decisions made within the public sector: this is
built on consequences of certain measures
taken by public administration in the field of
public services, as a rule. 

It is to be seen then that public administra-
tion plays a crucial part in determining which
coordination mechanism prevails the current
governance of society. This, however, is mostly
influenced by politics, or is founded on the
basic choices of values in the course of deep-
rooted, long-term development of society.

Mention must also be made of the relation-
ships of society coordination mechanisms and
the other major area of public administration,
public services. These are also dominated by
public administration, the triple function of
which (regulation, delivery of services, protec-
tion of interests) particularly strongly impacts
public services. The regulatory function is used
to decide which coordination mechanisms are
supported in individual fields of public services.
The current issues of education, healthcare,
social security and the pension system, as well
as the measures and reforms directed at reor-
ganising them primarily focus precisely on
determining the major elements of coordina-
tion in each field, and how to mix them. We do
not address the reforms in each service in
detail, we only flash on a few areas particularly
important in terms of coordination and choice
of values.

Such a field is regulation of admissions,
tuition fees and PPP constructions in educa-
tion. Currently, an incredibly confusing system
is in place: the state keeps mixing various
mechanisms for some reason. (Detailed inves-
tigations of education and perhaps the other
subsystems, healthcare and the pension system,
may be worthwhile from the aspect of coordi-
nation mechanisms in a future phase of
research). In these cases, the regulatory role of
public administration is highlighted: it deter-
mines all other elements (delivery of services

and protection of interests). Introduction of a
general tuition fee in higher education is such a
regulatory issue. The main objections to this
are raised precisely on the part of services
(where quality improvement does not neces-
sarily follow the introduction of tuition fees,
particularly because the funds withdrawn from
higher education due to restrictive measures,
significantly exceeds the expected revenue
from tuition fees) and interest protection (pro-
moting education of disadvantaged students). 

Similar contradictions are seen in the field of
healthcare or the pension system. These are
rooted in a lack of a comprehensive value sys-
tem in social policy, which would control the
choice among coordination mechanisms. The
circumstance that politics in Hungary has prac-
tically behaved to meet short-term goals only
in the past fifteen years has not facilitated due
representation of long-term societal interests
and values in regulation. Activities of political
forces focussed on partial areas and easy-to-
achieve results, as well as setting programmes
and actually governing society along the lines
of political (and not social!) interests has lead
to a lack of consensus, even in terms of the
most fundamental relations of social coordina-
tion. This virtually prevents professionals in
certain fields from joining coordination
because too serious, almost irresolvable contra-
dictions are in place, firmly planted in the sys-
tem of each field. 

Dimensions and relations of social
coordination

It is clear that the elements of all coordination
mechanisms are available in each society, and it
is also important that they are needed, too.
Each mechanism has its benefits and draw-
backs, and the dimensions of social coordina-
tion brought about by individual coordinations
are distinguishable.
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The scene of market coordination is the mar-
ket where acts take place under the token of
each actor's behaviour to follow their self-
interests in a way that they search and find sub-
sets of their self-interests where they can con-
clude mutually advantageous agreements. This
facilitates the market mechanism to dynamize
society, as the actors interact on a voluntary
basis (aware of an advantageous situation
achieved or deemed), trusting that this will
improve their situation. 

In case of bureaucratic coordination, the
necessity of governing society and establishing
regulated relations comes to the forefront. Not
everything can be trusted to self-interest driven
behaviour, mechanisms are needed to set limits
to following self-interest, determining a frame-
work. The source of the necessary power to do
so is popular will in democratic societies, which
leads the expression of will back to the individ-
ual again, through mechanisms of more or less
efficiency. Participation in these processes is
also voluntary; however, the consequences bear
significantly (and often compulsorily) upon
the individual, irrespective of whether they par-
ticipated in decision-making mechanisms.

Ethical coordination is fuelled by human
selflessness, or will to give without (direct)
compensation. It appears where the force of
the two fundamental mechanisms cannot
reach. It is originally one-sided, and it is used
to correct the detrimental side effects caused
by the two fundamental mechanisms. It gains
more space where social solidarity is stronger.
This is either rooted in the fact that the major-
ity of society satisfy their needs at a higher
level of Maslow's hierarchy of needs, and have
an opportunity to give without risking their
means of meeting their own needs due to the
“loss” incurred, or, on the contrary, the social
status of masses only allows for a steadily low
level of meeting their needs, and this gives large
ground for mutual empathy.

The starting point for mechanisms leading

up to cooperative transactions is cooperation,
emphatically among institutions representing
the two fundamental mechanisms, but often
involving ethical coordination, too. The need
for cooperation is based on the recognition
that the fundamental mechanisms may much
rather be complementary to each other in a
number of fields than simply replace each
other. For instance, the PPP system cited above
as an example, incorporates the financial mus-
cle and flexibility of market actors, as well as
the long-term stabilizing effect of bureaucratic
coordination.

Finally, the basic motif in aggressive coordi-
nation is coercion, which operates in two direc-
tions. On the one hand, this is the means used
by the stronger party against the weaker one,
to force them to do what and how they are
being persuaded to. On the other hand, aggres-
sive coordination defiantly fails to meet the
operating conditions of the other coordination
mechanisms (for example, corruption in the
business sector, tax evasion to public adminis-
tration, i.e. bureaucratic coordination). In such
cases, they force others to bear the conse-
quences of the social damage resulting from
their conduct. The motif of coercion is also
represented in the deterrence that inspires the
other actors of society to seek to apply the
other coordination mechanisms efficiently. As
we know, aggressive coordination mostly fills
the potential coordination vacuum emerging
with the other mechanisms present. 

The coordination mix that influences the
operation of the whole society is summarised
in Chart 1. 

It is apparent that each element of the coor-
dination mix appears in each society. The pro-
portion of these in operating the whole society,
or, the modifications of “pure” forms in the
course of application is deeply characteristic of
a given society. In the continuation, we review
the dynamics of these factors in the recent
operation of Hungarian society, and the
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expected dynamics for the near future. We are
going to see that the shadows of the past are
still hovering above us; even the present ten-
dencies cannot be understood without dis-
cussing these, and neither will we be able to
carry out efficient modifications in the future.

COORDINATION MECHANISMS 
AND THE HUNGARIAN SOCIO-ECONOMIC
DEVELOPMENT

In the continuation, we are going to discuss
the forms of coordination mechanisms
appearing in Hungary, regarding the era of
socialist regime as a starting point; then we
are addressing the transition and the current
situation and challenges. We are going to see
that change or modification is not only a
question of intention, and is only feasible
through conscious consideration of the fea-
tures characteristic of the earlier period. 
A number of elements are present in the sys-
tem that only lend themselves to integral
modification, which restricts the opportuni-
ties of political voluntarism, or, should these
restrictions not be taken into account, serious
distortions would result. 

Coordination mechanisms 
in the socialist era

For simplicity's sake, I will use the term “social-
ism” the forty years between 1949 and
1989–1990, i.e. “the year of striking political
changes” and the apparent crash of the system,
the beginning of the new regime. These forty
years were by far not homogeneous in terms of
the applied proportions within the coordina-
tion mix; the dynamics of declared and actual
proportions of social coordination mechanisms
would deserve a detailed analysis. At this point,
we only give an across-the-board overview of
this era, primarily focussing on post-effects.

The declared and unconcealed focal point
was bureaucratic coordination throughout the
era. In a system built on a know-all centre and
centralised decision-making, a paternalist state
apparatus was in operation, which had a con-
trolling influence on practically every corner of
the society and the economy. (The issue of the
relationship between the state and the party is
not detailed here; however, it is important to
note to contribute to our topic that bureau-
cratic coordination and thus the process of
public administration, too had a dual structure
as a crucial element, built on cooperation

Chart 1

COMPONENTS OF THE SOCIAL COORDINATION MIX
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cooperation
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between the state apparatus and the state party
under changing rules). Aggressive elements,
although showing a decreasing tendency of
intensity, had been present all through in this
coordination ever since the beginning: more
powerfully in the fifties or after the revolution,
but virtually up to the last moment in stifling
the opposition or in terms of the main courses
of controlling the economy (in the responses
given to questions of “what is permitted?”, and
in hampering private initiative). 

In such a situation, the elements of market
coordination were difficult to enforce. Their
absence began to be missed from the system at
an early point, and this is why market-like ele-
ments were started to be introduced one after
the other. (We are referring to household farm-
ing permitted as the first initiative to this
effect, but this is also where production side-
lines in producers' cooperatives belonged in
their time, later followed by work team associ-
ations and work team associations within a cor-
poration, multiple amendments to the business
corporation act or the establishment of a two-
tier banking system.) These elements, however,
did not alter the basic character of the system,
although their impact was certainly important
on the fact that Hungary arrived at the thresh-
old of adopting market economy relatively well
prepared. 

Little space was available to representing
ethical coordination, too. The relevant tradi-
tional institutions (charity organisation,
churches, civil organisations) were pushed to
the background or were upright banned; let us
keep in mind that the association act, even with
serious restrictions, was not effected until
1986. Certainly, there were overtly ethical ele-
ments associated with the “official” bureaucrat-
ic coordination (given that the thought of
equality was a fundamental motif in the offi-
cially announced ideology of the regime),
these, however, were mostly represented in a
distorted form, burdened with serious contra-

dictions between the declared principles and
the actual operation. It is hardly argued though
that in a number of fields of the public sector
(accordingly, in the fields of free healthcare,
education or holiday recreation) considerable
groups of the society ended up in a situation
more favourable compared to the era preceding
WW II. The self-image of the paternalist state
and the image transferred to the masses did
emphasize the source of social “benefits” being
the state.

Cooperative coordination was very weak or
even actually non-existent. State paternalism
“did not need” cooperative partners. The slight
significance market coordination did not justi-
fy building bridges between the two sectors.
Employee interests were represented by trade
unions under direct control by the party; it
would be difficult to speak of cooperation in
the absence of equal parties. 

With slight exaggeration, we could state that
the whole society was public sector, although
in a peculiar sense of the word. Regulation
through bureaucratic coordination and the
closely related motif of coercion using the
tools of aggressive coordination were imple-
mented within the public sector, while none or
only distorted forms of the mechanisms for
observing self-interest, selflessness and cooper-
ation were in place. The chief tool for asserting
self-interest was basically “to get round”
bureaucratic (and at times aggressive) coordi-
nation, most people sought private solutions to
exempt themselves from public problems,
quasi omitting the elements of ethical and
cooperative coordination. These private solu-
tions were certainly varied, but they practically
all shared a feature of bordering on or crossing
the defined limits of aggressive coordination in
a sense that they did not belong to the lawful
sector (regarding the laws at the time). At the
same time, these private solutions (corruption,
pilfering public property or other damage done
to the public) received extensive support or at
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least understanding from society, and were an
integral part of the regime. In a considerable
portion of cases, these were directed at com-
pensating precisely the shortcomings of the
public sector. The people did not look upon
public administration as home ground, were
unsatisfied with public services, and this is how
offences against the public sector were consid-
ered tolerable, or frequently even as bravado. 

The impact of transition 
on coordination mechanisms

The circumstance that the socialist regime
practically fell apart by the second half of the
eighties resulted in the country living through
the beginnings of the transition in a state of
coordination chaos. Transition was facilitated
by the fact that certain elements of market
coordination awaited ready for the regime
change, at the same time, many voiced their
doubts about how useful it was from the aspect
of the transition that these elements had most-
ly been introduced by “sleight of hand”, as part
of launching a simulated market economy. (We
raised the question whether we agree that the
measures adopted previously actually had to
work the way they did, distorted as they were
by the specific circumstances.) This question is
unhistorical in the first place, so let us just
accept that certain elements of market coordi-
nation were ready to be introduced at the time
of the regime change. At the same time, a num-
ber of other elements (starting from laws to
rules of conduct) had to be established at that
point. 

It is clearly seen today: serious problems
stemmed from the fact that the regime chang-
ing elite (and the governments arising from
their ranks) not having a vision for the coun-
try's future. Consequently, they hurry-scurried
to reorganise the coordination mix: they
adopted certain elements from the Anglo-

American, others from the German legal sys-
tem, while also going back to the heritage of
the Hungarian society and economy of the
thirties at certain points, and, at other points,
leaving elements inherited from socialism
unchanged. 

This article does not give a comprehensive
view on the transition – we only focus on the
changing mix of coordination mechanisms.

Market coordination rapidly gained ground.
The privatisation process was fast and efficient
(certainly acknowledging a large number of
mistakes made, partly due to a lack of experi-
ence, partly the chaos in coordination which
entirely distinguished it from the frequently
mentioned privatisation process in Britain in
the Thatcher-era, for instance). The new tech-
nology and leadership methods arriving with
the significant capital influx reorganised the
behaviour of the business sector. An important
phenomenon of socialism, namely in-house
unemployment was relatively soon eliminated,
generating a new need to manage the unem-
ployed. Basically, we maintain our opinion that
we were right stating in 1997 in the summary of
the 'Competing the world' research programme
(Chikán, 1997), based on our research results:
transition has been completed in the business
sector, and the behaviour and operating rules of
this sector are governed by social principles
characteristic of developed market economies
(this alone gives not information on efficiency).

The transformation of bureaucratic coordi-
nation was much less smooth (not as if market
coordination did not incur grave sacrifices
when gaining ground, as known). While poli-
tics operated in line with the principles of a
democratic system practically ever since the
beginning, public administration suffered the
changes. The political and the technical appara-
tus were separated right from the start, there
were no common intentions, not even a com-
mon language at many places, and the unilater-
al dominance of politics had even strengthened
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compared to the late eighties. It resulted in a
less professional political branch of the public
sector, and a less certain technical branch. This
lead to the consequence that the bureaucratic
and market coordination had been torn up and
viewing each other's activity with considerable
distrust. The loopholes and white spots neces-
sarily brought about from time to time in the
legislation boom were also followed by rein-
forced elements of aggressive coordination, as a
rule (doubtful measures of privatisation, “pil-
fering”, going round bad or deficient laws). As
a result of these phenomena, the masses unable
to comprehend the processes and regularly los-
ing at least temporarily on the numerous trans-
formations, had been turned against market
coordination, cherishing nostalgia for being
provided for by the state. A positive develop-
ment was, at the same time, that the institu-
tional system of parliamentary democracy and
market economy had been established. This
process was weakened by the fact that the insti-
tutional and operating procedures, such as the
structure of ministries, were reorganised on
each change of government in a large number
of places, built on deemed or actual political
interests instead of the internal correspondenc-
es of the specific area.

The regime change also called ethical coordi-
nation to life. The traditional forms and organ-
isations of social charity returned, which, cer-
tainly, often appeared to be the products of the
same regime change that generated the prob-
lems they cured. The civil sector, which was
awakening in the second half of the eighties,
reached a peculiar position with the regime
change. Their chief demands were met (democ-
racy, rule of law, market economy), still they –
principally the intelligentsia – did not have res-
olute concepts, similarly to politicians, on the
issue of “what next”, neither in terms of reor-
ganising the country, nor their own positions.
The participants of the civil movements of the
eighties were divided: one half permanently

passed into the political sector, while the rest
(perhaps after a short detour in politics) either
retired from public life, or took up a passive
role in politics. The main reason for passivity
was that this group had mostly got disillu-
sioned, and no more intend to get involved
with a politicised and polarised public life.

The forms and tools of coordinative coordi-
nation were formulated relatively late and in an
incomplete form. As we have mentioned above,
bureaucratic and market coordination had been
split up at an early point, and the resulting
mutual distrust severely hampered coopera-
tion. This was complemented by a certain kind
of fiscal compulsion operating within econom-
ic control and management (apart from a short
period), which regularly resulted in measures
disadvantageous for the real sector. Fiscal com-
pulsion was brought about by the political
dominance also referenced above, which was
the underlying force for political rationality to
overwrite the requirements of economic
rationality on a regular basis. No wonder, then,
that a distance greater than necessary in princi-
ple opened up between the two sectors, which
acted against cooperation.

In addition to more uncertainty and a lower
standard of public administration, we must also
address the contradictory situation of public
services. The regime change eliminated the uni-
form elementary and secondary schooling sys-
tem. This, we believe, was a serious mistake,
although others may think different. The quan-
titative deficit was eliminated in higher educa-
tion (raising Hungary from the tail end to the
leaders in Europe, in terms of the ratio of par-
ticipants in higher education), and, with the
same movement of hand, created qualitative
deficit (no resources were provided for the
growth in number). Healthcare services were
also left to deteriorate, and excessive inconsis-
tency was seen in the issues of a significant
pension reform – at the same time, even if
slowly and at a high cost, the road network was
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considerably improved (although a permanent
decline of the railway network was tolerated in
silence). On the whole, the population did not
get what they expected from the transition to a
market economy, the public administration
sector still suffers from hectic spasms, is ineffi-
cient and even expensive.

The current situation and prospects of
social coordination
What is the current coordination mix like, what
can be expected, and where does the role of the
public sector lie in it? These indeed are ques-
tions that call for further detailed analyses,
which can be answered only by processing the
daily factual materials relevant to the subordi-
nated areas. Today, reform rhetoric is fairly
strong on the government side, and total
denial, mainly formulated in general terms, is
seen on the side of the opposition. I have no
assignment to assess here what the odds of the
reform measures of the government hold, or,
what would or could the opposition do diffe-
rently, but I feel it necessary to summarise in
the concluding chapter of this study what 
I think about the topic today, about its theoret-
ical implications, as it is integral to those dis-
cussed above, and serves as a starting point for
further research. 

Let us go through the types of coordination
mechanism discussed so far.

Market coordination operates pro-perly in
the business sector. Although I cannot accept
the frequently voiced approach stating “all is
good in the private sector, and all is bad in the
public sector”, but the difference between the
state of development in the two sectors is
salient, and this justifies the working efficien-
cy of market coordination. Today, we find the
same curriculum and often even the same stan-
dard at business conferences (if no issues of
macro-economy are addressed) as anywhere
else in the developed world. (The same cannot
be said about conferences on the public sector,

not even when viewed benevolently.) And not
only in conference presentations (where reali-
ty is always represented in a slightly more
attractive light, with us and elsewhere alike),
but also in the day-to-day practice, we experi-
ence that the business sector is competitive:
increased and restructuring exports indicate
that the lag in terms of the country's competi-
tiveness is not a result of developments in the
business sphere. (Not as if all was in order,
what is more, we lag behind in a number of
areas – methodology of financial management,
innovation skills and willingness to take risks.
This lag, however, is not so much a cause but
more a consequence of problems having arisen
in other areas, such as politics and the public
sector.) The whole of the market sector suffers
the waves of politics reaching it through macro
processes (from unexpected or even unlawful
taxes through exchange rate regulations to the
shortcomings of public services, such as voca-
tional education), but survives, and no major
reforms need to be introduced in the foresee-
able future.

Bureaucratic coordination features major
shortcomings. Irresponsible budgetary policy of
the past years, reform politics losing trustworthi-
ness (although slight changes are seen) and
empty quarrels in the political sector shattered
the illusions about expected processes cherished
by the population and the business sector alike.
The currently launched reform processes still
need to stand the test of trustworthiness before
lining up the forces of society behind it.
Technical solutions are seen to maintain oper-
ability (EU funds represent great help in this
respect), but hope is still slight to implement
what each government has pinned on its banner
since the regime change, namely to establish a
small and efficient apparatus to implement
bureaucratic coordination. It is important to
emphasize that I agree with those who believe
that the key issue is not the size but the efficien-
cy of public administration. The scale and com-
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plexity of government duties are increasing, it is
(or would be) important to have a well-qualified
and well-organised public administration, not
least (as we will return to the issue later) for the
sake of joining in global processes in an efficient
manner. Other studies in our research prog-
rammes address this in more detail. 

Ethical coordination is reinforced. In part
it is forced: in order to carry out duties unful-
filled by the state, mainly in the social and edu-
cation sector. The number and significance of
social organisations relying on voluntarism (for
example, professional organisations) is on the
increase. I believe that civil organisations rely-
ing on voluntary cooperation will keep
strengthening, if not for other reasons but to
influence fields left unoccupied by bureaucrat-
ic coordination. Seeing the weakness of its own
situation¸ the government itself seeks cooper-
ation. This is manifest in announcing a social
debate on the National Development Plan to
the (not very happy) implementation of the
PPP system.

It is, however, a problem (also) related to
ethical coordination that citizen trust in both
government and market coordination has con-
siderably diminished. For reasons outlined
above, they sense inefficient operation of the
public sector, but do not trust either bureau-
cratic or market based reforms; accordingly, it
will be much more difficult to render consider-
able changes in a society as sceptical as this.
The situation is not promoted, either, by the
fact that opposition between the two major
political forces has now become chronic, con-
sidering that the majority of crucial reforms
require at least a minimum of cooperation in
specific issues. 

Another hindering factor is that the ele-
ments of aggressive coordination (corruption,
black economy, on the other side, bloody
demonstrations, police measures) are gaining
extensive ground. This does not only indicate a
vacuum in coordination but also represents an

actual hindrance to eliminating this vacuum.
These elements are very deeply rooted in
Hungarian society, and represent a basic hin-
drance to reforms. 

Strengthening of cooperative coordination
is confirmed by the PPP projects launched. At
the same time, these coordination mechanisms
may gain new impetus in the course of prepara-
tion and implementation of the New Hungary
Development Plan even if only within the lim-
its allowed by the plan or the EU directive.
These opportunities are still of cardinal signifi-
cance from the aspect of development.

Studying coordination mechanisms leads to
the fact that the Hungarian society and econo-
my are actually in a reform compulsion now,
and the government has sensed this compul-
sion. The question is what the government, the
country's political elite and public administra-
tion can do in a medium

• where political forces cannot reach an
agreement even in the fundamental issues,

• where the broad masses are rather against
reforms,

• where, at the same time, neither equilibri-
um, nor growth can be achieved without a
reform,

to implement the reforms ones that are badly
needed precisely in the field of public services.

COORDINATION AND PUBLIC ADMINIS-
TRATION IN THE GLOBAL ECONOMY

Social coordination mechanisms were created
by specialisation and the distribution of labour.
It is obvious, then, that with labour distribu-
tion extended and globalised, the call for coor-
dination will also cross national borders, and
become global. This phenomenon, as well as
the social and economic impacts of globalisa-
tion are addressed in a number of studies also
published in Hungarian. We underline the work
of Báger (2006) as one of the most recent writ-
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ings on the issues of reinterpreting the role
assumed by the state. In this chapter, we are
going to discuss the theoretical consequences
of globalisation and expansion of labour distri-
bution, then we formulate the conclusions we
have reached concerning the relationship
between public administration and globalisa-
tion, both in general terms and in terms of
today's Hungarian economy. 

Globalisation and the coordination
mechanisms

Let us use the logic behind the article by
Chikán (2002) and the EU Commission docu-
ment (1995) to investigate why the global
economy develops, and why we are in the
process of economic globalisation up to the
neck. Capital, which is the immanent prime
mover of economic activity, constantly pursues
to be positioned in an optimum way among
potential investments (which, in line with the
basic laws of economy, is achieved if each unit
of it is equally efficient). For this reason, high
mobility is needed to adapt to ever changing
conditions. All that stands in the way of this
mobility will be attempted to be eliminated,
including national borders. This raises the
necessity of having cross-border coordination
mechanisms in place, largely on the same theo-
retical bases that national coordination is built.
Each of the (previously discussed) coordination
mechanisms has an international counterpart.

The issue of worldwide coordination was
built on the logic of bureaucratic coordination
up until recent times: the main bearers of this
were nation-states since the 19th century,
which, order to extend their own logic relying
on political reason, established international
organisations similarly built on political reason,
and performed coordination activity within
their competence. Certainly, this bureaucratic
/political logic also vastly represented market

and economic aspects, but as external factors to
be considered. Market coordination growing
international, and ultimately global means that
the logic behind the world and the coordina-
tion of global affairs are doubled. The main
character in the activity building on nation-
states and bureaucratic coordination is the
politician aiming at maximising votes – whose
logic for operation is basically different from
that of the main character in the other branch,
i.e. market coordination, the business person
aiming at maximising profit, and who, collec-
tively, attempt to direct the operation of socie-
ty, relying on economic and business reason
(with multi- and transnational companies and
networks of companies as their organisational
backgrounds).

This duality determines the way the world
goes round today. The tendencies of develop-
ment are still unexplored, this phenomenon
being fairly new on a historical scale. What is
certain, however, is that the dominance of pol-
itics (or bureaucratic coordination) seen for
centuries in the field of handling international
affairs has been shaken, it would be hard to tell
which of the two coordination mechanisms
lead the world these days.

Whether this dual logic is directing the devel-
opment of mankind in the right direction is an
open question today. One thing is for sure: we
cannot be too proud of the logic of nation-states
and the bureaucratic coordination stemming
from this, which dominated the world in the last
150–200 years through an ever more sophisticat-
ed institutional system. A great deal of good has
been done under the banner and in the frame-
work of this: schooling systems were established,
culture and knowledge became international, the
system of social and healthcare benefits was
extended, and so on. But (with the current effi-
ciency of the above mentioned beneficial devel-
opments challenged ever more) the same logic of
nation-states provided grounds for wars to con-
quer territories, for various forms of suppressing
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nationalities and minorities, and for restricting
fundamental human rights. I do not believe that
the headway of market coordination alone would
neutralise or resolve the outlined problems, but
channelling issues to a different plane in numer-
ous aspects will result in seeking new answers at
least.

Looking at our subject, the future of the
institutional system of globalisation is extremely
interesting. Certainly, the main characters are
nation-states on one side, and multinational
enterprises on the other. It is a peculiar and
important circumstance that the institutions
set up in order to globalise both bureaucratic
and market coordination were established by
nation-states, and along the lines of political
logic. International foundation of multination-
al enterprises at the institutional level is still to
be awaited. The kernel of contracting is cur-
rently available: company groups or strategic
associations dominating an industry (or a
region) have been set up. This, however, is cer-
tainly not the institutional system of market
coordination; on the contrary, given that they
(also) contain abundant elements aimed at
restricting competition, they are precisely
against the market. Coordination stemming
from the activity of the business sector is not
yet “invented” – it is doubtful whether it is fea-
sible at all. In any case, interstate organisations
established by states attempt to regulate
today's market coordination; the author experi-
enced this with all its dramatic effects at a
WTO conference held in December 1999 in
Seattle, and at the series of preparatory discus-
sions, in which he had the opportunity to par-
ticipate as an active contributor. But also IMF
and the World Bank, intended to influence the
monetary regulation (and, in a sense, also fiscal
policies) of the world economy, operate much
more along the lines of political than economic
logic, not to mention the economic organisa-
tions of the UN. One need not be too brave to
state that these organisations do not represent

an adequate framework to reconcile the contra-
dictions of political and economic logic – it is
clearly reflected in their increasingly obvious
operating breakdowns.

The international organisations that help
managers meet in person play a peculiar role,
but may do even more so in the future. An
example of formal framework could be interna-
tional professional organisations, which not
only exchange views on professional, ethical or
organisational issues of operation in certain
fields but, directly or indirectly, also play a nor-
mative role. Our experience suggests that these
work their way to regulating business life at a
rapid pace relative to a historic scale. These
organisations do not directly pass business or
regulatory decisions, but the great cooperation
skills of their members, the few direct oppor-
tunities for conflicts and their expertise accu-
mulated and activated represent a considerable
force to formulate their behaviour.

A crucial element in formulating coordi-
nation is that institutions of the civil sector come
into sight. These institutions are equally dissat-
isfied with both types of coordination (market
and bureaucratic), i.e. the market and the role
of the state – multinational enterprises and the
political state, if you like. These organisations
feature extremely heterogeneous structures,
accommodating representatives of various
groups supporting various views, starting from
environmental protection through aiding the
poor and protecting interests in a trade union
fashion to hazy groups of intellectuals.
Intensifying activity and globalisation of these
has been brought about in the past one or two
decades, and they undoubtedly add new
colours to handling the issues of economic
coordination. The referenced “battle of Seattle”
was the first major clash between the organisa-
tions of global regulation and civil organisa-
tions grown to reach global importance, which
was soon followed by a clash in Davos, then,
most recently in Prague. Given that the
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demonstrations in Seattle actually prevented
the WTO conference from being started, we
spent a major part of the first day talking to
other members of the Hungarian delegation
and the demonstrators. Based on what we
experienced, we can say that the participants of
the “clash” formulated sensible thoughts on
their demands on a rather wide scale, some
demanding responsibility for the damage
caused by clearfelling Canadian woods, others
the resolution of human right problems in
China – what they had in common was that
they did not seem to be very familiar with the
WTO, which they protested against. The roots
of global organisational cooperation among
various groups are entirely clear and sensible,
however, a common goal is not set, or at least
for the time being, which could be represented
in favour of something, not only against (the
current institutional system). Given, however,
that the civil sector is viewed as the bearer of
ethical coordination from many aspects (and in
my opinion we are not alone with our view), we
regard this phenomenon as highly remarkable,
and believe that the role of these organisations
will increase in global coordination.

New impacts of today's global 
development

In his study, Kobrin (2003) poses a question
whether the new developments in globalisation
lead to obsolescence of the nation-state. He
describes five major trends in modern-day
globalisation, related to the question posed,
which, in my opinion, represents the number
one key issue in the development of public
administration. 

Deepening integration
The most fundamental representation of inter-
nationalisation can be witnessed in production:
the national character is becoming increasingly

insignificant in the production activities of
multinational enterprises, what is more, in case
of numerous MNEs (multinational enterpris-
es), it is practically impossible to tell where
products, or certain parts of them originate
from. (It needs to be added that it goes not
only for production in the traditional sense –
manufacturing physical goods – but for a major
part of services, too. Let us consider, for exam-
ple, financial, consulting, IT and travel servic-
es.) In this way, the influence of the nation-
state on the processes of production and serv-
ices is mere illusion, and this results in political
and economic emphasis being transferred from
commerce to investments, i.e. from state
efforts to regulate the circulation of goods to
regulating the general economic environment,
whereas, in terms of assessment of national
competitiveness from comparative advantages
(and, accordingly, from resource-based compet-
itiveness, even if meant in the broadest of sens-
es) to investment-based competitiveness (not
to mention innovation-based competitiveness
here, which today has become a basic factor in
acceptable international competitiveness). 

It was more or less possible to control the
application of resources in a national frame-
work; however, the sovereignty of the state in
formulating the regulatory environment is
rather limited. One may revolt against the idea
that multinational enterprises “wriggle out of ”
the scope of state regulation, but the truth is
that they have never been within: they have
been at least equal negotiating partners to state
institutions in formulating the local rules of
their own operation.

Technological development
In case of numerous sectors (telecommunica-
tions, biotechnology, pharmaceuticals, elec-
tronics, space industry) not even the largest of
national markets are capable of ensuring a
return on vast R&D expenditures. Companies
operating in these sectors need international
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(what is more, global) markets in any case to
secure a volume and diversification that ensure
return. Accordingly, national markets can no
more go on playing the role of the basic eco-
nomic unit of state operation as previously, and
cannot be used as the means of state influence
over economic actors. Breaking global markets
down to “national” units will lose considerable
significance (investors, for instance, think in
terms of regional units on building their port-
folios, and selection of a specific country with-
in that is secondary for them). It is not a case
of national markets “combining” across bor-
ders, much rather of fusion or merger. The bor-
ders of “markets” and “states” as conceived by
MNEs do not coincide.

It is also a concomitant of the above that
nation-states increasingly depend on MNEs in
terms of technological development. The coun-
tries that make strong efforts to restrict the
role of multinationals, gather up basic disad-
vantages of competitiveness.

Networks and associations
Labour distribution, which had become
increasingly complicated due to technological
development, gave rise to the necessity to con-
template networks, where individual elements
of the network may not even be connected
through ownership, in order to complement or
occasionally supersede the traditional hierar-
chical organisation of MNEs. This resulted in a
complex network of economic transactions,
where bilateral economic relations (buyer and
seller, manufacturer and supplier) were
replaced by a diverse system of mutual depend-
encies. This modified the relationship between
MNEs and the governments of nation-states:
traditional multinational enterprises used to
have an identifiable centre, which certainly
operated in a given country; whereas today
finding such a centre poses serious difficulties
or is outright impossible in case of recently for-
mulated strategic associations and knowledge-

based networks. Owners often do not have a
significant role in establishing and operating
relationships, even more so because they keep
changing in a flexible way, and often operate in
a project-like fashion. Which nation-state reg-
ulates such networks in case of numerous
affected units situated in numerous different
states? Geographical considerations cannot be
involved in the scope of national legislation and
application of law, and it rarely represents a
critical element for networks, i.e. the issue of
selecting a territory of a state to operate. This
is exclusively determined by the particular
MNE's economic considerations: the econom-
ic and legal environment provided by a nation-
state is either advantageous for them, and in
that case they settle there, or not, and they
move over. A number of multinational enter-
prises today actually operate as virtual compa-
nies (at least partially), as an organiser to a large
number of subcontractors it is unclear how
effectively regulation of any nation-state can
affect the behaviour of such a diverse network,
even in an area traditionally influenced by
national legislation, such as working conditions
or environmental protection.

Multinational enterprises, other interna-
tional actors and the global civil society
International organisations have been mush-
rooming recently and international companies
are only one type of these, even if one of fun-
damental importance. In a portion of these
international organisations (which can be con-
sidered even today as fundamental) the leading
role is played by nation-states and their gov-
ernments, starting from the UN and its spe-
cialised organisations to OPEC or OECD.
Even the traditional framework accommodated
international organisations (for example, world
churches, prominently) which were not under
any state's influence or only to a very limited
extent. With the internet and the worldwide
web available, the number and significance of
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formal and informal supranational organisa-
tions have grown at a dramatic speed. Amnesty
International or Greenpeace lend themselves as
good examples of formal organisations, while
sets of relationships stemming from various
theories and approaches organised into infor-
mal networks – let us just consider terrorist
networks, cybersex fans, bookmakers or art
collectors – are almost incalculable. It is
extremely important to contemplate that these
relationships often also represent economic
forms, and new challenges to the regulatory
efforts of states, on the one hand, and that
MNEs only constitute a portion of relatively
independent international organisations from
this point of view (even if they are probably
regarded as the most important ones). The
diversity of international relationship matrixes
keeps on softening the significance of national
borders, the distinction between “national” and
“international”, and the influence of the state's
role even from a mere economic aspect. 

Multinational enterprises and cyberspace
MNEs increasingly benefit from the potentials
of the worldwide web, even if electronic com-
merce and business gain ground at a slower pace
than projected on their first appearance.
Electronic business further restricts the possibil-
ity of national influence. As long as software was
exchanged on disks or in manuals, their trade
was possible to trace – it is virtually impossible
to do so with downloads from the Internet. As
long as programmers left for Germany to man-
ufacture software, it was possible to follow.
When, however, software is produced in
Hungary to be run on a program located in
Germany, where was economic value created? In
which country was the transaction performed?
How can this transaction be regulated, whether
under German or Hungarian laws? How are tax-
ation and the resulting revenue supposed to be
catered for? Will any international organisation
know at all this transaction has been performed?

These questions are very difficult to answer; if
we try and channel it to stay within national lim-
its, it will necessarily restrict efficiency, which
will automatically result in a requirement to get
around regulation. 

The world-wide web brings about insignifi-
cance of physical location. MNEs can no
longer be threatened by restrictions of location
or physical appearance. The geographical and
regulatory locations are divided: no necessary
connection exists between a website and a
physical site. In cases, this raises the question
whether national law is still relevant to particu-
lar issues. 

Conclusions: multinational enterprises
and nation-states

Important conclusions can be drawn from the
line of thought formulated in the wake of
Kobrin (2003) and commented by the author
of this article, concerning the relations of
multinational enterprises and nation-states, or
their respective governments. 

A key conclusion is that, with globalisation
extended and MNEs gaining ground, the role
of nation-states will not be eliminated, but fun-
damentally altered. Globalisation weakens ter-
ritorial sovereignty to an extent that rules out
the previous primacy of legislation and applica-
tion of law on a geographical basis. States and
their governments are no longer the key actors
in the economy as they were in the 19th and
20th centuries, only, certainly crucial, sources
of resources and power. Globalisation has
altered the rules of producing goods and serv-
ices, and, accordingly, the regulation of opera-
tion and the mechanisms for distributing rev-
enues, too. Organisations of the world econo-
my cannot be controlled by national govern-
ments, nor their international organisations
using traditional means or any other derivatives
thereof. Economic and political spaces are part-
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ed. Markets are more extended than countries,
and the national character of economic systems
and actors has been dramatically diminished. In
international politics, nation-states have lost
independence, and MNEs and other interna-
tional organisations have achieved equal ranks
with nation-states in terms of controlling
world economy and even economies operating
in the territories of states. 

Considerable interest is attached to politics
accepting this phenomenon, and reorganise its
ranks accordingly. Those countries will be suc-
cessful where reorganisation is completed more
rapidly. It is always hard to give up power, how-
ever, it is even harder to exercise pseudo-power,
as it results in distortions, loss of efficiency,
reduced competitiveness, and, ultimately, in
falling behind. 

Political consideration of the new world
trend necessarily leads to developing a new role
for public administration. The longer political
considerations hinder reorganisations stem-
ming from global economic development in the
field of public administration, the more sub-
stantial the resulting damage will be. It seems
as if reflection on the processes described
above was missing from politics today in
Hungary. Reorganisation of the government
level can be connected to petty party political
and personal interests, and not to global chal-
lenges. Regionality as a local representation of
global economy has come to the foreground
recently, but it will be embodied in distorted
forms until the entire public administration is
driven by global considerations instead of local
political ones (related to specific party political
arrangements). The role of public administra-
tion is not simply diminishing but also trans-
forming, and will adopt different emphases,
face more complicated issues, lose its monopo-
listic position in numerous respects, and need
more coordinating agreements. It is certainly
expedient to support this adaptation to the new
situation by extended analyses. 

Globalisation and public 
administration

In this era of globalisation, national public
administration faces a new situation in a num-
ber of aspects; some of these strengthen, and
others weaken its position and influence.

It necessarily reinforces the position of
national public administration that it fulfils a
crucial mediation role in the relation between
the national organisations of the specific coun-
try and the institutions catering for internation-
al coordination in the outlined system of global
coordination (where market coordination is
also implemented by organisations stemming
from the participation of nation-states).
Efficient representation of interests in global
organisation assumes persons and institutions
that are strong in terms of profession, commit-
ted to their respective nations and, at the same
time capable of comprehending global process-
es, also holding strong positions within nation-
al public administration. (This is why it is so
detrimental that the management / organisa-
tional system of Hungarian foreign economy
and R & D has kept being reorganised since the
regime change in two key areas, where a harmo-
ny of national and global coordination would be
essential.) In this respect, continuity in nation-
al representation is vital – international organi-
sations cannot easily understand vibrations
induced by local (national) political skirmishes;
it is no background to efficient representation
of national interests. It is natural, at the same
time, that efficient representation of interests
requires having public administration acting
firmly inside, supported by an institutional sys-
tem capable of transmitting and breaking down
impulses (often itemised rules, but often pre-
monitions only) received from international
organisations.

Still, a number of factors weaken the role of
public administration. Its influence is undoubt-
edly diminished by the activities of multina-
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tional enterprises gaining considerable power
in market coordination on the one hand (they
are often able to exert more influence on lead-
ing politicians and their decisions than their
own technical apparatus), and, on the other
hand, their scope of authority to make deci-
sions may be reduced due to rules laid down by
international organisations. (The role of the
technical apparatus for foreign economy is also
undoubtedly diminished by the fact that they
are only allowed to directly negotiate with
international organisations and this goes for
WTO, too, through the EU representative,
instead of the Hungarian representative.)

On the whole, national public administra-
tion plays a fundamental role also in the era of
global coordination, as we see it. Nation-states
are not expected to perish within an unforesee-
able historical period; at that point, however, it
is (would be) essential to articulate national
interest, developing a strategy and represent it
efficiently in front of global organisations and
the domestic institutional system. 

Global coordination and the
Hungarian public administration: 
two highlights

In the continuation, we are going to discuss
the two sets of issues that in my opinion are of
key importance for Hungary in respect of the
field of globalisation – public administration –
competitiveness. 

It is hardly questionable that our accession
to the European Union represents an outstand-
ing event in the history of Hungary; it may be
regarded as the most crucial factor that has
affected the Hungarian society and economy
since the regime change. Accession certainly
affects our joining in global coordination just
as well as coordination within national limits.

One of the key issues in the whole global
coordination is the relationship of nation-

states and multinational enterprises. It is par-
ticularly important for transitional countries,
such as Hungary – a relatively rapid economic
transition was largely facilitated by the influx
of foreign capital and the emergence of MNEs.
It is partly due to the specific relationships of
transition (and I principally mean privatisation
and foreign capital influx here) that MNEs play
a key role in the Hungarian economy (consid-
er areas such as export or innovation). It is rea-
sonable, then, to investigate the relationship of
national public administration and multina-
tional enterprises.

THE IMPACT OF EU MEMBERSHIP ON
PUBLIC ADMINISTRATION FROM THE
ASPECT OF ECONOMIC 
COMPETITIVENESS

The EU's public administration and its implica-
tions for Hungary have abundant literature.
This is why (and also considering the profes-
sional limits of the author) theoretical issues
are not addressed under this research pro-
gramme, and we only review the specific fac-
tors in the relationship of the EU and public
administration, which are the most significant
to affect economic competitiveness. 

Based on the literature read and personal
experience, we have identified six areas of pub-
lic administration that have a considerable
impact on economic competitiveness in the
light of EU membership. Let us go through the
six factors now. 

Developing a national strategy
It is seen as the most comprehensive problem that
no established institutional system and practice
are available for strategy-making for the national
economy. In the period of transition, when the
institutional system was reorganised around
1990, we threw the baby out with the bath
water: with the dissolution of the National
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Planning Commission, the central institution
in charge of controlling the economy was also
eliminated. At the same time, the sudden
change in economic policy almost necessarily
brought about a dominance of short-term
financial and political considerations, which, as
a rule, overwrites even deliberation of all
longer-term strategic considerations, not to
speak about opportunities of enforcing them.
There are economic concepts, but there is no
strategy, and both the reasons and the conse-
quences are seen in the economy and econom-
ic control. 

The absence of a strategic institutional sys-
tem is easy to observe in the process of elabo-
rating the National Development Plan, as well
in the relevant organisational framework,
which results in (among others) a loss of cer-
tainty of the public administration apparatus
and its concurrent exposure to daily politics.

Reorganisations in central governance
Since the regime change, each government
brought with it rather considerable changes to
the structure of governance on inauguration,
and also multiple times during their mandate.
The parties in the government are tossing
around important areas such as the R & D sys-
tem, foreign economic relations or the control
of human resource management. These reor-
ganisations more often have short-term politi-
cal or personal interests in the background than
actual conceptual changes. From the aspect of
the whole public administration, considerable
damage has been done to our incorporation in
the European Union through the resulting
organisational and personal uncertainty, which
has detrimental effects passing down the entire
public administration. 

Reforms in public finance and the 
public sector
This topic is addressed so frequently nowadays
that we are not going to discuss it here. It is

reasonable, however, to focus further research
on to what extent the developing institutional
system and operating mechanisms assist
enforcement of the European Union's eco-
nomic and cohesion principles. Cancelled
reforms and conceptual uncertainties have
already caused serious damage to the country, it
would not be wise from the country's aspect to
plant an institutional system that does not
comply with the tendencies of development
seen in the EU.

The system of foreign relations
I believe that successful activity in the EU
requires much more active and concept-minded
foreign policy and foreign economic activity. This
also has numerous implications for public
administration and the institutional system. We
have referred to managing the affairs of foreign
economy; we are mentioning management of
the affairs of Hungarians living in the neigh-
bouring countries as a corner stone, which, as
we are aware, burdens precisely the relationship
with the neighbouring countries that could be
potential allies to us in numerous issues within
the EU. The absence of a stable institutional
system is not the most fundamental fault, but it
is still considerable.

The role of regions
In this question, it seems as if we did not want
to understand the EU trends. The issue was
formally resolved by setting up planning/sta-
tistical regions, but the necessary content
measures have not been taken. Today, distribu-
tion and regional application of government
funds are seen as a source of tension, with
unforeseeable economic and political conse-
quences for the time being. This is one of the
issues in public administration that fundamen-
tally affect national competitiveness. It is clear
today that we incur substantial losses through
it as victims of party political fights, in battles
that are understandable in terms of politics,
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but in no way serve the economic interests of
the country. 

Compliance with EU rules
It has been known for ages that we are a coun-
try keen on tricks. Well, it was part of official
politics in the eighties to intend to “fool” the
World Bank with false data (being successful
was not so much due to our skills but the World
Bank objectives: they did want to believe what
we told them), and now we are experimenting
with the European Union. Airbrushing the
budget, and certain peculiar PPP projects, the
circumstances of constructing motorways or a
range of background institutions outsourced
from ministries makes unfavourable impres-
sions and induces distrust against the system of
public administration in Hungary, at almost all
levels of the European Union's management
and administrative apparatus. If we look at the
EU's common principles of public administra-
tion (Jenei, 2005), we find hardly any not vio-
lated by the Hungarian public administration.

Multinational enterprises (MNE) 
and nation-states: theoretical problems
and their representation in Hungary

Kobrin (2003) identifies four interrelated
groups of problems that have burdened the
relationship of multinational enterprises and
nation-states or of the nation-state system ever
since the former emerged. 

Distribution of costs and benefits related
to the activities of multinational enterprises.
This presents a problem equally to each nation-
state and their relationship.

Asymmetric scope of authority between
the territorial nature of legislation and applica-
tion of law by the state and the international
network of MNEs and their subsidiaries.

Legal conflicts, overlaps and uncovered
fields, the problem of extraterritoriality.

State supervision of the economy and the
economic actors, decreasing influence.

We make the following comments on these
points. 

This is an evergreen topic, with consider-
able emotional content. A number of factors
from political interest to simple ignorance lead
a significant portion of the domestic public
opinion to feeling that MNEs do harm to
national economies, “take money out”. This
approach has considerably influenced the
(legal, economic, social) reception and han-
dling of MNEs in transitional economies, and
so it has also been crucial in Hungary.
Certainly, there are fundamentally important
issues in the actual practice: MNEs play a key
role in formulating and regrouping resources
and abilities (and, related to these, power and
influence). Giving correct answers to these
questions can be considerably assisted by
transparent and clear operation of public
administration in a system following a stable
approach (in addition to the opinion leader
intellectuals), which may achieve tangible
results in favourably influencing MNEs' behav-
iour to suit national considerations on the one
hand, and could noticeably influence the gener-
al feeling on the other hand. Undoubted, we
did not achieve the hoped privatisations rev-
enues (mainly due to our lack of experience) on
multiple occasions, or we did not manage to
bend the conditions of certain foreign invest-
ments to suit us. Still, it is hard to doubt on
objective and professional grounds that mainly
in the times directly following the transition,
the technology and knowledge transfer imple-
mented by MNEs was indispensable for devel-
oping market economy and stopping transfor-
mation decline. The role of public administra-
tion here was to set transparent rules and cater
for consistent implementation.

This problem is often discussed in the
international literature, and it has also been
mentioned concerning coordination mecha-
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nisms. The fact that the key role in the whole
economy and particularly in the event of the
business sector is played by multinational enter-
prises and, at the same time, the regulation of
global economy is held by nation-states or
organisations of nation-states, bears immanent
contradiction: the different logics of the politi-
cal and economic sectors clash. MNES, general-
ly firmly centralised and consequently well-
defined, also holding supranational interests,
are adapted to a world order (when they are)
that stems from nation-state logic, and from
power relations, negotiations and compromises
among nation states. Nations-states cannot
challenge the global strategy of individual
MNEs (they have neither the legal grounds nor
the economic means to do so) and MNEs are
forced to squeeze their local activity in the bed
of Procrustes laid by the nation-state on the ter-
ritory of which they intend to operate an eco-
nomic unit. The resolution of conflicts arising
from this asymmetry is prevented as early as at
the point of a fundamentally different set of
objectives and information base. In this way,
neither party can carry out their power-related
intentions to their fullest in spite of the other's
will. Many word this conflict as the conflict of
archaic political and modern business struc-
tures. There is undoubtedly something to it, but
we should not forget the renewed role of the
nation-state we have addressed earlier. This is an
actual conflict, to which a different solution (in
terms of format and contents) is found almost
on a case-by-case basis. The domestic public
administration is certainly not free from the
consequences of this conflict, either; we often
find it difficult to handle them. This is how it is
possible that we have been unable to respond to
the fact that the Hungarian central budget has
been losing considerable revenues because, due
to the unfavourable domestic conditions and
rules of customs clearance, EU customs clear-
ance is not performed here but in one of the
neighbouring countries. Another example to be

mentioned is that as a result of our slow system
of legal remedy or certain environmental meas-
ures, selected international economic events in
the international network of MNEs do not take
place here but they are taken elsewhere, which
causes a loss of revenue. 

At an early date, well ahead of the acute
emergence of the problem, Ball (1968) sug-
gested creating an international corporation
law to be managed by one of the international
organisations. Creation of such a law has not
come any closer in the forty years elapsed since
the article was published, although the WTO
was established in the meantime, for instance,
which (considering the contents of its mission)
could in principle manage such an internation-
al agreement. 

Any local subsidiary associated with an
MNE has dual identity: on the one hand, it is
(and its employees are) subject to the law of the
country on the territory of which it operates.
On the other hand, it is also subject to the
instructions issued in the (generally fairly
strong) corporate centre. This may give rise to
numerous problems, even at a personal level:
for example, the consequences affecting the
company employees need to be agreed in terms
of taxation and regulation. At this point, for
example, a state (indirectly) “meddles with” the
internal affairs of another one, which needs to
be regulated through agreement between the
state organisations of the two (more) countries.
A special problem is competition regulation, for
example, for which dedicates institutional sys-
tems are set up to handle. It is an empirical fact
that domestic companies sometimes cannot or
will not understand that competition is regulat-
ed in a uniform EU system, and they protest
against the resulting consequences.

The real reason from the aspect of reduc-
ing the nation-state's control and influence is
the distribution of labour and interdependence
evolved among states in the course of capital
flow and commerce – MNEs only provided the
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form of movement to this. At the same time,
they have become bearers and symbols of
reducing the influence of the nation-state, and
of implementing an independent and economic
policy of self-interest. This often acutely con-
flicted with the popular idea of a “welfare
state”, under the banner of which as it is known
the proportion of revenues centralised by the
state grew in most countries in the world. A
necessary conflict arose between the nation-
state government intent on implementing its
political interests and the managements of
MNEs fighting for global business goals. And,
as the dependency of the state on the business
sector grew on historical grounds (or, to put it
in a positive way, the extent the states leant on
MNEs), this conflict may often be very acute.

Certainly, it is not only MNEs restricting
nation-state sovereignty. Every time a govern-
ment signs an international treaty or joins an
international organisation, it is forced to make
a compromise. The difference is that in such
cases the partners feature a similar (political)
logic, as opposed to MNEs, whose business
logic is fundamentally different in terms of ori-
entation.

Still it was not clear that the MNEs gaining
ground actually entailed reduced state sover-
eignty. The multinational enterprises need to
enter the nation-state's economy, territory and
legal environment, which, in return, may actu-
ally reinforce the role and the significance of
the nation-state. 

CONCLUDING REMARKS 
AND HIGHLIGHTS

What has been summarised in this study is
rather the first word than a settled research
result concerning the relationship of social
coordination and the public sector. We have
experienced that this relationship at least in
economic respects is a fairly unexplored area.

We believe that we have managed to confirm
that the approach is promising, and it may have
lead us to a few important results already. 

A crucial task is to clarify the relationship of
the public sector- and particularly public admin-
istration within that – with each coordination
mechanism. In this respect, we have made the
first steps in this study, and we highlight the
intermediary role public administration (may)
play in harmonising bureaucratic and market
coordination. This approach may be attached
fundamental importance in handling social
reform processes in the system, the absence of
which is a key risk factor in the success of cur-
rent reforms. 

Substantial research problems and practi-
cal consequences may be derived from the
statement that the chief depositary of imple-
menting bureaucratic coordination at the level
of the nation-state is public administration,
which, at the same time, also intermediated
between international and national bureaucrat-
ic coordination. Associated with those dis-
cussed in the previous point, public administra-
tion may be assigned an intermediary role that
may serve as a point of Archimedes to control
reform processes. Such construal of public
administration facilitates modelling public
administration-centred national coordination
mechanisms, which is expected to yield excit-
ing results. 

Extending the theoretical basis of coordi-
nation mechanisms to public service providers
leads to important findings concerning the
characteristics of the politics – public adminis-
tration – public services triangle. In this frame-
work, a rich system of correlations is seen both
in terms of theory and the current develop-
ment in Hungary, for example concerning self-
sufficiency, state paternalism and the relation-
ship of civil organisations.

We consider it important to explore the
historical aspects of this set of issues. It is a
commonplace, of course, that without the past
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the present cannot be understood, and the
future cannot be influenced. It is reasonable,
however, to deduce specifically where we
should or can put the emphasis in terms of
social-economic reforms, and it will shed dif-
ferent light on the weaknesses and opportuni-
ties of government activity, similarly to street
riots.

The international literature only touches
on the issue of global coordination today. In a
small and open economy such as Hungary, the
way coordination extends globally is a cardinal
issue, as it is crucial in terms of our room for
action. For developing a badly needed strategy
for foreign economy (and the umbrella of com-
prehensive foreign affairs), an approach relying
on international coordination mechanisms
could be pretty productive. Such a strategy
should in any case adapt to global trends. 

The two highlights marked within the

issue of global coordination (relation to the
EU and the multinational enterprises) direct
attention to a number of key problems of the
Hungarian social-economic development. Both
can be deduced on a theoretical basis from the
two basic principles of global coordination: the
deepening of integration and the emergence of
new actors/roles. The dual intermediary role of
public administration between, firstly, the
national and international, and, secondly, the
bureaucratic and market coordination, as refer-
enced above, is assigned a particular emphasis,
and can be reasonably contrasted with half-raw
approaches frequently arising on an emotional
basis concerning the EU and the multinational
enterprises, which can still have a considerable
political impact.

Our research so far has revealed questions
outnumbering answers – it is worth carrying on
with it. 
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Gusztáv Báger – Árpád Kovács

A few aspects of the relationship
between the political and the
economic sectors – the basis for
minimum consensus

AAccording to wide-ranging international expe-
rience, the measures aimed at the rationalisa-
tion of the economy and the stabilisation of
public finances imply such decision-making (i.e.
preparation, skills and adaptation) factors, as
well as conditions of public trust, and even social
traditions, the direct financial consequences of
which can hardly be presented. However, suc-
cessful adaptation to the changes, and the sus-
tainability of economic development are signif-
icantly influenced especially by these condi-
tions.1

The extent to which the real restrictions are
recognised and perceived, and whether there is
a will to harmonise opportunities and endow-
ments, i.e. whether the political elite assumes lia-
bility for the enhancement of the effectiveness of
the operation of the society and the economy,
depends on political groups having different
motivations, target systems, interests, as well as
value conveying, adaptation and interest har-
monisation abilities. The realisation of the lim-
itations of the development and adaptation
path2, the quality of the determination and
implementation of the possible objectives – the
indirect performance presented in the respons-
es to the challenges – materialise in the finan-
cial discipline, the results and mistakes, the per-
formances of the real economy, as well as in the
public finance processes. 

Social and economic operations, and the
public finance correlations can be found – as
certain reflections – in the reports of the State
Audit Office (SAO). At the same time, howev-
er, the SAO must also continuously adapt to
the changing environment. So that its work be
creditable and accepted, it must be able to
accept and apply those new procedural and
methodological, first of all strategic – we could
say: institution missionary – requirements that
characterise the current international practice.
It is an increasing requirement in the developed
world that the supreme state audit institutions
should – fulfilling the direct error correction,
prevention and sanctioning functions of the
audits – not “only” perform regularity, compli-
ance and performance audits, but should also
venture to perform risk analyses regarding the
factors jeopardising the fulfilment of the rev-
enue and expenditure appropriations of public
finances, and should foster the optimisation of
problem solving and management through con-
sultations. In other words, they should be able
to support the realisation of the content objec-
tives of the audit, i.e. the safe management of
public finances. Compliance with the new
commitments assumes the existence of democ-
racy, since it implies the tolerant acceptance of
professional assistance, or rather cooperation,
the critical elements of which (may) affect the
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issues of the cooperation and performance of
the political and economic elites. Today, such
commitments of the SAO are not only tolerat-
ed, but rather encouraged. This is how the SAO
study, summarising the results of the first
phase of the research carried out in conjunction
with the Institute of Corporate Economics at
the Budapest Corvinus University (SAO RDI,
2007) was born. This article is based on that
study's second chapter, which was written by
the SAO. In order to make the relationship
between our thoughts and common speech
understandable for a wider audience, we are
using the definitions used in the international
literature on politology and sociology without
any additional description. 

With a certain degree of simplification, we
handle the definition of the state in a wider
sense in our article: by the state we also mean
central and local will, and part of the increas-
ingly influential voluntary sector. By state tasks
we mean public services that – utilising tax and
contribution revenues – yield community ben-
efits, and the organisation and implementation
of which cannot be undertaken by the individ-
uals. This means that the spectrum is very wide.
It includes not only the operation of the large
community supply systems, but also financial
security, the generation of economic condi-
tions and stability, guaranteeing legal security,
the predictability of contractual relationships,
etc. We start out from the fact that the operation
of the real economy and that of the state and com-
munity sector is closely interrelated. What is
more, the latter is given an increasing role
today due to the responsibility for and devel-
opment of conditions for the economy. 

One of the frequently discussed questions
of the current literature on economics is the
competitiveness of the economy, and the role
assumed by the state and public policy in the
enhancement thereof. Economic and political
events constitute a series of competitions.
Therefore, the precondition for staying in

competition – or with a more elevated expres-
sion, but certainly not with exaggeration, for
national survival – is the adequate answer
given to the new requirements, good adapta-
tion performance. The political and state man-
agement responsibilities that the political and
economic elites assume for the wellbeing, or
in other words, the competitive operation of a
society cannot be transferred to integration, not
even as a member of the European Union.
What's more, these responsibilities are
increasing in number and complexity. In the
following we would like to share a few
thoughts on certain elements of this issue and
the missing conditions. 

CHALLENGES, REFORMS

The need for making the public sector, includ-
ing public administration, more efficient and
competitive has been on the agenda of devel-
oped countries, including Hungary, for 20
years.3 The adoption of “business patterns”,
“the scientific methods of modern manage-
ment” (or the repeated, slogan-like reference
thereto) is getting a more and more accentuat-
ed modernisation role in the organisation of
community tasks, too. However, in Hungary
the transitional process was influenced not
only by the direct needs of modernisation, but
also by other circumstances, first of all, by the
collapse of the so called socialist state model,
and the change of the political and economic
systems.4 Such a new model, the surmounting
of paternalism assumed not only the radical
reduction of the state's ownership and financial
management functions, but would have also
required the full and harmonic, systemic recon-
sideration of state functions, the provision of serv-
ices and supplies, economic organisation and reg-
ulation. Reconsideration has not taken pace to
date, and this could not be substituted by the
fact that within the framework of downsizing
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the “caring state”, a special, overvalued role has
been attributed to the international trend
(mainstream), according to which the restruc-
turing of the so called welfare state, the privati-
sation of public functions, and the penetration
of private capital into the public sector began in
the 1970s and 1980s – primarily in Anglo-
Saxon countries, but elsewhere, too. 

However, this process is uneven; depending
on political courses, or rather, during the accu-
mulation of the funding problems of public
finances, we have seen attempts of varying
strength to modernise public finances, and
then the failure of said attempts. And if we take
the social state definition used by the European
Union as a valid basis, we should also articulate
what its content really means, which social
commitments are abandoned, and which are
maintained. It is characteristic not only for
Hungary that the changes of public finances, as
well as the initiatives aimed at improving the
efficiency of the business economy of public
finances were dominated less by conscious
modernisation programmes, and more by the
increasingly tangible financing constraints and
funding problems of public – primarily social
welfare and healthcare – services. The funding
problems can partly be attributed to the fact
that the utilisation of the results of technical
and technological development, primarily the
achievements of medical technologies involves
enormous costs (it drives prices up). On the
other hand, the creation of possibilities, which
is technically becoming unlimited, and the
increasing average lifetime in the world gener-
ate new quantitative and qualitative needs the
funding of which on a societal scale can be less
and less implemented from public finance rev-
enues, which can be increased only to a limited
extent.5 At the same time, it has become evident
that the so called self-support, which is an
optional service, cannot be the master key to
solution. If we want to maintain the former
societal access and quality conditions, we must

ensure wages that are sufficient for quality self
support accessible for all. However, it is impos-
sible to generate such wages on the asset side,
and/or it may result in uncompetitive wage
taxes in the real economy.6 The tension is
aggravated by the need for the improvement of
the quality of services. As an alternative “solu-
tion”, we were compelled to acknowledge
polarisation in accessibility to social services
and quantitative downsizing – the slashing of
welfare services –, which caused considerable
social tensions. However, this solution is obvi-
ously not enough to cover the innovation and
day-to-day costs of the application of the new
technologies, and to meet the quantitatively
and qualitatively increasing needs. It is a global
tendency that the ratio of welfare expenditures
– although their internal structure has changed
in many countries – has not dropped relative to
the national GDP despite such setbacks and
internal discrepancies. On the contrary…7

The trends outlined, or rather mentioned as
an example, the concrete public finance conse-
quences of the answers to the challenges
retroact to the living standards of a country,
and naturally to the competitiveness of the
national economy. And we have not yet men-
tioned the increasing expenditures caused by
the global climate change and environmental
protection! Today purely ideology-based polit-
ical approaches exist nowhere in the world. We
must be very careful about what we call social
democratic or conservative approach. We may
even note that the spread or set-back of the
neoliberal or populist approaches do not
depend on whether the political force having
this or that label is an open partner, or not, but
rather on the fact whether at the given moment
the most pronounced representatives of this
way of thinking (may) get positions in which
they can enforce their ideas, or not. 

According to a survey conducted by the
OECD in 2005, 26 countries of the 30 Member
States are working on modernisation pro-
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grammes related to the public sector. A para-
mount objective is the wide-scale application of
information technology tools, the stipulation
of measurable performance objectives, as well
as the reduction of the administrative burdens
of the society and the economy. The facts indi-
cate that the modernisation attempts have not
changed the relative size of the public sector: the
ratio of public employees has practically
remained unchanged relative to all employees,
just like the share of public sector expenditures
from the gross national product. This proves
the importance, or rather the rigidity of public
functions. It is a well-known fact that the initi-
ation of the reforms always raises two
approaches, even if they occur not in a pure
state, but rather with interferences, suggesting
a mixture of solutions. The first approach per-

tains to the “who gets what from the state” –
this is the quantitative side –, and the state
takes steps manifesting in self-support and/or
social benefits (the selective or general stream-
lining or expansion thereof). The other
approach is about what makes public services
better and more efficient. If we do not accept
this duality in the management of these solu-
tions, then no matter how talented the people
in political and professional positions are, the
performance of the elite will play a smaller role in
the operation of the society. And this will not
provide long-lasting results or progress.

Table 1 indicates that within the entire pub-
lic sector, funds spent on public administration
and public services8 have practically remained
unchanged in the recent years. This is charac-
teristic for the EU 15 countries and Hungary

Table 1

THE FUNCTIONAL CLASSIFICATION OF GOVERNMENTAL SPENDING 
IN CERTAIN EU MEMBER STATES AND HUNGARY 

RELATIVE TO THE GDP 

EU  15 2003 10.3 6.8 1.7 1.8 32.9 4.6 47.8

2004 10.0 6.6 1.6 1.8 32.7 4.5 47.2

2005 10.0 6.6 1.6 1.8 32.8 4.4 47.2

EU  25 2005 10.0 6.6 1.6 1.8 32.6 4.4 47.0

Certain countries. 2005

Germany 8.8 6.1 1.1 1.6 33.9 4.0 46.7

United Kingdom 10.0 4.9 2.5 2.6 30.8 3.8 44.6

Greece 12.9 8.8 2.8 1.3 27.8 6.1 46.8

Czech Republic 9.6 5.5 1.8 2.3 26.3 8.2 44.1

Poland 8.6 5.8 1.1 1.7 30.3 4.4 43.3

Slovakia 10.1 6.4 1.6 2.1 22.5 4.5 37.1

Slovenia 10.1 6.9 1.4 1.8 32.2 4.9 47.2

Hungary

2003 12.4 9.0 1.3 2.1 30.2 6.5 49.1

2004 12.1 8.7 1.3 2.1 29.5 7.4 49.0

2005 12.7 9.4 1.2 2.1 30.8 6.3 49.8

* Including environmental protection.

Source: Eurostat database

Total
Economic

func-
tions*

Welfare
functions

Including
General public Defence Public order

services and
with interest safety

State
operationCountries
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alike. However, the comparison shows that
spending relative to the GDP is higher in
Hungary than in most EU Member States even
though this ratio somewhat declined between
2001 and 2004. This is partly due to the signif-
icantly smaller volume of the Hungarian GDP,
but definitely due to the fact that the opera-
tional costs of the Hungarian public adminis-
tration system is relatively higher, i.e. it implies
some possibility to improve cost efficiency.
The exploitation of these reserves requires
new, deep and versatile reforms (we believe that
creating a money crunch, or the withdrawal of
funds do not constitute a reform), for which it
is indispensable to eliminate the political obsta-
cles of various nature. These obstacles are partly
related to party politics9, partly to public policy. 

Party politics related obstacles include
extremist resistance, the ideological and moral
polarisation of the society, the lack of consen-
sus between the political elites, the thematic
classification of decision-making matters
affecting the determining and influential inter-
est groups in terms of communicability, the
intense “rent seeking” activities of the strong
political and economic interest groups, the fre-
quent and sharp conflicts between the govern-
ment and the opposition political forces, as
well as the impacts arising from the so called
small coalition governance, to be discussed
later. A specific boundary case between the
party politics and public policy factors is given
by the conflicts of interests between the differ-
ent levels of governance (central government
and its decentralised organisations), and the
local governments. In case the party affiliation
of the local governments differs from that of
the central government, political conflicts
manifest in this field, too, i.e. public policy
conflicts assume the nature of party politics. 

Public policy conflicts partly pertain to powers
and partly to finances. The unrestrained compe-
tition among, and the indifference of the opin-
ion-forming and interest representation groups

(policy sectors) to interest harmonisation may
pose a serious public policy risk. Consequently
we may witness, for example, the forced adop-
tion of a series of so called “professional acts”
the financial consequences of which had not
been assessed in advance (such consequences
are not even known), as a result of which they
become impossible to fund and implement.
These acts, which cite modernisation slogans,
“proven” foreign examples, but in fact repre-
sent the interests of certain layers or groups of
the society, or on the contrary, acts that are
intended to be against such interests without
any interest reconciliation – a typical example
for this is the current regulation of healthcare
services – either lack external and internal har-
mony, or at best such harmony is incidental. In
the absence of impact and harmony assess-
ments, the analyses of implementation risks,
i.e. in lieu of searching for the optimum solu-
tion patiently, the decision-makers decide
about the budget without being aware of the
fact of determination and its consequences. If
we accept that in addition to the above factors
other, objective social and economic reasons
may contribute to the limited modernisation
performances10, we can also admit that the
implementation of the different ideas largely
depends on the extent to which the society con-
siders the management and control system cred-
itable, and on the extent to which it accepts the
arguments of this or that public policy actor.
The fact that he/she is well-intentioned and is
able to lead to success. 

In relation to reforming the operation of the
public sector it is important that countries
(integrations) being at different levels of eco-
nomic development, and having different social
structures and historic past can reach the max-
imum (optimum) of their competitiveness or
operability not by copying, or formally following
others, but by the reasonable adaptation of the
successful paths of the leading countries to their
own conditions. The indirect proofs of this –
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the financial consequences of which are also
well-known – include those unsuccessful
motorway financing or institutional organising
attempts in which the solution was aimed to be
achieved by purely copying foreign patterns
and experiences.

FROM PARTY POLITICS TO PUBLIC POLICY

When analysing the concepts and relations of
party politics and public policy, it is reasonable
to start out from the fact that parties have an
important political and social role in modern
democracies (multi-party system). Upon get-
ting into a governing position, for instance,
they have primary responsibility not only for
the operation of the legal and institutional sys-
tems, but also for the development and imple-
mentation of policies, i.e. the smooth operation
of the economy and the operability of the 
society. 

The level of acceptance of a behaviour repre-
sented by a given political force has financial and
economic consequences, since it can obtain
social support for its steps either with appear-
ances and high-sounding slogans, or with com-
munication influencing the emotions. In other
words, how it can win social support by citing
coercive adaptation, or, in contrast with this,
the chance of a much larger room for manoeu-
vring, the chance of a “third” own route, the
danger of giving up ourselves, etc. It is about
convincing the economic players, the society,
and foreign countries about the fact that the
path or approach taken by this force (even
though it may seem “compliant”, or on the
contrary, “combatant in the interest of a group”
will lead us closer to success, will yield more
profit in the long run, while in the short run it
will serve well the target system of maintaining
or acquiring power. However, experience
shows that the appearance of communication
aspects that overwrite everything has brought

about new risks, and of course new needs for
optimisation. The failure to search for the opti-
mum can easily lead to the fact that each step will
have an impact contradictory to the intended
purpose. It may result/results in a loss of trust
if the target system of a political force is iden-
tified purely with its gestures or behaviour, or,
if it destroys the credit of its own intention by
“admitting the truth”. Self-limiting (self-
defence) reflexes have appeared in the volun-
tary society, or maybe in political thinking, too
for the prevention of the moral and financial
shocks and destabilising effects of such situa-
tions, or “great disappointments”. In line with
the Hungarian intentions, too, in several coun-
tries political overpromises and the willingness to
spend are effectively restrained by stringent budg-
eting rules.11 Recently, in a few European coun-
tries with strong democratic traditions, “prices
have been affixed” not only to determinations
brought about by value selection, but also to
the parties' election programmes and the budget-
ary impacts of the bills by independent profes-
sional organisations. 

Within this framework, political parties all
over the world shape their policies and con-
cepts of politics on the basis of their own sys-
tem of thoughts, social, economic and power
interest relations, first of all the aspects and
requirements of acquiring or maintaining their
power, which also serve as a foundation for
determining the operational party tasks. In the
case of the latter it is a requirement that party
politics must express the concrete relations of a
given country at a given time and at a given
stage of development. Therefore, party politics
typically does not represent all interests of the
entire society. Of course, in verbal communica-
tion and rhetoric all parties state the contrary,
since they strive for dominance regarding the
voting base and support, however, social, eco-
nomic and political relations must be exten-
sively taken into account when developing the
concrete party tasks.
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On the other hand, public policy is (public
policies are) designed to12 serve the public
good, and enforce the interests of the entire
society (all citizens) independent of ideologi-
cal, social, political, ownership and income dif-
ferences – albeit not fully neutrally in terms of
values. This results in the fact that the govern-
ing party (parties) must take into consideration
and enforce as much as possible not only polit-
ical preferences, but also other interests of the
society, aspects and expectations beyond party
politics in the narrow sense of the word.

Public service versus party interests

While intending to foster the prosperity of the
country, the political parties and the policies
(public policies) implemented by them natural-
ly aim at increasing the welfare, and improving
the social satisfaction of social layers or groups
forming their respective voting base. (It
depends on the ideology or thoughts of a party
as per which social groups it is closer to, or
more accurately, the interests of which social
groups it represents first of all.) The multi-
party system has the advantage that citizens
may select the party from among the parties
competing for their “favours” the one that
seems to be the most appropriate. At the same
time, especially this election competition gives
a true picture about the parties' behaviour in
relation to politics and policy. In order to
widen the voting base, the parties promise “the
blue moon” in the competition, they bid
against one another creating the impression
that the given party is expected to provide “the
most” “at the highest speed” – naturally – to
everyone. In fact, with this behaviour they
shatter the possibility for this, since they first
of all strive for maximising their popularity and
votes disregarding the rules of economics and
the long-term interests of the country – or
even the given party. This is the most funda-

mental reason for the fact that – in theory –
public policy cannot (must not!) be subordi-
nated exclusively to the politics of the govern-
ing or the opposition parties. The one and a
half decade long “Hungarian practice” provides
a perfect evidence for this: parties that have
come to power so far have been compelled to
implement open or hidden alignment in the
first period of their term, depending on the
overpromises they made in the elections, or the
extent of “distribution” prior to or after the
elections. (We will quantify and describe this
phenomenon later.)

In addition to the above written, it is also
necessary to point out a few characteristic fea-
tures of the transition in Hungary13, and the
consequences thereof. It is a given fact for our
topic that in Hungary politics (party politics)
has increasingly forced itself on public policy,
as well as on different segments of the society.
This can be explained by many factors, the
most fundamental of which is that due to the
nature of democratic transition, political activi-
ty has also become a function that ensures the
determination of the level of existence, the acqui-
sition of economic resources, and distribution
among stakeholders. This function is becoming
increasingly apparent, as the economic poten-
tial, influence, and competitive edge of compa-
nies (not only multinational companies) in for-
eign ownership (with a foreign investment
background) are becoming more and more
dominant.14 Apart from these companies there
are only a few domestic company groups that
can more or less make themselves independent
of the domestic conditions due to their sizeable
foreign investments, capital strength and com-
petitiveness. The number of positions that can
be obtained by domestic supporters that are
markedly present in the shadow of the political
forces, and organisations representing different
economic forces – i.e. the clientele with not
always stable ties. As a “solution”, initiatives
that manifested in the form of taxes, entrepre-
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neurial discounts, and had a rather zig-zag life,
and were shattered without an impact assess-
ment by the new political course, were supple-
mented (replaced) with such possibilities that
can be linked to the “marketisation” (privatisa-
tion) of the public sector services and state func-
tions. As a consequence, the public policy deci-
sions, modernisation, service improvement
measures include such direct factors that are
not only new and unknown financial or eco-
nomic schemes lacking proper regulation and
experienced management, but are also influ-
enced by openly undertaken or concealed interest
relations. Under such circumstances it is
impossible to get a transparent answer to the
question as per what real considerations have
led to the decisions, which time horizon was
taken into account for calculating the public
funding advantages and disadvantages, and
whether the decisions yielded a wider-scale
advantage in addition to providing opportuni-
ties for certain individuals. 

Following the initial accordance within the
political elite of the democratic transition,
among the different political forces about the
need for and starting the change, a similarly
strong opposition emerged among them in the
fight for obtaining and keeping the political
and economic power, by making overpromises
to the extremes, and breaking the plane of
thoughts aiming for short-term political profit
maximisation from the rational professional
approach. Part of this process – as we have
mentioned above – still goes on as a constraint
for the consensus-based steps of modernisa-
tion measures, and has resulted in the polarisa-
tion of the Hungarian society, while – as we
mentioned before – the opposition between the
so called right and left wings is not primarily ide-
ology based. Succumbing to their short-term
interests – forces coming to power have made
all efforts to bring the state, the economy, the
institutional staffs and the organisations under
their influence. This explains the fact that as

soon as the “other wing” came to office, radical
personal and institutional changes were imple-
mented. The selective process determining the
values to preserve and the changes to be made
lacked continuity, a common starting point and
the minimum consensus. The consequences
have manifested in the anomalies of budgeting,
budgetary overspending leading to a debt spiral
(as a risk) and finally to unsustainable financial
positions, and then in major restriction burdens.
The entrenchment of rules of law requiring two
thirds of the votes can also be attributed to
this, since the forces currently in opposition
seek consensus and consider contribution to
the change depending on the developments of
the “current situation”, as well as on the basis
of the expected governmental position and the
possible room for manoeuvring within that
framework. 

The competitiveness of the public 
sector and the political definition of
the country's objective 

The above written strongly affects the compet-
itiveness of the public sector and the economy,
including the optimisation of the political and
the economic sectors (Kovács, 2005).
Therefore, it is evident that one can describe
the concept and practice of the most competi-
tive public sector, public administration and
governance in the social and economic reality.
The most important thing is probably the fol-
lowing: as the economic competitiveness of a
country can only be measured against the
development and structure of the entire world
and the other countries, the competitiveness of
the public sector can be interpreted within the
framework of the social and economic opera-
tion of a country. In other words: the public
sector, public administration, the economy,
business organisations, the private sector, as
well as the political institutional system, the
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voluntary sector, profit and not profit oriented
organisations, i.e. a whole range institutions
and operational schemes are not only bound
together, but also operate in a single unity. The
different sectors operate in the single unity of
the society, but not in a single manner or form.
Each has its specific role (task). They should be
harmonised as a whole in order to have an ade-
quate total impact (competitiveness of the
country). Hence, interaction is evident and
clear. However, the clear and expedient formu-
lation of the tasks also requires the definition
of the dual, direct and indirect role of the pub-
lic sector in influencing competition. However,
for the time being this is either incidental or
non-existent.

The public sector, and primarily its institu-
tional and financial management organisational
system has the task and responsibility to utilise
public funds and resources entrusted to it as effec-
tively as possible, and to directly and regularly
improve the efficiency of utilisation. It must
provide more and more, and better quality
services from per-unit funds. It is of equal value
if – striving for the best results possible – these
expenditures are replaced with appropriate
solutions. (For example, prevention is put in
the focus in healthcare.) From this aspect the
pattern to copy – not exclusively – is the pri-
vate sector and market coordination, where the
primary objective is the profit-centred rational-
isation of resource utilisation. The public sec-
tor can make this objective an absolute goal
under no condition, since it must strive for the
maximisation of social usefulness. This means
that competitiveness and efficiency in the pub-
lic sector is not a pure market category: it can-
not be derived simply from market coordina-
tion.15

On the other hand, the public sector provides
public services to the private sector in various
forms, and creates a legal, social and political
institutional background and set of norms for its
operation. The state (public sector) also exer-

cises this so called indirect function when it
orders various goods and services from the pri-
vate sector, and thus contributes to the
improvement of its own competitiveness, and
the competitiveness of the entire country, elim-
inating the friction losses, or mitigating poten-
tial corruption and negative externalias.
Consequently, proper country operation and
country management differ country from
country not only because of the different his-
toric pasts and presents, but to an equal extent
because of the social and economic country
objective, i.e. the politically formulated, profes-
sionally well-founded vision, which is support-
ed by the majority of the society. 

As a result, in theory, vision is a set of values
reflected in party politics that have been trans-
formed into harmonised interests, and then
into objectives in public policy, which set is
able to determine the mainstream of public
thinking. At the same time this also means that
in the absence of a value oriented party policy it
is impossible to create a longer-term, widely
accepted concept that constitutes a mobilising
force. This is all the more so because vision can-
not be identified with the formally drafted
national development plan despite the rational
concepts laid down therein, or with a homoge-
neous political and professional thinking, sta-
ble in the longer run, or with progression
encouraging assimilation. We can hardly speak
about a system of objectives meeting these
requirements. Such demand has been presented
neither by public policies, nor by party politics so
far.16 The reason behind this might be the fact
that – as it can be felt on the basis of the SAO
audits, too – the approach has undoubtedly
gained space, according to which the economic
interests of globalisation have an increasing
power over politics, wherefore the target system of
public policy is becoming more and more inter-
nationally organised. If we accept the rational
content of such thinking, its expediency
entailed by assimilation, or maybe even the
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possibility that it cannot be excluded that such
a target system of assimilation takes us farther
in the development of the society's ability to
perform, it must be noted that – with regard to
the undeveloped economic institutional mech-
anisms of globalisation – it would be more accu-
rate to speak in this context, too (just like in
other relations to be discussed) about an
unfolding, new and extremely complicated field
of interest harmonisation. For if we accept that
public policy is fully controlled internationally,
and for the lack of own ideas we identify the
creation of conditions with mechanical adapta-
tion, then, in addition to accepting that exter-
nal control can never be sensitive to the cause
of social cohesion, we also risk that everything
that we have so far identified as the domestic
target system of the development of competi-
tiveness at the level of the national economy
will lose sense. The discussions, scientific
research or the expression of political opinion
on the competitive public sector will lose sta-
bility.17 Rationality may turn into irrationality.

In determining the optimum size of the pub-
lic sector it is fundamental to know, based on
the given social and economic objectives, what
separation of work is the most useful between
fields within and beyond the public sector,
state and non state (private) spheres, as well as
competencies within governmental action and
scope, and non-governmental competencies. It
is a determining factor what activities the state
wants to vindicate to itself, and what are the
activities that are performed more effectively
outside the scope of the state, or in coopera-
tion between the two sectors, according to the
state. This holds true both for the direct and
indirect economic roles of the state. A special
form of economic role undertaken by the state
is the presence and operation of state compa-
nies on the market. The 15 years following the
democratic transition in Hungary irreversibly
and finally transformed the extent and direc-
tion of this role. State companies in the pro-

duction sector were privatised (Báger – Kovács,
2004). Reversing the ownership structures and
fields, state ownership, which accounted to
almost 90 per cent, was replaced with private
ownership of almost exactly the same rate. Due
to the weak harmonisation of interests, the
process has turned out to be much more con-
tradictory in relation to state owned companies
that have an interest in services. (Service prices
versus the population, getting to the workplace,
employment, etc. versus owner's losses.) The
role of private capital has become dominant in
the economy of Hungary (and consequently in
other segments of the society, too.) In the light
of these facts, the economic policy role, as well
as the market operation and regulation tasks of
the state (government) have gained ground,
albeit these are restricted in many aspects due
to the presence of the different political and
financial fields. 

The competitiveness of the public sector can
be interpreted in the system covering the entire
economy and society. It is the proper develop-
ment and operation of this system which
ensures the efficient structure of the relations
between the political and the economic sectors,
as well as their harmonious interaction and
organic integration. By enforcing and keeping
this efficiency target in mind we can get from
party politics to public policy, which is not an
easy road for the party or parties in power,
because it regularly and repeatedly goes with
the renouncement of certain parts of the power,
and the transfer of such power from party poli-
tics to public policy and “civil policy”. 

A large portion of malfunctions in several
fields of public administration and public serv-
ice could be attributed to the conditions of the
transition.18 The democratic transition strived
for the quick elimination of the deficits that
had accumulated in the economy and the soci-
ety, and which had been rooted in the low effi-
ciency of operation, and meant the lack of
democratism. In eliminating the “dual deficit”,
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the leaders of the transition gave preference to
the eradication of the democratic deficit, i.e. the
efficiency aspects were put on the back burner.
Since then, the situation has changed not
towards better performances, but in the fact
that efficiency aspects are now neglected not
because of the intention to eliminate the dem-
ocratic deficit, but because of other major rea-
sons. The most important reason behind the
current inefficiency of public administration
and public service is that in the absence of a
long-term target system that can be regarded
optimum and that is supported by the political
and economic forces and accepted by the vol-
untary sector, the subsequent governments
could not find the right balance between cen-
tralisation and decentralisation. The malfunc-
tioning of the governmental sector interpreted
in the broad sense of the word is also due to the
fact that the political (governing) sector inces-
santly creates conflicts between the govern-
ment and the opposition, and thus makes it dif-
ficult to find a professional solution to the
problems of competitiveness (Borsi – Vértes –
Viszt, 2006). We are well aware of the financial
consequences of the daily interests of coalition
governance driven by party politics, which
manifest in the zig-zag-like structural and busi-
ness economic errors of public administration
and public service. It is sufficient to refer to the
serious accounting mistakes that are found in
the final accounts as a result of restructuring,
re-restructuring and mergers, etc. in the min-
istries, or the credibility and reliability prob-
lems of the financial statistics, or creative
accounting. 

If we organise the SAO experiences into
trends it can be pointed out that although pub-
lic policy makers announced decentralisation
from time to time, and planned to outsource
tasks and divide the responsibility, in the end
the governments realised that this would
reduce their power to intervene and their room
for manoeuvre, and that they would lose cer-

tain political and economic/financial influence.
Therefore, policy makers were reluctant to
implement their own decisions, or even if they
did so, sooner or later they reversed their deci-
sions. Linking centralisation and decentralisa-
tion to the interests of exercising power on a daily
basis, can be regarded as a public policy risk
appearing in financial performances and financ-
ing anomalies. Its manifestations mark out
from the SAO reports in the form of incoordi-
nation, the management of state institutions at
various levels from a one-sided aspect19 either
for sectoral interest or personal managerial
conviction, or the uncritical enforcement of
the market fundamentalist views of certain per-
sons having the ability to enforce their inter-
ests and/or to influence others. 

Apart from the importance of the applica-
tion of new solutions one cannot sufficiently
emphasise the role of the “collective memory”
of public administration – the technical knowl-
edge of problem solving and the ability to apply
such knowledge – in the improvement of the
competitiveness of the public sector. However,
the mechanical adaptation of theories described
in books on management, or the conscious dis-
organisation of administrative organisations
citing the need for “breaking down the resist-
ance of the bureaucracy against reforms” can
also pose a risk of serious financial conse-
quences, leading to the drastic reduction of the
administrative system and the performance of
the real economy. The same impact can be
achieved if performances in the management of
the organisational system are tried to be
achieved by doubling the management struc-
tures, and making them “compete”, while the
major decisions are made in an ever narrowing
circle. Without doubting the sincerity behind
the initiatives launched with the aim of mod-
ernisation, it can be stated based on the above
remarks that we are witnessing a strong scope
and administration concentration process in con-
trast with the announced objectives. It is a spe-
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cific consequence that the cutting edge of pub-
lic policy debates, criticism increasingly targets
the highest governmental peaks, and does not
deal, or only hardly deals with the other elements
of the system.

The price of coalition governance

Based on empirical analyses, the international
literature finds the relationship between lax
financial discipline and coalition governance
(and the underlying election systems) evident
(Hagen, 1992; Hagen and Harden, 1996;
Perotti, Strauch and Hagen, 1998). Naturally,
we are talking about the so called small coali-
tions, since a so called large coalition is organ-
ised on the basis of a strongly legitimate public
policy target system enjoying wide social sup-
port, and not “only” according to the direct,
short-term objectives of governability and the
maintenance of power. The third type of coali-
tion is the so called fragile coalition, for which
several European examples exist currently. 

However, in the strictly theoretical
approach, the “costs” of coalition governance
cannot be attributed exclusively to the defi-
ciencies of fiscal discipline. The participating
parties are engaged in rent seeking activities
themselves, which begin at the time of deciding
who gets which ministry. This phenomenon
could be observed in all Hungarian govern-
ments of the past 15 years. In addition to fund
allocation, the position of the smaller coalition
parties may also extend to the acceptance of the
policy priorities, as well as the acceptance
(rejection) of reform concepts, the channelling
thereof into irrealistic directions, the acquisi-
tion and keeping of executive positions. In
connection with their behaviour, which
changes with time, we hereby note that these
parties usually play an important role in mod-
ernisation adaptation, in seeking the optimum
decision, and they usually act cautiously in

financial issues and remain consistent ideologi-
cally, too. 

Leadership compelled to keep the smaller
coalition partner on the Government's side fur-
ther increases the sectoral orientation of the
public policy system, since each partner stakes
a claim for strong ministries (ministries in
charge of funds allocation), which (may) get
over public policy rationalities, and primarily
enforce party interests and economic philoso-
phy notions. This obviously further diminish-
es, or almost completely eliminates the chances
of public (professional) policy objectivity. It is
also unquestionable that coalition government
may also mean the “coalition” of different poli-
cies. This evidently goes with frictions, which
may obviously lead to further so called friction
losses due to delays, counter-effects or other
reasons. 

Interactions between the governance
levels as conflicts

In relation to this issue we must first of all have
to point out that the central fund regulatory
and development financing, supporting system
of the local governments maps all problems of
this area as a 'veterinary horse' (like the horse in
the collection of a veterinary college, demon-
strating all conceivable illnesses – translator's
note). The original system of fund regulation
was replaced with a “torso” suitable for the
mediation of party politics preferences and sec-
toral interests, and which also includes, and this
must be highlighted, the establishment of
regions, laying the public administration foun-
dation of regional policy, or the multitude of
problems in the development of education and
healthcare. 

It can be attributed to the political limits of
the resolution of interaction conflicts and the
malfunctions of the search for compromise
that a series of measures have been taken as a
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result of which the questions of fundability lost
ground, and the budget determinations
brought about by professional acts have creat-
ed such services – as we have indicated in
another context – that cannot be sustained in
their present form due to the lack of financial
substantiation.

THE PUBLIC POLICY ARENA

Democratic societies have developed an
extremely varied organisational and institu-
tional system for shaping and implementing
public policy. In essence, this is about the social
medium in which the different interests appear
and clash. It is in this process that public agree-
ment and social consensus is reached, this is
where the public goals are being shaped and
this is where the policy is ultimately born. In
the following we will examine four stages of
public policy establishment, shaping and imple-
mentation:

• the problems of centralisation and decen-
tralisation at the different decision-making
levels of the public sector;

• the mechanisms of social interest reconcil-
iation, the role of the voluntary sector;

• the role of party politics consensus in the
shaping of the public policy, and finally

• the professional foundations of public
policies.

The correlation between the different
decision-making levels of the public
sector and competitiveness

The precondition for the establishment and
implementation of a successful public policy is
finding and enforcing the proper ratio between
centralisation and decentralisation. The suc-
cessful implementation of centrally well pre-
pared policies require a certain level of central-

isation. At the same time, however, the token
of the successful social and economic develop-
ment of a country is the regional coordination of
developments, the encouragement of local initia-
tives, as well as the enforcement of regional
aspects and the requirements of the economy of
scale. In the European Union these stages of
development have gained special importance.

Based on the development in Western
Europe it seems that in addition to the survival
of the threesome division of the central,
regional and local governments in a certain
form, the regional policy and approach of the
European Union have induced a fundamental
change. This regionality – even if it did not
overturn the levels mentioned above – has cre-
ated a completely new economic, political and
social space by replacing or by being attached
to the medium level. The express philosophy
and objectives of the European Union have
been driven by the fact that the effective oper-
ation of all countries requires a level that links
the centre not only with the municipal govern-
ments and local institutions, but also with the
individuals, the families, as well as the smaller
or larger social and economic communities. In
terms of content, this regional policy is closely
linked to the economic, social cohesion and
convergence policies, and is a clear manifesta-
tion thereof. In accordance with this, although
the aspects of competitiveness are important at
regional level, too, the most central element is
convergence and the facilitation of convergence.
On one hand, convergence means the conver-
gence of the given large region (EU), and the
individual countries to the leading economic
(power) field of the world. On the other hand,
the subsidy system based on regions also serves
the convergence of smaller territorial units
within a country, and the reduction of regional
disparities in development. It is assumed that
regional convergence in terms of development
radiates not only, or not primarily to the entirety
of the country, but also vertically, to the individ-
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uals, the mediating institutions and organisa-
tions, including local governments. 

EU membership: the new roles 
of the regions

It creates a unique situation that regional poli-
ticking in Hungary lacks traditions both in the
sense of politics and policy. Therefore, the
knowledge of the European development path
is extremely important for the modernisation
of the Hungarian social and economic policy
practice its structure and operation serves as a
basis for comparison and adjustment, since its
adoption – and not mere copying – is expedient
and unavoidable. Adoption has been mandato-
ry since 2004, i.e. Hungary's accession to the
EU, not only in general terms, but also in rela-
tion to regionality – as an example of public
policy controlled from the outside, since a large
portion of subsidies are not available for the
regions without a regional policy. In addition,
the distinguished role of the regions and
regional policy constitutes not only a financial
background and funding possibilities, but may
also implement the rational form, size and organ-
isation of the public administration sector. 

While adjusting to the European regional
system, it is definitely unavoidable to establish
– in addition to the already existing statistical
regions – country regions forming real public
administration units. However, this can only be
implemented at the expense of fights for
power, since the establishment of regions having
real power, i.e. assets and funds, also means the
redistribution of the economic and political
power. This political fight for the establishment
and ownership of the various levels of public
administration has evidently existed in each
country, and has accompanied the delineation
of regions. Yet, it is probable that due to the
above mentioned clientele that plays an espe-
cially intense role in the Hungarian economic

and political arena by European standards, and
due to the existing corruption – especially at
the level of the regions and municipal govern-
ments – the fight for power is much stronger in
Hungary than on average. The delineation of
the regions and the acquisition of opportuni-
ties related to the regions are not only about
the acquisition of power, but also about the
ownership of or at least control over several
coherent areas. A paramount area is the politi-
cal, economic, financial and fund allocating
power (the latter means the acquisition and
redistribution of budgetary and EU funds).

This is why it is especially important that as
soon as a new relationship is established
between the centre and already functioning
regions, one of the basic tasks is to create, or at
least improve, the transparency of the fund allo-
cating role of the centre. This is so because allo-
cation or reallocation following the primary
allocation is carried out in the centre.
Consequently, it can be supposed that the clar-
ity and efficiency of the financial management
of the regions to be established are in part pre-
determined already at the central level, in the
clarity and efficiency (transparency and con-
trollability of operation) thereof (Kovács,
2003). If the regions obtain central funds
according to transparent rules, it is more prob-
able that fund allocation within the regions will
be corruption free and regular. Therefore, the
optimum ope-ration of the regions in the inter-
est of the country can definitely be linked to a
central budgetary system that is more transpar-
ent and can be better controlled by the society
than today, a system, in which professional
audit represents not merely a passive follow-up
work, but an opportunity to have a direct say in
the entirety and structure of the budget.20

Ownership of the regions, but also the right
of exercising the power at any level of public
administration provide the basis for not only
the power over funds channelled by the centre:
the ownership of power either at municipal
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governments or at the medium regional level
may provide access to the private sector, the entre-
preneurial sector, as well as the domestic and
international fields of force of capital.21 This
means that the political power provides dual
funding resources at the same time: central
(state) and entrepreneurial funds. In the one
and a half decades following the transition sim-
ilar processes occurred between the central
power and the business sector, the fields of
power that obtained the political power in the
subsequent election cycles, and the field domi-
nating the economy. Due to the unique devel-
opment of the transition in Hungary, domestic
large companies and international (multina-
tional) companies also play a significant role in
these links of power in Hungary – as it is indi-
cated by the system of clientele. 

In the philosophy of the European Union,
the region represents the most important level
and tool in the convergence of the countries in
terms of development, but also in the conver-
gence and equalisation of the living conditions
of the individuals, the citizens. In addition to
other tools, this is supported by the EU with
significant budgetary funds, first of all through
the Structural Funds and the Cohesion Fund.
At the same time, however, the expected equal-
isation of the regions of the European Union
did not occur in the “calm” period preceding
the eastward enlargement, the convergence of
the less developed, poorer regions did not
speed up in the decade lasting from 1993 until
the eastward enlargement. Said regions have
failed to develop at a significantly higher rate
than the average, wherefore the disparities have
hardly diminished (Práger, 2006). 

The philosophy of the EU's regional policy
evidently serves two objectives: through
approximating the level of development of the
regions it also fosters the equalisation of the
financial standing and living conditions of the
countries by acting “upwards”, and those of the
indivi-duals by acting “downwards”.22

Economists and economic politicians observe
and analyse the upper two levels, the countries
and the regions, and measure the rate of con-
vergence or disparities accordingly. However,
the subject of real convergence is the individual.
The size of tasks to be completed in the
Member States in this field within the frame-
works of the European Union, is well illustrat-
ed by the income disparities and the striking
differences in the opportunities available to the
average citizens.23

Central governance and the local 
governments

From among the three levels, the relationship
of the central governance and the municipal
governments are the most complex, and influ-
ences the performance of the entire public
administration system most of all. This is due
not only to the fact that these two levels play a
determining role by themselves, or that they
have historically had a strong role in public
administration, but also to the weakness, or sig-
nificant weakening of the political and economic
force of the intermediate level, the county.24 This
is aggravated by the delayed establishment of
the new level, the real regions, which can also
be attributed to the fight for power positions.
The fact that the process of unavoidable
regionalisation is so slow in Hungary can basi-
cally be explained by the resistance of the centre
and regional units (counties) fearing the loss of
power. 

It is a unique feature in terms of public poli-
cy, too that while the power system is being
strongly concentrated, at the level of the
National Assembly the heads of the regional
and municipal governments join hands in
strong territorial interest associations (that are
not necessarily regional organisations, but
rather related in size, function, etc.) to foster
temporary lobby interests and stable local
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interests. This can be well felt in the allocation
of budgetary and EU funds.

In the initial period of the democratic transi-
tion, the relationship between the central pub-
lic administration (central government) and
the municipal governments were naturally driv-
en by the compensation reflexes of the obso-
lete council system. The development of the
Hungarian local governmental system (and
also its current situation) has a few characteris-
tic features that go back to its inception, which
determine the possibilities of the current and
future operation alike. One of these factors is
the size and number of municipal govern-
ments.25 In Europe Hungary belongs to those
states in which the size of population per local
government is the smallest. This is cited by
opinions that appear in public policy, too, and
according to which the merger of local govern-
ments would solve the problems of decen-
tralised financing. However, we believe that
this type of rationalisation would yield a con-
troversial result, since in addition to the simple
financing advantages, it is also a point of con-
sideration that even the smallest municipal
governments play an important role in main-
taining the settlements and their population,
and this is also a question of a financial-effi-
ciency optimum.26

Due to the legally set governmental tasks,
municipal governments have a large room for
manoeuvre on one hand, however, these func-
tions have widened in an unlimited manner on
the other. This is especially true on the funding
side. After the collapse of the previous regime,
municipal governments received funding more or
less commensurate to their tasks. However, in the
meantime the tasks and scope of the local gov-
ernments have considerable broadened. It is
well known that local governmental funds pri-
marily come from the central budget from nor-
mative and other subsidies provided for the
completion of state tasks, from the share of the
personal income tax revenue reallocated to the

local governments, as well as from the settle-
ments' own tax and other revenues (fees and
assets). Lately, the ratio of central reallocation
has grown, while the real value of state subsi-
dies provided to the local governments for the
completion of mandatory tasks, and conse-
quently the economic room for manoeuvre has
reduced, – i.e. the gap is growing between the
funds available and the funds required for task
completion. A gap has occurred between the
expected activity and the realistic performance
of the local governments, which causes count-
er-productivity, and consequently irrationality
and frustration in determining the local target
systems at the municipal governments. The
tensions of the situation are even stronger
where the central and local policy power posi-
tions, the opportunity to control administra-
tive tools are held by opposing (party) political
groupings. 

Table 2 well illustrates the financial relations
between the central power and the local gov-
ernments, which are basically determined by
the government, or the National Assembly it
influences (in terms of public policy).27

Naturally, the municipal governments also have
independent economic and political power. Apart
from the above mentioned correlations
between the political power and the economy
(intertwining, subsidies, etc.), direct correla-
tions can be revealed, too – for example, in sev-
eral cases the municipal governments own busi-
ness organisations. The danger that party poli-
tics will dominate public policy is not negligi-
ble at this level either.28 Due to the large gap
between the extensive independence of the
local governments in terms of public law, and
the extremely strong dependence on the budg-
et, as well as due to the political and power
(party politics) interests – “maintaining the
balance” said conditions cannot be eased in any
direction centrally. In the given overpoliticised
conditions, the reduction of dependence on cen-
tral funds and/or the reduction of certain service
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obligations on the other side – for example – can
be hardly achieved, just like small regional
cooperation, which would serve as a solution
according to the audit experiences of the SAO,
too, or making independence proportionate to
responsibility, etc. A new development that is
also reflected in the SAO reports, and that
directly influences the financial positions of the
local governments, and indirectly affects the
willingness to reach a consensus in party poli-
tics and public policy is the appearance of EU
funds. Acquisition of these funds compels cen-
tral and local levels to cooperate. 

The three levels and the security 
and efficiency of country operation

Based on the above it can be concluded that the
efficient improvement of the public sector is
fostered by steps that can be included in the
assimilation parameters dictated by the exter-
nal conditions and environment on one hand,
and also by steps that are brought about by the
strengthening of the operation of the society
and the voluntary sector, and finally by steps
that are conceived in the cooperation between
the actors of the real economy and the gover-
nance taken in the broader sense of the word
within the framework of condition creation for

the improvement of the social and economic
competitiveness of the country. We believe that
consensus is inevitable in these areas for the sake
of development. The foundations of the mini-
mum consensus referred to in the title of this
article can be laid down in these areas. 

The EU's principle of subsidiarity – as a part
of the public policy of adaptation – must be
implemented in the entirety of the Hungarian
public administration practice not only because
this is what leads us to the development of a
public administration system similar to and
harmonising with that of the European Union.
The decentralisation of the decisions, the trans-
fer thereof to and near the most affected layers
and people will make the decisions more sub-
stantiated on one hand, and – since the deci-
sion-makers and the decision implementers are
completely or almost completely identical – the
chances of successful implementation will
improve on the other. The enforcement of the
principle of subsidiarity brings changes into the
relationship between the central and the
regional, as well as the central and the munici-
pal governments. In the former it is important
that by emphasising the reduction of the role
of the state – which has almost become a polit-
ical and economic fashion – there would be no
temporal phase shifts in which the state gets rid of
functions that cannot be fulfilled or assumed by

Table 2

LOCAL GOVERNMENTAL REVENUES

2000 2002 2005 2006
HUF billion % HUF billion % HUF billion % HUF billion %

Total revenues 1 656.1 100.0 2 181.0 100.0 2 891.0 100.0 3 053.4 100.0

Taxes including 478.9 28.9 646.9 29.7 887.0 30.7 961.0 31.5 

own taxes 221.8 13.4 296.8 13.6 397.9 13.8 448.9 14.7 

shared taxes 257.1 15.5 350.1 16.1 489.1 16.9 512.1 16.8 

Subsidies 772.3 46.6 1 066.2 48.9 1 408.7 48.7 1 425.9 46.7 

Other 404.9 24.5 467.9 21.4 595.3 20.6 666.5 21.8 

Cash flow balance 5.0 –105.0 –81.4 –156.5

Source: Budgeting in Hungary. OECD (2006), Final accounts for 2006
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any other organisation. This pertains to areas
that are more directly linked to the economy,
but even more to general societal and social
tasks.

As we have mentioned before in other rela-
tions, several state functions (e.g. public trans-
port) cannot be transferred without responsi-
bility in the economic and the infrastructural
sectors either. The determination of the distri-
bution of responsibilities, operational tasks,
and the institutional roles among the state, the
local governmental and the private sectors is
even more sensitive in the social sector, in
healthcare and education. Where the activity
can “afford” profit orientation, or the market-
type mechanisms, the spinning off and discon-
tinuation of state tasks cause fewer societal and
social disturbances than in the classic public
sector. In the social fields the withdrawal of the
state cannot mean the renouncement of responsi-
bility for supply or care, or at least for creating
and maintaining opportunities.

Work sharing between the different levels of
public administration does not only affect areas
within the scope of public administration. The
distribution of activities, the development of
public administration, financial and social man-
agement structures ensuring the efficient oper-
ation of the state is possible only through the
inclusion of areas beyond the scope of public
administration, which means – we reiterate –
that the internal and international competitive-
ness of the Hungarian public sector and public
administration can be achieved by creating the
efficiency of the entire “country system”, but the
interaction works in the reverse direction, too.

The precondition for the efficiency of public
administration is the effective operation of the
external control systems. Public administration
can be made more efficient by the entirety of
the control mechanisms, yet the two elements
that play or should play a determining role in
the control processes are the interest reconcili-
ation mechanisms and the voluntary sector. 

THE ROLE OF THE INTEREST 
RECONCILIATION MECHANISMS AND
THE VOLUNTARY SECTOR

The separation of interests was formerly based
only on the structure of the market economy.
This was demonstrated by the threesome divi-
sion of the interests of the employers (the
multi-player group of private owners), the
employees (well organised working class,
strong trade unions) and the state (initially act-
ing as a watchman, and then gradually as a wel-
fare provider). At that stage, the interests
appearing in party politics still showed good
agreement with the interests and classes of the
capitalist economy – since they were mass par-
ties – and were able to modernise the system of
economic interest reconciliation. In line with
the interests of other voluntary organisations,
the representation of party interests also ful-
filled the role of social cohesion. The current
events are drawing attention to a growing number
of problems inherent in the traditional, one might
say classic system of interest reconciliation between
employers and employees, which came into being
in the period of the industrial revolution.

The unviability and transformation of
classic economic interest reconciliation

One of the preconditions for the healthy and
efficient operation of the society (including the
economy) is the balanced division of power.
Sustainable development in the entire society
can be ensured if no monopolistic situations
occur, but typically actors of equal rank func-
tion, i.e. the individual public administration
levels are relatively independent from one
another, and their roles are somewhat unat-
tached. It must also be taken into account that
interest reconciliation – or rather interest har-
monisation – is no longer confined to the fields
of the above mentioned traditional relation-
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ships. A major field is environmental protec-
tion, which can appear in the conflicts of inter-
ests between smaller or larger groups at inter-
national-international, central-local, employer-
employee levels, or even within the voluntary
society (population). 

The shapers of public policy and the actors
of the economy face complex, competing sets
of interest. Accommodation to the new
requirements brought about by diversity and
multilevelness – the ability to reach the mini-
mum consensus – is nowhere to be seen for the
time being.29 The former position of actors
that were relatively of equal rank in terms of
public law has changed: globalised capital dom-
inates, and thus weakens the interest enforce-
ment role of the state (see tax benefits), and
restricts the interest enforcement ability of the
loosely related employees and the weak trade
unions (see wages and working time). The
changes have also affected party politics, as a
result of which the interests expressed in party
politics and party programmes cannot fulfil the
traditional role of interest integration. On one
hand, the party programmes announced for the
maximisation of votes and the expansion of the
voting bases hardly differ from one another:
right wing parties campaign with classic left-wing
values, while the left wing includes neoliberal
programmes and social promises in its priorities.
With such contradictions in value selection the
interests of the different parties cannot mani-
fest themselves strongly enough, and interest
representation suffers damage, too. However,
the real fault lines – and their budgetary conse-
quences as seen in the SAO reports – develop
not along party politics, but rather on the prac-
tical paths of actual possibilities and unlimited
promises, as well as acquiring and holding on to
power, and, for the lack alternative, closed tar-
get systems (vision) suitable for interest recon-
ciliation, in relation to the international econom-
ic, power, political and military fields of force.
This situation results in the fact that fluctuat-

ing and zigzagging public policy has very many
losers, and makes it impossible to pursue opti-
mised and harmonised professional policies
that are valid in the longer run, (taxes, subsi-
dies, operation and size of service providing
systems, etc.) and that serve the purpose of
competitiveness in the creation of conditions.
This stabilises the contradiction, according to
which while public policy can be articulated in
theory, we do not get to the target systems that
carry the public good, and there is no real alter-
native to this rather blurred vision-shaping
need. 

The national capital has a low interest
enforcement ability and small room for politi-
cal and economic manoeuvres, and these are
connected to the political elite and form the
clientele. The basic point of the conflicts of
interests between the parties is the establish-
ment of own economic clienteles (background),
the possibility of which is diminishing as the
state assets to be privatised shrink. New eco-
nomic resources (state positions, membership
in supervisory boards, etc.) must be found and
a higher portion of state orders and EU funds
must be acquired. 

Today, at the level of public policies, the var-
ious activities and processes are typically,
almost always, approached from the interests
of the economic and the financial world. This is
why during the improvement of the operation
of the state and certain institutions thereof,
during the analysis of the content of such oper-
ations, and during the establishment of the
controlling roles, the methods and relations of
the private economy appear in almost all cases
as requirements, as well as ways and methods
to follow. And the typical feature of the current
era is that despite the almost overwhelming and
overturning dominance of the economy, an
increasing portion of the society, human existence
and activities will be pushed beyond the bound-
aries of the real economy taken in the traditional
sense of the word, and human capital, creative
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and progressive human knowledge have
become and will become a determining factor
within the economic sector, too. However, this
also leads to the fact that while developing the
optimum country operation, the economic sector
and the sphere beyond must be taken into account
concurrently, and must be given almost the same
weight. This applies to the system of public
administration, and the systems controlling the
political and economic fields of power alike. 

The expansion of interest reconciliation,
the role of the voluntary sector

It must first of all be emphasised that interest
reconciliation mechanisms cannot be restricted
to the reconciliation of economic interests, to
agreements among the three main actors
involved – the government, the employees and
the employers –, since the scope and boundaries
of social existence are much wider. Interest rec-
onciliation restricted to the economy is inade-
quate from another aspect, too. It is an obvious
fact that due to changes that have occurred in
the structure of work, activities and ownership,
as well as in the age composition in the past
decades, barely half of the ten million citizens of
Hungary are directly linked to the world of
work.30 Consequently, if we take into account
the activities, living conditions and connection
points of the population, the only possible
approach is that of interest reconciliation in the
broader sense of the word. It is an important
recognition – and the impact of integration on
public policy definitely has a role in this – that
the voluntary sector does have a role in the
development of the target system, in the strug-
gle for the solutions and compromises serving
the more efficient operation of the state.31 New
institutional forms of interest reconciliation
have come into being, which include work and
non work related activities. Although the
European Union has no directives regulating

interest protection and social issues, certain rec-
ommendations have been formulated32, where-
fore, during the development of the institution-
al system of interest protection, which also
includes the voluntary sector, it is worth study-
ing the practical examples and experiences of
the EU Member States. An institutional system
integrating economic and social interest protec-
tion has been functioning in each country of the
EU 15 for decades. These organisations bring
together those social, public life and scientific
forces whose cooperation is indispensable for
national consensus or agreement in issues that are
closely related to the development and implemen-
tation of the national strategy. 

In Hungary, the development of the volun-
tary sector has been characterised – practically
since the year of transition – by quantitative
growth33, and at the same time, strong party
affiliation and ideologisation. The different
financial aspects, subsidies obtainable in vari-
ous forms and public funds largely contribute
to the dominant quantitative development.
Specific interest representation has been
assumed by those organisations that – appeal-
ing to the protection of human values and envi-
ronmental interests – have become the “offi-
cial”, self-propelled opponents of party politics
and the economic interest representation bod-
ies. The voluntary sector, and the number of
non-profit organisations that can be more easi-
ly approached statistically, and that mostly
cover the voluntary sector, or at least exist in
parallel with that, grew the most dynamically in
the period between 1989 and 1995.

Yet, it can be concluded from the survey
conducted so far that the greatest obstacle to
the substantive operation of voluntary organi-
sations in today's Hungary is the lack of real –
financial and material – independence. This is
primarily due to direct or indirect political con-
nections, the preferential treatment of ideolog-
ical aspects, indirect interest based ties, as well
as financial dependence (see Chart 1). It can be
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assumed that the party, state and government
dependence of organisations that have received
larger subsidies is greater than desirable, which
could be confined by increasing the sources of
own revenues. It is important to stress this,
since the operation of organisations “under the
centre” is jeopardised not only by this type of
dependence, but also by the fact that after the
withdrawal of central funds, these organisations
will become dependent on the corporate sector,
on the internal or external private sector. 

It is related to the latter that at the same time
the public, the governmental sector cannot
withdraw from the competition and rent seek-
ing activity of the different economic interest
groups, or interest representation voluntary
organisations. This factor has a specifically
important role in the Hungarian public sector,
wherefore it is inevitable to regulate it in the
future. For the achievement of this goal it
should not be allowed in the cooperation of the
public and the private sectors that state orders
(e.g. outsourcing and PPP programmes) are
awarded on the basis of political aspects. They
should exclusively be judged by professional,
cost-efficiency, i.e. performance indicators, and

these aspects must be fully enforced. The situ-
ation is especially dangerous when rent seeking
and party financing meet. 

POLITICAL CYCLES AND THE LONG-TERM
COMPETITIVENESS OF THE PUBLIC 
SECTOR

Economic policy decisions that accompany the
changing of governments and that affect eco-
nomic policy decisions also belong to decisions
influenced by (election) interest groups. There
are certain phenomena and effects that are relat-
ed to them and are typical only for the election
years, wherefore they cause additional costs and
losses in economic development. The overhead
costs of the changing of governments come not
only from the changing of the political elite, but
also from the discontinuity and “sunken costs”
of the different projects. Negative phenomena
can also be found in the management of public
funds in said periods that can be accounted as
losses at the level of the national economy.34

From this point of view three areas must be
given special attention:

Chart 1

REVENUE SOURCES OF NONPROFIT ORGANISATIONS
(%)

Source: HCSO (2005)

state subsidies private subsidies own revenue
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• analysis of changes perceived in the macro-
economic processes in the election years –
or around those years – by presenting a few
characteristic macroeconomic indicators;

• analysis of the budgets of the election
years partly in terms of deviation from the
plan, and partly in terms of changes in cer-
tain subsidies, and finally

• presentation of the “fate” of investment
projects spanning several governmental
cycles, and that of losses due to the chang-
ing of governments. 

For illustration, we hereby cite a few facts.
Real wages in Hungary always grow at a higher
rate in the election years than in the years pre-
ceding or following the election years35. 

Governmental investments typically show a
strong correlation with the election cycle. The
value of investments grew by 15% in 1994, by
32% in 1998, and by more than 23% in 2002. In
addition, government investments spanning
the election cycles were accompanied by signif-
icant losses, since investment projects initiated
or commenced by the previous government
were dismantled, terminated or postponed.36

At the beginning of this article we expressed
our thoughts about the content and relation-
ship of party politics and public policy. Our
main conclusion was that the shaping of public
policy cannot be subordinated to the politics of
the governing party. We can supplement this
statement with the fact that public policy is the
rational mixture of party politics, the adaptation
needs driven by the external environment, and
the influences of globalisation. The minimum
consensus among the parties is also a precondi-
tion for the short-term implementation of the
public policies. It is all the more true for public
policies that can be implemented only through
the coordinated measures of several govern-
mental cycles. If no consensus is reached by the
potential governing parties about the basic, long-
term pillars of the public policy reforms, the subse-
quent parties of different composition will – as

indicated before – destroy and reverse one another's
results instead of fostering systemic construction. 

The institutional system and its operation,
and funded state tasks are determined by the
political compromises that were cast in stone in
1990 (local governmental and public adminis-
tration system, social security, political election
system and the related stakes). These compro-
mises, while providing the operational stability
of the society and the economy, have made the
system rigid and unmoveable under the given
relations of political forces. Therefore, a new
compromise is needed, one that is based on social
consensus about the measures required for the
improvement of competitiveness37. 

The efficiency of the public sector and pub-
lic administration is largely influenced by the
changes in political cycles, wherefore hereby
we briefly present how the elections held every
four years since the year of transition, and the
concomitant changing of governments affected
the long-term sustainability of the operation of
the country. This issue is basically influenced
by the relationship and the change in the rela-
tionship between party politics and public pol-
icy (professional policy).

Each party that has come to power (govern-
ment) so far has declared the priority of public
policy, and claimed that it would subordinate
its party politics to public and professional pol-
icy. In this analysis we do not intend to present
in detail the success or failure, straightness or
tactical nature of theses political declarations,
since such measurements are difficult if not
impossible to perform. In our approach we
have used a method suitable for analysing the
changes brought about by the individual (four-
year) political cycles in certain areas that
demonstrate the efficiency of country opera-
tion, and which makes it possible to mediate
certain social judgement. 

On this basis, the following major summary
conclusions can be drawn:

As far as the governments' activity is con-
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cerned, in each period preceding parliamentary
elections the judgement of the government's
activities (trust index) rapidly improved as a
result of the election promises until 2006. It is also
typical that this trust suffers a major setback in the
first year of governmental activity.38

In the election years of the past more
than one decade, the growing deficit of public
finances has caused major surplus funding needs
– compared to other years – which can be sup-
plemented with the fact that the peak values of
deficit in the election years have become high-
er and higher. This is evidently a consequence
of “irrational” party support and governmental
giveaways immediately before the elections. 

The path of privatisation revenues shows
a similar picture in many aspects. The trend-
breaking effect of political changes suggests
not only the change in cycle, but also con-
tentual correlations, i.e. the outstanding rev-
enue peaks in 1995 and 2004 indicate several
correlations. On the purely economic side it is
evident that a higher budget deficit stimulates
higher privatisation revenues, or at least pro-
vides a theoretical background for that.
However, the privatisation trend clearly shows
the relations to different economic policies (pro-
fessional policies), the different interest and target
systems, as well as the different relations to the
internal or international fields of force. The pri-
vatisation trend also shows that the transfor-
mation of party politics into public policy may
be difficult not only because of the lack of
political will, but also because the different value
and interest systems may actually imply charac-
teristically different professional policies. 

Naturally, it would be a mistake to assume or
actually expect the lack of politics behind the
changing of the cycles. The parliamentary
multi-party system is characterised by continu-
ous political opposition, and on the other hand,
the opposition is naturally responsible for
holding the power on leash. However, these
oppositions must stay in the plane of party pol-

itics, they cannot influence or reshape profes-
sional policies. However, the breaking of the
lines, the fluctuation of the curves of activities
and results reinforce – by themselves – the real
experience-based assumption that in the
Hungarian reality party politics directly (from
the side of the power) and indirectly (from the
opposition side) excessively dominates the social
and economic sectors and processes. This has an
unfavourable effect in general, but especially
adversely influences the development and
enforcement of realistic public policy.

THE PROFESSIONAL FOUNDATIONS OF
PUBLIC POLICY

Successful public policy can exclusively be
based on stable and real professional founda-
tions. Parties do not have the expertise and the
personal background for integrating their
objectives and preferences into public policies,
or transforming them into governmental meas-
ures and legal regulations. Therefore, the pre-
condition for successful public policy is a well-
prepared public administration staff, as well as
the development and maintenance of trust
between the political class (elite) and public
administration. This trust-based relationship
must first of all be built on the fact that the
minister, the ministry and the ministry staff
alike must work along the government's pro-
gramme aimed at serving the public good, i.e.
they must not serve (short-term) party politics
and party power interests. 

After the year of transition, each Hungarian
government or political force in power – but
the winners of the 2006 elections – emphasised
in theses and principles that its basic goal was
(is) the separation of politics and the public
sector (public administration), i.e. ensuring the
independence and continuous operation of the
public sector on a professional basis. This
means (or would have meant) the establish-
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ment of public service free from daily party
politics, party interests and ideologies, in which
system the highest political, governmental (mi-
nisterial) management level is separated from the
level including the public administration state
secretary and the entire staff of civil servants
working (operating) under his guidance. 

Public administration as the shaper of
public policies and the coordinator of
the implementation thereof: 
the established model

Following the European democratic traditions,
the ministerial model assumed in Hungary at
the time of the democratic transition separated
the narrow political leadership of the ministry
(minister, political state secretary) from the
civil servant staff, which is politically non-com-
mitted, but loyal to the current government,
and which is managed by a definitely non-party
affiliated public administration state secretary.
However, with a few exceptions, the separation
of the political and public administration man-
agement at the state secretary level hardly
worked in practice. One reason behind this is
that the political management of the ministry
could not be ensured by two political leaders
for objective causes either. They needed com-
mitted co-workers that directly supported their
work. This need was later taken into account
by a subsequent amendment to an act, which
created the possibility of using the services of
political (senior) advisors. However, a major
cause of the infiltration of politics into the
public administration management of the min-
istries was that the governments in office (save
for a few honourable members of government)
could interpret the necessary trust-based rela-
tionship between the political and public
administration leaders – at the given level of
general and party culture – only as a personal
trust-based relationship (meaning “my man”,

“our man”). In fact, the trust-based relation-
ship between the political and public adminis-
tration management of the ministries should
not be built on personal acquaintance, but
rather, and first of all, on the fact that both
management teams are working for public good,
for the implementation of the underlying govern-
mental programme, and are really able to success-
fully implement that. 

The separation of political and public admin-
istration management at the state secretary
level also meant that conflict between the two
levels was confined to one job, i.e. pursuant to
the law the ministries' staff could have worked
under professional guidance, without political
conflicts. Therefore, the selection of the public
administration leaders on the basis of personal
(political) trust has not only led to the fact that
persons lacking adequate experience in public
administration were appointed to the highest
public administration positions of the min-
istries, but also to the fact that the boundary
between the political and public administration
management was pushed one level downwards
in the organisational structure of the ministries
(to the level of the senior department heads or
department heads). Consequently, the inter-
face between politics and public administration
affected several jobs, single-channel manage-
ment was disrupted, and the professional and
political requirements were mixed at several
management levels of the ministry. Due to
“importing” public administration top officials,
it was not possible to establish a staff of public
administration executives that could have
“translated” between the political and public
administration management without being
affiliated to any party. This has naturally led to
a “silent dialogue” between party politics and
professional policies driven by reality.

The stability of public administration is not a
value in itself, but a token of successful public pol-
icy. Successful public policy is more than party
politics in that it spans governmental cycles, –
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among other things. This continuity of public
policy can be represented and enforced by sta-
ble public administration. It is difficult to
decide whether it was the lack of stable public
administration as a result of which the subse-
quent governments hardly kept anything from
the creations of their predecessors, or on the
contrary, the complete rejection of the policy
of the former governments by the new govern-
ments has led to distrust in the public adminis-
tration executives involved in the shaping and
implementation of said policy. 

The relative stability of public administra-
tion – which we have referred to above – has
one more importance. In today's increasingly
knowledge based society the public administra-
tion staffs' knowledge is not sufficient for the
shaping and implementation of successful pub-
lic policies. It is indispensable that the theoret-
ical and practical experts of the related fields,
and the representatives of the parties con-
cerned (professional and voluntary organisa-
tions) be involved in the preparation of deci-
sions. The creation of the formal forums of
agreement is only one of the important pre-
conditions for efficient involvement. The pos-
sibilities of informal agreement based on per-
sonal ties are of equal importance. The lack of
stability in public administration management
disrupts especially these relationships, and pre-
vents the really effective dialogue between the
regulators and the regulated.39

New model?

A part and also a key area of the public sector
reform in today's Hungary is the reform of
public administration. Public administration is
the top management of the public sector. Its
dysfunctional operation has a spiralling effect
on the entire public service system. The public
administration reform can eliminate said mal-
functions by clearly separating the scopes and

tasks – including the horizontal and vertical
aspects alike – by placing the planning system of
the national economy on strategic foundations,
and the inclusion of a strong governmental
(internal) controlling function. The number of
decentralised state agencies must be considerably
reduced, and thus one of the causes of the lack
of coordination can be eliminated. On the
other hand, during the real decentralisation of
governmental functions such institutional or
funding solutions must be used that can elimi-
nate both the party political pressure, and
excessive rent seeking by the different interest
(sectoral) groups, i.e. that are able to lay the
foundations for the more efficient operation of
the public sector, and can thus contribute to
the improvement of the competitiveness of the
national economy. Answering all these ques-
tions is indispensable for the compilation, and
especially the implementation of the public
administration reform, and the improvement
of the efficiency of the public sector. 

Following the 2006 elections, it has become
a principle, too, to openly undertake the exten-
sion of political influence in the ministries,
which is certainly a step forward compared to
the sneaking methods of political “preying”. At
the same time, however, this open admittance
soon revealed certain deficiencies of the new
model: the termination of the single channel
management of the public administration staff
has led to serious coordination failures, and the
conflict between the political and public
administration staffs on a wide front has caused
significant friction losses. The lack of stability
in the public administration management may
become critical during the changings of the
governments to come. In the long run, the
“killing” of the public administration life path
may also have an adverse impact: the civil ser-
vant career path ending at the level of senior
department heads may discourage the most tal-
ented young professionals from choosing the
civil servant career. 
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The road from party politics to successful
public policy also set the requirements for pub-
lic administration in the ministries. It is
inevitably necessary

• to separate political and public administra-
tion positions at the level of legal regula-
tions and in practice, too;

• to ensure a single channel management for
the public administration staff;

• to create the (stable) employment condi-
tions for public administration (professio-
nal) managers throughout multiple govern-
mental cycles.

ONE MORE TIME ABOUT A FEW 
IMPORTANT CONDITIONS AND TASKS

The possibility of political consensus

The political elite – no matter which party is in
power – must always start out from the fact that
in a country, which operates in a balanced man-
ner, stands united in the main objectives and is
driven by rational, the selection of a consciously
prepared scenario, and the concomitant actions
(that are well thought over not only as a whole,
but also in terms of the order of the subsequent
steps), is basically a professional issue, and not a
question of power or politics. Consequently, it is
both a possibility and a necessity to create polit-
ical consensus, learn about the social expecta-
tions, develop strategic objectives, as well as
make and program decisions. The possibility
would be significantly enhanced if in these
processes and decisions a primary role was attrib-
uted to the expert opinions, and if they were not
determined by purely daily political considera-
tions, or more importantly, instantaneous power
interests. To this end, the professional character,
the professional expert basis must be stabilised in
line with the above written. 

With a view to ensuring the competence and
long-term perspective of policy making, it is

very important to clarify how to expand social
participation in decision-making in a way in
which the government considers both the
opposition and the real civil society as partners.
The establishment of such partnership could be
fostered by concluding a social and economic
agreement, or social contract about the objec-
tives of the development and reform policy, as
well as about the development and operation of
the institutional system serving this purpose.
Another extremely important requirement in
this field is that political forces should not “block”
social, economic or development processes and
reforms by acts requiring two thirds of the votes.
The third field of action (or maybe the first in
terms of importance) is – we believe – the
amendment of the constitution, since the consti-
tutional requirements obstruct the possibilities
of the government from several sides. Within
this framework, the state's role can be reconsid-
ered again, certain social minimum conditions
and norms can be determined in relation to the
basic rights, and all fields that require constitu-
tional regulation (e.g. public finances, etc.) can
be included in the Constitution. At the same
time, the group of acts requiring two thirds of
the votes must be significantly reduced.

Finally, it is an important task (and is also
one related to and arising from the above writ-
ten) to determine – by considering the require-
ments of globalisation – the frameworks of
state redistribution, the necessary and reason-
able level of the presence of and intervention
by the state, and to reduce taxes and contribu-
tions as much as possible on the basis of eco-
nomic growth. This framework makes it possi-
ble to determine, reasonably reduce or increase
the tasks to be funded by the state, and initiate
a shift in proportions among the funded objec-
tives that give preference to the requirements
related to the development of international
competitiveness, education and training, and
environmental protection versus direct produc-
tion costs or discounts.
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We reiterate that the reasonable and well
thought over limitation of the presence of or
intervention by the state assumes the reconsid-
eration of the state's role, and in line with this,
the clarification of the content of state tasks on
the basis of a social and political consensus and
new compromises. It is evident that the differ-
ent action scenarios require public finances
with different structures, foci and income cen-
tralisation. On the other hand, the interactions
require the state to apply coordination mecha-
nisms with different contents in each scenario.
On this basis we can draw two conclusions,
according to which 

• although there is consensus about the fact
that profound reforms are indispensable in
several basic fields of the public sector, the
chances of implementation are slim despite
the fact that regarding the long-term and
not instantaneous interests, the future of
each party depends on the success of the

reforms, (i.e.) the implementation thereof is
in the real interest of the parties;

• therefore it is necessary – better sooner
than later – to have a dialogue in issues
affecting the fate and future of the country,
and this is most probably possible on the
basis of professional policy, by the har-
monisation of professional policy inten-
tions, and by the systemisation thereof. It
is on this basis that political compromises
can be found, consensus can be created
and thus give way to the changes as a spe-
cific social contract.

However, clear political orders are needed
for the determination of the professional foun-
dations of public policy, too, since the logical
sequence that includes concept shaping, the
determination of the legal and organisational
frameworks, funds allocation, human resource
conditions, and finally communication support
cannot be built without them.

1 These include: historic endowments and traditions,
and the strength of the social cohesion, which is also
determined thereby, social receptivity, tolerance
towards the new, adaptation and value preservation
vulnerability, political-cultural and management effi-
ciency /cooperation (public administration and gov-
ernmental professional conditions provided by the
institutional system), as well as the impacts of global
competition, the world economy, the operation of
international organisations and integration.

2 Árpád Kovács expressed his thoughts on this issue in
detail in the consolidated 2005 issue of the Public
Finance Quarterly, and in the 1/2007 issue of the
OECD Journal on Budgeting (Competitiveness and
Public Finances). 

3 The efficiency of public administration had been
studied in Hungary by prominent scientists at earli-
er times, too. See Zoltán Magyary's (1942) and István
Bitó's (1947) works.

4 The first stage of the public sector's reform – 1989
through 1995 – tried to meet the basic requirements

of the transition to the market economy as much as
possible. Here we would like to refer to the studies
written by Attila Ágh and Pál Tamás, which analyse
this topic in more detail. See: Ágh, A. (2006 and
2007), Tamás, P. (2006) and Tamás, P. – Bulla, M.
(2006)

5 We must also note that while the technical condi-
tions are given, longer life does not go together with
the wide-scale guarantee of the preservation of the
quality of life, which will certainly generate new, so
far unknown social problems. According to the cal-
culations, the solution would require funds that are
an order of magnitude higher than the current
expenses, amounting thousand billions of dollars.
See the book by József Dézsy, which was published
in Hungary, too (2006)

6 The complete marketisation of the social sphere is
realisable from the aspect of social (public finance)
funding, or is not counter-productive against the
announced real economy objectives of burden
reduction, if at the social level the use of the dif-
ferent forms and levels (quality) of supply is not

NOTES
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identified with the question of “choosing from the
supply” – in contrast with the promises – but
rather with creating individual chances in a smaller
field, and in parallel with that, with the reduction
of the general level of services and obstructing
access to such services. The foundation – optimisa-
tion – of newer and newer responsible decisions
targeted at the undertaking thereof, and/or the
search for other alternative solutions first of all
require risk analyses considering all social and eco-
nomic conditions and interests. 

7 See for example Szamuely, László: A “haldokló” jóléti
állam az 1990-es években, Közgazdasági Szemle,
Volume 2004. 51. Issue 10, page 948, and pages
967–969 (The “dying” welfare state in the 1990s) 

8 By public administration we mean the function
group of general public services defined by the inter-
national statistical methodology (COFOG
Eurostat), and the related expenditures.

9 In this study we wish to deal neither with the often
emotional politicking and resistance that goes back
to “the communist past”, and exists on an irrational
scale, nor with the strong dominance of politicking
based on personal relations linked to that era, albeit
we are aware of and acknowledge the weight thereof.

10 See the studies by Ágh, Attila (2006 and 2007).

11 See the thematic issue of the Public Finance
Quarterly (2/2007)

12 For more details see the study by Jenei, György in
chapter 6 of SAO RDI, 2007

13 Attila Ágh (2007) outlines two large institutional
reform waves: the creation of the general frame-
work of the democratic state, and the subsequent
reform wave aimed at convergence. András
Körösényi (2006) analyses the period of transition
and the reforms in the context of the entire consti-
tutional system and governance.

14 On the Hungarian privatisation see the study pre-
pared by the SAO RDI, namely by Báger – Kovács
(2004). The links of the political sphere to foreign
investments, enterprises, property acquisitions
would require a new and longer study. Therefore, we
do not undertake this analysis in this article. 

15 In relation to this question a similar standpoint was
taken by István Stumpf, too, at the VIth Financial
Summit held in Budapest on 31 August 2007

16 Naturally, these criteria could be met neither by the
convergence programme, nor by the so called
“national” development plans that were actually
compiled by governmental agencies and had only
limited social and political legitimacy. 

17 For more details on these issues and the theoretical
and practical correlations in economic policy see:
Práger, L. (2004)

18 The public administration reforms of the transition
were implemented in two stages. Steps undertaken
in the first stage of the reforms: 1. Adoption of acts
creating and regulating the democratic institutional
system (constitution of the republic; election rules;
Constitutional Court; local governmental system;
parliamentary commissioners of citizens' rights and
special commissioners; separation of public service
and politics; right to initiate court proceedings
against public administration decisions); 2. Review
of the system of legal regulations inherited from
the communist regime, elimination of unnecessary
regulations; 3. Launch of the new legislative proce-
dure within a planned framework. The second stage
of the reforms includes efficiency and quality
reforms. 

19 In his work titled The Crisis of Global Capitalism
Reconsidered (2002), George Soros devotes a long
section to the threats of the omnipotence of the
market and its impact on the organisation of the
society.

20 The enforcement of the principles described in the
study is fostered by techniques introduced (applied)
in the developed western countries and the Member
States of the European Union. See for example:
“Budgeting in Hungary” OECD (2006) and Báger,
G. (2006)

21 the one and a half decades of democratic transi-
tion, the social and economic structures that have
established by now, and the interacting fields of
force – in which the different levels of public
administration are located, or on the contrary: are
affected – were largely determined by the privati-
sation process. See: Báger, G. – Kovács, Á. (2004)
and Kovács, Á. (2005)

22 When analysing the chances and paths of conver-
gence we may also start out from the fact that “the
strengthening of solidarity, the relative lack of con-
flicts in the society is a driving force boosting eco-
nomic competitiveness”. The accentuation of the
principle of solidarity clearly means the connection
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of the different layers of the society and economy,
the emphasis on the role of the individuals. [Kovács
Á. (2005)]

23 According to the statistical figures of the European
Union for 2004, the gross annual wage of employ-
ees working for industrial and service supply com-
panies in the EU 15 countries was EUR 40,954 in
Germany, EUR 41,253 in the United Kingdom,
and was higher than EUR 15,000 even in the poor-
est Member State, i.e. Portugal. From among the
new Member States that joined the EU in May
2004, employees in Hungary earn EUR 7,099 on
average, only EUR 3,805 in Latvia, and less than
EUR 2,000 in Bulgaria. The average differences
measured in the earnings of EU 15 citizens
(employees) were not more than 2.5 times, while
in the EU 25 (after the accession of the EU 10
countries) they have grown to over ten times. At
the beginning of 2005, the monthly minimum
wage was EUR 1,210 in Belgium, EUR 1,265 in the
Netherlands, EUR 1,197 in the United Kingdom,
over EUR 400 in Portugal, while among the new
entrants it was only EUR 232 in Hungary, EUR
116 in Lithuania, and merely EUR 80 in Bulgaria
and Romania. These are striking differences even if
we take into account that the nominal exchange
rate and the purchasing power of the euro differ
from country to country. 

24 The financial assets and competencies of the areas
(counties) are so much limited that they are not able
to build considerable public administration power.
This situation is aggravated by the fact that cities
with county rights, i.e. all county seats fall outside
the counties, and represent an independent control
system.

25 In the European Union there exist several local
governmental models on the basis of which
extremely diverse local governmental structures
have been formed in the individual countries. The
Northern European or Scandinavian model
(Great Britain, Scandinavia, northern part of
Germany) included a strong concentration in the
1960s and 1970s. In the Scandinavian territories 6
to 10 settlements were brought under one local
government. As a result, the average population
under a local government is 10,000 to 30,000.
This average population is 120,000 in England.
The Southern European model (France, Spain,
Italy and Greece) is characterised by a fractured
local governmental system. In France the average
population per one local government is around
1,600. Today already all settlements, including the

smallest ones, have their own local governments
in Hungary. 

26 By the middle of 2006, as many as 168 small
regional associations were set up with the involve-
ment of nearly 2,000 settlements. Nearly three
quarters of the administratively registered regions
function in reality, however 48 small regional asso-
ciations exist only on paper. Most cooperation
(70%) occurs in the fields of healthcare, social care
and education.

27 Nearly 50 per cent of local governmental revenues
comes from central budgetary subsidies, and over
17 per cent comes from the share of the PIT left at
the local governments. Although the nominal value
of typical local governmental revenues has been
growing (by over 40 per cent between 2000 and
2005), their ratio to the total revenue has been
decreasing (from 24.5 per cent to 17.9 per cent in
the given period).

28 See: A gyõztes pártok emberei. Világgazdaság. 19
October 2006 (The men of winning parties)

29 Based on the previous chapter it can be mentioned
as an example that coequality and independence can
hardly make their ways through the system of con-
nections among the centre, the intermediate
(regional) level and the municipal governments.
Obviously, the underlying causes include economic
conflicts of interests among organisations, institu-
tions or even employers-employees. However, the
main reason is the unresolved opposition of public
law and funding independence. 

30 The relative portion of the Hungarian population
that is directly linked to labour has drastically
reduced recently, especially in the period following
the year of transition (until 1998 by more than 1.5
million), and in the subsequent one and a half
decades it remained at that low level with certain
fluctuations. In 2005, the number of employees
totalled 3.9 million. According to the analysis of the
HCSO, a great portion of those 2.5 million people
that are not actively connected to the economy or
the world of work, are no longer able or willing to
work (HCSO, 2006).

31 This is indicated by the fact that the Economic and
Social Council was set up earlier parallel to the
National Interest Reconciliation Council, which
comprises only economic actors (and whose opera-
tion was suspended in certain election cycles). The
composition of the Hungarian Economic and Social
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Council is obviously “overweight on the economic
end” (employees, employers and other business
organisations are jointly represented by more than
50% of the members), yet, scientific organisations
and voluntary organisations are also considerably
represented in the Council. 

32 The document titled “The reform of European
governance from the perspective of the voluntary
sector” (see Nemoda, I.) lays down the general
aspects of cooperation between the two sectors.
These aspects are the following: involvement of
the citizens in the preparatory process of deci-
sion-making; up-to-date, online information sup-
ply at each stage of decision-making; cooperation
between the municipal and regional governments,
as well as the civil society; regular dialogue
through and among the local governments, and
the national and European voluntary organisa-
tions; development and publication of the mini-
mum standards of consultation; conclusion of
partnership agreements on the basis of openness
and representativity.

33 In 2003, 53,022 such organisations (organisations
registered as voluntary organisations) functioned in
Hungary. Forty per cent of them operated as foun-
dations, while the others were corporate nonprofit
organisations. See the major findings of the data
collection carried out by HCSO (2005) about non-
profit organisations for 2003.

34 We interpret losses in the broad sense of the word,
i.e. we consider as losses the growth in public
finance deficit, and in state debts due to the former,
as well as profits and revenues unrealised due to
cancelled or protracted developments, societal dam-
age, etc.

35 In 1994, the per capita real wage grew by 7%, or by
9.1% in the budgetary sector. The increase was even
more striking in 2002: it equalled 9 and 20%, respec-
tively. The change in the real value of pensions also
speaks for itself: in 1994 it grew by 5%, in 1998 by
6.4%, and in 2002 by 9.9%. Each year following the
election year witnessed a setback. 

36 It is enough to refer to the fate of the National
Theatre project, or the hectic nature of motorway
construction, and at last but not least the start of
road maintenance in the summer or at the end of the
summer. The protraction of the construction of
metro line 4 is a good example of how investment
expenses (costs) are inflated. Originally, the funds
required for the first section of metro line 4 totalled

HUF 168 billion (rounded value) at 2002 prices.
The 2003 budget already contained an appropriation
of HUF 195 billion, also at 2002 prices, with the
same project content (SAO RDI, 2006). Based on
this, it is no wonder that the deficit of the central
budget has regularly hit record highs in the election
years, and this record has even increased chronolog-
ically. It would be disappointing if the trends of the
different state subsidies did not fit in the picture –
but they do.

37 To support this, let us bring a single example. Since
1992, the governments have accepted around 30
resolutions targeting the restructuring of public
administration or a certain segment thereof. Partial
results were unquestionably attained in several
fields (e.g. technical operation of public finances,
certain IT developments, approximation of law).
However, these results remained isolated from one
another, and did not affect the entirety of state serv-
ices and the institutional system. The underlying
two major causes were as follows: 1. when the
restructuring objectives were determined, the size
of the required resources – time, human resources,
managerial commitment, etc. – were not properly
assessed, and the implementers had less than need-
ed resources at their disposal on a continuous basis;
2. the adoption of legal regulations affecting the
structure of the state required two thirds of the
votes in the National Assembly, and none of the
governments could secure so many votes, not on a
single occasion. 

38 It is obvious: progress on the road from party poli-
tics to public policy would be indicated by the fact
if the large waves of trust (trust index) would sub-
side in a given period, and the path would converge
towards a straight line. Such moments can be found
if we examine the period of more than one decade,
but they certainly have not become typical. The
underlying fact: the cyclicality of party politics could
not give way to a balanced public policy (economic
policy, or national strategy in the broader sense of
the word). 

39 It is worth looking at the international experience
in connection with this. In the recent internation-
al practice, compliance with the ethics of public
service, including the relationship between public
service and politics, has been tried to be enforced
with the help of acts and codes of conduct. On
one hand, this indicates the democratic develop-
ment of social expectations, while on the other it
indicates the fact that the principles have not
become a natural practice in the full circle. These
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dilemmas are present not only in societies that
have recently gone through the transition to
democracy. In the US, the “citadel” of democracy,
there is a traditional system of checks and bal-
ances. Yet, the problem of influencing public pol-

icy often occurs. A good example for this is the
article of The Washington Post (2005) written on
the reform announced by the Department of
Homeland Security in connection with the per-
formance-based pay of civil servants.

ACEMOGLU, D. (2007): A gazdasági fejlõdés gyök-
erei, Rajk László Szakkollégium, Ráday Könyvesház.
Budapest, 2007 (The roots of economic development)

ÁGH, A. (2006): Az intézményi reformok Zöld
Könyve. A szinergiák éneke, (Green Paper of institu-
tional reforms. The song of synergies) Second version,
manuscript, IDEA Programme

ÁGH, A. (2007): A fejlesztõ állam feladata és a rend-
szerváltás kiteljesítése, (The role of the developing
state and the accomplishment of the democratic tran-
sition) Public Finance Quarterly Issue 3

BITÓ, I Az államhatalmak elválasztása egykor és
most, (The separation of state powers now and then.)
Inaugural address at the Academy of Sciences on 13
January 1947. Válogatott tanulmányok, I-IV.,
Budapest, 1986–1990, Magvetõ Kiadó

BÁGER, G. – KOVÁCS, Á. (2004): Privatizáció
Magyarországon. I. kötet. Háttértanulmányok a priva-
tizációról. Privatizáció Magyarországon. II. kötet.
Állami Számvevõszék Fejlesztési és Módszertani
Intézet. (Privatisation in Hungary. Volume I.
Background studies on privatisation. Privatisation in
Hungary. Volume II. Research and Development
Institute of the State Audit Office)

BÁGER, G. (2006): Az állami vásárlások hatása a gaz-
dasági növekedésre. Az ellenõrzés hatása a gazdasági
növekedésre, különös tekintettel a korrupció elleni
harcra. In: Vígvári András (editor). Vissza az
alapokhoz! (Back to basics!) Új Mandátum Kiadó,
Budapest (The impact of state purchases on economic
growth, especially on the fight against corruption. 

BÁGER, G. (2006): Program budgeting – character-
istic features and practical experiences. Public Finance
Quarterly, Issue 3/2006

BORSI, B. – VÉRTES, A. – VISZT E.: Magyarország
versenyképessége: a 21. század kihívásai. In: Vértes
András-Viszt Erzsébet (editors) (2006): Tanulmányok
Magyarország versenyképességérõl. Új Mandátum

Kiadó, Budapest (The competitiveness of Hungary:
the challenges of the 21st century)

Civil Service Reform, The Washington Post, 31
January 2005

DÉZSY, J. (2006): Egészséggazdaságtan egy kissé
másképpen. Az egészségügyi rendszer irracionalitá-
sai, tévedései, illúziói. Budapest, SpringMED Kiadó.
(Health economics with a small difference. The irra-
tionalities, mistakes and illusions of the healthcare
system) 

VON HAGEN, J. (1992): Budgeting procedures and
fiscal performance in the European Communities.
Economic Paper, Brussels, Issue 96

VON HAGEN, J. – HARDEN, I. (1996): Budget
processes and commitment to fiscal discipline.
International Monetary Fund, Washington D.C.,
Working Paper Issue 78, July

KOVÁCS, Á. (2003): Pénzügyi ellenõrzés változó
erõtérben. Perfekt Tanácsadó, Oktató és Kiadó
Részvénytársaság, Budapest (Financial audit in a chang-
ing field of force)

KOVÁCS, Á. (2005): Competitiveness and public
finances. Public Finance Quarterly, consolidated issue 

KOVÁCS, Á. (2006): Competitiveness and
Modernisation of Public Finances: Selecting an Action
Scenario in Hungary following EU Accession. in:
OECD Journal on Budgeting, Vol.6. No.3.p.: 69–92

KÖRÖSÉNYI, A. (2004): Konfliktus és konszenzus
paradoxona. Századvég. Issue 1/2004 (The paradox of
conflict and consensus)

KÖRÖSÉNYI, A. (2006): Alkotmányos rendszer és
kormányzás. Politikatudományi Szemle. Issue 1/2006
(Constitutional system and governance)

HCSO (2005): Major findings of data collected
about nonprofit organisations for 2003, Budapest

LITERATURE



SOCIETY – POLICY – ECONOMY 

474

HCSO (2006): Hungary 2005. 

MAGYARY, Z. (1942): Magyar Közigazgatás. (Public
administration in Hungary) Royal Hungarian
University Press

NEMODA, I. (2001): Az európai kormányzás refor-
mja civil szemmel. Háttéranyag (összeállítás) a
Kormány és a civil szféra közötti megállapodás
elõkészítéséhez. (The reform of European governance
from the perspective of the voluntary sector.
Background material /summary/ for the preparation
of the agreement between the government and the
voluntary sector)

OECD (2005): Journal on Budgeting, Vol. 5

OECD (2006): Budgeting in Hungary.

PEROTTI, R. – STRAUCH, R. – VON HAGEN, J.
(1998): Sustainability of public finances. ZEI,
University of Bonn

PRÁGER, L. (2003): A világ (gazdaság) és
Magyarország a XXI. század elején. Budapest, Unió
Kiadó. (New, edited version. 2006.) [The world (econ-
omy) and Hungary in the early 21st century]

PRÁGER, L. (2004): A magyar felzárkózás:
versenyképesség, érdek- és értékrendek a XXI.
század elején a globális világ és az Európai Unió
terében. Politikatudományi Szemle, Issue 1–2 (The
Hungarian convergence: interests and values in the
early 21st century in the globalised world and the
European Union) 

SAO RDI (2003): A fekvõbeteg-ellátás 10 éve –
egy lehetséges terápia elemei, (Ten years of in-
patient care – elements of a possible therapy)

Research and Development Institute of the State
Audit Office

SAO RDI (2006): A kormányváltásokkal járó, az
államháztartást érintõ változások elemzése, (Analysis
of changes accompanying the changing of govern-
ments and affecting public finances) Research and
Development Institute of the State Audit Office

SAO RDI (2007): A közszféra és a gazdaság
versenyképessége, (The competitiveness of the public
sector and the economy) Research and Development
Institute of the State Audit Office

SOROS, G. (2002): Újragondolt kapitalizmus. HVG,
7 September (Capitalism reconsidered) 

STUMPF, I. (2007): Új közteherviselés – új társadal-
mi szerzõdés. Nemzeti érdek, Volume I., Issue 1 (New
type of burden sharing – new social contract) 

TAMÁS PÁL (2006): A tudásalapú társadalom kör-
vonalai – 2015 Tézisek. Fehér könyv. Magyarország
2015. Jövõképek. (Outlines of the knowledge-based
society – 2015 Theses. White Paper. Hungary 2015.
Visions) joint project of the Hungarian Academy of
Sciences and the Prime Minister's Office, Institute of
Sociology of the Hungarian Academy of Sciences

TAMÁS, P. – BULLA, M. (2006): Fenntarthatósági
politikák 2015. Fehér könyv. Magyarország 2015.
Jövõképek. (Sustainability policies 2015. White Paper.
Hungary 2015. Visions) joint project of the Hungarian
Academy of Sciences and the Prime Minister's Office,
Institute of Sociology of the Hungarian Academy of
Sciences

A gyõztes pártok emberei. Világgazdaság, 19
October 2006 (The men of the winning parties)



SOCIETY – POLICY – ECONOMY

475

Attila Ágh

The tasks of the developing
state and the accomplishment
of the democratic transition1

IINSTITUTIONAL REFORMS 
AND THE CONTRADICTIONS 
OF THE DEMOCRATIC TRANSITION

From the historic perspective of democratic
transition, two major waves of institutional
reforms can be discerned. 

In Hungary, the first reform wave came in the
late 1980s; as a result, the adaptive “Hungarian
model” (entailing early political and economic
opening and accelerated privatization) evolved,
which brought about a decade-long consider-
able headstart for Hungary in the field of com-
petitiveness. At the outset of the democratic tran-
sition, the first reform wave established the gener-
al framework for a democratic state, yet it failed
to go any further, and thus created two struc-
tural defects in the political system. The new
democratic institutional system became, on the
one hand, asymmetric and, on the other hand,
fragmented. The highly developed macro-poli-
cy (that is, its high-level “institutionalisation”)
was in stark contrast with the “underdeveloped”
state of institutionalisation at the middle- and
micro-levels. This asymmetry conserved exces-
sive state power and, at the same time, the polit-
ical system got fragmented into rival institu-
tions that were not organically interlinked
and/or even partially overlapped each other's
competences. Furthermore, this twofold deficit

led to a chronic and an acute lack of coordina-
tion, which brought about serious problems in
the course of preparation for accession to the
EU. Therefore, the launch of a second wave of
reforms became imperative.

Albeit the second, catching-up wave of
reform started in the mid-1990s and the begin-
ning of each governmental cycle sees yet
another try, the reform wave was blocked
repeatedly and produced partial results only.
On the whole, the second reform wave failed to
fulfil its mission, that is, the full-scale estab-
lishment of a modern and efficient democratic
institutional system. The second reform wave
yielded certain partial results, yet it finally failed
to come about. Consequently, international
competitiveness started to decrease in the in
the second half of the 1990s. This process
entailed the preservation of the dualistic and
heterogeneous nature of the socio-political
system. On the one hand, the “dualistic” insti-
tutional system was preserved, because
although the municipal sector was separated
from public administration, no comprehensive
reform was implemented in the local govern-
ment sphere (especially in terms of financial
decentralisation or the full-scale establishment
of the NUTS system). Consequently, regional
municipality units became highly dependent on
state administration. 
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At the same time, the dualistic setup of the
economy, entailing isolated development and
modernisation (the uneven relationship of a
modernised international sector and weak local
enterprises), along with a dualistic society
(social polarisation between those catching-up
and those falling behind) subsisted. Indeed, the
economic, politic and social divide widened and
became a hindrance to the democratic develop-
ment of the country as a whole. With Hungary's
accession to the EU, this process manifested
itself shockingly. Although Hungary was not
properly prepared for accession, due to the high-
er requirements (the “EU burden”) the capacity
of the institutional system increased somewhat
in the absolute sense, yet in the relative sense it
decreased dramatically. 

The absolute as well as relative institutional
deficit (that is, the lack of political and admin-
istrative capacity, inherent or related to EU
demands) was perceived as early as in the
1990s. Yet the differentiation of absolute and
relative institutional deficit is of great impor-
tance in terms of adaptation to the EU struc-
tures and the building of EU capacity. 

The absolute institutional deficit marks a
historical backwardness as opposed to moder-
nity and designates the fact that in the course
of transition certain sectors grew weaker
and/or atrophied. As for the relative institu-
tional deficit, due to EU membership, the
demand for new institutions and higher institu-
tional capacity has grown to an incredible
extent and the public administration system
could not meet this demand. Although the sec-
ond reform wave culminated low and per-
formed poorly, it did increase “absolute” insti-
tutional capacity to a certain degree. However,
as requirements and expectations rose to an
even greater extent, accession brought about an
ever-growing relative institutional deficit.
Hungary's accession to the EU multiplied
requirements concerning institutional capacity;
in other words, the shortfall continued to

intensify in a relative sense. Now it is high time
to accomplish and finish the second wave of
institutional reform and to eliminate the insti-
tutional deficit completely.

At the beginning of the transition,
Hungarian society inherited a massive eco-
nomic deficit that was reduced through dras-
tic restrictions. Thus the economic deficit
was converted into a social deficit: it was
“pressed down”, as it were, to various social
strata and regional levels. However, the
antecedents of converting economic deficit
into social deficit and the creation of “con-
flict containers” date back to the 1970s, when
the financial management of the operation of
institutions got separated from that of new
institutions and projects; in other words, the
functioning of institutions became perma-
nently and chronically underfinanced. Then,
in the 1990s, this effect intensified; because
of budget cuts due to economic crisis man-
agement, the operation of institutions
became even less financable; therefore, the
tension between operation and development
continued to grow.

A huge mass of conflict accumulated in the
form of hidden, built-up economic and financ-
ing deficit and the resulting socio-cultural
deficit. Thus the new democratic institutional
system became a colossal concrete structure
erected on sand – and without a lasting social
establishment as foundation, it is prone to
instability. At the same time, this vast mass of
conflict is the most serious social obstacle and
delimitation of any institutional reform, as it
results in severe clashes of interest and in
resource allocation clashes even in the case of
minor reforms. The survey of this mass of con-
flict is the starting point for the planning of any
social reform, as it is this survey that defines
the priorities and feasibility schedule of crisis
management.

For a decade, the “victory reports” of the
transition period discussed the progress of the
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macro-sector, as after 1997 the economy set off
on a path of stable growth. Because of a return
to (and later, a transcendence of) the 1989
level, it constituted a return to macroeconomic
growth, while at the level of politics it brought
about the macro-level establishment and the
stable operation of the democratic system. In
1998, GDP reached the level of 1990; in the
2000s, strong economic growth continued. In
2006, GDP was 130 per cent of the 1990 level
while inflation decreased rapidly. With the
increase of real wages and old-age pensions,
personal incomes were adjusted; however, it
was not until after 2000 that real wages perma-
nently exceeded the 1990 level. Nevertheless,
macroeconomic development had severe defi-
ciencies, namely, the prolonged current
account deficit and the growth of the budget
deficit.

Despite the above mentioned contradictions,
macro-level changes were spectacular; neverthe-
less, in the 1990s, behind these changes there
was an underlying a vacuum that characterized
the other strata of the social system. 

Hungarian society paid a great price for the
transition, the evolution of market economy
and the economic crisis management it
entailed. A typical example of uneven develop-
ment manifested itself. The economic deficit
was converted into socio-cultural deficit, first
of all because of the fact that fiscal recentralisa-
tion due to economic crisis management pre-
vented joint institutional and fiscal decentrali-
sation, that is, the reform of public administra-
tion and public finances. 

As a result of the economic crisis manage-
ment, “conflict containers” evolved in various
social strata and at regional levels. Regional and
social conflict containers evolved because
deficit was decentralized and shifted to a lower
level through a distribution of public functions
without providing the proper resources. That
is, the macro-level got separated from the
development of the middle-level and the

micro-level; macro-economy and macro-policy
“hurried forward” and overwhelmed them. For
a decade, the Hungarian political system func-
tioned in such a mode of operation where pub-
lic services and local governments became
peculiar conflict containers, and where nation-
al-scale conflicts were pressed down and frag-
mented. All the more so because, on the one
hand, the majority of public services were relo-
cated from the central and national levels to the
regional municipality level without the alloca-
tion of proper resources, and, on the other
hand, in terms of public services, a drastic
budget cut was carried out on the central and
national level. 

In the early 1990s, the sums allocated for
public services decreased dramatically, and
reached the level of the early 1990s only in the
early 2000s. By that time (from 2004
onwards) however, EU membership brought
with it higher expectations; therefore, reach-
ing the public service level of the early 1990s
among the conditions of EU membership was
but the return to a hopelessly out-of-date
structure. 

In the first period of the transition, the cen-
tral government had to face a huge mass of
political and economic conflicts; at the same
time, the constitutional separation of the
administrative and municipal levels provided
politicians with a good opportunity for the
atomisation of conflicts. The fragmented local
level (NUTS5) became defenceless against
state pressure which (in the spirit of democra-
tisation yet under the banner of a merely for-
mal decentralisation) delegated a mass of pub-
lic services to the local level without the alloca-
tion of sufficient resources. Thus macro-level
conflicts relatively disappeared or manifested
themselves in a less distinct way. Instead, they
emerged on the basic level of society markedly,
yet in such an atomised form that they dis-
played a much lower level of pan-social crisis-
triggering effect. 
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Macro-level development drained resources
from the middle- and micro-levels. Consequently,
in the perspective of decades, the financing of
the local government sector, when compared to
GDP and the budget, significantly decreased;
along with it, the opportunities of local gov-
ernments for providing public services under-
went a similar change. In addition, fiscal recen-
tralisation started to “drag” the budget of local
governments, as state budget saw short, hectic
periods of intensive crisis management when
the resources allocated to self-governments
dropped more drastically than before. As a
result, the financial management of local gov-
ernments became unpredictable and unplannable
even within such a short period of time as a sin-
gle year.

Conflict containers, however, did not evolve
exclusively on the local level but came to char-
acterise the full spectrum of regional organisa-
tions. As for the social aspect of the issue, due
to radical cuts the strata ousted from employ-
ment and, at the macro-level, the large social
and public services systems, started to also
become conflict containers. The clash of the
macro- and micro-levels in social development
intensified when social cohesion grew weaker
in both of the main senses of the word (social
and regional). 

Society came to the verge of collapse as cer-
tain social strata (in particular, the permanent-
ly unemployed) and regional units (small set-
tlements and small regions) drifted towards
hopeless deep poverty; without an efficient
social aid programme there is no way back
from social segregation. Social cohesion weak-
ened, on the one hand, through a considerable
polarisation of incomes and, on the other hand,
through growing regional differences. As a
general consequence, 20 per cent of the popu-
lation live in regions where wages are exceed-
ingly low and essential public services are miss-
ing. The islands of poverty, that is, the most
backward small regions are in Northern

Hungary, the Northern part of the Great Plain
and Southern Transdanubia, while the islands
of affluence are in Central Hungary, Western
Transdanubia and Central Transdanubia. 

Obviously, social and regional polarisation is
far wider than the problem of the geographical-
ly concentrated deep poverty, as approximately
two thirds of the society and the greater half of
the regions became temporary victims of
uneven development. And yet without stop-
ping and reversing social and regional polarisa-
tion it is not possible to establish the social
capacity needed for catching-up with the EU.
Although in the 2000's real wages started to
catch up and social polarisation decreased to a
certain degree, the divide between regions
deepened and the resulting regional concentra-
tion of social segregation manifested itself
more and more markedly.

SOCIAL DEFICIT AND CATCHING-UP
WITH THE EU 

For Hungary, accession to the EU brought about
a turning point where, on the one hand, demo-
cratic transition had already used up its socio-
economic and political reserves and, on the other
hand, catching-up with the EU demanded an
ever-growing social capacity. 

Not only did the method of shifting losses
down into conflict containers become unsus-
tainable in social terms but it also paralysed the
further development of the whole system (and
thus the efficient functioning of the privileged
macro-economy and macro-policy itself),
because micro-levels became so weak that they
are no longer capable of absorbing more con-
flicts. By now, the radical withdrawal of
resources from the basic level of society, in
other words, resolving macro-level contradic-
tions through the creation of conflict contain-
ers at the middle- and micro-level of society,
has become the greatest obstacle to develop-



SOCIETY – POLICY – ECONOMY

479

ment, because the difference between state
capacity and social capacity increased into a
tension that hinders catching-up with the EU. 

In the period of the accession negotiations,
the enlargement of state capacity seemed suffi-
cient. Yet, accession made it evident that, as a
result of the state monopoly on the arrange-
ment of the accession, the democratic deficit
related to accession grew exponentially at the
institutional and cultural levels alike. Because
of the constant cutting back of resources, the
social capacity indispensable for competitive-
ness within the EU is missing. The austerity
measures implemented at the expense of the
majority of the society, the sacrifice of the local
government sector and the underfinancing of
regional public services are no longer sufficient
to solve budgetary problems. Consequently, it
is not only political decentralisation but budg-
etary decentralisation as well that is a priority
within the framework of EU requirements. 

From the EU's perspective, Hungary is a
deficit democracy, because regional and social
institutions of the middle- and micro-spheres
are not full-blown and they are defective,
which drastically inhibits social capacity. The
performance-centred legitimation of the demo-
cratic system is still missing; that is, the demo-
cratic establishment has not proved yet that it
is capable of performing efficiently, i.e. it has
not passed a great test for EU membership. In
an advanced phase of development, competi-
tiveness within the EU came into the fore-
ground. Therefore, it is necessary to scrutinise
the ways and means of the elimination of the
conflict container system, where administrative
reform and the reform of public finances are
inseparable, because the fiscal reform is a cen-
tral socio-political issue for the reform of the
local government sector.

Although economic crisis management was
in itself necessary, after all it had a harmful side
effect: it paralysed and, in several respects, even
reversed institutional development. 

Since the beginning of the transition, in the
last two decades the weakness and failure of the
central government is conspicuous. 

This situation is concealed by the fact that
through constitutional prime ministerial gover-
nance, substantial political power is concen-
trated in the central government and, particu-
larly, in the hands of the prime minister.
However, as a matter of fact, in the course of
transition Hungarian politics as a whole drifted
rather than controlled the process. The deci-
sions of the powerful government were scarce-
ly implemented although still to a greater
degree than in the other new democracies. The
essential reason for the failure of the second
reform wave is related to the economic crisis
management and its drastic socio-political con-
sequences. However, it was the spectacular fail-
ure of the implementation of governmental
decisions that constituted an immediate reason
that was clearly visible even on the surface.

The failure of the government was brought
about by the natural initial weakness of an
evolving democratic government and, above all,
by the fact that it inherited a huge mass of con-
flicts, which brought about a situation where
successive governments, always concentrating
on the elections, adopted a conflict avoiding
attitude. However, the postponement of the
institutional reforms inherent in the conflict
continued to deteriorate the socio-economic
and political situation, which had an effect on
the slow-down and paralysis of the second
reform. Therefore, due to the weakness of the
central government, in the course of the second
reform wave the implementation of even limit-
ed-scale reform packages failed. As a conse-
quence of the weakness and failure of the cen-
tral government, the two forms of democratic
legitimation (procedural and efficiency-relat-
ed) came into antagonism in an increasingly
marked way. In particular, in the Hungarian
society the political system works in conform-
ity with the rules of democracy (input legiti-
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mation), yet it does so with very low efficiency,
in other words, a performance-centred output
legitimation is increasingly missing. As for the
actual functioning of the political system, this
situation manifested itself in the fact that the
central government “brought itself to ruin”,
that is, it was incapable of implementing its
own decisions. This was a situation observed
by the EU in the case of all candidate countries
and was termed a gap between decision and
implementation.

The transnational institutions of the EU
sense the lack of EU capacity mainly in the
form of a chronic lack of the capacity to imple-
ment governmental decisions; therefore, they
lay a great emphasis on the establishment of
administrative capacity and, in general, institu-
tion-building in new member states.
Nevertheless, EU politicians and experts do
not perceive that the greatest cost of the tran-
sition (and, at the same time, the chief obstacle
to the establishment of EU capacity) is the
weakening of social cohesion and, thus, the
decrease of social capacity. Yet it was the devel-
opment of partnership and social capacity that
would have been indispensable for the success
of state and governmental decisions; however,
due to the demobilisation of the society and
the radically growing social deficit, social cohe-
sion failed to evolve properly.

That is, quite paradoxically, the low-level
productive capacity was caused by the tradi-
tional over-centralisation of the state, i.e. the
excessive power of the state through the lack of
social partnership, transitory state recentralisa-
tion and the resulting “sectoral dictatorships”. 

As a consequence of the requirements relat-
ed to the initial crisis management of the tran-
sition, state centralisation intensified, and, at
the same time, it brought about the dominance
of the sectoral principle and the loss of impor-
tance of the territorial principle in the field of
public administration as well as in the budget.
At present, in terms of budgetary and political

decision-making, the main obstacle to
Hungary's competitiveness and development
policy is the lack of decentralisation and the
subsistence of the dominance of sectoral poli-
tics. The principle of the classic distribution-
centred model is as follows: the resources are
to be allocated to old (that is, extant) struc-
tures without deep structural reforms –
indeed, sometimes instead of reforms. In
Hungary, this model became manifest in the
fact the resources were channelled to sub-
national levels through the obsolete sector-
based structures of ministries, which resulted
in a double loss. 

On the one hand, the sectors remained hier-
archically organised, classic governmental
structures (with ever-growing red tape, exces-
sively increased headcount and an over-compli-
cated system of background institutions),
which became increasingly indifferent to the
fast change of social requirements. On the
other hand, the over-centralised structures
totally ignored the dimension of regional devel-
opment and regional differences, and, at the
same time, fiercely resisted regional decentrali-
sation. However, in conformity with develop-
ment-oriented modern social policy, the devel-
opment of public services, taking due account
of socio-political aspects, is to be performed
with a view to general economic development
and, in particular, to regional development.

As the new approach of the Lisbon Strategy
points out, the first necessity is to invest in
human resources on a regional level (this being
an optimum unit of regional development as
well), and the dual goals of development and
welfare are best served through the organisa-
tion of high-level public services. 

Even a well-oriented passive distribution can
have a development-related goal, e.g. the acti-
vation and mobilisation of certain social strata
and/or age groups, because the preparation for
integration into society in terms of generations
(the elderly-the young) and regions (small 
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settlements) highly increases employment
among the young or even partial employment
among the elderly. 

In this sense, family support and retraining
(as social “involvement” or reintegration) have
an effect in the field of regional development,
as well, because they contribute to the elimina-
tion of poverty islands. Their results are clearly
manifest when younger generations succeed in
breaking free from multiple disadvantages, or,
in general, in the reduction of social conflicts,
in curbing crime, in social and regional catch-
ing-up and in the “unification of the country”
instead of the present trends of regional and
social segregation. 

After the great democratic reform of the
early 1990s, the objective of a second institu-
tional reform is a shift to self-sustaining devel-
opment, that is, the establishment of competi-
tiveness on the basis of a self-sustaining social
policy. It is self-sustaining, because it is dynam-
ic, sustainable, self-financing and even prof-
itable (cf. the Danish environmental protection
industry, which brings profit and thus repro-
duces itself), while the former distribution sys-
tem, based on a status quo attitude, has its evi-
dent budgetary limits. Thus, a sustainable
social policy is needed which does not neces-
sarily allocate larger sums for a given sector but
finances it in a different way. In the case of
Hungary, it is easy to point out the require-
ments of a development that is sustainable not
only in terms of the economy but of society, as
well. The practice of a socially sustainable
development places the emphasis on two new
aspects: 

a focus shift from sector-based financing
to regional financing; 

instead of an individualistic, income-cen-
tred attitude, a collective development centred
on public service comes into the foreground –
the results manifest themselves in individual
incomes, as well, but with a marked develop-
ment-related aspect. 

These two aspects – a turning towards
regional focus and development – go hand in
hand and reinforce each other. This holds true
even in cases where “there is not much to give
away” (i.e. there are strict budgetary limits),
because there is no need to give “more” but
rather to give what is there in a different way
and to different places. When “there is plenty”,
that is, financing is characterised by the exis-
tence of a breakthrough point for the imple-
mentation of the Lisbon Strategy, it is of even
greater importance to launch a socially sustain-
able development policy. 

The institutional deficit, i.e. the fact that the
middle- and micro-structures were not estab-
lished, manifested itself, among others, in the
form of a chronic weakening of social cohesion
and a drastic decrease in social capacity.
Accession to the EU and efficient membership,
however, requires that the contradictions of the
transition be overcome, which, at the same
time, is equivalent to the accomplishment of
transition. 

Yet from the early 1990s onwards, Hungarian
governmental policy has failed to establish
EU-type partnerships, shoulder the conflicts
needed for development, or carry out the
mobilisation of the middle sphere inevitable
for successful conflict management; instead, it
has been characterised by the paralysis of the
middle level of the institutional setup, and the
avoidance of conflicts. Thus in the institutional
system the establishment and drafting of the
seven-year plan requires reforms even in the
short run. 

In the post-accession period, the opportuni-
ty for Hungary's catching-up will persist for a
decade – it must be seized. The fundamental
condition of catching-up is to launch a second
wave of institutional reforms in order to imple-
ment the seven-year EU catching-up plan suc-
cessfully. The obstacles to the reforms and the
conditions of surmounting these obstacles are
already visible. 
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THE “NORDIC MODEL” 
OF THE DEVELOPING STATE

The task of a state focusing on development
and catching-up, is the establishment of inter-
national competitiveness and EU capacity, in
other words, the establishment of an EU-con-
form institutional system. The fundamental
question is how the Hungarian institutional sys-
tem (now scarcely meeting EU requirements, i.e.
endowed with a minimum level of EU compati-
bility) can be transformed into an EU conform
system – in other words, how to proceed from
formal membership to effective (fruitful and
efficient, successful and competitive) member-
ship.

Having surveyed EU requirements roughly,
first of all we must note that to plan an EU
conform institutional reform an uncommon
system of concepts is needed. First of all, the
establishment of a national EU strategy is
based not on the usual notion of state capacity
but on that of social capacity, since competi-
tiveness in the EU requires the active involve-
ment of Hungarian society as a whole. The
opposing concepts of government and gover-
nance (often analysed and elaborated in case
studies in Western countries) suggest that state
capacity, i.e. government, is insufficient with-
out social capacity, i.e. governance, or the
involvement of autonomous social partners.
Therefore, a national strategy is not only to be
“invented” from above but is to be established
from below in the first place.

To establish my principles, I wish to make it
clear that I do not accept the neo-liberal approach
of the “small and cheap” state but use the concept
of a strong, successful, service provider and devel-
opment oriented state as a starting point. In
Hungary, due to the continued under-perform-
ance of the public sector, a “state-phobia”
evolved, as it were; frequently, statements of
demagogical nature are made about a drastic
curbing of the state's powers. Similarly, in the

last decade institutions themselves have suf-
fered a huge loss of prestige due to their low
efficiency and poor social effectiveness.
Consequently, in public opinion those proposi-
tions came into the foreground which point
out that a radical streamlining of institutions
and the resulting savings will increase competi-
tiveness to a great degree. On the contrary: a
highly productive public (or, in general, institu-
tional) sector is the main precondition and fac-
tor of international competitiveness. The state
should not be limited but widened through
radical reforms and its organic relationship
with social capacity.

As a comprehensive survey and the interna-
tional comparison of state functions show,
there are two optimal forms of state function-
ing and they embody two different historical
traditions. The Anglo-Saxon type of state per-
forms a relatively low number of functions and
draws on a low tax base. 

The state type of the Nordic countries, on
the other hand, performs extensive functions
with great efficiency and relies upon a wide tax
base. Nordic states have high-level state capac-
ity and social capacity while also excelling in
international competitiveness. Finland has
been leading the list of global competitiveness
for three years, and the first four on the same
list include two other Nordic states, Sweden
and Denmark. That is, the model that works as
a way of optimisation suitable for Hungary is
that of the Nordic EU member states where
extensive state capacity was established
through the highest possible exertion of social
capacity. As a result, the state has fulfilled the
task of the development and catching-up ori-
ented state with optimum effect (cf. Finland)
and, at the same time, reached maximum-level
efficiency in the EU in terms of the function-
ing of the social system. In addition, Nordic
countries (and Austria) serve as models in
terms of active European policy. These relative-
ly small countries of large capacity play a high-
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ly active and initiative role in the EU and have
a special importance that transcends their size
and their proportional number of votes in the
Council and in the European Parliament. 

Thus a major lesson of the EU's history is
that albeit small Nordic countries of extensive
capacity are classic types of the developing
state in a global world, their recent advantage is
not to be found in their state capacity but
rather in their social capacity. To put it more
precisely, their large state capacity is indeed
rooted in their exceptional social capacity. The
Nordic countries lead the list of international
competitiveness because their economic com-
petitiveness is based on an extensive social
security system and high-quality public servic-
es. This is called the Nordic model of state and
social capacity and I regard it as a model for
Hungary to be applied in a specific way. 

Indeed, in highly competitive states eco-
nomic competitiveness and social cohesion are
not contradictory elements but factors that
presuppose each other. Obviously, these
Nordic features are to be implemented in con-
formity with Hungarian or Central European
possibilities and specificities. 

Thus it seems evident that in the perspective
of 2015 Hungary has to approach the optimum
point of the Nordic-type state; this is some-
thing that conforms to our own traditions, and,
at the same time, to the requirements of catch-
ing-up with the EU. In the whole Central
European region, the active and initiative role of
the catching-up and development oriented state
is highly needed, yet at the same time and quite
paradoxically, until 2015 (full membership), it is
the development and support oriented, and
strategic organiser government that has to play
a leading role in the deconstruction of the cen-
tral political system and development policy of
the state and in the transformation of the insti-
tutional system of public administration. 

In the early 21st century, all basic functions
of the state saw a decisive change. Due to the

compulsion of a continual adaptation to the
global world, the state type termed “developing
state” evolved. 

In social science, all terms are reserved for a
multiplicity of notions; many times, the previ-
ous term is a great burden for the new one.
Previously, the term “developing state” was
used by the World Bank and other internation-
al financial institutions to denote the states of
those underdeveloped countries that succeeded
in catching-up. In these countries, the state
employed authoritarian tools successfully, and
combined a radical opening to market economy
and the practice of an all-powerful state. 

The state defined directions of development
and concentrated development resources, and
thus was in control; while the successful catch-
ing-up was in process, it kept in check the
masses who were pressed down to a low stan-
dard of living. However, developing states
proper evolved in the highly developed (e.g.
Nordic) countries and show similarities with
the previous type only so far as that their essen-
tial objective is development, i.e. a radical adap-
tation to international competitiveness. It is a
naive opinion that only underdeveloped and
weak countries have to adapt to a quickly glob-
alising world. On the contrary, it was the most
developed states that raised awareness of the
necessity to adapt to global competitiveness
and the role of developing states, and imple-
mented such concepts in practice. 

In the global world, the animation of social
and economic life through constant moderni-
sation of the institutional system became the
main role of the developing state. This is also
characteristic of the public order and security
function (the most traditional function) of the
state, as traditional internal law enforcement
and national defence are less and less capable of
guaranteeing security. Even internal pubic
order requires increasing global attention and
development in the face of global terrorism.
Very rarely does nowadays danger to national



SOCIETY – POLICY – ECONOMY 

484

security manifest in the traditional form of a
military threat. Much rather, it occurs as an
economic threat (e.g. energy shortage) or as
the possibility of the outbreak of ethnic-cultur-
al conflicts. 

The state's activity in the field of social poli-
cy should rather be approached from the per-
spective of the development of public services
and not merely as a narrowed-down social
function, since even the reintegration of those
lagging behind plays a role that is largely relat-
ed to the development of economy. 

In the Nordic model of an efficiently func-
tioning state it is the establishment of interest
in the development of the whole society and
the functioning of the required high-level serv-
ice infrastructure that play a crucial role in
social policy. This policy is a wide public policy
that stretches from a minimum-level reintegra-
tion in welfare to maximum-level development,
that is, the establishment of a performance
elite. 

Modern market economies cannot function
without the active involvement of the public
sector, as the government does not “interfere
with” the economy but is an organic part of it.
It is the public sector that produces those spe-
cial public goods which are indispensable for
the functioning of the economy and society
but which the private sector cannot or will not
produce. The transformation of the govern-
ment into an economic sector is closely related
to the ever more valued yet transforming role
of service sectors. In the information society,
the main economic processes go beyond the
private economy, because it is the creation and
maintenance of the institutional conditions of
the competitiveness of the national economy,
regions and companies that have become the
principal economic functions of the state. The
revolution of information technology and
telecommunication has re-structured the con-
ditions of the functioning of each social field:
beside the tertiary (service provider) sector,

there has emerged the fourth sector (i.e. the
production of public goods related to develop-
ment, science and informatics that guarantee
sustainable competitiveness), and it is growing
in importance. The development of the fourth
sector is of major significance in global compe-
tition; the sooner we start, the faster we
advance in the catching-up to the Lisbon
Agenda.

In the age of globalisation, the developing
state is needed everywhere. Germany's and
France's recent crisis and prolonged recession
are basically due to the fact that the state failed
to fulfil its role of dynamisation or to shoulder
conflicts for the sake of reforms, but merely
served the status quo and existing interest
groups. 

The principal characteristic of the develop-
ing state is that not only does it stress the two
traditional mechanisms that influence society
as a whole (i.e. the regulatory and financing
functions) but also lays great emphasis on the
third mechanism, namely, institution building
or, even more markedly, institutional reform.
The first mechanism (the continual modernisa-
tion of the regulatory systems) also gained
extraordinary importance, especially in the
form of the fast and efficient adoption and suc-
cessful implementation of the EU's regulatory
systems. In the EU, this public policy adjust-
ment and/or transfer play a key role; those
countries have proved to be more competitive
where this process took place to the largest
extent possible. 

Similarly, the role of the developing state is
highly important in financing, especially in
terms of the support of new public policy
fields, in general, of the Lisbon-type tasks.
However, in a continuously changing global
world, it is of utmost importance that the
developing state should initiate, promote and
support institution building, the radical
reforms of the existing institutional system,
and the establishment of new institutions. And



SOCIETY – POLICY – ECONOMY

485

this is what Germany and France (or in gener-
al, continental development that preserves the
status quo) have missed markedly due to the
resistance of well-established interest groups.
On the other hand, a classical type of the devel-
oping state evolved in the Nordic region of the
EU, while the Southern region is characterised
by the opposite type: the one that is slow to
react. The new member states, however, need
not only a developing state but one serving
both development and catching-up, because we
are in a peculiar phase of catching-up with the
EU, where the state has to work out and con-
duct national strategy.

THE JOINT ESTABLISHMENT OF STATE
CAPACITY AND SOCIAL CAPACITY

The state is an organised executive power that
extends to the whole country as a political unit.
Yet the state is not the universe itself, as
Hungarian public opinion and social science
commonly fancy. As opposed to the state, the
society is better and better at self-organisation. 

Briefly: in 21st-century developed countries,
two major levels of state and society are distin-
guished; therefore, we need to distinguish
between government on the one hand, which is
vertical and hierarchical in nature, and, on the
other hand, governance, which is horizontal
and characterised by partnership. Similarly,
government capacity and governance capacity
are to be distinguished, too. Yet on certain lev-
els government and governance overlap
increasingly; this is why their interrelatedness
is to be analysed. 

State organism and public administration
have an upper ministerial-governmental level
and a lower public-policy level in the sector of
national bodies. Within the central govern-
ment, these levels can be regarded as “concen-
trated” and “de-concentrated” levels yet via the
system of regional public administration the

state level “reaches down” to the middle and
micro-levels of policy. Organised society also
has an upper, “centralised” and a lower, “decen-
tralised” level; the former is termed social mid-
dle or meso-policy, while the latter is called
micro-policy – both have their counterpart lev-
els or “partners” in public administration.

Centralisation and decentralisation marks
the two outermost points of decision making
institutions, while concentration and de-con-
centration indicates those of the organisational
system of execution, more specifically, its
structure and mode of function. The cen-
tralised state is a condition where political deci-
sion making is monopolised; decentralisation,
however, does not pass down functions within
the state organisation but transmits or dele-
gates them to legitimate actors of society,
mainly to “the middle” ranks. Actually, social
and regional actors at the middle level are elect-
ed and authorised decision making bodies of
organised civil society. These bodies are able to
involve the actors of public and private sectors
in the total cycle of the public policy process.
In the “middle part” of vertical-hierarchical
public administration there are only “de-con-
centrated” organs that have certain autonomy
in execution (albeit it is only the county
departments of sectoral ministries that the
present terminology denotes with this term). 

According to the logic of various levels, cen-
tralisation and decentralisation, concentration
and de-concentration can be simultaneously
intensified through parallel processes.
Concentrated decision making bodies and cen-
tralised bodies are equally needed (in the
“upper” and “middle” spheres, respectively),
along with a strong organisational and decision
making co-ordination in the government and
an efficient partnership arrangement and social
openness in governance. Optimisation can be
carried out this way, yet at certain regional lev-
els (as well as in certain levels of public policy),
the relationship of centralisation and decentral-
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isation, concentration and de-concentration,
government and governance should vary.
Broadly speaking, the strategic fields of central
public administration require intensified con-
centration and increased co-ordination, along
with national-level strategic planning. In the
case of the local and self-governmental public
administration and public services, there is a
need for adequate and radical governmental
decentralisation, which presupposes the cen-
tralization of decision making, along with
strategic development plans that conform to
the given level. For the time being, until 2008,
the main recipients of the decentralisation of
tasks are regional development councils and
then regional self-governments (in certain
respects, the councils of small regions).
Nevertheless, for the tasks to be fulfilled, the
reinforcement of the recipients' administrative
and financial capacity (that is, institutional cen-
tralisation) is needed, because the principal
objective is by all means the substitution of the
“sectoral dictatorship” of the central state pub-
lic administration system with the self-organi-
sation of regional units. 

Our starting point for the establishment of
the productive capacity of the development and
catching-up oriented state is that administra-
tive reform is indispensable for effective, suc-
cessful membership and “good governance”. 

The principle of good governance is based,
on the one hand, on the institutional system
and, on the other hand, on the optimal estab-
lishment of public policy operations. The for-
mer presupposes that the institutions are EU
conform; the latter postulates that member
states adapt each other's “best practices” in the
course of a learning process. This distinction
also makes it possible to examine the problems
of institutional systems and public policy oper-
ations as an elaborate mutuality, with special
regard to the adaptation of EU models (insti-
tution transfer and public policy transfer),
because in certain cases institutional adapta-

tion, i.e. system modification, is needed while
in other cases “only” a change of functioning,
i.e. public policy activity, is required. 

This is all the more important because dur-
ing the transition and in the first subsequent
decade, the “more rigid” procedure, i.e. institu-
tion transfer was needed. In contrast, at the
time of EU membership, it is the “more flexi-
ble” procedure, i.e. public policy transfer, and
the fast adaptation and implementation of
operation methods that gain importance.
Therefore, the optimisation of EU capacity (more
specifically, of absorption capacity as the involve-
ment of external EU resources and the utilisation
of national resources) presupposes a joint estab-
lishment of public policy operations and the
administrative-political system of institutions,
along with the harmonisation of administrative
and fiscal reforms. 

However, the two aspects of institution and
operation/functioning cannot be separated
completely. Efficiency that is based on high
performance, i.e. the effective functioning of
public policy, not only legitimises but also
shapes institutions and, thus, a powerful, effi-
cient and service provider state. Public policy
transfer, however, does have its own limita-
tions. Very often, it is not sufficient to adapt
methods but an extensive and essential modifi-
cation of the institutional structure is required. 

Sooner or later, a mode of functioning that
has been imported from a different type of
institutional structure elicits structural assimi-
lation, as well. In the case of public policy inte-
gration, the same process manifests itself at the
national and Central European regional levels
in the form of an active interaction of institu-
tional and public policy factors. After all, co-
operation in the field of public policy generates
institutional changes in the course of time, and
finally creates joint institutions. Accordingly,
the level and form of centralisation and decen-
tralisation should be approached from a differ-
ent angle in each field of public policy, taking
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into consideration that various fields of public
policy require various levels to establish the
institutional system that is in compliance with
the given public policy. 

To interpret EU capacity building, institu-
tional capacity and cultural (human) capacity
are to be distinguished. The two essential insti-
tutional and administrative preconditions to
institutional capacity are a political manage-
ment that is capable of taking the initiative
energetically and can display a firm will (i.e. it
can take the initiative and can make decisions),
and central administrative capacity. The chain
of planning-coordination-cooperation-execu-
tion (i.e. the ability to implement decisions
efficiently) consists of political and administra-
tive capacity, feasibility and a partnership in
decision making. In these days, none of these is
present. The state is still “bringing itself to
ruin”, because no more than formal or “alibi”
decisions are made, which are not implemented
due to the failure of establishing the technical
conditions of reforms and the incapability of
arriving at the required political consensus. The
fact that in recent decades government regula-
tions and statutory orders remained no more
than dead letters bears evidence to this process.

A major lesson to learn from the transition is
that institutions are relatively easy to create yet
it is much more difficult and takes a long
process to make them work efficiently.
Efficient operation is conditioned by cultural
or human capacity. 

Cultural capacity (“civicness”) is the sum
total of cultural traditions (including erudition,
conduct, behaviour and mentality); its natural
basis is the institutional system of organised
civil society. Human capacity, on the other
hand, is related to formal education and specif-
ic qualifications and is easily shaped from the
perspective of knowledge about the EU and
command of languages.

In the accession period, the EU provided
significant assistance in the establishment of
institutional as well as human capacity; howev-
er, this could not counterbalance the ever-
widening gap in culture, mentality and educa-
tion, a consequence of the excessive roles of
the state and the growing demands. If exam-
ined in the contrast of cultural capacity versus
institutional capacity, it is clearly visible that
there evolved a temporary “dual” bureaucracy
(i.e. the one between EU oriented administra-
tion and the “remnant” national administra-
tion) even in countries of great capacity (typi-
cally, Nordic countries) where an extensive
apparatus contributed to the preparation for
the establishment of EU human capacity. At
the outset, this type of division may have insti-
tution-related causes, yet afterwards it is the
cultural reasons that start to predominate.
Evidently, this divide is more prominent in
Hungary and, consequently, more effort is
needed to establish cultural capacity and thus
to carry out a full-scale Europeanisation of the
national administration.

NOTE
1 This article is an abridged and updated version of the author's summary study on institutional reform, pro-

duced as part of the Hungary 2015 project. See Attila Ágh: Institutional Reform – 2015, White Book,
Hungary 2015 – Visions, joint project of the Hungarian Academy of Sciences (MTA) and the Prime
Minister's Office, MTA Institute of Sociology, Budapest, 2006
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András Vértes – Erzsébet Viszt

Competitiveness – 2015, 
vision and tasks1

IImproving competitiveness is regarded also by the
European Union as a pivotal issue. The Council
of Europe, the highest political decision-making
body of the European Union, reached a resolu-
tion in its Lisbon Strategy in 2000 to develop
Europe into the most competitive and most
dynamic knowledge-based economy in the world
in ten years, an economy that ensures substantial
growth by providing her citizens with more and
better jobs and a stronger social cohesion (EC,
2000). This objective has proven to be unrealistic
and unattainable. Two years later the European
Union clarified the concept (EC, 2002), then the
strategy was renewed (EC, 2005) after the inter-
im assessment (the Kok Report, 2004). The strat-
egy of the European Union now focuses on eco-
nomic growth, the bolstering of employment, and
the expansion of knowledge-based (innovation-
driven) competitive economy.

STATUS QUO

Regarding the level of Hungary's competitive-
ness, lots of information are available, which,
however, are often contradictory. Among the
country reports that analyse a number of com-
petitiveness components, the one published by
Swiss IMD is well known. IMD's synthetic
competitiveness index comprises economic

performance, efficacy of the administration,
business efficiency, and infrastructure status
indicators.2

In 2006, Hungary owned a much less
favourable position in the worldwide competi-
tiveness ranking than in 2000, having fallen
even in the group of 27 European countries (see
Table 1).

Hungary's position loss is explained on macro-
level by low employment, and high deficits in the
balance of payments and public finance predomi-
nantly. In respect of significance, they are fol-
lowed by an unsatisfactory level of business effi-
ciency, referring to factors such as low social
sensitivity of business leaders; general mistrust
toward managers; neglect of customer interests;
insufficient recognition of the necessity of eco-
nomic and social reforms; and the lack of
reforms. The most prominent weak points in
the third group of factors, describing govern-
ment control, are: unfavourable effects on eco-
nomic growth generated by the central bank's
policy; high personal income tax; heavy public
burdens on wages; adverse impacts of exchange
rate policy on competitiveness; high budget
deficit; inconsistency and low level of trans-
parency in the government's policy. In the scope
of infrastructure, problem areas that hinder the
improvement of competitiveness include health
care infrastructure; the performance of higher
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education; postponement of renovation works;
asset management; low penetration rate for
computers and the Internet. On the other hand,
advantages in competitiveness include a compar-
atively low corporate tax; a high-performance
stock market; considerable foreign direct invest-
ments; and a dense network of public roads. 

The World Bank's database Doing Business
ranks the competitiveness of countries by their
business environment. Compared to 22
European economies, the time to set up a com-
pany is long in Hungary, the related costs and
capital requirements are high (which means
that a large amount has to be deposited prior to
company registration). The costs and time
requirements of real estate transfer are high,
and the costs to secure the collateral required
for borrowing are exceptionally high. Hungary
is very badly positioned in respect of both the
information content and customer base of the
debtor records. The termination of enterprises
takes a medium amount of time in Hungary.
On the other hand, the indicator measuring the
flexibility of employment depicts a very
favourable position, as Hungary is found in the
upper third of the list (along with the Czech
Republic, Poland, and Slovakia) as opposed to
most EU-15 countries.

The development of Hungary's cost-com-
petitiveness position is described by three rela-
tively well-separated stages: 

Between 1990 and 2000, the growth of
labour productivity recorded higher than that
of most CEE countries; real wages (real labour
costs) increased slower.

Between 2001 and 2003, labour costs (i.e.
real wages) increased incredibly fast (by one-
third roughly), reducing the Hungarian econo-
my's competitive advantages against both the
EU-15 and the rest of Central and Eastern
Europe.

In this regard, the economy's return to a
sustainable path started in 2004–2005 as unit
labour costs dropped at national economy
level.

Nevertheless, the level of unit labour costs3

has not been high in Hungary: Compared to
the EU-15 median, it was 38 per cent in 2000,
and 47 to 48 per cent in 2003. Cost-competi-
tiveness was also supported between 1990 and
2000 by the forint as it was easing against key
currencies. However, the forint's real exchange
rate has been strong since 2001 (See Table 2).

The decisive majority of the output and
exports of the Hungarian processing industry
has a relatively low sensitivity to foreign
exchange rate changes. The reason for this is
what is called a natural hedge position, which
means that the local-currency value of export
sales and high volume of materials usage
(imported predominantly) change hand in
hand with the forex rate, thus having a lesser

Table 1

HUNGARY’S COMPETITIVENESS RANKING

51 countries 27 European countries
2000 27 17

2001 30 17

2002 30 17

2003 30 16

2004 35 19

2005 32 16

2006 35 20

Change, 2000–2006 –8 –3

Source:: IMD World Competitiveness Yearbook, 2000–2006, Lausanne



SOCIETY – POLICY – ECONOMY 

490

impact on profits. Wages (or other domestic
resources), however, are sensitive to foreign
exchange rate changes. This is a significant fac-
tor in certain industries, such as services
exports (tourism), agricultural or food indus-
try output, construction industry, and, in
another cross-section of GDP, the activities of
small and medium enterprises in general. (Gács
– Halpern, 2005).

As for gross domestic product, a steep growth of
the Hungarian economy and its convergence to
the European Union have been apparent since the
mid-'90s. 

Out of the eight new EU member states
from the former Eastern Bloc, Hungary's con-
vergence pace was relatively slow between 1995
and 2000, then it accelerated. From 2000 to
2005, the other countries embarked on a

dynamic convergence, except for Poland.
Hungary's development level took third spot
all through 1995 to 2000, trailing behind
Slovenia and the Czech Republic, but it was
closing in on the Czech Republic, far ahead of
Slovakia and Poland. Regarding the entire peri-
od and considering the initial development lev-
els, Hungary – along with Slovenia – could
boast a definitely dynamic convergence process
in the group of Central European economies
(See Table 3).

In the past ten years, GKI Zrt. [Economic
Research Institute Co. Ltd.] has repeatedly
measured companies' opinions about the com-
petitiveness of their products and services, tak-
ing the configuration, quality, design and pri-
mary packaging into account as a whole. The
ratio of products and services that were com-

Table 2

REAL APPRECIATION OF THE FORINT
(percentage)

HUF/EUR Hungarian EU-15 Real-
forex rate index consumer price index consumer price index appreciation

2003 104.3 4.7 2.0 –1.6

2004 99.3 6.8 2.0 5.2

2005 98.1 3.6 1.9 3.5

Source: GKI Zrt. (Economic Research Institute Co. Ltd.); Calculations based on NBH and Eurostat data

Table 3

PER CAPITA GDP AT PURCHASING POWER PARITY

1995 2000 2005 Pace of convergence (percentage points)
EU-15 = 100 per cent 1995–2000 2000–2005 1995–2005

Czech Republic 67 58 67 –4 9 5

Estonia 30 37 51 7 14 21

Poland 37 43 46 6 3 9

Latvia 27 32 43 5 11 16

Lithuania 31 35 46 4 11 15

Hungary 44 48 57 4 9 13

Slovakia 40 43 50 3 7 10

Slovenia 62 67 75 5 8 13

Source: Eurostat
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petitive even in developed countries had grown
to 50 per cent by 2003 from one-third record-
ed in 1997, while the rate of products uncom-
petitive in developed countries had fallen below
20 per cent by 2003 from 45 per cent in 1997.
According assessment by corporate managers,
the competitiveness of Hungarian businesses
improved considerably in the period surveyed.

Regarding the percentage of products and
services that are competitive in developed
countries, those offered by Hungarian corpo-
rations with foreign majority are outstandingly
high; these responders assessed 70 per cent of
their sales in 1997, 80 per cent in 2000, and 90
per cent in 2003 as such. In the state-owned
corporate sector, the corresponding figures
were 31 per cent, 26 per cent, and 23 per cent,
respectively, indicating regression. The rates
for domestic private companies recorded 40
per cent, 42 per cent, and 45 per cent, respec-
tively, indicating slow improvement. Large cor-
porates employing more than 300 staff report-
ed of a little higher ratio of competitive prod-
ucts and service than medium and small enter-
prises did. Among the sectors of the national
economy, industry has been the definite posi-
tive exception, which comes as no surprise
since this sector has been in direct relation with
external markets. As for negative results, com-
panies in the transportation sector have always
pioneered in recent times.

Companies where the proportion of exports4

record high, more than 50 per cent, the rate of
competitive products and services register a
high level between 70 and 80 per cent on the
basis of managers' opinions. Economic entities
that are active exclusively on the domestic mar-
ket also assess themselves relatively favourably,
recording 40 per cent in 1997, 38 per cent in
2000, and 43 per cent in 2003 for competitive
products and services. 

Corporate opinions also show that the
Hungarian economy is differentiated in all
aspects, including competitiveness. Pioneers

are foreign-owned multinational corporations,
major exporters, and their domestic suppliers.
They play eminent roles in exports, invest-
ments, human capital investments, and have
increasing importance in corporate research
and development. The decisive majority is
engaged in high-productivity and technology-
intensive industries or services (vehicle produc-
tion, information technology manufacture,
telecommunications, equipment manufacture,
pharmaceuticals, financial services, logistics,
commerce, etc.). This scope is sensitive to the
economic situation in Europe, especially in
Germany, and the short-term fluctuation in the
Hungarian economy's growth is indeed attrib-
uted to this fact at a substantial extent, but, due
to its competitive leverage, it reflects a much
lower rate of output fluctuation than their par-
ent companies (or home countries) do.

Hungarian micro businesses or small and
medium enterprises, however, failed to get
stronger in large numbers, especially those ori-
ented to the domestic market solely. These
enterprises struggle with a constant lack of
assets and most of them run large debts; are
managed at a low technological level with poor
human resources and poor management; fail to
implement innovations; and their business rela-
tions are casual not only with international
companies but with domestic ones. There
indeed are successful small businesses with
outstanding performance, but they are typical-
ly unable to increase their size at a considerable
rate. They expect larger support from the state,
but funds are scarce and they are used with very
low efficiency. The regression is typical of
entire industries as well (shoe industry, textile
and clothing industry, certain food industry
sectors, and agriculture) and is evident in cer-
tain geographical regions (mostly in Northern
Hungary and in the Plains [a region between
the rivers Danube and Tisza] where the density
of business is low with an unfavourable indus-
trial structure). At least 25 per cent of agricul-
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tural output is produced in uncompetitive facil-
ities. This affects a larger scope of the popula-
tion than its economic weight would indicate,
thus the status of the sector represents a source
for social and political tensions, particularly in
regions and towns where other sectors are not
developed, either. 

Permanent market player SMEs' poor ability
to grow is attributed to their slower-than-aver-
age modernisation pace.5 Nowadays, it does
not mean development only: “Modern” corpo-
rations are giving more and stronger indica-
tions that sources for labour with appropriate
training have been exhausted and Hungarian
labour is getting increasingly more expensive.

Innovation abilities also differ greatly in the
Hungarian economy. Corporate spending on
research and development is low, while most of
the public sector's R&D activities have so far
failed to be put to good use for the benefit of
economic development and social well-being.
The country's performance in innovation is
poor. Hungary has failed to make progress in
developing information society.

The slow speed of infrastructure development
(in respect of motorway construction, mod-
ernisation of railways and city transportation,
and the upgrading of healthcare and education

institutions mostly) acts as an obstacle to social
and economic progress. This situation is made all
the more critical by the paradox typical of
Hungary (and Central and Eastern Europe
from a wider angle) that a relatively abundant
supply of foreign capital is coupled with the
state's acute capital shortage.

The high deficit and unfavourable structure of
Hungary's public finance calls for urgent reforms.
It is necessary to reduce the level of expendi-
tures of public finance and change their struc-
ture, and also to modernise the system of taxes
and contributions. In addition to reforming the
major redistribution systems, enhancing the
competitiveness improving function of public
administration is also a priority.

The influx of foreign direct investment, which
started in the early '90s and has been at a consis-
tently high level ever since, has provided reme-
dies for many illnesses on macro- and micro-eco-
nomic level. The reinvested profits of incumbent
corporations have permanently recorded higher
than fresh capital influx. And international activ-
ities of Hungarian capital have been picking up,
but the portfolio is substantially smaller than
that of foreign capital in Hungary.

With the increase of foreign capital portfo-
lio, foreign equity earnings (generating no pub-

Chart 1

FDI IN PERCENTAGE 
OF GDP 

Chart 2

INFLUX, REINVESTMENT, 
AND OUTFLOW OF FDI*

*In 2003, a transaction between a major parent company and its affiliate caused the decline

Sources: UNCTAD, NBH, KSH [Hungarian Statistical Office], and GKI Rt. forecasts from 2005

Foreign capital import in terms of GDP
Foreign capital export in terms of GDP

Hungarian FDI export (c) 
Income reinvested in Hungary (b)
Foreign direct investment (a)
Net FDI import (a+b+c)

EUR billion
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lic debt) realised in Hungary have now reached
5 to 6 per cent of GDP and account for the
decisive bulk of current account deficit.
Roughly half of these incomes are reinvested in
Hungary (a very favourable ratio), the other
half is transferred abroad, either openly or in a
concealed manner (see Charts 1 and 2).

The competitiveness position of Hungarian
businesses is also contradictory: With Hungary's
EU accession, competition has intensified for a
good many Hungarian companies, often leading
to loss-making operations; factory shutdowns
have mushroomed; unemployment has risen
slightly. On the other hand, competition is
extremely poor in the Hungarian market of
certain community services (including central
[remote] heating, cable television, postal serv-
ices, railway transportation, road passenger
transport, city passenger transport, etc.) and
also in major community supply systems.

The position of production factors also
shows contradictions. The competitiveness of
labour (its training, discipline, creativity, and
comparative cheapness) has so far been a con-
siderable advantage, but problems have accu-
mulated by now and manifested themselves in
a concentrated form. This is also indicated by
the fact that the inactive workforce within the
working-age population is concentrated
among poorly educated workforce, and also in

certain geographic regions and ethnic groups,
but no changes have occurred in this scope
due to a low level of mobility and other prob-
lems. Inactivity is high, official unemploy-
ment and employment both are low, indicat-
ing a substantial grey/black economy (which
is estimated to be as high as 20 per cent of
Hungary's economy). In Hungary, knowledge,
the most important production factor of the 21st

century, has been developed at an inadequate
rate, and it has already become evident as a dis-
advantage. 

Major international comparisons indicate a
continuous devaluation of the Hungarian
public education. In a few years after the
political transformation (between 1989 and
1992), a general improvement in the qualifica-
tion level of the entire workforce emerged in
the Hungarian labour market encompassing
all age groups, but the leverage of higher qua-
lification vanished when market institutions
became firmly established and new technolo-
gies emerged.

On the international map of universities,
hardly any Hungarian institutions of higher
education are to be found. Hungarian universi-
ties are unable to compete even with EU insti-
tutes, and it is doubtful whether any of them
will be able to gain regional significance. At the
same time, the number of students in higher

Table 4

HUNGARY’S INFRASTRUCTURE POSITION

Infrastructure Hungary’s position
areas relative to 39 market economics relative to 15 transition countries

surveyed 1990 2000 1990 2000
Infrastructure as a whole 29 29 6 6

Transportation 24 26 9 9

IT, telecommunications 32 29 2 4

Education, culture 20 22 6 3

Health care 26 28 9 7

Environment protection 32 31 9 12

Source: Ehrlich, 2005
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education has grown by 450 per cent in the past
fifteen years. Experts agree that this kind of
increase has become an unhealthy process that
threatens equilibrium, because mass education
generates lower quality. There is an oversupply
of Bachelors of Arts, economists, and lawyers,
while there is a shortage of engineers, health
care experts, and double-qualification profes-
sionals.

Among the member states of the European
Union, currently Hungary has the lowest ratio
of citizens who speak at least one foreign lan-
guage, and it is also Hungary where the fewest
speak English, the most prominent language of
communication. This low level of language
proficiency directly affects the country's eco-
nomic performance.

The flow between the structure of vocation-
al training and the dynamic changes in the
demands of the labour is slow: Trainings are
operated still that ensure nothing but unem-
ployment for the trainees, while in other areas
training is unable to keep up with the demand.
In the Hungarian labour market, an oversupply
of both unqualified and overqualified (or mis-
qualified) workforce is present simultaneously.

In the scope of infrastructure, Hungary is
way behind in spite of very significant develop-
ments in certain areas (see Table 4). Based on a
survey focusing on 54 countries, Hungary's rela-
tive position regarding infrastructure as a
whole did not change between 1990 and 2000.6

Her rating improved in the scope of informa-
tion technology and telecommunications as
well as environment protection, but the rest of
the areas recorded degradation. As for her posi-
tion relative to transition economies, it was IT
and telecommunications and environment pro-
tection that fell lower in the ranking, but trans-
portation and both humanities infrastructure
areas retained their respective positions.

Since 1990, new technologies in information
technology and telecommunications have
spread in Hungary too with an explosive force.

The market of landline telephony reached the
status of saturation at a lower level than typical
of developed countries, but the progress of
mobile telecommunication has kept up the
pace with other developed countries. As for the
Internet, it's an ambivalent situation, because
even though a number of government projects
(Sulinet [promotion of information society],
“telehouses” [community centres with Internet
access]) have been aimed at improving Internet
access and content, but Internet penetration is,
in international comparison, still below the
desired level. One of the main reasons for it,
apart from a low demand which is obviously
driven by other factors as well, is the high costs
of Internet access. The liberalisation and pri-
vatisation of the telecommunications sector
has been something of a disappointment,
because prices have not fallen at the expected
and desired rate, because market players failed
to start a bona fide competition.

The total of Hungary's energy consumption
has not increased since the political transfor-
mation, indicating efficiency improvement in
line with GDP growth. International compari-
sons, however, attest to a low energy efficiency
for the Hungarian economy, with the exception
of processing industry, and it certainly is a dis-
advantage in competition (unit energy con-
sumption is nearly three times as high as the
average of the EU-15).

Regarding per capita pollution emission,
Hungary is better positioned than the EU aver-
age, but falls behind EU requirements and
practice in certain areas of environment protec-
tion (e. g. disposal and treatment of sewage,
waste disposal and treatment, etc.).

The frequent lack of real competition would
be hard not to be linked to the sluggishness of
innovation activities in Hungary. International
comparisons regularly highlight two problems
in the Hungarian innovation system. Firstly,
fundamental research has a high financing
ratio, relegating applied research and experi-
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mental development; and, secondly, the extent
of corporate R&D is very low.

However, Hungarian companies controlled
by multinational corporations usually follow
international trends by constantly taking over
sophisticated technologies in the vehicle indus-
try, heavy chemical industry, electricity indus-
try, in electronics components production, and
in some segments of food industry. In certain
sectors, including lighting device manufacture
and road vehicle components manufacture,
first-rate R&D activities are coupled with
immediate implementation of results. In some
other profiles, including various other compa-
nies in consumer electronics manufacture or
road vehicle production and some of the plas-
tics vehicle components suppliers, the adoption
of the parent companies' foreign development
results has generated not only successful but
intensifying development at the Hungarian
affiliates. In a number of market segments, for
example in some areas of medical instruments
manufacture, software industry, and certain
biotechnology segments, Hungarian SMEs also
deliver excellent performance. Running inten-
sive research activities, the pharmaceutical sec-
tor is also innovative and successful.

Innovation is considerably scarcer at most of
the companies with little or no access to exter-
nal markets or foreign capital than at their
competitors. Research is rare in the SME sec-
tor, and even rarer is the purchase of research
results.

Interaction with the “science-industry” are
scarce or entirely nonexistent, there are hardly
any indications for an intensification of region-
al cooperation or a development of clusters.
Particularly unfavourable is the situation in cer-
tain agricultural sectors and major public serv-
ices, including education, health car and public
administration. The cooperation between the
MTA [Hungarian Academy of Sciences] and
higher education and business or state users is
inefficient.

TRENDS OF GLOBAL POLITICS AND
ECONOMY WITH A VIEW TO 
THE YEAR 2015

Constituting the global backdrop to competi-
tiveness, trends of global politics and economy
with a view to the year 2015 are regarded by the
authors as follows:

Global output was concentrated in three
main regions at the millennium: The United
States accounted for 31 per cent, the EU-25
held 26 per cent, Japan and China recorded 27
per cent combined. However, the combined
population of these regions accounted for no
more than 36 per cent of the world population.
Economic power will likely shift to the Asian
region, while poorer yet strategically important
areas of the world will be recipients of eco-
nomic benefits at a lesser extent only. Russia's
economic and political weight is expected to
increase compared to 2005. Tensions in global
politics will intensify slightly by 2015.

Security is the main problem for global poli-
tics. Currently, the United States is the singu-
lar superpower, with no real counterweight. At
the same time, challenges of world politics (ter-
rorism, energy security, religious fanaticism,
ethnic conflicts, etc.) manifest themselves
increasingly as regional problems, and so far
the developed world has proven to be vulner-
able to them. Issues related to environmental
sustainability continue to be on the agenda of
global politics, but they are not expected to
intensify.

In respect of economic regard, the gap
between North and South (rich and poor) rep-
resents the major global challenge. The greatest
problem in developed societies is the compul-
sion of public finance reforms and labour
import due to an ageing society and the conse-
quent surge in healthcare expenses. The source
of this labour influx typically originate in flexi-
ble (mobile) social strata of poorer countries
with cultures dissimilar to the host countries'.
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Developed countries will strive to adopt edu-
cated strata, but this will act also as a source for
tensions in the long run. Migration and conse-
quent – but partially unrelated – ethnic differ-
ences are and will be a problem for Europe as
well.

It's a small wonder that interoperability has
become the multi-purpose catchword of ever-
increasing network systems. In the worldwide
commercial, economic, scientific, and media
space, mutual benefits stem from interlinked
systems, but these benefits do not manifest
themselves automatically; they are created by
communication processes. By the early 21st

century, proficiency in the English language has
undoubtedly become essential for being able to
connect to the international artery of know-
ledge and transactions. A lot of countries
realised this requirement and have for some
time made conscious efforts for their popula-
tion to become de facto bilingual and reach a
100-percent, high-level English proficiency as
soon as possible.

There seems to be no realistic chance for a
radical improvement in the position of the
European Union. The United States will likely
be able to produce a fast-paced progress sup-
ported by powerful R&D and innovation, and
China is apt to put in outstanding economic
growth. China not only increases its economic
significance at a steep rate, but, due to her
cheap and trained workforce, presents a con-
siderable competition challenge regarding costs
to European countries, Hungary included. In
addition, China has been on a heavy commer-
cial offensive. Compared to the European
Union, the USA has been participating more
actively in the work of new R&D and innova-
tion centres that are being established in the
Pacific area (e.g. in China, India, and South
Korea). Expected processes compel Hungary's
economic policy to reconsider how the country
could integrate better, and preferably directly,
into a globalisation-fuelled world market.

Examining the factors of competitiveness as
to their dynamism, an intensifying shift toward
the knowledge sector is what defines the per-
spective most. A recent OECD study7 defines
“entrepreneurship, information and communica-
tions technology, innovation and human capital”
as the critical key policy areas of growth and
productivity. Published in October 2005, a
study by the World Bank8 takes a similar stand:
The Primary “sector” of growth is the know-
ledge economy where growth is subject to
“investments into education, innovation, infor-
mation and communication technologies, and
also into a helping environment of economy and
institutions”. To put it differently, competitive-
ness retention is not possible without transi-
tion to knowledge-based economy, and secur-
ing leverage in competitiveness increasingly
depends on the performance of knowledge
economy.

Europe is not in a favourable position; the
old continent is gradually losing space relative
to the other two major hubs of global economy
(the USA and the Pacific territory of Asia) in
the race in global education, research, technol-
ogy, innovation and content industry.9

Explanations are spread in a wide scope.
Certainly, the performance of European public
education is waning, and amounts spent on
research and development are permanently
lower than those of rivals; and a gap has opened
in the past 10 to 15 years and become wider.
Most recent analyses10 add that Europe's rela-
tively low growth is strongly related to low
investments in higher education as well (EU:
1.1 per cent, USA: 3 per cent in terms of
GDP).

Investments into research have been rising:
Worldwide spending on research and develop-
ment could reach USD 1,000 billion in 2006.11

Asia's indicators are rising dynamically, pro-
jecting a degradation in the USA's leading posi-
tion and a simultaneous increase in the
European Union's lag.
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HUNGARY'S ECONOMIC POLICY VISION,
2015

In light of the global framework described
above, the growth possibilities of the Hungarian
economy may be outlined as follows: 

If the positive scenario is assumed that
Hungary's potential economic growth is
approximately 2 percentage points higher than
that of the European Union, then Hungary will
take 10 to 15 years to reach the EU's current
median development level, and 15 to 20 years
to achieve 75 per cent of the EU's average
development level of the time. Only a slow
progress can be made in the “new” and “modi-
fied” (mostly human) factors of competitive-
ness. It remains to be seen what Hungary's cur-
rent leverage in competitiveness (early political
and economic transformation; fast-paced pri-
vatisation; structural reorganisation and
reforms; cheap, comparatively trained, discip-
lined and resourceful workforce) will be suffi-
cient for in a changing set of global economic
conditions.

In the period ending in 2010, the main direc-
tion of Hungary's economic policy is defined
by efforts to improve equilibrium: The conver-
gence programme. There is no viable alterna-
tive to public finance modernisation, radical
reduction of its deficit, and the euro adoption.

The growth of exports is basically subject to
the economic position of the European Union
on the demand side; on the supply side, it is

dependant on the performance of produc-
tion/services companies (mostly foreign-
owned). The acceleration of investments are
also fuelled by heavily expanding EU develop-
ment funds. Investment funds originating from
this scope will amount to three to four per cent
of GDP, and the net financial transfer, which
accounts for Hungary's contribution as well,
will be 2 to 3 per cent of GDP. 

Hungary's progress on the convergence path
is subject to foreign direct investment even in
the medium term. One of the conditions of
economic growth is to retain export potential,
for which the presence and expansion of for-
eign capital is essential. According to our cal-
culations, the Hungarian economy needs at
least EUR 2 billion of new foreign direct
investment on average per annum in the next
15 years, and not only in the processing indus-
try, but in health care, education, real estate
sector, etc. Therefore, capital attraction shall be
ensured. FDI influx also amounts to 2 per cent
of GDP approximately.

Hungary's competitiveness after the millen-
nium has not been decided by a low level of
wages predominantly. The level of training of
Hungarian labour, as well as cheap primary and
secondary training, are an important advantage
in Hungary's competitiveness, but labour in
Hungary nowadays is much more expensive
than in some of the neighbouring countries.
Productivity, creativity, knowledge, discipline,
and adaptability are key issues, complemented

Table 5

CERTAIN INDICATORS OF THE LIVING STANDARDS OF THE POPULATION
(annual average growth rate, per cent)

2000–2002 2003–2005 2006–2015
Real wages 6.4 4.7 1.5–2.5

Real value of pensions 5.6 5.0 0.5–1.5

Household consumption 6.7 4.7 2–2.5

Net savings ratio* (annual average) 4.6 1.8 4–6

* As a percentage of GDP

Source: KSH, GKI Rt. forecasts since 2005
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by changes in currently low mobility, which of
course have infrastructural requirements.

The adoption of the euro is one of the prior-
ities in the economic race in the CEE region.
Entry to the euro zone is an essential interest
for Hungary; a continuation of the political
and economic integration process. If
Hungary's entry to the euro zone suffered a
delay, the country would have to live for a good
many years with competition disadvantages
stemming from the national currency, includ-
ing the costs of exchange rate fluctuations and
debt management. All this would represent
measurable disadvantages in investments,
employment, and economic growth.

The most critical requirement among the
euro adoption criteria is the reduction of pub-
lic finance below 3 per cent of GDP. By a seri-
ous political commitment, this could be
achieved by 2008–2010. In this case the infla-
tion target is attainable, and exchange rate sta-
bility is not threatened, either. The forint's
exchange rate against the euro will probably be
defined by the market price valid at the date of
the euro adoption. In the event of meeting the
criteria related to public finance deficit and
public debt, the target for long-term interest
rates is also met. 

Competitiveness definitely requires that the
consolidation of public finance be implement-
ed as soon as possible. If Hungary's GDP
growth exceeds the EU average first by one
percentage points annually (in the course of
adjustment) and by two percentage points sub-
sequently, then real wages and consumption
will not be rising at the beginning of the adjust-
ment period, but subsequently they will grow
slower than the GDP but still 0.5 to 1.5 per-
centage points faster than the EU average. This
path will be able to finance social cohesion, but
it will not ensure spectacular or fast results. In
the next decade, an economic policy that focus-
es on this sustainable growth in the long run
should be ensured. 

The dynamism of real wages in the private
sector is capped by the productivity growth
rate of the national economy; and in the public
sector it is limited by the necessity of public
finance deficit reduction. Taxes and contribu-
tions on wages will be rising slightly until 2010.
The planned streamlining of public administra-
tion reduces the total of wages in the public
sector. Hence, real wages will be dropping by 2
per cent on annual average in the period sur-
veyed (see Table 5).

The real value of pensions could be increased
by 0.5 to 1.5 per cent on average each year (but
the entire pension system should be reconsid-
ered because of steps that have been made since
1998 and deteriorated the balance of the pen-
sion system further). Retirement age will most
likely have to be raised, the rules of registration
for the disabled altered, and the necessary
indexing modified.

Social benefits that are outside the scope of
pensions (family allowance and other income
supplements) will increase. The combined real
value of family benefits and tax allowances will
rise by 2 per cent annually, while benefits and
tax allowances will be rearranged to be given to
families with low or no income. After the
reforms are implemented in the social systems,
social strata with the highest income will not be
granted such income supplements.

In the next ten years, household consump-
tion will be growing dynamically by 2 to 2.5 per
cent each year, yet at a lower rate than the aver-
age GDP growth.

SCENARIOS

Various development paths of the Hungarian
economy for the next ten years are described here
by using four scenarios built on the analogy of a
sailboat trying to catch up with the pack in a sail-
ing race. “Winds” are represented by global eco-
nomic conditions and the status of the “boat” is
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described by domestic, internal developments. In
the latter, an earlier or later date for euro adop-
tion is a significant factor.

Scenarios A and C describe a favourable inter-
nal backdrop for the Hungarian economy, while
scenarios C and D presume less favourable inter-
nal conditions. In Scenarios A and B, internal
conditions are favourable, while Scenarios C and
D assume less favourable internal environments.

Calm seas, renovated boat 

Scenario A – when seas are calm and the boat
has been renovated – is a variation of a relative-
ly fast-paced and balanced growth, which
assumes an improving global economic envi-
ronment and a dynamic progress for domestic
structural reforms at the same time.

Economic growth in the United States is per-
manently dynamic, creating favourable condi-
tions for the European economy as well.
Globalisation processes advance, the economic
power of China and India grows further, their
relations with both the USA and Europe are
harmonic, based on mutual benefits. World trade
expands fast. Oil prices drop even in the short
term, the security of energy supply increases,
promoting the development of global economy.

An intensifying global competition
prompts corporations in the European Union
to transfer an increasing amount of physical
and white-collar jobs, because cheap and
increasingly trained labour in fast-developing
Asian countries represents a competitiveness
factor at a growing rate. Expansion in know-
ledge-intensive jobs amply offsets this migra-
tion, because it also promotes a stronger
influx of cheap, well-trained workforce to
developed countries (intensifying bi-direc-
tional flow of high-tech knowledge). This
considerably modifies work processes, and all
in all makes foreign trade, investment and
labour market processes livelier.

The governments of the European Union
launch structural reforms; employment and the
flexibility of labour markets grow. The
European economy expands at a much livelier
rate than the present pace, at the same time
meeting the Maastricht criteria. The number of
countries within the European Union that
adopt the euro increases. The objectives of the
Lisbon Strategy are given priority. Research
and development gain an increasing focus
among the driving forces of economic growth;
R&D results are utilised in a growing number
of scopes, and a European Research Community
will develop gradually. The Constitution will be
agreed upon. Enlargement processes develop
favourably, and additional countries in the
Balkans access the EU after Romania and
Bulgaria in 2007.

The Hungarian economy capitalises external
conditions that are favourable, and consider-
ably strengthens the internal conditions of
growth by improving the equilibrium of the
economy relatively fast through radical meas-
ures and reforms. Public finance deficit is cut
back in the short term to the level prescribed
by the Maastricht criteria (less than 3 per cent
of GDP), and inflation drops deeper.
Consequently, the economy continues to be
attractive for foreign investors. As a result of
these factors, the Hungarian economy expands
two per cent faster than the EU average. By
utilising funds generated this way and also
originating from EU funds, development pro-
grams accelerate and particularly grave social
problems are mitigated. Development pro-
grams prove efficient, because the scopes and
direction of developments are based on appro-
priate planning and an institutional system pro-
moting effective usage has been established.
The vision of convergence has come true fast!

Favourable external conditions also con-
tribute to the improvement of Hungary's com-
petitiveness, and opportunities arise for close
cooperation with member states of the
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European Union. Results of the innovations
achieved in the EU are available to Hungary,
along with joint research projects and extensive
usage of results. 

Between the years 2006 and 2015, Hungary's
GDP expands by 4 to 4.5 per cent. Consumption
picks up at a rate lower than the GDP growth,
but investments grow dynamically as a result of a
powerful expansion in EU funds; external bal-
ance improves. The criteria to adopt the euro are
met in 2008 or 2009. With a strong political
commitment, public finance deficit is reduced to
less than 3 per cent by 2008–2009. 

After 2010, economic growth temporarily
accelerates slightly, by 0.5 to 1 per cent, to be
around 5 per cent as a result of savings generat-
ed by the euro adoption, a substantial decrease
in financial risks of investments, and by the
implementation of EU-funded development
projects. The ratio of new types of goods and
services to be exported increases, exports
diversify geographically and also in the struc-
ture of goods and services. Accounting for a
low ratio at the present, services export picks
up, allowing a more efficient utilisation of
trained labour. Growth is innovation-oriented,
distributed in a wider scope in the economy,
development gaps between regions diminish,
and, apart from major international corpora-
tions, smaller foreign enterprises and
Hungarian medium-sized companies are also
doing well in the market race.

There is an influx of net EU funds and for-
eign direct investment, amounting together to
at least 4 per cent of GDP on annual average. In
addition to processing industry, promising
investments targets in health care, education,
culture, the real estate sector, logistics,
telecommunication, information technology,
and agriculture are also found by international
capital. Hungary's EU status represents an
investment attraction for third-party countries
mostly. Incumbent corporations reinvest most
of their profits in Hungary, their activities in

the country expand further. Investments into
business services and other knowledge-based
services promote corporate innovation activi-
ties in a wide scope. Multinational corporations
continue to relocate and bundle certain corpo-
rate activities (customer care, accounting,
financial settlements, applied research, and
technology development) to Hungary (and
other Eastern European countries). The cur-
rently low level of capital export accelerates,
and in addition to large corporations, some
medium companies also make investments
abroad. 

The reforms to achieve this dynamic path are
predominantly aimed at a comprehensive mod-
ernisation of government activities, which
directly affects public finance through expendi-
tures. Reforms are extended to municipalities,
state administration, education and vocational
training, health care, the pension system, and
other public services. In addition to reforms,
modernisation projects in a number of areas
promote the development of an active and
innovative corporate environment. In order to
enhance competition regulations and competi-
tion-promoting conduct, obstacles that ham-
per competition are eliminated as soon as pos-
sible, and the liberalisation of network indus-
tries continue. 

Right boat, wrong wind

In Scenario B – when the boat has been renovat-
ed but the wind is not right – world economic
conditions are worse, but Hungarian structural
reforms are advancing, the economy's potential
for growth and innovation increase, competi-
tiveness improves.

The leading role of the USA in global econo-
my dwindles; some of the acute problems of her
economy – such as a high debt ratio of house-
holds, and substantial deficits in the central
budget and the balance of payments – are man-
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aged for now, but these problems come to a
head in the medium term. The dynamism of U. S.
demand decelerates, slowing down European
exports and global economic expansion.

The economic power of China and India
increases further in global economy, but con-
frontation mostly with U. S. interest picks up,
particularly in the scope of research and devel-
opment. Contradictions and uncertainties
stemming from the impacts of globalisation get
more emphasis mostly because of uneven
income distribution; political and religious
conflicts intensify. 

High oil prices barely drop, staying steady at
levels much higher than earlier. This, coupled
with an unsteady energy supply, perceptibly
hamper the progress of global economy.

The rates of the main currencies (the U. S.
dollar, the euro, and the Japanese yen) change
considerably, the European Union's relative
competitiveness deteriorates. The relocation of
jobs from Western economies to cheaper
regions continues, protectionism intensifies
(the EU labour market remains inflexible).
Not enough competitive jobs are created in
Europe, while an ageing population puts an
increasing burden on the economy. Cheap and
trained labour migrating from foreign coun-
tries chooses North America, not Europe. The
demand for wage convergence in the EU
enlargement countries of 2004 is stronger than
the commitment toward new factors of com-
petitiveness. 

The scope of euro zone countries within the
European Union expands at a slow pace; the
internal integrity of the EU fails to get
stronger, forces of dissent intensify, a crisis
cannot be ruled out. The scope of countries
that violate the Maastricht criteria expands.

In the most powerful countries of the
European Union, no in-depth changes are
made in employment, social reforms, educa-
tion, taxation, and migration. Built-in brakes in
the European economy continue working,

hampering globalisation-driven innovation-
based convergence.

If, in spite of these relatively unfavourable
conditions, the Hungarian state reform is
implemented dynamically and adjustments to
achieve equilibrium are successful and the con-
vergence program is executed, then the con-
verge program continues, if only at a slightly
slower pace than outlined in Scenario A. The
country's GDP expands by 3 to 3.5 per cent
each year. Foreign investments may be lower,
there are fewer opportunities for cooperation,
and innovation results will not be that impres-
sive. Yet, economic growth still exceeds the EU
average (which is lower here than in Scenario
A) by 1.5 to 2 percentage points, but less could
be spent on developments and social cohesion.
Intensifying political and religious conflicts are
a drawback for Hungary as well, because bene-
fits stemming from globalisation can be utilised
at a lesser extent only.

In addition to a contraction of trade oppor-
tunities on external markets, high oil prices
also affect the external balance of the economy
adversely; the position of industries with high
energy demand deteriorates further and the
population face additional burdens. In the
event when the euro firms against the U. S. dol-
lar and the Japanese yen, Hungary's exports
denominated in the euro will contract, lower-
ing economic growth.

Good winds, torn sails 

Scenario C – good winds, torn sails – presumes
favourable conditions in the global environ-
ment but an unfavourable domestic backdrop.
In this case, Hungary fails to capitalise the ben-
efits of an intensifying integration in Europe
and global economy, or growth potentials
stemming from cooperation; no real reforms
are made, avenues of innovation are not
explored, state services are not modernised. All
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this means for Hungary that the convergence
process slows or halts entirely.

This alternative has to be considered because
structural changes and reforms that cut back
government spending either in the short or a
longer term are opposed, challenged and per-
haps stymied by considerable professional and
political forces (which even makes thorough
preparation of these issues impossible). 

In lack of reforms, public sector deficit is
reduced at a slow pace. Euro adoption is delayed to
2014 or even later. GDP growth decelerates to
around 2 per cent, while inflation speeds up.
Monetary processes (exchange rates, interest rates)
are unfavourable, external balance fails to improve. 

Battered canoe, heavy storm

Scenario D – depicting a battered canoe in a tem-
pest – represents unfavourable conditions in
global economy and failure for Hungary's eco-
nomic policy, in which case the influx of for-
eign capital drops heavily, and a large-scale cap-
ital extraction could be a realistic threat. This
negative scenario indicates a GDP growth of
no more than 1 to 2 per cent as well as grave
economic and financial problems.

CONDITIONS OF IMPROVING 
COMPETITIVENESS

The conditions necessary to improve competi-
tiveness are reviewed here in three groups as
follows: State activities; corporate environ-
ment; and investments into innovation. 

Comprehensive modernisation of state
activities

Regarded as indispensable, the essence of pub-
lic administration reforms is to create approxi-

mately 200 true decision centres (areas and
institutions) for financial, economic, and social
issues across the country on the basis of micro-
regions, cities, and regions. They would get real
revenues from real taxes; the weight of norma-
tive funding provided by the central budget
decreases consequently; the number of norma-
tives drops radically, their system is rearranged
entirely. The decisive majority of public admin-
istration should be based on such a system.
These changes are supported by restructuring
the local taxation system: In the case of some
new local taxes that are implemented on the
regional level, these revenues will be shared
between the town where these taxes are gener-
ated and the micro-region and the region. In
this design, local business tax is discontinued.

The present levels of task fulfilment should
be redesigned by all means, enforcing decen-
tralisation as the main direction. Most of the
present central tasks should be delegated to the
municipal sector, while some of the current
tasks of towns should be arranged on the level
of micro-regions (this requires rational central-
isation).

Regions should function as the optimal units
of competitiveness (the basic unit of interna-
tional competitiveness is a multifunctional
region, not the country). Human services
based on advanced IT basis as well as business
ICT-based centres should be connected geo-
graphically and physically. Conscious planning
of regions shall be started urgently, with a view
to development projects to be designed to
absorb EU funds in order to create the neces-
sary regional capacities by 2015 even in under-
developed regions.

In the central public administration, much
fewer institutions are needed, which, however,
should undertake their activities in a more
rationally organised manner. The directions of
the proposed changes should be as follows: 

Organisation, management: Reduction of
the number of ministries; consolidation and
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rationalisation of supporting institutions. Re-
regulating public administration procedures;
fewer grades in hierarchy; a more coordinated
teamwork; and making the parties involved in
mutual results (problem solving). Decentralising
tasks (partially); delegating tasks (from central
scope to regional or municipal competence).

Transparency: Making it clear and traceable
what public burdens finance what tasks and for
how much.

Monitoring and assessment; performance
criteria; measuring; rewards.

A “developing state” that manages EU funds,
too, shall be created. A powerful decision-mak-
ing centre, heavy coordination and interdepart-
mental discussions are needed to sort out vari-
ous development programs and those too many
rivalling priorities. This should be accompanied
by a resolute decentralisation from the min-
istries to the regions, and also by the transfor-
mation of ministries into strategic planning,
controlling and service providing organisa-
tions.

In the scope of education and training, the
fundamental change would be a different
approach and activity by schools and teachers.
In primary school, children should be taught to
learn how to read, write, use the computer
(information technology) and how to learn
languages. This kind of performance of stu-
dents (and teachers) should be regarded and
rewarded. At the intermediate level, vocational
training (and/or training that prepares students
for further training) that meets the demands of
the labour market should be implemented.

According to the concept of the Ministry of
Education, the number of higher-education
students will have dropped by 150,000 – or 60
per cent of the current headcount – by the end
of the decade, justified by demographic
processes and the demands of the economy
alike. The primary objective of the reform cur-
rently under way is to align higher education
levels to the requirements of the Bologna

process whose aim is to render the higher edu-
cation system transparent, compatible and
comparable in each country of the European
Union. Within higher education, a more
prominent emphasis should be put on technical
and natural sciences.

A significant portion of the government's
R&D activities (the Hungarian Academy of
Sciences) will become part of higher education,
and a more performance-oriented system for
funding will develop simultaneously.12

Interpenetration between the corporate sector
and the scientific scope will intensify.13 In the
scientific and research professions, bilateral
mobility on international level (to and from
Hungary) and also in the scope of sectors
(between corporations and research facilities)
should also be encouraged. In respect of certain
professions, migration of highly educated pro-
fessionals to Hungary could also be made a pri-
ority in economic policy.

Changes in financing education and training
would also be justified in the period surveyed.
The corporate sector has to participate increas-
ingly in training (retraining) and also in fund-
ing. The accessibility of higher education
entirely free of charges cannot be sustained,
either. Lifelong learning and language studies
shall be made a general approach.

In health care, application of the insurance
principle and the levels of neediness shall be
implemented. By involving private capital
under strict conditions, the sector could
embark on a favourable growth path. 

In respect of public services, a marked
change in the content of the role of the state is
seen: The owner's price-setting role is replaced
by an approach of influencing the social and
economic environment (security of supplies,
control of realistic prices). It is important that
the state shall not distort real market values and
prices by social aspects through corporations it
owns (as each government to date has made
this mistake). State ownership in certain com-
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panies in the energy sector should undoubted-
ly be retained, the selling of these stakes is sub-
ject to financial considerations. 

Improving the environmental 
conditions of active and innovative
corporate operation

When general business environment in
Hungary is examined from the aspect of com-
petitiveness, it is clear that competition in
Hungary is often hampered by business envi-
ronment regulations and certain (partially
state-owned) companies in spite of the EU
legal harmonisation and the competition inten-
sifying approach of the Lisbon Strategy. This
could be helped if: 

• the government disposes of golden shares,
• social aspects are eliminated from price

regulation in the electricity and gas supply
sector,

• the degree of market consolidation
decreases further in liberalised energy mar-
kets, the possibility arises for competition
even in customer services,

• domestic bias toward incumbent (decisive)
corporations in the telecommunication
market wanes, the positions of new
entrants improve, leading to a permanent
decrease in the real prices of these services,

• in the scope of railway cargo transport,
where Hungary was given derogation from
opening this market, the opportunities of
incumbent MÁV [Hungarian State
Railways] to restrict competition shall be
reduced, and competition should be creat-
ed for subsidies that come with state orders
for passenger transportation services. 

In order to make competition livelier, the
Competition Act should be enforced at a
greater extent, public procurement simplified
and at the same time controlled more strin-
gently.14 Efficiency is given priority in the case

of oligopolies stemming from the small size of
the economy and also in the issue of merger
control. 

Simultaneously to the rationalisation of state
tasks, the opportunity to lower public burdens
will likely open after 2010 as follows:

• public burdens on employment (social
security contribution primarily),

• the system of tax allowances that act as
incentives for various investments, innova-
tion, vocational training should be stan-
dardised (solutions related to innovations
processes need to be designed as soon as
possible),

• administrative tasks related to taxation
should be simplified, transparency improved,

• taxation to include environment protec-
tion components should be implemented.

There are two visible trends to impact the
taxation policy of the next ten years. One, a
unilateral simplification and standardisation of
taxation, the other, harmonisation to EU direc-
tives. The most radical design of tax simplifica-
tion and standardisation is the implementation
of flat tax.

As a result of the European Union's tax har-
monisation endeavours, the differences
between indirect taxes will diminish, not the
least as a result of an increase in online pur-
chases.

Investing into research 
and development and innovation

As a result of the intensifying significance of
knowledge-based economy, both quantitative and
qualitative progress, or even a breakthrough is
needed in its important areas, such as research
and development and innovation activities.15

On the demand side, an increase in corporate
R&D spending is promoted by advancing the
financing mechanism of Innovációs Alap
[Innovation Fund], which is hoped to get more
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sophisticated. Enterprises conducting R&D or
purchasing R&D from state-owned institu-
tions or NGOs will have to pay less in public
contributions. This rule should be extended to
business R&D service providers as well. In the
government sector, public technology procure-
ment (PTP) programs are devised regularly.16

Within these programs, governments (both
central and local) prepare technology innova-
tion plans, stating the proportion of technolo-
gy (innovation and/or R&D) content in their
public procurement projects.

On the supply side, priority should be given
to the realisation that application funds spent
on innovation (including R&D and sciences)
are utilised best when they help establish (cor-
porate) networks (e.g. relations between indus-
tries and universities, industrial clusters, etc).

Units in the Hungarian R&D sector that are
uncompetitive because of their small size clus-
ter into larger research communities, becoming
members in the few research communities; and
research communities working on identical
subject matters will develop into few networks
(or even virtual communities). Relative to
GDP, the increase in R&D spending should be
linked to institutional reforms aimed at
improving the efficacy of the knowledge indus-
try, and selection cannot be neglected.
Hungary cannot be competitive in all scopes,
but she could be among the best in some areas.

It is a complex task to ensure the framework
that provides incentives for R&D and innova-
tion activities that can serve a modern market
economy. The major components of such a
framework are:

• a critical mass of highly trained researchers
and engineers in the economy (this
requires an industrial background, thus
investment incentives affect this process
strongly, if only indirectly);

• intense external and internal mobility and
also between research centres and corpora-
tions (bilateral international mobility; cor-

porations participating in the steering of
science and technology policy);

• improvement of innovation statistics (in
addition to EU-aligned measuring, ensur-
ing the measurability of the impacts of
individual programs, for example combin-
ing the corporate R&D databases with
APEH [Taxation and Financial Control
Authority] and Companies Registry data
for research purposes);

• reforms in tendering should be made
(transparent decision-making process;
independent bid assessment; elimination
of “hand feeding” in the entire public sec-
tor [when applications, often for a ridicu-
lously low amount, are invited with a sin-
gle research facility in mind]);

• impact analyses of major R&D programs
(assisted by regular gathering of innova-
tion and competitiveness statistics men-
tioned above);

• institutional-level assessment (updating
the missions of government-controlled
research facilities; strategic and short-term
objectives with subsequently and publicly
assessed indicators; the weight of publica-
tions currently acting as performance indi-
cators should be reduced considerably, and
compliance with innovation and R&D
objectives within the collaboration of cor-
porations and research facilities should be
controlled instead);

• protection of intellectual property (patents,
trade marks, etc.) is updated, the efficiency
of law enforcement procedures related to
the infringement of (intellectual) propri-
etary rights increases substantially;

• the heads of research facilities operated by
universities (the Academy) should be
empowered to contracting, financial and
staffing rights, being personally responsi-
ble for the business operations of the insti-
tution in question;

• in order to lessen regional gaps, research
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projects made in collaboration between
Budapest and rural regions should also be
given emphasis, and regions shall be given
the responsibility to spend the funds and
manage these programs;

• efficient innovation policy coordination is
implemented among the institutions
involved.

EXPECTED TRENDS AND THEIR SYNER-
GIES ON THE BASIS OF SCENARIO B

Maintaining and improving the competitive-
ness of the Hungarian economy cannot be
done without implementing the decisive major-
ity of internal provisions; however, regarding
external conditions, the EU is not expected to
facilitate structural reforms with overwhelming
success in the next ten years. Therefore,
Scenario B is the most likely to come true in
respect of competitiveness.

Competitiveness is greatly determined by
the expectations of autonomous market play-
ers. In the first half of 2006, GKI Rt. [GKI
Economic Research Institution Co. Ltd.] made
a survey of the visions of corporate executives
for the next ten years, and of their expectations
of competitiveness factors and competitiveness
itself, and also of anticipated risks and dan-
gers.17 In the following sections of this analy-
sis, the results of said survey have been used
extensively.

Competition, market situation 

Company executives in the GKI Zrt. survey
were not optimistic about the future competi-
tiveness position of the European Union,
Hungary's largest market. By 2015, China,
Japan, and the United States will have out-
stripped the European Union. Nevertheless,
the most important impacts of the processes

between 2006 and 2015 on the business sector
will be an increasing sales opportunity for
exporters and their suppliers on the back of an
expanding global economy. Domestic demand
will also be rising. Moderately rising income in
households means good news for importers
and certain companies in the services sector. If
the restructuring of the system of social bene-
fits manages to improve the financial position
of the poor considerably, producers of foods
and other basic consumer goods will also bene-
fit from it as their sales opportunities grow.

Given a substantially boost by EU funds,
investments made by the central government
and local municipalities will ensure orders for a
wide scope of domestic enterprises in the years
to come.

Due to the expected reduction of public
finance deficit, markets currently financed by
budget funds and not related to EU programs
will shrink or transform into regular (or joint-
finance) markets. Some of the functions that
are presently fulfilled by budget institutions
will be taken over by the business sector. The
influx of private capital and an upswing of busi-
ness service providers in education and health
care are expected to accelerate, if not as a result
of reforms, then spontaneously.

It's not only the market that will expand
between 2006 and 2015, but market competi-
tion is also expected to intensify, especially in
areas where Hungary's EU accession has
demolished commercial obstacles or made
access through boundaries easier (for example,
in food industry and in the scope of small and
medium enterprises). Following the accession,
a lot of Hungarian companies were shocked to
see new competitors from the EU arrive to
their home markets, as predictions had indicat-
ed, but with time an increasing number of
Hungarian companies have obtained experi-
ence in doing business in EU markets. In the
years to come, the impacts of having learnt to
adapt to competition will be evident not only in



SOCIETY – POLICY – ECONOMY 

507

the results of major corporations but also in
those of smaller companies. The responders of
the survey mostly highlight a decline in
demand, new competitors, and muscle-gaining
old rivals as the major risks that threaten the
progress of their companies. Corporate execu-
tives are much more afraid of the arrival of new
competitors from the EU than of rivals outside
the EU (44 per cent and 26 per cent, respec-
tively).

In the next years, an explosive liberalisation
will take place in network industries, primarily
on the basis of the directives approved by the
EU. This will have far-reaching consequences,
as the market will go through a serious
reshuffling. The few existing state-owned,
monopoly-driven mammoth corporations
will dissolve, to be replaced by enterprises that
are able to provide internationally competitive
services in the market in question. This process
will take place in a concentrated period of time
– almost simultaneously – in the EU member
states, thus enterprises starting to prepare for
the changes before the others will have sub-
stantial leverage.

Against a backdrop of intensifying competi-
tion and globalising markets, enterprises will
reap successes that are able to adapt to global
economy processes and local conditions simul-
taneously. The easiest way for Hungarian
enterprises to achieve this is to join interna-
tional networks somehow that provide their
members with benefits in organising supplies
and sales, and collaborate in designing strate-
gies and development objectives. An intensify-
ing competition will increasingly urge enter-
prises for innovation activities. 

Capital accumulation, equity flow

Between 2005 and 2015, the expected dynamic
expansion of investments feeds on two
sources: Corporate investments increase fast

because of favourable opportunities in exports,
and development funds from the EU also rise.

Capital exports of developed countries will
be hindered by a slow expansion of their
economies and also by their domestic political
problems, yet Hungary could remain an attrac-
tive target, especially for EU-based medium-
sized companies, provided a favourable, secure
economic environment is created in Hungary
(by more flexible administrative obligations,
better labour and education, etc.).

As for individual industries, foreign direct
investments will be made – in addition to pro-
cessing industry, commerce (logistics), and
knowledge-based services – in health care, edu-
cation, culture, and agriculture, if regulations
permit. Also, scores of European small and
medium enterprises will establish businesses in
Hungary.

In order to optimise corporate activities on a
global scale, multinational corporations con-
tinue to bundle their customer care, account-
ing, financial settlement, applied research, and
technology development divisions to their
branches in Hungary (and other Eastern
European countries).

Employment, labour market

Between 2006 and 2015, an increase of approx-
imately 7 per cent is to be expected in the num-
ber of employment, representing an expansion
of 160,000 employees. Labour demand is
expected to grow by 0.5 per cent on annual
average in the years to come, faster than in pre-
vious years, yet the growth fails to lead to the
desired level of expansion in employment.

Corporate executives' visions also indicate a
slight increase in employment by 2015. The
corporations that forecast an increase in
employment typically employ at least 250 staff,
which leads to the conclusion that the head-
count-increasing ability of medium and large
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corporations will improve primarily. In the
scope of smaller companies, much fewer man-
agers expect a rise, and nearly half the respon-
ders say the present situation in employment
will not change considerably. Companies
engaged in postal and telecommunication ser-
vices anticipate a decline in this scope. 

The qualification level and composition of
employees will develop by matching the labour
market's changing conditions better. Lifelong
learning expands. An increasing scope of
employers will require employees to display
qualities that the current school system cannot,
or just partially, deliver, including aptitude for
cooperation, ability for teamwork, and com-
munication skills. Importantly, employers
should recognise their role in developing an
appropriate staff and ensuring the necessary
skills, and not to expect the education system
to release “ready-made” would-be employees. 

A slow change in the structure of employ-
ment continues. The ratio of agricultural
employees will drop below 4 per cent by 2015,
the employment role of industry will decline
somewhat, recording 23 per cent, whereas it
will grow to 8.5 per cent in construction indus-
try. Roughly one-third of all employees will
make a living in industry and construction
industry. The employment potential of services
and infrastructural sectors will develop in a dif-
ferentiated way, a marked increase is expected
to be seen in logistics, as well as in services that
assist real estate businesses, and also in other
“back-office” jobs. The employment role of
community service providers whose decisive
majority are operated by the central budget will
dwindle considerably. The significance of the
private sector in education and health care
intensifies continuously, but the community
scope will retain its dominance. 

Regional anomalies of employment as well as
structural tensions of unemployment will ease
a bit. The country's central and Transdanubian
(western) regions continue to be the strongest

employment magnets, but a shift in employer
composition will accelerate as a result of the
two-way movement of foreign direct invest-
ments. In the eastern and southern reaches of
the country, unemployment will decline a little.
International migration of trained workforce
will pick up, and foreign employees are expect-
ed to increase their role. In the second half of
the period, old EU countries are expected to
eliminate their labour market restrictions
implemented against newly accessed member
states, and the number of countries to accept
Hungarian workforce will increase.

Knowledge economy, innovation

Currently recording an extremely low level and
having fallen in recent years, corporate spend-
ing on R&D are expected to start growing in
the years to come, partially as a result of incen-
tives ensured by the tax-like contribution on
innovation, and a similar increase is expected in
an expanding scope of small and medium
enterprises. Due to budget limitations, govern-
ment-financed R&D expenditures will be
growing at a very slow pace only. Achieving a
minimum level of R&D spending at 1.6 per
cent of GDP – which, however, would still be
insufficient for a long-term dynamic techno-
logical development – is not to be expected
before the end of the decade at the earliest. The
survey indicates a very strong corporate expec-
tation for a step-up in R&D and innovation
activities. Companies projecting economic
convergence indicated a growing importance
for innovation, but those forecasting a decline
in innovation accounted for a very small per-
centage of the responders. If these processes
went in line with corporate expectations, the
unfavourable trend, having prevailed to date,
could finally be broken. In this question group,
it was larger corporations primarily that opted
for intensifying R&D and innovation process-
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es, particularly in processing industry, but com-
panies engaged in postal services and telecom-
munication also displayed an extremely strong
expectation (desire) for an upswing in R&D
and innovation.

Regional and environmental impacts,
infrastructure

Regional differences in Hungary will not abate
spectacularly. Budapest and rural areas, west
and east, central and southern Hungary con-
tinues to progress at different speeds and on
different paths of development. Innovative
individuals' slow flow to the central and west-
ern regions of the country will be a continuing
phenomenon. Income gaps will permanently
survive both on regional level and within the
network of towns, which in turn could intensi-
fy political and social tensions in the future.
With the emergence of EU funds, regional lob-
bies are expected to gain strength. 

The dominance of Budapest and the lack of
big cities are not expected to change in the next
ten years. The projected role of Budapest is one
of contradictions: Vienna, by its superior finan-
cial and organisational power, will most likely
become the hub of the region, while Budapest
will fall behind because of her inferior
resources, poor development concepts, and
outdated infrastructure. Incidentally, foreign
investors believe Budapest has great potential.
What would help much is if Budapest were
“better designed”.

In rural areas, accounting for 61 per cent of
the towns and villages in Hungary and 30 per
cent of the country's population, lack of jobs
continue to be a problem, and the population in
these regions either migrate or become aged.
This is a significant tension spot of Hungary's
locality structure, and even though there will
be successful development projects, hardly any
changes are expected in the overall picture.

Border-zone cooperation with neighbouring
countries (including four EU member states)
could open new avenues in Hungary's regional
development. Apparently, a new development
and communication hub is being established
from Komárom to Szentgotthárd, and the
region's earlier marginal status is rising. The
European Union will continue to support coop-
eration along internal and external borders.

Savings-oriented and efficient management
of natural resources slowly gains recognition.
That the economic growth should take place
with a dramatic decrease in unit material and
energy consumption and an absolute reduction
in the emission of materials that are especially
harmful for the natural environment can be
achieved by applying the tools of environment
protection, economic incentives, legal regula-
tions, and the enforcement power of social
groups. Outdated technologies in industry are
conquered, opportunities arise to employ new,
environment-friendly technologies.

Environment protection in Hungary contin-
ues to develop along compulsory paths. In the
case of organic development, environment pol-
icy would endeavour to solve environmental
problems that affect the population directly,
whereas solutions to global problems and the
execution of obligations stemming from inter-
national treaties would be relegated. As a result
of Hungary's accession to the EU, internation-
al obligations have remained at the top of the
priorities list, providing one of the reasons for
a lesser social support for environment policy.
The development of the institutional system
will not be given appropriate attention in the
period surveyed, therefore hardly any progress
will be made to close the gap in this scope.

Following the example of numerous EU
member states, development plans and strate-
gies for a time span of 5 to 10 years or longer
should be devised in the scope of infrastructure. 

Some parts of various sectors of infrastruc-
ture (railways, air transport, postal services,
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etc.) run substantial losses, currently financed
by the central budget. In the case of rationalis-
ing the state-operated railways, grave problems
of employment arise that are hard to manage
socially or politically, but these problems are
typical of the railways of other EU countries as
well. In Hungary, rationalisation – streamlining
the number of employees by an additional 15 to
20 per cent – looks increasingly inevitable. At
the railways, nearly 60 to 70 per cent of the
staff are untrained workers, and only 1 to 2 per
cent of the employees hold a degree of some
kind. At Magyar Posta [Hungarian Post], mod-
ernisation is more powerful, but a considerable
redundancy should take place. 

In infrastructure, liberalisation, market com-
petition, partial or full-scale privatisation
proves superior at an increasing rate. In order
to achieve success in this scope, tariffs of ser-
vices should gradually be based on market
terms. In market economies, business and
social policy should be separated strictly. The
practice cannot be sustained that only 10 per
cent of railway passengers are charged full fare,
while 90 per cent pay partial price or nothing at
all in Hungary.

As for the perspectives of individuals indus-
tries, the GKI Zrt. survey indicates that one-
third of the development opportunities that
ensure the fastest pace will be realised in pro-
duction industries, but two-thirds of them are
likely to emerge in service sectors in the years
until 2015. In respect of the structure of devel-
opment Hungary faces in the next decade, the
responders in the survey forecast a shift toward
the services sector.

Tourism came in as the winner of the sur-
vey with considerable lead. Medical and well-
ness tourism are two areas with substantial
growth potential, followed by information
technology (computer technology and relat-
ed services including telecommunication).
Construction industry continues to expand
very dynamically in the years to come, being
one of the biggest gainers of Hungary's acces-
sion to the EU. The development of trans-
portation, water issues, waste management,
and piped infrastructure is one of the main
items on the agenda in the next decade, and
most projects aimed at these areas will be
supported by EU funds. Logistics continues
its fast-paced progress. 

1 This article is an abridged and updated version of an
excerpt from a book compiled by the authors by
using the studies made for the project (see
Literature). Fehér könyv. Magyarország 2015-
jövõképek, [White Book. Hungary 2015 – Visions]
MTA-MEH Projekt-MTA Szociológiai Intézet,
Budapest, 2006 [Hungarian Academy of Sciences –
Office of the Prime Minister Projects – MTA
Institute of Sociology; Budapest, 2006]

2 The index is based partially on statistical data and
partially on numerous expert surveys (therefore on
subjective opinions of experts).

3 Unit labour cost, or ULC, is the indicator that shows
the amount of labour cost required to produce one
unit of GDP.

4 The following definition shall be used hereon:
Export orientation = export sales/total sales

5 According to corporate surveys looking back 10 years,
the ratio of enterprises implementing new products
and/or technologies reflect a decreasing trend. There is
a clear relation between innovation endeavours and
competitiveness: As self-assessment of competitive-
ness degenerates, so does the intensity of attempts to
introduce new products and technologies.

6 No newer data are available in respect of such a wide
scope of countries.

7 “…entrepreneurship, information and communica-
tions technology, innovation and human capital are
critical policy areas for growth and productivity”.

NOTES
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(Micro-policies 2005). The project is based on the
methodology of quantitative benchmarking, as a
continuation of OECD's Growth Project of 2001.

8 Chen – Dahlman (2005)

9 It stands true even if the most innovative countries
of the EU (Scandinavia, particularly, Denmark,
Finland, Sweden, and sometimes Iceland and
Norway) are outstripping the USA and Japan in an
increasing number of indicators, see Novotny
(2005) 

10 Sapir (2004) and Camdessus (2004) cited by
Aghion et al. (2005)

11 The result of a joint survey by Battelle and R&D
Magazin. Cited by INFINIT (2005)

12 Government-financed R&D shall basically serve
economic and welfare purposes, with a few excep-
tions in cultural, historical etc. research.

13 For example, in the governance of science and tech-
nology policy, in editorial committees of publicly
financed scientific journals, PhD criteria, etc.

14 In international comparison, the ratio of public pro-
curement in terms of GDP is very high at 30 per
cent, whereas the OECD average is around 20 per
cent only.

15 In fact, thinking in an innovation system, rather
than numerical targets, should be the general
approach, and it would be very important for
Hungary to have a flexible innovation system that
could react swiftly to fast-paced global changes
(Borsi, 2005).

16 According to international examples, opportunities
for PTP programs are mostly offered by certain sec-
tors of health care and (public) security, but in fact
R&D components could be considered in every
public procurement project with technical content.
In Austria, for example, tar types are being devel-
oped for motorway construction to ensure an 8 to
10 per cent lower noise level. Tests indicate that, in
case industrial implementation is successful, noise
impact could be reduced by 40 to 50 per cent, which
would be a substantial factor in life quality improve-
ment.

17 In spring 2006, GKI organised a survey in the cor-
porate and entrepreneurial scope to map company
managers' vision for a longer term (until 2015). The
questionnaires were sent by mail to 7,500 enterpris-
es and 714 sent back the questionnaire ready for
assessment. The response rate recorded nearly 10
per cent, a good result for similar surveys. Based on
the number of staff, the companies that participated
in the survey covered roughly 12 per cent of the
enterprise scope, which provided appropriate back-
ground to the survey.
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Pál Tamás

Knowledge-based society in
Hungary in 20151

TTwentieth century strategic thinking in Hungary
was characterized by policies assigning special
importance to knowledge, the level of experts, to
science, education and the role of culture in soci-
etal development. Especially since the new start
following the Trianon Treaty (Editor! the peace
treaty concluded at the end of World War I that
established the new borders of Hungary), the cult
of first-class intellectual products made in, or
related to Hungary has been a central part of the
Hungarian national self-image. Intellectuals, at
least, have believed to find the value, the excel-
lence of the nation for Europe and the whole
world somewhere in the special importance
assigned to knowledge production. This was most
obvious in the science policy of education minis-
ter Klebelsberg as early as in the late 1920's. It
was also apparent in the scientific-technical revo-
lution concept of the modernization wave of the
1960's, in the utopias of the 1960-70's on the
opportunities of automation and computeriza-
tion, in the economic reform ideas of the late
1960's on innovation and later, from the early
1990's onwards, in the development of IT net-
works and in the import of information society
concepts urging state involvement. Despite these
concepts, the internationally comparable per-
formance of the sectors concerned did not reach
an outstanding level, radically ahead of the gen-
eral development of the country, however. It did

not lag behind the average development, either; it
rather reflected a general, transitional position of
the Hungarian society in Central-Europe and in
a wider economic-social scale.

KNOWLEDGE SOCIETY 
ON THE SEMI-PERIPHERY

For over 30 years, Central European economies
have tried to adapt to the effects of globaliza-
tion and the appreciation of knowledge pro-
duction in various ways. Before 1989-1990, this
adaptation had a given geopolitical framework;
state socialism inevitably concealed certain
forms of the adaptation, while some others
could not be tested. After the political change,
however, economic and social policy in
Hungary tried all the means applied by nation-
al governments in other peripheries of the
world system. Deregulation and privatization
policies were launched, the labor and financial
markets were liberalized, major state compa-
nies (except if they had gone bankrupt right
away) and, later on, the majority of services
were sold by the state and local governments
and various trade regimes were liberalized.
Following from the economic philosophy of
the Washington Consensus, the specialization
of the industry and the mobilization of the
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workforce were shifted to areas offering
greater competitive advantage. Adapting coun-
tries, in Latin America, for example, had been
disappointed in several aspects by then. The
economy and society had become fragmented,
cohesive links had loosened, several long-term
educational and human capital investments had
been indefinitely postponed and the reforms
had involved a more unequal distribution of
burden on various groups of society than pre-
viously expected. It was the refined versions of
clear market approaches that reached Central
and Eastern Europe and the supply and educa-
tional systems established during state social-
ism, even though in ruins, were obstacles to the
unchanged adoption of the Latin American
versions. The goal of the reforms was
unchanged, nevertheless: by eliminating the
measures and restrictions hindering various
market forces, it was the establishment of the
automatisms of an accelerating development
model that remained the primary task. The sys-
tem thus developed in the region may be
understood as an example of asymmetrical
globalization. Thus, the fluctuation of growth,
the ruptures of the innovation chain, the imbal-
ance in the distribution of resources and the
growing inequality of incomes can all be
arranged into models. 

After 1989–1990, Hungary clearly chose
export-oriented industrialization to be the cen-
tral element of its development policy and,
although the period of state socialism had not
simply been an example for import-substitut-
ing industrialization, either, it had been similar
to the Latin American period of import substi-
tution in certain ways. In any case, it similarly
ended in indebtedness, it similarly forced out a
period of reforms in the 1980's and it similarly
led to the introduction of a new, open model in
the 1990's. Considering the Central-East
European region as a whole, export perform-
ances improved but, in the majority of coun-
tries, imports grew faster than exports.

Although the rates of growth were higher than
in Western Europe, they did not come close to
the growth rates in the East Asian rivals, and
the problem of poverty grew worse instead of
showing any improvement. In the 1990's, after
a sharp initial fall, there was a rise in GDP, but,
at the same time, the groups under the poverty
threshold had grown, instead of getting smaller
in size. Unemployment and the operation of
the informal economy got increasingly inter-
twined and, in certain regions, probably the
majority of new employment or rather money
earning opportunities were available in the
informal sector. Liberalization presupposed
that there would be a growing demand for
unqualified workforce and thus the employ-
ment rate and the income level could both rise,
but the internal structural deficiencies of the
educational system that became apparent very
soon, as well as the general appreciation of
information technologies primarily increased
the demand for qualified workforce. Income
differences grew accordingly and many of the
new places of employment were of a low quali-
ty (in that they involved short-term assign-
ments with low salaries, deteriorating work
conditions and loosening social protection and
solidarity). This in turn affected the innovation
potential of Central Europe, too, since due to
the swell in temporary and informal jobs, com-
panies were not encouraged to invest in train-
ing, or increase productivity. 

From the mid 1990's, the notion of knowl-
edge-based society has become the key concept
of major EU policies, including both short-
term competitiveness and long-term strategic
policies. Various EU mandates have differed on
the composition of knowledge-based society ,
however, and regulatory work in Brussels has
been carried out in various official frameworks.
There has been a team specialized in research
development, another in skills and a third one in
media regulation, while a fourth office has spe-
cialized in studying the social environment of
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the info-communication sector. The terms of
knowledge economy and knowledge-based
society have been used in all areas but the
underlying concepts have not always been the
same. The largest apparatuses and the most
comprehensive EU policies were developed in
research policy and related to the information
society policies at the earliest. These policies in
fact started to intensively focus on candidate
countries, too, very soon. Thus in the modern-
ization of the Central European policy in the
1990's, in the above-mentioned two fields,
national policies were formed or influenced by
the will of Brussels to a great extent, often at
the level of actual projects, from the beginning
of the reforms. Education primarily remained a
national competence but towards the end of the
nineties, the Bologna Process put the reform of
higher education on the agenda in all Member
States. Under the Lisbon goals, in the various
EU documents with various focuses, knowl-
edge economy – especially its clusters directly
related to innovation and research development
– has been assigned special importance. 

BASIC ISSUES

Three basic issues must be made clear in the
beginning.

To what extent should we deal with the
sectors of knowledge industry and to what
extent with knowledge-based society as a social
order? 

To what extent should the various sectors
of the knowledge industry be dealt with sepa-
rately, i.e. traditionally as educational policy,
research policy, innovation and the media, or
should knowledge production and dissemina-
tion as a whole be treated as a system, beyond
the description of the individual policies and
their effects? 

Should we and can we apply a bottom-up
and a top-down approach at the same time?

Which is to say that, clearly, the sectoral prob-
lems of the knowledge industry should be the
starting point, but would it not be useful at the
same time, as an experiment, to formulate,
along synthetic indicators, possible and desir-
able states in the knowledge economy of the
society by 2015–2020 and examine what the
various sectors of the knowledge industry are
able, or unable to do to attain these? 

In the nineties, major international organiza-
tions started producing comprehensive reports
on the knowledge economy or knowledge-
based society. It was basically the problems
raised by these reports that governments and
national administrative systems started to react
to by their own policies. This is what should be
referred to as the first generation knowledge
policy. In these texts, the emphasis was on the
novelty of the phenomenon – as a system –
because of which nobody really cared what
interfering effects the various knowledge
industrial sectoral policies had on one another.
In what aspects they undermined one another
and in what ways they unintentionally shifted
the emphases of one or another policy.
Understandably so, because in this phase the
primary intention was to mobilize govern-
ments, implying that it was governments that
should take definite and determinative action.
Since in the nineties there was no turn in any of
the sectoral knowledge industrial policies in
Hungary despite the rhetoric, it would be quite
obvious to force out the change now, 10 years
after Western Europe, as is usually the way. But
should we not make an advantage of the back-
log at least in this respect and try some second
generation knowledge policy? That is, to shift
towards the integrated policies of the state, the
corporate sector, the academy and the civil
sphere? After all, this would be a kind of
knowledge capitalism that could be interpreted
as the subtype of some formation. For this it
should be specified, however, what knowledge
markets in Hungary may be like in the next
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decade, what advantages certain persons,
organizations and institutions could draw from
controlling some part of the knowledge and
finally, in what ways knowledge could actually
become capital (as human capital, research
results or some other ways). In the current lit-
erature, there are two models for knowledge
production. The first one is Mode 2 scientific
knowledge production concept. The second
one is the Triple Helix of research-industry-
government relations. Mode 2 knowledge pro-
duction is application centered, constantly
moving in the demand-supply field and, from
the very beginning, it seems useful (or offers
benefits) for some key societal players. The
Triple Helix model emphasizes inter-institu-
tional cooperation and indicates that knowl-
edge production in its new concept leads to the
creation of new, hybrid structures between the
academy, the industry and the government
which, instead of the chain-like institutional
cooperation in innovation and knowledge
application, force out the prominence of net-
work structures. 

In the concepts of common use, knowledge
is seldom defined separately and the interrela-
tion of training, R&D and the IT infrastructure
has not been clarified, either (i.e. we do not
know if the backlog in one area can be coun-
terbalanced, along an indicator package, by rel-
ative development or advance in another area).
The digital divide between households, regions
and countries primarily highlights the availabil-
ity or unavailability, or sometimes the quality
of technological elements. The question is to
what extent narrowing the knowledge gap is a
prerequisite for accelerating development. At
first glance, it certainly is, but a comprehensive
analysis is required to get a detailed picture.

There is an antithesis that can probably be
defended against the above: the growth of
knowledge-based economy involves the widen-
ing of the knowledge gap, both between coun-
tries and between various societal groups. This

gap thus probably becomes a prerequisite for
growth, too, in a peculiar way. In the
1970's–1980's, New Economy indeed con-
tributed to the narrowing of the income gap and
to the reduction of some other forms of related
inequality. In the 1990's, however, the gap grew
in industrial countries, despite the partial equal-
ization of the informatics supply level. 

In 2015, the consequences of the education-
al reforms launched in the 1990's will already be
reflected in the composition (and probably also
in the qualifications structure) of the new
groups in the labor market. For the interpreta-
tion of the latter – in higher education, for
example, and probably also in adult education –
educational political-historical analogies related
to the growth and inflation of educational sys-
tems can be used. 

Here, an attempt is made to clear the follow-
ing, among other things. 

What is the development of supply and
demand like in the educational markets, espe-
cially regarding knowledge-intensive sectors or
corporate groups? How will elite secondary
schools founded in the nineties react to the
demographic fall in pooling opportunities?
What do supply and demand mean for this type
of schools? What will be the real source of
growth here in the next decade: demand or
supply?

What role does the private sector have in
the various fields of training? What share
should the economy employing the workforce
have in the direct financing of the training that
it requires (e.g. in technical higher education)
and what could it get in return? How much
weight should this corporate sector have in
financing the development of the system (i.e.
its projects reaching beyond its daily opera-
tion) in 2015? 

How bad can the replacement effect be,
i.e. when private funds serve the operation of
system elements earlier established through
public funds, instead of serving new demands?



SOCIETY – POLICY – ECONOMY 

518

Could it be possible in Hungary for private
funds not to simply replace public financing
but to precede these in some fields and actual-
ly generate growth thereby? And the state
would then actually approve those courses of
development and become a secondary player in
the courses of development identified as
important by the private sector. 

What forms can institutional or sub-sec-
toral competition have in the educational sys-
tem of a thus widened capacity? Where can it
contribute to quality increase or anticipate the
demand for degree production in the next ten
years? Do we have a picture of what institu-
tional constructions or forms of training may
be the winners and losers in this process?

Who will be able to formulate training
ideals for the system in the next ten years: the
state, the educational elite or the buyers' mar-
ket? How will their power relations develop in
influencing the contents development of the
educational system?

There are three motives or major subtypes
in the 20th century history of the expansion of
the educational system.

• External transaction (when external inter-
est groups negotiate with some part of the
educational system in order to achieve that
the latter establish particular services in
return for some funds put at their disposal). 

• Internal initiatives (when the growth poli-
cy emerges within the system itself and
looks for new markets for the special
expertise produced by the system). Finally, 

• political intervention, when, for some gen-
eral social political consideration outside
the knowledge economy, it is the state that
determines expansion. 
Could it happen that important interest

groups – companies employing graduates or
some of the families interested in attaining
higher education diplomas – withdrew their
confidence from the state as the education
service provider (as has already happened in the

case of denominational schools offering good
opportunities in further studies)? And, prima-
rily, with reference to what they saw as an
unsatisfactory state of public education, they
would try to establish their own elite training
institutions (and where this was not possible,
they would start using European higher educa-
tion institutions abroad in great numbers). In
what ways could a potential withdrawal from
the state educational system begin and which
are the highly sensitive fields where the latter
could become a mass-scale phenomenon? 

What will happen to technical training?
There are ongoing debates everywhere in
Europe on the desirable forms of technical
training, on the organizational responsibility
necessary for the operation thereof as well as
on the raising of funds. The former system of
technical training in Hungary has more or less
collapsed and there have not even been serious
debates launched in the field, let alone a gov-
ernment decision for a desirable new model to
be followed. To what extent should companies
be involved in solving the problem? What is the
desirable skill structure like that is able to
attract the highest number of foreign investors
to Hungary, who could in turn create the high-
est number of new jobs in the next decade?
And how could the same skill structure be
interpreted from other viewpoints like the
quality of life or social cohesion?

THE STATE OF THE RESEARCH SYSTEM

In 1989–90 and the years to follow, ideas
regarding the scientific and technological
development capacity and opportunities of
Hungary had a prominent role in the plans,
dreams and hopes of the intellectuals forcing
out the political change, related to the new
Hungary. It was obvious that, considering the
then economic development level and geopolit-
ical position of the country, its research institu-
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tional network and R&D workforce could
seem overdeveloped or excessively numerous
in the short run. But both the professional elite
and politicians opined that the two weaknesses
of the system, the insufficiently organic inter-
national relations and the low input compared
to the size of the R&D workforce could be eas-
ily dealt with. The end of the Cold War offered
an exceptional opportunity for internationaliz-
ing relations and, because at the global level
there was a shortage of high technology work-
force, it seemed that the Hungarian capacity
could be sustained by the orders of major inter-
national development centers (i.e. could be
outsourced, so to speak) until the necessary
sources within the country were available once
again. 

Not quite contrary to the above, there was
a negative scenario as well. On the one hand,
the acceleration of brain drain, a phenomenon
unfolding already in the 1980's, was feared.
There were worries that, as the opportunities
of traveling and working abroad widened,
Hungarian R&D workforce that were, or could
become of an international rank might gradual-
ly leave the country and, in search of better liv-
ing and working conditions, might be perma-
nently or even irrevocably lost for the
Hungarian science and technology policy. And,
at the same time, as the Western export restric-
tions, which had determined the international
trade of high technologies in several fields for
Hungary before, loosened, these products
appeared in Central and Eastern Europe, too,
and the development capacity, or even the insti-
tutional networks that had been constructed as
a replacement, simply became superfluous, and
the systems developed in original but autarch
systems became unmarketable. These two fac-
tors, although in different ways, could under-
mine the whole system of research and devel-
opment in Hungary. 

At the same time, public opinion in
Hungary and the foreign experts invited to

examine the then R&D system agreed that a
prerequisite for survival was to adjust the struc-
ture of the system as well as the policy instru-
ments used therein to the Western examples.
And since in the systems presented as analo-
gies, organizations similar to the academic
research network and industrial sectoral devel-
opment institutes either did not exist or, com-
pared to their weight in Hungary, were smaller
and were less complex than those in Hungary,
major reforms, downsizing and restructuring
were recommended in these sectors. In the
desirable new structure, research was to be
assigned to universities, while development to
production companies, basically. 

Economic policy makers in the 1990's
were deeply convinced that, in the institutional
restructuring of the economy, market logic
would in itself decide what kind of innovation
was necessary for whom and it would also turn
out as a consequence, the existence of which
technology capacities was justified and which
was not. State intervention was regarded
unnecessary in this aspect, too. Therefore,
there was no need for an explicit technology
policy, either, it was concluded, since corporate
logic would inevitably overrule everything. The
only role of the state technology policy could
be the application and essential local adaptation
of the policy instruments tested elsewhere, the
application of which, with the aim of increasing
the efficiency of market effects, had become a
routine elsewhere (development parks, innova-
tion incubators, scholarships of further educa-
tion and mediatory networks). The new indus-
trial system in formation, during the economic
crisis and on the semi-periphery of the interna-
tional system, certainly did not look for break-
through points in research-intensive fields. The
few examples in the pharmaceutical industry, in
electronics and agriculture did not change the
general trend. Thus it was not the permanently
low GDP rate spent on R&D (GERD) that
was the biggest problem in the R&D system
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but probably the fact that, within the former,
the rate of subsidies coming from the competi-
tion sphere was just half or one third of what
was usual in Western Europe. 

The 1990's inevitably corrected these sce-
narios. The academic research network was sta-
bilized, albeit its size had shrunk by one third.
Following from the edge conditions of the
unfolding higher education reform, university
research opportunities became most unequal. In
the first phase of the reforms, basically following
the Western European examples of two decades
before, the focus was on radically widening the
admission framework. While in the West this had
initially been carried out in the wake of what
seemed to be a permanent general economic
upswing and, as a part of the reforms, compre-
hensive investments were put in the system, in
Hungary it was the other way around. The eco-
nomic collapse in the early 1990's rendered a sig-
nificant increase in state funds an illusion, the
majority of citizens were unable to pay for high-
er education services and potentially unem-
ployed young age groups were also to be dealt
with somehow. Accordingly, the radical increase
in the number of admitted students had to be
managed more or less without any increase in the
teaching staff and in the rooms and laboratories
already available. Thus, the conditions of univer-
sity research radically deteriorated, although not
at the same extent at various places. And since
higher education policy, quite understandably,
focused on the radically new education organiza-
tional tasks, there was a dramatic fall in the
weight, the evaluation, as well as the performance
indicators of university research. In the late
1990's, debates were launched on the above and,
although the deteriorating trend probably
stopped in some places and respects, for the time
being, no turn can be spoken of. 

By the restructuring of the economy, the
appearance of multinational companies and
their gaining determinative weight in the cor-
porate sector, the R&D abilities and interests

of the industry have radically changed. As
regards the economic structure, the weight of
technology-intensive sectors is too high com-
pared to the level of economic development in
Hungary, while companies primarily rely on
the results available in international technolog-
ical networks rather than their own develop-
ments here in Hungary. The rate of technolo-
gy-intensive sectors in the Hungarian and
Swedish economies, for instance, is approxi-
mately the same. At the same time, there is an
eight times difference in the corporate sectors
in this respect. As consequence of this, the sec-
toral structure of the Hungarian economy
already meets the structural requirements of
modern economies according to its technolog-
ical features, while its research intensity and
intellectual content still fall short of the
requirements. Thus, the potentially required
restructuring is to be implemented within the
sectors rather than intersectorally. 

Considering the new Member States of
the EU, Hungarian innovation and technologi-
cal development capacities are in the top third
of the group, but in most cross sections, they
are not among the best three (in most cross
sections, the Czech Republic, Estonia and
Slovenia are all better than Hungary).
Regarding the overall performance of the sys-
tem, the general belief according to which the
innovation performances of Hungary are better
than its general economic performance and are
outstanding at the regional level, is thus simply
not confirmed by data. Performances do not
change along a simple East-Western axis, how-
ever, but the catching up potential differs
according to the research abilities, technology
absorbing capacity, diffusion capacity and vigor
in demand of the innovation system. As
regards the absorbing capacity, Hungary is just
in the middle of the list of the new Member
States, while in research capacity it is relatively
better and comes the third in the list. It is also
among the top three as regards diffusion.
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In the 1990's, there was no improvement
considering the regional inequalities of the
R&D system; in fact inequality probably
became more marked. Internationally registered
basic research (not as individual products but as
institutional achievements) was conducted only
in Budapest and a few major university centers
in the country (primarily in Szeged and
Debrecen). In the case of a significant part of
new universities or colleges of higher education,
higher education performance was not yet
accompanied by proportionate scientific
achievements. A high percentage of lecturers
were guest lecturers from Budapest or other
major universities, who spent the least necessary
amount of time at the headquarters of the insti-
tution concerned. This undoubtedly restricted
local research spirit and ability. Significant cor-
porate development divisions, especially ones
with international relations, were, once again,
almost restricted to Budapest, with only a few
exceptions. As regards local research-intensive
innovation clusters with an internationally effec-
tive range, there were in fact no examples for
these at all. The new technological districts of
Western and Central Transdanubia were essen-
tially independent from local developments and
new technological knowledge production abili-
ties; the new higher education clusters of the
region had no significant presence in this respect
yet. As regards the traditional scientific centers
in Eastern Hungary, on the other hand, no sig-
nificant corporate network using the local adap-
tation and diffusion capacity had developed
around them as yet. 

By the second half of the 1990's, a range of
companies nevertheless developed which, irre-
spective of whether they were of Hungarian or
foreign ownership, were willing and able to
operate significant Hungarian technological
capacities. This range was relatively narrow,
however, but what is more important is that in
the stabilized economy of the final years, it did
not widen, either. 

In the network examined, the state is
determinative as the maintainer of institutions
but is hardly ever present as a project financier
or innovation organizer. The will, guarantee
and responsibility of the state are primarily
reflected in the state's role in maintaining the
infrastructure. The state provides the salaries,
maintains the buildings and, from time to time,
purchases some instruments and it also guaran-
tees access to some major international data-
bases. But it does not really ask for anything in
return, except that it wants the system to oper-
ate smoothly if project moneys are made avail-
able. Beyond this, the state certainly also
appears as the financier of projects like OKTA
(National Scientific Research Base Policies),
NKFP (National Research and Development
Policies) and other major projects as well but,
from the point of view of the researchers'
budget, these are not considered subsidies fol-
lowing from state policies but rather some
funds existing as a consequence of the laws of
nature , which can be divided up by the
research elite. A real evaluation of research
units outside the academic network is basically
non-existent. The state does not appear as an
unavoidable and determinative primary finan-
cier (even though it is the state that maintains
the examined research workshops, almost
exclusively at the level of their basic operation),
because state subsidies are guaranteed and not
target-dependent. And the research elite have
got accustomed to the fact that efficiency can
only be spoken of if subsidies are not guaran-
teed but are dependent on some targets or
solutions, at least in the rhetoric.

In the system, there are no genuinely
functioning research political priorities or, if
there are some, these only exist as paper refer-
ence when research project plans are submit-
ted. It is by no chance after all that no
Hungarian priorities are known of, since no
priorities have existed for years. Interestingly,
even the European priorities appear only in the
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forewords of research project plans, related to
the key concepts mentioned therein. Many of
the researchers interviewed cannot identify
clear subsidization goals or tough selection
principles even there. And since today's
research elite are able to recall real priorities
primarily from the time of state socialism
(although these were not real , either), if prior-
ities are mentioned, it is first of all these once
priorities that they can think of. The way of
operation and the policy environment of the
once priorities have certainly sunk into obliv-
ion by today, and they cannot be adjusted to
today's research environment in any case. The
research elite have actually seen no mission-ori-
ented research in Hungary yet and, according-
ly, they are unable to think of that as a scene of
role-taking by the state. 

At the international level, there are two
basic types of major technology political proj-
ects. The first type arranges capacities around
major technological assignments, or aims at the
construction of complex technological sys-
tems, while the other serves horizontal diffu-
sion, the testing of results. In Hungary, the
first type is basically unknown, but there would
be no need for it, either, because there are no
such Hungarian technology-intensive corpora-
tions whose international position could or
should be improved in this way. And, since in
industrial policy there are no national champi-
ons, a technology policy supporting these does
not exist, either. 

There are no policies subsidizing revolu-
tionary new ideas by abundant funds which, if
successful, will bring disproportionately high
financial and moral return compared to the
investments but which also risk a spectacular
failure. The overwhelming majority of projects
in Hungary (whether they are financed by
Hungary or the EU) almost lack any risk fac-
tors. They do not involve any risk of intellectu-
al failure (as far as one can see?). Accordingly,
those interviewed expect increasingly less from

the state strategically, as regards the innovation
system and even the rearrangement of their
own research conditions. And as there are no
serious mission-oriented projects and, at the
same time, no large-scale adaptation policies or
networks have been established, either, the sys-
tem that has not expanded in either direction
attempts to meet the momentary needs of the
elite of a dozen major research institutions
related to slow pace development projects,
within its own limited framework. 

Due to the inflexible research financing
practices of the EU and the growing distrust
between researchers and policy players therein
makes it increasingly less attractive for many
researchers to cooperate in joint projects
financed in this way. This attitude cannot per-
fectly be counterbalanced even by the attempts
of the Hungarian research management to high-
light and laud EU projects, using them as gener-
al institutional and personal success indicators in
the long run, either. If simpler alternatives for
financing can be found (from Hungarian
sources, for example), many researchers would
prefer to choose these. A considerable part of
successful researchers choose a kind of hybrid
strategy in the end: they carry out a few EU
projects so as to avoid criticism regarding their
international unmarketability but nevertheless
attain easily absorbable research moneys from
Hungarian sources. 

In the European projects, at the level of
EU coordinators, there have been increasing
oligopolistic tendencies in the past few years. A
range of institutions and research enterprises
that have learned the language of the
Eurobureaucracy has developed, with which
they have coexisted in various cooperative rela-
tions anyway. These research enterprises are
able to construct and operate projects in the
widest range of fields and even if they do not
monopolize a certain limited field, they are
constantly in and around the operating proj-
ects. They almost exclusively use EU sources
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and prefer integration practices following the
momentary competition fashions but they also
integrate secondary players if serious profes-
sional competitors can thus be kept away from
the field. In a great many project fields, EU
projects are covered by such connected enter-
prises and, despite all the slogans, it is not free
competition that determines their assignment
to one or another consortium. Thus, the real
question for Hungarian project players is how
they can attain the trust capital through which
they are able to enter these oligopoly networks
(as subcontractors for the time being). 

The research system as a labor market has
become divided and this division is especially
harsh in the public employment system. The
current system protects public employees to an
extent that makes them insensitive to evalua-
tion and research management is also unable to
really react to underperformance or even the
lack of performance. At the same time, it
makes career planning difficult for others.
While the burden of the actual work related to
the projects is put on them to a growing extent,
an increasing part of team members (PhD stu-
dents, staff recruited for projects, etc.) remain
exposed to the system. 

THE NATIONAL INNOVATION SYSTEM

An important concept of evolutionary eco-
nomics is the national innovation system
(NIS), which underlines that the innovation
performance of an economy, and its interna-
tional competitiveness thereby, does not
depend on the performances of its separate
individual units but on the ways these units
connect, interact and are able to cooperate and
whether they promote the socially and eco-
nomically beneficial application of knowledge
produced anywhere. 

The concept of NIS and its economic politi-
cal conclusions offer a useful framework for

Hungarian decision-makers in working out the
catch-up strategy. 

Innovation is basically a corporate responsi-
bility; the role of the state may be in the
strengthening of the national innovation sys-
tem and establishing a favorable environment
for innovation. In the catch-up strategy,
Hungarian conditions should certainly be con-
sidered when setting the targets, i.e. it would be
a mistake (and, as is already clear today, it
would be simply impossible) to mechanically
follow either the Barcelona targets (3% of
GDP spending on R&D by 2010), or those of
the EU R&D Framework Programs. 

It is (or would be) also a serious mistake to
copy the technology political trends that have
become fashionable in the past few years but
are in fact totally ungrounded, which consider
the new economy , i.e. high technology sectors,
to be the engine of economic growth.
Hungarian examples especially clearly show
that decision-makers must differentiate
between what is referred to as high technology
sectors and knowledge-intensive – and there-
fore high value-added producing – activities. 

Putting the issue in a broad context, it
should also be considered what public money is
spent on and at what rate. Should we enter the
competition of forcing up subsidies higher and
higher – which, in the past few years, has
become significantly stronger in Central
European countries, for example – or should
the sources available rather be spent on
strengthening NIS and developing a more
comprehensive economic environment (physi-
cal infrastructure, suppliers, etc.), or possibly
on reducing public burden? 

The situation of the Hungarian NIS, due to
the size and level of development of the econ-
omy and the open economic policy fostering
foreign investments, can be reasonably ana-
lyzed only by considering international rela-
tions, too. The R&D sector had an extraordi-
narily fast and positive reaction to the interna-
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tional political changes following the series of
Central and East European ones. In the first
part of the decade, Hungary acquired member-
ship in a series of international R&D programs
(e.g. COST and EUREKA) and organizations
(e.g. CERN and EMBO) and its research coop-
eration with the EU got more intensive, too,
which finally led to the formal integration of
Hungary to the R&D Framework Programs of
the EU. 

An explicit innovation strategy is indispens-
able for a successful catchup for several rea-
sons: it makes it possible to 

• clearly and convincingly declare the long-
term goals and commitment of the govern-
ment; 

• strengthen the national innovation system
– and thereby anchor foreign investors
fostering the development of the Hungar-
ian economy, with activities producing
high added value (i.e. not those in the pur-
suit of short-term benefits only); 

• harmonize the currently dissipated
resources of the various ministries on the
one hand – so as to more efficiently serve
the innovation process, complex by nature
and therefore in need of support by sever-
al means at the same time -, as well as state
and public resources on the other hand (on
the basis of mutually intensifying inten-
tions and development directions, but not
mixing the responsibilities for the deci-
sions).

The NIS approach focuses on the correla-
tions between specialized policies because of
which it offers a suitable analytical, decision
preparatory framework for working out the
catch-up strategy. 

By strengthening NIS, conditions must be
established under which knowledge can be
most quickly and easily used for the solution of
social-economic problems. All players must be
made aware that innovation has many sources:
in addition to formalized R&D activities car-

ried out within an organized framework, there
is the widest range of engineering activities,
among others, like experiments and trials relat-
ed to prototypes and to working out the pro-
duction method, an activity referred to as har-
nessing, the modification and perfection of
already existing products and methods on the
basis of the accumulated experience, etc.
Accordingly, the development, acquisition and
application of unformalizable (uncodeable)
knowledge and skills attainable through prac-
tice only, i.e. of what is referred to as tacit
knowledge, must also be supported. 

Hungarian R&D policy thus must not be
restricted to subsidizing technical R&D activi-
ties in Hungary; the acquisition, development,
dissemination and application of knowledge
and skills produced elsewhere, by other ways
and forms, must also be fostered. Thus, the
development of learning abilities and the appli-
cation of knowledge must be put in the focus,
irrespective of its source (Hungarian or for-
eign, formalized R&D or other activity, etc.),
form and content. 

The further university reforms reformulated
the policies referring to education, leaving the
regulations and the institutional system of
research essentially untouched. Accordingly,
the whole decade was characterized by tension
between the reform universities increasingly
devoted to mass education and university
research, which tension grew towards the end
of the decade. Moreover, the conditions of
research were generally financed from outside
sources; universities were usually able to add
only very little from their own budgets.
Educational responsibility and the sources
accumulated especially for this purpose did
give birth to some internal projects on the edu-
cation side, on the other hand. This structural
disproportionateness in the policy was further
reflected in the project making ambitions.
While, on the education side, university man-
agements and ministerial bureaucrats spent the
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decade working out projects almost continu-
ously, all that could be just thought of on the
research side in the very same years was
improving the competition abilities of the edu-
cation-research staff of the universities.
Understandably, no comprehensive projects or
efficient institutional construction programs
could be based on such petty work . Education
and research are, however, evidently much clos-
er related than reflected by today's manage-
ment practices. 

Considering international examples, there is
certainly a need for a more obvious acknowl-
edgement of the scientific performance of uni-
versities as an output indicator. This could be
done by comparing universities or depart-
ments, maybe majors. Two basic indicators can
be thought of here: the research subsidies
attained per researcher/lecturer (both
Hungarian and international) and the number
of PhD graduates. It is these that are also used
in systems abroad, in various combinations. 

We are aware that it may cause outrage in the
world of universities and yet, in the mid run, it
is unavoidable to publicly classify the scientific
performance of universities into some kind of
clusters. One option is to adopt the American
research university clusters, certainly adjusting
the actual clusters to Hungarian conditions.
Even if we fail to take this step, with reference
to sensitivity, the EU will do it in the years to
come, without really asking for Hungary's
approval. In a clustering scheme of 1994, for
example, Carnegie Foundation classified insti-
tutions entitled to award PhD degrees into four
clusters: Research I, Research II, Doctoral I,
Doctoral II. The classification depended much
on the differences given in research funds.
There, the clustering successfully mobilized
institutions in the end: since the first classifica-
tion, there has been a second one where insti-
tutions attempted to advance from their earlier
positions. Other popular classifications, like a
clustering by Carnegie in the year 2000, are

based on the number of PhD degrees awarded
in the year concerned. In Hungary, these fig-
ures, considering universities and departments
annually, are still too low for fine classification
but the numbers will have to grow anyway if
the country makes the smallest attempt to keep
pace with international trends. 

It seems very important to integrate research
and education parameters once again.
Considering the American universities taken as
an example, research income rose the fastest at
universities where the student/lecturer rate
also grew at the greatest pace, and this held
especially for private universities. The growing
number of PhD students could be involved in
education to a greater extent and regular lec-
turers had thus more time for research. Thus,
considering tuition fees, it was not only PhD
students but even undergraduate students who,
indirectly, took part in research financing. It
seems that the elite university-mass university
opposition so determinative for Hungarian lec-
turer-researcher circles may be resolved or at
least co-managed in dynamic situations. We
know from American data, by the way, that
research success is also reflected in educational
acknowledgement. 

The future of research institutes depends
partly on whether they find for themselves
research assignments that can be based on old
research fields but which meet new demands to
a greater extent. Much depends also on
whether they are able to take part in European
integration as national institutions and, if they
are, in what ways. In the longer run, it can be an
advantage if the service activities of research
institutes are of a cross-border type and a rea-
sonable division of labor is made between
national players. At the same time, there is no
mention of expanded (service) research insti-
tutes yet. For the time being, the task is to try
to meet the demands of local small and medium
companies. One way to do so is to develop
research services which prove to be an increas-
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ingly successful business branch and, as an
intermediate organization, connect universities
and the industry2.

For institutes strong in basic research, the
industrial application of their own achieve-
ments may be one of the best sources of
income also in future, since it is them that
reserve the patent rights. The involvement of
external capital and the foundation of spin-off
companies seem to be the most obvious ways
for this. Their participation in postgraduate
training may be another important profile for
these institutes. 

As public institutions, however, they cannot
afford to miss out on research projects through
which they can contribute to improving the
welfare, security, health conditions and quality
of life of society. They must also develop their
capacity in fields through which they are able
to help the government's work as advisors
(experts), be it subsidization or regulation. 

As apposed to the original triple model of
research institutes (basic, applied research and
development), a more diversified activity
model seems to be taking shape today. The
findings of a comprehensive European study
related to this are the following.

The profile of institutes primarily
involved in basic research should be preserved.
The maintainer may decide through regular
evaluations whether they should continue their
earlier activities or change direction. 

Major technical infrastructures (usually)
require a research institute framework. In prin-
ciple, they could also operate within a universi-
ty framework, but the expertise required for
their operation is more easily provided by a
specialized institute. The research institute
framework is also an advantage when the only
way to make operation economical is by
involving external users. 

Usually, it is worth maintaining a research
institute for applied research if there is a group
of special users behind the institute and, in

addition, there is a need for special expertise
and infrastructure for the research, or in the
case of some social-economic needs (like stan-
dardization). It is important that these
demands should be permanent so that it was
worth constructing and developing the capaci-
ty of these institutions for the long run. 

There is a high demand for research cen-
ters which help the diffusion of technologies.
Although this is a task of universities, too, it
cannot be made their primary task. Research
centers operating in a non-profit form, as part
of the innovation system, can move around in
this field more easily in principle if they are able
to acquire the required intellectual capacity. 

As regards research, a major question is if
today's organizational system within the public
sphere can be kept, or whether gradual restruc-
turing should be started to make sure that
budget + industrial + foreign sources are suf-
ficient for the inevitable quality development.
A most important task of the public sphere is
to vigorously join training, even by establishing
academic doctoral schools . A shift towards
government laboratories should also be consid-
ered so that the research network based signif-
icantly on budget sources could (and should
want to) react to governmental demands. 

In some European countries in the past few
years, development programs requiring concen-
trated sources, able to mobilize state and private
capital (as well as structural funds) have been
designed, which can also help regional develop-
ment. It would be most important to strength-
en co-evolution so that development could
become possible in many places at the same
time and those lagging behind could be helped. 

POLICY ALTERNATIVES

Considering international examples, in coun-
tries and national economies of a similar size as
Hungary, knowledge-based society models
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have been established in three, easily distin-
guishable ways. The first could be referred to as
the directly dependent, the second as the
research intensive and the third as the network
model. 

The best example for the first, i.e. the
dependent model is Israel and another one is
probably Ireland. Countries establishing this
model are the branches or, in a certain sense,
the subsidiaries of an especially important
major international player (which may be the
American economy, research sector and proba-
bly even American politics). It is primarily and
directly related to this major international play-
er in its professional terminology, professional
ethos, relation networks and capital movement
and, through specialization, takes part in the
solution of the special tasks of the big system,
i.e. sometimes even of the patron economy and
society. Its operational methods and tasks are
to a great extent formed on the basis of the
impulses coming directly from this center. It
does not develop large corporations itself but
the corporations of the patron economy estab-
lish divisions there. The research system of the
country takes part in the operation of the base
networks of the patron country not as an inter-
national cooperation partner but as an internal
contributor. In the environment of the early
turn of the 19–20th centuries, this is how the
Hungarian research and economy must have
operated in relation with the German economy
and science. 

The second model is research intensive in
the sense that, by a significant concentration of
the country's resources, a serious, internation-
ally marked scientific potential is established,
which potential later ensures that the economy
of the country concerned is able to operate
somewhere at the level of the most outstanding
international innovation performances and,
irrespective of the small size of the country, can
be in the frontline of international technologi-
cal changes. This is the Dutch, Swedish or

Finnish model. All the three national systems
are determined by the fact that there are multi-
national companies in the countries that devel-
oped from former national companies, operat-
ing in high technological sectors. Following
from this structure, local development, certain-
ly connected to the base of Nokia, Philips or
Ericsson, is at the same time part of the global
corporate strategies. 

The third model is that of small and medi-
um network enterprise innovation zones.
Saxony and Thuringia were such zones at the
turn of the 19–20th centuries. Central Italy
after 1945 and Denmark all through the last
decades of the 20th century can also be consid-
ered such zones. In these zones, a unique trust
network of small enterprises, development cen-
ters and universities develops, which is kept
alive by the human experience, social capital
and local knowledge characteristic for the
zones and which is nevertheless internationally
marketable. According to the descriptions, it is
not primarily research but a certain pressure
forcing out flexible compliance that moves
these networks towards users' demands. 

In the current geopolitical environment, the
first model is basically no alternative for
Hungary. Although Hungary is now inside the
gates of the EU, the country will not generate
sufficient cultural or communication skills in
the next ten years, either, to start thinking in
terms of solutions similar to the Irish or Israeli
model. In the 1980–1990's, Hungarian
researcher intellectuals considered the Dutch-
Finnish model to be the example to follow (and
they partly do so even today). The references
so far have been undoubtedly successful in that
they persuaded the state, when corporate inter-
est in research temporarily [?] fell, to continue
subsidizing research from at least the state
budget. The pathos of this model can necessar-
ily be used in future, too, but exactly due to the
lack of knowledge-intensive corporate parent
centers, the construction of a Hungarian ver-
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sion of the Dutch-Finnish model cannot be
seriously considered in the next decade.
Accordingly, the only alternative left is com-
bining the Central-Italian and Danish network
model with an experiment that tries to comple-
ment the intellectually poor plants of multina-
tional corporations with technological devel-
opments. At the same time, development poli-
cy in the past two decades, captured by illu-
sions and always engaged in some emergency
work, has failed to choose from these or other
potential models. Thus, the targets announced
have been incidental and it is not clear, either,
what learning skills and knowledge stocks
should be established, since we do not know
what strategies they should be related to. 

In the 1990's, although there were calls for
the development of major innovation projects
and the design of ambitious strategies for big
jumps, there was no real concentration of
efforts in this respect almost anywhere in post-
socialist reform countries. The only exception
from this point of view may be Estonia which,
in the past fifteen years, has made uniquely
serious efforts to establish the technical envi-
ronment of the information society and to
introduce and foster the widespread use of
related informatics skills. At the level of tech-
nical systems, these programs have been
undoubtedly successful and their existence in
itself was enough for Estonia to be presented as
a model state among new Member States in
Brussels. In the last few years of the decade,
Baltic states produced higher growth rates than
Central European countries but, beyond that,
no Munchausen effect of any kind could be
detected. It seems that, at that stage of devel-
opment, informatics did not pull forward the
entire economy and society as directly and fast
as the ideologists of the information society
had believed before. Accordingly, we, too,
should answer the following question: should
we, in relation with the information society, try
to develop a policy, wide-scale and consistently

comprehensive like the Estonian way ? Estonia
treated the formation of the information socie-
ty as the single, central top priority and, in this
field, they had achievements by leaps and
bounds ahead of all other post-socialist succes-
sor states. According to certain parameters, in
a little more than a decade the country sur-
passed the Western European average and
almost caught up with Scandinavia, a top per-
former in the field. The Estonian example
proves on the one hand that, by the sufficient
concentration of efforts, much can be achieved
in this field in just 10–15 years. But should we,
too, do it, is it worth doing, and if we did it,
what would we do it as a replacement for?
Finally, if we succeeded, what could such a pro-
gram bring about for the whole national econ-
omy and the majority of society? 

In our education-related plans, there
should be more focus than before on the fall in
the number of children expected in the decades
to come and the necessary action following
from that. Here, only two aspects will be high-
lighted.

The existing educational institutional sys-
tem and the given number of teachers will meet
a much lower number of children and youth to
teach, as a consequence of which the physical
and intellectual infrastructure for a more inten-
sive education of the next cohorts is available
and education could be made more intensive at a
relatively low cost. It should be considered what
follows from this. Could some higher-education
like training be extended to whole age groups
that join the education system? Or, similar to
international examples, will the fall in the num-
ber of children be followed by a fall in the num-
ber of institutions and teachers, too? To what
extent will this branch be exportable (in the
sense that will it attract a high enough number
of solvent foreigners to be taught in Hungary)?

In the next decade, too, a growing number
of children to be born, maybe their majority,
will be born into relatively unmodern families
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with low qualifications and income. If these
people are not to be kept at a third-world level
of knowledge and motivation, the role of
schools or other social institutions in the
socialization of children, even as opposed to
that of families, should be made stronger. It
may sound harsh but a family-related education
political concept, relying increasingly on fami-
lies, will probably be counter-advised because it
would only reproduce families like those that
the majority of children are born into. Thus,
instead of a European workforce , it would pro-
duce some kind of an underclass, of which
those concerned are currently, apparently,
unable to break free, without maximum com-
munity subsidies. 

As a consequence of the above, center-
periphery relations need to be reconsidered.
Periphery means one thing in the world of the
mass production of material, and another thing
in the new order of information production. It
has become obvious in any case that, although
new information networks have eliminated
some former periphery positions in some
respect, other peripheral boundary-marking
roles have remained and even strengthened. 

What will be the extent of meritocracy (i.e.
the correlation of knowledge-based acknowl-
edgement and social status) in the Hungary of
the next 15 years? Among the related problems,
it is especially important whether it is the atti-
tude of the higher reward related to knowledge,
the better that will be put in the foreground, or
there also exist other versions in the knowledge
society hierarchy that are softer than the above
but are still acceptable for us. 

What abilities and skills should those lag-
ging behind attain if it is sure that they will oth-
erwise have nothing to do with the up-to-date
knowledge sectors? What will happen to them if
they then really remain captured by family tradi-
tions and experience to be gained in practice? 

It is likely that, in the Hungary of the
coming period, the dependent versions of eco-

nomic and social development will be put in the
foreground on the whole: shortening adjust-
ment cycles, the co-effects of various outside
patrons, etc., will become determinative. What
consequences will all this have on the knowl-
edge structure of schools? In the current
reform ideas, the above seems not to be con-
sidered at all… 

Several key elements of what you can see
on the European maps of attainable knowledge
will probably be missing in Hungary. Those
wishing to acquire these will inevitably have to
go abroad for some time. The question is in
what numbers people will thus leave the country
and integrate into the operation of the most
important European knowledge centers, certain-
ly operating outside Hungary, whom Hungary
will thus have to miss, at least in principle. 

In the Central Europe of national soci-
eties, the knowledge package of schools has so
far been comprised of information concerning
the nation and information on the outside
world. Due to the effects of globalization, the
rate of these two is likely to change, with a shift
to global knowledge and skills, to the detriment
of knowledge and skills related to the nation.
How will this transition take place? How long
will it take? Are there any minimum require-
ments to follow in this respect? The command
of languages is certainly an important element
of this but is by no means the only one.

After all what industries, regions and social
groups will be permanently excluded from the
informatics networks (of primary importance)?
The practicing of what alternative lifestyles does
this allow, apart from the cash economy, person-
al relations, barter, and modernity? 

What effects will Europe have on
Hungarian education in the next 15 years (i.e.
the effects assigned to the European Union
and, to a lesser extent, really generated by the
European Union)? We have not even estimated
the Bologna effects yet but these are just one
slice of the cake anyway. 
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What consequences will the fact that
Hungary, as the only country in the region, has
significant informatics instruments industry
and exports, have on the self-renewing ability
of the Hungarian economy? The thing is that
there are people who advertise this fact abroad
as a key indicator of the relative maturity of the
Hungarian economy. 

What will be the levels of penetration of
informatics instruments and systems (i.e.
beyond which application cannot really be
increased, which is called the penetration ceil-
ing) in the Hungarian society and economy in
the next decade? Some maintain that there are
not any penetration levels at all here because
every day there are new application opportuni-
ties on the frontline of technology. Others
believe that even in industrial societies more
developed than Hungary it can be observed
that due to their ways of living, survival strate-
gies or probably exactly due to their attitude
towards literacy, a most significant part of soci-
ety will get excluded from the technological
world even in years to come. Computer litera-
cy is restricted by real reading comprehension
and writing skills. 

The international trends highlight very
well upon the high growth sensitivity and easi-
ly vulnerable inner dynamics of the knowledge-
based economy. The question is how far we
should lag behind so that the hectic movement
that can be observed in the first frontline (like
the fate of the “new economy” bubble) could
affect us as little as possible but so that we
could still be close enough to the front to get
part of the extra profit generated there. 

Basic questions

In this summary, actual problems of education,
science or cultural policy are not to be treated.
Some basic questions should be discussed nev-
ertheless. 

We believe that it is primarily the medium
enterprise network model based on coopera-
tion that seems probably the most easily feasi-
ble for Central Europeans. This, however,
requires exceptionally good social capital, very
high trust within professional circles and fast
adaptation skills. Such characteristics of the
workforce here may be more important than its
discipline or the quality of the available
research and development staff. If this model is
preferred, however, it is not elite programs of
an international level but rather a good quality
mass education developing and mediating the
above skills that will be crucial (which certain-
ly does not mean that the elite of an interna-
tional level will be unable to find work in
patches in this country). Such a program does
not primarily focus on the edges of social hier-
archy but establishes a wider middle class char-
acterized by trust and cultural understanding
between its members. It is not political cate-
gories that are meant here but primarily a cul-
tural environment in which two thirds of the
population move around freely, understand one
another and feel secure. Without the creation
of such an environment, it is impossible to
establish the above described innovation net-
works. 

The above makes it necessary to deal with
the problems of the withdrawn and fallen
behind. The issue of social justice is not to be
touched upon here; nor shall we discuss social
cohesion programs or minority policy, which
all affect the problem. We simply wish to
underline that, as pointed out above, if a grow-
ing number of children are born into such fam-
ilies (unless they are helped by society), in two-
three decades' time, 30–40 per cent of the
workforce will be reproduced in such an envi-
ronment and this, together with the general
ageing of the population, will make the country
increasingly less attractive for international
capital and technology. There certainly exists a
conservative vision, too, of what needs to be
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done. According to this, the child rearing of
families who are able to socialize their children
in a suitable way without or with just little
assistance, should be supported. And the child
rearing of those who are unable to do so should
be restricted to the extent possible. If it is not
this path that is followed, however, and the
environment lagging behind has changed only a
little in itself, the children will have to be pro-
vided with catch-up opportunities relatively
independent from the families (through stu-
dent hostels, all-day schools, regular school
meals, etc.). Children's institutions (presum-
ably nursery schools) may have a key role in
preparing these children coming from an
underprivileged environment for school. The
ways of organizational development are thus
quite easy to see here. In this field, it may be a
major social political goal to eliminate the cur-
rent forms of child poverty by 2015. This in
itself may be as important a knowledge society
element as is pedagogical modernization in a
restricted sense. If we do not want a growing
proportion of Hungarian workforce to be char-
acterized by (today's) Bangladeshi parameters
(which may frighten off even some of the cap-
ital already present), large-scale state interven-
tion is required in the field. This should, on the
one hand, maximize the number of children to
the extent possible and guarantee that they, as
adults, will be technologically recruitable .
Multiculturalism here cannot really be opposed
to integration but, as far as we know today, the
lack of the former may endanger economic
growth. The aspects of integration have
increasingly come into prominence also in the
latest Western European immigration debates. 

If we admit – and in fact all knowledge
political literature agrees on this – that contin-
uous training and further training are the key
elements of keeping up the workforce at all lev-
els of education, these levels in themselves
clearly become relative in two ways. On the
one hand, the differences between primary, sec-

ondary and higher education certainly become
relative. Originally, these were institutions
established with different objectives in differ-
ent historical periods, inevitably marked by the
circumstances of their birth (not only in their
names, but also in their work ethos, world con-
cept and disciplinary order). Through the inte-
gration of the educational system, these differ-
ences are likely to diminish. On the other hand,
this may also mean that these various tasks are
performed by the same institutions. And they
do not necessarily have to be constructed bot-
tom-up, either. Talent care by universities, for
example, should presumably involve increas-
ingly younger age groups. The 'practicing
school type' model will become one of the
practical forms of integration that may attain
widespread use. Obviously, universities may
finally take over further training functions, too.
There is no reason why an abundance of small
private enterprises specialized in further train-
ing should get rich, while public education
remains underfinanced. 

Furthermore, the issue obviously requires
the reconsideration of international migration
movements, many of which are related to the
acquisition and efficient application of knowl-
edge. Inevitably, Hungarian policies will
become more active in this respect in the next
10-15 years. At the moment, it is almost exclu-
sively some parts of Hungarian minorities that
are regarded as potential immigrants but the
issue is at least partly tabooized. In the next ten
years, the single labor market in formation
within the EU and the situations in the Ukraine
and Serbia will both raise the issue most seri-
ously, although from different angles, even if
these groups are not really significant from the
point of view of technological-natural scientific
knowledge. But exactly because they are not
significant and because migration movements in
Europe may become more intensive, recruiting
active players from outside (like Hungarians
working in the West, looking for fresh career
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opportunities, and probably also from the
Balkans and other ethnic groups in Eastern
Europe) may become very important. 

STRATEGIC VISIONS 

In the Hungarian scenarios of the 1990's, three
alternatives were usually considered. There was
a business as usual alternative, i.e.: this will hap-
pen unless we change former routines . There
was a small Finland ideal alternative. And there
was something in between the two, which was
still regarded as progressive. As apposed to
these alternatives, we would like to offer a less
linear but rather a spatial arrangement of
Hungarian knowledge society models. The
three axes of these are European effects, tech-
nological effects and the structure of profes-
sional training. In fact, all these three effects
can be formulated by three models each. The
combinations of these effects offer various
alternatives for action, in individual sectors or
regions or at the national level. 

European strategies establish a kind of envi-
ronment for Hungarian scenarios. In expert
debates in the European Parliament or in the
apparatuses in Brussels, we do probably have
the chance to influence these to a little extent.
Yet, considering the weight and number of
votes of Hungary, the Hungarian stance will
hardly bring about a major rearrangement of
the European situation in these respects. It is
essentially the European strategies that estab-
lish the environment. Considering the
Hungarian room for action, the three most
marked alternatives may be the following.

Within the EU-29, a hard core is formed
by countries more deeply integrated than the
rest of the Member States, even if only in some
specific areas. Within this core, solidarity and
understanding between the elite, irrespective of
any formal regulations, will be stronger than
with countries outside this core. Countries

outside the core may occasionally join the core
in specific areas, regions or along specific prob-
lems. If it is this scenario that gains preference,
there is a great danger that Hungary is left out-
side the hard core in most areas and respects. 

Relations within the EU-29 remain bal-
anced; multi-speed European concepts do not
get a central role but the enlargement of the
European Union does not continue, either. The
Western Balkans, Turkey and the Ukraine do
not really get closer to the EU. Within the EU-
29, however, some homogenization process has
taken place or has at least started. 

The preparation and admission of new
Member States continue. Accordingly, the
Eastern and Southern borders of the Union are
in a certain state of anxiety . As a consequence,
in the wider border regions, there is continuous
uncertainty regarding movement opportunities
and the projectability of development roles. 

Certainly, various technological or economic
structural decisions also provide a framework
for the Hungarian strategy. The key technolog-
ical players of the Hungarian economy are
international corporations. It is under the
influence of their sectoral traditions, manage-
ment styles, the long-term demand for their
products, as well as the efforts of the
Hungarian government that they choose the
special technological regimes (technological
cultures that will best characterize the compa-
nies concerned) implemented at their
Hungarian plants. And it is on the basis of
these corporate regimes that the dominant
regional as well as the national technological
styles are formed. Here, too, three options will
be presented.

The first is the skilled workers' country
option. International corporations do not
bring an abundance of important R&D proj-
ects to Hungary but the technological styles
will be determined by the well-trained, well-
disciplined and relatively cheap skilled work-
force on the intermediate level. This basically
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means assembly industry, with relatively homo-
geneous skilled worker ranks and a practical
technical staff supervising them. The R&D sec-
tor of the country will have no determinative
relation with these corporations. In the knowl-
edge demand of this model, it is cooperative
skills and disciplined executive functions at the
industrial works that are of special importance
on the one hand and good quality skilled work-
er training on the other hand. Skilled workers
do not only participate in material production.
In this sense, the skilled workers' country also
includes the mass of applied informatics devel-
opers or of clinics staff involved in routine
experiments. Considering international exam-
ples, this structure is probably closest to the
society of the most highly developed Latin
American urban zones after World War II.
Regarding the structure of its economy, it is
this model that Hungary is the closest to, irre-
spective of its ambitions. The question is
whether we want this and, if we do, what action
we should take (e.g. obviously implement a
major reform in skilled worker training and
better prepare college as well as BA graduates
for practical work). 

The second is the regional technological
center model. The basis for this model is that
Eastern and Southeast Europe will become an
increasingly important international market in
the next 15 years. For the operation of this
market, however, it is Hungary and primarily
Budapest that may come into question as a
kind of logistic, user-friendly system con-
structor and operator center. In the new tech-
nological cultures, the reliable operation of
service centers requires a lot of experts and
may also involve the establishment of systems
meeting local demands. These may serve as
the basis for a growing number of serious
developments and it is these local technology
construction clusters that finally determine
the technological style of the country.
Certainly, the countries, groups of intellectu-

als and professional cultures concerned in the
regions also participate in the operation of a
wider regional center. Budapest and probably
some other centers, too, will become increas-
ingly international. 

The third is the model of transfer technol-
ogy cultures . The major European infrastruc-
ture channels (transport channels, information
highways, environment protection cleaning
systems) will lead through Hungary. The oper-
ation of these, also as technological systems,
will have to be guaranteed in the joint systems,
at the best European levels. Apart from these
major channels, a technological culture of quite
a different nature will remain unchanged and
the relations between the two spheres may
actually even loosen in future. 

Finally, the level of technical training will
also attract or keep away knowledge-applying
enterprises or centers. Compared to the previ-
ous two categories, the state and the local soci-
ety will have a greater role in formulating sup-
ply here. It is easy to see that, in addition to
technical training in its restricted sense, coop-
eration skills, language proficiency and the abil-
ity of self-orientation within large corporations
will become increasingly valuable competences.
The acquisition of these, compared to actual
technological knowledge, will determine the
value of the workforce to a growing extent. It
is the following three models that a choice is
likely to be made from. 

The Hungarian professional structure and
preparedness more or less correspond with
those of the European core, with probably a
few years' delay. By 2015, we shall reach the
European average or be just a little behind it,
still offering lower costs. The technological,
productional roles reflecting the division of
labor originally established in Western Europe
also operate in Hungary. Technology does not
have to be transformed so as to make labor
cheaper (the way it had to be in Southeast Asia
in the 1980–1990's, for example). 
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The structure of technical training is get-
ting polarized. Networks of creative enterpris-
es marketable also at the international level are
established, while a significant part of the
workforce fall behind and maybe one fifth of
them will only have skills mostly typical of
developing countries. 

Some 15–20 per cent of the workforce
makes up a unique, trained but nomadic stra-
tum, consisting of individuals who are not
devoted to any organizations, traditional bonds
or application schemes functioning throughout
a whole life. They may have liked to belong to
big organizations for considerable periods of
time but the structure of the Hungarian econ-
omy did not make this as easily possible as the
Western European structures did. But as the
European economy does need these nomads –
be this role freely chosen or superimposed –
this mobile Hungarian workforce gets especial-
ly valuable after all. On the one hand, it
becomes the basis for the flexible adjustability
of the Hungarian economy and, on the other
hand, it is able to get good positions when
working abroad (and, by their salaries trans-
ferred to Hungary and through their savings,
they support Hungary just the same). 

In the three cross-sections, Hungarian
knowledge application scenarios of various
probability can be determined. Further
research is required to make these more precise
and, from the point of view of later subsidiza-
tion, it is probably politicians and the profes-
sional elite together that will have to choose
from the most likely versions. 

Here, two versions are to be presented as
samples for discussions. 

In the Considerate progress version, alterna-
tive 2 of the European effects (stable EU-29),
alternative 1 of the technological scenarios
(skilled workers' country ) and alternative 1 of
the professional training category (the delayed
but cheap copy of the European core) in fact go
hand in hand. 

In the Jump start progress, the uncertainty
due to the changes in the Eastern integration
borders is favorably used (alternative 3 of the
European effects). The former is beneficially
affected by the establishment of the regional
development and service centers of the techno-
logical version 2. Finally, the nomads of the
professional structure (version 3) may make
the operation of the above even more
dynamic. 

Let us finally draw up some of the possible
scenarios. We can make a taxonomy of broader
social scenarios and choose from the existing
models. From the two axes used here, one is
the person-community cross section, while the
other would mean the autonomy of the system
versus the acknowledgement of the various
outside dependencies affecting the system.
Thus, there are four basic roles. (See Chart 1)

Our knowledge-political models are not
value but action centered, however. One of
their cross-sections will be an elitist mass axis.
This reflects the dilemma of catching-up
economies that, in the catch-up progress, there
is energy only for a few points or smaller areas
and the rest inevitably fall behind, which means

Chart 1

local moverment actorsnational enterprisesBasically thinks in terms of
autonomous development

actors with global responsibilityworld market actorsAcknowledges outside depen-
dencies

Individual players Community actors
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that the cohesion between social groups and
economic actors loosens. Or, on the contrary,
an attempt is made to widen chances, which
means that there is no guarantee that catch-up
in the key areas will succeed. 

The other cross-section will be an activist-
market automatism-oriented axis. This would
basically reflect the state will, the determina-

tion of the government in knowledge policy or
the various cross sections thereof. 

Here, too, a 2x2 matrix is attained, drawing up
various alternatives of the state-government role
taking by 2015 as alternatives (see Chart 2). 

The most important and likely contact
points of the value and the activist matrices can
be drawn up here.

NOTES

1 It was compiled by highlighting (some parts of), editing and updating the author's work entitled “An Outline
of Knowledge-Based Society – 2005”, the source of the document referred to is: Hungary 2015, Visions, White
Paper, MTA (Hungarian Academy of Sciences)-MEH (Prime Minister's Office) Project, MTA Institute of
Sociology, Budapest, 2006

2 These tasks were earlier performed by contractual research institutes operating in the private sector. Public
research institutes are now in competition with these, or try to cooperate with them, too. 

Chart 2

social policy-centeredplebeian libertarianSupporter of equal chances

basic science, high culture-
sponsorneo-liberalElitist

Market automatism Activist
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András Vigvári 

Magic weapon in fiscal policy?
Thoughts on the budget rules applicable
to the local governments

IIt is a welcome development that budgetary sus-
tainability and transparency have become the
focus of domestic professional discussions1. The
debates that have livened up in the wake of the
international conference organised by the State
Audit Office and the National Bank of Hungary
on rule based budgeting in the spring of 20062

and the public finance theses of the SAO pub-
lished in the spring of 20073 indicate that think-
ing has turned towards institutional solutions.
Being a loyal chronicler of these processes, the
Public Finance Quarterly dedicated its second
issue of 2007 to this subject. One of the most
important suggestions found in international lit-
erature and practice is the application of budget-
ary rules as an institutional solution for the sus-
tainability of the budget. 

THE RULES OF BORROWING MUST 
BE MODIFIED

The only quantified rule in the Hungarian sys-
tem of public finances is the credit limit stipu-
lated in § 88 of the act on local governments.
When introduced, this rule was supplemented
with the so called local governmental bank-
ruptcy act requiring 50 per cent plus one affir-
mative votes. This act clearly stipulated the
financial responsibility of the local govern-

ments. The limitation of credits taken by the
local governments – which was “cast in stone”
within the framework of the infamous Bokros
package in an act requiring two thirds of the
votes – needs to be modified for three reasons. 

First of all, there are several arguments
claiming that this rule was deficient already at
its inception. The rule cites liquidity credit as an
exception, however, it fails to define it.
Limitation applies to 70 per cent of the adjust-
ed own current revenue, however this value was
devised in an ad hoc manner. What is more,
own revenue items can be freely modified
under other rules of law. Such a rule would have
been the revocation of the local business tax,
the decision about which was first adopted and
then repealed. Furthermore, changes in the
rules of sharing personal income tax revenues
(for example, differentiation between the share
left at the disposal of the local governments,
and the share built into the normative subsi-
dies) resulted in the unpredictability of the
application of this rule, just like the annual
changes in the fund regulation system.
Although the rule counted with risk assump-
tions that do not appear in the budget (by con-
sidering surety and guarantee as debt ele-
ments), this rule can only be enforced in a
“lightning-like manner”, since the public
finance information system presents redeemed
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guarantees only. The provisions of the account-
ing regulations, according to which unre-
deemed guarantees must be presented in the
supplementary annex to the report, are observed
only by a few entities in practice. This problem
is aggravating, because in addition to the local
governmental businesses – most of which
belong to big cities – legislation also allows mul-
tifunctional small regional associations set up
since 2004 to take credits. However, in the
absence of other credit coverage and security,
such associations may take credits only with
surety provided by the member settlements. In
this case, the pending liability may appear in the
financially vulnerable local governmental sector. 

Secondly: as time has gone by, the growth in
the funding needs of the sector has been
accompanied by the spreading of “financial
innovations” offered by credit institutions,
which have provided an increasing legal loop-
hole in relation to the application of the rule.
The first possibility to abuse the rule is given
by the liquidity credit category specified in the
rule. Credit institutions are fond of capitalising
on the exemption provided by this rule.
Practically, this makes it possible for the local
governments to use credits to finance their
budget deficits, too. The other serious possibil-
ity is implied in the application of instruments
and techniques not listed in the rule item by
item, e.g. bond issuance, or PPP schemes that
appear as hidden credits.

Thirdly: quantitative rules – in an ideal case –
enforce fiscal policy rules, too. It cannot be
argued that the fiscal policies of 2005–2006 and
2008–2009 face radically different challenges.
In the current situation, I think, the basic
dilemma is about the alignment of the require-
ments of nominal convergence (meeting the
criteria for joining the euro zone) and real con-
vergence (closing the gap between Hungary
and most advanced countries), including the
proper selection of the objectives of the sup-
porting fiscal policy.

ACCELERATING INDEBTEDNESS 
OF LOCAL GOVERNMENTS, 
INCREASING RISKS

The indebtedness of the local governmental
sector has accelerated in the recent years. It is
not surprising for experts, however it may
concern politicians and the general public
that different data sources communicate sig-
nificantly different figures. The final accounts
bill of the Republic of Hungary estimates that
state debts totalled HUF 463.5 billion at the
end of 2006. Based on the statistics of finan-
cial accounts disclosed by the NBH, credits
amount to HUF 497.6 billion, including
HUF 27.4 billion in bonds debts, liabilities
towards domestic credit institutions equal
HUF 347.3 billion, and foreign bank loans
total HUF 122.9 billion. Table 14 shows a few
indicators of the indebtedness of the local
governmental sector. The debt stock consists
of three components: borrowings from
domestic banks (denominated either in forint
or foreign currency), foreign currency credits
taken from foreign banks, and bond issuance
by the local governments, which is gaining
momentum again. 

The figures broken down in the table indi-
cate several processes and phenomena, of
which I hereby highlight a few. One important
thing is that the gross savings of the sector
(surplus of the current budget) are decreasing
proportionately to GFS revenues. It is also
noteworthy that the growth of debts is not
automatically followed by the growth of inter-
est expenditure. This is caused by the fact,
among others, that the ratio of foreign curren-
cy borrowings has grown, which implies less
direct funding costs, but at the same time
increases the significance of a new type of risk.
The modest rise in interest expenditures is
probably due to the growing role of bond
financing, as well as the rise in the rate of for-
eign currency liabilities within domestic bor-
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rowings, and the increase in foreign borrow-
ings. An important development is the growing
contribution to the state debts, which shows an
even more unfavourable picture based on the
ESA indicator.5

The special features of these bonds include
private issuance, a relatively long maturity,
deferred amortisation, which implies not only
advantages, but also risks of concealing the real
load-bearing capacity. Repayment of bonds
issued in 2007 to date has to be started after the
next local governmental elections. Another
feature of bond financing is that the assessment
of risks – especially in the case of private bonds
– is much more superficial than debtor and
credit rating. There are no public figures about
the rating of local governmental credits extend-
ed by domestic banks, however, on the basis of
concrete experiences it can be stated that the
rate of classified claims is growing in this seg-
ment, too.

These figures are not able to present the fol-
lowing impacts. PPP schemes, the use of which
is spreading, primarily in large cities, can be
regarded as hidden credits, which in certain
cases imply liabilities similar to those of direct
borrowings based on the calculated present

value.6 Nor do these figures indicate that the
repayment of credits starts after a grace period,
which may make repayment liabilities due in
the critical years. Nor do the figures reflect
sureties provided by the local governments –
typically on credits taken by public utility com-
panies that are owned by the local governments
and perform mandatory tasks – or the impacts
of the redemption of such sureties. It is also
obvious that the aggregate values conceal the
special situation of the individual local govern-
ments or types of local governments. In other
words, behind the averages there can be signif-
icant or even extreme indebtedness at certain
players of the sector. 

Year 2007 shows that contrary to the former
behavioural pattern of the sector, the indebted-
ness of the local governments grew even after
the elections. According to the financial statis-
tics of the NBH, in the first half of 2007 the
bond debts of the local governments grew by
HUF 17.8 billion, borrowings from the domes-
tic bank sector increased by HUF 24 billion,
credits taken from foreign banks rose by HUF
4.7 billion, and total borrowings grew by HUF
46.5 billion. This phenomenon can be partially
explained by the correlation with the influx of

Table 1

A FEW INDICES OF LOCAL GOVERNMENTAL BUDGETING AND INDEBTEDNESS

2002 2003 2004 2005 2006
Balance of current revenues and expenditures, HUF billion 79.6 110.5 144.4 107.6 66.4

Balance of current revenues and expenditures as a percentage of GFS revenues, % 3.75 4.42 5.40 3.72 2.06

Balance of cumulative revenues and expenditures, HUF billion –184.5 –142.1 –160.9 –189.0 –222.9

Interest expenditures, HUF billion 10.0 12.6 17.8 15.2 20.1

GFS balance excluding privatisation revenues, HUF billion –199.5 –40.7 –119.2 –202.6 –172.0

GFS balance as a percentage of the GDP, % 1.16 0.2 0.5 0.9 0.7

GFS balance minus privatisation revenues, HUF billion –104.9 –31.6 –16.5 –81.4 –156.5

Increment in debts towards the domestic banking system, HUF billion 28.3 28.9 59.1 51.5 52.7

Increment of total debts* 95.8 16.3 90.7 46.7 151.4

Total debts, HUF billion 186.5 212.1 272.6 346.2 497.6

Debts as a percentage of the GDP, % 1.08 1.10 1.30 1.56 2.20
*These figures also include borrowings through bond issuance and credits taken from foreign banks.

Source: own calculations based on figures provided by the NBH and the Ministry of Finance
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EU funds. In addition, bond debts denominat-
ed in foreign currencies and borrowings taken
by the local governments from foreign credit
institutions amount to several tens of billion
forints.

Altogether, it can be stated based on the
above facts, too that the fiscal risks of the
national economy are increasingly concentrat-
ing in the local governmental sector. This is
indicated inadequately by the figures (deficit,
indebtedness) of the budget reports and finan-
cial statistics. Debts that do not appear in the
balance sheet (surety, PPPs), as well as the
debts of business organisations in majority or
exclusive local governmental ownership that
perform mandatory local governmental tasks
and/or utilise EU funds are significant and
growing, just like the foreign exchange risk,
which is partly due to the denomination of the
debts, and partly to the disbursement of devel-
opment funds in euro.

In relation to the growing deficit and debts
we must add that in the absence of adequate
strategic planning both at national economy
and local levels, it is highly probable that the
investment boom hoped to be started by the
EU funds will result in unnecessary and/or
financially unsustainable capacities, while
developments required for compliance with
several EU provisions7 and for satisfying the
needs of the local economy will be cancelled.
Inadequate planning may also result in the
repayment of EU funds. Due to the given
rules (own share and ex-post financing of the
subsidies), the absorption of EU subsidies by
this sector prognosticates considerable liquid-
ity problems. According to our current
knowledge, there can be seen two critical
years: 2008 may be such a year due to the fi-
nish of the 1st National Development Plan,
and the New Hungary Development Plan
gaining momentum. Furthermore, 2011 can
be such a year due to the fact that the n+3
rule changes to n+2 rule. 

IT IS BEST TO ELABORATE BUDGET 
REGULATIONS IN A SYSTEMIC MANNER

Having outlined the situation, let me return to
the presentation of the fiscal rules. In the issue
of the Public Finance Quarterly mentioned
above one can read the excellent articles by
Gábor P. Kiss (2007) and Balázs Romhányi
(2007), among others. These two articles are
characterised by significant differences in
emphasis.8 Both writings contain proposals for
the modernisation of the budgetary institu-
tional system, including the institutional solu-
tions pertaining to the local governmental sys-
tem. Despite their radically different view-
points in other institutional issues, both
authors stand up for the enforcement of the
golden rule of budgeting, in accordance with
several other domestic suggestions.  In general,
this rule calls for a balanced current budget, or
surplus in the current budget, allows a deficit in
the cumulative budget, and the funding of
investments from credits. However, as we all
know, the devil is in the details. The enforce-
ment of the golden rule means different things
in different fiscal regulatory environments. In
the following I will argue with the two out-
standing authors focusing on this issue.

Balázs Romhányi suggests – a bit inaccurate-
ly though – the introduction of “a golden rule
that is more stringent than the current one”.
(Romhányi, 2007; page 352) We know that this
rule is used in more advanced regions of
Europe, too.9 However, it is more important to
ask why the institution of the standard council
and then local governmental monetary fund
established in the mid 1980s, i.e. the negligence
of the golden rule, did not take into account the
international practice.10 Well, we must look for
the underlying reason in the given economic sit-
uation and the operation of the resource regula-
tion system. Due to the lax boundaries between
the current and the cumulative budgets, it is
possible to offset insufficient central contribu-
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tions to the mandatory tasks not only from the
current own revenues, but also from revenues
yielded from the sale of assets. This has result-
ed in a situation in which the Hungarian local
governments fund their current budget deficits
from cumulative revenues. The “standard local
governmental monetary fund” scheme ab ovo
prevents the enforcement of the golden rule. 

We welcome the proposal put forward by
Gábor P. Kiss, according to which the stabilisa-
tion burdens of the local governmental sector
must be made proportionate to public finances
as a whole, but – in my opinion – this cannot be
achieved exclusively with financial instruments.

Apart from specifying the local governmen-
tal minimum11 and the minimum level of
mandatory task provision, fund regulation
should also be simplified. The simplification of
resource regulation should go together with a
radical change in the current status of manda-
tory task performance by the local govern-
ments. This in part would mean the “deregula-
tion” of the sectoral laws in relation to the cur-
rent mandatory tasks, the replacement of the
unreasonable and unfundable professional
standards by a “local governmental minimum”,
which would result in the better accountability
of local governmental executives instead of the
current collective irresponsibility12. At the
same time, it would make it possible to decide
about the minimum mandatory service locally. 

It would be worth reviewing this issue after
the indepth survey of public service companies
owned by the local governments – in conjunc-
tion with the survey of the financial manage-
ment regulation, which is being elaborated for
the entire system of pubic finances. The review
of task performance should also focus on long-
term aspects. By this I first of all mean the
review of the financial consequences of the
recently started reconsideration of task sharing
and task differentiation between the different
types of settlements and regional local govern-
ments. For the time being, in the current polit-

ical constellation, this review can only be car-
ried out in the form of a mental experiment13,
yet it would not be useless examining and
modelling the possibilities and impacts of task
centralisation and decentralisation to be imple-
mented after the reinforcement of the regional
local governments. 

The analysis of the operation of the multi-
functional small regional associations to date can
also yield several lessons. However, this would
require such financial and financial management
information that is not available in the current
public finance accounting system, or that cannot
be or can only hardly be produced from the ele-
mentary financial statements. The modification
of the budget procedures and the introduction
of rules by themselves do not provide the condi-
tions for the answer to the seemingly simple
question of “what how many?”.

Therefore, during the development of budg-
etary regulations it is worth thinking and acting
in a systemic manner, which in this case means
– in addition to the above written – that the
current situation, i.e. the underfundedness of
mandatory tasks must be changed (including
not only the operational costs, but also the fact
that state contributions do not expressly
include the amortisation of tools that are worn
down during the performance of such tasks).
In theory, we can achieve this by two ways.  We
either increase the central state contributions14

and/or reduce the group of mandatory tasks,
and/or simplify the relevant professional stan-
dards. Those who know the Hungarian fiscal
relations are well aware of the fact that the local
governments receive relatively less and less
funding from the central budget for the per-
formance of their legally mandated tasks. 

The practice of tax sharing also contradicts
the principles of local governance stipulated in
the Constitution. The number of legal titles
under which central support can be requested
(which fluctuates between 150 and 200 depend-
ing – in part – on the interest representation
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ability of the different policy sectors and local
government lobbies) causes continuous uncer-
tainties and orientation problems for local
planning. It is difficult to imagine compliance
with the “golden rule of budgeting”, i.e. with
the minimum balanced budget, without radical-
ly reducing the number of support legal titles
(most of which allow the free utilisation of
funds, but some of which are labelled for cer-
tain regional tasks), as well as without tax shar-
ing serving adequate equalisation.15 The fixa-
tion of state contributions with a proper tech-
nique is indispensable for changing the double-
dealing attitude towards local taxes, for the
utilisation of local reserves and the develop-
ment of the local economy. 

In the current situation, most of the local
governments – at least quantitatively – can
comply with the proposed golden rule with
three types of supplementary state support,
two of which are central budget appropriations
that are exceeded on a regular basis. For exam-
ple, the HUF 12 billion appropriation for
ÖNHIKIs (subsidies for local governments
with financial problems through no fault of
their own) in 2006 eventually equalled HUF 29
billion.16 Funds spent on the appropriation
titled 'temporary support to ÖNHIKIs and
local governments with long-lasting solvency
problems' in 2006 was in total 136.3 per cent
higher than planned, and exceeded the actual
figure for 2005 by 52.6 per cent.17

A special problem in the enforcement of the
proposed rule is caused by the interpretation
and management of liquidity credits in the case
of the budget rules applicable for local govern-
ments. Balázs Romhányi's related proposal,
according to which this should be restricted
proportionately to own revenues, is impossible
to interpret due to the logic of the fund regula-
tion system, and the previously mentioned
problems of EU funding.  After all, the liquidi-
ty credits of the local governments serve the
purpose of advancing central subsidies allocated

for mandatory state tasks – and probably this is
why legislators exempted liquidity credits from
credit restrictions – just like the liquidity cred-
its before the reception of the EU funds.

I think that the problem of liquidity credits
can only be managed if regulation provides for
audits, or if necessary, sanctioning, by the bank
supervisory authority. The reason for this is
that today the use of this legal loophole is the
common moral hazard of the local govern-
ments and the banks. 

In addition to being unsuitable for exploring
the cost relations of services, the current status
of the public finance information system is the
source of several other problems.18 To put it
sharply, the information system of the local
governments (but in general that of public
finances) is not suitable for the presentation of
the actual financial situation and risks. It is not
possible to learn from the public finance
reporting system the conditional commitments
of the local governments (sureties, guarantees),
or their gross budget relations with public util-
ity companies they own. The asset and liability
statements do not present the value of real
properties mortgaged as collaterals, which
value is accordingly reduced.  Pursuant to the
accounting act, such information should be dis-
closed in the supplementary annex to the state-
ment, however such public finance information
is omitted even if the local government has
such an annex attached to its financial state-
ment. According to the interpretation of the
above mentioned local governmental tax rule,
70 per cent of the adjusted own revenues
include guarantees redeemed in the given year,
as well as the debt service. If a local govern-
ment undertakes surety – let us say, as a mem-
ber of a small regional association for a propor-
tionate part of the credit taken by the associa-
tion, or for an overdraft loan as the owner of a
public utility company –, this conditional com-
mitment is not subject to the fiscal rule. The
same applies to bonds issued with a grace peri-
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od for repayment, or credits taken under simi-
lar conditions. Naturally, public finance
accounting should be radically modernised for
several reasons, but one thing is sure: it does
not support compliance with the fiscal rules.

One may raise the question as per whether
the critic has a concept or not. I have had the
chance to be involved in works during which we
developed several proposals with local govern-
mental financial professionals and other experts
working in public administration, for local gov-
ernments, or for the State Audit Office. I am
convinced that there is no single best solution.
As I indicated at the beginning of my article,
budgetary rules depend on the fiscal policy. First
the strategic questions related to the local gov-
ernmental sector must be decided, and it is
worth deciding on the basis of impact studies
only in the next step. In relation to rules that do
not affect the amendment of the act on local
governments, yet are critical in relation to rules
applicable to local governments – the fiscal pol-
icy related to the asset structure of the local gov-
ernments is critical, including the issues of own
revenues (local taxes and usage fees), the con-
crete local tax system, the sharing of central
taxes, as well as the issues of the allocation
mechanisms of state contributions. I am con-
vinced that it is possible, but definitely not
worth drafting budgetary rules without thinking
over these issues and deciding on a direction. 

THE REFORM: A COMPLEX PROBLEM

In summary, using the example of the local
governments I wanted to express my opinion,
according to which the implementation of the
Hungarian budget reform is more complex
than creating budgetary rules and organisa-
tions. The institutional system implies the rules
of task performance, the planning issues, as
well as the issues of the public finance informa-
tion system. In my opinion, without changing
the latter, and by the unilateral enforcement of
the budget rules, we will do nothing but cast in
stone the practice of incremental budgeting,
despite all our intentions. Furthermore, it must
also be considered to what extent the stipula-
tion of rules independent of the concrete fiscal
and economic situation in acts requiring two
thirds of the votes is suitable for the operation
of a government sector promoting competi-
tiveness.19 At last, but not least, a rule is worth
something only if it is observed. In its report
published in 2006, the State Audit Office wrote
that as much as 92 per cent of the 83 local gov-
ernments audited in 2005 assessed the impact
on the debt limit while taking a credit, and 13
per cent of the audited local governments took
loans violating the statutory provision.20 It is
obvious that it is difficult to assess the effec-
tiveness of any budgetary rule without poten-
tial sanctions.

NOTES

1 Some people cite this as a key issue for the competi-
tiveness of the Hungarian economy. See: Kovács
(2006)

2 Public Finance Quarterly reported on this confer-
ence. Gábor P. Kiss – László Kékesi: Conference on
fiscal responsibility, Public Finance Quarterly Issue 3
of 2006

3 State Audit Office: Theses on the regulation of
public finances, and Pál Csapodi: The key mes-

sages of the theses on the regulation of public
finances, in: Public Finance Quarterly Issue 2 of
2007

4 I find it unnecessary to present elementary data,
since they are easy to access, however, the derivative
figures may lead to interesting conclusions.

5 The ESA consolidated state debt indicator also
shows the ratio of state securities in the portfolio
of local governments. According to the NBH's fig-
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ures, this amount dropped from HUF 76 billion to
HUF 42 billion. 

6 See Hegedûs' and Tönkõ's study in Vigvári's collec-
tion of studies (2007) 

7 The most significant of these is the imminent expi-
ration of the derogation for waste water drainage
and treatment.

8 I do not go into details about them, since these articles
are obviously known to a wide group of professionals.

9 See Dafflon (2002) and Kopányi - Vigvári (2003) 

10 For more details see The weakest link in: Vigvári, 2006a 

11 See Zongor (2006) 

12 The mutual finger pointing by the local governmen-
tal executives and the Government implies the blur-
ring of responsibility for service supply.

13 Both the presenters and the opponents of the pro-
posal would know what they are talking about. 

14 It is not from the devil either if certain items (e.g.
teachers' pay) are fully funded centrally as a way of
task financing.

15 Vigvári's collection of studies (2005) contains rele-
vant suggestions by several authors.

16 See the general explanation of the final accounts 

17 See at the same place

18 These problems are analysed in detail in two studies
by Zsuzsa Kassó. See Vigvári (2006a and 2006b)

19 The limitation of borrowing by local governments
in an act requiring two thirds of the votes may serve
as a lesson. 

20 SAO (2006) and Lóránt (2007)
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Gábor Hoványi

About managerial decisions
on capital 
and financial investments

WWhen Gulliver, the hero of Jonathan Swift's
book, arrived in Laputa, he was astonished to
find that the inhabitants' heads were all
reclined, either to the right, or the left; and one
of their eyes turned inward, and the other
directly up to the zenith... They were com-
pletely and constantly rapt in speculation.
Therefore, they were no longer able to listen to
or engage in a conversation with each other
without their servants flapping their mouth or
ears with a blown bladder, fastened to the end
of a stick.

CHANGED ENVIRONMENT

The conditions of competition have changed
substantially since Michael E. Porter published
his famous competition model in 1980. The
well-known factors of that model are suppliers,
buyers, potential new entrants, substitute
products or services and competitors within
the industry. 

The competitiveness of a company, i.e. its
competitive advantage or disadvantage was
determined by its bargaining position to sup-
pliers and buyers, its ability to eliminate the
threat of new entrants and substitute products,
plus the company's relative competitive posi-
tion to competitors.

Porter's model, however, appears to be too
limited in scope for today's globally extending
environment, as the model is considering the
factors and relative powers of one single mar-
ket only. Today, markets are embedded in glob-
al interdependencies and they function accord-
ingly. Therefore, the competitiveness of com-
panies who are on the market is increasingly
determined by global factors. Consequently, it
is advised to “open up” Porter's model, that is
to complete it with four additional factors: 

The trend of technological development,
which is becoming increasingly uniform and
global despite regionally different levels of
development; 

Interdependent economic processes and
events of the global economy which exercise an
increasingly powerful impact on national
economies and the markets of economic
regions; 

The number of potential new entrants
should be considered on a global scale which
therefore represents a new magnitude in quan-
tity; 

A set of pluralist values which derive from
cultural differences. As a result of globalisa-
tion, companies will recognize these values
both on their demand and supply markets.

This way, the “opening-up” of the model
underlines that the following factors exercise a
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decisive influence on the competitiveness of
businesses:

How are the company's development
efforts and major capital investment projects
aligned to the trend of technological develop-
ment?

How does the company take into account
the opportunities and threats conveyed by
global economic processes? How does the
company exploit or avoid these? 

Can the company expect an expanding base
of potential business partners and customers
which it can convert into competitive advantage? 

While retaining its own identity, is the
company able to adapt to different values which
it inevitably faces in global business relations?

Finally, globalising business competition calls
for the incorporation of new emphases, or even
new elements into the fifth factor of Porter's
model, the rivalry among industry competitors.1

Looking at the main categories of competi-
tive advantage, the following elements will get
more emphasis or will appear as new items: 

Products and services should be convertible
as much as possible, so that diverse customer
needs across the global marketplace can be ful-
filled in the most profitable way.

In technology, the new challenge is to create
a technology mix which enables the moving of
technologies that are already outdated in
demanding markets to less demanding regions
where they can remain in operation until the
end of their physical lifetime.2 This way, even a
technology relocation chain can evolve, with
outdated technologies being migrated to less
and less demanding markets.

In production, outsourcing on a global scale
can be the way of establishing increasingly
profitable and flexible production processes.
To this end, more and more giant businesses
and large companies create consistent produc-
tion networks through long-term agreements.

The new role of logistics is to reveal the best
procurement opportunities on the global market.

Therefore, it has to compare offerings in terms of
quality, price, transportation costs and readiness
for delivery. Furthermore, it has to make sure that
the business values and culture of eligible partners
are compatible with that of the buyer.

Marketing should enable companies to
adapt to local sales requirements while retain-
ing brand identity, unique corporate image and
selling style. This approach calls for the recon-
ciliation of conflicting global and local consid-
erations, in other words, for the implementa-
tion of the “glocal” concept.

Regarding the creation and management of
a competitive corporate organisational struc-
ture, it is increasingly important for businesses
to find the optimal ratio of centralised and
decentralised organisational and governance
structures, so that they can quickly and effi-
ciently accommodate to local conditions with-
out having to give up their integrity.

Corporate IT has the new responsibility of
ensuring internal and external system compati-
bility (i.e. both within and outside the busi-
ness) across all companies that belong to the
same production or service network.

The new emphasis in human resources man-
agement is to implement a harmonised mix which
relies on and enables knowledge-based business
operations, creativity, lifelong learning, further
education and re-training of associates. This har-
monised mix should definitely serve clearly
defined, long-term business policy objectives. 

Regarding financial and asset management,
two additional factors gain significance on top of
expenditure barriers and profit targets: probabil-
ity (or risk) and the sacrifice which the company
has to make if forced to correct or change its
course due to sudden environmental changes.3

In corporate leadership, the possession of
multicultural knowledge which enables the
understanding of the specialties of different
markets is increasingly important and so is the
ability of top management to function as a
well-harmonised team, with each member dis-
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playing a uniform management style and gov-
erning the business with the same management
techniques.

Regarding corporate strategy, key competi-
tiveness factors will include the correct identifi-
cation and timely renewal of core competences,
extensive and efficient implementation of out-
sourcing as explained above, the flexible use of
outplacement strategies and, last but not least,
the employment of strategic decisions which
can level diverse opportunities and threats.4

In research and development, an increasing-
ly controversial situation will develop: As cut-
ting-edge innovation is the single most signifi-
cant prerequisite of competitiveness, compa-
nies will find that keeping their research and
development up-to-date will entail a growing
capital requirement while the time allowed for
the payoff of these expenditures is becoming
shorter due to the quick pace of development.

Investments targeted at safeguarding a part
of corporate assets continue to retain a threefold
objective: to establish a proper balance between
the increase of investment value, the reduction
of investment risk and quick accessibility of the
invested capital i.e. the liquidity of the invest-
ment. A new phenomenon within this three-
fold objective is the higher weight of liquidity:
due to the globalising economic environment
and often unexpected political and social
changes, it is important for companies to have
very quick access to the money which they
invested, so that they can sustain or increase
competitiveness on an international scale.

The successful application of Porter's corpo-
rate competitiveness model as completed with
the factors and elements described above is
subject to management's ability to assess quick-
ly and reliably all factors and elements which
influence their decision. Management, howev-
er, must also take into consideration the fast
growing number of decisive external factors
and interdependencies in today's business
world. Once the interdependencies of these

factors reach a certain threshold, however, the-
oretical calculations which suggest valid results
through elegant mathematical formulas will no
longer support decisions, as they are built on
uncertain foundations. The reason is that these
calculations observe only some of the decision-
influencing factors and elements: the ones
which fit their formulas. Therefore, analysts
and decision makers who, like the Laputa-
inhabitants rapt in speculations, force the use
of calculations beyond that threshold of envi-
ronmental complexity, where these calculations
are nothing but elegant mathematical formulas
anymore, are condemned to fail.5 It is especial-
ly true of capital and financial investments
whose long timeline multiplies the significance
of interdependence and thus risk.

ISSUES OF DEVELOPMENT 
AND CAPITAL INVESTMENT DECISIONS

Development and capital investment projects
have three key roles at companies:

• Enable the avoidance of external threats or
help mitigate their impact at least; 

• Enable the company to benefit from
opportunities supplied by the external
environment;

• Increase the efficiency of corporate opera-
tions as a result of a development or capi-
tal investment project (in other words: to
improve the performance of the internal
environment). 

Let us review the specifics of these roles in
more detail.

Avoidance or mitigation of the impact
of external threats

Some threats from the external environment
may hazard the entire company, its existence as
a whole. These are total threats. Other threats
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may decrease or void results which the compa-
ny achieved in a specific market or market seg-
ment, they may annihilate some of its opera-
tions or the performance of a functional organ-
isation (or possibly a specific cost, profit or
investment centre within the company); These
are partial threats. If the decision on eliminat-
ing a partial threat is inappropriate or late, it
usually opens the way for the partial threat to
become a total threat.

A company may employ different strategies
to address the challenges posed by external
threats. When facing a partial threat, it may
even choose to back off, provided the threat is
not hazarding an entire corporate function.6

Naturally, the company cannot use this strate-
gy against total threats as the consequence in
that case would be the liquidation of the busi-
ness. Still, management can choose from multi-
ple alternative strategies to address total
threats: they may build barriers against them,
mitigate or even eliminate their impact or
launch a counter-attack. Any of these three
variants may possess a technological, financial
and/or IT scope which involves planned action:
E.g. price reduction, service development in a
product sales context or an advertising cam-
paign which informs customers of new, more
favourable sales conditions. Corporate man-
agers usually launch barrier-building and barri-
er-developing strategies only upon the occur-
rence of an external threat; A counter attack,
however, can take place at an earlier point of
time already, obviously to frighten away com-
petitors ahead of time. Finally, it has to be men-
tioned that these three strategy variants can
also be employed against partial threats. 

To avoid or mitigate the impact of any total
or partial threat, corporate management has to
face and address seven questions:

When will the threat occur?
How intense will it be? 
In which area of the internal environment

will it impact the company (if it is a total threat,

in what sequence will it affect organisations
and activities)? 

What is the probability of the threat's
occurrence? 

What counter-measures can take place
(which are the valid strategic alternatives),
what resources do these measures require and
what is their expected impact? 

What is the probability that counter-
measures will deliver the desired outcome? 

If counter-measures fail, what additional
strategic steps can take place, what resources
do they call for (what is the sacrifice of the
change in strategy) and what is the probability
of this change?

In the now global stage of technological and eco-

nomic development, the management of a com-

pany can only make valid decisions which have a

realistic chance to eliminate or at least mitigate

the impact of external threats if they are able to

find the right answers to these seven questions.

The most critical part of finding the right
answers is the forecasting of threats. Formerly,
corporate management had to consider simple
effects only: When an event occurred in the
external environment (e.g. a competitor mar-
keted a new product), it had a quick and direct
impact on the company's operation and/or
results. Today, these impacts form rather long
chains, networks, or even impact fields some-
times.7 Management have two methods at their
disposal to predict these:

The déja vu method can be employed to
analyse impacts, impact chains, impact meshes
and impact fields which the company already
experienced in the past. It can be used to identify
the different conditions perceived then and now,
and finally to develop a forecast on that basis;

The other option is to try to model the
impacts, impact chains, impact meshes and
impact fields. In this case, management should
be aware that as they broaden their vision from
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specific impacts to impact fields, the uncertain-
ty of modelling will grow exponentially as the
number of factors increase.

Amidst today's external conditions, corporate

management is recommended to use the déja vu

method and the modelling method simultaneous-

ly to predict threats. With a view to the two oppo-

site extremes of combining these methods, the cor-

rect approach is to give priority to modelling dur-

ing the forecasting of impacts and shift the empha-

sis to the déja vu technique when attempting to

predict impact fields.

In corporate efforts to eliminate or mitigate
the impact of environmental threats, the
assessment of probability has become one of
the most delicate tasks by now. Management
can take probability into consideration from
two aspects: What is the likelihood (p1) that a
specific strategic variant is the right answer to a
threat? And how does the success of this vari-
ant change if the company launches the count-
er-measures at an earlier or later point of time?
In the first case, management has to find the
optimum between the resource requirement of
possible responses and the likelihood of their
success. In other words, the company has to
pick the strategy where the volume of expendi-
tures multiplied by the probability of success as
measured on a scale of p1 = 0.1 – 1.0 is the
highest. The dilemma with the second case is
the interdependence between the resource
requirement (R) of a strategic counter-measure
launched at a given point of time and the likeli-
hood (p2) of its success. The later the manage-
ment decision on a counter measure is made,
the more likely that the measure will be suc-
cessful (as the timeline to the threat shortens,
so increases the accuracy of the forecast). At
the same time, the later a counter action is
launched, the higher its resource requirement
will be. Therefore, management in this case has
to find the optimum in the R = 1/p2 function. 

When assessing a potential corporate response to

an external threat, management is advised to

evaluate two likelihoods. One relates to the suc-

cess of the planned reply while the other relates to

the point of time when the counter-measure is

made. In order to achieve maximum success with

the lowest possible expenditure, corporate man-

agement should evaluate the two likelihoods (p1

and p2 above) together and in combination.

The gravest external threat is the one which
emerges in the form of an impact field. It can
evolve in a national economy, in an integrated
economic region8 or even in the whole of the
world economy. For a company's management,
the ability to recognise ahead of time that an
impact field is taking shape is of utmost signif-
icance. One way to facilitate this recognition is
to describe impact fields with twelve decisive
factors and map them out in a traditional magic
square. The factors are economic growth,
employment ratio, inflation rate, and the equi-
librium of the economy, which includes the
equilibrium of public finances, state budget,
foreign trade, consumption and investment,
costs of social supply systems and their cover-
age, etc. Starting out from the centre of the
magic square, the categories on the horizontal
and vertical scales are as follows:

• Productivity and 
• Efficiency measured by swap ratios,  
• Innovation capabilities and 
• The rate of outputs of networks embedded

in international production processes ver-
sus total output. 

The lines starting from the centre of the
magic square and crossing the opposite corners
will illustrate the following: 

• The extent to which the economy of the
impact field follows the trend of techno-
logical advancement, 

• The growth rate of economies which are at
the same level of development,  

• The extent to which the economy of the
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impact field is integrated into the interna-
tional division of work and

• The rate of foreign capital influx to the
GDP. 

Two types of relations can develop within
this twelve-factor (4+4+4) impact field: the
change of a specific factor can induce an identi-
cal or opposite change of the other factors.
(E.g. a significant budget deficit may hold back
economic growth, but significant economic
growth can also facilitate the reduction of pub-
lic finance deficit.) Therefore, one great oppor-
tunity for corporate management for eliminat-
ing or mitigating external threats is to keep an
eye on these twelve impact field factors; see
how they change, analyse the direction and
intensity of relations among them, assess these
considerations and develop the company's
business strategy accordingly.

The most efficient way of eliminating threats that

emerge in the impact field is incompatible region-

al diversification. When applying this solution, a

company would build up meaningful business

operations (in this sense, mainly production,

services, procurement and sales) in national

economies and economic regions where 

• the factors of the impact field are not or not sig-

nificantly influenced by the events and devel-

opments which impacted the national economy

(or economic region) of the company's original

headquarters location; or 

• where changes in impact field factors follow the

corresponding changes of the national economy

(or economic region) of the company's original

headquarters location with a significant delay.

In today's global and increasingly interde-
pendent business world, however, the man-
agement of a company may be unable to elim-
inate an external threat and their last resort is
then to beat off the consequence of the impact
which they suffered. The elimination of the
consequences of a partial threat usually calls

for the reallocation of resources: in this case,
resources of not impacted areas should be
reassigned in part to the area of operation or
functional organisation which suffered the
impact. When implementing such realloca-
tion, management needs to make sure that
reassignment does not induce an internal
chain reaction which would spread the impact
suffered throughout the organisation.
Therefore, under these circumstances it is rec-
ommended to employ external resources
which complement the source of reallocation.
One precondition to this is that a reliable plan
should be at hand on how to beat off the par-
tial impact. If a total threat occurred, howev-
er, corporate management should not at all
rely on external resources in eliminating the
consequence. On these instances, the most
recommended approach is the overboard strat-
egy: following the example of a sinking ship's
captain, “a part of the cargo and even that of
equipment should be thrown in the sea”. In
other words, less competitive operations of
the company should be wound up and the
related resources should be sold (despite the
fact that such asset sales would usually entail a
much lower price than the true value of the
assets, as buyers would exploit the tight finan-
cial position of the seller). The reason is that
the revenues of this move can be used to
establish a corporate profile and new opera-
tions which are potentially competitive on the
long run although they might be smaller in
volume for the time being.

The two prerequisites of a successful overboard

strategy are first the joint commitment of owners,

owners' representatives9 and management to

undertake the risk of “downsizing”, namely of

“wasting” a part of corporate assets for the sake of

resolving the crisis, and second, their creativity

which enables them to identify the way out and to

plan how they can run the company under new

internal and external conditions.10
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Exploiting opportunities offered by
the external environment

The opportunities offered by the external envi-
ronment of a company are diverse. In most
cases, their exploitation calls for the assessment
of new interdependences in today's fast-chang-
ing, global business environment.

Sales market opportunities direct manage-
ment attention to two specialties: First, pres-
ence in multiple markets across the globe and
the ability to implement the proper ratio of
compatibility and incompatibility on these
markets (in the same sense as discussed above)
are increasingly significant growth factors for
companies. For compatibility serves cost
reduction, while incompatibility serves risk
mitigation through increasing risks and costs
respectively.

One special feature of the procurement
market is that it has expanded into a nearly fully
global market by today. New ways of informa-
tion gathering, international shipping and pay-
ment open the way for companies to benefit
from geographically faraway procurement
opportunities. This cost reduction can become
one of the most significant ways of retaining or
increasing competitiveness.

Concerning technologies, one enormous
external opportunity amidst accelerated tech-
nological development is to extend the market
life of certain quickly outdating technologies –
possibly up to the end of their physical life-
time. A company which expands its operations
on a global scale will have the opportunity, as
mentioned before, to relocate its still operating
older equipment to a less developed economy
and keep them in operation there.

New ways of cooperation in production and
services enable outsourcing and the creation of
production networks (clusters). First, it makes
the operation of companies more flexible and
profitable. Second, it enables management to
concentrate available capital at a much higher

degree and to utilize it in many more markets.
Cooperation also creates new conditions for
competition, as it can accelerate product devel-
opment, reduce associated risks and costs
through strategic alliances, enabling participat-
ing partners to specialize and harmonise their
production, facilitating the companies' entry
into new markets, etc.

The partial opening of the labour market
before globalisation (sometimes with tough
barriers though) creates two major new oppor-
tunities for businesses: if they offer favourable
conditions, they get nearly unlimited access to
even the best foreign specialists. They can ful-
fil their increasing workforce needs in profes-
sions where the availability of specialists is a
bottleneck. 

One favourable impact of the now global
capital market and the practically unlimited
flow of capital across borders is that companies
have easier access to loans which can assist
their development projects or bridge opera-
tional difficulties. True, this opportunity is also
a threat, as the increasingly free flow of capital
also facilitates the unexpected entry of new
players into the market. Another consequence
of the global capital market is that it fosters the
development of global values which then rein-
force free trade and thus accelerate the devel-
opment of national and regional economies.
Finally, it is the international flow of capital
which enables the off-shoring of basic corporate
functions, principally research and develop-
ment, production and direction to countries
which offer more favourable conditions. It
does not only improve the competitiveness of
the off-shoring company, but significantly
accelerates the development of the host econo-
my, thereby also contributing to the develop-
ment of the world economy as a whole.11

There are many tools and ways which a man-
ager can employ to find out which of the above
opportunities, when, to what extent and under
what conditions will open up for the company.
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These proper tools and ways include the organ-
ised tracking of information in daily papers, in
the technical press and in the electronic mass
media; the collection of first-hand management
experience, the assessment of information
received from business partners, and the analy-
sis of public or individually ordered studies by
economic and market survey institutions, pos-
sibly with the help of external specialists. One
method which is gaining importance nowadays
is Total Chance Analysis. The main point of this
approach is that all functional organisations of
the company make an effort to reveal opportu-
nities in their own field. To do this effectively,
all organisational units (even the ones that are
introspective by nature, like e.g. production
control) must break away from decades-old,
entrenched traditions and develop an external
focus: they must see in their own field what
new opportunities open up in the company's
external environment.

New opportunities of the external environment,

however, are often misleading: when examined

thoroughly, they often prove to be illusory.

Therefore, it is recommended that management

should always compare the signals from diverse

sources of information in order to validate an

apparent new opportunity.

The aforementioned opportunities of the
external environment can be exploited through
various strategies. These opportunity-exploit-
ing approaches include sales, procurement,
technology developing and operating, produc-
tion, cooperation, work-force development
and capital market strategies.

The name of “opportunity-exploiting” strategies

is only an indication of their main focus and pri-

mary objective. In fact, any strategy requires all

corporate functions and organisational units to

follow a single main direction and serve the

achieving of the related targets.12

Opportunities, however, are not only sup-
plied by the external environment. Companies
can also create opportunities for themselves.
This is the role of opportunity-creating strate-
gies. Their primary objective is to achieve a bet-
ter market position than competitors.
Therefore, opportunity-creating strategies are,
without exception, attack strategies which can
be categorised based on the nature of the action
against competitors. These strategies are as fol-
lows. 

Frontal attack is targeted at the entire prod-
uct and/or service portfolio of competitors,
attacking each element therein. It can be suc-
cessful if the company's own product and/or
service mix offers lasting benefits which are
appreciated by the market also on the long. The
success of a frontal attack may be endangered
by the competitors' ability to renew their own
product and/or service mix, by the sudden
appearance of unexpected results of technolog-
ical development either on the part of suppli-
ers, manufacturers or that of users13, and final-
ly, by the unforeseen and unfavourable change
of the social or economic environment.

A side attack is targeted at the market seg-
ment of a competitor where the competitor's
market share is low (usually below 15 percent).
Due to the minority of the market share, the
attacked competitor may not have a significant
interest in protecting it. Therefore, the side
attack strategy is usually employed by compa-
nies which are smaller than the attacked com-
petitor. Naturally, having a better offering than
others is a prerequisite of success in these
cases. The threat of this strategy is that the tar-
get market or segment may have been spotted
by several smaller companies – which means
new competitors should be expected, often as
early as in the “conquest” phase, but surely
after successful market penetration.

When a company employs the stab in the
back strategy, it penetrates (or creates) a market
segment where bigger competitors are not
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present. If the attacking company performs
well in this segment, however, its achievements
may even hurt the position of competitors in
their own segments, or even damage their
entire course of business. The point of the
stab-in-the-back strategy is to find a market
segment where demand is strong but has not
been explored by competitors yet, or where
competitors considered the fulfilment of
demand unprofitable. The prerequisites of this
strategy are therefore creativity and the ability
to produce or provide service in a more eco-
nomic way than competitors. The threat is,
however, that large competitors may make sig-
nificant efforts to complete their offerings and
to conquer a market segment which is new for
them – either by improving the profitability of
their production or service provision, or by
cross-financing their losses from profits
realised in other market segments. 

With the guerrilla strategy, a company
would penetrate the markets of much bigger
and stronger competitors and offer products or
services there which are not in the competitors'
product or service mix. Therefore, the magic
words of guerrilla strategy are “supplementary
offering”. Its success depends on e.g. the origi-
nality of the idea is which it is built on; if the
market appreciates the idea and the way its
implemented; if the supplementary product or
service offered has certain features (e.g. high
labour intensity) which keeps larger competi-
tors uninterested in extending their offerings
to this market or market segment.

The synergy strategy is employed when a
company enters a market where competitors
offer similar products and/or services, but the
new entrant can rely on its advantage of being
present with the same products and/or services
on other markets as well, unlike its competi-
tors. The new entrant can therefore benefit
from the economies of scale and/or the learning
curve phenomenon. Consequently, it can fulfil
demand on this market more efficiently than

competitors. Success thus depends on how
long the company can retain at least one of the
two competitive advantages which it enjoys.

The competitive advantage of a company
which implements the adapting strategy is that
it develops a product or service which can be
aligned easily and at a low cost to the various
individual needs of specific markets and market
segments. This alignment, however, mainly
depends on the flexibility of the company's
business partners. Companies employing the
adapting strategy should count on extensive
competition in today's globalising world, as
most competitors also strive for making adap-
tation as easy and comprehensive as possible.
This way, the success of this strategy primarily
depends on whether the company manages to
perfect adaptation on an ongoing basis and if it
is able to roll it out to as many market needs as
possible. The threat of this strategy is mis-
recognition: A company may strive for fully
comprehensive adaptation, yet an opposite
process may start in the market at the same
time, leading to the homogenisation of
demand.

The success of opportunity-creating strategies pri-

marily depends on various factors of the external

business environment. Namely, on competitors,

buyers, business partners, technological and eco-

nomic background factors. Therefore, the selec-

tion of the right opportunity-creating strategy

requires that all these factors should be taken into

account, both individually and in combination,

and long-term forecasts should be developed con-

cerning their characteristics and consequences.

Finally, the assessment of opportunity-creat-
ing strategies has some internal criteria as well.
In former times, capital owners regarded pay-
off as the primary consideration when assess-
ing a capital investment project (especially
large ones). Managers, however, often consid-
ered the long-term profitability of the business
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more important. In an era of globalisation,
accelerated development and increasingly fierce
competition, however, it is advised to assess the
benefits and threats of each optional strategy
using a background-factor formula. The seven
factors involved are as follows: 

Return on investment (ROI) remains a
valid consideration. 

Expected profit (E) and the probability
(p1) of realizing it should equally be taken into
account. The applied formula should also
include expenditures (R), possibly as a limita-
tion to the capital investment, as indicated by
the (E – R)p1 factor. 

The expected (p2) time (t) to realizing
results should also be considered. In practice,
the value range of tp2 needs to be defined and it
should function as a multiplier in the formula
of point 2 above.14

Amidst accelerated technological and eco-
nomic changes, an implemented capital invest-
ment project may need to be set on a different
course somewhere along the way, and manage-
ment should be prepared for this change. This
modification or change of course may entail sac-
rifices (A) of various magnitudes. They are
equally dependent upon the implemented capital
investment project and the new courses which
are enabled after the modification or change.
Sacrifices are predicted opportunities, thus they
convey a certain degree of uncertainty (p3). All
this is represented by the Ap3 factor. 

It is also advisable to see if the planned cap-
ital investment project has a cannibalising effect
(K), i.e. if the resulting new product or service
may adversely affect the current sales of other
existing products or services of the company. 

According to recent corporate experience,
it is also extremely important to assess if the
result of the planned capital investment project
is in line with the company's mission, values,
identity and culture.15 This is a controversial
question though: vertical diversification is
often effective, while at other times it is the

very barrier to efficient outsourcing.
Horizontal diversification often increases secu-
rity, but sometimes it is the gravedigger of the
company as it blurs business focus and inclines
management to make unprofessional decisions.
Therefore, the harmony of expected results
with the corporate mission, etc. is always a
requirement which may cut both ways (±I).

Finally, it is also worth analysing the
expected (p4) extent to which the planned cap-
ital investment project is likely to assist the
company in entering the global market, or in
expanding its presence or role there (Jg).

This way, the up-to-date evaluation of capital

investment projects should involve a complicated

function which consists of the following seven

factors: ROI, (E-R)p1, tp2, Ap3, K, ±I and Jg  p4.

Management decisions would then be based on

this assessment. It should be noted, however, that

four of the seven factors are probabilities, func-

tioning as multipliers. Therefore, it is very doubt-

ful whether complex capital investment decisions

can be based purely on mathematical models in

today's globalising business. 

The impact of development and capital
investments on the efficiency 
of corporate operations

The success of development and capital
investment projects has certain preconditions
which relate to the internal environment
(organisational structure, operation and gover-
nance) of companies. Before addressing these,
it is worth reviewing the possible key objec-
tives of investment projects, along with the
characteristics of the external environment
which may drive selection among them. There
are five basic capital investment objectives:

Increase of corporate output and the
underlying production and/or service volume.
This approach may be reasonable when a rela-
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tively easy opportunity comes up to extend
market share or enter an expanding market
(e.g. by exploiting a significant competitive
advantage). 

Improvement of the efficiency of corpo-
rate operations, as it is a key element in
retaining or increasing a company's competi-
tive edge. It may become a matter of life or
death for companies in times of fierce compe-
tition.

Increase of business security. It may be a
significant consideration in an external envi-
ronment which is characterised by fast-paced
technological advancement, quick and pro-
found economic changes (mainly periods of
stagnation and setback). 

Increase of the flexibility of the organisa-
tion, operations and governance. The setting of
this objective is usually enforced by a series of
quick changes in the external environment.
These changes are challenges for the company
which it has to find the right answer for within
a short time. 

Finally, “future-building” is also a valid
capital investment objective: in this case, the
project fulfils a precondition of a strategic
objective – e.g. it involves the correction or
change of course, or a paradigm change which
lays the foundation for it. These capital invest-
ments, however, only generate expenditures,
i.e. losses on the short run. (A capital invest-
ment of this kind is e.g. when a company
chooses to retrain employees during work
hours or on a part-time basis, with purpose of
fulfilling carefully selected professional tar-
gets.) Naturally, each of these objectives can be
set for the whole of the company or for one or
more organisational units only. In the latter
case (i.e. when a capital investment target is not
company-wide), management has to ensure
that the achievement of targets is also assisted
by organisations that are not directly involved
with the project and that no organisation is
counter-motivated.

This way, management has to be aware that any

significant capital investment at a single unit or

at certain organisations of the company will still

impact the entire organisation, operation and

governance of the company. When multiple capi-

tal investment targets are pursued simultaneous-

ly, management should know that any increase in

the number of objectives entails an exponential

growth of organisational and governance chores

in implementation.  

The success of development and capital
investment projects also has some typical pre-
conditions in the internal environment of com-
panies. In particular, the following prerequi-
sites should be mentioned:

Capital investments targeted at process
development should be preceded by the end-
to-end streamlining of the process concerned:
in other words, all bottlenecks and surplus
capacities should be eliminated from it.

A forward-looking capital investment,
however, may be reasonable, even when it is
first implemented only for a certain part of the
process due to budget constraints, provided
management has a clear-cut plan for the entire
modernisation effort. (One major hazard of
this approach is quick technological develop-
ment: if the scope of the capital investment
project involves this risk, it can easily happen
that an initially forward-looking project
becomes obsolete by the time the next phase of
implementation is enabled.)

In the case of capital investments into
production equipment, one new factor of
profitability calculations is the opportunity
to relocated equipment from developed
economies to less developed locations, as dis-
cussed above. Such relocation may extend the
useful lifetime of assets to the end of their
physical lifetime. This opportunity may sub-
stantially transform the market strategy of
companies, as it inclines businesses to estab-
lish an incompatible global structure of mar-
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kets which in turn reduces the financial bene-
fits of relocation in most cases.

With company-wide capital investment
projects, it is inappropriate to make a constant
effort to level development across all organisa-
tional functions, i.e. to balance the investment
between the organisational units. If kept with-
in certain tolerance limits, the imbalance of
capital investment distribution can accelerate
the development of the company. Yet it is only
true if individual functions are developed one
after the other in a dedicated manner, and if the
fostering of the remaining functions is not slip-
ping out of control in the meantime (i.e. it does
not cross tolerance limits). This way, the con-
tribution of the remaining functions to the
overall success of the capital investment project
is not decreasing.

A fundamental requirement for develop-
ment projects which encompass the entire
organisation, operation or governing structure
of a company is that they should focus on accu-
rately specified market targets. That is how
consistency evolves between development,
capital investment and the serviced market
(segment), which is also a basic concept of
total quality management (TQM). Today, how-
ever, the term quality is often substituted with
core competence: this is why TCCM has
become the new slogan.

Amidst today's increasingly fierce competi-
tion, fast changes and vast supply of new,
emerging competitors, company-wide develop-
ment often involves capital investment projects
which are built on a paradigm change. When
implementing such projects, corporate leaders
frequently realize that human resources man-
agement is becoming a strategic role where the
key factor of long-term success is properly set
professional training targets and the effective
motivation of associates to implement the par-
adigm change.

One recognition which belongs here is that
unique solutions play are increasingly impor-

tant in enabling development and capital
investment projects to enhance competitive-
ness. The core competences of a company are
established by these very development proj-
ects, thus they should at least contribute to the
building of such competences as much as pos-
sible. Therefore, when assessing capital invest-
ment alternatives, management should pay
attention not only to the project's potential to
cater the requirements of a unique solution and
the related extra cost, but also to the new ideas
which the project can add to that unique solu-
tion.16

Traditional criteria (like performance and
price, overall quality and total cost, purchase
price and commitment to comprehensive serv-
ice, etc,) are not the exclusive considerations
anymore in the assessment of capital invest-
ment offerings. An increasingly significant
consideration is the offered project's ability to
help the investor's appearance in the global
market.

The project organisation is an effective
organisational form for implementing a devel-
opment or capital investment project. Its effec-
tiveness principally lies in the following: all of
its activities are focused on a single and clearly
defined goal, namely to ensure the full and
ongoing availability of specialists from func-
tional organisations whose contribution is
indispensable for achieving project objectives;
the information channels between specialists
are rather short (i.e. communication among
them is practically unhindered); project teams
work close to execution levels, thus they have a
more direct knowledge of internal and external
conditions and they can make decisions on that
basis. Finally, project organisations have more
direct control over implementation which
improves the effectiveness of project direction
and control. This way, management should first
and foremost observe these five criteria if they
plan to set up an efficient project organisation
and wish to enjoy its benefits – an accelerated
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capital investment process, reduced costs, and,
through the focusing of expenditures, more
accurate budgeting and profitability.

All development and capital investments
projects, thus not company-wide projects, too,
are complex systems. Therefore, the key con-
sideration in the related management decision
should not be the maximisation of project
profits, but to find the optimum between the
capital investment effort and the related side
effects and partial results which appear at other
areas of the company. This is the way to pre-
vent that a function-specific development proj-
ect has a cannibalising impact on other corpo-
rate areas.

The new requirements concerning development

and capital investment projects are not only mak-

ing the related management decisions more diffi-

cult by bringing new criteria to the table. At the

same time, they also facilitate decisions by setting

a clear direction for the assessment of decision

alternatives: They definitely supply a standard

for measuring the company's international com-

petitiveness, its potential performance on the

global market or at least furnish them with a tool

for calibrating their organisation, operation and

governance on the basis of global market criteria.

The thoughts outlined so far probably high-
light that the approach and actions of corporate
leaders play a decisive role in the shaping of the
internal environment favourably for develop-
ment and capital investment. Technological
advancement and the new conditions of the
globalising economy pose new and new chal-
lenges to management. Yesterday only the lead-
ers of multinational giants were exposed to
these challenges. Today most large companies
have to face them, and tomorrow even the
managers of small and medium enterprises
(SME's) will have to tackle them.

One such challenge is the restructuring of
the corporate organisation. The structure and

operation of a business must increasingly fulfil
a threefold requirement: it has to retain the
integrity of the company's values and opera-
tion, it needs to enable adaptation to local con-
ditions in the global business environment and
it has to increase the effectiveness of both deci-
sion-making and implementation. At large
multinational  corporations, this was best
enabled by a structure where integrity was
ensured by the central staff, adaptation was
achieved by organisational units (subsidiaries)
that operate in specific geographical regions
and effectiveness was realized by project organ-
izations that mainly specialize in new tasks.
This organisational structure enabled the clear
division of responsibilities also in development
and capital investment projects. E.g. in research
and development, the central staff was made
responsible for launching and financing basic
research and development oriented research
projects which the long-term business strategy
called for (they also had to take into account
the opinion of functional and regional leaders).
Short-term development research could equal-
ly be launched by the central staff or a sub-
sidiary, and then financed jointly. If the central
staff did not agree to a certain project though,
the subsidiary had to finance all research costs.
If the result of a development project required
applied research, i.e. when the result had to be
further developed in line with local require-
ments, such additional development could take
place on the subsidiary's initiative and was
financed by it.17 Both the central staff and the
individual subsidiaries were allowed to set up
project organisations, but the founding organi-
sation was responsible for financing the project
organisation and directing all activities, lest
complicacies of double direction should occur.

This new, threefold requirement regarding com-

pany structure and operations is becoming an

increasingly decisive factor of competitiveness for

both large companies and  SME's. Albeit at a
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lower scale, large companies can still employ the

organisational development approach of multi-

national giants. The leaders of SME's, however,

need to find new solutions in the future which

enable the fulfilment of the three requirements at

a magnitude corresponding with the size of their

companies.18 One such new form of organisa-

tions is e.g. the network or cluster of small and

medium enterprises which stretch out to several

countries.

Corporate governance is facing new chal-
lenges as well. Multinational corporations have
pioneered in this area, too. They were the first
to say that the ability to establish core compe-
tences is a pivotal factor of competitiveness.
Core competences, however, do not last forev-
er: They have to be renewed time to time in line
with the competitive environment and with
new technological, economic and social cir-
cumstances. The holder of a new top manage-
ment position, the Chief Core Competence
Officer (CCCO) has been assigned to monitor
and ensure the continued validity of core com-
petences. The CCCO is also responsible for
proposing new or renewed core competence
scopes on a regular basis. If a company's oper-
ation is focused on core competences, however,
certain activities have to be outsourced. That is
how the already mentioned production and
service networks, clusters evolve. Their plans
and operations must be coordinated by the
company who outsourced the function con-
cerned. This integrator role is a permanent
activity which encompasses diverse harmonisa-
tion chores across technologies, services,
finances, etc. This responsibility has been
assigned to yet another new top manager, the
Chief Network Coordination Officer
(CNCO). Finally, the operations of the region-
al subsidiaries of a multinational firm also need
to be harmonised for the sake of  company-
wide efficiency. What is more, this harmonisa-
tion should take place both between sub-

sidiaries and with the concepts and objectives
of the corporate centre. This regional harmon-
isation role has been assigned to a new top
manager, the Chief Regional Coordination
Officer (CRCO). At today's multinational
giants, competitiveness increasingly depends
on whether these companies established a gov-
ernance structure that equally ensures the
renewal of core competences and harmonisa-
tion across networks and regions.

Large companies and SME's in particular are

unlikely to create such top management positions

without making the organisation front-loaded,

and thereby deteriorating the profitability of their

operations. Therefore, these companies are rec-

ommended to assign these duties to the CEO. In

exchange, he will have to delegate more and more

functions of operational direction to lower man-

agement levels. This way, globalisation will

induce the decentralisation of management deci-

sions at these businesses as well.

New requirements are also perceivable in the
communication of managers. In the era of full-
fledged globalisation, multicultural compe-
tence will be a fundamental prerequisite of
business success for managers and certain spe-
cial work functions (like marketing specialists).
In other words, associates in these positions
will have to know and understand the values,
way of thinking, lifestyle and basic customs of
people who they want to build and maintain
business relations with. It is an especially
important consideration in developed
economies whose companies not only sell in
the markets of different cultures (usually in
less developed countries), but also outplace an
increasing part of their activities and/or servi-
ces to those regions due to local operational
advantages. Formerly, these business relations
were built on the approach that once a capital
investment project is completed in those
regions, local inhabitants should only be
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taught, paid and instructed on how to keep the
assets in operation. In former times, this
approach was mostly successful in providing
for the human resources that were needed to
make a capital expenditure project profitable
there. In the future, however, this approach will
become less and less suitable for serving as a
basis for operating capital investment projects.
The local appearance of multicultural knowl-
edge increasingly calls for the implementation
of the LBW concept, of the Do Learn! Do
Bring up! Do Win over! slogan: management
and employees should first learn the culture of
a certain country or region. Then they can
present their business ideas to the local staff in
order to win their support instead of giving
instructions to them. The LBW concept sets a
radically new target for the “further training”
of employees and management: the objective
of personality development.

In the future, continuous and lifelong learning,

the retraining of management and employees, i.e.

the elements of the 3L19 approach are expected to

gain further importance in the shaping of the

internal environment of businesses. Even more

so: this approach may lay the foundation of

knowledge-based operations at business organisa-

tions which will be a competitive advantage for

them. Still a new trend is expected to take shape

within further training and retraining: as globali-

sation extends, so will personality development

become an immediate requirement, along with

the overlaying international communication

skills. This trend will equally be valid at multina-

tional corporations, large companies and SME's.

SOME NEW CONSIDERATIONS FOR
FINANCIAL INVESTMENTS 

Production and service companies usually
engage into financial investments if they do not
intend to spend their free financial resources

on capital expenditure projects (expansion of
operations, upgrading of equipment, etc.).
Instead, they wish to deposit their funds at a
specialized financial institution (or using the
intermediation of a financial institution or
organisation) in a way which allows the growth
of the funds' value (i.e. they should produce a
yield) while keeping the funds accessible in
times when the course of business requires
such access. 

When judging various financial investment
opportunities, however, investors also look at a
third factor besides yield and access: the risk of
the investment. Companies assess these three
criteria in combination, while keeping in mind
the following: 

• usually there is a strong interdependence
between yield and risk: as it is widely
known, lower risk usually goes with mod-
est yield, while the willingness to take a
larger risk may equally lead to significant
profits or to a substantial loss;

• the time limit to access, in other words the
tying up of the invested capital in a long-
term deposit usually increases yield (as the
interest on the invested amount is usually
higher in these cases).

The management of a company usually
assesses these three factors with a view to
external conditions in particular, to the special-
ities of the internal environment and on the
basis of business targets. 

When the external environment, i.e. the
competitive market and/or its technological,
economic, social or political background
involves a great degree of uncertainty, the risk
appetite of management usually decreases; In
other words, they are satisfied with a modest
investment yield. Another factor which may
decrease yields under such circumstances is
that management is advised to go for the short-
est possible access time due to external uncer-
tainties. (The risks deriving from the external
environment of the investment also have a very
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special element: the stability, or credit rating of
the financial institution(s) which function(s) as
the investment partner(s) of the production or
service firm. A moderately stable partner
would usually try to offset its less favourable
credit rating by offering higher yields.) If the
competitive and background environment are
solid, opposite trends prevail. 

The internal corporate environment may
affect the observation of the three criteria in
investment decisions in various ways. E.g. the
management of companies which has a solid
capital and market position and low operational
risks is probably more likely to go for a higher
investment risk, hoping for higher yields; A
similar decision may be made by management
at a company where the security of operations
is high and thus there is no real need to retain
substantial capital for bridging e.g. production
outages (material shortages, machinery fail-
ures, strikes), long-term receivables, etc. A cal-
culated investment may determine the time
when the invested assets can be accessed and
thereby it may limit the profitability20 of the
investment as well. Obviously, management's
willingness to take risks will be lower if the
internal environment of their company is just
the opposite. In this case, they will prefer long-
term depositing and higher yields.

Yield (profitability), risk and access time are
three criteria which various investment oppor-

tunities fulfil differently. This is illustrated by
the example in Table 1 below.

The significantly different values in the table
show that management can decide relatively
easily which investment opportunity is the best
for their company. Of course, when making
this decision, they should observe external and
internal conditions, the characteristics of the
different investment opportunities and that of
the financial organisations who offer them,
along with the specific financial offers they get
from partners. E.g. a bank deposit has a low
yield and a low risk, but the funds can be
accessed anytime. Investing in stocks, however,
can produce a high yield but also entails a high
risk, while the invested capital can be accessed
relatively easily (yet the sale of stock may
involve a significant price sacrifice which again
increases risk).

Based on all that, it is fair to conclude that four

factors need to be assessed and analyzed for the

identification of the optimal corporate invest-

ment alternative: the conditions of the internal

and external environment, the characteristics of

investment opportunities and the stability of part-

ner organisations.

Management, however, can further refine the
relation between yield (profitability), risk and
accessibility and thereby implement a financial

Table 1

EXAMPLES OF ASSESSING VARIOUS FINANCIAL INVESTMENT ALTERNATIVES USING 
THE THREE CRITERIA

Investment alternative Yield Risk Accesibilitiy
Bank deposit + + + + + + +

Time deposit + + + + + +

Government and sovereign bonds + + + + +

Real estate + + + + + + +

Stocks + + + + + + + + + + + + + +

* The purpose of assessment with the  + + + + + (maximum) and + (minimum) values is only to illustrate with magnitudes that real values differ
with each financial investment.
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investment that is more effective than the one
that was originally considered optimal. The
way to do this is to distribute the investment
across diverse investment opportunities: i.e. to
create an investment portfolio where the
advantages and disadvantages of individual
investment alternatives are levelled.

Portfolios can be balanced using various cri-
teria, thus different types of portfolios can be
created. The best approach is to differentiate
between portfolio types based on the investor's
risk appetite, as his willingness to take risks is
strongly linked to his yield expectations and is
usually not independent from his access time
preference either. Based on the investor's risk
appetite, four distinct portfolio types can be
identified: the portfolio of a cautious, a conser-
vative, a risk-hungry and a bold investor.21 One
typical combination of portfolios is presented
in Table 2 below. The volume of individual
investment opportunities is symbolised by
their percentage ratios. 

Financial institutions who serve investors
usually offer clients ready-made portfolios sim-
ilar to this one. 

Therefore, when planning a financial investment,

corporate managers are recommended to establish

an investment portfolio in the first step which

they consider optimal; then they should obtain

information on the portfolio offerings of financial

institutions; then about the business stability of

institutions which offer the portfolios; only after

that, i.e. in the fourth step should managers make

their investment decisions.  

In the context of a corporate financial
investment, this is the approach which best
suits the triple criteria of profitability, risk and
access time to invested capital.

Finally, it must be pointed out that the inter-
nal risk of individual investment opportunities
may also change considerably depending on
environmental elements like the national,
regional and/or world economy and competi-
tion. E.g. it is well known that a high inflation
rate may reduce the purchasing power of a
bank account balance, even if the capital is
topped off with interest. Poor economic policy
or a political-social crisis may profoundly
reduce the real value of government and sover-
eign bonds. In an economy on the verge of cri-
sis, property prices are dropping and so is the
stock value of companies which have been
unable to meet the increasingly serious chal-
lenges of the world market. These businesses
usually fall out, first from international, then
from domestic competition.

This way, when composing their investment port-

folio, managers should not neglect the events and

processes of national economies, regions and even

Table 2

EXAMPLE OF INVESTMENT PORTFOLIOS
Percentage ratio of investment alternatives within the portfolio based 

on the risk appetite of investors 

Investment alternatives Investor risk tolerance
Cautious Conservative Risk-hungry Bold

Bank deposit 25 10 5 -

Time deposit 30 30 10 10

Government and sovereign bonds 30 30 20 10

Real estate 10 20 25 30

Stocks 5 10 40 50

Total 100 100 100 100
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that of the world economy22 which may impact

the yield and risk of individual investment

opportunities. In some cases, these events and

processes may even disrupt the order of invest-

ment opportunities which would apply in a more

or less stable technological and economic envi-

ronment, simply by aligning the order to the fun-

damental characteristics of these events.

MANAGERIAL APPROACH TO INCREASING
THE EFFECTIVENESS OF CAPITAL 
AND FINANCIAL INVESTMENTS

Based on the thoughts outlined so far, it is fair to
say that a new decision-making approach and
new decision-preparation mechanism are rec-
ommended for management to improve the
effectiveness of their capital and financial invest-
ment decisions while observing the criteria list-
ed above. This approach entails three levels. The
first and highest level includes two decisive sets
of factors: technological development trends
and processes, and world economy events,
processes and trends (including the interwork-
ings among these factors). The second level rep-
resents the company's competitive procurement
and sales markets. All market players have to be
taken into consideration here, along with their
power position, plans, actions, relations, estab-
lished networks and strategic or operational
alliances. The third level includes planned cor-
porate capital and financial investments (the lat-
ter in the same sense as in the introduction)
which are based on the characteristics of the
company, i.e. its competitive market position
and the strengths and weaknesses it has in inter-
national competition. All factors at each level are
closely interrelated. Therefore, the approach of
corporate leaders should reflect these inter-
workings, too: i.e. managers should understand
not only the processes and trends of each group
of factors, but also the complex effects and
interworkings which shape them.23

This evaluation, however, does not require
corporate managers to possess an in depth
knowledge of all factors at each of the three
levels, which is otherwise needed for making
optimal capital and financial investment deci-
sions. It would be rather futile an attempt
today to require anyone to have such in depth,
all-around knowledge. The purpose of the eval-
uation is to ensure that managers do use the
apt, specialist information which external firms
(expert institutions) and own employees sup-
ply. This approach can be fostered by the fol-
lowing decision preparation mechanism:

Concerning level one factors, the responsi-
bility of obtaining and providing information
mainly rests with external specialists and/or
technical institutions. These firms publish
comprehensive compilations, but they are also
available for preparing dedicated analyses and
forecasts that focus on the company's specific
considerations (SME's with modest financial
means may order these studies together or via
their professional alliances. In this case, howev-
er, they have to expect a certain degree of gen-
erality in the papers as those are probably
intended for entire industries).

In the factor group of the competitive mar-
ket level, the company itself can develop an
analysis and a forecast. Yet these have to be
complex, benchmarking-type efforts which
involve the participation of all functional
organisations and, for control purposes, the
participation of all independent organisational
units (i.e. project organisation, profit centre,
division, etc.).

The third level, the level of capital and
financial investments definitely includes
requirements which relate to the professional
knowledge, expertise, former experiences and
decision-making skills of the manager: as now
he has to make decisions which are both strate-
gic and operational in nature and may deter-
mine the success or failure of a capital or finan-
cial investment project, and thereby the fate of
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the company itself. In this context, it is proba-
bly fair to say that there is no bigger hurdle to
successful investment decisions today than
what Gulliver experienced in Laputa. For when
a company becomes introverted, either in the-
ory or in its business practices, it will soon find
itself in the company of theoretical specula-
tions and art for art's sake, delusive models.
Instead, global openness is needed: corporate
leaders should be receptive to signals from all
three levels and possess combination and com-
munication skills which encompass these lev-

els. They should be able to make decisions
which distribute risks by enabling the compen-
sation of global threats with opportunities and
the use of benefits to offset drawbacks which
threaten the company.

This three-level decision-making concept and

decision-preparation mechanism can guarantee

that corporate management does not only select

the optimal capital or financial investment

alternative but also makes the right decision

about it.

1 The values for the first four elements in the Porter
model can be determined by market research. The
fifth factor can be taken into account by way of
benchmarking. The values of elements which best
characterise the company are then compared to the
corresponding values of “best in class” companies or
the industry average to determine the company's
competitiveness.

2 BAT followed this relocation strategy when high US
wages forced them to install new production lines
there which enabled a higher level of automation.
Once they made this step, they relocated the dis-
mounted machinery to countries where BAT already
had plants and where wages were lower.

3 This is expressed by the (E-R)p1-A.p2 section of the
formula, where E stands for result, R for expendi-
ture, A for change or correction of course and p for
the probability of occurrence. (The topic is discussed
in more detail below.)

4 A compensating decision of this kind would e.g. pair
up the mass production, low unit profit and low-risk
sale  of an established product with the small-scale
production, high unit profit and high-risk sale of a
newly launched  (and obviously innovative) product.

5 Consequently, relying on the ceteris paribus (“all
other things being equal”) assumption is becoming
increasingly dangerous today.

6 Some examples of partial threats to corporate func-
tions: The loss of market share in one of the compa-
ny's markets due to the increased market share of a

competitor; Production becomes uncompetitive in a
non-decisive production segment; Research and
development are lagging behind in creating a part or
unit which is already available in a more modern ver-
sion from an external source, etc.

7 In impact chains, impacts are passed on linearly, i.e. a
single cause only generates a single result; in impact
meshes, a single cause may generate multiple results
while in an impact field a single cause can lead to
changes  in economic regions, in the technological
development of entire industries and sometimes in
social structures. 

8 In this sense, the EU, the NAFTA, the APEC, etc.
are all economic regions. 

9 If the company is a joint stock corporation, it is the
members of the board of directors who can most
consistently represent owners' interest.

10 This is assisted e.g. by the new requirement of
“sound corporate governance” which not only
assigns the approval of the corporate strategy to the
board but also encourages it to oversee and influ-
ence the day-to-day operations of the company.

11 True, these opportunities have a price and often a
high one. Still, their aggregate positive impacts pre-
vail.

12 It is the well-known basic requirement of total qual-
ity management or TQM. It is quite indicative,
however, that the latest TQM concept also involves
the environmental factor: The acronym is extended

NOTES
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to ITQEM, where “I” stands for “integrated” and
“E” for “environment”. This new approach requires
the observation of the environmental management
aspect. 

13 It is a typical shortcoming that production firms
monitor technological development trends only in
the context and scope of their production (i.e.
regarding procured materials and spares, applied
technologies and products).

14 As discussed already, the  “t” factor is highly
dependent upon the potential success of relocating
obsolete production facilities from developed mar-
kets to less developed ones.

15 The decisive role of corporate values, self-identity
and corporate culture is evidenced by examples like
the bumpy roads of the recent mergers of Hewlett-
Packard and Compaq, or Chrysler and Daimler.

16 It means a radically new challenge for companies
which engage in major capital investment projects:
they not only have to create products that are more
competitive than that of competitors, they not only
have to customise products to the individual needs
of customers: they also have to think together with
customers about how they can help the customer's
competitiveness.

17 This structure was implemented e.g. at AT T when
the company stepped out to the world market, dis-
tributing responsibilities between the corporate
centre staff, newly created regional organisations
and Bell Laboratories.

18 The decentralisation of operational direction has
macro-economical prerequisites as well: First and
foremost, permanent and balanced economic
growth, which saves the CEO from having to make
life-or-death decisions to eliminate the impact of

unexpected and recurring threats from the macro-
economic environment.

19 The three critical elements of the 3L or Life-Long
Learning concept are as follows: First, the leader of
the company should be able to identify and set the
right professional targets for retraining, and these
targets should harmonise with development trends;
Second, he should be able to motivate associates
effectively to achieve the set targets; Third, the
leader should be able to establish widespread
knowledge transfer within the company.

20 When evaluating multiple investment opportuni-
ties, (a) if the amount of invested capital is iden-
tical, it is sufficient to compare yields only; (b)
if, however, management wishes to analyze
investments involving different capital amounts,
they need to compare the profitability of alterna-
tives.

21 Some financial institutions elaborated more detailed
categories. What is more, they use test questions to
determine the risk appetite of investors and thereby
make it easier for them to select the portfolio which
is best for them.

22 The extension of investment portfolio opportuni-
ties to regions or even the entire global market not
only requires the recognition of new risks. It also
enables the better leveling and more effective com-
pensation of exposures. When assessing these
opportunities, however, the supportive or austerity
measures of the national government must always
be taken into consideration as these measures may
magnify but also eradicate the opportunities con-
veyed by international economic realities.

23 This is what the formerly mentioned impacts,
impact chains, impact meshes and impact fields
were about.
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Anna Fábián

Towards a new community
energy policy?

IIn the energy political conditions of the 21st cen-
tury, Europe, too, faces new challenges. Adapting
to these conditions, solving today's problems is
impossible by using yesterday's answers; new and
more efficient solutions must be found. The 25
isolated national energy policies are no longer
suitable for the solution of problems; a better
coordinated, community-level energy policy is
required. 

SECURITY AND COMPETITIVENESS

Global demand for energy is increasing. By
2030, global energy demand and CO2 emis-
sions are expected to rise by some 60 per cent.
Our climate is getting warmer. (As revealed by
surveys, the average temperature on Earth has
risen by 0.6 degrees Celsius and, unless further
preventive measures are taken, there may be an
increase of between 1.4 and 5.8 degrees by the
end of the century.) Oil and gas prices are
increasing (in the EU, they have doubled in the
past two years). The energy import dependen-
cy of the EU is growing, with energy being
imported mostly from politically risky regions.
The EU depends on energy imports for 50 per
cent of its current consumption, which, unless
energy can be made more competitive, could
reach 70 per cent in the next 20 to 30 years.

Energy reserves are concentrated in a few
countries. Half of the EU's gas demand comes
from three countries (Russia, Algeria and
Norway). In the next 25 years, some 80 per
cent of gas consumption will be covered from
imports.

By today, security of supply in Europe has
become multi-dimensional and jeopardized in
several aspects, being characterized by an exter-
nal dependency on gas supplies from Russia
and oil supplies from the Middle East, terrorist
threats to energy establishments, as well as the
ageing of European oil refineries and power
stations as a consequence of low investments in
the past two decades. 

Both the expectations regarding security of
supply and the requirements of the EU
Emissions Trading Scheme can be met through
major investment policies. The volume of the
necessary investments and the weight of the
problem are indicated by the fact that, accord-
ing to EU estimations, investments of around
EUR 1 trillion will be needed over the next 20
years to meet the expected energy demand and
to replace ageing infrastructure. All of these
must be implemented by keeping up competi-
tiveness. The energy market of the EU is not
yet competitive today; an internal energy mar-
ket has not been developed. It is only a fully
liberalized market that can create the condi-
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tions for minimizing losses, fighting rising
prices and efficiently joining the fight against
climatic change. Without a fully liberalized
market, consumers cannot enjoy the benefits
of a competitive market like low prices or the
security of supply. It is essential to intercon-
nect the national energy markets, which are
mostly still isolated today. 

The acknowledgement of the above was
reflected by the informal summit of Heads of
State and Government at Hampton Court in
October 2005, where chairman of the summit,
British Prime Minister Tony Blair, tabled a pro-
posal1. It was here that the Commission was
invited to lay down the basis for a common
energy political approach.

THE CHARACTERISTICS OF THE
COMMUNITY ENERGY POLICY BEFORE
HAMPTON COURT

The development of the Common European
Energy Policy goes back to the establishment
of the European Coal and Steel Community
and the European Atomic Energy Community.
Both of these were later incorporated into the
Treaties that formed the legal basis for the
European Union, yet energy policy as such is
not part of the Treaty. The Union lacks a com-
mon energy policy even today, which decreases
the EU's negotiating weight in international
energy affairs. The awareness of a structural
vulnerability related to energy has been present
in the Community since the very beginning of
European integration. 

The Treaty establishing the European Coal
and Steel Community, signed in Paris in 1951,
ruled under its objectives, with reference to
goods specified in the Treaty, the elimination,
as between Member States, of any import or
export duties or quantitative restrictions as
well as any discriminatory regulations regard-
ing producers, customers or consumers, with

special regard to prices, delivery conditions and
transportation charges. 

The Treaty establishing the European
Atomic Energy Community, signed in Rome in
1957, was aimed at facilitating the cooperation
of Member States in research and the dissemi-
nation of technical information, the use and
development of nuclear energy, the application
of security standards as well as in the field of
health protection.

Chapter 2 of the Second Article of the Rome
Treaty rules on the elimination, as between
Member States, of quantitative restrictions and of
all other measures having equivalent effect.
Article 37 rules on state monopolies of a com-
mercial character, which are highly significant
from the point of view of the energy market as
well. Member States must ensure that public
undertakings and undertakings with exclusive or
special rights (which latter include electricity-
industrial and natural gas industrial companies,
irrespective of whether they are public, or pri-
vately owned) do not impose quantitative restric-
tions or any other measures of equivalent effect
on exports and imports. In addition, Member
States are obliged to adjust state monopolies of a
commercial character so as to ensure that when
the transitional period has ended, no discrimina-
tion regarding the conditions under which goods
are procured and marketed exists between the
nations of the Member States.

Under the regulations of the Rome Treaty
on undertakings, an important rule regarding
the energy sector is that undertakings entrust-
ed with the operation of services of general
economic interest are also subject to competi-
tion rules (insofar as the application of such
rules does not hinder the performance of the
particular tasks assigned to them).

Common commercial policy affects the
energy sector in a way that, under Article 115,
commercial political measures of a national
nature are allowed only at times of economic
difficulties. 
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Under Article 129 enacted by the Maastricht
Treaty, signed in 1992, the Community, with
the aim of facilitating a market without internal
frontiers as well as economic and social cohe-
sion, shall contribute to the establishment and
development of trans-European networks in
the areas of transport, telecommunications and
energy infrastructures. 

From the moment of its establishment, the
Coal and Steel Community aimed higher than
establishing a mere cooperation of energy sec-
tors: it was the creation of a united Europe that
its founding fathers had in vision. Being based
on the cooperation of the coal and steel indus-
tries, both critical in the industry of the region,
the Community determined economic devel-
opment, as well as the rate of growth. Under
the original plans, the cooperation was to
include other branches in addition to coal and
steel. Thus, it was through these treaties that
the construction of the European Union
began, but it was only from the 1990's, by initi-
ating certain legislation on energy, that the
European Commission paved the way for the
establishment of a Common Energy Policy.

According to the Constitutional Treaty
(III. 256), under ratification, the objectives of
the energy policy of the European Union are to
ensure the operation of the energy market and
the security of supply of the Union, encourage
energy efficiency and energy saving, as well as
promote the development of new forms of
energy. As it is underlined in the chapter
referred to above, the Community Energy
Policy shall respect the right of Member States
to freely decide on the choice of their energy
mix. 

Today, Common Energy Policy can be iden-
tified as part of the Union's economic policy
based on integration and deregulation, which is
expected to contribute to the development of a
single market as well as the creation of social
cohesion. Within the general objectives, the
energy policy must harmonize the aspects of

security of supply (including the efficiency of
energy supply), competitiveness and environ-
mental protection. In the effort for creating a
Common Energy Policy, there is an emphasis
on the correlation between sustainable energy
use and climatic change. Within the framework
of the latter, limiting energy consumption and
diversifying energy sources are the major goals.

THE COURSE OF DEVELOPMENT 
OF ENERGY POLICY

Although there was significant progress in
European integration between 1957 and 1972,
this was not apparent in energetic cooperation.
A drawback to the formation of a common
energy policy was that there were few areas
where the interests of Member States in fact
coincided. As regards the problem of Member
States security of supply, this in itself was not a
strong enough driving force making a common
energy policy necessary. The latter was proved
by the fact that the explosion of oil prices in
the 1970's and the difficulties in energy supply
did not advance the cause of a community
energy policy. It was the Commission that
made the initiatives for the formation of a com-
mon energy policy from the late 1980's
onwards, which was related to the rebirth of
the European Union: the Single European
Document (1987) and Maastricht (1993). The
processes were determined by the strengthen-
ing of supranationality, which typically left the
field of energy unaffected. The fact that there
were still some changes maturing in the com-
munity energy policy was due to activities
unfolding in other fields related to energy. In
the first place, it was the policy aiming at the
formation of an internal market, in which com-
petition policy had a major role, which fostered
the community energy policy. The vision of an
internal energy market for the Union was to a
great extent affected by the efforts enforced
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within OECD at that time, which had urged
more liberal solutions in the energy sector for a
long time. 

In the second place, the Community created
a firm environmental policy. By the early
1990's, the environmental policy had under-
gone two substantial changes: unlike energy
policy, it was incorporated into the EC Treaty
(following the Single European Document),
and the horizontal feature of the industry also
became apparent. Since then, the increasing
weight of environmental policy within the
community policies has been a major challenge
to energy policy. 

In the third place, the development of the
community energy policy was also related to
foreign political considerations, as the Union
started to play an increasingly active role in
international, world political affairs. Economic
relations established with certain third coun-
tries (from the Middle East, North Africa,
CIS) were meant to strengthen the Union's
security of supply, complementing the efforts
of the Member States for more efficient energy
use, so to say. 

Yet, the energy issue was not genuinely rep-
resented either in the Maastricht, or in the
Amsterdam Treaty. The Union had no vision of
a common energy policy, either. Under these
circumstances, the Commission had a consid-
erably wide scope for action when working out
the directive proposals determining energy pol-
icy. These include two important directives2

ensuring the free movement of electricity and
natural gas across the borders of Member
States, which, despite the resistance of Member
States, argued for more open markets, also set-
ting out the timetable and procedures of mar-
ket liberalization.

The liberalization of energy markets and the
implementation of efforts aimed at increasing
security of supply are adversely affected by the
unsatisfactory conditions of the energy transit
and storage infrastructure. Today, connections

between Member States are restricted to bilat-
eral relations, which is a major obstacle to the
formation of an integrated European energy
market. At the moment, the internal energy
market of the Union is a collection of national
markets, where cross-border trade is restricted,
security of supply is low and competition is
limited. Every new connection would increase
the security of supply and have advantages for
across Europe as a whole. Without the further
development of the trans-European energy
network, the internal energy market is unable
to fulfill its function and its operational break-
downs distort competition. This is why the
Union urges developments interconnecting
Member States, ensuring the further liberaliza-
tion of the energy market, as well as working
out a regulatory framework facilitating invest-
ments in the industry, which is also pressing
because of the internal energy market integra-
tion of new Member States3.

The revision of the Lisbon strategy made it
clear that, without further increasing energy
efficiency, it was impossible to increase the
competitiveness of the Union. The Green Paper
on Energy Efficiency4 says that, by changing
consumer habits and by the application of ener-
gy efficient technologies, energy consumption
could be cost-efficiently reduced by 20 per cent
by 2020. According to preliminary calculations,
that would release some EUR 60 billion per
year (which equals the annual energy consump-
tion of Germany and Finland together).

The Union has made advance not only in the
fields of market liberalization and environment
protection (the objectives set with regard to
the use of renewable energy sources) but has
also taken several important initiatives in high-
priority fields of energy policy like energy effi-
ciency and the promotion of new energy tech-
nologies5. The proposals were made by the
Commission without an actual mandate, rely-
ing only on the “good intention” and common
sense of Member States. 
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In late 2005, the Commission made a report
on the almost five years' experience of the
operation of the competition market, assessing
the achievements made in the establishment of
the electricity and gas markets, before the ener-
gy market was to be fully opened up to all con-
sumers on July 1, 2007.6 The Commission
established that competition was not yet imple-
mented at the European energy markets and
that the major obstacles to the unfolding of
competition were market concentration, verti-
cality, the lack of market integration, the lack
of transparency and problems related to pric-
ing. The gas and electricity markets were high-
ly concentrated – although to different extents
in various countries – so undertakings with a
dominant position were able to exercise market
influence. Power stations, using the capacity at
their disposal, were able to influence prices,
too. The findings also confirmed that the sepa-
ration of network and sales activities was insuf-
ficient, which was an obstacle to the operation
of the wholesale market. This, in turn, made
the entrance of new market players impossible.
System-connection capacities, the key ele-
ments of integration, were insufficient and thus
prevented consumers from access to alterna-
tives to national suppliers. The lack of price
transparency furthermore added to the lack of
confidence of industrial and retail consumers7. 

In compliance with the decision made at
Hampton Court, the Community launched
common thinking on the basic principles of the
Community Energy Policy and the specifica-
tion of areas where action was imperative. The
need for the formulation of a more integrated
energy policy was made more pressing by the
Russian-Ukrainian gas dispute, which cast the
light upon the common energy security policy,
or rather, on the lack of such policy.
Difficulties of supply highlighted the contra-
diction that, while there was community legis-
lation for the regulation of energy markets, the
security of energy supply was “only” national

competence, i.e. the Union lacked a communi-
ty policy for security of supply. At the same
time, the establishment of a single, European-
level liberalized energy market (electricity, gas)
means that any gas or electrical energy supply
disorders in individual countries or a region of
the Union would spread to other Member
States despite the fact that the latter have taken
the necessary measures for the security of their
supply at the national level. The currently rul-
ing principle that Member States are to provide
for the security of their supply individually
thus cannot be followed in the long run. This
principle is not in compliance with the objec-
tive of the establishment of a single natural gas
and electricity market free of restrictions.

In the debate on working out the New
Energy Policy, new Member States of the
Union, which are most exposed to unilateral
dependence, including Hungary, urged com-
mon security of supply measures in the fields
of natural gas and electricity supply, similar to
those earlier implemented in the case of crude
oil products8. Beyond this, the diversification
of energy sources and transportation routes, as
well as the improvement of energy efficiency
were also considered important. 

France suggested that all Member States
should have analyses on mid-term perspectives
for energy demand and supply, which should be
summarized by the Commission with the aim
of establishing the investment in production,
transport and storage required for making the
demand-supply balance, determining quotas
for greenhouse gas emissions. It urged that the
Union should have a common vision for long-
term energy supply shared by all Member
States. France also recommended measures to
facilitate the operation of the single gas and
electricity markets (harmonizing the compe-
tence of European regulators, improving the
cooperation of energy supply networks). For
the diversification of energy supply and the
improvement of security of supply, it empha-
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sized the importance of facilitating and speed-
ing up the development of TEN-E networks.
For the efficient solution of mid- and long-
term difficulties in gas supply, it urged the fur-
ther development and amendment of Directive
2004/67/EC9. Ensuring the transparency of the
European oil market, France suggested regular
reports on European oil stocks. It drew atten-
tion to the significance of using nuclear energy
in the creation of safe energy supply for the
Union and in the combat against climatic
change. It urged that, in research and develop-
ment, priority should be given to new energy
technologies and that the Union should favor
the development of “clean energy” technolo-
gies also in its relations with third countries,
emphasizing the advantages of the Kyoto
agreement.

Considering the basic principles of the ener-
gy policy, Germany emphasized the priority of
completing the liberalization of the internal
energy market, for which it was essential to
implement the common rules on the establish-
ment of the internal energy market and to
improve the coordination of cross-border ener-
gy trade at the regional level. Germany main-
tained that, in the creation of security of sup-
ply, it was energy efficiency that had a critical
role, followed by the optimal utilization of
national energy resources. It was the task of
Member States to ensure sufficient gas stocks,
necessary for covering the national demand in
case of crisis. Germany urged the efficient and
transparent implementation of the existing 
legislation, considering this sufficient for the
advance towards a more communal energy pol-
icy.

During the debate, the opinion that the ener-
gy policy needed a supportive foreign policy
became increasingly clear. Considering that
Russia played a key role in the energy supply of
the Union, the Union should give priority to
Russia in the series of various dialogs, making
Russia conscious of its responsibility for the

security of supply of the Community10.
Regional energetic cooperation in the internal
market was a further element of the communi-
ty energy policy, Member States mentioned.
Within the framework of the latter, they
emphasized the need to ensure that the Energy
Treaty with Southern Europe take effect in
200611, suggested extending membership to
the Ukraine and Norway and urged an agree-
ment of a similar nature with countries of the
Caspian-basin, rich in energy sources, as well as
with Moldavia. It was necessary, furthermore,
to diversify energy sources and supply routes
and to establish the suitable network infra-
structure, including such for the transit of liq-
uefied gas. As Poland pointed out, the Union
needed, in addition to its critical East-West
infrastructure, the establishment of a North-
South axis, too. Member States agreed that,
within the framework of the Community
Energy Policy, a solidarity mechanism serving
the solution of supply crises was to be estab-
lished.

Member States emphasized the importance
of passing an ambitious Action Plan, meant to
further improve energy efficiency, in the year
2006 and the revision of the EU Emissions
Trading Scheme in the same year. Considering
the aspects of European competitiveness, the
latter revision was to cover all energy intensive
industries.12

Despite the different approaches and
emphases, there was wide consensus among
Member States that action at the European
level was imperative. Since the establishment of
the Community, there had never been such a
strong demand for the formulation of an inte-
grated energy policy, yet, countries of a critical
weight regarding the essence of the issue had a
careful approach13. Especially the old Member
States of the Union shared the view that the
formation of the community energy policy
could only be started after the establishment of
the internal energy market by mid-2007. There



EUROPEAN INTEGRATION 

572

were only a few countries (Belgium, France and
Lithuania) that formulated a demand for a gen-
uinely new and ambitious European Energy
Policy, underlining that Europe should speak
with a single voice in foreign policy, since only
so could its voice be heard in the world.

Proposals of the Green Paper 

Concurrently with the activity of the work
group on energy of the Council, the
Commission completed their activity in the
field, publishing the Green Paper14 on March 8,
2006, with the following political proposals. 

The Green Paper identifies the goals of the
common European energy policy in ensuring
sustainability, competitiveness and security of
supply. In terms of geographical places, this
means Kyoto, Lisbon and Moscow, i.e. the
Kyoto Protocols for the mitigation of the
effects of global warming, the Lisbon strategy
ensuring higher competitiveness for the EU as
well as Moscow, playing a key role in the ener-
gy supply of the Union. 

The Green Paper identifies six areas where
measures and action are necessary so that the
Union is able to successfully meet the energy
challenges of the 21st century.

Plans for completing the internal electric-
ity and gas markets and for increasing their
efficiency, including establishing a European
Energy Regulator and ensuring the better coor-
dination of access to networks.

Since the connection of networks necessary
for the single market is impossible without
increasing physical capacity, the interconnec-
tion plan, which encourages the establishment
of cross-border gas and electricity capacity at
several places, is of primary importance. The
importance of unbundling production, distri-
bution and service activities as the basic condi-
tion for ensuring efficient market competition
is also highlighted. The significant energy

development requirements of the future make
it necessary to create the conditions for new
investment in the energy infrastructure. A bet-
ter coordinated cooperation is required
between regulatory and competition organs so
that competitiveness can be improved.

A stronger cooperation between Member
Sates based on the principle of solidarity for a
secure energy supply, including revising the EU
stance on emergency oil and gas stocks as well
as the possibility of new legislation on gas
stocks. The Green Paper says that Member
States must improve their cooperation to make
sure that the information on the status of com-
munity oil stocks can be made public more reg-
ularly and in a more transparent way. The
Green Paper also includes a proposal on the
establishment of a European Energy Supply
Observatory, the headquarters of which
Budapest has also aspired to host.

The strategic revision of the energy policy
of the Union, while respecting various national
energy political decisions, as well as making
analyses serving as the basis for sustainable,
more efficient and more diverse energy mix and
energy goals, which could also serve as the
framework for working out the national energy
strategies. The strategic analysis would cover
the examination of the advantages and draw-
backs of all sources of energy. The latter is all
the more necessary because Member States
make their own choices on the energy mix they
wish to use, but their choices have an impact on
the energy security of their neighbors and,
inevitably, on the Union as a whole.

An integrated approach to tackle the
problem of climatic change, based on an Action
Plan on energy efficiency, as well as the prepa-
ration of a new Road Map for the further uti-
lization of renewable energy sources, including
the targets to 2020. The Green Paper plans to
ensure the 20 per cent reduction in energy con-
sumption, targeted for 2020, by campaigns pro-
moting energy saving, financial means foster-
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ing energy efficiency investments, as well as
better information on the capacity of energy
consuming equipment. 

For the promotion of innovation, the EU
needs a strategic energy technology plan that
would eliminate parallelism in national techno-
logical and research policies and, by establish-
ing joint technological initiatives/enterprises, it
would ensure that European industries become
world leaders in the market of new energy
technologies. Regarding the latter, a more
strategic financing of energy-related research is
advisable. In the field of technological develop-
ment, the Commission assigns an important
role to the recently proposed European
Technological Center. 

A consistent external energy policy, to be
implemented at the levels of both the
Community and the Member States, speaking
with a single voice, serves the efficient solution
of the energy challenges that Europe faces. To
this end the Commission urges identifying infra-
structure priorities for the Union's security of
supply and preparing a pan-European energy
community treaty. With regard to the critical role
of Russia in the energy supply of the Union, the
Green Paper underlines the need for the estab-
lishment of a new energy partnership. A genuine
partnership would mean security and accounta-
bility to both partners. There is a need for
Russia's ratification of the Energy Charter Treaty
and the completion of the negotiations on the
Transit Protocol. The Green Paper proposes the
establishment of a new Community mechanism
enabling Member States to take rapid and coor-
dinated action in external energy supply situa-
tions or in the case of unexpected supply disrup-
tions. For the diversification of sources and pur-
chase routes, closer cooperation is urged with
energy exporter countries outside the Union
(Russia, OPEC countries). Proposals of the
Green Paper also include the construction of
new pipelines and liquefied gas terminals serving
the improvement of security of supply.

The Green Paper identified the key areas that
could serve as the backbone for future energy
policy. Yet, the proposals did not fully meet the
expectations of Member States regarding the
common energy policy. The proposal of the
Commission fell short of the expectations of
Central and Eastern European countries, most
dependent on energy imports, especially in lay-
ing down the basis for an EU-level supply soli-
darity. The majority of Member States did not
endorse the confirmation of the mechanisms
related to stocks and reserves. The European
Energy Security Treaty, proposed by Poland,
and a plan for the coordination of gas storage,
strongly supported by new Member States,
were also rejected. 

The Green Paper was confirmed at the
European Council (EC) of March 27, 2006. 

OLD NEW ENERGY POLICY?

At the European Council, Member States
agreed that there was a need to work out a
common European energy strategy and thus
there was agreement in principle on institu-
tionalizing the Common Energy Policy. The
most important requirement regarding the new
European energy policy is that it should have a
well balanced approach in meeting the security
of supply, competitiveness and environmental
sustainability objectives. The main prerequisite
for this is that the Union should increase activ-
ities improving security of supply.

A new aspect in the consideration of the
community energy policy is that the problem
of supply security is in the heart of the issue.
Member States first of all agreed on the exter-
nal aspects of security of supply. They empha-
sized the need to enhance energy-related for-
eign policy, deepen the existing energy partner-
ships, diversify energy sources and supply
routes and take joint operative measures, based
on solidarity, for the management of situations
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of crisis, while also respecting the principle of
subsidiarity. The question of the internal secu-
rity of supply is clearly independent from the
issue of external security of supply. While
external relations create the need for better
coordinated action at the EU level, Member
States, with reference to internal security of
supply, underlined that meeting their national
demand was the primary responsibility of
Member States. 

The formation of the energy policy and the
choice of the energy mix will continue to be
issues dealt with at the national level.
Considerations on the use of nuclear energy
are also within national authority. The
Commission will take initiatives related to the
energy policy observing the principle of better
regulation, i.e. its authority will not change or
grow as compared to earlier: no authority will
be withdrawn from Member States.

In addition to making security of supply the
highest priority issue, the summit insisted on
bringing the two other objectives, i.e. competi-
tiveness and sustainability closer to the heart of
the policy, too. Prerequisites for the unfolding
of competitiveness are the development and
completion of the internal market, which latter
require the full, efficient and transparent imple-
mentation of the European Council directives
2003/53/EC and 2003/54/EC, in force, on the
common regulations for the establishment of
the internal market. The full liberalisation of
the internal electricity and gas markets by mid-
2007 has remained a key objective. An impor-
tant element in establishing the internal market
is the development and facilitation of regional
markets. The proposal of the Green Paper on
setting up a European Energy Regulator
authority was not supported by all Member
States. There was no unanimous support for
prospective institutional developments like the
establishment of a European Network Center
and an Energy Supply Observatory, either.
Instead, Member States opined that, using the

institutions available, it was easier to improve
cooperation to achieve higher efficiency. There
was no intention to create a European super
bureaucracy; instead, the role of national ener-
gy regulation authorities should be made
stronger and their cooperation should be fos-
tered. 

As regards the aspect of environmental sus-
tainability, the EC once again confirmed exist-
ing policies and basic principles related to the
community energy policy. On the basis of the
measures already implemented by Member
States, the Action Plan on Energy Efficiency
estimates 20 per cent energy saving capacity in
the EU by 2020. Considering meeting the tar-
gets for 2010, the European Commission plans
to raise the share of renewable energies within
all energy consumption by 15 per cent until
2015, and the percentage of biofuel is to be
raised to 8 per cent of petrol and diesel fuel.
(The earlier target for 2010 was 5.75% per
cent.) The implementation of an action plan on
biomass passed in December last year serves
loosening energy import dependence. It was
also confirmed that, for the improvement of
energy efficiency, the reduction of emission
and the development of sustainable technolo-
gies, sufficient financial sources were to be allo-
cated for energy-related R&D. 

Beyond the earlier endorsed general princi-
ples serving the facilitation of energy political
targets, the EC also identified more particular,
foreseeable and indicative measures, which were
not novel, either, as they had earlier been passed
by the Member States. These primarily included
the implementation of plans and policies related
to energy efficiency (working out an action plan
on energy efficiency by mid-2006) and of the
action plan on biomass aimed at the reduction of
harmful substance emission and the diversifica-
tion of energy sources. Infrastructural projects
necessary for the establishment of the internal
energy market of the Union and of regional
markets, as well as for the diversification of sup-
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ply, must be accelerated. So as to facilitate the
energy political targets of the Union, a more
efficient energy dialog is required with Russia.
The summit identified the ratification of the
Energy Charter and the Transit Protocol by
Russia, during the Russian chairmanship of G8
countries, as one of the targets. 

Considering the above, can we speak of the
formation of a new energy policy and what
stage has the common thinking of Member
States on a better coordinated energy policy
come to?

Both the creation of the Green Paper and the
Conclusions endorsed at the European summit
in March may be considered as significant turns
in the history of the common energy policy, yet,
there were no uniform commitments made for
a new community energy policy. A genuinely
new European energy policy would require
changing the legal basis of the cooperation and,
in the mid- and long run, it would also presup-
pose divided authority between Member States
and the Commission. By keeping the current
status quo, only a more integrated cooperation
in the field of energy can be spoken of, which is
certainly not little. Even if the legal basis is left
unchanged, however, there is a need for a better
integration of the energy-related sectoral poli-
cies. Yet there should not be very high expecta-
tions of the efficiency of such integration
because the energy policy meeting the aspects
of competitiveness and environmental protec-
tion, launched 10 years ago, and the implemen-
tation of the targeted integration of these
branches have borne little fruit since then. 

The document regarded as the basis of a new
energy policy, the Green Paper, and the
Conclusions endorsed at the summit do not
contain more, either, than a few, earlier agreed
upon general principles on security of supply
and competitiveness. Only small steps have
been made towards the formation of a
Common European Energy Policy. There are
novelties only in two respects.

The most important novelty is that Member
States have made a commitment for the forma-
tion of an authentic, energy-related, single for-
eign policy, referred to as the external policy for
energy. Member States thus decided that a sin-
gle EU policy was required, only considering
the relations of energy affairs with foreign rela-
tions15. (In other words, Member States, ana-
lyzing the cooperation of the past forty years,
did not regard it as necessary to make conclu-
sions from the experience and lay down the
basis for a genuinely new energy policy beyond
the generally formulated basic principles.)

The other novelty is that once a year a high-
level discussion is to be held on the energy
strategy of Europe. To facilitate this, the
Commission will make a strategic analysis on
the energy situation by the end of 2006 for the
first time, and every year later on, which will
determine the mid- and long-term energy
political objectives of the Community and
identify the areas where action must be taken.
It is in this process that the problems of
European interest that require measures to be
taken can be identified. 

It was not determined in practice which areas
were the cornerstones of the Community ener-
gy political policy. Its basis, the Green Paper,
discusses almost all questions without identify-
ing the priority areas of the Union's energy
policy. Although improving the security of
supply is the top priority of the European ener-
gy policy, neither the Green Paper, nor the
Conclusions passed at the EC session focus
really on improving energy efficiency, which is
the most important means of increasing energy
efficiency. Not to mention that the Union, in
shortage of heating fuel, is able to influence
energy consumption from the side of demand
only16.

Apart from the above two issues, no uniform
commitments were made. The action plan on
energy efficiency, for instance, does not include
an actual commitment with regard to the 20 per
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cent energy saving, failing to identify indicative
targets for Member States. The same holds for
renewable energy sources, regarding which no
commitments were made, either. The new pol-
icy is not ambitious enough with respect to
global warming. Furthermore, it fails to take a
stance on the use of nuclear energy, even
though it is well-known that the use of nuclear
energy would be a solution for the secure ener-
gy supply of Europe17 and could also signifi-
cantly contribute to the reduction of harmful
substance emission18.

Although the strategic document addresses
many issues, it fails to offer actual roadmaps. The
most significant deficiency probably is that the
Green Paper focuses little attention on potential
long-term problems. It is not clear, either, how
competition rules will be applied at the energy
market in an environment where only target
numbers will be identified, the application of
best practices will be set as examples, or action
plans will be made for renewable energy use and
energy efficiency. What if the targets set cannot
be met in a cost efficient way? The document
does not say what means the Community will
apply in order to solve the conflict.

One thing that is certain is that a more inte-
grated energy policy can unfold in two direc-
tions. One is the external policy for energy, the
formation of which is determined by signifi-
cant energy producing and consuming, as well
as transporting countries gradually becoming
important players of the internal gas and ener-
gy market of the Community. The other direc-
tion of the policy in formation is related to the
creation of a more open market, making greater
competition possible. 

Foreign policy

The Commission and High Representative of
foreign- and security policy of the Union pre-
pared a common paper on an external policy to

serve Europe's energy policy, identifying the
basic principles determining the security of the
external energy supply of the Union19 and for-
mulating practical targets as well. It focuses
primarily on the two critical pillars of the secu-
rity of supply, namely the good functioning of
markets and the diversification of energy
sources and supply routes.

The most important condition for secure
energy supply is the existence of well function-
ing markets, which require physical, as well as
legal infrastructure. To this, the Union is able
to contribute by expending its own energy
market, forming a common regulatory space
with neighboring countries, where uniform
commercial, transit and environmental rules
are applicable. In the focus of the EU external
policy for energy is a strategic partnership to be
formed with key energy producing and con-
suming countries. Regarding bilateral relations,
the EU-Russian dialog is of special signifi-
cance. Considering this, the Strategy urges
Turkey's and the Ukraine's joining the Energy
Community. Since well functioning markets
demand further liberalization, in this, the
Union must strive for reciprocity and the
application of market rules (competition,
transparency and non- discrimination). The
Strategy makes it clear that the growing num-
ber of bilateral agreements signed by major
consumer countries increases the supply risks
of the energy system. The Union therefore
encourages its partners, especially major con-
sumer countries, to ensure their supply by mul-
tilateral agreements. A genuinely functioning
energy market requires the implementation of
the Energy Charter Treaty, which means that
key signatory countries – including Russia and
the United States – should ratify it.

Both a well operating market and diversifica-
tion make the modernization and development
of energy infrastructure necessary. The
Strategy draws attention to the fact that infra-
structural development is necessary not only in
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energy producing but also in transit countries.
Within the framework of the energy partner-
ships formed with energy producing countries
of key significance, the EU must support the
modernization of energy production. From the
point of view of diversification increasing the
security of supply, new gas pipeline projects
affecting North-Africa, the Middle East and
the Caspian region, are of high significance.
From the Hungarian viewpoint, it is important
that the document include the construction of
new LNG-terminals for the transportation of
Caspian oil to the Union. The plan of new
pipelines assigns a central role to Turkey, where
the gas pipeline from the Caucasian and
Caspian regions to the Union would transit,
skirting both Russia and Iran.

The external political strategy encourages the
streamlining of multilateral relations into the
energy policy of the Union, with special regard
to the forums of G8 as well as of G8+5 coun-
tries, the latter bringing together producer and
consumer countries. So as to increase security
of supply, a more powerful coordination is nec-
essary with IEA. It is set out in the Strategy that
the energy political issues of the Union form an
integral part of the system of multilateral trade
in future, to which WTO rules are also applica-
ble. The Strategy underlines that the Union
should have suitable means for the early warn-
ing and management of energy supply risks.
There are plans in place to establish a Network
of Energy Correspondents and an Energy
Supply Observatory, the latter being strongly
supported by Hungary.

Internal Energy Market

A basic obstacle to opening markets is that
national markets are ruled by energy producing
companies in monopoly. Member States, on the
other hand, are convinced that the security of
energy – as part of national security – is too

important to rely on the market. This convic-
tion was one of the reasons why European gov-
ernments “produced” their national champi-
ons. They are convinced that it is the existence
of these quasi monopolies that guarantees
secure energy supply20. The success of the lib-
eralization ensuring the competitiveness of the
EU energy market will also depend on the abil-
ity to persuade Member States to loosen the
protection of their national energy companies.

In EU legislation it is highly probable that,
depending on the inquiry of the Competition
Directorate, the Commission will make a new
legislative proposal (referred to as the Third
Energy Market Liberalization Package), the
aim of which would be to force out the separa-
tion of activities and ensure the independence
of national regulatory authorities.

THE COMMISSION'S NEW PROPOSAL
PACKAGE21

Almost one year after the publication of the
Green Paper, the Commission – analyzing the
conclusions of the social debate, the sectoral
inquiry and the strategic review to be soon
completed – tabled an integrated proposal
package. Unlike earlier documents, the Package
seems to offer an outline of the cornerstones
on the basis of which the Union wishes to
reduce its import dependence with the pro-
claimed intention to lead a new industrial revo-
lution. The comprehensive set of measures pre-
sented on January 10, 2007, serves to limit cli-
matic change, increase energy security in the
Union and improve the competitiveness of the
Community but determines the EU energy
policy in relation with climatic change basical-
ly. The Union maintains that the greatest chal-
lenge that humanity faces is the fight against
the consequences of climatic change. The aver-
age temperature rising by 5 degrees C and
endangering the health of humans, the increas-
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ingly frequent droughts and floods, the rising
sea level and the decreasing productivity of
land in southeast Europe all have cost-increas-
ing economic consequences. The main pillar of
the new energy policy is therefore the
European commitment that the EU must
reduce greenhouse gas emissions, caused by
energy consumption, by 20 per cent by 2020.
The package proposes unilateral reduction,
irrespective of the fact whether or not major
countries of emission, including the United
States of America, follow the example.
According to the target of the Package, CO2
emission in the Union will be reduced by 60–80
per cent by 2050.

Beyond concrete visions and ideas on the
future energy policy, another characteristic of
the new Package is that it basically takes stock
of the internal opportunities and sources of the
Community. In the new Energy Package, there
is great emphasis on accelerating the switch to
the use of low carbon energy technologies,
which also means an increase in the financial
sources spent on the research on low carbon
technologies. In 2006–2013, the Union will
increase annual expenditure on energy research
by at least 50 per cent. Within the framework
of the change for low carbon energy technolo-
gies, the proposal identifies obligatory target
numbers with respect to greenhouse gas emis-
sions and renewable energy sources, which lat-
ter will have a share of 20 per cent in the ener-
gy mix of the EU by 2020. In addition to
renewable energy sources, the use of biofuel is
also to increase and must represent at least 10
per cent of vehicle fuels by 2020. At the heart
of the Commission's proposal is the improve-
ment of energy efficiency, within the frame-
work of which the entire primary energy use is
to be reduced by 20 per cent by 2020. The pro-
posal urges the speedy introduction of low
consumption vehicles of transport, as well as
the improvement of energy efficiency in build-
ings in the Union. As regards the use of nuclear

energy, the Commission leaves the decision to
Member States. Member States should also
decide in what ways, considering their national
potentials, they are able to best attain the gen-
eral targets on renewable energies. The
Commission dropped their earlier proposal
according to which the production of electrical
energy from renewable energy sources should
have been increased to 21 per cent by 2010. At
the same time, Brussels asks Member States for
National Action Plans in which the particular
targets and target numbers of all renewable
energy sectors are to be determined. The third
high priority area of the Package is a proposal
on the establishment on an internal energy
market, based on an earlier inquiry. It is an
indictment against major energy companies
and governments who are responsible for the
failure of liberalization22. An inquiry of the
Competition Directorate of last November
into the energy industry revealed serious prob-
lems related to competition in the gas and elec-
tricity sectors. It was highlighted that, even
though June 1, 2007, was the target date of full
market liberalization, both European con-
sumers and the economy were unable to fully
benefit from the advantages of opening up
European energy markets like lower prices and
higher level services. This is the case because a
European energy market has failed to be devel-
oped; what is more, no mention can be made of
the establishment of regional markets, either.
The reason is the anti-competition network
distribution practices of integrated “energy
giants”, which divert infrastructure invest-
ments. As a consequence, connecting capacities
are missing, which limits cross-border transac-
tions. Most national markets are still controlled
by the major national energy companies, which
have no interest in the entrance of new players
into the market. In the January package, the
Commission therefore proposed that, for the
establishment of a genuinely functioning inter-
nal energy market, further measures – ensuring
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the unbundling of production and distribution
– are necessary. Under the original directive on
the liberalization of the electricity and gas mar-
kets (2003/54; 2003/55), transmission net-
works must be legally separated from energy
production and sales. In their January propos-
al, the Commission went even further, saying
that only full ownership unbundling ensured
fair market access23. This means that vertically
integrated energy giants, which are also the
owners of energy networks, must be divided up
and separated into their units. This is the con-
dition enabling new market players to have free
access to networks on equal conditions so that
competition ensuring a fall in prices may
unfold.

For the operation of the internal energy mar-
ket the Package underlines that the intercon-
nection of the energy infrastructure in the
Union should be improved to reach at least 10
per cent. 

The three pillars of energy policy are sup-
ported by an authentic external policy for ener-
gy, through which the EU wishes to diversify
and widen importing opportunities so as to
improve the security and sustainability of ener-
gy supply. The top priority is initiating negoti-
ations and urging a speedy agreement with
Russia on the new Strategic Partnership.
Strengthening EU relations with Central Asia,
the Caspian and the Black Sea regions serves
the diversification of energy sources and sup-
ply routes. Within the framework of the exter-
nal policy for energy, bilateral dialogs with the
United States, China, India and Brazil are
aimed at the reduction of greenhouse gas emis-
sion and the increase of the use of renewable
energy sources. A further target is the potential
extension of the Agreement with Southeast
Europe to Norway, Turkey, the Ukraine and
Moldova. Strengthening energy relations with
Algeria, Egypt and other energy producing
countries of the Maghreb–Mashrek regions has
also remained an objective. There is also a high

priority new initiative, which is the establish-
ment of a comprehensive African-European
partnership, which, along with the partnership
formed with Russia, may be considered one of
the top priorities for the Union.

Debates, decision

The new proposals on energy and climatic
change were discussed by various EU organs,
after which the EC confirmed the integrated
energy and climatic change policy of the Union
in March 2006.

In the debates following the publication of
the package, the stances of Member States var-
ied mainly on the objectives of the
Commission on energy efficiency and the use
of renewable energy sources and its proposal
regarding liberalization. 

As regards long-term target numbers, the
question arose whether they should be binding
or, similar to the current regulations on renew-
able energy sources, only of an indicative
nature. Another question is what the target
should be. Against the 10 per cent proposed by
the Commission, which is also endorsed by the
majority of Member States, the Presidency sug-
gests that the share of biofuels in transport-
related fuel consumption should be determined
at 12.5 per cent by 2020. At the Energy
Council meeting on February 15, 2007, and
that of the EC on March 9, 2007, departmental
ministers and heads of government and state
endorsed the obligatory increase of the share of
biofuel in overall transport-related petrol and
diesel consumption to 10 per cent by 2020. At
the same time, they rejected setting binding
target numbers for the use of renewable energy
sources at the Community level. With respect
to the use of renewable energy sources, the
agreement was made that their share within the
overall energy consumption of the Union
should be increased to 20 per cent by 2020. On
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the basis of this generally formulated target, it
would be up to Member States to set their “dif-
ferentiated national targets” considering their
national potentials and opportunities. Target
numbers were to be set with reference to the
specific branches of renewable energy sources
(cooling, heating and the production of elec-
tricity from renewables). The EC gave a man-
date to the Commission to submit, later this
year, a new and comprehensive draft directive
on renewable energy sources, also including
regulations on the general national targets of
Member States, as well as rules on the sectoral
targets of national action plans. A major defi-
ciency of the package is that it lacks a European
stance on nuclear energy, on which no position
was formulated at the level of Heads of
Government and State, either. Even though
French president Mr. Chirac argued forcefully
in favor of nuclear energy which, he said,
should be officially acknowledged by the EU as
a clean energy source alongside with wind- and
other green energy, Member States remained
divided on the issue.

It was the proposal on the establishment of
the internal energy market that aroused the
biggest dispute. Countries opposing the
Commission's proposal, namely Germany and
France24 argued that, instead of the predicted
fall in prices, liberalization had raised energy
prices in 2004–2006 and that energy giants
were not to be blamed for the imperfect func-
tioning of the market. On the contrary: thanks
to their stronger position, it was them who
guaranteed security of supply during price
negotiations with Russia, it was maintained.
Facing the resistance25 of the two major found-
ing countries, the Commission offered another
alternative to ownership unbundling as a solu-
tion of the situation: setting up an Independent
System Operator to operate and supervise the
networks owned by energy giants. 

In the issue of the liberalization of the ener-
gy market, energy ministers practically sided

with Germany and France, i.e. more radical lib-
eration measures can only take place after the
existing legislation has been fully translated by
all Member States not only literally but also in
spirit. The Energy Council invited the
Commission to foster the unbundling of ener-
gy production and trade, as well as network
activities. The Commission should further-
more ensure that new market players could
have free access to the suppliers' infrastructure
on equal conditions. In relation with the issue,
the EC did not confirm the original proposal of
the Commission, either, that was to oblige
energy giants to unbundle production activities
and the distributional network. Instead, it was
pointed out in the Council Conclusions26,
using a firm tone regarding the issue, that there
was a need to efficiently separate producer and
commercial, as well as network operational
activities, to strengthen the independence of
national energy regulating authorities and har-
monize their activities. The EC gave a mandate
to the Commission to present a legislative pro-
posal later this year (in summer-autumn) for
the efficient separation of activities as an alter-
native to full ownership unbundling. The
Commission expects the proposal to loosen
the monopoly of national energy industrial
companies having a dominant position at
national energy markets. 

At the EC, Heads of State and Government
confirmed that, by 2020, greenhouse gas emis-
sions would be reduced by 20 per cent com-
pared with 1990 levels, which was an independ-
ent commitment by the Union. The Union
would raise its commitment to 30 per cent if
industrially developed major emission coun-
tries, including the United States, made a simi-
lar commitment, or if dynamically developing
countries also committed themselves to con-
tributing to the reduction to the necessary
extent. A comprehensive energy Action Plan
for the period of 2007–2009, on measures for
the operation of the internal market, the
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strengthening of the security of supply and the
increase of energy efficiency, with deadlines
included, was also adopted. 

COMMUNITY ENERGY POLICY AFTER
THE PACKAGE

The adoption of the Green Paper was borne by
the realization that the problems that Europe
was facing, i.e. the security of supply, the fight
against climatic change and the network invest-
ments necessary for the establishment of an
internal market demanded an energy policy at
the Community level. While the January
Package was another step in the formation of
the Community Energy Policy, it gave imper-
fect answers in relation with the tasks outlined
in the Green Paper, although it did offer more
detailed and more particular suggestions
regarding some energy political objectives. 

The Package is based on the recognition that
climatic change and energy policy require an
integrated approach, since energy production
and consumption are the major sources of green-
house gas emission. Yet, this authoritative docu-
ment fails to outline an integrated, long-term
Community energy strategy, which Europe is
very much in need of. It was no wonder that,
after the publication of the Package, it was
remarked that the Union had actually given up
on working out a community energy policy and
focused on the combat against climatic change
and the reduction of greenhouse gas emission
instead. The proposal does not contradict earlier
suggestions and matches the triple energy politi-
cal goals identified in the Green Paper. It does
not, however, have a balanced approach towards
sustainable, competitive and secure energy sup-
ply, giving high priority to sustainable energy
supply. It is no doubt that, in the increase of effi-
ciency and the application of renewable energy
sources, the Union has significant achievements,
further reserves and comparative advantages. It is

also indisputable that sustainable energy produc-
tion significantly increases the security of supply,
yet, however successfully target numbers are
met, this fails to counterbalance or solve
Europe's imported energy dependence. Europe
must make a decision on its energy future. It
must prepare for a new phase in energy depend-
ence characterized by greater harmony between
the reform of the internal market and the exter-
nal challenges to the Union. All this underlines
the necessity for working out a coherent securi-
ty of supply strategy. The same is supported by a
new proposal of the Commission for the liberal-
ization of the internal market, based on the
assumption that liberalization in itself would
guarantee the security of energy supply in
Europe. The implementation of liberalization
does certainly have significant energy security
advantages, simply because the single European
energy market is more protected from the con-
sequences of supply disruptions. (In the case of
supply disruptions, supplementary sources are
easier to distribute in this bigger market than
within a national economic framework.) Since
the liberalized energy market exists mostly on
paper and in regulations so far, its establishment
may take longer time and require the creation of
additional physical infrastructure and informa-
tion system. 

Even the establishment of a liberalized mar-
ket will be no solution to the problems of ener-
gy import dependence on Russia and the con-
sequences of climatic change, however.
Another problem is that the negotiating posi-
tion of companies deteriorates by ownership
unbundling. The Commission proposal will
thus have a result contrary to its intentions:
forcing out competition in the short run by all
means is inconsistent with guaranteeing long-
term security of supply27. 

The January Package not only fails to outline
a coherent security of supply strategy but it
lacks the outline of an integrated energy policy,
too, with all sides of the policy coordinated.
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The problem of the security of supply in itself
would, however, make such a policy necessary.
Further arguments for such a policy are: the
issue of establishing European-level networks,
tasks related to the interconnection of national
systems and the combat against climatic
change. Although, regarding the latter, the
Package did provide target numbers for its pro-
posals (reducing harmful substance emission
by 20 per cent and, in the case of developed
industrialized countries, by 30 per cent), the
question arises whether such commitments
make sense, since the problems of climatic
change are of a global nature and do not stop at
the borders of Europe. Another question is if
the further forceful unilateral reduction of
CO2 emission by the Union makes sense under
conditions when major polluting countries
(developed industrial and dynamically develop-
ing Asian countries) do not reduce their emis-
sion at a similar rate. In this case, the competi-
tiveness of the European industry in the global
competition is likely to fall without producing
actual advantages for the environment.

THE ROLE OF RUSSIA IN ESTABLISHING
SECURITY OF SUPPLY FOR THE UNION

The gas supply of the Union is basically
ensured by Russia and North Africa, while
there are additional supplies from the Middle
East via Turkey, as well as liquefied gas coming
from Nigeria. However, the import share of
these latter is estimated not to rise above 10 per
cent by 2030, while the share of Russia and CIS
is to increase from the 28 per cent in the year
2000 to 54 per cent. 

The EU and Russia are two great European
powers with global ambitions, which are
becoming increasingly closer neighbors with a
growing number of issues of mutual interest
and worries. All this presupposes a regulated
system of relations. The EU would like to have

a friendly and predictable Russia both in politics
and in fields of concrete cooperation like the
energy industry. Russia, on the other hand,
would like to increase its presence in Europe
without adopting the prolific legislation of the
Union. When choosing the framework of coop-
eration, Russia decided against the path fol-
lowed by CIS states and did not form its rela-
tions within the framework of what is referred
to as the “European neighborhood policy”.
Russia decided for partnership, wanting to be an
equal partner in the cooperation. Russia did not
form its relations with the developed part of
Europe with the perspective of joining the
Union and did not set out to adopt Community
legislation. Their relations and cooperation are
determined by the opposition of the energy
superpower Russia and the de facto world
power Europe lacking any geopolitical means.
Russia intentionally uses its energy relations
also as a tool for political supremacy, while the
Union lacks actual diplomatic or military
power. Realizing the latter, the Union forms
common regulatory spaces with third countries
(Partnership and Cooperation Agreements), in
which the legislation of the Union and the third
country in question are gradually shifted closer.
For the time being, it is in this policy where the
Union has found the opportunity of regulating
and influencing the conditions which finally
determine gas supply to the Union28. 

Russia and the EU are significant partners in
energetic cooperation. During the decades,
interdependence has developed between them,
which is to further increase in future. Russia is
highly dependent on the European markets and
the dependence of the Union on Russian gas
supplies is also significant. Russian pipelines
have been constructed in the direction of the
Member States of the Union and the EU is one
of the best profiting markets for Russian gas.
More than 60 per cent of Russian export rev-
enues come from energy trade. Raw materials
sold to the Union contribute to the foreign
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exchange revenues of the Russian budget by 40
per cent. One fourth of the gas and oil demand
of the Union (EU-25) comes from Russia,
which share is to grow in the next 20–30 years.
According to estimations, 70 per cent of the
energy demand of the Union will be covered
from imports by 2030. Russia wants to remain
Europe's key energy supplier also in the first
third of the 21st century, for which the condi-
tions are given considering its huge stocks. The
shortage of national capital necessary for
exploitation is a problem, however. As
exploitation goes further east, transportation
to the Union gets increasingly expensive. The
need to cover growing import demand urges
Russia to allow foreign investors to have a
greater share in production and development.
Dependence involves risks on both sides. For
the Union, import dependence is a problem
primarily because markets are not permeable.
On the other hand, the security of the
European market is important for Russia, too,
since here it is able to sell gas with higher prof-
its compared to other markets29. 

The EU wishes to reduce the risks of energy
supply by what are referred to as Partnership
and Cooperation Agreements signed with the
governments of energy producing and trans-
porting countries. Among these, the agreement
with Russia30 is of special significance and aims
at the establishment of a stable investment envi-
ronment and closer cooperation between energy
companies. Through the cooperation, the EU
also contributes to the liberalization and increas-
ing transparency of the Russian economic man-
agement. Russia, however, is still reluctant to
shift its legislation towards that of the Union.

A new stage of the EU–Russia dialog was the
Paris summit in October 2000, where the two
sides signed an Energy Partnership Agreement.
Surpassing their former cooperation, which
had basically been restricted to producer-con-
sumer relations, they acknowledged the inter-
dependence and complementarity of their

energy sectors. The two sides manifested their
common intention to foster the stability of the
energy market on the European continent.
Russia showed readiness to work for the long-
term security of energy supply for the Union,
while the Union agreed to provide technical
assistance for the production and transporta-
tion investments in the energy sector. The
cooperation focuses on four areas, which are
investment, trade, infrastructure and energy
efficiency. Within the framework of the joint
energy efficiency initiative, partners strive to
ensure that all phases of exploitation and end
use are energy-saving31. The dialog also extends
to the planned ratification of the Energy
Charter by Russia. 

Unlike the system of world trade based on
WTO rules, in energy trade there are no com-
mon rules worked out and agreed upon by pro-
ducer and consumer countries. Under such
conditions, relations with energy producing
countries like Russia, are based on contractual
agreements, which create a stable framework
for trade and investments. The Russian-
Ukrainian dispute on gas prices in January 2006
and the “business” dispute with Belarus on
transit duties related to oil transportation32 a
year later, even though they were disputes
between the former Soviet Union and former
member states thereof, highlighted the political
risks of energy dependence, frightening EU
governments, too. The disputes drew attention
to at least two factors endangering security of
supply. One is the lack of regulations governing
the energy relations of energy producer, suppli-
er and consumer countries and the other is the
need for infrastructural investment in Russia.

ENERGY CHARTER

Formally, both Russia and the EU committed
themselves to applying the Energy Charter
Treaty33 in the energy sector. In practice, how-
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ever, there has been no political agreement on
the extent of the commitments regarding the
implementation of the Treaty. The Treaty was
signed by 51 countries plus the European
Community. So far, it has been ratified by 46
countries, including the Member States of the
EU. Russia has signed but, until today, has not
ratified the Treaty, the only legally binding mul-
tilateral agreement regulating energy trade,
investment and transit, and applies it on a tem-
porary basis at the moment.

The two agreements, i.e. ECT and the proto-
col on energy transit known as the Transit
Protocol together create the multilateral regu-
latory framework for energy transit via Eurasia. 

The Transit Protocol sets out legally binding
regulations on cross-border investments.
Under the regulations, the states must guaran-
tee the free transit of energy supply through
their territory; may not impose unjustified
delays or transit restrictions and must apply
non-discriminatory pricing. Energy transit
charges are to be set on an objective basis; they
must be justifiable and non-discriminatory. 

The debate between Russia and the Union
has been going on for several years; negotia-
tions at the expert level are under way. There
are two particular problems in which the har-
monization of stances is in progress. One is
Article 8, which would oblige Gazprom to
make its pipelines accessible for third parties
such as the Ukraine, Turkmenistan and the
EU34. The other, Article 20, is what is referred
to as the Clause on regional integration, which
sets obligations for the Union. Under this, the
Community must make its internal energy dis-
tribution network accessible for suppliers from
third countries, under the same conditions as
those given to EU suppliers.

The negotiations on the Transit Protocol are
still under way at the moment. Since the end of
2005, there have been discussions on a new
proposal under which the most important
rights enacted in the Transit Protocol would be

extended to pipelines within the Union
through the application of a benchmark mech-
anism. Although the advance of the negotia-
tions made EU authorities optimistic, contrary
to their expectations, the Charter Treaty was
not ratified at the EU-Russian Energy
Conference in October 2006. It may take sev-
eral years more for the Russian government to
give its approval for ratification35 because it
wishes to grant itself the widest possible room
for action at the market of carbon hydrogenes,
in order to facilitate its modernization goals
and supremacy efforts. For the time being, it is
not ready to give up its sovereignty in the field
of energy, which is the basis for its supremacy
policy. It has no direct interest in shifting its
regulations towards EU law; it is not in Russia's
interest, either, to become part of the common
European political and economic region.
Russia's rejection of the EU legislation on the
energy market and the EU's urging Russia's
shift by all means make it more difficult for
both sides to approach interests and look for a
compromise. WTO membership will be of help
in solving the problem.

In winter 2005–2006, there were disruptions
in the gas supply of several Member States of
the Union because some of the gas due to
arrive from Russia under the treaty was miss-
ing. A similar situation developed also in the
case of Russian industrial suppliers36. The
weather in January 2006 drew attention to a
factor endangering the security of supply to the
EU, the vulnerability of the Russian energy
system and the limits of capacities, which, in
the case of bad weather, would have caused
supply problems even without political dis-
putes. For the lack of necessary investments,
Russia is unable to meet either national or EU
demands37. 

The pipelines, the infrastructure are outdat-
ed, unsafe and in need of development. The
investments of the 1990's resulting in above 9%
growth were basically directed at the gas and oil
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exploitation industries, while infrastructural
investments failed to take place. In the 1980's-
1990's, even the investments necessary for
keeping up production were unimplemented.
Several high pressure pipelines are over 30 years
old and, due to the extraordinary operational
(climatic and geographical) conditions, are in a
bad state. The renovation of pipelines would
cost billions of euros. In the year 2004, 70 bn of
the 171 bn cubic meters of gas that Russia was
due to deliver filtered off in the air and Russia
had to pump it back so as to meet its treaty
obligations. According to estimations, invest-
ments worth some USD 90 bn will be required
in the next 25 years to keep up the current level
of gas production in Russia, which the country
will be able to finance only by involving for-
eign, first of all European investors.

The effort to strengthen the security of sup-
ply of the EU launched a series of conflicting
approach attempts between the Union and
Russia. In the process, the Union, urging direct
access to pipelines in Russia, called for the rat-
ification of the Energy Charter Treaty by
Russia and, in relation with the Community
Energy Policy in formation, it underlined the
diversification of energy sources and routes,
which was a source of misunderstanding for
Russia. Even though the proposal was motivat-
ed not by the wish to maximize self supply and
minimize dependence but by the wish to
reduce the risks related to dependence. The
Union's emphasizing the establishment of a
genuinely functioning internal gas and electric-
ity market in the Union also bore uncertainty
for representatives of Russian business circles
and political decision makers since, due to the
imperfect functioning of the market, it cannot
be established today what rules will be applied
at this market and in what ways they will affect
Russia. The energy market of the Union is,
contrary to the officially declared policy of the
EU urging liberalization, still a closed market
today, where new entrants face difficulties. The

liberalized market of the Union will have to be
actually functioning so as to become an attrac-
tive example for external suppliers. 

While the Union, in the course of events,
reminded key energy exporter countries,
including Russia, to apply the international
agreements and rules in the energy sector, its
Member States made efforts to protect their
national energy giants referred to as “national
champions” from cross-border acquisitions,
trying to avoid competition. When informed of
the acquisition of shares in Centrica38 by
Gazprom, Great Britain held out the prospect
of reconsidering the Acquisition Act of 2003,
which made government intervention possible
only when national security interests were
endangered. The confrontation, i.e. the contra-
dictory management of the security of supply
continued when Gazprom warned the Union
against restricting the expansive transactions of
the state gas company in Europe if it needed
Russian gas supplies also in the future. The visit
of President Putin to China later on gave rise to
fears in Europe that Russian supplies might
give priority to Asia over Europe. 

So as to make the situation clear, the
Barroso-Piebalgs-Bertenstein letter was issued,
declaring the common stance of the Union
(the Commission, the Energy Commissioner
and the Austrian presidency), which, as a part
of the wished for community energy policy,
could be regarded as the first instance of single
foreign political action. The letter practically
discusses almost all issues that have been
sources of dispute for the two sides. 

The letter acknowledges long-term contracts
as justified since they facilitate investments
made to satisfy future demands. Under EU
competition rules, contracts that foster new
investments or have other advantages are given
preferential treatment.

It is pointed out in the letter that the diver-
sification of sources and routes underlined by
the EU Energy Commissioner does not mean
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that the Union wants to restrict supplies of
Gazprom to the European market. By the
growing demand for energy, the two sides stay
in the state of mutually advantageous interde-
pendence and the transparency expected from
both sides must contribute to the further deep-
ening of mutual interdependence and trust. 

The letter assures that there will be no dis-
crimination against the giant Gazprom, which
fears that the EU wants to impose restrictions
on its efforts to become a global energy com-
pany39. Its monopoly will be considered, how-
ever. The rules that apply for Gazprom are the
same as those applicable for European com-
petitors. It is pointed out in the letter, at the
same time, that EU competition rules give
preference to contracts that offer new invest-
ments or other permanent advantages. The let-
ter emphasizes that Russia has always been a
reliable partner and will remain an important
partner for the Union in the future as well.

It is furthermore underlined in the letter that
the EU assigns great significance to the ratifi-
cation of the Energy Charter and the Transit
Protocol because it is these mechanisms that
lay down the basis for the long-term operation
of the broadly interpreted European market,
including the rights of transit countries and the
access to pipelines by third parties. Moscow
has not yet agreed to take the commitments
involved in the ratification upon itself because
that would put an end to the monopoly of
Gazprom.

In addition to acknowledging long-term
contracts as justified, the letter underlines the
importance of transparency, which must ulti-
mately lead to ending the monopoly of
Gazprom. 

At the various energy forums, a growing
need for establishing a truly functioning strate-
gic partnership between the Union and Russia
was defined. The main reason for this was not
the fact that the Russian Strategic Partnership
Agreement signed in 1997 was to expire in

200740, but the fact that since the conclusion of
the agreement there had been significant
changes both in the development of the post-
Soviet era and in the Union through the admis-
sion of new Member States. Beyond these, the
agreement currently in force could not become
a solid basis for cooperation between the two
sides, which is also proven by the fact that, not
long after the conclusion of the agreement, the
two sides felt the need for strengthening and
extending the EU-Russian bilateral coopera-
tion41. In relation with the energy policy of the
Union, the question of energetic cooperation
has been on the agenda since January 2006.
From the point of view of the energy future of
the Union, it is especially important that long-
term cooperation should have a solid contrac-
tual basis. The revision of the agreement in
force and the preparation of the contractual
basis for the post-2007 cooperation have
speeded up. In the latter, the Union wishes to
achieve that the comprehensive agreement
should have an ambitious energy chapter that is
in accordance with the main principles of the
Energy Charter Treaty. Negotiations are at a
deadlock at the moment. The Commission
makes efforts for the solution of the Russian-
Polish dispute caused by the Russian import
ban on Polish meat and vegetable products,
which blocks the resumption of negotiations. 

There are signs that, after Russian's accession
to WTO, trade relations with the Union will
widen and economic integration will deepen.
After the preparation and the first discussion
(EC) on the external policy for energy, the
Commission was invited to work out the
potential elements of future partnership. The
energy issue is likely to be a priority and in the
new agreement, the Union wishes to include
the basic principles of the Energy Charter
Treaty ensuring reciprocity, transparency and
non-discrimination. 

Considering the critical remarks voiced
especially frequently since January 2006, the
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new cooperation must become a widened
strategic partnership made richer both in con-
tent and commitments, in which mutually
advantageous interdependence and reciprocity
(with regard to the access to markets, infra-
structure and investments) are reflected.
Cooperation profitable to both sides must be
formed. 

There is a need for a genuine energy dialog
between the EU and Russia. A basic condition
for an efficient energy dialog with the EU is
that Russia should form its strategy for the sec-
tor. It has to establish the necessary legal back-
ground, pass the new act on the exploitation of
the deep underground, another act on foreign
investors in strategic sectors and an act on
product division. It needs to have a detailed
strategy on the development of the Russian gas
industry. First of all, however, it has to solve
the structural transformation of natural
monopolies. The Russian side believes that
Kazakhstan, Turkmenistan and Azerbaijan
should also be involved in the dialog.

The renewed strategic partnership between
the EU and Russia must be based on long-term
strategic relations characterized by mutual
advantages, reciprocity and complementarity. 

What interests can form the basis of a part-
nership agreement based on energetic coopera-
tion?

Through the partnership, the EU wishes to
increase its security of supply, because of which
it wishes to guarantee direct access for
European investors to Russian energy sources
and markets. As regards the interests of the
other side, Russia also wants to acquire a share
in the European energy distribution systems
and asks for the same conditions for Russian
companies at the EU market that are granted to
companies of the Union. So as to meet the
growing energy demand of Europe, Russia has
to move to increasingly difficult and complicat-
ed exploitation conditions, which requires well
developed technology, capital and expertise

available in the Community. Thus, it is the
most critical and important areas of Russian
development that may come into question
within the framework of reciprocity on this
side, too.

Complementarity can be made use of also in
the adoption and application of energy saving
technologies implemented by foreign compa-
nies, especially in the case of heating and the
electricity networks. The energy thus saved can
be released for European export. The Russian
side believes that cooperation should not be
narrowed down to stable energy transit, the
share of technologies and to financial invest-
ments. In the Russian processing industry,
there should be a move of energy-intensive
industries based on the consideration that
energy should be used where it is produced. It
is in Russia's interest that raw material-inten-
sive industries using modern, environmentally
friendly technologies should be moved to the
country42. If these industries are moved to
Asia, the growing energy demand there will
urge Russian energy producing companies to
move their energy exports further east, from
Europe to Asia. 

WHICH WAY TO GO?

By the creation of the Green Paper and the
Conclusions endorsed at the European summit
in March 2006, there was a turn in the history
of the Community Energy Policy. It would be
too early to speak of the establishment of a new
energy policy, however, since Member States
made no uniform commitments for a new com-
munity energy policy. They did not regard it as
necessary, by analyzing the cooperation of the
past forty years, to make conclusions from the
experience and lay down the basis for a gen-
uinely new energy policy beyond the generally
formulated basic principles. Member States did,
however, start common thinking on a more
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coordinated energy policy. A genuinely new
European energy policy would require chang-
ing the legal basis of the cooperation and, in the
mid- and long run, it would also presuppose
divided authority between Member States and
the Commission. Considering the legal basis of
cooperation, the current status quo, a more
integrated cooperation in the field of energy
between Member States can be spoken of. 

The document regarded as the basis of a new
energy policy, the Green Paper, and the
Conclusions endorsed at the summit do not
offer more, either, than a few, earlier agreed
upon general principles on the security of sup-
ply and competitiveness. There are novelties
only in two respects.

The most important novelty is that Member
States have made a commitment for the forma-
tion of an authentic, energy-related, single for-
eign policy, called external policy for energy.
Member States thus decided that a single EU
policy was required only considering the rela-
tions of energy affairs with foreign relations. 

The other novelty is that once a year a high-
level discussion is to be held on the energy
strategy of Europe. To facilitate this, the
Commission will make a strategic analysis on
the energy situation by the end of 2006 for the
first time, and every year later on, determining
the mid- and long-term energy political objec-
tives of the Community and identifying the
areas where action must be taken. It is in this
process that problems of European interest that
require measures to be taken can be identified. 

It was not determined in practice which areas
should be the cornerstones of the Community
energy policy. Its basis, the Green Paper, dis-
cusses almost all questions without identifying
the priority areas of the Union's energy policy.
Although improving the security of supply is
the most important priority of the European
energy policy, neither the Green Paper, nor the
Conclusions passed at the EC focus really on
improving energy efficiency, which is the most

important means of increasing security of sup-
ply. Not to mention that the Union, in short-
age of heating fuel, is able to influence energy
consumption from the side of demand only.

Beyond the formation of the external policy
for energy and the annual strategic revisions,
no uniform commitments were made. Neither
the Action Plan on Energy efficiency, nor the
targets regarding renewable energy sources
involve actual commitments for Member
States. The new policy is not ambitious enough
with respect to global warming. Furthermore,
it fails to take a stance on the use of nuclear
energy, even though the use of nuclear energy
would be a solution for the secure energy sup-
ply of Europe and could also significantly con-
tribute to the reduction of harmful substance
emission. One more reason why the issue can-
not be avoided is that, according to calcula-
tions, alternative energy technologies will not
be mature enough before 2030 to be realistical-
ly taken into account in meeting energy
demand. Until then, security of supply could
be increased by the use of nuclear energy and
the commitments involved in meeting the
Kyoto objectives could also be met. 

Although the strategic document addresses
many issues, it fails to offer actual roadmaps.
The most significant deficiency probably is
that the Green Paper focuses little attention on
potential long-term problems. It is not clear,
either, how competition rules will be applied at
the energy market in an environment where
only target numbers will be identified, the
application of best practices will be set as exam-
ples, or action plans will be made for renewable
energy use and energy efficiency. What if the
targets set cannot be met in a cost efficient
way? The document does not say what means
Community will apply in order to solve the
conflict.

One thing that is certain at the moment is
that a more integrated energy policy can unfold
in two directions. One is the external policy for



EUROPEAN INTEGRATION

589

energy, the formation of which is determined
by significant energy producing and consum-
ing, as well as transporting countries gradually
becoming important players of the internal gas
and energy market of the Community. The
other direction of the policy in formation is
related to the creation of a more open market,
making greater competition possible. 

A foreign policy serving European energy
policy lays the emphasis on the two critical ele-
ments of external security of supply, i.e. on the
good operation of markets and the diversifica-
tion of energy sources and supply routes. It
wishes to facilitate the creation of well operat-
ing markets by forming common regulatory
spaces with the Union's neighboring countries
where the same or similar commercial, transit
and environmental regulations are applied as in
the European Union. 

At the heart of the EU's external policy for
energy are the strategic partnerships to be
established with key energy producer and con-
sumer countries, of which the EU-Russian dia-
log is of special significance. The basis for the
latter is the well-known fact that Russia and the
EU are significant partners in energetic cooper-
ation. The mutual interdependence that has
formed during the decades is to grow in the
future. At present, one fourth of the gas and oil
demand of the Union (EU-25) comes from
Russia and the raw materials sold to the Union
contribute to the foreign exchange revenues of
the Russian budget by 40 per cent. A major
obstacle to bilateral relations is that there are
no common rules on energy trade developed
and endorsed by producer and consumer coun-
tries. Russia has signed but, to this day has not
ratified the only legally binding multilateral
agreement, the Energy Charter Treaty.

The considerations of the new European
energy policy and the events of January 2006
drew attention to the need for a new and gen-
uinely operating strategic partnership where
the mutually beneficial interdependence and

reciprocity (regarding the access to markets,
infrastructure and developments) are imple-
mented. Cooperation profitable to both sides
is required. The complementary areas serving
as the basis for cooperation (access to each
other's markets, Russia's demand for developed
technologies and financial investments) are
available. For the establishment of a new part-
nership, both sides should get over the uncer-
tainty that has been characterizing EU-Russian
relations for a long time, i.e. that they have
been unable to set clear, common objectives for
long-term cooperation. 

Considering the diversification improving
the security of supply in the Union, the new
gas pipeline projects through which energy
supplies to the Union would come from North
Africa, the Middle East and the Caspian region,
are of special significance. The plan for the new
gas pipelines assigns a central role to Turkey,
where the pipeline conducting oil from the
Caucasus and the Caspian region to Europe
would transit, skirting both Russia and Iran. 

The strategy makes it clear that the growing
number of bilateral agreements signed by
major consuming countries increases the sup-
ply risks of the energy system. The Union
therefore encourages its partners, especially
major consumer countries, to secure their ener-
gy supply by multilateral agreements. It is set
out in the strategy that, in the future, energy
political issues of the Union will constitute an
integral part of the system of multilateral trade,
to which WTO rules are applicable. An actual-
ly functioning energy market would presup-
pose the implementation of the Energy
Charter Treaty, which means that key signatory
countries, including Russia and the United
States, should ratify it.

Since both a well functioning market and
diversification presuppose a developed ener-
getic infrastructure, further infrastructural
development is necessary not only in energy
producer but also in transit countries. Within
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the framework of the energy partnerships
formed with key energy producer countries,
the Union must support the modernization of
energy production. 

The publication of the Package in January
was a further step towards the establishment of
a more coordinated energy policy. The compre-
hensive package of measures presented on
January 10, 2007, serves to limit climatic
change, increase energy security in the Union
and improve the competitiveness of the
Community but determines the EU energy
policy basically in relation with climatic
change. While the Green Paper fell short of
expectations by failing to identify the corner-
stones of the energy policy, the Package met
this requirement to some extent, offering some
concrete suggestions.

Another characteristic of the package is that
it focuses primarily on areas where the Union
has significant reserves, which are increasing
efficiency, more intensively using renewable
energy sources and establishing an internal
market for energy. The package places special
focus on the establishment of an actually func-
tioning internal energy market, which requires
further measures for the unbundling of pro-
duction and distribution. It is maintained in the
package that only full ownership unbundling
assures fair market access. The external policy
for energy is added to the above, which is sig-
nificantly influenced by the diversification of
energy sources and supply routes.

Regarding these targets, the Package offers
more detailed and particular suggestions. It
offers target numbers for the increase of ener-
gy efficiency and the wide use of renewable
energy sources. It sets the concrete target that,
by 2020, greenhouse gas emission from energy
use should be reduced by 20 per cent. The tar-
get of increasing energy efficiency is concrete
as well. The only question that may arise is
whether it makes sense to offer target numbers
and, if so, to what extent can the objectives set

be considered realistic: are they supported by
feasibility studies? Are the preconditions avail-
able to ensure that the setting of target num-
bers will actually lead to fostering investments?
Through national action plans to be based on
the EU targets, Member States do make com-
mitments to meeting the targets. 

At the same time, similar to the Green Paper,
the Package does not make a stance in the issue
of nuclear energy, either. Its main deficiency is
probably that it focuses little attention on
long-term problems. The Package is based on
the recognition that climatic change and ener-
gy policy require an integrated approach, since
energy production and consumption are the
major sources of greenhouse gas emission. 

While the integrated strategy on energy and
climatic change gives special focus on sustain-
able energy supply, which increases the securi-
ty of supply, it does not have a balanced
approach towards the issue of sustainable,
competitive and secure energy supply. A coher-
ent strategy on the security of energy is miss-
ing from the proposals. It is indisputable that
increasing efficiency and using renewable ener-
gy sources significantly increase the security of
supply, yet, however successfully target num-
bers are met, this fails to counterbalance or
solve Europe's imported energy dependence.
Europe must make a decision on its energy
future. It must prepare for a new phase in ener-
gy dependence characterized by greater harmo-
ny between the reform of the internal market
and the external challenges to the Union. All
this underlines the necessity for working out a
coherent security of supply strategy. The same
is supported by a new proposal of the
Commission for the liberalization of the inter-
nal market, based on the assumption that liber-
alization in itself would guarantee the security
of energy supply in Europe. The implementa-
tion of liberalization does certainly have signif-
icant energy security advantages, simply
because the single European energy market is
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more protected from the consequences of sup-
ply disruptions. (In the case of supply disor-
ders, supplementary sources are easier to dis-
tribute in this bigger market than within a
national economic framework.) Yet, even the
establishment of a liberalized market will be no
solution to the biggest problem in the Union's
security of supply, i.e. the problem of energy
import dependence on Russia, or the conse-
quences of climatic change. Not to mention
the problem that the negotiating position of
companies deteriorates as a consequence of
ownership unbundling. The Commission's
intention to force out competition will thus
conflict with its wish to guarantee long-term
security of supply43. 

Beyond determining the energy supply strat-
egy, the outline of a more integrated energy
policy with all sides of the policy coordinated is
missing. While the measures necessary for the
actual functioning of an efficient internal mar-
ket are mentioned, no common approach, no
single voice is used with suppliers from outside
the Union, which latter would be a precondi-
tion for a better coordinated policy.

For Europe, two pressing problems have still
remained. The first is how energy supply can be
made more secure despite the region's growing

dependence on Russian gas import. In the
debate aimed at decreasing dependence, it is
underlined that the Union should take collec-
tive action in energetic issues. Practice proves,
on the other hand, that Member States have
given preference to their energy giants over the
still non-existent coordinated energy policy.
Still in 2006, Member States44 signed bilateral
long-term agreements with Russia, even
though the demand for a better coordinated
energy policy had been formulated by then.
There are at least two factors that account for
this45. The first one is that the trade of gas
between Russia and the Union is based on
market principles, long-term contractual agree-
ments and authentic commitments. The latter
is indicated by the fact that the agreements in
question were signed by the Member States
after the Russian-Ukrainian gas dispute, with-
out hesitation. The other one is that the Union
should manage the increasing energy depend-
ence of Member States in an environment
where an external policy for energy is missing
and the institutional requirements for it are not
available, either. Another cardinal issue is that
there should be a radical change in the fight
against climatic change. All these are basic
issues that require a coordinated energy policy.

NOTES

1 For a long time, Great Britain used to be an oppo-
nent of the Community Energy Policy. The first
signs of change appeared during the debate on the
Constitutional Treaty, when Britain raised no
objections to energy policy being included in the
Treaty. The change of attitude was due to the fact
that the once net energy exporter had become a net
energy importer.

2 Directive 2003/54/EC of the European Parliament and
of the Council of 26 June 2003 concerning common
rules for the internal market in electricity and repealing
Directive 96/92/EC, and Directive 2003/55/EC of the
European Parliament and of the Council of 26 June
2003 concerning common rules for the internal market

in natural gas and repealing Directive 98/30/EC,
Official Journal L 176 of 15. 07. 2003

3 The European Parliament discusses the second read-
ing of the guidelines of the EP and the Council for
trans-European energy networks (Proposal for a
decision of the European Parliament and of the
Council laying down guidelines for trans-European
energy networks and repealing Decision No.
96/391/EC and No. 1229/2003/EC (COM (2003)
742 final – not published in the Official Journal)

4 Commission Green Paper, 22 June, 2005 “Energy
Efficiency or Doing More With Less”, COM (2005)
265, not published in the Official Journal
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5 Directive 2001/77/EC of the European Parliament
and of the Council of 27 September 2001 on the pro-
motion of electricity from renewable energy sources
in the internal electricity market, Official Journal L
283 of 27. 10. 2001; Directive 2002/91/EC of the
European Parliament and of the Council of 16
December 2002 on the energy performance of build-
ings, Official Journal L oo1 of 04. 01. 2003; Directive
2004/8/EC of the European Parliament and of the
Council of 11 February 2004 on the promotion of
cogeneration based on a useful heat demand in the
internal energy market and amending Directive
92/42/EEC, Official Journal L 52 of 21. o2. 2004;
Directive 2005/32/EC of European Parliament and
of the Council of July 2005 establishing a framework
for the setting of ecodesign requirements for energy-
using products and amending Council Directive
92/42/EEC and Directives 96/57/EC and
2000/55/EC of the European Parliament and of the
Council; Directive 2006/32/EC of the European
Parliament and of the Council of 5 April 2oo6 on
energy end-use efficiency and energy services and
repealing Council Directive 93/76/EEC, Official
Journal L 114, 27. 04. 2006

6 On November 16, 2005, the Commission opened a
broad discussion on the preliminary statement of the
Directorate General for Competition on the com-
prehensive inquiry into competition in the internal
gas and electricity markets. The inquiry had been
launched in June 2005 after industrial consumers had
complained about constantly rising prices and the
lack of competition.

7 Regarding the long-term power purchase agree-
ments, the report highlighted Poland, Hungary and
the Czech and Slovak Republics. It established that,
in Hungary, 67 per cent of the consumption was
based on such contracts, which were to expire in
2015–2022 (in the case of Poland, the rate was 45 per
cent and the date of expiry 2017).

8 The Hungarian stance urged the creation of compul-
sory natural gas security stocks, compulsory heating
fuel stocks, the introduction of regulations on power
station capacity as well as the introduction of collec-
tive measures increasing supply and reducing con-
sumption in case of shortage of supply. 

9 Council Directive 2004/67/EC of 26 April 2004 con-
cerning measures to safeguard security of natural gas
supply, Official Journal L 127, 29. 4. 2004

10 Poland formulated the opposite stance: intending
to loosen the energy dependence on Russia, it

issued a General Declaration on the European
Energy Security Treaty, initiating a voluntary coop-
eration between NATO and EU Member States
based on the principle of political solidarity. The
initiative was doubtful from the very beginning in
that it suggested solving the energy security of
Europe by leaving out Russia, the country basical-
ly covering European import, or even by going
against its interests. 

11 The Treaty took effect on July 1, 2006

12 Including transport, which had not been part of the
system before

13 Germany maintained, for instance, that a better
application of the existing legislation was sufficient
for ensuring the secure supply for Europe.

14 Green Paper “Energy” – A European Strategy for
Sustainable, Competitive and Secure Energy, COM,
2006, 105 final

15 The EC invited the Commission to make their pro-
posals.

16 According to IEA-surveys, world energy consump-
tion could be reduced by 10 per cent by 2030, uti-
lizing the currently available means of energy effi-
ciency. 40 per cent of the energy used in the EU is
used for buildings, two thirds of this by private con-
sumers. Energy saving light bulbs use only one fifth
of the energy of normal light bulbs. In stand-by
function, television sets and video recorders use
only 10 per cent of the average household energy in
the EU.

17 More than half of the Member States do have firm
views and plans on the use of nuclear energy.

18 One more reason why the issue cannot be avoided
is that, according to calculations, alternative energy
technologies will not be mature enough before 2030
to be realistically taken into account in meeting
energy demand. Until then, security of supply could
be increased by the use of nuclear energy and the
commitments involved in meeting the Kyoto objec-
tives could also be met. 

19 The basic principles are
• in the partnership cooperation with third coun-

tries, facilitation of the transparency of energy
relations; mutually beneficial, open and transpar-
ent regulation of energy investment and trade, free
of discrimination;



EUROPEAN INTEGRATION

593

• contribution to the development of producer and
export capacities of energy producing countries,
infrastructural development;

• creation of a favorable investment environment in
countries outside the Union, ensuring access to
energy sources;

• ensuring access to export pipelines;
• increasing the environmental security of energy

infrastructure;
• promotion of energy efficiency and the use of

renewable energy sources;
• the application of Kyoto mechanisms;
• the diversification of energy imports;
• working out an international agreement for sup-

plying countries in favor of using nuclear energy
with uranium concentrate;

• the creation of strategic stocks by cooperation
with neighboring countries. 

20 In the problem of cross-border takeovers, the
debate on the merger of Gaz de France and Suez or
the Spanish Endesa and the German EoN shows
how sensitive Member States are when some of
their sovereignty is to be sacrificed in energy issues.
Member States are most dedicated to the view that
in industries of key significance such as the energy
industry, national giants must be protected. This is
also made possible by the Takeover Directive, since
governments have been given wide authority to take
protective measures against aggressive foreign
takeover attempts.

21 Commission proposes an integrated energy and cli-
matic change package to cut emissions for the 21st

Century. 

22 Alan Riley: The Coming of the Russian Gas Deficit,
CEPS (Center for European Policy Studies), Policy
brief, October 2006

23 So as to force out full ownership unbundling,
Article 86 (3) of the EC Treaty, as the only article,
empowers the Commission to initiate direct legis-
lation without the approval of the European
Parliament or the Council. On the basis of this,
Commissioner of Competition Sir Leon Brittan
ordered Member States to open up their public
utility markets, the most significant of which were
the telecommunications markets. In the gas
industry, the key step from the point of view of
competition would be to unbundle the ownership
of services and of networks. The operator of the
network would attain profits only if they allowed
access to the pipeline. The more gas is transited
through the pipeline, the higher the profits will

be, which means a consequent fall in prices for the
end user. 

24 France's stance was shared by the Czech Republic,
Austria and Hungary, while Ireland, Lithuania and
Sweden announced a reservation against the
Commission's proposal. 

25 During the debate, Germany, holding the EU pres-
idency, underlined that it did not rule out further
liberalization measures but all Member States
should first of all implement the regulations of
Directive 2003/54 on the internal energy market, i.e.
the legal unbundling of production and distribution.
Thus, further liberalization steps could be taken
only after the full implementation of the existing
legislation. Full ownership unbundling must be pre-
ceded by the establishment of an Independent
System Operator, which would supervise the opera-
tion of networks owned by integrated energy
giants. If the Independent System Operator was
indeed set up and operating, there was no need for
ownership unbundling. The German government,
forcefully supporting its energy companies, opined
in any case that competition should not be restrict-
ed to the issue of ownership unbundling. For the
unfolding of genuine competition, a strong regula-
tory system, as well as suitable incentives to facili-
tate investments, were necessary. 

26 Council Conclusions, Brussels, 8/9 March, 2007

27 Dieter Helm (Europe's energy future: in the dark,
www.opendemocracy.net, 16-1-2007) maintains
that the demand for the full liberalization of the
energy market seems to have come too late, since
the high concentration of the energy sector was
achieved with the Commission's approval.

28 In the field of energy, this common regulatory space
already includes Norway and southeast Europe and
is to soon include the south Mediterranean.

29 Riley

30 Partnership and Cooperation Agreements (PCA's)
between the EU and Russia, 1 December, 1997.
Regarding their legal form, PCA's are treaties,
which is the highest rank in international law, and, as
regards their contents, they are binding for both
sides. PCA's, which are what is referred to as mixed
agreements, are signed by Member States and the
Community with third countries outside the
Union. The main reason for this is that they author-
ize the Community to lead political dialogs, for
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which it has no competence otherwise. PCA's are
ratified by the national parliaments of Member
States. The commitments made within the frame-
work of PCA's are more restricted than those
involved in European Agreements. On the other
hand, political dialog is more intensive and the sum-
mits held every two years are complemented by
ministerial meetings. What characterizes the
Agreements signed with Russia is that they have not
been implemented most of the time. 

31 According to OECD calculations, Russia could
increase its exports by 30 per cent if it managed to
reduce energy use by 10 per cent. In: Russian elec-
tricity reform: Emerging challenges and opportuni-
ties International Energy Agency (IEA), Paris, 2004

32 In early 2007, Russian authorities closed the
pipeline transporting oil to the Union via Belarus.
Russia was forced to do so after Belarus had
siphoned off some 79 thousand tons of oil from the
raw material destined for the Polish and German
markets. The background of the “business” dispute
between the two sides was that at the end of last
year, Russia had doubled the price of gas sold to
Belarus, which was still just one third of the price of
gas sold to Hungary. In return, Belarus imposed a
transit duty on Russia oil transported to Europe,
which Moscow found unlawful. 

33 The Energy Charter Treaty is a framework agree-
ment regulating international energy trade, transit
and investments. It grants foreign investors the
same rights as to national investors and makes non-
discriminatory access to pipelines possible. It estab-
lishes a legal framework for long-term cooperation
in the energy sector. It declares several principles
with reference to the world energy market, with ref-
erence to trade, investment and transit. The legal
framework covers questions of national sovereignty
on technology transfer, competition, environmental
aspects, companies engaged in public commerce and
on natural resources. In the trade of energy materi-
als and products, WTO rules are applicable to all sig-
natories of the Treaty. The Treaty was signed in
December 1994 and entered into force in April 1998

34 It is unacceptable for Russia that Asian republics
could have free access to the Russian transit pipeline
because in that case they would be able to transport
gas 50 per cent cheaper than Russia. Russia, on the
other hand, expects net profits for allowing access
to energy production and transit.

35 Russian and European gas interdependence,
Dominique Finon and Catherine Locatelli, Chier de
recherché, LEPII January 2007

36 According to the president-CEO of the electrici-
ty industrial giant, there were gas restrictions in
power stations in June 2006

37 According to calculations, there will be a continu-
ous and growing deficit in Russian gas exploita-
tion from 2010 onwards. IEA, Optimizing
Russian Natural Gas: Reform and Climate Policy,
2006

38 Centrica is the owner of the gas supplier British
Gas and controls 20 percent of the gas market in
Britain, while it also has interest outside Great
Britain. Under the change, the government's
approval is necessary for takeovers affecting
important gas service companies. (Until 2015,
Gazprom will supply some 20 per cent of Britain's
gas demand.)

39 which means that Gazprom wishes to be actively
involved not only in gas- but also in oil and electric-
ity supply. 

40 The agreement is automatically prolonged unless
partners withdraw from it.

41 The EU-Russian strategic documents on the future
of bilateral relations were endorsed in 1999 and the
Road Maps of the Four Common Spaces, for the
further development of these “four common
spaces” were signed in 2005

42 A commentary by Viktor Invanter, director of the
Research Institute of Economic Predictions of the
Russian Academy of Sciences, in RIA Novost, June
15, 2006

43 Dieter Helm (Europe's energy future: in the dark,
www.opendemocracy.net, 16-1-2007) maintains
that the demand for the full liberalization of the
energy market seems to have come too late, since
the high concentration of the energy sector was
brought about with the Commission's approval.

44 In addition to the big Member States (Germany,
France, Italy), the Danish DONG and the Austrian
OMV also signed agreements for 20 years.

45 Dominique Finon, Catherine Locatelli
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László Nyikos

Independent financial audit –
the Westminster model

TThe institution of financial auditing was intro-
duced in Hungary back in 1930 and, based on the
English model, was called certified audit. This
method of control was rejected by the socialist
system and thrown into obscurity. The inland
private (enterprise) sector's external and inde-
pendent financial audit could only start operating
again, its regulation based on the English
approach, during the process called political sys-
tem change. This means nearly six decades had to
pass, until the compulsory audit of public limit-
ed companies and limited companies with a
turnover above HUF 50 million was introduced
and regulated, again, by law (Companies Act
1988). The Parliament introduced laws (twice
already) about enterprise (trading) accounting
standards, and made declarations regarding
reporting and auditing principles. The Chamber
of Hungarian Auditors1 was set up as an inde-
pendent public body, legitimated also by law,
which adopted the IFAC's (International
Federation of Accountants) auditing standards. 

Currently in Hungary the independent
financial audit of not only the private sector,
but also the majority of public finances and
public benefit associations, is carried out by
private audit firms. This further demonstrates
that the Hungarian public sector is also trying
to follow the English model of accountability
in its approaches, regulations and practices. 

However, we are lagging behind on an his-
toric scale. The activities of the Supreme Audit
Office, which operated at European standards
for eight decades, were understandably very
similar to those of the Austrian audit office.
Final accounts were prepared by the Supreme
Audit Office, in collaboration with the auditing
network, already put in place by the govern-
ment. (In Austria, uniquely in the world, final
accounts are still prepared by the audit office to
this day.) This unique Austro-Hungarian model
was replaced by the “socialist” control, which
remained in place for four decades, using Soviet
type people's control as its flagship method.
When the State Audit Office (SAO) was put in
place in 1989, and the constitutional and legal
regulations regarding its operation valid to this
day were defined; when the Companies Act was
created, and later when the Government
Control Office's (GCO) predecessor (Central
Comptroller's Office) was set up, our legisla-
tors did not pay attention to any of this historic
legacy. Neither did they take into account that
the goals, practices and methods of a financial
audit, carried out in line with international best
practice, do not depend on whether the audit
takes place in the private or public sector, but
rather on the purpose of the audit. 

Soon after Hungary started talks about join-
ing the European Union, the State Audit
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Office entered into a twinning covenant with
the United Kingdom's National Audit Office
(NAO), with a view to adopting the English
method of controlling and regulating the audit
of public funds.2 Four years later the
Parliament announced in a resolution “…it is
considered necessary to fully extend the scope of
testing the reliability of reports – by using the
financial audit methods – when carrying out a
central budget audit…”3 The objectives of the
initially PHARE-funded SAO-NAO collabo-
ration are still valid in principle. The president
of SAO confirmed on many occasions, that he
considers NAO to be a long-term strategic
partner. In the interest of this, he has already
entered into two further bilateral agreements,
this time funded entirely by Hungarian
resources. The first one states “the State Audit
Office, with the help of the Parliament, would
like to build up the financial audit system follow-
ing the English methods”.4

The English influence is present across the
world in the field of financial audit. And not
just in external (private or public) audit
processes. The Hungarian Institute of Internal
Auditors recommends adopting the standards
of the American Institute of Internal Auditors
(IIA) to its members. Recently the internal
financial audit of Hungarian public finances
have also been pushed towards the English
methods. Government legislation was created
accordingly and the IIA's standards were put
on display on the homepage of the Ministry of
Finance. 

However, here the culture of being responsi-
ble, accounting for and being accountable for
handling public funds has not yet developed
fully. Coupled with this the state of public fund
audit is immensely inconsistent. The purpose,
the tasks and the methods of both internal and
external (independent) audits are surrounded
by a number of uncertainties, misunderstand-
ings and misinterpretations. Incomprehension
and conflicts of interest are felt overall, making

the speed of adaptation slow, what is more, the
direction of progress questionable. The profes-
sional level and effectiveness of auditing is very
low. Neither public opinion (professional
press), nor legislators – to be tactful – know
enough about the principles, objectives and
methods of the English financial audit proce-
dures. Therefore the purpose of this essay is
education in the most noblest sense of the
word. More specifically the introduction of the
financial audit legitimated by the Hungarian
Parliament and the operational features of the
independent financial audit applied in the
United Kingdom, the centuries old
Westminster model. The author aims to share
the results of a decade's research and experi-
ences with anyone wishing to do a lot more to
nationally spread this culture of “accounting
and being accountable”, which is – for historic
reasons, if nothing else – so much more devel-
oped than ours. 

THE PURPOSE AND PROFESSIONAL
CONTENT OF FINANCIAL AUDIT 

The independent auditing of public funds and
public property (by an audit office) in the
United Kingdom serves two main objectives: 

• to provide independent assurance, to the
Parliament and the tax payers (in other
words the entire society), that the public
funds are used lawfully, as well as to give
further information and advice based on
the audit's findings; 

• to quantify and to announce the results,
the added value, which was achieved as a
result of spending the public funds. 

Following on from these two general objec-
tives, the number one (classic) task is to deter-
mine whether the institutions handling public
funds and public property acted in a legal and
lawful manner. This is determined using the
financial audit method. It is none other than
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examination of economic organisations' (soci-
eties, budgetary and other institutions) finan-
cial statements by an external and independent
party; an auditor or an audit office. The audit
always finishes with an auditor's opinion. The
auditor's professional opinion gives assurance,
that the financial statements and reports con-
tain valid information. They provide complete
and accurate information to the users of the
report. If the auditor reaches such a conclusion,
he gives an unqualified opinion, a validation
clause. However, should he find significant
errors in the financial statements, in other
words if he found that they do not represent a
true and fair view of the financial situation, he
gives a qualified opinion, a counter opinion or
may even withdraw from giving an opinion.
Financial audit then is an examination centred
on the financial statements, and therefore it is
also known as the audit of financial statements
(or financial statements audit). Since financial
statements of economic organisations are typi-
cally prepared on an annual basis, financial
audit is also an annual obligation. 

The second (modern) type of audit office
examinations aims to uncover what exactly and
how much society gained by the spending of
public funds and the usage of public property;
what did the taxpayers receive in return for
their voluntary and obligatory contributions.
To promote not only the lawful but also wise
spending of public funds and usage of public
property. This is carried out during the course
of a value for money examination. (The further
details of which are beyond the scope of this
article.) 

Audit office examinations therefore have to

ensure first of all the correctness of the accounts.

Therefore it is not advisable or logical to carry

out value for money examinations without a

financial audit. If it is not established first

whether there are any significant errors in the

financial statements, and if there are, these are left

undiscovered, then any value for money type

examinations could be built on quicksand.5 (In

the United Kingdom, these examinations were

only legitimated a quarter of a century ago.6) 

NAO's mission is to help the nation spend
wisely. Its basic activity, the financial audit pro-
duces three results. 

Ensures that the Accounts Audited by
the C&AG give a true and fair view of the
budgeting and handling of financial funds; they
are correct as they have been prepared in line
with the accounting principles and applicable
legislation, and the transactions within are the
result of appropriate authorisations. This is
called certification audit. 

Carries out a full assessment of the risks
associated with the financial regulation of cen-
tral budgetary organisations, and reports any
significant deficiencies to Parliament. This is
called risk audit.

Provides constructive advice to the audit-
ed institutions, thus helping with the regula-
tion and processing of their financial matters. 

The independent financial audit of public
finances within the public sector is similar in
many ways to the audit of companies in the pri-
vate sector.7 The reason for this similarity is
that the national auditors of budgetary institu-
tions check compliance with accounting princi-
ples the same way as private auditors examine
the statements of private companies:

• the principle of existence8 means that all
assets and resources (active and passive)
truly existed on a given day (typically the
first or last day of the financial year); 

• the principle of rights and obligations
means that all rights (receivables) and obli-
gations (debts) on the given day belong to

Financial audit = certification audit + risk audit



SUPERVISION AND AUDIT 

598

the institution, according to current and
relevant legislation; 

• the principle of occurrence means that a
given transaction or financial event really
did take place during the financial term in
question; 

• the principle of completeness means that all
financial events and transactions, which
took place, are accounted for, and there are
no assets or resources missing from the
books; 

• the principle of valuation means that the
assets and resources are recorded at their
appropriate carrying value; 

• the principle of measurement means that
transactions and financial events need to
be correctly measurable and income and
expenditure need to be accounted for in
the correct financial term;

• the principle of presentation and disclosure
means that the recording, coding and
reporting of bookkeeping entries is in
accordance with the stipulations of the
reporting statement. 

These seven requirements (as accounting
principles) apply to all financial statements,
regardless whether they were prepared in the
private or public sector. As a result, the appli-
cation methods and processes of the account-
ing principles in this area are identical, no mat-
ter if it is an audit company examining a private
business or it is the audit office checking a
budgetary institution. 

There is however an eighth requirement, the
principle of regularity. In any state under the
rule of law the government's jurisdiction comes
from the parliament. As a result, internal regu-
lations and decisions regarding the obligations
and funding (financial transactions) of budget-
ary institutions can only come into effect fol-
lowing proper authorisation given by the par-
liament, and later on the treasury. In the case of
private companies the principle does not need
to be considered, as the requirement does not

exist. Proprietors do not need external authori-
sation on how they can use their profits after
taxation. To them the freedom of enterprise is
key. (Naturally there are exceptions: any grants
received by the private sector from a govern-
ment-funded program can only be used accord-
ing to governing laws or contracts.) In the pub-
lic sector the reverse is true, any spending of
public funds needs to be authorised by the rel-
evant authority. 

The audit, examining whether the expendi-
ture (or the collection of funds) took place
according to parliamentary authorisation,
approved targets and issued state guidelines, is
referred to as compliance audit in English spe-
cialist literature. Therefore the financial audit
carried out by the audit office is more compre-
hensive than by a private audit firm. It is more
extensive than the latter; as it includes checking
if there is (parliamentary) authorisation behind
every transaction recorded in the books and
reported in the financial statements. In this
case we can talk about a more comprehensive
meaning of the financial audit, the financial and
regularity audit.9

Certification audit

Budgetary institutions announce a variety of
information, data and assertions in their finan-
cial statements and in their report of their inter-
nal control system's operations. Certification
audit is an essential and invaluable part of the
financial audit. Its purpose is to check whether
the accounts were drawn up following the
accounting principles, and whether the report
was prepared based on those accounts, further-
more to certify the data and statements includ-
ed in the report. 

Materiality and its role 
Certification audit, like any other audit, has
three objectives. Above all, it needs to establish
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for a fact, that the financial statements contain
no significant flaws or irregularities. The
English approach makes the assumption that
the published figures about assets, resources,
income and expenditure are never without mis-
takes. There is no such thing as the perfect
statement (the same way that there are no per-
fect human beings). Therefore it is not the
auditor's job to look for and find every single
(accidental or deliberate) mistake. This would
be impossible in the case of hundreds of thou-
sands or even millions of transactions, but even
if it could be done, it would not be practical
given the time frame. The purpose of a financial
audit is not to find, publicise and put right
every problem but to uncover fundamental
mistakes. This is why materiality is a basic con-
cept of accounting and financial auditing.
Financial audit is not fault finding by nature
(“if I am looking for mistakes, I have to find
some, no matter what”), but more like a part-
nership; working together with the audited
institution's managers to filter out significant
errors and to help produce correct accounts.
This is what serves the interests of the taxpay-
ers, the country, the nation, and not making an
example of the ones who made mistakes, big or
small. 

The users of financial statements (propri-
etors, institutions etc.) do not need absolute
precision either, when, having read the state-
ments, they make various decisions. They have
no need for the irrelevant details. The question
is what makes a piece of information material?
The same expense can be important in one case
and trivial in another. 

A man wants to give his friend a bottle of fine

quality wine for a special occasion. Scanning the

window of speciality shop, he chooses a suitable

bottle. When he enters the shop, he finds out that

the wine he wanted costs Ft 2000 (circa £5 or $10

– trans.) more than the amount he wanted to

spend. He changes his mind and settles for a dif-

ferent bottle of wine. The same man wants to

change his car. When he goes to the car dealer's

salon, he is informed that the actual price of the

car is now Ft 2000 higher than the price published

in the prospectus. He acknowledges the informa-

tion and purchases the car. The difference in price

is Ft 2000 in both cases, and in the first instance

it is significant and affects the customer's decision,

while in the second case it does not. 

However, materiality also has qualitative cri-
teria, dependant on the nature of things, which
cannot be measured and expressed in numbers.
If, for example, a political party unlawfully
accepts a donation for Ft 1 million, then it can
be viewed as a significant mistake, even if the
budget of the party is five hundred times the
donation. Context can also become a qualita-
tive criterion, in which the smaller or larger
mistake took place (for example some of the
petty cash vouchers and paying in slips at a for-
eign representative office are missing).
Materiality therefore cannot be defined mathe-
matically, as it has not only quantitative but
also qualitative aspects. The materiality thresh-
old is not determined by legislation or profes-
sional standards, but by the auditor, having
examined and studied the subject of the audit,
the budgetary institution, their appropriation
accounts etc. Any piece of information or data
can only be declared as material, knowing the
circumstances. This is where the auditor's
responsibility lies, amongst others, and it is
also the reason for his exceptionally high pay. 

The same amount of deficit would be viewed dif-

ferently if it occurred in a financial report about

a motorway construction program of the order of

HUF 100 billion, than if it was noticed by the

auditor of the financial statements of a small vil-

lage council. In the former case the legitimacy of

transactions up to the value of, say, HUF 1 mil-

lion (spent, for example, on water for the work-

ers) would not be examined, as opposed to the
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latter, where the unauthorised drawing of the

same amount as standard cost could be classed as

material. 

The general concept of materiality is clearly
defined in the international standards10 of
IFAC, and following on, INTOSAI: any infor-
mation is considered material, if the misrepre-
sentation of that information in the financial
statements could influence the economic deci-
sions of the user. Omission of such informa-
tion could be regarded as significant as the mis-
representation of it. (Because, for example, the
Parliament would have made a different deci-
sion if they had known about the matter.) 

Materiality is determined at the level of the
financial statement as a whole and also in the
case of individual reports, account balances and
transaction types. What needs to be deter-
mined, is the maximum limit for errors, below
which it is still acceptable by the users. 

Regarding the audit of the Government's finan-

cial statements, their final accounts, for example,

it is an important piece of information if the cen-

tral budget is missing, as the precise disclosure of

it could be the starting point when making defin-

itive economic policy decisions (e.g. raising

taxes). Determining significance is also given to

the disclosure of information about the assets and

the liabilities of the state. The same way, that the

audit office report (their validation clause) is

presented to the parliament, which assures the

taxpayer that the statements “add up” (or not),

because they do not (or do) contain significant

errors. 

As materiality cannot be “determined” once
and for all, NAO for example does not give an
absolute size or measure (which their auditors
would need to follow in the case of each audit),
but, like other audit institutions, suggests a
limit list of priority to its auditors to prepare
their decisions about estimates. Of course in

certain cases the users of statements (parties of
the parliament for example) are more sensitive
to smaller errors, as well. They have a lower
“tolerance threshold” in the cases of, say, dis-
closure of their leaders' earnings, foreign travel
expenses or unnecessary wasting of money.
NAO does not alter the general concept of
materiality in these cases either, but “extensi-
fies” the audit processes in areas, where a high-
er degree of precision can be expected. 

The nature of findings
Throughout the course of the audit, the auditor
assesses and evaluates the financial statements.
He compares the facts (the transactions chosen
or “narrowed down” with the help of the mate-
riality threshold) against the accounting princi-
ples, the law, relevant legislation and standards,
and then, based on his comparison, he deter-
mines, whether bookkeeping and the final
accounts were carried out in accordance with
the various requirements. However, not all
pronouncements can be classed as findings.
The statement, for example, that “the expendi-
ture on travels abroad is 20% higher than that
of last year” is not a finding in itself. It only
becomes such, if the auditor has classified the
fact (expenditure on travels abroad) as being
above the materiality threshold (material infor-
mation), and in light of this he “further added”
the audited budgetary institution's originally
authorised expenditure amounts, the reasons
for the increase in travel expenses, and he also
evaluated the consequences of the extra expen-
diture. If he has done all of the above (as a
result of rating the increased expenditure a
material mistake), he would record his assess-
ment in the auditor's report. However, if the
fact (expenditure increase) is not a material
mistake (wasteful action), but the auditor does
not want to ignore it completely, he could con-
tact his relevant superior either face to face or
via a management letter. But these forms of
communication are not for the general public.
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The opinion
It is the responsibility of the budgetary institu-
tion's management, to prepare the financial
statements and send them to the Parliament and
to NAO. It is the C&AG's (The Comptroller
and Auditor General) duty and responsibility to
form and publish an opinion about the state-
ments, once he or she has acquired enough evi-
dence to do so. The collection and evaluation of
necessary data is carried out in accordance with
audit standards (manuals).

Following the collection, comparison and
evaluation of the facts, the entire statement
needs to be validated, which means the
announcement of an unequivocal opinion. The
“end product”, the output, the most important
result of the financial audit is the audit opinion.
This, as we mentioned earlier, can be an unqual-
ified opinion, in other words validatory, which
gives assurance that there are no material errors
in the statement. If there are (accidental or
deliberate) material mistakes, then a qualified
opinion must be given, with an itemised list
naming all the material errors. 

When the auditor forms an opinion about
the examined financial statements, he cannot
aim to achieve absolute certainty. Such require-
ments are not expected by the professional
standards. Financial auditing can only be selec-
tive in nature, based on sampling, as the exam-
ination of each transaction would prove costly
and is not practical. Even if, theoretically, one
hundred per cent of the transactions could be
checked, their correctness could still not be
guaranteed, and any foul play involving a possi-
ble third party could sometimes still remain
undiscovered. This is the reason why the audi-
tor, having finished his task, does not give a
full, but only reasonable insurance with his
opinion, in other word he does not declare an
absolute guarantee, but reasonable assurance. 

Besides materiality, reasonable assurance and
sampling are such key phrases of the financial
audit and its result, the audit opinion (referred

to as záradék in the relevant Hungarian Finance
Act11), that without their definition, without
their unequivocal and logical application, the
essence of financial audit could not be under-
stood and the audit office's audits could not be
carried out successfully. To be able to serve its
purpose and be socially beneficial, the opinions
about the financial statements have to be con-
vincing. The practical certainty therefore has to
be at a high level. International audit standards
set the certainty level target at 95 per cent.
SAO also adopted this figure.12 This means
that there is a maximum 5 per cent chance of
the auditor giving an untrue or “unfair” opin-
ion about the statements. 

During validatory audits NAO aims to gather
sufficient appropriate audit evidence and acts in
line with SAS standards13. Audits are typically
produced annually, put forward in Parliament
and made available for general public inspection.
Occasionally there may be mid-year validatory
audits, following the Parliament's request for the
establishment of a new institution or due to a
Government reshuffle (for example the restruc-
turing of a ministry). 

Risk audit

Validatory or assurance audit is complemented
by a work program, which contains three
aspects: risks to regularity, risks to propriety
and risks to financial control. Risk assessment
is the work needed to be carried out to form an
opinion about the financial statements, keeping
in mind the C&AG's responsibility towards
the entire Parliament, as a statutory auditor. 

While the certification audit gives annual
assurance about the financial statements, risk
audits are not linked to the statements of a par-
ticular year

• they do not close by a formal opinion, but
with a report, which is written for the
budgetary institution or the Parliament; 
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• they focus primarily on the audited insti-
tution and its procedures, not on its finan-
cial statements; 

• they do not examine the audited institu-
tion in its entirety, but the major areas at
risk in a certain time period. 

Risks to regularity
We have mentioned that compliance audit is an
integral part of the auditing of public funds.
This is the part, which makes the financial audit
of budgetary institutions “more extensive”
than those of enterprises, private companies.
The difference is due to the business' freedom
principle. At the end of the day, all of the activ-
ities of central budgetary institutions are based
on parliamentary authorisation. Therefore it is
the Parliament's legitimate interest, to ensure
that their authorisation is followed even if the
transactions are for relatively small amounts,
considering the total expenditures. It follows
that the C&AG must always assess the meth-
ods developed to avoid such irregularities. As a
result NAO's activities to audit financial state-
ments are extended by risk audits. 

Risks to propriety
The demand for propriety, which is difficult to
sum up in one word in Hungarian, means that
income and expenditure should be treated
according to parliamentary expectations.14 The
way it is appropriate to deal with public mat-
ters, according to unspoken rules – with the
blessing of the Parliament, more specifically, its
“audit panel”, the Public Accounts Committee
(PAC). While the regularity audit tries to
determine, whether the financial transactions
took place following proper authorisation, pro-
priety is about compliance with professional
and ethical principles, known as standards. The
latter, though laws or regulations may not
describe it, is generally accepted by handlers of
public funds. When NAO announces its posi-
tion about propriety, it usually tries to avoid

setting compulsory regulations for others to
follow. As much as possible, it tries to examine
the measures, which were introduced by the
audited institution, following the guidance and
suggestions of PAC or other central depart-
ments. 

Risks to financial control
Internal control system means the system of
those management and process methods,
which aid the correct keeping (stewardship)
and reporting of public funds (accountability),
and which prevent or seek out irregularities and
unlawful acts. Although the examination of
these processes and rules is also a feature of the
certification audit, it is not necessary to give an
opinion about their effectiveness from a risk
point of view. NAO examines the effectiveness
of internal financial control, and prepares a
report for the budgetary institution's manage-
ment, or in certain cases, if there are serious
discrepancies, for the Parliament, too. Public
Internal Financial Control (PIFC) had an
important role to play everywhere when join-
ing the EU.15

NAO's certification and risk audit activities
also deal with regularity, but for different rea-
sons. During the course of a certification audit
about the correctness of financial management,
for example, they can often find risk factors,
which they “shift over” into risk audits. (NAO
also has professional guidelines about auditing
specific risks.) 

Client service

The Westminster model's financial audit is car-
ried out, not least to allow giving clients con-
structive advice. Therefore the reaction to part-
ners' requests and the replies to their questions
need to be positive. This could mean tasks
pointing beyond the normal audit activities.
Advisory activity, based on the individual's
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audit experience and the auditor's professional
knowledge, could be the following 

• advice about the accounting system
already in place or under development;

• advice about membership in controlling or
consulting bodies;

• organising training for the financial and
accounting apparatus;

• lecturing at seminars and conferences
organised by the partners. 

NAO always suggests caution, pointing to
the risks of damaging its independence and
avoiding conflicts of interest. Besides the offi-
cial written opinion, face to face advice given
during the audit also has a role to play, which
are usually about the possibilities to correct
small financial deficiencies. At the end of the
audit management letters are written, where
more significant matters are brought to the
attention of management (for example the
auditor's experience about the work of the
internal control system), followed by advice
given to them. These documents are not for the

public. About 500–600 of them are written
every year, suggesting 1500–2000 substantive
changes, the majority of which is accepted by
the addressees. The reason being that NAO's
financial auditors are highly qualified profes-
sional accountants.16 This is what allows them
to answer hundreds of questions from the
Members of Parliament every year. (The main
features of financial audit are summarised in
Table 1.) 

INSTITUTIONAL STRUCTURE AND SCOPE
OF AUTHORITY OF FINANCIAL AUDIT

In the United Kingdom the roots of auditing
public funds reach back as far as the fourteenth
century, but the outlines of its current structure
were only drawn up in the middle of the nine-
teenth century as part of the reform of the cen-
tral administration of the time. This is when it
was first specified, that all government depart-
ments, which were given public funds by the

Table 1

3. Constructive advice

management letteropinion on financial statements

regularity

propriety

financial control – PIFC

compliance audit

(regularity audit)

compliance with accounting principles

nature of certainty

•practical certainty (95%)

•materiality depending on

size of transaction

nature of transaction

context

2. Risk audit1. Certification audit

PURPOSES OF FINANCIAL AUDIT
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government, had to prepare comparative reports
every year and send them to the House of
Commons for independent inspection. In 1861,
following Prime Minister Gladstone's proposal,
the Parliament established the Committee of
Public Accounts, which has remained the most
important institution for public audit to this day.
It was at this time that the position of
Comptroller General was created.17

Accounting Officer

The preparation of financial statements is the
duty of the key figure of the state accounting
system, the Accounting Officer, who is respon-
sible for keeping to the accounting rules. Every
budgetary institution has its own officer. He
has to ensure that the public funds under his
supervision are used lawfully, in other words in
the same scale and for the kind of purposes
authorised by the Parliament.18 He needs to
make sure, that expenses are in line with the
relevant authorisations. His area of authority
and responsibilities were put in law in the
United Kingdom nearly a century ago19.

As we have seen, the English approach does
not expect “dead certain” auditor's opinion.
The same way they do not expect absolute per-
fection from financial statements either. Their
starting point is that there is no internal con-
trol, which could guarantee the completeness
of accounting documents and the flawless
bookkeeping of economic events. Nothing can
give a total guarantee against accidental mis-
takes or deliberate foul play and fraud. With
that in mind, the Accounting Officers appoint-
ed by the Treasury, who prepare the statements,
are still expected to give a true and fair view of
the economic management, and present correct
reports and information. They are helped in
this by the centrally determined structure of
the statements. The Accounting Officer's
responsibilities include, amongst others, effec-

tively operating, developing and risk managing
the internal control system. He informs every
member of staff about

• the institution's vision, mission and values
statement, in order to enable employees to
clearly understand their roles, and to make
the institution's objectives their own; 

• the employee handbook, which serves as a
manual for employees, to make them
understand fully the behavioural standards
when representing the institution and as
private individuals. 

At the same time as preparing the annual
financial statements, he gives a Statement of
the Accounting Officer's Responsibilities and a
Statement on Internal Control. The former
sums up his responsibilities, which are mainly
about preparation of the financial statement
about resource accounts expenditure.
Nowadays it is prepared on an accrual basis,
using the Treasury's Resource Accounting
Manual. The Memorandum, published by PAC,
contains the accounting principles of asset
management. NAO audits the Accounting
Officer's Statements together with the
Financial Statement sent in. 

Independent Audit Institutions

National Audit Office – NAO
In the United Kingdom the chief auditor has
his own office, as opposed to being the manag-
er of an office established by law. The
Comptroller and Auditor General (C&AG) is
an officer of the House of Commons and is
personally responsible for the auditing of pub-
lic fund management. The managers at the top
of his organisation are selected by him and are
answerable to him alone.20

The originally French word comptroller refers

to the function of the C&AG as Comptroller

General to authorise the funding of central gov-
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ernmental and other public institutions. Public

expenditure is voted by the Parliament to the

Queen, therefore no expenses can be charged to

the Treasury without her consent. The C&AG

also has to authorise the ministries' issuing of

public funds. This function has now become a

formality, conducted by two or three officers of

NAO and essentially carried out by the

Treasury. 

The chief auditor's actual activities are repre-
sented by his legal duties, which, above all,
originate from his Auditor General function:
certifying the accounts of all Government
Departments, which can mean a number of
statements in the case of some ministries, fur-
thermore the certification audit of a long line
of public institutions and public sector bodies.
Besides the above, he also audits the revenue
and store accounts.21 Central government
organisations send over 500 financial state-
ments to NAO for auditing (certification) pur-
poses. Every statement and the auditor's opin-
ions issued about them are made public. They
are placed, together with the chief auditor's cer-
tificate and report, inside the Parliament.

Today England's state audit system is unified.

Since 2000, central government departments pre-

pare their annual financial statements on an

accrual basis, according to nationally accepted

and logically adopted accounting principles.

Earlier they used cash based accounting in this

sector.22 The finance administration prepared the

central budget's 2004/05 final accounts in consol-

idated form, as a Consolidated Central

Government Account. The Whole of Govern-

ment Account (WGA) was prepared first in the

financial year ended 31 March 2007. 

NAO annually audits the financial state-
ments of institutions funded by the National
Loans Fund.23 All of the Government's bor-
rowing transactions and most domestic lending

transactions are processed via the fund's
account held at the Bank of England. This
includes the financial statements of institutions
such as the British Railways Board, the British
Waterways Board or the Post Office.

The next group of annual statements is
from organisations where NAO carries out a
non-statutory certification audit. About 50 or
60 audits are carried out every year, following a
request from the Treasury or an agreement
with the relevant minister, or possibly as a
result of an agreement with a specific public
organisation (England-Germany Foundation,
different investment funds et cetera). 

The next group of annual statements is
from Central Budget's Executive Agencies.
Amongst the members of the list of roughly
80 organisations are the Central Office of
Information, the Debt Management Office, the
Highways Agency, HM Prison Service, Land
Registry, the Meteorological Office, the Passport
Agency, the Patent Office, the Royal Mint,
Royal Parks, State Veterinary Service and
dozens more. 

From the financial audit point of view, the
largest group is made up of the White Paper
Accounts, the statements of those public insti-
tutions, which do not belong directly under the
jurisdiction of a ministry, but over which the
Parliament has budgetary rights. Libraries
(British Library), museums (British Museum),
various authorities (Coal Authority) and com-
missions (Commission for Equality and Human
Rights), foundations (New Opportunities Fund),
agencies (North West Development Agency),
boards (Northern Ireland Policing Board) and
other organisations belong to this group (alto-
gether circa 200). 

NAO also validates the financial state-
ments of numerous international organisations
(International Accounts), where the state is
involved in the operations of that organisation
(International Labour Organization – ILO,
International Atomic Energy et cetera).
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Last, but not least, we need to mention the
“classic” budget statements (Resource Accounts).
These, as we stated earlier, are now prepared in
the commercial style. This is where we find the
statements of ministries (Ministry of Defence),
departments (Department for Education and
Employment, Department of Health, Her
Majesty's Treasury etc.) and major government
offices (Cabinet Office, HM Revenue and
Customs, House of Lords etc.). 

NAO carries out more than 500 financial
audits every year. Around half of its 850
employees are occupied with this task. The
number of audits resulting in a qualified opin-
ion is around 2 to 3 per cent (in 2005 13 qual-
ified opinions were issued).24 In these cases
(and only in these cases!) a detailed financial
audit report is prepared, which uncovers the
reasons and circumstances behind the opin-
ion. The majority of these reports are also
discussed by the relevant parliamentary com-
mittee25, but the others are dismissed. (If the
accounts are in order, there is no reason to
discuss them…) 

If NAO's own auditors cannot handle all the
statutory financial audits in a given year, then
they involve others (private auditors) in their
audit work. Of course, responsibility still lies
with the C&AG, as the task of auditing finan-
cial statements is legally assigned to him. (Table
2 describes the primary function of financial
audit).

Audit Commission
The largest part of the United Kingdom's econ-
omy is audited by private auditors. NAO car-
ries out about a third, and the remaining eighth
is done by other government institutions. The
largest and most well known of these is the
Audit Commission, which was established in
1982. It is managed by a governing board. Its
remit covers the audit of the financial state-
ments of local government bodies, and also
health and other organisations (housing, fire
and rescue, community safety services etc.),
altogether eleven thousand audited and
inspected public bodies.27 The independent
auditors of local government bodies' and health
organisations' statements are appointed by the
Audit Commission. (The majority of the latter
are carried out by in house auditors, and a
smaller portion is done by private audit firms.)
It does not operate in the whole of the United
Kingdom, only in England. With its 2300
employees, it audits the financial statements of
over 250 local government offices, as well as
carrying out examinations using performance
indicators mostly in the health services sector.
The findings are then published. (Every local
government report is available on the internet.)
As an independent watchdog, it does not audit
for the Parliament but for the Government.
The principal source of income is fees from
audits, which is further supplemented by funds
from the office of the Deputy Prime Minister. 

Table 2

NAO’S ANNUAL EXPENDITURE FOR 2005 BROKEN DOWN ACCORDING 
TO THE FIVE MAIN OBJECTIVES26

(GBP million)

1. Certifying and reporting on accounts 38.0 

2. Examining and reporting on risks 8.6 
Financial  audit  subtotal 46.6  

3. Value for money work 22.3 

4. Other work for Parliament and the public 12.4 

5. Comptroller function 0.2 
Total 81.5  
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Audit Scotland, Wales Audit Office,
C&AG for Northern Ireland
Since the millennium, Scotland has its own
Parliamentary financial audit organisation,28

which combines the apparatus of the earlier
NAO Scotland with the Accounts Commission
(like the Audit Commission, an institution
responsible for the auditing of local govern-
ment bodies). In 2005 the Wales Audit Office29,
was established as a new, single organisation,
and the position of Comptroller and Auditor
General for Northern Ireland had already been
established in 1921. 

Parliament committees

Committee of Public Accounts (PAC)
In the United Kingdom, PAC has been, for
nearly a decade, the most important institution
in Parliamentary control to turn state audits
into reality. It was established as part of the
public administration's reform, with the pur-
pose of tightening Parliamentary control over
the spending of public funds. It is not the
C&AG, but this institution that reports to the
Parliament from time to time30 (primarily
about the propriety of public expenditure –
whether they are in accordance with
Parliamentary authorisations). Originally the
objective of PAC's investigations were, using
the C&AG's certification audits, to check
compliance with the accounting principles,
and to ensure public expenditure is according
to Parliamentary authorisations and inten-
tions. It kept its interest in these questions to
this day. Its members can ask questions about
any financial statements they are presented
with. In recent decades PAC has also added the
questions of economy, efficiency and effec-
tiveness to its circle of activities. This is
reflected in the fact that NAO's value for
money (vfm) investigation reports form a part
of its agenda. There are around sixty of these

reports every year. Most of them become
items on the committee's agenda. 

PAC is nominated by the House of
Commons. The terms of office are in line with
election cycles. The maximum number of
members is fifteen. The quorum31 is made up
of four members, where every party of parlia-
ment is represented. The chairman of the
committee is traditionally appointed by the
opposition party. It is within the committee's
scope of authority to call in documents, and
to invite (to a hearing) not just official, but
occasionally private persons, too, and also to
make visits outside of the Parliament.
However, it cannot form subcommittees. It
operates on a professional basis, using a non-
party attitude. It aims to make objective state-
ments and suggestions, when advising the
Government. Although it does not have
enforcement competencies, it can only give
suggestions or present its opinion, its reports
for the Parliament still carry a lot of weight.
Its recommendations are usually accepted by
the executive power. When the Parliament is
in session (between November and July), the
Committee holds its meetings regularly on
Monday and Wednesday afternoons. Most
meetings are open to the public. The chief
witness at these meetings is the Accounting
Officer or the Chief Executive of the organi-
sation, which was audited by NAO. A limited
number of his staff can also be present and
provide him with extra information, but they
are only allowed to speak in exceptional cir-
cumstances, to further elaborate on the
Accounting Officer's answer. The C&AG and
the chief auditor of the NAO audit are pres-
ent at the meetings, as well as a representative
from the Treasury. They can all receive ques-
tions from the Committee. 

The meetings are recorded in the Minutes of
Evidence, which is later on published, together
with the relevant PAC report. (Of course, this
is not the case with information regarding state
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or service secrets.) The committee's meeting to
discuss their report for the Parliament is con-
ducted in private. Most of the reports relate to
NAO's value for money investigations.

Government bodies have an obligation to
study PAC's reports about their organisation,
and upon consulting the treasury, to issue a
reply to the Parliament. The reply is presented
to the Parliament by the Treasury. The latter
also prepares Treasury Minutes and when there
are half a dozen of these (including PAC's rele-
vant reports and ad verbatim minutes), then a
lobby of Parliament is scheduled, to which
PAC is also invited. 

Public Audit Commission
Compared with PAC, the Public Audit
Commission, which is the other Parliament
committee checking public funds, is relatively
new. It has been in existence since 198432, and
has three main duties

• appoints the person responsible for
NAO's accounting system (the organisa-
tion's Accounting Officer), who is practi-
cally non other than the C&AG, and
whose assistant acts as a deputy for him in
this capacity; 

• appoints NAO's auditor;
• examines NAO's annual budget plan, and

having considered PAC's and the
Treasury's suggestions, it makes necessary
modifications and submits it to the
Parliament. 

The Audit Commission is made up of nine
members of parliament. Two of them, PAC's
Chairman and the Leader of the House of
Commons, are ex officio members. The fur-
ther seven (non-government) committee
members are recommended by the Parliament,
from its own members, until the end of term.
In contrast to PAC, this committee holds reg-
ular meetings. The meetings are normally
non-public. It reports to the Parliament peri-
odically.33

Civil organisations

The Public Audit Forum and the
Consultative Forum
The Public Audit Forum was established in 1997
by the leaders of the institutions responsible
for the audit of public funds in the United
Kingdom. The objective of this association is
to promote a consistent approach to audit and
to develop common professional standards.
The chairman of the forum is NAO's
Comptroller General. Its members are from
the management of the institutions discussed
in 2.2. They have three foremost principles to
consider 

• the independence of public fund auditors
(from the audited);

• the various types of public fund audits
(financial statement audit, compliance
audit, propriety audit, ethical investiga-
tion, value for money);

• to protect freedom of information regard-
ing the results of audit.34

There is also an operative Consultative
Forum, which holds meetings three times a
year. The members, besides the managers of
independent audit organisations, are audit pro-
fessionals from ministries, local government
associations and audit firms. 

Internal and external quality control
In the United Kingdom, the professional qual-
ity of financial audit type investigations carried
out by independent public fund audit organisa-
tions is also checked externally. The assigned
institution in NAO's case, for example, is the
Quality Assurance Directorate, which acts in
the name of the ICAEW (Institute of Chartered
Accountants in England and Wales), when they
evaluate NAO's work regarding professional
standards. 

NAO also has its own Audit Committee.
The chairman of this however, is not a public
auditor, but the former Chairman of CIPFA
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(Chartered Institute of Public Finance and
Accountancy); and its members are two further
external experts and three members of NAO's
management. This committee holds its meet-
ings three times a year, and is mostly concerned
with issues raised by NAO's internal and exter-
nal auditors; furthermore it advises in internal
and external quality assurance matters. 

EPILOGUE (THE CLOSED AUDIT SYSTEM)

English technical terminology distinguishes
between stewardship and accountability. The
former refers “only” to someone (the steward)
safekeeping someone else's possessions. Good
safekeeping ensures that the possessions are
used lawfully and with reason. In this instance
the accounting obligation is financial in nature,
it is primarily to do with the accounting bal-
ance sheets and income and expenditure state-
ments and the auditing of these. The term
accountability on the other hand, is concerned
with someone's actions in connection with
public funds, and his responsibility for his
behaviour in his function. Therefore it is not
purely an accountancy question, but much
more: it belongs to the question of democracy,
in the broadest sense of the word. It is present

in various forms about public organisations;
during the course of an election, in reporting
duties towards organisations being higher up in
the hierarchy, in the media etc. 

The culture of accountability in the United
Kingdom (the Westminster model) has devel-
oped over centuries. In its centre is the execu-
tive power's Parliamentary liability. It is not the
audit institution (NAO) that they are account-
able to, but the Parliament, via its official com-
mittee, PAC. The five phases of the accounta-
bility process illustrates this well. 

Phase one – NAO report (NAO sends its
reports to Parliament, and makes them publicly
available);

Phase two – PAC hearing (PAC includes
most of the reports in its agenda, and gives the
relevant office representative a hearing;

Phase three – PAC report (PAC publishes
its detailed recommendations aimed at prevent-
ing reoccurrence of mistakes);

Phase four – government response (the
government reacts to each and every commit-
tee recommendation, and publishes its
response);

Phase five – NAO/PAC post examination
(NAO monitors how the measures, which
were introduced to implement the recommen-
dations, are carried out).

NOTES

1 Act 55/1997, The Structure and Functions of the
Chamber of Hungarian Auditors.

2 L Nyikos: EU financial audit conformity with twin-
ning covenant, Public Finance Quarterly, 6/1996 

3 Resolution 9/4 of Act 35/2003 accepting the
Annual Report on the Activities of the State Audit
Office for 2002

4 Árpád Kovács: Diary of the official visit at the British
National Audit Office, script, SAO Library, 27
March 2003 

5 The “ten commandments” of best practice state: (We

need to) have effective financial auditing before
moving to performance auditing. See: Managing
Public Expenditure (A Reference Book for
Transition Countries) OECD (SIGMA), 2001. p. 26

6 The Comptroller and Auditor General (C&AG)
“may carry out examinations into the economy, effi-
ciency and effectiveness…” National Audit Act 1983.
c.44, Part II

7 UK National Audit Office – State Audit in the
European Union. Published in December 2005

8 Paragraph 15-16 of the current Hungarian
Accounting Act (C/2000) lists fourteen principles to
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consider when preparing statements. These princi-
pally contain the English system of standards, but
some of our principles cover a smaller or larger
meaning than their English counterparts. Therefore
the English phrases were not translated in the
Hungarian text. 

9 Public Sector Accounting, third edition, Pendlebury,
1992. p. 210

10 Proposed International Standards on Auditing 320
(revised and redrafted). Materiality in Planning and
Performing an Audit. Auditing Practices Board,
December 2004 (Auditing Standards – ISAs /UK
and Ireland/)

11 Section f of the Act C/2000 declares “either issuing
an opinion (validatory, limited, negative) or refusing
to issue an opinion”.

12 The same measure is used by NAO and the
European Audit Office.

13 Statements on Auditing Standards. These are pub-
lished by the American Institute of Certified Public
Accountants – AICPA. 

14 See Propriety and Audit in the Public Sector Public
Audit Forum, May 2000

15 Following the eruption of the infamous ENRON
scandal, the very quickly published Sarbanes-
Oxley Act (SOX) makes it compulsory for audi-
tors to validate the management's internal control
report. According to section 404 of SOX, this
statement forms a part of the annual report.
Management is required to issue a declaration
regarding the effectiveness of the internal control
system. The auditor's task is to evaluate the man-
agement system. His statement about it is a fun-
damental part of his report. He needs to form an
opinion about three independent questions: has
management judged the effectiveness of the inter-
nal control system correctly; is the internal con-
trol working effectively; is the financial statement
correct?

16 It is compulsory to spend a minimum of 220 hours
on further professional training every three years,
and have an understanding of the professional stan-
dards, operating rules and principles of the three
main institutions for registered auditors. 

17 The full title: Comptroller General of the Receipt
and Issue of Her Majesty's Exchequer and Auditor
General of Public Acconts. The shorter title:
Comptroller and Auditor General. Abbreviated:
C&AG. In theory, it is the monarch, who audits the
handling of public funds, therefore it is the monarch
who appoints the C&AG. 

18 The Responsibilities of an Accounting Officer. HM
Treasury, April 2000

19 Section 1 (1) Exchequer and Audit Department Act
1921

20 According to legislation introduced in 1866, the
C&AG had a responsibility to check each and every
item of public funding and expenditure. Due to the
expansion of government activities this responsibil-
ity was increasingly difficult to fulfill, therefore new
law was introduced in 1921, which allowed financial
auditing based on sampling. 

21 The Accounting Officer responsible for NAO's
accounting system is the same person as the
C&AG. In this capacity an assistant acts as a deputy
for him. Besides being comptroller general and audi-
tor general, this is the C&AG's third function. 

22 For more information on the two different views
and their regulation see for example: Transition to
the Accrual Basis of Accounting: Guidance for
Governments and Government Entities, IFAC PSC
April 2002. Study 14

23 See Accounts Audited by the C&AG
(www.nao.org.uk)

24 NAO Annual Report 2006, page 5

25 Committee of Public Accounts

26 NAO Annual Report 2006, page 37

27 See Annual Review 2005/2006 Getting Better Value
from Public Services

28 See The Public Finance and Accountability Act
(Scotland) 2000

29 See The Public Audit (Wales) Act 2005

30 See House of Commons Standing Order No 122.

31The quorum determines the minimum number of
members needed to be present at a committee
meeting, for the meeting to be able to proceed and
make valid decisions. 

32 See National Audit Act 1983 (section 2)

33 See for example The Public Accounts Commission
Twelfth Report, Presented to the House of
Commons in pursuance of section 2(3) of the
National Audit Act 1983, Ordered by The House of
Commons to be printed 17 January 2005

34 Public Audit Forum: The Principles of Public
Audit, www.public-audit-forum.gov.uk
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PAcademician Ádám Török has chosen a very
important subject area as the theme of his lat-
est book. It is a widely accepted view that in a
modern national economies, including Hungary,
research and development and innovation are
the main potential engine behind economic
progress. The detailed review of the perform-
ance of Hungarian R&D opens up an opportu-
nity for examining a key issue of the national
economy.

The point of departure of the studies pre-
sented in the book is the statement made in
the 1997 country report of the European
Union according to which Hungary ranks
among the top twenty countries in the world
based on the development of science. This
statement has urged Ádám Török to make a
more detailed survey of the novel theme of
scientific performance ranking. His work,
which consists of six chapters, starts with an
overview of the theory of R&D and innova-

tion systems, the conceptual sphere of scien-
tific competition and the method of assessing
R&D competitiveness, then it evaluates the
performance of Hungarian science and formu-
lates R&D strategy recommendations. As in
his earlier works, the author supports these
analyses with his profound knowledge of the
technical literature, with statistical compar-
isons and empirical evidence.

The very thorough analysis of R&D and
innovation systems, now a conventional topic,
helps further develop the theory at several
points and offers some food for thought to
experts and, from time to time, incites debate
among them. By highlighting the relationships
and differences between R&D and innovation
policies, first, he points out the duality that “it
makes hardly any difference for political deci-
sion-makers whether the money is granted for
R&D or innovation purposes” (page 20),
whereas these two areas often fall under the

Ádám Török

A strategic sector 
without strategy? 
The performance and competitiveness
of Hungarian research
and development in international 
comparison 

SAVARIA UNIVERSITY PRESS, SZOMBATHELY, 2006
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responsibility of different bodies which results
in complicated coordination tasks. For
instance, for a long time there were two direc-
torate-generals in the EU and more than one
institution is responsible for the field even in
the Hungarian economy. The author then also
stresses that neglecting basic research carries
the risk of the national knowledge base becom-
ing obsolete and narrow (he makes no men-
tion, however, that low-standard R&D does
not reduce the above risk). 

The further investigation throws a strong
light to the concept of the so-called National
Innovation System. The author emphasises
that – contrary to appearances – in today's
international competition in R&D, instead of
nations, the central role is played by R&D and
innovation institutional systems within the
country (page 25). He gives an elaborate
description of the R&D capacities of the
Central-European transition countries, the
value of the human resources of strong aca-
demic networks (which value is diminishing
during the transformation crisis in several
countries), the slow regeneration of university
R&D and the relatively favourable availability
of info-communication technology (ICT). But
he also mentions the resource gap and limited
industrial relations of the sector and its weak
ability to disseminate knowledge. He does not
conceal the methodological problems of
“objective” numerical assessments. He points
out, for example, that the popular patent statis-
tics are sometimes highly distorting because
certain inventors concerned about the infringe-
ment of patent rights refrain from patent regis-
tration. Török also makes reference to the fact
that a number of creative accounting and mar-
keting actions have been introduced in recent
years to “improve” the low level of domestic
R&D spending. In 1999, a part of the norma-
tive support granted for education was trans-
ferred as normative research support to univer-
sities without setting R&D requirements (page

18). In 2003–2004, the VAT of research and
development was raised, more R&D support
was allocated to the sector, but the surplus was
to be paid back as tax. On top of this, also from
2004, large but non-innovative firms are
obliged to pay innovation contribution which
does give an opportunity to increase the R&D
spending to some extent. The government has
also promised to complement the contribution
base by an amount corresponding to the sum
paid in, but so far it has failed to make the pay-
ment (page 217).

The author also states that “the developing
countries lagging behind in converging the
R&D system have not been given enough
attention in these analyses” (page 87) and he
aims to make up for this deficiency. To provide
a precise description of the state of affairs,
Török thinks it advisable to make a distinction
between the groups of countries that are
underachieving, incapable of performance and
that have no R&D at all; while there is an inno-
vation system in the first group, there is none
in the other two (although there could theoret-
ically be in the second). His warning should
perhaps be considered even by experts of the
first group of countries, i.e. innovation systems
have a model (a so-called random model) “in
which central control is meant to assume a fair-
ly big role, but due to serious coordination
problems between the various actors not only
the control but also the innovation system
itself are capable of operating only at a rather
poor efficiency” (page 35). 

The most interesting part of the book is
perhaps the almost fifty pages dealing with the
performance assessment of research and
development and with the competitiveness of
national R&D. The author touches on the five
different ways of looking at competition to
sum up the characteristics of R&D competi-
tion. He underlines that the analyses on
“rivalry” are merely focused on the fight
about the redistribution of the “cake”. The



BIBLIOGRAPHY REVIEW – Books

613

neoclassical analysis is centred on the regular-
ities of the idealised free competition which is
actually non-existent in practice. The liberal
approach concentrates on the criticism con-
cerning the real limits of competition. For the
political point of view the most important fac-
tor is the (large) number of actors present at
the demand and supply sides of the given mar-
ket. Finally, some investigations draw atten-
tion to the dangers of “stenographic” compe-
tition (or rather, l'art pour l'art competition in
this reviewer's opinion) which does not con-
tribute to social welfare. The above outlined
viewpoints provide the basis for how Ádám
Török measures R&D performance. The
author suggests that there are generally no
limits to market entry on the non-transparent
R&D market, and as a result of the spiritual
nature of products as well as the importance
of the necessary trust in the transaction, the
possibilities for price competition are also
rare. Therefore, the definition of competitive-
ness is also special in this sector, and only two
types of examination are possible. It can be
analysed how R&D performance affects the
competitiveness of an economy or how com-
petitive the R&D itself is in the international
market. Since the Central-European transi-
tion countries “are the former CMEA mem-
ber countries in which the gap between the
R&D sector and the other segments of the
economy was wide even long before the trans-
formation”, in the author's view, only the sec-
ond type of examination will be likely to pro-
duce a well-founded assessment (page 108).

The main question of the survey, i.e. how
Ádám Török evaluates the international com-
petitiveness of Hungarian R&D, can be
answered on the basis of the aforesaid. The
conclusion is built on the input and output-
related indicators of R&D available for several
countries. The author recommends that a com-
plex approach should be followed. In his judge-
ment, R&D expenses as a percentage of GDP

and R&D staff statistics are the most reliable
input indicators, whereas the indices of publi-
cations and patents as well as those of the
export structure and technology balance of
payments are the most reliable output indica-
tors. He points out that by using the above-
listed indicators, a realistic picture can be given
of all characteristics of research and develop-
ment, but only a vague idea about numerous
other elements of the processes. He calls our
attention to the distortions of international
comparisons arising from the divergent fea-
tures and structures of national economies. By
taking account of all the foregoing, he arrives at
the conclusion that the EU's assessment of the
competitiveness of Hungarian science, which
has been referred to in the preceding, is far too
positive; the international ranking of the sector
as a whole should realistically be somewhere
around the 30th place. Among our major rivals
are developed countries with poorer R&D per-
formance, a wide range of moderately devel-
oped countries and a few large, but dynamical-
ly developing economies (page 214). But the
standard of the different organisations varies,
many small research points linked to colleges
(or linked to several other networks, according
to certain studies) have neither the necessary
technical infrastructure nor the necessary
human resources to create international com-
petitiveness.

This reviewer – based on his own research-
es – finds the above-outlined judgement real-
istic. On the other hand, he deems it impor-
tant that, in relation to the author's assertion,
the points made about the modest economic
utilisation of domestic research and develop-
ment results should also be borne in mind. It
is also an essential element of the market-ori-
ented assessment of R&D to what extent the
sector can “sell” its services (to what extent it
can make users accept its results). It is of
utmost importance for researchers to know:
they must aim at breaking down the barriers
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built in the previous decades separating the
sector from the practice.

The last pages of the book offer – com-
paratively brief – recommendations concerning
the Hungarian research and development strat-
egy which should be followed in the years to
come. The author voices his agreement with
the views according to which the task is not to
increase domestic R&D expenses, in general,
especially not by the formal increase of this
indicator via creative accounting, but the task is
to widen corporate R&D and enhance its stan-
dard on a large scale. He considers it even more
essential to speed up the spread of innovations.
It is indispensable to strengthen the relation-
ships between researchers and users and to
boost the production sector's willingness for
innovation. The study lays the greatest empha-

sis on the urgency to develop a detailed R&D
strategy which is still missing today.

As I have demonstrated in the foregoing,
Ádám Török's new book provides a compre-
hensive picture of the key issues which the
Hungarian scientific world is concerned with
today. It can be recommended to all who show
an interest towards the domestic performance
of the research and development sector. At the
same time, it is of particular importance that
those who are directly concerned, who formu-
late the R&D strategy and who work in this
sector make a detailed study of the book,
because significant conclusions can be drawn
from the analyses about what is to be done in
the near future.

Gábor Papanek
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When I first read this book by Tamás Mészáros
it was a textbook. Its main merit and strength
was the clear and systematic classification of
works written by Hungarian and Anglo-Saxon,
principally American authors on the evolution
of strategic approaches and methodologies.
Therefore, the ingenious title of the book does
not exactly match its contents, as the author
devotes at least as much attention to the past of
the subject as to its present and future.

Another merit of the author and strength of
the book is the approach which it radiates. It
encompasses a realistic handing of the subject
and helps avoid the exaggeration or underesti-
mation of its importance. “The best way to
study… strategic management is to get to
know the individual steps of the process, their
drivers and key messages, and then focus on
the drivers of changes and the real advance-
ments…” (page 10) Which strategy and what
related management methods lead to success?

According to the author, many answers were
provided by many thinkers to this question
over the past decades, and real life examples are
by all means even more diverse.

This diversity and evolutionary nature of
strategic approaches, techniques, perceptions
and models are intentionally underscored by
the author with the questions marks which he
put in the chapter titles that deal with the past,
present and future of strategy. The evolution of
strategic thinking encompasses the road from
financial planning to strategic management.
The appearance of strategic planning through-
out the entire process induced a quality change
in corporate leadership.

The author discusses the development and
ever-changing models of strategic planning and
management in the Post-World War era in four
blocks.

The first block renders a picture of the
development and evolution of different

Tamás Mészáros

The future of 
strategy 
– the strategy 
of the future

AULA KIADÓ, 2005
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approaches to strategic thinking. The backbone
of this chapter is the description of the phases
and characteristics of a nearly fifty-year devel-
opment period, featuring clearly identified dif-
ferences between the individual eras. The driv-
ers of these changes basically related to shifts in
the immediate and broader business environ-
ment.

The starting point of Tamás Mészáros'
approach is that two basic schools seem to have
emerged as early as in the first publications on
the theory of strategy, and they have accompa-
nied the evolution of strategic thinking ever
since. One is the normative school which is
based on the analytic methodologies and tar-
get-setting required for the creation of success-
ful strategies. This school is represented by the
Harvard Business School. Please allow me a
personal note here, if for no other reason than
for the authenticity of literature sources. It was
the present writer whose work introduced the
Harvard philosophy and methodology of cor-
porate strategy in Hungary.1

The other model of strategic theory is the
descriptive approach. The primary considera-
tion of the followers of this school was to get
to know the actual corporate processes of
strategy creation and implementation, and then
generalise real life experiences as much as pos-
sible for developing a theory.

The author does not overestimate the scien-
tific significance of literature on the subject.
He does not suggest the impression that the
creation of corporate strategy is a set of disci-
plines determined by objective interdependen-
cies: “…research into strategic management”
“…is basically empirical.” “Consequently,
strategy is often found to have been derived
from success subsequently, while descriptions
of strategies that lead to success are less fre-
quent. This is what raises certain proven solu-
tions of specific companies to the level of the-
ory…” (page 22) And later: “…the theory of
strategic management is unable to provide a

description of strategy types and various solu-
tions, methods and models within those types
which could function as standards that guaran-
tee success.” (same page) Referring to data pre-
sented by American researchers and technical
writers, the present writer can only confirm the
following statement: At companies managed
on the basis of strategic management princi-
ples, not more than 30–40 percent of strategic
plans are implemented at an average.

The second block of the book, titled “The
past?” discusses strategic planning itself. It
reviews the process of creating a strategy, the
related models, methods and organisational
solutions. Each of these approaches focus on
the analysis of the external and internal envi-
ronment, paying special attention to the com-
pany's market position. The author presents
the elements of corporate strengths and weak-
nesses, the process of establishing corporate
objectives and that of developing action plans.

One key statement in this block is that it is
not formalised planning and the plan itself that
matters, but rather the creative process of plan-
ning which is actually a chain of interrelated
decision-making processes. “…what we need is
a less tight process for creating a strategy and
not deadlocking it by arbitrary formalization” –
quotes Mészáros an American specialist.

The third block of the book, titled The
present? addresses the issue of strategic man-
agement, relying principally on publications of
Hungarian researchers and technical writers.
This block presents the process of strategic
management, evaluates its model and describes
procedures which support the implementation
of the strategic plan.

Strategic management is a corporate leader-
ship method which is based on the integrated
entirety of strategic planning, strategic imple-
mentation and feedback – quotes the author
the definition of a Hungarian researcher.
Regarding the organisational frameworks of
strategy creation, the author makes reference
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to the fact that the elaboration of strategy also
appears as a political or power process.

The focal part of this block discusses the
new approach to the competitive environment
and the related five-factor model of Harvard
professor Michael Porter. The model focuses on
two views of the competitive position which is
indispensable for creating a strategy. The first
view is the industry where the company oper-
ates. The analysis of this view could provide
information on the average profitability of the
sector and on the expected structural changes
and development trends therein. The other
view focuses on the behaviour change of mar-
ket players who impact the “power field” of
competition.

The author presents the role of the corporate
mission and vision in the creation of a strategy.
It is the vision and mission which set the direc-
tion for the analysis and help shape a future-
oriented strategy. 

To the same extent as human capital gained
significance versus physical capital, corporate
culture gained ground as an important factor
of strategy creation. “It is not that struc-
ture…” “is aligned to the strategy which was
developed in some way”. Instead, “the inten-
tion is to shape the organisation's structure
and other features” in a way that enables the
organisation to elaborate and implement the
right strategy”- quotes the author a Hungarian
source. (page 113)

The author analyses alternative growth
strategies in a clear, concise manner. He starts
out from the point that competition usually
forces companies to compete, and then reviews
the related alternative strategies, presents their
benefits and drawbacks. The present critic of
the book would make a remark here, especially
with a view to the circumstances in Hungary,
pointing out that depending on its intensity,
competition can motivate, it can enforce
expansion or even hold back,  or I should say
paralyse growth attempts. In countries

throughout the world, including Hungary,
where markets were liberalised “overnight”;
where the exchange rate policy weakened the
competitiveness of domestic enterprises sub-
stantially and without reason, competition
rather had a paralysing impact on expansion
plans instead of encouraging them. Under such
circumstances, strategic alliances are becoming
especially valuable, similarly to the outsourcing
of activities and other strategies which serve
the elimination of threats posed by competi-
tion. These eliminating strategies are also dis-
cussed by the author.

One important chapter in Tamás Mészáros'
book which should also be observed in real-life
strategy creation is about the balancing and
harmonising of external and internal (intra-
company) factors that influence the setting of
strategic objectives (Balanced Scorecard). The
right thing for companies to do is to try to
combine the approaches and alternative solu-
tions which emerged during the decades-long
evolution of strategic planning.

The fourth block of the book is titled The
future? “…we have no doubt about the future
of strategy” – wrote the author, listing all envi-
ronmental factors which have caused changes
in the philosophy and methods of strategy cre-
ation: from the “new economy” through the
formation of information and knowledge-
based societies to specifics which derive from
globalisation. He also presents vision-based
strategy creation processes which put innova-
tion and change to the forefront. 

In this context, reference is made to the evo-
lution of a new type of companies. These are
constantly (!) learning, networked organisa-
tions which function in the global market,
principally designed and tailored for informa-
tion and communication technologies and 
e-commerce.

The book is a second, updated edition which
inclines the reader to raise further thoughts and
questions. 
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Should not the development and current
state of the “theory” of corporate strategy have
been reviewed in a European context as well?
The book clearly suggests that strategy is an
Anglo-Saxon, principally American phenome-
non. It may be so, but then it should be sup-
ported with documents somehow. The reader
may miss this approach and the short chapter
titled “European Union strategies” will surely
not fill this gap. This chapter is not really about
the types of strategy-creating practices applied
at European companies, or about the relevant
achievements of European research think-
tanks. Instead, it provides a rough description
of the EU's macro-environment. The author
only cites one specific quasi-corporate strategy,
but even that example mixes past and future
elements.

Why does the author exclude uncertainty
and risk management from the scope of the
discussion? The index of the book does not
mention the former at all, and the latter is only
referenced once (and discussed in the book
only over a few lines). The nature of uncertain-
ties is also changing. Consequently, the condi-
tions and techniques of risk analysis are trans-
forming as well. All this has a significant
impact on the process, timeline, flexibility
requirements, etc. of strategy creation.

What is the basis of the statement that 
“… by the end of the century, a significant ratio
of companies operating in Hungary have

become organisations that apply the approach-
es and techniques of strategic management and
are managed in a modern manner”? (page 185)
Surveys of corporate demographics, data on
the transforming structure of the size of busi-
nesses, along with the unbelievably low innova-
tion activity of companies (19 percent) all seem
to contradict with the author's statement. My
own investigations also show that most
Hungarian-owned companies are operating on
a short-term survival strategy. Only a very thin
segment of companies is growth-oriented and
base their operations on a long-term strategy.
This group includes processing industry, trad-
ing and financial services firms and institutions
which are considered large on a Hungarian
scale, plus some medium enterprises which
have integrated into the international market.
If the author's statement applies to foreign-
owned companies operating in Hungary, I am
inclined to agree, albeit one may dispute
whether these companies can be regarded as
independent, strategy-creating organisations.

I recommend this book and the application
of approaches and methods presented therein
to professionals working at strategy-oriented
consulting firms, to innovative medium and
large businesses with growth plans, and to the
associates of state institutions who are respon-
sible for creating plans and strategies.

György Varga

NOTE

1 Varga, Gy. (1970): Az amerikai business. Vállalati stratégia és management, Közgazdasági és Jogi Könyvkiadó
(Varga, Gy: The American Business. Corporate Strategy and Management) 
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The starting point of the book titled
Rethinking Bank Regulation – Till Angels
Govern is that the operational features of a
country's banking system are not only impor-
tant from the perspective of the given country's
finances but also from the aspect of its welfare,
because well-functioning banking systems can
greatly promote the economic growth of coun-
tries.1 That is why the question is also of
utmost important: what kind of bank regula-
tion and bank supervision are needed to make
the operation of banking systems the best pos-
sible, or rather, to ensure that the very bank
regulation and supervision also contribute to
greater social welfare. 

The present book represents the first major
step in answering the above question by mak-
ing a comprehensive international compari-
son of the correlation between bank regula-
tion and supervision and the development,
efficiency, stability and corruptness of the

countries' banking system. Within the frame-
work of international comparison, the
authors also attempt to reply to the question
to what extent the new three-pillar Basel II
Capital Rules support the better functioning
of banking systems, and thereby, the econo-
my as a whole. 

With the aim of examining the subject, the
authors have assembled a database (as part of
a World Bank research project), including the
data of 153 countries and addressing regula-
tory and supervisory questions. Data gather-
ing took place in two phases. The 1998–1999
Survey covering 100 countries was expanded
to a further 50 countries and to 275 ques-
tions in 2003–2004. A great merit of the
book is that it comes together with a CD
containing the database. The database made
available to the readers also facilitates to pre-
pare other analyses in the above-mentioned
theme. 

James R. Barth – Gerard Caprio, Jr. – Ross Levine 

Rethinking Bank 
Regulation – 
Till Angels Govern

CAMBRIDGE UNIVERSITY PRESS, 2006
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THE TITLE AND APPROACH OF THE BOOK

The title of the book makes reference to a
James Madison quotation from his essay pub-
lished in 1788 as Number 51 of the Federalist
Papers2. 

“If men were angels, no government would be
necessary. If angels were to govern men, neither
external nor internal controls on government
would be necessary. In framing a government
which is to be administered by men over men, the
great difficulty lies in this: you must first enable
the government to control the governed; and in
the next place oblige it to control itself.”

According to how we interpret it today, the
passage cited highlights the importance of gov-
ernment failures as well as the checks and bal-
ances of power. So the title itself gives an indi-
cation of the book's approach: it examines -
within the analytical framework of the new
political economy – whether rethinking bank
regulation is necessary in the economic policy
– and in view of possible government failures,
in the particular countries' bank regulation and
supervision within that. If politicians and lead-
ing government officials behaved like angels,
then government intervention would be an
effective means of overcoming market failures.
Otherwise, rethinking bank regulation may
become necessary, at least for the “short time”
until government failures disappear because the
era of angels' governing comes.

In this interpretation, bank regulation is by
no means a technical issue. The regulation and
supervision of banks are permeated with the
principal-agent problem in more then one
dimension. In creditor relationships banks are
the principals and enterprises the agents, and
banks – with limited information in their pos-
session – try to urge enterprises to behave in a
responsible manner and repay the credit. It is
the reverse in case of bank regulation and
supervision, where banks are the principals and
supervisors the agents, who even with less

information available try to prompt banks to
behave in a responsible manner. As the agent
problem emerges between regulators and
banks, so does it emerge between politicians
and regulators. And finally, the question raised
in the title also appears at the highest level of
the problem, i.e. whether politicians really act
on behalf of the society when controlling regu-
lators and supervisors. Apart from the princi-
pal-agent problem, there is another problem
influencing bank regulation and supervision:
the possibility of corruption. One form it may
take is – for example – if banks offer a job to
regulators and supervisors, or if they try to get
politicians to use their influence to further the
interests of regulators or supervisors. But the
case can also be mentioned here when politi-
cians urge banks to finance those who are polit-
ically associated with them. 

Economics proposes two approaches for
bank regulation which are in sharp contrast
with each other and arrive at different conclu-
sions. The first is the public interest view.
According to it, governments control banks on
behalf of the society in order to promote the
efficient operation of banks, which in the
absence of state regulation would be signifi-
cantly deteriorated by market failures. There is
an abundance of literature on how incomplete
and expensive information and principal-agent
problems pervading all levels of activities are
bound to lead to market failures in the financial
markets (for instance, Akerlof, 1970, or Stiglitz
– Weiss, 1981). Diminishing the negative
effects of market failures arising from asym-
metric information is the most frequently used
and generally accepted argument in favour of
the prudential regulation of banks by govern-
ment. 

The other approach is the private interest
view. This view is built on the fact that politi-
cians and state authorities (including the regu-
latory and supervisory authorities of banks)
loop upon the maximisation of their own wel-
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fare as the objective function rather than the
greater social welfare. According to this view,
in the majority of countries the political system
and the legal order are not well-developed
enough to ensure the elimination of potential
corruptions arising from the features of bank-
ing activity, i.e. to ensure that politicians and
public officials do really act on behalf of the
society. In this case, market failures cannot be
corrected by government measures, because it
would merely mean replacing market failures
with government failures.3

Practical testing of the two views – and
thereby contributing to the selection of the
most viable regulatory structures – is one of the
main goals of the book. 

PRESENTATION OF THE INTERNATIONAL
STATE OF BANK REGULATION AND
SUPERVISION – SUMMARY OF THE
QUESTIONNAIRE SURVEY 

The third chapter of the book attempts to pro-
vide a comprehensive description – by sum-
marising the results of the questionnaire survey
– of what bank regulation and supervision were
like in the 153 countries covered by the survey
in 2001 (in terms of numerical data) and in
2002 (as regards qualitative variables). We pro-
vide a brief outline of the major findings in the
following paragraphs.

The structure, scope and independ-
ence of regulation and supervision 

In the majority of countries (127 of the 1534)
one single authority performs the government
supervision of banks; it rarely happens that the
task of supervision is divided between more
than one institutions. In 69 of the 153 coun-
tries, the central bank is the sole supervisory
authority. Among the 26 countries having more

financial supervisory authorities, in the case of
21, one of the authorities is the central bank.
Thus, all in all, the central bank conducts finan-
cial supervisory activity in almost 60 per cent of
the countries examined. 

In response to the integration of the activi-
ties of financial institutions and to the evolving
risk transfers in the past two decades, in more
and more countries so-called integrated super-
visory agencies were created with supervisory
powers over the full rage of financial institu-
tions. Based on the survey, the number of inte-
grated supervisory agencies was 46 out of 151.

The issue of supervisory independence is
somewhat more complex than the previous two
issues. The authors constructed an index for
evaluating supervisory independence and it was
evaluated in the function of the responses given
to three questions. The questions were as fol-
lows: 

Is the supervisor responsible to the execu-
tive or legislative power? 

Are supervisors legally liable for their
actions? 

Is the head of the supervisory agency
appointed for a fixed – at least a four-year –
term ? 

Based on the aggregate index, the superviso-
ry agency of 22 of 148 countries can be consid-
ered expressly independent (including
Hungary), that of 58 partially independent and
the supervisors of 68 countries cannot be con-
sidered independent. The degree of superviso-
ry independence shows no correlation with
either a country's geographic region or its level
of development5.

What is the meaning of “bank” 
in the different countries?

Although the banking activity is subject to
licence in every country and a great variety of
prudential rules applies to it, there are consid-
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erable differences between the individual coun-
tries as to what kind of activity is exactly meant
by “banking activity”. There are discrepancies
in the field of commission-based activities as to
what attitude the individual regulatory author-
ities take towards the performance of invest-
ment, insurance and real estate transaction
within banking organisations. Experience
shows that regulators impose the least restric-
tions on the banks' securities activities (with
only 4 of 152 countries clearly prohibiting their
banks from conducting these activities and
with a further 21 imposing partial activity
restrictions). On the other hand, the most
restrictions are placed on real estate activities
(they are expressly prohibited in 48 of 152
countries with a further 36 countries imposing
partial restrictions). Insurance activities tend to
fall under the ones which are licensed to a lim-
ited degree with 39 and 53 partial licences. 

The national rules on financial conglomer-
ates also differ, namely, whether banks may
own non-financial firms, whether non-financial
firms may own banks and whether non-bank
financial institutions may own banks?
Although the picture is rather mixed, it can
perhaps be stated that the proportion of coun-
tries limiting banks ownership of non-financial
firms is higher than those placing restrictions
on non-financial firms' ownership of banks.

While in terms of activity restrictions of
banks a negative correlation can be demon-
strated with the given country's development,
no such relationship can be shown between the
development and the restrictions imposed on
conglomerates.

Entry into banking, capital rules and
the strength of supervision 

In most countries, regulators do not permit an
automatic bank entry to banks which comply
with the formal requirements for entry, but they

try to make sure that the applicant is fit and
proper. The range of information required for
the assessment of whether an applicant is fit and
proper varies from country to country. (Hungary
is among the countries requesting the widest
range of information.) In addition, it is also fre-
quent that foreign owners' entry into the local
market as well as their acquisition is limited by
national rules. There are merely one or two
among 149 countries that categorically prohibit
foreign acquisitions of banks (Turkmenistan)
and foreign establishment of subsidiaries (Costa
Rica). Additional 17 countries prohibit foreign
entities from opening a bank branch. 

The comparison of national capital rules
explains why the Basel I Capital Rules are
widespread. There are only nine countries (out
of 151) in which the risk-weighted capital-asset
ratio requirement is lower than 8 per cent. The
capital requirement is exactly 8 per cent in 81,
while it is higher in 62 countries. 

There are great national differences in
respect of what supervisors can do if banks vio-
late the written rules or if supervisors find that
certain banks fail to behave prudently. In such
a case, supervisors are obliged to take a prompt
corrective action in several countries, while in
others supervisors have more room for deliber-
ating whether a prompt corrective action is
necessary or it is more practical to adopt a per-
missive-tolerant attitude. The requirement of
prompt corrective action – together with the
elimination of the room for discretion – means,
at the same time, protection against the politi-
cal influencing of supervisions. In numerous
countries, the court has the right to limit or
delay supervisory intervention. In 129 of 149
countries, bank owners may seek remedy at the
court of law against the decision of supervisory
authorities. There are however only 22 coun-
tries in which a court approval is necessary for
supervisory interventions (for example, the
suspension of shareholders' rights, ousting the
management, revoking licences). 
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Market information and corporate
management, the role of foreign 
ownership

The banks' behaviour is just as greatly affected
by the activity of supervisors as by market
forces. Therefore, in addition to regulatory
issues, the authors have also raised questions as
to what extent is appropriate information avail-
able to markets about banks. It can be consid-
ered a general practice today that the financial
statements of banks have be audited (out of
152 countries, the only exceptions are China
and Italy in this regard) and that special regula-
tions apply to bank auditors (except Bahrain,
Burundi and Jersey). It is also important, how-
ever, what percentage of banks are rated by
international or domestic credit rating agencies
and to what extent the given country's account-
ing rules support the transparency of banks
(for example, can accrued but unpaid interest
and principal enter the income statement while
the loan is performing or not performing). For
assessing the availability and transparency of
market information, the authors have con-
structed a market information index which
indicates a positive correlation with the devel-
opment of countries. 

As regards corporate management issues, the
authors have examined how many countries
applied international accounting standards.
One hundred and eighteen countries (of 152)
are applying the IAS6, with 27 among them
using the US GAAP7 too. Two countries – the
USA and Gibraltar – are only using the US
GAAP, while 32 countries do not use any of the
international standards, but have their own
accounting rules. This is the first statement of
the book which we treat with reservations in
the light of the available Hungarian data,
because Hungary is listed here among the
countries applying the IAS. It has also been
examined within this group of questions what
authorisations supervisory agencies have in

their consultation with auditors, and how
transparent the statements of banks are. As
apparent from the definitions, there is a strong
– but not complete – correlation between mar-
ket information and corporate management
issues, since they address the same series of
questions, though in a slightly different way. So
it is not surprising that this latter is also in pos-
itive correlation with the development of the
individual countries.

The authors have also surveyed whether a
bank's ownership structure (the role of state
and foreign ownership) had an impact on what
kind of regulatory and supervisory system a
country had. They found that supervisory
agencies of countries with a higher proportion
of state-ownership in the banking system were
generally less independent than the ones with a
privately-owned banking system. Apart from
this, state-owned banking systems are usually
also coupled with a lower extent of market
information and poorer corporate management
practices.

WHAT KIND OF BANK REGULATION
FUNCTIONS BETTER?

After processing the huge database of the ques-
tionnaire on bank regulation and after present-
ing the situation, the question necessarily aris-
es: what type of bank regulation functions bet-
ter, and what are the regulatory means that do
and what are the ones that do not support bank
development and efficiency. Namely, coming
back to the initial question of the book, what
bank regulation and supervision are necessary
to enhance social welfare?

Apart from the information of the database
assembled by the authors, they have used a
wide selecion of other data available (country-
specific, banking system-specific and bank-spe-
cific data) and analysed them with various
econometric methods. In the course of this, the
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following concrete questions were raised: What
kind of regulation and supervision support bet-
ter the development8, stability and efficiency9,
corruption-free operation and corporate man-
agement practice of the banking sector? 

The results of the econometric analysis con-
ducted on the individual questions point to one
and the same direction and clearly back up the
private interest view as against the public inter-
est view. Every bank regulation and supervision
criterion, which expects and supports banks to
publish more and better information about
themselves, will contribute to bank develop-
ment, improve bank efficiency and reduce cor-
ruption in lending. The banks' better corporate
management practice is clearly best supported
by the strengthened rights of private investors. 

On the other hand, the rules that grant more
powers to supervisory agencies (for instance,
permit them to control the provisioning prac-
tice of banks, to obtain direct information
from auditors and to intervene in the banks'
organisational structure, and enable superviso-
ry agencies to suspend dividend and bonus pay-
ment, etc.) or that prescribe more rigorous cap-
ital requirements have never demonstrated any
positive correlation with bank development,
efficiency and stability. Neither do the larger
state ownership share in banks, regulatory
restrictions on activities and limits on bank
entry have a positive impact on banking sys-
tems. 

The authors have come across with only a
few cases in which the political system of coun-
tries was so open and democratic that the neg-
ative impacts of strong supervisory powers did
not manifest themselves. Coming back to the
Madison-quotation cited in the title, the above-
mentioned countries are the ones in which the
system of checks and balances of power is so
well-developed that governments do perhaps
really work for maximising social welfare.

But since the overall number of such coun-
tries is extremely low, the main conclusion

deriving from the book's analyses is this: bank
regulations designed to support as strongly as
possible the markets' ability to judge the banks'
activity functions better than those which open
up a door of strong intervention to supervisors.
These findings do not mean to suggest that the
state has no duty in the field of bank regulation
and supervision. Those governments further
the development, efficiency, stability and cor-
ruption-free operation of banking systems that
create a legal environment which assists mar-
kets in monitoring and assessing banks with
the help of adequate information, and that
operate supervisory agencies which help mar-
kets judge the fairness of the information pub-
lished and promote the development, efficien-
cy, stability and corruption-free operation of
banking systems. 

In view of the econometric results which
prove the predominance of private interest in
regulation and supervision, it is questionable
whether the international practice of bank reg-
ulation is fit and proper. It may be problematic
that international institutions (especially the
Basel Committee on Banking Supervision and
the IMF) regularly formulate standards and
make recommendations, the latter of which are
based on the practice of the most developed
countries and related to the best practice to be
followed by banks, and the institutions expect
that these standards and recommendations are
implemented even by countries on a lower level
of political development in which the checks
and balances do not operate properly . 

The soft formulation of the conclusions
drawn is of no coincidence (even the authors
use the conditional mode in the book).
Although the results point to one and the same
direction, it must not be left out of considera-
tion that the methods of analysis applied have a
number of limitations, which makes us cau-
tious in interpreting the results. For this rea-
son, reservations can be made with special
regard to the causality nature of correlations
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and to the entirety of attempts made at elimi-
nating third factors. (These reservations are,
correctly, also expressed in the book.)

ARE THE BASEL II CAPITAL RULES
POINTING TO THE RIGHT DIRECTION?

In the light of the correlations explored in the
book, the authors were able to draw strong con-
clusions from the new Basel II Capital Rules10 as
well. Naturally, they did not deal directly with
the Basel II Capital Rules during the question-
naire survey (due to the date of the document),
but they did study the issues associated with the
room for supervisory intervention with respect
to the rigorousness of the capital rules and to the
determination of the capital level. No significant
correlation whatsoever was observed between
the above two issues and the development, effi-
ciency, stability or level of corruption of the
given country's banking system.

Therefore, the results of the book's analysis
do not provide grounds to generally apply the
second pillar of the Basel II Capital Rules (the
supervisory review of capital adequacy). It is
apparent in the case of most countries that
increasing the strength and powers of supervi-

sion will make things worse rather than better.
Unless countries are among those with the
most developed political system, the results of
the analysis indicate that the widening of
supervisory powers is detrimental to bank
development and increases corruption, while
there are no visible effects counteracting them.

The results achieved strongly underline, at
the same time, the justification and significance
of the third pillar of the Basel II Framework
(disclosure requirements, market discipline).
Since the rules furthering bank transparency
and market access to more and better bank
information expressly support the banking sec-
tor of the given country, the regulatory pre-
scription of disclosure requirements, the provi-
sion of understandable information in an
appropriate content can be considered a highly
important forward-looking element of regula-
tion and supervision. 

By the end of the book, the conclusions
drawn about the Basel II Capital Rules will no
longer make the readers surprised because it
seems evident by then that the second pillar
rules on supervisory review are built on the
public interest view, whereas the disclosure
requirements of the third pillar are in line with
the private interest view. 

NOTES

1 Among the three authors, Ross Levine is the one
who played an outstanding role in exploring the rela-
tionship between economic growth and the depth of
financial intermediation, see, for example, King –
Levine (1993/a and 1993/b), Levine (1997). A sum-
mary of the literature related to the subject matter is
to be found in: Mérõ (2003)

2 The goal of the series of articles which were written
by the three “Founding Fathers” and consisted of
85 essays was to persuade readers to accept the new
Constitution which is based on a much stronger
union than before among the states, see: Hamilton
– Madison – Jay (1998)

3 This is most markedly formulated by the Nobel
Laureate George Stigler, see, for example Stigler
(1971)

4 Altogether 153 countries were included in the sam-
ple. However, not all countries answered all ques-
tions, so the maximum possible responses for the
individual questions may be lower than the number
of countries.

5 Measured with per capita GDP

6 International Accounting Standards 
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7 Generally Accepted Accounting Principles 

8 By banking sector development we mean the ratio
to GDP of credits transmitted to the private sector
by the banking system.

9 By characterising better efficiency by lower inter-
est and cost level.

10 See: Basel Committee on Banking Supervision
(BCBS) (2004)
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