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IIn the autumn of 2005, preserving its more than fifty-year-old traditions, the Public
Finance Quarterly came out as a bilingual Hungarian–English journal, renewed both
in contents and design. Since then we have tried to compose the contents and structure
of each issue with adequate problem sensitivity. Within this framework, we have dealt
with, inter alia, the convergence programme, the modernisation of the public finance
system, the financial and development correlations of the European integration rela-
tions, and more recently – approaching the factors influencing the national economy
and the financial system in a wider horizon – with the interactions of the society, 
politics and the economy. 

In 2007, we published altogether 43 publications and reviewed ten technical books.
We “investigated” the issues of the modernisation of the public finance system, the 
operation and effect mechanism of rules based budgeting in a separate thematic issue,
too. Within the framework of professional debates contributing to shaping the future,
we dealt twice with the conference on fiscal responsibility organised by the National
Bank of Hungary in conjunction with the State Audit Office and the Ministry of
Finance. The exchange of professional ideas, fostering convergence, was also promoted
by a novel initiative under which our editor staff and the Hungarian Economic
Association held a highly popular symposium, where discussion was based on the 
article “How did we get here: Hungarian budget 2000–2006” published in the the-
matic issue of the Public Finance Quarterly. 

Not only the readers, but also and increasingly authors that range from academi-
cians through university lecturers, ministerial advisers, PhD students to foreign tech-
nical writers have turned to our public finance journal, which is becoming more and
more known and acknowledged. This is indicated by the fact that there is no end of
articles suitable for publication. Therefore, the issues of the Public Finance Quarterly
have recently become much longer than planned. 

In the near future, in addition to the Hungarian implications, as well as the pub-
lic finance and budgetary issues taken in the narrower sense of the word we will also
pay more attention to topics such as the future of the budget of the European Union,
the effects of the US credit crisis, the policies of the International Monetary Fund
and the World Bank, the challenges of demographic processes in the EU member
states, etc. 

Foreword to Issue 1
of 2008



We hereby ask our authors to put forward their valuable thoughts more concisely, if
possible, so that we can use the available funds for the presentation of an increasing
number of publications – versatile and rich in content – to our readers, and so that we
could remain able to fulfil the fundamental purpose or “mission” of the journal,  i.e.
present an authentic picture of the domestic financial system, and – as reflected by the
major correlations – the major features of operating the public sector and the national
economy, the efforts aimed at convergence and shaping the future, as well as at pro-
fessional debates.

Dear Readers and Authors! I hereby respectfully greet you on behalf of the editorial
committee and the editor staff on the occasion of the publication of the first issue of
Volume 53 of our journal. 

Pál Csapodi 
Editor-in-Chief
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András Inotai 

The future of the European
Union's budget and Hungary's
room for action

TTo prepare a budget is one of the key tasks at any
time and on any level – starting from individual
households through large corporations up to the
level of countries. It is not only on the general
objectives that a consensus is to be reached but
also, on the amount of the available funds and the
desired distribution thereof. Both the definition of
the objectives and the nature of the process that
leads up to a consensus reach far beyond direct
economic issues and well reflect the interdiscipli-
nary thinking of a community, as well as its abi-
lity to compromise.

GENERAL REMARKS: OBJECTIVES AND
TOOLS

The above conclusions are especially true for
the budget of the European Union, as, in prin-
ciple, an agreement on supranational objectives
should be reached between the individual
nations. It is public knowledge that the natio-
nal budgets belong to the most sensitive “inde-
pendent” decision-making authority of the
member states, in spite of the significant
progress made in many respects of the
European integration. Thus, to develop an EU-
level budget is one of the most complex tasks
of integration. This, however, is not a new phe-
nomenon, since without a common agricultu-

ral policy, which, in simple terms, can be traced
back to the French–German agreement reached
in the sixties, and which rendered the expenses
incurred in the process the biggest item of the
community budget, the European integration
would hardly function these days. It is another
issue that, in the course of the decades, mainly
in the changed global and European conditions
of the past few years, this is the very area that
came to hinder the transformation of the com-
munity budget to the greatest extent. 

The preparation and acceptance of the EU-
level budget face a number of obstacles. 

First of all, the income side has to be provi-
ded from the contributions of member states in
an ever increasing proportion, which could 
otherwise make the national budgets of the
member states “richer”. The share of indepen-
dent own income items has become a marginal
contribution from the once dominant item of
the starting phase of integration, as the duties
and levies imposed on trading with third count-
ries currently hardly make up ten percent of the
total income. The contributions calculated on
the basis of the added value and the gross
national income, which at the moment represent
the highest amount, are ultimately composed of
the income produced and the taxes collected in
the individual member states, which means that
they can be used at home in principle. 
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Secondly, the number of, and partly the
funds needed by those areas which the indivi-
dual member states would like to transfer to
(or would like to keep within) the budgetary
framework of the Union has significantly
increased. This can, obviously, partly be put
down to the fact that the number of EU mem-
ber states grew from 15 to 25 in a decade,
which automatically brought along the appea-
rance of new interests (primarily with regard to
the structural and cohesion funds, since the
average income of the new entrants did not
reach the average of that of the EU-15, and in
most cases not even 75 percent of the latter).
However, some global challenges also emerged,
which drew attention to the key importance of
future-oriented tasks. Similarly, those common
policies whose outlines have just become more
clearly visible also require new funding. 

Thirdly, some well-definable conflicts have
emerged in the objectives in two respects. On
the one hand, there is a conflict between the
funds required for the desirable objectives and
the income side of the EU budget, on the other
hand, exactly because of the scarce amounts of
income, between the individual community
objectives. 

Finally and in the fourth place, the commu-
nity budget should be approved unequivocally.
This means that each member state has a veto
right, which practically means that the commu-
nity budget must satisfy the unique needs of
each of the states, at least to the lower limit of
their willingness to compromise. This structure
comes from the fact that, though the budget is
developed and proposed by the Commission,
which is independent from the member states,
the decisions are made by the Council and the
Parliament. From among these two, the weight
of the Council is dominant, as unequivocal
approval is required here. The Parliament, as
the ultimate entity with a right of approval,
may propose minor changes but its influence is
limited, unless it wishes to torpedo the finan-

cial programs for several years. The final ver-
sion is accepted by the Parliament by simple
majority when the “package” has already stood
the test of member state contributions. (This is
a fundamental difference as compared to the
mechanism of approving the national budgets,
since in the latter case the approval of the
budgets cannot be prevented by a simple veto.)

The community budget of 2000–2006, and
even more, the one for 2007–2013 are charac-
terized by two new features. 

On the one hand, a fundamental “philoso-
phical” change has taken place between the
objectives to be financed and the funds avai-
lable for funding. While earlier the income side
had been defined on the basis of the finances
required for the goals to be achieved, in the last
two budgets, it was the restraints of the income
side that defined what and to what extent can
be supported by the funds of the Union (see in
detail in Caesar, 2006). This “pattern of think-
ing and behavior”, which appears not only on
the highest level but also in the micro-level
cooperation between the companies and the
banks that provide potential funding, is typical-
ly European and is fundamentally different
from the American way. The latter always starts
out from that the promising (profitable) enter-
prises should have no financial barriers, as the
rightfully expected revenues will provide ade-
quate coverage for the loans. However, the
dominant European attitude is characterized by
uncertainty, the running away from assuming
risks, and the preference of the status quo,
which is believed to be stable for a long period
of time (if only nothing would happen!). It is
clearly this way of thinking that survives in the
limitation of income by the European budget
and in the subordination of the otherwise very
important objectives aimed at building the
future of Europe to the budgetary restraints. 

On the other hand, the EU broke with its
earlier practice also in that it did not take into
account the positive correlation between the
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size of the budget and the expansion of the
integration. All the earlier expansions of the
Union entailed a significant increase of the
community budget, as the expanded integra-
tion involved the occurrence of new goals,
which needed to be financed. This could
already be seen in the accession of the English,
Danish and Irish member states in 1973, how-
ever, it became full-fledged as a consequence of
the Mediterranean expansion, when the sup-
port budgets of the less developed countries
were established on the one hand, and the ear-
lier budgets were significantly increased on the
other hand. Even the expansion of 1995, which
rendered the three developed countries, name-
ly Austria, Finland and Sweden member states
of the integration, had an increasing effect on
the expenses of the community budget (of
course, along with its revenues). However, the
first (and last) “mass” expansion in the history
of the EU took place in the spirit of narrowing
the budget from the very beginning.
Redistribution within the limits agreed upon as
a result of the Berlin Compromise became ne-
cessary as early as in the 2000–2006 budget,
since, differently from the original plans, it was
not six but ten countries that had the chance to
accede the Union in 2004 (true, two years later
than the originally assumed year of accession,
which was 2002). Furthermore, funds had to be
established for the direct agricultural subsidies
granted in the framework of the common agri-
cultural policy, even if in a significantly lower
amount than those provided to the EU-15 (25
percent starting base). The budget of
2007–2013 has proven to be even more tight-
fisted, as it was not only the cap of the Union's
willingness to finance that became familiar at
an early stage but also the aspiration that in the
decreasing budget, increased attention should
be paid to supporting the future-oriented and
genuinely community tasks. In other words, it
should be made possible for the Union to curb,
among others, the structural and cohesion

funds that were meant to finance convergence.
In spite of all this, there is no doubt that the
new member states came out relatively well
from the bargaining process that trailed on for
several years, and they can count on yet
unprecedented external support in their
endeavors to modernize (but not as compared
to those less developed member states which
joined the EU earlier).

Apart from all this, the fundamental dilemma
of the future budget of the Union has not
changed a bit. The key question is whether it is
possible to create and finance a competitive
Europe (a European integration) from 1 per-
cent of the gross national income of the mem-
ber states in the 21st century. In this respect,
several comparisons can be quoted. One of
these is the budget of the federal states, within
which a considerable portion, sometimes as
much as 10 percent of the national income is
destined to be used for covering the expenses
for expressly community purposes, primarily
including those meant to be used for the direct
budgetary compensation between the regions
on varying levels of development. However, it
cannot be disregarded that in these cases we are
talking about a political union (the USA,
Australia, Canada but also, Germany, Austria,
Belgium or Spain). The other possible bench-
mark is the comparison to the national budgets
of the EU member states. While 30–50 percent
of the gross national incomes of the member
states is centralized in their respective national
budgets, then redistributed for various purpo-
ses, the EU has a mere 1 percent of this income,
which is equivalent to 2–3 percent of the
national budget. This proportion could only be
changed if the member states were able to
reassess the national and the community prio-
rities (which also contribute to the realization
of the nations' own objectives), giving priority
to the community objectives on the basis of the
perspectives of future and sustainable develop-
ment. The collection and evaluation of all those
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scientific treatises and expert documents which
had argued for several decades for a much high-
er budget than today's could become the third
measure for comparison. These usually defined
the desirable volume of the Union's budget in
3–7 percent of the national income of the states
integrated in the European Union. It goes with-
out saying that all of them started out from the
shared values and objectives of the integration,
rather than the actually available funds. In other
words, their basic approach was that it is the
required community tasks rather than the will-
ingness of the member states to contribute
based on which the size and structure of the
income side of the budget should be defined. 

THE FUNDAMENTAL OBJECTIVES 
OF THE COMMUNITY BUDGET 

At the request of the European Council in June
2004, the Commission has defined three funda-
mental criteria for the community budget:

effectiveness, which means that the achieve-
ment of the objectives in question can only be
expected from community funding in certain
cases,

efficiency, i.e. that the community expenses
will bring about better results and the creation
of higher values than those that could be
achieved by stronger reliance on the national
budgets,

synergy, which means that the projects
financed from Union funds will create rever-
berating effects, and will improve the frame
conditions of the implementation of the
national programs either by encouraging such
programs, or by supplementing national pro-
grams (European Commission, 2004). 

It is pointed out in the basic documents of
the integration that the community budget
should actually finance such community goals
which either refer to the fundamental values
shared and represented by the member states as

a whole, or in the case of which a common po-
licy has been implemented. However, it is also
recorded in these documents that the commu-
nity budget is not meant to serve (fundamen-
tally) redistribution purposes. Based on the
Union competences that have developed by
now, three areas are entitled to accept commu-
nity funds without reservation, according to
the above interpretation:

• ensuring the fundamental rights of free-
dom, including the “European values”,

• competition policy,
• as well as external economic policy.
Based on the “European values”, the second

biggest item of the current budget can, howe-
ver, be listed here, which is the moderation of
the difference between the countries of diffe-
rent levels of development, the support to be
provided to the less developed ones in their
convergence-modernization aspirations, which
the structural and cohesion funds are meant
for. The community support to be provided to
the agricultural policy is much less in tune with
the original objectives, in spite of the fact that
we are talking about a genuine community po-
licy here as well. However, in the majority of
the cases, this does not mean development but
expressly redistribution.

BREAKING OUT FROM THE “TRAP 
OF REDISTRIBUTION”

The contradiction between the original objec-
tives and the actual structure of the Union's
budget on the one hand, and the subordination
of this budget to the member states' willingness
to contribute payments has created a no-way-
out situation by now. While qualitative changes
are taking place in several aspects of the deve-
lopment of the community areas of the
European integration, and newer and newer
challenges appear as consequence of globaliza-
tion, the Union's budget is becoming less and
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less suitable for appropriately handling these.
This is why the original objectives should be
returned to after 2013. This, however, is cur-
rently not indicated by anything at all. We can
rather count on the survival, and sometimes
even the strengthening of petty political bar-
gaining, which has become customary in the
past decade. One of the fundamental condi-
tions of a breakthrough is undoubtedly the
availability of the long-term financing of the
budget, which requires the substantial transfor-
mation of the income side. In this, equality,
efficiency and solidarity should all be reflected,
even if the principles can sometimes be put into
practice to the detriment of the one another. 

Today it is still wishful thinking but we still
have to discuss the other factor of a potential
breakthrough, which may be put into the cen-
ter of attention by the developments on the
global, European or member state scales in the
coming decade. Such a breakthrough has taken
place in the philosophy of some countries in
the past few years, which basically means the
Scandinavian countries within the EU. The
point of such a change is that the classical, tra-
ditional redistribution-related functions of the
state tend to weaken, while the state by far does
not withdraw from the economy but takes an
active part in the development and implemen-
tation of the long-term goals of the latter. This
is how the model of the “state as a developer”
is created. Is it inconceivable that such a change
takes place in the EU budget, i.e. that the bud-
get of the integration becomes future-oriented
and geared towards development objectives
rather than fulfilling the classical redistribution
functions? It is obvious that the structural
changes that are vital for this breakthrough
(first of all, the drastic reduction of agricultu-
ral expenses but also, the allocation of structu-
ral and cohesion funds to clearly defined goals)
would give way to significant resistance from
the side of the member states. It is also
undoubted that the budget of the “integration

as a developer” should have much more con-
siderable resources of income than those of
today. Although neither of the two conditions
is given today, the factors that may coerce a
move towards “a budget as a developer” are
strengthening on several levels already.  

On the member state level, it is first of all
those endeavors that we are talking about
which have been defined by the net payer states
not primarily for the freezing of their contri-
butions to the budget but rather, for the funda-
mental transformation of the expense struc-
ture. In line with the Lisbon Objectives, it
would be necessary to strengthen the innova-
tive environment on the level of the integra-
tion, to improve the quality of education and
training, as well as to provide increasing
amounts of the community budget to support
research and development. It should be added
that the implementation of these objectives
should not only be supported by the net payers
but by all those member states whose funda-
mental interest is to strengthen European com-
petitiveness. The dynamic convergence of the
less developed countries appears as a further
rightful need, as this is just as important an ele-
ment of sustainable competitiveness and stabil-
ity as the ones listed above. However, there is
no doubt about that the convergence funds
should basically be attached a development
label rather than one of redistribution, that is,
they should ensure an accelerated approach to
the very objectives that are defined by the
Lisbon Program. The innovative resources
available in the less developed new member
states should be mobilized and joined into the
bloodstream of the integration not only in
order to converge but also, to achieve overall
European competitiveness. As a third – so far
mostly speculative – element, the reform of the
national budgets (public finance systems) of
the individual member states, more precisely,
the financing of these, of course temporarily,
partly from community funds, can be men-
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tioned. At first sight, this contradicts the basic
goal of “integration as a developer”, as it seems
like redistribution. At the same time, however,
in certain cases this is the very thing that may
push the budgets of the member states from
the traditional redistribution function and may
accelerate the transition to the “member state
as a developer”. It is public knowledge that the
large-scale reforms such as those of the pension
system, education, health care and state admi-
nistration usually do not bring any extra
income in the first phase of their implementa-
tion, and what is more, they do not even neces-
sarily reduce costs. On the contrary, sometimes
an increase in government expenses can be
anticipated, which is partly due to the statuto-
ry payments, so they are to be executed as a
result of the changes (severance payment, etc.),
and partly to that the resistance of certain parts
of society to reform can only be put down by
temporarily assuming certain extra burdens (if
this does not happen, it is highly probable that
the reform will come to a standstill, or will fail
for good). It is undoubted that there are seve-
ral member states in the EU whose public
finance system requires comprehensive, fast
and radical reforms. If these reforms are missed
or are implemented in a lopsided form and very
slowly, the factors that hinder the expansion of
“integration as a developer” will continue to
exert their influence.

On the level of European integration, there is
a high number of future-oriented tasks in the
implementation of which the role of the com-
munity budget is desirable or expressly indispen-
sable. These can be identified in two main areas. 

One of these is related to the integration
(community) policies in progress, as long as
ever newer acquis communautaire are added to
them in the course of their development, or if
they require that the related areas become more
“community”-type in nature. In this process,
partly in the resolution of contradictions and
conflicts, partly in the acceleration of the

process as a whole, furthermore, in the assump-
tion of potential and temporary extra expenses,
the community resources may be assigned a
critical role. On the one hand, such is the
development of a single internal market, the
extension of liberalization to those areas which
are still treated as national “sacred cows” – such
as energy, transportation or certain aspects of
financial services. On the other hand, and first
of all, substantial changes are required in the
environment of the monetary union. On the
one hand, the duality by which the financial
aspect of the European integration is characte-
rized by these days is hardly to be maintained
in the long term, namely, that the monetary
union operates with the participation of 13
member states, while the fiscal policies remain
the sovereignities of the nation states. The sus-
tainability of the single currency increasingly
requires the coordination of the fiscal policies,
such a converegence of economic policies
whose fundamental elements extend far
beyond the nominal convergence field of the
Maastricht (accession) Criteria. However, the
greatest challenge for the community budget
may be a situation in which no real conver-
gence takes place between the countries that
take part in the monetary union, i.e. if the dif-
ference in the competitiveness between the
individual member states reaches a critical level
where integration faces a contstraint to choose
from the options below: 

• It will either establish a kind of compensa-
tion mechanism in order to prevent the
breakup of the monetary union, or to pre-
vent the exit of one or a few countries (of
a more considerable economic weight)
from it, 

• or undertakes the risk of breaking up,
which may have unforeseeable conse-
quences on the future of European inte-
gration, as well as Europe's role in the
global economy. [The 20 percent differ-
ence (according to some calculations) that
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has developed between the German and
Italian per unit production costs in the
past few years has become a warning sign
that this critical level may appear within
the foreseeable future.]

Since all monetary unions comprise count-
ries of various levels of development and com-
petitiveness, the exclusive application of mar-
ket mechanisms is not always suitable for hand-
ling these differences. This is why compensa-
tions may become necessary, which is also sup-
ported by the budgetary practices applied by
federal states. What is more, the latter repre-
sent a political union as well, into which the
monetary union is embedded. On the other
hand, however, it is true that it is the very poli-
tical union and the consequent community
budget that make it easier to apply the com-
pensation transfers. In summary, we can indi-
cate that the future of the monetary union may
be one of the “timebombs” which may coerce a
substantial reconsideration of the EU's budget.

The other area where there is an increasing
need for support from the community budget
is the strengthening of common policies. This,
of course, involves the projected costs of the
further enlargement(s) as well. More important
and of course, more realistic (with respect to
time) questions may arise in relation to such
issues as the environment, the common energy
policy, the strengthening of cooperation in the
areas of interior policy and justice, joint border
control, the appreciation of the neighborhood
policy, the extension of the content of a com-
mon external and security policy, perhaps even
the development of the first steps of a common
defence policy, let alone the issues of research
and development, education, or training, which
have been brought up earlier by several mem-
ber states and which partly appear in the finan-
cial plan for 2007–2013, or the fast develop-
ment of the trans-European transport network,
which has been treated as a “step project” on
many subsequent occasions.

In the discussions and opinions on the
future of the community budget, the increasing
role of global challenges should not be disre-
garded. The European answers that will entail
budgetary consequences will probably appear
on two levels. On the one hand, in the form of
passive adaptation, which means the manage-
ment of certain negative phenomena or crisis
situations, be they economic crises or a joint
action against international migration. The
“solidarity fund”, which is already included in
the 2007–2013 budget, is one of these passive
steps, which is meant to finance the fast trans-
formation of those companies, up to a limit of
an annual 500 million euros, which would clear-
ly become the main losers of globalization.
Those active steps which can increasingly be
expected from the integration, are nonetheless
important – as integration, in spite of its weak
increase, is one of the key pillars of the global
economy, a key factor of international trading,
the flow of capital and aid policies. If the EU
wishes to maintain its position in the global
economy in the future, this aspiration should
necessarily be reflected in the community
budget as well. This means that the financing of
those community tasks which promise the
preservation, and even the strengthening of its
status as a global player should be strengthened
to a great extent. This is where soft security
policy, which is regarded as a special European
value, belongs, along with the reassessment of
international aid policy, the environmental and
neighborhood policies mentioned above, which
naturally have global aspects as well. Besides,
the financing of the tasks related to the global
extension of the “European values” can be lis-
ted here, just as the requirement to develop a
unique “European image”.

In summary: a number of member state-level,
community and global factors which may con-
tribute to the breakthrough of the community
budget into the direction of “integration as a
developer” can be determined. However, by
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being aware of the structures that insist on the
preservation of the old system, as well as the
partial (“national”) interests that tie down the
income side of the community budget, we can-
not forecast whether this breakthrough will take
place at all, and if so, when and to what extent it
will happen. Anyway, the acceleration and suc-
cess of this process would be in the fundamental
interests of Europe, and Hungary as well.

THREATS TO HUNGARY 
(AND THE NET BENEFICIARIES) 

It is either the muddling through scenario,
which seems to be more probable at the
moment, that we stick to, or we picture the
future of the community budget in the scenario
of integration as a developer, which may con-
ceal a positive surprise, Hungary (and the other
net beneficiary countries) will have to face a
number of threats and provide adequate
responses to these in order to be able to main-
tain its current position at least in the mid
term. In relation to this, certain real processes
and the consequences thereof should be
responded to in pretty much the same way as
the conclusions and recommendations of
numerous countries and experts (which we
regard as mistaken), and sometimes even to the
beliefs, or in some cases fixed “elements of
belief ” of the societies or public opinions of
the countries regarded as net payers.

The first question that needs to be clari-
fied is how efficient, if efficient at all, the com-
munity financing established for the conver-
gence of the developed countries is. Several
experts, who either come from the EU, or even
more, from other international organizations
(for example, from the World Bank) assume
that the current redistribution of resources is
of expressly poor efficiency, it does not help
convergence, it rather develops a subvention
mentality and behavior on a wide scale.

According to the experience of several decades,
the differences in the development of the
regions defined as the targets of utilizing the
resources have hardly changed in spite of the
significant transfers, what is more, the earlier
conditions have become fixed in many cases
(between Extremadura and Catalonia, between
Northern-Italy and the Mezzogiorno, let alone
the unique position of East-Germany). This
means that regional transfers are to be termi-
nated, the programs need to be renationalized
instead. This is why, according to the position
represented by those who demand radical
transformation, each member state should be
responsible for its own development policy
within the framework allowed by the national
budget and the level of development at any
time. According to the other, much more ba-
lanced view, it is the country that most needs
them that should receive, and use as it wants,
the regional monies (or a reduced portion
thereof) without the fulfillment of any condi-
tions whatsoever. The original idea of renatio-
nalization derives from the experience of the
agricultural budget but it has by now undoubt-
edly extended to the other areas of the com-
munity budget related to redistribution as well.
A further argument for the radical transforma-
tion of the regional expenses is the extraordina-
rily weak absorption capacity of the East-
German regions, as they have been practically
receiving such a high amount of German-
German transfer in the past one and a half
decades on an annual basis as the total annual
budget of the EU (of course they also get their
share from the latter on a supplementary basis),
while they hardly show any signs of convergence
from a structural and competitiveness aspect.

Hungary's fundamental task is to prove that
the regional and cohesion funds can be used
efficiently. In relation to this, the following
arguments should be pointed out:

• Certain countries and regions could signi-
ficantly profit from the Union's resources
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(Ireland, Burgenland, Catalonia, Lisbon
and its environs, etc.);

• While the differences between the regions
of a certain country have in fact not
decreased in some cases, the gap in the
development of the individual member
states (at least measured in per capita
income) has tangible decreased, i.e. the
income (and probably the social) cohesion
of the Union has strengthened;

• The ability of certain countries and regions
to utilize the resources should not be
treated on the same level, as there may be
substantial differences between them for
various reasons;

• It is to be proven that Hungary (and some
of its regions) has a much larger and more
efficient capacity to absorb resources than
other countries and regions. In this
respect, it should be specifically empha-
sized that any comparison to the East-
German regions is mistaken from the start. 
Second, it should be proven by specific

data that the net beneficiary new member states
have been able to absorb the EU resources
already to date than the less developed count-
ries that had acceeded the Union earlier. In this
argumentation, it should be discussed which
factors have allowed a more efficient utilization
of funds (and also, which ones have decreased
this efficiency). It is worth examining the
nature and speed of the economic opening se-
parately, as well as the speed of transformation,
the tolerance of society, the extraordinary effi-
ciency of foreign capital (this by far exceeded 
4 percent of the GDP in some years, in which
the upper limit of community transfers was
defined by the EU, explaining this by that the
individual countries would not be able to effi-
ciently absorb any amounts exceeding this cap).
It is the joint responsibility of all the net bene-
ficiary states to use the funds as efficiently as
possible, from the operation of the system of
institutions through the level of the corporate

sector's preparation, to the possibly fastest and
widest enforcement of the multiplicator effects
of the programs. If any of the countries failed
this “exam”, it would exert negative conse-
quences on the others as well. We should have
no illusions: the previous large beneficiaries that
count as relative losers as a consequence of the
increased transfers to the net payer countries
and the new member states, cannot wait to find
examples for supporting their arguments for
the reduction of the regional and cohesion
funds of the budget.

Third, in the dispute on the efficiency of
distribution, it should be emphasized all
through that the two are not necessarily and
not in each case the opposites of each other.
On the contrary, many times we are talking
about two requirements that are prerequisites
of each other. To go on, efficiency is a relative
category, its outcome always depends on the
attainability of which other goals we measure it
against. It can be measured most simply and
squarely in the form of direct corporate
returns, which may, however, basically differ
from macroeconomic, let alone non-economic
efficiency. The other mode of measurement is
the social efficiency of the transfers, which
points beyond the economy as such. If the
developments involve a considerable increase
in incomes, and as a result of this, rising con-
sumption, this will not only strengthen social
cohesion and sustainable development but will
also create an extra market for the companies
of the net payer countries (among others). This
may contribute to increasing the welfare of the
integration as a whole. The impacts of financial
transfers on political stability and security are
even harder to quantify. It is undoubted that
the individual transfers may easily create such a
subvention mentality which may become a
serious social-mental obstacle to long-term
development, according to the experience
gained within the EU. At the same time, the
lack of the minimum political-social stability
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would require much higher amounts to be
spent on crisis management, in fact without
any realistic opportunity for development (see
the history and experiences of the West-
Balkans to date). Last but not least, the trans-
fers are to be analyzed in the context of global
challenges as well. All such transfers which fil-
ter out the negative impacts and at the same
time mean efficient preparation for global com-
petition are to be supported, independent from
whether these are used by a more or less deve-
loped EU member state.

Fourth, an adequate response should be
found for the argument according to which it is
true that the budget of the community is mo-
dest but its annual growth rate still exceeds that
of the national budgets of several member
states, i.e. the growth rate should be modera-
ted, by which measure the extent of national
contributions can be reduced. In relation to
this, it should be highlighted on the one hand
that a community budget and a national bud-
get, if only because of the differing amounts,
and even more as a result of the GDP propor-
tions, are two uncomparable categories. If a
low amount of the community budget is
increased faster, the EU budget will grow to a
much lower extent in absolute figures than the
national one. On the other hand, a reference
can be made to the already described new com-
munity objectives, as well as the importance of
the EU's internal cohesion amid the conditions
of global competition.

Fifth, on each occasion the various target
groups should be made conscious of that the
narrow interpretation of net payers' (and bene-
ficiaries') positions basically derives from a
mistaken approach. On the one hand, multi-
channel income redistribution processes are
taking place within the integration, of which
the presentation of net budgetary positions is
only one form, true, it is a very visible one and
it can best be communicated to the public, in
various tones and with various messages (inte-

restingly enough, this is extensively used by the
politicians of both the net payer and the net
beneficiary countries, although with different
purposes on mind). However, we should not
forget about the other, far more important
channels such as trade, foreign capital expendi-
ture, other private transfers (mainly in the
countries where there is significant immigra-
tion) but even the utilization of EU funds not
distributed under national labels. One more
remark on trading: the transfer commitment to
be disbursed by Hungary in the course of 
7 years is 22.6 billion euros, which is one third
of Hungary's annual imports and half of the
annual imports from the EU! On the one hand,
specific calculations are needed in order to see
the transfer positions of the individual count-
ries, including Hungary, which analysis should
extend to each key fund flow that takes place.
On the other hand, it should be stressed all
through that European integration is a win-
win-game, in which each party is a winner and
if a country wished to miss this game, they
would very probably be compelled to book sig-
nificant macroeconomic (and other) losses.

Sixth, the income side of the community
budget, and as consequence, its room for
action have been considerably reduced by
referring to the observance of the Maastricht
Criteria in the past few years. Interestingly
enough, however, the six net payer countries
that signed the letter of December 2003 were
interested in this in varying degrees. This is
why the common legal grounds that they
referred to are strongly doubtful. It is true that
France and Germany struggled to adhere to the
Maastricht budgetary criterion (more precisely,
they failed to observe it to a great extent) but
Austria and the Netherlands had no such prob-
lem, Great Britain and Sweden were not part of
the monetary union from the start, while they
continuousy complied with all the Maastricht
Criteria. It should be taken care of that neither
of the EU member states should merge such
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facts or trends between which there is no spe-
cific relationship/interaction, or the occurrence
of such a situation is the consequence of the
wrong common policies from the start.  

Seventh, in all possible cases, it is to be
avoided that the net beneficiary members use
the union's funds for expressly social redistri-
bution rather than development purposes. It
should be stressed in each case that the com-
munity resources do not only contribute to the
narrowing of the development gap (the thing is
that this can be achieved by simple redistribu-
tion on a statistical basis, see the “glorious-not
so glorious” example of the ex-GDR) but they
trigger off such processes of modernization
which on the one hand ensure the maintenance
of long-term development, on the other hand,
and not independently from the latter, they
contribute to increasing the global competi-
tiveness of the overall European integration.
This is (partly) why it is important to directly
or indirectly tie most of the transfers to the
Lisbon Objectives and to communicate this
“philosophy” on a regular basis to the net payer
states, as well as the corporate sector and busi-
ness communities with a stake in strengthening
the EU's international competitiveness. 

Eighth, it is only by submitting documents
and packages of proposals that contain specific,
long-term and clear concepts (as well as various
but definitely clear scenarios) that it can be
avoided that the budget discussion to start from
2014 becomes hostage to the “grocery shop
bargains” of the previous two periods. It should
be made clear to all the member states as early
as now that such unglorious political games will
not strengthen the position of any of the coun-
try (even if the politicians in place at any time
come back from some negotiations with reports
on “victory”), while the international creditabil-
ity of the EU as a whole, as well as confidence
in the integration, which is wide today, and in
some cases even getting stronger, may be
undermined by such an action.

Ninth, one of the most complex tasks of
the new members  states, including Hungary, is
to avoid becoming a prisoner of the traditional
beneficiary structure of the community bud-
get, not even if they have been able to benefit
largely from this structure for a few years. This
basically refers to the common agricultural po-
licy, more precisely, the direct subsisdies, the
impact of which will mostly be felt by the far-
mers towards the end of the current budgetary
period – with delay in time but to an ever
increasing extent. This means the time when
the official budget negotiations commence
after 2014. It is not to be doubted that the most
movable (mobile) element of this is the main-
tenance of the direct subsidies, for which there
seems to be a very slight chance in the period
following 2013, even in lack of a radical budg-
etary reform. It would be a fundamentally mis-
taken step if Hungary as a net beneficiary
would like to preserve its equivalent position,
which will automatically become full-fledged
by 2013, in this very area, rather than focusing
on other and more important items of the com-
munity budget, including, of course, the main-
tenance of its status as a significant net benefi-
ciary (but not from the side of the payment of
agricultural subsidies).

POSSIBLE SCENARIOS FOR THE ROOM
FOR ACTION AND THE STRUCTURE 
OF THE BUDGET AFTER 2014 

In the EU's current budgetary period, a so-called
review period is coming up (in 2008–2009),
however, this, according to our current know-
ledge, will hardly change the structures and
limits valid until the end of 2013. The findings
of this review may affect the new budgetary
period starting from 2014 to a much higher
degree. This is why it would make sense to pri-
marily discuss these ideas, objectives and possi-
ble tools that point beyond 2013 already at
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these review negotiations. This means that we
have to begin our preparation as early as now.

The following assumptions and proposals
may serve as a framework for this preparation.

We start out from the fact that the cur-
rently valid budget is not changed by the acces-
sion of a new country or several new countries.
Based on the accession talks and the extension
plans, it is only the joining of Croatia that
seems to be realistic before 2013, the financial
coverage of which is available in pretty much
the same way as it was in the case of the
Bulgarian–Romanian accession of 2007, even if
the latter is not distributed among the indivi-
dual nations for the period following 2009
either.

In spite of the ever stronger criticism, we
do not expect a genuine change in the current
system of the common agricultural policy valid
until 2013, which was agreed upon as a result of
a German–French compromise, within the cur-
rent budgetary period. However, the compre-
hensive renationalization of any kind of the
agricultural policy would be as beneficial for
Hungary as early it takes place. This would
mean that the old member states would lose
the direct susbsidies when Hungary has not yet
reached the EU-compliant limit thereof (70
percent, plus the maximum 30 percent national
co-funding). It is highly probable that our re-
lative (although strongly decreasing in the past
few years) competitive edge in the agricultural
sector could be best utilized in such a situation,
at least in the short term. This, however, is
hardly a realistic assumption, so we have to
count on that the complete or partial renatio-
nalization of the agricultural sector, assessed
from the budgetary side will only take place
after 2013 (however, we have to get prepared
for its consequences as early as now). 

Today it seems like the budget after 2014
requires to be clarified in two fundamental
respects, which determine the EU's long-term
strategy: 

• whether it is the distribution of the available
funds that the objectives are defined by, or
the future system of contributions to the
budget should be allocated to the imple-
mentation of the partially new objectives,

• what should be financed by the communi-
ty budget, and what should be left to, or
returned to the national budgetary limits.
What time horizon should the budget for

after 2014 span over: should it stick to the
seven-year schedule of the past two decades, or
should it switch to shorter, five-year periods?

On the basis of what conditions should
the rules of receiving funds “automatically” be
re-edited? Can the currently valid 75 and 90
percent eligibility threshold remain intact (for
using  the regional and cohesion funds, respec-
tively), or do the criteria require changes,
among others, depending on the evolution of
incomes, the definition of the new community
objectives, and the less developed country or
region that represents an ever higher weight in
the Union? This partly depends on what bases
will the income side of the community budget
be built upon, i.e. whether it will be possible to
provide an appropriate and stable (sustainable)
framework for the income items that can be
planned for a long time. In spite of all the justi-
fied criticism (and none the less justified resis-
tance on the basis of principles), I think that it
is an open option that, in certain cases, the EU's
budget should become a net borrower, as long
as these loans are granted by the “home bank”
of the integration, which is the EIB.

The net beneficiary countries should
develop twofold strategies. On the one hand,
they can of course not relinquish the continued
reception of the ever increasing subsidies.
However, they should also consider, partly
depending on the experience to be gained after
2007, what “efficiency function” there exists
between the subsidies to be used in principle
and the conditions of this use. The situation is
that it is very possible that the improvement of
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the conditions of receiving funds may promise
more benefits than the availability of a higher
amount of funds, which has been reached as a
result of bargaining, with stricter conditions of
calldown.

Those claims whose enforcement was not
successful (not even attempted) during the
talks on the 2007–2013 budget should be ren-
dered a key aspect of the utilization of funds
(redistribution) already in the earliest phase of
the talks on the budget from 2014. The situa-
tion is that the countries that joined the Union
in 2004 and later are not only less developed
than the EU-15 but also, that they do not make
up the geographical periphery of the European
integration (as all the other countries that
acceded the Union earlier and were less deve-
loped at least at the time of the accession) but
we are talking about a group of countries that
has a continuous, multifold common continen-
tal border. This is why convergence cannot be
limited to “national pockets” but a regional,
cross-border development fund which sup-
ports expressly these large-scale infrastructural
and partly environmental developments needs
to be established in the EU's new budget. As
long as the development of the trans-European
transportation corridors remains on the
periphery of the EU's budget, there is a serious
threat that these reductions, which will become
necessary, will have an adverse effect on these
undistributed funds in the first place. This
could, among others, be prevented by the
establishment of such a regional development
fund, and the organic incorporation thereof
into the EU's budget (i.e. by the creation of a
new, independent budgetary item). This fund
may reduce the amount of money in the
national pockets but it would at the same time
generate supplementary profits from several
aspects. On the one hand, it would increase the
efficiency of infrastructural developments that
were earlier supported from the national bud-
gets, which would create a more favorable

framework for the commercial and capital
flows within the EU. On the other hand, it
would strengthen cohesion between the new
member states, which would exert undoubted-
ly favorable effects on the all-European level,
from the economic multiplicator effects to the
consolidation of social-political stability.
Thirdly, it would be difficult to question for
other member states, as we are talking about
such a geographical-hitorical-economic situa-
tion here which is unprecedented in the EU's
past and unrepeatable in its present. Fourth,
regional infrastructural development, if only
for geographical and strategic considerations,
would involve those West-Balkanese countries
to which Brussels has made a promise of
acceptance but the time of whose becoming
full-fledged members is at least questionable. It
is through this very network that not only the
hopes of accession could be kept alive but the
specific conditions thereof (for instance, tra-
ding, developments) could be tangibly
improved. Europe as a whole could profit from
this project, it could benefit by far not only
those countries which are directly involved in
the developments,  as – and this is what the
unique significance of the project lies in – we
are talking about such countries with continen-
tal borders which fundamentally fulfill a transit
role within the European integration, as well as
in the commercial and capital relationships
between the EU and its neighboring countries
(mostly towards Eastern Europe but also to the
Middle East).

One of the most important areas of
analysis in the preparation phase may be the
assessment of the advantages and disadvantages
of a potential switch to the system of direct
transfers. Today it is impossible to take a clear
stance on the proposal in which the transfor-
mation of the current regional budgetary sys-
tem into a structure of direct subsidies was
brought up. We do not even know what sup-
port this proposal would receive at all from the
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member states. It would still be worth exami-
ning this idea in the form of setting up a bal-
ance of benefits and drawbacks.

Finally, Hungary should also develop its
ideas on the income side of the budget. It
would make sense to analyze the proposals pre-
sented at the European forums to date on how
the Union's budget could be made as inde-
pendent as possible from the national budgets
(more precisely, from the two currently used
forms of payment relevant for the latter, i.e.
VAT- and GNI-based contributions).

POTENTIAL ALLIANCES – 
IN A NUTSHELL 

It is obvious that in the 27-member EU, none
of the countries has such a room for action
which would allow for them to get their ideas
accepted, let alone such by which they would
be able to force them on the others. However,
as there is a national veto system in force for
the time being with regard to the approval of
the budget, either of the countries has the right
to prevent the approval of drafts that are some-
times developed and agreed upon by the other
26 countries. Apart from some large countries
(whether we are talking about the net contri-
butor Germany and Great Britain, or the net
beneficiaries Spain and Poland as exceptions),
such a scenario is hardly probable. Based on
experience to date and the culture of compro-
mise that has evolved in the EU, we can antici-
pate the appearance of various alliances as early
as in the initial phase of developing the upco-
ming budget. These can basically be identified
by a few key features.

The alliances organized on the basis of
net budgetary positions, i.e. groups of deve-
loped and emerging countries continue to
appear. It is not sure, however, that these will
be homogeneous. On the one hand, the thing is
that there are considerable differences even

between the net positions with equivalent pre-
fixes, as certain countries are net payers to a
much higher extent than others, and there is a
similar situation on the side of the net benefici-
aries as well. Let alone the fact that the net
position of neither of these countries is meant
to be maintained for ever, what is more, it is
highly probable that the period starting in 2014
will bring about certain changes (primarily in
the scope of the current net beneficiary count-
ries). On the other hand, the changes to take
place in the structure of the Union's budget
will significantly modify the organizations
developed on the basis of the net positions.

In the expanded EU, the alliances built up
on the basis of the regional fund may fulfill a
much more significant role than before. On the
level of the Union's politics, regional view-
points appeared after the Mediterranean expan-
sion (see the EU's Mediterranean politics, or
the Barcelona Process). The second regional
round came to be seen after the accession of
Finland and Sweden (Northern cooperation).
The two waves of the “Eastern expansion” has
led to the establishment of new regional forms
of cooperation. This includes the Visegrád
Cooperation but also, the much looser coope-
ration intention of the countries of the Danube
Basin. A widely interpreted Central-European
initiative spans several countries. The next few
years, partly as a result of global, partly as con-
sequence of European development, will see
the formation of such other, permanent or tac-
tical, alliances that will be organized on a
regional basis (for example, the strengthening
of the Atlantic Dimension, or the crystalliza-
tion of the stakes related to the West Balkans). 

The stakes of member states in line with
the various community objectives may gene-
rate the formation of further alliances. The
most well-known element of this, which large-
ly determines the structure of the budget after
2014 is the fight between the groups that have
a stake in maintaining or terminating the agri-
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cultural policy. However, this issue will gene-
rate alliances much less in itself than in relation
to some objectives that can be tied to other
budgetary priorities, primarily to the Lisbon
Program (first of all to its competitiveness
package). As the community policies are deve-
loping, and as the acquis communautaire of cer-
tain policy areas is “getting richer”,  either as a
result of the self-evolution of the integration,
or as consequence of global, external effects,
we can anticipate the appearance of ever newer
lobbies and alliances. According to our current
knowledge, it is primarily in the following areas
that this may take place: 

• the common energy policy,
• the management of the increasingly

stronger migration (mainly to the South),
• the cooperation between the countries

affected by the Schengen borders,
• environmental protection,
• last but above all, all the priorities related

to the Lisbon strategy (from research and
development, through education, to social
issues and labor market reforms).

Based on all this, one can hardly identify
such alliances whose membership composition
is relatively permanent. Alliances of very dif-
ferent compositions may be formed in the indi-
vidual areas, which, mainly in the initial phase
of planning the budget, may make it difficult to
see clearly. However, it is this very diverse
structure that makes it possible, even compul-
sory to reach sensible compromises. This state-
ment is of course based on that each of the
countries can accurately assess their short- and
long-term interests and is also familiar with
their partners' similar or differing interests.

In the course of developing the tactical and
strategic alliances, the activities of the
Commission should be remembered, which
entity is interested in the comprehensive
reform of the budget, more precisely, in the sta-
bilization of the revenues (in making these as
independent as possible from the national

budgets), as well as in the priority of future-
oriented and solidarity (cohesion) objectives.
It is also in the fundamental interests of
Hungary to rely on the Commission's support
in protecting and realizing its goals as exten-
sively as possible.

TASKS TO BE PERFORMED BY HUNGARY

With regard to the community budget,
Hungary has two fundamental tasks, which are
only partially separated in time. One of these is
related to the budget of 2007–2013 and means
the most efficient use of the financial resources
available in the framework of this budget. The
other one refers to the development of the
budget after 2013, in which Hungary should
take initiative (play an active role). This is
important not only because it is our fundamen-
tal interest to maintain our net beneficiary
position but also because the first concrete ver-
sions of the new financial plan starting in 2014
may appear exactly at the time of the
Hungarian presidency in 2011.

The key tasks can be summed up as follows. 
It is not only for the success of the social-

economic convergence of Hungary and that of
modernization that the calldown of the Union's
resources to as high an extent as possible, and
the most efficient utilization thereof is funda-
mentally important. This may weaken the views
according to which the structural and cohesion
funds are “unnecessary” and may strengthen
the arguments for sustaining such subsidies. In
this context, all the net beneficiary countries are
in the same boat, the success of either of them
may have a positive effect on the future of the
structural funds, while the failure thereof may
exert on adverse effect on the same funds.
Hungary should prove that the Union's funds
are not simply to be absorbed but that compre-
hensive developments are implemented by rely-
ing on them, which have a clear and positive
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effect on the development of some other areas
of the society, which may not be directly affec-
ted by the Union's resources. Besides, it should
be stressed all through that the successful uti-
lization of funds by Hungary also contributes
to the realization of regional and European
objectives (for instance, it reduces the diffe-
rence between the levels of development of the
various countries as well, improves the EU's
competitiveness, etc.). This is why in the assess-
ment of the projects, those should be given pri-
ority which will probably be able to generate
spill-over impacts within a relatively short time.
The spending of the money may not serve as a
measurement for successful utilization in itself.
Neither can such projects fulfill this role which
meet the predefined objective but are only
viable if the umbilical cord of community
financing is maintained. Finally, in the coordi-
nate system described above, those projects
cannot be regarded as successful either which
become automatic and self-sustaining after
receiving the community susbsidies in the first
period but which exist as an isolated island in
the surrounding economic-social environment,
that is, are unable to generate spill-over effects.
In this respect, it would definitely be useful and
expedient to analyze the Spanish, Portuguese,
Irish and East-German examples, with special
regard to those which have been able to gene-
rate spill-over effects. The social-economic-
legal-institutional environment that has enabled
(or has made it impossible for) these business
enterprises, which were also supported from the
community budget, to achieve this should also
be examined. It is nonetheless important to ana-
lyze the time factor, i.e. how much time was
required in the individual countries (on the level
of the individual projects) for the appearance of
the positive multiplicator effects.

Besides the “national packages” received
as predefined amounts, there are some budge-
tary limits of the Union for which any of the
member states can apply and which will not

count towards the national limit. Although the
“national packages” contain the key amount,
and it is for the utilization of this amount that
each country had to develop their respective
national development plans, it would be incor-
rect to exclusively focus our attention on this
aspect. Hungary should play an active role in all
the common policies (not only with the inten-
tion to receive a share of the public funds but
of course this is what we highlight in a study on
the budget).

It is similarly important to be familiar
with the “national packages” and develop-
ment plans of the other countries as well,
since community tenders have to be invited
for the majority of the projects to be imple-
mented. As a significant part of the funds in
the “Hungarian package” “migrates” to the
companies of other members of the Union, in
the form of various orders (it is not right to
judge the net positions only on the basis of
the budget for this very reason alone!), so can
the Hungarian companies get their share of
the community subsidies of other countries.
This should first of all strengthen the
Hungarian aspirations in the direction of the
new member states (which seems to be sup-
ported by the intensive trading relationships,
and more recently, the capital relationships as
well).

In the framework of the New Hungary
Development Plan, those developments should
represent a significant weight which have
crossborder and regional implications. As the
EU's current budget does not extend to the
comprehensive development of the infrastruc-
ture between the new member states, this task,
at least partially, should be undertaken in the
national development plans and by the regular
and multilateral coordination thereof. This
assumes that the similar plans of the neighbo-
ring countries will be coordinated more inten-
sively on the basis of the regional development
interests.
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Last but not least, we have to start prepar-
ing for the budgetary period after 2013 as early
as now. It is true that the first concrete ideas,
whether on the member state or on the
Commission level, are only expected to be dis-
closed by 2011 but this does not mean that the
individual countries will start analyzing their
interests only then, or shortly before 2011.
Hungary should also start its analyzing-explor-
ing-information gathering work related to the
development of the strategy in early 2008 the
latest, as well as its assessment activities not long
after. This activity affects three major areas: 

• the definition of the Hungarian interests
in relation to the future of the community

budget by assuming various scenarios, and
by taking the “exchangeability” of the
individual interests into account,

• the examination of the interests of all the
relevant (for us and the budget) member
states in a similar structure and with a si-
milar content,

• based on the findings of these two examina-
tions, the identification of the potential
alliances and conflicts of interests, inclu-
ding the viewpoint of analysis of how stable
the individual types of alliances are, and in
the case of what compromises these can be
dissembled, or recreated in order to protect
and enforce the key Hungarian interests.
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Gábor Kutasi

Fiscal performance of the
EU8+2 countries in the course
of their integration process*

TThe economic performance of Eastern EU mem-
ber states and their success of being involved in
the Single European Market are greatly affected
by their fiscal and reform policy in the prepara-
tion period prior to their accession to the EU and
the EMU. This study gives an overview of this
process in order to find the reasons for the success
and failure of the fiscal policies in the EU8+2
countries between 1999 and 2006. 

GENERAL FISCAL POLICY FEATURES 
OF THE CEE REGION 

Following the political transformation in
Central and Eastern European countries
between 1989 and 1992, the need arose to
transform their system of economic organisa-
tion as well. From this aspect, all the countries
surveyed here started the transition to market
economy with roughly identical backgrounds,
and they had to face similar problems in eco-
nomic policy. Former Soviet Bloc fiscal systems
ran the following structural faults in Eastern
European countries when economic transfor-
mation started there: 

The state budget, the budget of state-
owned corporates, and the financial reserves of
the central bank were not separated clearly.

The budget institutions played a subordi-
nated role. The manoeuvring room of fiscal
planning was ab ovo defined by output planning.

The taxation system preferred certain tax-
payer groups to others at a considerable rate,
therefore the principle of neutrality did not apply. 

State-owned and private companies were
considered differently. 

State-owned corporates represented easy
revenues for public finance because of a weak
information asymmetry between the manage-
ments of state-owned companies and the tax
authority (ensuring an easy control over infor-
mation flow), and state-owned corporations
had their accounts with the central bank.
Consequently, they were a hidden source of
taxes that were unperceivable to the players of
the economy. (Bönker, 2006) 

As an additional burden, the financing
mechanisms of social distribution systems were
unsuitable to fend off any relative decrease in
the number of contribution payers against that
of welfare beneficiaries. 

However, there was a major difference:
Bulgaria, Hungary, and Poland inherited sub-
stantial public debts from the command econ-
omy regime, while the other countries started

* Prepared within the research NI 68085 OTKA
[Hungarian Scientific Research Fund], head of research:
Tibor Palánkai, academician, university professor.
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with marginal public debts, which allowed
them to employ soft fiscal limitations during
the economic transition in the 1990s.

Numerous scopes can be mentioned here,
from education finance to the headcount of cen-
tral administration staff to privatisation of state-
owned corporations where in-depth changes
should have been made in every EU8+2 county
either because of the economic transition or
changes in global economy and technological
environment. The process of restructuring the
Communist regime's pension and health care sys-
tem represented the two biggest expenditure
items in each country, which, however, have been
postponed for years because of their heavy
impact on a wide scale of the population. In
health care, excessive demand caused by moral
risks originating from free access to health servic-
es, and the complete lack of a savings-type design
in the pension system had to be eliminated.

Reform of social benefit systems

Except for the Czech Republic, each EU8+2
country implemented the three-pillar pension
system, which means that certain older but still
active age groups and also other age groups that
had been pensioners when the reforms were
rolled out are paid pension from the imposing-
distributing pension system. Its coverage at any
given time is provided by part of the pension
contributions paid by active employers. The
second pillar is the mandatory private pension
fund where membership has been mandatory
for fresh recruits or employers who were born
after a certain date. The essence of this design is
the capital cover, which means the future value
of savings, calculated by life annuity, will be the
basis of a pension upon retirement. These sav-
ings providers are at the same time contribution
payers, therefore a tension is evident in the
budget that contribution payments have to be
divided between the state-managed pension

fund and private pension funds, whereas pen-
sions are to be financed exclusively by the state-
managed pension funds for a good many years
after the implementation of the reforms. The
difference between the imposing-distributing
pension system and the capital cover design is
that contribution payment in the former design
as per law is the defined cash-flow, whereas in
the latter scheme contribution payment is the
fixed part while the allowance itself is subject to
the total of savings and yields.

The third pillar is represented by voluntary
private pension fund savings. Its significance is to
encourage higher-income groups to save more.
In Poland, for example, the third pillar includes
an automatic life insurance (Wagner, 2005).

The two-pillar system in the Czech Republic
does not consider implementing a capital cover
design but maintains a mandatory and a volun-
tary imposing-distributing pension fund sys-
tem. (See Table 1 below).

Any loss of revenues for the state-managed
fund stemming from re-allocation between
pension funds could be supplemented by the
government via tax revenues and loans, which
causes temporary excess deficit in the national
budget. This temporary structural deficit is
considered by the Stability and Growth Pact in
that revenue losses caused by pension reforms
shall not be accounted by the end of 2008 when
calculating excessive budget deficit. At the
same time, countries have gradually raised
retirement age to dampen the deficit impacts.
The increase of life expectancy will most likely
force European countries to extend retirement
age in the long run to somewhere between 65
and 70 years of age. For example, Csillag and
Mihályi (2006) suggest retirement age in
Hungary be raised to 65 years before 2012.

As for health care, former Communist coun-
tries inherited a system where citizens were eli-
gible for unlimited health care services free of
charge. These expenditures are covered by per-
sonal income tax and various contributions paid
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by the employers. This system runs several core
financial risks. First, the users (patients) are not
faced with the costs in any form, living in the
fiscal illusion of “all costs are always covered”.
Therefore, they are not encouraged to consider
the interests of the financial community. And,
consequently, they are not interested in know-
ing whether or not the cost calculation of their
treatments are realistic. As a first step, central
governments tried to tackle this problem by
more stringent control. In order to lessen the
demand-driven pressure on the system, a num-
ber of countries implemented dedicated patient
care as in the UK and the United States.

Secondly, the funding institution inherited
from the Communist regime operates neither as
an insurer nor as a financial fund, because the
treatments of all citizens are financed irrespective
of payment or non-payment of contribution.
Also, the institution is not forced to operate effi-
ciently (in lack of stringent control of how it
uses its funds) because the central budget guar-
antees cover for any deficit of the state-managed
health care funds. Based on Western European
countries' experience, some of the EU8+2 coun-
tries, Slovakia being the first among them in
2005, implemented appointment fees in health

care in order to enhance the cost-sensitivity of
service users on the one hand, and are also plan-
ning to introduce a multiple-insurer health care
system with some involvement by private com-
panies with some degree of competition in order
to improve economic rationality and business
cost-efficiency on the financing side. 

Fiscal phases of integration process

The first phase of economic and economic pol-
icy transition was finalised between 1995 and
1999, in which period each EU8+2 country had
to undergo considerable fiscal adjustment pro-
grams either because of internal tensions in
their national finance systems or because of
international financial crises. The former was
the case in Central European countries mostly,
and the latter, in the Baltic states typically, as an
aftermath of the financial crisis in Russia in
1998. From fiscal aspects, the profit of this peri-
od for nearly all these countries was, by achiev-
ing fiscal equilibrium, a chance for governments
to establish a sustainable economic policy and
to launch medium-term reforms in the financ-
ing systems of social subsidies (and social

Table 1 

PENSION REFORM IN EU8+2

Country Capital cover implementation year Retirement age, female/male, yrs
Bulgaria 2003 57.5/62*

Czech Republic not implemented 53–57/60

Estonia 1997 63

Poland 1998 60/65

Latvia 1998 61/62

Lithuania 2004 60/62.5

Hungary 1998 62/62

Romania 2005 58/63

Slovakia 2005 62/62

Slovenia 1999 58–63/58–65

Note: When intervals are given, they are subject to the number of children in the case of women, and to payment duration for both sexes

* 60/63 from 2009

Source: Wagner, 2005; Radula and Staehr, 2003; Benkovskis, 2006; EUROSTAT: government homepages, www.ssa.gov 
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investments) that accounted for large expendi-
tures in their central budget. Some govern-
ments used this chance, others did not.
Inherited from the command economy regime,
the lack of transparency was regarded by the
IBRD (2004) as a number of blind spots in the
fiscal framework, because budgeting and poli-
cies were completely separated and there was no
medium-term planning. In addition, there exist-
ed a large number of off-budget funds, and the
number of conditional obligations was also
high, task- and performance-oriented financing
was nonexistent, cash-flow and debt manage-
ment was fragmented, and the budget was com-
pletely input-oriented. Certain components
reappear in analyses made of some of these
countries between 2004 and 2007, indicating
that the transformation of state finance systems
had not been completed. (See Chart 1).

Fiscal adjustments made in the first phase cre-
ated a stable starting point for each EU8+2 coun-
try. It's not its direct impacts that's relevant in
2007, but the question whether how the national

governments profited from this stable basis and
what they did in the pre-accession period and in
the first years of their EU status. It is best to
regard this period as two separate stages, because
EU membership means stricter fiscal obligations,
as these countries pledged economic policy con-
vergence in their Treaty of EU Accession.

Accordingly, the second phase of the eco-
nomic policy transition lasted roughly from
1999 to 2004, and to 2007 in the case of
Romania and Bulgaria. In this period, EU aspi-
rant countries had the chance to start the
process of making their public finance system
of expenditures and revenues sustainable in the
medium term on the basis of the balance-creat-
ing results of the previous period without budg-
et obligations, even allowing themselves to run
growing fiscal imbalance in the first years. In
other words, they had the opportunity to create
the basis for long-term fiscal equilibrium.

Phase two saw the end of the large wave of
privatisation which had been part of the transi-
tion process to market economy. Consequently,

Chart 1 

NET PUBLIC FINANCE BALANCE OF EU8+2 COUNTRIES, 1995–2006
[percentage of GDP (central budget + municipalities + social security funds)]

Note: BG = Bulgaria, CZ = Czech Republic, EE = Estonia, LA = Latvia, LI = Lithuania, HU = Hungary, PL = Poland, RO = Romania, SI = Slovenia,
SK = Slovakia

Source: EUROSTAT
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large sums from selling state-owned corpora-
tions could no longer offset annual deficits and
increasing public debts. Therefore, De Novellis
and Parlato (2005) recommend increasing tax
revenues in the post-privatisation period if the
central budget had a deficit in the privatisation
stage. And it does not necessarily require a tax
hike. The objective can be attained by cutting
back tax allowances or by widening the tax base,
as was the case in Slovakia, or in the Baltic States
where tax rates were reduced. (See Chart 2)

The third phase, when community expecta-
tions regarding convergence are to be met, starts
with 2004 (and 2007 in the case of Romania and
Bulgaria). However, EU membership meant
additional challenges for economic policies
beyond limitations to excessive fiscal deficit. The
governments had to contribute to the communi-
ty budget and also to projects funded by com-
munity grants (Köhler-Töglhofer et al., 2003).

Of course, the EU8+2 countries are net
beneficiaries of the community budget, but
only if they provide 25 to 50 per cent of co-
funding to use their allocated subsidies. It is
beneficial to join the European Union with a
national budget that lacks structural deficit fac-

tors and is able to create equilibrium or even a
surplus, because otherwise either the co-
finance obligation or the convergence criteria
will be lacking (Gáspár, 2002). (See Table 2)

Significance of political cycles in the
fiscal policy of EU8+2 countries 

Analyses by the IBRD (2007) and Staehr (2007)
establish that the fiscal policies of the EU8+2
countries typically go against the current eco-
nomic cycle. In the year 2006 for example, their
fiscal balances deteriorated on a wide scale despite
a more powerful economic growth in the region
and an increase in their tax revenues. Presumably,
the national economies of most Eastern EU
members are overheated because of fiscal reasons,
indicating economic risks (See Table 3).

Fiscal positions

Based on main fiscal policy characteristics, the
EU8+2 countries can be divided into two
groups. The first group contains countries with

Chart 2

PUBLIC DEBT IN EU8+2 COUNTRIES, 1997–2006 
(percentage of GDP)

Source: EUROSTAT
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comparatively stable fiscal positions, relatively
low public debt ratios compared to GDP, and
low government spending: Namely, the three
Baltic States; Slovakia and Bulgaria, as they are
finally catching up with some delay; and
Romania, although with strong reservations.
Although there is a high rate of redistribution

of finances by the government in Slovenia, the
country has been able to maintain a stable fiscal
position and implemented fiscal and monetary
convergence, therefore – from the aspect of the
efficiency of its fiscal policy when equilibrium
creation is regarded as such – it should not be
listed in an individual group (See Chart 1). The

Table 2 

EURO ADOPTION TARGET DATE IN EU8+2

Countries Accession to ERM-2 Euro adoption target date
Bulgaria mid 2007 2010

Czech Republic** 2008 or 2009 (2007 initially, but delayed) 2010

Estonia 2004. June 2009 (2007 initially)

Poland No target date No target date

Latvia June 2004 2009

Lithuania June 2004 2009 (2007 initially)

Hungary 2008* 2010

Romania 2012* 2014

Slovakia January 2005 2009

Slovenia June 2004 1 January 2007 (achieved)
*= planned accession to ERM-2 

** Source: Ministry of Finance of the Czech Republic & the Czech National Bank (2006) 

Source: national convergence programs

Table 3

COMPOSITION AND STABILITY OF EU8+2 GOVERNMENTS, 2000–2007

Countries Typical number
of coalition parties Notes

Bulgaria 3

Chech Republic 3 Long stalemate in Parliament in 2006-2007

Estonia 3 March 2007 elections ousted government

Poland 3 Unstable coalition; one of the coalition parties left the government in July 2007

the cabinet became minority, general elections probably in October 2007

Latvia 3

Lithuania 4 A three-party minority government was ruling for a short while in 2006

Hungary 2 Very low popularity from mid-2006 because of powerful consolidation 

Romania 3 Unsteady coalition, a party left the coalition in 2007

Slovakia 3 The coalition lost the elections in 2006 after implementing reforms and 

creating fiscal equilibrium. Promising less tight a budget, the opposition won 

the elections to form a coalition

Slovenia 4 General election in 2008

Source: IBRD, 2006b; IBRD, 2007
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countries of the second group – including the
Czech Republic, Poland, and Hungary – have
weak fiscal positions, sizeable public debts, and
considerable redistribution levels. 

Some of the countries – Slovakia, Romania,
and the Baltic States – have implemented flat
taxes. According to Árendás et al., (2006), flat
taxes are fair when they reflect the socially
approved level of public contribution, and at
the same time are efficient and progress-safe-
guarding when they eliminate tax allowances
and preferences, and are also simple, which
ensures a higher degree of transparency and
predictability for taxpayers. This latter feature
is what provides a country with an edge in the
tax competition that has developed among
Eastern EU member states, because it can
retain the volume of revenues by widening the
tax base by offering certain foreign investors
simpler and lower taxes. 

EASTERN EU COUNTRIES PIONEERING IN
THE CREATION OF FISCAL EQUILIBRIUM

Leading the pack are Estonia, Latvia, Lithuania,
Slovenia, and Slovakia, and – considering their
three-year lag in the European integration
process – Bulgaria and Romania. Fiscal conver-
gence is not an issue in this group. Basically,
some risks have been evident regarding price
stability, but mostly on the back of global econ-
omy developments and convergence. On the
one hand, energy prices were rising very
dynamically in the first years of the 21st centu-
ry, and on the other hand there is a serious lag
behind EU15 prices and wages – with the
exception of Slovenia – but economic conver-
gence inevitably calls for rises in these scopes,
too. Evidently, successful convergence requires
an economic policy mixture to ensure mone-
tary convergence for these countries. (Festiè
and Bekõ, 2006, page 82). This is the reason for
a large number of criticisms and suggestions on

the part of international organisations (the
IBRD, the OECD) regarding the fiscal policies
of the Baltic States, Slovakia, and even Slovenia
even though they are basically in balanced posi-
tions, because price levels are partially subject
to the structure of government consumption as
well as to the taxation and subsidy system
which influences consumption and investment
decisions of corporations and households. 

The forerunner – Slovenia

Considering the positions of the EU8+2 coun-
tries in 2007, Slovenia seems to have applied the
most efficient economic policy blend, meeting
the convergence criteria by the end of 2005 and
adopting the euro on 1 January 2007. However,
the country had to face the very same fiscal and
structural problems as the other countries.
True, it had the advantage over the Baltic States
of its initial price level being closer to that of
the EU15 – even though it is not a fiscal issue
basically – therefore convergence impacts man-
ifested themselves at a lesser extent in price
convergence. Slovenia had to manage financing
problems stemming from its imposing-distrib-
uting pension system and rising public wages
like any other EU8+2 country. In the course of
the transition to market economy in the 1990s,
a lot of vulnerable spots developed in its budg-
et. Expenditures for public wages showed a
constantly increasing trend, unemployment
benefits and advance retirement pensions rep-
resented an increasing expenditure in social
spending both in relative in absolute terms,
subsidies granted for enterprises expanded, and
the subsequent budget deficits called for
increasing public debt repayment obligations
(Cvikl and Gaspari, 2004). Based on statistical
figures collated by Roter (2003, pages 132 to
134), public wages accounted for 22 per cent of
expenditures in 2001, social benefits amounted
to 40 per cent and pensions represented 30 per
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cent. These figures clearly show that the ratio
of cyclical budget component was marginal in
the Slovenian central budget, thus the balance-
creating effect of automatic stabilisers could
not come into play, which means the deficit
came about for structural reasons mostly. In
the pre-accession period this inflexibility had
to be addressed and changed (Cvikl and
Gaspari, 2004). It was a very important realisa-
tion for a country on the threshold of mone-
tary integration, because the implementation of
the common currency and common monetary
policy meant that fiscal adjustments would be
the only tool left for economic policy to adapt
to changes in global economy. 

In addition to a cutback in spending, modifi-
cations were implemented in the taxation sys-
tem. Introduced in 1999 only, the VAT rates of
19 and 8 per cent were raised in 2002 to 20 and
8.5 per cent, respectively. Also, the tax base was
widened by trimming tax allowances, which in
turn allowed the government to reduce the
rates of personal income tax (IBRD, 2004). A
EUR 500 million income from privatisation in
the banking sector in 2002 meant a major step
in reducing public debt. Also, two-year budget-
ing was introduced, on the basis of which the
budget for the two subsequent years are
planned and approved. Of course, the budget
for the second year is always re-discussed in the
preceding year, so planning and debating the
budget cannot be avoided, but this time the
manoeuvring space to make amendments is
very tight (Kraan and Wehner, 2005).

Wide-scale political and social consensus sup-
porting medium-term objectives and reforms
played an eminent role in Slovenia's success,
allowing a cautious implementation of reforms
by pursuing a gradual economic policy since
1997 (Šušteršiè, 2004). However, this opportu-
nity is no longer available to countries that
failed to launch in-depth changes in finance sys-
tems related to public finance between 1999 and
2004, because they would now lose precious

time in the process of monetary integration.
This would mean a disadvantage in economic
convergence, too, because they could not bene-
fit from the advantages offered by the common
currency, while this opportunity has been avail-
able to some of their competitors since 2007
(Slovenia) and perhaps from 2009 (Slovakia,
Estonia, Latvia, Lithuania).

The political consensus has not shut opposi-
tion parties out of power in Slovenia, for it was
the opposition that came to power after the
general election in October 2004.

Minimalist state, fiscal discipline – 
the Baltic States

In the Baltic States, one of the components of
the legacy from the disintegrating Soviet Union
was an extremely low level of public debt –
roughly 5 per cent of GDP, which would have
meant almost limitless fiscal opportunities in
the foreseeable horizon for policy decision-
makers. However, the governments of the
Baltic States – wisely – used this chance not to
go for fiscal laxity or vote-generating subsidies
but, in an example-setting manner among all the
EU8+2 countries, to restructure their finance
system of social benefits and to accumulate pri-
mary budget surplus. Economic growth and
welfare improvement here are based on FDI
influx. These countries are competing in the
period between 2006 and 2011 to see which one
of them offers the lowest combined ratio of
income tax (labour tax) and corporate tax in the
European Union. Apparently, Slovenia seems to
be the most successful in the convergence
process because of adopting the euro on 
1 January 2007, the only one in this group to do
so. However, the Baltic States missed the dead-
line merely because of the inflation criteria. But
they have the largest manoeuvring room in their
budgets among the EU27 countries in terms of
fiscal balance and public debt. International
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reports – such as the ones issued by the IBRD
(2007), Deutsche Bank (2006a), the IMF, the
EBRD, and the European Commission – under-
line external imbalance as the main risk factor.
This, however, is applicable to all ten countries
but shows a deteriorating trend in the Baltic
States. (See Charts 3 and 4)

The Baltic States differ from the other
EU8+2 countries also in that CIS countries
have a larger proportion in their exports and
imports, thus their economic growth is less
dependant on the single European market.

The IBRD (2007) underlines that the econo-
my of the Baltic States is considerably overheat-
ed, also evident in their increasing trend of core
inflation. Putting forward a solution, the report
basically suggests that the Baltic government
should abandon fiscal easing via tax cuts and pro-
ceed in the area of labour market liberalisation. 

Estonia and Lithuania was going to implement
the euro in 2007 initially, but it has officially been
delayed until 2009 because of failing to meet the

price stability criteria. Fiscal policy seems to be
all right in the Baltic states as far as the euro
adoption is concerned – for Latvia boasts a simi-
lar equilibrium as Lithuania, and Estonia has
been producing budget surplus, as it has been
underlined repeatedly – and they need to
improve their inflation positions only. The
effects of an upswing in FDI and the inflation
effect of economic convergence also contributed
to higher-than-expected inflation figures.

At the same time the reduction in the flat-
rate personal income tax jeopardises price sta-
bility, if not fiscal balance, because the income
available to be spent by corporations or house-
holds expands (See Chart 5).

From corrupt autocracy to forerunner
of reforms – Slovakia

Slovakia underwent radical changes in fiscal
terms in the preparation period preceding the

Chart 3 

BALANCE OF PAYMENTS IN THE BALTIC STATES

Source: IBRD, 2007
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EU enlargement. Before 1998, the Meciar
administration pursued a loyalty-based policy
that disregarded the importance of fiscal disci-
pline (Mathernová and Renèko, 2006). Doing
so was easy for Slovakia because it had started
in 1992 as a country with a low level of public
debt, which ensured manoeuvring space to
relax fiscal conditions in the medium term.
Elected to power in 1998 and running two
terms, the Dzurinda administration, however,
set completely new economic objectives, based
on the principle of fiscal equilibrium and mar-
ket rationale. Not only a fast-paced EU acces-
sion was targeted but the euro adoption at the
earliest date possible was also decided in order
to allow Slovakia to benefit fully from the
advantages in competitiveness and convergence
offered by the Single European Market.

Governing the country between 1998 and
2002, the first Dzurinda cabinet launched a
three-pillar reform based on fiscal stabilisation,

structural reforms in the corporate sector,
reforms in state institutions, most notable
among them the curbing of corruption
(Mathernová and Renèko, 2006)

In the second term of the Dzurinda adminis-
tration, from 2002 to 2006, really radical changes
were made in budget-related areas, such as the
transformation of the pension system into a
three-pillar capital cover design; cutting back
social benefits; labour market liberalisation;
implementation of a multi-insurer model and
appointment fee in health care. On the revenues
side, the taxation system was simplified consid-
erably. On the one hand, a single and uniform
rate for VAT, PIT and corporate tax was intro-
duced, and on the other hand the majority of tax
allowances were eliminated along with a reduc-
tion in the number of tax types by discontinuing
the duties on real estates, donations, and inheri-
tance (Mathernová and Renèko, 2006; Árendás
et al., 2006).

Chart 4 

CORE INFLATION IN THE BALTIC STATES 
(CPI excluding energy and unprocessed food)

Source: IBRD, 2007
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The advantage of the taxation system in
Slovakia does not lie in the single tax rate, but
in its simplicity; elimination of tax allowances;
a wider tax base; transparency of the revenues
side of public finance; and implementing a
lower tax rate for capital income than for PIT,
encouraging savings and investments.

One of the main objectives of the Slovakian
tax reform was not to let tax revenues decrease.
In addition to reducing tax rates and widening
the tax base, cautious underestimation of PIT
revenues also ensured fiscal balance. In the
scope of corporate tax, sustainability was sup-
ported by increasing pre-tax earnings, thus tax
evasion grew scarcer despite a lowered tax rate
(Árendás et al, 2006).

By using “ready-made” scenarios already in
use by other countries, Slovakia managed to
benefit from the situation where no structural
or financial reforms had been started until
1998. In order to make progress in business
environment convergence, however, it could
not opt for a gradual reform, shock therapy was

the only reasonable option. By implementing
this program, Slovakia turned its position
around, and since the EU accession it has set
the example for other Central European coun-
tries that have been dragging their feet in
reform implementation. The second Dzurinda
administration managed to continue the
reforms even when it had lost its majority in
Parliament for a while in 2004. True, eventually
it lost the elections in 2005. And the Fico gov-
ernment has been more or less in favour of ret-
rogression and fiscal easing.

Late up-and-comers – Bulgaria and
Romania

Bulgaria has pursued a policy of stringent fiscal
discipline. In fact, it had no other options,
because, following the example of the Baltic
States, it had opted for Currency Board as its
foreign exchange rate regime, which eliminates
room for monetary manoeuvring. 

Chart 5 

PIT REDUCTION PLANS IN THE BALTIC STATES

Source:  IBRD, 2006b; IBRD, 2007
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Bulgaria managed to reduce its fiscal deficit
primarily by cutting back quasi-budget expen-
ditures, eliminating direct budget funding
through the central bank and tightening its rev-
enue policy, just like Romania did (IBRD,
2007, page 41). In a report regarding these
countries (and also the Baltic States), Deutsche
Bank (2006b) warned about an imbalance in
their balance of payments.

Another common feature in Romania and
Bulgaria, corruption has continued to be a
severe and unresolved problem that greatly
undermines the efficiency of their government
institutions. Public administration is in need of
modernisation also in this respect (IBRD,
2007, page 43).

According to Romania's convergence pro-
gram, budget expenditures will rise to 39.8 per
cent of GDP by 2009 from 33.6 per cent of
GDP recorded in 2005, and fiscal discipline
will also be laxer than in other countries
regarded as forerunners, which seriously ques-
tions the country's classification as a converg-
ing economy. But as planned tax revenues are
converging to expenditures and fiscal policy
does not jeopardise any of the two conver-
gence criteria in public finance according to
the country's convergence program, budget
deficit will not likely to exceed 3 per cent of
GDP by 2009 and public debt is not expected
to go past the 60-percent mark, also in terms
of GDP. However, the considerable deteriora-
tion in fiscal balance, as projected by the
Romanian government, is seen as an
unfavourable development. 

Romania's country risk, stemming from its
fiscal policy, has been increased further by the
decision to stop privatisation in the banking
sector and energy industry (Romgaz, Petrom)
in 2007, and a decision was made to inject state
funds into CEC Bank instead of selling it. 

Both countries have devised different euro
adoption strategies: Bulgaria set the target
date at 2010, while Romania intends to adopt

the common European currency in 2014.
Bulgaria, as mentioned above, has copied the
strategy of the Baltic States by applying a
Currency Board and entering the ERM-2 in
the middle of 2007. Romania, on the other
hand, intends to ensure a firm basis for mon-
etary and fiscal convergence by improving its
economic performance to the EU average
first. However, both plans should be taken
with a pinch of salt even though it is not fiscal
policy that represents the core risk. Bulgaria
has the lowest level of both prices and wages
in the European Union, and these levels are
not much higher in Romania. At the same
time, their GDP and domestic consumption
both are increasing dynamically. Also, both
plan to achieve convergence by a very inten-
sive FDI influx. This represents a positive
impact on the one hand, because it means
both countries have started on the conver-
gence path, but, on the other hand, inflation
pressure, a side-effect known as the Balassa-
Samuelson effect which has thwarted the inte-
gration plans of the Baltic States, will be evi-
dent at a greater extent. This in turn jeopar-
dises the inflation criteria. And in the case of
Romania, the fiscal government seems to
amplify this inflation effect by its increasing
need for deficit financing from foreign
exchange sources (Convergence programs,
IBRD, 2007). Scrutinising the example of the
Baltic States and the Visegrád Four [Czech
Republic, Hungary, Poland, and Slovakia; V4],
it is evident that unfulfilled objectives cause
loss of credibility, which in turn renders cer-
tain short-term economic policy efforts that
have been made so far useless.

In its report, the IBRD states (2007, page
43) that “the consolidation of government
institutions has been slower than expected”,
which makes it harder not only to curb public
administration expenditures but to obtain
community grants at an efficient rate, prefer-
ably 100 per cent.
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COUNTRIES FALLING BEHIND 
IN CREATING FISCAL BALANCE

Prior to the EU accession, fiscal policymakers
were not in an easy position. Germany, the
biggest external market of the Visegrád Four,
was struggling with economic slowdown. This
slump in demand made a mark also on the tax
revenues of these countries. Their fiscal imbal-
ance was further magnified by policymakers'
decision to respond to unfavourable economic
cycle by launching discretional fiscal easing.
Government terms were nearing the election
phase, and structural factors – such as the bank
consolidation in the Czech Republic and the
unresolved pension and health care finance sys-
tem in each of the countries surveyed – caused
expenditures to increase.(Gáspár, 2002).

Creating balance cautiously – Poland
and the Czech Republic 

Poland's economic policy had to face the fact in
2001 that its medium-term budget plan was
unsustainable. In detail: 

• the costs of pension reform had been
underestimated, thus the deficit rate of the
pension fund was bigger than expected;

• on the back of the decentralisation reform,
a much higher number of municipalities
were created than expected previously;

• 35 to 41 per cent of PIT revenues had to be
spent on financing the deficit of the health
care fund (see Chart 6/b);

• the expansion of domestic trade slowed
down, and VAT revenues fell behind plans;

• within the reform of the education system,
pay rise was effected for public employees;

• starting from 2001, the ratio of expendi-
tures fixed for the short term increased
(see Chart 6/a). As a consequence, the
trend of public debt turned around in 2001
from decline to increase.

Referring to a critical economic situation,
the Polish government decided to postpone the
implementation of the reforms, and made only
minor adjustments in 2002 to restore its credi-
bility. On the other hand, the cabinet intro-
duced a cap on expenditures, according to
which they could not exceed the level measured
in the previous year by more than 1 per cent.
And in 2004, a limitation that public debt must
not exceed 60 per cent of GDP was enshrined
in the constitution. As the pace of economic
growth had remained permanently at a low
level between 1 and 2 per cent, just like in the
Czech Republic, structural reforms were post-
poned until after the EU accession, for the next
government term. In addition, the rule of
expenditure cap was violated in 2003 (Golik
and Jêdrzejovicz, 2003). Privatisation objec-
tives were not met, either.

To restore fiscal discipline, the Hausner Plan
was launched in 2004 before the election that
would bring the downfall for the government.
However, this program could not have elimi-
nated the country's excessive fiscal deficit
before 2007 (see Table 4).

After the adjustments in 1996, budget deficit
and public debt in the Czech Republic again set
out on a rising trend. The gap between tax rev-
enues and primary expenditures opened
increasingly wider between 1999 and 2003 (see
Chart 7). A conclusion was reached by Matalík
and Slavik (2003) that increasing public debt
represents the greatest country risk in the
medium term. The Czech public debt nearly
doubled between 1998 and 2002, propelled pri-
marily by structural problems stemming from
pension system and health care finance, as well
as employment and wage policy in the public
sector. 

However, Chart 7 indicates a similarly grow-
ing gap in Hungary and Poland between 2000
and 2003. But, whereas some correction was
made in Poland and the Czech Republic from
2004 onwards, in Hungary the gap not only



EUROPEAN INTEGRATION 

37

increased but expenditures also started rising –
the temporary decrease from 2002 to 2003 was
only seeming, because it was only the disap-
pearance of one-off extra expenditures that
occurred in the election year of 2002 – and tax
revenues had not followed expenditures until
taxes were raised in 2006. 

In the case of the Czech Republic, the EU
accession acted as a disciplinary force from fis-
cal aspects. As a result of the consolidation
launched in 2004, budget deficit dropped to 3.0
per cent in that year. However, a significant
increase in tax revenues on the back of livelier
economic growth also contributed to this
achievement (ONB, 2005). At this point, how-
ever, a political stalemate that was going to last
years was developing. As the first blow, the rul-
ing coalition lost its majority in parliament in

2004, then the early elections resulted in a tie of
100 MPs for both political formations with no
passage between them.

Due to the stalemate, restructuring in the
funding of the pension and health care system
was postponed until the middle of 2006 on
account of an uncertain political background
(IBRD, 2004; IBRD, 2006b), and entry to the
ERM-2, planned for 2007, was also put off. The
government had been focusing only on tax
reforms since 2004, reducing VAT and corpo-
rate tax rates, and also reducing the minimum
timeframe of depreciation, which decreased
corporate pre-tax profits, and, consequently,
the amounts they paid in corporate tax. On the
expenditures side, the cabinet attempted to
save public administration costs only, which,
predictably, could not ensure sustainability.

Table 4 

ESTIMATED IMPACT OF THE HAUSNER PLAN ON POLAND'S PUBLIC FINANCE DEFICIT, 
(percentage of GDP)

2004 2005 2006 2007
With no changes –8.2 –7.2 –6.5 –6.1

With the Hausner Plan –8.2 –5.6 –4.5 –4.1

Source: IBRD, 2004, page 6

Chart 6/a

EXPENDITURE STRUCTURE OF POLAND'S
CENTRAL BUDGET FROM THE ASPECT 

OF FLEXIBILITY, 1997–2003

Source: Golik and Jêdrzejovicz, 2003, Table 7

Chart 6/b

DISTRIBUTION OF POLAND'S 
PIT REVENUES 

IN PERCENTAGE

Source: Golik and Jêdrzejovicz, 2003, Table 4
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The price of delaying action –
Hungary

Orbán and Szapáry (2006) establish in their
study that the Hungarian economic policy
eased fiscal discipline in 2001 and 2002 in spite
of apparently favourable economic conditions,
making discretionary measures such as a wage
rise in the public sector, increasing transfers,
indexing pensions, and tax cuts. Austerity was
postponed in 2003 and 2004 again, which
means the usual trend of political cycles did not
apply. Negative economic effects impacted the
Hungarian economy; however, the cabinet
planned additional easing within the tax pro-
gram, which was cancelled subsequently. 

The OECD (2006) underlined institutional
and planning mistakes as well, in particular on
the part of the Ministry of Finance which reg-
ularly overestimated economic growth, expen-
diture caps and tax reduction possibilities
between 2000 and 2006. This is why a gap

between expenditures and revenues, even wider
than in the Czech Republic, developed, result-
ing in an increase in expenditures to 51.2 per
cent of GDP from 48.8 per cent between 2000
and 2006 while tax revenues dropped to 44.4
per cent from 46 per cent of GDP (ESA 95,
OECD, 2006, page 261)

In the years between 1999 and 2006,
Hungary was impacted most among all EU8+2
countries in 2001 and 2002 by upcoming gen-
eral elections. According to a survey made by
the OECD (2006, pages 261 to 264), the fol-
lowing increase in expenditures was effected:
Price subsidies by 30 per cent, local invest-
ments by 44 per cent, public wage expenditures
by 23 per cent. This latter item was caused by a
1.5-percent increase in headcount in the public
sector and a 50-percent pay rise for public ser-
vants. The situation was further exacerbated by
the fact that the depreciation pressure, stem-
ming from the ill-conceived devaluation of the
forint's median rate in 2003, caused additional

Chart 7 

GROWING GAP BETWEEN REVENUES AND EXPENDITURES IN THE BUDGETS OF THE CZECH
REPUBLIC, HUNGARY, AND POLAND, THE REASON FOR THEIR DEFICITS; 1996–2006

Source: EUROSTAT

Hungary, expenditures

Hungary, revenues

Poland, revenues

Poland, expenditures

Czech R., revenues

Czech R., expenditures
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GDP loss. Pressed by 9.2 per cent of deficit in
2002 and 7.2 per cent in 2003, the government
finally made steps to reduce expenditures –
including a cutback on the interest subsidy for
housing loans, and the blocking of residual
funds reserved from the preceding years, but
these were far from sufficient to restore bal-
ance and arrest galloping public debt.

Neither did a community obligation, namely
the Convergence Program of 2004, represent
any disciplinary force. The financial govern-
ment did not take this public plan for the medi-
um term seriously, so much so that two con-
vergence programs were submitted to the
European Commission. Neither was approved.

The original convergence program of 2004
targeted the euro adoption for 2007, which did
not seem achievable even back in 2004 and was
completely irresolute in light of inflation and
budget forecasts for 2007. Submitted in 2006,
the third version excepted the convergence cri-
teria to be met by the end of 2009. Drawing
from pervious experience, this means 1 January
2011 as the earliest date for euro adoption if
and when each and every prediction described
by the government in the 2006 convergence
program comes true.

In 2004, Hungary managed to push inflation
down to 5.4 per cent, but then came the proce-
dure by the European Commission EURO-
STAT that forced Hungary, and others, in 2005
to abandon the practice of putting certain
expenditures off the budget, most notably the
expenditures related to investments made by
way of public-private partnerships which were
accounted in the books of Magyar Fejlesztési
Bank [Hungarian Development Bank] instead
of in public finances. Consequently, the actual
deficit in terms of GDP was 6.1 per cent in
2006 instead of 3.6 per cent planned.

Substantial increase in expenditures and tax
cuts were to be expected in 2006, an election
year, even though the deficit target should have
been 4.7 per cent in line with the Budget Act,

which, however, had to be raised by 0.3 per cent
due to the EUROSTAT resolution to adjust
the figure for Gripen fighters procurement.
Submitted and approved in 2005 then cancelled
in 2006, the law on tax reduction would have
increased the deficit by 4 per cent of GDP
(OECD, 2006, page 267). Even without it, the
government “managed” to record 9.2 per cent
of deficit in 2006.

The solution, summarised on the back of the
conclusions reached by Orbán and Szapáry
(2006), is as follows: 

• adjustment processes shall be irreversible,
which means the taxation and benefit sys-
tems shall be reconstructed; 

• activity rate shall be increased, which
would make a positive impact on the budg-
et balance as well. But this requires a sys-
tem of social benefits that encourages
employment;

• financing health care system shall be made
sustainable, retirement age should be
raised; 

• transparency and controllability of the
municipal finance system shall be
improved;

• transparency of the central budget shall be
ensured. Primarily the practice of putting
certain items off-budget shall be aban-
doned, as Hungary has been warned by the
European Commission;

• fiscal rules shall be put into legislation in
order to enhance disciplinary force.

The weakest fiscal point in Hungary between
2000 and 2006 was an “excessive role played by
one-off measures”, or discretionary steps, and
also “by non-specified savings”, such as over-
exaggerated expectations for prime rate cuts
and for an increase in tax revenues and GDP. In
fact, hardly any progress has been made in the
scope of structural reforms that could have
eliminated the structural reasons of the deficit
(OECD, 2006, page 267). Statutes or other leg-
islation regarding budget caps are also lacking.



EUROPEAN INTEGRATION 

40

Instead, the medium-term “commitment” man-
ifests itself in the form of a convergence pro-
gram the government tends to rewrite each
year, as the current practice indicates.

EXPECTED FISCAL POLICY DEVELOPMENTS
BETWEEN 2007 AND 2009

Based on their convergence programs, Poland
and the Czech Republic will meet the 3-percent
deficit requirement, and Hungary might also
get close, but analysts have every reason to be
sceptical. The year 2006 saw the fiscal balance
of Poland and Bulgaria alone improve, but one
has to add that Estonia has for years achieved
budget surpluses, and meeting the public
finance criteria in Latvia, Lithuania, and
Slovakia would not be an issue when consider-
ing the Maastricht criteria exclusively. Yet the
IBRD, the IMF, and the European
Commission warn against undisciplined laxity
within the 3-percent deficit limit in terms of
GDP because it may represent the beginning of
an additional imbalance – and likely to result in
an increase in country risks – but could also
threaten price stability as the government
demand is financed by loans at an increasing
rate. As it was the case in Estonia and
Lithuania, the euro adoption in both countries
suffered a delay solely because of falling a cou-
ple of tenths of a percentage point shy of the
price stability requirement.

Based on IBRD expectations (2007, pages 29
and 30), increasing revenues1 and reducing
expenditures2 in Hungary will allow the gov-
ernment to shift from a heavy deficit towards
fiscal balance. Based on improving fiscal bal-
ance, the governments in Slovakia and the
Czech Republic are targeting an increase in
social expenditures, which in turn will enhance
economic boom.

Although Bulgaria is planning a budget sur-
plus, the rate of corporate tax has been lowered

to 10 per cent from 15 per cent, and the
decrease in social expenditures planned for
2007 has been postponed. The government
intends to offset this decline in revenues by
increasing excise tax. Overall, budget surplus is
likely to be achieved.

Estonia continues to be a country with
budget surplus. Lithuania is expected to fully
eliminate its budget deficit by 2009. The
Latvian government, observing fiscal discipline,
had to delay the tax cuts planned for 2007 until
2009.

Substantial cutback in revenues are typically
expected of governments with a high ratio of
financial redistribution, including Hungary,
Poland, and Slovenia. In this regard, the Czech
Republic remains to be an exception. Countries
with low expenditure levels draw a mixed pic-
ture. In Estonia, fiscal discipline is expected to
improve, but Lithuania, Bulgaria, Romania, and
Slovakia will most likely see an increase in
expenditures in terms of GDP. In countries
with projected reduction of expenditures,
social spending is the main area where cutbacks
are expected to be made. 

The Baltic States and Slovakia target 2009 for
euro adoption, which means they have to meet
the criteria by the end of 2007. There are no
clear euro target dates in the Czech Republic,
Poland, or Hungary, but their current conver-
gence programs indicate full achievement of
convergence requirements in 2010 or 2011.
Bulgaria has set a target date of 2011, with the
only possible obstacle being excess inflation on
the back of convergence effects. Romania
intends to adopt the European currency in
2014, which seems doubtful, because the cur-
rent structure of the country's central budget
indicates an improbability to meet the three-
percent budget deficit criteria.

The IBRD (2004) basically recommends the
EU8+2 countries to apply medium-term plan-
ning, program-based finance, and expenditure
decision assessment mechanisms by all means.
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1 VAT increase, extra tax, increase in social security
contribution

2 Streamlining in public employee headcount,
expansion of e-government, more rigorous control

of treatment and medicine prescriptions, transfer
of part of the costs to users, reform in the pension
system, reform in funding the education system,
better distribution of social benefits
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Katalin Botos

Europe 
under double pressure

IIn the recent few years the per capita GDP level
of the old continent has been lagging behind the
GDP level of the USA by 25 per cent. Economic
growth in the western half of Europe is signifi-
cantly lower than in the United States and
European growth rate stays far behind that of
China. If we are looking for the possible causes it
is clear to see that the high redistribution level of
the European welfare states puts a heavy burden
on the European business sector, a burden which
harms its competitiveness. Attempts to introduce
austerity measures understandably lead to politi-
cal difficulties.

It is quite certain that in the long run the inter-
national environment will undergo changes. The
United States has taken a budgetary debt path
which is considered unsustainable even by Alan
Greenspan, the former chairman of FED. The
reason: the population ageing of the United
States. Even in the United States the burden of
social contributions – which is relatively low in
international comparison – is likely to grow in
the future. The budget deficit in the United States
does not represent an operative problem today,
because the huge currency reserves of China are
invested in US government bonds which are able
to finance the above deficit.

The widely admired growth rate of China will
have its own limitations in the long run. First of
all, China will have to spend enormous amounts

to solve its environmental pollution problems.
China will not be able to do without an institu-
tional social security system as its market devel-
opment is advancing. In addition, China is also
witnessing a rapid ageing. This may necessitate
the use of currency reserves for public consump-
tion, a step which is likely to have consequences
on the financing position of the United States.

Based on the above, we can state that a careful
monitoring of the international financial system
and the ageing trend in the developed and fast
developing Asian countries will be of fundamen-
tal importance for the future of the world and the
future of Europe.

COMPETITION AND COHESION

Today, Europe is the region with the world's
third important economic weight. A group of
European countries already have a common
currency within the EU representing a strong
economic unit. Sooner or later, the other mem-
ber countries of the enlarged European Union
will also have to join this group. This is the rea-
son why in this comparative analysis the euro
area is used as a basic unit.

The euro area's share in the world's GDP
amounts to 15 per cent, while the United States
has – for a long period of time – maintained its
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20 per cent share. The two large economies of
Asia, i.e. China and India, together with the
countries closely linked to them already repre-
sent 27 per cent due to the rapid economic
growth of the recent years. 

Europe's region with a common currency has
a 30 per cent share in international trade. The
United States and the two Asian economic
powers have a smaller share: 10 and 12 per cent,
respectively. These figures indicate what an
open economic region Europe is and why glob-
al phenomena are usually quickly reflected in
the development of Europe's economic com-
petitiveness.1

The statistical figures of the European
Central Bank have been focusing on three
global economic centres almost up to now and
concentrated almost exclusively on Japan in
Asia. Systematic data collection does not even
cover Chinese figures – quite possibly because
reliable and systematic data resources are not
really available. The Central Bank's monitoring
activity is concentrated on currencies in the
international money markets, and in Asia it is
the Japanese currency – the yen – that plays a
significant role there.

According to statistics, euro area's popula-
tion is higher than in the United States, and the
population of the European Union, as a whole,
exceeds that of the United States by 170 mil-
lion people. Japan's population represents 40
per cent of the euro area's population. GDP per
capita measured in PPP shows the following
picture at the end of 2006: euro area – EUR
25.5 thousand, United States – EUR 35.4 thou-
sand, Japan – EUR 26.3 thousand.2

The above figures demonstrate that the two
countries with key currencies both exceed the
performance of the euro area. The leading posi-
tion of the United States is an obvious fact, no
wonder European politicians are busy looking
for the recipe how to catch up.

As we have seen above, it is no longer suffi-
cient to pay attention to Japan only. China and

India represent new challenges. Europe is
under double pressure. Due to its weight and
size, Europe has so far managed to keep pace
with Japan, more or less. However, if the Asian
economies with their large populations succeed
in staying the dynamic path they have already
taken, the above double pressure is expected to
lead to serious problems. 

European jobs are challenged by two things:
high-tech, on the one hand, and the dumping
of mass production, on the other hand, while
unemployment and the labour activity level are
already causing serious headaches in Europe.

The activity rate shows the following distri-
bution: euro area – 69.9 per cent, United States
– 75.4 and Japan – 72.2 per cent. In Europe the
employment of the working-age population is
lower than in its global competitors. If we take
the aggregate proportion of the young and the
elderly compared to the working-age popula-
tion, we can see that there is a surprising simi-
larity in the three regions, the figure is 49.4 per
cent in all three centres! However, if we look at
the figures in details, the proportion of young
people in the United States is higher which is a
favourable fact considering the future. There
are fewer children in Europe and Japan than in
the United States, consequently, the mainte-
nance of the elderly is a heavy burden on the
active population in the first two. The work-
ing-age population is confronted with the seri-
ous burden of running an economy which must
be capable of providing for the children, for
themselves and also for those beyond their
active age. It is important for everyone to see
clearly: regardless of the type of social security
system in place, the well-being of the elderly
primarily depends on the work done by the
active workforce. Even in the capital-funded
social security schemes the active working pop-
ulation must be able to produce the goods that
guarantee the consumption of pensioners,
goods that cannot be provided for without a
proper replacement of the labour force from
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both quantitative and qualitative points of view.
This is a fundamental assumption even if the
capital-funded social security schemes can and
will strongly contribute to technical develop-
ment and to the improvement of productivity.
Each and every social security scheme becomes
mature after a while, and at that point the cap-
ital-funded systems are transformed into pay-
as-you-go systems. 

In Europe care for the elderly is organised
within an advanced social system by means of
a mandatory social security scheme. In the
United States pension insurance carries certain
public responsibilities as the system of pension
insurance is complemented with corporate
pension fund schemes. In the United States
there is no comprehensive public health-care
in place and the other social benefits are also
modest since the United States is fundamen-
tally based on an economy designed for self-
care. As a consequence, the social security
contribution paid to the state budget is much
lower compared to GDP than in Europe. This
lower level of mandatory contribution enables
the American economy to be more competi-
tive, because there is no significant difference
in the wages which are calculated together
with the corporate pension fund contribu-
tions. Social security contributions paid to the
central budget are also lower in Japan, and we
can safely state even in the absence of relevant
Chinese data that the competitiveness of the
Chinese economy is also boosted by such inci-
dental wage costs. And let us not forget that in
these emerging economies wage costs repre-
sent only a fraction of those in the West. The
assessment of the above facts must inevitably
include another important factor, i.e. family
relations play a very different role in the Asian
civilisation than in the individualistic western
civilisation. In Asia there is no need for social
security costs, because families there provide
for the elderly relatives and the family income
is used to raise and care for the children. To

put it bluntly: in Asia a modest living standard
and work without financial reward are accept-
ed, consequently, such activities are not
reflected in the expenditure side of the econo-
my. International trade rules do not prohibit the
improvement of competitiveness by accepting
personal sacrifices. In reality, it means produc-
ing at a cheaper cost. The Western world must
face the fact that economic competition is also
the competition of civilisations and social sys-
tems.

Even the dynamically developing Chinese
economy is faced with a problem is this area.
The recent economic system in China is a
mixed one: the traditions of the past are
replaced in an ambiguous way by a capitalist
production method in which profit-oriented
enterprises do not undertake the responsibility
of life-long care for employees, a responsibility
which was taken for granted within the former
socialist state-owned enterprises, as these tradi-
tional socialist state-owned enterprises also ful-
filled social functions. Capital investors are evi-
dently using different principles to run their
enterprises. Right now, there is no clear vision
as how the economic system will be developing
in the future in China. The first health insur-
ance schemes designed for the elderly were
organised in the mid-90s, however, pension
insurance is yet to be set up. As a result – in
view of the fast ageing tendencies in China –
this is likely to represent a serious burden for
the working-age population of China at the
end of the first third of the 21st century. The
open question is whether Chinese society will
be capable of accepting this burden purely
based on the Confucian tradition. Sooner or
later, China will have to set up a public pension
system, a measure which is going to aggravate
the public burdens of enterprises. However,
this challenge is not yet present in the fierce
competition of today. 

Europe's competitiveness is under double
pressure and is facing a significant challenge.
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How the goals of the Lisbon Strategy aimed at
creating a society and economy that is both
competitive and socially cohesive is yet to be
seen.

DEMOGRAPHY AND COMPETITIVENESS

In order to study the phenomenon of ageing,
based on the OECD report, we analysed the
development of ageing in nine developed coun-
tries – Canada, Finland, Germany, Italy, Japan,
Holland, Sweden, Great-Britain and the United
States.3

Life expectancy at birth in these countries is
high for both men and women: in the year 2000
it was 75.2 and 81.2, respectively (unweighted
average). According to the forecasts, these
numbers are expected to further increase by
2030 (78.5 and 84.1 years). The proportion of
the age group of 65 plus represented 15.4 per
cent in the year 2000 and is expected to rise to
25 per cent in 2030. The proportion of the 65
plus group compared to the working-age pop-
ulation will be up from 23 per cent in 2000 to
42 per cent. The expected statistical figure is
especially unfavourable in Italy where the
above indicator will rise to 50 per cent in 2030
– indeed, lots of cohorts of the Italian bambi-
nos will not be born! This indicator is very high
in Japan to: it is 46 per cent. In this country the
rate of the elderly is growing fast, and the per-
centage of the 80 plus in the total population is
going to increase from 3.7 per cent in 2000 to
10.2 per cent. The expected percentage in 2030
will be over 8 per cent in Sweden and Italy, too! 

The European and the American economies
will not be able to finance this high proportion
of elderly population without fundamental
reforms. Social security expenses already repre-
sent a serious problem for the United States as
the baby-boom generation is now reaching
retirement age. Former FED chairman Alain
Greenspan made a statement shortly before his

retirement saying that the US budget deficit
had already taken the American economy on an
unsustainable path.4

One of the most important factors in this
path is the sharp rise of social security expens-
es. In Europe the redistribution rate has signif-
icantly increased in the past few decades, the
ratio of taxes and contributions to GDP has
also grown. The largest growth has been
recorded in social security contributions. Now
that the above-mentioned challenges already
have an increasing impact on Europe's compet-
itiveness, measures must inevitably be taken to
curb the growth of social security contribu-
tions, while at the same time budget deficit
continues to pose a serious problem in a num-
ber of European countries. 

The European Central Bank whose mission
is to guard the value of the Euro keeps empha-
sising that the large social systems badly need
structural reforms and this is particularly valid
for the pension system.

Structural reform does not necessarily mean
the need to switch over to a capital-funded sys-
tem despite the European trends that indicate
this course of action. The reason behind this
trend may be found in certain illusions about
the capital-funded system both in public opin-
ion and even among experts. It is widely
believed that the capital-funded system con-
tributes to the sustainability of the pension
system. There is only a limited truth behind
this belief. It seems that in specific cases where
the previous pay-as-you-go system is trans-
formed into a capital-funded one, the latter one
seldom proves to be more effective if all condi-
tions remain unchanged, and this is so especial-
ly because the costs of transformation must
also be added to the operational costs. So what
are the causes of the costs of transformation?
The causes are very much the same everywhere,
the ones we also experienced in Hungary when
the system was transformed in 1998. The miss-
ing amount of money will have to be provided
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by the budget for the pension benefits of pen-
sioners who stay in the old system and receive
their retirement income accordingly. If the
income rate which was guaranteed earlier does
not change, then the reform is purely of finan-
cial technical nature. Genuine reform measures
mean the following: longer working years to be
eligible for pension, lower rate of guaranteed
retirement income relative to the wage level of
the active workforce, stringent limitation of
early retirement. In theory, a balance may also
be reached by increasing pension contribu-
tions, but this alternative is not feasible,
because it would undermine international com-
petitiveness. Today we are witnessing some
sort of a rearrangement among the possible
channels of state taxes and contributions.
Within the various forms of state revenues,
corporate taxes and contributions represent a
decreasing proportion, while tax levied on con-
sumption is on the rise. The first one has a
favourable impact on enterprises and capital
investment, whereas the second one has a neg-
ative effect on the population in general. It
shows quite clearly that the final burden is
always on the citizen. Measures in Hungary
aimed at reducing pension contributions with-
in the pension reform are clearly attributable to
the pressure of international competition and
to the expectations of entrepreneurs, foreign
capital investors. However, these are no factors
to prove that the new system would be more
effective. Hungarian analyses have shown that
based on the data of the recent few years, the
pension benefit of those who joined the
mandatory capital-funded pension scheme will
be lower than the benefit they would receive
calculated under the present pay-as-you-go
scheme. Yields in the various funds have also
fared unfavourably. This is partly explained by
the cost of setting up the new system and part-
ly by the relatively high operational cost and
the low yield of investments. This latter one
has recently shown a modest improvement.

Unfortunately, this is not an improvement to
celebrate! The improvement is due to the rising
income on government bonds driven by the
large budget deficit. These funds can practical-
ly invest their money exclusively into risk-free
securities, i.e. government bonds. In other
words, behind the comfortable income gener-
ated in the pension funds lies a worrisome
macroeconomic phenomenon whose burden
has to be borne by taxpaying citizens. The
transformation into a system of pension funds
creates an additional budget deficit, because the
missing revenues have to be compensated in
the social security system, but no problem this
will be passed on to the new pension fund. (In
other words, it solves the very problem it caus-
es.) The budget deficit grows simply because
the debt that has been implicit in the past
becomes explicit debt for the budget. In the
case of retirees who will in the future join the
new system budgetary liability is incurred not
only when pension benefits become due, such
liabilities arise already now when pension pay-
ments have to be made by the pensioners of
today. This is a reverse process compared to the
economies in which these liabilities are carried
forward into the future and are capable of
increasing their spending at the expense of
their future income. We, in Hungary, intended
to narrow the present spending by transform-
ing an implicit debt into an explicit one. It did
not work and only led to a further aggravation
of the state budget deficit.

It is not easy to conduct a debate in Hungary
whether it is necessary or justified to reduce
pension contributions. True, after the regime
change, Hungarian social security contribu-
tions had a percentage rate higher than in the
Western countries. Now that it has been
reduced to a competitive level we should be
reminded of the fact that these contributions
are paid of lower wages than in the Western
economies. Whose life is it anyway? At what a
low level should the consumption of pension-
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ers be set, especially compared to the welfare
societies west of the river Lajta? The cloven
hoof is showing: first of all, the lower contri-
bution rate is serving the greater profit oppor-
tunities of foreign capital rather than the
alleged goal to legalise activities in the black
economy. Compared to zero contribution rate
(in the black economy), the present 16 per cent
is high… The claim that a lower contribution
rate generates a higher level of employment is
unfounded. In Hungary, this claim is usually
explained with the growing employment fig-
ures under the Orbán-government. The post
hoc does not necessarily mean propter hoc.
Growing employment under the Orbán-gov-
ernment was attributable to the housing sub-
sidy scheme rather than to reduced contribu-
tions. In actual practice, employment figures
were on the rise exclusively in the construction
sector, nowhere else.5 Although the reduction
in contributions was certainly a welcome meas-
ure for enterprises, it was primarily linked to
better sales opportunities facilitated by the
expansion of the subsidy scheme. There is no
such thing as a free lunch: the price to be paid
for reduced contributions was growing subsi-
dies. The growth of profits generated by the
construction sector was far from being suffi-
cient to finance the increasing expenses of sub-
sidies. 

We can look at the other side of the same
coin and say that we have no choice if we want
to attract capital and compete for it with our
Eastern neighbours. It is an empirical evidence
that foreign direct investment (FDI) has been
very intensive among the developed countries,
and in relation to them, Hungary's position has
been quite positive in the past two decades.
There are some indications, however, that in
the most recent stages of globalisation capital
movement has become sensitive to wages.
Research findings also prove that the tax rate
has not been the primary factor of capital mar-
ket reactions.

If we look at the interrelationship of demo-
graphic trends and social security schemes, one
of the inevitable questions is this: do pension
systems become unsustainable because of an
ageing population or are we facing an even big-
ger problem, namely, economic growth is
insufficient, the expanding economy does not
create a higher level of employment, and this is
the real crux of the problem.

To further enhance the country's ability to
attract capital investments is certainly not a
solution from this angle. It is a well-known fact
that foreign-owned enterprises that represent
50 per cent of the companies in Hungary, only
employ approximately 20 per cent of the work-
force. Foreign capital is known to be operating
with high productivity. Statistical data, howev-
er, also show that wage increases are not pro-
portionate to the high level of productivity, and
as a result, wage-based contributions paid to
the social security fund continue to be modest. 

If we consider that Europe's activity rate is
lower than that of its competitors and the
Hungarian rate is even lower, then – I believe –
it is justified to raise the following question:
would not it be better to aspire for a higher
level of employment, and thus by accelerating
economic growth “outpace” the demographic
problem?

The answer is short: no. The problem cannot
be “outpaced” by growth. What is possible and
is a must is to alleviate the problem. Indeed,
Europeans have become somewhat lazy and it
poses a serious problem, because due to a well-
developed social safety net and possibly also
due to the limited job opportunities, pension-
ers are supported by an ever falling number of
active workers. In the year 2000, a pensioner
was supported by two active workers in
Germany, in Italy the ratio was only 1.4, while
in the United States it was 3.3. Interestingly, in
both Japan and Canada one inactive person is
supported by 3 active workers. In the group of
developed countries the (unweighted) average
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is about 2.4. The possible future scenarios sig-
nal a significant deterioration in every country.
The worst scenario predicts a rate of 0.8 in
Italy, and the average value is predicted to be
1.4 active workers for each pensioner.

Based on data in 1998, men aged 65 were
expected to live another 16 years on average (in
round figures), while the same figure was 20
years for women, in other words, pension ben-
efits were to be paid for 16 and 20 years,
respectively, on average. This is only true on
condition that all people concerned indeed
retire at the age of 65, however, this was far
from being the case. In almost every country
with an advanced social security system
employees seem to take the various opportuni-
ties of early retirement. This is not surprising,
because in most countries the method of calcu-
lating pension benefits does not encourage
people to do so. The expected pension assets,
i.e. the discounted value of pension contribu-
tions minus the cost of their acquisition, will
become less favourable for the pensioner if he
chooses to stay in employment. This method
of calculation reflects the concept that with a
shortage of job vacancies young people should
be guaranteed job opportunities, a concept that
has its own merits. Additional remedies here
may be found in actuarial solutions. The funda-
mental problem, however, is the shortage of
jobs.

When individuals are interviewed, they
usually say they are ready to work after reach-
ing retirement age. But statistical figures
show that in practice only a few people do so.
The desire to stay in employment and work
after retirement age certainly depends on
one's state of health and also partly on the
availability of flexible part-time jobs which
pensioners would prefer. It seems that
employers do not bother to offer such
arrangements. Despite the fact that such flex-
ible job opportunities would be important for
other disadvantaged groups, such as people

with disabilities, mothers and long-distance
commuters. Economic policy makers have
the task to find incentives to encourage
employers for such arrangements. 

In the above subject area we are witnessing
very strong trends. According to a survey con-
ducted in the United States 20 years ago, 50 per
cent of pensioners indicated that they would be
prepared to take up a part-time job, today 70
per cent would welcome such opportunities. If
there were such opportunities. Surveys also
show that most of those answering the ques-
tionnaire complain about the scarcity of part-
time job opportunities.

The generosity of the social systems is also
the reason why in the poverty-stricken strata of
society a lot of people do not care for saving for
their retirement years. In social groups living
under the poverty threshold in which social
services are automatically in force saving is
clearly non-existent. Early retirement schemes
are also more frequently used than it would be
justified by health reasons. 

The Hungarian experience is also a good
example to illustrate the above. After the
regime change, Hungarian society's reaction to
the worsening job market was to choose early
retirement and disability pension in large num-
bers. (There is no reason to necessarily associ-
ate this trend with corruption. For the majori-
ty of those pensioned off with a disability
seemed quite fair since most of them had over-
strained themselves with working in two or
three shifts, and it did not take too much effort
to detect permanent health impairment.) 

Even a moderate increase of the retirement
age may improve the balance to a considerable
extent. This measure, however, would go
against certain above-mentioned social policy
objectives, such as the facilitation of the
employment of young people. One of the cru-
cial questions is whether employees are able to
cope with the up-to-date requirements of the
modern labour market when they reach old
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age. Computer literacy is not easy to acquire
for the elderly, whereas young people auto-
matically grow up with it without even recog-
nising its difficulties. It is understandable if
the increase of retirement age is coupled with
measures aimed at restricting the conditions
for early retirement. Such measures may con-
tribute to the sustainability of the pension
system but fail to automatically solve social
problems. Here is a Hungarian example to
illustrate it: based on a political initiative, leg-
islators have made it possible for anyone to
retire after 40 years of employment regardless
of their age. 

We can certainly conclude that the system
in place must be reviewed and new incentives
will have to be incorporated in them to
encourage people to consider working longer.
Japan is planning to introduce a system in
which from 2025 only those above the age of
65 will be eligible for pension benefits.
Practically in every country working after
retirement age is awarded with a bonus. In
Britain the system distinguishes between
those who retire on their own initiative and
those who are forced to retire. In Sweden a
pension benefit may be 60 per cent higher if
the beneficiary retires at the age of 70. 

It seems that the social security systems
offer no remedy for one fundamental injustice,
i.e. the costs of raising children are not taken
into account.6 The liberal social concept
believes that raising children is a private matter.
I am afraid this is an assumption which needs
revising from the perspective of social security
reform. 

In modern states with the rule of law indi-
viduals can decide how to live their life, but it
is also quite clear that for the smooth running
of the economy human resources are just as
important as capital. Despite the fact that
human resources can be literally purchased in
the labour market, they cannot be effectively
created without raising children in loving fam-

ilies and without acquiring the necessary skills.
In addition to costs associated with raising
children, the expenses of educating them
demand considerable sacrifices for the families
and parents involved. It is evident for everyone
with a basic knowledge of statistics that the
per capita income is significantly higher in
families with no or few children than in large
families. It cannot be simply shrugged off and
it is not fair to say that mothers and fathers
with six children can get six times more satis-
faction and joy than those without children.
There is no denying life is unjust: there are
many young women who would love to have a
well-balanced family with children, but cannot
find an acceptable partner and acceptable con-
ditions. This is one of the injustices of human
life which we must accept with humble sole.
But why aggravate it artificially?! What society
can do in order to facilitate the free develop-
ment of the individual must be done. To have
children depends on a free decision. But if we
commit the injustice of putting heavy burden
on families with children, while at the same
time also expecting them to accept the very
same financial sacrifices as people without
children do for providing for their retirement
years, then the principle of social justice is vio-
lated. It was along the same lines that József
Botos proposed that differentiated benefits
should be granted at retirement age to those
who accepted the sacrifices of raising children
and who educated a new generation of quali-
fied labour force. Botos is not alone with this
concept: the same idea was reflected in an arti-
cle recently published by J. R. Morse, a senior
fellow of the American Acton Institute.7

One may argue that this solution must pre-
sume a closed system, because this is the only
way to interpret the linkage of labour and cap-
ital in the average of a longer period.
Considering the conditions of a modern global
world, we can see that human capital can also
be imported just as well as financial capital is
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attracted into domestic economies in the form
of direct investment. So some claim that there
is no reason to encourage the birth of children,
migration is a potential alternative.

This solution means shifting the burden of
raising children to others, an idea whose
analysis would go beyond the scope of this
study. But it is justified to raise the question
whether in our global world it really does not
matter who is standing behind the work
bench, the counter, the architect's drawing
board or in front of the computer monitor?
Are we ready and capable of accepting an
immigrant labour force from every corner of
the world to integrate them? Does it really
matter how our local communities develop? Is
Europe as a whole going to become a multi-
cultural continent, is multi-culturalism
becoming characteristic of the world as a
whole? Is it going to be a driving force behind
efficient production, is it going to benefit eco-
nomic growth and development?

And even if all these questions are answered
in a positive way we are yet to face another
interesting problem which financial experts
have been confronted with only recently.

THE IMPACT OF DEMOGRAPHIC
CHANGES ON FINANCIAL MARKETS8

A pension system based on self-care and capi-
tal-funded schemes is interpreted as a system in
which citizens in their active working age accu-
mulate assets as long as the income of their
work makes it possible. Reaching the age when
they can no longer work they sell these assets
to the next generation whose members are
looking for possible investments for the very
same purpose. In other words, this is the way
each consecutive generation is trying to secure
their future, the years spent in retirement. The
accumulated investments are thus transformed
into revenues by the elderly and by doing so

they guarantee that the level of their consump-
tion remains unchanged.

Indeed, according to a summary study pub-
lished by the OECD, in the nine countries sur-
veyed the income available for the elderly pop-
ulation does not fall under the level of their
active years. This is accomplished by using a
number of methods. Their income derives
from state pension schemes, from contributory
private and corporate pension funds comple-
mented by possible part-time jobs taken up
after retirement. On top of the above, there are
also additional social benefits and revenues of
their accumulated assets sold. There is also
another important component: the organisa-
tion of their life-style. It means that in some
countries pensioners regularly live with the
younger generations or actually, especially
because by living in the same household gener-
al overhead costs are lower and a number of
services which single pensioners would have to
pay separately can also be saved, such as care
for the elderly, cleaning and cooking, conse-
quently, the income of the elderly with such a
life-style enables them to continue their earlier
consumer habits and to finance cultural and
leisure-time activities including travels. The
price to be paid for this live-style: the different
generations must accommodate to each other.
This is the model followed by Italy and Japan in
the group of countries surveyed. In Italy there
are examples even for a reverse situation: the
different generations live together because
young people are unemployed and they all rely
on the guaranteed income of the elderly…

Let us see now the conditions of what we
refer to as the forth pillar, i.e. the concept of
turning investments into income for your years
of retirement.

An eminent American academic, Jeremy
Siegel, raises the following question: “Sell! Sell
to whom?” Fine, when we reach retirement age
we sell our investments. But looking at demo-
graphic trends we can see that the next genera-
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tions will be smaller in number, consequently,
there will be an oversupply of assets. Asset
prices may melt down compared to expecta-
tions and the actual amount of savings will be
lower than presumed! (“A smaller nest egg than
anticipated”.) This is not an unfounded con-
cern, but the future trend does not necessarily
lead to the substantial decline of asset prices,
because people do not usually offer all their
assets for sale. Often investments are bequest-
ed to their children or alternatively – as it is
customary in the United States – such bequest
goes to charity funds. Understandably, the
decision is the function of how far and to what
extent the income of the pensioner is depen-
dant on his investments. In countries where
this is the principle form of income for senior
citizens both share prices and real estate prices
behave in a “textbook” manner when large
groups of the population reach retirement age
at the same time (e.g. the baby-boom genera-
tion).

There is another factor that may derail the
price development in this model: international
capital movement.

In countries where there is no acute ageing
problem and there is no sufficient supply of
assets to satisfy growing demand for savings,
those seeking potential investments will use
the chances offered by international capital
movement. Consequently, international capital
movement may contribute to the levelling of
asset prices. 

Earlier in this paper reference was made to an
important phenomenon in the global economy,
i.e. a young migrant labour force is moving
towards the developed countries to make up
for the demographic changes there. As we can
see now, inadequate demand for assets is par-
ticularly attributable to this trend, in other
words, capital “is also migrating” after young
migrant workers… This is how citizens of
countries with high productivity rate can con-
quer the world. 

If we investigate what role pension funds
play in shaping investment tendencies, then we
must also look at the relationship between
demographic trends and monetary policies,
because if the population is ageing, the risk
management policies of funds will also have to
change. As large groups of retirees approach
retirement age when pension benefits have to
be paid in large amounts, pension funds
become increasingly cautious in their invest-
ment policies. Even if the regulations were to
allow funds to choose high-risk investments
with relatively larger yields pension funds in
such situations tend to restrain their risk-tak-
ing. Such cautious policies are likely to lead to
the asset price “meltdown” referred to above,
or at least make it more likely to happen.
Pension funds basically use two schemes: a
scheme based on a guaranteed level of pension
benefits and a scheme based on fixed contribu-
tions. It is the first type of scheme in which
funds may find it more and more difficult to
fulfil their promises because in the case of asset
price meltdown additional contributions
become necessary. This is why the second type
of scheme, which is based on fixed contribu-
tions, is becoming more widespread, as a result
of which, pension funds are paying more atten-
tion to risk management today. This is the pri-
ority concern now as opposed to earlier pen-
sion fund policies which primarily focused on
protecting the interests and rights of members.
Financial derivatives may offer a solution to a
number of problems, such as “spreading” the
interest or the inflation risk. The pension fund
sector, however, faces a truly difficult problem
with longevity risk. Fund managers find it
impossible to define and cover the costs associ-
ated with longer life, especially because they
cannot find partners in the financial markets to
accept such risks. Although there are some
market players, such as the pharmaceutical
industry, which actually make profits out of
greater longevity. These market players, how-
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ever, are relatively small compared to the enor-
mous risks involved, so a market solution is yet
to be seen here.

There are certain solutions available for the
individuals to save. There are tailor-made solu-
tions offered by the annuity sector, such as the
financial institution of reversed mortgage.

A significant proportion of private savings
are “frozen” in real estate assets. With a view to
our fragmented societies in which parents can-
not expect to live with their children, they can-
not expect to be supported by the next genera-
tion in return for the invested assets that they
will inherit, some sort of an institutional solu-
tion will have to be found. One possible solu-
tion is offered by financial institutions which
own substantial portfolio of savings, they offer
an annuity for the elderly in return for the
acquisition of the right to their real estate with-
out an obligation for the owners to sell them.
Based on the life expectancy, the annuity is fair-
ly easy to calculate and thus can be offered for
the elderly. In Hungary, one example for the
above solution is the so-called Hild-annuity

scheme. It is evident for everyone that banks
and financial institutions wish to benefit from
such schemes, in other words, this is not a non-
profit activity. There is always a price to pay for
individual treatment! However strange it may
sound studies conducted even in the most
developed countries show that the financial lit-
eracy of the citizens and households is not par-
ticularly high, there is still a wide scope for fur-
ther financial awareness and further room to
improve the culture of financial knowledge.

Despite all these potential opportunities and
solutions, Europe will have to face its own self-
ishness in the context of international compe-
tition and demographic problems. Possibly if
we want to maintain our concept of an open
world economy, we may have to draw some les-
sons from the experience of Asian civilisations
which organise their life based on community
and civil values rather than exclusively on indi-
vidualism. Although it is very doubtful, we
cannot exclude the possibility that Europe is
capable of reforming itself in such a profound
manner.
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Attila Marján 

Ageing and the European
pension schemes 

EEurope must face unprecedented demographic
changes in terms of size and significance. Its nat-
ural population growth has dropped to historic
lows: it practically equals zero, and in several
countries immigration has become the most
important, if not the only source of population
growth. 

Productivity has dropped below the level
needed to replace the population – 2.1 children
per woman – in every country. In fact, this ratio
is lower than 1.5 children in many member
states. Strangely enough, this indicator is the
smallest in the southern member states (Italy,
Greece and Spain) that are said to be more fam-
ily centred.

By the middle of the century the population
of Europe will have drastically declined.
Population drop means ageing, and ageing
means the reduction of the growth potential of
the EU! 

Due to the growth in the ratio of pension-age
citizens, the GDP growth capacity of the EU may
shrink form the current 2–2.25 per cent to 1.25
per cent by 2040. 

Europe has a tough task ahead: it must increase
its natural population growth, it must find the
social balance and justice between the different
generations, and it must find resources commen-
surate to the rapidly growing pension and health-
care costs. 

DEMOGRAPHY 

The population of the European Union is
expected to slightly grow until 2025 due to
immigration, but then it will start to shrink: in
2005 the population totalled 458 million, in
2025 it will total (not counting with the effect
of enlargements) 469.5 million (+2 per cent),
and it will equal 468.7 million by 2030. Between
2000 and 2030, the ratio of the European pop-
ulation to the rest of the world will decline
from 12 per cent to 6 per cent. The setback is
even faster and more significant among the
working age citizens (from 15 to 64 years):
between 2005 and 2030, the number of work-
ing age people will drop by 21 million. 

Life expectancy, including healthy life
expectancy is continuously rising due to
improved healthcare services and the quality of
life in Europe. This process is expected to con-
tinue in the future, too. The difference in life
expectancy between men and women will
shrink, and the birth-rate will remain perma-
nently low. The baby-boomer generation has
had fewer children than previous generations.
The low birth-rate can be attributed to several
factors: the difficulties in finding a job, lack
and cost of housing, the older age of parents at
the birth of their first child, or the change in
attitude to higher education, career and family
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life. The EU has lost its demographic engines:
member states in which the population is not
expected to shrink by the year 2050 represent
an extremely small portion of the entire
European population. From among the five
most populous member states, only the popu-
lation of Britain and France is expected to grow
between 2005 and 2050 (by 8 per cent and 9.6
per cent, respectively). In certain member
states, population decline will set in as early as
before 2015, and in some cases it will exceed 10
per cent or even 15 per cent by 2050. Recently,
immigration has mitigated the consequences of
the low birth-rate in several countries, but it
has also raised serious social problems. The sit-
uation of the two new member states (Bulgaria
and Romania) further increases the demo-
graphic differences, and the forecasts pertain-
ing to them also reinforce the negative tenden-
cies (a population drop of 21 per cent and 11
per cent, respectively by 2030), just like the sta-
tistics of the UN and EU candidate, Croatia 
(-19 per cent). On the other hand, the popula-
tion of Turkey is expected to grow by more
than 19 million between 2005 and 2030 (+25
per cent). 

However, the real problem is caused not by
the decline in the total population of the EU-
25, but rather by the significant changes in the
age structure. In the 40-year period beginning
in 2010, the working age population (15 to 64
year-old citizens) will decline by 48 million, i.e.
by 16 per cent, while the number of people
over 65 will increase by 77 per cent. Thus, the
number of people over 65 will double, and by
2050 they will account for 51 per cent of the
population. If we do not count with young
people below the working age, a dreadful and
dangerous trend is evolving in terms of eco-
nomic and social development: while currently
there is one elderly person for every four work-
ers, by 2050 there would be one elderly person
for every two workers, i.e. the old-age depend-
ency rate will double. Clearly speaking, this

means that today four workers provide for one
pensioner, and by the middle of the century
only two workers will do the same!

The population decline has benefits, too:
fewer people occupy a smaller area, and there is
less fight for food and resources. The ageing of
the population also means that people live
longer, mostly due to their good state of health.
The population drop is the consequence of
prosperity, as well as the social relations that
have changed due to prosperity. However,
prosperity means much more than high living
standards. Today's western society with its con-
cept of “everything is possible, so I want every-
thing” is entrapped in many aspects due to its
own level of development. Many women refuse
to bear children so that they could continue
their careers, but the loosening of family ties,
and the “general life feeling” attached to the
age of turbo-globalisation also result in the fact
that much fewer people decide to have children
than a couple of decades ago. This means that
in the European society a declining number of
people will live for a longer time. In other
words, we are getting older.

Ageing is a multiple challenge. First, it weak-
ens the performance of the economy, the
potential for growth. Second, it puts astronom-
ical costs on the state due to soaring pension
and healthcare expenditures, and thus jeopar-
dises the fundability of the national economies.
Third, it leads to the significant restructuring
of social relations, and may even cause serious
tension between the generations, since the
diminishing younger generations must under-
take an increasing burden for older generations
that are getting more and more populous.

How can Europe handle these enormous
demographic changes? By the middle of the
century the population of Europe will decline
so dramatically that the ageing trend can only
be partially offset by the increasing number of
immigrants. Population decline equals ageing,
and ageing means the decline in the EU's
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growth potential! Due to ageing, or the rise in
the share of pension-age people, the EU's GDP
growth capacity may drop from the current 2
to 2.25 per cent to 1.25 per cent by 2040, which
will lead to the marginalisation of Europe. If
the growth rate of the global competitors
exceeds ours by several fold, we can easily see
that the lag between them and us is growing
steadily and increasingly rapidly.

Most people already clearly understand that
the ageing population of Europe severely jeop-
ardises the public finances of most EU member
states. At the same time, we do not pay suffi-
cient attention to the economic impacts of age-
ing. According to the forecasts, the EU's
employment rate will grow from 63 per cent in
2003 to 67 per cent in 2010, and in 2020 it will
reach the rate of 70 per cent earmarked in the
Lisbon objectives. This growth will be the
result of the higher employment rate of
women, which will grow from the current 55
per cent to 65 per cent. The employment of
older job seekers will also rise. While today 40
per cent of the 55–64 age cohort remains on the
labour market, this ratio is expected to rise to
50 per cent by 2025. Naturally, this can be
regarded as a positive development, but at the
same time these changes result in a decrease in
Europe's growth potential. In the EU-15, the
current average annual GDP growth potential
will decline from 2.3 per cent to 1.8 per cent
between 2010 and 2030, and then to 1.3 per
cent by 2050.  The decline will be even more
prominent in the ten new member states: it will
drop from the current 4.3 per cent to 3 per cent
between 2011 and 2030, and then to 0.9 per
cent between 2031 and 2050. All these project-
ed changes make the EU face significant eco-
nomic and budgetary challenges.

Immigration will be the key tool for popula-
tion replacement. However, it will play a less
significant role in labour replacement, since
unemployment, in general, is much higher
among immigrants than the average unemploy-

ment rate. Therefore, in addition to social ten-
sions, immigration also puts financial burdens
on the governments. The growth in female
activity also represents a considerable potential
resource: the working age population will
decline as early as in 2010, yet the actual
employment rate will grow until 2017. Two
thirds of this growth will be attributed to
women entering the labour market. In this rela-
tion Europe needs to find out how the female
employment rate can be increased without a
further decline in birth rates. Due to the chang-
ing European lifestyle women decide to have
children later in life. Often they wait until it is
too late, and having children is becoming less
important in a growing number of relation-
ships. Only in Great Britain as many as 90,000
– otherwise wanted – children are not born
because the mothers decide to postpone giving
birth and decide to continue with their careers,
primarily for financial reasons.  One in every
three British women who have had children in
their early twenties can only find less well-pay-
ing jobs after returning to the world of work.
According to the estimates, a woman who has
a child at the age of 24, suffers a financial loss
of nearly 560,000 during her lifetime compared
to a woman with similar qualifications and no
children.  

At the same time, however, the EU should
make people aware that young people are
becoming a rare treasure that is not sufficient-
ly acknowledged. In December 2004, the
unemployment rate among people under 25
equalled 17.9, while the same ratio was 7.7 per
cent among citizens over 25. Young people are
especially exposed to the risk of poverty, i.e.
to an income level below 60 per cent of the
average income. As many as 19 per cent of the
16–24 age cohort belongs to this category,
compared to 12 per cent of the 25–64 age
cohort. This rate exceeds even the poverty
rate of elderly people over 65 years of age (17
per cent). 
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The growth of intergenerational tension is
by no means a negligible social problem.
Western European baby-boomers, i.e. the gen-
eration born in the wake of World War II, grew
up in an environment of unprecedented eco-
nomic growth, won the revolution of 1968, and
can expect generous pensions. They represent
the generation of the Golden Age of Europe,
which in the midst of material growth “forgot”
to have a sufficient number of children.
Therefore, the subsequent generation, much
smaller in number, must provide pensions for
the well-off ancestors. However, the tension is
caused not only by the imbalance of the inter-
generational income transfer, but also by the
fact that while the prosperity declines, the
older generation prevents the new middle-class
generation from gaining dominance. The inter-
generational problem is the gravest in France,
where the current 20 to 40 year-olds represent
the first generation in modern-time history
that needs to prepare for lower living standards
than their parents had. In 1973, only one in
every 15 young graduates was unemployed,
while today it is one in every four! Salaries have
been far from keeping pace with real estate
prices that have doubled or tripled in the past
two decades, which makes it extremely difficult
for young people to solve their housing prob-
lems. In addition to deteriorating the welfare
conditions, this leads to rigid social relations,
freezes intergenerational mobility and increas-
es the disappointment of the younger genera-
tions. Denis Jeambar, the well-known French
journalist – a baby-boomer himself – admitted
ruthlessly bluntly in his famous article: “our
children will hate us.”

Furthermore, ageing considerably increases
healthcare and nursing costs. An ageing society
represents a great economic challenge not only
to the budget, but also to corporate pension
funds and life insurance companies. Since these
companies manage contracts of huge sums, i.e.
they promise the payment of enormous

amounts to their clients, demographic changes
have very significant financial implications. For
instance, when a space technology company
called BAE reviewed the prospects of its cor-
porate pension fund in 2005, ten years after the
previous review, it increased its forecasts for
the expected expenditure of the pension fund
by GBP 2.1 billion (EUR 3.7 billion!) having
calculated the predicted demographic changes.
On the London stock exchange, from among
the top 100 companies Rentokill was the first
to announce at the end of 2005 the closure of
its corporate pension fund that had offered fix
pensions to members, since it was struggling
with a deficit of nearly 0.5 billion.  According
to estimates made by Deloitte and Touche, the
deficit of the pension funds of the top 100
British firms totals more than GBP 100 billion!

Despite the deteriorating demographic
trends, the employment rate will be high
enough to save Europe's economic growth
from a fatal blow. The precondition for this is
to reverse the unemployment trends and start
the reforms in time. Due to the shrinking
labour base, Europe's only opportunity for eco-
nomic growth is the improvement of econom-
ic efficiency, i.e. competitiveness. Ageing will
slash the growth potential of European coun-
tries by half in a few decades. Central and
Eastern European countries will be hit the
hardest, since their current growth rate of 4.5
will drop below 1 per cent by 2030. (See Table 1)
Maybe the biggest source of danger associated
with the ageing society is the unsustainability
of the European pension schemes, wherefore
one of the biggest tasks of the near future is the
execution of the pension reform.

THE “PENSION BOMB”

Europe is sitting on a ticking pension bomb,
i.e. the current European pension schemes can-
not be sustained. The ratio of people in need of
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care is rapidly growing, especially in the oldest
age cohort (which is a great challenge for insur-
ance companies and private pension funds,
too). This can be explained with several factors:
baby-boomers, i.e. people that were born after
World War II, are reaching the retirement age
around these times. At the same time, the pop-
ulation of Europe is sharply declining, and life
expectancy rises thanks to the ever improving
healthcare services, which will double the old-
age dependency ratio by 2050 (50 per cent
compared to the current 24 per cent). 

The fast ageing of the population threatens
European public finances with a disaster, too,
unless the member states implement radical
reforms in their welfare systems. Ageing will
increase public expenses by 3 to 7 per cent rel-
ative to the GDP by 2050. From 2010 on, the
rise in pensions will be mostly responsible for
the increase in public expenses. Without funda-
mental reforms, the costs of providing for the
elderly population will put such financial bur-
dens on the developed industrialized countries
that in a few decades the currently AAA credit
rating of even the biggest countries may plunge
into the speculative grade – states the Standard
& Poor's survey conducted at the beginning of
2005. According to the credit rating company's
calculations, which project the current pace of
growth in costs onto the next decades, assum-

ing that there would be no significant change in
the pension funding systems, by 2050, state
debts will rise from the current GDP relative
65 per cent to 239 per cent in the US, from 66
per cent to 235 per cent in France, and from 68
per cent to 221 per cent in Germany. If the
trends really prevail, the current AAA credit
rating of the four leading industrial powers will
plunge into the speculative grade below BBB by
2035. 

By 2030, as much as 25 per cent of the pop-
ulation in the five biggest EU member states
(United Kingdom, France, Germany, Italy and
Spain) will be over 65 years of age. In Germany,
for example, pension expenditures will absorb
18.5 per cent of the GDP in 2035, when 36 per
cent of the population will be older than 60.
Based on this recognition, market based pen-
sion schemes were started to be developed even
by those member states in which such schemes
were previously non-existent. The German
government is trying to defuse the demograph-
ic time bomb by reducing the guaranteed level
of annuities paid from public finances, as well
as with certain tax allowances, and by the intro-
duction of an optional capital coverage pillar,
which is reinforced by state support.

The situation of European decision-makers
is even more complicated by the Stability and
Growth Pact, which maximises the public

Table 1

EUROPEAN DEMOGRAPHIC TRENDS (EU-25)
(changes in percentages)

2005–2050 2005–2010 2010–2030 2030–2050
Total population –1.9 1.2 1.1 – 4.2

Children (0–14 years) –18.6 –3.1 –8.5 –8.2

Young people (15–24 years) –24.3 –4.1 –12.0 –10.2

Young adults (25–39 years) –25.0 –3.9 –15.6 –7.5

Adults (40–54 years) –19.0 4.1 –9.8 –13.8

Older workers (55–64 years) 9.1 9.5 15.3 –13.6

Elderly people (65–79 years) 44.5 3.4 37.3 1.8

Very elderly people (80+ years) 171.6 16.5 54.0 50.8

Source: EUROSTAT. 2004
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finance deficit of the member states at 3 per
cent of the GDP for the security of the com-
mon currency, and thus limits the indebtedness
of the pension systems, too. The problem is
rooted in the fact that the current pension sys-
tems of the member states are mostly based on
state pension (which finance current pensions
from the contributions paid by working citi-
zens). From among the current member states,
the private pension segment is sufficiently well
developed only Britain and in the Netherlands.
British pension funds have for a long time
favoured share investments, while the Dutch
have only recently parted with bonds that are
regarded more secure. (The ratio of share
investments reached 40 per cent in 2003.)
These countries propose the further liberalisa-
tion of private pension fund investments at EU
level, but the spectacular bursting of the stock
exchange bubble at the millennium, i.e. the
devaluation of stock exchange investments
makes many people cautious. 

There exist two types of pensions: one of
them accumulates assets, i.e. generates interest
on the individual's savings, while the other is
the traditional state pension scheme, which is
based on tax revenues, i.e. the pension contri-
butions paid by the employees and employers.
In the traditional pension scheme the state
imposes a tax on labour in order to be able to
pay pensions to retired people. As the ratio of
pensioners grows, the funds available for them
decrease, or contributions paid by the workers
rise, or both at the same time. If contributions
are low, people experience poverty, if they are
too high, the social costs are too big. We are
wrong if we believe that accumulating pen-
sions, i.e. pensions accumulated for ourselves
on separate accounts and invested by the pen-
sion funds are not detrimentally affected by
general ageing. With the fall in the number of
active and demand generating employees the
number of people ready to purchase and
increase the market value of assets planned to

be invested by the pension funds (i.e. the secu-
rities embodying the pensioners' pensions) will
drop accordingly. This means that the cake is
shrinking no matter what, although accumula-
tive pensions are much more immune to age-
ing. If we also take into consideration that the
pension problem is present especially in the
high income countries, which cannot allow
themselves to further raise their taxes – includ-
ing pension contributions – due to the emer-
gence of new and fearful competitors, we will
understand that we need to look for the real
long-term solution on the other side of the for-
mula: retirement age must be raised.

Germany started to reform the oldest
pension system of Europe, i.e. the one estab-
lished by Bismarck 130 years ago already in
2001. However, the demographic forecasts are
so grim (by 2050, the ratio of citizens above 80
years of age will rise from the current 4 per cent
to 12 per cent) that these measures have proved
to be far from sufficient. The introduction of
the pension reform has recently provoked ele-
mental social resistance in France and Austria,
too. If the current demographic trends prevail,
traditional pension schemes can only be sus-
tained by raising contributions, by reducing
pensions, or by increasing the retirement age.
In other words, it is impossible to find a simple
and popular solution. The replacement of the
missing workforce is also a thorny problem,
which is also indicated by the fact that after the
enlargement almost every old member state
closed its labour market to the new member
states for years.  It is obvious that for the time
being the current political approach and strate-
gic thinking based on the analysis of long-term
demographic trends do not get along.
However, the situation is so grim that the
reform mechanism has been started every-
where, albeit with jolts and jerks.

Just like anywhere else in Europe, genera-
tions of the demographic wave following World
War II have started to retire in Britain, too. In
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1950, there were five working age people for
each pensioner. However, by 2050 there will be
only two active earners for each pensioner. In
accordance with this – and despite the devel-
oped, market based pension pillar – the pension
crisis is regarded as one of the biggest economic
and social problems in Britain, too. Several
reform concepts have developed and have fallen
into oblivion for handing this issue. In 2005, the
pension committee composed of renowned
experts published its long-awaited reform pro-
posal, which would gradually raise and unify the
retirement age, which currently stands at 65 and
63 years. From 2030 and 2050 on, workers could
retire at the age of 66 and 68, respectively.  The
new proposal will be more sensitive socially,
since it will introduce the basic pension available
for all. This will increase the pension related
costs of the Treasury, yet the British
Government will spend only half of the amount
spent on pensions by the continental social mar-
ket economies, like Germany (8 per cent of the
GDP in 2050). By the way, apart from the US
and Mexico Britain is the most tight-fisted
country in terms of pension and healthcare
costs. In the long run this, as well as the fact that
it has the most developed market based pension
funds – and knowing that the British care sys-
tem is more modest than those of the continen-
tal countries in many aspects – is an important
token of the sustainability of the budget. The
British corporate and private pension schemes
are struggling with serious funding problems,
too, since their success basically depends on the
stock exchange rates, i.e. they are hit hard by
poor stock exchange performance. Corporate
pension funds have accumulated a considerable
deficit, wherefore they were compelled to cut
back on promises to the members. In 1995, the
membership of corporate pension funds prom-
ising fix pensions totalled over five million as
opposed to the two million members in 2005.

The German society faces a similar prob-
lem: unless the trend changes, one in every

three German citizens will be a pensioner in
2030. One may expect severe intergenerational
conflicts, since the sacrifice for the social
reforms, i.e. for tightening the purse-strings,
will first of all have to be made by young peo-
ple. The great coalition of the Christian
Democrats and the Social Democrats will grad-
ually raise the retirement age from the current
65 years to 67 years, which is expected to affect
the generation born after 1970 first.  The
reform will freeze pensions and will raise the
pension contribution by 0.5 per cent, which
will serve as a temporary solution for the prob-
lems of the pension budget managing an astro-
nomical amount (EUR 230 billion per year).
These problems were further aggravated by the
fact that after the reunification, the empty pen-
sion budget of East Germany also had to be
filled by the west.  The Bismarckian pension
system has been continuously reformed lately:
the most significant change – as I mentioned
before – was effected in 2001, when the multi-
pillar pension system was introduced. The most
important pillar is still the one based on manda-
tory pension contribution. However, the supp-
lementary pillar, which is called Riester pension
after finance minister Walter Riester, and is com-
posed of payments made by the employees and
the state, is becoming more and more popular.
In addition, there exist several private pension
funds supported mainly by tax credits. 

In the spring of 2003, the streets of Paris
were again filled with demonstrators protesting
against the pension reform under preparation.
Yet, the reform, which raises the retirement age
and pushes the system towards self-support,
was passed. However, in accordance with the
French traditions, the French act specifies a
minimum pension, which shall be mandatorily
disbursed to the retired citizen. People living
on wages, farmers, self-employed handicrafts-
men, as well as traders must receive minimum
EUR 534 provided they have accumulated a
service time of 40 years. The situation is similar
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in the case of civil servants and public employ-
ees. Senior officials, people working in the pri-
vate sector, entrepreneurs and managers may
be eligible for the minimum pension of EUR
945 already for a service time of 25 years. At
the same time, pursuant to the act, the pension
is also linked to the minimum wage in force:
according to this, from 2008 on, each citizen
must receive minimum 85 per cent of the min-
imum wage in effect. The retirement age will be
raised to 65 years, however one can retire as
early as at 60 years in case he can prove that he
spent 40 qualifying years in activity. The pen-
sion system is a multi-pillar system in France,
too. Therefore, contribution can also be paid
on a voluntary basis in hope of a higher pen-
sion, however such contribution cannot exceed
50 per cent of one's income. The huge state
managed pension fund, the FRR, which was
introduced amidst great ovation in 1999 to sup-
port the traditional state pension system, will
presumably able to accumulate only half of the
planned capital of EUR 150 billion. The fund is
fattened practically by state subsidies financed
from taxes and privatisation revenues. The fail-
ure makes it clear again that the size of the cake
is not growing but shrinking, and it is impossi-
ble to yield new revenues by merely renaming
the resources. 

By 2015, one fourth of the Italian popula-
tion will be older than 65 years, while the life
expectancy of men and women alike will start
to exceed 80 years. This means, that the need
for a pension reform is beyond all doubts.
Based on the reform that will take effect in
2008, the retirement age will be 65 years or 40
years in active employment, but those who
remain in employment even beyond that age,
may receive a net surplus wage of 32 per cent.
The reforms are needed badly, since the Italian
pension funds are on the verge of collapse and
the prospects of the state budget are not rosy
either. Yet, the elderly are not poor, in fact the
current 60 to 70 year-olds still have the highest

living standards. In contrast with today's young
people, their generation had secure jobs, they
could save money and buy flats/houses: fol-
lowing the “dolce vita” of the 1970s and 1980s
they receive stable and considerable pensions.

The Portuguese government adopted the
pension reform, which is unparalleled in terms
of depth in Europe, in the spring of 2006. This
reform also stipulates that families with fewer
than two children must pay higher pension
contributions to the state under the principle
of intergenerational solidarity. Employees may
choose: they either work longer or pay more
pension contribution. The new system will also
include a so called “sustainability coefficient”,
the essence of which is that the amount of the
pension may change on a continuous basis, in
accordance with the expected rise in life
expectancy. For instance, if during the next ten
years life expectancy will grow by one year, the
pension of people who will retire in ten years'
time will decrease by 5 per cent. The reforms
were badly needed, since the pension system
was so generous (occasionally, some people's
pensions were higher than their last earnings)
that it would have financially collapsed by
2015. In addition, the birth-rate has also drasti-
cally decreased in the past 30 years (by 35 per
cent). For the time being, citizens over 65
account for 7 per cent of the population, but in
2050 one in every three Portuguese citizens will
belong to this age cohort.   

Yet, there are some people who deny the
existence of the pension bomb, and do not see
any problem in the ageing of the society.
According to a study prepared by a British
research institute called Tomorrow's Company,
the increasing productivity counterbalances the
negative effects of the ageing society. They
believe that instead of comparing the number
of senior (65+) citizens and that of the work-
ing age population, much deeper consequences
can be derived from the comparison of the
number of active and inactive citizens. 
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I acknowledge that this methodology is valid in
certain respect, however I find this optimistic
approach false and dangerous. The govern-
ments do need to take the problem of ageing
seriously, and must implement profound
reforms in the pension systems as well as in
other fields of the supply system. And this is
valid not only for Europe. China is also rushing
to strengthen its pension system, which is still
in an embryonic state. The traditional pension
system based on state administration and com-
panies has fallen apart, and for the time being
there is no alternative. The old system was a dis-
bursing, allocating system without actual contri-
bution payment. Efforts are now being made to
replace this system with a contribution-
disbursement type system. The system of per-
sonal pension accounts has also been introduced.
Self-employed people, migrant workers and
farmers are being driven into this scheme, how-
ever, most things exist only at the level of inten-
tions so far. The pension system of Japan is also
undergoing great changes: private pension funds
based on fix payments were introduced in 2001
following the US example. In four years as many
as 1.5 million employees joined such funds.

POSSIBLE SOLUTIONS

It is extremely important for the EU member
states to combat the challenges of ageing. To
this end, the governments must improve their
budgetary positions, significantly decrease
their state debts, and must inevitably imple-
ment the comprehensive reform of their pen-
sion and health insurance systems. During the
labour market reforms it must be taken into
account that the average life expectancy will
rise (from 61.5 years in 2003 to 62.4 years by
2050). Therefore, one must move away from
the static retirement age, and determine
dynamically how long employees should stay
economically active. This, of course, requires

measures against discrimination by age, an
appropriate wage and tax system, as well as the
promotion of life-long learning. 

The presence of people over 55 on the labour
market will continuously grow, wherefore
companies will have to increasingly rely on the
employment, retainment and further training
of “ageing” employees.   During the develop-
ment of the innovative corporate strategies the
ageing of the society will become an increas-
ingly important factor in the transport, tourist
and financial service sectors alike. The signifi-
cant rise in the ratio of the elderly population
will entail a change in the structure of social
consumption, which may bring certain prod-
ucts and services to the forefront. One of the
most important objectives is to allow elderly
people continue with their work or work part-
time while receiving old-age pension, as it is
shown by the trend developing in the US.
While the employment rate in the 65 to 74 age
cohort was only 5.6 per cent in the EU (in
2003), it was 18.5 per cent in the US. 

The key word in the labour market reform
must be flexibility, also in relation to young
employees. It may happen that young workers
would like to spend more time with their chil-
dren; however, at a later stage in their lives they
may wish to work more, wherefore jobs and
employment must be organised in a new, more
flexible manner. This is all the more so since the
length of education is increasing. However, the
most important task is to improve the employ-
ment willingness and opportunities of people
over 55 years of age. This will only be possible
if the member states change the current rules
that make early retirement more desirable than
staying on the labour market, e.g. by the adjust-
ing their taxation, further training and wage
policy concepts to the ageing society. It is also
important to significantly improve the quality
of healthcare services designed to serve the
physical and mental health of the elderly. A key
tool for this could be the creation of a really sin-
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gle European healthcare market. This would
mean that people could use the services of any
healthcare system, just like they have been buy-
ing foreign consumption goods and using for-
eign services for decades. It is inevitable to raise
the retirement age by several years, and proba-
bly, instead of setting a fix retirement age, a
flexible system should be introduced that
would take into account changes in the average
age, i.e. the continuous rise thereof.

During the transformation of the pension
system it must also be taken into account that
in the traditional societies children took care of
their old parents, i.e. having grown up, the
young generations re-channelled resources to
their parents who have lost their working abil-
ities. The modern pay-as-you-go systems actu-
ally build on the same principle with the impor-
tant difference that family relations no longer
play a role in the system. This does not change
the fact that the more young people are in the
system, the more resources can be made avail-
able for the elderly. Naturally, it would make no
sense to return to the intergenerational transfer
based on large families, however, when calcu-
lating pension eligibility, taking into account
the number of children with which a parent
contributes to the social workforce, is far from
being a thought from the devil. We could see
that Portugal did introduce this logic during its
own pension reform.

In the case of private pension schemes a shift
must be made from contracts promising fix
pensions to contracts specifying fix contribu-
tions, since it is impossible to guarantee fix
payments due to the extremely extended years
in retirement. The relevance of corporate pen-
sion funds must be reconsidered, too, in a
world in which the employees no longer spend
their entire active life at one company, but
rather, adjusting to the conditions of the fast
pace and ever changing world, they swap work-
places several times even within a decade.
Corporate care about retired employees is an

obsolete concept, and cases like that of Enron
warn us: it is not sure that our pension is in
good hands when trusted to our bosses. 

Europe has got a tough job: it must increase
its natural fertility, it must find the intergener-
ational social balance and justice, and must find
the resources to be able to cover the rampant
pension and healthcare related costs. Increasing
costs may not lead to overspending, because it
would jeopardise not only the common
European currency, but also the balance of the
national economies, and through this, social
peace. The most important tools of the “escape
forward” are encouraging childbirths, enhanc-
ing the efficiency of European work, i.e. the
European workforce, keeping people at work
as long as possible by modernising labour mar-
ket and other rules, as well as by implementing
the reform of the pension systems.
Demographic policy should assume a new, hor-
izontal approach that takes into account ageing
and the declining birth-rate. Countries hit by
the negative demographic trends are trying to
mitigate the situation with different tools. In
Japan, the growth of marriages is fostered by
government sponsored dating and excursion
services for single adults. In 2005, France
announced that it would provide a “financial
reward” to mothers that undertake to raise a
third child. The Scandinavian countries are
engaged in a somewhat more sophisticated pol-
icy, and are developing childcare services, as
well as the system of maternity and child rear-
ing leaves. There are countries in which the
“demographic” reforms face a tougher fate, e.g.
in Spain and in Germany because of the linger-
ing memory of Franco's system and the Nazi
past, respectively, or in England due to the fact
that the state's interference with private life has
been a political taboo for centuries. 

Immigration from outside Europe may offset
the population decline until 2025, however, this
itself does not provide a complete solution for
the problems caused by ageing, and cannot sub-
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stitute economic reforms either. At any rate, it
will be thanks to immigrants that the European
society will not decline in number in the com-
ing decades. This also means that by 2050,
Europe will need to find the recipe for peaceful
coexistence with a Muslim minority of 70 to 80
million, which will probably not be an easy task. 

The promotion of the willingness to work,
i.e. encouraging participation in the world of
work is another way of ensuring economic
growth. According to the calculations, the eco-
nomic benefits of raising the employment rate
by 7 per cent are at par with that of Europe tak-
ing in 1.3 million immigrants. 
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Antal Stark

Culture 
and its financing

CCulture is the totality of the knowledge, moral
norms, symbols, lifestyle traits and acquired
behavioural patterns of society. Culture is soci-
ety's way of life, the heritage passed down by pre-
vious generations; the way of thinking and the
world view; an intellectual standard to be
acquired by education and cultivation. Culture is
a category that can be defined in many ways; in
its most general interpretation, it encompasses all
areas of learning. It determines our everyday
lives; it is the basis for social-economic develop-
ment. Its direct social-economic effects are diffi-
cult or impossible to express numerically, but its
role can be traced down in social and economic
processes. Cultural progress is advocated by all
political ideologies and there is general agreement
that the state must foster it.

SOME CHARACTERISTICS OF CULTURAL
DEVELOPMENT

The reform of public finances, the conver-
gence programme of Hungary make it impera-
tive to reconsider the role of the state in all
areas of society and the national economy. In
some areas, the role of the state is unquestion-
able; it is only the extents and methods that are
disputable. Such areas are education, health
care and social care. In some other areas, the

market, self supply and social self-organisation
also have considerable roles in meeting social
demands in addition to the state. Such areas
include, among others, culture as products and
as services.

It must be established which segments of
culture and public education require state care
and to what extent, and which may be exposed
to market rules. This requires a survey of the
cultural state of the country and the changes
therein since the political change. It also makes
it necessary to explore the state of cultural
vehicles and media as well as culture consump-
tion trends. It is considering the above as well
as the desired goals that the state action plan to
serve as the basis for an active cultural policy
can be worked out.

The cultural demands of society are con-
stantly changing; the visual media, television
and a diversity of electronic services later on
have gradually been replacing traditional cul-
tural media, at a disputable standard. It is part-
ly the above and partly social development that
influence the formation of cultural demand, the
major changes of direction in which are to be
outlined below. 

The most traditional medium of culture is
literature; its material manifestation are books.
Typical indicators of book publishing and
libraries have developed as shown in Table 1.
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Table 1

BOOK PUBLISHING, LIBRARIES

Name 1980 1990 2000 2005
Books published

number pcs 8 241 7 464 8 986 12 898

number of copies thousand pcs 94 700 113 112 35 246 40 974

Number of libraries pcs 10 498 7 350 4 491 4 838 

incl: national pcs – – 12 17

libraries of settlements pcs 4 915 4 179 3 132 3 230

workplace libraries and others pcs 5 583 3 171 1 340 1 591

Number of library visits thousand people 19 988 18 939 23 029 28 056

Number of librarians people 3 535 3 976 5 979 6 972

Budget expenditure HUF million 715 3 469 17 573 28 482

Table 2

ARCHIVES

Name 1980 1990 2000 2005
Number of archives pcs 29 35 73 85

Number of researchers people – 5 219 10 997 11 965

Number of clients people – 10 060 19 970 38 666

Number of employees people 610 816 978 1 129

Budget expenditure HUF million – – 2 776 6 179

Table 3

MUSEUMS

Name 1980 1990 2000 2005
Number of museums pcs 487 754 812 772

Unique works of art thousand pieces 7 695 10 354 12 739 28 374

Number of visitors thousand people 16 217 13 977 9 895 11 335

Number of employees people 5 115 6 514 5 931 4 477

Income from tickets HUF million – 259 2 362 2 098

Budget expenditure HUF million 407 1 955 21 066 30 083

Table 4

THEATRES

Name 1980 1990 2000 2005
Number of theatres pcs 33 43 52 55

Number of theatre-goers thousand people 5 635 4 991 3 938 4 412

Number of full-time employees people 5 420 6 345 4 962 5 123

Income from tickets HUF million 119 – 2 629 6 713

Budget expenditure HUF million 411 2 564 23 898 26 520
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In 1990-2005, the number of books pub-
lished rose 1.7 times and the supply diversified
remarkably. The number of copies, on the
other hand, gradually fell to about 30 million
copies per year by 2001. In 2005, there was
some rise again but no conclusions can yet be
made about a permanent trend. 

In 1990, the average number of copies of
the books published was 15 thousand; in 2005,
it was only 3, 200. This involves financial
hardship for the competing publishers as well
as the authors and a continuous rise in book
prices. 

Until the mid 1990's, the number of libraries
gradually decreased, due to the drastic liquida-
tion of libraries of settlements to a lesser extent
and of factory and workplace libraries to a
greater extent. At the same time, the number of
visitors has been continuously and welcomely
rising. Unfortunately, the rise in the book stock
has not kept pace, not in libraries of settlements
at least. (Their book stock comprised 51,608
thousand book units in 1990 and 45,048 thou-
sand in 2005.)

The number of librarians also rose, propor-
tionally with the growth in the number of visi-
tors. The budget expenditure on libraries
increased 8.2 times in 1990–2005 but, since
there was an 8.4-time growth in consumer
prices during the same period, there was some
fall in the real value of subsidies. 

Organically related to libraries, there is
another group of public collections: the net-
work of archives (See Table 2). 

As data reflect, there has been a major
change of attitude towards archives. In 15
years, the number of visitors almost quadru-
pled. While the number of visitors used to be
twice as high as that of the researchers, today it
is almost four times higher. The number of
employees has risen by some 40%. 

The museum network established by 1990,
although it has undergone smaller changes
throughout the years, has stayed essentially

stable. The art collections of museums have
expanded remarkably. (See Table 3)

The falling trend in the number of visitors,
which started in the 1980's already, continued
until the end of the 1990's. As a result of the
serious efforts made by museums in the years
that followed (special exhibitions, other events,
etc.), we have witnessed growing interest in
museums once again. 

The situation of museums regarding their
personnel and their finances has undergone
peculiar developments. In 15 years, the number
of employees decreased by one third, the
income from tickets rose 8.1 times and budget
expenditure increased 15.4 times, i.e. 1.8 times
in real value. 

The most ancient representational form of
art is theatre. Although the number of theatre-
goers has fluctuated in the past one and a half
decades, there has been relatively little fall.
Television can be no substitute for the magic of
live performances and, in the past decade, it has
not even attempted to be. (See Table 4)

While the number of theatres continued to
grow even after 1990, the number of full-time
employees decreased. The income from tickets
certainly increased but it did not reach even
one fifth of the budget expenditure in 2005,
either. In 15 years, budget subsidies grew 10.3
times, i.e. by one fourth in real value. The state
has thus not let theatres down. 

Closely related to theatres, there are open-
air performances as well. (See Table 5)

There is an interesting contradiction reflect-
ed by the numbers. In 1990–2005, the number
of open-air stages rose, while the number of
viewers fell. The total income from tickets also
decreased by almost 30 per cent in real value,
but in 2005 it was still by one third higher than
the budget expenditure. 

Unfortunately, both the number of concerts
and that of concert-goers fell in the 1980's as well
as in the 1990's, but since the year 2000 the inter-
est in concerts has started to stabilise. The artis-
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Table 5

OPEN-AIR PERFORMANCES

Name 1980 1990 2000 2005
Number of open-air stages pcs 18 20 18 35

Number of viewers thousand people 196.9 286.6 110.6 124.3

Income from tickets HUF million 12.3 67.7 170.0 403.0

Budget expenditure HUF million – – 277.3 303.1

Table 6

CONCERTS

Name 1980 1990 2000 2005
Number of performances pcs 2 505 1 723 1 281 1 355

Number of concert goers thousand people 1 205 749 426 454

Table 7

PROFESSIONAL FOLK ENSEMBLES

Name 1980 1990 2000 2005
Number of performances pcs – 135 441 601

Number of viewers thousand people 129.0 57.0 163.9 211.5

Table 8

CINEMAS

Name 1980 1990 2000 2005
Number of cinemas pcs 3 624 1 960 564 466

Number of cinema goers thousand people 60 718 36 220 14 294 12 093

Income from ticket HUF million 499 1 510 7 687 9 763

Number of film premieres pcs 220 258 199 220

Table 9

INSTITUTIONS AND COMMUNITIES OF PUBLIC EDUCATION

Name 1980 1990 2000 2005
Institutions of public education

number pcs 2 554 2 391 3 265 3 778

full-time employees people 11 416 13 454 15 959* 17 710

Creative cultural communities

number pcs 10 274 8 203 6 023 9 842

number of members thousand people 206.6 176.8 149.5 194.2

Clubs, circles, study circles

number pcs 5 714 4 537 4 664 9 629

number of members thousand people 237.3 236.3 182.3 361.1

* in 2001
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tic effect of high-level music is an inestimable
social need and, since Hungarian musical culture
is amply represented, the state should spend sig-
nificantly more on patronage. (See Table 6)

There has been a welcome improvement
in the number of concerts of professional folk
ensembles and the number of viewers at their
performances. The public education move-
ments, which have been undoubtedly fruitful,
have probably also contributed to their success.
(See Table 7)

There has been a drastic fall in the number
of cinemas and cinema goers. It is here that the
television, video, DVD and home cinema sys-
tems have caused the worst decline. In 15 years,
the number of cinema goers fell to one third.
(See Table 8)

The network of motion picture theatres has
shrunk and, through the introduction of new
establishments comprising several movie halls,
it has undergone a major transformation. In one
and a half decades, the real value of the income
from tickets rose 2.3 times per head but its total
volume shrank by one fourth. 

The number of film premieres fluctuated
within a relatively limited range. The number
of Hungarian film premieres was 20–30.

A major achievement of Hungarian cul-
tural policy has been the spectacular develop-
ment in the field of public education. A tangible
sign of this is the sensible growth in the num-
ber of public educational institutions and their
full-time employees. (See Table 9)

The numbers of creative cultural communi-
ties, clubs, circles and study circles as well as
the number of their members and participants
have significantly grown. Data clearly reflect
that something has stirred in community life
that must be shielded and protected and it is
the responsibility of the state to guarantee the
conditions for its development. 

In the past 15 years, there has been a spectac-
ular growth in the number of folk art events and
their participants. Entertainment programmes

have fluctuated but have widened overall. (See
Table 10) The drop in artistic events, on the
other hand, deserves attention despite the fact
that the number of participants has risen since
the year 2000. The developments in community
events cannot be evaluated responsibly due to
the uncertainty of statistical recording. 

A most important field of public education is
popular science; the organisation of exhibi-
tions, lectures and courses. (See Table 11)
Advance has been made in all the three areas of
the field, especially since the year 2000. 

The data presented illustrate very well
what changes have taken place in traditional
fields of culture, in cultural supply and
demand. It is the media that have had a deter-
minative role in the changes. Finally, consider-
ing the media, some data of the public service
media are to be presented hereby to illustrate
the programme structure of radio and televi-
sion in the past years. (See Table 12.)

The programme times of the two major
pubic service media have been almost of the
same length and slightly lengthening. The pro-
gramme times for literature and entertainment
have shortened in the case of the radio and
lengthened in that of the television but the
numbers do not reflect the changes in the cul-
tural values of these programmes. 

The media market is otherwise ruled by the
commercial media, the cultural standard of
which and the behavioural patterns broadcast
raise strong doubts. 

An important duty among the cultural
responsibilities of the state is the representa-
tion of Hungarian culture abroad. There are
certainly numbers of organisations and enter-
prises that have specialised for this field.
Hungarian institutions and ensembles further-
more have extensive international relations.
The official Hungarian cultural missions
abroad are the Hungarian Institutes.

At the moment, there are 18 Hungarian
Institutes in operation, some of which are cul-
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Table 10

EVENTS

Name 1980 1990 2000 2005
Entertainment events

number pcs 41 677 23 973 25 631 23 425

number of participants thousand people 9 000 5 012 7 341 5 921

Artistic events

number pcs 63 168 78 323 53 233 36 879

number of participants thousand people 6 678 6 242 3 669 4 702

Folk art events

number pcs 7 031 1 141 1 846 8 820

number of participants thousand people 6 772 414 671 5 211

Community events

number pcs 8 395 – 43 944* 40 690

number of participants thousand people – – 1 399* 5 211

* in 2001

Table 11

POPULAR SCIENCE

Name 1980 1990 2000 2005
Exhibitions

number pcs 6 937 5 433 8 331 14 689

number of visitors thousand people 6 735 3 495 4 188 6 251

Popular science lectures

number pcs 111 715 24 136 16 742 29 550

number of participants thousand people 4 655 1 072 885 1 408

Courses

number pcs 7 975 13 065 6 320 6 965

number of participants thousand people 210.2 281.2 156.5 240.8

Table 12

PUBLIC SERVICE MEDIA

Name 1999 2000 2001 2002 2003 2004 2005
Radio programme time (hours) 22 845 24 583 24 671 24 575 25 360 26 078 26 063

including: news, information 7 765 7 691 6 776 7 557 7 773 7 363 6 810

literature, entertainment 2 445 2 777 2 957 2 582 2 333 2 102 1 970

music 9 112 10 489 11 099 10 577 10 317 10 410 10 417

Television programme time (hours) 20 969 23 573 23 577 23 369 25 354 25 607 25 664

including: news, information 6 307 7 497 7 671 7 993 9 066 9 110 9 066

literature, entertainment 6 890 6 514 5 920 6 279 6 382 7 355 7 128

music 778 1 023 1 019 794 1 195 889 817
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tura hungaricum institutes with a wide spectrum
of activities while others are counsellor's
offices with a narrow range of tasks. 

The two biggest institutes, with a budget of
HUF 250–300 million (rental fees excluded),
are the Hungarian Cultural Institutes in Berlin
and in Paris. The two oldest Hungarian
Institutes, in Vienna and in Rome, are of almost
the same magnitude as the above. 

The next group of institutes, with a budget
of HUF 130–180 million, includes the
Hungarian Institutes in London, Stuttgart,
Brussels, New York, Prague and Bucharest.
Another group, with a budget of HUF 80–120
million, comprises the Hungarian Institutes in
Helsinki, Bratislava, Warsaw and Delhi, while
the institutes in Sofia, Tallinn and Cairo have a
budget of HUF 30–50 million. 

The cornerstones of Hungarian cultural pol-
icy are making the world familiar with Hungary
and Hungarian culture and widening interna-
tional relations. The country's opening up to
the world to a greater extent will be useful for
Hungarian society if it is based on a wider
interpretation of culture, i.e. if the concept of
culture includes education and science as well. 

A cultural opening-up in its wider sense has
several forms and methods that should be used.
Thus, international events, festivals, the coop-
eration of cultural workshops, educational and
cultural exchange programmes, cooperation in
scientific research, etc., are all important but
the most important condition probably is the
development of the institutional system gener-
ating international relations. 

Widening the cultural institutional network
abroad is constrained by the budget opportuni-
ties available. This is why it is important to
look for solutions that are applicable within the
given framework. Such is the network of cul-
tural attachés, for example, serving as cores of
future cultural institutes, the first elements of
which are the attachés in Shanghai, Tel-Aviv
and Belgrade.  

The Central-East European study centres of
foreign universities can be involved in the activ-
ities of Hungarian institutes abroad and close
relations can be established also with the Science
and Technology Attachés, a network of foreign
representations in the fields of science and tech-
nology currently operating at 11 stations.   

There are certainly no objective data to show
how the cultural standard of the Hungarian pop-
ulation has changed since the political change
and what roles culture and knowledge have had
in increasing GNP. We do know, however, that
there has been a spectacular improvement in the
schooling of the population.  In 1990, the ratio
of people with a higher education degree was 7.6
per cent and that of people with secondary qual-
ifications was 33.2 per cent. In 2005, 14.3%
already held higher education degrees and 46.5%
had secondary qualifications. Besides this spec-
tacular and welcome change we do know at the
same time that plaza-culture activities, mediati-
zation and internet depen-dence have become
characteristic for especially young people. In
addition, littering, vandalism and violence are
characteristic for public life. In order to change
these, a change of attitude is necessary, in which
cultural influence has a determinative role in
addition to family and school.  

Although it is impossible to express culture
numerically, there are data on the cultural
expenditure of the population, the income of
cultural enterprises and non-profit organisa-
tions as well as, most important of all, on the
general government expenditure on culture. 

CULTURAL EXPENDITURE

In the past years, the cultural expenditure of the
population has been dynamically rising. The
household statistics of the Hungarian Central
Statistical Office reveal the following changes in
the per capita expenditure on education, recre-
ation and entertainment (See Table 13). 
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Table 13

PER CAPITA EXPENDITURE ON EDUCATION,
RECREATION AND ENTERTAINMENT

HUF per head Ratio of all expenditure 
percentage

1993 8 457 6.1
1998 18 972 6.2

2002 36 432 7.0

2005 54 968 8.1

In twelve years, cultural expenditure rose 6.5
times which, considering the 4.1 time price rise,
means 1.6 times growth in real value. Thus, the
share of cultural expenditure within the total
expenditure of the population rose significant-
ly. An important characteristic of cultural
expenditure in the broader sense is its income
sensitivity, i.e. the fact that it grows much
faster than the income rise. 

In 2005, for example, the average cultural
expenditure was HUF 54,968, but, in the high-
est income 10 per cent of households it was
HUF 152,437 and in the lowest income 10 per
cent it was HUF 18,442, i.e. there was an 8.3
times difference in the expenditure of the high-
est income and lowest income households. The
share of cultural expenditure within total
expenditure was almost double, too, since it was
5.9 per cent in the case of lowest income and
10.9 per cent in highest income households. 

The above also means that the share of the
population in financing cultural services is
increasingly dependent on income conditions,
i.e. there is a direct correlation between
incomes and the general government expendi-
ture on culture.

The above contracted data of household sta-
tistics can be examined in detail in a publication
of the Hungarian Central Statistical Office pre-
senting national accounts. According to this, in
the year 2005, the expenditure of the popula-
tion on education, recreation and culture, com-
pared to the total expenditure, was as follows in
Table 14. 

Table 14

TOTAL EXPENDITURE ON EDUCATION,
RECREATION AND ENTERTAINMENT IN 2005

(HUF million)

Educational services 139 757

Organised package tours 97 300

Cultural services 294 641
Total 531  698

The total expenditure of HUF 523 billion,
numerically, absolutely matches the total
expenditure of the population calculated on the
basis of the above household statistics. It is the
expenditure on the purchase of cultural servic-
es, i.e. HUF 295 billion, that may be consid-
ered cultural expenditure in the narrower sense.
This, however, may be complemented with
expenditure on newspaper, books and sta-
tionery, which means that, in 2005, the total
expenditure of the population on the purchase
of cultural services and on newspaper, books
and stationery was the following: 

Expenditure on cultural services HUF 294 641 million

Expenditure on newspapers, books 

and stationery HUF 185 308 million
Total HUF  479  949  million

All in all, actual cultural expenditure in 2005
was some HUF 48,000 per head.

Yet, even this does not include expenditure
on cultural investment, i.e. the purchase of
audiovisual, photo optical and information
processing equipment as well as other durable
cultural goods, the amount of which in the year
2005 was HUF 202,031 million, i.e. some HUF
20,000 per head. 

The fast increase in the amounts spent on
cultural goods is well illustrated by the fact
that, while in the year 1993 there were 70
colour televisions per 100 households, in 2005,
there were 140 already and, during the same
period, the number of personal computers per
100 households rose from 6 to 43. Thus the
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peculiar situation has developed that, while in
Western Europe colour television penetration
is 90–100 per cent and in the Czech Republic,
Poland and Slovakia it is 80–90 per cent, in
Hungary it is 140 per cent. The situation is dif-
ferent in the case of personal computers: in
Western Europe, computer penetration is
50–80 per cent; in Poland it is the same as in
Hungary; in the Czech Republic it is higher; in
Slovakia it is lower. 

Closely related to the rising cultural
expenditure of the population, there has been a
fast increase in the performance of cultural
enterprises. (See Table 15)

The incomes of cultural enterprises are diffi-
cult to compare in time due to the inner struc-
tural and auditing changes but it can be estab-
lished nevertheless that there has been a fantastic
growth in the past years. The incomes of enter-
tainment and cultural enterprises grew 31 times
in thirteen years, which was a 5.2 time growth in
real value. In the year 2004, the number of enter-
prises was 22,198. The incomes of publishing and
partly also printing enterprises grew 15 times, i.e.
2.5 times in real value. In 2004, the number of
such enterprises rose to 8,036.  

The major expansion of enterprises is in
accordance with a structural change in house-
hold incomes and consumption. As regards
future expectations, it should be kept in mind
that, as a consequence of the convergence pro-
gramme, there will be a temporary slowdown in
both household incomes and consumption as
well as in the general government expenditure,
which will clearly result in a standstill also in
the growth of company incomes. 

The non-profit sector, too, has an increas-
ing role in meeting the social consumption and
thus the cultural demand of the population.
From the year 1992, the number of non-profit
organisations rose by 63% and, by 2005, there
were 56,694 in number. Of these, there were
22,255 foundations and 34,439 non-profit part-
nership organisations or public benefit associa-
tions. 32 per cent of the foundations provide
educational and 15 per cent social services,
while 13 per cent, i.e. some 2,900, are cultural
foundations. 

26 per cent of the non-profit organisations
are engaged in free-time and 18 per cent in
sports activities, while a considerable number
provide professional representation. 

In 2005, the income of the non-profit sector
amounted to HUF 854 billion, which meant a
76 per cent real growth compared to 1992. In
the year 2000, 28 per cent of the income of
HUF 495 billion was state subsidies, which
rose to 40 per cent, i.e. HUF 345 billion by
2005. During the same period, the ratio of pri-
vate subsidies fell from 16 to 13 per cent.  

It was mainly public benefit associations and
public foundations that were provided state
subsidies, while state funding did not amount
to even one third of the income of other foun-
dations and associations. Although there are no
figures available, the ratios in the subsidisation
of non-profit cultural organisations were about
the same, too.  

It was the incomes that served as the cover-
age for both the professional operation of non-
profit organisations and the subsidies provided
by them. In the year 2005, the subsidies pro-

Table 15

INCOMES OF CULTURAL ENTERPRISES

Name 1991 1996 2001 2004
Entertainment, cultural and sports enterprises 17 572 129 010 363 671 545 122

Publishing and printing enterprises* 33 446 107 916 450 192 510 415
Total 51  019 236  926 813  863 1  055  537

* In 1991–1996, only publishing houses
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vided amounted to HUF 128 billion, 70 per
cent of which were given to organisations and
30 per cent to private people. The amounts of
income according to fields of profession and
their distribution are presented in Table 16.

Table 16

THE INCOME OF NON-PROFIT 
ORGANISATIONS IN 2005 ACCORDING TO

FIELDS OF PROFESSION

Fields of profession Income Share in total,
(HUF billion) percentage

Culture 115 13.5

Free time 51 6.0

Sports 43 5.0

Education 107 12.5

Settlement development 102 12.0

Professional interest repr. 98 11.5

Social services 85 10.0

Economic development 81 9.5

Health care 64 7.5

Environment protection 34 4.0

Research 26 3.0

Other 48 5.5
Total 854 100.0

Thus, the income of cultural non-profit
organisations in the year 2005 was HUF 115

billion approximately, a significant part of
which was state subsidy. There are no data on
the exact share of the private sphere but, on the
basis of the general trends, it can be established
that the situation of the non-profit sphere is
not up to expectations yet since it has only
partly succeeded in performing its basic duty,
i.e. to directly and actively involve the financial
sources and activities of the community or
society in order to attain community goals. 

The general government final accounts of
the Ministry of Finances reveal that, in 2005,
the consolidated, i.e. non-accumulated general
government expenditure on cultural activities
and services was HUF 165.2 billion. From the
above, the central budget spent HUF 69 billion
and local governments HUF 96.2 billion on
culture. At the same time, HUF 32.7 billion of
the above sum spent by local governments had
come from central budget allowances, i.e. only
two thirds of the cultural expenditure of local
governments were actually covered from their
own sources or from transferred funds. 

The Statistical Yearbook of 2005 of the
Hungarian Central Statistical Office reveals
that, in 2005, the general government expendi-
ture on culture was HUF 169.8 billion, accord-

Table 17

CULTURAL EXPENDITURE OF THE BUDGET
(HUF million)

Name 2002 2003 2004 2005
Book, music, newspaper publishing 2 623 3 872 4 282 3 561

Radio, television-programme service 1 695 2 095 1 777 1 775

Public educational activities 72 082 86 521 93 502 98 935

including: cultural centres 23 072 25 886 27 644 30 038

libraries 23 196 27 268 27 380 28 482

museums, archives 25 814 33 367 35 294 36 261

Artistic activities 54 771 49 073 48 688 44 061

including: theatres 22 606 26 157 26 368 26 520

music and dance art 12 762 15 076 15 343 14 088

Zoological and botanical gardens, parks 7 692 8 602 9 318 9 913

Other cultural and entertainment activities 9 219 13 222 12 818 11 693
Total 148  082 163  385 170  385 169  838
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ing to the professional distribution presented
in Table 17.

It is clear from the data that the state subsidi-
sation of public education has grown above
average, while the subsidisation of artistic activ-
ities has radically decreased in the past years. In
2005, 38 per cent of the total subsidies went to
public collections, i.e. to libraries, museums and
archives. Subsidies for artistic activities made up
26 per cent, two thirds of which went to the-
atres and one third to music and dance art,
while public educational institutions received 18
per cent of the subsidies. Similarly, 18 per cent
were spent on other cultural goals, including
book, music and newspaper publishing, the sub-
sidisation of which was exceptionally low. 

According to public accounts, in addition to
the cultural subsidies in the narrow sense of the

word of HUF 165.2 billion in the year 2005,
the subsidisation of community and entertain-
ment activities, broadcasting and publishing
activities, sports and free time activities as well
as religious and party activities was also consid-
ered cultural expenditure. Taking all these into
account, the general government expenditure
for culture in the broader sense of the word
amounted to HUF 355.6 billion, i.e. GDP 1.51
per cent in the year 2006. 

The detailed changes in the general govern-
ment expenditure on culture are summarised in
Table 18.

In the past one and a half decades, cultural
expenditure in the broader sense of the word
has fluctuated remarkably. In the first few years
after the political change, cultural expenditure
compared to GDP rose, due to the fall in GDP

Table 18

GENERAL GOVERNMENT EXPENDITURE ON CULTURE* 
(HUF billion)

Year Cultural Community and Broadcasting, Sports, Religious Party Culture, GDP
activities entertainment publishing free time activities activities sports per-

activities activities activities activities centage

1989 – – – – – – 26.6 1.54

1990 – – – – – – 32.9 1.57

1991 17.2 4.0 14.6 6.0 0.3 0.7 42.8 1.71

1992 22.8 4.9 21.2 7.8 3.2 1.1 60.9 2.07

1993 26.9 4.9 27.1 9.3 5.9 1.3 75.4 2.13

1994 31.3 6.1 31.9 10.1 6.8 1.1 87.3 2.00

1995 32.1 7.4 35.4 10.6 6.8 1.0 93.3 1.68

1996 42.3 8.0 30.2 14.5 7.3 1.3 103.6 1.50

1997 50.8 11.0 7.0 17.6 7.3 1.7 95.3 1.12

1998 62.7 13.9 8.2 23.4 10.6 2.1 120.8 1.20

1999 73.6 10.9 13.2 26.6 15.6 2.3 142.2 1.24

2000 92.6 11.9 11.3 23.2 17.3 2.5 158.9 1.21

2001 91.0 11.3 11.6 32.3 21.9 2.5 170.6 1.15

2002 145.4 14.8 27.3 72.6 25.4 2.5 237.9 1.42

2003 131.4 18.3 44.4 44.8 31.0 2.5 272.5 1.48

2004 142.2 19.6 44.0 85.3 33.9 2.5 327.6 1.60

2005 165.2 18.7 46.8 61.6 29.8 2.5 324.7 1.49

2006 179.5 19.4 52.0 71.5 30.6 2.6 355.6 1.51

2007** 167.2 17.7 53.3 62.5 34.3 2.5 337.5 1.33
Note: 
*   consolidated (non-accumulated) data 
** appropriations
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primarily, which trend continued until 1993. 
A continuous fall followed afterwards until
1997, after which we could witness another
period of growth until 2004. In 2005 and 2006,
GDP-proportionate expenditure was approxi-
mately the same while, considering the appro-
priations for 2007, the rate of expenditure is to
fall sensibly as a consequence of the conver-
gence programme. 

On the whole, the total general government
expenditure on culture in the period of
1989–2006 rose 13.4 times which, considering
the 11.1-time inflation rise, meant 20 per cent
growth in real value. Expenditure on cultural
activities in the narrower sense rose even faster:
state subsidies in real value grew 1.5 times
approximately. 

In Hungary, the cultural expenditure com-
pared to GDP is most favourable since, during
the above period, the EU average was 1 per cent,
although with significant differences consider-
ing individual countries. Within the 1 per cent
average, considering Western European coun-
tries, the rate was 0.4 per cent in Greece, 0.5 per
cent in Great Britain, 0.7 per cent in Germany,
1.2 per cent in Portugal, 1.4 per cent in Spain and
1.5 per cent in France. As regards former social-
ist countries, the GDP rate of cultural expendi-
ture was 0.9 per cent in Poland, 1.2 per cent in
Slovakia and 1.3 per cent in the Czech Republic. 

As regards the subsystems of public
finances, it is the central budget and local gov-
ernments that play determinative roles. The
majority of the cultural expenditure of the cen-
tral budget is presented in the budgetary appro-
priations of the Ministry of Education and
Culture and its legal predecessors. Other budget
chapters with appropriations for certain public
collections or cultural ensembles are not negli-
gible, either, however. 

The budgetary appropriations for culture of
the Ministry of Culture, later Ministry of
National Cultural Heritage and, today,
Ministry of Education and Culture, have

undergone hectic changes in the period of
1989–2007. (See Table 19)

Table 19

BUDGETARY SUBSIDIES FOR CULTURE OF
THE MINISTRY OF EDUCATION AND CULTURE

AND ITS LEGAL PREDECESSORS

Year HUF million
1989 2 793

1990 3 537

1991 4 387

1992 9 111

1993 10 189

1994 10 053

1995 13 155

1996 14 129

1997 16 505

1998 18 156

1999 32 618

2000 40 347

2001 43 856

2002 58 626

2003 52 495

2004 62 507

2005 66 620

2006 60 014

2007 56 059

In the years 1989–1991, cultural subsidies,
expressed at today's prices, equalled HUF 30
billion per annum, compared to HUF 60 bil-
lion in 2006. Three quarters of the expenditure
went to national public collections and art
institutions. Central budget subsidies for indi-
vidual target duties were most untypical. 

In the years to follow, the ratio of develop-
ment subsidies and (target) subsidies ear-
marked in chapters of the central budget grad-
ually increased. In the years 1992–1993, the
cultural subsidies provided by the ministry rose
to HUF 47.43 billion expressed at today's
prices, due to an increase in the subsidies for
national institutions primarily. 

In 1994–1998, institutional subsidies rose
from HUF 6.3 billion to HUF 10.5 billion at
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current prices but, due to the high inflation, the
subsidies fell to almost one half (53 per cent) in
real value. There was an even higher loss in
value in the case of chapter-managed appro-
priations. 

In the year 1995, when museum reconstruc-
tion projects were launched, the earlier stagnat-
ing development subsidies multiplied, to be
followed by another significant rise as a conse-
quence of the National Theatre investment. 

From the almost annually changing title
entries of chapter-managed appropriations, it is
difficult to make conclusions on the subsidised
goals. In 1992–1996, the rate of subsidies rose
nominally, in which the growth of the public
education target subsidy as well as the appro-
priations for the Hungarian Creative Arts
Foundation and the celebrations of the
Hungarian conquest had a major role. In 1997,
there was a little fall in subsidies, followed by a
drastic fall in 1998. 

In 1999–2002, there was a sharp rise in the
budget appropriations for the then newly inde-
pendent culture ministry. In 1999 already, sub-
sidies grew more than 1.5 times in real value.
From 1999 to 2002, subsidies, expressed at
today's prices, grew from HUF 49 billion to
HUF 70 billion. The level of subsidies for insti-
tutions doubled at a nominal value, partly
because of the 50 per cent salary increase. 

Development subsidies multiplied. The
amounts spent on museum reconstruction sen-
sibly increased and the construction of the new
National Theatre progressed at a rapid pace.
There appeared millenium investments in a
value of billions.

The amounts of chapter-managed target
subsidies multiplied. To traditional subsidisa-
tion targets, new targets were added like the
celebration of the one thousand years' state-
hood, the funding of acts on culture, the sub-
sidisation of cultural public benefit associa-
tions and, last but not least, the national her-
itage policy. 

In 2003–2007, the overall funding of culture
decreased. Institutional subsidies rose until
2004, after which they stagnated nominally but
decreased in real value. There was a drastic fall
in development subsidies. The only exception
was the year 2004, when the investment appro-
priations of HUF 7.9 billion for the Millenium
Cultural Centre significantly increased the
amount of subsidies. 

Until 2005, there was a rising trend in chap-
ter-managed target subsidies but they have
shown a decrease sensible even in absolute
value since then. If the latter trend becomes
permanent, the state subsidisation policy as
well as the allocation of duties between the
central budget, local governmental budgets and
the National Cultural Fund will have to be
strictly reconsidered. 

Closely related to and in fact complemen-
tary with the funding by the Ministry of
Education and Culture, there is the National
Cultural Fund with significant surplus sources
for culture. (See Table 20)

Table 20

BUDGETARY APPROPRIATIONS 
OF THE NATIONAL CULTURAL FUND

(HUF million)

Year Revenue Expenditure
1992 2 350.0 2 170.0

1993 250.1 200.9

1994 2 043.0 1 983.0

1995 2 269.3 3 079.1

1996 1 537.3 1 513.7

1997 1 457.0 1 457.0

1998 3 713.9 3 332.6

1999 4 628.0 1 628.0

2000 4 600.0 4 600.0

2001 5 550.0 5 500.0

2002 6 000.0 6 000.0

2003 7 250.0 7 250.0

2004 8 887.0 8 887.0

2005 9 600.0 9 600.0

2006 10 215.0 10 215.0

2007 8 615.0 8 615.0
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The appropriations of the fund, nourished
by obligatory cultural contribution payments,
depend on the changes in the range of goods
and services subject to contribution payments,
the rate of payments as well as from the

turnover certainly. It is the fall in the turnover
that accounts for the fact that the appropria-
tions for 2007 are so limited. The use of the
resources of the fund is presented in Table 21.

The data prove that the use structure of the

Table 21

DISTRIBUTION OF NATIONAL CULTURAL FUND
(HUF million)

Name 1998 2005 2006 2007
Historic building protection – 426 412 390

Museums 145 363 403 510

Archives 67 361 321 300

Libraries 172 710 364 329

Industrial arts 140 235 261 248

Architectural arts – 138 107 104

Photographic arts 59 130 137 131

Fine arts 204 209 350 330

Theatre 243 366 331 280

Music 200 402 453 450

Dance 131 216 211 200

Film arts 252 372 399 400

Literature 435 395 403 356

Folk arts 98 255 247 270

Public education 262 419 464 410

Popular science – 371 307 268
Professional  budget  total 2  408 5  468 5  170 4  976

Special projects – 1 462 350 852

Funds to be disbursed by the minister 990 1 493 1 840 1 959
Subtotal  3  398 8  423 7  360 7  787

Operational costs . . 930 869

Reserves . . – 48
Total . . 8  290 8  704*

* including suplus receipts of HUF 204 million from 2006

Table 22

CULTURAL EXPENDITURE OF LOCAL GOVERNMENTS
(HUF million)

Name 2005 2006 2007*
Cultural activities and services 96 256 105 440 99 105

Sports and free time activities and services 43 939 47 357 45 910

Broadcasting and publishing activities 1 547 1 510 1 676

Other community and cultural activities 4 152 3 830 4 396

Total 145 894 158 137 151 087

* appropriations
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fund has undergone significant changes. New
fields of funding have emerged, like architec-
tural arts, historic building protection, popular
science and special projects. The weight of
museum, archival and folk art tenders has
grown significantly, while that of literature and
theatre tenders has decreased. 

Due to the fall in state budget subsidies, the
range of activities financed from the fund
should be reconsidered and restructured. 

The highest share of the general govern-
ment expenditure on culture goes to local go-
vernments.

In 1994, the net operational expenditure of
local governments on culture (excluding own
income) was HUF 17,214 million. From this,
HUF 5,327 million were covered from the cen-
tral budget, i.e. local governments covered
HUF 11,887 million, some 70 per cent of their
expenditure, from their own or from trans-
ferred sources. 

In 2006, local government expenditure was
HUF 105,458 million, of which HUF 30,704
million were covered from state subsidies, so
the earlier rate did not change practically. In
twelve years, expenditure increased 6.1 times,
which, considering the 3.6-time price rise dur-
ing the same period, means 70 per cent growth
in real value. Closely related to the subsidisa-
tion of cultural activities and services in the
narrow sense, there is funding for the sports,
free time and other community activities of
local governments, too, which amounted to
HUF 52,767 million in 2006. The distribution
of cultural expenditure in the broad sense in
the past years is presented in Table 22.

The data reveal first of all that the distribu-
tion of expenditure of local governments is
essentially different from that of the central
budget since, while in the central budget, the
ratio of expenditure on culture in the narrow
sense and that on sports and free time activities
is three quarters to one quarter, it is two thirds
to one third in the case of local governments. 

In local government expenditure, subsidies
from the central budget have a determinative
role. Central budget subsidies for local govern-
ments in the past years are presented in Table 23. 

Table 23

CENTRAL BUDGET SUBSIDIES USED 
IN LOCAL GOVERNMENT CULTURAL 

EXPENDITURE

Year HUF million
1992 4 431.0

1993 5 200.2

1994 5 326.8

1995 5 952.2

1996 3 611.6

1997 6 180.4

1998 13 672.9

1999 15 989.3

2000 6 543.5

2001 6 997.6

2002 7 640.5

2003 13 243.6

2004 30 931.2

2005 32 667.7

2006 30 704.2

2007 29 555.0

The central subsidies for local government
expenditure on culture have changed consider-
ably in the past years. From all the subsidy titles,
it is only subsidies for theatres and orchestras
that have appeared every year. Other forms of
subsidisation have been present for various peri-
ods. It is the normative subsidies for local and
county public education that were the highest
amounts until 1999 and have been the highest
since 2004 once again. Public education subsidies
were introduced in 1998 so as to complement
local expenditure. There were central subsidies
earmarked for art cinemas and zoological parks
in 2003–2006 and to museums in 2004–2006. 

In addition to the funding of culture from
the operational subsidies of local governments,
some of the subsidies earmarked for develop-
ment purposes are also spent on culture. From
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the latter subsidies, an amount of HUF 7,449
million was spent on culture in the year 2006
and 6,642 million in 2007. 

Considering the total general government
expenditure on culture it is easy to see the inci-
dental nature of the subsidisation of broadcas-
ting and publishing activities. Until 1995, the
subsidies nominally increased, after which they
fell to only a fraction of the previous amounts
in 1997–1998. Periods of increase and fall fol-
lowed alternately when, after several years'
stagnation, subsidies for the media started to
rise once again in 2007. 

The summarised data of central budget
appropriations for media subsidies are present-
ed in Table 24.

Table 24

MEDIA SUBSIDIES FROM THE CENTRAL
BUDGET

(HUF million)

Year Subsidy
1991 1 134

1992 2 432

1993 7 854

1994 5 073

1995 7 842

1996 5 374

1997 4 625

1998 8 861

1999 10 393

2000 11 129

2001 13 980

2002 17 638

2003 42 396

2004 46 858

2005 44 564

2006 46 464

2007 52 242

In the past one and a half decades, media
subsidies have multiplied even in real value.
There are very few appropriation targets in
public finances in the case of which subsidies
have risen at a similarly great extent. 

There was an especially great change in 2003
when the central budget contribution to televi-
sion operational duties rose by HUF 20 and later
by 25 billion, doubling earlier appropriations. 

The future of cultural financing is prima-
rily determined by the role of culture in socie-
ty, serving as a basis for economic develop-
ment. The role of the state is important in all
fields of culture but its weight should vary
according to its function. The role of the state
is obvious in establishing the legal framework
of culture, in representing culture on the inter-
national stage and in maintaining the cultural
heritage. 

It is the duty of the state to participate in
cultural financing but the segregation of duties
in financial subsidisation between the state,
local governments, local communities, spon-
sors and the population as users is differentiat-
ed according to professional fields. It is both an
economic and a political responsibility to
establish the ratios. 

In financing state duties, the financing of
•institutions and
•professional programmes and development

should be differentiated.
Central budget funds are limited; in future, it

is budget restrictions rather than increase
opportunities that should be expected.
Therefore, efforts should be made to differen-
tiate state subsidies and establish focal points. 

There are no means for the full-scale financ-
ing of the operation of institutions even today,
which justly causes tension and misunderstand-
ing. The way to solve this problem is to select
what are referred to as ‘high priority institu-
tions’, for which it is necessary to guarantee 

•the financial conditions of operation for
several years,

•sensible loosening of financial management
restrictions.

The main criteria for a high priority institu-
tion is a national role in cultural activities, high
professional standard as well as the readiness to
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provide professional assistance to central or
local governmental institutions operating in
the same field. 

It must be made clear that the extent of state
subsidies to institutions outside the high prior-
ity circle is not guaranteed and, in case of
necessity, organisational changes may also take
place. 

Partly in the subsidisation of institutions and
especially in the financing of professional pro-
grammes and development, the professional
targets of cultural policy are to be implement-
ed. Important targets, with no intention to aim
for completeness, include the following:

•strengthening the educational and training
role of museums through cooperation with
educational institutions,

•developing the culture of reading by skill
development methods,

•protecting endangered archival materials,
•modernising the cultural heritage institu-

tional system,
•stabilising the financial provision for art

institutions and ensembles (orchestras,
choirs, dance troupes),

•working out an act on theatres,
•establishing a uniform motivation system

for creative arts (literature, fine- and indus-
trial arts, etc.), 

•organising major events and festivals,
•increasing the activity of local communities

by the establishment of a uniform subsidis-
ation system for live folk culture,

•widening the international representation
of Hungarian culture.

The list of targets to be considered and set
could be certainly continued but it should be
appreciated that target subsidies based on focal
points can be made greater use of by increasing
the efficiency of accomplishment. 

One way to increase the efficiency of accom-
plishment is to properly choose the operational
form. It should be analysed, for example, if cer-
tain artistic or public education activities could

most efficiently be accomplished within the
framework of a budget institution, an enter-
prise, a foundation or an association. 

The segregation of duties between the sub-
systems of public finances should also be
reconsidered. It should be segregated on the
basis of duties what should be financed from
the central budget, by local governments or
from the National Cultural Fund and overlap-
ping responsibilities could thus be avoided. 

Finally, it is imperative to prepare a long-
term policy on the basis of which the extent,
rate and pace of permanent state involvement
and the role of the market could be established. 

FINANCING CHURCH RELATIONS

Churches traditionally take an important role
in establishing the norms of social coexistence,
in forming morals and behaviour. In this sense,
church life is part of culture. Churches take
significant roles in education and social care;
their public collections and historic buildings
are parts of the Hungarian cultural heritage. 

Considering the above, it is obvious that the
state provides regular subsidies to churches.
The framework of the current subsidisation
system was established by

•Act IV of 1990 on the Freedom of
Conscience and Religion and 

•Act CXXIV of 1997 on the Financing of
the Public Service and Religious Activities
of Churches. 

An agreement signed in the City of Vatican
on 20 June, 1997, which served as a basis for the
latter act above and which was promulgated
under Act LXX of 1999, was determinative in
this respect. 

From the financial conditions for church
activities, real estate compensation annuities are
of a decisive amount. Relating to one-time
ecclesiastical real estates not claimed back by
the church or not transferred to the ownership
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of the church, the state pays an annuity to the
claimant church until the church is dissolved
without a legal successor. In 1998–2001, the
annuity paid by the state was 4.5 per cent of the
valorised value (corrected on the basis of
exchange rate or inflation changes) of the
source of annuity, which was raised to 5 per
cent in 2001. 

There are remarkably elaborate regula-
tions on the eligibility of churches for 1 per cent
of the personal income tax of private people who
make a statement of disposal. Under Article 
4 (2) of the act promulgating the Vatican
Agreement, if the amount granted by disposing
parties fails to reach 0.5 per cent of the pro-
gressive personal income tax revenues of the
previous year, it is complemented by the state
to the 0.5 per cent level until 2001. 

Article 4 of Act CXXIV of 1997 on the
Financing of the Public Service and Religious
Activities of Churches already rules that, if the
total amount granted to churches fails to reach

0.5 per cent of the personal income tax planned
for the year of the statement of disposal, the
sum to be transferred shall be complemented
from the central budget for four years, from
1999 onwards. 

Before the deadline of the act was to expire
in 2003, Article 4 of the Act on Financing was
amended, under which the extent of comple-
mentation was raised to 0.9 per cent, without a
deadline. 

The above two sources serve the state sub-
sidisation of church life, congregational activi-
ties, administration, charity, media and press
costs, etc. 

The Act on the Financing of Church
Activities has special provisions for financing
religious education. Under Article 7 (3): “The
state budget provides funding for subsidising
religious education, considering the prevailing
average hourly pay for teachers.” 

In 2006, there were 486,361 students in
44,686 study groups of 46 churches who were

Table 25

CHURCH SUBSIDIES
(HUF million)

Name 1998 2005 2006 2007
Church life subsidy 4 164.8 10 902.2 24 507.4 24 491.1

including: real estate annuity – 5 417.8 7 767.0 8 710.0

PIT, basic institution subsidy 2 050.0 3 615.0 11 829.8 10 819.0

religious education 753.9 1 809.4 3 305.4 3 305.4

salary supplement – – 1 535.2 1 620.7

other subsidy 1 360.9 60.0 70.0 36.0

Development subsidy 1 715.0 5 057.4 120.0 140.0*

Subsidy for public service activities 5 715.6 26 022.3 65 631.5 71 414.9

including: public education 3 687.6 18 082.0 43 164.2 45 010.0

higher education 1 062.5 3 821.9 8 943.7 10 260.0

social care 800.0 3 700.0 11 518.0 15 000.0

cultural subsidy 165.5 418.4 2 005.6 1 044.9

Church subsidies total 11 595.4 41 981.9 90 263.9 95 946.0

Expenditure on real estate settlement 4 025.0 5 994.0 4 543.8 7 125.8

* excluding the investment on Matthias Church
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given religious education, church accounts
reveal. This number corresponds to 29 per cent
of all students in public education and 59 per
cent of all primary school students. 

Under Article 7 (4) of Act CXXIV of 1997:
“Further budget subsidies may be granted for
the basic- and other public service activities of
the church, which are established by Parliament
in the annual budget act for targets identified
by the church.” It is on the basis of the latter
that the Millenium Religious Fund, for
instance, was granted several years ago and that
international relations have been subsidised
and priests in small settlements have received
salary supplements in the past few years. 

In the year 2006, 4,381 priests in Hungary
and 640 priests beyond the borders were grant-
ed salary supplements. Since the Federation of
Hungarian Jewish Communities has no way to
make use of this grant, the keeping up of 13
graveyards in the countryside within the frame-
work of the Jewish Heritage Foundation was
financed as a way of compensation. 

According to the records of the Ministry of
Education and Culture, all church subsidies for
church life, development and public services
were as follows, presented in Table 25.

In 1995–2007, church subsidies rose 8.3
times on the whole which, considering the
tripling of consumer prices, means a 2.8-time
rise in real value. The above includes subsidies
for church life, which doubled in real value.
Development subsidies were used to finance
the reconstruction of various, mainly historic
buildings. From 2004 onwards, development
subsidies fell to a minimum. There has been a
most significant rise in subsidies for public
service activities. Subsidies for education, social
care and culture have almost quadrupled, but
the duties involved have also increased propor-
tionately. 

Under Article 5 (1) of the Act on the
Financing of the Public Service and Religious
Activities of Churches, “The central budget

subsidisation for the educational, higher educa-
tional, cultural, social, health care, sports as
well as child and youth protection activities of
the maintainers of church institutions shall be
granted on the basis of the general rules on
state and local government institutions and at a
similar level.”

Under the act, churches are also entitled to
complementary subsidies, to be established on
the basis of the relevant sectoral expenditure of
local governments, minus their own income
and the amount of central subsidies. 

Churches are furthermore entitled to receive
a certain amount of subsidy from the annual
budget for the maintenance and development
of church-owned real estates serving activities
of public use as well as works of art and for the
operation of church-owned public collections. 

The real estate settlement expenditure is the
budget consequence of settling real estates
through government decisions, relating to the
transfer of one-time ecclesiastical real estates.
From the appropriations of HUF 7.1 billion
for 2007, for instance, HUF 4.2 billion are to
be paid to churches, HUF 2.4 billion to local
governments and 0.5 billion to other (govern-
ment) organs. 

The budget subsidisation of the church life,
development and public service activities of
churches will not be in question in future,
either. The legal titles and extents of subsidisa-
tion do not comply with the Vatican
Agreement in several fields, however. It is
therefore necessary to revise the subsidisation
system and adjust it to the 1997 agreement. 

AS A WAY OF SUMMARY it can be established
that, since the political change, the state financ-
ing of culture has been fluctuating but satisfac-
tory on the whole. There is sensibly no financ-
ing strategy spanning several government
cycles, based on a political consensus. Working
out such a strategy has become an inevitable
professional and political task by today.
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Péter Osman  

About business angels

TThe role venture capital firms play in the money
and capital market is known also in Hungary –
although to an extent and in a circle far from sat-
isfactory. A portion particularly important from
the aspect of national economy involves venture
funding of small and medium enterprises (here-
inafter referred to as SMEs) with a considerable
growth potential. Much less known is, however,
that an even greater economic significance is
attached by the latter group to so-called business
angels. They are private individuals on the cap-
ital market, who carry out enterprise develop-
ment and funding activities, similarly to venture
capital. Their name comes from British-
American literature and they provide venture
capital type funding to enterprises, and, parallel
to that, they are also personally involved in the
strategic control of enterprises or in the opera-
tion thereof, if need be, in order to promote their
development and strengthening. They provide
investment and other cooperation always on a
business basis and in business arrangements, but
their motives are broader and more complex
than those of venture capital firms. Their activi-
ties in developing enterprises and providing
venture funding to them complement those of the
latter, and are often interlinked with them,
which may considerably improve the opportuni-
ties of small enterprises with a good growth
potential in obtaining capital.

FUNDING PROBLEMS OF SME-S

It is a worldwide problem of considerable
weight that SMEs with good growth potentials,
and newly started ones in particular, receive
much less external funding than required by the
interests of the national economy. These com-
panies may play a crucial role in maintaining the
national economy's adaptability and concomi-
tant competitiveness, namely, its ability to
adjust to any change in the opportunities, as
well as external and internal conditions in terms
of the variety of goods  – products and services
– produced. It is also known that in developed
economies, a large portion of employments is in
the SME sector, i.e. they maintain a consider-
able part of jobs. A consultation document enti-
tled 'Bridging the financing gap' published by
the British Treasury in April 2003 goes as far as
stating that “small enterprises give life force to
the economy – they increase lucrativeness,
employment and well-being revving up life in
our communities”. SMEs with a good growth
potential function as the engine in this sector,
indirectly through production processes.
Surveys have also shown that an overwhelming
majority of SMEs scarcely or do not make inno-
vation developments at all. Most of them obtain
results of new developments via their produc-
tion contacts, adopting them from others, and
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this is also how they start using it themselves. 
A significant role in that may be attributed to
SMEs with a good growth potential functioning
as the sources, which partly or fully base their
activities on the work with innovation and the
utilisation of their results.

The “child mortality rate” of newly started
companies, however, is still very high even in
well-performing economies, and only a frac-
tion of them proves permanently and consider-
ably profitable and economically viable in the
circumstances of market competition. Similarly
moderate is the ratio of success with enterpris-
es that seek a new growth path. This certainly
also means that it is often hard  – or downright
impossible – for such companies to receive
external funding, as the owners of funds, and
intermediaries in the money and capital mar-
kets even more so, are aware of the uncertain-
ties of their prospects, namely, risks. For loan
type funding, this risk entails the company's
inability to comply with its debt service obliga-
tions. On investing capital, the investor's risk is
dual: it stems from the company's profit gener-
ating capacity lagging behind expectations,
resulting in an inability to ensure sufficiently
high profits on the invested capital on the one
hand, and from the possibility that due to a loss
of expected growth, the invested capital itself is
also lost – in part or in full, on the other hand.
This latter loss is also incurred when the com-
pany does not lose operating capability, but
ceases to be attractive enough for potential
investors, which results in earlier investors
being unable to sell their business shares in
order to disinvest.

High growth potential is a bad loan
collateral 

In a well-performing economy laid on strong
foundations, a crucial factor in loan decisions at
commercial banks is the actual profitability and

funds flow of the loan applicant in the period
when it is to comply with its debt service obli-
gations. SMEs promising a high growth poten-
tial are in an unfavourable position in this
respect. Their peculiar positive position is usu-
ally due to the fact that their economic bases
and expertise are above the average, which may
facilitate their ability to achieve economic
results that considerably surpass those of mar-
ket actors engaged in similar activities.
Consequently, on assessing their loan applica-
tion, the bank should evaluate these properties
in order to be able to judge the expected rev-
enues and funds flow, and, ultimately, solvency
of a company. It goes without saying that the
bank itself is also required to have sufficient
knowledge in the field of the financial manage-
ment concerned; it is strongly doubtful, how-
ever, whether it is worth acquiring. 

The developments in the area brought about
a two-way global polarisation in the business
policies of significant commercial banks and
their business activities implementing them.
One pole focuses on transaction-centred, the
other on client-centred activities. The former
entails the bank seeking to perform as many
transactions as possible, and to maximise
turnover in this, which yields high revenue.
The latter, however, concentrates on providing
the fullest possible service to clients, and to
meet their needs as perfectly as possible, and to
maximise profits through the products and
services sold this way. As the above outline
suggests, in-depth examination of the loan
applications submitted by the companies con-
cerned can mostly be accommodated by client-
centred banking policies. The rules of
economies of scale and efficiency, however,
suggest that this treatment only pays off in case
of clients that are big enough and have enough
financial muscle to yield big deals and high
profits for the bank. This, consequently, hardly
includes clients whose needs bring a relatively
small turnover for the bank, and which is only
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able to pay a slight amount for services deliv-
ered to them – such as SMEs at an early stage
of development or in the course of a path mo-
dification.

Particularly difficult is in this respect for tech-
nology-based SMEs to obtain external funding,
i.e. ones that primarily base their activities on
innovative development and the utilisation of
new innovative results. This is a global prob-
lem. The most inherent essence of working on
innovation is that developers and utilizers pro-
ceed on untrodden paths and more or less
unexplored territories in quest of competitive
edge and economic results, in order to use
these to achieve considerable economic results.
On assessing loan applications, it is the chances
and risks of these, and primarily the technical,
economic and organisational foundations of
the company that (would) have to be assessed.
In such cases, the “final resort” in lending, loan
collaterals, i.e. the financial securities are most
often increasingly problematic: the tangible
assets of such companies are represented
chiefly by highly specialised assets, which con-
sequently are difficult to liquidate, i.e. they are
more or less unsuitable as easy-to-liquidate
loan securities if need be. Even more valid is
this for the components of intellectual proper-
ty of such companies, which normally repre-
sent a considerable portion of the company
property.

A key document summarising the problems
of financing technology-based small enterpris-
es is a report issued by the Bank of England in
1996 under the title The Financing of
Technology-based Small Firms, which relies on
years of examination and analysis, and was
produced in a period when British economic
control paid particular attention to promote
development of SMEs with a good growth
potential. This report pointed out, among oth-
ers: “A distinctive feature of such technology-
based firms at their seed, starting or early stage
development is that they need real venture

capital funding. The capital they need may be
small, however, coupled with a fairly long term
of expected investment. This role should be
filled by traditional venture capital. The ven-
ture capital industry in the United Kingdom,
however, has increasingly preferred further
development of well-established enterprises, as
well as investments in buyout transactions in
the recent years, and has turned away from
investing in ones at their early stages – and
especially in technology-based enterprises.
Unwillingness towards investments in tech-
nology-based firms at their early stages is
intensified by a number of factors: it incurs
high risk, requires a reasonable understanding
of the technology of the investments con-
cerned, and yields a relatively low average
return on these investments.”

In the second half of the nineties, a number
of developed economies made considerable
efforts to establish an organised capital market
for the best of SMEs, where they could obtain
external funding. Launched with major impe-
tus and high hopes, such an endeavour was
EASDAQ (European Association of Securities
Dealers Automatic Quotation System), a
European clone to American NASDAQ, the
only permanently successful market of this
type; a so-called Euro NM-markets started par-
allel to that, a Japanese endeavour JASDAQ or
the British AIM (Alternative Investment
Market). However, none yielded the expected
boom in financing SMEs, where a considerable
impact could be attributed to the impact made
by the burst of the huge capital market
Internet-bubble at the end of the millennium.

Development most often requires
external capital

A crucial problem from the aspect of both
SMEs and the national economy is that devel-
opment normally requires external capital. The
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overwhelming majority of SMEs intending to
grow can only attain their goals in the first
place if provided external resources for funding
their developments. This is particularly true for
newly started enterprises and ones adopting a
new growth path. The reasons for this are pri-
marily as follows:

•in a high percentage of cases, their equity is
insufficient for dynamic development. As a
result, any development is only viable with
the involvement of external capital;

•for a considerable portion of enterprises,
only in the long term do developments
yield an increase in profit-generating capa-
bility high enough to create a resource for
repaying the external capital used for the
development under an onerous arrange-
ment, i.e. in the form of a loan or by issu-
ing bonds. If the capital involvement also
entails an interest payment obligation dur-
ing the term, the withdrawal of income
resulting from debt service may represent
an unbearable burden for enterprises at
their initial stage of growth or adopting a
new growth path;

•the owners of enterprises are often unable
or unwilling to assume the full risks arising
from an enterprise that ultimately fails to
yield the expected economic results, i.e.
they ultimately do not wish to bear poten-
tial losses. Consequently, they do not
undertake development or adoption of a
new growth path for the company, unless
they find an investor that is willing to take
over a portion of these risks from them. 

All these necessarily lead to the conclusion
that the existence of actors in the business
sphere that are both able and willing to assume
at least a part of the business risks incurred is
essential for a considerable fraction of new
SMEs to be launched or existing ones to adopt
a new growth path. This problem is also felt
and represents a major obstacle to economic
development in Hungary. Precisely for this rea-

son is it essential for us to find an effective
solution for this, or at least to make progress
towards it, producing a considerable positive
effect. 

BUSINESS ANGELS ARE INDISPENSABLE

Foreign experience, primarily in the United
States and the United Kingdom suggests that it
is business angels rather than venture capital
firms that can be expected to provide crucial
seed funding or start-up capital to enterprises
at their initial stage of development. The latter
are willing to invest precisely in situations
where institutional investors are unwilling –
such as newly started enterprises in the tech-
nology sector. In addition to this, their activi-
ties to develop and fund enterprises are signifi-
cantly increased, and attract particular atten-
tion in other countries, too.

Speaking about the subject that the activities
of business angels are considerable not only in
Anglo-American countries, it is also worth
mentioning that experts consider it significant
also in Finland. No actual statistical data are
available in this respect, either. Round the end
of the last century, specialist surveys revealed
that approximately 1,500 of such investors may
have been operational.

In the nineties, the Japanese economy was
stagnating, and newly launched enterprises
decreased in number. The government eco-
nomic policy makers and the private sector
paid particular attention to motivating new
enterprises to be launched, and also to promot-
ing participation of business angels. To that
end, “tax regulations applicable to business
angels” were adopted in April 1997.

The European Union also pays increasing
attention to promote more intensive operation
of business angels in the member countries,
and to achieve an improvement in the condi-
tions of launching of and growth for enterpris-



DEVELOPMENT POLICY 

89

es. This is encouraged and supported as a part
of a number of programmes. Considerable
efforts have been made to set up a European
Network of Business Angels. The purpose of
this is to promote propagation and reinforce-
ment of business angel networks. This serves
the following purposes, among others:

•represent their interests against interna-
tional institutions,

•promote exchange of experience among its
members,

•propagate the concept of business angels in
regions where it is  not completely adopted,

•collect statistical data on the significance of
the activities of  business angels in Europe.

The role of venture capital

During the past two decades, the venture capi-
tal industry has achieved remarkable progress.
In the same period, however, their enterprise
funding activities have been focussed increas-
ingly on investments at their later – more
developed – stage of development. The reason
for this is mostly rooted in the fact that venture
capital, similarly to any other business venture,
seeks to reduce the risks assumed in their field
of activity to a reasonable extent. Actually, the
name we use to refer to it (the literal Hungarian
name is “risk capital”, the translator) is also mis-
taken and misleading: these market actors do
not invest their funds in risks, but in the devel-
opment of enterprises that appear worthy of it,
and concomitant risk-taking is only a peculiar
tool for them – in slightly polarised terms, a
necessary evil. They have been specialised to be
able to handle investment risks that traditional
investors refuse – this is how they have created
a new segment in the capital market, which
they successfully exploit. However, investment
in enterprises in their initial or early stage of
development incurs so high risks even at these
circumstances that the majority of investors are

unwilling to take. Another contributing factor
is that venture capital firms play an intermedi-
ary role in the money and capital market, which
generated high expectations of performance
for them. In respect of raising resources, they
need to compete with other investment facili-
ties, and money owners obviously confide their
money to them when they are able to demon-
strate sufficiently good yields. All these moti-
vate them to seek safer investments that at the
same time promise sufficient returns in their
areas, which are available with investments in
enterprises at a more developed stage. 

Another significant motive for their attrac-
tion towards the latter is the representation of
requirements concerning the economies of
scale. Similarly to other profit-oriented enter-
prises, venture capitalist also need to comply
the requirements of efficiency in their own
activities directed at funding and developing
enterprises, and this is why it is unreasonable
for them to deal with small transactions. Apart
from rare exceptions, venture capitalists always
base their decisions on a thorough and diversi-
fied analysis and evaluation (due diligence),
which ultimately determines whether they
invest funds in an enterprise, and if so, on what
conditions they are willing to do so. The neces-
sary information, analyses and evaluations may
take months and involvement of well-prepared
experts. An inevitable feature of decision-
preparation is that the quality and cost implica-
tions of the work incurred is not proportionate
to the size of the examined enterprise – the
work, time and costs used for decision-prepa-
ration for a two-or-three-thousand-dollar capi-
tal investment is not much less than those
required by one worth five or even fifteen mil-
lion dollars; however, the chances of return are
as a rule much lower even in the event of suc-
cess. It also belongs here that venture capital –
as an important element of its business activity
– takes part in the strategic control of enter-
prises operating on its investment, and also
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helps their development using its own
resources as necessary. As a rule, investments in
these relatively small enterprises call to mind
the problems concerning economies of scale
also in this respect, as the work and other
resources spent on the enterprise by the ven-
ture capitalist in order to take an active con-
trolling part are not in proportion with the size
of the enterprise.

BUSINESS ANGELS IN ENTERPRISE
FUNDING

Fill a gap in the capital market

The main significance of business angel activi-
ties for the national economy is that the fund-
ing received from them relieves a remarkable
shortage in the capital market. Previously, we
have outlined the difficulties SMEs face on
seeking external funding. Even business angels
provide funding only to those that are deemed
sufficiently promising by the investor, i.e., to
put it simple, the best of the good ones; angels
provide the latter with precisely the section of
enterprise funding that is not covered by com-
mercial banking lending activities and is also
well outside the circle where venture capitalist
firms invest. 

The report issued by the Bank of England,
as referenced above, states: “The reasons why
business angels play a lesser role in enterprise
funding in the United Kingdom compared to
the United States should be revealed. This
market segment may be of critical significance
in the success of technology-based small enter-
prises (italicised by the author). A possibility
of its development is offered by local and
national networks that are aimed at assisting
connections between enterprises and finan-
ciers. ... In the United States, it is business
angels rather than venture capitalist firms
that can be expected to provide enterprises at

their early stage of development with the seed
funding and start-up capital so critical for
them. They are more likely to invest precise-
ly in situations where institutional investors
are reluctant – such as new enterprises in the
technology sector.” 

Complement venture capital

Resulting from the nature of this issue, busi-
ness angels investing their private assets work
with relatively low investments. This means
that financing provided by them will stay
between rather firm limits, but, accordingly,
also that an acceptable investment target for
them may be small and medium-sized enter-
prises with a capital requirement too low for
venture capitalist firms to be worth dealing
with. According to a statement in the above-
mentioned Treasury document: “It is difficult
to ascertain the volume of funding originated
from business angels, but estimates suggest a
total annual investment of GBP 0.5–1 billion.
The estimate also reveals that 75 per cent of
their investments are under  GBP 100 thou-
sand, and only 8 per cent exceed GBP 250
thousand. 

Another key feature of their investments is
that they are much more willing to invest capi-
tal in enterprises at their starting or early stage
of development than venture capital firms are.
The capital originating from business angels
thus may complement the activities of the ven-
ture capital industry by providing a smaller vol-
ume of financing on the one hand, and by
investing at an early stage of enterprise launch-
ing or development that is not appealing to
most venture capitalist firms as yet. In this way,
the significance of business angels' enterprise
development activity to the economy – and the
national economy – is definitely enhanced by
the fact that the capital provided by them often
helps take enterprises to the point where they
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become sufficiently attractive to stand a chance
of involving venture capital.

Another thing the roles outlined above
clearly reveal is that business angels are no
opposing competitors to venture capital but
much rather potential allies thereto. By “rais-
ing” enterprises for them, they also expand
the circle of investments suitable for venture
capital investments. In addition, business
angels fairly frequently offer options of syn-
dicated investments to venture capital, and
their participation is (also) at such times
more or less a security for an appropriate
quality of the enterprise concerned.

Prepare companies to be able to meet
the requirements of bank financing

The essence of the role filled in by business
angels in this respect can be summarised as fol-
lows.

A considerable proportion of minor enter-
prises with remarkable growth potential are
unable to meet loan assessment requirements
of commercial banks, therefore financing these
would incur too high risks for the banks.
Consequently, they cannot receive bank
financing. This is particularly true for newly
started enterprises and ones at their initial stage
of development. It is also easy to see that this
is unfavourable not only for the enterprises
concerned, but also for banks. A bank can earn
profits on a client if they transact with them. If
the bank does not receive the potential client, it
may save them from losses, but will not gener-
ate any profits, either.

Business angels may help enterprises operat-
ing through their financial investments success-
fully proceed along the development path lead-
ing from an enterprise unacceptable for bank
lending, consequently, from a non-creditworthy
to a creditworthy enterprise. Certainly, the
story is not as simple: the business angel stand-

ing up for an enterprise, transferring its assets
to them and/or involving them in its business
reputation, whereby the enterprise immediate-
ly becomes creditworthy in the eyes of the
bank. In the majority of cases, the business
angel provides the external funding in part or in
full that is necessary for the enterprise to take
off – either from the starting point or from an
economically underdeveloped, consequently
feeble state –, and to start marching towards
strengthening and the resulting creditworthi-
ness. The latter is also assisted by the business
angel, as mentioned before.

At the same time, there are cases when the
enterprise could meet the loan assessment cri-
teria in terms of the most criteria, but it proves
insufficient in certain terms for the bank to
approve lending. In such events, involvement
of a business angel may add the necessary 
surplus that bridges the gap between non-
creditworthiness and creditworthiness. Typical
examples may be companies with managements
proficient or even excellent in handling techni-
cal issues, however, weak in financial manage-
ment and often in terms of marketing. Let us
not think that this is a peculiar weakness of
ours and others in similar shoes. The above-
mentioned report by the Bank of England also
points out: the weakness of British technology-
based enterprises often lies in the fact that their
management's brilliant technological expertise
is not coupled with similar skills in terms of
financial management and business.

On assessing the creditworthiness of enter-
prises, the expected course of business, the
capacity to generate income and the expected
solvency as assessed by the bank is often attrib-
uted critical significance. The qualities of the
company management may again play a crucial
role in this – even in a sense of their capability
to produce a truly good, i.e. substantiated busi-
ness plan, and also their capability to persuade
the assessment board at the bank of the com-
pany's ability to implement their business plan,
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and yield the planned income, i.e. they will be
able to repay their debt properly, among others.
In certain cases, the company management may
not have a sufficient ability to do so, or the nec-
essary knowledge, and it is the business angel
that makes up for such shortcomings, and
makes the company acceptable and creditwor-
thy for the bank.

The significance of all these in the business
practice is convincingly proved by the fact that
the National Westminster Bank – one of the
banks with the highest market share in lending
to British SMEs and particularly to enterprises
with a significant growth potential – has
assumed an active role in facilitating enterprise
financing “raising” activities of business angels,
and to that end they have even established their
own Business Angel Service. The National
Westminster Bank, as they state themselves,
consider this as a useful tool to expand the
bank's facilities to obtain income. Their start-
ing point in promoting connections between
enterprises and business angels is: enterprises
that gather strength owing to the latter, may
become suitable to join the ranks of the bank's
clients or buyers of its products. Their stated
goal is to add these strengthened enterprises to
their clientele and client turnover, and in this
way they definitely expect business angel acti-
vities to develop a number of non-creditworthy
enterprises to reach creditworthiness. 

The characteristics of enterprises in this cir-
cle, including technology-based ones, generally
require a complex financing package adapted to
their features, position and the development
path in front of them. Such a package should
also contain capital investment. NatWest's
experiences confirm: if business angels ensure
certain critical elements of such a financing
package for such enterprises – particularly cap-
ital investment –, the bank will be able to join
their funding in a significant portion of cases,
and to formulate customised financing pack-
ages for this purpose.

Affluent private individuals making
direct investments

A distinctive feature of business angels is that
they invest capital as private individuals – i.e.
not as part of a company –, using their private
assets in relatively small, generally unlisted
enterprises. (The role they play is actually not
unfamiliar in terms of our earlier traditions:
the Hungarian language has an expression for
a 'silent partner', which is a broader category,
though, but is also covers them.) On their
investments, they establish a direct contact
and legal relationship with the enterprise. 
A decisive feature of their activity is that they
are wealthy as a rule, or at least definitely
affluent, and profit or loss generated in such
transactions is  not a question of life or death.
Their overwhelming majority seek significant
capital gains in their investments – similarly to
venture capitalists. Further similarities to ven-
ture capital firms are that they also provide
enterprises with capital in exchange for an
ownership share in them, and they also select
enterprises that exhibit an opportunity of def-
initely high growth in a relatively short time,
resulting in a significant increase in the worth
of the company that serves as a framework to
the enterprise.

Where they come from, and what they
give to enterprises

There is no general rule to what walks of life
business angels come from, and what history is
necessary for them to become successful.
Similarly, no generalisation can be established
concerning their willingness – to invest their
money and other resources in financing the
development of enterprises – resulting from
their own remarkable knowledge, expertise and
experience in business life, namely in the field
of organising and managing enterprises.
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Practical experience, however, shows that busi-
ness angels are mostly persons with a success-
ful history in business, whether they used to be
successful entrepreneurs or they were execu-
tives at enterprises of significant economic
weight.

Similarly to venture capital firms, business
angels do not handle enterprises they have
invested their money in as passive financial
investors, but they also contribute their own
personal participation and movement of
resources available to them to promoting their
development and growth. All these may ensure
participation that generates significant added
value in addition to the capital. A considerable
role may be assigned in this process to the util-
isation of knowledge and business experience
accumulated in the course of their business his-
tory. Another key element in their resources is
the network of contacts built previously and
used in order to promote enterprises included
in their sphere if interest.

Living in hiding

An important feature of business angels is that
the majority do not like to show themselves as
potential investors to the general public. The
only exceptions are ones that seek social recog-
nition through this role. The majority “live in
hiding” in this respect: they try to set up their
activity in a way to obtain information on
investment facilities, however, to be available to
investment seekers only if they want to be
available. Technically, it goes like this in prac-
tice: they rely on intermediary systems, organ-
isations, databases, where investment seekers
send their needs and offers, and the business
angel obtains information on these without
showing himself/herself at this point.
Establishing and operating such intermediary
systems entails costs, which someone needs to
provide for in some way.

Syndicated investments

A prominent feature of business angels is that
they work with relatively small investments.
This would reasonably cut them off from
transactions and enterprises that would meet
their investment preferences in terms of quali-
ties, but their capital requirement exceeds the
business angel's possibilities and/or willingness
to take risks. To bridge this gap, arrangements
whereby a number of business angels make a
joint investment in a major enterprise are
spreading. For instance, one of them discovers
such a possibility, in part or in full, and then
offers joint investment to others. It is also typ-
ical for angels to join partners that are suffi-
ciently well-versed in the field of the enterprise
in question, and have a better knowledge or
better contacts. Networks of business angels
may also play an important role in raising syn-
dicated investments, as this is how angels know
one another, and it facilitates potential invest-
ment partners to find one another.

KEY FEATURES OF INVESTMENTS
RECEIVED FROM BUSINESS ANGELS 

From the aspect of enterprises seeking exter-
nal funding, the key features of investments
received from business angels are the follow-
ing.

They assume a portion 
of risks

In terms of distributing risks inherent to the
enterprise, investments of business angels are
similar to those provided by venture capital
firms. In the interest and hope of receiving a
share of the profits generated by the enter-
prise operating with their investment, they
also assume a certain portion of the risks aris-
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ing from the on-going operation of the enter-
prise – namely that the economic results lag
behind expectations, the enterprise will not be
successful enough, its development starts
stagnating or even that it goes bankrupt.
Involvement of a business angel will obvious-
ly ease the situation of the other owners of the
enterprise, and, by implication, increase their
capacity to bear burdens and risks. Owners
are able to and have the courage to perform
developments in cooperation with and partly
supported by the business angel, which are
indeed promising, but without the angel's par-
ticipation would exceed their financial muscle
and/or would go beyond the limits of their
willingness to take risks.

They do not burden the enterprise
with debts

Similarly to the investments received from ven-
ture capital firms, the funds obtained in this
way do not burden the company in the form of
a debt, because it need not be repaid as a loan,
and no interest is charged. If the enterprise fails
to yield the expected economic result,  it incurs
no repayment obligation arising. The business
angel shares the risks of the enterprise, and,
certainly, also receives a share in the profits.
Precisely for this reason, this money is
extremely inexpensive for an unsuccessful
enterprise – it is virtually free –, however, for a
successful one it may be considerably more
expensive than a loan. It is apparent at this
point that if someone is sure of the success of
their enterprise, and is capable of obtaining a
loan, and bear the debt service obligation, and,
on top of all these, is willing to bear risks on
their own, they should not let a business angel
in their enterprise merely for financing reasons.
(Or it still may be worth doing so for the other
assistance business angels can provide for an
enterprise.)

Their funding is not based 
on creditworthiness

Similarly to venture capital, business angels do
not examine creditworthiness of enterprises on
making their investments. They do not assess
whether the enterprise will be able to repay the
capital provided to them at a certain point or in
a certain period in the future, and whether it can
pay the utilisation fee, i.e. interest up to that
point. According to their business strategy, they
are supposed to obtain the invested capital and
the return from those that purchase their busi-
ness share in the enterprise or the company act-
ing as a framework to it. (In the continuation,
we will mention that some require a current
income for their investment-, and their other
participation facilitating the operation and
development of the company.) Owing to all
these, they are able to give funding to a compa-
ny that is unable to obtain credit in the market
– because they cannot provide evidence to meet
the bank's requirements for loan approval, con-
cerning their future business enabling them to
comply with debt service obligations, in addi-
tion, they do not hold sufficient financial secu-
rities for creditworthiness, nor an acceptable
co-signer –, provided the expected growth
potential  and other features of the enterprise
meet the expectations of the business angel.

Not even divestment burdens 
the company

In economic terms, a significant feature of
funding from business angels is that they do
not increase the burdens of the enterprise even
when the investor withdraws their invested
capital. According to the business arrangement
applicable to the investment, divestment is not
performed in a way that the business angel
makes the enterprise repay the invested capital,
but by selling their ownership share obtained in
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the enterprise in exchange for the capital
invested to another investor. From the compa-
ny's point of view, this represents no divest-
ment, only a change in the identity of an owner.

They are more closely tied to the
enterprise

Venture capital operates with a rather high rate of
failure and, accordingly, a relatively large invest-
ment portfolio. For this reason, each enterprise
in which they invested money and maybe their
participation to facilitate development may be
very important for a venture capitalist; their ulti-
mate interest lies with the performance produced
by their whole investment portfolio, and with
the total profits made. This is what their exis-
tence depends on, and only indirectly on individ-
ual enterprises in it; at least in the sense that they
take the failure of any enterprise easy, if it is suf-
ficiently offset by success of others. Their basic
business strategy and operating method ensure
in the first place that they do not take an extent
of risk with individual investments that alone
could endanger their existence if failed.

As opposed to all these, business angels gen-
erally work with a single or a low number of
investments at a time. For this reason, they can
afford even less in terms of success, i.e. in terms
of return on their investments, to resort to the
hope that some of their relatively  high number
of opportunities will succeed and offset losses
in addition to yielding profits. It is precisely for
this reason that they may be much more close-
ly tied to the enterprise they have invested in.

They are not under external 
performance pressure 

As opposed to venture capital firms, business
angels pass their business decisions more freely
and more independently of others' value judge-

ments. Their room for movement and the free-
dom of their decisions are not limited by a dan-
ger that their investors may lose patience, they
not meet investor expectations for yield or that
they lose the confidence of their potential
investors – as they do not rely on investors. In
addition, not less crucial is the factor that they
are not dependent on the economic result of
their enterprise financing activity in terms of
their own existence, whereas business success
is literally a question of survival or bankruptcy
for venture capital firms, what is more, failure
of an investment does not even have any con-
sequences that business angels should be seri-
ously afraid of. It is very typically expressed in
the phrase the literature more or less seriously
references the money business angels invest in
this way: play money, in the same sense as the
wealthy gamble with monies they do not
indeed lack if lost.

ABOUT THE MOTIVES OF 
AND MOTIVATION FACILITIES 
FOR BUSINESS ANGELS

In order to understand the enterprise funding
and development activities of business angels,
we must understand their motives concerned.
Even more necessary is to see the tools that can
be used to motivate this activity.

For venture capital firms, the motive behind
the activity is totally clear. Their motivating
interest is always one and the same. It is derived
from their being business organisations work-
ing in a profit-oriented system, as are other
actors in the field of producing goods, and this
is why the ultimate motivation for their actions
is always to gain business profits. For those
obtaining the necessary resources from the
market in competition with other financial
intermediaries, the performance pressure out-
lines above is also added to this. Concerning
the motivating forces of business angel activi-
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ties, however, the picture is not at all that sim-
ple or dull. The motives behind their invest-
ment decisions and the driving force for them
to assume an active role in developing and
bringing prosperity to enterprises are less
linked to the same goal only.

For capital gains – as does the big
brother

Even for business angels, the motive that rep-
resents their strongest drive for enterprise
development is most frequently their efforts to
generate profits. Attaining capital gains is an
instrument to that end. In harmony with the
general operating method of venture funding,
they also obtain these capital gains through an
increased value of their ownership share
obtained in exchange for their investments,
after the company operated on their money –
and with their active participation – has
strengthened. It is also valid for them, howev-
er, that they can only realize these capital gains
if they find a buyer that is willing to buy the
ownership share in question at a suitable price. 

At the same time, analyses confirm that a
considerable portion of business angels are also
driven by other motives other than the previ-
ous one.

For current income 

Some of them consider is important or even
fundamental to obtain current income from the
enterprise. Depending on how they build and
what kind of legal framework they choose for
their relations with the company in question, it
may open up multiple options for them. Such
an option is when the company generates prof-
it, and pays dividends to the owners from its
profit, according to the operating rules of the
business company. If the business angel has

acquired an ownership share in the company in
exchange for their investment, and has become
an owner, they are entitled to dividends in this
capacity. Another method that can be imple-
mented in the legal framework of an agreement
concluded with the company is that the busi-
ness angel obtains remuneration from the com-
pany for their participation facilitating compa-
ny operation/development. A possible legal
title is that the business angel establishes an
employment relation with the company, but
they may also receive remuneration for their
participation in a different legal relationship,
too. Also, it stands to reason that if the business
angel receives remuneration from the company
for certain participation, it does not affect their
right to receiving a profit share in their owner-
ship capacity, i.e. to receive dividends.

Their goal is not always money

Analyses point out that business angels in their
activity may also be driven by motives that gen-
erally cannot even emerge for venture capital
firms. A shared feature of these – which also
distinguishes them from venture capital firms
–, is that their underlying motivating factor is
not directed at profit-making but is rooted in
the character of human nature. 

It is a driving force for a fairly large number
of people – and the effort serves as a motive far
from rare –, that they gain experiences through
the activity carried out as a business angel.
Particularly important may be in this respect –
and analysts consider this need a fairly frequent
motive – the sense of achievement. The point
here is that they seek graphic evidence of their
own business talent in the success of the enter-
prise. Some of those seeking it are in quest of
demonstrating to themselves first of all that
they are capable of achieving such significant
results. Others wish to prove it to their envi-
ronment or the world, as it may be. 



DEVELOPMENT POLICY 

97

A similarly human – and out of accordance
with the institutional venture capital – driving
force that motivates certain business angels is
the excitement concomitant to their role, which
entails their participation in the management of
an enterprise, whereby they are offered a possi-
bility to pass decisions, and to influence others'
decisions, also bearing the associated responsi-
bility. This is no novelty for the majority. As we
have mentioned above, a large proportion of
business angels are ones with a successful busi-
ness history. They were either successful entre-
preneurs, or business executives of enterprises
of considerable economic weight. They are
driven by the need to be back in the arena, to
feel the tension of preparing for fight, the
excitement of battle and the joy of victory.
Others that have not been part of these, how-
ever, seek an opportunity to get a taste of it.

It is also a human motive to strive for sensi-
ble and valuable activities, namely, a possibility
to spend their time with a business activity
attractive to them. 

A particular motive in the activity of busi-
ness angels may be social sensitivity, too –
research reveals. They are driven by a motiva-
tion to launch or develop an enterprise using
their investment, which produces useful prod-
ucts or services for society, or considerably
improves the supply of products or services
necessary for a good quality of life. Alike, a
motive can also be if the existence and activity
of the enterprise in question generates impacts
favourable for society. A typical example can be
job creation or improving the employment sit-
uation of socially disadvantaged groups or stra-
ta. A motive of remarkable strength can be a
favourable effect of the existence or the devel-
opment of the enterprise in question on the
community where the business angel lives.
(Indeed, it would be totally uninteresting to
analyse here whether the motives listed and
classified here under social sensitivity are
always rooted in genuine selflessness or pre-

cisely this is how the business angel intends to
gain advantages such as reinforced reputation
or influence. If the enterprise operated with
their help develops, if their activity and market
behaviour are decent, the angel's role in that is
useful for society, and it will not be different
whether their selflessness is immaculate.)

It is obvious from those outlined above: the
need for the business angel to feel the recogni-
tion and respect of the community they live in
towards their performance plays a considerable
role among the motives of business angels.

Motivation, support

It is also fully valid for the enterprise develop-
ment and funding activity of business angels: if
one wants to unfold its favourable effects on
the national economy, one must act for it.
Other countries' practice shows that it also
requires roles, motivating and helpful participa-
tion of the community sector and the govern-
ment acting in representation thereof. The
expedient tools for this can obviously be fil-
tered from the motives of business angels. 

The most general element of their interest is
the property gains from the return on their
investments. A matching tool is tax allowances
motivating such investments. However, provid-
ing tax allowances is always and everywhere a
very sensitive issue, as the distribution of the
central budget is ultimately a zero-sum game,
and the beneficiary can only receive such
advantages to the account of others. The criti-
cal question is what benefits  – for example,
subsequent revenues – such a waiver of direct
revenues will yield to the community. It is
worth examining the experiences of other
countries on this issue, and we will find the
United Kingdom as probably the best example.
Starting from the nineties, the financial, the
commercial and the industrial departments
there have been seeking expedient tools to
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stimulate economic development, hand in
hand, and they have also added tax allowances
to the system under this title.

As we have mentioned above, the operation
of business angels, and a possibility for compa-
nies seeking such investments to find them
essentially require networks of contacts and
information systems, as well as the organisations
running these with a view to assisting them in
finding each other. For business angels, at the
same time, the costs incurred may represent
serious burdens, and would considerably
increase the transaction costs of their activity.
Hardly any operational solution is seen for
shifting a part or the whole of these costs to the
companies seeking investment. Among the
stimulating/helping community tools, it may
be very important and effective if the central
and/or local central organisations support the
operation of such contact management organi-
sations and institutions with money or other
means, or they cater for the tasks of these
themselves in full or in part. Examples and
experiences are relatively abundant on this, too,
in the United Kingdom, and certainly in a
number of other countries as well.

TAXATION MORAL, CONCEALMENT 
OF RESULTS

As we have seen, the number one investment
motive for business angels is to achieve capital
gains through reinforcement, enhanced eco-
nomic performance and income generating
capability of the company. However, they only
stand a chance of this if the growing perform-
ance of the company is so obvious to others,
too, that they deem investment as worthy, i.e.
buy the business share from the business angel.
This is the point where the interest and willing-
ness of business angels to invest directly meets
or conflicts the taxation moral valid for the par-
ticular area. What they need to attain capital

gains is for the company to represent rising per-
formance in its books. If the company intends
more or less to evade tax payment, it may be
interested in concealing its performance.
Certainly, it cannot be excluded that an (appar-
ently) less profitable company also gets an
investor, but this version promises much worse
prospects of return for the business angel.

SIGNIFICANCE 
OF THE INFRASTRUCTURE

The infrastructure of the country or the part of
the country in question may be attributed great
importance in the investment decisions of busi-
ness angels. For enterprises with a considerable
growth potential, an indispensable condition –
but not sufficient in itself – to successful activ-
ity is to build out their economic and mainly
production relations easily, effectively and at an
expense as reasonable as possible. This requires
them to have good transportation and ship-
ment facilities between them and their actual
and potential procurement and sales markets,
as well as to have similarly good communica-
tion facilities with all actors of interest to them
of all markets of interest to them. This is cer-
tainly valid for all enterprises whose business
activities go beyond their close environment,
and it is not a unique characteristic of those
operated with help from business angels; how-
ever, it is a factor that plays a decisive role in
the expected potentials of operation and
growth of a company that is offered to a busi-
ness angel for investment. 

For business angels, there is a further unique
significance to the quality of the infrastructure
in the region in question, and this alone may
play a great role in their investment decisions.
As we have referred to it earlier, a high propor-
tion of them help the activity, development and
growth of the company operating with their
investment in some way and to some extent.
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Apart from a minority, they require to be able
to monitor their operation, and to receive suf-
ficient insight. A large portion of them also
requires to take part in the management, and
particularly to have their say in strategic deci-
sions. By implication, an indispensable condi-
tion to meeting all these requirements is to
ensure satisfactory communication and trans-
portation facilities between them and the
enterprise. No matter how willing the owners
of the enterprise in question are to ensure these
rights to the investor, and they share enterprise
management and supervision with them, if the
infrastructure hinders keeping contact or keeps
the business angel from being present at deci-
sion-making in person and also – according to
needs or their own demands – on the premises
the enterprise carries out their activities. If they
judge it to be too awkward, unreliable or unrea-
sonably time consuming or costly, it may be
sufficient for them not to invest in the enter-
prise in question.

It goes without saying: no one will develop
infrastructure spending considerable expenses
for the sake of activating business angels. On
making decisions, however, it could be worth
considering that developing infrastructure may
yield such returns, as well, and the activity of
business angels may help in the achievement of
goals related to economic development.

Critical significance of legal security

The problems of the client and agent relation-
ship inevitably appear in the relationship of the
investor and the company using their money,
namely, that the company management use
their money practically as investment agents. It
is completely true for business angels, too. This
is why they must consider a possibility of rais-
ing an argument with the company operating on
their investment or the management thereof,
which may necessitate a court procedure. For

this reason, they attribute critical importance to
the quality of legal security and the dispensing
of justice, in terms of their willingness to invest.
Certainly, continued delays in the court proce-
dure are unacceptable for them, when the oppo-
nent has a possibility to lengthen it extensively,
as this prevents business angels from enforcing
their claims and rights for a long time, which
allows for unfavourable and irreversible changes
to take place in the company operating with
their investment, affecting its performance,
capacity to generate revenue and value. It is
even more unacceptable for them to see a possi-
bility of court rulings to be guided by other
than economic correlations and professional
and thorough evaluation of the factors. 

The role of social value judgement

As outlined above, the motivation of a certain
group of business angels involve an effort to
earn social recognition. This, however, may
only be met in a social environment whose sys-
tem of values ensures strong recognition for
those who achieve remarkable economic per-
formance, and who take an active part in pro-
ducing such performances. If we sincerely look
into ourselves, it is easy to say how much it is
met here and now, and what public recognition
can be expected by those contributing to com-
pany success by assuming significant invest-
ment risks and maybe hard work. It is easy to
assess the considerable role the media plays in
formulating the set of values of the society-,
and a ranking of role models – consequently, in
positioning, for example, the stars made up
using huge marketing work, or successful
entrepreneurs and investors in this set of val-
ues. What we know is that the set of values is
shapable. This requires a concept and plenty of
expertise – which is undoubtedly available in
Hungary, too –, and (unfortunately) no little
money.
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Joanna Richardson1

The budget of the European
Union
– towards an integrated control system

TTHE EUROPEAN UNION'S (EU) BUDGET-
FOUNDATIONS AND EVOLUTION

The European Union's budgetary, legal and
operational environment is complex and
unique. The financial and control framework
has evolved in line with the unification of
budgetary instruments, the progress of com-
mon policies and the advancement of inter-
institutional harmonisation. 

The various players in the budgetary process
(Council, Parliament and the Commission)
were established as a result of the founding
treaties2. The Luxembourg Treaty set out
arrangements for budgetary decision-making
powers, later modified in the 1975 Brussels
Treaty3, which provided the rules currently in
force; the Brussels treaty also assigns budget-
ary control powers to the European Court of
Auditors.

Further significant changes to the budgetary
and financial framework were introduced in
19884 with the Inter-Institutional Agreement
(IIA) on budgetary discipline. This measure
aimed to improve inter-institutional coopera-
tion, budgetary discipline and management, by
making budgetary discipline the shared respon-
sibility of the Parliament, the Council and the
Commission. The agreement sets out the
financial framework along with its implement-

ing provisions and outlines procedures for col-
laboration and conciliation on budget related
issues. Reforms were in part motivated by the
enlargement of the community in 1986 (Spain
and Portugal) and the ambitions which accom-
panied enlargement such as the single market
and social cohesion. 

STRUCTURE OF THE 2007 EU BUDGET

The European Union's general budget is imple-
mented in accordance with the provisions con-
tained in the treaties and the Financial
Regulation5. 2007 is the first budget under the
new multi-annual financial framework, known
as the Financial Framework (also referred to as
the Financial Perspective), which will cover up
to 2013 and is the first for the enlarged EU of
27 Member states. For 2007, the annual budget
of the European Union amounts to 126.5 bil-
lion in commitment appropriations (around
1.08% of the Gross National Income (GNI) of
the enlarged EU). The budget enables the EU
to fund the activities, programmes and projects
as decided by the Member States. (See Chart 1)

Although diminished, the largest budgetary
allocation is still made to the common agricul-
tural policy. A key priority for the EU is
'Growth and employment' with the budget
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reflecting the agenda established by the Lisbon
strategy. A new generation of programmes has
been launched to realise a 'European area of
freedom, security and justice', and under the
umbrella of 'Citizenship' there are a number of
programmes aiming to promote a better under-
standing of the EU and address the day to day
concerns of its citizens. In the EU's growing
role as 'Global partner' increased amounts are
allocated to areas such as humanitarian aid, the
Common Foreign and Security policy and the
Stability Instrument.

The financial perspective for 2007–2013
adopted on 17 May 2006, sets three main prior-
ities;

The integration of the single market into
the broader objective of sustainable growth
(including policies on competitiveness and
cohesion for employment, research and educa-
tion).

The development of the concept of
European citizenship (policy directed at free-
doms, security and justice).

The establishment of a coherent role for
Europe as a global player (including external
action and pre-accession instruments). 

THE BUDGETARY PROCESS

The decision and implementation process of
the EU budget involves the European
Parliament, the Council of the European
Union and the European Commission. The
budget implementation and monitoring cycle
operates over a three year period. (See Chart 2)

Preparation and adoption

The EC Treaties6 set out the budgetary pro-
cedure and identify the two arms of the budg-
etary authority; the Council of ministers and
the European Parliament. The budgetary pro-
cedure begins with the drafting of the Budget
by the Commission. The Commission pre-
pares the preliminary draft budget as part of
its strategic programming and planning cycle,
the process is intended to enhance the link
between policy priorities and the allocation of
resources. In adherence to the adopted annual
policy strategy resulting from the parliamentary
Orientation debate and endorsed by the College
(the collective body of Commissioners), the

Chart 1
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Commission establishes a Preliminary Draft
Budget (PDB). 

The PDB is examined by the Council follow-
ing which the draft budget is produced.
Compulsory expenditure, defined as expendi-
ture necessarily resulting from treaties or from
acts henceforth adopted in accordance, is
agreed by all three institutions (the
Commission, the Council, and Parliament), the
final decision belongs to the Council. 

Once the draft stage is reached Parliament
begins its work. A first reading may result in
amendments to non-compulsory expenditure
or proposed modifications to compulsory
expenditure. The Council will then conduct a
second reading of the draft budget and may
make changes to take into account the amend-
ments or proposed modifications voted by
Parliament in its first reading. The draft then
goes back to Parliament for their second read-
ing where most of the work is carried out by
the Committee on Budgets, primarily on non-
compulsory expenditure. 

If Parliament votes to accept the draft budg-
et, it can then be implemented. If it does not,
Parliament can ask for a new draft to be sub-

mitted and if necessary provisional measures
are implemented to provide for the new budg-
etary year whilst a third reading is carried out.
The whole process is punctuated with 'tria-
logue' sessions put in place through the IIA to
improve communication and co-operation
between the three institutions.

Implementation and management

Once the budget has been adopted, implemen-
tation by the European Commission begins.
The Annual Policy strategy lists the main poli-
cy initiatives and outlines the resources allocat-
ed to achieving the objectives. The political pri-
orities and key initiatives are then translated
operationally in the Annual Management plans
of the Commission services. Whilst the
European Commission has overall responsibil-
ity for the implementation of the budget (EC
Treaty, Art 274), more than 80% of expendi-
ture is in fact implemented by the Member
States, third countries and other international
organisations. Member States co-operate with
the Commission to ensure that the appropria-

Chart 2
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tions are used in accordance with the principles
of sound financial management.

The EU Financial Regulation defines various
management methods to implement the budg-
et in the most efficient and effective way: 

Centralised management, which is further
broken down into 'centralised direct manage-
ment', when money is spent directly by the
Commission departments, or, 'centralised indi-
rect management' where the budget is imple-
mented through executive agencies or national
public-sector bodies.

Shared management where the budget is
managed by Member states, for example the
European Agricultural Guidance and Guarantee
Fund and Structural Funds.

Decentralised management where manage-
ment of the budget is delegated to third coun-
tries, this applies to external actions and pre-
accession aid.

Joint management where implementation
is delegated to international organisations. 

In the case of shared and decentralised man-
agement, the implementation is entrusted to
the Member States or third countries and the
Commission must be satisfied that the budget
will be implemented in accordance with the
rules and the principles of sound financial man-
agement. To further protect the EU funds, a
financial correction mechanism is used to recti-
fy irregularities. 

Budgetary Discharge

The cycle ends with the budgetary discharge
granted by Parliament, releasing the Commission
from any further liability in respect of its man-
agement of the budget. The Parliament has the
authority to call for the EU institutions and bo-
dies to account for how the budget has been
spent and it also examines the European Court
of Auditors annual report on the budget's imple-
mentation. Parliament decides whether or not to

approve the Commission's handling of the budg-
et for the previous financial year.

THE INTERNAL CONTROL AND AUDIT
FRAMEWORK

In 2000 the Commission introduced a wide-
ranging administrative reform7. The white
paper on administrative reform proposed five
core principles – openness, participation,
accountability, effectiveness and coherence. An
independent Internal Audit Service was created
as well as Internal Audit Capabilities (IAC's)
within each Commission service to ensure that
internal controls function correctly and are
evaluated on a regular and independent basis8. 

The aim was to assign accountability back to
the responsible departments. The rules which
came into force in 2002 abolished the central ex-
ante financial control function; the Directors
General as “Authorising Officers by delegation”,
became fully responsible for the transactions
made within their field of activity. The
Accounting officer is responsible for laying
down accounting rules, validating accounting
systems and drawing up the institutions financial
statements. Each Director-General or Head of
Service issues an annual activity report which
reports on the DG's/Service's environment, its
main achievements, and any management and
control issues. Upon issuing the report the
Authorising officer signs a declaration which
states that on the basis of his/her own judgement
and the information at his/her disposal, (self-
assessment, ex post controls, work of internal
audit capability, IAS and reports of Court of
Auditors) the information in the report provides 

•a true and fair view on the state of affairs in
the Directorate General or Service and 

•the resources used have been employed for
their intended purposes and in accordance
with the principles of sound financial man-
agement and 
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•controls in place give the necessary guaran-
tees concerning the legality and regularity
of the underlying transactions. 

The independence of the Internal Audit
Service (IAS) is spelt out in the financial regu-
lation and embedded in the IAS charter. The
mission of the IAS is to audit the internal con-
trol systems that exist within the European
Commission in order to assess their effective-
ness and, more generally, the performance of
Commission departments in implementing
policies, programmes and actions with a view
to bringing about continuous improvement.
According to the IAS charter, the service may
adopt any audit approach it deems necessary
(financial audit, operational audit, integrated
audit, informatics audit, etc.) in any area of the
European Commission's work, covering all
aspects of internal control. 

The Commission reports annually to the
European Parliament and the Council on inter-
nal audit work carried out and the follow-up
action taken on existing recommendations. In
addition to assurance measures provided from
within the Commission, the European Court of
Auditors also provides budgetary oversight
activities. Its main role is to check the financing
of the Union's activities and to assure that the
EU budget is correctly implemented – in other
words, that EU income and expenditure is legal
and operating under sound financial manage-
ment. The Treaty requires the Court of Auditors
to provide the European Parliament and the
Council with a statement of assurance (DAS) as
to the reliability of the accounts and the legality
and regularity of the underlying transactions. 

THE DEVELOPMENT OF INTERNAL 
CONTROL – TOWARDS 'SINGLE AUDIT' 

As the overall financial framework of the
Commission has developed, so has the internal
control procedures in place to assure the relia-

bility and regularity of budgetary expenditure.
(See Chart 3)

In 2004 the European Court of Auditors
(ECA) produced an opinion9 suggesting scope
for further improvement regarding the internal
control framework of EU funds. The proposal
advocated defined minimum requirements of
control taking into account cost-benefit pro-
portionality. The ECA proposed that the inter-
nal control system should present a chain of
control procedures, “with each level having spe-
cific defined objectives which take into account
the work of others”. The ECA further pro-
posed that the Commission be responsible for
promoting the improvement of internal control
systems in partnership with member states. 

In response to these recommendations the
Commission devised the “Roadmap towards an
integrated internal control framework”10

(2005). Taking into account the opinion of the
ECA, the roadmap identifies the main actions
to be taken in the field of internal control as
well as addressing the roles that the Council,
European Parliament and the Member States
should play in achieving a reliable and integrat-
ed internal control framework. In accordance
with the ECA opinion, four themes for action
were identified for further improvement: 

•Simplification and common control princi-
ples. 

•Management declarations and audit assur-
ance.

•The single audit approach and the prioritis-
ing of cost-benefit considerations. 

•Sector-specific gaps. 
The benefits offered by the Single audit

model include the streamlining of audit activi-
ties and the establishment of efficient and
effective information flows whilst at the same
time providing a co-ordinated overview of
shared responsibilities such as legality, regular-
ity and effectiveness. The structure minimises
the duplication of work and the overall audit
expenditure required to derive findings. Within
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the context of the European Community, the
single audit concept defines a productive col-
laboration between the European Commission
and the member states' relevant national
authority, i.e. local implementation bodies and
audit institutions. This is of obvious benefit in
areas of shared management with member
States which results in many administrative lay-
ers; starting with the Commission services,
passing through different combinations of
Member State central, regional and local

administrations, down to the payment of EU
aid to individual beneficiaries. In this respect,
the model aims to overcome some of the
impediments inherent in an environment of
decentralisation and deregulation. 

On a political level, it is hoped that the
implementation of the 'Roadmap' will result in
an adequately integrated Community control
framework enabling the Commission to obtain
a positive Statement of Assurance from the
European Court of Auditors.

1 Joanna Richardson works in the Internal Audit
Service of the European Commission. The views
expressed in this article are her own and do not neces-
sarily represent those of the European Commission.

2 The treaty establishing the European Coal and Steel
Community (ECSC)18th April 1951; The Treaty
establishing the European Economic Community
(EEC) 25th March 1957 (aka Treaty of Rome); The

Treaty establishing the European Atomic Energy
Community (Euratom) 25th March 1957; The
Treaty on the EU, 22th Feb 1992.

3 Treaty giving the European Parliament wider budget-
ary powers and establishing a Court of Auditors is
signed. Entered into force in June 1977. 

4 OJ L 185, 15.7.1988 p. 33.

Chart 3 

COMMUNITY EXPENDITURE AND FINANCIAL CONTROL ADVANCEMENTS

ECSC, EDF and miscellaneous
Research
External action
Administration

2005 ‘Roadmap to an Intagrated Internal Control Framework’

2004 ‘Single Audit’ concept (ECA)

2003 New Financial Regulation

2001 Internal Audit Service

2000 Reform White Paper

1991 Financial Control (FC)

1977 Financial Requlation

1975 European Court of Auditors

1968 Financial Control FC)

Structural funds
EAGGF-Guarantee Section
Total (2000 prices)

NOTES



107

SUPERVISION AND AUDIT 

5 OJ L 356, 31.12.1977, p. 1–30

6 The Budgetary Treaty of 1970 (“Treaty amending
Certain Budgetary Provisions of the Treaties estab-
lishing the European Communities and of the Treaty
establishing a Single Council and a Single
Commission of the European Communities”),
Luxembourg on April 1970. The Budgetary Treaty of
1975 (“Treaty amending Certain Financial Provisions
of the Treaty establishing the European Commu-
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Zsuzsanna Novák – Imre Vámos

Application of the ESA 95
methodology in the budget

TToday's discussion papers continuously debate the
new issues related to regionalism, globalisation
and economic integration; the term 'national sov-
ereignty' seems to have lost its original meaning.
International organisations issue recommenda-
tions and proposals to the member states' deci-
sion-makers, and the membership often requires
the irreversible conversion of the entire legal sys-
tem. By signing the Treaty of Accession, Hungary
undertook to align its economic policy to the
requirements of the Economic and Monetary
Union and prepare for the requirements arising
from the membership. Its commitments have
affected the country's accounting and statistical
system; preparatory work has started with great
swing since Brussels seriously scrutinises the
reports on convergence, criticises the implementa-
tion of the economic policy and records present-
ing the economic performance.

The member states and the candidate coun-
tries are required to prepare a report in accor-
dance with the ESA 95 methodology based on
which the data relating to the budgetary deficit
listed among the convergence criteria for GMU
member states and candidate countries may be
compared among others. The introduction of
the international and European requirements
for accounting and statistical records is a great
burden on the authorities of the member states.
This paper – after introducing the internation-

al accounting and statistical systems – aims at
revealing the difficulties occurring in connec-
tion with the convergence process and in the
course of preparing an inventory of the data of
the general government sector, which are
expected to exist for a longer period and the
routine like management of which will proba-
bly be possible only after a longer adjustment
period. 

INTERNATIONAL ACCOUNTING 
AND STATISTICAL REPORTS

The aim of the so-called general financial
reporting is not to serve individual needs, but
rather to disseminate information to a wider
audience including taxpayers, the institutions
of legislation and law enforcement, creditors,
business partners, the media and a great num-
ber of employees. In the public sector the par-
ticular goal is that the financial statements
could provide appropriate information to the
decision makers and organisations could prove
that they manage their resources appropriately.
The underlying statistical and accounting mod-
els provide help in describing and interpreting
the activities and financial processes of the
operators and comparing these on an interna-
tional level.
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The need for standardising the financial
statements first arose in the business sector espe-
cially among companies registered on the stock
exchange. For this purpose IFRS (International
Financial Reporting Standards) were created,
which are continuously reviewed, extended and
clarified by the IASB (International Accounting
Standards Board). The IPSAS (International
Public Sector Accounting Standards), which help
the recording of the public bodies' accounts, are
developed by the International Federation of
Accountants Public Sector Committee
(IFAC/PSC) in order to support their use by
governments and other public sector entities. In
fact, IPSAS are based on IFRS and are adapted for
the use by public sector entities; the public sector
accounting standards are updated in line with the
development of the IFRS. (Since 2000 twenty
standards have been developed and used in gener-
al government accounting.) In certain fields, if
there are deficiencies in the state accounting stan-
dards, the rules laid down in the IFRS should be
used; as far as the IPSAS are concerned, devia-
tions from the guidelines contained therein may
be made only in justified cases. The standards
equally apply to the financial statements of indi-
vidual organisations, the consolidated financial
statements of a business organisation, group,
such as the government level statements. The
European Commission itself has switched to an
accrual basis of accounting as of 1 January 2005
introducing accrual basis accounting in the EU
budget and thus setting an example for the mem-
ber states' government bodies, which apply sig-
nificantly different accounting policies. 

There have been great achievements in the
field of statistical models in order to align the
information content of the international statis-
tical data. The UN, the IMF, the Commission
of the European Communities, the OECD and
the World Bank jointly undertook to develop
the System of National Accounts (SNA 1993),
which is a well-known model of international
statistics covering micro- and macroeconom-

ics. There is an ongoing comprehensive update
of the system to be reviewed completely by
2008. In order to standardise the financial sta-
tistical accounting of the government sector,
the International Monetary Fund published a
manual (Government Finance Statistics
Manual, 2001); the economic and statistical
concepts, accounting rules, guidelines for sys-
tematising the operational data of the public
sector included in its system of controls (here-
inafter: GFS) incorporate the entire govern-
ment sector including the public corporations. 

Serious efforts have been made in the
European Union in order to standardise the
varied data supply practices of the national sta-
tistical offices, as a result of which the ESA 95
methodology – which is also currently under
review1 – was developed for the management of
the budgetary deficit and public debt. Both the
GFS and the ESA 95 are in line with the system
of national accounts (SNA). 

In order to eliminate the still existing differ-
ences in national and international regulations in
effect, an international task force (Task Force on
Harmonization of Public Sector Accounting, TFH-
PSA) was set up with the aim of reviewing the dif-
ferences in the accounting and statistical models
required for preparing financial statements and
eliminating such discrepancies, if possible. The
standardisation of the various systems of account
also contributes to that the budgetary status and
the debt of the individual states could be com-
pared, which is an indispensable prerequisite of
the economic convergence examination, since in
a number of countries the public sector is liable
for using more than 50 per cent of the GDP. 

THE EURO AREA IN VIEW 
OF STATISTICAL ACCOUNTING

The convergence process of the new members
of the EU is monitored not only by the central
banks of the member states and the EMU. This
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is, at the same time, one of the most debated
issues in the economic literature of the Central-
European countries. The statistical inventory of
convergence indicators is less often mentioned
than the analysis of economic trends and the
various economic policy measures. 

The European Commission has set strong
expectations for the national statistical offices
with respect to the institution and the method-
ology, the latter being applied to the examina-
tion of the changes in harmonised index of
consumer prices (HICP), exchange rates, long-
term interest rates and the field affected by the
regulations of the European system of the
national and regional accounts within the
Community (ESA 95), i.e. the finances of the
government sector. The key information on
measuring fiscal processes is described in detail
in the Council Regulation (EC) No 3605/93 of
22 November 1993 on ESA 95 and debt and the
regulations2 related to the Stability and Growth
Pact. ESA 95 provides an accurate description
of the terminology used in general government
statistics, and prescribes the harmonious treat-
ment of the transactions particular to the gov-
ernment sector (such as capital transactions,
securities transactions). The entries and rules
used in accounting are in line with the system
of national accounts of 1993 (SNA). From an
accounting point of view, it converges towards
accrual-basis accounting.

The 'public sector' described in ESA 95
includes the central government, the regional
and the local governments and the social secu-
rity funds. While most transactions within the
general government subsectors are not consol-
idated, certain transactions, such as capital
transfers are consolidated. The terms 'govern-
ment deficit' and 'surplus' used in this system
equal to “net lending (+)/net borrowing (–)”
plus the aggregates “net settlements under
swaps and forward rate agreements”. The pri-
mary balance calculated this way excludes
interest expenditure in the usual way of the

GFS. In the excessive deficit procedure (EDP),
the general government debt at nominal value
equals the amount of the pre-defined ESA 95
category; however, it does not equal the data at
market value in the ESA 95 balance sheets. The
ESA 95 manual also touches upon the classifi-
cation of funded pension schemes in case of
government responsibility or guarantee, and
the recording of military expenditure.

GENERAL BUDGET ACCOUNTS 
IN THE EURO AREA

If you look at the annual and quarterly budget-
ary data of the European Union, which togeth-
er with the EU budget includes the national
accounts and transactions of the government
sector both for a national level and the EU, you
will get a good example of the implementation
of the principles and methodology of the ESA
95. The data prepared by the national statistical
offices, supplemented by the estimates of min-
istries of finance and banks of issue, are col-
lected by the EUROSTAT (quarterly data) in
the framework of the ESA 95 data transmission
program and the notification relating to the
excessive deficit procedure performed twice a
year. In addition, the European Commission
and the central banks of the euro system sup-
ply statistical data in accordance with the GFS
to the ECB based on the GFS guidelines of the
ECB. The data transmitted this way are
reviewed twice a year and depending on
whether they apply to an annual or quarterly
period, these are published in the relevant
monthly report of the ECB.

Budgetary deficit

The data determined under ESA 95 for the
total general government deficit is calculated
based on the net lending (+) and net borrow-
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ing (–) positions which equal the difference
between the general budgetary revenues and
expenditures, or in other words, the difference
between the net increase in financial assets and
the net increase in liabilities. Revenue and
expenditure items are further detailed by sepa-
rating the current and the capital components.
The calculation of deficit and surplus data
recorded for the individual member states
includes the revenues and expenditures related
to the EU budget, which are then counterbal-
anced by the net transfer between the national
and the EU budget. 

Other current transfers, interests and capital
transfers within the entire public sector are
consolidated in the statements; however, data
relating to expenditure, taxes and subsidies in
connection with the purchase of goods and
services are not consolidated.

In the course of this procedure the data con-
tent as well as accounting principles related to
the valuation and accrual basis accounting
reflect the ESA 95. 

National debt

As mentioned before, a methodology some-
what different from that of the ESA 95 is
applied for the calculation of the national debt
in the euro area. Individual financial accounts
are recorded at nominal value, and the gross
debt calculated this way covers only a part of
the categories defined in ESA 95. Based on liq-
uidity and legal characteristics, ESA 95 distin-
guishes seven categories of financial assets:

•monetary gold and special drawing rights,
•currency and deposits,
•securities other than shares, excluding

financial derivatives,
•loans,
•shares and other equity,
•insurance technical reserves,
•other accounts receivable/payable.

In order to calculate the debt used in the
excessive deficit procedure (EDP), only the
following categories are considered: “currency
and deposits”, “securities other than shares,
excluding financial derivatives” (such as gov-
ernment bills of exchange, government deben-
tures and government bonds), and “loans”. The
general ESA 95 accounting data used within
EDP are further broken down by expiration,
currency and headquarters of the originator.

The debt cancellation as an economic trans-
action is recorded as changes in loans, which
are usually set off by a government capital
transfer, except when the debt is to be reduced
by revenues from privatisation: in such cases
the counter item is an economic transaction.

The general government deficit ratio and the
general government debt ratio are defined as a
percentage of GDP as calculated under ESA 95.
The difference of the changes of these two fac-
tors should be supported in the framework of
the deficit-debt adjustment by the fully fledged
system of ESA 95 financial accounts (the com-
ponents of this difference are inter alia net
acquisition of financial assets, valuation
changes of general government debt, revenues
from the privatisation of public corporations).

PRACTICAL EXAMPLES

We are going to present the records related to
the privatisation and the implementation and
operation of public utility companies with the
involvement of the corporate sector, and their
impact on the net borrowing/net lending of the
government.3 In accordance with the ESA 95
manual, the analysis of such cases is highly jus-
tified in economies in transition.

The cases under review are good examples of
the asymmetry existing between the financial
and non-financial assets in the statistical proce-
dure. The changes in non-financial assets arising
from economic operations are recorded on the
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capital account, and this way they may affect
the balance of the net lending/net borrowing.
However, the changes in financial assets do not
affect the aforementioned balance.

Direct sale of financial assets
The government holds a parcel of shares in a
public utility company in the value of z, which
appears in the balance sheet. In accordance
with the decision related to the privatisation, a
part (x) of the parcel of shares (ESA code F.5
on the financial account) is sold. The price of
the sold shares increases the financial assets by
x (ESA code F.2). After the direct sale the gov-
ernment's net lending/net borrowing position
(ESA code B.9) is not affected by the transac-
tion. (See Chart 1)

Indirect sale of financial assets
In the case of indirect sale of financial assets,
the government does not sell its share, but the
privatisation procedure is implemented
through the sale of the financial assets of a pub-
lic utility company (for example, the principal

of the government in the public utility compa-
ny is established by the transfer of other secu-
rities, and a later date the principal is sold and
the equity of the public utility company is
reduced). The price of the sold financial assets
is recorded on the government's financial
account, which reduces the equity of the public
utility company with the same value. After the
indirect sale the government's net lending/net
borrowing position (ESA code B.9) is not
affected by the transaction. (See Chart 2)

Direct sale of non-financial assets
In the case of selling non-financial assets
directly, the financial assets received for the
sold non-financial assets (x) (ESA code F.2 on
the financial account) increase the value of the
capital account, therefore the net lending/net
borrowing position (ESA code B.9) is affected
positively. (See Chart 3)

Indirect sale of non-financial assets
In the case of selling non-financial assets indi-
rectly, the price of the sold non-financial assets
is recorded on the government's financial
account, which reduces the equity of the public
utility company with the same value. After the
indirect sale the government's net lending/net

EXAMPLE I 
RECORDING PRIVATISATION-RELATED

TRANSACTIONS

Chart 1 
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Opening balance sheet 

A L  A L 

EL.5 z      EL.5 z 

         

Financial account 

A L  A L 

L.5 –x        

L.2 +x B.9 0      

Closing balance sheet 

A L  A L 

EL.5 z–x      EL.5 z 

EL.2 +x B.90 0    B.90 0 
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Chart 2 
 

GOVERNMENT  PUBLIC UTILITY COMPANY ’A’ 

 

Opening balance sheet 

A L  A L 

AF.5 z    AF.5 y AF.5 z 

         

Financial account 

A L  A L 

L.5 –x    L.5 –x L.5 –x 

L.2 +x B.9 0    B.9 0 

Closing balance sheet 

A F  A L 

AF.5 z–x    AF.5 y–x AF.5 z–x 

AF.2 +x B.90 0    B.90 0 

Chart 4 
 

GOVERNMENT  PUBLIC UTILITY COMPANY ’A’ 

 

Opening balance sheet 

A L  A L 

AF.5 z    AN y AF.5 z 

Capital account 

A L  A L 

     AN –x   

     B.9 +x   

Financial account 

A L  A L 

F.5 –x    F.2 +x–x F.5 –x 

F.2 +x B.9 0    B.9 +x 

Closing balance sheet 

A L  A L 

AF.5 z–x    AN y–x AF.5 z–x 

AF.2 +x B.90 0    B.90 0 

Chart 3 
 

Opening balance sheet  Financial account 

A L  A L 

AN z    F.2 +x   

       B.9 +x 
 

Capital account  Closing balance sheet 

A L  L L 

AN selling –x    AN z–x   

B.9 +x    AF.2  +x B.90 0 
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borrowing position (ESA code B.9) is not
affected by the transaction. (See Chart 4)

Case of the collectively owned holding,
which retains the privatisation revenues
The collectively owned holding sells 100 units
of shares (ESA code AF.5) in subsidiary A in the
course of a privatisation transaction. From the
received revenues it transfers 20 units of finan-
cial assets (ESA code F.2) to subsidiary B. Since
the holding keeps and manages the privatisation
revenues in the course of its operation, the gov-
ernment cannot record the privatisation rev-
enues directly. The government's net
lending/net borrowing position (ESA code B.9)
is not affected by the privatisation transaction.
However, the transfer of the 20 units of finan-
cial assets without receiving any financial com-
pensation is regarded a government payment;
therefore the transaction has a negative impact
on the government's net lending/net borrowing
position (ESA code B.9). (See Chart 5)

In which
•the facility is built by the enterprise (in the

value of 1,000 units);
•the government pays regularly in the utili-

sation period (100 units/year), and the
facility is recorded in the company's bal-
ance sheet as operational lease;

•At the end of the utilisation period the
enterprise sells the facility at residual value
of 200 units. (See Chart 6)

According to the conditions of the opera-
tional lease, the owner's risks burden the com-
pany. The government's net lending/net bor-
rowing position (ESA code B.9) is affected
only by the annual fee. (See Chart 7)

At the end of the period the facility is trans-

Case A)

EXAMPLE II 
ESTABLISHMENT AND OPERATION OF PUBLIC
FACILITIES WITH THE INVOLVEMENT OF THE

BUSINESS SECTOR

Chart 5 
 

GOVERNMENT  HOLDING COMPANY  SUBSIDIARY ’B’ 

              

     Opening balance      

A   L  E   L  E   L 

AF.5 x    AF.5 z AF.5 x    AF.5 z 

     Non-financial accounts      

Source   Expend.  Source   Expend.  Source   Expend. 

  D.39 –20       D.39 –20   

B.9 –20         B.9 +20   

     Financial accounts      

A   L  A   L  A   L 

F.2 +20    F.2 +100 F.5 –20  F.2 +20   

F.2 –20    F.2 –20        

F.5 –20 B.9 –20  F.5 –100 B.9 0    B.9 +20 

     Closing balance sheet      

A   L  A   L  A   L 

AF.5 x–20    AF.5 z–100 AF.5 x–20  AF.2 +20 AF.5 z 

     AF.2 +80        

  B.90 –20    B.90 0    B.90 +20 
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ferred to the government in the predefined
value of 200 units.

In which
•the facility is built by the enterprise (in the

value of 1,000 units);
•the government makes regular payments to

the enterprise in the utilisation period, and
the facility is recorded in the government's
balance sheet as financial lease. (See Chart 8)

According to the conditions of the financial
lease, ownership rights are exercised by the
government and the risks are borne by the gov-
ernment. The investment has a negative impact
on the government's net lending/net borrow-
ing position (ESA code B.9) in the total value
of the investment.

In which
•the government hands over the facility to

the enterprise in exchange for ownership
rights (in the value of 1,000 units);

•the enterprise pays participation to the
government (100 units/year);

•at the end of the utilisation period the facil-
ity is transferred to the government at
aresidual value of 200 units. (See Chart 9)

The government's net lending/net borrow-
ing position (ESA code B.9) is not affected
by the transaction. The government obtains
ownership rights in the enterprise. (See
Chart 10)

Nonetheless, the owner's revenue paid by
the company is recorded in the government's
accounts. The annual fees have a positive
impact on the government's net lending/net
borrowing position (ESA code B.9). (See
Chart 11)

At the end of the period the facility is trans-
ferred to the government. This transfer does
not affect the government's net lending/net
borrowing position (ESA code B.9).

Case C)

Case B)

Chart 6 
 

BUILDING AND UTILISING THE FACILITY IN THE FIRST YEAR 

GOVERNMENT  ENTERPRISE 

 

Non-financial accounts 

Expend./ A Source/ L  Expend./ A Source/ L 

P.3 100    P.51 1 000 P.12 1 000 

B.9 –1 000      P.11 100 

Chart 7 
 

HANDING OVER THE FACILITY TO THE GOVERNMENT AT THE END OF THE UTILISATION PERIOD 

GOVERNMENT  ENTERPRISE 

Capital account 

A L  A L 

P.51 200 D.99 +200      

B.9 0        

Closing account 

A L  A L 

AN.11 200        
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Chart 8 
 

BUILDING FACILITIES AS GOVERNMENT INVESTMENTS 

GOVERNMENT  ENTERPRISE 

Non-financial accounts 

Expend./ A Source/ L  Expend./ A Source/ L 

P.51 1 000      P.11 1 000 

B.9 –1 000        

Financial account 

A L  A L 

  F.4 1 000      

  B.9 –1 000      

Closing balance sheet 

A L  A L 

AN.11 1 000 AF.4 1 000      

         

 

Cart 9 
 

UTILISING AN EXISTING FACILITY 

GOVERNMENT  ENTERPRISE 

Opening balance sheet 

A L  A L 

AN.11 1 000        

         

Other changes in the volume of assets account 

A L  A L 

AN.11(K.12.1) –1 000    AN.11(K.12.1) 1 000 AF.5(K.12.1) 1 000 
AF.5(K.12.1) 1 000        

Closing balance sheet 

A L  A L 

AN.11 0    AN.11 1 000 AF.5 1 000 

AF.5 1 000        

 

Chart 10 
 

GOVERNMENT  ENTERPRISE 

 

Non-financial accounts 

Expend./ A Source/ L  Expend./ A Source/ L 

  D.45/D.29 100      

B.9 +100        
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The appendix of the ESA 95 manual provides a
short summary of factors which determine
whether an economic transaction is regarded as
financial or operational lease. When making
decisions, issues closely related to the asset and
its financing during the lease period should be
considered. Therefore the following issues are
of key importance:

•who determines the building and the use of
the asset, 

•who is responsible for its maintenance and
security, 

•who repays the debt before the agreement
expires, 

•who bears the risk of the residual value etc. 
In cases when both solutions are applicable,

the case must be judged taking the relative
importance of the issues into account.

ESA 95 AND THE BUDGETARY 
ACCOUNTING PRACTICE IN HUNGARY

In Hungary, reporting obligations are regulated
not by standards but in legal regulations issued
by authorisation conferred by legislation, by
government decree 249/2000 on public account-
ing.4 Under Article 176 of Act on Accounting5

detailed regulations, methods and procedures
implemented to supplement the legal provisions
which are necessary for the principle of true and
fair view should be prescribed in national
accounting standards. These accounting stan-
dards can contradict neither the objectives and
principles of this Act, nor the process of inte-
gration of the EU legislation. The reform of the
budgetary accounting is inevitable in order to
introduce accrual basis accounting.

In line with ESA 95 requirements, Hungary
has been obliged to prepare fiscal policy state-
ments in the framework of the Pre-Accession
Economic Programs (PEP) since 2001. The
Act amending the Act on Public Finance of
2002 stipulated that budget-related acts should
take the rules of ESA 95 into account.6 GFS32
type budgetary data have to be supplemented,
corrected and ranked in order to get budgetary
deficit and public data according to ESA 95.
Significant methodology and information sys-
tem development tasks have to be performed in
the field of the financial-statistical systems of
the government sector in order that in compli-
ance with the EUROSTAT regulations the
Ministry of Finance could prepare the notifica-
tion report, the National Bank of Hungary
could prepare the financial accounts and the
Hungarian Statistical Office could prepare the
government accounts.

As far as budgetary records are concerned,
the Hungarian practice still follows the princi-

EXAMPLE III 
FACTORS AFFECTING THE DIFFERENTIATION

OF OPERATIONAL AND FINANCIAL LEASE

Chart 11 
 

HANDING OVER THE FACILITY TO THE GOVERNMENT AT THE END OF THE UTILISATION PERIOD 

GOVERNMENT  ENTERPRISE 

Capital account 

A L  A L 

P.51 +200 D.99 +200  P.51 –200 D.99 –200 

B.9 0        

Closing balance sheet 

A L  A L 

AN.11 200        
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ples laid down in the GFS model, and in the
case of data transferred to the European
Commission it applies the settlement under
ESA 95. 

For cash-based data recorded in the GFS sys-
tem financing items (amounts from national and
foreign borrowings, amounts from the issue of
securities, annual repayment of national and for-
eign loans, repurchase of securities in the given
year, the part of deposits accumulated until the
end of the previous year and the increase in
deposits in the year under review) are not con-
sidered among revenues and expenditure. 

In the past few years the balance sheet data7

estimated and published by the Ministry of
Finance based on the above (excluding local
governments, for the entire public sector) are
shown in Table 1.

The accrual basis ESA 95 data of the general
government sector8 are prepared using the
cash-based revenues method, the purpose of
which is to – irrespective of the date of cash
payment – contain only items relating to the
year concerned. The key difference of the two
accounting approaches resulting from this,
occurs in the field of taxes, social security con-
tributions, corporate aid (for example state
guarantee), and social benefits. Data may be
adjusted on an accrual basis using three
methodological procedures: 

•investment-related statistical data are
adjusted with the help of the so-called full
accrual method (in the case of implement-
ed investments transactions are recorded at
the date of the commitment), 

•the time adjusted cash method facilitates
adjustments made to the operational budg-
et (such as payroll), 

•the mixed accrual method used jointly for
operational and accumulation data is a mix-
ture of the above. 

The excessive deficit procedure

The statistical reports related to the excessive
deficit procedure are reviewed on a regular
basis; this is necessary due to overoptimistic
forecasts and accounting techniques resulting
in favourable data. To date the applied methods
have been reviewed on a number of occasions
upon the inventory of operational and accumu-
lation expenditure. Data for 2003 and 2004
were significantly improved by the slowdown
of VAT-refunds. In last year's second report, in
the framework of the EDP notification of
September 2005, in line with the opinion of the
EUROSTAT, two substantive corrections were
made: the uniform handling of the one-month
additional salary of the public sector and the re-
classification of motorway construction modi-
fied the 2004 and 2005 deficit figures upwards.

The extremely high ESA 95 deficit data pre-
sented in Table 1 equal the output data pub-
lished this September (2006). With a view to
the transitory period granted by EUROSTAT
in their New Release nr. 117/2004 of 23
September 2004 up to 2007, mandatory, fully
funded pension funds are classified inside the
general government sector within the original

Table 1

GOVERNMENT DEFICIT DATA, 2002–2005
(in percentage of GDP)

2002 2003 2004 2005
GFS (without local governments) –9.28 –5.70 –6.29 –4.52

GFS (entire public finance) –9.90 –5.87 –6.45 n. a.

ESA 95 –8.40 –6.40 –6.60 –7.50
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program. However, in the EDP notification of
September 2006, the mandatory, fully funded
pillar of the pension system was recorded out-
side the general government sector, and based
on the news release of the EUROSTAT of
March 2006, the budgetary effect of the mili-
tary acquisitions was re-valued. According to
the government, the military expenditure (pri-
marily related to the procurement of Gripen
fighter planes) that has no structural effect, is
not included in the earlier, December report.
However, based on the EUROSTAT news
release of March 2006, regarding the military
procurements implemented in leasing or instal-
ment payment arrangements, such transactions
should be recorded as financial lease upon
delivery. The revisions of the existing data are
often related to the so-called “…creative
accounting. Some are recorded with a retroac-
tive manner, when costs should have been
reflected in the deficit.”9

The difference between the deficit data and
forecasts contained in the two reports are well
illustrated in Table 2.

Based on the reports of December 2005 and
September 2006, one may find that serious
measures should be taken in order to align the
accounting-statistical methodologies.

Data and forecasts in the convergence
report

The future measures of the fiscal policy and
projected figures are included in the conver-

gence report providing a macroeconomic
analysis and the objectives of the medium-term
economic policy, which intends to implement
the general government sector adjustment
required in order to reach the deficit calculated
under ESA 95 by 2008. In addition to the
required structural measures, the reform of the
budget also means the introduction of more
stringent accounting principles, which, in addi-
tion to the pension funds' issue already men-
tioned, have an effect on recording motorway
developments implemented in PPP schemes
and other debated issues as general government
expenditure.

However, due to the higher starting level,
the correction of the excessive deficit requires
greater reduction of the general government
deficit than projected in previous programmes,
at 2–3 percentage points per annum, after 2006.
The increase of the general government debt is
primarily due to increasing interest burdens.

Factors influencing the general government
debt beyond the primary balance and econom-
ic growth are recorded under other factors
(stock-flow adjustment). These may modify the
balance by as much as 1–2 per cent annually –
according to forecasts in a positive direction in
the next few years (exchange rate effect, effect
of revaluation, other statistical adjustments).
(See Table 3)

The second (updated) convergence pro-
gramme published in December, this year,
which covers a period of five years, further
refines the expected development of the gener-
al government's financial status. Compared to

Table 2

DIFFERENCES IN THE TWO REPORTS
(in percentage of GDP)

2004 2005 2006 2007
ESA 95 (December 2005) 5.4 6.1 4.7 3.3 

ESA 95 (September 2006) 6.6 7.5 10.1 6.8

Source: Ministry of Finance
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the converge programme published in
September, indicators expressed in percentage
of the GDP have changed significantly. This is
primarily related to that the GDP figures at
current prices are higher than before in the
updated macroeconomic forecast – resulting
primarily from methodology-related issues.
Compared to the GDP at current price revised
upwards, the proportion of revenues and
expenditure is smaller, therefore the expendi-
ture/GDP ratio is significantly reduced.10

Based on the above, it cannot be ensured that
the well-known Maastricht convergence crite-
ria (maximum budget deficit of 3 per cent of
GDP and maximum total public sector debt of
60 per cent of GDP) will be met until 2011;
however, according to government forecasts,
these may be reduced to an acceptable level.
(See Table 4)

In general, it is obvious that serious efforts
should be made in the field of economic and
accounting convergence in order to accelerate

convergence, the most critical point of which is
the control of the fiscal procedures, since this
is the greatest challenge in the field of econo
mic policy.

SUMMARY

The new member states of the European Union
– including Hungary – were obliged to prepare
Pre-Accession Economic Programs (PEP)
since 2001. Statements included in the PEP had
to be based on data set according to ESA 95
methodology, which – among others – forms the
starting point of a comparative analysis of data
relating to budgetary deficit, being one of the
convergence criteria of EMU member states
and applicants.

Budgetary data have to be supplemented,
corrected, and ranked over in order to get
budgetary deficit and public debt data accord-
ing to ESA 95. The conversion techniques of
the data expressed in flow of money terms is
realised within the information system of the

Table 4

THE MAIN PROJECTIONS OF THE UPDATED CONVERGENCE PROGRAMME
(in percentage of GDP, December 2006)

2007 2008 2009 2010 2011
Budgetary  balance –6.8  –4.3  –3.2  –2.7  –2.2

Primary balance –2.4 0.0 0.9 1.1 ca. 1.5

Primary expenditures without EU transfer 43.7 40.5 39.7 38.5 ca. 38.0

Tax and contribution revenues 38.1 37.8 37.3 37.0 36.5–37.0
Gross  debt 70.1 71.3 69.3 67.5 65.0–66.0

Source: Ministry of Finance

Table 3

MAIN FIGURES OF THE GENERAL GOVERNMENT
(in percentage of GDP, September 2006)

2004 2005 2006 2007 2008
Deficit 6.6 7.5  10.1 6.8 4.3

Primary balance –2.2 –3.4 –6.3 –2.4 –0.2

Structural deficit 5.4 7.8 9.6 5.7 3.5
Gross  debt 60.2 62.3 68.5 71.3 72.3

Source: Ministry of Finance
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NOTES

LITERATURE

public sector through the data collection and
estimating procedures organised for the man-
agement of emerging data (in balance of money
terms).

For the replacement of the missing data in
income-expenditure terms in the public sec-
tor information system EUROSTAT direc-
tives have to be applied, as data reflecting
income-expenditure changes accounted in
double-entry bookkeeping serve with more
adequate information reflecting real process-

es from a methodological and reliability point
of view.

After the alignment of different accounting
and statistical systems in this paper we are
introducing the most important characteristics
of the ESA 95 methodology and the way it
affects the public sector financial figures. The
up-to-date and projected data on budgetary
deficit and state debt level reflects the current
state and the future path of the Hungarian fis-
cal convergence process.

1 Until about 2010

2 1997. Council Regulation (EC) No 1466/97 of July
7 1997, Council Regulation (EC) No 1467/97 of July
7 1997 the preceding Council regulations and those
including the amendments were amended by
Council Regulations No 1055/2005 and 1056/2005
of 27 June 2005.

3 Changes in the net borrowing/net lending position
are always indicated by Code B.9 throughout the fol-
lowing examples in accordance with ESA 95.

4 Based on the acts on accounting and public finance;
prescribes the so-called adjusted cash-basis accounting.

5 Act C of 2000 on Accounting

6 Article 8, Section 4 of Act on Public Financing: “The
coherence and the relationship of the budgetary bal-
ance (surplus or deficit) of the general government
subsectors shall be presented by the indicator
required and reported under the excessive deficit
procedure of the European Union: the deficit of the
general government sector (Maastricht-definition
deficit indicator).”

Article 112, Section 3: “The coherence and the rela-
tionship of the general government debt of the gen-
eral government subsectors shall be presented by the
indicator required and reported under the excessive
deficit procedure of the European Union: the deficit
of the general government sector (Maastricht-defini-
tion debt indicator).”

7 Based on the public sector and GDP data published
by the Hungarian Central Statistical Office. Source:
Hungarian Central Statistical Office

8 Source: Ministry of Finance

9 National Bank of Hungary (2005): Report on
Convergence

10 The reason for these changes was that the
Hungarian Central Statistical Office introduced
methodological changes affecting a number of
items in the statistics of national accounts in
accordance with the requirements (recommenda-
tions) set by the EUROSTAT and the OECD.
The methodological changes serve the purpose of
aligning the Hungarian national accounts to the
EU practice.
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Gábor Márkus

Taxation aspects 
of marketing strategies
employed in car sales

OOn the basis of one case study for each, two basic
strategies (“pull” and “push”) aimed at achieving
extensive expansion in car sales are analysed here
from taxation aspects. These demonstrate cases
that do not follow the mainstream practice of cor-
porate value creation in Hungary – an example is
the loan designs with zero-percent THM [Total
Annual Loan Cost Indicator]. However, in the
case of the tax impacts of these designs, the tax
authority often questions the justification for lower-
ing the taxable amount on one side, while does
not object the increase in the taxable amount on
the other side of the transaction. As a result, when
the objected issues have been decided – irrespec-
tive of which party has been awarded – there are
no changes in the total tax revenue, but the tax
authority has created market disturbances of var-
ious direction and strength in the process.

As world economy is being globalised, the
fact that a fluctuating demand often faces a
steady oversupply is evident in numerous mar-
kets. As a result, sales incentives have been
given a major role in the sales process in the
market of confidence products (consumer
durables, for example). Sales incentives could be
focused on consumers – loan designs with zero-
percent THM is a fine example – or any player
in the sales channel. As the debt portfolio and
debt ratio of Hungarian households have not
dropped in spite of declining real wages, and

have even showed an increase according to the
data released by the National Bank of Hungary,
competition in this scope is expected to inten-
sify, which we believe will lend the aforemen-
tioned trend yet another boost.

These marketing tools, however, have consid-
erable tax impacts, primarily regarding VAT and
corporate tax. As these two taxes account for a
considerable ratio in the government's revenues,
the stance the tax authority takes when auditing
corporate entities is, therefore, an important
issue for market players, especially with regard
to opportunities to reduce taxable income. As
the headcount at the tax authority is expected to
increase and tax audits are likely to be more fre-
quent in an attempt to fight black economy, this
issue is going to be even more significant. By
selecting a concrete segment, namely new car
sales, we aim to demonstrate the impairments
the government could, through its tax policy,
cause either willingly, or, by interpreting statutes
in a disharmonic way, unwillingly.

SITUATION OF NEW CAR SALES

The sales of new vehicles saw the start of a very
dynamic expansion in the late 1990s and the
early 2000s in Hungary. This was primarily a
growth in quantity, which, however, halted in
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2002. A constantly declining growth was seen
until 2005, followed by a slight increase in
2006. As a result, the annual growth rate of
22.1 per cent recorded in 2002 dropped to 1.6
per cent by 2005, which then advanced slightly
to 4.1 per cent (See Chart 1).

These conditions call for intensifying com-
petition as well as the introduction and expan-
sion of new, unorthodox marketing strategies
in Hungary. Of course, it has direct impacts on
the players of the sales channel. Prior to the
accession to the European Union, new car sales
were typically organised in such a way that a
major international carmaker established an
affiliate in Hungary to import and distribute
the vehicles. The affiliate contracted dealer-
ships in Hungary that sold the vehicles to end-
users. The dealerships were contracted in terms
of annual target numbers, their bonuses and
discounts were subject to the achievement of
these figures, and have been ever since.1

As the growth of sales dropped and compe-
tition intensified, dealers – being part of the
sales channel – have come into the foreground
of considerations. Wholesale affiliates have two

strategies to maintain their competitive edge.
One is the strategy named “pull”, when con-
sumers are enticed to buy the product in ques-
tion. Typical forms include lower prices and the
addition of various related products2, and also
loans with eased conditions. The other direc-
tion is the strategy dubbed “push”, which aims
to influence dealers to take greater efforts to
meet target figures.

Of course, both designs have tax impacts, in
which regard the tax authority has made remark-
able resolutions recently. Two will be showcased
here, one for each marketing strategy. We deem
it important to underline that both cases
demonstrate actual events, and not some proba-
ble theoretic assumptions. The ultimate conclu-
sions to be reached are, however, universal.

Pull strategy: Sales incentive by lower
interest rates

A car dealership made a contract with its part-
ner bank, and, consequently, bilateral transfers
of funds were made between the parties. On

Chart 1 

NEW CAR SALES
Sales index (preceding period = 100)

Source: KSH [Hungarian Statistical Office]
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111.1
106.8

101.6 104.1
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the one hand, the retailer was eligible for a
management fee to be paid by the bank
because of contributing to the bank's business
of financing the cars that were sold by the
retailer by making the bank's loan offer avail-
able, calling customers' attention to the offer
and contracting them, etc. On the other hand,
the bank provided the customers of the car
dealer with loans at an interest rate lower than
the market rate, or in some cases free of inter-
est. The credit institution was reimbursed for
the income loss by the car dealer at a price
defined for each individual offer, a certain per-
centage of the gross purchase price of the vehi-
cle. Both activities were invoiced as service
provision.

The tax audit questioned these deals and
made two main arguments. Accordingly, the
second transaction – the reimbursement of the
bank's income loss – was not a service provision
(nor a goods sale) because it was not included
in the Register of Services. Hence, said the tax
audit, it did not fall under the effect of the VAT
Act, in other words the retailer was ineligible
for the VAT refund on the basis of the invoice
issued by the credit institution.

The dealership, however, said that the con-
cept of service provision as defined by the VAT
Act was not identical to service provision in a
statistical sense as the former was a much wider
scope, and therefore this issue had no impact

on taxability. On the other hand, the bank had
taken an obligation – by participating in the
deal – to provide customers of the dealership
with loans at interest rates that were lower than
the current market rate, incurring losses in
interest income. On the basis of the VAT Act,
however, such a pledge is classified as service
provision, and in this case the VAT was justi-
fied to be invoiced and refunded, because pay-
ment had been made. The status quo is
described by Table 1 below.

The issues that had been raised were not
scrutinised in the course of the tax audit
because in its appeal the dealer had referred to
Section 130 of the Act on Taxation, which says
“In the course of tax audit into taxable entities
with contractual obligations (contracts, trans-
actions) that generate tax payment obligations,
the tax authority cannot assess the very same
legal obligation differently for various taxable
entities, therefore the tax authority shall, when
scrutinising one of the taxable entities of a legal
obligation, adhere to the resolutions made in
the case of the other taxable entity of the legal
obligation”. The credit institution in question,
however, had been subjected to a tax audit and
the tax authority had not challenged the trans-
actions in question, thus the dealership con-
cerned was not penalised. However, the core
issue – the tax considerations of the transaction
– has not been resolved.

Table 1

CONSIDERATIONS REGARDING THE “PULL” STRATEGY

• The concept of service as defined by
the VAT Act is not identical to the sta-
tistical concept.

• The bank pledged obligation against a
surcharge, hence it is service provi-
sion

• The business activity cannot be classi-
fied under the Register of Services,
thus it is not regarded as service 

• Cannot be classified as service provi-
sion, hence the VAT cannot be 
refunded

The bank provides customers of the deal-
ership with loans at lower rates than the
current market rate; the difference is reim-
bursed by the dealership

Taxpayer positionTax authority positionBusiness event
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The “push” strategy: Sales increase 
by motivating dealers

The second case is built on the possible strate-
gy when the retail unit is given incentives by
the wholesaler to sell more products. In this
design the contract is established by and
between the dealership and the wholesaler
according to which the retailer is given a bonus
at the end of the period if a number of inter-
related parameters are met. These parameters
are linked to payment before due date and cer-
tain quantity limits.

Contrary to the first scenario above, the tax
authority did not question the fact of tax pro-
vision, but underlined that payment before due
date was the decisive factor, which raises the
issue of payment allowance and discount.

Section 85, Sub-section (3), Paragraph o) of
The Act on Accounting3 stipulates that “The
amount of any discount given in case of finan-
cial settlement prior to the term of payment
(maturity) defined by the contract – in correla-
tion to the interest on late payment and not
included in the invoice – shall be accounted
among other expenditures of financial transac-
tions”. Based on this stipulation, the tax
authority decided, by way of a mathematical
formula devised by it, that for each deal the dis-

count – in cases when given against payment
prior to deadline – shall be divided into a part
that's proportionate to the interest on late pay-
ment and therefore regarded as payment
allowance and into the remaining part, regard-
ed as discount”.4

The wholesaler, however, argued that
although the tax authority's opinion -that the
financial performance before the due date was a
precondition to being eligible for the discount
– was true, but the exact opposite of the state-
ment was also true, because all the other
parameters of the design worked similarly.
Accordingly, these conditions were equal, and
none of them could be picked out and regarded
as a decisive factor. The status quo is described
by Table 2 below.

Summary: In the core deal the retailer sold
new cars imported by the wholesaler, and it is
regarded by the VAT Act as goods sale. The
wholesaler pledged a bonus for the event that
the retailer was willing to put in extra efforts to
meet tight target figures set by the wholesaler.
In accordance with the VAT Act, this extra
effort is regarded as service provision, and the
tax authority did not challenge it. Both deals
were taxable on these basis, and the parties
consigned the tax to one another and filed for
tax deduction. But after the consequent tax

Table 2

CONSIDERATIONS REGARDING THE "PUSH" STRATEGY

• Service provision was effected, because
additional efforts to meet the targets
were rewarded by the wholesaler.

• Emphasis is on simultaneous achieve-
ment of several requirements, none of
them can be singled out

• Although the deal can be divided
mathematically, it should be regarded
in its entirety.

• Service provision was effected.

• Although several conditions are to be
met to be eligible for the commission,
payment before due date is the deci-
sive factor.

• The Act on Accounting says payment
allowance shall be separated from
discount and the deal divided accord-
ingly.

The wholesaler pays the dealership com-
mission when certain parameters are met
(payment before due, quantity limits).

Taxpayer positionTax authority positionBusiness event
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audit at the wholesaler the tax authority chal-
lenged the deductibility of part of the tax on
the service provision, but, on the other side of
the very same deal, it did not question the tax
payment. As a result, a similar situation devel-
oped after the appeals than in the first case: In
reference to Section 130 of the Act on
Taxation, the wholesaler was absolved. The
issues have not been resolved.

THEORETICAL CONSIDERATIONS

The issue of taxability

Both designs outlined above deliver a number
of intriguing lessons. The first, the issue of
taxability. To put it simply, what has to be scru-
tinised in each case is whether there exists
some cause-and-effect connection between the
work done and the money received. This is
necessary because work means different things
in everyday life, or from a statistical aspect,
and still something else on the basis of the
VAT Act. In everyday life, work is a conscious,
purpose-driven activity, an effort5 that pro-
duces something; it is value creation in the
corporate sense, but what's decisive from the
aspect of VAT is the issue of the price, which
is a qualitative feature. According to Section
13, Sub-section (1), Paragraph 1, “Price: mate-
rial asset transferred as the settlement of a
debt, including material assets to reduce exist-
ing accounts payables but excluding indemni-
ty. In the case of contribution in kind, its value
as approved by the auditor, or, in lack of it, the
value of the non-pecuniary contribution to be
made by the member of the company”. To put
it simply, the question is whether one gets paid
for one's work, or one works to get paid. If
this connection is valid, then the transaction in
question is taxable.

In accordance with the VAT Act, there are
two instances where work is done in the case of

loans offered with reduced interest rates. One,
the credit institution developed a loan design
that facilitated loans with lower rates than the
current market rate6, and, secondly, the credit
institution pledged to charge customers less
than the usual market rate. The dealership paid
this price, and, consequently, work was done
on both sides, it did have a price, and there was
a clear cause-and-effect connection between
them, hence it was taxable.

Of course, the question arises what would
happen if the court reached a verdict that coun-
tered the reasoning above. In this case the
transaction would be released from the force of
the VAT Act, and the tax to be deducted should
be paid by the dealership, the credit institution
would conduct a self-review to reclaim the tax
it already paid, and the government would be
left with the amounts of fines and interest only.
But the court decides in given cases only, and,
consequently, both taxpayers would correct
their tax returns by way of self-review and
would continue the transactions without dis-
playing tax. As a result, the government could
expect “revenues” from the imposed financial
sanctions only.

The issue of payment allowance

The issue of payment allowance is raised in
the second case. The Act on Accounting is
unambiguous with regard to the maximum
amount to be accounted as other expenditures
of financial transactions. But this statute is
not entirely clear in two points. First, the term
“at least” in the statute defines an upper limit
for the amount to be accounted as such and it
does not express that is shall be accounted.
The other problem: Does the emphasis on
payment discipline refer to payment
allowance? Defining the principle of reality,
the Accounting Act might provide a solution,
as Section 4, Sub-section (4) of said Act
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allows for a deviation for the rule, provided
the application of the rule does not ensure a
realistic image.

According to the tax authority, the amount
of discount given in the case of payment before
due date shall be divided into a part in correla-
tion with the interest on delayed payment
(payment allowance) and another, uncorrelated
part (discount).7 But which market player
would lose or gain what if the tax authority's
logic were to be applied?8 It is clear in a math-
ematical sense that in the case of a HUF 1 mil-
lion invoice with 30 days of payment and 15
days of payment allowance date with 2 per cent
of payment allowance, the tax amounts will be
somewhere around HUF 3,200 and HUF
3,300. Ironically, the amount of tax to be paid
to the tax authority does not change after this
apparently unproductive dispute, as described
by Table 3 below.

Evidently, only the title changes, neither the
amount of corporate tax, nor the amount of the
VAT changes. A tax audit will establish legal
violation at one party, which party then will
refer to Section 130 of the Act on Taxation, or
the invoices will be modified, and all the tax
authority gains is the total of fines and interest
on late payment.

CORPORATE VALUE CREATION 
IN AN INNOVATIVE WAY

The law – saying there's no free lunch – is
enforced in these cases as well. Customers may
be convinced that they are obtaining a big loan
with unrealistically low or even zero-percent
THM, but the economic reality is indeed pres-
ent in these deals too. Of course, the bank
never deploys its loans without charging inter-
est, because it would be an illogical conduct,
the bank would be consuming its own equity
and destroying corporate values. The bank's
return is indeed evident: It is paid by the deal-
ership, which, in turn, creates value for its own-
ers and the society by increasing its sales, a
faster turnaround of its inventories, and an
upswing in related services (vehicle repair, for
example). Actual value creation is happening in
the course of the work of both parties. This
path of value creation, however, differs from
the mainstream as far as some of its compo-
nents are concerned.

The case where the payment allowance is
present is less innovative. All there is to this
case is that the wholesaler, in order to boost its
own sales, gives the retailer incentives to make
extra efforts. When the retailer has met these

Table 3

TAX IMPACTS OF HUF 100 PAYMENT ALLOWANCE

The total of corporate tax and VAT paid or to be paid remains unchanged.

The total of mate-
rial-like expenses
and VAT remains
unchanged, result
of financial trans-
action increases.

The total of sales
and VAT remains
unchanged, result
of financial trans-
action is reduced

by HUF 100.

Receives corrective
invoice, reduces

material-like
expenses by 

HUF 100, pays the
HUF 20 tax

accounted as
deduction earlier.

Issues corrective
invoice, its sales

drop by 
HUF 100,

accounts the 
HUF 20 tax paid
earlier as deduc-

tion now

Provider of serv-
ice; pays 

HUF 20 tax on
HUF 100 of

increase in sales

User of services;
with 

HUF 100 of
increase in materi-
al-like expenses,

accounts 
HUF 20 of tax

deduction 

RetailerWholesalerRetailerWholesalerRetailerWholesaler

Results of financial transactionsCorrective invoiceService provision
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requirements, discount are given, which will
reduce the retailer's operational costs. But value
creation is apparent here as well. The whole-
saler creates value by increasing sales and
speeding up the turnaround of its inventories,
and the retailer reduces its costs as a result of
its efforts, which, in turn, also creates corpo-
rate value.

Hence, it is evident in both cases that ration-
al corporate values are created. Of course, these
have tax impacts, because value-added tax and
corporate tax are imposed on added value in
nearly all the countries of the world. A com-
mon characteristic of these deals is that a situa-
tion develops in the course of business activi-
ties between the parties to the deal where one
of the parties becomes entitled to reduce its
taxable amount, while its counterpart increases
its own taxable amount concerning the very
same taxes. Consequently, there are no changes
in the total tax revenue.9

In the aforementioned cases, the tax audit
consistently found against the reduction of the
taxable amount. Eventually, both parties chal-
lenged these decisions, and finally the court was
asked to settle the dispute. A common feature
of the verdicts was that the tax audit should
have been made on the basis of Section 130 of
the Act on Taxation and should have regarded
the issue as an organic whole. No matter which
solution is accepted as mandatory for all subse-
quent cases, the economic content will not
change: Market players are forced by the mar-
ket to devise newer and newer ways to create
value. If consensus is reached that a certain deal
is not taxable, that deal will disappear from view,
but when it is taxable, market entities will have
to accept that an increase in the taxable income
at one party will generate a reduction in the tax-
able income of the other party.

That a dispute arises when a new issue
emerges is not the real problem. Developed
Western countries often take years or even
decades to reach a consensus that is approved

by all. The problem is the one-track-minded
approach: That an increase in the taxable
income of one party is not challenged, but
when the other party reduces its taxable
amount accordingly is immediately challenged.
This single-mindedness causes unneeded dis-
turbances in the operation of the market, and
unproductive litigation destroys corporate and
social values.

Transactions are to be regarded 
in their entirety 

Two possible marketing strategies that are
employed in car sales have been described in
the paragraphs above. The “pull strategy” was
used to encourage customers to consume more
by loan designs with lowered interest rates or
even zero-percent THM. The push strategy
was employed by the wholesaler to motivate
the retailer by pledging a bonus.

The common lesson learned from both cases
is that the approach that scrutinises only one of
the two parties to a certain deal and leaves the
other out of the consideration is inappropriate,
because as far as the issue of taxability is con-
cerned an increase in the taxable income of the
one party generates a similar decrease in the
taxable income of the other party, provided the
deal in question is taxable. When the issue of
taxability is excluded, the issue loses relevance.

In our analysis, we stripped both resolutions
of the tax authority to components, scrutinised
the positions of the parties, and tried to formu-
late a clear opinion. More importantly, the con-
clusion was reached that it's not the specific
case of a specific enterprise what counts. There
is a problem in attitude, because the reduction
of a taxable income is challenged whereas the
increase of a taxable income on the other side
of the deal is not. However, deals should be
regarded in their entirety, because the total of
tax revenue is independent of the consensus.
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1 With the EU accession, the positions of exclusive
wholesalers were terminated. Today, audited brand
dealerships and service garages are operated, but the
structure of the aforementioned supply chain has
not changed. 

2 In the present case, it's free air conditioner in the
spring and winter tyres in the autumn.

3 Act C of 2000

4 When regarded as payment allowance, it does not
affect either the VAT base or the VAT amount, but
when it is seen as discount, the tax could be lowered
by issuing a corrective invoice [Section 45, Sub-sec-
tion (1), Paragraph a) of the Act on Accounting].

5 Magyar Értelmezõ Kéziszótár [Concise Dictionary
of the Hungarian Language].

6 Of course, the loan design may have existed, and the
only addition is that the customers of the dealership
in questions are allowed to access it.

7 It should be noted that the issue of service provision,
the core problem in the first case, was not even raised
here!

8 It should be noted that the tax authority's method
has not been available to the author, thus the most
convenient solution is studied here.

9 Solutions can be created mathematically that show
discrepancies of a couple of thousandths or ten thou-
sandths per cent of the gross amount, and some of
them would even cause losses for the government
when the path suggested by the tax authority is
taken.

NOTES
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Zoltán Nagy

Theoretical principles 
of the classification 
of factoring deals

TThe significance of factoring increased enormous-
ly in recent years especially as a form of executing
international payments. The volume of factoring
transactions, however, differs significantly per
geographical area. Factoring turnover totalled to
860 billion euros, of which 612 billion was gener-
ated in Europe, meaning 71 percent of factoring
transactions in the world took place in the old
continent.1 The contribution of Central and
Eastern Europe to this turnover, however, was
low. Even if we count Russia as part of the region,
factoring turnover was below 15 billion euros,
with Hungary representing 1.1 billion euro only.

As this figure suggests, there is a significant
growth potential in domestic factoring and
especially in international factoring. Up to
recent years, this arrangement was practically
unknown to Hungarian enterprises. The
“exploration” and increasingly frequent usage
of the instrument is especially important from
two aspects. First, it can solve the funding
issues of small and medium enterprises, both
on the domestic market and in international
trade. SME's often have difficulties getting
access to loans, due either to their financial per-
formance or to the lack of necessary collaterals.
Second, financial institutions which offer fac-
toring may also enable the advance financing of
EU grants. In order to increase confidence in
factoring, both in theory and in practice, a clear

definition of the term should be rendered both
in an economic and legal context. Furthermore,
the types and operational mechanisms of fac-
toring should also be clarified. This study
addresses the two latter topics, putting special
emphasis on the regulatory issues of factoring.

MAIN TYPES OF FACTORING 
IN RELEVANT TECHNICAL LITERATURE 

The classification of factoring deals is at least as
complex an issue as defining and clarifying fac-
toring itself. Therefore, it is important to ana-
lyze and explain the individual types of factor-
ing so that we can get an understanding of how
the underlying mechanisms work. Factoring
deals are defined and classified into various
types in Hungarian and international technical
literature and international business practice
along a diverse set of criteria. These types part-
ly result from historical development and part-
ly from changes in market needs. The responsi-
bilities of agents and commissioners, who used
to provide market research and other adminis-
trational services, have changed so much that
new forms of financing evolved, where the fac-
toring company not only checks the creditwor-
thiness and solvency of the client but occasion-
ally also takes over financing chores and risks,
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and collects receivables.2 Practically, all three
characteristics of a complex factoring service
are displayed here (service, financing, and risk-
taking aspects) and the partial or full presence
of these functions determine the various fac-
toring types. Studying the related technical lit-
erature, however, one would soon find out that
many authors use different terminology for the
very same transaction type.3 Therefore, it is
wise to examine the criteria applied in each
classification and then define terms accurately.

In English-language technical literature, it
was Salinger who began classifying factoring.
Ever since, his work has been regarded as a set
of guiding principles by both foreign and
domestic authors.4

The Table 1 shows that Salinger groups the
seven main factoring types into two large cate-
gories: notification and non-notification fac-
toring. Then he differentiates between the
seven “variants” based on the services involved.

This grouping helps identify some key
points regarding classification. One of the
principal points is that with the exception of

“maturity factoring”, financing is a fundamen-
tal service with all types. In maturity factoring,
it is an incidental element.

In the theoretical definition of the term, risk
taking came up as one of the most important
service elements of factoring. Risk taking can
be taken into consideration as a dual element:
First, a factoring deal inevitably conveys risk,
regardless of whether or not the factoring com-
pany assumes “del credere” risk which derives
from non-payment by the debtor, as there is no
guarantee that any receivables not collected
from the debtor can be collected from the orig-
inal supplier. In an extreme case, both the sup-
plier and the debtor can become insolvent.
Second, there is assumed risk. It is a service ele-
ment when the factoring company explicitly
assumes the risk of non-payment by the
debtor. In technical literature, it is referred to
as “del credere” risk assumption and it usually
goes with the abandonment of recourse rights
by the factoring company. In this specific case,
risk assumption is referred to by the author as
“protection against doubtful debts” and is

Table 1

SUMMARY TABLE OF FACTORING TYPES

Financing Protection Notification Keeping track Collec-
against doubful of debtors of receivables tion

debts*

I Full service5 A A A A A

Recourse factoring6 A N A A A

Bulk factoring7 A N A N N

Maturity faktoring8 N A A A A

Agency factoring9 A S U S N

II Invoice discouting10 A N N N N

Undisclosed factoring11 A S N N N

* Any kind of factoring which includes this element can be considered “recourse factoring”.

Explanation of notations used in the table:
A: Always provided
U: Usually provided
S: Sometimes provided
N: Never or rarely provided service
I: Each of these types can be called notification factoring or disclosed factoring.
II: Any of these types can be referred to as confidential factoring or non notification factoring.
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called “factoring without recourse” which is in
fact del credere risk assumption. 

In Salinger's classification it is rather disturb-
ing that the author considers “invoice dis-
counting” and “undisclosed factoring” two
separate sub-types of non-notification factor-
ing, although there is only one difference
between the services involved: “protection
against doubtful debts”. For one of them is a
“sometimes provided” and the other is a “never
or rarely provided” service. This distinction
does not justify classification into separate cat-
egories as it is not a real difference: the service
in question can be provided with both types.
Another apparent issue relates to the terms
“undisclosed factoring”, “confidential factor-
ing” and “non-notification factoring”, all of
which refer to the very same thing: simply that
the debtor will not get notified of factoring. In
business operations and technical literature,
these variants are often referred to, in my opin-
ion wrongly, as “quiet factoring”12. I think the
right and accurate description would be “fac-
toring without notification”. Furthermore,
based on the arguments presented above,
invoice discounting and undisclosed factoring
as used in Salinger's classification should be
separate categories.

Another problem I see in classification is
that recourse factoring is considered a separate
type. In my opinion, it is not a separate type
but a feature that relates to risk taking, one of
the services embodied in factoring. This stand-
point is also supported by Salinger's remark on
“protection against doubtful debts” where he
describes this service as “non-recourse factor-
ing”. Another argument for not listing it as a
separate type is that in a risk-taking context, it
can be an embedded service or feature of other
factoring types as well. The right of recourse is
equally present in e.g. bulk factoring and
invoice discounting.13

Salinger also mentions international factor-
ing and two special arrangements which he

again does not regard as separate types: factor-
ing with credit insurance and factoring
financed by credit institutions. In the latter
case, a bank is also a party to the transaction
besides the factor and the client as it is the bank
who provides financing to the customer via the
factor company.14

Károly Martinkó15 groups the variants of fac-
toring into categories, basically following the
footsteps of Salinger but also keeping an eye on
international trade practices.

Martinkó uses the characteristic features of
factoring deals as the basis of classification. In
my opinion, these characteristics actually mean
the services provided by the factoring firm.16

The author classifies factoring deals in a
summary table, based on the services they
involve. The resulting service types are some-
what different from those identified by
Salinger.17

One important difference is that Martinkó
divides factoring deals into two main groups:
domestic and international, further dividing
the latter into export factoring and import fac-
toring. Thus the geographical aspect is the
main sorting criterion here as opposed to the
notification of the client.

It is important to point out that Martinkó
erroneously applies the term “remunerated fac-
toring” in the sense of recourse factoring which
is not in line with either Hungarian or interna-
tional terminology. If something is remunerat-
ed it assumes the provision of a remuneration
for a service. Yet free factoring practically does
not exist.18

Contrary to Salinger's approach, Martinkó's
classification combines “bulk factoring” with
“discounting” and labels it as “stock financing
factoring”. The author cites two arguments for
this. First, he considers “invoice discounting” a
faulty description and advises that it should not
be made a standard term in Hungarian techni-
cal parlance. He adds that the British factoring
industry only introduced the term invoice dis-
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counting because they wished to release the
underlying service from the effect of British
banking regulations. Martinkó's second impor-
tant argument is that “invoice discounting” in
practice entails the “entire turnover” and there-
fore the two can be combined under the term
“stock financing factoring”.19

Regarding the services provided by the fac-
toring company, Martinkó introduces a minor
change by replacing “protection against doubt-
ful debts” with “credit insurance”. In my opin-
ion, these two services are not identical.
Protection against doubtful debts which
Salinger considers non-recourse factoring
refers to the assumption of risk by the factor
company as described above. Credit insuring is
not a factoring company service. As also agreed
by the author, it is provided by a credit insurer
to the customer either directly or through a
factoring company.

It is fair to conclude that Martinkó actually
applies Salinger's approach in classification, the
same way as Andor Gellért does in one of his
publications.20

Gellért speaks about international factoring
and, within that, import and export factoring21,
yet he does not consider this scheme a separate
contract type. He mentions several new types.
Among other things, he classifies maturity and
advance factoring22 as sub-types of credit fac-
toring. The specifics mentioned in the related
definition, however, reflect full service factor-
ing.23

With advance or financing factoring, the fac-
tor bank prepays the invoiced amount and
charges market interest. This may happen both
with and without recourse.24

Supplier guarantee factoring evolved in the
United States in the 1920's. Practically it used
to be a form of credit insurance because the
factoring company either prepaid the invoiced
amount or assumed the risk of non-payment
by the debtor. Due to the protests of American
insurance companies, this type of factoring was

terminated in the 1930's.25 László Réczei pro-
vided a slightly different definition of guaran-
tee factoring, stating that the factoring compa-
ny only executed payment if the debtor became
insolvent. In my opinion, this latter definition
better reflects the characteristics of guarantee
factoring and insurance companies had a valid
reason disliking it. As in this arrangement, no
other financing or additional service is provid-
ed on top of the guarantee commitment.

The cessation of supplier guarantee factoring
triggered the birth of purchase factoring since in
this scheme service providers already pur-
chased receivables and took over non-payment
risks without recourse.26, 27

Gellért's classification relies on László
Réczei's study.28

Réczei classifies factoring deals based on the
underlying contracts and the activities execut-
ed by the factoring company. He based both
approaches on opinions presented in interna-
tional technical literature.29

When reviewing Réczei's classification, we
equally find brand new types and ones which
only differ from the categories discussed above
in their description. 

By standard or old-line factoring the author
refers to the most common form of factoring
which is practically full service factoring.

Collection factoring does not include either
pre-financing or risk assumption. This way, the
factoring company does not provide any addi-
tional service but collection.30

Non-del credere factoring is identical to the
formerly mentioned recourse factoring while
disguised factoring is the same as undisclosed
factoring or, in current business parlance, quiet
factoring. In the latter arrangement, the suppli-
er does not want the customer to know about
the existence of the factoring deal for some rea-
son. Instead, a separate account is designated to
which the customer can make payment to. 

Réczei regards export and import factoring as
interrelated transactions traditionally labeled as
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international factoring, which is a term that
covers both types.31 Regarding activity-based
classification, we already defined supplier guar-
antee and purchase factoring. A scheme similar
to guarantee factoring is day-to-day factoring
where the factoring company commits to pay
the due amounts in case the customer is not
fulfilling his payment obligations until a certain
point of time. 

Pay-as-paid factoring does not involve pre-
financing. The factoring company only pays
after having collected receivables from the
obligor. Contrary to this arrangement, in loan
factoring the factor pays up to 85–90% of the
invoiced amount but does not take over from
the client the risks associated with the debt.
Thus if the debt cannot be collected, the factor
may claim repayment of the loan which they
provided.

Split factoring emphasizes the way of risk
sharing. In the case of significant financing and
risk taking, large factoring companies share the
risks among themselves and contract with the
client jointly. A similar solution is applied in
the loan financing arrangements of banks,
where a consortium of credit institutions pro-
vides a loan to the client.

Informing cannot be considered a type on its
own as it is a part of factoring services. The
financial institution is in permanent contact
with the client which enables the factor to keep
the client informed on market developments
and on the ability and willingness of certain
enterprises to pay. 

Anna Halustyik32 also uses examples to clas-
sify factoring deals, combining the British and
American categories described above. Instead
of presenting a closed system of categories, she
rather highlights the best known forms of
existing types. A similar categorization is ren-
dered by Austrian and German authors
(Binder-Degenschild33, Horbach34) who prac-
tically follow Salinger's approach which was
adopted in Austrian industry practice.35

In Hungarian technical literature, different
approaches seem to take shape regarding fac-
toring types. One of these which we already
mentioned above takes over the British-
American system and uses it as a basis for clas-
sification. The drawback of that method is that
it analyzes contract types and the services of
factoring companies without striving for com-
pleteness.36

According to the other standpoint, there are
two basic types of factoring. Opinions, howev-
er, differ concerning which criteria should be
applied when defining the two basic types.
Domestic technical literature cites three classi-
fication criteria: First, the maturity of the debt,
second, the takeover of risk and third, notifica-
tion of the debtor.

Based on the maturity of receivables, there is
overdue and immature debt factoring. The foun-
dation of this classification of factoring was
laid by Iván Szentiványi.37 In his view, a factor-
ing deal may equally involve the “prepayment”
and “buyout” of receivables. The difference
between the two comes from the maturity or
immaturity of the factored debts. The “prepay-
ment” of the debt, i.e. the “credit function” of
factoring comes to the forefront if the factored
debt is not due yet. If it expired already, the
debt can only be “purchased”. Szentiványi con-
siders the buyout of immature receivables more
significant than the other form as this arrange-
ment has more of the financial service nature of
factoring deals. 

The standpoint of István Gárdos is just the
opposite. In his view, only the purchase of
overdue receivables should be regarded as fac-
toring in a narrow sense. He says this scheme
better reflects the specialty of factoring deals,
whereas the “assignment” of immature receiv-
ables is simply an instrument to see through a
loan transaction.38

The factoring of immature receivables can be
classified into further categories. They can be
incidental and involve the purchase of a specif-
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ic debt of a customer. They can also relate to a
frame contract and involve the purchase of
receivables of certain debtors on an ongoing
and recurring basis.39

Based on the takeover of risk, both domestic
technical literature40 and court precedents41

identify two basic types: old-line and not old-
line factoring. Quite obviously, court practice
reflects the approach used in technical litera-
ture, and this approach has German origins.42

Tibor Nochta says the main point of old line fac-
toring is in the fact that together with the debt,
the “del credere” risk of collection is also trans-
ferred to the factoring company. The amount
paid should be considered the purchase price
and the entire arrangement is described as a
“specific credit or receivable purchase deal”.
With not old-line factoring, however, the factor
does not take over any del credere risk. It is
borne entirely by the creditor so in Nochta's
opinion we have an assignment credit here. If
the debtor fails to pay, the assignor of the
receivables must repay the amount received
plus interests. This way, Nochta considers not
old-line factoring a loan provided against the
collateral of a debt.

While this classification is justified in both
international and domestic technical literature,
I have some concerns about the terminology
because in the most commonly used arrange-
ment in Hungary, factoring companies do not
take over del credere risk, yet this is what they
consider factoring. In other words, “not old-
line factoring” is becoming “old-line factor-
ing”. Second, I do not think risk-taking should
be a main criterion of classification for it does
not reflect all features and the very nature of
the transaction.

The third aspect is the notification of the
debtor. On this basis, we can differentiate
between “quiet” or “confidential” factoring, also
referred to as “closed factoring” and open fac-
toring, sometimes mentioned as “not closed
factoring”.43

In the first scenario, the debtor is not noti-
fied of the factoring deal. The supplier contin-
ues to keep records of the debt and the debtor
makes payment directly to the supplier, mostly
onto a dedicated account. 

A good integration and summary of the var-
ious classification criteria is rendered by Sándor
Bozsik.44

Out of the types he describes, I would like to
highlight the ones which have not been dis-
cussed herein yet or which are not in line with
the standpoints in mainstream technical litera-
ture. With a view to the agreement regarding the
customer, Bozsik speak about frame contracts
and incidental agreements.45 According to
Bozsik, a frame contract means that up to a spe-
cific value limit, the factoring company buys all
the receivables of a supplier, provided the sol-
vency rating of the latter is good, and guaran-
tees the payables of the debtor. With an inci-
dental agreement, the debtor's solvency is used
as reference and only receivables relating to
that specific customer are purchased.

In Hungarian industry practice, however,
there is another interpretation of frame con-
tracts.46 The factoring company does not prin-
cipally assess the supplier but the customer and
sets limits per customer. Obviously, suppliers
are also taken into consideration upon the set-
ting of customer limits (total turnover, fre-
quency of returned goods invoices, etc.) but
the size of factoring limits is basically defined
by the customer's solvency rating. (In many
cases, the frame contract is not for the entire
factoring turnover but for the individual cus-
tomer limits.) In the agreement, the factoring
company lists eligible customers and the frame
amount which it is willing to factor, usually set-
ting a one-year term. 

A specific classification of deals is based on
geographical location and the resulting cate-
gories are domestic and foreign factoring.47 By
domestic factoring Bozsik means scenarios
where both the supplier and the customer are
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domestic residents and the transaction is exe-
cuted in domestic currency. With foreign fac-
toring, either the customer or the supplier is a
foreign entity and the transaction is usually
concluded in a foreign currency. Although we
find similar classifications in technical litera-
ture, many authors provide an explanation that
is different from the above.48 It is therefore
more proper to talk about domestic and inter-
national factoring, and international factoring
comprises the interrelated schemes of export
and import factoring.49 Domestic factoring is
actually the factoring of domestic deliveries.
Here the service or product which supplier and
customer contracted on is delivered within the
country, whereas in international factoring it all
takes place abroad. Either the product is
imported or the point of service delivery is
domestic. (Naturally, for another customer, the
product or service may be taken abroad but it is
already independent from the factoring rela-
tion between the parties.)

The classification of factoring transactions
based on contract type generated a rather special
term: risk factoring.50 As it involves the pur-
chase of an overdue debt of an insolvent busi-
ness, both the time of collection and the col-
lectible amount are uncertain. Therefore,
according to Bozsik, the receivables are obvi-
ously bought at a low price.

NEW CLASSIFICATION OF FACTORING
AND THE APPLIED CRITERIA

In summary, we can say that types of factoring
have been classified along a number of criteria
and approaches, but only one or two authors
could come up with consistent and systematic
classification. In most cases, only random
examples were provided. With a view to techni-
cal literature and industry practices, I think fac-
toring deals can be classified as summarized in
Chart 1 below.

I attempted to present a consistent and com-
prehensive classification of factoring types and
the related criteria based on Chart 1. It should
be noted, however, that these are only the main
factoring types and new schemes will inevitably
emerge as actual business practices evolve. One
advantage of this classification is that the over-
all structure can handle new deal types or can
be extended further without any fundamental
modification to the structure itself.

The division of factoring deals as domestic-
foreign or domestic-international is present in
most of the aforementioned authors' works.
For some of them it is a geographical distinc-
tion51 while for others it relates to the way how
the deal is technically executed, with interna-
tional factoring being regarded as “dual-factor-
ing”.52 At the same time, the legal differences
should also be highlighted. While domestic fac-
toring is subject to domestic regulations, inter-
national factoring is governed by the
UNIDROIT Conventions53, other interna-
tional conventions, governing laws stipulated
in the contracts and national legislations.
International factoring can be divided into
import and export factoring. Theoretically,
both of these are individual forms on their own
but in practice they are closely interrelated.

There were two basic approaches to classify
domestic factoring: per type of contract54 and per
type of services55. Factoring contracts are typi-
cally frame agreements which specify the range
of customers whose invoices are eligible for
purchase along with a limit to which the fac-
toring company is willing to finance receiv-
ables.56 Besides this scheme, a specific debt
may be financed on an occasional basis and
then only an individual contract is drawn up.
This approach is usually taken when the client
of the financial institution signs an agreement
with a major multinational customer on a one-
off delivery and the bank cannot finance the
deal through a loan.

The other suitable classification criterion is
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the type of services. Based on the analyses so far
we can declare that factoring is a complex serv-
ice which went through changes and evolved
during the years. Salinger's classification of fac-
toring was already based on five services.57

In my opinion, two basic categories can be
set up based on the services involved: full ser-
vice and non-full service factoring. Full service
factoring encompasses all services, i.e. at least
five of in Salinger's approach. This service pack-
age, however, is expanding and changing on an
ongoing basis depending on customer needs
and the market-oriented behavior of factoring
companies.58, 59

Having analyzed historic development and
opinions in technical literature, I think it is
proper to declare that services can be divided
into two groups: basic services and additional
services. 

Basic services are ones which determined fac-
toring in the beginning, through the historic

development and evolution of the instrument.
They also helped clear legal distinction
between the individual types. In my under-
standing, such basic services are overtaking of
risk i.e. protection against doubtful debts,
financing and notification of debtors.

Other additional services are provided in con-
junction with basic services on an incidental
basis, depending on the presence or absence of
basic services. Additional services include the
tracking, handling and collection of receivables,
credit insurance, checking of creditworthiness,
etc.60

I left the category-based division of other
additional services blank in the table. We could
put special types here which are differentiated
from other factoring types by the special ele-
ment they involve. As one could only put
examples into this category randomly, I left it
blank so as to enable the further extension of
classification.61

Chart 1

CLASSIFICATION OF FACTORING DEALS

Import 
factoring

Export 
factoring

– recourse factoring
– non-recourse factoring

– undisclosed or non-notification
– open or notification factoring

– frame contract
– individual contract

– advance factoring
– maturity factoring

Per other additional
services

Domestic factoring International factoring

FACTORING

Per service types
Per type of 

contract

Per notification of
debtors

Per financing methodPer risk assumption

Full service Non-full service
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Classification within the basic service types
was established as a summary of theoretical
approaches. In two cases, the presence of service
is the basis of distinction. Therefore, concerning
takeover of risk we have recourse and non-
recourse factoring, concerning the notification of
debtors we have undisclosed or non-notification,
and open or notification factoring. Regarding the
latter scenario, somewhat diverting from certain
approaches in technical literature, I prefer the
use of the adjectives “undisclosed” or “non-
notification” because they better reflect the key
point of the transaction than the term “quiet”.62

(Unfortunately, the term “quiet factoring” has
become widely adopted in business practice.)

When classification is per way of financing,
the basis of distinction is actually the time of
financing. The key point in advance factoring is
the prompt funding of the customer. Here the
factor company executes payment after con-
tract signing and in accordance with the condi-
tions stipulated therein.

With maturity factoring, however, there is no
immediate financing. The factoring company
executes payment only upon a specific deadline
or when receivables are falling due. 

INDIVIDUAL TYPES OF FACTORING 
AND THE RELATED RULES

Full service factoring

Full service factoring can be regarded as the
basic type of domestic factoring. It emerged
from the evolution of classic English law63 and
still to this day serves as the basis of modern
factoring service. With this type, the ownership
of receivables is transferred to the factoring
company without the right of recourse. In full
service factoring the customer gains access to
financing, he is relieved from the related
administration and is protected against doubt-
ful debtors.64, 65

Regarding administrational chores, it should be
pointed out that the factoring company is
responsible for bookkeeping, maintenance of
records and collection in respect of the receiv-
ables. (In this case, we can practically regard
these services as internal services of the factoring
firm, for the firm already purchased the debt.)66

Protection against doubtful debtors is imple-
mented efficiently through the takeover of
risks under a full service factoring contract. As
the factoring company buys receivables with-
out the right of recourse, they take over the
risk of non-payment or insolvency of the cus-
tomer. This risk assumption, however, is limit-
ed because it only applies to receivables and
amounts approved by the factoring company.
Thus two limits are involved: the so-called
“delivery limit” which puts a threshold on
receivables on a monthly or weekly basis and
the so-called “general credit limit” which sets
maximum values per debtor.67

Concerning any potential legal issues with
receivables, the scope of assumed risks is limit-
ed. In other words, the factoring company does
not assume liability for the following:68

•acceptance of the client's goods or services
by the customer;

•obligations undertaken to the customer;
•correctness of invoices;
•counterclaims.
In Hungarian business contracts, these limi-

tations are handled through clauses that require
exemption from lawsuits, claims and encum-
brances and exclude offsetting and warranties.

An extra service that can be employed to
mitigate risks is credit insurance taken out at a
credit insurer either by the factor or directly by
the client.69 Some theoretical interpretations
consider this genre as full service factoring.70

In foreign theories, however, credit insurance is
regarded as an occasional element of contracts
which involve the right of recourse and this
scenario is considered an equivalent of full
service factoring.71, 72



WORKSHOP 

140

The comparison of theoretical stands, how-
ever, takes us to the conclusion that full service
factoring offers more benefits to the client in
terms of risk exclusion or mitigation, because
credit insurers would not provide insurance
against the entire debt. Furthermore, if the
client was to take out credit insurance, he may
be faced with several issues:73

•based on insurance policies, it often hap-
pens that the insurance company only
accepts the claim if the receivables are list-
ed among the client's bad debts,

•whether or not the client fulfills insurance
requirements is an element of uncertainty
for the factoring company,

•insurance companies may often set require-
ments for the client concerning credit
checking and collection and may not accept
the factor's rights to carry out these activi-
ties,

•in case the client is insolvent, the liquidator
may not fulfill the obligations that derive
from the insurance policy.

With a view to all that: either the factoring
company has to take out credit insurance for
the receivables and thereby insure the receiv-
ables of individual clients, or the client's credit
insurance needs to be linked with the factoring
deal through a so-called “factoring clause”.74

The factoring clause is part of the insurance
policy. It declares that the factoring company
owns the receivables and admits their title to
them. The clause should explicitly state that
the insurance policy is transferred to the fac-
toring company.

The other solution is to make the factoring
company a “coinsured” party.75 The benefit of
this arrangement is that the factoring company
will also be eligible to fulfill obligations stipu-
lated in the insurance policy (pay premium,
report overdue receivables, etc.) and then
cross-charge expenses to the client.76

Regarding financing matters it has to be
underlined that this service element has the

most significance in practice. In my personal
opinion, it is financing that embodies the pur-
pose and key advantage of factoring. Factoring
is often employed as an alternative to financing
through loans. This financing, however, is not a
full-amount one, for a “factor warrant” is
retained after calculating it77 in one of various
ways, e.g. 

•as a percentage of total receivables;
•as a percentage of receivables due within

the accepted expiry date;
•disapproved receivables in total or as a cer-

tain percentage of approved receivables.
In practice, this retained or reserve amount

serves as a warrant for potential risk assump-
tion issues which we discussed earlier (usually,
the retained amount varies between 10 to 30
percent). The full service factoring process is
illustrated in Chart 2 below.78, 79

Although the sequence of individual
processes may differ and some of them may
take place simultaneously, the sequence scheme
above reflects preferred industry practice. E.g.
the factoring company often not only notifies
the customer but requests a specific statement
on the approval and acceptance of the invoice.
An individual factoring contract would not be
signed or would only be concluded condition-
ally in the absence of this statement of debt
approval.

Transactions differentiated 
on the basis of risk assumption

The other large category of factoring encom-
passes non-full service deals where the issue of
risk assumption is the most critical service
aspect. From this point of view, we differenti-
ate between factoring with right of recourse and
factoring without right of recourse. We discussed
the latter in the context of full service factor-
ing, explaining the standpoint set forth in tech-
nical literature that even in the absence of the
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right of recourse, there are still certain liability
scenarios where the client shall be liable for the
debt.

Risk assumption was considered a significant
element by all authors and, as mentioned earli-
er, they also used it to differentiate between the
two basic types of factoring (Differentiation of
old line and non-old line factoring.80, 81, 82)

In general, any factoring deal conveys risks
for the factoring company. Since the factor is
actually a financial intermediation party, they
pay out sums which they may not be able to
collect later. The risks embodied in this uncer-
tainty can be referred to as country, industry or
client risk.83 What is more, the financial insti-
tution is exposed to losses to some extent even
if the right of recourse is secured: Both the
client and the supplier may become insolvent
which would make the right of recourse unen-
forceable. 

Three terms are used in technical literature
as an equivalent of risk taking: del credere risk

assumption84, right of recourse85 and the
assumption of risk arising from the debtor's
insolvency86. W could also add the undertaking
of surety, a scheme used in Hungarian law.87

(The term “takeover of risks” is also mentioned
in the Hungarian act on credit institutions and
financial enterprises.88)

Del credere risk means that the financial
institution will pay the invoiced amount if the
receivables cannot be collected. This liability is
softer than that conveyed by surety. The reason
for using this somewhat lighter liability
arrangement is that a claim can only be raised if
the debtor goes bankrupt, becomes insolvent
or if the debt cannot be collected. No claim can
be raised in case payment is simply rejected.89

(Furthermore, this liability is limited and does
not cover scenarios which I mentioned in con-
junction with full service factoring.) The pres-
ence or absence of the right of recourse is
therefore equivalent to the assumption or non-
assumption of del credere risk. In other words,
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factoring with the right of recourse can be
defined as factoring without the takeover of del
credere risk.90

What is the right of recourse and how can it be
enforced? Technical literature and applicable
laws provide various legal solutions which high-
lights the complexity of the issue. It has to be
pointed out, however, that the right of recourse
is not only there in case of debtor insolvency. It
can also be employed upon plain non-payment.

German law enables the enforcement of
reimbursement claims. I.e. if a debtor fails to
pay the debt, the client has to reimburse the
entire factored amount plus fees to the factor-
ing company.91

If a permanent contractual relation exists
between the factoring company and the cus-
tomer, the enforcement of reimbursement is
not particularly difficult. The beneficiary can
simply deduct the debt from the funds they
hold or add it to their payables to the client.
The problem is with individual contracts,
where there are no funds from which the finan-
cial institution could deduct the debt. In this
case, however, the buyer of the debt can turn to
both the original debtor and the client and col-
lect payables from either of them. (Naturally, if
the client repays the debt, he also regains own-
ership of the receivables once the due amount
has been paid.)

In British and American law, the right of
recourse means the guaranteeing of payment and
the repurchase of the debt by the client.92 The
guaranteeing of payment is more of a possibility
prior to the repurchase of the debt. Up to a cer-
tain date, the factoring company would stay
away from enforcing their right of recourse and
the client agrees to pay additional charges. This
method, however, also has some additional
consequences. The buyer of the debt will
demand additional collaterals, i.e. the factoring
company will principally set a higher retention
for the upcoming bills or will retain amounts
payable to the client.93

When a buyback obligation is imposed on the
client, he is required to buy back the debt and
reimburse the already paid amounts plus fees to
the financial institution. 

The solution in Hungarian law is presented
in conjunction with the rules of assignment
which is an underlying legal relationship.94 The
Civil Code defines the right of recourse as a
suretyship liability in the context of onerous
assignment. The liability of the surety provider,
however, is limited extensively by the regula-
tions regarding both its extent and the uncer-
tainty of receivables. The surety provider's lia-
bility is limited to the value paid for the debt
concerned.95 Furthermore, if the debt was
transferred by the assignor explicitly as an
uncertain receivable or if he otherwise exclud-
ed liability, this liability is not there at all. 

Although all three solutions occur in
Hungarian business practice, we need to high-
light some critical remarks regarding the right
of recourse. 

Regarding reimbursement claims, it is
important to describe this instrument with
thorough regulations which specify the extent
and way of enforcement, etc.

The stipulation of buyback obligation would
be subject to a specific difficulty in Hungarian
law. Namely, only buyback rights are men-
tioned in Hungarian legislation, buyback obli-
gations are practically “unknown”.96 (Not
excluding other options enabled by civil law
which could restore the original status.)
Naturally, these remarks are not meant to sug-
gest that buyback obligations cannot be regu-
lated fairly in a contract. Still, this arrangement
may incur several unfavorable consequences.
E.g. the number of obligors decreases if the
client buys back the debt. In this case, the only
potential obligor is the client, as the factoring
company is no longer in legal relation with the
direct debtor. When enforcing the recourse
claim, however, the beneficiary can turn to
both obligors, i.e. he can claim the invoice
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amount from both the customer and the sup-
plier.97

Another potential problem is that the client
fails to fulfill his buyback obligation. In this
case, as proved by documents of actual transac-
tions, the related contracts call for immediate
and automatic reversion of title. In other words,
in case the debtor fails to pay, ownership of the
receivables is returned to the original benefici-
ary as stipulated in the factoring contract, i.e.
the original situation is restored. This is usual-
ly combined with the right of offsetting, which
means that the factoring company may count
the value of the reversed claim plus charges as a
part of their debts.

There would be reasons to incorporate a lia-
bility scheme in legislation that is stricter than
plain assignment. It could be implemented
through calling for a joint and several guarantor
instead of a surety provider in the applicable
laws. Financial institutions often require a joint
and several guarantor in the factoring contract
and I do not see any reasons for not making it
a mandatory requirement in the law. 

Transactions differentiated based 
on the way of financing

Financing has become an indispensable ele-
ment of modern factoring. Actually it is the
main reason that factoring has become so wide-
ly used by now.98 In my opinion, out of the
three functions of factoring (risk takeover,
financing, and service providing) financing is
the one that gained the most significance
throughout the years. By way of the financing
functions, various financial schemes became
dominant.99 We could already see in Salinger's
classification that financing is an indispensable
element in all types of factoring except maturi-
ty factoring. Even in that case, financing plays
a role, albeit not in the form of prompt financ-
ing.100 Some authors mention “credit factor-

ing101 but the most widely used term is advance
factoring.102, 103 With this type, the financial
institution provides financing immediately
after purchasing the invoices, i.e. they finance
the supplier until the invoices fall due or the
receivables are collected. In factoring theory,
this type is often considered an alternative to
financing through loans although it is more
advantageous than a bank loan and actually dif-
fers from it.104

At the other end of the scale of financing
arrangements is maturity factoring. There is
some contradiction in technical literature con-
cerning this variant. Some authors are of the
opinion that financing105 is completely missing
from maturity factoring while other say only
advance financing is missing.106 The compari-
son of these standpoints leads us to the conclu-
sion that the financing function of factoring is
not missing from this scheme either, only
advance financing, i.e. prompt financing upon
the purchase of the invoice is not present.
Therefore and due to the increasing importance
of the financing element of factoring, this deal
type is not common in Hungary. Still, it
deserves mentioning as a counterpoint of
advance factoring. As the advance financing
element is missing from it, this type evolved as
an alternative of credit insurance.107

The service package includes debt handling
and collection along with protection against
bad debts – practically all the services associat-
ed with full service factoring.108

Classification based on debtor 
notification

Several authors point out the significance of
debtor notification when mentioning this ele-
ment as a basic and main differentiator in the
classification of factoring deals 109, 110

Based on debtor notification, we can differ-
entiate between two factoring types: undis-
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closed or non-notification and open or notifica-
tion factoring. The former is often referred to as
“quiet” factoring, which is a description used
by some authors.111 (As mentioned earlier, I
disagree with the term “quiet factoring” regard-
less of how widely it is used, simply because it
does not reflect the main point of the arrange-
ment. What is more, it suggests that the under-
lying transaction is somewhat “unlawful”. It is
probably more proper to use one of the above
descriptions which refer to notification.) In
business practice, the most commonly used
term is notification factoring.112

Sometimes the factoring company not only
notifies the debtor but asks the obligor for a
debt acknowledgement. It mostly happens with
individual, high value contracts where a one-off
contractual relation is in place between the sup-
plier and the customer. The written request for
debt acknowledgement can be regarded as a
notification. Debt acknowledgement takes
place also when the factoring company is
financed by a bank. The bank requests a right
of pledge over the debt and the obligor has to
confirm that he acknowledges it. Regarding its
content, this confirmation includes the ele-
ments of debt acknowledgement as well.

If the debtor is not notified, we talk about
undisclosed or non-notification factoring. Due to
the reasons discussed earlier, this deal type is
rare and it is usually employed because of busi-
ness considerations.113 Albeit it would surely
be popular among clients as it would help them
“hide” their financing difficulties from the cus-
tomer,  Hungarian factoring companies usually
insist on notifying the client, obviously to mit-
igate the risks of the transaction among other
reasons. Technical literature mentions this fac-
toring type in conjunction with bulk factoring
where the client has his entire account turnover
factored, i.e. the debtor does not get notified
per each and every invoice.114 For this scenario,
a specific arrangement has been developed in
Hungarian factoring practice which cannot be

considered non-notification factoring. Large
chain stores sign a separate agreement with the
client and the factoring company. The contract
declares that from a specific date on, the fac-
toring company purchases the client's receiv-
ables from all obligors and the obligor would
transfer all invoiced amounts less necessary
deductions to the factoring company's account.
Parallel to that, the obligor would enter the fac-
toring company in their accounting and finan-
cial system as a new beneficiary and would
make transfers to them automatically. 

Factoring types based on additional
services involved

Theory and practice shaped a wide range of
contract variants in factoring which cannot be
classified along the basic services they involve.
Instead, these contracts stipulate other addi-
tional services or convey a special element
compared to other factoring deals. Therefore,
this category cannot be handled as a closed set,
for the underlying deal types continuously
change or cease to exist while new types
emerge. Due to their importance in technical
literature, however, I would still highlight a few
types. Items which I think belong here are as
follows: 

•bulk factoring,115

•agency factoring,116

•factoring combined with credit insur-
ance,117

•collection factoring,118

•pay-as-paid,
•guarantee factoring,
•purchase factoring,
•loan factoring,
•day-to-day factoring,
•split factoring,
•information service,
•agreements between the bank and the fac-

toring company.
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Naturally, the above list is not intended to be
complete. It only presents the diversity of deal
types belonging to the category. We discussed
the listed types in relation to the individual
authors and I touched on credit insurance mat-
ters in detail in conjunction with full service
factor. Two types have not been mentioned yet:
agency factoring and the agreements between
the bank and the factoring company. One of
them deserves mentioning due to its tradition-
al nature while the other is a contractual
arrangement widely used in domestic and inter-
national business. 

Agency factoring, a type that emerged upon
the initial evolution of factoring has lost prac-
tical significance by now.119

Originally, the word “factor” referred to an
agent or commissioner who played a significant
role especially in export transactions. The fac-
tor was between the exporter and the importer.
He was familiar with local needs and the finan-
cial position of buyers. Furthermore, the factor
assumed the risk of non-payment as he provid-
ed surety for non-payment by the customer or
prepaid the price of delivered goods to the sup-
plier.120 From a service standpoint, agency fac-
toring meant that administration and collection
were practically performed by the client as the
agent of the factoring firm. Under this scheme,
the factor even demanded sometimes that the
right of recourse be stipulated in the con-
tract.121 Therefore, in current terminology, the
sole purpose of the deal is financing, whereas in
former times it used to serve as protection
against nonpayment.122

Agreements between banks and factoring com-
panies emerged as a result of recent market
development. Banks began to show increasing
interest in factoring in Hungary and this devel-
opment accelerated in the late 90's. Albeit with
varying success, more and more banks are
becoming active on the factoring market.123

Factoring, however, is a different business and
service compared to traditional banking lines of

businesses. Therefore, many banks choose to
establish a separate factoring company and pro-
vide factoring services through them.124, 125

These separate entities are financed by their
parent  bank because they were usually provid-
ed with low capital resources compared to the
nature of the business. 

Parallel to this development, small factoring
companies were established in the early 1990's.
They are not owned by banks but lack funding,
thus they rely on financing from certain finan-
cial institutions.

In Hungary, banks finance factoring compa-
nies through frame contracts. The frame con-
tracts set either general purpose or limited-pur-
pose factoring limits. In the former case, the
bank determines the amount of funding which
the financial enterprise may freely use for fac-
toring purposes. These limits are exclusively
applied for the financing of large, financially
solid factoring companies and subsidiaries. It
may happen that the bank announces the limit
as a general purpose one but they still check
each and every client individually and make
financing available only for customers with an
appropriate credit rating. Obviously, client
assessment is less strict here than upon lending,
since the factoring company is also liable for
the successful collection of the debt. 

The other solution is the establishment of
limited-purpose quotas. In the contract with the
factoring company, the bank provides an item-
ized list of companies whose debts they are
willing to finance and also specify the upper
limits of financing. Client limits are not
exchangeable and accurately reflect the extent
of exposure undertaken by the bank. Naturally,
the factoring company remains liable for the
debts in this scheme as well. In order to miti-
gate risks, the bank can seek collection both
from the factoring company and from the
clients. Banks enabled debt collection via two
arrangements. In the late 1990's, they insisted
on the assignment of receivables to the bank.
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Then from 2001 on, they levied the right of
pledge over the debts. The reason is that new
mortgage and pledge laws enabled the estab-
lishment of right of pledge also on future or
conditional receivables.126

Classification based on contract type

The factoring contract can be a one-off agree-
ment or a frame contract. According to techni-
cal literature, frame agreements are definitely
dominant but one-off contracts may also be
concluded.127, 128 True, individual agreements
became increasingly rare during the late 1990's
and attempts to establish long term relations
with customers also propelled the spreading of
frame agreements.129

Typically, individual contracts do not emerge
from ongoing supplier-buyer relations. They
often serve the factoring of invoice debts
belonging to specific deliveries or to an indi-
vidual capital investment project. Quite obvi-
ously this variant involves more work and con-
veys more risk for the factoring company due
to the lack of permanent client relations. Plus,
it is more difficult to integrate these contracts
with existing financing schemes and therefore
they hinder financial planning.

Contrary to that, in the case of frame con-
tracts, the factoring company buys all the
receivables of the client due from either a spe-
cific customer or from any customer (bulk fac-
toring).130 This arrangement is better for both
parties as the client can expect fast service and
stable solvency thanks to the permanent rela-
tionship, while the financial institution benefits
from easier contact keeping with customers
and the permanent contact with the client mit-
igates their exposure.131 (It may happen that a
specific invoice does not get paid or is disput-
ed. In this case, the factoring company can
deduct the debt from the retained amount
which is set up for other invoices.)

Frame agreements work similarly to the con-
tracts between the bank and the factoring com-
pany, i.e. the financial institution sets customer
limits and provides factoring up to their value.
It has to be noted that if a frame agreement is
concluded by the parties, there will be no indi-
vidual contracts. Invoices will get factored by
the financial institution automatically in accor-
dance with the frame agreement.

International factoring

The distinction along domestic and interna-
tional factoring has not always been typical in
technical literature. Rather, authors mentioned
export factoring132 besides domestic deals.
What is more, certain approaches identified
export factoring with international factor-
ing.133 Current legal interpretations, however,
definitely distinguish between domestic and
international factoring, dividing the latter into
export and import factoring.134

We can talk about domestic factoring when
the core transaction, the underlying delivery or
other contract is concluded between domestic
resident businesses. In this scenario, the resi-
dence of the factor is irrelevant although
domestic factoring deals are typically executed
by domestic financial institutions as they are
familiar with local language, laws, business
practice and have access to information
sources.135

International factoring is a clearly defined and
accurately interpreted type, mainly as a result
of the UNIDROIT Conventions. The conven-
tions use the expression “international debt
purchase”, meaning international factoring,
and render a definition thereof. Thus we can
talk about international factoring if the fac-
tored debt is between a supplier and a customer
who reside in different countries.136 Within
international factoring, import factoring and
export factoring137 is distinguished and the two
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can also be considered interrelated transac-
tions.138

Export factoring is an agreement concluded
between the exporting supplier and the finan-
cial institution whereby the exporter assigns
deferred payment receivables arising from his
international trade contracts to the financial
institution.139

Import factoring is a deal concluded between
two or more factoring companies in a so-called
dual factoring arrangement140 or between
financial institutions acting at the place of resi-
dence of the exporter and the importer respec-
tively141. In practice, the former scheme is
more frequent whereas the latter is rarely
applied. Due to the space limitations herein, I
discuss the rules and mechanisms of interna-
tional factoring in detail in a separate study.
Therefore, this deal type is not presented thor-
oughly herein.

SUMMARY

This study was intended to highlight the diver-
sity and complexity of factoring through pre-
senting the related classification. The deficien-
cies which exist in the relevant contractual
arrangements and legislation, however, hinder
the wider application of factoring which would
otherwise be a logical development. The pur-
chase and selling of debts could resolve pay-
ment deadlocks and defaults among business

partners. It could help eliminate current asset
shortages, especially for small and medium
enterprises. Furthermore, the expansion of the
European Union may open new markets for
factoring companies regarding downpayment
financing and providing advances to capital
investment projects.

Deficiencies in legislation, however, may
limit these opportunities. E.g. it is somewhat
difficult to understand why legislators are
reluctant to regulate factoring in a proper man-
ner either in a dedicated act or through the
Civil Code, as actual contracts and court pro-
ceedings have already challenged the legal
framework of debt assignment. Yet the issue is
not less urgent on an international scale either.
The rules of international factoring are regulat-
ed by the UNIDROIT Conventions, the joint
rules of factor chains, standard contract condi-
tions and national laws. The complexity of the
underlying legal relations would definitely call
for more thorough and more specific regula-
tions. The further development of the
UNIDROIT Conventions could provide a
good opportunity for that in the future. This
study illustrates that actual industry practice is
ahead of theory and legislation. Therefore, I
attempted to discuss and systematize these two
areas in combination, so that the reader can
easily find his way through the various types of
factoring. True, theoretical systematization is
not a substitute for proper laws, yet it may help
understand the essence of factoring.

1 Based on a report by Factors Chain International. In
HVG, 1 October 2005, Factoring is gaining ground,
page 35, The source includes 2004 data. Factoring
turnover in Hungary amounted to 1.1 billion euro
and subsequently reached HUF 700 billion by 2007
(Barbara Farkas: Uneven growth of the factoring
market, Világgazdaság 16 January 2007 , page 14)

2 Martinkó, Károly: Factoring – the Cinderella of
Corporate Financing, Saldo Rt, Budapest, 2002, page 28

3 The same view is shared by Károly Martinkó, cf.
Martinkó, ibid. page 28.

4 Freddy Salinger: Factoring law and practice, Sweet &
Maxwell, London, 1995, page 24
The same classification is presented in a study pre-
pared by Heller Factoring Österreich Aktien-
gesellschaft, titled”The Main Features and Practice
of Factoring” (manuscript, Library of the National
Bank of Hungary, page 22).
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5 Salinger (1995) Ibid. pp. 14–17
In full service factoring, the client gains access to
financing, he is relieved from administrational chores
and transfers the risk to the factor.

6 Ibid. pp. 17–19
With recourse factoring, the client gets all the servic-
es associated with full service factoring, except the
takeover of the risk of non-payment by the debtor.
I.e. the customer does not receive protection against
doubtful debts. In this case, the client has to repay
the amount which the factor paid for the open
receivables.

7 Ibid. pp. 17-18
This type only provides financing to the client. The
factor is not assuming responsibility for administer-
ing and collecting the receivables and factoring is
executed on a full recourse basis. 

8 Ibid. pp. 19–20
Maturity factoring does not involve advance financ-
ing, thus it evolved as an alternative to credit insur-
ance. It involves the keeping of records, collection,
and protection against bad dents. The reason it is
called “maturity” factoring is that payment for the
purchased debts is made after a specific period of
time following the transfer of debts to the factor, or
upon payment by the debtors.

9 Ibid. page 18
Agency factoring means that administration and col-
lection are actually performed by the client who acts
as an agent of the factor, whereas the factor has the
right of recourse. The purpose of this arrangement is
to enable financing for clients who do business with
a large number of small debtors but does not meet
the financial and accounting requirements of invoice
discounting.

10 Ibid. pp. 18–19
This service is designed for clients who only want to
have their credit needs financed but do not require
any other service. The debtors are not notified.

11 Ibid. page 19
This is a term for a special form of invoice dis-
counting where the factor provides protection
against doubtful debtors up to a certain extent. The
debtors are not notified.

12 Martinkó (2002), Ibid. page 28

13 Károly Martinkó is of the opinion that the term
“invoice discounting” should be avoided. He con-

siders “receivables financing” or “confidential fac-
toring the correct description. He thinks “invoice
discounting” would lead to inappropriate terminol-
ogy in the domestic factoring business. In his per-
ception, discounting is actually the purchase of
invoices with the deduction of interests due until
the maturity date, while in this specific case the fac-
tor charges interests for financing. Martinkó is of
the opinion that this service was named “discount-
ing” in the British factoring business because they
wanted to avoid making it subject to banking regu-
lations.

14 Salinger (1995), Ibid. pp. 20–22

15 Martinkó (2002), Ibid. pp. 29–34

16 Ibid. page 28

17 Ibid. page 33, Table 1

18 Gellért, Gy (editor): Explanations to the Civil
Code, KJK-Kerszöv Kft., Budapest, 2002, page
1070: “Assignment can be free or chargeable, it can
take place with or without remuneration.”

19 Martinkó (2002), Ibid. page 31

20 Gellért, Andor: Banking Deals, KJK, Budapest,
1991, pp. 148–151

21 Ibid. page 147

22 Ibid. page 150

23 Ibid. page 150
One modern form of factoring is advance (credit)
factoring. The exporter is willing to pay the factor-
ing fee because it enables him to transfer to the fac-
tor the risk of non-payment associated with his
open and therefore high risk deliveries. For the busi-
ness relations covered by this arrangement, the
exporter is relieved from all administration duties
and he can finance his working capital needs at mar-
ket rates from the invoice release date up to actual
collection. 

24 Ibid. page 150

25 Réczei, László: About the factoring deal,
Jogtudományi Közlöny, January 1988, page 12

26 Gellért, A. (1991), Ibid. page 150

27 Réczei (1988 ), Ibid. page 13
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28 Ibid. page 13

29 G. Schepers, Factoring Handbuch, Fritz Knapp
Verlag Frankfurt, 1982, page 67 In Réczei (1988)
Ibid. page 13

30 Réczei (1988), Ibid. page 13
The definition of other factoring types is also on
this page of the study, so I would not refer to each
of them here! It should be pointed out that László
Réczei lists the specific factoring types without
claiming to provide a complete list. He considers his
list classification based on contract type.

31 Martinkó (2002), Ibid. pp. 29–34

32 Petrik Ferenc: Bankjog, HVG-ORAC Kft.,
Budapest, 2003, pp. 296–297

33 Leo Binder-Degenschild: The Development of
Modern Factoring With Special Regards to Export
Factoring, Bécs, 1984, manuscript, Library of the
National Bank of Hungary 

34 Hans Janberg: Finanzierungs-Handbuch, Betriebs-
wirtschaftlicher Verlag Dr Th. Gabler, Wiesbaden,
1970, pp. 544–555
Horbach's categories are broader. Based on indus-
try practice, he distinguishes domestic and inter-
national factoring and, based on the nature of the
factoring deal, “notification” and “non-notifica-
tion” factoring.

35 Heller Faktoring Österreich Aktiengesellschaft:
The Main Features and Practice of Factoring, man-
uscript, translated, Library of the National Bank of
Hungary, 1988, page 7

36 This standpoint is also shared by László Réczei,
Anna Halustyik and Károly Martinkó among others,
based on writings referenced and presented above.

37 This opinion is also represented by Iván
Szentiványi, István Gárdos and Ferenc
Umenhoffer Ferenc, cf. Szentiványi, Iván:
Factoring and all that is behind it, Gazdaság és
Jog, HVG-ORA Kft., January 1995, pp. 11–12;
Petrik, Ferenc. Banking law in practice,
ECONOMIX Rt., Budapest, 1990, pp. 34–35;
Umenhoffer, Ferenc: Loans, leasing, factoring and
their relation to corporate tax and accounting,
Adó Volume 13, Issue 3/2004, page 21

38 Szentiványi Iván: Household finances – banking
services, KJK, Budapest, 1985, pp. 278–280

39 Umenhoffer (2004), Ibid. page 21

40 Nochta Tibor: to the Civil Law Fundamentals of
the Factoring Contract, Magyar Jog, Issue
12/1996 pp. 715–716

41 Ruling no. Gf.I.30.511/2003 of the Szeged Court of
Appeal, BH 2005/72

42 Gerhard Stoppok: The Factoring Contract-
Factoring Handbuch, Frankfurt am Main 1987, 94.
oldal; Serick: Rechtsprobleme des Factoring-
Geschäftes BB, 1976, 425. oldal; Larenz/Camaris:
Lehrbuch des Schuldrechts pp. 86–87, In Nochta
(1996) pp. 715–719

43 Zolnai, László: Factoring, Marketing & Menedzs-
ment, Issue 3/1988, pp. 41–42

44 Bozsik, S.: Commercial banking, Miskolc
University Publishing House, 1999, page 75

45 Ibid. page 75

46 Reke, B: A decade of factoring, Bankszemle, Issue
2/1997, page 69

47 Bozsik (1999), Ibid. page 76

48 A different viewpoint is represented by the following
aforementioned authors: Károly Martinkó, Andor
Gellért, László Réczei, Leo Binder-Degenschild

49 Martinkó (2002), Ibid. pp. 33–34

50 Bozsik (1999), Ibid. page 76

51 Ibid. page 76

52 Salinger (1995), Ibid. page 116; Martinkó (2002)
Ibid. page 33; Réczei (1988), Ibid. page 13

53 Act LXXXV of 1997 on the enactment of the
UNIDROIT Convention on the international sale
and purchase of debts concluded in Ottawa on 28
May 1988. The act actually regulates international
factoring. Paragraphs 1–2 in Article 2

54 Bozsik (1999), Ibid. page 75; Nochta (1996) Ibid.
page 715; Umenhoffer (2004), Ibid. page 21; Reke
(1997) Ibid. page 69

55 Salinger (1995), Ibid. page 14–17

56 Martinkó (2002), Ibid. page 43
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57 Salinger (1995), Ibid. page 24
These services are as follows: financing, protection
against doubtful debts, notification of debtors,
administration of the sales ledger, collection.

58 www.cib.hu/A faktoringról (About factoring)

59 www.hvbfactor.hu/klasszikus faktoring (Classic
factoring)

60 Réczei (1988), Ibid. page 12

61 Ibid. page 13
Further categories that belong here are “split factor-
ing” as defined by László Réczei, “informing”,
“guarantee factoring” or “agency factoring”.

62 The term “quiet” factoring is used by e.g. Károly
Martinkó [Martinkó (2002) Ibid. page]; Anna
Halustyik [Petrik F.(2003): Ibid. page 297] and
Sándor Bozsik [Bozsik (1999) Ibid. page 75]

63 Petrik F. (2003), Ibid. page 296

64 Martinkó (2002), Ibid. page 29

65 This standpoint is shared by Heller Factoring AG,
Ibid. page 1

66 Ibid. page 2

67 Heller Factoring AG, Ibid. page 3

68 Ibid. page 3

69 www.cib.hu.

70 Martinkó (2002), Ibid. page 30, page 32

71 Salinger, Ibid. pp. 20–21

72 Heller Factoring AG, Ibid. pp. 16–19

73 Ibid. pp. 17–19

74 Heller Factoring AG, Ibid. page 18

75 Ibid. page 19

76 Martinkó (2002), Ibid. page 33

77 Heller Factoring AG, Ibid. page 4

78 www.cib.hu
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85 Binder-Degenschild (1984). Ibid. page 9

86 Salinger (1995), Ibid. page 24
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88 Act CXLL of 1996 on Credit Institutions and
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89 Réczei (1988), Ibid. page 14

90 Binder-Degenschild (1984), Ibid. page 9

91 Nochta (1996), Ibid. page 716

92 Salinger (1995), Ibid. page 17

93 Heller Factoring AG, Ibid. page 8

94 Civil Code, Article 330, paragraph (1)

95 Gellért, Gy. (2002), Ibid. page 1071
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Civil Code. According to paragraph (2) in Article
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96 Civil Code, Article 374 

97 Martinkó (2002), Ibid. page 30

98 Kurt F. Schaer: Factoring – eine neue Dienstleistung
fasst be uns Fuss, Der Monat in Wirtschaft und
Finanz 10/1982, pp. 16–18

99 Martinkó (2002), Ibid. page 28

100 Salinger (1995), Ibid. pp. 14–17
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(Law and Practice of credit Factoring, London,
1975)
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II recommend this book, written by a group of
serious writers and edited by Árpád Kovács, to
anyone who thinks that he knows some of the
ropes of auditing, or he is in a position in which
he must actually perform audits, and he does so
accordingly.

The reader is probably compelled to reconsid-
er his former convictions already on the basis of
the size and weight of the book, and the belief of
being wrong gets stronger after he reads
through the Table of Contents. “Well, so far 
I have been concentrating only on a tiny slice of
audits,” summarises the lessons of our conceited
imaginary hero, “and my eyes have just opened
to see how much else audits are about.”

The title, i.e. “The system and methods of
auditing” is sufficiently general to cover the
numerous cross-sections of this category in
this book, from public finances to enterprises,
from the practice of the 19th century to almost
the latest legal regulations, from the institu-

tional system to the requirements set for the
individual auditors, from process organisation
to info-communication.

The book can almost be regarded as an audit
manual, which is trying to cover the broadest
correlations, and strives for completeness
instead of giving a detailed description of a sub-
field.  A well-structured index may further
facilitate orientation in the next edition.

In the introductory “Recommendation” the
editor emphasises that the book is very much
like a textbook. “The aim of the book –
designed to be acquirable and learnable in
terms of volume – is to present practical, pro-
fessional procedural and technical information,
and to discuss the most important historical
and theoretical considerations of audits,
including especially financial audits, as well as
the functional and organisational position
thereof in the private economy and the public
sector” (page 9). The book fully meets the

The systems 
and methods 
of auditing
Edited by: Árpád Kovács 

PERFEKT PUBLISHING HOUSE, 2007
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objectives, with the possible exception of easy
learnability. The book is about weighty issues
and a complicated subject that the reader must
wade through if he wants to use the acquired
knowledge at an exam, or in practice.

This is all right, or rather, it would be all
right if all people who have come in any contact
with audits were required to meet the require-
ment according to which they should be equal-
ly knowledgeable in all fields of audits, i.e. they
should be able to know their way about in the
related tasks of the management of a private
company, and in the regular screening of state
funds by the State Audit Office of Hungary
(SAO). It goes without saying that it is impos-
sible, or even unnecessary to set such a require-
ment. However, it is necessary that the reader
should be able to find the relevant materials,
and obtain complete, usable knowledge of the
field of concern without thoroughly studying
all chapters of the book.

Let there be no mistake about the above
written. The reviewer does not wish to dis-
courage anybody from reading the 320 pages,
since the whole volume is useful reading mat-
ter. However, he certainly wants to draw atten-
tion to the fact that it is an excellent work in
terms of structure and content, since the indi-
vidual chapters or groups of chapters confine
strictly to distinct topics, of which they pro-
vide complete information. For instance, if
someone is interested in proprietary and inter-
nal audits, he will find the most important ele-
ments thereof on more than 40 pages in
Chapter 9, and will feel “satisfied” without
going through the audit obligations of the
National Bank of Hungary.

At this point it is worth devoting a few
sentences to the structure of the book. In a
manner “befitting to a textbook”, the first part,
i.e. the first 50 pages can be regarded as a theo-
retical, or rather general introduction. It is the-
oretical, since it clarifies definitions, sets the
typography. On the other hand, it is general in

that it stipulates principles and requirements
that apply to all types of audits. Therefore, the
four chapters in the first part form useful read-
ing matter even for those who prefer the use of
the volume as a reference book, since its ele-
ments – although they occasionally reappear
later on, or are discussed in more detail in con-
nection with a minor field – appear in a unified
structure only in this part.

The second part is titled “The audit sys-
tem of Hungary”, and consists of seven chap-
ters. Following a brief historical review, the
chapters focus on the state, public finances and
public administration from the audit perspec-
tive, and present the most important organisa-
tions, their roles and tasks (Chapter 6 “The
role of government organisations in control-
ling lawfulness”). Chapter 7 contains a reason-
ably detailed description on the system of
external and internal financial audits pertaining
to the operation of public finances and the allo-
cated assets.

On one hand, it is in this chapter that typog-
raphy, internal and external audits – including
their organisations and technologies – men-
tioned in the general introduction are illustrat-
ed in the most pronounced manner, while on
the other hand, it is in this chapter that the
roles and tasks of the external “auditor” of the
operation of public finances, i.e. the State
Audit Office of Hungary, are discussed in
detail. This package includes – as the targets of
external audits – the so called nonprofit organ-
isations of the local governments.

The discussion of the topics mentioned so
far and the topics to be mentioned later is
admirably up-to-date. However, the parts on
state assets were obsolete already at the time of
the publication of the book, since the National
Assembly adopted the Property Act, set up the
National Property Council, and the National
Holding Company by merging the three asset
management companies, which started to func-
tion on 1 January 2008.
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The detailed description of the operation of
the SAO is followed by the presentation of the
less well-known audit activities of known
organisations (Tax and Financial Control
Administration, Customs and Finance Guard,
National Bank of Hungary, the Hungarian
Financial Supervisory Authority) (Chapter 8).
It must be noted separately that the organisa-
tional charts of the organisations discussed here
or elsewhere are very informative, they provide
novel information by themselves. Naturally, an
important field of audits is that of enterprises,
in which the owners want to receive continuous
information about the operation of the capital
they have invested, and on the other hand, the
authorities and the partner organisations (cus-
tomers, suppliers) want to be sure that opera-
tion is carried out in compliance with the law,
and the company is financially reliable. What's
more, the management itself needs a reliably
functioning internal audit organisation that
supports the work of the management. How
this is realised can be learnt from the chapter
titled “Proprietary and internal audits of enter-
prises”, which describes in detail the role of the
governing bodies of the company,  the chartered
accountant – as the independent external audi-
tor –, and then we find  detailed, good guidance
on internal audits with the functional areas of
the enterprise in focus.

Due to the importance of audits carried out
by chartered accountants, they are also dis-
cussed in a separate chapter. In the second part

of the book the audit tasks arising from
Hungary's EU membership are presented from a
novel, extremely important, yet less known per-
spective (Chapter 11), including the presenta-
tion of the institutional system of audits, includ-
ing, inter alia, the institutions involved in the
processing of applications for EU funds, too.

Similarly to the first part, the last, third
part of the book contains more general infor-
mation partly on the audit techniques and
methodologies, and partly on the organisation
of the audit process. The information technol-
ogy – the indispensable part of today's life – is
successfully integrated in this part, as the sys-
tem of tools supporting audits.

Following this brief presentation of content
it is worth drawing attention to the other mer-
its of the book.

The definitions and control questions at the
end of the chapters can be used in line with the
book's textbook-like nature, and also in lieu of
the index mentioned above. The list of legal
regulations related to the topic also provides
great help for those who directly use this book.

The book was written by a group of 20
authors. Occasionally even the subchapters
were produced by several authors. Despite this
fact, and thanks to the thorough and careful
work of the editor, the book has an almost fully
homogeneous style, and the entire volume can
be regarded as a uniform entirety.

Tamás Mészáros
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TThe authors, who themselves are lecturers on
the relationship between the budget and taxa-
tion, will gather a few thoughts on specialist
taxation books in the columns below. What is
offered to the reader is more than a review but
less than a study. It is not restricted to merely
presenting the contents of the works, but nei-
ther is it intended as a complete study on the
“science” of taxation – which is after all the sub-
ject of all four chosen books. These four works
of public interest are filled with information on
the subject of taxation – the selection of them
being nearly despotic, considering the vastness
of specialist literature – and the authors will
attempt to compare them from the user's point
of view. Thus instead of introducing the books
in great detail, with each work attention is
drawn to their unique aspects, their different
depths and their differences in weighting. 

The examined works are as follows (in alpha-
betical order):

•GALÁNTAINÉ MÁTÉ, ZSUZSANNA (2004):
Tax(onomy): EU conform – Hungarian
taxes, Aula Publishing (Aula Kiadó),
Budapest 

•HERICH, GYÖRGY (2007): Taxation, Penta
Unio (Penta Unió), Pécs

•SZAKÁCS, IMRE (2007): The great taxation
handbook, CompLex (CompLex Kiadó),
Budapest

•VÉGHELYI, MÁRIA (2004): Application of
European Union law in the area of value
added tax, KJK-Kerszov Publishing (KJK-
Kerszöv Kiadó), Budapest

There is a considerable difference between
the books, not only in the size of the subject
matter covered, but also regarding the objec-
tives declared by the authors. Personally, we
have given top priority to educational value
amongst the bases for comparison. How useful
is the book as course material and what does it
offer to its audience? Of course theories are

“A concise review
of taxation books”

"The art of taxation is like plucking
the goose so as to obtain the largest

possible number of feathers with
the least possible amount of hissing"

(Colbert)
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only as good as their potential for practical
application, therefore we must not forget the
professionals' points of view. 

Essentially, the question we were trying to find
an answer to in connection with these books was
whether the Colbert quote we have chosen as a
motto holds true. Is the purpose of taxation
purely a matter of stripping taxable persons of
their income in order to throw more money into
the bottomless well of the state budget? 

Regarding this aspect, the tax books written
by Zsuzsanna Galántainé Máté and György
Herich start to examine the subject from a fur-
ther viewpoint than the other two strictly “tax”
books. Beyond the professional description of
each specific tax type, they also take on the task
of placing taxation in a larger logical frame-
work. It should be noted that this mindset is
also typical of Western specialist literature,
where they approach the subject of taxation
from the public finances' point of view, as the
foundation on which the budget is based. What
is the reason behind this? The fact that public
finances by definition mean none other than
“financial activities carried out with the pur-
pose of providing public services” (Herich,
2007, page 6). Undoubtedly, taxation is one of
its branches, which wholly or partly finances
the implementation of public services. It is not
surprising then, that according to public opin-
ion, the main objective of taxation is to provide
the necessary funding needed for public servic-
es. The bigger problem is that legislators them-
selves also share this view. As stated in Section
1 Subsection 2 of Act CXVII of 1995 on
Personal Income Tax, the “… purpose of the
Act (…) (is) to provide the necessary tax
amount needed to fund state services.” 

However, we need to aim for much more
than this. The general purpose of taxation can-
not be made up of merely fiscal aspects, but it
should also serve a larger group of objectives. 

In Taxation Herich summed this up as fol-
lows:

•Distribution policy objective,
•Expansion policy objective,
•Motivational objective (for example export

incentives),
•Employment policy objective,
•Allocation objective (from the general pub-

lic and the budgetary institutions into the
centralised budget) and

•Miscellaneous (Herich, 2007, page 21).
In other words, taxation is not merely the

raking in of funds, but an important instru-
ment of the economic policy.

It is especially valid to draw attention to this,
as one of the most important challenges of our
globalised world is for a nation to follow a fis-
cal policy, which makes it increasingly compet-
itive and supports the dynamic expansion of its
economy. Therefore it is increasingly common
to “alter” tax legislation in the process or to
“tailor” it (a good example being the so-called
“Lex Audi” – a type of tax allowance on research
and development expenses in Hungary – trans.),
which can result in an increase in tax evasion
tendencies. The exact difference between tax
avoidance, tax evasion and tax fraud, by the
way, can be found in the book titled
Tax(onomy) (Galántainé, 2004, page 14). 

Besides varying the contents of the types of
duty, the traditional practice of taxation is also
under world wide scrutiny. The countries of the
Central-Eastern-European region are leaders in
the tax race that can be observed on an interna-
tional level. In order to attract foreign working
capital, before joining the EU, the tax benefits
had an important role to play, while after join-
ing the EU, the focus shifted onto lowering
taxes and introducing simpler, more straight-
forward taxation systems. However, the con-
stant changes in tax legislation, a fact further
backed by the empirical research carried out in
our region, seem to repel foreign investment
instead of attracting it. Analytic studies have
been carried out regarding the subject, which
“besides the usual explanatory variables, also
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included the indices detecting taxation system
changes and measuring the consistency of tax
legislation in their econometric models. The
latter two areas were approached using the fol-
lowing variables: number of different tax rates,
the length of the legislation describing the tax
base, the clarity of the legal text, the number of
changes in tax rates in the studied period and
the highest gains tax rate. They reached the
conclusion that inconsistent changes, the
unpredictable nature of juridical control, as
well as the ambiguity of the legislation had a
significant negative impact on foreign
investors.” (Katona, 2006, page 988) Could it
be that the answer lies in the market driven har-
monisation of the tax systems (tax race)1 as
opposed to politics oriented, cumbersome
solutions?

This realisation is slowly but surely becom-
ing the norm. In the meantime, however,
juridical control remains unpredictable in this
country, as the taxation system is constantly
changing in order to “pluck the goose”; so
much so, that even the professionals can some-
times get confused. Therefore specialist books
filled with explanations and examples, such as
The great taxation handbook (Szakács, 2007),
which is also updated yearly, are an essential
part of the book collection for any “user”. 

From time to time though, throughout these
changes, there is the odd comprehensive idea
for reform, which touches on the philosophy
behind taxation. The European Union itself has
been considering the harmonisation of tax sys-
tems amongst membership states, however the
process is still far from reaching its target. 

Independent fiscal policy is an essential part
of national independence. So many areas have
become centrally controlled, it is no wonder, if
the member states insist on making their own
decisions about matters of taxation. After all
the dissatisfied voters always end up blaming
their own country's politicians responsible for
economic policies; either for making the tax

rates too high and hindering competition or
because there is not enough funding to finance
new arrangements deemed essential to allocate
spending to. 

“In the area of direct taxation, the require-
ment of unanimous votes2 would make the
achievement of the desired level of harmony
completely impossible, although the lack of it
hampers the operation of the market nationally
and stifles economic growth. (The suggestion
of moving over to qualified majority voting has
been put forward.) The Council has developed
a number of recommendations in the past years
(Code of Conduct for Business Taxation,
Home State Taxation for SMEs, Common
Consolidated Corporate Tax Base). Putting
these into practice however, is a slow going
process.” (Erõs – Ivicz, 2006, pp. 203–204)

The situation is different in the areas of indi-
rect taxation. However, “tax harmonisation is
not aimed at creating a union tax system. The
objective is to apply the required national treat-
ment without fail when judging the movements
of goods and services from a taxation point of
view. (…) Tax harmonisation within the Union
is therefore an approach to legislation, to help
achieve common as well as separate state tax
control needed for the proper operation of the
common market. This was aided by the intro-
duction of a common value added tax system
and the unification of excise duty on a commu-
nity level. (…) The obligation of harmonisa-
tion, on a community level, in the areas of
turnover taxes, excise duties and other forms of
indirect taxation, was declared in section 99 of
article 93 of the Treaty of Rome. (…) At the
time of signing the treaty, the founding mem-
ber states, with the exception of France, used
the so called cumulative, multistage (cascade)
tax system, which typically taxes the product at
each point of sale, making tax payable after
each transaction. The accumulation caused has
a competition distorting effect, and the desired
tax exemption cannot be guaranteed either.”
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(Véghelyi, 2004, pp. 50–52) To reduce the dis-
advantages in pricing and in the competition,
the introduction of the common value added
tax in every member state, was agreed back in
1967. The real breakthrough in the harmonisa-
tion of the member states' different VAT sys-
tems happened on 1st January 1978, when the
Sixth Council Directive (77/388/EEC) came
into effect. 

While the previous five directives merely lay
down the foundations of a unified VAT control
system, the purpose of the sixth was to ensure
the functioning of the internal market. Article
33 of the directive states, that the member
states can only operate one type of turnover
tax. At the same time, this mandate does not
prohibit the introduction of other taxes similar
to turnover tax. The European Court of Justice
generally considers tax to be classed as
turnover tax, if it satisfies all of the following
criteria:

•the tax applies to all products and services,
•the value of the tax is based on the price of

the product or service,
•the tax is applied at each stage of the pro-

duction and the distribution, and
•tax subjects can deduct the tax paid in pre-

vious phases, and so the tax is charged
exclusively to the end consumer.

“The Sixth Council Directive's many details
have been modified since its introduction. The
most significant amongst these is the directive
stating the principles of the temporary system
in place when joining the common market,
which describes the framework of a system
without tax thresholds. The overcomplicated
nature of the system demanded the adoption of
simplification processes. This happened on
18th December 1992, when a directive was put
in place, which modified the Sixth Directive
and introduced simplification processes for the
temporary system. In 1994, as a result of eco-
nomic and trade problems, the Council put
forward further suggestions for simplification,

which were accepted by the Council on 20th
March 1995.” (Véghelyi, 2004, page 58) So the
process, that resulted in the member states hav-
ing VAT systems, which can be considered har-
monised in their foundations, took over one
and a half decades. The effort was not in vain,
if we take into account the not so insignificant
fact that the member states are required to
transfer a given percentage of their VAT
income – which is the largest income of their
budget – to Brussels.

Beyond the economic dimension, taxation
also has legal, social and political dimensions.
Having declared this fact, our civilisation has
recently become more open towards a socially
fair form of taxation. There is strong demand
to move the emphasis away from the over-rep-
resented income tax to a more balanced type of
taxation, based on production factors; in other
words, to stop labour as a production factor
carrying more than the capital. Numerous
member states, that joined the union in 2004
and in 2007, solved this with a taxation system
working like value added tax. In our country,
the rather differentiated taxation of natural
persons remains for now, as it is illustrated by
Chart 1. 

This structure is not suitable, as it does not
satisfy A. Smith's conditions for a “good tax
system”, which are as follows:

•equity: it is in proportion to solvency,
•certainty: transparent and predictable, clear

and easy to understand,
•convenience: it is payable at a time and in a

way, that is economically viable for the tax
subject,

•economy: the cost of paying and collecting
taxes is minimal. (Galántainé, 2004, page 19)

The principles laid down create a crystal clear
system, that can only lead to success when
applied as a whole, as the synergy of the tax
system is only guaranteed, when all of the basic
principles are used together. However, it is an
undeniable fact, that unlike the contents of the
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famous Code of Hammurabi, these principles
are not set in stone. According to Han Fei
Tzu3, law has to change with the times. New
principles can be added, which further perfect
the system. To give an example of the new
demands modern taxation faces, there is the
principle of efficiency (Herich, 2007, page 21)
or the principle of reliability (Galántainé, 2004,
page 21).

According to the previously quoted Han Fei
Tzu, if laws (and principles – an addition by the
authors) are not based on a constant authority,
then their correctness can only be proven by
their effectiveness; after all, “if something
brings good results, then it must be good”
(Kulcsár, 2007, page 14). And as far as the prin-
ciple of reliability is concerned, this principle is
probably best recommended to politicians.
“Extortionate common charges hinder effective
operation, and from a »psychological« point of
view, an unreasonable tax burden could reduce

the willingness to pay taxes. (…) The phenom-
enon, whereby the doubling of taxes does not
result in a doubling of income from taxes, but it
can even fall due to the excessive tax burden,
was christened »tax arithmetic« by Jonathan
Swift” (Galántainé, 2004, page 21)

Therefore, above everything else, the taxa-
tion system must be just. “The Romans
summed up the essence of legal justice with the
word aequitas and not iustitia, and the term
aequitas had a dual meaning. The first meaning
of aequitas – and this is more common – is
equality. (…) However, the Latin aequitas
word has a second meaning too, and it is no
coincidence, that legal terminology refers to
both these meanings with the same word.
Aequitas also means fairness. (…) Society, as a
matter of solidarity, has to look after the weak;
law provides protection primarily for this social
section. The tools provided by the legal system,
should be used – as stated in section 2 of article

Chart 1

HUNGARIAN NATURAL PERSONS’ 
PERSONAL INCOME TAX SCHEME

Source: Herich, 2007. pp 101, 118.

Income from business

Transfer of assets
Mixed income

Income from capital
interest
bonds
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rate conversion income
personal drawings
benefit in kind
interest allowances
tax free payouts

Tax to be pooled
progressively
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Income taxed separately
in a linear way
25%, possibly 0%
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70/A of the Constitution of the Republic of
Hungary –, to legitimately lessen, or even bal-
ance out, the differences in opportunities that
exist between people through circumstance.”
(Zlinszky, 1998, pp. 60–61) Taxation theory
refers to this as “vertical equality, which states
that people at different levels need to be taxed dif-
ferently, for example people on a higher
income, in line with the desired level of redis-
tribution, need to make higher tax payments.”
(Galántainé, 2004, page 20) Let us not forget,
equality and fairness can only provide overall
justice together.

Besides legal justice, economists are search-
ing for some sort of optimal scenario, the crite-
ria of which may not even match the expecta-
tions of our politicians. We are all voters, who
at the end of the day vote for the political force
promising the optimisation of our situation.
Politicians know this too, who therefore shape
the “right taxation system”, at least at the time
of making election promises, to suit their natu-
ral support base as much as possible. 

* * *
All four books we examined closely are of

very high standard. It should not come as a sur-
prise that the two books on taxation, Galántainé
(2004) and Herich (2007), follow a similar
structure, as the two authors had similar objec-
tives. Before moving onto the subject of budg-
etary income (tax, duty, excise), they define pre-
cisely the necessary taxation terms, lead their
reader through the tax jargon, the basic princi-
ples of taxation, the order of taxation et cetera.
Galántainé's book has an advantage in being
written in a plain, clear style, and the readers can
test their knowledge with the Questions at the
end of each chapter. Herich's Taxation on the
other hand describes the often complicated tax-
ation structure in a way that is easy to visualise.
He provides help for tax planning, and explains
how the thorough and precise knowledge of tax
regulations is just as important when planning a
business' optimal operations, as the logistical

processes of production management. The book
is therefore also deservedly popular amongst
hands on experts. 

The great taxation handbook (Szakács,
2007) complements both taxation books rather
well. It is rightfully carrying the adjective
“great”, as besides including the 32 different
types of “tax extraction”, it even houses Act
XCII of 2003 on the Rules of Taxation (ART).
The author helpfully adds ART's relevant sec-
tions to the chapters on each tax type and other
similar forms of income. Furthermore, he
demonstrates the links to Act C of 2000 on
Accounting Principles, as every chapter
includes the tax type's general accounting treat-
ment. As such, the book is essential not only
for accountancy students, but also for account-
ing professionals, who are tired of “turning the
pages of new legislation back and forth until
they get to grips with a certain regulation…”
(page 9). In its structure, the book is similar to
the digital legal library, CompLex, but the
experience of reading from paper and also the
no frills citation of legal and customs defini-
tions, make it superior. What is also incredibly
useful, is that Imre Szakács indicates for each
type of tax, if there was a mid year change in
legislation, and the book is also made complete
with a “Tax Return Calendar”, turning the
book into the professionals' bible. Including
helpful tips with the legislation is a grey area, it
advises of loopholes which can be exploited
legally. After all it is another way of optimising
the tax burden, taking the taxable person's
micro-economical targets into consideration. 

Last but not least, we need to evaluate the
undertaking that resulted in a script (Véghelyi,
2004), which compared with the other three,
seemingly tackles the smallest segment in the
studied area. Here only one type of tax, VAT
was put under the magnifying glass, but the
author placed it within a European context.
The book analyses the most important legal
source of value added tax harmonisation, the
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Sixth Council Directive (77/388/EEC), with a
surgeon's precision, and illustrates throughout
with plenty of important legal cases.
Undoubtedly it is indispensable to know the
financial and procedural rules in the complex
world of taxation, but seasoned professionals
and students only just getting to know this area
of financial law can both find it useful to learn
about the near enough complete list of legal
cases regarding value added tax, which were
tried in the European Court. To be more spe-
cific, the cases that are described are ones fol-
lowing joining, which are now considered
“everyday” cases, but can still cause a lot of
headache. To give an example, in the economy
the scenario often occurs where the product
does not reach the customer directly, but
through a third party. Although there are three
parties involved in the trade, it is not necessar-
ily considered triangular trade. To help under-
stand triangular trade and its types, the author
presents a whole list of cases. And then we have
not even mentioned another typical case of

serial or chain trading, the transaction series
also called square trading. But you do not need
a multiple party deal to pick up the book.
Nowadays forwarding electronic invoices is as
much part of everyday business, as courier
services or property marketing, to name just a
few specific examples. The book's academic
significance is enhanced by the list of cases
relating to the articles of the Sixth Directive,
the reason why we think that within the wider
circle of people applying legal principles, the
book's primary target audience is law students. 

It is apparent that taxation – that we all expe-
rience as a burden – shows its many faces to the
analyst. The choice in taxation publications is
vast. You are lucky if you pick up a book /
books, which goes beyond the dry text of the
official gazette, and explains the lawmakers'
reasons, and also points out the evolution of
the tax system and tax types, and may even
reveal connections with other areas.  

Katalin Botos – Mihály Ivicz 

1 60 per cent of the twenty five EU countries have a lower standard VAT rate than ours.  (Véghelyi, 2004, page 272)

2 Treaty Establishing the European Community, Article 94.

3 Han Fei Tzu legalist philosopher, ca. 280–233 BC – China
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MMiklós Losoncz is an unavoidable authority of
Hungarian literature on European integration.
As a scientific researcher, university lecturer
and public writer, he monitors Hungary's catch-
up process with the main economic trends of
the European and world economy.  His publica-
tions include studies analysing both the real and
monetary processes of the economy and the
economic political space, for professional
forums, and popular scientific literature for the
general public.  It thus deserves special atten-
tion if, in addition to works spurred by current
events, the author publishes summarising vol-
umes from time to time. Just 
3 years after the publication of his latest volume
entitled 'EU challenges and Hungarian answers
– The expected effects of EU accession on the
international competitiveness of Hungary', in
the year 2004, interested readers already have a
book in the hand on the initial experience of
accession and the expected perspectives. The

book is part of the author's earlier series of sum-
marising works on similar topics. He directly
'continues discussing the issues raised in the lat-
est book, from different angles, on the one
hand, arranging what he has to say around the
economic policy and, on the other hand, he
processes the new events that have taken place
since then.' (page 10)  Besides, he wishes to pro-
vide useful reading not only for university and
college students of economics but also for pub-
lic administration and business professionals
with theoretical knowledge and practical experi-
ence on the structure and operation of the
European Union. Thus, the book is both a
study book and a handbook, which contains
directly useable information for those interest-
ed in macroeconomic issues, while business
players 'may profit from the book through the
evaluation of the economic political space and
the expected effects of various economic politi-
cal measures' and 'the author hopes the infor-

“Sobering lessons on EU-phoria”

Miklós Losoncz

The economic 
political challenges
of Hungarian 
EU membership

TRI-MESTER PUBLISHING HOUSE, TATABÁNYA, 2007
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mation published in the book may indirectly
contribute to the improvement of the standards
of their everyday work'. (page 10)  

The volume is divided into 4 main chapters. 
The logically closely related first two

chapters begin with the interpretations of the
concepts of competitiveness and economic pol-
icy, followed by analyses of the economic polit-
ical goals of the community and member states,
including Hungary's scope of action and inter-
est representation opportunities. Here the
author comes to the conclusion that the cur-
rent target system of the EU – formulated in
the Lisbon Strategy – comprising 28 main tar-
gets and 120 secondary targets is overdimen-
sioned on the one hand and partly laden with
inner contradictions on the other hand, since
increasing competitiveness and employment
simultaneously and strengthening social cohe-
sion are not well enough supported either by
the community's readiness to sacrifice or by the
implementation mechanism of the targets.  The
success of the Lisbon Strategy depends, at the
same time, on the success of the economic poli-
cies of member states and it is therefore essen-
tial that Hungary formulate and follow an
adjusted economic political strategy. When
Hungarian targets are formulated, a target sys-
tem narrower and more concentrated than that
of the EU should be selected. The requirement
of sustainability must be complemented 'by
export orientedness following from small
national economic dimensions and wide world
economic openness. Sustainable growth in
Hungary must therefore be investment- and
export governed'. (page 65) A crucial concept
of the target system is international competi-
tiveness but organisational innovation is also
required. While the liquidation of the institu-
tional system of the planned economy has been
a justified measure, the economic management
has failed to preserve the strategic planning
workshops for macroeconomic planning which
have a place also in the market economy,

because of which the strategies for economic
development are worked out within the public
administrational framework for operative
interest representation. The book suggests
establishing an independent strategic centre
within the government framework to conduct
interdisciplinary analyses on long-term social
economic processes, to make national econom-
ic prognoses and to participate in the negotia-
tions on the economic political decisions of the
government, since 'the overcentralised public
administration is unsuitable for uniform strate-
gy implementation; moreover, it increasingly
endangers the competitiveness of the
Hungarian economy.' (page 46)1 The establish-
ment of the strategic centre cannot be regarded
a heretic idea, especially considering the fact
that 'some experts have, for a long time, urged
the establishment of a European Centre for
Planning, meant to foster common action,
which would determine and coordinate the
strategic goals, measures and opportunities of
the common European comprehensive eco-
nomic-social cooperation and dynamisation as
well as the relations with the USA and devel-
oping countries.' (page 42)2

In the three chapters forming the back-
bone of the volume, the author focuses on
some of the less spectacular and rather neglect-
ed subfields of the economic policy as well as
on some of its crucial segments, namely organ-
isational and sectoral policies, R&D policy,
salary policy, foreign economic policy and
investment policy. 

In the field of organisational and sectoral
policies, the book underlines the significance of
the major corporation sector, which is crucial
for the Hungarian export capacity and is the
driving force of the country's contribution to
the international division of labour, and which
is able to operate without subsidies or prefer-
ential treatment, requiring only transparency
and accountability in the economic and legal
environment. In addition, it emphasises the
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employment role of the small and medium
entrepreneurial sector which, by increasing the
role of supplier clusters, may be able to help
move the Hungarian economy from its follow-
er position or shorten the following distance.
This requires a better utilisation of the oppor-
tunities of the subsidisation policy, the reduc-
tion of employers' contributions and the aboli-
tion of the practice of minimum salary deter-
mination based on political and popularity con-
siderations, which latter erodes competitive-
ness and strengthens the grey economy.     

An interesting suggestion concerning the
R&D policy is the introduction of a state sub-
sidy meant to reduce the risk of participation in
community R&D projects, which would pro-
vide contributions to the tender-related costs
for Hungarian enterprises and institutions in
shortage of capital, and it is exactly those win-
ning the tenders that would have to pay it back.
(page 102) This opportunity would really help
those avoiding tenders due to the risk of being
rejected, although it would probably be a force
of attraction also for the masses of 'entrepre-
neurs' hanging around tender businesses.
Another suggestion urging the transfer of the
R&D plants of the high number of foreign-
owned enterprises to Hungary, which is
expected to have significant synergic and rever-
berating effects, can be unconditionally sup-
ported, however. The idea suggesting state sub-
sidisation for the establishment and mainte-
nance of innovation and technological bridge
building institutions, which concerns the area
that probably best suits the regulations of the
community subsidisation policy, is similarly
welcome.  

Instead of the short-run pursuit of salary
convergence, the author draws attention to a
salary policy subordinated to the aspects of
international competitiveness, which seems
impossible to implement without a long-term
consensus between the government and oppo-
sition. An agreement that does not generate

ungrounded salary demands motivated by
political considerations may be more fruitful
even from the point of view of an employment
policy meeting employee interests than a con-
tinuous confrontation between social partners
at the labour market.  

In the field of foreign economic policy, the
author underlines the fact that 'over 80 per cent
of the exports are produced by companies with
foreign shareholdings. In the majority of cases,
these companies take business strategy deci-
sions outside Hungary and there is a series of
factors independent from the Hungarian eco-
nomic policy that play a role in these decisions.'
(page 114) In contrast to the period preceding
EU accession, the majority of former foreign
economic considerations have become subordi-
nated to inner market mechanisms as a conse-
quence of the single market, while extra-com-
munity foreign economic conditions are set at
the community level. This has certainly made
the Hungarian market less vulnerable and has
strengthened the Hungarian negotiating posi-
tion with partners outside the Community,
which has beneficial effects on the conditions
of foreign market access and the competitive-
ness of the Hungarian economy. Based on the
more advantageous conditions established
thereby which act as catalysts for investments,
Hungary may aim for the role of a geographical
and technological mediator centre towards the
countries of the Balkans and the Middle East in
the broader sense, for which role it competes
with other countries of the Central-East-
European region. 

Within the framework of exploring the ele-
ments of international competitiveness, the
book gives special focus to factors determining
foreign operational capital investments from
the point of view of foreign investors. Using
the adjusted present value model, the author
considers, in addition to the volume of invest-
ment and the discounted cash flow therefrom,
also the discounted value of the financial
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effects of the investment-related financial risks
and it is on the basis of all these factors that he
evaluates investors' development decisions. He
establishes that, due to the common trade
political regulations of the EU and the single
market, it is hardly possible to gain competitive
advantage over EU member states. In Hungary,
salary on-costs are remarkably high, which is
no competitive advantage, and the effects of
the current short-term economic political
measures make the already bad situation even
worse. It is an adjustment to the tax competi-
tion in countries in its direct neighbourhood
where Hungary may best use its competitive
capacity, although community regulations are
restrictive in this field. There may be a scope
for action in the acquisition of subsidies aimed
at reducing regional development differences
and in decentralised (local government) subsi-
dies.     

The final part of the volume is devoted to
monetary policy. There is no doubt that given
today's sad economic political events, it is this
field that may arouse the greatest interest. At
the same time, the order of the chapters of the
book once again confirms the undisputable fact
that Hungary's financial perspectives are most
strongly influenced by the results of the adjust-
ment processes in the entrepreneurial sector
and it is the catch-up produced as a result of
the real processes that determines the pace of
budgetary and monetary convergence, too.
Hungary's scope of action is marked by the
Stability and Growth Pact which, despite the
fact that budgetary policy has been left within
the authority of member states, very much
questions the fiscal autonomy of member
states even outside the Eurozone. Although
the pact is attacked from several sides because
of its lack of expedience and strictness, its the-
oretical bases are questioned and its practical
consequences are regularly adjusted to meet
the momentary demands of the influential
member states that insisted on its introduction,

changing the basis of the system seems unlike-
ly if the current contractual framework of the
community is maintained, and it should there-
fore be considered an unchangeable factor for
Hungary. The author warns against restricting
public  investments to make up for the shrink-
ing scope of action and the unimplemented
structural reforms in the budget, in an effort to
meet the budget convergence criteria pre-
scribed by the Maastricht Treaty for the sake of
joining the Economic and Monetary Union,
which would have unforeseeable consequences
on economic growth. He regards it essential
that political parties reach a consensus on join-
ing the Economic and Monetary Union and on
the desired exchange rates of the Hungarian
currency, while admitting at the same time that
'the current tense atmosphere in domestic pol-
icy, based on confrontation, is unfavourable for
consensus seeking, although this may be
changed in a short time, however.' (page 217)

Keeping the independence of the national
monetary policy is a decisive argument of those
who do not want to rush Hungary's accession
to the Eurozone. By analysing the current
monetary environment and exploring the con-
sequences of its contradictions, the author
draws attention to the fact that the indepen-
dence of the national monetary policy is
restricted today already. Among the contradic-
tions, the author notes that, through the imple-
mentation of the interest rate convergence,
household savings have fallen to a critical level
and the excessive indebtedness of the house-
hold sector is made worse  by the low interest
sensitivity of households, because of which
rational loan habits are impossible to force out
despite the unrealistically high interest burden.
'Euroisation', i.e. the spontaneous spreading of
the use of the Euro, also decreases the efficien-
cy of the monetary policy. The general wide-
spreadedness of the foreign currency borrow-
ings of households, ignoring exchange rate
risks, and the 70 per cent ratio of the foreign
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currency borrowings of enterprises are signs of
warning for the monetary policy against an
overwhelming feeling of indispensability. 'All in
all, from a technical point of view, there is a
possibility that the use of the Euro reaches a
critical level on the basis of which it is practi-
cally, spontaneously introduced without
Hungary's joining the Economic and Monetary
Union.' (page 138)3 The restrictive monetary
economic policy aimed at price stability has a
paradoxical effect on the general government
deficit, too, since the high interest rates
increase the interest burden on public finances
and thus maintain the high level of or even
increase state debts. At the same time, the
interdependence of the monetary and budget
policies generates a cooperative strategic com-
pulsion between the Hungarian National Bank
and the Ministry of Finance. While this state-
ment may fill readers with optimism regarding
the future, 'the events of the past years indicate
that the Hungarian National Bank on the one
hand and the government, i.e. the Ministry of
Finance, responsible for the fiscal policy, on the
other hand have not taken the other side's
intention of cooperation for granted; instead,
both parties have assumed that they would
have to attain their objectives despite the other
party' decisions showing a lack of support for
these goals.'(page 248)4 The unfortunate con-
sequences of this strife are just unfolding in
front of readers' eyes these days.  

In the economic considerations of the past
two decades, the preparation for the European
integration process has played a central role.
Within the framework of this process, large-
scale popularisation of information on
European integration has followed.
Innumerable books, publications, journals,
studies and newspaper articles have focused on
the operation of the European Union and on
Hungary's accession chances. A significant part
of these publications met the information
demand of professional and civil circles, filling

the information gap that had been a conse-
quence of half a century's isolation, and thus
accomplishing a historic mission. Until the
turn of the millennia, the popularisation of
facts on the EU usually involved a longing for
Hungary's participation in the European inte-
gration and was often characterised by uncriti-
cal enthusiasm. At the beginning of the new
millennium, as Hungary's accession got realis-
tically close, realistic considerations of the
advantages and disadvantages of EU member-
ship and even fears of the risks involved in the
new type of competition were voiced. Today, in
the Hungary that has become a member state
of the European Union, acknowledging the
fact and the challenge of European integration,
accepting the historic compulsion of adjust-
ment and ending the illusions related to EU
membership are the only way to go. The book
by Miklós Losoncz is exemplary also in this
respect: by his calm and objective analysis of
the real economy and the budget and monetary
sectors as well as his balanced recommenda-
tions, he has a sobering effect on the European
euphoria of readers laden with potentially
ungrounded expectations. 

A most important message of the book is
that it is impossible to catch up with good EU
performers without political and social legiti-
macy and wide-scale social support. 'This is
unimaginable without a consensus between
major political parties and economic players
(the government, employees and employers as
well as their interest representation organs) on
the long-term priorities, principles and goals of
the development strategy and the economic
policy. Economic historical examples of the
past decades have indicated that, in democratic
political systems, the conditions for economic
catch-up (Ireland, Spain) as well as various
short-term correction and longer-term struc-
tural reform programmes (Sweden, Finland)
can be established through social consensus. It
is a consensus on the main targets and basic
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principles of the economic strategy between
economic players that replace the force-mech-
anisms that are meant to serve catch-up in dic-
tatorial systems.' (pp 66–67)

The only thing a reviewer can add to the con-
siderations of the author is that the positive
example of the countries listed above, which
used to belong to the European backyard
before, is a sobering warning to the members of
the (economic) political class captured by their

own selfish interests, i.e. that they have no
right to destroy the social efforts of the past
two decades, sacrificing the chance of catching-
up on the altar of political battles for several
generations more. The way to go is easy to see
(also) from the sober account given in Miklós
Losoncz's book, and EU-phoria is not a neces-
sary travel companion.  

János Zsugyel

NOTES

1 The author here refers to an article by Tamás
Sárközy entitled 'Kiút az állami labirintusból' (Way
out of the state labyrinth), Népszabadság, March 5,
2005, Hétvége, p 4

2 With reference to an article by Béla Kádár entitled 
'A gazdaságpolitikai koordináció és a monetáris poli-
tika új dimenziói' (The new dimensions of economic
political coordination and monetary policy), Európai
Tükör (European Mirror), 2004, Issue 1, p 22 

3 Here the author refers to an article by János Kun

entitled  'Lopakodó euró. Az euró magyarországi
bevezetésének lehetõsége' (The creeping Euro. The
possibility of introducing Euro in Hungary). Élet és
Irodalom, July 28, 2006, p 6

4 With reference to an article by László Antal enti-
tled 'Hol volt, hol nem volt. Egyensúly, stabilitás a
magyar gazdaságban az ezredforduló után'
(Sometimes there were, sometimes there weren't.
Balance and stability in Hungary after the turn of
the millenia.)  Mozgó Világ, Volume XXX, Issue 8,
August, p 31
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