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Béla Kádár

Our deficits
Academic inaugural address by an ordinary 

member of the Hungarian Academy of Sciences

TThe Hungarian society has been recently
forced to face the consequences of the differ-
ent tensions that have accumulated in the
country. Despite the extremely disadvanta-
geous starting position that Hungary occupied
at the time of the political turnaround – both
by international and regional comparison –
Hungary managed to achieve more favourable
transitional and development performances by
the millennium than the other members of the
former Eastern bloc. Hungary was especially
successful at establishing the legal and institu-
tional frameworks of the market economy, at
integrating into the world economy, and at
building external economic relations. This
resulted in a successful catch-up process and a
relative edge in Europe and in the region. 

The value of these performances has been
reduced and has been made uncertain for a long
time by the prominently high state financial
deficit experienced since the beginning of the
century. The reduced interest demonstrated by
the world of international business and politics
in Hungary is mainly attributed to this deficit
and the management thereof. At the same time,
management conditions have become the
major drive for the transformation of everyday
life in Hungary. The shaping of the country's
fate makes it necessary to look at the deeper
roots of the unfavourable turn.

The science of economy was brought about
by the scarcity of available goods. It is a univer-
sal truth that – in the absence of counter forces
– the needs of the individuals and the societies
grow at a faster pace than the available goods
and services. This difference in dynamics is not
characteristic for stationary, pre-modernisation
societies, however it permanently accompanies
higher-pace modernisation and catch-up
processes. In addition to the given development
stage or development level, cultural and socio-
psychological features also contribute to the
development of a consumption and saving will-
ingness that significantly differs from the aver-
age rate. The geographic location is not negligible
either. At the meeting point of more developed
and less developed regions the growth rate in
the demand level of the less developed country
receives strong impulses from the more deve-
loped neighbour.

Due to Hungary's delayed historical mod-
ernisation, relative level of development and
geostrategic situation, Hungarian economics
encountered the balance problems arising from
demand levels exceeding the growth abilities at
a relatively early stage. Lajos Láng, member of
the Hungarian Academy of Sciences, who
occupied ministerial posts several times, and
who was the founder and first president of the
Hungarian Economic Society, was of the opin-
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ion as early as 125 years ago that the permanent
financial imbalance, characteristic of the
Hungarian economy, was attributed to social
causes, namely the automatic copying of the
consumption habits of more developed coun-
tries, the widespread presence of the gentry
lifestyle, and spending just for showing off.
The saying “The canopy is up, although there is
no wickerbody” (meaning: pretending to have
more wealth than one really has – translator's
note) refers to the century-old Hungarian atti-
tude and lifestyle. It is now a historical heritage
that the scarcity of resources arising from –
among other things – the low operational effi-
ciency and irrationality of the nationalised
economy in the former, socialist era, as well as
from the relative growth in consumption, the
so call “goulash communism” established with
a view to making the people oblivious of 1956,
and to making the power legitimate, led to seri-
ous external indebtedness. It was characteristic
for Hungary that per capita external indebted-
ness was the highest, exceeding twice the
regional average.

After the political turnaround, the historical
traditions were sustained not only because of
the resource requirements of transition and
development, but also by the natural history of
politics, and the increased freedom of the pop-
ulation for self-determination. The imbalance
of state finances that has been typical for the
last 16–18 years, and that has been especially
severe in the election years, has merged the his-
torically inherited gentry traditions with the
political practices focusing on winning the
elections. In the periods of 1990–2001 and
2002–2006, the public finance deficit relative to
the GDP totalled 5% and 7.5% on average,
respectively. In addition, the extremely low rate
of household savings (2% on average) experi-
enced in the past five years has led to a growth
in external financing and external financial
dependence. The elimination of the concomi-
tant risks of financial collapse, the restoration

of the impaired international credibility, and
the radical reduction of public finance tensions
can never be implemented without conse-
quences. Restrictive economic policies are
accompanied by growth sacrifices. According
to the international experience, the rate of the
growth sacrifice depends on the professional
and political preparation and well-foundedness
of the restrictions, as well as the schedule,
strength and consistence of implementation.
At the time of restrictions there is no free
lunch.

Stringent budget policies are also rooted
deeply in Hungary. Already Lajos Láng felt it
necessary to emphasise that restrictions pro-
vide only a momentary protective measure that
“hinders decline, albeit does not spur progress.
It means a halt during a downhill ride, but also
stagnation and strandedness in continuing eco-
nomic development”1

The level of risks arising from the public
finance imbalance has already been realised,
and has been put into the focus of the current
governmental activities. In the age of the glob-
al economy the financial sector's integration
has been the fastest and most comprehensive.
The current world economy provides evalua-
tion primarily on the basis of financial indica-
tors, wherefore the reduction of the financial
deficit is a mandatory international require-
ment and national interest.

The “national characteristic feature”
according to which “lamentation by our co-
patriots is in the first place, and the cause of
lamentation comes only second” was formu-
lated as early as in the 19th century, and is valid
even today. We have all the right to ask: do we
pay sufficient attention and energy to reveal-
ing the deeper and more permanent causes
behind the gap between the low income-gen-
erating ability of the economy and the use of
said income, the gap between the financial
imbalance and the slow pace of growth, and
the inefficient exploitation of convergence
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opportunities that have opened up after the
political turnaround?

The question of “spending much or earning
little” was raised already by Count István
Széchenyi in his contemplations on growth.
Today Hungarian public thinkers find it criti-
cal that the current growth dynamics falls far
behind that of the countries with which we
shared the same history. Naturally, falling
behind is not caused by the growth rate of a
couple of years. In the period of 1989–2006,
the GDP of Hungary grew by one third,
which is considered as an average performance
in the Central European region. In the 27-
member European Union the dynamics of the
Hungarian economy exceeded the average
rate, per capita GDP grew from the EU aver-
age of 50% to 61%. The permanent financial
imbalance, which is outstanding in Europe,
does not show a direct correlation with the
previous growth rate. We must dig deeper to
find out more about the past and coming
changes in the income-generating ability and
dynamics.

THE DETERIORATION OF OUR HUMAN
RESOURCES

Growth theory and education economic
approaches in the 1960s emphasised that the
main driving force of the current development
was implied in the available human resources
rather than in the abundance of natural
resources or fixed assets investments.
Historical experience shows that material
wealth used to be the basic precondition for
each culture. At the end of the last century the
world came to a turning point: in the developed
countries knowledge and culture became the
preconditions for sustainable growth and the
ability to generate income. The quality of
human capital is shaped by long-term educa-
tion and training expenditures, social impetus-

es, correlations of scales of values, i.e. the qual-
ity of training, as well as internal and external
management. Naturally, these correlations
existed at the dawn of human development,
too, on the path leading from the tool-making
man to homo sapiens, but by now they have
become a determining factor.

In the last quarter of the past century the rel-
ative significance of growth driving forces has
changed at an accelerated pace. In the period of
the millennium, the ratio of products and serv-
ices produced by a workforce having secondary
and higher education qualifications exceeded
50% of the GDP of the developed countries for
the first time ever. The economy of the world
is proceeding on a knowledge intensive growth
path. The latest Joint Progress Report of the
Council and the Commission2 also emphasises
that the knowledge triangle of education,
research and innovation plays a key role in
growth and employment. 

The knowledge based economy requires
higher qualifications from the shrinking
European workforce. Workers with lower qual-
ifications are increasingly exposed to the risks
of economic and social exclusion. Educational
spending relative to the GDP grew from 4.7%
to 5.7% on average within the European Union
between 2000 and 2005. In our age, competi-
tiveness can no longer be restricted to the fields
of corporate economy and finance. Rather, it is
social performance, including the cultural,
training, education, moral and healthcare char-
acteristics of the workforce. In this sense of the
word it is justified to speak about social com-
petitiveness, or social capital. 

The major cause of the deficit in future
potential development is represented by the
trends perceived in the development of the
Hungarian human capital stock. One of the
most apparent negative records of Hungary's
shortfall has occurred in the rate of economic
activity. The average employment rate of the
15–64 age group was 64% in the EU-15, within
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which Denmark, the Netherlands and Sweden
achieved 74%. With a rate of 55% achieved in
2005, Hungary is among the tailenders, and
surpasses only Croatia, Bulgaria and Greece. In
the period of 2000–2007, the number of
employees grew by barely 2% following the
loss of jobs in the wake of the political turn-
around. The driving force of economic growth,
especially industrial development, was the out-
standingly strong growth of productivity, even
by international standards. 

The unfavourable economic activity rates
of the Hungarian economy may provide a
direct explanation for the adverse changes in
public finances, since as a consequence, the tax
and contribution revenues of the budget are
also shrinking. The actual economic activity is
presumably greater than the estimated
European average due to the Hungarian grey
and black economy, but the weakness of system
operation can at best raise hope only for
whitening the economy. At any rate, it is a
solemn question why foreign investors who for
a long time considered Hungary an attractive
partner expanded their activities with capital
intensive investments yielding savings in the
workforce and increasing productivity, while
the economic activity was low.

Capital intensive development can be con-
nected to the level of labour costs, the scarcity
of jobs and the quality of the workforce. In the
period of 2000–2006, labour costs per working
hour grew at the second highest rate in
Hungary after Romania, and stand at the high-
est level after Slovenia.3

Training performances are favourable in
Hungary in the quantitative sense. The rate of
participation in secondary and higher educa-
tion is good by European and regional compar-
ison. What is more, the number of higher edu-
cation students, which has quadrupled as a
result of the former quantitative ideology, has
become a source of tension in the absence of
the creation of the necessary conditions. 

However, in the so called knowledge based
global society it is not the quantity, but rather
the quality of human resources that serves as a
main driving force. The economic performanc-
es of countries that managed to successfully
develop in the past 25 years (South Korea,
Ireland and Finland) are strongly correlated
with the development of the quality of the edu-
cational and training system. Comparative edu-
cational and economic surveys conducted in
the middle of the past century pointed out as a
specific Hungarian feature that the quality and
effectiveness of intellectual capital accumula-
tion was significantly higher than that of pro-
duction. However, the PISA surveys conduct-
ed in the past decade yielded embarrassing
results, according to which Hungarian students
performed under the EU average. 

A shortage in the generation of human
capital is also due to the weakness of adult
education. Full social and economic integra-
tion is made possible by life-long learning,
which also fosters creativity and innovation.
In 2006, people involved in life-long training
in the EU and in Hungary made up 9.6% and
3.8% of the population, respectively. In this
respect only the Balkan states showed poorer
performance.

Quality deterioration is also aggravated by
the structure of education. In 2006, profession-
als with degrees in natural sciences or engineer-
ing made up 5.1% of the 20–29 age group, com-
pared to the EU average of 13%. A further fall-
back is projected by the annual average growth
rate of 1.8% in the number of people studying
technical sciences, natural sciences or mathe-
matics in the period of 2000–2005, compared
to the average EU growth rate of 4.7%.4 PhD
training per one million inhabitants is the sec-
ond lowest in Hungary (after Italy) among the
OECD countries. 

The shortfall is even more striking in the
higher range of qualifications, i.e. in research
and development. The number of researchers
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per 10,000 employees totalled 66 in the United
States, 37 in the European Union and 9 in
Hungary. On the cost side, the amount spent
on research and development relative to the
GDP was 2.7% in the United States, 4.3% in
Sweden, 3.4% in Finland, 1.6% in Slovenia,
1.2% in the Czech Republic and less than 1%
in Hungary.5

The comparative figures depict a specific
dual development paradox. In 2006, the per
capita GDP in Hungary equalled 61% of the
EU average. However, the education and train-
ing indicators reach only 20 to 50% of the EU
average. This means that the shortfall of
Hungary is the greatest in the area in which the
21st century catch-up process sets the greatest
requirements. On the other hand, the situation
has turned around in the historical retrospect:
the shortfall in the level of human potential is
much greater than in material production, or in
the income level.

In the period of growing performance
requirements, this shortfall, which cannot be
remedied in the short or medium run, will
adversely affect the prospects of the long-
term development of Hungary. It is indicative
for the economic policy that the main prob-
lem of human resource management is not
caused by the low rate of employment, but by
the employment ability of the Hungarian
workforce. Foreign direct investments, the
development of more modern industries, the
improvement of the structure of Hungarian
production and exports are increasingly hin-
dered by the lack of workforce with appropri-
ate qualifications.

The quantifiable shortfall in the quality of
human resources reflects contradictory distor-
tions in the education policy. As a result of the
quantitative developments of the past decade, a
distorted, poor quality system of education
came into being, which is also unable to meet
the market demands. The quality revolution
has not taken place, the downward process is

gaining ground. As a result of wrong concepts,
reforms launched for “relieving students from
stress”, for fostering cheerful youth, as well as
due to the adoption of programmes and meth-
ods that have proven to work in the United
States, the thinking skills, motivation, pre-
paredness and knowledge of today's secondary
and higher education graduates are significant-
ly lower than earlier. What is more, this hap-
pens in the period of stronger competition in
the world economy and in the period of grow-
ing performance requirements. There is no
“royal way” in education. Unfortunately, one
must suffer for knowledge. The deterioration
of the quality of training a priori hinders the
development of the country in the increasing
competition of the world economy, and at the
same time it increases the chances for unem-
ployment, being “unnecessary”, or at best pro-
vides those “qualified” to work as “semi-skilled
white-collar workers”.

A competitive environment requires talent
management. Education is a multifunctional
activity. In the given environment of globalisa-
tion, in the period of knowledge-intensive
world economic growth, the primary function
of education is the generation of intellectual
capital, the extension of knowledge and skill
development as opposed to the performance of
social policy tasks, alleviation of labour market
tensions and the creation of equal opportuni-
ties. However, market fundamentalism ignores
the fact that the rise of Europe, which began in
the Early Renaissance, and the international
positions it was able to hold for half a millenni-
um were inseparable from the ideal European
erudition, which carried a historical heritage in
the broader sense of the word. Saying goodbye
to this erudition ideal and the degeneration of
knowledge in the Hungarian system of educa-
tion and training pose risks, as well as social,
political and life management conflicts today,
and will pose even more risks and conflicts in
the future. An EU member state cannot ignore
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that in the spirit of the Lisbon strategy, culture
induces creativity required for catching up with
the other member states, and a tool for the
development of the EU's internal and interna-
tional relations. Economists that know the
realities of Hungary and the world have been
claiming for a long time that education and cul-
ture must be organically integrated into the
development strategies. It was stated already
half a decade ago that the most important ele-
ment of transformation into an information
society is not technology, politics, or the finan-
cial background, but culture.6

DISTORTED SCALE OF VALUES

The plenty of examples of historical develop-
ment have illustrated the correlations between
economic performances and the social scale of
values. Within the framework of the historical
compromise of “goulash communism” the
Hungarian population adopted the changes in
the consumers' scale of values that were started
in the US and became general in Western
Europe, faster than the other countries of the
region, in the precocious state of development,
and today it regards consumption a basic value.

The impact of distortions in the scale of val-
ues can be less quantified statistically in terms
of the deterioration of the quality of the human
potential. In his latest book titled The Age of
Fallability George Soros condemns the
American lifestyle reminiscent of the
Weimarian Germany, which is characterised by
the uncontrolled pursuit of pleasures at the
expense of morals and the traditional values. In
Hungary the lost traditional values and norms
of the nobility, the peasantry and the bour-
geoisie have not been replaced by other values
or norms. By European comparison, material
welfare and the accumulation of wealth rank
extremely high among the values pursued by
the Hungarian population. In parallel with this,

the importance of traditional moral values,
such as freedom, honesty, reliability, law abid-
ance, keeping to one's words, family and
civilised human relationships is minimal. The
decay of the formal moral values and the dis-
tortions in the scale of values represent a heavy
burden on Hungarian development and eco-
nomic policy, since they lead to decay in law
and order, the high rate of people violating the
law, evading taxes, looking for loopholes, as
well as to the wide-spread application of decep-
tion techniques, and the resulting lack of trust,
consumption rage, the strikingly low level of
household savings, and the concomitant
indebtedness and external financial depend-
ence. This also contributes to the dividedness
of the country, the alienation of the different
generations, the conflict of individual, commu-
nity and national objectives, too. 

The scale of values is part of the social capi-
tal. Its shortfall means competitive disadvan-
tage. The theoreticians of liberal capitalism
started out from the theory that the market
encourages hard work, moral uplift, responsi-
bility, austerity, rational conduct and sober-
mindedness in general. The ancient Greek ped-
agogy was already aware of the fact that good
conduct must be taught. The efficient opera-
tion of the market economy also depends on
the society's level of education and scale of val-
ues. In their absence, the inclination towards
excessive wealth, the pursuit of pleasures, state
dependence and wangling break free and
human relations erode.

The deficits of the scale of values are closely
related to the decline of the society's system of
education. Somewhat concomitant to the edu-
cational reforms, the educational (value-teach-
ing) role of the school system has disappeared
or weakened, the institution of the family, and
as a result, its value-teaching strength is erod-
ing, just like the former educational function of
the military and the church. Television has
become the major tool of social education. 
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Half a century ago, when television
appeared in Hungary, great hopes were pinned
on the educational, value teaching and culture
disseminating role of television. Most of the
television programmes produced in the past
15 years ruin values, taste and consciousness,
they induce low standards, aggression, moral
deficit and deviant behaviour. In Europe, the
level of economic development decreases
from West to East, but the number of hours
spent in front of the TV set increases. From
among the EU member states, Hungary
ranked the highest on the list with citizens
spending on average 4.5 hours a day watching
TV, which significantly contributes to the
increasing deficit of human capital accumula-
tion, to the generation of effects that weaken
the communities, as well as to indifference
towards community interests. If TV-civilisa-
tion is the opium of the mass society,
Hungary has already reached a critical level of
addiction. At the same time, the plenty of
hours spent in solitude in front of the TV or
computer screen fosters the excessive atomi-
sation of the society, the isolation of the indi-
viduals, and deteriorates the quality of human
relationships, and that of life in the broader
sense. 

The decline of our human resources can be
linked to direct utilitarian business interests.
However, the long-term and efficient opera-
tion of political democracy and the market
economy requires the revolution of human and
social qualities. The educational, social, value-
teaching deficits caused by a change in the scale
of values also undermine the operational foun-
dations of the institutions of political democra-
cy and the market economy everywhere. It is a
fundamental theoretical assumption of both
the market economy and the political democra-
cy that the individual freed from state interven-
tion and guardianship can make rational deci-
sions and establish rational life-management
strategies, i.e. he is capable of self-support. As a

consequence, the social reality that emerges
due to eroding social education and training
leads to system incoherence.

Umberto Eco cannot comfort us with his
opinion according to which the world has
embarked on the road to global ignorance
within the framework of the global consumer
society. High-income, established countries
can live with the consequences of the weaken-
ing human potential for a relatively long period
of time. However, accelerated convergence and
performance improvement cannot be imple-
mented without comprehensive intellectual
renewal.

FALLING BEHIND IN TERMS 
OF HEALTHCARE

The increased role of human resources in com-
petitiveness raises the value of the health con-
dition of the population in economic terms,
too. A large number of surveys have indicated
the favourable effect of higher qualifications in
the spreading of healthy lifestyle, and in the
improving state of health. It was already one
and a half decades ago that the economist soci-
ologist Rudolf Andorka drew attention to the
fact that the deflation of social values, aimless-
ness, the distortion and uncertainty of the
meaning of life would lead to a rise in the phys-
ical and mental problems of the population. No
wonder that the drop in human resources and
social capital can also be witnessed in the pop-
ulation's state of health. 

Half a century ago public health indicators
and life expectancy were more favourable than
in several Western European countries. In
2004, the life expectancy of men at birth was
lower only in the Baltic states and Romania,
while the life expectancy of women was lower
only in Romania and Bulgaria.7 Hungary's neg-
ative record in the cancer related mortality rate,
or in the growth of citizens suffering from the
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symptoms of depression from 13% to 18%
between 2000 and 2005 reflect social discom-
fort and chronic stress conditions. Similarly to
education, healthcare also manifests the para-
dox, according to which the population's state
of health is worse than it would be justified by
the economic indicators.

CONCEPTIONAL DEFICITS

The spiritual heritage of the Treaty of Trianon
was the wavering of the national self-confi-
dence of the 19th century and the strengthening
of the “satellite mentality” in the intellectual,
political and scientific life. The frequently
uncritical adoption, or copying of the ideolo-
gies, as well as the dominant scientific and
political trends and institutional solutions of
the great power in charge of influencing the
fate of Hungary appeared already between the
two world wars – not independent from the
aspects of individual progress – and became
dominant after World War II. In parallel with
the softening of the forced mechanisms of
socialism that once existed, the monopoly
position of Marxism changed into a weakening
hegemony position. Due to the increased eco-
nomic and intellectual openness of the country,
the power elite and the professional intellectu-
als showed primary willingness in accepting the
western ideas, first of all the neoliberal “main-
stream” ideas. Although the content of import-
ed ideologies that have influenced country gov-
ernance in the past, almost 100 year long peri-
od has significantly changed, the majority atti-
tude and spirituality towards the mainstreams
of the great powers have remained the same.
This mentality can be seen in the relations of
some members of the current intellectual elite
to the political parties. 

The increasing autocracy of the so called eco-
nomic mainstream is a special Hungarian fea-
ture. In the former COMECOM countries the

theoretical, economic policy and practical
room for manoeuvring of neoliberalism is nar-
rowed in part by the traditional social democ-
racy, nationalism, and in part by the system of
ideas. The larger scale continuity of the
Hungarian economic elite, the power of busi-
ness entities to obtain governmental positions,
the devaluation of the role of the state and pub-
lic administration, the manifestation of corpo-
rate management methods and interest rela-
tions in public administration, and the scale of
values based on direct utilitarianism are much
stronger and visible in Hungary than in the
other former socialist countries of the
European Union. This factor must have con-
tributed to the fact that development policy
has become an insufficient dimension in the
target system and tools of the Hungarian eco-
nomic policy.

The efforts made to adopt the intellectual
trends of the great powers that have devel-
oped in different social and economic condi-
tions, or the solutions of institutional sys-
tems and management techniques overshad-
owed or blanked off the development and
operation of a system of rational social and
economic ideas, objectives and institutions
that could be based on the development his-
tory heritage and characteristic features of
the country, as well as the manifestation of
national characteristic features and interests
in the processes of transition, integration and
convergence. The suppression of the histori-
cal approach can also be perceived in a great
number of fields of applied economics and
economic policy. It is especially deficits relat-
ed to the state's role, the strategic way of
thinking and the social factors of competi-
tiveness that deserve the most attention.

After the decades of economic management
by the state, the “horse nation” of Hungary
made a great “equestrian” jump by revaluing
the approaches aimed at curbing the role of the
state. By by-passing the historical approach it is
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being forgotten that the role of the state is
always age specific, it relates to the main con-
tentual challenges of the given era, and the
given level of social and economic develop-
ment. During the development of capitalism,
based on the development and historical her-
itage, different models of the market economy
appeared in the Anglo-Saxon countries,
Scandinavia, South and Central Europe and in
the developing countries. Although there are
strong trends for the universal acceptance of
the system specific features of the Anglo-
Saxon capitalism, the differences in the models
are striking even in today's globalisation.

Globalisation has not been able to wipe out
the different forms of the practice of public
power in Asia, Latin America, in the different
regions of Europe, or in the United States. At a
high level of economic development, the avail-
ability of developed market mechanisms and
the presence of strong and efficient voluntary
organisations may narrow down the tasks of
the state and public administration. However,
at a lower level of economic development,
especially in the period of historically dilatory
modernisation and convergence, the role of the
state cannot be dispensed with. This role is also
shaped by the given period of the economic
cycle. At the time of crisis or recession there is
strong social pressure on the broadening of the
state's functions, while in undisturbed prosper-
ity the opposite can be perceived. 

Experience shows that unrestricted markets
can be efficient in the distribution of resources
according to private needs, but they perform
weakly in serving and protecting the public
good, common needs, legal order, stability, the
natural environment, raising families and the
national interests. It is a specific Hungarian
feature, a national policy requirement to inte-
grate and protect the interests of ethnic
Hungarians living in the Carpathian Basin by
cross-border developments and the creation of
regional cooperation structures.

As a result of the increased intertwining of
the national economies the fate of the differ-
ent countries, regions and areas of activities is
influenced by their competitiveness. According
to the current mainstream of economic sci-
ence, competitiveness is a corporate economic
or financial category. Competitiveness is
measured on the basis of prices, costs,
exchange rates, taxes and the quality of the
business environment. There is no doubt that
products and services compete on the mar-
kets, however the outcome of this competi-
tion is increasingly influenced by the back-
ground environment of product manufactur-
ing and distribution, as well as the perform-
ance of the underlying public administration,
education, environmental and social supply
subsystems. The requirement of competitive-
ness, which is getting more and more com-
plex, goes by far beyond the corporate eco-
nomic frameworks or the direct financial indi-
cators. A high speed catch-up process usually
goes together with the growth of social
inequalities, the processes of falling behind
and the concomitant destabilisation risks.
Successful integration into the world econo-
my requires the containment and prevention
of internal disintegration. The successful
development of the economy requires the
consideration of comprehensive social corre-
lations, as well as the promotion of social com-
petitiveness and social capital accumulation. 

The various components of competitiveness
that are often impossible to be quantified or
summarised in models, can be successfully har-
monised only in a comprehensive development
strategy system that is adjusted to the realities
of the world economy and the local endow-
ments. According to historical experiences, the
values helped in the interpretation of the
world, as well as the social and economic reali-
ties, in social integration, and in the develop-
ment of the individual and the common
visions. Is this not connected to the fact that
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the political elites are apparently uncertain
about what Hungary or Europe we want? The
country becomes vulnerable if it has no accept-
able vision or action plan in the period of the
apparently accelerating transformation of the
world economy.

As a specific response to socialism, the
strategic approach, the system of long-term
economic and social objectives, the system of
objectives, tools and organisation used for
determining Hungary's international and
European position, as well as reasonable spe-
cialisation have disappeared. The process of
decline was halted, the resources that can be
obtained from the EU were distributed, and
the reforms needed for the reduction of the
public finance imbalance were launched with-
out a longer term development strategy.
Original solutions, the practice of “project
Hungary” do not substitute strategic planning.
The resource allocation and the organisational
system lack a ranking of objectives, and con-
centration. The history of economic develop-
ment has demonstrated many times that the
situation, problems and room for manoeuvres
are specific for each country. The known con-
sequences of the universalistic economic policy
proposed for decades by the international
financial institutions well indicated that it is
not recommended to copy economic policy
recipes that were assumed to work everywhere
and at every time. A development strategy is
especially required for long-term processes
that are gaining importance, for human capital
accumulation, infrastructure development and
the success of restructuring. 

THE DECLINE IN MANAGEMENT 
QUALITY

A directly unquantifiable, yet important factor
of the quality of the human sector is the man-
agement, organisational and decision-making

sector. Good governance, which is being urged
internationally, too, plays an important role in
international competitiveness. The unfavourable
performances of the competitive economy
reflect not only structural organisational solu-
tions. In long-distance car races falling behind
can be caused by design problems, resource, i.e.
fuel problems, problems with the level of the
driver's skills, direction, travelling speed, fuel
consumption or the braking technique. No
wonder that not learner drivers are put behind
the wheel of race cars. 

Contrary to the expectations, professional
management aspects did not gain ground after
the political turnaround. Counter-selection
processes can be perceived at corporate man-
agement, party management and governmental
level. Furthermore, loyalty and personal
aspects prevail at the expense of professional
and human merits. The demand of large com-
panies and politics alike is shaped by under-
standing and loyalty instead of competence.
The current counter-selection is typical not
only for the demand level of the management,
but is also reflected in the weaker foundations
of the decisions, as well as the concomitant
operational malfunctions of the society and the
economy. The level of governance is reflected
in the sluggishness and deteriorating efficiency
of the various administrative processes, the
weak enforcement of the control functions, the
weakness of the preparedness, conceptional
frameworks, in the schedule and implementa-
tion processes of various programmes, in rising
alienation, in the increasing social apathy, as
well as in the weakening of international trust
in Hungary. 

It is an international phenomenon that capi-
tal that has strengthened its bargaining position
in the past 25 years is making efforts to win
political parties and exercise indirect political
influence. In the past years specific structural
and functional changes have developed in the
Hungarian political arena, too. The representa-
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tives of the Hungarian Big Business, which
came into being after the collapse of commu-
nism, were often functionaries or appointees of
the former political system, who formerly indi-
rectly represented and enforced their interests
in the political power. However, it is a new,
milestone phenomenon specific for today's
Hungary that the players of the business world
are enforcing their interests not only indirectly,
but increasingly directly, by obtaining direct
political power.

Country governance relies on proven busi-
ness management methods only in the Anglo-
Saxon countries, especially in the United
States. In Europe, or rather in countries with
deeper European or own historical traditions,
the country is governed with public adminis-
tration methods.

In the past years Hungary has broken away
from the majority public administration prac-
tice established in Europe. The strengthening
integration of the political and business sectors
indicate specific management problems. The
management technique of centralised corpo-
rate management and that of a governmental
system based on the fundamental principles of
democracy are far from being identical. The
risks of the latest public administration novel-
ty, i.e. the appointment of businessmen to state
positions, are also increased by the fact that the
social acceptance of “successful businessmen”
or owners is much less favourable than the
European average. A significant portion of the
Hungarian society is not convinced about the
fact that there are real performances behind
personal enrichment, acquisitions and income
relations reached in the past two decades. It is
disputed whether the enrichment techniques of
the past two decades are sufficient for manage-
ment competitiveness indispensable in the
global competition, and especially for the good
governance of the country. Management quali-
ty is not enhanced by the attitude either,
according to which the tasks and roles of the

management are identified as communication,
and which focuses its energies on communica-
tion instead of good decisions, in order to dis-
guise decision-making deficits. The two-mil-
lennium-old Roman wisdom “non verbis sed
factis opus est”, i.e. deeds not words are needed
has been turned upside down. 

Our management deficits also have a gener-
ational implication in the broader social spec-
trum. Getting acquainted with management
skills, experiences and techniques, as well as
the broader internal and international correla-
tions required for successful management is
usually a time-consuming task. This is not typ-
ical for the younger generations that have
experienced “extended adolescence” and have
grown up in a weaker educational system than
former generations. It is often experienced
that young company managers show rather
limited social responsibility for their compa-
nies. It is an old philosophical statement that
the frequency of mistakes is unavoidable with-
out perfect knowledge. This means that there
is a strong correlation between the knowledge
deficit and the frequency of mistakes. It is not
a groundless question whether the lack of pre-
paredness, the ad hoc nature and simultaneous
introduction of the reforms on multiple lines,
as well as the weak implementation of the
reforms could be related to the pool of young
political and public administration leaders that
have a weak knowledge about international
experiences, techniques or country specific
characteristics.

In revolutionary times the age structure of
managers and decision-makers shifts to
younger generations. In years of peace such a
shift leads to overmovements and frequent
wanton changes due to the lack of experience
and the characteristic feature of the age groups
affected. For the current and future stability
the strengthening opinion according to which
it is high time to put an end to the “revolution
of the young Turks” is not too fortunate. The
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expression “horrible party membership” was
coined in Hungary in the mid 1990s. The
recent concept of “horrible Hungarian political
elite” has been conceived by international deci-
sion-makers and analysts, and it also reflects in
the country risks. 

This means that specific changes can be per-
ceived in Hungary's development within the
European region. Contrary to the situation
that characterised most of the 20th century,
today Hungary lags behind Europe more in the
human sector than in material production. In
the four decades following World War II, devel-
opment was mostly hindered by the
unfavourable external conditions, the little
room for manoeuvres due to the coercive poli-
tics of the Soviet empire, and the resulting loss
of position in the world economy, the distor-
tion of the economic structure, and the deteri-
oration of the external economic performance.
Recently, the external conditions of develop-
ment have improved, the traditional market
problem typical for small countries has disap-
peared due to Hungary's accession to the EU,
the opportunities to acquire external resources
have widened, the country's geostrategic situa-
tion has improved, and thus Hungary's best
performances are linked to the external eco-
nomic sector. The country demonstrates a spe-
cific dual correlation with the Balkans. Our
economic relations with the Balkan states are
expanding at a high speed, however our human
resources are beginning to show Balkan fea-
tures: they are lagging behind Central Europe.
In other words, it is not ill fate, unfavourable
astrological conditions or the scarcity of mon-
etary capital to blame for the deterioration of
Hungary's position. The dilapidation and set-
back of our human potentials cannot be
explained by external causes. The deficits are in
ourselves.

In a moderately developed country longing
for convergence the decline of culture, social
values and vision is a paradox of development

history. The hedonistic, occasionally self-
destructive lifestyle, the increasing spread of
aggression and irresponsibility, growing cor-
ruption, the abuse of political, economic and
communication power, as well as the abuse of
social capital is a symptom of social degenera-
tion reminiscent of the late Roman Empire, or
the Weimarian Germany. In the antiquity, the
consequences of this process appeared in a time
period of several centuries. In the past century,
which developed at an accelerated pace, the his-
torical tragedy that appeared as a reaction to
Weimarisation occurred within a decade's time.
“Woodworms” have already activated them-
selves in Hungary, too. The country's room for
manoeuvring has narrowed down. We can
choose between measures that are unpleasant
in the short run, or measures that are unbear-
able in the long run. The operational model of
our society and economy is far from being per-
fect. It cannot be reformed by minor retouch-
ing here or there, or with “pars pro toto”
approaches. The proliferation or efflorescence
of Baudelaire's flowers of evil would require
immediate and comprehensive social “prun-
ing”. The science of economy and the econom-
ic policy are no longer able to successfully
shape the conditions of sustainable, fast-pace
development and convergence by themselves.
The problems of the economies cannot be
remedied detached from the society. 

It cannot be neglected that contrary to the
situation in effect two decades ago, Hungary
has no assets that could be privatised without
political destabilisation, i.e. the privatisation
buffer has disappeared. The strengthening of
regional competition, the increasing profit
repatriation, the decline in the ability to attract
capital investors, and the need for improving
the financial balance provide economically less
favourable frameworks for renewal. The way
out or cure can only be provided by the revalu-
ation and ennoblement of human resources.
The obstacles to and deficits of the develop-
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ment of the nation can be removed by the soci-
ety's and our own comprehensive moral, polit-
ical and conceptional renewal, by consensus
based culture, a vision developed on multidisci-

plinary scientific foundations, and the consis-
tent implementation of a longer-term national
strategy. That we can change our fate is not a
dim hope yet.
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László Örlõs*

Points of departure for shaping
Hungary's international 
development policy
An approach from the perspective of multilateral development policy 

IIt is a welcome fact that international develop-
ment co-operation policy is no longer looked
upon as being exclusively a government task in
Hungary. Studies of high standard even in inter-
national comparison are now published which
aim at completeness and throw a light on the
problems associated with our (re)emerging donor
status. Civil organisations and scientific circles
alike identify themselves more and more with this
topic (see, among others : Kiss, 2007; Paragi –
Szent-Iványi – Vári, 2007). This essay is there-
fore not trying to present basic ideas, rather, it

•intends to draw attention to the direct prece-
dents of economic history and economics
which even today determine international
development policy;

•highlights the most characteristic current
international trends of the subject area;

•wishes to present the problems confronting
international development policy in Hungary,
and where possible, attempts to offer possible
answers based on international empirical evi-
dence.

This paper provides an overview of the current
Hungarian implications of global and European
development policy in the light of its most recent

features and trends. When examining the interim
fulfilment of international ODA (Official
Development Aid) commitments, the perspec-
tives (the chance of implementing the objectives)
and the challenges (the tasks to be done for imple-
mentation) can be identified and they may serve
as guidelines at global, regional and local level.

TRENDS AND TENDENCIES IN THE PAST 

The first wave of the economic theory setting
out the direction of economic development
after World War Two regarded physical capital
accumulation a factor of key importance from
the 1940s until the early 1960s (Harrod-
Domar-model, Lewis-model). In the historical
phase to follow, the role of human capital was
placed in the centre, while in the next period,
from the beginning of the 1970s, the emphasis
was laid on shaping the economic policy envi-
ronment which had an impact on the volume of
investments and dominated the production
level of investments (Little, Scitovsky, Scott,
Balassa, 1970). The “recipe” outlined in the
1980s and developed in the 1990s, later named
as the Washington Consensus, attempted to
summarise the conclusion of earlier debates
which had a positive impact on economic
development. During the collapse of the two-

* The views set out in this paper represent the opinion
of the author and do not necessarily correspond to
the official position of the Ministry of Finance. The
manuscript was closed in January 2008.
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pole world order, institutional development
which has a dominant role in the shift towards
market economy came into focus. Its impor-
tance was further reinforced by the symptoms
of the decade's financial crisis (institutions
built on wrong fundaments or malfunctioning
institutions may undermine otherwise well-
functioning policies). The Post-Washington
economic era beginning at the millennium –
now enriched with the experience of recent
economic reforms – can also focus on develop-
ment co-operation aimed at eradicating global
poverty and at economic growth with a more
balanced distribution than in the past.

Reflections on the Washington
Consensus and the problems of its
applicability

The term “Washington Consensus” was intro-
duced by John Williamson in 1989, signifying at
the outset a self-confident agreement1 of the
American Department of Finance, the IMF and
the World Bank (i.e. the Washington-based
institutions) on the framework conditions
under which the economies of Latin-American
countries can be reformed.2 According to this
concept, a change in the macro-economic envi-
ronment will automatically create the condi-
tions for effective allocation of resources, and
as a result, long-term fast economic growth and
well-functioning market economies can evolve.
The financial crises in the 1990s have put an
end to this apparently over-simplified distinc-
tion and compelled Washington policy makers
– including the American-dominated Bretton
Woods institutions – to conduct a re-examina-
tion. While the goal of the original Bretton
Woods system was “to drive usurious money
lenders from the temple of international
finance” (State Intervention by Henry
Morgenthau, published in 1944), the
Washington Consensus meant, in economic

policy terms, the triumph of the right-wing,
conservative course in the policies of the
Bretton Woods institutions which expressly
advocated the reduced role of the state and the
predominance of market conditions.

At the same time, the neo-liberal “consensus
recipe”, which worked very well in the United
States, raised the question of how its applica-
bility3 can be tested in the developing and tran-
sitions economies of the world: South-East
Asia, Africa, Latin-America as well as Central
and Eastern Europe. Stiglitz' and Soros's conclu-
sions (at least, in relation to the globalised
international financial market) point in the
same direction: if the laws of the market can
prevail freely without any limitation and if
there are no international regulations with
institutional guarantees, then the rules of mar-
ket competition cannot function, and this may
destruct the global capitalist system. While in
the United States, from the end of World War
Two right until the monetarist and free trade
policies gaining ground, domestic (national)
markets4 were supported by protectionist eco-
nomic policy in respect of commodity
exchanges and money markets, transition
economies – including Central and Eastern
Europe – and developing countries were practi-
cally prompted to adopt the neo-liberal eco-
nomic policy with “immediate effect”, without
economic transition. In one of his presenta-
tions in Geneva in 1999, Stiglitz spoke about a
sort of “double standard” according to which
rich countries that advocate capital liberalisa-
tion are using protectionist measures (with
almost full employment level and with an
appropriate social safety net) to help their citi-
zens who are adversely affected by globalisa-
tion (Stiglitz, 1999).

The financial crises of the 1980s and 1990s in
Latin-America, Mexico, South-East Asia,
Russia, Brazil as well as the high level of indebt-
edness in the world's developing countries have
directed attention to the sustainability problem
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of the economic policy instruments applied so
far and triggered a clear re-assessment by the
international institutions which have a role in
shaping policies worldwide. It has become clear
that the Post-Washington Consensus (Stiglitz,
1998; Burki – Perry, 1998), launched around
1998, beyond the reforms set out in the original
consensus, was trying to identify the steps that
eliminate or at least mitigate vulnerability and
add to the set of development policy instru-
ments, i.e. reduce global poverty. According to
the criticism voiced, instead of an adjustment
triggered by external pressure leading to high
indebtedness, it is essential that the given coun-
try should be an active player in shaping the
processes (ownership) and civil organisations
and the society should be involved in shaping
the changes (partnership).5 The essence of criti-
cisms against the Washington Consensus can be
summarised, in brief, as follows: they all high-
light the absence of institutional-social dimen-
sions.

Renewing the financial architecture

The financial crises affecting several regions of
the world in recent years have evidently raised
the active role of US policy makers, as a result
of which an additional funding of USD 18 bil-
lion was approved for IMF in November 1998.
Contemporaneously, the Congress has set up
the Advisory Commission to examine the
future role of international financial institu-
tions. The recommendations of the report,6

issued by the Commission functioning under
the chairmanship of Allan H. Meltzer over six
months until March 2000 according to the
rules of the American Department of Finance,
dominated in the past period the further
rethinking of the financial architecture.

It is a matter of fact that the volume of pri-
vate credits and capital investments is continu-
ously on the rise, and the set of goals to be

accomplished by multilateral financial institu-
tions is broadening, and yet there is a huge gap
between the renewed commitments aimed at
poverty reduction and the actual results. The
proposals, without exception, stress the neces-
sity of changes towards effectiveness and cost
reduction, accountability and transparency, and
emphasise the need to eliminate urgently the
existing overlaps and duplications in responsi-
bilities. 

Since its foundation, the IMF has become
the long-term lender to developing and transi-
tions economies from a provider of short-term
resources to finance balance of payment
deficits under pegged exchange rates. The main
motive for setting up the World Bank has been
to provide sufficient funds for reconstruction
and to finance the economies of the developing
world with guarantees of the member countries
– instead of and in addition to private resources
which seemed insufficient at the time. The
development of financial and capital markets
that accompanies globalisation has however
multiplied the resources provided by the pri-
vate sector and also made them cheaper.

By considering the lessons of the financial
crises in the 1980s and 1990s and by assessing
the initial institutional goals (global economic
growth, political stability, poverty reduction in
the developing world), the Meltzer Report
comes to the conclusion that the Bretton
Woods-i institutions

•fail to devote enough attention to develop-
ing the financial markets of developing
countries;

•their short-term crisis management tech-
niques are too costly;

•are slow in formulating their crisis resolu-
tion policies;

•their recommendations are often wrong;
•their influencing capacity relating to the

policy to be applied and to implementation
is yet to be improved.

The Commission's recommendation sets out
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that the IMF should continue its crisis manage-
ment activity within well-defined and distinct
competence, in accordance with new rules
enhancing the safety and reliability of the
member countries' financial systems. The
World Bank and the other multilateral develop-
ment institutions should focus on the quality
of poverty reduction and development policies
rather than on lending measured by volume.
The main reason behind that is: the terms laid
down at the time of its foundation have
changed to a great extent as the former large
borrowing countries (such as China, Mexico,
Brazil, etc.) are now capable of raising funds
even at the capital markets. The bank's former
significant role in the brokerage of funds has
thus considerably diminished, and in order to
avoid impacts acting against the market the
bank should shift its lending activity to areas in
which the competitive sector is inactive and in
which it can promote its products by offering
lower rates. After drawing the lessons of the
financial crises, the Bretton Woods institutions
laid down the structure of the renewed finan-
cial system on the following three pillars:

•prevention;
•response (crisis management); 
•safety (social) net.

THE PRESENTDAY INTERNATIONAL
DEVELOPMENT POLICY

The well-defined objectives of development
policy were drafted by 199 countries of the
world, in 2000, in New York, under the aus-
pices of the UN, with the title of Millennium
Development Goals (MDG). The commit-
ments of the countries concerned were reaf-
firmed in Doha in 2001 and in Monterrey in
2002. The Monterrey Consensus aims at co-
operation among the states, the market stake-
holders, the industrialised and developing
countries and the multilateral institutions.

The novel elements and mechanisms of the
Bretton Woods institutional systems are
expected to be applied in order to resolve the
potential crises affecting mankind as a whole:

•by 2025, the total population of the world
will increase by an additional 3 billion;

•by 2030, the number of people living in
cities is expected to show a threefold
increase;

•by 2025, 2 billion people are expected to face
a permanent shortage of drinking water;

•by 2030, food production is expected to
double.

The role of the Bretton Woods 
institutions in development policy

Although no clear consensus has been reached
so far about the effects of the operation of the
Bretton Woods institutions, the view can per-
haps be shared that, due to their supranational
nature, the institutions are, in principle, capable
of responding to the impacts of globalisation.
(See Chart 1)

In an ideal case, this response would natural-
ly mitigate, perhaps prevent the unfavourable
impacts, and reinforce and promote the posi-
tive ones. It cannot be disputed that the IMF
and the World Bank may be a tool for manag-
ing the unfavourable impacts of globalisation.7

It is however an open question whether the
world will lose these tools in the fight against
poverty – an unfortunate “side effect” of glob-
alisation – when providing an uncertain com-
mitment framework for institutions in connec-
tion with the cancellation of full multilateral
debts. The question may be raised whether the
issue is that operations supported by legally
unenforceable letters of intent are meant to
gradually weaken the bank-like operation of
the institutions and to create an institution
similar to the UN aid agencies with a profile to
be defined later (Mallaby, 2005).
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By overviewing the World Bank Group's
bank-like operation it can be seen that it is
principally involved in two types of lending
activity. It performs commercial-type lending
activity (commercial window) within tradition-
al frameworks (its institutions include the
International Bank for Reconstruction and
Development and the International Finance
Corporation), i.e. (due to its excellent credit
rating) it can obtain funds from savings of the
international capital markets at a very low rate,
which it can use for further lending with an
appropriate premium to medium-income coun-
tries or to their enterprises (for example,
China, India, Turkey, emerging economies,
etc.). The objective of subsidised outsourcing
of funds (subsidized/soft window) is to guaran-
tee the financial and capital positions of the
International Development Association (IDA)
by using a permanent fund regularly replen-
ished by the developed nations, a fund which
offers credit or financial aid on favourable
terms to developing countries. The administra-
tive costs of the bank are covered by the pre-
miums and fees charged for commercial-type

and subsidised credits as well as by the income
on invested capital.

Debt cancellations
The governments of donor countries are often
criticised that the figures concerning the actual
amounts of funding for official development
aid are often manipulated, magnified and inflat-
ed by various techniques (Concord, 2007; Kiss,
2007). One way of doing this – according to
the critics – is to account for debt cancellations
as ODA. In the author's view, this criticism can
be challenged here because, on the one part, the
expenditures allocated to debt cancellations as
real transfer of funds are recorded as actual and
additional budgetary expenditure in the budget
of donor countries and, on the other, they
make it possible for the recipient country's
economy to develop under healthy conditions.8

The first initiative to restructure the debt
stock of developing countries was in the case of
Argentina, more than 50 years ago. Bilateral
negotiations began in 1956 within the frame-
work of the Paris Club, specifically set up for
this purpose. Debt relief mechanisms took a

Chart 1

THE WORLD’S MAJOR CONCESSIONAL AID PROVIDERS (GROSS)

Source: OECD DAC-database
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new form forty years later, in 1996, with the
HIPC-Initiative,9 launched by the IMF and the
World Bank as well as by developed and indus-
trial countries. The involvement of multilateral
institutions created the opportunity to find a
way out of the debt spiral by developing coun-
tries offering and implementing a viable and
sustainable economic policy in return for debt
relief. (See Chart 2)

The Millennium Development Goals, draft-
ed in 2000 under the auspices of the UN, pro-
vided a new framework for debt reduction poli-
cies which required new and effective actions
from the developed countries and multilateral
institutions. (See Table 1)

However, the failure of the developing coun-
tries to design and follow a development policy
which enables them to repay their favourable
debts represented a constant and growing con-
cern within the framework of the above pre-
sented financial structure. As a temporary solu-
tion until 1996 – in fact, to hide the problem –
new credits were approved in order to repay the

old ones (debt spiral), and the bulk of the
repayments was covered from the bilateral aid
of developed countries (hidden subsidy). In
addition, the credit provider institution itself
has also used its own resources to relax the
debt burden of countries in need, financing it
from its income coming (primarily) from
(commercial-type) lending. (It should be noted
that the costs of the basic replenishments needed
due to increased funding requirements will
finally end up again with developed donor
countries.) As a matter of course, this mecha-
nism could not work as an overall solution, so
bowing to the requirements of civil organisa-
tions and to the growing anti-globalisation sen-
timents in the second half of the 1990s, the
HIPC Initiative was launched in 1996 with the
aim of granting debt reduction to developing
countries and was complemented by bilateral
and multilateral funding elements by the turn
of the millennium. 

At the tenth anniversary of the inception of
the HIPC Initiative, at the initiative of G8

Chart 2

MEDIUM AND LONG-TERM DEBT STOCK OF DEVELOPING AND EMERGING COUNTRIES
(2004, USD billion)

Source: World Bank, Global Develpment Finance 
(In: Conjuncture/Alby, Letilly, 2006)
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countries, the total amount of multilateral debts
of eligible developing countries, representing
almost USD 57 billion, was cancelled vis-a-vis
the World Bank, the IMF and the African
Development Fund.11 The IMF has decided to
finance debt cancellation within its own author-
ity with respect to countries whose per capita
income is less than USD 380 per year, while the
development banks required the authorisation
of the member countries. In the case of IDA, an
affiliate of the World Bank Group, the debt of
developing countries eligible for debt reduction
is cancelled12 in order to make them capable of
implementing the Millennium Development
Goals through resources released in their
economies. The amount of debt cancellation
represented USD 37 billion when it was
approved, the financing of which has been
undertaken by developed donor countries with-

in a timeframe of 40 years in the form of irrev-
ocable commitments (for about 5–10 years) and
partly conditional commitments (for about
10–40 years).13 (See Table 2)

Risks
There are still a great deal of uncertainties con-
cerning the HIPC Initiative with respect to the
medium and long-term sustainability of the
national debt stock: for instance, debt dynam-
ics are affected in the long run by new invest-
ments which are designed to help reach the
Millennium Goals and which, in the majority
of cases, generate further debts (See also the
section on emerging donors). (See Table 3).

The main risk associated with debt reduc-
tion is (1) the conditional commitment from
the perspective of the above outlined financ-
ing breakdown of the World Bank Group,

Table 1

HIPC-COUNTRIES ELIGIBLE FOR DEBT CANCELLATION 
(December 2007)

Source: World Bank, IMF

Afghanistan, Burundi, Comores, Chad, Cote d'Ivoire, Eritrea,
Gambia, Guinea, Guinea-Bissau, Haiti, Kyrgyzstan, the
Democratic Republic of the Congo, the Republic of the Congo,
Central African Republic, Liberia, Nepal, Somalia, Sudan, Togo

Benin, Bolivia, Burkina Faso, Ethiopia, Ghana, Guyana,
Honduras, Cameroon, Madagascar, Malawi, Mali, Mauritania,
Mozambique, Nicaragua, Niger, Rwanda, Sao Tomé and
Príncipe, Senegal, Sierra Leone, Tanzania, Uganda, Zambia

Conditionally eligible countries (19)10Eligible countries (22)

Table 2

EXTERNAL PUBLIC DEBT
(percentage of GDP)

Country Before completion After completion End 2004 
point point (year)

Mozambique 149 102 (2001) 72

Ghana 98 75 (2004) 75

Uganda 65 59 (2000) 61

Benin 56 44 (2003) 43

Mali 90 75 (2003) 69

Source: Fitch (In: Conjuncture/Alby, Letilly, 2006)
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financial sustainability and capital positions,
which deserve special attention especially
because the IDA plays a key role in develop-
ment funding in terms of volumes and quality.
A further element of uncertainty in the
Initiative is whether (2) the amount allocated
to financing debt cancellation will in actual
fact represent additional funding in the overall
development funding system or the increased
expenditures of developed countries will be
compensated by cutting other expenditures of
similar purpose, thus endangering the achieve-
ment of the Millennium Goals. The problem
can be well illustrated by the fact that the
share of debt reduction costs within total

ODA has doubled over the past period.14 In
addition to the above, (3) non-HIPC develop-
ing countries may request equal treatment
which would require additional resources. The
gradually increasing demand for the grant ele-
ment in IDA's provision of aid15 (4) may pose
further risks for financial sustainability (see
the section dealing with the recommendations
of the Meltzer Report), which, in the long
run, will also weaken the institution's financial
independence and capability to obtain funds
in the market, and it may operate more like
the UN agencies. The bank-like operation is
also directly influenced (5) by how the lend-
ing policy towards medium-income countries

Table 3

BREAKDOWN OF ODA IN OECD MEMBER COUNTRIES 
(percent)

1990–1996 1997–2000 2001–2004
Aid programme and project 79.0 72.4 57.2

Humanitarian aid and restructuring 4.1 6.7 9.1

Debt reduction 16.9 20.9 33.7

Source: OECD DAC-database (In: Conjuncture/Alby, Letilly, 2006)

Chart 3

SHARE OF THE COSTS OF BILATERAL 
OFFICIAL AND PRIVATE CREDITORS 
ALLOCATED TO DEBT CANCELLATION 

(2004, %, total USD 18,4 bn NPV)

Source: IMF, World Bank (In: Conjuncture/Alby, Letilly, 2006)

Chart 4

SHARE OF THE COSTS OF MULTILATERAL
CREDITORS ALLOCATED 
TO DEBT CANCELLATION
(2004, %, total USD 19,9 bn NPV)

Source: IMF, World Bank (In: Conjuncture/Alby, Letilly, 2006)

Paris Club member states 75%
Commercial creditors 5%
Other official creditors 20%

World Bank 47% AfDB 17%
IMF 15% Other 21%
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will be shaped (stagnation and reduction of
credit volumes). (See Charts 3 and 4)

Complexities of aid architecture

The complexity of the official development aid
system can be demonstrated by several terms.
This paper will deal with the degree of donor
coordination, the degree of aid effectiveness
and the new initiatives aimed at enhancing co-
operation.

Donor coordination
The introduction of the Poverty Reduction
Strategy Paper (PRSP) by IMF in 1999 has
been one of the first steps in declaring the
necessity of donor coordination and its intensi-
fication in low-income countries. The docu-
ment was based on the recognition that the
positive impact of aid is the function of even
aid flows (Bulíø – Hamann, 2007). To achieve
that, it is necessary to strengthen the co-ordi-
nation among donors and to improve the
design and implementation of financial aid pro-
grammes. However, the empirical analyses
based on processing the statistical figures

between 2000–2003 did not support the expec-
tations for fundamental changes. According to
the analyses:

•compared to the analyses conduced in the
late 1990s (Bulíø – Hamann, 2003), the
volatility of aid grew at the beginning of the
new decade;

•aid disbursement is pro-cyclical, i.e. it
almost changes proportionately to the out-
put and to the change of domestic income
(it has no anti-cyclical effect);

•the information content of donors' long-
term aid commitments has diminished, i.e.
predictability has worsened (See Chart 5).

As a result of all the above, the donor con-
tributions received have not furthered suffi-
ciently the elimination of macro-economic
imbalances in low-income countries. Beyond
the problem of predictability, it has been found
that aid transfers show a declining tendency
just when they would be most needed due to
the absence of other resources and revenues. 

Aid effectiveness
The complexities of global aid architecture and
its degree of effectiveness can basically be
described by two terms: fragmentation and

Chart 5

DONORS’ COMMITMENTS IN 76 LOW-INCOME COUNTRIES
(measured in USD/per capita, at constant price)

Source: Bulíø – Hamann, 2007
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proliferation. Empirical tests (Knack –
Rahman, 2004) have shown that the presence
of many donors, each with a small share of aid
(competing donors), has a negative effect on
the administrative capacity of beneficiary coun-
tries, since donors are trying to maximise their
own (project) results which does not necessar-
ily contribute to raising and ensuring the funds
needed for the given country's long-term devel-
opment. This also means that the presence of
dominant donor shares causes less damage to
the public administration of the recipient coun-
try and has a more favourable impact on its
operation. Therefore, there is room for further
co-ordination and specialisation among
donors. The latter can also be done at geo-
graphical or sectoral level, and there are already
a number of positive examples to illustrate that:
Japan's donor activity is more and more direct-
ed towards Eastern Asia and the Pacific region
and towards infrastructure developments and
economic sectors, while European donors con-
centrate their efforts on Africa and on social,
governmental and human rights issues.

Aid intensity – or in other words, aid depend-
ency (Montes, 2007) – is the value of official
development aid as a percentage of GNI. Based
on empirical tests, higher aid intensity is not
necessarily accompanied by higher fragmenta-
tion (existing donors increase the amount of
aid), the value of correlation between the two
variables shows a very low rate over the

1982–2000 period. The empirical tests (Knack,
2001) have come to a surprising conclusion as
regards the correlation between the index indi-
cating aid intensity and bureaucratic quality.
Based on a sample encompassing a period of 25
years, it was found that higher aid levels were
associated with declines in the quality of gover-
nance (as measured by an index of corruption,
rules of law and other variables), i.e. no evidence
was found that higher aid levels automatically
promoted democratisation. (See Table 4)

The need for donor coordination is well
demonstrated by the survey of the World Bank
conducted with the involvement of 34 recipient
countries (Hall – Quesnel, 2007) analysing the
number of individual and coordinated donor
missions. The analysis shows that the number
of donor missions per year per recipient coun-
try varies from about 80 to 800. In the surveyed
period, the number of co-ordinated donor mis-
sions surpassed 25 per cent in two countries,
while in another four a quarter of the missions
surveyed was co-ordinated, whereas in 28
countries the proportion of co-ordinated mis-
sions was below 25 per cent.

New initiatives
The initiative aimed at enhancing aid effective-
ness was signed in March 2005, in Paris, by 35
donor countries, 56 partner (recipient) coun-
tries, 26 multilateral donors and 14 civil society
observers. The document adopted in Paris

Table 4

CORRELATIONS BETWEEN AID INTENSITY AND DONOR FRAGMENTATION

1960-s 1970-s 1980-s 1990-s
Developing  countries

ODA/GNP, % 2.0 3.00 5.0 6.00

donor fragmentation n.a. 0.56 n.a. 0.69
Sub-SSaharan  Africa

ODA/GNP, % 3.0 7.50 11.2 15.30

donor fragmentation n.a. 0.69 n.a. 0.83

Source: Knack – Rahman (2004)
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(Paris Declaration) declared that beyond an
increase in funds, there is also a need to
enhance aid effectiveness. In view of this, 56
special commitments, targets and 12 indicators
were put forward. The achievement of the
indictors is from time to time assessed by the
participating countries (donor and partner
countries together). The Paris Declaration on
aid effectiveness can be summarised by five key
principles. 

Ownership: Recipient countries exercise
leadership in drafting and implementing devel-
opment policies and strategies. Strategies are
determined within medium-term expenditure
frameworks which are reflected in the annual
budgets.

Alignment: Donor countries align on recip-
ient countries' strategies, adjust to certain
country-specific systems and institutions.

Harmonization: Donors harmonise their
activities by increasing co-ordination and min-
imising various transaction costs.

Managing for Development Results: Donors
and partner countries adopt result-oriented
techniques with the fundamental aim to ensure
that developing countries really benefit from
the aid provided. Ongoing monitoring and
assessment serve to measure the achievement
or approximation of the set targets and desired
results.

Mutual Accountability: Donor and partner
countries have joint responsibility in the utili-
sation of aid and in the accomplishment of
results.

The effects of the Paris Declaration were
first surveyed as early as 2006, the second year
of its existence, with the participation of 34
countries. It can be established that significant
efforts are yet to be made to improve the lead-
ership of partner countries, as it was achieved
only in one of every six countries.
Approximately 40 per cent of the donor coun-
tries use their own public finance management
(PFM) and procurement systems to receive

international aid. A prerequisite of improving
the situation is that the recipient country
should exercise effective leadership over the
formulation and implementation of their devel-
opment strategies. The number of programme
and project implementation units (PIUs) is
extremely high (more than 1800, an average 61
per country, and above 100 in four countries).

The analysis brought relatively good results
in harmonisation for about 43 per cent of the
aid is programme-based, of which 19 per cent
was allocated to recipients as budget support. It
should be added that so far in only five of the
surveyed countries does the proportion of pro-
gramme-based aid exceed 50 per cent. Only
1750 of the 10 500 donor missions in recipient
countries are co-ordinated (16 per cent). The
results of country analytical work were more
promising with almost 40 per cent being a joint
initiative. With regard to result-orientation,
data quality needs to be improved and feedback
to be used more effectively in strategy and pol-
icy making. As far as accountability is con-
cerned, 14 countries have a mutual framework
for managing responsibilities.

The first official survey of the results of the
Paris Declaration will take place in 2008, in
Accra, capital of the Republic of Ghana, with
the participation of donor and partner coun-
tries. (See Table 5) The first informal survey
makes it clear that the results need to be
improved by donors, first of all, in the follow-
ing main areas:

•providing program-based and untied aid
more and more through using the partners'
budgets, and increased and more effective
utilisation of the recipient countries' sys-
tems and capacities;

•improving aid transparency and pre-
dictability;

•enhancing division of labour and co-opera-
tion among donors, reducing the number
of programme and project implementation
units, joint initiatives.
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From the perspective of partner countries
efforts should be directed at the following
areas:

•strengthening leadership in formulating
development policies with greater involve-
ment of the society and representation
organisations;

•more effectively integrating development
concepts into national budgets.

For new donor countries the implementa-
tion of the principals of the Paris Declaration
through improving aid effectiveness may mean
the following in bilateral context:

•a place for influencing strategies within the

framework of partner country-based dia-
logues ;

•greater mobilising effect through joint par-
ticipation with other donors in program-
based financing;

•clear objectives based on recipient coun-
tries' priorities;

•strong geographical and sectoral concentra-
tion which also helps keep transaction
costs under control;

•strong staff expertise and interest of part-
nership;

•increased use of monitoring, feedback and
independent assessments.

Table 5

FIRST SURVEY OF THE RESULTS OF THE PARIS DECLARATION (2006)

Global  baselines  2005

Indicator Averages Minimum  and  2010  target

maximum  ranges

OWNERSHIP

Ownership 17% of countries – At least 75%

meeting creteria
ALIGNMENT

Quality of the PFM systems 31% – 50% increases their scores

Quality of the public procurement systems n.a. – Art least one-third increases their scores

Aid reported on budget 88% 0–99% 94%

Coordinated capacity development, TA 47% 3–95% 50%

Use of country PFM systems 39% 2–67% 80%, or a one-third reduction of the 

amounts used in non-country specific 

system

Use of country procurement systems 39% 2–64% 80%

Parallel implementation units 1828 – 609

In-year predictability 73% 0–96% 87%, or cut by half aid not disbursed

on schedule 
HARMONISATION

United aid 75% 16–99% Above 75%

Use of program-based approaches 43% 5–61% 66%

Coordinated missions 16% 3–38% 40%

Coordinated country analytic work 40% 15–75% 66%
MANAGING  FOR  RESULTS

Sound performance assessment framework 7% – 38%
MUTUAL  ACCOUNTABILITY

Mutual accountablitiy 38% – 100%

Source: Hall – Quesnel, 2007
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Emerging donors, fight for Africa

As a result of the increased choice of donors,
low-income countries can choose from more
financing channels. Although on the basis on
the statistical figures, the proportion of OECD
DAC (Development Assistance Committee)
members countries continues to remain high
within to total ODA, the emergence of new
donor countries carries a significant risk in
terms the integrity of the established assistance
systems. The main risks are:

•deterioration of the country's debt struc-
ture and prospects in case of raising funds
under inappropriate terms;

•soft aid terms, i.e. the recipient country is
not bound to carry out the otherwise nec-
essary adjustments;

•wasting resources on implementing unpro-
ductive capital projects.

Based on the above, it is of utmost impor-
tance for DAC member countries and other
bilateral donors to conduct constructive dia-
logues. As shown on Chart 6, the DAC com-
prising traditional donor countries had an
almost 90 per cent share, on average, in the
amount of net ODA flows over two decades

from the 1960s, and by the end of the last decade
it further increased this proportion to a level of
about 95 per cent. In nominal terms, develop-
ment aid amounting to nearly USD 52 billion at
the turn of the century was in four years dou-
bled by OECD DAC member countries to a
sum of USD 104 billion . More than half of the
aid resources are provided by DAC EU mem-
bers, representing an average 0.11 per cent dif-
ference per year since 1989 in the proportion of
economic performance capacity in favour of EU
DAC members. It is yet to be seen what impact
the emerging donor groups will have on the sys-
tem of assistance and how it will influence the
situation of developing countries.

Non-DAC donor countries are classified
into four groups.

OECD member countries that are not
part of DAC (for instance, Turkey, Korea,
Mexico, Czech Republic, Hungary, Poland,
Slovakia) are expected to at least double their
official development aid provided in the middle
of the decade, and thus the overall amount will
have exceeded USD 1 billion by the end of the
decade. In 2005, EU members of the group
committed to try to reach a GNI share of 0.17
per cent by 2010 and 0.33 per cent by 2015.

Chart 6

NET ODA BY MAIN DONOR GROUPS, 1969–1997

Source: Manning, 2006
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EU member countries that are not part of
OECD have also undertaken to meets their
2010 and 2015 commitments.

Middle-East and OPEC countries and
their funds. It was basically the oil revenues
that have made it possible for countries of the
region to become donors. The donor group has
provided USD 2–3 billion in aid over the recent
period with Saudi-Arabia being the largest
provider.

Other donor countries that are not part
of OECD (Brazil, India, China, Russia,
Venezuela, Chile, Southern Africa, Malaysia,
Thailand, etc.).

The DAC rules practically represent exam-
ples and references to be followed by the
members of the first two groups. There is
some more time needed by these countries to
carry out certain recommendations, including
the tied aid terms and the reform of technical
co-operation forms tied to investments to
meet the conditions of membership. These
country groupings practically meet the spirit
of the Paris Declaration which put forward
the “norms of conduct” for donor countries
and the harmonisation and coordination tasks,

and shape the various forms of co-operation
accordingly. Country priorities are mainly tar-
geted at the Balkans and the region of the
Soviet successor states. The third donor group
consists of countries with strong cohesion
which even surpass DAC members in terms of
harmonisation. In addition, these countries –
in most cases – also satisfy the untied aid
terms. A large part of their resources are pro-
vided in the form of credits, mainly targeted at
the Muslim world and Africa. The dividing
line starts with the difference in interpretation
of the official development assistance (group
4) between OECD DAC member countries
and countries that are not part of OECD
DAC but accept the guidelines to a great
extent and other, non-OECD members. (See
Chart 7)

As a consequence of China's agreement with
some African and Latin-American countries, in
return for the loans provided to them, China
may gradually raise claim to the above-men-
tioned countries' raw material stock and energy
carriers. To illustrate how the donor and part-
ner country role has changed we can quote the
example of China as an emerging donor or the

Chart 7

NET ODA-CONTRIBUTIONS OF DAC-MEMBERS (1989–2006)

Source: OECD DAC database
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developing countries' utilisation, at relatively
low costs, of international market resources
that are free from development policy commit-
ments (for instance, Ghana issued bonds in the
amount of USD 500 million in 2007). An
important component in the realignment of the
global power structure is Africa, which is
becoming one of the major strategic areas and
also the subject of some kind of “re-colonisa-
tion”, basically due to the following reasons
(Szerencsi, 2008):

•10 per cent of the world's oil resources are
to be found in Africa;

•the amount of exploited crude oil is expect-
ed to double in the coming 20 years;

•beyond oil, the continent has huge copper,
iron ore and natural gas deposits.

China pursues a very active donor activity
in Africa, being present in 50 countries with
nearly 700 enterprises, and thus it is Africa's
second largest commercial partner and expect-
ed to become the number one investor in the
continent's raw material market by 2010.
One-third of China's raw material needs are
supplied by Africa: China's state-run compa-
nies conclude long-term development agree-
ments with African governments (keeping
ideology and economic interest strictly sepa-
rate). 

Pursuant to the agreements, local mining
companies exploit raw materials in exchange
for which China builds hospitals, schools,
roads and power plants. In addition to China
and the Far-East, Russia is also very active in
Africa and so is the United States. The
European Union (whose member states were
former colonisers of the continent) which
took quite a long time to wake up to the real-
ities suffers losses in the region: recently at
the EU–Africa Summit in Lisbon, the repre-
sentatives of Africa did not sign the economic
partnership agreements on free trade, and thus
compelling the EU to start new talks on pos-
sible wider concessions .

ABOUT THE CONTEXT OF HUNGARY'S
INTERNATIONAL DEVELOPMENT POLICY

Our participation in the international
development policy

International development policy is preceded by
events in Hungary in the years before the change
of the political system, when international assis-
tance was provided mainly on political and ideo-
logical grounds (our total bilateral debt cancella-
tions today represent the deletion of the loans
granted to friendly nations before the political
changes). Apart from this, since 1985, we have
contributed almost HUF 10 billion (approxi-
mately USD 50 million) to assist developing
countries through multilateral channels, via the
World Bank Group (IDA). Since 2000, we have
been taking part in the multilateral trust fund of
an initiative launched by the IMF and the World
Bank in support of the world's heavily indebted
poor countries (HIPC): we deposited nearly
HUF 2.5 billion (approximately in the value of 9
million SDR) at the IMF until 2018, the interest
of which will be used by the IMF for aid purpos-
es. We joined the bilateral initiative of the HIPC
aid programme in 2001, under which we commit-
ted ourselves, first, to a 90 per cent debt cancella-
tion vis-a-vis the countries concerned and, then
from 2004, to a total debt cancellation in accor-
dance with the initiative of the European Union.

The management system of Hungary's inter-
national development co-operation policy is
decentralised (resources are allocated in the
budgets of ministries by sectors) co-ordinated
by the foreign minister. The co-ordination,
institutionalised since 2003, is done through
inter-departmental and governmental commit-
tees, expert working groups and a social advi-
sory body. The operational principles of our
international development policy is in con-
formity with the OECD DAC guidelines, and
data supply enabling even international com-
parison is according to the DAC criteria.
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International development co-operation is a
Community policy with shared competencies
in the European Union, and thus Hungary's
international development co-operation policy
– taking also account of domestic interests – is
in conformity with the EU's strategic objec-
tives.16 With our accession to the European
Union, we have also made a political commit-
ment to assist developing countries. The new
member states' commitment is conditional for
they strive to reach the targeted proportion in
conformity with the budgetary capacities of
the individual countries to accept further bur-
den. Moreover, the new members are also con-
fronted with significant capacity problems
beyond the substantial budget burden when
trying to ensure the existing growth rate of
funds allocated to development financing. In
other words, beyond increasing financial
resources, it is necessary to widen the system
and human capacities in order to increase aid
effectiveness. The selection of effective struc-
tures requires regular evaluation, and
(re)emerging donors must decide on the selec-
tion of aid channels (the share of bilateral and
multilateral channels). (See Table 6)

Looking at the practice of some
European countries

International comparison can serve as a tool to
compare our relative position with the position
of similar (re)emerging donor countries and to

examine the practice of the old EU and DAC
member countries which can offer guidance in
medium and long-term strategic issues.
International experience may help fine-tune
certain stereotypes and summary opinions.

Institutional and legal frameworks 
in the Visegrád countries and Slovenia
The study of the institutional and legal frame-
works of international development policy in
the Visegrád countries and Slovenia provides
an appropriate basis for making a synthesis of
the different experience and for drawing les-
sons.17 The main considerations in shaping
the international development policy in the
above-mentioned countries can be sum-
marised as follows. 

Czech Republic: a draft bill on internation-
al co-operation development policy has already
been drawn up. It intends to set up an agency,
largely independent of the Ministry of Foreign
Affairs, with the principal aim of efficiently co-
ordinating the international co-operation
development policy activities conducted by
various ministries at present;

Poland: the drafting of a bill on interna-
tional co-operation development policy is
under way, envisaging the model of an agency
delegated under the Ministry of Foreign
Affairs. The act would outline the legal frame-
work of the implementation of long-term com-
mitments and ODA-objectives;

Slovakia: first, decision was taken on creat-
ing an independent agency (from 1 January

Table 6

EU POLITICAL COMMITMENTS FOR ODA IN PERCENTAGE OF GNI 
(per cent)

2010 2015
EU-15 0.51 0.70

EU-12 0.17 0.33

EU 0.56 0.70

Source: Council of the European Union, 2005
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2007), while the bill on international co-opera-
tion development policy is being drafted. An
interesting feature of the system is the parallel
operation, in 2007, of the new implementation
agency and the organisations which had been
responsible for the same function up to that
point;

Slovenia: a short and concise framework
law on international co-operation development
policy has already been adopted, but an inter-
departmental expert group is also working on
the further refining of the international co-
operation development policy strategy, among
others, on determining under what institution-
al framework should programmes be adminis-
tered;

Hungary: there is an implementation
agency, which is selected through tendering in
every three year. The current legal framework
is suitable for fulfilling the international co-
operation development policy tasks, but if
decision is taken on the adoption of a separate
act on international co-operation development
policy, then it will be done with the wide par-
ticipation of civil organisations.

It is worthwhile to devote attention to the
issues related to the necessity and the level of
regulation as well as to the possibilities of dele-
gating decision-making. The following aspects
deserve to be considered. 

Necessity of regulation:
•laying down principles, clarifying the issues

of transparency, effectiveness and account-
ability;

•documenting compliance with internation-
al commitments.

Flexibility and the level of regulation:
•the regulation must be sufficiently flexible

in order that the system could respond to
unforeseeable details of implementation or
to new challenges;

•it can be provided at high level (frame-
work law): underlying development policy
objectives, responsibility, comprehensive

co-ordination issues, the co-operation
forms of governmental, civil and business
players;

•flexibility is important (lower-level legal
provision, the level of strategic papers):
regional, sectoral priorities, proportions,
the shares of multilateral and bilateral fund-
ing, change of ODA/GNI within an appro-
priate time horizon.

Delegation of decision-making: it is
advisable to develop it by taking account of the
principle of subsidiarity, and where fast
response is possible or essential, at the level of
the ODA-authority or a formal committee
(Steering Committee). Only principle policy-
shaping decisions should be taken at the high-
est level.

The process of concluding contracts, the
questions of public procurement: in general,
the civil sector draws attention to the necessity
of a regulation specialised in a specific ODA
activity based on certain exceptions.

The Visegrád countries and Slovenia have
already elaborated their systems of internation-
al co-operation development policy in accor-
dance with international experience and expec-
tations, and are continuously improving it.
These endeavours are similar from many
aspects (the need to develop a new structure
and legal background), and the countries sur-
veyed are facing similar problems and difficul-
ties in the course of shaping their systems. At
the same time, somewhat different solutions
are adopted or will adopted in each new EU
member state, by taking account of their own
interests and the already established institu-
tional systems.

The example of some EU member states in
the sphere of multilateral organisations
In respect of the USD 17 billion multilateral
ODA contributions provided by the EU-15 in
2005, the amount received by the EU-budget
for development policy purposes accounts for
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the largest item, followed by EDF contribu-
tions, then by the contributions made to the
World Bank Group (the dominant part of
which comes from IDA replenishments) and
the last in the row is transfers made to UN
agencies. (See Charts 8 and 9)

By looking at the details of the 2005 data, we
can see that while Germany, France, Italy and
the United Kingdom are the major fund
providers of the EU joint development policy,
Sweden, Netherlands, Denmark and Finland
give preference to UN agencies. In case of

Chart 8

THE PATTERN OF MULTILATERAL ODA CONTRIBUTIONS IN 10 EU MEMBERS STATES
(2005)

* IMF PRGF, PRGF-HIPC Trust

Source: OECD DAC database

Chart 9

THE DISTRIBUTION OF MULTILATERAL EXPENDITURES IN THE EU-15
(2005)

Source: OECD DAC database
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Italy, the United Kingdom, Belgium and
Sweden, the World Bank Group is placed sec-
ond, while as regards countries that provide
smaller multilateral contributions, such as
Austria, Greece and Portugal, transfers to the
World Bank Group come after contributions to
the EU and EDF. (See Table 7)

Assessment of Hungary's international
development co-operation in the light
of international experience

Financial size of aid commitments
The first and most important question is: how
far did we get with our international political

Table 7

SELECTED EUROPEAN COMPARISON ABOUT ODA DATA, 2006

Country ODA in per- Amount of Oda, Number of Share of multilateral
centage of GNI in USD million target countries contributions in total ODA, %

Austria 0.48 1 513 14 27.0

Belgium 0.50 1 968 18 34.0

Czech Republic 0.11 135 8 52.0

Luxembourg 0.89 291 11 23.0

Hungary 0.13 114 16 61.0

Sweden 1.03 3 967 60 28.0

Slovakia 0.10 60 16 52.018

Slovenia 0.10 39 6 80.0

EU-15 0.43

EU-10 0.10

Source: OECD DAC-database, Czech Ministry of Finance, 2007

Chart 10

ODA CONTRIBUTIONS OF COUNTRIES JOINING THE EU IN 2004 AS A PERCENTAGE OF GNI 
(2004–2006)

Source: OECD, 2007; CONCORD, 2007

Cy
pr

us

Cz
ec

h 
Re

pu
bl

ic

Es
to

ni
a

Hu
ng

ar
y

La
tv

ia

Li
th

ua
ni

a

M
al

ta

Po
la

nd

Sl
ov

ak
ia

Sl
ov

en
ia

EU
-1

0 
av

er
ag

e



DEVELOPMENT POLICY 

205

commitments for official development aid. It is
at this area where criticism is most often
addressed to the decision-makers and policy-
makers of Hungarian donor activities. To sum it
up, it may be stated that the prospects are not
all that bad. Let us take a closer look at what our
optimistic approach is based on. (See Chart 10)

The analyses indicate that in the reference
period 2004–2006 Hungary showed a gradually
rising trend in its contribution as a percentage
of GNI, equalling to the EU-10 average consis-
tently or reaching a higher level. We have there-
fore no reason to be ashamed of about the
results accomplished in the period since our
EU-accession. The real question is what will
come after that and whether our political com-
mitments set out in line with international
expectations can be met, i.e. a level of 0.17 per
cent ODA/GNI by 2010 and its double, 0.33
per cent ODA/GNI by 2015? If – based on the
2007 financial commitments (totalling about
HUF 20 billion) – we attempt to calculate in
advance the commitments for 2010, we find
that 1.5 fold ODA contributions will have to
be added by 2010 to the present predictable
commitments. The next date of “calling to

account” thereafter will be 2015, when we
should deliver almost five-fold (!) of the pres-
ent expectations in order to comply with our
commitments (See Chart 11)

The debate over the financial size of aid
resources granted from taxpayers' money often
manifests itself as the chicken-egg problem: the
institutions responsible for implementing
development programmes would prefer to man-
age more extensive funding, while the financial
government lays the stress on the effective
spending of the available funds and would make
increased funds dependent on effectiveness.
The quantitative – and the associated effective-
ness – challenges confronting Hungary's inter-
national development policy would however
require a more complex structural change which
means among others that Hungarian economic
interests and expert opinion are better taken
into account. This necessitates the formulation
of a well-founded strategy.

Conceptional issues
What seems certain is that it would be practical
to complement the present institutional and
decision-making system with a new strategy

Chart 11

OFFICIAL DEVELOPMENT AID PROVIDED BY HUNGARY 
AND INTERNATIONAL EXPECTATIONS

Source: the author’s calculation
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containing a new and realistic set of targets and
instruments, based on which the different play-
ers of the domestic international development
policy will know exactly what their task is and
will be aware of what they should do to use the
available funds effectively. The implementation
of the strategy will have to be monitored on a
continuous basis and adequate mechanisms
need to be built in for the adjustments that will
become necessary during that time. This
author believes that the problem does not arise
as a codification issue (the need for an act on
international co-operation development poli-
cy), rather, the task would be to elaborate a
strategy that is realistic and accountable based
on a consensus of the governmental, civil and
business spheres. The codification would give
the set of instruments for the strategy, i.e.
scheduling, available resources and other neces-
sary regulators are as a matter of course linked
to the strategic framework at the regulatory
level where necessary. It is crucial that the
implementation of the strategy should be in the
centre, its execution should be carried out in a
decentralised way at different decision-making

levels and the required adjustments could be
made rapidly and within a flexibly framework.

Aid quality and effectiveness
In addition to one-sided demand for increased
aid resources, effectiveness, the quality and pre-
dictability of aid should also be borne in mind
(see the section on donor coordination and aid
effectiveness). Donor activities pursued in
bilateral context are of high priority, and when
selecting multilateral donor funds and channels
the possible highest concentration should be
achieved for the financed sectors, countries and
regions. There is a need in this area for a more
extensive involvement of civil organisations
which have international experience.

Morality versus economic interests
The question comes up whether it is a heresy if
the economic interests of donor countries are
also taken account of in addition to (and not
instead of!) the serious moral aspects of donor
activity. Is it a mistake or sin if – similarly to
the practice of other developed donor coun-
tries19 (evidenced by facts even if they do not

Chart 12

WORLD BANK PROJECTS AWARDED TO THE VISEGRÁD COUNTRIES
(World Bank financial years 2005–2007)

Source: the author’s calculation
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shout it from the roof-top) – the state, which
uses taxpayers' money for doing good, also
pays attention to stimulating the domestic
business community to participate in donor-
funded investments. This author is of the firm
opinion that this is not a sin; rather, it is a topic
that may give further impetus and ground for
the necessary increase of aid. In actual fact, the
success of Hungarian international develop-
ment policy may depend on that.

There is international practice for the proper
management of situations of conflicting inter-
ests (morality-based aid versus business consid-
erations). The example of Germany or Austria
deserves special attention as a possible model,20

where development banks with international
development policy mandate perform financing
activity aligned to the Millennium Goals, but at
the same time helping domestic business enter-
prises to enter international markets. 

Table 8 and  Chart 12 show the prevalence of
domestic economic interests and the participa-
tion level of Hungarian experts. According to
the figures, in the period between 2000–2007,
Hungary came second after Poland among the
Visegrád countries in terms of the value of

World Bank projects won though tendering
(0.102 per cent of all World Bank tenders, which
represents about half of what Portugal achieved
during a similar period and a fraction higher
than the result of Ireland). However, Hungary
demonstrated a significant decline in 2007: the
proportion in the previous financial year was
just slightly higher than half of the result
reached in the eight years surveyed. It is worth
examining the achieved results on the basis of
the different countries' share in world GDP:
Austria (almost seven times higher value!), the
share of Belgium and Portugal (experienced
donor countries) in tenders won in 2007
exceeded their share in world GDP, while in the
Visegrád countries the results were, to lesser or
smaller degree, behind their relative weight in
the world economy. In Hungary's case, this lag
is nearly fourfold, namely, the involvement and
performance of local enterprises and experts are
yet to be improved.

Bilateral versus multilateral channels
The question arises whether bilateral or multi-
lateral channels suit better the interests of
Hungary's international development policy. In

Table 8

SHARE IN TENDERS BASED ON SIGNED CONTRACTS IN THE FINANCIAL 
YEARS OF THE WORLD BANK 

(per cent)

2000–2007 2007 2006
100%=tenders 100%=total 100%=total 100%=tenders World

of OECD- World Bank World Bank of OECD- GDP
members tenders tenders members share

Austria 3.53 0.900 1.365 4.59 0.67

Belgium 1.45 0.369 0.403 1.36 0.81

Czech Repulic 0.38 0.096 0.047 0.16 0.29

Hungary 0.40 0.102 0.019 0.06 0.23

Ireland 0.39 0.100 0.009 0.03 0.46

Poland 3.21 0.819 0.175 0.17 0.70

Porugal 0.84 0.214 0.135 0.46 0.40

Slovakia 0.12 0.032 0.024 0.08 0.11

Source: World Bank
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which case can national considerations better
prevail and in which case can the Hungarian
public be better won over to promoting the
cause of international donor activity. The fig-
ures prove that, in comparison with DAC
members and with the Visegrád countries at
constant prices, 47 per cent of ODA expendi-
tures were spent through bilateral channels in
Hungary between 2003–2005. This proportion
corresponds to the six-year average of the V4
countries and is exactly 20 percentage points
below than the average of DAC members
(ahead of Italy and almost reaching Greece).
(See Chart 13)

Chart 14 illustrates well that in relation to
the six years' average the degree of intensity of
bilateral channels has worsened most in the
Czech Republic and Poland (by 14 and 12 per-
centage points), but speaking about the same
factual data, we find that the share of multilat-
eral channels has improved. Although less
markedly than in the examples of the Czech

Republic and Poland, but there was also a shift
in Hungary towards multilateral contributions
from the relatively balanced proportion in
2000–2005. The shift is clearly attributable to
EU accession, as a result of which, the multi-
lateral contributions of international ODA also
grew in the new member states (contribution
to the EU donor budget).

Assistance channelled through multilateral
channels is based on tied international commit-
ments and on one-off, medium or long-term
commitments. A part of the assistance is
defined automatically as a result of Hungary's
membership in international organisations,
practically by using a formula. On the other
hand, the other part is dependent on the
Hungarian position taken when the multilater-
al donor funds are replenished. Multilateral
funds operating in the target countries of
Hungary's international co-operation develop-
ment policy (for instance, Western Balkan) can
mobilise substantial resources and may even

Chart 13

SHARES OF BILATERAL AND MULTILATERAL ODA CONTRIBUTIONS
(at 2000–2005, 2004 prices)

* Hungary: 2003–2005

Source: IDA, 2007
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promote the export of goods, services and cap-
ital originating from the donor country. It is
therefore wrong to regard multilateral frame-
works as a path alien to domestic interests
without room for manoeuvre. Furthermore,
when we speak about intensifying aid co-ordi-
nation and harmonising international donor
activities, the dedicated institutions – also due
to their size – are multilateral organisations and
development banks. As regards aid provided in
bilateral context, the transition costs associated
with donor coordination and with the harmon-
isation of the particular steps can be rather
high, which impair aid effectiveness both for
Hungary and the recipient country.

It would be worth examining – starting from
international empirical evidence -what the ideal
proportion could be for Hungary? It is a diffi-
cult question because of the limited availability
of domestic empirical data and of the diversity
of international experience. In any case, in a
considerable part of the countries, which are in
size similar to Hungary, the opportunities

offered by multilateral channels are not under-
rated, rather, the thematically, sectorally and
geographically distributed multilateral donor
funds are treated as acceptable forms of nation-
al donor policies and interpreted as an effective
way of using the relatively low budget funding.
In the author's view, the present multilateral/
bilateral share of 60/40 per cent should be
maintained until the first impacts of the
inevitable adjustments in the framework of our
international co-operation development policy
are felt and if the institution system, the partic-
ipation of the domestic business community
and civil organisations justify it or make it nec-
essary, bilateral assistance can be given more
prominence.

SUMMARY

The UN commitments on the eradication of
global poverty made back in 1970 were rein-
forced thirty years later by the new Millennium

Chart 14

CHANGE IN THE SHARES OF BILATERAL AND MULTILATERAL ODA CONTRIBUTIONS
(2000–2005 and 2006)

*Poland, Slovakia: last data from 2005

Source: OECD DAC database
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consensus of the international community,
now in a more detailed and accountable form,
setting out the achievement of specific devel-
opment policy objectives by 2015. Following
the large financial crises in the 1990s, interna-
tional organisations with a leading role in inter-
national development co-operation, including
multilateral development banks, were forced to
make a re-examination and to review their for-
mer policies. In addition to a purely economic-
financial approach, they are gradually placing
more and more emphasis on the issues of social
and environmental sustainability in the new
development guidelines. On top of traditional
aid programmes, the question of debt relief and
later full debt cancellation of the poorest coun-
tries of the world has come into prominence,
representing a larger and larger share within
bilateral and multilateral donor activities. In
the increasingly complex aid systems, on top of
the size of assistance flow, priority has also
been given to aid quality and effectiveness and
to the related donor co-ordination.

Hungary became involved in international
development policy as an emerging donor after
the turn of the millennium – if we disregard its
aid activity pursued basically on political and
ideological grounds in the period preceding the
regime change. Hungary could lay the founda-
tions of the domestic institutional and deci-
sion-making system and the operating mecha-
nisms of international development co-opera-
tion based on sovereign decisions, while using
the common commitments of the EU member
states as a constant guidance. In the era follow-
ing EU accession, the international co-opera-
tion development policy of the new member
states came into the limelight. The time-pro-
portionate completion of our political commit-
ments for the end of the decade are being mon-
itored by the international community as well
as the European Union, and Hungarian civil
organisations express opinion on policy-mak-
ing and decision-making and make construc-

tive recommendations in conformity with
international practice. Nevertheless, public
awareness and knowledge about the theme are
rather scanty, and in a number of cases, even
prejudicial, which needs to be changed by
intensifying donor activity and involving the
civil society.

The balance of the period since our accession
to the EU may give rise to optimism, since
Hungary was able to increase its annual volume
of official development aid on a continuous
basis, in an extent above the average of the new
EU member states. The established structure
of institutions and decision-making is suitable
for ensuring the effective use of the available
resources. At the same time, the quantitative –
and the accompanying aid effectiveness – chal-
lenges facing the Hungarian international
development policy require a more complex
structural change which can guarantee that
Hungarian economic interests and expert opin-
ion are better taken into account than today.
This requires that a well-founded strategy is
elaborated on well-founded experience, which
strategy should – among others – define annu-
al timetables and the effective method of aid
disbursement. It may be misleading to regard
multilateral frameworks as a path alien to
domestic interests without any scope of action.
The multilateral funds operating in the target
countries of Hungary's international co-opera-
tion development policy can mobilise substan-
tial resources and may even promote the export
of goods, services and capital originating from
the donor country. It is therefore of high prior-
ity to continuously seeking a healthy balance
between the bilateral and multilateral channels,
which can meet at the same time the principles
of international co-operation development pol-
icy and represent domestic interests. It is thus
no point cementing the shares; they will be
aligned to our own national aspects which are
being shaped with the changing world and
according to our partners' needs.
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1 The self-assurance can best be illustrated by the fol-
lowing quotation: “we can now develop far more
consensus… [because] we now know much more
about what types of economic policy work.”
(Williamson, J., 1993)

2 The recommendations centred on price deregula-
tion, trade liberalisation and inflation control.

3 This set of problems can be best described in the lit-
erature with the expression “one size fits all”.

4 An example for the growing economic patriotism
seen in the recent past was when, for instance, the
American Congress prevented the sale of the right of
operating American ports to a foreign (in this case,
to a Dubai) investor.

5 It is people not governments that feel pain.
(Wolfensohn, 1998)

6 The Meltzer Commission examined the future role
of the International Monetary Fund, the World Bank
Group, the Inter-American Development Bank, the
Asian Development Bank, the African Development
Bank, the World Trade Organisation and the Bank
for International Settlements.

7 A few examples for the mobilising capacity of the
World Bank: the global program against bird flu with
USD 0.5 billion; the reconstruction after the Asian
tsunami with USD 0.25 billion; the management of
the Mexican, Asian, Russian, Brazilian financial cri-
sis; participation in the reconstruction of the
Balkans, Afghanistan and Iraq. 

8 A problem may come from the one-off effect of
debt cancellations, i.e. a specific challenge is posed
by the provision of resource flows on an ongoing
basis in the years after the finalisation of debt can-
cellations.

9 Heavily Indebted Poor Countries, (HIPC)

10 The countries must demonstrate stability in their
macro-economic policies and implement an appro-
priate poverty reduction strategy. The amount of
debt reduction is determined on the basis of the
ceiling set by the HIPC Initiative.

11 Seventy per cent of the total debt is owed to the
World Bank .

12 The Initiative is entitled: Multilateral Debt Relief
Initiative (MDRI).

13 Long-term and continuous commitments (for 40
years in case of Hungary) are not allowed by most
domestic regulatory environments, so in this case,
agreements on commitments can be made only in
principle and irrevocable commitments tied to spe-
cific budgetary periods are possible.

14 The average share of 17 per cent allocated to debt
reduction within the total ODA between 1990-1996
grew to 34 per cent between 2001-2004.

15 At present, it represents a 30 per cent proportion.

16 EU Development Policy: The European Consensus
(Council of the European Union, 2005)

17 Regional comparison was hugely furthered by the
regional conference on the institutional and legal
frameworks of international development policy
held in December 2006, in Bratislava, organised by
the civil organisation MVRO and by the Czech
Ministry of Finance.

18 2005 data

19 See Austrian Federal Ministry of Finance:
Strategic Guide for International Financial
Institutions, 2005 

20 Kreditanstalt für Wiederaufbau, Austrian
Development Bank
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Annamária Inzelt – István Goldperger – Zsuzsanna Szunyogh 

The information base 
of the science, technology 
and innovation policy
Decisions: on what basis?

TThe implementation of the European Research
Area raises several new questions not only for
Europe as a whole, but also for the shapers of the
Hungarian science, technology and innovation
(STI) policy. Policy-makers expect to receive
assistance in answering these questions from the
intelligent tools designed to support the develop-
ment of the STI policy. The so called intelligent
tools include technology forecasting, impact
assessment studies, evaluations and indicators.
A special feature of the indicators is that they
exist not only as independent tools, but also as
indispensable aids for the application of the
other tools.

In our globalising world the international
comparability of data and indicators is of key
importance. This is supported by the existing
international standards, and also by those that
are being developed. Hungary, as an EU coun-
try that plays a role in scientific and innovation
activities, has an interest in possessing a mod-
ern, high quality information system that also
helps answer the questions raised by the new
problems of development.1

The dynamically growing resource needs of
social and economic development urge and
force countries to lay the foundations of their
respective governmental decision-making sys-
tems related to the knowledge based economy
using high quality information (expenditure,

performance and impact indicators) that
responds to the challenges of our age.

In this article we attempt to determine to
what extent the Hungarian STI information
system meets the requirements for laying the
foundations of strategy development in the
fields of research, development and innova-
tion, for the monitoring of the processes, for
the evaluation of the STI policy, and to what
extent it meets the international require-
ments. We present the existing and cost
increasing parallelisms in certain data gather-
ing practices, which can be eliminated by way
of professional reconciliation. Furthermore,
we describe how administrative data that are
accumulating in the public administration sys-
tem could be used in the information system.
We outline the professional, institutional and
legal conditions required for the operation of
the information base of the knowledge based
economy. All this is indispensable for the
implementation of the R+D and innovation
objectives of the National Development Plans
and the tasks formulated therein.  The review
of the existing information system according
to these aspects allows for the identification
of several tasks to be completed. The comple-
tion of some tasks will bear fruit only in the
long run, as it can be seen below, while the
solution to some problems promise results
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already in the shorter run. We formulate a few
proposals in order to enable the system to
meet the needs of the 21st century.

EXISTING FIGURES AND INDICATORS

Our starting point is the following: it is impor-
tant for the shapers of the STI policy to base
their decisions on facts, wherefore they are
ready to contribute to the production and reg-
ular analysis of up-to-date and reliable indica-
tors, and even for the development of new indi-
cators that will foster finding the answers to
questions that will crop up during develop-
ment. As the report prepared by 4T said, ”…a
responsible modernisation policy committed
to innovation will set up and run an institu-
tional system that can foster governmental
decision-making and implementation with
appropriate 'reflection' skills. The shopwork
(technological impact assessment, statistical
data gathering and innovation in the fields of
R+D and innovation, technology forecasting,
commissioning of the system of institutional
and programme evaluation) can be regarded as
a token for proper political decisions.”

The so called traditional research and devel-
opment (R+D) basic data and the indicators
derived therefrom have existed in Hungary for
a long time for the purposes of meeting in part
the above mentioned user needs. 

THE HISTORICAL BACKGROUND OF THE
TIME SERIES

R+D data gathering was first started in 1953 by
the Scientific Higher Education Council, and
was later performed by the Science Organisation
Group of the Hungarian Academy of Sciences,
and has been the task of the Hungarian Central
Statistical Office (HCSO) since 1969. In the
past decades the terms used in the research and

development surveys, the questionnaires, the reg-
isters and the groups of collected information
have also changed a lot. The data have become
more detailed and refined, information has
become available according to scientific fields,
economic sectors, counties or regions.
However, the information we have about the
past half a century does not form a long, com-
parable time series. The economic reforms, the
changes in the system and the related metho-
dological changes disrupt the time series, and
thus hinder the monitoring of temporal changes.
On the other hand, the indicators based on
responses to new questions or questionnaires
introduced for the monitoring of new phenom-
ena (e.g. the international mobility of
researchers) lack any statistical background.

In relation to the temporal comparability of
data and indicators, the biggest change – the
modernisation of R+D data registration –
occurred before Hungary's transition to
democracy, in 1988, when the HCSO adopted
the UNESCO methodology, and abandoned
the COMECOM requirements it had previ-
ously followed, which interpreted the concept
of research and development very broadly, i.e.
development included all sorts of development,
and not only experimental development. As a
result of this methodological change, statistics
and accounting came closer to each other,
which is important for improving the reliabili-
ty level of the data. Prior to 1988, R+D surveys
that were based on the system of the COME-
COM countries (an accounting system devel-
oped within the framework of the system of
economic cooperation among socialist coun-
tries, which also included development invest-
ment projects) regularly yielded higher R+D
figures than those that would have been yield-
ed by the methods already used by UNESCO.
Due to the adaptation of the UNESCO
methodology in 1988, at the time of the politi-
cal turnaround Hungarian statistics had a data
series that was more modern than those used
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by the other former socialist countries. This
data series was closer to the OECD standards
followed by the market economies, it could be
more easily compared with the time series of
OECD countries, but its methodology still dif-
fered from the methods used in the developed
economies and summarised in the Frascati
Manual. (OECD, 2002)

Since the political turnaround, the govern-
mental structure, the mediating institutions, the
Hungarian scientific life, the method of techno-
logical development and the system of innova-
tion have all changed. New players have
emerged, while the old ones have either ceased to
exist or merged. Similarly to the STI system, the
overall Hungarian statistical system has changed
a lot too, it has become more modern. Using the
opportunities that opened up after the transition,
the review of the statistical system and the adop-
tion of the OECD standards2 began in the early
1990s, in the course of which not only the R+D
questionnaires and measurement methods were
renewed, but also the classification systems were
modernised. (Hüttl, Inzelt and Varga, 1997) The
classification systems that are widely used in eco-
nomic and social statistics and are being adopted
by Hungary on a continuous basis are also
utilised by the STI statistics. These include the
International Standard Classification of Education
(ISCED), the International Standard Classifi-
cation of Occupations (ISCO) the Standard
Industrial Classification of Economic Activities
(ISIC. Rev. 3, EU version: NACE), or the classi-
fication by scientific fields by the UNESCO and
later the OECD.3

In addition to the R+D questionnaires, the
HCSO also revised – with regard to the
OECD recommendations – its methods it had
used for the collection of information and
telecommunication data, and started to work
out new and modern indicators. 

After around ten years of development and
adaptation, the HCSO established its innovation
data gathering practice harmonised with those of

the member states of the European Union, and
conducted the fifth such survey in 2007. These
surveys are based on the methodology sum-
marised in the OECD's Oslo Manual, and allow
us to see the ratio of innovative enterprises, the
frequency of innovation and the actions per-
formed for the implementation of such innova-
tions. (OECD, 2005) The Hungarian surveys
conducted so far could cover a smaller segment
of respondents than the surveys carried out in
developed EU countries.

The study that reviewed the availability of
traditional, internationally comparable STI data
and indicators4 in Hungary concluded that the
Hungarian statistical services possess compara-
ble, more than one decade long time series of
several data and indicators. (Inzelt et al., 2005) 

The International Statistical Service com-
plies with all international data supply obliga-
tions prescribed by law5, and issues its publica-
tions on R+D and innovative activities with
increasing information year after year. While
acknowledging this non-negligible perform-
ance we must point out that important infor-
mation required for policy making are missing
from the Hungarian information system. The
next section deals with these shortcomings.

THE NEED FOR FACTS

When examining the missing information it is
worth distinguishing two large groups of the
STI indicators:

Classic indicators that are called inputs
and outputs for the sake of simplicity, con-
tained in the Frascati Manuals. 

The new, “positioning” indicators. 
In these two groups different problems arise

when we examine the reasons behind the lack
of data and indicators, and the possible elimi-
nation of these shortcomings.

From among the methodologically mature,
classic indicators of the STI statistics – as it is
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indicated in Table 1 – a few basic and partial
indicators are missing. When looking at the
deficiencies in input indicators we find that
indicators pertaining to the funding of R+D
activities are missing.6

The classification of public finance
resources allocated for research and develop-
ment according to social and economic objec-
tives is still in its infancy, and the exact
accounting of costs by functions is problemat-
ic in general.

Programme financing indicators that do
not pose any methodological challenge, but can
be regarded as new for data communication are
seldom available.

The handling of the R+D expenses of
higher education also needs revision, because
data supply on the R+D expenses of higher
education is currently based on estimates influ-
enced by interests, too, instead of controllable
financial and accounting figures.

The more accurate assessment of the finan-
cial resources of R+D expenditure also
requires that funds from enterprises and state
resources should be registered separately with-
in foreign resources.7

The majority of classic indictors on R+D and
innovation related human resource expenditures
are accessible. However, new information, the
examination of which is given growing attention
by the developed countries in the competition
for highly qualified human resources, is missing.
The pilot surveys and feasibility studies of
research workshops that are also funded by the
EU highlight the importance of measuring this
phenomenon. Such indicators include:

•intersectoral mobility of people employed
in the STI field,

•relationship between the new technology
and job creation, 

•data on brain drain, brain gain, internation-
al circulation of brains,

•the rate of knowledge utilisation and
“squandering”,

•participation of working age people in edu-
cation and further training. (This figure can
be accessed for Hungary as partial data
within various sources, however it is not
available as a comprehensive figure.),

•number of people within the companies
that pursue graduate studies in science or
technology.

In the statistics of scientific human resources
figures on the career path of PhD holders are
gaining importance. Surveys have been con-
ducted in several EU member states in this
topic. Currently pilot surveys are being carried
out by the OECD in cooperation with
UNESCO and EUROSTAT. In Hungary the
related work is in the preparatory phase.

As far as the output indicators are concerned,
it is a characteristic feature of accessible infor-
mation that the available time series are shorter
than in the case of expenditure indicators. It
also often happens that the output indicator, if
it is accessible at all, only reflects the momen-
tary situation.

One of the important groups of indicators
regarding the effectiveness of the R+D activi-
ties includes the publication performance of
scientific fields and institutions. Publication
performance based on high impact factor jour-
nals and the citation indices could be measured
by the extension of the purchased part of the
Web of Science software, or by international
cooperation implemented for regular target
evaluation. The indicators pertaining to
Hungary could be established and analysed
based on the purchase of international data
sources or international cooperation.8

The patent indicators of the Hungarian
patenting activities are available. No indicators
exist on patent citation. The international
patent data stocks (EPO, USPTO, TRIÁD) are
suitable for the measurement of scientific per-
formance manifesting in the invention activity
and the preliminary assessment of innovations.
It is up to politics whether it gives priority to
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these indicators, or it finds the available, regu-
lar and ad hoc additional information suffi-
cient.

A classic indicator is missing or missing in
part from the group of technological indica-
tors.

The technological balance of payment, which
would be suitable for defining Hungary's status
against the international environment, is still
non-existent, because the data in the National
Bank of Hungary and the trade statistics are
not detailed enough for the production of this
indicator, although the development of a suit-
able data stock has been under way since the
second half of the 1990s.9

In addition to the input and output indica-
tors, indicators pertaining to impacts and coop-
eration, knowledge and technology develop-
ment are gaining importance.

Although Hungarian statistics has no long
time series, it possesses the basic indicators of
innovation. The rate of innovative enterprises
among enterprises run through foreign capital
investment can only be roughly estimated.
Data quality is considerably improving after
the survey has been made mandatory and the
respondents' routine has been developed. Until
now data broken down by the regions were not
available, but in order to meet the information
demand that is perceptibly getting stronger
both on international and domestic level, inno-
vation data for 2006 will be producible in a
regional breakdown, too.

Depending on the analysed correlation,
cooperation, results and knowledge propagation
may also have indicators: 

•number of spin-off enterprises in close
relationship with the research institutions
and the universities,

•revenues of research institutions and uni-
versities from licences,

•research agreements between the research
institutions and corporations,

•research and development activities are

internationalising due to the increasing
number and importance of multinational
companies. Similarly to other countries,
Hungary has no accurate information on
the R+D data of the foreign subsidiaries of
Hungarian enterprises, or about the R+D
activities of foreign companies performed in
Hungary. The publication, which also con-
tains the OECD methodology, provides a
proper basis for the measurement of the
internationalisation of R+D. (OECD,
2002) The collection of the necessary
information requires not only the survey of
R+D activities, but also cooperation with
the national banks and national accounts.
The Hungarian R+D statistics currently
groups enterprises according to owners
only (mostly nationally owned, mostly for-
eign-owned, mostly state-owned, mostly
local government owned), 

•in addition to, or occasionally instead of
categorisation based on the major field of
activity, the introduction of the categorisa-
tion of enterprises according to product area
is also on the agenda. Detailed analyses
can less and less frequently be prepared
without knowing in which sector of the
national economy the enterprises'
research activities are utilised. This means
that we would need a categorisation that
focuses on the field of utilisation instead
of the field of production. In the classic
R+D statistics, research and development
expenditures are accounted according to
the TEÁOR (NACE) categorisation
based on the main activity of the research
place. For years, the OECD has also been
collecting data that classify enterprises
according to the type of product, and it
also monitors in which product field the
research performed by the companies is
utilised. On the basis of such information
we could provide information on the mar-
ket of the R+D activity and innovations
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based thereon. Hungary has so far broken
down sector No. 73 in this manner, but
has no such information in the other sec-
tors. However, preparations have been
started to allow for the categorisation of
the R+D expenditures of the other sec-
tors according to product type, too. Pilot
data gathering is expected to start in 2008. 

Professional work carried out in the interna-
tional statistical organisations shows further
need for information, for which the Hungarian
statistical services must prepare.

Data are available neither about the R+D
activities of the foreign subsidiaries of
Hungarian enterprises, nor about the R+D
activities of foreign enterprises outsourced to
Hungary.

The management of immaterial assets pro-
duced by R+D activities has not been solved
within the System of National Accounts.

Immaterial assets (intellectual capital) pro-
duced by R+D activities are not identical with
the R+D expenditures, they require separate
evaluation, which must be performed in con-
junction with the revision of the System of
National Accounts.

The need for information pertaining to the
new, so called “positioning” indicators is
known, but there is no established indicator
that would show 

•how efficiently foreign investors con-
tribute to knowledge creation and knowl-
edge propagation in the host country,

•whether research performed by Hungarian
companies abroad fosters the exploitation
of the international knowledge stocks,

•the volume, durability and efficiency of
international research joint ventures,

•the nature and extent of the third mission
(economic and social ties) of the universi-
ties, as well as its impact on education and
basic research.

The industry has been considerably restruc-
tured all over the world. The adaptability, as

well as the efficiency and flexibility of the com-
panies have improved on international level,
which has contributed to their competitive-
ness. The global innovation strategy of the
companies has become stronger in the past ten
years. Research and development, as well as the
internationalisation of marketing and sales
activities came into the spotlight during the
restructuring of their operation. In connection
with the internationalisation of R+D we can
differentiate three major types:

•foreign direct capital investment, through
which foreign enterprises also invest in the
national knowledge capital;

•fusions and acquisitions, which companies
apply in order to gain access to the R+D
resources and expertise of other compa-
nies;

•international research joint ventures, which
allow the cooperating companies to unite
their resources in the field of R+D, but
remain independent in the other fields of
business.

Within the field of foreign direct capital invest-
ments the OECD differentiates several forms of
the internationalisation of R+D, namely:

•establishment (or re-establishment) of
R+D laboratories;

•foreign acquisition of R+D laboratories;
•outsourcing R+D to a foreign subcontrac-

tor,
•R+D as the provision of business services.
Indicators of the volume of foreign contri-

butions to domestic investments into knowl-
edge:

•size and dynamics of foreign R+D expendi-
tures in the country,

•the ratio of R+D expenditures of foreign
enterprises to all R+D expenditures, and to
the increment in R+D expenditures.

In addition to the input and output indicators
the indicators of impact, cooperation, knowl-
edge and technology dissemination/propagation
are gaining importance.
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NEED FOR COOPERATION FOR BETTER
INFORMATION

We can orient ourselves in the operation and
performance of the innovation system by link-
ing several branches of statistics, STI and eco-
nomic statistics, as well as STI and education
and human resource statistics. The relationship
between R+D statistics and economic statis-
tics implies problems due to their different log-
ical structure and development history, among
other things. For decades, analysts showed no
interest in this relationship and information
that could be exploited through it.

It is not merely a domestic problem that the
methodology for the inclusion of R+D expen-
ditures in the System of National Accounts does
not exist yet. Experts find this important, and
have been experimenting with the balance
based accounting of R+D expenditures for
years. According to the standpoint that has
emerged as a result of international work, all or
part of the R+D outputs should be treated as
assets having an estimated market value, and
the Frascati definitions should be used at the
National Accounts, too.  International work-
groups are working on the development of
exact methodological guidelines, which the
HCSO is continuously monitoring in prepara-
tion for the solution of the task.10

R+D, demographic and labour market
statistics

The measurement of the mobility and migra-
tion of researchers and developers is the com-
mon area of R+D, demographic, migration
and labour market statistics. The analysis of
the mobility of researchers has been an area of
research in human resource statistics, but it
lacks any organisational framework. Surveys
are carried out at different places, independent
of each other, for different purposes, in part

upon Hungarian, and in part upon interna-
tional initiatives. (The HCSO does not collect
data on the mobility of researchers.) Certain
indicators can be produced from the data of
human resource surveys and the census. For
example, it can be determined from the census
data what percentage of the population has a
higher education degree in natural sciences,
technology (natural sciences, engineering 
sciences, medical sciences and agricultural sci-
ences, ISCED 5, 6). The human resource sur-
vey also shows how many people in the scien-
tific and technological employment category
have such a degree. 

The number and ratio of higher education
degree holders can also be investigated among
the unemployed. 

Despite continuous restructuring and devel-
opment, the implementation of R+D data
gathering has three neuralgic points. 

There is no comprehensive register about
enterprises engaged in R+D activities.11

Due to the interdisciplinary nature of STI
statistics, there is a need for broad cooperation
among the different fields of special statistics,
as well as among the experts of the statistical
services and the new, quickly developing fields
of science  (e.g.: biotechnology, nanotechnolo-
gy). However, this cooperation is not satisfac-
tory, its development is slow.

The usability of data collected in the dif-
ferent institutions of public administration for
statistical purposes is limited due to regulatory
problems and institutional independence. 

WHAT COULD WE LEARN FROM THE
LARGEST FUNDER OF STI, I.E. FROM
PUBLIC FINANCES?

The largest potential data sources for STI sta-
tistics are the statements of public finances and
its subsystems, as well as the tax returns.

It is worth examining the research and devel-
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opment expenditures of the country from two
approaches: 

•according to users (entities engaged in
R+D activities) and 

•according to funders (entities funding
R+D activities).

With the help of statistical R+D surveys we
can form a picture about entities engaged in
R+D activities (enterprises, universities,
research institutes), including, among other,
the funding sources of R+D expenditures,
including the share of public finance funds.

From the other, funding approach, the state-
ments containing the decisions of fund owners
reveal how much funds the different owners
earmarked for R+D objectives in their plans
(public finance), and how much money they
actually spent on funding (all fund owners).

In countries in which data can be gathered
from both sources, some difference can always
be found between the consolidated data
obtained from the users and funders. If this dif-
ference is too big, it may refer to the short-
comings of accounting, but it may also indicate
that there are operational disturbances in the
national innovation system, and only part of
the funding resources are actually delivered to
those engaged in R+D activities. This latter
explains why the information must be exam-
ined from two approaches.

In Hungary information from funders,
including one of the largest fund owners, i.e.
the state is fragmented, although in the past
decade nearly two thirds of R+D activities
have been funded by the state through public
finances. The R+D expenditures of public
finances can be identified in the state budget on
the basis of R+D appropriations. Currently,
the legal appropriations of the state budget are
not classified functionally, wherefore the dif-
ferent items of R+D expenditures cannot be
unanimously identified according to functions.  

There are significant differences between the
R+D appropriations of Hungarian public

finances, and the statistical data obtained from
entities engaged in R+D activities and the sta-
tistics on R+D expenditures supplementing
the latter with data from a few public finance
subsystems.12

The reasons behind the differences 
in R+D funding data obtained from
different sources

In the functional classification of the budg-
et the expenditures are categorised according
to function until the breakdown of the legal
title number (for the time being only for back-
ground calculations). Within legal titles that are
not classified as R+D functions, expenditures
actually planned to be spent or spent on R+D
purposes could only be gathered from the
financial management data of the chapters.
However, the ministries do not produce data-
bases for this purpose, i.e. the expenditure data
are not processed according to their actual
functional content. Thus, for instance, most
ministries have no information on R+D
expenditures planned to be spent or spent dur-
ing the implementation of field management
tasks, as well as the foundation thereof from
the aspect of research and development.

The major item in the discrepancy between
the state budget and R+D statistics is R+D
expenditure accounted as educational function-
al appropriation in higher education R+D sta-
tistics. 

The budget documents do not reveal what
data actually pertain to the R+D function, and
what data pertain to other functions in the
appropriations of institutions or groups of
institutions that are fully or partially engaged
in research.

For the lack of appropriations divided
according to detailed functions one can only
estimate what portion of R+D expenditures
presented in the central budget serves the pur-
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poses of institution financing, and what por-
tion is used for financing actual R+D tasks.
Within the larger items, the support appropria-
tion of the Hungarian Scientific Research Fund
(OTKA), as well as the budget subsidy to the
Research and Technology Innovation Fund are
obviously used for task financing. The fund
itself – being a separate state monetary fund, a
subsystem of public finances – is designed to be
used in full for task financing, save for the por-
tion that is re-allocated to Hungary's National
Office for Research and Technology pursuant
to an amendment of law.

The methodological problems 
of the public finance system from 
the viewpoint of the preparation 
of STI decisions

The problem of comparability is that in
budgeting the functional classification and
identification of appropriations appear differ-
ently in the different years. Therefore, it is dif-
ficult to judge whether it is the support objec-
tives that have changed, or only their place and
method of registration. The balance of the
central budget was first published in a func-
tional structure in the annex to the budget act
for year 2000, and this type of structuring was
used until the budget act for 2003 inclusive. In
these years the function codes assigned to the
different legal titles were also indicated next to
the budgetary appropriations. Since 2004, the
functionally structured balance has been
included in the annex to the explanation of the
act, and not in the annex to the budget act.13

Since that year not even the functional codes
have been indicated next to the appropriations.
(For more details see: Báger, Goldperger and
Varga, 2005)

Functional classification has become obso-
lete: within the main function 'state operational
functions' the consolidated R+D appropria-

tions appear within the functional group titled
'general community services' in the following
grouping:

•F01. d Basic research
•F01. e Technological development 
The methodological problem of presenting

the R+D appropriations in the state budget is
that the functional classification referred to
above is inaccurate both in economic and sci-
ence policy terms. It does not contain the cate-
gory of applied research, however it uses the
inappropriately defined concept of technologi-
cal development.

Almost all R+D appropriations of the central
budget are listed under F01.d Basic research,
while at least 40% of the topics researched at
research places funded from the budget is con-
sidered as applied rather than basic research. 

The function group F01. e Technological
development is listed in the original UN
methodology under the title experimental
research, which corresponds to the category of
“experimental development” as defined in the
Frascati Manual in the international practice,
including the Hungarian statistics. The func-
tion “technological development” is not an
inaccurate translation, but the survival of the
definition used (with a different content) until
the adaptation of the above mentioned
UNESCO methodology to the practice of
Hungarian statistics. Especially because of the
change in content, the use of the definition
'technological development' is unnecessary and
confusing in the functional classification of the
state budget.

Functional classification was introduced in
Hungarian budgeting in 2000, it is based on the
methodology of international organisations
issued 20 years ago, and does not take into
account changes that occurred at the turn of
the millennium.14 The UN, in cooperation
with the OECD, issued a new COFOG rec-
ommendation (Classification of the Functions
of the Government) in 2000 for the classifica-
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tion of government objectives.15 The new recom-
mendation is less deeply structured, wherefore
it contains more easily applicable classification.
According to the content of the definition,
general community services include basic
research, applied research and experimental
development, too. It regards applied research
and experimental development as a coherent
functional class, and as such it defines it both as
general community services and specific R+D
activities serving the objectives of the individ-
ual divisions.

In each R+D functional class consistently
two parallel activities, and related cash flows
are defined. One legal title covers the manage-
ment and operation of government agencies
performing R+D activities (according to its
content this would be the governmental over-
heads of the R+D activities), while the other
legal title covers donations, credits and sup-
ports to non governmental organisations (such
as research institutions and universities) for
R+D activities.

The problem of the classification of R+D
activities funded from public finances could be
solved if the functional categorisation of
expenditures and the presentation thereof
would receive greater attention in state budget-
ing, according to the new international
methodology in force. The thorough develop-
ment and clear presentation of the functional
classification of the state budget for the legisla-
tion and the citizens is not a secondary techni-
cal issue, but a basic requirement of democracy.
In relation to the state budget it is not impor-
tant for the society how much money is allo-
cated for the different ministries or budgetary
organisations. Rather, it wants to see commu-
nity resources allocated to cover social needs
represented by the governmental functions,
and how such resources are utilised.

There is no policy reconciliation about the
assignment of the budgetary appropriations to
the different function codes, or about the

account thereof under the different function
codes. Instead, it reflects the opinion of a small
group of civil servants responsible for budgeting.

The classification of governmental R+D
expenditures according to social and economic
objectives has not been established yet. The dif-
ficulties pertaining to the accessibility of public
finance funds that really serve research and
development objectives indicate that within the
government there is no policy coordination
regarding the objectives and directions of
research and development, although this is also
required by an EU decision.16 Based on the
decision of the Council of Europe, Hungary
should have supplied such data since 2004, i.e.
since Hungary's accession to the EU. However,
for the lack of relevant financial registration
and data supply this was not possible, where-
fore Hungary requested derogation from com-
pliance with this requirement for 2004. In the
meantime the first attempt was made to collect
GBARORD data for 2005. Despite this fact we
still cannot call this system an established
one.17 According to the established interna-
tional practice, it is the finance ministries' task
to produce national economy-level data on
governmental R+D expenditures (GBAORD)
and the breakdown thereof according to the 13
agreed social and economic objectives. Such
data would also be supplied by the Finance
Ministry based on information about the chap-
ters and separate state monetary funds. In addi-
tion to the EU requirement, it is a fundamental
interest of Hungary to know ex ante and ex post
how much money the budget earmarks for dif-
ferent social and economic objectives that serve
R+D expenditures spent on or allocated to the
development of environmental protection,
healthcare, agriculture and national defence. In
brief, functional classification showing the real
proportions of governmental R+D expendi-
tures is also important for the domestic deci-
sion-makers and for the provision of informa-
tion to the society.
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R+D information obtainable from the
data of the tax authority

The tax system plays a major role in the
encouragement of R+D and innovation activi-
ties. Tax allowances embody a special form of
public funding, when the society gives up part
of its revenues for the realisation of a certain
objective. The significance of the tax allowance
encouraging R+D activities is indicated by the
fact that in former years the actual amount of
tax saving that companies could reach based on
the regulation totalled a few billions of forints.
As a result of the extended discounts, tax sav-
ings in 2004 almost quadrupled compared to
the previous year, and reached HUF 19 bil-
lion.18 There is no regular data supply on the
value of the tax impact of the allowance.

It is not known on a regular basis in what
economic sector and to what extent this
amount can be found, and nor is it known what
R+D activities it fosters, and to what extent it
assists small and large companies. However, by
the targeted processing of the data stock accu-
mulated in APEH's (Hungarian Tax and
Financial Control Administration) database
and the data stock collected for tax registration
(data accumulating for the STI statistics),
information can be obtained about the research
and development activities of enterprises and
the accounted costs thereof. This information
serves the purposes of economic analysis, it
may provide information on the rate of support
provided by tax policy tools, as well as the
restructuring impacts thereof, and may be
compared with statistical data while keeping
differences in mind, which contributes to the
enhancement of the quality of data stock in
both databases.

The following R+D information can be
obtained from the database of APEH.

In pursuance of Item t of Section 7 (1), as
well as Sections 7 (17) and (18) of Act LXXXI
of 1996 on corporate tax and dividend 

•number of enterprises accounting tax base
reduction, 

•amount of direct R+D costs reducing pre-
tax profits broken down by sectors, size
categories and ownership categories. 
Pursuant to Item t of Section 7 (1) of the

cited act (tax base reduction by 100% of the
direct costs of research and development), and
pursuant to Section 7 (17), it is possible to
show separately the 300% tax base reduction
effected by enterprises operating on the terri-
tory of higher education institutions and aca-
demic research places. 

From the data of medium-size and large
enterprises that file contribution returns
Pursuant to Act XC of 2003 on the Research and
Technology Innovation Fund one can obtain
information on:

•the gross contribution payment obligation
of this group of companies,

•the amount of items that reduce this obli-
gation (direct costs of research and devel-
opment performed within the organisa-
tion), 

•the costs of research and development
activities ordered from budgetary and pub-
lic benefit research places, and 

•the amount of actually paid net contribu-
tions broken down by sectors, size cate-
gories and ownership categories. 

There is no regular, public data supply about
the results of the analysis of contribution pay-
ment.

By utilising this database for statistical pur-
poses, the domestic STI information system
could be significantly improved without put-
ting another burden on data suppliers.

CONCLUSION

Based on the brief and not all-inclusive review
of the STI information system, this article is
designed to draw attention to a few problems
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of the Hungarian system that can be solved in
the relatively short run. 

Since the publication of the study that served
as a basis for this article, decisions have been
made for the solution of two priority problems.
One of the decisions affect the establishment of
an up-to-date register of all organisations
engaged in R+D activities (enterprises, divi-
sions of higher education institutions involved
in R+D activities, as well as non-profit organi-
sations), which has been a long-standing short-
coming and has deteriorated the quality of infor-
mation. The other decision affects the conditions
for the broader utilisation of information. The
latter may also contribute to quality improve-
ment and the development of indicators, if the
individual or micro aggregated data become
accessible for a broader range of researchers
and analysts. Therefore, it is important to
examine what measures could be used to foster
the broader utilisation of the data (including
individual data, too) for analyses, in compli-
ance with the act on data protection.  The imple-
mentation of these decisions also requires the
availability of the necessary funds.

In relation to STI, public administration is
occasionally engaged in parallel information
gathering. The elimination of parallelisms may
free up resources to fund the collection of cur-
rently missing data, and at the same time it
meets the various data requirements of the
public administration subsystems. 

For the production of science and technolo-
gy indicators, another cost efficient data source
can be the utilisation of data generated (accu-
mulated) in the different public administration
subsystems. By processing these raw data one
may obtain indicators producible without any
data recording. This is why it is important that
information accumulating at the various public
administration organisations should be trans-
ferred to the HCSO (and/or the observatory)
on a mandatory basis once a year, in a format
suitable for statistical processes by a given

deadline. [All institutions disbursing budgetary
funds for the purposes of R+D shall be man-
dated to report the beneficiaries' names (except
for natural persons) to the HCSO annually,
indicating the legal title next to the amount
paid to them.]

The improvement of the quality and reliabil-
ity of data and indicators ranks high on the task
list of the profession. For this purpose the data
supply discipline must also be strengthened by
means of administrative tools. In addition, pro-
fessional causes that reduce the reliability of
STI data and indicators have to be eliminated.
The maintenance and expansion of the special
knowledge of data producers and users also
need to be solved, which can considerably con-
tribute to the operation of the information sys-
tem enhancing the work of the decision-mak-
ers, and to the provision of information to the
general public at a higher standard. This could
be implemented by incorporating the user level
knowledge of STI indicators into the exam
requirements of certain jobs (civil servants,
economic and scientific journalists) and train-
ing programmes (courses of professional asso-
ciations, master and PhD courses). It is equally
important to invest in the research of this topic
in Hungary, and to actively participate in inter-
national organisations. It is indispensable to
reconsider the information provision activity in
relation to the data with the involvement of the
media.

We believe that several questions of develop-
ment concern not only the affected public
administration players, but also the broader
professional public. Therefore, we believe that
the appropriate form of participation must be
found. A platform for STI indicators can be
established. Within this framework one could
also discuss ideas pertaining to the model of
the production of GBAORD data. We could
devise a system that would not put extra bur-
dens on data suppliers, but would yield a con-
siderable amount of additional information for
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policy makers. Within the framework of public
finance planning and reporting the consistent
application of the modern classification system of
governmental functions, and the continuation of
the first steps taken for the accounting of research
and development funds according to social and
economic objectives are necessary to make the
priorities of the science and technology policy of
the national economy known.

We find it important to reconsider the current
structure in order to enhance the quality of the
STI information system, which involves multi-
ple actors, yet implies deficiencies. There can be
several solutions; in the international practice
one successful model is represented by the STI
monitoring stations (observatories). It is rea-
sonable to have a study prepared about the feasi-
bility of the different solutions in Hungary, and
decide about implementation at governmental
or parliamentary level.

Within the platform, the different opinions
can be discussed with a view to defining the
development priorities. The operation of the
platform itself may significantly improve infor-
mation generation in harmony with the users'
needs.

This article did not deal with the issues of
new indicators that are in the experimental
stage at international level, too (e.g. the
impact of the international mobility of people
employed in science or nanotechnology on
the flow of knowledge, or the impact of glob-
alisation on changes in the structure of R+D
and innovation activities). We did not touch
upon the question how Hungary could use the
valuable data stock that can be reached
through the observatory system of the
European Research Area. All these questions
may form the topic of further research, arti-
cles and the proposed platform.

1 This article is based on a study prepared for the
Science and Technology Policy, and Competitiveness
Advisory Board (4T). The authors would like to
thank dr. György Varga, the coordinator of the sub-
ject on behalf of 4T, Pál Tamás and Tibor Vámos
opponents, as well as László Somlyódi for their valu-
able comments on the study. A special thank goes to
the contributors to the debate organised at
Pénzügykutató Zrt. (Financial Research Plc.) and
the Budapest University of Technology and
Economics for their remarks that inspired the writ-
ing of this article.

2 Hungary became a full member of the OECD in
1996, and that of the European Union in 2004. Both
events played an important role in the changes that
occurred to the Science and Technology System and
its information system, too.

3 The modernisation of the OECD's classification sys-
tem according to scientific fields is under way in
accordance with the development of science and the
emergence of new scientific fields (e.g.: biotechnolo-
gy, nanotechnology).

4 Indicators that are based on methodologies that have
been internationally harmonised and adopted by the
OECD member states are called Frascati-type indi-
cators, since their methodological description can be
found in reference books forming part of the Frascati
Manuals. (OECD, 2002, page 16)

5 Commission Regulation No. 753/2004/EC (22
April 2004) implementing Decision No.
608/2003/EC of the European Parliament and of the
Council as regards statistics on science and technol-
ogy, Commission Regulation No. 1450/2004/EC
(13 August 2004) implementing Decision No.
1608/2004/EC of the European Parliament and of
the Council concerning the production and develop-
ment of Community statistics on innovation

6 A majority of data that are missing from this group
should come from the system of public finances,
wherefore data that are related to R+D and innova-
tion funding from public funds, and are hidden in the
system of public finances, as well as the producibili-
ty for statistical purposes are discussed separately in
the next section.

NOTES
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7 In data acquisitions carried out so far international
resources were treated as a homogeneous group. The
HCSO modified the questionnaires in 2006, and
since then foreign resources have been broken down,
wherefore this information will be available in the
years to come.

8 The most renowned journal in scientometrics
(Scientometrics) is issued in Hungary. In a country
that has excellent professional competence in the
production of indicators it would be important to
produce a more informative version of the current
narrow indicators for the measurement of scientific
performance.

9 In addition to the narrow measurement of the
technological balance of payment some countries
are paying attention to the measurement of
“intellectual capital”. This group of indicators
provides a comprehensive picture not only on the
macroeconomic information, but also on the
micro-sector, including the intellectual capital of
the universities.

10 Adaptation would naturally be easier if internation-
al efforts were not only monitored, but either the
HCSO or Hungarian researchers were actively
involved in them.

11 The long-standing problem of the missing regis-
ter, which adversely affects the quality of statis-
tics, has moved towards a solution, in part due to
the study prepared for 4T. Section 14 of the
action plan published as the annex to the medium
term science, technology and innovation policy
strategy approved by Government Decree
1023/2007. (IV. 5.) stipulates the further develop-
ment of the system of R+D and innovation sta-
tistics, including the establishment and mainte-
nance of a comprehensive register on organisa-
tions engaged in R+D activities. 

12 The comparison of the R+D statistics for 2004 and
the final accounts (the annex of the general explana-
tion of the bill) shows that R+D functional expen-
ditures in the budget accounted for less than 85% of
state R+D resources. In former years the difference
was considerably larger.

13 Functional tables that can be found in the annexes
to the general explanation of the act:
•The functional balance sheet of the central budget

(cash-based approach)
•The consolidated functional balance sheet of the

central budget (cash-based approach)
•Central budgetary appropriations broken down

by functions
•The functional balance sheet of public finances

(cash-based approach)
•The consolidated functional balance sheet of pub-

lic finances (cash-based approach)

14 Classification of the Functions of the Government
(COFOG). United Nations, Statistical Papers,
Series M, No. 70 (New York 1980) 

15 Classification of Expenditure According to
Purpose. United Nations, Department of
Economic and Social Affairs, Statistics Division,
Statistical Papers, Series M, No. 84 (New York,
2000)

16 Decision No. 1608/2003/EC of the European
Parliament and of the Council as regards statistics
on science and technology. Within the statistical
data supply obligation to be met by certain dead-
lines and on a regular basis by the member states
this decision also separately names the budget
appropriations earmarked for research and develop-
ment activities (GBAORD).

17 The Finance Ministry prepared a proposal in 2006,
which indicates the intention to perform the task. If
the ideas described in the proposal come true, plen-
ty of items will disappear from the list of informa-
tion shortcomings. In February 2006, the Ministry
of Finance initiated the collection of information
from the data suppliers regarding R+D expendi-
tures spent from the central budget and the separate
monetary state funds in 2005, as well as the classifi-
cation of said information according to social and
economic objectives.

18 Report for the Science and Technology Policy
Council (TTPK) on the research, development and
innovation appropriations of the state budget for
2006. Ministry of Finance, 2006
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I

Dániel Jánossy

Enforcing budget discipline in
Hungary and abroad

In October 2007, the Hungarian government
submitted to parliament a bill on a fiscal respon-
sibility framework. In this article, the concept
and inner logic of the bill as well as some social
and future political issues related to the bill but
pointing further ahead are to be considered.
Within the framework of the above, the
European practice as well as a few months earli-
er concept of the Ministry of Finance on a simi-
lar issue, are to be examined. The article is meant
to be part of the discourse on the bill. Two prob-
lems are to be considered: 

•the first question to be examined is whether
the bill submitted can be regarded as the best
possible proposal considering narrower pro-
fessional criteria and

•the other question is if there is a consensus
on the broader institutional and social
political consequences of the bill, if once
passed. 

As intended by the proposers of the bill,
Parliament is to make a decision on the issue
only after a comprehensive professional and
parliamentary debate sometime in spring 2008.
At the time of writing this article1, we are thus
at a relatively early stage of legislation. Both
the professional content of the bill and the
political support for it are still fluid. The
approach outlined above is thus, in my opin-
ion, still justified.

PROFESSIONAL 
AND INTERNATIONAL REVIEW 

This chapter is to provide guidelines for the first
question, considering examples from the
European Union primarily, justified by
Hungary's intention to join the euro zone and
the compulsion for adjustment to the EMU sta-
bility requirements. It is the quality of the sug-
gested changes that should be made clear first.
Let us suppose that the changes are implement-
ed at the proposed pace by 2010. Could we then
maintain that the budget has been reformed? 

Reform or system correction only?

The bill is intended to establish a new frame-
work system for budget discipline2 in two ways
basically:

•through numerical and procedural rules, on
the one hand, which 'hamstring' the prepa-
ration and approval of the budget as it
were, and 

•through a new, independent institution to
monitor the enforcement of the rules, i.e.
through imposing institutional control on
the budget. 

The new framework system for budget dis-
cipline would be a firm response to the bud-
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get fiasco that peaked in 2006: it would mean
more than the firefighting measures taken in
2006 but, in international comparison, it
would be less than a real reform. There are
two reasons why the proposed disciplinary
framework system cannot be regarded a real
reform. 

The disadvantages of 'hamstringing', i.e.
strict regulation, are well known: rigidity as
well as unwanted side effects apparent in other
success indicators. Although these disadvan-
tages can be mitigated by refining the rules,
they cannot be abolished completely.3

The international experience of the real
budget reform, program budgeting, is also well-
known, at the same time. Unlike the discipli-
nary framework system, this is not a 'necessary
evil'-type change but a novelty grasping the
essence of the public sector: its weaknesses and
strengths compared to the competition sector.
There is ample information in the literature on
both international solutions and Hungarian
experiments.4

The main reason for the need to enforce
budget discipline is budget deficit bias.
International experience shows two main rea-
sons for long-term deficit bias: excessive wel-
fare commitments and the ageing of the popu-
lation. Another shorter-term political reason
characteristic under Hungarian conditions may
be the efforts of political parties to gain advan-
tage at the elections and consequently an incli-
nation towards excessive distribution, burden-
ing future generations. 

The two main pillars of the framework sys-
tem used in the international practice are
numerical fiscal rules on the one hand, which
impose permanent fiscal constraints expressed
in some summarising fiscal performance indi-
cator, and independent institutions of fiscal
functions on the other hand. The latter are typ-
ically financed by public money and participate
in budget related activities functionally inde-
pendent from the government.5 Keeping the

Hungarian bill in mind, the following two sub-
chapters examine the European Union experi-
ences on the two pillars. 

The two basic subtypes of refining
budget rules6

A detailed description of the rules used in the
international practice is beyond the scope of
this article and can be avoided also because it is
not the types of indicators suggested for
Hungary, only the threshold values of these
indicators specified in the rules that are ques-
tioned in later parts of this article. At the same
time, two notes drawn as a conclusion from the
international practice may be illuminating for
the Hungarian regulation.

The format of the rules is acts or, more fre-
quently, directives or agreements. Considering
country experiences it can be established that
there is no correlation between the format and the
efficiency of rules; efficiency rather depends on
other country specific factors. In addition to
the rates laid down in the rules, the conse-
quence of non-performance is also an impor-
tant circumstance. 

Through due attention and by avoiding the
negative international experience, Hungary
may possibly use the advantage of countries
with developmental delay. In the European
Union, there has been an intensified debate on
the rigidity and harmful side effects of the fis-
cal rules in the Stability and Growth Pact, like
the increasing fluctuation of issuing or the dis-
tortions in the structure of expenditures, as
well as on two possible alternatives for rule
refinement. 

One method of rule refinement that may
come into question is target determination for
the cyclically corrected budget (= refinement
along the time dimension) following the exam-
ple of Chile7, for instance, where the target is a
structural balance excess of GDP 1 per cent.
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Within this, the fluctuation of annual balances
is tolerated.

The other type of rule refinement is along the
structural dimension. Under this, different rules
would apply for the various budget compo-
nents of a different nature. There are European
examples and expert recommendations for
excluding investment from fiscal constraints.
This is what is referred to as the golden rule, the
strongest argument for which is the avoidance
of unfair generational redistribution. Under
the latter, a margin should be set between items
of expenditure favourable for the present gen-
eration only and items with advantages spread
over time, favourable for both present and
future generations. For the protection of the
present generation, borrowing is justified to
the extent of net investment while, with regard
to the future generation, net investment should
be increased to the extent of borrowing. 

Independent budget institutions 
in Europe 

The part of the bill deserving the most atten-
tion and generating the most disputes refers to
the establishment of a Legislative Budget
Bureau independent of the government, con-
sidering which the international experiences on
independent budget institutions may be espe-
cially important. Before a summary on this, it is
advisable, however, to make a short detour and
compare monetary and fiscal policies with
respect to function independence. 

Can an institution implementing fiscal
policy be made independent? 
For fiscal policy, monetary policy which, in
order to meet the inflation target, relies on the
independence of the bank of issue basically,
rather than on an intermediary target variable
like the amount of money, may be an example
to follow in principle. Based on the analogy of

the monetary policy and the bank of issue,
implementing fiscal policy could be, in theory,
possible through an institution independent
from the government, certainly excluding
redistribution issues of a political nature from
the delegated authorities. Despite the theoreti-
cal possibility, there are not any examples for
this really. Although the danger of distortion
caused by politics speaks for independence,
there are other aspects speaking against it. 

First of all, there should be a consensus on
what a healthy fiscal policy is all about, but the
stabilisation and sustainability requirement to
be determined need political consideration, on
the other hand, for which an independent insti-
tution is unsuitable. 

Making the fiscal function independent
may not cause any coordination disturbance
with other, unindependent functions of gov-
erning like the labour market, for example.
This is a requirement that fiscal policy, due to
its effects more direct than those of monetary
policy, is hardly able to meet.

Although it seems that the fiscal function
itself cannot be made independent, some of its
sub-functions can. For practical considerations,
there have existed independent institutions
with important fiscal sub-functions for a rela-
tively long time. 

Observations about independent budget
institutions in Europe 
There is special attention given to independent
budget institutions by international and
Hungarian literature as well as by the European
Union. The following observations are based
on an EU survey summarised in a study.8

There are independent budget institutions
(IBI's) operating in 15 member states of the
EU. From the point of view of this survey, the
type of IBI, i.e. whether it is an audit office or
another type of institution, is an important
aspect. In seven member states, audit offices
have independent budget functions beyond
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their basic functions, while there are ten coun-
tries where institutions of a different type but
with a similar function exist. There is little
overlap between these two sets; moreover, in
the two countries where there is, the non-audit
office IBI has a scope of specialised duties. 

OBSERVATION : in EU countries, it is either
exclusively audit offices or institutions of anoth-
er kind that have independent budget functions;
parallel responsibilities in this respect are untyp-
ical.

The second major aspect for analysis and
grouping is whether the IBI concerned con-
tributes to the budget in a normative way
(through qualifying observations and recom-
mendations) or in a constructive, positive way
(typically through macroeconomic prognoses).
The typical functions of audit offices, some-
times with independent budget functions, are
normative observations and recommendations,
and it also holds for other IBI's that the two
above types of activity are typically mutually
exclusive within the same institution. 

OBSERVATION : institutions making prog-
noses serving as a basis for budgets or conducting
other activities that are incorporated into budgets,
do not usually make qualifications or observa-
tions. 

Another important aspect is whether the IBI
concerned exercises its independent budget
function during the process of planning and/or
execution (ex post). Regarding this aspect, the
distribution of audit offices functioning also as
IBI's is about the same in both groups, while
other IBI's are mostly involved in the founda-
tion and planning phase of budgets. 

OBSERVATION : EU countries typically do
not see a conflict of interest between preliminary
and ex-post independent fiscal institutional con-
tribution and control – not even in the case of
audit offices. 

It is also an important question to what
extent the independent budget function is
taken seriously. Among audit offices, there are

no examples for the independent institutional
'input' to be formally obligatory, and these are
rare also among non-audit office institutions.
Remarkably, there are some countries, howev-
er, where it is not absolutely optional to follow
the recommendations; in some cases, for
instance, recommendations are partially obliga-
tory to follow or are always followed in prac-
tice, or in other cases the rejection of recom-
mendations requires public justification. 

Considering the 'seriousness' of implement-
ing the recommendations, the British audit
office is interesting from a professional point
of view: it is obligatory for the treasury to con-
sult the audit office on the conditions serving
as the basis for planning and, in practice, it
always follows the recommendations of the
office despite the lack of legal obligation. 

In the EU, there are unique combinations of
the aspects examined. In Belgium, the govern-
ment is obliged to use the macroeconomic
prognoses made by independent institutions,
and fiscal target recommendations by the
Belgian Supreme Financial Council are similar-
ly obligatory to follow. 

In the Hungarian budget renewal concept,
the rule enforcement control of the budget plan
is an important IBI-function, for which there
are relatively few examples in the European
Union. (There is a Dutch, a Danish and a
Swedish institution with similar functions.) 

OBSERVATION : The quasi obligatory
authority of the proposed independent budget
institution in Hungary is not unique in the EU
environment, its planned function, however – i.e.
the rule enforcement control of the budget plan –
would be rather unique.

Finally, the current pre-audit function of the
Hungarian audit office should be mentioned as
a solution professionally appreciated in the
EU; in this case, it depends on the government
if the recommendations are used. Irrespective
of the unique circumstances of the establish-
ment of this function and its disputedness by
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the auditing profession9, international trends
imply that pre-audit functions are not alien to
audit offices. A similar example is the above
mentioned function of the British audit office,
which has a narrower scope than its Hungarian
counterpart but its observations are quasi
obligatory to follow. 

SOME THOUGHTS ABOUT THE PLANNED
FISCAL RESPONSIBILITY FRAMEWORK 
IN HUNGARY10

General observations

The bill proposes the introduction of numerical
and procedural rules and the establishment of an
independent budget institution, the Legislative
Budget Bureau (Bureau). International experi-
ence shows that fiscal rules and independent
institutions can complement each other well.
Numerical rules – including procedural rules –
may be inflexible, while independent institu-
tions – depending on their mandates – may flex-
ibly adjust to circumstances. 

The rule system proposed is extremely com-
plicated: it includes correlations and feedback
embracing a period of several years, independ-
ent and decision variables, mediatory and target
variables, which make it a manful algorithmic
challenge for non-mathematicians.11 My gener-
al opinion on the rules in the bill is that –
although they fit into a persuasive-looking
closed model – they are abstract and rigid. In
the rule system, there is little opportunity for
adjustment and feedback to the political dilem-
mas of the present and the uncertainty factors
of the future. 

The rigidity of the rule system would be no
problem if the planned Bureau introduced suf-
ficient flexibility into the system. But it does
not because it is not given an independent fis-
cal political role. On the basis of the bill it
seems that the officials involved in preparing

legislation, to be employed at the Bureau,
would practically be an assistant capacity of
economic analyses of the parliament commit-
tee in authority, which, considering the compli-
cated rules, is certainly a function well needed.
The scope of service duties determined in the
proposal, at the same time, does not enable the
Bureau or the framework system to be estab-
lished together with it, to flexibly react to
already known and to unforeseeable economic,
financial and political challenges.

Below, an analysis of the bill is to follow pro-
vision by provision, which also matches a logi-
cal order more or less. During the analysis, the
question of the Bureau is to be discussed once
again, but it is some notes regarding the rules
that are to come first. 

Rules in the bill

The structure and logic of the rules
The bill would, rightly, introduce multi-year
planning as a basic system element: from the
year of planning, three years should be planned
ahead and, with respect to one benchmark,
there should be a review of one year. The clos-
er the year planned, the more operatively real-
isable type of indicator is prescribed for the year
concerned (N = year of planning):

As the second basic principle, the closer the
year planned, the easier it is to influence the
indicator to be used within the framework of
budget planning. So as to foster this – mapping
reality – the bill differentiates items that are
influenceable within the framework of budget
making ('inner') and others that are not influ-
enceable (not influenceable any longer or not
influenceable at all, 'outer') items. In the fol-
lowing demonstration, the arrow pointing
downwards indicates logical correlation: 

N +3: debt N +2: balanceN +1: appropriations 
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Rule refinements
The system proposed by the bill does not con-
tain, as a general system element, any refine-
ments for cyclical fluctuation or the manage-
ment of investments, but some detail rules do.
The proposal contains two refining corrections
in the case of the central budget and one in the
case of the local budget. 

The rule on the real value of state debt
specifies two base years (the years one year and
four years prior to the year planned), whereby
the regulation covers five years altogether,
expected to neutralise the election cycle.

From the bases of the above rule, the earli-
er base is an adjusted factual figure (in fact the
target figure), which is meant to filter extraor-
dinary, one-off effects (like catastrophes, com-
pensation commitments) and random after-
effects.

Under the bill, local governments could
basically run up long term-debts for develop-
ment purposes only.

Potential and foreseeable problems in case
the proposed system is introduced 

In modelling in general and especially in
an extremely algorithmised model like this,
'redundantly' overdetermined (through more
than necessary factors) operation may cause
problems. Under the bill, both primary balance
and real debt are doubly determined.
Uncertainty in codification is the lesser prob-
lem (a suggested complementation is that

always the stricter rule should be applicable); a
bigger problem in future could be potential
tension triggered by the enforcement of the
act, caused by two distant benchmark years, for
instance, which could be difficult to cope with.
The unfortunate recurrence of extraordinary
expenditures, for instance, could make the gap
between the earlier and later debt bases
unbridgeable.

In the Finance Ministry concept prior to
the bill (May 2007), within the inner items12

there was a further differentiation between
inherited items and items for voting, i.e. the reg-
ulation of determination. In the current bill,
there are soft rules on determination: for the
time of submitting the budget bill, only 
publishing information on the commitments
and, after the budget has been passed, issuing
the relevant government order are prescribed,
two years ahead. It is no use that the rule on
debt spans a complete election cycle once deter-
mination is softly regulated. The proposed sys-
tem may give room, in the form of a balance
determined by commitments, to the 'electional
budget' meant to be expelled from the system
and the political distortion following therefrom. 

Several provisions of the bill rule on the
categorisation of appropriations under 'inner'
and 'outer' items, which would mean a tough
priority ranking for 1–2 years ahead during the
preparation of the budget bill. The addressees
of 'outer' expenditures would not have to
worry with respect to 1–2 years after the plan-
ning because, under the rules, the budget bal-
ance requirement would then be forced out to
the detriment of the balance of inner items uni-
laterally. Under the proposal, individual entitle-
ments determined by other acts would be
regarded as outer items. If the bill is passed,
there will surely be competition for the status
of 'outer item of expenditure' in future. 

This latter is already a political issue indeed.
Why is it that the pension increment of old-age
pensioners, determined by the pension act and

for N +3for N +2
Planning for year 

N +1

(debt 
target )

primary balance

appropriations 
(government order)

(primary balance
planned in year 

N–1 )

balance of inner
items

appropriations 
(government order)

(inner item-balance
planned in year 

N–2. )

appropriations 
(bill)
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demography, enjoys preferential treatment to
the increment of the specific medical costs of
patients determined by the state of national
health, demography and medical techniques,
for example? Only because medical services are
services in kind rather than cash vouchers
incorporating individual entitlement?13

Target variable, intermediary targets and
political content
We have now reached political dilemmas. The
target variable of the system enshrined in the
bill is the real value of state debt; the value of the
target variable is the constancy of its amount.
Why exactly this? What is the content of the
chosen target value? These questions are to be
discussed below. 

In connection with the first question it is to
be noted that the chosen target variable value is
insufficiently justified compared to the precise
elaboration on the algorithm of implementa-
tion. However, the target variable is the basis of
the whole construction and the solidity of a
building, too, depends mostly on the founda-
tion. The essence of the chosen target variable
value is freezing debts and gradually 'growing
out of them'. 

The central element of the bill is the effects
analysis. It would be expedient to extend this
to the target variable value along the logic of
the following questions.14

What could a 'technical projection'- to have
been carried out before the generous pay rises
in 2002 – have resulted in with reference to the
21st century generational redistribution in
Hungary? 

How much distortion has been caused in
this by the new sharp deterioration of the state
balance? 

What shift could be triggered here by the
chosen target variable, considering the gloomy
demographic and employment perspectives of
the nation and the uncertainty of economic
growth? 

And finally, is the selected adjustment
course fair enough for the future generation or
could an alternative course with balance
requirements still bearable for the generations
of the present and the near future be outlined
against it?

To the second question raised with reference
to the target variable (What is the content of
the chosen target value?), the annex of the
above quoted preliminary Finance Ministry
concept gives the answer: according to the
other formulation of the target value, for fore-
seeable time, the debt ratio must fall by the
extent of real growth, and the current annual
primary balance excess must cover the real
interest. 

The chosen target variable value may trigger
problems needing serious consideration if the
system is introduced. 

Following from the target value, the bud-
get must, for foreseeable time, squeeze out of
society and the economy the interest price of
the earlier pay rises, i.e. the further growth of
burden on the future generation must be pre-
vented at least in real value. Although this is a
modest expectation regarding the future, it is a
serious one regarding the society of today,
especially considering that the earlier pay rises
did not result in any social satisfaction or con-
fidence reserves. A requirement like this
should not be treated as a question of fiscal dis-
cipline and responsibility only. Unless the gov-
ernment promotes social consensus by straight
rhetoric, the lack of agreement will be apparent
in all salary and social dialogues, which even a
precisely formulated act on fiscal discipline will
be unable to tackle. 

Unfavourable external growth, a bad eco-
nomic policy and a lack of interest caused by
stagnating real-utilisation may, in turn, cause
permanent economic stagnation (or even
decline in a worse case), as a consequence of
which the debt ratio would not decrease on the
basis of the proposed target variable value. The
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question is if the future state debt creditors
would tolerate this. If they would not, the ris-
ing cost of loans would demand an even greater
sacrifice from the country, in the form of fur-
ther balance improvement, which would fur-
ther decrease the chance for an upswing. The
question is if the country could avoid sinking
into a financial and domestic political bank-
ruptcy along a negative spiral. 

The other side of the debt rule proposed
by the bill is that – in contrast to real growth –
it would allow debt increase by the extent of
the planned inflation. This form of leniency
raises concerns. Decreasing inflation is a goal
of the same importance as debt reduction. It is
not expedient, with reference to one of the
goals – i.e. the debt rule – to open a valve for
counterpressure that may set free forces
adversely affecting another important goal,
fighting inflation. If the longer-term goal of
budget policy is formulated as the freezing of
debts, it should be considered – following the
Stability and Growth Pact, which is stricter
than the bill – to nominally freeze debts and
ease the rigidity of the system in another way. 

About the planned Bureau 

We are now back to the rigidity of the system,
easing which the Bureau, within the framework
of its planned mandate, will not be suitable for,
as mentioned above. 

The bill grants an undisputed advance in the
framework system for budget discipline. The
bill extends control not only in time (medium-
term planning), but also in subject, in the fol-
lowing way:

•effects analysis and budget filter with refer-
ence not only to the contents of the bud-
get bill but to all acts affecting the budget;

•an offset commitment in the case of any
bill or draft amendment involving budget
expenditure. 

It is also undisputable that, for implement-
ing the above controls, the scope of duties of
the Bureau enacted in the bill, but not neces-
sarily the Bureau itself, is required.
International examples, including those in the
EU, show that, in the case of independent
budget institutions, the conflict of interest is
between normative (qualifying, evaluating) and
positive (macroeconomic predictions to be
used as an obligatory input, for instance ) func-
tions. Positive functions are typically not pro-
posed by the bill, however, considering which
the implementation of the institutional solu-
tion may be an open question from a profes-
sional point of view. EU examples show no
conflict of interest between preliminary con-
trol and ex-post activities of audit offices.
Considering this, the State Audit Office itself
may come into question as an alternative. 

The situation would be different and really
only an independent institutional alternative
would come into question if, on the basis of the
arguments mentioned in the previous subchap-
ter, the Bureau was assigned fiscal political
functions as well. The current bill makes this
possible only indirectly, through the president
of the republic and the constitutional court,
however. 

What belongs to the issue of budget
discipline, beyond the bill 

The principle of the golden rule
In an earlier part of this article, the structural
refinement of fiscal rules was discussed, i.e.
that rule enforcement may differ with respect
to the various components of the budget of a
different nature (through the application of the
golden rule, for example). 

It would be worth considering the golden
rule, if not the rule itself but its conceptual
content at least, for the regulatory framework
of the central budget, too (and not only in the
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case of local governments). The bill only makes
a unilateral, quantitative proposal for the
adjustment of distorted generational redistri-
bution (freezing and 'growing out of' debts),
while, with respect to the central budget, it
ignores the structural side of adjustment. It
should be examined at least if the proposal pos-
sibly contains structural elements affecting the
fairness of the generational distribution of bur-
den and advantages, especially regarding the
priority of the so-called outer items of expen-
diture to inner items. 

An argument against the general application
of the golden rule, extending it to public
finances as a whole, is that it grasps only some
of the items important for the future genera-
tion – namely investments – disregarding the
current expenditure on education and family
subsidisation, for example. The golden rule
nevertheless highlights an important aspect of
public politics, the obligation to preserve and
expand public property for the future, which is
to be shortly discussed in the following, last
chapter of this article. 

The preservation of public property
A well-known development after the political
change was the inversion of the extreme rates
of public and private property to the detriment
of public property. The usual concerns – to
what extent privatisation could be termed as
irresponsibly scattering, using up or simply
wasting public property – are not to be dis-

cussed here, but a question of a more general
nature is of relevance. To what extent is the
present generation entitled to reduce the pub-
lic property available for the future? Should not
a narrower scope of privatisation have been
agreed upon by consensus? 

In my opinion, the present generation is not
entitled to further reduce public property, with
regard to the future generation. Such a restric-
tion would not contradict privatisation but
would save public property from being illegally
transferred to the private sphere at 'special',
sacrifice prices. Something else to be avoided is
using privatisation income as an offset against
past or present overconsumption in the form
of debt repayment or balance improvement.
This is namely an unfair example for genera-
tional redistribution to the detriment of the
future generation, against which there should
be guarantee granted by other acts if it does not
comply with the nature of this bill. Within the
framework of this guarantee, it should be con-
sidered binding privatisation to an offset rule
the way budget expenditure is bound by the
budget bill. The sale of public property or any
other transaction reducing it should only be
allowed offset by another transaction increas-
ing public property (by investment or pur-
chase) of (at least) a similar value. There should
be independent institutional guarantees for the
veto of unfair privatisation transactions of pub-
lic property (like sale at sacrifice prices) at both
the central and local levels.

1 The article was written in December 2007 and closed
in February 2008.

2 The concept is used based on a lecture by George
Kopits (Conference on Fiscal Responsibility, May
19, 2006).

3 See the study by Antonio Fatás entitled: Is there a
case for sophisticated balanced-budget rules?
(OECD, December 2005) 

4 The experiences of New-Zealand, France, Slovakia
and – in the experimental phase – of Hungary in
program budgeting are presented in a study of the
Research and Development Institute of the State
Audit Office (SAO RDI) of 2005; the examples
of the United Kingdom, Sweden and Denmark are
included in an OECD-survey of 2006.
Commissioned by SAO RDI, the author of this
article also wrote an analysis of the issue
(December 2006).

NOTES
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5 The EU publication entitled Public finances in EMU
2006 includes a detailed survey and analysis on the
fiscal rules applied by member states of the Union
and the independent fiscal institutions operated. 

6 The primary source of this topic was the study by
Antonio Fatás (OECD working material; December
2005). 

7 The source of the information on the Chilian system
was the Conference on Fiscal Responsibility organ-
ised under the auspices of the State Audit Office
(May 19, 2006).

8 The main source of this chapter was the EU publica-
tion entitled Public finances in EMU 2006. In addi-
tion, I reviewed the compilation of the British audit
office on the audit offices of the European Union as
well as some institutional homepages, but these did
not provide additional information on the issue
compared to the main source. Further sources are
listed under the References.

9 See the articles by László Nyikos in Számvitel és
Könyvvizsgálat 1991/12 and in the Economic
Review, May 1992.

10 The observations on the bill refer to the state of
the bill at the date of submitting it, i.e. November
2007. 

11 The SAO RDI study evaluating the well-grounded-
ness of the budget bill for 2008 includes an effects
analysis on the proposed real debt-rule. Within the
framework of this article, I examined the rule sys-
tem from the aspect of logics only, without testing
it with numbers. 

12 In the Finance Ministry concept of May 2007: dis-
cretional items

13 By this critical remark, it is certainly not the useful-
ness of the automatic stabilisation effect outlined in
the economic effects analysis related to the bill that
is questioned. 

14 The starting point of the effects analysis on the
target variable may be the recently published
analysis by László Ohnsorge-Szabó and Balázs
Romhányi. (How did we get here: Hungarian
budget 2000–2006; Public Finance Quarterly
2007/2)

LITERATURE

BÁGER, G. – KOVÁCS, Á. (2007): A few aspects of
the relationship between the political and the econom-
ic sectors – the basis for minimum consensus; Public
Finance Quarterly, 2007/3–4

BÁGER, G. – VÍGVÁRI, A. (2005): The theoretical
grounds of program budgeting and the international
experiences on its application; Research and
Development Institute of the State Audit Office

BÁGER, G. – VÍGVÁRI, A. (2007): State reform, pub-
lic finance reform: International trends and Hungarian
challenges; a study of the Research and Development
Institute of the State Audit Office, April 2007

BÁGER, G., editor (2008): Evaluative study on
some correlations of the macroeconomic well-
groundedness of the budget bill for 2008 Research
and Development Institute of the State Audit Office,
February 2008

JÁNOSSY, D. (2006): Balance and performance in the
public sector; Research and Development Institute of the
State Audit Office, December 2006

KISS, G. P. (2007): Simulation of fiscal institutions:
passport or pass partout; Public Finance Quarterly,
2007/2

KOPITS, G. (2007): Fiscal responsibility framework
– international experience and implications for
Hungary; Public Finance Quarterly, 2007/2

OHNSORGE-SZABÓ, L. – ROMHÁNYI, B. (2007):
How did we get here: Hungarian budget 2000–2006;
Public Finance Quarterly, 2007/2

ROMHÁNYI, B. (2007): Reforming fiscal rules and
institutions in Hungary – aspects and proposals;
Public Finance Quarterly, 2007/2



PUBLIC FINANCES 

239

A concept on some aspects of renewing the budget
system, Ministry of Finance, May 2007

Fatás, A.  (2005): Is there a case for sophisticated
balanced-budget rules? OECD Economics
Department, working material, December 2005

Public finances in EMU 2006; Part III: National
numerical fiscal rules and institutions for sound public
finances, European Union

Bill on fiscal responsibility and the Legislative
Budget Bureau; submitted to Parliament in November
2007

Ulla, P. (2006): Assessing fiscal risks through long-
term budget projections; OECD Public Governance
Committee; Summary of the 34th session, October 2006

INTERNET SOURCES, ACCORDING TO TOPIC



PUBLIC FINANCES 

240

József Gráf

Financial reform 
in Hungary's agricultural
economy

AHungary's accession into the European Union on
1st May 2004 brought both long-term opportuni-
ties and enormous challenges to the country's
agriculture.

With accession, we became part of the common
agricultural policy of Europe which itself also
went through a significant renewal in recent
years. Subsidization shifted from the former pro-
duction volume basis (which used to generate
those well-known mountains of butter, beef and
wheat) to a direction that is intended to propel
into dominance efficient, market-oriented, envi-
ronment friendly agricultural systems which pro-
vide better guarantees for food safety. This policy
is not only supporting agriculture in the narrow
sense. Instead, it provides for the long-term via-
bility of the countryside. Agricultural producers
in the new member states and thus in Hungary
have been given a green light for taking their
products to the single European market, profiting
from relative price stability, direct payments and
subsidies for rural development.

To a certain degree it is natural that a fast and
radical change like accession to the EU is not only
bringing benefits to the new entrants but tempo-
rary difficulties as well. Unfortunately, it was also
the case for Hungary's agriculture. We spent years
preparing for the adaptation of EU legislation
and enabling its application in our country. We
have reinforced our food safety, animal and plant

health systems. We have established the institution
that verifies eligibility for subsidies and makes
support payments.

Still, these efforts to prepare our agriculture for
EU accession ended up being controversial.
Problems were caused in part by inherited weak-
nesses like gaps in technological development, low
efficiency, lack of horizontal and vertical integra-
tion, underdeveloped logistical systems,
unfavourable holding structure and belated polit-
ical decisions, inappropriate training of farmers
and the scarcity of national financing resources.
What is more, even the European Union was late
sometimes with taking a stance on certain matters
or changed its strategy without prior warning.

It is a fact that all these mistakes caused ten-
sions in the agricultural sector, especially in the
year of our accession. After several delays, the
local payment organisation, the Agricultural
and Rural Development Agency could only
verify and assess applications for subsidies and
pay the due amounts by an extended deadline.
This delay in the payment of direct production,
market access and rural development support
generated significant liquidity problems for
producers. The lengthy buy-up of wheat
offered for interventional buying and the inad-
equacy of storage capacities were additional
sources of dissatisfaction in 2004. Thanks to
extensive efforts by the Hungarian government
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and the contributing organisations, at least the
immediate difficulties were eliminated and the
foundations were laid for successful subse-
quent adaptation. These achievements from the
years 2005 and 2006 were also proved by the
relatively calm situation at the time.

As stated also in the report of the European
Parliament's Committee on Agriculture and
Rural Development: practically, the agricultural
integration of new member states into the single
EU market is successfully completed.  Grain,
sugar beet, beef and milk prices have been sta-
bilized thanks to the regulatory mechanisms of
the Common Agricultural Policy (CAP), and
while expenditures increased after accession,
revenues in the sector went up significantly due
to larger subsidies and favourable yields. The
foodstuffs market in Hungary has been charac-
terized by lavish supply, an expanding selection
of goods and a moderate price increase (6.5 per
cent in 2004).

STRUCTURAL REFORMS NECESSITATED
BY ACCESSION AND THEIR IMPACT

The application of the CAP in Hungary

In July, 2003 the mid-term review of the
AGENDA 2000 programme (i.e. the reform's
reform) led to yet another significant modifica-
tion of the CAP. For there were legitimate fears
that the CAP defined under the AGENDA
2000 would not be able to meet the challenges
posed by ongoing globalization and liberaliza-
tion and that it would be impossible to finance
the programme due to the upcoming “eastward
enlargement”. The BSE crisis and a series of
foodstuffs scandals also supplied arguments for
the supporters of change.

The 2003 reform package known as the
“Luxembourg resolution” consolidated several
direct income subsidies into a single (consolidat-
ed) payment scheme (SPS) that is mostly inde-

pendent of production. This decoupling of subsi-
dies from production volumes means, first and
foremost, that direct support is not linked to
the quantity or nature of production. Instead,
they are paid on a “historical entitlement” basis
to eligible producers, using the production and
subsidy volumes of a certain reference period as
a basis of calculation. Access to the subsidy is
subject to compliance with certain environmen-
tal, animal welfare and food safety requirements
(Good Agricultural and Environmental
Condition, Good Agricultural Practices).

Furthermore, the common market organisa-
tion has been modified in several sectors.
Individual member states have substantial free-
dom (opportunity to make independent deci-
sions) in the execution of specific reform meas-
ures. E.g. instead of full aid decoupling, a mem-
ber state may decide to go for partial decou-
pling in the case of specific support payments
and within certain limits.

For agricultural producers, the biggest
change brought about by EU accession was the
launch of direct support payments. New mem-
ber states were given the opportunity to imple-
ment the Single Area Payment Scheme, i.e. area-
based flat rates fully decoupled from production
instead of the complicated SPS arrangement.
Eight new member states, including Hungary,
have chosen this method.

The dominant standpoint which evolved
during accession talks was that regardless of
the payment scheme chosen, the level of direct
EU support paid to new member states should
only reach the amount paid to old member states
after a long (9 year) transition period (the initial
level was 25 per cent). This approach created an
uneven competition playground in the singe
EU market for the farmers of new member
states. In order to reduce this gap, new member
states were forced to apply supplementary
national aid (top-up) by which they could sup-
plement EU support up to a 30 per cent limit.
This top-up was paid as a production-based aid
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and put a significant burden on national budg-
ets: HUF 90 billion in the case of Hungary.
Even with this supplementary subsidy, howev-
er, producers in new member states could only
get 55 per cent compared to the payments
received by their counterparts in old member
states in 2004. Until 2007, the level of support
increased by 5 percentage points annually.
From this year on, the increase will be 10 per-
centage points per year thus the 100 per cent
level will be reached in 2013.

In conjunction with the comprehensive
reform of subsidies, common market organiza-
tions (CMOs) have been modified as well and
have reduced intervention (by lowering inter-
vention prices and decreasing/eliminating
quantity limits on interventional buying). This
is what happened on the grain and milk prod-
ucts market (butter, low-fat milk). On the lat-
ter market, direct milk support payment was
launched as a partial compensation for the
reduction of the intervention price. Effective
2007, direct milk support had to be integrated
into the single decoupled support scheme on a
mandatory basis. The tobacco and sugar CMOs
were reshaped in the second wave of the reform
process (beginning in 2004 and 2006 respec-
tively). The changes relied on similar methods
as with the aforementioned products and aimed
at increasing competitiveness (abandoning of
unprofitable production) and fulfilling the
international commitments of the EU (elimi-
nation of barriers to international trade) while
encouraging the necessary structural reforms
through transitional measures. The fruit and
vegetable market reform seems promising for us
as most of the Hungarian proposals gained
approval. The annual support payments to this
sector can ensure opportunities for future
development. The new reform will encourage
producers to act rationally and accommodate
to market demand. The new measures which
relate to the Commission's grape and wine sec-
tor reform are expected to enter into effect in

the middle of 2008. New regulations will pro-
hibit the use of beet sugar for Hungary's wine-
makers. Furthermore, the calculation method
of national envelopes and regressive grubbing-
up premiums also convey disadvantages.

The amount and structure of support
payments 

Hungary's convergence programme is targeted at
the simultaneous improvement of the compet-
itiveness of enterprises, the renewal of the
economy's structure and the establishment of
lasting general government balance. The best
possible exploitation of agricultural support
appropriations offered by the EU for Hungary
serves each of these objectives.  All this calls
for a far-seeing approach, careful organising
and strict control. It is fair to say that we have
successfully avoided potential hazards in the
case of the largest support item, the SAPS aid.

In new member states which employ the
simplified payment scheme (SAPS), the maxi-
mum amount of flat-rate EU support per
hectare is determined by the so-called reference
area (defined in the applicable statutory provi-
sion as agricultural land kept in cultivated con-
dition as of 30th June 2003). The payable
amount is the quotient of the support budget
and the reference area as declared in the appli-
cable regulation. If the producers of a member
state apply for simplified payments for an area
smaller than the reference land, the amount of
aid for the difference between the reference
land and the actual SAPS area will remain in the
Brussels budget. Contrary to some new mem-
ber states (Poland, Slovakia and Lithuania),
Hungary has not had this problem yet and has
always been able to drawdown the full amount
of direct EU support payments (see Chart 1).

The statement that the Hungarian agricultur-
al sector has been successful in utilising EU
resources is also true for rural development aid.
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The budgets for the five operational pro-
grammes financed from structural funds were
utilised as shown in Table 1 below.

Based on data from the Standard
Monitoring Information System (SMIS),
within all Hungarian operational programmes,
it was the Agricultural and Rural Development
Operational Programme (ARDOP) which
utilised the highest proportion of the available
budget. Up to May 2007, 73 per cent of funds
available for the entire programme period have
been paid. The average utilisation rate of the
other programmes is 55 per cent (HRDOP: 44
per cent, EDOP: 58 per cent, EIOP 62 per
cent, ROP: 57 per cent). If we look at the util-
isation of structural funds, we see that 73 per
cent of the European Agricultural Guidance
and Guarantee Fund budget has been drawn.
The utilisation of European Social Fund (ESF)
and European Regional and Development
Fund (ERDF) budgets remained substantially
below that level (ERDF: 64 per cent, ESF: 50
per cent).

Besides ARDOP support, NRDP aid financed
from the Guarantee section of the EAGGF is
also employed for improving the quality of life in
rural regions, modernising agricultural produc-
tion and for environment-friendly agricultural
development. Similarly to ARDOP, the draw-
down rate of NRDP resources (73 per cent)
exceeded that of other operational programmes
that relate to the structural funds. 

With Hungary's accession to the EU, support
budgets available for agricultural producers have
expanded significantly: the amount of subsidies
increased by 31 per cent on the previous year in
2004 and grew by another 43 per cent until
2006. Still, the level of per-hectare support in
Hungary is hardly over 70 per cent of the EU
average.

Simultaneously to that, new financial
resources opened up while former payment
titles remained in effect. Area-based support
financed from the Brussels budget (SAPS)
amounted to HUF 78.1 billion in 2004 and
increased by 5 percentage points in each subse-

Chart 1

SAPS REFERENCE AREA AND ACTUAL SAPS AREA IN THE NEW MEMBER STATES 
THAT JOINED THE EU IN 2004* (2004 DATA)

* Slovenia and Malta did not choose the simplified payment scheme.
** Effective 1 January, 2007, the revised SAPS reference area in Hungary has been 4.829 million hectares. This figure, however, is still lower than

the actual SAPS area.

Source: European Commission
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quent year. This amount was supplemented
with a HUF 90 billion top-up from the nation-
al budget in the year of accession. Players in the
agricultural sector could apply for further sub-
sidies offered in the form of co-financed rural
development programmes (80 per cent EU, 20
per cent national financing) which were
launched in 2004. The National Rural
Development Plan and the Agricultural and
Rural Development Operational Programme
offered farmers a total support of HUF 141.5
billion and HUF 84.3 billion respectively in the
three-year period of 2004–2006. Furthermore,
producers could also apply for support under
the SAPARD pre-accession programme, plus
subsidies paid exclusively by national govern-
ments also remained in place. In combination,
these resources provided dynamically expand-
ing budgets for the sector (see Chart 2).

The adaptation of EU subsidy schemes
brought about changes not only in the amount
of subsidies but also in the composition of
resources. Subsidies that used to be financed
purely from national budgets have been funded
from EU resources in part since 2004. As a
result of the permanent increase of direct, area-
based payments and the expansion of co-
financed rural development programme budg-
ets, a growing proportion of agricultural and
rural development subsidies is coming from

Brussels. In 2006, nearly 60 per cent of total
resources were funded from the EU budget.

Hungary's agricultural support system was
aligned to EU schemes to a significant extent
before accession already. In general, however,
support typically went to development and
investment projects. Within that, animal hus-
bandry and plantation support was dominant.
These subsidies were not simply an income pre-
mium for producers but also served certain pro-
duction policy purposes. In current EU practice,
this latter role rests mainly with the market and
subsidies are required to cause as little distortion
of market mechanisms as possible. 

Hungary's accession to the EU was accom-
panied by a change in the role of rural develop-
ment subsidies, i.e. aid aimed at assisting the
sustainable development and competitiveness
of rural areas along with environmental protec-
tion. Rural development was already an eligible
objective in Hungary's agricultural support
scheme before EU accession, although the
weight of the related titles within total the sup-
port budget was insignificant. Besides income
policy and market measures, i.e. the first pillar,
rural development became the second pillar of
the CAP in 2000 and has received a larger por-
tion of the EU's agricultural budget since then.
In 2006, nearly 30 per cent of subsidies to
Hungary's agriculture were paid to farmers

Table 1

THE BUDGETS AND FUND UTILISATION OF OPERATIONAL PROGRAMMES
(May 2004–2007)

Operational programmes* Budget Amount paid Utilisation rate
(HUF billion) (HUF billion) (per cent)

ARDOP 107.81 78.26 73

EDOP 145.88 84.64 58

HRDOP 170.11 75.66 44

EIOP 112.30 70.00 62

ROP 111.74 64.22 57

* ARDOP – Agricultural and Rural Development; EDOP – Economic Development; HRDOP – Human Resources Development; EIOP –
Environmental and Infrastructural; ROP – Regional Operational Programmes 

Source: NDP financial table and SMIS data
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through rural development programmes. In
line with the intentions of the EU, second pil-
lar subsidies will play an increasingly important
role in the future, as they not only serve farm-
ers but the entire rural community. The ratio of
such subsidies in Hungary is already signifi-
cantly above the EU average.

The adaptation of the CAP and the related
EU support schemes affected individual sectors
differently. The CAP put crop producing sec-
tors, especially grain, protein, oil crops and
fibre plants in a favourable profitability situa-
tion. Among animal husbandry sectors, cattle
and sheep breeding is also entitled to receive
subsidies while pig and poultry farmers are not
eligible for direct EU payments. While these
two disadvantaged sectors are only allowed to
receive limited subsidies from the national
budget, they did get support for improving ani-
mal welfare, developing waste disposal facilities
and for the financing of veterinary expenses. 

The nature of support payments

EU support schemes differ from the earlier
Hungarian arrangements also in the timing of

payments. Before 2004, support payments from
the national budget were mainly paid in the first
half of the calendar year and thus the funds (at
least in part) were already available for farmers
when the related production expenditures
arose. In the EU scheme, however, farmers can
submit applications for direct support (SAPS,
top-up) in the first half of the year but pay-
ments will only arrive in the following year.
Payment usually starts in the last months of the
calendar year and lasts until 30th June in the fol-
lowing year. This was a problem especially in
the transition year of 2004, when payment was
also delayed by other reasons. The Ministry of
Agriculture and Rural Development (MARD)
made an effort to resolve the liquidity problems
of farmers by advance financing the national
top up. Producers had access to more than half
of the total budget amount before accession
already, in the form of pre-financing (factor-
ing). Furthermore, under the framework of the
“Europe Plan” Agricultural Credit Programme,
they could apply for medium and long-term
loans on favourable interest rates. The purpose
of this HUF 200 billion loan programme was to
help replace existing short-term loans, offering
a 1 or 2-year grace period before the start of

Chart 2 

BUDGET APPROPRIATIONS FOR AGRICULTURAL AND RURAL DEVELOPMENT

Source: Reports on the Agricultural Economy, 2003–2006 (amended appropriations)
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repayment. While only two thirds of support
appropriations were paid in 2004, the ratio
improved considerably in subsequent years. In
2006, nearly the entire budget was used up.

Albeit 2005 already qualified as a full year in
the EU for Hungary, it was still a transitional
year regarding subsidy payments as we had to
resolve several issues that had remained from
the prior year and also eliminate a significant
payment backlog. In 2006, however, payments
were made as scheduled. The fact that farmers
applied for direct support for an area that was
800,000 hectares larger than in 2004 was a sign
that farmers successfully adapted to the new
circumstances. (See Table 2)

The establishment of application procedures
for co-financed rural development programmes
was also part of the financial reform. Due to
the late programme launch, the payment of
actions announced in 2004 could only begin in
2005, after the evaluation of applications.
Although farm machinery subsidies had been
offered through an application scheme before
EU accession already, the understanding of
opportunities and the preparation of applica-
tion materials to meet stricter requirements
caused difficulties for producers in the begin-
ning. What proved to be especially difficult was

the preparation of business cases as part of the
application materials.

What made the use of development aid diffi-
cult for farmers is the post financing arrange-
ment in the EU schemes. For in addition to the
required own resources, farmers also had to
advance the amount of support temporarily,
which they could only get back upon financial
settlement after project completion.

The backlog accumulated in the transition year
was successfully eliminated in the rural develop-
ment programmes as well. Agricultural producers
became familiar with administrational EU pro-
cedures. Their liquidity problems were alleviated
and more and more farmers are able to generate
the required own resources for projects as their
income situation is improving. By the end of
2006, the entire budget of the Agricultural and
Rural Development Operational Programme
was booked and agri-environmental action pay-
ments which made up the majority of the
National Development Plan also caught up with
the initial schedule.

As resources in the sector expanded, farmers
faced a stricter, two-phase control system in the
evaluation of applications. The first, administra-
tional phase scrutinises eligibility by way of
cross checks, while the second, physical check is

Table 2 

AGRICULTURAL AND RURAL DEVELOPMENT SUPPORT PAID TO PRODUCERS SINCE
HUNGARY’S ACCESSION TO THE EU

(HUF billion)

Description 2004 2005 2006 Until 30th June, 2007
Total agricultural and rural development support (appropriation) 304.0 395.0 436.1

Total agricultural and rural development support (plan) 204.9 362.6 429.6 209.7

Of which:

SAPS 10.0 148.0 93.5 59.5

National aid 178.2 109.3 147.9 105.1

Market subsidy - 16.9 19.1 5.6

ARDOP - 18.4 51.8 14.7

NRDP 1.8 49.7 65.9 12.4

SAPARD 14.9 29.7 9.2 1.4

Source: Reports on the Agricultural Economy 2005, 2006
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intended to verify the submitted data. The latter
covers 5 per cent of the applications and involves
a check of utilisation and the verification of
compliance with other conditions (e.g. Good
Agricultural and Environmental Condition) by
way of on-site inspections and remote sensing.
Based on experience to date it is fair to say that
Hungary has performed outstandingly in fulfill-
ing aid utilisation rules and has not had to pay
penalties for non-compliances.

The impact of accession on incomes
and competitiveness

For the year 2004 (regardless of the time shift
in actual payments), Hungarian agricultural
producers received aid equalling 25 per cent of
regular EU support (SAPS) which was comple-
mented with a nearly 30 per cent national top
up. Since the very beginning of our EU mem-
bership, Hungarian farmers could enjoy 100
per cent of the benefits of market subsidies
(market, intervention, market stabilisation,
export subvention) which represent a much
smaller part within agricultural assistance
forms. True, our farmers also have been fully
exposed to all community burdens which relate
to the single market and EU budget contribu-
tion. The disadvantages associated with smaller
support were only moderately offset by the
advantages which we have in certain cost fac-
tors (wages, land lease fees). This way, our pro-
ducers started out with a disadvantage which
occasionally led to a temporary loss of market
share on the domestic markets as well.

For the new member states, it was clear right
from the beginning that Hungarian agricultur-
al producers would receive more subsidies than
in prior years due to the applicable rules – a sup-
port scheme which bypasses the rules of a sin-
gle market and which seems unfair in interna-
tional comparison. While higher support meant
a higher income for farmers, it has to be noted

that these subsidy amounts did not go in full to
producers. A part of them was “leaking” to
other market players. The reason is that higher
producer incomes generate demand for agricul-
tural land and other resources of agricultural
production which in turn triggers an increase in
land lease fees. Consequently, a part of the sub-
sidies ultimately ends up at entities that pre-
cede agriculture in the production process (i.e.
material and machinery manufacturers,
landowners). Then if increasing profitability
leads to increased production volumes, larger
supply may result in lower prices. Thus agricul-
tural subsidies via this channel ultimately also
benefit processing and trading enterprises and
consumers of agricultural products.

The incomes of agricultural entities grew sub-
stantially since accession, as their profit before
taxation almost tripled in the 2004–2006 peri-
od. Concerning the structure of revenues, pro-
portions have evened out, with individual farms
and partnerships making an equal contribution
to total profits before taxation. (See Chart 3)

In 2006, per-hectare profit before taxation
amounted to HUF 44,600 and the overall
return on capital was 7.7 per cent. Perhaps the
latter figure highlights that the profitability of
Hungary's agriculture is still not satisfactory
despite the impressive development in the sec-
tor. It is also evidenced by an international
benchmarking of what is probably the most
comparable indicator, gross operating incomes
(which includes employee wages and the relat-
ed charges). The per-hectare figure in the EU
15 countries is the double of that in Hungary.

Hungary has an interest in maintaining CAP
subsidies for it helps us become net beneficiar-
ies of EU membership. Naturally, we have to
insist on equal standards for EU 15 countries
and the new members regarding assistance to
agricultural producers. 

As Hungary is traditionally a net exporter of
agricultural products, agricultural foreign trade
is of special importance for us.
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Hungary's agricultural export was fluctuat-
ing in the years before accession and showed
little growth only. After accession, our exports
developed steadily. The average annual growth
rate of our exports to the EU is 8 per cent,
while the same figure for exports into third
countries is 4 per cent.

At the same time, the growth of imports also
accelerated after accession, with the annual
growth rate of import volumes increasing to 21
per cent from the pre-accession level of 11 per
cent. What we found surprising was that the
growth rate of imports from other new EU
member countries was even higher: 41 per cent
as opposed to 19 per cent before accession.

Still, the foreign trade balance of the sector has
remained positive, usually around 1 billion
Euro. In 2006, the trends of the previous two
years reversed: the growth rate of imports
dropped while that of exports went up. This trend
continued in 2007 as well. (See Chart 4)

In the future, we have to be even firmer in
facing the reasons of weakening export per-
formance which relate to competitiveness,
quality and marketing. Furthermore, we have
to prevent the growing popularity of low qual-

ity but cheap products by market protection
measures and by ensuring fair competition.

THE ESTABLISHMENT OF A CUSTOMER
FRIENDLY INSTITUTIONAL BACKGROUND

For the agricultural sector, accession to the EU
inevitably called for the reshaping of our exiting
institutions. The main reason of reorganisation,
however, was not only to establish compliance
with new EU requirements. While restructu-
ring, we also had to keep in mind that the new
institutions would be responsible for making
support payments to farmers. Therefore, using
the existing basis, we established a customer-
friendly institutional background which
involves a higher number of contact points for
farmers but works with a smaller staff and on a
lower budget than before. With this change, the
emphasis shifted from the former control,
authority and monitoring functions to technical
counselling, assistance and information roles.

When setting up the new structure, we had
to keep in mind that competitiveness is highly
dependant upon the performance and quality

Chart 3 
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of work of the related institutional network. As
the responsibilities related to agriculture, food
production and trading, research and develop-
ment for the sector, (secondary) technical edu-
cation, cartography, land matters, plant variety
registration and so forth are traditionally han-
dled by an extensive network of offices, the
simultaneous implementation of a “cheaper
government” and an efficient and customer
friendly institution network has been a key
issue indeed. The cutback of public roles, how-
ever, is often in conflict with the demand for
multiple institutional services which frequently
call for permanent on-site presence. 

Concerning the individual elements of the
institutional background, the establishment of
the Integrated Administration and Control
System (IACS), the agency for handling EU
support applications and the related payments
was already a major challenge for the sector's
management. Luckily, the lengthy process of
establishing and obtaining registration for the
Agricultural and Rural Development Office
(ARDO) is already a historical event and we
have learnt the lessons. After the initial defi-

ciencies, the operation of the institution has
become stable by now and it appropriately ful-
fils its role. Yet it will face important new chal-
lenges with the implementation of the SPS sup-
port scheme and the establishment of the IT
background. 

The Central Agricultural Office (MgSzH/
CAO), created with the consolidation of eight
former organisations, has been in place since 1st

January 2007. As a result, a two-tier model was
implemented in the sector's directional and
regulatory functions. Matters closely related to
public administration like legislation, interna-
tional relations and direct governmental activi-
ties will rest with the MARD. Technical direc-
tion over the sector will be performed by the
new organisation for agricultural direction. At
county level, the CAO integrates the functions
of the Agricultural Office (FM), the animal
and plant health service along with forestry and
genetic resources related activities. Its key fea-
ture is one-stop (electronic) administration,
where farmers can handle all matters important
to them at a single place. Besides, 133 small
regional branch offices will operate under the

Chart 4
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Source: AKI database and own calculations based on preliminary data from the Central Statistics Office (KSH)
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supervision of the CAO, offering farmers an
opportunity to handle issues which can be set-
tled locally at the district veterinary's office or
at village management network sites.

In 2007, the new institution performed cent-
ralised control authority and technical direction
functions on a HUF 3 billion smaller budget
than the office's member institutions did on their
own in 2006. Thus the budget of the CAO was
around HUF 29 billion last year. The improved
operational efficiency of the new institution does
not only stem from integration. It is also a result
of the further development of task allocation
between the Agricultural and Rural Develop-
ment Office and the various chambers (interest
representation organisations).

The aforementioned small regional offices
are part of the National Rural Development
Network and will constitute a renewed and
reinforced structure for the related efforts. In
part, the new network is implemented on the
basis of already existing infrastructure using
EU funds. The network is established as a joint
effort of the government, public administra-
tion institutions and representatives of social
organisations and local communities involved
in rural development programmes, e.g. the
LEADER task forces. The creation of the net-
work lays the basis of coordination and har-
monisation between existing and future net-
works at the small region level.

Under the direction of the minister of agri-
culture and rural development, a single food
safety organisation was set up in the middle of
2007, making Hungary the first country to
have an organisation like that. The organisa-
tional structure, operational and legal redress
procedures of the new unit had to be elaborat-
ed by 31 December 2007. Real and meaningful
operations can only begin after the significant
development of the organisation's IT and lab
systems. With this new unit in place, the minis-
ter of agriculture and rural development will
take over the food safety-related responsibili-

ties of the minister of health, along with direc-
tion over the Hungarian Food Safety Office.

At the beginning of 2005 (the year after
accession), technical direction of agriculture in
the broader sense (farming, fishery, forestry,
environment management) was performed by a
staff of 17,084. Following a radical and
extremely quick reorganisation, that number
was reduced to 12,828 by the end of 2007. By
the same date, the number of central adminis-
tration staff at the MARD was decreased to
384 from the 2005 level of 548.

This in-depth restructuring was executed rela-
tively smoothly and resulted in a truly customer
friendly system. The coming years will need to
be devoted to consolidation and development
initiatives which will improve the conditions and
quality of work (IT system, human resources).
The safeguarding of the environment, improve-
ment of food safety, compliance with profession-
al standards will all call for real authority pres-
ence on the fields, in the forests, on the markets,
at food processing plants and at food traders.  

NEW CHALLENGES FOR 
THE AGRICULTURAL INDUSTRY

After handling the chores of forced, quick
adaptation and institutional restructuring, the
players of the agricultural economy are about
to face new challenges. Although the current
WTO round has not produced final decisions
yet, the direction of endeavours is rather clear.
The further liberalisation of the world trade of
agricultural products seems to be unavoidable
along with the cut of subsidies that directly
impact competition and the differentiated
reduction of customs duties. The Common
Agricultural Policy of the European Union
cannot be considered stable either as its align-
ment to the changing conditions of the world
economy will continue to be a challenge in the
coming years. 
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Just when Hungarian farmers have learnt the
current rules of support applications and pay-
ments (SAPS + top-up), they are about to face
yet another change: For the time of “transi-
tional” membership operation is over. Effective
2009, Hungary intends to employ the single
payment scheme (SPS) which is already in oper-
ation in the “old” EU countries. In this
scheme, an even larger part of support is decou-
pled from production and reaches eligible
applicants in the form payment based on the
size of land or on historic performance data. In
the future, only an insignificant proportion (3-
4 per cent) of EU support will be linked to
mandatory or optionally selected sectors. The
new support scheme will require a lot of brain-
work on the part of producers and the ministry
alike, posing yet another challenge! The regis-
tration and consolidation of historic perform-
ance data (baseline values!) seem like an espe-
cially complex task, along with the evaluation
of non-standard cases, the separation of enti-
tlements and land utilisation rights, the regula-
tion of the purchase and selling of such rights,
and, last but not least, the domestic application
of cross compliance rules.

Eligibility and the decoupling of entitlement
trading from the purchase and selling of land
will call for careful consideration on the part of
farmers. While entitlement to support rests
with land users, it can be sold or retained inde-
pendently of the land itself. At the same time,
it can only be capitalised together with the land
worth. This new rule impacts the relation
between land owners and lessees but it also
requires careful national regulations in order to
foster the formation of a desirable holding
structure.

As far as administrational chores are con-
cerned, the implementation and operation of
the cross compliance scheme (a mandatory
requirement from 2009 on) will be an even
heavier burden. It will be a veritable reform!
Cross compliance rules will require member

states to comply with 19 community directives
and regulations along with the requirements of
Good Agricultural and Environmental
Condition. The fulfilment of environmental,
animal welfare, animal and plant health rules
(on-site checks!) will mean that failure by
farmers to respect the individual provisions can
be sanctioned on its own and will be penalized
in the future by deductions from or cancella-
tion of direct payments! Preparation for these
requirements will call for capital expenditures
of billions of HUF on the part of farmers,
especially stock breeders. Not to mention the
burdens on the ARDO, the organisation to
perform and coordinate monitoring. 

The EU's Common Agricultural Policy con-
sists of a series of reforms. While we were
negotiating accession, the CAP was already
under reform. Now when we are getting pre-
pared for SPS implementation, a new revision
of the CAP is on the way, this time referred to
as a health check. While this round is not sup-
posed to have a measurable impact on the con-
ditions of operation until 2013, its conse-
quences can be rather significant in the next
financial cycle beyond 2013.

Although the next wave of changes has not
taken shape yet, their direction is obvious.
Overall objectives include the reduction (or at
least freezing) of the amount of agricultural aid;
the full decoupling of support payment from pro-
duction; the internal reallocation of support in
favour of rural development (modulation), the
increase of the role of national financing
(potentially co-financing!?) and the changing
of the common market organisation of certain
product ranges.

With a view to the characteristics and poten-
tial competitiveness of the Hungarian agricul-
tural economy, we support all the policies
which are intended to strengthen market orien-
tation and eliminate exceptions and temporary
rules that distort competition. In rural develop-
ment, we seek more room for national deci-



PUBLIC FINANCES 

252

sions so that we can devote existing resources
to alleviating our real, existing problems like
water and landscape management, ecological
carrying capacity and structural tensions. 

The orientating role of Hungary's agricultur-
al policy, the level of adaptation by the players
of our agricultural economy are strongly
affected by seemingly lasting world market
trends that may also offer a solution to our
existing structural issues. For every market
forecast suggests that a turn has begun and the
new trend involves an increasing demand for
agricultural materials and foodstuffs.

It is a fact that Hungary's agri-ecological
potential is underutilised, both in comparison
to our historical performance and to old EU
members. There are no market reasons for this
situation. Our backlog mostly results from his-
torical reasons, changes of markets and politi-
cal systems, deficiencies in adaptation, organi-
sation and cooperation and, last but not least,
from technological disadvantages. These are
changeable factors and we want to change
them! Therefore, while respecting all EU
requirements, our decisive objective is to

increase the output of Hungary's agricultural
economy. Needless to say, we mean efficient,
competitive and sustainable development
which also fixes the unhealthy ratios between
specific sectors. In the long run, half of the
output should come from animal husbandry
and faster development could be enabled in the
horticultural sector, too. Hungary has excellent
conditions for grain and oil crop production
which not only can help restore the weight of
animal husbandry but also open up new oppor-
tunities for the better use of renewable energy
resources and for bio-ethanol and bio-fuel pro-
duction! 

The chances of the agricultural economy
should not be deemed based on the achieve-
ments (record harvest) or failures (frost,
drought) of single years. Long-term perspec-
tives are favourable: we are preparing for
increasing demand and stabilising prices both
on the foodstuffs and energy markets. It is
worth investing in agricultural development,
because the fruits of these investments will not
only be enjoyed by farmers and traders but by
consumers as well!
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Miklós Losoncz

The U.S. credit crisis 
and its implications 
on global economy

SStemming from the subprime mortgage market, the
credit crisis started early August in 2007, and it
was not before long that it spread to other segments
of the U.S. and global equity and financial mar-
kets. The crisis has, either directly or indirectly,
affected the financial sector and real economy of all
countries that are steadily embedded in world
economy. At the same time, inflation pressure is
rising due to high energy and food prices and other
factors. The Federal Reserve, the central bank of
the United States, now faces, along with other cen-
tral banks, the conflict of risking accelerated infla-
tion while fighting recession, whereas actions
against inflation could increase the probability of
economic slowdown. Against this background,
central banks are contemplating which of the two
“devil's alternatives” carries the least risks and
implications. The measures taken by the Fed in
recent months have been aimed at avoiding reces-
sion. The rest of the world cannot escape the
impacts of the financial crisis and the growth decel-
eration or slowdown of the U.S. economy, either. 

The first part of this essay exhibits the reasons
and phases of the credit crunch, and also the crisis
management requirements. The second section
provides an overview of measures taken so far to
tackle the crisis and their limitations. The third
part analyses the effects of the credit crunch on
global economy and Hungary, and the fourth
chapter offers some general conclusions.

PHASES OF THE FINANCIAL CRISIS 

Financial crises are an inevitable phenomena of
capitalism, inseparable from it. The end of each
financial crisis sows the seeds of the next one.
One of the explanations is offered by American
economist Hyman Minsky's financial crisis
model, which consists of seven stages.1 The first
stage always starts with some misalignment or
changes, representing an event that changes peo-
ple's expectations of the future. Subsequently, in
the second stage, prices start rising in the sec-
tor involved. The third phase is characterised
by borrowing with favourable conditions, also
supported by so-called financial innovations.
The fourth stage is dominated by overdemand
when the market depends on supplementary
demand generated by major “suckers”. The
fifth stage is euphoria when less-informed cus-
tomers also demand a part of the wealth already
obtained by those before them. They laugh at
warnings given by those crying balloon – prices
completely detached from real economy basis –
because the projections of such sibyls are not
coming true for long (thus the balloon is inflat-
ed even more). In the sixth stage, insiders take
their profits. The seventh phase is of a sudden
sobering. But it's too late: Many have burned
themselves. This model showcases common
and general features of financial crises. Of
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course, reality is much more complex, as each
crisis is different.

The first phase of the current cycle started in
the early 2000s when interest rates fell across
the globe for reasons not discussed here. In the
United States between 2001 and 2003, low
interest rates did not encourage investments,
because there were significant surplus poten-
tials in the economy. Instead, borrowers used
low-rate loans to refinance mortgages, pur-
chase new real estates, and finance consump-
tion. This assessment is made somewhat more
detailed by a substantial 10-percent increase of
real estate prices back in 2006 when the 6.5-
percent U.S. prime rate was regarded high.
Consequently, this powerful price increase can
rather be attributed to a speculation momen-
tum, which had made its mark before the wave
of prime rate cuts.2

In the second stage, mass real estate pur-
chases on low-rate loans caused the prices of
homes – and more generally, those of real
estates – to balloon first in the United States
and then in other countries. In real terms,
home prices in the United States increased by
86 per cent between 1996 and 2006.3

In phase three, lending was encouraged by
so-called financial innovations, as well.
Mortgages, backed by homes and real estates as
collateral, were 're-bundled' by lenders, often as
very complicated financial instruments, and
sold to other investors. (It is to be noted that
many experts question the innovative nature of
these designs). Consequently, risks of services
provided by them were transferred to others, as
these mortgages were gobbled up by banks
investors across the globe. In this stage, real
estates were purchased on loan on a mass scale
not only for own use but also for speculation
purposes.

Borrowing activities also include carry trade
when market players raise loans in a low-prime-
rate currency (the Japanese yen, for instance)
and invest them in instruments denominated in

high-interest-rate currencies (New Zealand
dollar, Australian or U.S. dollars, for example),
or in the commodities markets, or in high-risk,
high-gearing speculative transactions in risky
markets (developing or emerging countries).
Carry trade contributed to the development of
bubbles on FX markets at a significant extent
(causing significant depreciation for the
Japanese yen and an excessive firming for tar-
get currencies, including New Zealander and
Australian dollars), and also inflated stock mar-
ket bubbles. 

Beside other factors, low interest rates also
encouraged investments in futures in com-
modities and energy markets (oil markets,
predominantly). In addition to traditional
market players, institutional investors (most-
ly investment funds) also emerged in these
markets, and at a smaller extent individual
speculators also played the trends. Futures
contracts for crude and heating oil as well as
indices became separate investment depart-
ments. Speculation on mercantile and energy
markets – not independently of price develop-
ments of underlying products due to funda-
mental reasons – also bloated prices, although
experts have yet to reach consensus regarding
the extent of its role. 

In the fourth phase, lenders were offering
property-collateral loans with the reasoning that
real estate prices were going to increase faster
than loans costs, thus loans could be refinanced
later by other loans, perhaps with better terms
and conditions. Even lenders with a more
aggressive approach thought borrowers would
not become insolvent, because the price increase
of their real estates, serving as collateral, would
not jeopardise loan repayment (provided bor-
rowers have income to pay instalments).

It was in phase five, the time of euphoria,
when subprime mortgages appeared as financial
intermediaries provided loan even to customers
that did not have regular income to meet pay-
ment even on interest.4 Warren Buffet, one of
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the most successful U.S. investors ever, called
subprime mortgage instruments 'financial
weapons of mass destruction'. Effected mostly
on loans in hopes of high returns, high-risk and
high-leverage investments of hedge funds bore
fruit in this stage of euphoria.

After that came stage six with profit taking
actions and falling market prices to be followed
by stage seven, the sobering, from the second
week of August 2007. This has also been called
a Minsky moment, when lending channels
dried up for bad and good debtors alike, and
banks no longer wanted to provide loans for
one another due to a confidence crisis. As
things go in such cases, and also driven by the
internal logic of markets, panic swept financial
markets. To cover their losses, market players
had to sell other, non-loss-making, financial
assets at any price. Problems emerging in the
subprime mortgage market immediately spilled
over to other risky segments of the financial
market, including the market of prime mort-
gages, commercial real estates, vehicle loans,
bankcards, stocks, foreign exchange, and cor-
porate loans, as well as monoline insurers that
guarantee principal and interest repayment on
bonds should the issuer default. go bankrupt.
The market of these latter companies are called
Credit Default Swap market (CDS). At the
same time, demand for U.S. government secu-
rities surged as they are generally regarded as
low-risk or no-risk instruments. 

Receiving less attention because it affected a
smaller scope of market players and faded out
without visible tensions, a significant percentage
of carry trade positions were also terminated.
Futures commodities and energy markets too
were impacted by the sobering at a lesser extent. 

The present crisis affects a wider scope of
markets and market players than the financial
crisis in 2000/2001 when the tech bubble burst.
Contrary to the calamity in 1997/1998, this cri-
sis was born in leading economies of the devel-
oped world and not converging countries, pro-

jecting a harder and longer period of time until
it is resolved.

REASONS OF THE CRISIS, 
REQUIREMENTS OF CRISIS MANAGEMENT

There were three interacting factors at play
behind the crisis. The first, falling real estate
prices that triggered a slump in home construc-
tion. This alone could cause the U.S. economy
to tumble into recession. The supply of resi-
dential property currently exceeds demand by
200,000 to 300,000 homes. This has to disap-
pear for the lending market situation to
improve. Home prices should drop by 20 to 30
per cent. The second factor is the problems of the
subprime mortgage market that triggered the
lending market turmoil. The third, a slump in
mortgages and stricter terms and conditions for
refinancing existing loans, which affects the eco-
nomic growth of the USA via a decline in retail
consumption.5 Investments in real estate sector
and cash mobilised mortgage refinance
accounted for the economic growth of the past
six years at a rate of two-thirds and one-third,
respectively.6

The magnitude of these problems is wee
reflected by the fact that the subprime mort-
gage meltdown has affected 2 million low-
income debtors with risky credit rating. The
total of their debts is estimated at USD 500 mil-
lion to USD 600 billion (the entire mortgage
portfolio mounts to USD 10,000 billion). The
size of the U.S. bankcard market is identical to
that of the prime mortgage market. The CDS
market is estimated at USD 45,000 billion. The
monoline insurance market totals at USD 2,400
billion. There are no accurate data about the
losses of financial intermediaries on the back of
the mortgage market crisis, but conservative
estimates indicate USD 400 billion. According
to the International Monetary Fund, losses may
reach USD 1,000 billion.
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As the most significant new feature of the cur-
rent crisis, financial intermediaries have spread
their risks across the financial system by various
derivatives products (futures instruments,
etc.). This is also called 'shadow banking sec-
tor', a financial sub-market consisting of
designs and structures operated on capital gear-
ing that came about on the wake of the
upswing of the real estate market and are out-
side the control of regulatory authorities and
deposit insurance.7 Devised in the scope of
financial innovations, the order of the capital-
gearing futures and other speculative positions
is identical to that of the U.S. GDP. 

In the third phase, financial intermediaries
reaped significant short-term profits by re-
bundling risks, but in well-working market it
does not necessarily mean lower risks for the
new product than for the underlying product,
while diversifications can only be successful if
there's no correlation between risks (but there
is). Ultimately, macroeconomic shocks affect-
ing real estate prices and borrowers' repayment
ability do have an impact on the probability of
bankruptcies in the mortgage market.8

Earlier, when debtors defaulted in loan
repayment, their mortgages were rescheduled,
because this solution was less disadvantageous
for both the debtors and the lenders than fore-
closure of the mortgaged real estates.
Securitised debts, however, cannot be resched-
uled. Undoubtedly, individual risks of financial
intermediaries were eliminated (mass bank-
ruptcies in the banking sector were not to be
expected), but risks in the entire financial sys-
tem were not avoided, and, consequently, the
risks in the entire financial system must have
increased. Recovery from the crisis is made
harder by the fact that neither the volume nor
the location of derivative financial instruments
is known with any accuracy. Termination of
speculative positions also take a longer time,
increasing the probability of a long crisis.

The conclusion that the crisis has been the

result of errors in the financial system can also be
drawn from the Minsky model: While a liber-
alised financial system gives players the oppor-
tunity to reap outstanding profits, it generates
errors that strengthen each other. Lack of sta-
bility is an inherent quality of an unregulated
lending regime, and the system gravitates
toward instability. It allows a small number of
insiders to reap giant profits while generating
huge losses for millions.

According to another explanation with a small-
er scope than the Minsky model, and therefore
being more subjective, the crisis is attributable to
the Fed's lax monetary policy. Granted, the U.S.
benchmark rate had been negative in real terms
in the 31 months preceding April 2005. A sim-
ilar phenomenon had last been seen between
1974 and 1977, as a consequence of which the
biggest inflation wave of the 20th century
swept the United States.9 However – as already
mentioned herein – real estate prices had start-
ed rising before monetary policy was eased. 

According to a fundamentalist approach, the
crisis was basically triggered by capital exported
from Asian converging countries (China,
mainly), oil exporters, and some developed
countries that had had a surplus in current
accounts.10 The USA's huge current account
deficit – stemming from the consumption of
low-saving, credit-bound households and also
from public overspending – was financed by
this global surplus in savings. The magnitude is
well reflected by the fact that three-fourths of
the global surplus in recent years has been
absorbed by the U.S. economy. The global sur-
plus not only reduced real interest rates but it
required substantial demand for deposits in
capital importer countries, the USA predomi-
nantly, which had partially been present already
as a lively household consumption.11 The Fed
could have managed to avoid the lending mar-
ket boom that fed the financial crisis only by
starting a long recession or economic stagna-
tion. The Fed had no intention or legal author-
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ity to do that. The only action to offset the
capital influx was the expansion of loan supply. 

As for crisis management, it is among legal
objectives and responsibilities of central banks
to ensure macroeconomic stability (attaining
and maintaining price stability being the most
important component) on the one hand, and to
sustain the operation of the financial system on
the other hand. Central banks' obligation to
reach their decisions by keeping the demands
and requirements of real economy in view
stems from the first objective. 

As for the second objective: In line with the
reasoning preferred by Walter Bagehot, a 19th

century British economist (who had been the
editor of The Economist for 17 years), central
banks are not tasked with rescuing certain
institutions from failure but with maintaining
the liquidity, or solvency, of the financial mar-
ket. The most efficient tool available to central
banks is to allow the banking sector to raise
unlimited loans at a penalty rate (which, of
course, is higher than the current prime rate).
Lack of penalty rate (and also preferential rates
or even prime rate cuts) or saving certain insti-
tutions from bankruptcy leads to a negative
precedent, suggesting to market players that
the central bank will rescue those in dire straits.
Nowadays, it is regarded a moral hazard, in
other words the price of market players' risks
are paid by the community. At the same time,
nothing justifies that others – taxpayers, ulti-
mately – should take responsibility for market
players' bad decisions. 

MAIN FEATURES, POSSIBILITIES, AND
LIMITATIONS OF CRISIS MANAGEMENT

Crisis management began spontaneously and
relatively early by sovereign wealth funds
(SWFs). Established by oil producers and
Asian countries with substantial current
account surplus, these funds manage govern-

ment capital, making investments in high-
return assets (stocks, and other financial and
real assets). Since the beginning of the sub-
prime mortgage meltdown these funds have
invested USD 69 billion in banks involved in
the crisis, saving Citibank and Merrill Lynch
from bankruptcy, among others. The capitalisa-
tion of the 29 sovereign wealth funds is esti-
mated at USD 2,900 billion, which is less than
2 per cent of the total of securities in circula-
tion across the world, but higher than private
equity and hedge funds.12 As opposed to hedge
funds, SWFs are not necessarily driven by
short-term profit objectives. At the same time,
the operation of these funds are not transpar-
ent, their investment objectives are not public.
Their managers are seldom obliged to report to
regulators, shareholders, or voters, but at the
same time they do have political clout over the
governments of their investment targets.

Possibilities

When the U.S. subprime mortgage crisis had
erupted, the Fed and the European Central Bank
increased interbank markets' liquidity by various
aligned techniques in an attempt to offset the
implications of the confidence crisis. The series
of measures implemented by them and other
central banks intended to ensure smooth oper-
ation for the financial system and to prevent
the turmoil o financial market from spilling
over to real economy. The British central bank
aimed to meet the requirements defined by
Walter Bagehot when it was willing to improve
the liquidity of the interbank market by loans
at penalty interest rates and had no intention to
save financial institutions from going under.
This attitude, however, was short-lived. Fearing
a cascading panic, the Bank of England and the
UK government saved Northern Rock, a medi-
um-sized British mortgage bank. Banks affect-
ed by the financial crisis were thrown a lifeline



PUBLIC FINANCES 

258

in Germany too. Based on past experience,
additional decline of confidence in the financial
sector can trigger recession even if there's no
recession in sight. The Fed did not heed the
recommendations mentioned here, lowering
the federal funds rate (the interest rate at which
commercial banks lend to other banks) gradu-
ally to 2 per cent from 5.25 per cent. The
European Central Bank did not respond to the
crisis by lowering the prime rate. 

Pressure exercised by financial intermediaries
and political players must have played a part in
the Fed's prime rate cutting actions. The expect-
ed favourable impacts of the prime rate cuts on
real economy will manifest themselves with a
lag of 12 to 18 months, at the time of the pres-
idential elections in 2008 in a best-case sce-
nario. Against the current backdrop in the
United States, the monetary easing will have
expansion impacts. Consequently, a relaxed
monetary policy encourages mortgage refi-
nance by making it easier, and contributes to
the U.S. dollar's easing against major curren-
cies, bolstering exports as a result, and also
lends financial institutions strength.13 Not the
least, as a result of central bank interventions
(including prime rate cuts) the peak of tension
in global financial markets has undoubtedly
been abated, but it's too early to say the crisis is
going to be over soon. 

By the powerful prime rate cutting action, the
Fed has signalled market players that it is doing
everything it can to avoid recession. Also, this
step is an indication that the Fed is fearing
recession more than inflation. (The European
Central Bank's monetary policy has to focus on
price stability solely). Core inflation, calculated
without food and energy prices, was 2.4 per
cent in December 2007 in comparison to the
preceding months, but the full inflation rate was
even higher. Under regular circumstances, this
may have given rise to concerns, but not now.
Amid dwindling real estate prices and recession
fears, the development of a prices/wages spiral

is highly unlikely, and rising food energy prices
on global markets is outside the power of the
U.S. monetary policy. 

The assessment that the loan intensity of the
U.S. economic growth has increased signifi-
cantly must have been behind the prime rate
cuts. For a long time after 1950, one dollar of
GDP growth generated USD 1.50 of loans.
This ratio increased to USD 3 dollars in the
'90s, but surged to USD 4.50 by 2007. At the
same time, the debt portfolio of the financial
sector also expanded. Also, 70 per cent of the
USD 4,500 billion debt increase between 2003
and 2007 comprised loans with collateral based
on price-sensitive real estates or securities
(stocks, for instance).14 However, declining
prices of underlying products may jeopardise
the financial sector, and through it, real econo-
my as a whole. By creating appropriate liquidi-
ty (or, more simply, pumping cash into the sys-
tem), the Fed wants to make it possible for
borrowers to finance their debts. This step
makes forced selling of collateral securities and
real estates unnecessary, which would other-
wise trigger additional financial disruptions.
Also, it is the express objective of the Fed to
restore confidence in lending. 

Limitations, risks

Reducing the Fed's prime rate is insufficient in
itself to decrease imbalance accumulated in the
economy. The impacts of a prime rate cut man-
ifest themselves in stock markets first.
However, the majority of analysts say
American stocks are not cheap, and lower
interest rates by themselves will not necessari-
ly trigger a permanent and large-scale upswing
in stock markets. The impacts of a prime rate
cut come about in force 12 to 18 months later
in economy, particularly in the corporate sec-
tor, including profits that define share prices in
the long haul. Additional decline in U.S. real
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estate prices is unavoidable. Also, it takes a
longer time for lending markets to take down
distortions accumulated in those 'seven years
of plenty'. Secondary impacts (weak consumer
demand, bad loans in the banking sector) are
just beginning to show.

The central bank's prime rate policy, however,
has other limitations. One of the most impor-
tant, the central can only influence the price of
loans, it cannot persuade banks to expand their
loan supply. Due to losses incurred in stock
markets and lending activities as well as
increasing risks, financial institutions, irrespec-
tive of the prime rate, are expected to cut back
their lending activities by making lending terms
and conditions stricter, in other words they are
avoiding risks. Not to mention the fact that
households are focusing on reducing their
debts – repaying their loans in other words –
rather than borrowing more. In the corporate
sector, prime rate cuts are only efficient when
corporates run a large debt portfolio. This is
not the case at all at the moment. In a recession
or recession suspect environment, corporates
do not start immediate investments when
interest rates are falling unless they expect the
interest rates of variable-rate loans to stay low
for a longer term. But interest rates stay low
only when there's no inflation pressure, or the
central banks acts to curb it. That's not the case
in the USA at present.

Central banks can influence the short-term
end of the yield curve, the yields of long matu-
rities are determined by financial and equity
markets. Reducing short-term interest rates
does not trigger lower rates for longer maturi-
ties, thus the yield curve becomes steeper. This
is a natural phenomenon in times of recession,
but excessive steepness in the yield curve
means big problems for the central bank. The
yields of securities with longer terms may
increase further when bond markets are not
confident enough in the Fed's commitment to
reduce inflation. Additional yield increases for

the other maturities cannot be ruled out. Banks
are profiting from this situation, because they
raise short-term loans with lower rates which
then they lend with low or no risks for longer
terms. When short-terms yields are dropping
and long maturities are rising, the banking sec-
tor earns risk-free profit. Against this back-
drop, the greatest beneficiaries of a prime rate
cut are not households or corporates, but cred-
it institutions. 

If this relaxed monetary policy keeps up long
enough, cheap money travels form the financial
sector to other segments of the economy, but it
has a price: Higher inflation and lower buying
power.15 With time, the position of the finan-
cial sector improves so much that an all-out
irresponsible lending upswing may begin. 

The risks of monetary easing include the con-
tinuation of an extremely low savings level in the
United States for an indefinite period of time,
erosion of confidence in the U.S. dollar, and
acceleration of inflation via the dollar's easing. 
A relaxed monetary policy could contribute
largely to the restart of the aforementioned
cycle of financial speculations and create finan-
cial bubbles, whereas real economic processes
and inflation trends do not necessarily justify
such an extent of prime rate reduction. 

Risks are not just domestic but international.
With the slow-down or slump of domestic
demand, the USA's current account deficit
decreases, which in turn reduces pressure on
other countries to modify their real exchange
rates, fiscal, structural and monetary policies,
which forced the USA at a great extent to
absorb the huge surplus savings of the world.
Consequently, the key to resolving the crisis is
not held by the U.S. economic policy alone.
Other countries of the world, especially those
running large surplus in balance of payments,
should pursue an economic policy that allows
the U.S. current account deficit to be reduced
without causing any long-lasting decline in
global economy.16 International cooperation is
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needed in the area of interest rate reduction, to
hinder the U.S. dollar's easing, for instance. 

Limitations of central banks' prime rate pol-
icy can be underpinned by with historic exam-
ples. Between 2004 and 2006, the Fed increased
the prime rate, but it failed to cool loan demand
supply off. The prime rate listed by the
Japanese central bank was barely a notch high-
er than zero per cent in the 1990s and even for
a long time after 2000, yet it did not encourage
borrowing. Similarly, lending activities did not
grow in Germany in the 1990s in spite of low
interest rates. (This is one of manifestations of
Keynes's liquidity trap). 

Based on all the above, economic policy deci-
sion-makers must not rely on monetary policy
alone. Unconventional crisis management
methods are to be encouraged, including, for
example, assistance for trouble-ridden home-
owners in the United States (in the form of
debt rescheduling, etc.) that purchased their
homes on loans for their own use, and for spec-
ulation purposes. Another component of crisis
management – or rather, crisis prevention – is sup-
plying market players, especially private investors,
with appropriate information of investment risks.

Incentives

It's wise to complement crisis management with
well-aimed fiscal policy incentives (tax relief,
step-up in certain budget expenditures). The
institutional background of it is intended to be
fortified in the United States. A number of rea-
sons can be listed in favour of a diversified
approach, one that is building on monetary and
fiscal policy alike:

In a world where the impacts of econom-
ic policy measures are hard to estimate, the
final result is less unpredictable when various
economic policy tools are deployed. 

Families, bearing the brunt of recession,
are burdened most directly by recession,

whereas monetary policy has immediate effect
on financial institutions. 

Deploying fiscal policy in crisis manage-
ment spares monetary policy from cutting the
prime rate, and therefore the pressure on the
U.S. dollar to ease against major currencies will
not increase further. Thus, inflation pressure
through the FX rate and international instabil-
ity in the wake of an easing dollar can be avoid-
ed – or at least lessened. 

Relying partially on fiscal policy reduces
the chance for financial bubbles to emerge on
the back of low interest rates.17

Former U.S. Secretary of the Treasury
Lawrence Summers mentions as an additional
argument that the diversified economic policy
mix is also backed by the intention of ensuring
steady demand against decreasing consumer
spending, because cutbacks in expenditures
would cause additional decline in employment,
and hence in income and consumption.

At times when recession looms on the hori-
zon, fiscal incentives are the fastest and most reli-
able tool to provide short-term stimulus for eco-
nomic growth. Applying them, however, requires
great care, because using them at an inappropri-
ate may inflict a number of side-effects. To be
efficient, fiscal stimulus must be implemented on
time. The relevant bills have to be passed mid-
2008, and implementation shall start immediate-
ly. Fiscal incentives should be aimed at low-
income individuals and whose income has
dropped recently, and hence they are excluded
from the lending market. Ultimately, fiscal
incentives have to be decidedly and credibly tem-
porary, meaning it cannot increase public sector
deficit for more than one year from implementa-
tion. Summers says a USD 50 to 75 billion pro-
gram, estimated to run for two or three quarters,
would boost GDP growth by 1 per cent as a
result of multiplier effects, while taking most of
the burden off monetary policy at the same time. 

Fiscal policy incentives may be especially
important if the Fed uses up the ammunition of
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its heavy weaponry in the near future by refus-
ing to reduce the prime rate further and eco-
nomic processes are not going as expected.
Approved by the U.S. legislation, the USD 150
billion tax cut plan is not the ideal solution by
far (why should it be, it's being done by politi-
cians), but undoubtedly contributes to lifting
some of the burdens off monetary policy.

As another component of crisis manage-
ment, the interest rate of variable-rate mort-
gages is frozen for five years, impacting nearly
1.2 million borrowers. Estimates indicate
increasing interest rates for USD 450 billion
total of mortgages in 2008. The program is
undoubtedly beneficial in the short term, but a
lot of negative side-effects are to be expected in
the medium term. 

Beside monetary and fiscal policy, regulation is
also part of crisis management. Credit reference
agencies and regulatory authorities also played
a major role in the development of the credit
crisis. Credit reference agencies' conflict of
interest was that they were paid by issuers of
securities they appraised, not investors, and
they were not accountable, because their
assessments were regarded as opinions. One of
the solutions suggests that investors should
pay credit reference agencies; however,
investor demand large enough for credit asses-
sors to make ends meet is doubtful. The other
solution would be to intensify competition
among oligopoly credit reference agencies.
Theoretically, credit rating could be decoupled
from regulation, and investors would assess
bond risks on the basis of market information
and expert views, like in the case of stocks. 

Also contributing to the crisis, the incentive
system of banks left the rules of risk manage-
ment and prudence unobserved in non-regula-
ted segments when rewarding agents. Risky
deals were accounted by many banks as off-bal-
ance-sheet items. 

The monetary and fiscal policy of the United
States in themselves, without international col-

laboration, are unable to remedy the worldwide
imbalance behind the financial crisis. And
international cooperation has just begun to
show some outlines. 

GLOBAL ECONOMY IMPACTS

According to Soros György [George Soros], the
present crisis marks the end of the era fed by
loan expansion that had been based on the U.S.
dollar as a reserve currency. The manoeuvring
room of the U.S. monetary policy is narrowed
by signals indicating the rest of the world's
unwillingness to accumulate dollar reserves any
more. In addition to the Fed having to tackle
inflation speed-ups stemming from rising prices
of food, energy, and commodities, the U.S. dol-
lar will be under pressure (and the yields of
long-term bonds will rise) when the prime rate
is dropped below a certain level. George Soros
says this turning point cannot be defined, but
when it is reached the Fed is no longer able to
stimulate the U.S. economy.18 Because of a low
benchmark rate and low market rates, the U.S.
dollar is susceptible to becoming a carry trade
currency (if it has not already; and considering
futures interest rates it has assumed such a
function), which projects additional easing.

Soros says that due to the developments in
the USA, the developed world more or less
cannot avoid a downslide. China, India, and
some oil producing countries are in a very pow-
erful opposite trend. Consequently, the current
financial crisis will cause not so much a world-
wide recession than a radical rearrangement of
global economy to the benefit China and other
developing countries and at the cost of the
United States. The danger in this scenario is
that political tensions inherent in this
rearrangement – including the USA's protec-
tionist approach – may cause turbulence in
world economy that have the potential of
pushing it into recession. 
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At the time when these pages are being writ-
ten, February 2008, the slowdown in the US
economy is evident, its recession is not even
though signals are mushrooming. In this
respect, one of the questions is if the U.S economy
falls into recession, how long will it last? Some
reference point is provided by the fact that the
average duration of post-WWII recession cycles
in the USA lasted 10 months. In those 18 earli-
er crises, output dropped by an average 2 per-
centage points, and it took economic growth
two years to return to normal. In the five most
severe crises, output dynamism plunged 5 per-
centage points in comparison to the preceding
peaks, and an upswing did not emerge until
three years later.19 According to the
International Monetary Fund, crises stemming
from the collapse of real estate markets have
been less frequent after WWII, but lasted twice
as longer (2.5 years on average) than equity
market crises, and caused output loss amount-
ing to 8 per cent of GDP. Updated in January
2008, the IMF's global economy projection
expects the U.S. GDP growth to drop to 1.5 per
cent from 2.5 per cent in 2007.20 The forecast
published in April 2008 already counts with 0.5
per cent in 2008. Considering the fact that
recessions are hard to forecast, international
organisations and economic research institu-
tions predict down-pointing risks of growth,
however the IMF has recently indicated the
possible recession of the US economy.

As for the course of the crisis, there are
three most likely scenarios. According to the
optimistic scenario, the recession will not last
long and the GDP will drop at a small extent
only. The second-best case indicates a short
recession with a larger drop in output. The pes-
simistic scenario forecasts a longer recession
(the last longer recession started in November
1973 and lasted until March 1975). Should U.S.
subprime mortgage debtors go bankrupt and
only half of the USD 1,300 billion is recovered,
this USD 650 billion loss would represent 5 per

cent of GDP. This correlates to the smallest of
the five great recessions.21 The hazard of a
longer recession is linked to tensions in the
CDS market; insolvency of corporate bond
issuers may cause liquidity problems and finan-
cial crisis in the otherwise unregulated market,
also affecting real economy negatively.22 At the
same time, problems have cascaded from the
mortgage market into other segments.
Declining real estate prices affect the solvency
of many mortgage holders, and other spill-over
effects are to be expected. 

Signs suggest that the majority of experts are
bracing for a recession in the USA that prom-
ises to be deeper and longer than earlier crises.
The reason: Two bubbles burst, one in the real
estate market, and the other, in the lending mar-
ket, and it's not a liquidity but solvency crisis.
The accumulated imbalance is also more severe
than in 2000 when the bubble in the market of
tech shares burst. 

The other issue is how the rest of global
economy is affected by slowing growth or reces-
sion in the United States. There are two con-
flicting views  present in the media and in spe-
cialised literature. One says converging coun-
tries profit from globalisation, the other, reces-
sion in the world's largest economy has no or
little impact on them. Earlier, equity and finan-
cial market have priced in the second view, but
it is changing at present. For instance, the
Baltic Dry index, and index covering dry bulk
shipping rates, dropped by 40 per cent early
2008 in comparison to last year's peak, under-
pinning the fact that global economy cannot
avoid the effects of disruptions in the U.S.
economy. 

International impacts of U.S. trends differ for
financial markets and real economy. In the wake
of the general, worldwide intensification of risk
aversion, individual countries or groups of coun-
tries cannot decouple from the turmoil and
reshuffling in U.S. equity and financial markets.
If U.S. investors are fleeing from risky financial
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instruments (stocks, foreign exchange, com-
modities indices), why should it be assumed that
market players act differently in equity and
financial markets where globalisation has
reached the highest level? 

According to calculations made by the
International Monetary Fund, the ratio of  the
USA in the world's equity market capitalisation
had increased to 44 per cent by the first half of
the 2000s from 33 per cent in the second leg of
1990s. The ratio of U.S. assets held by the resi-
dents of the Economic and Monetary Union in
the U.S. GDP had increased to 14.1 per cent by
2004 from 3.1 per cent in 1997. In respect of
Japan, these ratios were 15 per cent and 7.8 per
cent, respectively, and 21 per cent and 11.9 per
cent in the other industrialised countries.23 Also
according to calculations published by the IMF,
in terms of the averages measured in the periods
from 1995 to 2000 and from 2000 to 2005, the
median correlation coefficient, calculated on the
basis of 21 country pairs of the USA and the G-
724 increased to 0.69 from 0.55 in terms of
stocks, and to 0.8 from 0.54 in respect of bonds.
These coefficients aren't stable at all. As a com-
mon feature, they increase when financial mar-
kets decline. The asymmetry of interaction
between U.S. and European financial markets is
also worthy of mention. Twenty-five per cent of
the movements on European markets are attri-
butable to the U.S. markets (and stock account
for 50 per cent of that), whereas vice versa
(European markets influencing U.S. markets)
this ratio is 8 per cent only.25

Banks' lending propensity is weakened in
Western Europe as well, undoubtedly attributa-
ble to the European banking system's exposure
to the U.S. subprime mortgages, the re-account-
ing of off-balance-sheet items in the ledgers; the
losses incurred on securities deals, etc. There is,
however, a significant difference: With the
exception of the United Kingdom, the banking
system's prominence in economic growth is
lower in the European Union than in the United

States. Funding costs, however, have undoubt-
edly increased around the world because of
higher global risks. In real economy, business
confidence indices in the European Union are
moving hand in hand at an increasing rate with
those in the United States. Consequently, deteri-
orating business confidence in the United States
makes its mark in the EU, too. 

The USA's weight in global imports and
world GDP (the latter at purchasing power
parity, or, in other words, purged from distor-
tion effects of exchange rates and price
regimes) is around 20 per cent in either scope.
Theoretically, economic growth in the rest of
the world could offset the decline of U.S.
demand in case of a recession. According to
IMF data, the GDPs of the USA and developed
industrialised countries are not correlated
closely, recording a coefficient of 0.25.
According to a Citibank analysis, none of the
U.S. recessions since the 1970s has caused any
plunge in the growth rate of global economy,
just smaller or bigger slowdowns.26 An IMF
forecast indicates world economy growth rate
to drop to 4.1 per cent, or more recently to 3.7
per cent in 2008 from 4.9 per cent recorded in
2007.27 However, the adverse effects of U.S.
recessions have traditionally been larger on for-
eign corporate profits and share pries.

There are no subprime mortgage debtors in
the European Union, nor there are substantial
gaps in current accounts or bubbles in real
estate markets; the real estate markets of Spain,
Ireland, France, and Italy are cooling off.
However, the Economic and Monetary Union
has been hit by external shocks related to the
U.S. mortgage crisis, such as a strong euro, or
rising energy and food prices in global markets.
The balance of payments of the Economic and
Monetary Union is balanced, whereas the USA
runs a steady and large deficit. This is explained
by Germany's surplus corresponding to 6 per
cent of its GDP – and reflecting corporate sav-
ings mostly – which offsets other EMU
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economies' gap. In the other EMU countries,
corporations finance their investments on
loans at an outstanding rate, as a result of
which investments are sensitive to lending mar-
ket conditions. Excluding Germany, the
finance gap of the corporate sector (the differ-
ence between sales and expenses) was nearly 6
per cent of GDP in 2007. Corporations'
dependence on loans is remarkable because
banks play a more prominent role in corporate
funding than in the United States.28

Barring financial shocks, GDP in the
European Union would grow by 3 per cent in
2008, supported by demand on the back of
consumption generated by un upswing in
exports and business investments. Due to
external shocks, however, the expansion rate is
expected at 1.5 per cent only, with additional
strong risks pointing downwards.29 (The IMF
also projects a 1.5-percent growth rate). The
Economic and Monetary Union is able to
recover rapidly from such shocks. Many
European corporations have outstanding prof-
itability, large orders; and the governments of
many European countries have reduced their
public finance deficit at a large extent. 

Among converging Asian economies, the
USA-oriented exports of Singapore, Hong
Kong, and Malaysia account for 20 per cent of
their respective GDPs, whereas those of China
and India are just 8 per cent and 2 per cent,
respectively. The exposure of the other Asian
economies to the U.S. boom spreads between
these two extremes. With the exception of
China, banks in Asian countries are not exposed
to the American mortgage crisis. The decline in
U.S. demand for imports is partially compensat-
ed by domestic demand, and partially by exports
directed to other Asian countries. Corporate
balance sheets are healthy, there will be no need
to reduce investments, forex reserves are large,
public finance balances have surplus. In case
China's export momentum declines, a lot of
investments will make losses, and there's no

guarantee for a smooth switch from the export-
driven growth path to one based on domestic
consumption. A growth deceleration or reces-
sion would affect global growth adversely by all
means, especially other converging economies.
Overall, the U.S. crisis could reduce the GDP
growth of converging Asian economies by 1 to
1.5 per cent, which, however, could still be 6 to
6.5 per cent in 2008.30

Central and Eastern Europe is affected
adversely by the worldwide re-assessment of risks.
The yield premium of Credit Default Swap31

between June 2007 and January 2008 increased
by 26 basis points in the Czech Republic, 44
bps in Poland, 68 bps in Hungary, 86 bps in
Russia, 111 bps in Romania, 151 bps in Serbia
and Ukraine, and 220 bps in Kazakhstan. The
increase of CDS yield premiums was highest in
countries with high inflation (Ukraine, Russia,
Kazakhstan) and/or large current account gap
(Serbia, Romania).32 This indicates an increase
in external funding costs, primarily in countries
that run high external and internal imbalance.
According to an IMF forecast, GDP growth of
Central and eastern European economies will
drop to 4.6 per cent in 2008 from 5.5 per cent
in 2007.

Crisis impacts in Hungary

To date, the credit crisis has hardly affected
Hungary, because Hungarian financial institu-
tions and their foreign parents have had no or
just a few U.S. mortgage securities. Also, sub-
prime mortgages similar to those in the United
States are nonexistent in Hungary. Hungarian
credit institutions with mortgage activities
have conducted prudent lending activities.
While in the case of mortgages without income
verification the loan value runs at 90 to 100 per
cent of the appraised value of the real estate in
the USA, the corresponding ratio is 60 to 70
per cent in Hungary. This is partially attributa-
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ble to the fact that rapid collection of accounts
receivable is not supported by the current
Hungarian legislation, holding back banks
from higher loan-to-value ratios. In the
Hungarian real estate market, price increases
have not detached from fundaments, as prices
have not been driven by speculation. Real
estate prices have matched inflation in the past
two to three years. 

Rising debt ratio of retail customers represents
the main problem. Loan demand of households
has decreased a slower pace than their income.
Also, they raise their loans in foreign curren-
cies exposed to interest rate and foreign
exchange rate risks. This increases repayment
risks. Hungarian credit institutions are under
pressure by their foreign parent banks to grow,
which may lead to loan quality deterioration in
certain cases. 

However, neither is the Hungarian economy
able to evade indirect effects of the crisis. Such
indirect effects included a significant capital
extraction by foreign investors from the
Budapest Stock Exchange, and also the forint's
easing against the euro. A positive sign, howev-
er, foreign investors have not extracted capital
from the Hungarian market of government
securities; on the contrary, the portfolio of
government securities held by them increased
during the crisis.

As a consequence of the credit crunch,
worldwide liquidity is expected to decrease, as
a result of which the Hungarian scope of finan-
cial intermediaries, and through them,
Hungarian enterprises, will have to pay more
for foreign funds. Becoming increasingly com-
mon, risk aversion raises the yields of  forint-
denominated financial instruments, which has
already been evident in the forint's depreciation
against the euro and in the increase in the yields
of long-maturity government securities. 

Based on economic and financial indicators
(decreasing public finance overspending and
current account deficit, namely) Hungary's

external vulnerability is rated medium. Hungary
is threatened by financial crisis phenomena not
directly but as part of global processes as
investors' confidence gets undermined in cer-
tain converging countries (the Baltic states,
Bulgaria, Romania, Turkey, former Soviet
republics), and substantial amount of capital is
extracted. Due to investors' block approach,
the effects could be felt in Hungary, as well.
The question of how big a protection the
European Union will provide in such a critical
situation has yet to be seen.

The Hungarian real economy is affected by the
U.S. credit crisis predominantly by a slowdown
in the economic growth of its main markets,
namely the European Union and the Economic
and Monetary Union, and therefore the growth
pace of their demand for imports slackens,
which makes it harder for Hungary from the
aspect of external conditions to fuel economic
growth which has fallen on the back of correc-
tion measures implemented in 2006 and 2007.

SUMMARY, CONCLUSIONS 

Processes leading to a financial crisis are most-
ly side-effects of the progress and development
of real economy; predominantly of psycholog-
ical origin. Without greed to earn more and feat
of losses, however, risks would be avoided at a
greater extent, which, in turn, would slow eco-
nomic growth and reduce the efficiency of
resources allocation. According to former Fed
governor Alan Greenspan, speculation bubbles
are important fuel for economic development,
which monetary regulators cannot and would
not rein. Empirical analyses have shown that
countries with liberalised financial markets
develop more in the long run. Consequently,
reducing the level of integration into the glo-
bal financial market would cause growth losses. 

That said, the extent does matter. The short
term losses (unemployment, income loss)
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caused by financial crises and economic tur-
moil stemming from them put considerable
burdens on households. In Europe, stability is
valued, and governments and economic policy-
makers strive to spare market players from
boom swings seen in the United States even at
the price of allowing economic growth and
technological and structural progress fall
behind those of the United States. 

Securitisation (transferring debts into secu-
rities) as well as the resulting scores of risk
management and speculative financial instru-
ment with capital gearing (called financial inno-
vation)  played an eminent role in the develop-
ment of the subprime mortgage meltdown.
These securities and sometimes the related
derivatives were sold to a large number of
domestic and international investors in order
to diversify risks, often without identifying
actual risks. Securitisation reduced individual
banking risks related to lending, but did not
make them disappear, and – due to lack of
transparency and regulation – even increased
the entire financial system's exposure to global
shocks. The financial system was split into a
regulated and traditional section and a dynami-
cally growing, non-transparent and unregulat-
ed segment. The reduction or elimination of
this asymmetry in regulation would also make
it necessary to reconsider the operation of
credit reference entities. Regulatory authorities
should be more stringent in forcing financial
intermediaries to modify their sales-at-all-costs
system and to explain the risks of instruments
to customers in higher detail than ever. 

When managing the U.S. credit crisis, it was-
n't only recession hazards the Fed had to face
but also an intensifying inflation pressure relat-
ed to internal and external shocks (rising crude
and heating oil prices on global market, the U.S.
dollar's depreciation against major currencies,
slowing output, etc.). Tackling this twin chal-
lenge requires two conflicting measures. In this
target conflict, the Fed opted for recession pre-

vention, believing recession was the smaller
danger. It is to be noted that the European
Central Bank has no room for such delibera-
tion; ensuring price stability is its responsibility. 

In order to relieve monetary policy and elim-
inate negative side-effects of the crisis, fiscal
policy has been appreciated, which can even be
considered as the renaissance of Keynesian eco-
nomics in an altered form. Fiscal stimulus has
to have good timing, temporary impact, and
accurate aim. The fiscal stimulus plan the USA
launched did not meet these requirements.
Deploying fiscal policy as a means of crisis
management assumes long-term fiscal disci-
pline, where public debt and public finance
deficit shall be kept at a low ratio in terms of
GDP (or a slight surplus in public finance at
times of economic boom). 

Accumulated in economies with current
account surplus (oil producers and industrial
goods exporters), state-run (sovereign) asset
funds specialised in FX investments have
played a significant role in managing the U.S.
financial crisis. Acquiring stakes in financial
intermediaries with liquidity problems or
already on the verge of bankruptcy, these funds
made a short-term contribution to prevent the
financial crisis from spreading and to reduce
the pressure peak. The targets of these funds –
precisely because of being under state owner-
ship – cannot be arranged around economic
efficiency alone, and their operation is unregu-
lated. Therefore, they might increase unsteadi-
ness in the operation of the global finance sys-
tem in the long run. This in turn draws the
attention to the necessity of implementing reg-
ulations in respect of their operation. 

The financial and economic effects of the
subprime mortgage crisis are hard to quantify.
On the hand, even the magnitude of the prob-
lem is unidentified; there have been no accurate
figures of the impacted portfolio of financial
instruments in the United States and the rest of
the world. On the other hand, it is hard to esti-
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mate the implications of the financial crisis on
the U.S. economy. Thirdly, recession forecasts
– the most unstable field of economic predic-
tions – rarely hits bull's eye, requiring a gener-
ous amount of luck. On these bases, all inter-
national organisations could predict was just a
deceleration in the U.S. economic growth with
powerful negative risks.

Against the backdrop of globalisation, the
rest of the world cannot decouple from the
impacts of the U.S. credit crunch. Financial and
equity markets have to brace for the most pow-
erful spill-over effects, presenting themselves
in the form of stock market movements (high-
er volatility, dropping share prices), increasing
risk premiums, tighter lending conditions, and
deterioration of business confidence. In the
wake of the financial crisis, the economic
growth of most countries has dropped. The

economic expansion of Asian converging
countries have been hit lightest by the crisis. In
Europe, economies with large public finance
gasp and current account deficit and/or high
inflation are exposed most. Hungary's expo-
sure is regarded medium-rate, a financial crisis
will not affect her directly, only indirectly via a
wider wave of capital extraction from converg-
ing or Central and Eastern European countries
as a result of a panic in equity and capital mar-
kets. The protective umbrella offered by the
European Union membership could mitigate
implications. Driven by the U.S. credit crisis,
the slowdown in the economic growth in the
European Union, and the Economic and
Monetary Union, hinders efforts to put
Hungary's economy, which has decelerated as a
result of economic policy adjustments, on a
faster growth path.
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István Benczes – András Ürögdi

The new theory and empirics
of political business cycles

TThe lack of fiscal policy discipline and the ways to
achieve it are issues that have been in the focus 
of political and economic debates throughout 
the European Union, especially in Hungary.
Inefficient fiscal policy practices are present in a
significant number of EU countries and contrary
to other areas of the economy, the way they are
handled is far from being relieving. In the past
decades, several elements of the economic policy
have been removed from direct governmental
control, one example being monetary policy.
Albeit there is growing demand for linking dis-
cretional fiscal policy to certain rules or institu-
tional forms in order to keep governments away
from permanent deficit financing and excessive
indebtedness, there is no agreement at all on the
specific solutions to apply. It is so even though not
only economic theory but real life experiences
have shown by now that budget stabilization is an
indispensable prerequisite of sustainable econom-
ic growth.1

The phenomenon of cyclical changes in cer-
tain aggregates of the economy before and after
elections (i.e. political business cycles) has been
on the mind of economists for decades. Several
highly influential studies addressed the lack of
fiscal discipline, starting from the now classic
opportunistic (traditional) model published by
Nordhaus in 1975, through Rogoff's theory of
budget cycles published in the nineties to one of

the most significant studies released last year
(Drazen, Shi and Svensson, etc.).

Although economists researching into this
topic typically emphasize different factors in
their analyses, they all seek the answer to the
following question: Is there convincing evi-
dence that economic deflections are caused by
policy makers? In other words: Is it correct to
assume that reigning political powers (govern-
ments formed after democratic elections)
manipulate the macroeconomic position of
their country directly before elections in order
to improve their chances for reelection? It also
calls for clarification whether politicians
employ specific monetary or fiscal policy tools
to execute such manipulation.

Empirical studies pointed out that from a
fiscal policy standpoint, there are “better
behaving” and “underperforming” countries.
Therefore, it is justified to pose the following
question: How come that there is no detectable
political cycle in certain countries while in
some others the manipulation of budget policy
appears to be a constant phenomenon? Could
there be a trait that is characteristic to specific
countries or voters living there which could
show which countries are more inclined to pur-
sue political manipulation? 

During the 32-year history of the theory of
political business cycles, the majority of these
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questions have been answered successfully.
These answers rest on a solid theoretical basis
and have been confirmed by empirical test
results. One of the key objectives of our arti-
cle is to prove that albeit with the Nordhaus
study, research into political business cycles
took a rather different direction in 1975 com-
pared to current research trends, there is still
a proven continuity with present day research
efforts.2

THE TRADITIONAL OPPORTUNISTIC
MODEL OF NORDHAUS

The original model of political business cycles
was developed by Nordhaus who believed that
rational government politicians employ mone-
tary policy tools before general elections in an
attempt to manipulate real economic perform-
ance and thereby improve their chances of
reelection. After the elections, however, the
same government will have to follow a restric-
tive policy to stabilize the economy. Thus the
endeavor to maximize votes results in policy-
induced cycles. To successfully manipulate the
real variables of the economy, however, any
government has to rely on certain simplifying
assumptions.

The conditions of the model3

CONDITION 1: The basis of the model is the
short-term Phillips Curve. We assume there is a
trade-off between inflation and unemployment
on the short run and that voters are sensitive to
changes of these indicators but only to that.
This way, economic performance can be
described with the Phillips Curve as corrected
with expectations, i.e.:

1.1

where 
yt represents GDP growth, 
ŷ is the natural growth rate of GDP, i.e.

that at full employment, 

t stands for inflation over a t period, 

t
e stands for anticipated inflation over a t

period, and
is a positive (estimated) coefficient. 

This way, at specific levels of ŷ and t
e, eco-

nomic policymakers can raise the value of yt by
manipulating t.

CONDITION 2: Voters shape their inflation-
ary expectations in an adaptive manner, i.e. ret-
rospectively. Consequently, the inflationary
expectations for a t period are mainly deter-
mined by the inflation rate of the (t-1) period:

1.2
where 

0< <1, and the formula in brackets repre-
sents former estimation errors. Thus if is low
enough, inflationary expectations are always
identical to the inflation rate observed in the
previous period. Concluding from equation 1.1
and 1.2:

yt =ŷ+ [ t–(1– ) i
(t–1–i)] 1.3

i=0

Thus if an economic policymaker chooses
the right value for t, he can achieve a higher
growth rate by manipulating the inflation rate
than without doing so – and voters appreciate it.

CONDITION 3: Another condition in the
model is that the governing economic policy-
maker and his challenger are homogeneous and
their only goal is to maximize the likelihood of
being reelected, i.e. the utility for voters (vot-
ers should also be considered homogeneous).
If the preference function is known, the eco-
nomic policymaker's aggregate voting function
is as follows: 

e = (t–1)+ ( e
(t–1)– (t–1))

yt = ŷ+ ( t– t
e)
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t
Vt = ig(yt, t) 1.4

i=0

where
0< <1 is the discount factor of the economic
policymaker. 

As we can see, equation 1.4 is clearly depend-
ent upon equation 1.3 above which determines
the rate of economic growth. Put differently:
the goal of the economic policymaker is to find
a * that maximizes equation 1.4 by yt and
thereby renders him the highest achievable
chance of reelection.

The model is built on several further assump-
tions in addition to those mentioned already.

CONDITION 4: Voters are “short-sighted”,
i.e. the future is much less precious for them
than the present. When casting their ballots,
voters they base their decision on current
macroeconomic data, giving preference to high
growth and low unemployment. Due to their
short-sightedness (or myopia), voters have an
extremely high discount rate.4

CONDITION 5: The discretional steps of a
politician have an immediate impact on aggre-
gate demand; real macroeconomic variables can
be manipulated.5

CONDITION 6: The timing of elections is an
exogenous factor in the model.6

Criticism of the model

Many of the numerous assumptions which the
Nordhaus model is based on seem unlikely. First,
voters are not thinking rationally when shaping
their inflationary expectations and forming an
opinion on the governing politician's “perform-
ance”. If a politician in Nordhaus' model suc-
cessfully manipulates the GDP growth rate
before every election, he can stay in power on
each occasion (despite the unfavorable conse-
quences of manipulation), although rational vot-
ers would catch such politician in the act.

Another unrealistic assumption is that a
politician is able to control monetary policy
directly. The independence of the central bank
is now a general requirement in every democra-
cy. What especially devaluates the probability
of the model is the widely accepted conviction
that the independence of central banks is a key
prerequisite of keeping inflation efficiently
under control.7

Nordhaus (1975) published his study with
the natural conviction that “all areas of the
economy are influenced by government poli-
tics. Each decision is a choice between present
and future welfare.” (page 169) But he did not
know, for he could not know the theory which
is perhaps more famous now than the
Nordhaus model: the Lucas criticism. While
Lucas does not deny that government politics
affect each segment of the economy, he is
rather skeptical about the consequences. While
Nordhaus, in accordance with conventional
macroeconomic thinking that prevailed in the
'50s and '60s, regarded the hypothesis of the
Phillips Curve proved and thought that voters
think rationally, Lucas (and modern macroeco-
nomics that rely on rational expectations)
sharply confronted these simplifying assump-
tions. Although the denial (or at least partial
rejection) of the Phillips Curve significantly set
back the research of traditional opportunistic
political business cycles, it did not hinder
authors in their attempts to explain differences
in economic performance (between both dif-
ferent periods and different countries) along
other model specifications. 

MOVING ON FROM MONETARY CYCLES
TO FISCAL CYCLES

Empirical examinations demonstrated little
success in confirming the theory of political
business cycles implemented with monetary
means. The examinations by McCallum (1978),
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Alt – Chrystal (1983), Hibbs (1987) and Lewis –
Beck (1988) could not prove convincingly the
correctness of the 1975 Nordhaus model.
Testing a subsequent version8 of the traditional
model completed with rational expectations,
Faust – Irons (1999) looked at the USA while
Alesina – Roubini (1992) and Alesina et al.
(1992 and 1997) examined OECD countries.
Each effort yielded doubtful results concerning
the reality of the model. 

As analyses until the time had only limited
success in confirming the theory of monetary
cycles, the direction of research turned
towards fiscal policy-induced cycles in the '80s.
As independent central banks emerged one
after the other, it was no longer realistic to
assume that the holders of political power
could use monetary policy tools to achieve
their own short-term objectives. The reason-
ing behind the new direction of research was
that politicians now use fiscal policy (which is
still under their direct control) to manipulate
the economy in a way that fosters their reelec-
tion chances.

The pioneer of probably the most popular
area of new political economic research was
Rogoff who set a direction for the unfolding
new theories of budgetary cycles with his 1987
study. One possible definition of budgetary
cycles could go as follows: A regularly return-
ing, temporary fluctuation of fiscal policy
induced by elections. Its impact is especially
apparent in the size of budget deficit and/or
government debt and in the structure of public
revenues and expenditures. 

Assuming perfectly informed and rationally
thinking voters, no government manipulation
could be successful, as it would be impossible
to systematically deceit voters. Under such cir-
cumstances, election-induced fiscal cycles
could not exist either. The theory of politically
motivated fiscal cycles, however, challenges the
assumption of perfectly informed voters, stat-
ing that voters suffer from being asymmetrical-

ly informed and not from myopia (as in the
Nordhaus model). Similarly to other negative
selection models, in this scenario one party,
namely the governing powers have an informa-
tional edge over voters. The subject of infor-
mational asymmetry is the proficiency or com-
petence of politicians. 

In the model of Rogoff and Sibert (1988),
voters and politicians alike are rational and util-
ity maximizing individuals. Voters cast their
ballots on the nominee who appears to be more
competent than his opponent. Competence in
the model is defined as the ability to implement
more governmental investments at a given level
of taxes and governmental consumption. If the
competent candidate wins, the reduction of
taxes and/or the increase of governmental con-
sumption can be implemented at a lower mar-
ginal cost. However, as the competence of both
the government's economic policymaker and
his challenger is unknown, voters take taxes
and governmental consumption as a basis for
developing estimates on politicians' compe-
tence and vote accordingly.

As voters are unable to differentiate between
competence and election-induced manipulation,
they would perceive the growth of deficit as a
sign of governmental competence. It is in the
vital interest of a competent politician to accu-
mulate a deficit because that is the only way for
him to demonstrate high competence.
Therefore, the cycle boosted by fiscal policy
before elections is simply a socially efficient
mechanism for diffusing information about who
is a competent leader (Rogoff, 1990, page 22). 

In summary: In this model, equilibrium is
created by the mere existence of the fiscal cycle
itself, as the cycle convinces voters that the
economic policymaker is competent (which of
course also matches the policymaker's inten-
tion). The reason is that a positive relation
exists in the model between competence and
the inclination to manipulate: For a less com-
petent nominee, it is suboptimal to generate an



PUBLIC FINANCES 

273

election cycle, while for the competent candi-
date it is the optimal way of demonstrating his
competence.9

Most criticism against Rogoff's negative
selection model relied on the argument that the
real level of competence cannot be tested [see
in particular the criticism by Shi and Svensson
(2002a)]. Therefore, the newest, third genera-
tion theories of political business (or fiscal)
cycles assume that not only voters have little
knowledge about the competence of economic
policymakers, so do the politicians themselves.
What it actually means is that even politicians
have no idea how efficiently they would be able
to handle problems and how effectively they
would be able to spend public revenues and
create common goods. Naturally, rational vot-
ers prefer more common goods (at the same
price) to fewer goods, in other words, they
would vote fore a more productive, i.e. more
competent politician. But even then, they can
only take the current performance of the
politician to draw conclusions on his compe-
tence.

The basic dilemma outlined in third genera-
tion budget cycle models, however, is still the
same here: Voters are not able to tell which of
the following two factors play a key role in the
production of common goods: 

•the competence of politicians, or rather
•the budget deficit (excess spending). 
Naturally, a politician in power is aware of all

this, therefore he intentionally decides on
deficit financing in order to present himself to
voters as a more competent person, even if he
himself does not have a clear idea about his
abilities. Thus the political fiscal cycle model
which is based on moral risk assumes that a
politician is able to implement fiscal policy
while keeping its impact hidden from voters
until the elections.

Of course, fiscal overspending and its conse-
quences cannot remain disguised forever, they
surface after the elections. What is more, wit-

nessing the repetition of symptoms, voters will
sooner or later realize that moral risk has
become institutionalized and that rational
politicians use manipulation to foster their
reelection chances. But: As neither the voters
nor politicians have ex ante knowledge of the
candidate's competence level, politicians are
forced to manipulate fiscal performance accord-
ing to third generation models. Therefore,
assuming equilibrium, politicians would rou-
tinely overspend before elections. This budget
cycle would emerge upon each and every elec-
tion under an economic equilibrium, regardless
of the competence level of the politician in
power10 (cf. Persson-Tabellini, 2003).

Similarly to the Nordhaus model, the signif-
icance of rational opportunistic models lies in
the fact among others that they provide a the-
oretical framework for an already existing
hypothesis, i.e. that the holder of political
power makes efforts to manipulate the econo-
my with fiscal measures in order to improve his
chances of reelection. One may have a suspi-
cion, however, that if we assume homogeneous
economic policymakers in the models, the
cyclicality of fiscal variables should be observ-
able in every country, for every government has
an interest in getting reelected. This is not true,
though. While a budget cycle is detectible in
several countries, its presence cannot be proved
everywhere. Consequently, one may raise the
question: What are the factors which generate a
fiscal cycle in some countries but not in others?

THE EMPIRICAL LITERATURE 
OF BUDGETARY CYCLES

In the eighties and especially in the nineties,
mostly after the publication of Rogoff's
model, a number of empirical studies were
launched to reveal why some countries are
more “inclined” to have fiscal cycles than oth-
ers. These efforts produced different out-
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comes. The cycle was mostly detected in
developing countries. In one of the earliest
studies, Ames (1987) carried out a panel analy-
sis of 17 South American countries' data from
1947–1982 and clearly found the presence of
the fiscal cycle. Government spend increased
sharply (by 6.3 per cent) before elections while
an average drop of 7.6% was seen after the
elections. Schuknecht (1998) performed empir-
ical studies of 24 developing countries (using
1973–1992 data) and found that fiscal expan-
sion timed to the elections mostly related to
expenditures and had little influence on tax
changes. As he pointed out, the boom of pub-
lic investments was especially typical shortly
before elections. A similar conclusion was
drawn by Block (2002) whose study proved
the presence of fiscal political cycles in 44
African countries. 

These findings among others laid the foun-
dation of the popular belief that fiscal cycles are
a characteristic feature of developing countries.
This view seemed to have been confirmed by
research in developed countries which repeat-
edly found the lack of cycles there. Golden and
Poterba were one of the first authors to exam-
ine the presence of cycles in the United States
in terms of budget equilibrium, taxes, govern-
ment expenditure and transfers. Their conclu-
sion was that the ability of US presidents to
manipulate fiscal aggregates is rather limited.11

In one of the most widely known studies,
Alesina, Cohen and Roubini (1992) examined
figures of 13 OECD countries from 1960–1990
in an attempt to detect cycles and came to less
than robust findings. The same study present-
ed similarly unconvincing results for the US
after the analysis of 1961–1985 data. Later,
Alesina et al. (1997) repeated the examination
of OECD countries only to confirm their for-
mer findings: the presence of opportunistic fis-
cal cycles cannot be confirmed in developed
countries. In a study targeted at the EU 14,
Andrikopoulos et al. (2004), de Haan and Sturm

(1994) found neither opportunistic nor parti-
san political business cycles. These studies
focused on the 1970–1998 period and the eight-
ies respectively. 

The relative consensus of the nineties, name-
ly that budgetary cycles are mostly characteris-
tic of developing countries, seemed to have
been broken by the 2000s. In one of their most
frequently referenced studies, Shi and Svensson
(2002b) looked at 91 developed and developing
countries (examining 1975–1995 data) and
asked the question: Is there really a significant
difference between developed and developing
countries regarding the likelihood of cycles?
They found that the balance of the budget is
deteriorating in both types of countries before
elections, while the decrease of revenues and
the increase of governmental spend are also sig-
nificantly: in an election year, the budget deficit
would be 23% higher at an average than in a
regular year. The authors emphasize, however,
that while the fiscal cycle is a universal phe-
nomenon, its amplitude is typically lower in
developed countries. Another pair of authors,
Persson and Tabellini (2002) narrowed their
research to democracies (taking a sample of 60
of them and using data from the 1960–1998
period). They detected very strong fluctuations
on the revenue side. 

The new and surprising result that fiscal pol-
icy cycles are present in both developed and
developing countries was explained or criti-
cized by various authors basically from two
viewpoints. In one approach, it is the age of
democracy while in the other it is the quality of
democracy (or that of the political-institution-
al system) that plays the role of the explaining
factor. Both approaches focus on the same
question though: Under what conditions do
politicians find the manipulation of fiscal poli-
cy an attractive and, more importantly, a feasi-
ble option?

Obviously, politicians consider manipulation
attractive if it helps them retain power. The
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issue of feasibility, however, calls for a more
delicate explanation. The reason is that second
and third generation rational and opportunistic
models showed that the ability to manipulate
(i.e. feasibility itself) principally depends on
the depth of informational asymmetry.
Therefore, what needs to be clarified is the fol-
lowing: What factor causes the extensive vari-
ances of informational asymmetry (and in the
ability of manipulation) between different
countries and different periods? 

Drazen and the hypothesis 
of new democracies

Among others, Allen Drazen (2000a; 2000b)
attempts to provide a satisfactory answer to the
question above. His hypothesis is relatively
simple: we find fiscal cycles in the so-called
new democracies while the systematic manipu-
lation of fiscal policy before elections is not
typical in countries with a mature democratic
system. According to Drazen's preliminary
assumption, voters in new democracies do not
(yet) know the functioning of the election sys-
tem. They do not understand the motivations
of politicians and cannot detect economic pol-
icy manipulations. Consequently, the power
holder in a new democracy has all reasons to
believe that he can improve his chances of
reelection if he is able to affect fiscal perform-
ance temporarily.

The joint 2003 study of Drazen and Brender
was based on a data sample of 68 democracies
taken from the 1990–2001 period. The authors
intended to prove that the formation of fiscal
cycles is (exclusively) due to the fact that
democracy is relatively new in a specific coun-
try.12 The examination had multiple phases.  In
the first round, only OECD countries were
selected into the sample. Greece, Spain,
Portugal and Turkey “earned” the “new democ-
racy” label. First, researchers took the full sam-

ple and successfully detected the cycle in it in
terms of budget equilibrium, budget expendi-
tures and revenues. When they removed new
democracies from the sample, the cycle disap-
peared. In the second phase, all (68) countries
were added to the sample and the authors
found strong cyclicality again. The removal of
new democracies, however, repeatedly resulted
in the disappearance of the cycle. In the next
step, they controlled for fiscal variables that
depend on the age of democracy and examined
if variables that relate to the quality of democ-
racy can remain significant.13 They found that
after controlling for the variables, the attrib-
utes which grasp the quality and strength of
democracy are no longer significant. More pre-
cisely, what appears to cause a cycle in “weak”
democracies is that most “new democracies”
fall in this category and (due to the very same
reasons) there are no “new democracies”
among “strong” democracies.

The primary significance of Drazen's work
lies in the fact that his approach seems to help
extinguish the contradiction between the theo-
retical assumption of rationality and empirical
data (i.e. why do rational voters support politi-
cians who generate cycles?): In the new democ-
racies, voters “support” an economic policy
which generates cycles not because they are not
rational but because they do not have sufficient
access to quality information that could help
them see through the manipulation. Voters in
these countries are not experienced enough.
They have not yet gone through a sufficient
number of elections to understand the nature
of election-driven manipulation. After a certain
amount of time, voters “learn” the rules of the
game (i.e. they recognize fiscal manipulation)
and become able to punish cheating politicians.
This way, no government will have an interest in
generating cycles. In Drazen's model, the
process of learning by doing plays a key role.
Voters learn the hard way that power holders in
a democracy employ a wide range of opportu-
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nities to foster their reelection. According to
Drazen's examinations, four political cycles are
usually sufficient for the average voter to
“learn” the economic policy of elections and to
understand that fiscal manipulation by power
holders does not go hand in hand with actual
welfare improvement.

Context dependence and political
budget cycles

But is it really just a matter of time for a coun-
try to get rid of fiscal cycles and purposeful
political manipulation? The latest results of
research into political business cycles suggest
that in addition to time, a proper political-insti-
tutional environment also plays a key role in
reinforcing what Drazen called learning by
doing. More and more authors focus their
examination on the quality of democracy
instead of its age. Drazen himself did not ques-
tion the importance of institutions either. In
his opinion, new democracies still do not have
the institutions that could provide their voters
with the necessary information (e.g. govern-
ment-independent research institutions or
independent media units that can assess gov-
ernment decisions and help make them trans-
parent). While in Drazen's approach time
resolves everything, authors who emphasize
the importance of the political-institutional
background say that the frequency and depth
of fiscal manipulation upon elections principal-
ly depend on the context in which the politi-
cian shapes the economic policy. 

As Robert Franzese pointed out in his review
(2002), politically inclined fiscal cycles receive
the biggest empirical support when their con-
text dependence is realized by researchers. In
other publications Franzese came to the con-
clusion that the size, frequency and scope of
fiscal cycles are explained by differences that
are observable in

•international and domestic, 
•political and economical, and 
•institutional, structural and strategic con-

texts.14

Thus it is the diversity of the institutional-
political conditions that have a meaningful
impact on the opportunities and actions of
decision makers. Small and open economies
supply a well-know example. Politicians in
these countries have a lot more limited maneu-
vering space for shaping their economic poli-
cies than their counterparts in closed
economies. Therefore, the probability of cycles
generated with the purpose of manipulation in
small countries is significantly lower [see in
particular the writings of Adsera, Boix and
Payne (2003), Clark and Hallerberg (2000) and
Clark (2003)]. 

In their already quoted empirical work, Shi
and Svensson (2002b) found that the forma-
tion of cycles is more likely in countries where
the accountability of power holders is low, as in
this case politicians may realize significant
gains. This way, cycles will become typical in
countries where only weak barriers exist in the
way of gain-hunting by power holders – the
respective institutions do not pose any limita-
tions on it. Therefore, the authors render a key
role to the stability of democratic institutions.
According to their research, the likelihood of
fiscal manipulation is higher in weak democra-
cies and lower in strong, stable democracies.
The authors consider the weakness of a democ-
racy correlating with the level of freedom of
accessing information. 

Gonzales (1999) examined the data of 43
countries from 1950 – 1997. He also came to
the conclusion that the existence of fiscal
cycles is dependent upon the strength of dem-
ocratic institutions, or more precisely, on the
extent to which the politician can misuse his
power. Surprisingly, they found the strongest
presence of political cycles in medium-strong
democracies.  



PUBLIC FINANCES 

277

In relation to Africa, Latin-America, and the
CIS countries, Block (2002) notes that these
are regions with extremely weak political and
economical institutions. Therefore, there is a
high probability that political business cycles
will appear. Schuknecht (1998) cites similar
arguments while Hallerberg (2002) is of the
opinion that in countries with relatively few
veto players, i.e. where the political contest is
lukewarm (especially in developing countries)
politicians typically gravitate towards mone-
tary expansion. In countries with many veto
players (like developed states), fiscal cycles are
dominant. 

At the same time, the pioneers of new polit-
ical economics, Persson and Tabellini (2003)
did not focus on the strength of democracies
and the stability of institutions. Instead, in line
with their former work, they named the differ-
ence between political and election regimes as
the reason of variances in the presence and
intensity of political cycles. In their study they
argued that the dominance of the presidential
system in a country positively correlates with
the likelihood of fiscal cycles.15

A new direction of the contextual depen-
dence of fiscal cycles is presented in the writ-
ings of James Alt and his associates. Alt and
Lassen (2006) selected 19 OECD (i.e. devel-
oped) countries in their sample and were
unable to reject the hypothesis that political
fiscal cycles exist. The authors clearly blamed
the lack of fiscal transparency for the emer-
gence of manipulation, saying that a fiscal bal-
ance cycle was detectable in countries where
institutions are less transparent, while coun-
tries with no pre-election fluctuations are char-
acterized by high transparency (page 531). Alt,
Lassen and Rose (2006) carried out a panel
check of US states and came to a similar con-
clusion: the intensity of the political business
cycle decreases with stronger transparency. 

What renders decisive importance to fiscal
transparency in the theory of political business

cycles? Transparency becomes relevant if there
is no perfect and complete information. For
transparency strengthens discipline and
accountability, thereby improving the credibil-
ity of the economic policy and eliminating
uncertainty. With the establishing of trans-
parency, voters, the media and financial mar-
kets can assess the consequences of the gov-
ernment's economic policy decisions, creating
an obvious link between economic policy
results and the person and actions of the deci-
sion maker. By reducing asymmetrical access
to information, the strengthening of trans-
parency also reduces opportunities for gain
hunting, making fiscal manipulation less
attractive for decision makers. 

Yet the revaluation of transparency is not
merely a consequence of the recognition that
non-transparent conditions foster informa-
tional asymmetry. Instead, it is more of a result
of the increasingly popular conviction that
institutions themselves (budget planning,
budget approval and budget implementation
among others) play a decisive role in the shap-
ing of economic policy decisions and even in
actual fiscal performance [see in particular the
writings of Alesina and Perotti (1996), Hagen
(1992) or Kopits and Craig (1998)].16

In this approach, institutions function as
external circumstances in the shaping of eco-
nomic policy decisions. It is not surprising
therefore that some authors expect institution-
al reform, e.g. the strengthening of transparen-
cy in the fiscal process, to reduce information-
al asymmetry and restore fiscal discipline. The
change in the rules of the game (may) create a
new institutional environment in which com-
munity welfare is growing. Hagen put it as fol-
lows (1992, pp. 54–55): “our findings suggest
that the institutional reform of the budget
process is a possible and encouraging way of
establishing fiscal discipline. Naturally, it does
not mean that every reform has necessarily an
impact on decision makers [...], but [...] a suit-
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ably executed institutional reform may help
greatly the executive power and legislation in
reaching a consensus about the importance of
imposing stronger fiscal discipline.”17

If we accept that higher transparency in
budget preparation, acceptance and execution
increases welfare, we should also ask the ques-
tion: Why this guideline is not set as a basic
rule everywhere? The answer was provided
among others by Alesina and Perotti (1996)
who claimed that this move is simply not in the
interest of policymakers, as informational
asymmetry gives power holders a strategic
advantage over voters. 

Still, reforms happen time to time.
Obviously, the strengthening of transparency
is not in the interest of a politician who is per-
sonally responsible for a negative shock (e.g. in
the form of a high deficit or sovereign debt). In
this case, the undisciplined politician has no
interest in revealing his actions and their poten-
tially negative consequences. Therefore, the
“deceiving” politician attempts to prevent vot-
ers from finding a link between the actions of
the incumbent government powers and the vis-
ibly low effectiveness of economic policy. In
the other scenario, however, when a new gov-
ernment is elected, the fresh starters might
have an interest in strengthening transparency
even in an institutionalized form through legis-
lation, because this way they can refer all liabil-
ities to their predecessors, giving themselves a
chance to start their term in power with a clean
record. 

CLOSING WORDS

The theory of political business cycles and the
demand for finding empirical evidence of it
continue to keep researchers and political deci-
sion makers excited about the topic. With its
numerous simplifying assumptions, the tradi-
tional opportunistic model of Nordhaus is

more of a benchmark today than a referential
basis. Still, second and third generation oppor-
tunistic models keep the suspicion alive that
fiscal policy regularly becomes a victim of
manipulations in pre-election times. The ques-
tion of “how” remains an empirical issue.

What researchers seeking to reveal the cause
of political business (or fiscal) cycles have in
common is the question they ask: Under what
circumstances do politicians find the manipula-
tion of fiscal policy not only desirable but fea-
sible? In this brief overview we argued that the
ability of manipulation (in fact feasibility itself)
depends of the depth of informational asym-
metry. Therefore, the amended question goes
as follows: What causes the differences in
informational asymmetry (and feasibility)
between individual countries and different
periods?

What can be good news for the transforming
countries of Central and Eastern Europe is
what we found out after Allan Drazen, namely
that cycles are part of a maturing process. As
voters learn the nature of policymaking, so
decreases the likelihood of fiscal policy manip-
ulation before elections. Some doubt is cast on
this argument though, as after the selection of
eurozone members in 1997 and the start-up of
GMU in 1999, fiscal cycles reappeared in long-
time EU countries. Without exception, these
countries are economically developed and can
be regarded as “old” democracies. Having
examined indicators from the 1999–2002 peri-
od, Buti and van den Noord (2003) concluded
that while following a strict macroeconomic
policy was considered highly important in
Europe during the nineties (as member states
were heading to the GMU),18 the motivation
disappeared after membership was gained and
politicians returned to manipulating fiscal poli-
cy variables. Mink and de Haan (2006) used
1999–2004 data to detect the use of expansive
fiscal policy upon elections. Please refer to
Table 1 for figures.
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Therefore, the conclusion of our study is
that besides the age of democracies, their qual-
ity (especially the transparency of the fiscal
bargaining process) also plays an important

role in breaking down politically induced fiscal
cycles. We are convinced that the approaches
reviewed herein do not set off but rather com-
plement each other.

1 Read more about this approach in Erdõs, 2000

2 The purpose of this paper is to present certain sub-
optimal fiscal policy behaviors and the potential
responses to them. Therefore, we exclusively deal
with the opportunistic approach to political business
cycles, not endeavoring to assess the “partisan” mod-
els of the theory. Similarly, we stay away from exam-
ining the economic policy of non-democratic coun-
tries as their fiscal policy makers are not directly
accountable to voters (as far as we consider elections
in a democracy a way of “holding policymakers
accountable”). Summaries of the partisan models are
provided , among others, in the works of Alesina,
(1987), Alesina et al. (1997), Alt and Chrystal
(1983), Hibbs (1987), Mosley (1984), Tufte (1978)
and – in Hungarian – Mellár (1997).

3 In this discussion, we follow the simplifications of
Gautier (2001) and Alesina et al. (1997).

4 This assumption means that voters can be deceived
again and again through the manipulation of the

inflation rate because they are unable to learn from
their mistakes. Consequently, a government which
regularly employs an expansive pre-election eco-
nomic policy and a restrictive post-election econom-
ic policy can effectively manipulate the economy and
get away with it. 

5 In the Nordhaus model, manipulation explicitly
relates to monetary policy. Fiscal policy does not play
a role in the traditional opportunistic model. 

6 Nordhaus did not cite this as a condition in his writ-
ing published in 1975 because the fixed timing of
elections was an obvious factor in the USA. Later,
however, Alesina and Roubini (1992) pointed out
that the implicit assumptions of the traditional
opportunistic model should include this condition as
well. The reasons for this were outlined among oth-
ers by Ito and Park (1988, page 234) in their “oppor-
tunistic government hypothesis”. The point of this
theory is contrary to the Nordhaus model, its not
economic variables that governments directly manip-
ulate. Instead, they wait for the supply shock of the

Table 1 

BUDGET BALANCE IN EMU MEMBER COUNTRIES, 1999–2004

1999 2000 2001 2002 2003 2004 Election Non-election All
year year year

Austria –2.3 –1.5 0.3 –0.2 –1.1 –1.3 –1.3 –0.9 –1.0
Belgium –0.4 0.2 0.6 0.1 0.4 0.1 0.0 0.3 0.2

Finland 2.2 7.1 5.2 4.3 2.5 2.1 2.4 4.7 3.9

France –1.8 1.4 1.5 –3.2 –4.2 –3.7 –3.2 –2.5 –2.6

Greece –3.4 –4.1 –3.6 –4.1 –5.2 –6.1 –5.1 –4.1 –4.4

The Netherlands 0.7 2.2 –0.1 –1.9 –3.2 –2.5 –2.6 0.1 –0.8

Ireland 2.6 4.4 0.9 –0.4 0.2 1.3 –0.4 1.9 1.5

Luxembourg 3.4 6.2 6.2 2.3 0.5 –1.1 1.2 3.8 2.9

Germany –1.5 1.3 –2.8 –3.7 –3.8 –3.7 –3.7 –2.1 –2.4

Italy –1.7 –0.6 –3.0 –2.6 –2.9 –3.0 –3.1 –2.2 –2.3

Portugal –2.8 –2.8 –4.4 –2.7 –2.9 –2.9 –2.8 –3.3 –3.1

Spain –1.2 –0.9 –0.5 –0.3 0.3 –0.3 –0.6 –0.4 –0.5

Note: deficit figures of election years shown in bold print; the last three columns contain averages.
Source: Mink and de Haan (2006)

NOTES
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private sector so that they can call elections at a time
of economic prosperity, cherishing better chances of
reelection.

7 For in the case of “Fiscal dominance”, the central
bank is forced to take suboptimal steps due to infla-
tionary pressure from the government. See more in
e.g. Kißmer, Wagner (1998).

8 Persson – Tabellini (1990) attempted to rework the
classic Nordhaus model in line with new require-
ments. E.g. they assumed that voters have rational
inflationary expectations, meaning these expecta-
tions take into consideration all information available
at any given time and thus they are not only based on
equation 1.2. Specifically, ?et = E(?t|It-1), where It-
1 means all information available in the (t-1) period.
Furthermore, voters look ahead and not back, i.e.
they always make decisions based on expected utility
which means that the economic policymaker is
forced to weight the future consequences of his deci-
sions. One deficiency in the Persson-Tabellini (1990)
model is, however, that it continues to assume direct
governmental control over monetary policy which
follows one of the basic assumptions in the original
Nordhaus model.

9 This model differentiates between two levels of com-
petence: high and low. Before elections, the compe-
tent candidate wants to demonstrate the (high) level
of his abilities to voters (and at the same time increase
his chances of being reelected) by engaging in expan-
sive fiscal policy which is less costly for him than for
a less competent politician. Therefore, if the deficit is
growing before elections (which functions as an indi-
cator), voters perceive it as a sign that a competent
politician is in power who should be reelected. At the
same time, if incompetent politicians are in the gov-
ernment, they would not send a signal before the
elections, i.e. they would not increase the deficit. 

10 Remember that in the second generation Rogoff-
Sibert-model, pre-election deficit increased only if
the candidate in power was a competent one. The
reason is that a politician with a low competence
level did not employ fiscal manipulation.

11 The authors could detect cyclicality only in the case
of transfers but not for the other variables. See
Golden and Poterba (1980) 

12 It is important to emphasize that the authors con-
sistently assumed rational voters even in new
democracies. 

13 The robustness of attributes attempting to grasp the
quality of democracy are discussed later herein.

14 Franzese and Jusko (2005)

15 It should be noted that in the majority of so-called
new democracies, especially in CIS countries and
Latin America, the presidential system is dominant.
Therefore, the findings of Persson and Tabellini are
not necessarily in irreconcilable contradiction with
the conclusions in Drazen's writings referenced
herein.

16 By fiscal institutions we mean all rules and regula-
tions which serve as a basis for budget planning,
approval, implementation and checking. Therefore,
the notion of fiscal institutions refers to the com-
plex set of formal and informal rules used in the fis-
cal process.

17 Supporters of high transparency often emphasize
the importance of the strict use of fiscal rules in
addition to that of fiscal procedure reform. In their
empirical work, Alt and Rose (2006) pointed out
that election-induced budget cycles are much less
likely to occur in states where formal, numerically
defined rules are applied. Having conducted an
examination of US member states, the authors
point out that fiscal rules have the highest disciplin-
ing power. In a review, Kopits (2004) came to the
same conclusion and added that even fiscal rules are
not a magic elixir: their success depends on politi-
cal-institutional incentives. In an EMU context,
among others Milesi – Ferretti (2004) examined the
relation between transparency and fiscal rules. His
model assumed myopia-struck politicians and con-
cluded that under high transparency, rules urge
politicians to implement real corrections in order to
achieve the fiscal balance targets set in the Stability
Pact. Amidst low transparency, however, the rules
are counter productive because they only foster cre-
ative accounting. At the same time, Drazen (2004)
turned the argumentation of Milesi – Ferretti upside
down by stating that creative accounting practices
which gain ground in countries with fiscal policy
rules paradoxically prove the effectiveness of those
rules: Politicians rely on creative accounting tech-
niques because they are worried about the (political
and economic) consequences of their not abiding
by the rules.

18 We can interpret it as a kind of a competence indi-
cator: A government which is unable to make its
country eligible for the eurozone is incompetent. 
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László Vértesy 

Man's registered debts

TThe purpose of this study is to analyse and present
the position and judgement of private individuals
and private entrepreneurs – as debtors – in the
sphere of economy and in the society. This docu-
ment sheds light on the exposed position of
debtors, while providing both easily comprehensi-
ble and professional guidelines to the participants
of the Hungarian lending market on either side.
Because law and lawyers should not consider
individuals as subjects and contracting parties
only, but as persons with dignity – untouchable
essence –, personality and privacy, all of which
represent universal human values in all fields of
life, and, accordingly, in lending relations, too.
From this point of view, key significance is
attached to presenting the regulations on debtor
lists – urged by financial institutions –, as well as
the related issue of data protection, enhanced by a
brief presentation of historical and technical
antecedents. 

Registration of debtors goes well back in his-
tory, to the beginnings of money and banking
services. Data are recorded on lending banks
from the ancient Kaldean empire from 2300
B.C. As early as at that time, a record was prob-
ably kept on which customers were worthy of
credit, and which ones did not comply with
their obligations. It is the history of ancient
Greece where we see the best-known measure
that assumes comprehensive registrations.

Solon ( ), elected archon ( in 594
BC for a year with unlimited power, introduced
as one of his first measures the shaking off of
burdens or seisachteia ( , which
meant concurrent and full cancellation of all
debts.1 Another historical reference to a debtor
register – at the time of the Roman Republic in
367 BC – is a provision of a law motioned by
tribunes C. Licinius Stolo and L. Sextius
Lateranus: 'de aere alieno' ruling that any inter-
est paid must be deducted from the principal,
and that any further outstanding principal debt
must be repaid in equal instalments for three
years.2 A similar solution is seen in the third
book of Moses, which decrees that debts must
be waived in the year of jubilee blowing of
trumpets recurring every fifty years. Medieval
customs and registration systems are accurate-
ly reflected by stigmatisation for example in
the form of the 'cap of shame'. The lender was
allowed to force insolvent debtors to wear a
green hat all the rest of their lives, and if the
debtors appeared anywhere without the hat,
they were imprisoned.3 The credit information
systems as we mean today evolved only as late
as in the 1980s in Western Europe.4

Participants of the credit world today use
debtor lists combined with two attributes: neg-
ative or positive, depending on whether only
defaulting debtors are registered, or every
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debtor. Both types raise a number of economic
and legal problems – particularly in terms of
constitutionality, data protection and civil law. 

DEVELOPMENT OF DEBTOR LISTS 
IN HUNGARY 

Traditionally, the most typical active engage-
ment of credit institutions is lending credits,
where contracting is preceded by a thorough
examination of the customer, called credit
assessment. Between the world wars, banks
used so-called credit notification letters to
cater for this issue.5 In such a letter, the credit
institution inquired about their potential
client's financial standing, reliability, business
character, reputation, etc. from the future
client's customers. This solution was fairly rea-
sonable because it yielded a comprehensive
first-hand view of the loan applicant's econom-
ic standing as seen by direct business partners.
Frauds were also possible even in these circum-
stances, moreover, a credit notification repre-
sented no liability whatsoever, but the business
morale of the time was utterly different from
today's, and integrity was much more palpable
in the day-to-day business of enterprises. In
view of that, the mechanism of loan assessment
wore off in the decades of socialism, and was
assigned only slight significance, and had no
established practice or a set of criteria after the
regime change in Hungary – in the young two-
tier banking system -; consequently, these fac-
tors also contributed considerably to the crash-
es and bank consolidations of the time.6 A
peculiar solution to this problem was repre-
sented by credit insurance, when an insurance
company vouched for the customer in case of
non-payment for a certain fee, as shown by the
practices of the State Insurance Company
(Állami Biztosító) in the 1980s and ÁB-
Generali in the 90s. For this insurance type
mostly used with consumer loans, the insur-

ance company paid the bank instead of the cus-
tomer on the latter's default, which meant that
the bank was compensated. 

Bank crashes generally result from impru-
dent loan extensions, or, from the opposite
aspect, from insolvent debtors; frauds and
other crimes are only encountered as an excep-
tion.7 Parallel to that in the 1990s, Hungarian
credit institutions – adopting western examples
– started to set up and keep debtor lists, wish-
ing to make the contents thereof available to
one another. The key point was to reduce lend-
ing risk, which assumed efficient and mutual
exchange of information among credit institu-
tions on indebtedness, solvency and willing-
ness to pay of loan applicants. Even at that
time, the idea of setting up a central registra-
tion emerged, which required a uniform legisla-
tive background to ensure legal and effective
operation of such a system. 

The initial problems surfaced around the
protection of personal data and the method of
implementation among financial institutions.
The Constitution and the data protection act
establish strict rules on the protection, han-
dling and disclosure of personal data. At the
same time, also credit institutions used the pro-
tection provided by civil law to business and
banking secrets as a reference. Each would have
been breached in the absence of a change in the
legislation. The banks as data providers initial-
ly did not wish to disclose all their problematic
and difficult cases to one another and the pub-
lic – for obvious reasons – as those could have
shaken public confidence in them and deterio-
rated their reputations and trustworthiness.8

The other side of the coin is that – as users –
they are precisely interested in a more com-
plete and detailed registration, as only a reliable
registration can provide efficient help on deci-
sion preparation. Establishment of the legal
background at that time affected the standard
text of Act LXIX of 1991 on financial institu-
tions and activities of financial institutions
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(AFI). The modification was adopted by the
National Assembly in October 1993, and, as a
result, eight leading banks9 founded Interbank
Information Services Plc. (Bankközi
Informatika Szolgáltató Rt.) on 15th February
1994 in the form of a private limited company.
Finally, as of 28th June 199510, the Interbank
Debtor and Loan Information System (known
as BAR) commenced operation. Establishment
of such a centralised registration initially repre-
sented a major challenge to the Hungarian data
providers of the time – considering the current
facilities and development of information tech-
nology –, as they were required to record loads
of information quickly and accurately, and
ensure easy access and usability at the same
time. The first system to start operation was
the central system (BAR KR); later, end-point
interface (BAR IR) systems were also installed.
It was only after this point that an initial popu-
lation of the database could take place,11 and
query facilities were also phased in. Within a
relatively short time, a database with a usable
volume of data was set up. Subsequently, minor
financial institutions, savings and credit associ-
ations also joined. By mid-1996, all the partici-
pants of the current lending market were con-
nected to the registration, and by the end of
year, the loan contracts database of enterprises
could be considered complete.

Originally, BAR was only allowed to contain
data on enterprises, given that the legal back-
ground of the time prohibited any registration
of personal data of natural persons, and com-
mercial banks also stayed away from this line of
business; actually, OTP ruled this market
alone. Requirements of the lending market,
however, urged extension of the registration to
natural persons due to similar problems seen in
retail lending. 

This issue, on the other hand, raises an indis-
pensable examination of the issue from a consti-
tutional aspect. Section 59 of the Constitution
decrees that protection of personal data is a fun-

damental right of citizens, and as such, its
restriction may only be in line with the principle
of a constitutional state – observing the provi-
sions of the Constitution and the legal practice
of the Constitution Court –, on condition that
it does not affect material content of any of the
fundamental rights;

•its aim is to protect another fundamental
right or obligation;

•public interest justifies restriction of this
right;

•the aim cannot be achieved in any other way;
•the restriction is suitable to achieve the aim.
A negative debtor list meets the above crite-

ria, as it enables improved safety for the
Hungarian market economy and lending
sphere. On the other hand, the interests, the
right to private property and its protection of
both financial institutions and their customers
also justify preventing those listed in such a
database from accumulating further debts,
endangering the situation of compliant partici-
pants of the lending market. As a result of that,
pursuant to an amendment to Act CXII of
1996 on credit institutions and financial enter-
prises (ACIFE) in 1997, the data of natural
person debtors having accumulated outstand-
ing debts through a contract breach have been
added to the system as of 199812. It was in the
same year that joining this system was made
mandatory for financial institutions pursuing
certain activities. Later – although to a more
limited extent, compared to banks,13 – the
Student Loan Centre also joined the BAR sys-
tem; consequently, breaches of payment obli-
gations stipulated in student loan contracts
specified in a dedicated provision of law are
also subject to the same uniform legal condi-
tions as for other debts. 

In May 2003, a major change took place in
the group of shareholders of Interbank
Information Services Plc., when GIRO
Elszámolásforgalmi Rt. became the sole owner.
The most comprehensive reform to the system
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was performed under the ACIFE amended by
Act CLXXXVIII of 2005. A highlight of this
change to legislation was that the legislator
broadened the obligation of notification for
credit institutions. The main reason for its
necessity was that the commissioner for data
protection received a number of complaints –
mostly at the time of the “great housing loan
application fever” in 200314 – concerning the
fact that a considerable percentage of debtors
only found out that they were included in the
debtor list when they were refused another
loan application with reference to that. In addi-
tion, customers also objected to being unable
to obtain data or being posed difficulties on
doing so; in the event of their erroneous or
incorrect inclusion, no appropriate system of
legal remedies was available to them. According
to the amendment, banks are required to
inform the debtor of the consequences of their
default in writing prior to concluding the loan
contract, moreover, in the event of a subse-
quent non-payment, the customer must be
informed of the consequences of their default
thirty days before being listed. Parallel to that,
the system was developed even in the same
year, which resulted in a new form of query
facilitating better processing of a credit report
and clearer representation of customer details,
also catering for handling different name ver-
sions of natural persons. 

THE CENTRAL CREDIT INFORMATION
SYSTEM

As of 1 January 2006, the official name of the
registration was changed to Central Credit
Information System (referred to as KHR). The
basic rules are specified in chapter XX/A of the
ACIFE. According to a definition laid down in
law, KHR is a closed-system database with the
aim of promoting and improving the safety of
business activities, lending and customer rating
activities of financial institutions, in addition to
further reducing lending risk through authentic
reference data15 – defined and taxatively listed
by law – sourced from reliable registrations. In
2002, the KHR recorded approximately 1.220
million cases of default (1.1 million of which
were corporate, 120 thousand retail) by a total
of approximately 155 thousand debtors (of
which 80 thousand corporate, 75 thousand
retail). The number of queries per month
exceeds 27 thousand (7 thousand corporate, 20
thousand retail).16 By the end of 2006, the
number of private individuals exceeded 370
thousand, with a total number of retail defaults
surpassing 550 thousand. The company oper-
ates a quality management system that com-
plies with standard MSZ EN ISO 9001:2001.
Currently, more than 400 domestic financial
institutions17 are connected to the database.
(See Table 1)

Table 1

PARTICIPANTS OF THE KHR IN 2006 AND 2007

Form of financial institution 1 January 2006 1 March 2007
Banks 29 33

Specialised lending institutions 7 7

Financial enterprises 212 232

Savings cooperatives 167 155

Credit associations 5 5

Investment enterprises 4 5

Other 0 7

Total 424 444

Source: based on http://www.bisz.hu/bisz_felhasznaloklistaja.php 18
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Based on a licence issued by the Hungarian
Financial Supervisory Authority, the exclusive
operator is Bankközi Informatika Szolgáltató
Központi Hitelinformációs Zrt. (BISz Zrt.),19

which complies with the conditions stipulated
in the ACIFE.20 The nucleus of this system is a
central unit installed at the head office of BISz
Zrt., interfaced to the data providers as data
entry points, and also to the users. BISz Zrt.
installs the interface, and trains the persons eli-
gible or required to use it. Connection to the
head office is only possible via a defined com-
munication channel, using the appropriate
password, which eliminated the problems and
risks related to data traffic via the Internet.
Rules that provide guarantee are: KHR oper-
ates with equal conditions for all connected
financial institutions, it may only accept refer-
ence data delivered by them, and it may only
deliver reference data managed by them to the
supplier of the reference data; furthermore, a
record is kept by both the data suppliers and
BISz Zrt. on each data delivery and data request
in terms of contents, time and fact. The entered
data can only be modified by the data providers
on compliance with pre-defined rules. The
stored information is supplied to querying
users, also according to strict requirements.
Actually, participants of the lending and money
markets connected to the system are data
providers and users concurrently. However,
these two notions do not fully overlap, as a
portion of the organisations carry out activities
that are not required to be registered in the
KHR; they mostly join the system for a refer-
ence element. The other group includes those
that only maintain business relations with a
couple of enterprises; consequently, queries are
hardly used subsequent to contracting and data
supply. 

The keeper of the registration is furthermore
responsible for complete and up-to-date regis-
tration of data, and the completeness and con-
tinuous maintenance of the database. However,

this list does not give rise to the requirements
of authenticity and accuracy, which should be
basic elements of a reliable system. A lack of
authenticity can be explained with fraudulent
debtors, but even in this case, certain facts (e.g.
public instruments and the contents thereof)
must be accepted as true until proved other-
wise. This means that BISz Zrt. is not answer-
able for the authenticity and reliability of data,
which may question justification of existence
of the whole system. The obligation to ensure
an up-to-date status lies with the data provider,
who is required to enter any change into the
system within 5 working days. Reference data
are handled for five years, and then irrestorably
deleted by BISz Rt. In connection with this,
the data protection commissioner was
informed21 in 2005 that data were archived in
the KHR for another five years after the lawful
five years were up, in a way that ensures inac-
cessibility for suppliers of lending data, but can
be retrieved and disclosed to courts and the
public prosecutor's office for evidencing pur-
poses on written requests. The ombudsman
called on BISZ Zrt. to refrain from the planned
data handling on the one hand, and to discon-
tinue illegal data handling on the other hand.
Finally, the data handler, having accepted the
stance, has made the necessary measures. It is
worth calling attention to the fact that the
abovementioned legal period of five years starts
when the debtor repays their debt, or when the
queuing of the contract or receivables is termi-
nated, or when data are disclosed due to frauds
or crimes.

The most important point is that subjects
cannot attain removal from the KHR through
subsequent compliant behaviour or contractual
performance. From this aspect, subjects on
passive and active debtor lists22 are distin-
guished; the former include those that have set-
tled their debts, while the latter ones that have
not. Certainly, on applying for subsequent
loans, banks also consider this, as being listed
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on the negative list does not suggest an auto-
matic rejection of the loan application, because
the particular credit institution always decides
on the application using their own internal cri-
teria for deliberation. Accordingly, these loan
products are not as favourable as seen in the
media. Those listed can select from a number
of options on applying for another loan: a close
kin signs the contract, or they can provide
another collateral (particularly real estate), or
use expensive Austrian loans or private loans
(typically usurers). Austrian loans are the best-
known ways to solve this problem; however,
caution and prudence must be exercised with
foreign contract elements, this is why the first
two solutions can be recommended more. 

The Central Credit Information System
consists of three parts:

•details of data suppliers;
•details of natural persons;
•details of enterprises.
Logically, the latter two subsystems consti-

tute the debtor list. Registration of data suppli-
ers is important because KHR may only
request and disclose reference data from and to
those within the system. The legal rules of
being listed are different for private individuals
and enterprises. A shared feature is that the
debts must be related exclusively to the follow-
ing transaction types: loans,23 borrowings;
financial leasing; cashless means of payment;
co-signing or assuming bank guarantees.
Listing of natural persons due to their debts –
which must be considered typical in case of a
debtor list – may only take place if they meet a
set of criteria: being in arrears for over 90 days
continuously with an amount of the minimum
wages as of the starting date as a minimum.
This deadline is sufficient to settle a debt, how-
ever, the amount is relatively low, considering
that the current minimum wages as of 
1 January 2008 amount to HUF 69 000 per
month only. An overdue loan debt entails other
burdens as well, which increase the debt

through late payment interest, bank procedure,
costs of foreclosure, and, in the event of a
transaction secured by a collateral, there is also
a potential of losing the collateral (typically real
estate). So, due to minor lapses of attention or
being hindered, the loan applicant may easily
end up on the debtor list for five years – as
mentioned above. Other cases are associated
with crimes or fraudulent behaviour: 

•disclosing false data; 
•using false or forged documents; 
•fraud with cashless means of payment. 
For natural persons, these conditions must

be considered separately for each legal relation-
ship. 

The subsystem that maintains enterprises is
all-inclusive,24 and consists of three parts. The
first one includes all the borrowers – this is not
yet a negative debtor list –, irrespective of
whether they are legal entities or not, and of
the amount of the loan contract. The real
debtor list contains those that have payables
queued on their bank accounts – due to insuf-
ficient funds – for an uninterrupted period
exceeding thirty days and over an amount of
HUF 1 million. Considering the specific struc-
ture of the Hungarian economy, i.e. the high
number of small and medium enterprises, we
may deem that much more lenient rules are
applicable to the business sphere, as a consider-
able part of these companies generate an annu-
al turnover approximately equal to that sum.
The third option for being listed in the KHR is
stricter, because it is not related to committing
crimes or fraudulent behaviour, it is sufficient
for the enterprise to breach their obligation
undertaken in the contract concluded to accept
cashless means of payment, and the credit insti-
tution terminates or suspends the agreement.
Actually, in this case it is the bank that decides
whether the company is added to the debtor
list or not, as they may select an option differ-
ent from the previous two sanctions, such as
rescission.
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CUSTOMER AND DATA PROTECTION

In the law, one side of customer protection
represents the right and obligation concerning
information given in writing. The two cus-
tomer types are also distinguished here. For
natural persons, it is a difficult regulation that
unnecessarily complicates practice, requiring
that the customer must be told different infor-
mation prior to the initiation of concluding a
transaction and prior to concluding the trans-
action. It would be simpler to instruct the
potential contracting customer as early as in
the first case. However, all further rules have a
significance of guarantee. Thirty days prior to
being listed in the KHR, the customer must be
informed that their debt meets the criteria
specified above. As there is no provision, the
banks can decide whether to extend those
ninety days or send the letter after sixty days
stating that the customer will be added to the
debtor list in thirty days. However, the law is
clear on an obligation of the credit institution
to notify the debtor of the delivery the refer-
ence data within a maximum of eight days fol-
lowing the event. Simpler rules apply to enter-
prises: the conditions of being listed must be
disclosed prior to contracting. Nevertheless, it
is deemed to raise concerns that no notifica-
tion is required to be provided prior to or after
actual addition to the KHR. This is followed
by collective rules. Anyone at any credit insti-
tution is entitled to receive information on
what data are registered in the KHR on them,
and on which bank disclosed these data. The
duration of this procedure cannot be longer
than nine days.25 Such a customer request for
information is free of charge once every year,
and a fee is payable for all additional requests
for information. According to the cogent pro-
visions of law, data supply to or from the KHR
does not represent a breach of the bank secret
for the credit institution. 

Another major area of customer protection

is the ensuring of the right to legal remedy, and
the specification of associated procedural
rules. By virtue of this, customers are autho-
rised to raise objections if the data are incor-
rect or handled illegally. As a result, the regis-
tration is either rectified, or the entry is delet-
ed, but in an extreme case, leaving it
unchanged is also possible. The credit institu-
tion or BISz Zrt. must examine all objections
within fifteen days following their receipt, and
immediately or within two working days at the
latest, notify the registered person of the
examination results in writing, in the form of a
document posted with certificate of delivery,
and perform the adequate measures (rectifica-
tion, deletion, notification of credit institu-
tions concerned). If the customer has not been
informed, or the information has not been sat-
isfactory, or, if they receive an unacceptable
answer to their objection, they may enter an
action against the credit institution and BISz
Zrt. – within a 30-day term of preclusion fol-
lowing the notification, to the court compe-
tent on the basis of the place of residence – , to
achieve remedy of the legal injury, i.e. delivery,
handling, rectification or deletion of the refer-
ence data. If a legal action is started on loan
details, it must also be registered in the KHR
in addition to the existing information and
data. It is an important provision of customer
protection that the burden of proof evidencing
that the conditions of delivering and handling
the reference data in the KHR were met lies
with the bank or the financial enterprise man-
aging the KHR. During the legal action, the
court may rule suspension of data handling,
but the data cannot be handled after the ruling
until it becomes final. The final ruling on
changing or deleting reference data must be
sent to the HFSA. 

The credit institutions wished to construe
provisions of law related to data in a restrictive
sense, limited to reference data only, thus evad-
ing, for example, giving reason for loan assess-
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ment. However, the defining provisions of Act
LXIII of 1992 on the protection of personal
data and the publicity of data of public interest
(DP Act) rule that it is not only the data but
also the consequences that can be drawn for a
person that are deemed as personal data.
Consequently, pursuant to section 12 of the
DP Act, it is compulsory to provide informa-
tion on this, i.e. the reasons for awarding or
denying loan. Giving reasons for creditworthi-
ness or the absence of it in banks' opinions vio-
lates the protection of business secrets also
ensured for them, as it may reveal their internal
rating method. Some have tried to evade provi-
sions of the DP Act by inserting a stipulation
in the general terms and conditions or the
points of the application form signed by the
customers whereby the bank does not give rea-
sons for its loan decisions, and the debtor is
not allowed to raise objections to the assess-
ment criteria or the result. This is certainly
against the law, because a cogent provision of
law cannot be evaded by an adhesion contract.
This is also reinforced by recommendation of
the data protection commissioner as of 22
December 1999, as well as a subsequent con-
sultation with the president of the HFSA in
2002, and even a case from 2005. Should the
credit institution not comply with its above-
mentioned obligation, citizens are entitled to
apply to the court, considering these recom-
mendations and with reference to section 17 of
the DP Act. 

On the other hand, personal data may also
be involved in the course of a loan assess-
ment. A number of banks happen to inquire
into other personal information in addition to
the reference data allowed to be handled: such
as health related data, income status, salary,
photos of real estate, etc. If the customer
consents to these being handled and dis-
closed, their constitutional rights are not
breached, but considering today's lending
relations, these have become general practice.

In certain cases, mandatory provisions are
stipulated in a dedicated piece of legislation.
Decree 25/1997. (VIII. 1.) issued by the
Ministry of Finance has special provisions for
the methodological principles applicable to
mortgage loans; consequently, subsection 5 of
section 2. c) of Appendix 4 states that photos
demonstrating the real estate state and value
constitute mandatory parts of the expert
opinion. The data protection commissioner
has received a number of relevant complaints
to the effect that such photos may contain
details referring to personal data. In 2004, the
ombudsman sought the Minister of Finance
who in his response to repeated letters of
request stated that he had forwarded the let-
ter of request to the Hungarian Banking
Association, and from there to all the credit
institutions concerned, calling on them to
seek to act as provided in the recommenda-
tion, and stating that he agreed with the
standpoint of the data protection commis-
sioner. The Banking Association has even
pointed out that a photo taken of real estate
may be deemed personal data even if it pic-
tures no personal belongings that refer to the
identity of the owner.

In addition to the KHR – similarly to most
countries in Europe26 – a so-called private
credit bureau also functions in Hungary. It was
established back in 1998 under the name of
Girodat Rt., which was subjected to dissolu-
tion in 2003. Its activity was resumed by
GIRinfO as of January 2004, operated by Giro
Zrt. On commencing operation, the founders
planned to set up a credit information system
using a positive debtor list that would contain
data of private individuals, as seen with the
German SCHUFA. This, however, is still not
possible due to legal limits. The credit bureau
does not have its own database such as the
KHR, and participants can access the neces-
sary information using one another's registra-
tions through a common search engine. In
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addition, they have authorisation to access a
number of other databases – also available to
the members –: personal ID, passport, driving
licence, registration of residential addresses; a
database of portrait photos and signatures;
company registration and a registration of lien
contracts. Credit institutions are allowed to
join the company on a voluntary basis, but
given that it is mandatory to join the KHR,
and it also keeps a registration of enterprises –
and is much more comprehensive, owing to
these two benefits – GIRinfO is in contact
with few financial institutions. In this respect,
no change is expected for the next couple of
years, considering that joining such a database
is rather cost- and labour- intensive, and can
hardly provide extra services compared to the
existing one. In addition, BISz Zrt. has also set
up a debtor rating system27: enterprise/per-
sonal BAR index, rating customers by a risk
factor between 0 and 9. 1 signifies worst cus-
tomers, 5 customers of temporary risk, 9 the
best contracting partners, and 0 means that no
data are available. Logically, the personal BAR
index only goes from 1 to 5, given that it con-
tains negative information only. Experience
shows that banks do not use this customer-rat-
ing service; they tend to use their own internal
methods instead.28

DEBTOR LISTS IN THE EUROPEAN UNION 

Since Hungary's accession to the European
Union in 2004, virtually all legal issues of
domestic law are also raised in the EU dimen-
sion. It is also the case with the Hungarian
debtor list, as all countries in the European
Union have one or more organisations that pro-
vide loan reference or loan information services.
As a result of the four liberties, as well as the
integration of lending markets, a demand has
been raised for a uniform EU loan registration
system. A key obstacle to this are the consider-
able differences in conditions in the member
states: mandatory/voluntary, positive/negative
list, state founded / organised on a market basis,
and appearance of threshold values. Even on
examining few countries, it is to be seen that the
participants are of a great variety. (See Table 2)

Currently, only private credit bureaus have
been able to establish a cross-border associa-
tion, under the name of European Association
of Consumer Credit Information Suppliers,
ACCIS. Certainly, the European Union has set
it as a goal to ensure on revising its Consumer
Credit Directive 87/102/EEC that lenders in a
member state have access to a credit informa-
tion system operated in another country under
the same conditions as in their own country.

Table 2

PARTICIPANTS OF CREDIT REFERENCE SYSTEMS IN A FEW EU MEMBER STATES

Country Participant institutions
Austria National financial institutions, insurance companies, leasing and factoring companies, and foreign subsidiaries 

of these

Belgium National cerdit institutions and their foreign subsidiaries

France National credit institutions and their foreign subsidiaries, leasing and factoring companies

Germany National credit institutions and their foreign subsidiaries, national insurance companies

Italy National credit institutions and their foreign subsidiaries, Italian subsidiaries of foreign banks 

Portugal National credit institutions, Portuguese subsidiaries of foreign banks, leasing and factoring companies 

and credit card companies

Spain National credit institutions, Spanish subsidiaries of foreign banks, leasing and factoring companies

Source: Árvai – Dávid – Vincze: Credit information systems (Hitelinformációs rendszerek), Credit institutions review 
(Hitelintézeti szemle), 2002/5
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But, as seen with support for similar approxi-
mations, and also considering the conduct of
member states concerning approximation of
laws, this will take a long time yet. In spite of
this, a uniform registration system for the
European Union will be developed in the medi-
um term, and business life will no doubt force
it through, given the increasing movements of
private individuals and enterprises among
member states. Even today, independent insti-
tutions providing references operate with suc-
cess, which offer reliable business information
on potential borrowers on request by foreign
financial institutions, and are not liable to cor-
ruption in the interest of their creditworthi-
ness.

THOUGHTS ABOUT THE POSITIVE LIST 

The other type of debtor lists is a positive list,
containing the full credit history of borrowers,
which renders a more complete picture of a
person's creditworthiness; payment habits,
willingness, ability to pay and solvency.
Considering international practice, this can be
considered as typical (for instance, in the
United States of America, Great Britain,
Germany, Poland, Italy), but a number of
countries use a negative list exclusively (such as
Portugal, France, Finland, Australia). Certain
authors believe that the negative list has a dis-
advantage compared the positive one, namely,
that the former registers problem clients only,
which yields a higher non-payment ratio result-
ing in a lower acceptance of loan applications
from those on the list. Another benefit of the
positive list is that it does not only reference
payments but also events like the customer act-
ing wantonly or fraudulently on loan assess-
ment, this being the reason why the bank did
not contract with them. If a person's full cred-
it history is known, it reveals their general habit
in the field of finances, their indebtedness com-

pared to their financial standing, and their abil-
ity to assume additional burdens. It is general-
ly true for solvency that those paying always in
due time and not accumulating a large amount
of debts represent a lower risk of non-repay-
ment, which means that such customers are
worthy of (more) favourable assessment of
loan applications.29 For natural persons, famil-
iarity with the full credit history may be of sig-
nificance because private individuals are not
required to produce an official report on or
account of their indebtedness.    

The thought of building a positive debtor list
has haunted the Hungarian credit information
area from time to time. When in 1998 a data-
base registering private individuals was
launched, retail lending had not reached a
degree where the existence of a system con-
taining full credit histories could be convinc-
ingly argued for. In 2002, the National Bank of
Hungary and the Banking Association tabled a
joint proposal to the Ministry of Finance on
completing the system to contain comprehen-
sive data. Coordinating discussions and negoti-
ations among the ministry, the HFSA, the
National Bank of Hungary and the ombuds-
man have been going on since. It is important
to note here that it was not until August 2006
that the supervision assumed a standpoint to
promote an amendment to the ACIFE to this
effect. 

Establishing a domestic positive debtor list
can be viewed from two dimensions: one
involves IT issues, the other legal aspects.
Technically, the question is raised whether to
develop the existing one, or to set up a new one.
In the former case, the most obvious method
would be to adopt the Polish system, while in
the latter, Germany may be an example to fol-
low. Even a reorganisation of the current KHR
would take a minimum of nine months.30

Considering the situation of Girodat in terms
of credit information, further development of
the private credit bureau is not even raised as an
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issue. The key problem would be to manage a
suddenly enlarged data volume. The current
number of clients just exceeding 400 thousand
would jump to as many as 2–3 million, and sur-
pass it in no time. This size of a database would
be difficult to run based on the natural identi-
fiers currently in use with the KHR (name, date
of birth, mother's name), which means that a
new one should be generated for all entries.
Some authors argue for the personal identifica-
tion number as an obvious solution, and regret
that BISz. Zrt. has not been authorised to han-
dle this authentic identifier. The personal iden-
tification number should not be related to the
credit information system in any way, given
that, firstly, its role is diminishing in everyday
life, secondly, it gives rise to easier connectivity
of systems with different functions as an issue
of concern, and, thirdly, it would evoke the feel-
ing of the socialist state administration in many,
which is difficult to agree with a modern two-
tier banking system. Therefore, it is felt that the
issues of legal aspect are more complex than the
technical ones. The question also emerges what
date to designate as the starting date of entering
debtors and transactions. This is certainly con-
ceivable for the future only, meaning that only
contracts concluded subsequent to adopting a
positive debtor list can be entered.
Consequently, such a system would be populat-
ed with a usable volume of data only after 3 or
4 years. For a full view, it is necessary to men-
tion that since the Student Loan Centre has
joined the KHR, this means automatic entry of
a high number of young people starting college
or university with a student loan. The set of reg-
istered data is also a debated issue. Many believe
that not only credit information but also data
on commitments related to income and proper-
ty, public utility payments, etc. should be con-
sidered on assessing solvency. 

The other issue is associated with data pro-
tection. Authorisation of the KHR to handle
all customer data requires an amendment to the

law. For the time being, neither the legislator,
nor the data protection commissioner urge
introduction of a positive debtor list,31 as the
combined set of conditions related to the
restriction of fundamental rights as described
above does not reassuringly justify building
such an all-inclusive registration. It is widely
read that extension of the database would
result in long-term cost-savings for credit insti-
tutions by reducing the costs of administra-
tion, given that everyone would use the same
centre. A more complete credit report would
improve the quality of loan assessment, as well
as the lending risk, which would result in a
lower lending loss, which, in combination with
the previous point, would decrease loan inter-
ests, leading to an even more stabilised lending
market. This, however, is only an assumption,
with no clear and adequate calculation method
to support it to exclude any doubt. It is true
that loans are cheaper in the European Union
than in Hungary, but it is rather naive to trace
it back to positive lists,32 as there are certain
macro-economic instruments and phenomena
(central bank base rate, stock exchange index,
exchange rate changes, inflation, etc.) that
exert quantifiable influence on loan interests.
So – with respect to customers performing
contractually, such a database would be in
many cases (in the magnitude of millions) a
pointless stockpile of data. 

Debtors are already in a position highly
exposed to credit institutions. The data protec-
tion commissioner receives a lot of com-
plaints33 that shed light on abuse by banks and
unlawful data handling. It is not justified for
lenders to receive an even more detailed picture
of debtors, as they extend loans only on a due
amount of collaterals, consequently, the variety
of collateral obligations securing the contract as
specified in the Civil Code provides sufficient
security even for an event of non-payment. A
group of economic experts believe that a posi-
tive list would favour customers, because com-
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petition among banks would grow as a result of
their being well-informed, and, as a result, they
would develop much more debtor-oriented and
debtor-friendly terms and conditions. Others
point out the protection of integrity and repu-
tation, saying that reference to an index score
and inclusion in the list could yield benefits in
business life. It is rather sad, at the same time,
that today in the realm of domestic economy
the issue of reputation and integrity is not
raised as something to protect from attacks but
rather something to prove the existence of.

Introduction of a positive list in a multi-
party democracy and in a constitutional state is
ultimately decided by the National Assembly,
whether they amend the currently effective
regulation applicable to the Central Credit
Information System. Based on what has been
discussed above, it can be stated: considering
that expert opinions differ significantly, the
decision is delayed. The media and the press
occasionally publish news on the KHR's posi-
tive list; the current guesses predict introduc-
tion by mid-2008 or by 2009.  

1 It is still debated today whether this regulation also
applied to commercial and financial deals, or it was
only relevant to debts that burdened estates or
entailed loss of personal liberty. In: Lexicon of the
ancient world (Ókori Lexikon); ed.: Pecz Vilmos;
1902

2 Better known as: Leges Licinia Sextia; in: Lexicon of
the ancient world (Ókori Lexikon); ed.: Pecz
Vilmos; 1902

3 This custom is also reflected in court rulings in
France in the 16th century. In: Ráth-Végh István:
Power and money (Hatalom és Pénz); Gondolat,
1964

4 Spain (1983), France (1984, 1989) Belgium (1985),
Austria (1986) – a curiosity: a central registration
was in place in Germany as early as in 1934 and in
Italy in 1964.

5 In: Révai's lexicon of trade, finance and industry
(Révai Kereskedelmi, Pénzügyi és Ipari Lexikona);
ed.: Schack Béla; 1930

6 This happened despite the fact that even in 2001 the
retail bank loan portfolio equalled only 6 per cent of
the GDP, while 46 per cent in the European Union.
(Hungarian Central Statistical Office, KSH)

7 In: Meir Kohn: Banking and financial affairs, finan-
cial markets; Osiris, 2003, page 335

8 The fact that the exchange of information is uneven
among credit institutions also contributed to this.
Leading banks are in contact with more participants,

and consequently hold more information.
Accordingly, it is conceivable that, due to the com-
petition among banks, sharing information results in
actually more loss for the banks compared to the
benefits of using data disclosed by minor banks. This
is discussed exhaustively by M. Pagano and T. Japelli,
in: Information Sharing in: Credit Markets, Journual
of Finance, December, 1993

9 This is a difference compared to western European
systems, as they were typically founded by central
banks and are operated by supervisory bodies.
Founders: Budapest Bank, Inter-Európa Bank,
Kereskedelmi és Hitelbank, Külkereskedelmi Bank,
Magyar Hitelbank, Takarékbank, Országos
Takarékpénztár és Kereskedelmi Bank Rt,
Postabank. In 1995, another four banks
(Commerzbank, Creditanstalt, Magyar Fejlesztési
Bank, Mezõbank) and Füzesabony és Vidéke
Takarékszövetkezet joined the owners in the course
of a capital increase. In the light of this, it is also
worth observing that the transformation the
Hungarian banking system has undergone during
more than a decade.

10 This date is debated in the literature: 28 June 1995 is
used on BISz. ZRt.'s home page (www.bisz.hu), but
www.webbank.hu has 1 June 1994.

11 www.bisz.hu

12 Material operation of the retail system actually
started in 1999 only. 

13 Subsection (5) of section 130/A of the ACIFE: No
reference data can be transferred from the KHR to

NOTES
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the Student Loan Centre – other than specified in
subsection (4) of section 130/J. 

14 For the terminology, visit www.pszaf.hu.

15 Any data, including the personal identification data
of the registered person, that is allowed to be han-
dled by the financial enterprise running the central
credit information system pursuant to this law.
(chapter V of Appendix 2 of the ACIFE)

16 In: Árvai-Dávid-Vincze: Credit information sys-
tems (Hitelinformációs rendszerek); Credit institu-
tions review (Hitelintézeti szemle), 2002/5.

17 Users of the KHR may be financial institutions
whose joining is approved by the HFSA, and which
conclude a Cooperation Agreement with BISZ ZRt.
The participant are varied: banks, specialised credit
institutions, savings and credit associations, factor-
ing and leasing companies, investment companies
and other financial enterprises. 

18 Unfortunately, data have not been updated since
March 2007.

19 home page: www.bisz.hu 

20 see section 130/B of the ACIFE

21 In: The data protection commissioner's annual
report, 2005, case No.: 1653/K/2005

22 The distinction in terminology is taken from the
page www.bankweb.hu.

23 Both bank loans and consumer credits

24 This is the basic difference between the retail and
corporate subsystems; for natural persons, only
outstanding overdue debts are registered, while for
enterprises, each contract is recorded in the KHR.

25 The credit institution forwards the request for infor-
mation to BISz Rt. immediately, or within two work-
ing days at the latest, which sends the requested data
to the bank in a closed format within five days,
which, having received it, sends it to the requesting
party in a similarly closed format, as a document
posted with a certificate of delivery, immediately or
within two working days at the latest. 

26 In Germany, a similar one is Bundes-SCHUFA
and Creditreform Experian GmbH; In Great
Britain, the Equifax and Experian. The most sig-
nificant credit information company in the world
is the CRIF Group, which was founded in 1989 in
Italy, and is present in a number of countries
today (England, USA, Germany, Austria, the
Czech Republic, Mexico, Canada, Holland,
Denmark).

27 Credit scoring has a long-time practice in the
American economy; customers may receive credit
only above a certain threshold. In more detail, see
in: Meir Kohn: Banking and financial matters, finan-
cial markets; Osiris, 2003 

28 In: Background material to retail credit information
systems (Háttéranyag a lakossági hitelinformációs
rendszerekrõl), PSZÁF, 2006 

29 A number of studies have been produced on this
subject, the most significant one was written in the
USA by J. Barron and M. Staten: The Value of
Comprehensive Credit Reports: Lessons from the
U. S. Experience, 2000 Draft. They claim that a full-
scale credit bureau system run and managed in a
responsible way has an outstanding role in the sig-
nificant development of financial services seen in
the past decade.

30 This was calculated by Polish operators, in addi-
tion to offering delivery of a reorganised version
of their system. In: Árvai-Dávid-Vincze: Credit
information systems (Hitelinformációs rendsz-
erek); Credit institutions review (Hitelintézeti
szemle), 2002/5.

31 For more details, see the website www.abiweb.
obh.hu: A stand on the positive debtor list, and the
relevant parts of annual reports.

32 The HFSA's document entitled Background mate-
rial to retail credit information systems, 2006
(Háttéranyag a lakossági hitelinformációs rendsz-
erekrõl, 2006) also contains this approach. 

33 In 2005, nearly 120 complaints were received on
data handling by financial service providers, almost
40 per cent of which were constituted by reports
objecting to the operation of the central credit
information system.
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Zsófia Papp – Renáta Fejes Ujváriné – Gábor Simonka 

New act on the prevention
and combating of money
laundering and terrorist
financing

TThe need for action of international level against
money laundering was recognised by economically
developed countries in the 80's. First of all, in order
to establish a uniform requirement system against
the recycling of funds originating from drug trade
and organised crime into the legal economy, the
Financial Action Task Force (FATF) was set up in
1989. As a key player in the fight against money
laundering, this international organisation worked
out recommendations and created standards that
influence the legislation, the financial and econom-
ic sphere and the operation of the executive bodies
in a given country, considering the fact that the
objective of the recommendations is to unify the sys-
tem of institutions against money laundering.

ACTION AGAINST MONEY LAUNDERING

Action against money laundering has two
aspects. The criminal aspect of money launder-
ing refers to sanctions against the committer of
the crime of money laundering. Money laun-
dering means the use of funds or property orig-
inating from the commitment of a crime in an
economic activity, or the performance of a
financial operation related to the funds or
property, with the purpose of concealing the
origin of the funds or property. The other side
of the fight against money laundering is the

non-criminal institution system that identifies
uniform rules for service providers involved in
activities that are particularly exposed to
money laundering. The objective of these rules
is to prevent and hinder the entry or imbedding
of “dirty money” into the infrastructure oper-
ated by the service provider. This study wishes
to describe this latter aspect of the fight against
money laundering (and terrorist financing), by
examining the latest Hungarian legislation. 

The third directive of the European Union
against money laundering and terrorist financing1

(directive) was published on 25 November 2005
in the Official Journal of the European Union,
and came into force on 15 December 2005.
Member States were obliged to enact the legal,
edictal and administrative provisions that are
required for the satisfaction of the directive
(and its enforcement provisions2) by 15
December 2007.

The aim of the directive is to prevent and
hinder that money or assets measurable in cash
and originating from the commitment of
crimes are cleaned through activities that are
exposed to money laundering, and to prevent
that terrorism is supported with money or
assets measurable in cash. 

This directive has replaced the money laun-
dering directives of the EU that were in effect
before, and its primary objective is to make sure
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that the 40 recommendations identified and
modified in connection with the fight of FATF
against money laundering, as well as a number of
elements of the 9 new special recommendations
accepted for the fight against terrorist financing
are incorporated into community law.3

The incorporation of the directive (and its
enforcement provisions) into Hungarian law
has been completed by creating a new legal reg-
ulation on the prevention of money laundering
and terrorist financing, and by modifying the
related legal regulations as required.

The majority of the provisions of Act
CXXXVI of 2007 on the Prevention and
Combatting of Money Laundering and Terrorist
Financing (new Money Laundering Act) came
into effect on 15 December 2007, and replaced
the former act on money laundering (old Money
Laundering Act).4 This study describes the key
provisions of the new Money Laundering Act,
highlighting the key modifications included in
the new act compared to the provisions of the
former act.

THE SCOPE OF THE NEW MONEY
LAUNDERING ACT

First of all, it has to be pointed out that the pro-
hibition of money laundering and terrorist
financing is ensured by Act IV of 1978 on the
Criminal Code.5 For the efficient realisation of
this prohibition, it is the new Money
Laundering Act that contains the necessary pro-
visions to prevent and hinder money laundering
and terrorist financing. 

The provisions of the old Money Laundering
Act ensured the prevention and combating of
money laundering, so an essential change is
that the material scope of the new act will cover
the fight against terrorist financing, too, not
only money laundering.

The personal scope of the new act covers those
players of the economy, who – in their activities

– are exposed to the fact that their services may
be used to legalise property originating from
money laundering or to support terrorism with
money or assets measurable in cash.

The scope of the new Money Laundering
Act covers persons and organisations involved
in the following activities: 

•Financial service, supplementary financial
service activity, investment service activity,
service supplementing investment service
activity; 

•Insurance, insurance brokering and
employer pension service activity (in case
of activities not belonging to the life insur-
ance branch);

•Commodity exchange services; 
•Post office funds turnover mediating activ-

ity, post office funds transfers, receipt and
delivery of domestic and international post
office transfer orders; 

•Activities related to real estate business; 
•Auditing activities; 
•Book-keeping, tax consulting, certified tax

consulting or tax advisory activities, either
on commission or as an entrepreneur; 

•Operation of casino or electronic casino; 
•Trade in precious metals or articles made of

them;
•Acceptance of cash payment over 3.6 mil-

lion HUF in the trade of goods;
•Operation as a voluntary mutual insurance

fund; 
•Acting as an attorney or notary public.6

Therefore, the scope of the new act covers
service providers that are involved in trade, and
that accept cash payment of 3.6 million HUF
or over. Service providers involved in the trade
of goods may not accept cash payments of 3.6
million HUF or over, except when they send
their internal regulations to the supervisory
body (the commercial authority, i.e. the
Hungarian Commercial Authorisation Office),
and agree to meet the obligations identified in
the new act. (The commercial authority
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approves the internal regulations and registers
the service provider. In this respect, the new act
defines a temporary provision, too: any service
provider not included in this register may
accept cash payment of 3.6 million HUF or
over until 15 March 2008 at the latest.)7

The National Bank of Hungary (MNB) is not
under the scope of the new Money Laundering
Act, except for the provisions regarding cus-
tomer data accompanying funds transfers, and
the supervision extended by it (in the money
processing activity). In addition, the following
parties are not under the scope of the new act: 

•Agents of type “b”, as defined by Act CXII
of 1996 on Credit Institutions and Financial
Institutions, and by Act CXXXVIII of
2007 on Investment Companies and
Commodity Exchange Service Providers,
and on the rules of the activities that can be
performed by these parties; 

•Dependant insurance brokers defined by
Act LX of 2003 on Insurance Companies
and Insurance Activities; 

•Independent insurance brokers defined in
the act on insurance companies, in their
activities related to non-life insurances; 

•Insurance companies, if they are licensed to
non-life insurance only; and

•Service providers licensed for both non-life
insurance and life insurance activities
(composite insurance company), for the
non-life insurance activities. (So the new
act covers the life insurance activity only.)8

The new Money Laundering Act defines the
provisions required for the execution of
Regulation No. 1781/2006/EC (1781/2006/EC)
on Information on the Payer Accompanying
Transfers of Funds, too (so that the obligations
identified by the new act could be clear and
transparent for those applying the law in the
fight against money laundering and terrorist
financing).9

In other words, compared to the scope of the
old Money Laundering Act10, the key change is

the coverage of service providers who are
involved in trade, and who accept cash payments
of 3.6 million HUF or more. Another important
change is the inclusion of parties operating elec-
tronic casinos, as well as service providers
involved in employer pension funds. However,
based on the consideration of the risks of money
laundering and terrorist financing, it was not
justified to keep service providers involved in
investment fund management under the scope
of the law any longer. Similarly to the system of
the old act, the scope of the new act was also
defined on the basis of activities (considering
the fact that this is the only way to realise the
efficient application of the new act and its har-
mony with other domestic legal regulations).

CUSTOMER DUE DILIGENCE OBLIGATION

The new Money Laundering Act determines
detailed rules for the customer due diligence
obligation. Service providers are obliged to per-
form customer due diligence in the following
cases: 

•On the establishment of the business rela-
tion; 

•On performing a deal of 3.6 million HUF
or over (in the case of several related
orders, too, if their total value reaches 3.6
million HUF);

•On the occurence of data, fact or circum-
stance implying money laundering or ter-
rorist financing, if the due diligence has not
been completed yet, and

•When there are doubts about the authen-
ticity or adequacy of previously obtained
client identification data.11

In the above defined cases, the service
provider is obliged to carry out the following
customer due diligence actions: 

•Identify the client and verify his identity; 
•Identify the beneficial owner and verify his

identity; 
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•Record data about the business relation and
the deal; and 

•Continuously monitor the business rela-
tion (monitoring). 

The service provider is entitled to determine
the scope of these customer due diligence
measures on the basis of risk sensitivity: the new
Money Laundering Act defines minimum and
maximum data scope, and during the comple-
tion of the customer due diligence, the service
provider may define the number of data to be
recorded on the basis of the nature and the
amount of the business relation or the deal, and
on the basis of the circumstances of the client
(considering the cases defined in the internal
regulations), weighing the risks of money laun-
dering and terrorist financing.

It can be seen that compared to the system of
the old Money Laundering Act, the new act con-
tains more detailed provisions about the cus-
tomer due diligence obligation and measures,
and it introduces the risk-based approach as a
completely new institution. Based on the new
Money Laundering Act, the service provider
shall carry out the customer due diligence in the
following cases, too (in addition to the three
cases already mentioned in the old act): when
doubts occur about the authenticity or adequacy
of previously obtained client identification data.
Another important change for business deals is
the increase of the limit of 2 million HUF to 3.6
million HUF. Among the customer due dili-
gence measures, the new act contains the follow-
ing obligations as new elements: taking risk-
based and proper steps to verify the identity of
the beneficial owner, and the continuous moni-
toring of the business relation (monitoring).

Client identification and verification
of client identity12

Based on the new Money Laundering Act, in
the mandatory cases of client due diligence, the

service provider shall identify the client, the
client's agents, the authorised signatories and
the representatives, and shall verify their iden-
tities. For the sake of identification, the service
provider shall record at least the minimum
scope of data in writing.13 In addition, the serv-
ice provider may decide to record additional
data on the basis of risk sensitivity, and the data
that can be collected (maximum scope of data)
is precisely defined by the new Money
Laundering Act.14 For the verification of the
identity, the service provider shall demand the
presentation of documents defined in the new
act, and shall check the validity of the docu-
ment presented to verify the identity.

Considering the fact that the scope of iden-
tification data to be recorded according to the
old Money Laundering Act is identical with the
maximum data scope defined by the new act,
service providers have the maximum scope of
data about already existing clients on the com-
ing into effect of this new act. In the case of
existing clients, the management of this data
scope is not against the legal regulations, and as
to the deletion of certain data from the records,
the new act wishes to leave this decision to
service providers. Hovewer, in the case of new
clients, the provisions of the new Money
Laudering Act have to be followed (client iden-
tification on risk sensitivity basis). The scope
of documents that can be requested to verify
the identity are basically identical with the
scope of documents used under the old act
(personal identity card, passport, driving
licence of card format and address card etc.).15

Identification of beneficial owner and
verification of his identity16

For the identification of the beneficial owner,
the new Money Laundering Act stipulates the
production of a written statement and the
scope of data to be recorded. The client shall
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make a written declaration to the service
provider about the fact whether he acts on his
own behalf or on behalf of the beneficial
owner, and if yes, the declaration should con-
tain the minimum scope of data on the benefi-
cial owner.17 In addition, based on risk sensi-
tivity, the service provider may decide to record
further data, and the scope of data that can be
requested is precisely regulated by the new act
(maximum scope of data).18 Should there be
any doubt about the personal identity of the
beneficial owner, the service provider shall take
measures to check the data related to the iden-
tity of the beneficial owner in the relevant
records or publicly available records, according
to the relevant regulations.

As to the obligation of producing a written
declaration about the beneficial owner, the new
Money Laundering Act maintains the system
of the previous act. However, the old act stipu-
lated the recording of two pieces of data only in
the written declaration (name, address/regis-
tered office)19, so the scope of data to be
recorded on the beneficial owner has been
extended. On the other hand, the stipulation of
verifying the identitity of the beneficial owner
is a completely new element in the new act.
Another new element is the more precise and
more detailed definition of the term of benefi-
cial owner (among the definitions). 

Data recording about the business
relation and the deal20

Based on the new Money Laundering Act, the
service provider is obliged to record at least a
minimum scope of data about the business rela-
tion and the deal in writing.21 In addition, the
service provider may decide to record further
data, based on risk sensitivity (maximum data
scope).22

The rules of the old Money Laundering Act
called for the recording of data about the busi-

ness relation and the deal only, as well as the
related key data, without a precise definition of
the data scope23, so the new act contains much
more specific provisions in this respect. 

Continuous monitoring of business
relation (monitoring)24

The new Money Laundering Act stipulates the
continuous monitoring of the business relation
(in order to identify whether the given deal is
in line with the client data available to the serv-
ice provider according to the legal regulations),
and stipulates the obligation of keeping the
information about the business relation up-to-
date (as to any changes in the data provided in
the customer due diligence and about the per-
son of the beneficial owner, the client shall
inform the service provider within five working
days of learning the change; if no order is per-
formed to the debit or credit of the account for
a period of two calendar years, the service
provider shall invite the client to submit the
changes in the data in writing or in the next bal-
ance statement).

As part of the customer due diligence
actions, monitoring is a new institution com-
pared to the regulations of the old Money
Laundering Act, but in the respect of the obli-
gation to keep the information on the business
relation up-to-date, the new act wishes to
maintain the system of the old act.25

The time of performing the customer
due diligence actions26

Based on the new Money Laundering Act, in
basic cases, the service provider shall perform
the verification of the identitity of the client
and the beneficial owner before the establish-
ment of the business relation or before the per-
formance of the deal. The new act also stipulates
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that if the service provider is unable to carry
out the customer due diligence, he shall deny
the completion of operations on the bank
account, the establishment of a business rela-
tion and the completion of a deal on the client's
order, or shall terminate the business relation
with the client. With regard to the time of per-
forming the customer due diligence measures,
the new act provides some exceptions.27

In the case of casinos and electronic casinos,
the new act stipulates a special client due dili-
gence procedure. The service provider shall
carry out the client due diligence on the client's
entry to the area of the casino. (In the defini-
tions, the new act determines that in the case of
the clients of casinos and electronic casinos,
the establishment of the business relation is the
client's first entry into the area of the casino or
electronic casino. Therefore the service-
provider performs the client due diligence
actions on the client's first entry.)28

In the new Money Laundering Act, the basic
case of performing the client due diligence
(before the establishment of the business rela-
tion or the performance of the deal), as well as
the customer due diligence procedure related
to casinos and electronic casinos are deter-
mined in the same way as in the old act.29

However, certain exceptions allowed by the
new act are introduced as new elements.

The new Money Laundering Act stipulates
that as of 1 January 2009, the service provider
shall deny the completion of the business order, if
the results of customer due diligence deter-
mined in the new act are not fully available
about the client. (The denial of the completion
of the deal is mandatory in the case of the sat-
isfaction of all of the following conditions at
the same time: the service-provider established
a business relation with the client before the
new Money Laundering Act came into effect;
the client did not show up at the service
provider for customer due diligence either per-
sonally, or through a representative; the results

of customer due diligence determined in the
new act are not fully available about the client.)
This means that the new act gives a temporary
period of one year for the clients to extend
their data with the service providers.30

(Naturally, for new clients, due diligence takes
place according to the new act.)

The old Money Laundering Act also includ-
ed provisions about the obligation of re-identi-
fication of already existing clients.31 However,
it is an important change that the new act
(unlike the stipulations of the old act) does not
require the mandatory written notification of
the client. (It is assumed that the majority of
clients visit the service provider personally
within one year anyway, and then the missing
data can be added. Should this not be the case,
the service provider is free to decide how and
when he would contact the client.)

SIMPLIFIED CLIENT DUE DILIGENCE

The new Money Laundering Act (in line with
the risk-based approach) stipulates the applica-
tion of a simplified client due diligence for cer-
tain clients and deals that mean low risk from
the aspect of money laundering and terrorist
financing. In the case of the simplified client
due diligence, the client due diligence measures
need to be taken only if any fact, data or cir-
cumstance implying money laundering or ter-
rorist financing occurs (so it is not mandatory
on the establishment of a business relation
etc.), but the continuous monitoring of the
business relation is still mandatory. The new
Money Laundering Act stipulates the applica-
tion of a simplified due diligence for the fol-
lowing clients: 

•Financial service provider32, if it acts in the
area of the European Union or if it was reg-
istered in a third country that is subject to
requirements equal to the stipulations of
the new act, and if it is under state supervi-



SUPERVISION AND AUDIT 

302

sion in the respect of its meeting the
requirements; 

•Listed company (with certain conditions); 
•Supervisory organisation defined in the

new Money Laundering Act; 
•Central state administrational body or local

government; 
•Institution of the European Union, the

European Economic and Social Council,
the Comittee of the Regions, the European
Central Bank and the European Investment
Bank. 

The new Money Laundering Act stipulates
the application of the simplified due diligence
in the case of the following products or deals:
insurances of life insurance nature, if the annu-
al insurance fee is not over 260,000 HUF, or if
the one-off insurance fee is not over 650,000
HUF; pension insurances, where the insurance
contract cannot be purchased back, and the
amount due to the person entitled to the insur-
ance service cannot be accepted as the collater-
al of a loan.

The new Money Laundering Act authorises
the minister responsible for the regulation of
the money, capital and insurance markets (min-
ister of finance) to publish a decree including
the list of third countries where the legal regu-
lations include requirements equal to the new
Money Laundering Act.33

The new Money Laundering Act introduces
the simplified due diligence as a completely
new institution (by making it clear that the per-
formance of the due diligence measures is
mandatory only if the suspicion of money
laundering or terrorist financing is raised). The
old act defined the exceptions when the
requirements of identification were not manda-
tory or were not to be used [certain insurance
deals; the client is the Hungarian Financial
Supervisory Authority, or the client is a credit
institution or financial service provider regis-
tered in a country where the legal regulations
satisfy the provisions of the EU directive on

money laundering in effect before].34

Therefore the application of the simplified due
diligence for listed companies, supervisory
bodies, central state administration bodies and
local governments, the institutions of the
European Union, the European Economic and
Social Council, the Committee of the Regions,
the European Central Bank and the European
Investment Bank is a new element in the new
Money Laundering Act. 

ENHANCED CLIENT DUE DILIGENCE

For certain clients and deals that represent high
risks in the respect of money laundering or ter-
rorist financing, the new Money Laundering
Act (in line with the risk-based approach) stip-
ulates the application of enhanced client due
diligence. When using enhanced client due dili-
gence, it is mandatory to carry out all the client
due diligence measures defined in the new
Money Laundering Act, and in addition to
these, additional steps are taken, too. The new
act defines the obligation of performing
enhanced client due diligence and the related
measures in four cases.35

If the client did not show up personally for
identification and for the verification of his
identity, the service provider shall record the
maximum scope of data allowed in client iden-
tification. For the verfication of the identity,
the client shall submit the authentic copy of
the document stipulated for client identifica-
tion. (These provisions of the new Money
Laundering Act are to be applied for all clients
who did not show up, independently of the fact
whether they are within the country or
abroad.) A service provider pursuing financial
services or supplementary financial services,
before establishing a correspondence bank rela-
tion with a service provider having its registered
office in a third country, in addition to the com-
pletion of the client due diligence measures,



SUPERVISION AND AUDIT 

303

shall satisfy the additional obligations defined
in detail in the new Money Laundering Act.36

The new act prohibits the establishment and
maintenance of correspondence bank relation
with a shell bank. For the identification of for-
eign politically exposed persons, all clients having
their residences abroad shall make a written
declaration to the service provider about the
fact whether or not they are considered as
politically exposed persons according to the
law of their own countries, and if yes, in what
quality. The service provider (if the authentici-
ty of the declaration is questioned) shall take
steps to check this declaration in records avail-
able for this purpose, or in records accessible to
the public. In the case of foreign politically
exposed persons, the establishment of the busi-
ness relation and the completion of the deal are
possible after the approval of the service
provider's manager defined in the organisation-
al and operational regulations. (The enhanced
client due diligence for foreign politically
exposed persons was introduced with the pur-
pose of fighting corruption, and the new
Money Laundering Act defines the politically
exposed person category under the defini-
tions.37) In the case of a busines relation creat-
ed during the performance of money exchange
activity, already in the case of exchanging
500,000 HUF or more, the service provider
shall identify the client with the maximum data
scope defined for client identification, and he
shall verify the client's identity, shall perform
the identification and verification of the bene-
ficial owner, and shall record the data related to
the deal. The deal documents should contain
the data specifically determined in the new
Money Laundering Act.38

The new Money Laundering Act introduces
the enhanced customer due diligence as a com-
pletely new institution. The old act called for a
stricter identification obligation for the money
exchange offices only: service providers
involved in money exchange (instead of the

limit of 2 million HUF) were obliged to iden-
tify the client for exchange transactions of
300,000 HUF or more.39 Therefore it is a com-
pletely new element in the new Money
Laundering Act that enhanced client due dili-
gence is applied for clients who do not show up
personally, who have correspondence bank
relations with service providers in third coun-
tries, and for foreign politically exposed per-
sons. (The old act did not determine the cate-
gory of politically exposed persons, so the
introduction of this category is another impor-
tant change.) Another new provision is the
raising of the limit to 500,000 HUF in the case
of money exchanging activities, and the exten-
sion of the scope of data to be displayed on the
deal document.

CUSTOMER DUE DILIGENCE CARRIED
OUT BY ANOTHER SERVICE PROVIDER

The new Money Laundering Act (in order to
avoid repeated customer due diligence proce-
dures that lead to business delays and loss of
efficiency) allows for the acceptance of the
results of customer due diligence carried out by
another service provider. All service providers
are entitled to accept the results of customer
due diligence carried out by financial service
providers (except for service providers involved
in cash transfer and money exchange activities)
(this is valid to customer due diligence carried
out by financial service providers acting in the
territory of the Republic of Hungary, in anoth-
er member state of the European Union, or in a
third country that satisfies certain conditions).
Based on the new Money Laundering Act, audi-
tors, book-kepers, tax experts, tax advisors,
lawyers and notary publics are entitled to accept
the results of customer due diligence carried out
by a service provider involved in the same activ-
ity (again, this is valid for customer due dili-
gence carried out by service providers acting in



SUPERVISION AND AUDIT 

304

the territory of the Republic of Hungary, in
another member state of the European Union
or in a third country that satisfies certain condi-
tons). If the customer due diligence was carried
out by a service provider who pursues his activ-
ities in a third country, then this service
provider shall meet the following conditions: he
is included in mandatory professional records;
he applies customer due diligence and registra-
tion requirements defined in the new Money
Laundering Act or requirements equal to that
act, it is supervised in the way defined in the
new Money Laundering Act or according to the
same requirements, or its registered office is in
a third country that stipulates the same require-
ments as the new Money Laundering Act.

Based on the new Money Laundering Act,
the results of the customer due diligence per-
formed by another service provider may be
accepted with the approval of the client: in cases
defined in the new Money Laundering Act, the
service provider is entitled to forward the data
required for customer due diligence (and a
copy of the documentation, based on a written
request) to another service provider with the
approval of the affected client. As to the com-
pletion of the customer due diligence, the
responsibility is on the service provider accept-
ing the results of due diligence carried out by
another service provider.

The old Money Laundering Act did not allow
for the acceptance of the results of a due dili-
gence carried out by another service provider,
so this possibility introduced by the new act is
an extremely important step ahead and an inno-
vation for the completion of due diligence.

CUSTOMER DATA ACCOMPANYING
FUNDS TRANSFERS

The new Money Laundering Act defines the
provisions required for the satisfaction of
directive No. 1781/2006/EC40. Owing to the

directive format, there is no need to separately
incorporate directive 1781/2006/ECt into the
Hungarian legal regulations.

Directive No. 1781/2006/EC41 transfers cer-
tain executive roles to the member states, so
that the directive could be applied in the mem-
ber states. The new Money Laundering Act
appoints the authorities responsible for the
fight against money laundering and terrorist
financing in Hungary: the authority operating
as a financial information unit (FIU42) and the
Hungarian Financial Supervisory Authority. It
also appoints the responsible authorities for
the efficient checking of the meeting of the
regulations and for imposing (supervisory 
bodies, in line with the new Money Laundering
Act), which is also FIU for the National Bank
of Hungary, and the Hungarian Financial
Supervisory Authority for other service
providers that belong to the scope of directive
No. 1781/2006/EC. The new Money
Laundering Act determines the rules of proce-
dures. The responsible authorities shall effi-
ciently check whether the provisions of direc-
tive No. 1781/2006/EC are met, and the sanc-
tions should be efficient, proportionate, and of
deterring force.43

In the proportion of the weight of the
offence, the Hungarian Financial Supervisory
Authority may take the steps determined in the
new Money Laundering Act, and in the case of
violating the directive or not satisfying it fully,
the Authority may order the service provider
to observe the provisions of directive No.
1781/2006/EC, or may forbid the completion
of funds transfers during the existence of the
illegal status.44

As to the sanctions, the FIU may not impose
a fine on the National Bank, unlike on other
service providers under its competence, so that
the institutional independence of the central
bank is not violated. Also, in connection with
the National Bank, the FIU will not exercise its
right to forbid the performance of funds trans-
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fers during the existence of the illegal status.
The reason for this is that the funds transfer
activity of the central bank cannot be separated
from other tasks of the central bank stipulated
in the Act on the National Bank.45

When calculating the euro value of the amount
defined by directive No. 1781/2006/EC, the
official rate published by the National Bank on
the day of receiving the funds transfer order is
to be applied, and in the case of currencies not
included in the official rate page of the
National Bank, the rates included in the
National Bank statement on the euro rates of
these currencies, valid on the day of receiving
the transfer order are to be used.46

In order to make the use of the new Money
Laundering Act easier within the country, the
new act defines that the term of “national iden-
tification number” in Hungary will mean the
type and the number of the identification doc-
ument for natural persons, and for legal entities
and organisations without legal entity, it is the
company registration number, other registra-
tion number or the number of the resolution
about the creation of the legal entity.47

In the case of certain articles, directive No.
1781/2006/EC allows the member states to use
provisions other than the basic rules, waiving
provisions or stipulations making the use of the
act easier, and these cases are also defined in the
new act. In Hungary, service providers do not
use directive No. 1781/2006/EC for funds
transfers within a given member state when the
transfer goes to an account of the beneficiary
allowing for the payment for goods or services
in the following cases: 

the payment service provider of the ben-
eficiary belongs to the scope of the obligations
defined in directive No. 3 of EU on money
laundering and terrorist financing; 

the payment service provider of the ben-
eficiary is able to follow the funds transfer with
a unique reference number – through the ben-
eficiary – from the legal or natural entity who

or which entered into an agreement with the
beneficiary for the supply of goods and servic-
es; and 

the transferred amount does not exceed
EUR 1,000. Among others, this provision allows
for the easier management of the post office cash
transfer activities, or deposits made at the cash
desks of banks, to be credited to an account man-
aged by the bank or to be sent to another bank,
in the supply of goods and services.

THE REPORTING OBLIGATION 

One of the key elements of the regulations of
the prevention of money laundering and
financing terrorism is the reporting obligation
for service providers. From the aspect of the
service provider, a report means a sensation
detected on the basis of an internal controlling
and information system operated by them-
selves. This sensation means data, a fact or a
circumstance that refers to money laundering
or the financing of terrorism from the aspect of
the client, which are indicated to FIU.48

Pursuant to the new Money Laundering Act,
the service provider shall immediately report to
the FIU any data, facts or circumstances that
refer to money laundering or the financing of ter-
rorism. The report made by the service provider
must contain the data recorded in the course of
the due diligence performed on the client, as
well as the data, fact or circumstance that refers
to money laundering or the financing of terror-
ism.49

As regards the method of reporting, the new
Money Laundering Act allows the service
provider to report in the form of a protected
electronic message, besides doing so by fax, or
postal delivery by using the extra service of
return receipt.50 Furthermore, as part of their
closing provisions, the organisation renders
reporting in the form of a protected electronic
message exclusive with effect from December

c
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15, 2008, thus also accelerating the process of
reporting, as well as supporting FIU's work
related to the recording of, and investigation
into these reports.51

If the service provider operates in an organi-
sational form, the report that it files will reach
the FIU through a person appointed by the
service provider to forward the report. Besides
removing the appointed person from the serv-
ice provider's organisation, the protection of
the administrator who detects the reported
order is also taken care of by the provision
according to which the reporting person will
not be held liable for the report even if the lat-
ter turns out to be unsubstantiated and if this
person has filed the report in good faith.
Exemption from liability refers to both the
administrator who detects the reported order
and the appointed person.52

In the new Money Laundering Act, different
rules for the lawyers and notaries public are
defined with regard to the case of reporting.53

In the case of the occurrence of any data, fact
or circumstance that refers to money launder-
ing or the financing of terrorism, the new
Money Laundering Act prohibits the perform-
ance of the order until the report is forwarded by
the service provider (the appointed person) to
the FIU.54 The purpose of this inhibition is to
prevent the performance of the order related to
which data, a fact or a circumstance referring to
money laundering or the financing of terrorism
occurs, and thus, potentially prevents the
movement of the funds as well. Two cases are
an exemption to this prohibition: if the per-
formance of the transaction cannot be prevent-
ed by filing the report prior to the performance
of the transaction, or if reporting prior to the
performance of the transaction would jeopard-
ize the monitoring of the actual owner.55

The new Money Laundering Act prescribes a
general feedback obligation to the FIU in order
to ensure that the service providers are notified
of the successful utilisation of the report filed

to FIU. This information, which appears on
the FIU's internet webpage every six months
also contains FIU's proposals on increasing the
efficiency of the report.56

We have identified two differences between
the old and the new Money Laundering Act as
to the content of the report. On the one hand,
under the new Money Laundering Act the
report already contains the data extended in
accordance with the provisions on client due
diligence, on the other hand, the report made by
the service provider also extends to the financ-
ing of terrorism. The method of reporting was
defined differently by the old Money
Laundering Act as compared to the new Money
Laundering Act. Under the old Money
Laundering Act, the report by the service
provider could be made in person, by using a
form, by fax or by postal delivery.57

Furthermore, it is to be emphasized that the old
Money Laundering Act contained no provisions
as to the inhibition of the performance of the
transaction order, or the feedback obligation.

The provisions described above primarily
referred to the service provider. The new
Money Laundering Act, under the subtitle
“reporting obligation”, as a way of releasing the
secrecy provisions defined in other laws, regu-
lates FIU's activities related to data forwarding:
the application for supplementary information,
the enquiries at other authorities and data
transmission to a foreign FIU.58

Enquiries for supplementary information
mean data supply at the request of FIU. The
FIU may request data from the service
provider, and the service provider is obliged to
provide FIU with the information that con-
tains bank, securities, insurance, fund-, or
employer's pension secrets related to the client,
or in the case of postal services, information
that contains business secrets. Enquiries for
supplementary information may occur in two
different cases. On the one hand, such an
enquiry may emerge when, in the course of an
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investigation conducted in its own competence,
the FIU asks the service provider that files the
report for the accurate details of the reported
data, fact or circumstance, or if the FIU
requests information from another service
provider mentioned in the report.59 On the
other hand, such an enquiry may take place
when the request for supplementary informa-
tion becomes necessary in the course of the oper-
ation of a foreign FIU and the foreign FIU sends
a written enquiry. The condition to both sce-
narios is that data, a fact or a circumstance that
refers to money laundering or the financing of
terrorism should occur, i.e. that in the course of
the investigations conducted on the basis of the
reports in the FIU's own competence or in the
competence of a foreign FIU, a need for a fur-
ther piece of data should emerge.60 In order to
ensure a more complete release of the secrecy
provisions, the specific laws referring to the
individual categories of service providers and
the types of secrets have been amended by the
new Money Laundering Act.61

With regard to the fact that the new Money
Laundering Act, similarly to the institution of
enquiries for supplementary information, first
of all represents the approach of information
security, as regards the enquiries to other
authorities, only the enquiries to the tax author-
ity and the customs authority are regulated.
Under the new Money Laundering Act, the
FIU is entitled to explore the tax or customs
secret related to the client, to use this in its
investigation and forward it in line with the
rules provided by the new Money Laundering
Act. In line with these provisions, the specific
laws have also been amended.62

The new Money Laundering Act regulates
communication between the FIU and the foreign
FIU's both directly and indirectly. The FIU
may request supplementary information from
the service provider in the course of an investi-
gation conducted by a foreign FIU when any
data, facts or circumstances referring to money

laundering or the financing of terrorism occur.
The service provider may not refuse the provi-
sion of data and information. The new Money
Laundering Act provides in a similar structure
for the enquiries at authorities as well.
Furthermore, the new Money Laundering Act
also provides on the aspect of data transmission
when the FIU provides information to a foreign
FIU. Although the data supply to a foreign FIU
is not regulated expressis verbis, two funda-
mental scenarios are to be distinguished: as a
result of the enquiry made by the foreign FIU,
we are talking about the transmission of data
contained by the database that collects the
reports in the first case, while in the second
case, the FIU forwards the result of the enquiry
for supplementary data, or the enquiry made to
another authority. The new Money Laundering
Act directly stipulates that any data or informa-
tion can only be supplied to a foreign FIU if the
latter is able to guarantee appropriate legal pro-
tection, which is at least equivalent to the
Hungarian regulation with regard to the man-
agement of data and information that have been
supplied to it.63 The specific laws that regulate
the individual categories of service providers
and types of secrets will only provide exemp-
tion from the obligation of keeping bank, secu-
rities, insurance, fund or employer's pension
secrets, as well as business secrets in the case of
postal services if the FIU's enquiry for supple-
mentary information is supplied with a secrecy
clause signed by the foreign entity that files the
data request (foreign FIU). A similar amend-
ment was effected for the forwarding of tax and
customs secrets to a foreign FIU.64

The request for supplementary information
was provided for in the old Money Laundering
Act as well.65 However, no provisions were
made in the old Money Laundering Act as to
the enquiries made to tax and customs author-
ities. Furthermore, it can be concluded that in
the old Money Laundering Act, the enquiry for
supplementary information and the forwarding
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of the results of enquiries to tax or customs
authorities to a foreign FIU are not tied to the
condition that the data should have appropriate
protection, which is at least equivalent to the
protection provided by the Hungarian legal
regulations, in the country of the FIU that
receives the information.66

It is prescribed for the service provider by
the new Money Laundering Act that the transac-
tion order should be suspended when the FIU
thinks that immediate action should be taken to
control the data, fact or circumstance that refers to
a detected act of money laundering or the financ-
ing of terrorism. After the suspension, the serv-
ice provider should immediately report to the
FIU in order for the latter to be able to inves-
tigate how well-founded the report is. The FIU
examines the level of substantiality of the
report in one working day in the case of a
domestic transaction order, while in two work
days in the case of cross-border transaction
orders. The FIU, on the basis of this investiga-
tion, will notify the service provider in a writ-
ten form, on having taken measures in line with
the Criminal Procedure Act on the basis of
which the transaction order cannot be per-
formed, or will notify the service provider on
that it has taken no action in compliance with
the Criminal Procedure Act. In the latter case,
as well as in the case when the deadline avail-
able for the FIU (one or two work days) has
elapsed without any notifications, the service
provider will be obliged to perform the trans-
action order. The deadline available for the FIU
to investigate into the substantiality of the
report was defined by taking the laws on cash-
flow into account. Reports after the suspension
of the transaction can be made in the form of a
protected electronic message or a fax, or pre-
liminarily on the phone.67

With regard to the suspension of the transac-
tion order, the new Money Laundering Act
starts out from the provisions of the old Money
Laundering Act, but it also goes beyond them,

as this obligation exclusively referred to the
financial service providers under the old Money
Laundering Act. It is a further difference that
the duration of suspending the transaction order
was defined by the old Money Laundering Act
in a shorter period, i.e. in 24 hours.

Under the new Money Laundering Act, if
the organisation that performs official supervi-
sion becomes aware of data, a fact or a circum-
stance that serves as the basis for a report, then
the FIU should immediately be informed. This
provision includes independent notification
(quasi report) by the organisation conducting
supervision and the information to be provided
by FIU as a response to the enquiry from the
organisation performing supervision (quasi
enquiry for supplementary information).68

Under the new Money Laundering Act, the
FIU may exclusively use the information that it
has become aware of on the basis of the report
forwarded by the service provider or the enquiry
requested by the service provider, and subse-
quently performed for combating money laun-
dering and the financing of terrorism, as well as
missing the performance of reporting obliga-
tions related to terrorist acts, unauthorised
financial activities, money laundering, or the
exploration of the crimes of tax evasion, embez-
zlement, fraud and misappropriation, or this
information may be forwarded for these very
purposes to another investigation authority, the
prosecutor, the national security services or the
foreign FIU. The FIU is obliged to keep so-
called data transmission records of the informa-
tion thus forwarded, with the data content spec-
ified in the new Money Laundering Act, and
these records should be preserved for five years
from the forwarding of the information.69

The use of reports by the FIU was defined
by the old Money Laundering Act in a narrow-
er scope than the one specified by the provi-
sions of the new Money Laundering Act, since
ORFK (the National Police Headquarters) can
exclusively use the information received from
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the service provider under the old Money
Laundering Act for the purposes of combating
money laundering and performing the tasks
arising from this goal. The ORFK's obligation
to preserve data was defined by the old Money
Laundering Act in ten years.70

THE PROHIBITION OF DISCLOSURE 

The regulation on the prohibition of disclosure
has been significantly amended by the new
Money Laundering Act. Pursuant to the new
Money Laundering Act, the scope of the prohibi-
tion includes reporting, as well as the disclosure
of data supplied as a response to the enquiry by
the FIU, the contents of these two, the sus-
pension of the execution of the transaction
order, the reporting person, as well as the fact
that a criminal procedure has been launched
against the client. The subject of the prohibition
includes the service provider filing the report
and the FIU. The observance of the prohibi-
tion means confidentiality (the refusal to pro-
vide information), as well as ensuring that the
scope of prohibition remains a secret. The pro-
hibition of disclosure has been significantly
extended by the provisions of the new Money
Laundering Act but the number of exceptions
from the prohibition of disclosure has also
increased. Thus, the prohibition of disclosure
does not refer to providing information to the
organisation that performs supervision, or to
the investigation authorities that conduct the
criminal procedure. This exception primarily
refers to the service provider but it also means
an obvious exception for the FIU.71

The further exceptions from the prohibition
of disclosure refer to special cases. Thus, the
prohibition of disclosure does not refer to the
financial conglomerates, the special network of
the individual non-financial service providers,
or to such cases when information which refers
to the same client and same transaction order is

disclosed to service providers within the same
profession.72

Taking it into account that the observance of
the prohibition of disclosure is also stipulated by
the new Money Laundering Act for the FIU's,
further exceptions arise, to which the prohibition
of disclosure is not applicable, although they are
not explicitly listed as exceptions to this prohibi-
tion. Such a case is represented by supplementing
information when the FIU requests supplemen-
tary information from a service provider which is
affected by the report but it was not this very
service provider that filed the report. 

The prohibition of disclosure was defined by
the old Money Laundering Act exclusively as an
obligation for the service provider. Thus, the
service provider (if it is an organisation, the
manager, employee or helping family member
of the service provider and the appointed per-
son) shall not disclose any information on the
performance of the report, the content thereof
and the identity of the appointed person to the
client, a third party or an organisation. The
exceptions from the prohibition of disclosure
were defined more simply by the old Money
Laundering Act. Thus, the limitation of the
prohibition of disclosure obviously did not
refer to ORFK (National Police Headquarters),
which received the report. Furthermore, in the
case of financial service providers, this limita-
tion did not refer to HFSA (the Hungarian
Financial Supervisory Authority), or in the case
of running a casino, to the state tax authority,
assuming that this information supply obliga-
tion belonged to the responsibilities of HFSA
and the state tax authority as organisations that
perform supervision.73

RECORD-KEEPING, STATISTICS

The new Money Laundering Act requires the
service provider to keep records of the infor-
mation disclosed as a result of the client's due
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diligence, for the purpose of utilisation by the
FIU or the organisation that performs supervi-
sion. Pursuant to the new Money Laundering
Act, the service provider shall preserve, in the
records that it keeps, all data and deeds that it
has come to possess in the course of client due
diligence measures, and the copies thereof, as
well as all deeds that certify the data supply on
the basis of reporting or enquiries to the FIU,
as well as documents that certify the suspen-
sion of the transaction, and the copies thereof,
for eight years from the time of data capturing,
reporting or suspension. This deadline is to be
calculated from the termination of the business
relationship and the execution of the transac-
tion order.74

A further obligation was defined for the
financial service providers that fall within the
scope of the new Money Laundering Act, as
well as for the lawyers and notaries public,
namely that their records shall also contain
those transaction orders which were executed
in cash (Hungarian Forints or foreign curren-
cy) reaching or exceeding 3.6 million HUF.75

The new Money Laundering Act is based on
the system of the old Money Laundering Act
with regard to meeting the data capturing and
record-keeping obligations. In the old Money
Laundering Act, data capturing and record-
keeping obligations were prescribed with
regard to the data and deeds recorded in the
course of meeting the identification obligation,
or the currency conversion transaction, and the
copies thereof, as well as the deeds certifying
the filing of the report and the copies thereof76.
However, the deadline for the preservation of
the data and documents was reduced from 10
to 8 years. Under the old Money Laundering
Act, the financial service provider was obliged
to record the client's identification data for
transaction orders which were executed in cash
reaching or exceeding 2 million HUF.77 The
relevant provision of the new Money
Laundering Act will be modified as conse-

quence of increasing the limit, and will be
extended to other service providers as well,
including the voluntary mutual funds, lawyers
and notaries public in the case of those transac-
tion orders which were executed in cash reach-
ing or exceeding 3.6 million HUF. 

The keeping of comprehensive statistical
records has a key role in combatting money
laundering and the financing of terrorism, the
aim of which is to enable the competent
authorities to control the efficiency of their
relevant systems and procedures.

The keeping of statistical records is assigned
to the FIU by the new Money Laundering Act,
as the majority of data that shall be collected
under the law is available to the FIU and the
investigation authorities.78

As regards the data79 not available to the
FIU or the investigation authorities, the Chief
Prosecutor's Office and the court making final
decisions are obliged by law to forward the pre-
defined data to the FIU on an annual basis. The
law stipulates the accurate contents of the sta-
tistical records80 and FIU annually discloses
these statistics on its internet homepage. 

It was exclusively the service provider's data
capturing and preservation obligations that
were regulated by the old Money Laundering
Act. The provision on the development and
keeping of comprehensive statistical records is
a substantial change in the new Money
Laundering Act.

MEASURES TO BE TAKEN IN CASE OF
BRANCH OFFICES AND SUBSIDIARIES 
IN THIRD COUNTRIES

Under the new Act on Money Laundering
financial service providers ensure that their
branch offices and subsidiaries in third coun-
tries apply customer due diligence and meas-
ures and keep records equivalent to those pre-
scribed in Act on Money Laundering, and pro-
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vide information on their internal control and
information systems and the content of the
internal regulations. Where the legislation of
the affected third country does not permit this,
the financial service provider informs the com-
petent supervisory body thereof, which sends
on such information to the Minister of Finance
with immediate effect. The Minister of Finance
then informs the Commission and the Member
States about these cases81. Where the legisla-
tion of the third country does not permit the
application of such equivalent measures regard-
ing customer due diligence and record keeping,
the service provider takes additional measures
and prepares an in-depth analysis about the
branch or subsidiary in the third country.82

These provisions aim at the application of uni-
form international and European Union stan-
dards in fighting money laundering and terror-
ist financing, if applicable. 

The application of uniform measures, if
applicable, for branches and subsidiaries is a
new element in the Money Laundering Act in
order to establish a uniform process. The old
Money Laundering Act did not include such
provisions.

INTERNAL CONTROL AND INFORMATION
SYSTEM, SPECIAL TRAINING 
PROGRAMME

The new Money Laundering Act extended the
requirement of operating an internal control
and information system prescribed by the old
Money Laundering Act to all service providers
falling within the scope of this Act.83

When there is at least one employee
(employed under a contract of employment),
the new Money Laundering Act stipulates that
an internal control and information system
should be operated, in case the employee is
effectively involved in the provision of the
activities described by the Act. The internal

control and information system provides for
customer due diligence, reporting and record
keeping in order to prevent business relations
or transactions enabling or implementing
money laundering or terrorist financing.

Under the old Money Laundering Act this
obligation affected only service providers
employing at least ten persons (as employ-
ees).84 The old Money Laundering Act required
that providers with more than 10 employees
should operate an internal and information sys-
tem capable of identifying customers in order
to prevent business relations or transactions
enabling or implementing money laundering or
terrorist financing. The new Money Laundering
Act modifies this provision, extends the scope
of service providers with regard to the applica-
tion of this provision, and stipulates that all
providers involved in such activities or employ-
ing persons participating in the provision of
activities described by the Act are required to
operate an internal and information system.
Instead of client identification, the new Money
Laundering Act focuses on customer due dili-
gence and record keeping in connection with
the operation of this system. 

The new Money Laundering Act regulates
the training of employees in more detail. The
objective of such training is to make the affect-
ed employees of the institution aware of the
regulations developed in order to prevent and
hinder money laundering or terrorist financing.
For this reason, the Act provides for the partic-
ipation of the employees in special training
programmes, where participants will under-
stand suspicious cases (typologies) and proce-
dures to be followed in order to recognise such
cases. The institution shall ensure that the
employee understands the legal provisions
regarding money laundering or terrorist financ-
ing, recognises business relations or transac-
tions enabling or implementing money laun-
dering or terrorist financing, and acts in accor-
dance with the provision of this Act when any
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suspicious data, fact, circumstance occurs indi-
cating money laundering or terrorist financing.
Having regard to the close link between the
new Money Laundering Act and the separate
act prescribed by the European Union on the
implementation of restrictive financial and
asset-related measures85, the provisions of this
act should also be scrutinised. Such special
training programmes may be conducted within
the organisational structure of the institution
or externally (when training is provided by an
external company). 

Under the old Money Laundering Act, the
service provider ensured that the employers
understood the legal provisions regarding the
prevention of money laundering or terrorist
financing, understood suspicious transactions,
cases and situations of money laundering, busi-
ness relations or transactions enabling money
laundering and understood the procedures to be
implemented in cases listed therein.86 In addi-
tion to the procedure in line with the new pro-
visions, the typology of the terrorist financing,
and information supporting the prevention of
money laundering or terrorist financing, the
new Money Laundering Act, as a significant
new element, stipulates that the affected per-
sons should be aware of the procedure
described in a separate act prescribed by the
European Union on the implementation of
restrictive financial and asset-related measures.
Furthermore, the training should also cover
knowledge based on which one can distinguish
the suspicion of terrorist financing (e.g. persons
listed by the United Nation) and the related
procedure and the procedure described in a sep-
arate act prescribed by the European Union on
the implementation of restrictive financial and
asset-related measures. The service provider is
also required to organise special training pro-
grammes for its employees carrying out activi-
ties described by the Act. However, the Act
does not provide for the conditions and the
details of such training programmes. 

INTERNAL REGULATIONS

The new Money Laundering Act keeps the
requirement of establishing regulations.87

Under the new Money Laundering Act a
Decree of the Ministry of Finance stipulates the
mandatory layout of the internal regulations
(regulations)88. If the regulations include all
contents prescribed by the act and the imple-
menting decree, and they do not violate legal
regulations, the supervisory body shall approve
the regulations. The supervisory body may
examine only the existence of the mandatory
content stipulated by the decree of the
Ministry of Finance. The supervisory body
issues sample regulations as a non-mandatory
recommendation for drawing up the regula-
tions. The sample regulations are prepared by
the supervisory body in co-operation with the
FIU with the consent of the Minister.89

Unlike the obligation of preparing sample
regulations concerning attorneys and notaries,
the supervisory bodies90 prepare such sample
regulations with the consent of the Minister of
Finance as a non-obligatory recommendation.

The new Money Laundering Act prescribes a
different procedure for independent attorneys,
one-person legal offices and law firms operat-
ing with more attorneys or employed attor-
neys.91

Due to the peculiarities of the profession,
the new Money Laundering Act prescribes a
different obligation for notaries regarding the
preparation of regulations.92

The new Money Laundering Act prescribes
transitional measures for the review and prepa-
ration of the service providers' regulations.93

The old Money Laundering Act regulated
the obligation of preparing regulations and the
content requirements on the level of acts, fur-
thermore it stipulated that a body exercising
government or professional control of the
service providers issues guidelines, sample reg-
ulations for the preparation of the regulations



SUPERVISION AND AUDIT 

313

in co-operation of the National Police
Headquarters (ORFK) with the consent of the
Minister of Finance.94 As a significant change
to the old Money Laundering Act, the new
Money Laundering Act prescribes sample reg-
ulations as a non-obligatory recommendation
and in the case of notaries, it prescribes guide-
lines. Another significant element in the new
Money Laundering Act: the Minister of
Finance is authorised by the Act to define the
mandatory contents of the regulations. The old
Money Laundering Act prescribed that the
Minister of Finance developed guidelines for
service providers with no government or pro-
fessional supervision95 in co-operation with the
ORFK for the preparation of the regulations,
which were to be published in the Financial
Gazette [Pénzügyi Közlöny].96 By extending
the coverage of the new Money Laundering
Act, a special requirement for the preparation
of regulations for traders in goods emerges.
(When submitting the regulations, the traders
in goods declare that they are ready to satisfy
the obligations set forth in the new Money
Laundering Act and accept cash payments of
over 3.6 million HUF.)97

SUPERVISION, MEASURES

The new Money Laundering Act has laid down
detailed rules regarding the provision of super-
visory activities in order to fight money laun-
dering and terrorist financing. Each type of
service providers are supervised by the respec-
tive supervisory body in accordance with their
activities. The supervisory body is required to
review and ensure the observance of the provi-
sions of the new Money Laundering Act.
Financial service providers (with the exception
of service providers engaged in money process-
ing) are supervised by the Hungarian Financial
Supervisory Authority, service providers
engaged in money processing by the National

Bank of Hungary, providers operating casinos
by the state tax authority, auditors, attorneys
and notaries by the competent association.98 In
case of traders in goods and service providers
trading in precious metals or articles made of
precious metals and/or stones (precious metal
traders) the conformity with the provisions of
the new Money Laundering Act is ensured by
the commercial authority. Unlike those listed
above, providers involved in property-related
activities, book-keeping (accounting) activi-
ties, tax consulting, certified tax consulting, tax
advisory activities do not fall under the scope
of state or professional supervision, therefore,
in order to ensure the observance of the provi-
sions of the new Money Laundering Act, these
service providers are supervised by the FIU.99

As a main rule, the procedural rules for pro-
viding supervision – with the exceptions laid
down in the new Money Laundering Act – are
specified by the provisions of Act CXL of 2004
on the General Rules of Administrative
Proceedings and Services regarding administra-
tive proceedings, and the provisions of Act
CXL of 2004 on the General Rules of
Administrative Proceedings and Services and
Act CXXXV of 2007 on Government Control
of Financial Institutions regarding the
Hungarian Financial Supervisory Authority.
The Chamber of Hungarian Auditors100, and
the territorial chambers in case of lawyers and
notaries, may act exclusively in accordance
with the provisions of the specific acts.101

In the event that the provisions of the new
Money Laundering Act are violated or the obli-
gations set forth in the new Money Laundering
Act are not fully met, the Hungarian Financial
Supervisory Authority, the National Bank of
Hungary and the state tax authority, the com-
mercial authority and the FIU may implement
the measures102 laid down in the new Money
Laundering Act. Imposing fines is the most
serious of the measures the supervisory body
may take. Fines may be imposed as a sole mea-
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sure or may be accompanied by other meas-
ures. The minimum and maximum amount of
the fine are defined taking the type of the serv-
ice provider into account. The Hungarian
Financial Supervisory Authority may impose
fines in the amount of 200 thousand HUF to 
5 million HUF, while all other supervisory
bodies – with the exception of the associations
– may impose fines of 100 thousand HUF to 
1 million HUF.103 The new Money Laundering
Act specifies the purposes the revenues from
fines imposed by the state tax authority, the
commercial authority and the FIU may be
spent on.104 These purposes support the com-
bat against money laundering and terrorist
financing.

When comparing the provisions of the new
Money Laundering Act with the old act, you will
see that the designation of the supervisory bod-
ies has slightly changed. Firstly, traders in goods
were not covered by the old Money Laundering
Act. Secondly, in the case of traders in goods, as
well as service providers engaged in the trade of
precious metals, the subject of the transaction is
an asset of high value; therefore it is not justified
to appoint different supervisory bodies for these
two types of service providers. In line with the

above, under the new Money Laundering Act,
service providers engaged in the trade of pre-
cious metals are also supervised by the trade
supervisory body. Thirdly, supervisory activities
earlier carried out by the ORFK – with the
exception of service providers involved in trad-
ing precious metals – were transferred to the
FIU operating within the Hungarian Customs
and Finance Guard. The old Money Laundering
Act went into details concerning the superviso-
ry activities only in the case of the ORFK, and
even in this case used the term of “inspec-
tion”.105 In the course of inspecting the activi-
ties of those service providers not falling under
the scope of state or professional supervision,
the could act in accordance with the provisions
of the Act on State Administration procedures
with the exceptions laid down in the old Money
Laundering Act.106

Bringing the new Money Laundering Act into
force, transposing the international standards
into the Hungarian law and implementing these
by the authorities and the law enforcement enti-
ties will create compliance with internationally
approved criteria, procedures, and as a conse-
quence Hungary could effectively fight money
laundering and terrorism.

1 Directive No. 2005/60/EC (26 October 2005) of the
European Parliament and Council on the prevention
of the use of financial systems for the purposes of
money laundering and terrorist financing. European
Union Official Journal, No. L 309, 25. 11. 2005

2 Directive No. 2006/70/EC (1 August 2006) of the
Committee on the term of “politically exposed
persons”, and on the technical requirements of
simplified customer due diligence procedures and
on exemptions provided on the basis of occasional
or very limited financial activity, on the definition
of executive measures regarding the European
Parliament and Council directive No. 2005/60/EC.
European Union Official Journal, No. L 214, 4. 8.
2006

3 The scope of the directive covers certain persons,
institutions and activities not covered before, and
pays special attention to cash payments that involve
high risks from the aspect of money laundering and
terrorist financing (all merchants accepting cash pay-
ment over EUR 15,000 will be covered.). Among
others, the directive clarifies the definition of benefi-
cial owner, the customer due diligence and reporting
obligation for suspicious cases (in addition to the
suspicion of money laundering, suspected terrorist
financing is covered, too). The directive defines the
conditions of accepting a client identification carried
out by a third person, and helps the checking of the
efficiency of the rules with data collection provisions
of statistical purpose, and – as a new element at com-
munity regulation level – introduces the supervi-
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sion/audit obligation for member states. The major-
ity of the directive is based on risk-based approach.

4 Act XV of 2003 on the prevention of money laun-
dering

5 Criminal Code, Article 261, 303–303/A 

6 New Money Laundering Act, Article 1, Section (1)

7 New Money Laundering Act, Article 1, Section (3),
Article 33, Section (4), Article 45, Section (6) 

8 New Money Laundering Act, Article 1, Sections (4)–(5)

9 New Money Laundering Act, Article 2, Article 22
(Decree No. 1781/2006/EC was executed in Act
No. CIII of 2007 on the modification of Act No. XV
of 2003 on the prevention and combating of money
laundering, and this act lost effect when the new act
came into force.)

10 Old Money Laundering Act, Article 1

11 New Money Laundering Act, Article 6

12 New Money Laundering Act, Article 7

13 In case of natural persons, it is the name, address,
nationality, the type and number of identification
document, and in the case of foreign natural per-
sons, the place of residence in Hungary; for legal
entities or organisations without legal entity, it is
the name and the short name, the address of the
regsitered office, and for organisations based
abroad, the address of their plant in Hungary, com-
pany registry number or other registration number.

14 In case of natural persons, the place and date of birth,
mother's name; for legal entities or organisations
without legal entity, it is the main scope of activity,
the names and positions of the persons authorised to
represent the organisation, and the data for the iden-
tification of the delivery representative.

15 Old Money Laundering Act, Article 4, Article 5,
Section (1)

16 New Money Laundering Act, Article 8

17 Name, address, nationality 

18 Type and number of identification document, place
of residence in Hungary for foreign natural persons,
place and date of birth, mother's name 

19 Old Money Laundering Act, Article 6

20 New Money Laundering Act, Article 9

21 In case of business relation, the type, subject and
term of the contract; in case of deals, the subject and
the amount of the order. 

22 Circumstances of performance (place, time, mode)

23 Old Money Laundering Act, Article 5, Section (1) 

24 New Money Laundering Act, Article 10

25 Old Money Laundering Act, Article 5, Sections (2)–(5)

26 New Money Laundering Act, Article 11

27 The service provider may carry out the verification of
the identity of the client and the beneficial owner
during the establishment of the business relation, too
(before the completion of the first deal), if that is
required to avoid an interruption in the normal busi-
ness activity, and if the probability of money launder-
ing or terrorist financing is low. In case of insurances
belonging to the life insurance branch, the insurance
company may carry out the verification of the identi-
ty for the beneficiary and for all the parties who are
entitled to the services of the insurance company
according to the insurance contract and whose iden-
tity is not known at the time of signing the contract,
at the time of signing the contract, even after the
establishment of the business relation (until the pay-
ment, at the latest). The service provider entitled to
open bank accounts (and the Voluntary Mutual
Insurance Fund entitled to open individual accounts)
is entitled to open the acocunt, if they make sure that
until the completion of the verification of the identi-
ty of the client and the beneficial owner, the client, his
agents, the authorised signatories and the representa-
tives may not perform any transactions (the client
and the beneficiary may not get the service).

28 New Money Laundering Act, Article 3, point v),
subpoint vc)

29 Old Money Laundering Act, Article 3, Sections (1)
and (5) 

30 New Money Laundering Act, Article 42

31 Old Money Laundering Act, Article 16, Section (9)

32 Involved in financial services, supplementary finan-
cial services, investment service activity, supplemen-
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tary service to investment service activity; insur-
ance, insurance brokering and employer pension
service activity (in case of non-life insurances);
commodity exchange services; post office funds
turnover mediating activity, post office cash trans-
fers, receipt and delivery of domestic and interna-
tional post office transfer orders; acting as voluntary
mutual insurance fund.

33 New Money Laundering Act, Articles 12–13,
Article 43, Section (1)

34 Old Money Laundering Act, Article 3, Sections (6)
and (12), Article 3/A, Section (3)

35 New Money Laundering Act, Article 14–17

36 The service provider shall make an analysis (in order
to assess and evaluate the tools applied against
money laundering and terrorist financing); he shall
make sure that the service provider with a registered
office in a third country has verified the identity of
the client having a direct access to the correspon-
dent account, and shall continuously monitor this
business relation; he shall make sure that the service
provider with a registered office in a third country is
able to provide the client due diligence data on
request; he shall obtain the approval of the manager
appointed in the organisational and oparational reg-
ulations for the establishment of the correspon-
dence bank relation.

37 A natural person with residence address abroad,
who performs an important public task or pre-
formed an important public task within one year
before the completion of the client due diligence,
and the close relative of such person, or someone he
has close relation with. (The requirements of the
individual elements of these terms are defined in
detail in the new Money Laundering Act, Article 4.)

38 In case of natural persons, the type and the number
of the identification document containing the name
and address (for foreign natural persons, the place
of residence in Hungary); for legal entities and
organisations without legal entity, the name, regis-
tered office and company register number, or other
registration number.

39 Money Laundering Act, Article 5, Section (7) 

40 European Parliament and Council directive No.
1781/2006/EC (15 November 2006) on customer
data accompanying money transfers. The European
Union Official Journal, No. L 345, 08. 12. 2006

41 The primary objective of directive No. 1781/
2006/EC is that the person sending the money
transfer could be traced back, therefore payment
service providers under its scope are obliged to indi-
cate precise and proper data about the customer on
the money transfers and in the related forwarded
messages, and this data should move together with
the money transfer all the time, in the payment sys-
tem. The scope of decree No. 1781/2006/EC covers
credit institutions and other institutions involved in
money transfers, too, such as companies involved in
cash transfer services and the post office. The term
of money transfer has been defined in a wide sense,
so it covers the traditional bank transfers, deposits
made at the bank cash desks – and credited to an
account managed by the bank, or sent to another
bank -, post office and other money transfers, and
the money transfers realised through the mobile
service providers. Directive No. 1781/2006/EC
defines different rules for data to be recorded,
checked and forwarded about transfers initiated
from accounts, and transfers not initiated from
accounts (including transfers below and over EUR
1000, too), and for transfers within the European
Union and outside the territory of the European
Union. The first case means forwarding at least one
piece of data, the latter case means forwarding 3
pieces of data related to the given transaction. In
order to make sure that data can be traced back, the
payment service provider shall keep all the data for 5
years. The data may be used only for the prevention,
examination or investigation of money laundering or
terrorist financing. Directive No. 1781/2006/EC
contains some stipulations about the addition of
incomplete or missing data.

42 The term “pénzügyi információs egységként
mûködõ hatóság” comes from the English term
“financial intelligence unit” (or FIU). The FATF
recommendations laying down the requirements of
money laundering and terrorist financing, and the
directive also stipulates that each country shall set
up a central FIU with national competence, i.e. a
“financial intelligence unit”.

43 New Money Laundering Act, Article 22

44 New Money Laundering Act, Article 22, Sections
(5)–(6), Article 31, Section (1)

45 New Money Laundering Act, Article 22, Section (7)

46 New Money Laundering Act, Article 22, Section (8)
(The direct scope of directive No. 1781/2006/EC
does not allow for the definition of HUF amounts
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in the new Money Laundering Act for the limit val-
ues of the regulations.)

47 New Money Laundering Act, Article 22, Section (9)

48 The National Police Headquarters (ORFK) were
appointed, among others, by the old Money
Laundering Act as the organisation responsible for
receiving reports. However, a name that defines a
new set of responsibilities is applied by the new
Money Laundering Act. Pursuant to the old Money
Laundering Act, a unit established within ORFK's
organisation performed these tasks, then, simulta-
neously to the new Money Laundering Act's taking
effect, this group of responsibilities was transferred
to the Customs and Excise Guard. Under the new
Money Laundering Act, the authority operating as a
financial information unit is a separate organisation-
al unit of the customs office performing the tasks of
the financial information unit, defined in a separate
law. This specific law is government decree No.
314/2006. (XII. 23.) on the organisation of the
Customs and Excise Guard, as well as the appoint-
ment of the individual bodies, based on Note e),
Section 7 of which it is the Central Prosecution
Commandership of the Customs and Excise Guard
whose scope and responsibility include the per-
formance of tasks that belong to the authority oper-
ating as the financial information unit defined in the
Act on the Prevention and Combating of Money
Laundering and the Financing of Terrorism. 

49 New Money Laundering Act, Article 23, Section (1) 

50 Considering that the time elapsing between the
making of a report by fax or postal delivery and the
reception of the report by the FIU may jeopardize
the efficiency of the processing of the report, the
new Money Laundering Act maintains the institu-
tion of preliminary reporting on the phone during
the one-year transitional period. The necessity of
preliminary reporting on the phone is decided by
the service provider. [Section (3), Article 23 of the
new Money Laundering Act]

51 New Money Laundering Act, Article 44, Section (1) 

52 New Money Laundering Act, Article 23, Section (9)

53 The report shall be made by the lawyer or the
notary public at the district chamber, and it shall
immediately be forwarded to the FIU by the per-
son appointed by the chairman of the district
chamber. These differing provisions were speci-
fied with regard to the highly confidential nature

of the activities carried out by the lawyers and the
notaries public.

54 The inhibition of the transaction order differs from
the institution of suspending the transaction order
(Article 24 of the new Money Laundering Act,
Article 9 of the old Money Laundering Act) in that,
while in the first case the transaction order is not
performed by the service provider until the report is
made, the performance of the transaction order is
suspended until a statutorily defined date after
reporting in the latter case.

55 New Money Laundering Act, Article 23, Sections
(4)–(5) 

56 New Money Laundering Act, Article 23, Section
(10) 

57 Old Money Laundering Act, Article 8, Section (7)

58 When taking account of the responsibilities of the
authority operating as a financial information unit
(FIU) defined under the new Money Laundering
Act, it can be concluded that the new Money
Laundering Act, similarly to the old Money
Laundering Act, does not explicitly provide on
FIU's responsibilities but only defines the scope of
its tasks, which are first of all approached from an
information security aspect. Both the ORFK (the
National Police Headquarters) and the FIU per-
form their activities aimed at combating money
laundering in their crime prevention authority. For
ORFK, this background law is Act XXXIV of 1994
on the Police, while the same function was fulfilled
by Act XIX of 2004 on the Customs and Excise
Guard for the FIU. The authority acting in its scope
of crime prevention is entitled to apply at econom-
ic associations and other authorities, the perform-
ance of which requests the economic association or
other authority in question may not refuse unless
they have a secrecy obligation provided for by a spe-
cific law. The information security approach repre-
sented by both the old and the new Money
Laundering Act starts out from these fundamentals,
and thus, focuses on exemption from keeping eco-
nomic secrets, tax and customs secrets. 

59 An example for requesting supplementary informa-
tion from a service provider other than the one
which makes the report is contacting the credit
institution that keeps the target account in the case
of reporting a bank transfer.

60 New Money Laundering Act, Article 23, Section (6) 
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61 New Money Laundering Act, Articles 46, 47 and 54 

62 Act XCII of 2003 on the Rules of Taxation, as well
as Act CXXVI of 2003 on the Execution of the
Community Customs Law were amended by the
new Money Laundering Act. We witness one-way
data movement here, as the information provided
by the FIU in the course of the enquiry cannot be
used by either the tax authority or the customs
guard in the state administration procedure.

63 New Money Laundering Act, Article 23, Section (8) 

64 New Money Laundering Act, Articles 46, 47, 49, 50
and 54 

65 Old Money Laundering Act, Article 8/A 

66 Old Money Laundering Act, Article 8/A, Section (2)

67 New Money Laundering Act, Article 24

68 New Money Laundering Act, Article 25

69 New Money Laundering Act, Article 26

70 Old Money Laundering Act, Article 10, Sections
(2)–(3)

71 New Money Laundering Act, Article 27, Sections
(1)–(2)

72 The prohibition of disclosure does not apply to data
transfer carried out under supervision on a consoli-
dated basis and supplementary supervision in the case
of conglomerates, disclosure between businesses in
third countries, disclosure between businesses in
Member States or third countries, where require-
ments equivalent to those specified in the new
Money Laundering Act are applied for businesses and
these businesses are supervised in their compliance
with those requirements. The prohibition of disclo-
sure does not apply to the disclosure of data between
service providers engaged in book-keeping (account-
ing) activities, tax consultancy, certified tax consul-
tancy, tax advisory activities and service providers
involved in legal, notary services in Member States
and third countries, where requirements equivalent
to those specified in the new Money Laundering Act
are in place, if the affected persons perform their pro-
fessional activities within the same legal entity or a
network. Primarily international audit companies and
law networks of law firms are exempted from the
prohibition of disclosure. The last exception to the
prohibition of disclosure applies to financial service

providers, service providers engaged in book-keeping
(accounting) activities, tax consultancy, certified tax
consultancy, tax advisory activities and service
providers involved in legal, notary services. This
exception may be applied only when 
(1) information is related to the same customer and
the same transaction, 
(2) at least one of the two or more affected service
providers carry out activities covered by the new
Money Laundering Act and the other service
providers are established in a third country, where
requirements equivalent to those specified in the
new Money Laundering Act are imposed, 
(3) the service providers belong to the same profes-
sion,  and 
(4) and service providers are subject to obligations
equivalent to those applied in Hungary as regards
professional secrecy and personal data protection.
The affected service provider is required to inform
the supervisory body about third countries, where
the requirements related to the rules for exceptions
are implemented. The supervisory body notifies the
Minister of Finance in order to inform the other
Member States and the Commission.

73 Old Money Laundering Act, Article 8, Section (4)

74 New Money Laundering Act, Article 28, Section (1)

75 New Money Laundering Act, Article 28, Section (2)
(This provision does not mean that the identifica-
tion is to be carried out repeatedly in the case of
existing business relations, but service providers
need to keep records of all cash transactions of 3,6
million HUF or more.)

76 Old Money Laundering Act, Article 10

77 Old Money Laundering Act, Article 10, Section (4)

78 New Money Laundering Act, Article 29

79 Number of formal accusations, accused persons,
number of attachments, value of attached property,
number of sentences and number of persons con-
victed, how much property has been frozen, seized
or confiscated, value of confiscated asset, property,
value of seized property.

80 Statistical data include the number of reports and
data supply requested by FIU, the number of sus-
pended transactions, the number of attachments
initiated in accordance with a separate act prescribed
by the European Union on the implementation of
restrictive financial and property-related measures



SUPERVISION AND AUDIT 

319

and the number of attachments ordered by the
court, the value of cash or economic resources
frozen on the order of the court expressed in
Forints, and the number of reports resulting in
measures taken by the FIU or criminal procedure.
The above data should be recorded by profession.
In addition to the above, the number of criminal
procedures initiated based on the suspicion of
money laundering and terrorist financing, the num-
ber of suspects in criminal procedures, number of
judgments and convicted persons, number of
attachments, value of attached property, number of
seizures and confiscations, the value of frozen,
seized or confiscated property.

81 The provisions of this Act regarding the special
measures to be taken in case of branches and sub-
sidiaries in third countries ensure that the
Commission is aware of non-equivalent countries.

82 New Money Laundering Act, Article 30

83 New Money Laundering Act, Article 31

84 New Money Laundering Act, Article 11, Section (1)

85 With regard to the procedure described in Article 10
of Act CLXXX of 2007, the reporting obligation
towards the authority responsible for implementa-
tion (Hungarian Customs and Finance Guard,
Central Law Enforcement Directorate) and the
procedure to be followed after reporting

86 New Money Laundering Act, Article 11, Section (2)

87 New Money Laundering Act, Article 33, Section (1)

88 New Money Laundering Act, Article 43, Section (2),
[35/2007. (XII. 29.) Decree of the Ministry of
Finance on the content requirements of the internal
regulations to be prepared in accordance with Act
CXXXVI of 2007 on the Prevention and Combating
of Money Laundering and Terrorist Financing]

89 New Money Laundering Act, Article 33, Sections
(2)–(3)

90 Supervision, commercial authority, Chamber of
Hungarian Auditors, state tax authority, FIU, MNB

91 For independent attorneys and one-person legal
offices, the Hungarian Bar Association prepares
uniform regulations to be adopted as internal regu-
lations concerning independent attorneys and one-
person legal offices. Such uniform regulations are

approved by the minister in charge of the judicial
system. This provision therefore exempts independ-
ent attorneys and one-person legal offices from the
obligation of preparing internal regulations.
However, law firms are required to act similarly to
the most of the service providers falling within the
scope of the new Money Laundering Act as far as
the regulations are concerned. Law firms are
required to prepare regulations to be approved by
the supervisory body, i.e. the regional bar associa-
tion. The Hungarian Bar Association issues sample
regulations for the preparation of the regulations. In
case of law firms, the sample regulations issued by
the Hungarian Bar Association are approved by the
minister in charge of the judicial system.

92 For notaries the Hungarian Association of Notaries
Public prepares guidelines, which are recognized as
functioning as internal regulations for notaries public.

93 The new Money Laundering Act prescribes that the
supervisory body issues the sample regulations with-
in 45 days of the date when the new Money
Laundering Act comes into force. Existing institu-
tions are required to review their regulations within
90 days of the effective date. These will be reviewed
by the designated supervisory bodies in the course of
the supervisory and audit activities. Financial service
providers, providers running casinos or electronic
casinos and voluntary mutual insurance funds, the
activities and operations of which are subject to
licensing and were established after this act took
effect, shall submit their regulations (together with
their application) to the designated supervisory body
for approval. Service providers involved in property-
related activities, book-keeping (accounting) activi-
ties, tax consultancy, certified tax consultancy, tax
advisory activities on a mandatory or entrepreneur-
ial basis, and service providers involved in legal,
notary services, service providers involved in trading
precious metals or goods made of precious metals,
which start their operation after this act takes effect,
are required to submit their regulations to the rele-
vant supervisory bodies within 90 days of the start of
their operation. For independent attorneys and one-
person legal offices the Hungarian Bar Association,
while for notaries the Hungarian Association of
Notaries Public prepares regulations, guidelines
within 90 days of the effective date of this act.

94 New Money Laundering Act, Article 11, Section
(3)–(5)

95 Under the old Money Laundering Act, service
providers without government or professional
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supervision are providers involved in property-
related activities, book-keeping (accounting)
activities, tax consulting, certified tax consulting,
tax advisory activities on a mandatory or entre-
preneurial basis, and service providers involved in
legal, notary services, service providers involved in
trading in precious metals, precious stones or arti-
cles, ornaments and jewelry made of precious
metals and/or stones, cultural assets and works of
art, or selling the above-specified assets at auc-
tions or on consignment.

96 Old Money Laundering Act, Article 12

97 Under the old Money Laundering Act, the
Hungarian Bar Association and the Hungarian
Association of Notaries Public were responsible for
preparing regulations or guidelines for the regula-
tions. It is a significant change to the old Money
Laundering Act that independent attorneys and
one-person legal offices are exempted from the
extra burden of preparing regulations for them-
selves. In accordance with the provisions of the new
Money Laundering Act, the Hungarian Bar
Association prepares regulations, which will be con-
strued as internal regulations. Therefore, the
Hungarian Bar Association is responsible for
preparing regulations; and in case of law firms it is
also tasked to develop sample regulations. As far as
the regulations are concerned, the Hungarian Bar
Association does not have to approve these since
supervision is provided by the regional associations
under the new Money Laundering Act. 
The provisions for the preparation of regulations
for notaries have not changed. It was not justified
to change these provisions or make them more
stringent.

98 Auditors are supervised by the Hungarian Chamber
of Auditors, service providers engaged in legal and
notary activities are controlled by the chamber the
lawyer of notary is a member of (regional associa-
tion). [New Money Laundering Act, Article 5]

99 New Money Laundering Act, Article 2, Section (2)

100 The Chamber of Hungarian Auditors performs
supervisory activities in the course of its quality
assurance proceedings.

101 In the course of carrying out supervisory activities,
the Chamber of Hungarian Auditors acts in accor-
dance with the provisions of Act LXXV of 2007 on
the Hungarian Association of Auditors, Auditing
Activities and the supervision of auditors, while the

regional associations act in accordance with the
provisions of Act XI of 1998 on Attorneys and Act
XLI of 1991 on Notaries Public in the case of
attorneys and notaries, respectively. [New Money
Laundering Act, Article 34, Sections (3)–(4),
Article 51 and 52]

102 The supervisory body may call on the service
provider to take the necessary measures to comply
with the provisions of the said Act, eliminate the
revealed deficiencies; may recommend that the
service provider should take part in special training
programmes or recruit employees (managers) with
suitable professional knowledge, adapt the internal
regulations before a prescribed deadline according
to specific criteria; may warn the service provider;
may call on the service provider to terminate the
infringement; and may impose fines. [New Money
Laundering Act, Article 35, Section (1)]

103 New Money Laundering Act, Article 35, Section (1)

104 The revenues from fines imposed by the state tax
authority, the commercial authority and the FIU
may be spent exclusively on the following purpos-
es: training professionals; supporting the prepara-
tion and publication of studies related to supervi-
sory activities; informing the clients of the service
providers; training FIU Staff members.

105 New Money Laundering Act, Article 13, Section
(2)

106 In line with the provisions of the old Money
Laundering Act, the inspection carried out by the
ORFK includes the on-site inspection of docu-
ments concerning the identification obligation
and the reporting obligation of service providers,
as well as documents pertaining to the education
and training requirement. Inspections in the first
instance shall be carried out by the Criminal
Division of the ORFK and by the national police
commissioner in the second instance. If the find-
ings of said inspections revealed any violation of
regulations or any discrepancy, the ORFK could
order the service provider to restore lawful oper-
ations and eliminate the discrepancies, and to
adopt internal rules and regulations, or to adapt
and apply these regulations according to specific
criteria. The ORFK was entitled to impose fines
of 10 thousand HUF to 100 thousand HUF for
non-compliance with the provisions of the old
Money Laundering Act, and for partial or late
compliance with the said provisions. [New
Money Laundering Act, Article 13]
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Zoltán Luttenberger

Financial planning in
Hungary 

IIn late 2006, after several years of preparations,
Hungarian financial professionals and leading
financial institutions started the Hungarian CFP
program (CFPTM–Certified Financial PlannerTM).
The program is aimed at adapting the interna-
tional standard of financial consultancy and a
new (quality of) industry to Hungary. This will
create a community of quality-focused and cont-
rolled financial advisors, which operates in 
accordance with the training, further education,
examination, professional practice-related and
ethical requirements of FPSB, the Financial
Planning Standards Board. The phenomenon that
independent financial planning experts, especially
those who work purely for fees, are gaining
ground, is a striking international trend. The
establishment of this new profession in Hungary
as one of the first countries to do so in the world
would greatly contribute to the acknowledgement
of our financial culture both domestically and
internationally. 

The Hungarian association, which is taking on
its final form these days, gets familiar with, learns
and adapts the education and qualification sys-
tem of financial planning experts in the process
of accession to the international organization,
thus receiving support from the member states.
A planning expert first analyses the risks and
cashflow factors that may impact a client's
course of life, based on the financial-insurance

needs arising from the situations and events that
occur during a lifetime. Then he optimizes the
related financial services and finally, the process
is closed by the conclusion of contracts selected
on the basis of evaluating the real products of
specific financial service providers. This process
is of course followed by appropriate monitoring
and the maintenance of the financial plan.

The Hungarian Association of Qualified
Financial Planners was founded by leading local
and international financial planning professionals.
The Hungarian Association of Qualified
Financial Planners was established with the
help of the leading Hungarian financial service
providers and with efficient support by the
Denver-based FPSB, with the participation of
Hungarian and international financial planning
professionals. The HAQFP builds a multi-level
certification system in order to develop financial
planning. The “entry level” of this system,
which affects consumer advisors, contains the
basics of financial planning and aims at life
event-focused professional product advising
(RFPH – Registered Financial Planner of
Hungary). Those professionals who have the
detailed knowledge and several years of pro-
fessional experience required for long-term
financial planning will become QFPH's, i.e.
Qualified Financial Planners of Hungary. The
best QFPH's, who meet the international
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requirements, will receive the internationally
acknowledged title called Certified Financial
PlannerTM.

HAQFP started its operation in the form of
HAQFP Nonprofit Ltd, the rules of which are
defined by FPSB's requirements of professional
and democratic operation. The first generation
of Registered and Qualified Financial Planners
is trained on the basis of international curricu-
la already. This, however, has been implement-
ed from the very beginning in the framework
of the Hungarian training system, with the par-
ticipation of small groups of selected financial
advisors and in the form of open courses and
corporate academies, in training acknowledged
(accredited) by the state. In 2008, after the
approval and implementation of HAQFP regu-
lations (practice standards, code of ethics,
examination, certification, accreditation regula-
tions and disciplinary rules), project work of
several years will be concluded. The situation is
that already registered/qualified planners and
sponsoring corporations will transform
HAQFP into an open foundation, the condition
to entering which is for the planners as private
individuals to be qualified, or to be a sponsor-
ing corporation. Members can be elected to the
board, as well as to the regulatory, training or
scientific committees, or one of the several
workgroups of these committees. 

In line with the requirements of the interna-
tional organizations and the practice of the
other member states, the mission of HAQFP is
to introduce a new quality in financial advising.
Besides the best practical and theoretical pro-
fessionals, the organization has involved the
experts representing the financial sector, the
financial supervisory board, customer protec-
tion, as well as the CFPTM experts of the for-
eign partner organizations. (Some of them are
already participants of the program.) All this is
necessary for the clients of the “qualified plan-
ners” to receive professional and ethical servic-
es, along with the development of a long-term

relationship of trust, which is high priority for
both FPSB and HAQFP.

On the level of the national economy, cus-
tomer-focused professional and legitimate
financial advising, exceeding ethical compliance
in many respects, will make competition in the
financial market harder and may create more
favorable conditions for the clients. Compliance
with the international standards, the agreement
concluded with the professional community, as
well as FPSB bring an especially valuable knowl-
edge transfer of financial planning from the FPSB
to Hungarian professionals. The CFPTM qualifi-
cation will shortly gain international acceptance
and transferability. If a planning expert qualified
elsewhere would like to work in a new country,
the certificate-holder will only have to complete
a course on the national legal and market
specifics, and take the relevant exam. 

The Hungarian CFP program has followed
the PMI/ANSI standard of project manage-
ment from the very beginning, its working lan-
guage is English, and thus, its model, through
the participation of corporate sponsors, is
exemplary and adaptable for other countries of
the Central-Eastern European region as well.
The customer satisfaction and advisors' fee
income indicators of CFPTM professionals are
highly favorable and this affects more than 100
thousand professionals, the number of whom is
speedily increasing all over the world, perhaps
due to these favorable indicators. This process
will continue into the future, as in fact the appear-
ance of this new profession can be regarded as a
kind of professional response given to the global
need for quality financial advisory services.

RESPONSIBILITIES OF THE STANDARDS
BOARD  

The international standard for financial plan-
ning is the training-qualification-quality assur-
ance system of Certified Financial PlannerTM



WORKSHOP 

323

experts (CFP'sTM), of which already two
dozens of countries are member states from
among the world's leading economic or finan-
cial countries.1 The legal possessor and supervi-
sor of the standard is the international FPSB,
i.e. Financial Planning Standards Board, which
is governed by a board selected from the man-
agers of the professional bodies of the member
states. The aim of the organization is to promote
and develop the standards of financial planning
to serve the consumers better.2 They start out
from the idea that “financial planning is the
process in which the appropriate handling of
personal finances ensures the realization of the
client's goals in life.”3 (See Chart 1) 

From a quality assurance perspective, the main
points of the standard are determined by the 4E
methodology, which abbreviation refers to the
initials of the English names for the four basic
requirements from the operation of the planning
experts. Meeting these requirements allows that
a financial advisor also uses the CFPTM qualifica-
tion in the course of his work and in his client

relationships. The four fundamental require-
ments, on the level of principles, are as follows.

Education: in the course of education
organized in line with the standards required
by FPSB, the candidates obtain the theoretical
and practical knowledge necessary for financial
planning. Major subjects to be mastered: plan-
ning techniques, investments, insurance, pen-
sion, taxation, inheritance, employer's contri-
butions and the planning of training. In inter-
national practice, typically the (business) plan-
ning of micro- and small enterprises is also dis-
cussed, as this cannot be separated from the
personal finances of entrepreneurs and compa-
ny managers.

Examination: in the course of the exami-
nations supervised by FPSB, the colleagues tes-
tify that they are able to apply the knowledge
gained in the course of the training sessions, in
real-life situations. The examinations consist of
solving case studies, by which the professional
competences of the candidates can be assessed
and which are compiled by CFPTM experts.

Chart 1

CORRELATION OF LIFE PERIODS AND TYPICAL SITUATIONS IN LIFE

Source: Luttenberger (Financial Planning,  2005, p. 116)
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Experience: varies country by country but
it takes at least 2-3 years of full-time planner's
practice, which is certified by the mentor
and/or other qualified experts. The national
financial planner qualifications “registered” and
“accredited”, as well as the international quali-
fication “certified” require, in this order, an
increasing time of practical professional experi-
ence. This allows the mastering of those practi-
cal skills which are indispensable for providing
quality services to the clients. 

Ethics: qualified financial planners meet
those requirements of the Code of Ethics
which ensure a responsible behavior towards
the clients and other market players. In the dis-
ciplinary procedure conducted on the basis of
the reports made by the clients or other quali-
fied planners, the Disciplinary Committee may
apply several types of sanctions against those
planners who violate the ethical rules, depend-
ing on the outcome of the investigation, from
warning to the temporary or final withdrawal
of the planner's qualification. 

From a planning technical aspect, the process
of financial planning means the use of planning
tools and procedures in the right order and in
the appropriate manner. By mapping the rele-
vant data, examining the dependencies of the
individual planning areas, as well as the right
consideration of the dimension of time, one
can prepare a consistent financial plan, which is
suitable for subsequent maintenance and the
required modifications. Let us review the
FPSB-compliant steps of the process, by men-
tioning the main numeric financial planning
tools and procedures.

1. STEP: collecting the client's relevant finan-
cial data 

For this, we use the following data sources,
basically examining the prior (financial) year.

Tax returns: show the aggregate income
and expense figures, the related background
documents provide information on the individ-
ual items of the financial transactions and port-

folios. They are increasingly frequently pre-
pared in an electronic form.

Bank account statements: detailed income-
expense list. The assessment of expenses relat-
ed to ATM cash turnover and non-banking
payment systems is to be mentioned separately.

Financial and insurance contracts, or trans-
action documents may carry information not
represented in, or not familiar in detail from the
sources listed in the previous points, on the one
hand (terms, changes in obligatory payments,
guarantees, exit options, etc.), on the other hand,
they may provide more detailed information for
the subsequent planning steps. We should com-
plete a standardized, general (electronic) data
sheet on the main data of the major contracts
(investment, insurance, credit, loan, etc.), in
order to see the information more clearly.

In the case of a business enterprise, it is pri-
marily the profit and loss statements of the
company's prior year financial statements that
we will need (but in the second place, we also
need the balance sheet for the cash reserves and
the liabilities).

2. STEP: definition of the client's purpose in
life 

This, seemingly simple task is an important
challenge for the planning expert. It is typical-
ly the lifepaths for several decades ahead of sev-
eral persons sharing a household that the plan-
ning expert has to find out about. Many people
do not (consciously) define their goals in life,
this is why the planning expert needs excellent
“antennas” to hear the message. On the other
hand, in a course of life, we have to think ahead
in terms of alternatives: a good financial plan
will offer a solution to any changes related to
work, family, place of residence, etc. in the
future as well. Technically speaking, we hereby
identify the expected and potential life situa-
tions and place them on the timescale (see
Diagram 1), from which the financial and risk
factors can be derived and quantified for the
cashflow plan.
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3. STEP: analysis and evaluation of the client's
financial situation 

Based on the above, we compile the client's
current budget (income, expenses), which we
then group according to the types of the indi-
vidual items (salary, annuity, investment yield,
etc.; overhead costs, fixed, seasonal, variable
types of expenses), as later we will also have to
examine the evolution of the income and
expense sides in time. After the budget, we
have to compile the funds flow. In the disclosed
budget, we can trace most of the elements of
the funds flow, and its cash flow implications.
Long-term investments represent a typical
periodical difference between short-term bud-
gets and long-term cashflow statements, which
are compiled later. These are not necessarily to
be found in the annual documents reviewed
first, this is why we should also rely on the con-
tracts and the verbal information provided by
the clients. In the case of small enterprises, the
financials of these are in an input-output rela-
tionship with the personal finances of the own-
ers, which should also be taken into account by
the financial planners.

Based on the generic product types that
belong to the financial needs related to the
individual life situations, we will conclude the
key variables affecting the cashflow, as well as
the estimated/possible values thereof, such as
terms, amounts, fees, yields, etc., all of them
with prudentially/realistically selected parame-
ters (evolution of yields, credit interest rates,
inflation rates, etc., the changes, scenarios
thereof – exogenic variables). 

4. STEP: development of proposed solutions 
We have to take the client's current and

future financial capacity into account. The indi-
vidual expense items also compete with each
other for the available cashflow, and they also
have other dependencies with each other (tax
correlations, investment strategy, etc.). Thus, it
is a gradual approach by applying which we will
have to harmonize the long-term cashflows of

the individual planning items for the following
decades, as it is not sure that an optimal finan-
cial solution is achievable for each goal or situ-
ation in life (for example, having one's own real
estate, private education of the children, as well
as their endowment, or the total founding of
hobbies on retirement may be competitive
goals in life, depending on the available cash-
flow).

5. STEP: application of the solution for the
current financial situation 

Based on the comprehensive description and
interpretation of the client's financial situation,
as well as the presentation of the possible solu-
tions, the client selects the possible financial
course (plan) that best suits his needs. It is on
the basis of this choice that the financial plan-
ner will propose the conclusion of specific con-
tracts on the basis of the assessment and com-
parison of various financial service providers
and their products, of which the client will
again choose one, and he will (or may) entrust
the financial planner to conclude them, and
later, to manage his contract portfolio.

6. STEP: planning of future financial needs  
Besides the long-term cashflow prepared on

the basis of the financial needs of the individual
situations in life, the funds flow should also be
prepared for the future dates (for every 5 years,
or even annually). As the individual items of
these affect the cashflow through the yields
(income), and they may also contain items not
specified in the budget (for example, inheri-
tance), the funds flow and the cashflow should
also be harmonized (iteration). Finally, we
specify the affected data of the cashflow among
the future budgets for the individual years or
periods, which will serve as the primary docu-
ments of the client for his daily expenses in the
future. 

The above-described planning technique is
the backbone of the financial plan, which will
become a comprehensive financial plan by
adding the description and interpretation of the
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individual data, solutions, products and calcula-
tion methods, as well as the explanation of the
results and the proposals. The quantitative part
of planning can be handled in any spreadsheet
program, and a high number of support materi-
als are available in the technical literature written
by the financial planners and on the internet as
well. It is important that the presentation, the
summary and the decision-support material are
accessible for the client. It should be pointed out
that a professional planner does not make a deci-
sion on behalf of the client, and does not promote
specific products but undertakes a decision-sup-
porting role and calls the client's attention to
those products which are in line with the
requirements. The process of planning also
shows the financial planner's extraordinary per-
sonal responsibility, as it is the life of the client
and his loved ones that will greatly depend on
the work done by the planning expert.

The top international organization called the
Financial Planning Standards Board (FPSB) is
a non-profit association responsible for organiz-
ing, developing and operating the qualification,
training and other programs of the financial
planning organizations. It does so to serve the
good and the protection of the global profes-
sional community by introducing, applying and
promoting the professional standards of finan-
cial planning on a global basis. The national
members of the FPSB are also nonprofit organ-
izations from over 20 financially developed
countries or regions of the world. A national
organization can become an associated member
first, then a full-fledged member in a two-step
accession process. However, as regards the
implementation of the international CFPTM

qualification program, the FPSB only forges an
alliance with nonprofit organizations or the
local equivalents of the latter, which will thus
become FPSB members as well. Th FPSB mem-
bers which meet the authorization and mem-
bership conditions of the FPSB will become
entitled to perform the CFPTM qualification

program in the country, geographical or eco-
nomic region in question. 

FPSB is responsible for managing, develop-
ing and implementing the qualification, train-
ing and related programs provided to financial
planning experts. The qualification program of
FPSB called the Certified Financial PlannerTM

certifies to the clients consulting the expert
with a CFPTMqualification that the financial
planning expert in question meets the knowl-
edge, ethical and professional requirements set
for the independent provision of comprehen-
sive financial planning services. Furthermore, it
also testifies that the expert in question has
undertaken to follow the fundamental princi-
ples of integrity, objectivity, competence, fair-
ness, confidentiality, professionalism and due
diligence in serving his customers, as pre-
scribed by the organization. 

In order to obtain the CFPTMqualification,
the financial planning experts should meet the
strict training, know-how, ethical and examina-
tion requirements adapted by the FPSB mem-
bers for the needs of the local market. Training
can exclusively be conducted in the framework
of the programs accredited by the FPSB or its
member organization, at each member organi-
zation, the Board of FPSB conducts a compre-
hensive audit every two years, which extends to
each detail of the 4E. Compliance is a condition
to the validity of the qualifications issued by
the national member organization. According
to the ethical requirements, the possibility for
filing consumer complaints should continuous-
ly be ensured. After duly substantiated investi-
gations, an independent committee will make
decisions on each complaint, whose documen-
tation is also an audit responsibility. Becoming
a member organization is a serious challenge in
itself, it has happened that it was only the sec-
ond application of an economically leading
country that received the required votes from
the Community Assembly. Due to the strict
enforcement of the qualification norms
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required for obtaining the qualification and the
continuous use thereof, as well as the organiza-
tion's strong commitment to public interests,
the CFPTMtrademark is considered to be the
guarantee for excellent quality professional
financial planning all over the world, as has
been testified by the latest global image survey
conducted by the marketing workgroup
(which was done by taking samples from each
member state). 

THE ROLE OF FPSB IN THE EU

European development is characterized by
three parallel processes.

The membership of the economically
strong, leading member states (Germany,
France, Great Britain) goes back for several
decades. Nevertheless, they have not (yet)
reached any breakthrough either from the
aspect of penetration into the population, or
multilevel qualification. By way of comparison:
Japan, which has a population comparable to
the quoted countries, has 130 thousand quali-
fied planning experts, including 13 thousand
CFPTM experts. On the other hand, not even
the total number of the CFPTM experts of the
EU member states exceeds 5 thousand, or the
“entering advisor's” qualification has not even
been established for consumer finances (2007). 

In spite of the slow and cumbersome
start, a kind of boom seems to be taking place
at the moment. Besides the alliances of the old
member states, which seem to be getting
stronger, some new entries, thus, competitors
have also appeared. This means Holland and
Ireland in 2007, as well as Hungary as the only
state in the Central-Eastern European region,
with its unique and tailor-made program. These
processes, in total, suggest a new course of
development in Europe, which used to come
last in the competition of the continents (in
this respect as well).

In Europe, financial advisory services as
an independent consumer service can be repre-
sented by a separate organizational unit called
EFPA, the European Financial Planning
Association4. However, for its success to fully
develop in the European Union or on an even
wider international scale, it is also necessary
that in the future, the EU legislation should
promote and/or the activities of voluntary
workers should extend the authority of this
new organization. 

THE HUNGARIAN ASSOCIATION OF
QUALIFIED FINANCIAL PLANNERS

The Hungarian CFP program and the devel-
opment of the association have been imple-
mented in four phases.

The first phase was the building of the
foundations. From 2004, as part of the OKJ
(National Training Register) training, in order
to supplement the subject called “Finances”,
the subject “Financial Planning” was also intro-
duced, which discussed the basics of the inter-
national standard in a few hours. This contin-
ues in the already competence-based OKJ
module to be introduced in 2008. In 2005, the
textbook entitled Financial Planning, in which
the financial planning sector was reviewed, was
also published. This sold out in two thousand
copies within a bit more than one year. This
means that in the course of the past few years,
through the training sessions and the textbook,
a few thousand advisors got familiar with the
concept and fundamental issues of financial
planning.

The second phase is the building of the
FPSB relationship. After taking up the rela-
tionship in 2006, FPSB conducted two country
visits, and prepared two separate country
reports. Then, after the participation of the
Hungarian representative in the FPSB Council
meeting, a cooperation agreement was also
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Chart 2

HAQFP OPEN FOUNDATION

concluded between the Hungarian association
and the FPSB, in the framework of which the
accession preparations could commence. 

The third phase meant the establishment
of the project company called MPTSZ
Nonprofit Kft (HAQFP Nonprofit Ltd) in
2007 with the aim and intention of establishing
all the operational conditions (regulations,
training of the first generation of RPT and
MPT experts, etc.) that were necessary for
entering the 4. phase that followed associated
membership. This was done by receiving sup-
port from the participants of the Hungarian
program and the FPSB. 

Fourth phase: in this, MPTSZ (HAQFP)
has to become an open foundation in order to
become a full-fledged member and to comply
with the requirements of regular international
audits, and it has to certify that its operation is
in line with all the major requirements of 4E.

The national framework compliant with the
international requirements is illustrated in
Chart 2.

The members of the foundation can only be
qualified financial planning experts, or financial
service providers as corporate members, and
finally, the private individuals who founded the
project company. The management of the
foundation is elected by the members' meeting
operating under the basic principle of One
Member One Vote. The board approves the
regulations in which the operation of the
organization is defined in detail and which are
controlled by the FPSB (examination rules,
qualification rules, code of ethics, etc., as listed
before). The members of the board are elected
for two years and they can be re-elected but at
least one year should elapse between the two
different memberships. The regulations and
the amendments thereof are prepared by the
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workgroups, and controlled and submitted for
approval to the board by the Regulatory
Committee. The Training and Scientific
Advisory Committee is the body of authentic
experts of the financial sector, with a wide hori-
zon and ample international experience, who
also have training know-how, and who support
the activity of the foundation by providing
advice on important issues and giving their
opinions on important decisions. The executive
director is responsible for the functioning of
the operative organization in accordance with
the resolutions made by the board. The spon-
sors are financial service providers which
accept and support the professional objectives
of MPTSZ (HAQFP) and the FPSB, as well as
the further training and qualification of their
colleagues, they provide regular financial sup-
port to the foundation, in return for which
they can indicate this in their corporate com-
munication, and MPTSZ (HAQFP) can men-
tion them in its documents.

The founders of the project company called
MPTSZ (HAQFP) are financial planning
experts with several decades of international
practice both in Hungary and internationally.
This list includes, for example, Imre Kiss, found-
ing executive director of Moneymoon, an invest-
ment expert who graduated from the Berlin
Humboldt University, and who has a decade of
European investment experience. Zsolt János, the
Hungarian and Central-Eastern European exec-
utive director of the leading independent
European advisory group AWD, with a financial
planning experience of one and a half decades,
should also be mentioned here. Pál Kutvölgyi,
the founding co-owner of the market-leader
independent Hungarian financial advisory group
BROKERNET has professional experience of 18
years, while Zoltán Luttenberger, who is a techno-
logical leader in the training of financial advisors,
is the founding executive director of the BABIK-
SZI Bancassurance and Risk Management
Training Institute. 

The members of the committees and work-
groups are the senior managers and financial
advisors of the founding and supporting organ-
izations. Thus, besides the above-listed per-
sons, the experts of Aviva, Generali and ING
are further participants, supporters and guests.
In the efforts of MPTSZ (HAQFP), as well as
the training of the financial planning experts,
the experts of BAMOSZ, ELLA Bank, OTP,
the National Association for Consumer
Protection, the State Financial Supervisory
Authority (PSZÁF), as well as independent
Hungarian and foreign financial experts, and all
kinds of voluntary experts and organizations
may and do take part.

THE HUNGARIAN TRAINING SYSTEM 

RPT and MPT training sessions can only be
provided by such a training institution in the
future which complies with the requirements
specified in the accreditation regulation of
MPTSZ (HAQFP). The core of the require-
ments on the level of principles related to the
training programs and systems is provided by
the competence-based and practice-oriented
training, which complies with the positions
profile regularly updated by MPTSZ
(HAQFP) in such a way that it should also
meet the general Hungarian requirements of
training (for instance, the accreditation of
institutes and programs).

In the previous years, the students at the
Budapest Corvinus University and the Miskolc
University had the opportunity to get acquaint-
ed with the basics of personal financial plan-
ning, as part of their graduate and postgraduate
courses, in Hungarian and English language
seminars. Similarly to the international exam-
ples,   financial planning may become an integral
part of Hungarian and English language gradu-
ate and postgraduate training in our country in
the future.5 After a longer preparatory period,
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BABIKSZI started RPT-level courses first, and
then it will also lauch MPT-level courses, as the
first to do so from among the Hungarian
founders. The 7 modules of MPT-training cov-
ers all the planning areas, calculating with 50
group lessons and tutorials (“contact classes”),
and 50 hours of individual preparation by each
module. In the building of the training system,
a high number of Hungarian and foreign finan-
cial experts take part, some of them have
already been mentioned above. Technical train-
ing and adult training are supported by the most
up-to-date know-how tested in the training of
several thousand financial advisors in Hungary,
which has been signified by the eTrainerTM

trademark registered in Geneva and used at the
corporate academies, for several years.

A successful final exam at MPTSZ
(HAQFP), however, is not equivalent to gaining
the qualification. In order to achieve the latter,
more and other requirements should also be
met, which are as follows: certification of rele-
vant experience, declaration of ethics, further
training, further education and grandfather-

ing/reference. It is also an important feature
that even this qualification will become obso-
lete if the qualified financial planner fails to
meet the requirements of further education, or
violates the voluntarily undertaken operational
and ethical norms. 

SUMMARY

The committed and voluntary efforts taken by
the founders and the supporters did not only
allow a fast and internationally recognized
development for MPTSZ (HAQFP) but has
shown that Hungary is (may become) compet-
itive at least in the financial service providers'
sector, in comparison to the countries with the
most developed financial systems. However,
the key to this is the continuous further educa-
tion of the human resources, in order to equip
them with the most modern technical knowl-
edge – the main beneficiaries of which antici-
pated and desirable development will be the
Hungarian buyers of financial services. 

1 Some member states: Australia, Brazil, South-Africa,
France, India, Japan, Canada, China, Great Britain,
Germany, Switzerland, Singapore, the USA, etc., see
the national associations in detail at:
http://www.fpsb.org/CMS/index.php?option=com
_content&task=view&id=84&Itemid=110

2 www.mptsz.hu , www.fpbs. org

3 Personal financial planning is the process of achiev-
ing your goals in life through the proper manage-
ment of your finances. 

4 www.efpa-europe.org  

5 For example, in the USA or Germany, MBA, MSc
and PhD qualifications can be gained in financial
planning.

NOTES
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Lóránt Varga 

MNB Bulletin
The latest regular publication 
of the Hungarian central bank addresses the wider public

FFor the National Bank of Hungary (NBH, in
Hungarian: Magyar Nemzeti Bank), just as for
most modern central banks, to achieve and
maintain price stability is the ultimate goal; the
NBH implements monetary policy in order to
achieve this objective. The rate of inflation,
however, is influenced by not only monetary
policy but by several other factors of the econ-
omy and economic policy as well; consequently,
modern central banks need credibility and wide
social support in order to fulfil their primary
function. A central bank enjoys support and is
deemed to be credible when the advantages of
low inflation become widely known to, and
accepted by, the general public. Another criteri-
on of credibility is the transparency of a central
bank. Transparency means that professionals
and the wider public have an opportunity to
become acquainted with and to understand (at
least in terms of major conclusions) those
research outcomes and expert analyses which
serve as a basis for monetary policy decisions.
Thus, credibility and enjoying support have var-
ious levels, including professionals with an aca-
demic knowledge of monetary policy and the
public opinion alike. Accordingly, the central
bank must establish a structure of publications
that enables it to address people of as many lev-
els of professional knowledge as possible. 

Year by year, the National Bank of Hungary

carries out intensive, high-standard research
and analysis activities on the recent processes
of, and risks related to, the Hungarian econo-
my, as well as on topical issues of monetary
policy and financial stability. Some of the analy-
ses, however, are intended for internal use only
and serve the purpose of decision making,
while open publications are, as a rule, meant to
provide information to the professional public
with a comprehensive knowledge of econom-
ics. Consequently, in terms of communication,
the methodology and professional terminology
used to pose problems, which, in turn, made it
difficult to convey the message deemed impor-
tant by NBH experts, to a wider public of
those interested. The principal aim of the
NBH, on publishing the Bulletin, is to repre-
sent the standpoint of NBH experts on current
monetary policy issues of public interest, so as
to offer an insight for the wider public into the
central bank's research and analysis activity. 

The MNB published the first issue of the
Bulletin in June 2006. Since then, four issues
have been published, one in every half year.
Each issue contains 4–6 articles of 7–15 pages.
The issues are accessible in Hungarian and
English under the heading Publications on the
home page of the National Bank of Hungary
[Magyar Nemzeti Bank (www.mnb.hu)]; the
Hungarian version is published in print as well.  



WORKSHOP 

332

THE MISSION AND IDEA 
OF THE MNB BULLETIN

The MNB has always used various communica-
tion tools and channels to publish the results of
its research and analysis activities (e.g. NBH
studies and the NBH series Working Papers).
However, these publications, basically intended
to address a narrow target group of profession-
als, gave information that required a compre-
hensive knowledge of economics on the part of
the reader. At the end of 2005, having surveyed
the structure of the best international central
bank publications, NBH leaders recognised a
need for a regular central bank publication that
addresses a wider public and gives general
information on current issues of the economy
to those who are interested in economic
processes and correlations yet have no compre-
hensive, professional knowledge.

Thus, the NBH Bulletin does have its inter-

national predecessors: several central banks
issue similar publications (See Table 1).

As the table shows, the majority of regular
central bank publications on research and
analysis results contain several short analyses
basically intended for a wider public; in most
cases, they also include articles written for edu-
cational purposes.  Some of the above men-
tioned publications, on the other hand, target a
distinctly narrow, professional public and offer
articles focussed on a specific topic (e.g. Bank
of Finland Bulletin, CNB Economic Research
Bulletin). In conformity with the objective set
by the National Bank of Hungary, the creation
of the NBH Bulletin followed the model of
those international central bank publications
that address a wider public and are of educa-
tional nature.

Having studied the publications that served
as a basis for the Bulletin and having taken into
consideration the objectives set, we formulat-

Table 1

REGULAR CENTRAL BANK PUBLICATIONS ON RESEARCH 
AND ANALYSIS RESULTS

Country, region Name of central Declared contents Number and length of
bank publication articles

Euro zone Research Bulletin An easy-to-understand presentation of the results of the 

research and analysis activity at the European Central Bank 3-4 articles, 3-5 pages/article

United States Federal Reserve Bulletin STAB analysis that merit general attention 1-5 articles, 3-50 pages/article

United Kingdom Quarterly Bulletin Wide-range monetary and fiscal analyses with national and 

international focus 3-5 articles, 10-20 pages/article

Australia Reserve Bank Bulletin Analysis of current economic processes, speeches delivered 

by top managers, statistical data 1-5 articles, 5-15 pages/article

Canada Bank of Canada Review Analysis of issues related to the Canadian economy and 

monetary policy 3-5 articles, 10-15 pages/article

Finland Bank of Finland Bulletin Current information and prognosis on the Finnish 

economy for foreign professionals 2-4 articles, 7-10 pages/article

Norway Economic Bulletin Analysis of comprehensive issues related to the activity 

of the Norwegian central bank 4-5 articles, 7-12 pages/article

Sweden Economic Review Analysis and statistical data related to the activity of the 

Swedish central bank 3-5 articles, 10-20 pages/article

Czech Republic CNB Economic Research 

Bulletin Summaries of research papers on specific issues 2-3 articles, 3-6pages/article
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ed the aim of the NBH Bulletin as follows: The
aim of the National Bank of Hungary with this
publication is to inform professionals and the
wider public in an easy-to-understand form
about basic processes taking place in the
Hungarian economy and the effect of these
developments on economic players and house-
holds. Primarily, the publication offers articles
written by experts on three special fields of the
central bank's activity: (1) economic analysis
and research, (2) financial analyses and (3)
financial stability; however, it is open towards
publishing analyses of public interest in other
fields, as well. The target group was defined as
a wider professional public, including
Hungarian and foreign economic journalists,
business sector players, economic politicians,
analysts who work for other central banks and
international institutions, university lecturers
and students.

Before launching the Bulletin, we catego-
rized the articles to be published into the fol-
lowing five groups in terms of genre: 

brief and easy-to-understand presenta-
tions of the results of those NBH studies that
merit public attention,

brief educational writings on current
issues (previously published in the inflation
reports and stability reports), 

clear presentation of the public results of
background documents used for internal deci-
sion making, 

presentation of changes in legislation, as
relevant for the central bank,

analyses of the structure and current
issues of financial markets.

The mission and idea of the MNB Bulletin
requires the published articles to be topical and,
at the same time, catering for the interest of the
wider public, and to serve as an easily intelligi-
ble and readable introduction to the results. In
addition, the articles published are required not
only to meet the triple condition of topicality,
interest and clarity, but also – just as all central

bank publications – to be a novelty and of high
professional standard. “Novelty” means that a
lengthier NBH study which is published or is
to be published individually will be issued by
the National Bank of Hungary in an NBH
Bulletin only if its publication in the Bulletin
carries an added value as compared to the indi-
vidual publication. For instance, there is such
added value when the fundamental message of
a highly professional Working Paper which
makes a difficult reading is rendered in a more
comprehensible, readable way and is thus made
accessible to a much wider public. A similar
objective is met when the major conclusions
and messages of a monolingual study are pub-
lished in two languages in the Bulletin (e.g. in
the case of the Working Papers series, published
exclusively in English) or when the readers
have access to the key results of a study whose
detailed version is to be published later. The
aspect of professional standard means that the
articles published in the Bulletin are selected
and approved of by an Editorial Board, and, as
in the case of the NBH studies and the Working
Papers series, the publication is preceded by
technical debates.

WHICH AIMS HAVE BEEN REALISED 
IN THE FIRST TWO YEARS?

The four issues published so far contain 21 arti-
cles. In the years 2006 and 2007 those interest-
ed could read about those economic issues that
play a crucial role in monetary policy, such as
the strategy and implementation of monetary
policy, issues of macroeconomic and fiscal pol-
icy, current topics of financial stability and reg-
ulation, as well as about the functioning of var-
ious financial markets and about the analysis of
information related to the money market. 

The National Bank of Hungary assigns great
importance to sharing as much information as
possible with the wider public on the advan-
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tages and the functioning of the monetary pol-
icy strategy and the inflation targeting system
employed by the NBH. Accordingly, NBH
experts in their articles on monetary policy
published in the NBH Bulletin pointed out,
among other comments, that efforts made by
the central bank to achieve a lower inflation
rate are not an objective in itself but ultimately
serve social welfare and that inflation targeting
has proved to be a proper strategy framework
to reach this goal.  Furthermore, readers had
access to articles on the considerations for set-
ting the medium-term inflation target (intro-
duced in 2005), the theoretical and practical
aspects of monetary policy implemented via
interest rate cycles, the change in the relation-
ship of central bank money and money supply
in recent monetary policy regimes and the role
of monetary market information in the mone-
tary policy based on inflation targeting.

As for articles on macroeconomy, our aim is
to present the background of those processes
which are significant in terms of the inflation
process, since the primary and key objective of
the NBH is to achieve and maintain price stabil-
ity. The readers got information on the opinion
of the NBH experts on the inflatory effect of
changes in the VAT rate, on unfavourable invest-
ments as a risk to economic growth, on the
macroeconomic effects of various forms of fiscal
adjustment, and on the possible consequences
of global imbalance corrections for Hungary.

A basic duty of the NBH is to support the
stability of the monetary system and, as a part
of this duty, to produce analyses on monetary
stability and to inform the general public on
the processes that influence the stability of
Hungary's financial system. Accordingly, the
majority of the analyses on financial stability
published in the NBH Bulletin deal with cur-
rent issues related to the stability of the system
of financial mediation in Hungary, such as an
assessment of the degree of the exposure of
Hungarian small and medium enterprises to

fluctuations in the exchange rate, an assess-
ment of the risks related to the credit boom
and household indebtedness, a survey of the
resilience of Hungarian banks to liquidity
shocks, and an analysis of banking system effi-
ciency in the European Union as a whole. 
A proper regulation of the financial system is
an essential prerequisite of financial stability; in
this field, the Bulletin offered information on
the reform of the Hungarian corporate insol-
vency regulation and on the impacts of the
recent Basel financial regulation on the cycli-
cality of banks' capital requirements and on
financial stability.

Within the framework of the inflation tar-
geting system, a successful implementation of
monetary policy requires experts to interpret
financial market information (primarily, data
on exchange rates and yields) as exactly as pos-
sible. To be able to do so, the central bank
needs to have a thorough knowledge of the
functioning of financial markets, including the
motives and trading strategies of financial mar-
ket players. Nevertheless, to understand cer-
tain monetary policy decisions, the wider pro-
fessional public need to find their way in the
information about the issue, which, in turn –
due to the complex nature and constant devel-
opment of financial markets and products –
requires the acquisition of further knowledge.
The NBH experts, having recognised this
demand, disseminated information in the NBH
Bulletins of the last two years on the following
topics: the main characteristics of non-resi-
dents' trading on the foreign exchange and gov-
ernment bond markets, the central bank
methodology of the analysis of the information
content of the yield curve and analysts' expec-
tations, the major characteristics of interbank
forint/euro trading, on how macroeconomic
announcements and FX market transactions
affect the forint/euro exchange rates.

Obviously, in terms of scale, the four issues
published so far have not been sufficient to
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represent the NBH experts' opinion on every
major and current issue. However, taking into
consideration the articles published, we can say
that the principal aspects of the idea have been
realised and that content-wise the issues of the
first two years have been suitable for reaching
the goals defined in our declared mission.

THE NUMBER OF READERS, 
AND THEIR FEEDBACK

As far as the success of the first four issues is con-
cerned, the major criteria are whether the articles
published in the Bulletin reached the declared tar-
get group and to what extent the representatives
of this target group regarded the publication as
useful. The National Bank of Hungary promotes
the publication of each issue with a major press
campaign. The Editorial Board presents the pub-
lished issues to economic journalists at a press
breakfast, where authors participate, too;
Portfolio.hu and the macroeconomic supplement
of the Hungarian daily paper Világgazdaság pub-
lishes the abstracts of the articles.

The related press campaign plays a more
decisive role in the case of the Bulletin than in
the case of other central bank publications.
Due to the educational nature of the Bulletin, it
is highly important for the articles published to
achieve as comprehensive media coverage as
possible in order to disseminate the key results
and conclusions of the NBH's analysis and
research activities to as many readers as possi-
ble. Press coverage is guaranteed, on the one
hand, by the topicality and clarity of the pub-
lished articles and, on the other hand, by an
efficient press campaign. The article
“Household indebtedness and financial stabili-
ty: Reasons to be afraid?”, published in the
November 2007 Bulletin, is a vivid example of
this fact. Soon after the article was published, it
was quoted by several online newspapers, three
printed daily papers and two radio interviews;

consequently, its key message reached a wider
group of those who are interested in the topic
yet do not read the Bulletin. 

After the publication of the Bulletin, those
interested have the opportunity to ask the
authors questions directly – that is, the most
competent experts of the respective issues – on
the forum of Portfolio.hu. The direct contact
between authors and readers is a key element of
the idea of the NBH Bulletin: for lack of such
relationship, educational aims are impossible to
achieve. It is partly due to the comprehensive
media campaign that during the last two years
the number of NBH Bulletin downloads has
gradually been rising; the download rate of the
Bulletin (in Hungarian and in English alike)
has approached the download rate of other reg-
ular NBH publications. The increase in the
number of readers is also evidenced by the fact
that after the publication of each new issue,
more and more questions are addressed to the
authors on the forum of Portfolio.hu.

The Editorial Board conducted question-
naire-based surveys at the end of the first and
second years; along with the download statis-
tics, these surveys gave an opportunity to get a
better understanding of the readers' opinion
and demands. Those participating in the survey
(including economic analysts, journalists, uni-
versity lecturers and students) assessed the
articles as of high quality in terms of topicality,
interest and clarity. As far as the chosen nature
and aims of the publication are concerned, it is
highly favourable that those asked considered
clarity as the greatest merit of the Bulletin.
Readers were satisfied with the topics of the
first four Bulletins; they qualified the topics as
attention-grabbing and diversified. 

THE FUTURE OF THE NBH BULLETIN

On the basis of feedback from readers, and data
on the size of the Bulletin's reader base, it can
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be concluded that the first four issues represent
a promising beginning.  However, the objec-
tives defined in the mission of the new central
bank publication can be achieved only when
the Bulletin will be known and appreciated by
as large number of readers as other central bank
publications, and, at the same time, the growth
rate of access by representatives of all layers of
the target group will remain the same as in the
previous two years. This necessitates not only
an efficient press campaign but also a proper
choice of topics and articles that are of high
professional quality and, at the same time, an
easy reading. Therefore, our intention is to
continue with the professional work launched

in 2006–2007while using recent experience
constructively. In this respect, we pay special
attention to readers' feedback and we do
encourage our readers to formulate their opin-
ion. Questions and comments are to be sent to
the electronic mailbox of the NBH Bulletin
Editorial Board (bulletin@mnb.hu).

For NBH experts, publishing an article in
the NBH Bulletin is becoming highly valued;
therefore, we may hope that in the future read-
ers will continue to be offered issues that come
up with high-quality, diversified and current
topics.  The authors of the articles and the
members of the Editorial Board wish a pleasant
reading to all readers.

APPENDIX

THE ARTICLES PUBLISHED IN THE MNB BULLETINS

Author Title
June 2006
Katalin Bodnár Survey evidence on the exchange rate exposure of Hungarian SMEs 

Csaba Csávás – Lóránt Varga Main characteristics of non-residents' trading on the foreign exchange and government bond markets 

Dániel Holló – Márton Nagy Analysis of banking system efficiency in the European Union 

Gergely Kiss Credit boom: equilibrium convergence or risky indebtedness? 

Balázs Párkányi Myths and Maths: Macroeconomic Effects of Fiscal Adjustments in Hungary

December 2006
Péter Gábriel – Klára Pintér Whom should we believe? Information content of the yield curve and analysts' expectations 

Péter Gábriel – Ádám Reiff The effect of the change in VAT rates on the consumer price index    

Áron Gereben – Norbert Kiss M.  A brief overview of the characteristics of interbank forint/euro trading 

Zoltán M. Jakab Consequences of global imbalance corrections for Hungary   

András Rezessy Considerations for setting the medium-term inflation target   

Dr. Valéria Széplaki Reform of the Hungarian corporate insolvency regulation and its financial stability aspects 

June 2007
Tamás Balás – Csaba Móré How resilient are Hungarian banks to liquidity shocks?

Péter Gál Unfavourable investment data – risks to economic growth? 

Norbert Kiss M. – Klára Pintér How do macroeconomic announcements and FX market transactions affect exchange rates? 

András Komáromi The effect of the monetary base on money supply – Does the quantity of central bank money carry 

any information? 

November 2007
Ágnes Csermely – András Rezessy The theory and practice of interest rate smoothing    

Anna Delikát Role of financial markets in monetary policy    

Dániel Holló Household indebtedness and financial stability: Reasons to be afraid?    

Lívia Sánta The role of central banks in crisis management – how do financial crisis simulation exercises help?    

Máté Barnabás Tóth Monetary policy rules and a normative approach to the central bank's objective function    

Balázs Zsámboki Impacts of financial regulation on the cyclicality of banks' capital requirements and on financial stability   
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TThe author was awarded the Ph.D. degree for
this work, however, the reviewer believes that
the professional quality of this book would
have equally justified the award of the doctor-
ate degree of the Hungarian Academy of
Sciences.

This book is not only valuable, but relevant,
too, and the title itself could not be more topi-
cal. It includes the word 'deficit', and at present
there are only few topics in the world that are
less disputed. It includes the word 'democracy',
i.e. the question of political mechanism, and
one of the most disputed topics in present-day
Hungary is how the political mechanism could
lead to such a high deficit. It includes the
expression 'new political economy', and one of
the most important professional questions of
economics is how the broader perspective of
this approach can be enforced in research and
economic policy alike. The title also includes
the expression 'fiscal management reforms', i.e.

rules-based budgeting, and the possibility and
method of introducing this type of budget pol-
icy is currently in the focus of domestic dis-
putes. Finally, it includes 'European Union'; 
I believe that the topicality of this issue needs
no comment. The thoughtful reading of this
book is suggested for this reason, but also for
its concrete content and recommendations.

A principal merit of the book is its strictly
logical structure. The chapters are organically
related and lead to a final conclusion.
Therefore, I cannot avoid presenting the book
chapter by chapter, or even subchapter by sub-
chapter before providing a brief evaluation.

Chapter 1., the Introduction sets the tone
of the work and determines its frameworks. It
starts out from the well-known fact that slow-
ing growth rates and aging populations have led
to a rise in budgetary deficits, and to the insti-
tutionalisation of fiscal discipline all over the
world; the Maastricht Treaty (MT) and the

Dóra Gyõrffy 

Democracy and
deficits
The new political economy of fiscal
management reforms
in the European Union

AKADÉMIAI KIADÓ, 2007 
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Stability and Growth Pact (SGP) are typical
examples of the latter. Yet it is still unclear why
certain countries, such as the Baltic countries
and Slovenia can fulfil the requirements of
these instruments relatively easily, and why
other countries, including the Visegrád coun-
tries face considerable difficulties in doing so.
Other fundamental economic questions, such
as how long the deficit can be sustained, and
how deficits might affect economic growth and
the sustainability of the growth process have
not been explained either.

The most fundamental question that has
remained unanswered to date is the relation-
ship of deficit, financial sustainability – i.e. the
continuation of the current fiscal policy into
the future – and economic growth (Subchapter
1.1.). If a country suffers from deficits, it has
several solutions for the problem. It can
increase the inflation rate, increase indebted-
ness, cut back infrastructural and welfare
expenditures, increase taxes, or slash public
administration costs and various transfers. In
general, the governments make use of the
above listed tools in the given order. However,
emerging deficits can be attributed to three
causes or three groups of causes (Subchapter
1.2.). A deficit can be caused by economic rea-
sons, i.e. it can be the consequence of an eco-
nomic downturn. In most of the cases this
explanation is not satisfactory. On the other
hand, a deficit can be attributed to political
causes, such as political upswing, as well as to
fact that politicians are first of all interested in
being re-elected and less in economic prosperi-
ty or full employment. In addition to this, they
are also exposed to the pressure exercised by
the different interest groups, and are prone to
underestimate the future compared to the pres-
ent. Unfortunately, this explanation is more
realistic, yet it is not satisfactory either. Finally,
deficits can be attributed to technical issues, i.e.
to the fact that bureaucracy is inherently dis-
posed to increase the budget, or its expenditure

side to the maximum. The role of this disposi-
tion may increase proportionately to the frag-
mented nature of the system of budget prepa-
ration, i.e. to the number of institutions with
independent budgets. If this is true, this is a
highly promising approach, since “reforming
budgetary management appears a relatively
easy task in comparison to health care or edu-
cation reforms” (page 31). The relevance of
this fact and therefore the topicality of this
book at the time of writing these lines, i.e. at
the end of November 2007, probably need the
least justification in Hungary.

These considerations directly lead to the
two basic questions to be examined
(Subchapter 1.3.): (1) “Under what conditions
governments implement a stricter budgetary
framework and limit their discretion over fis-
cal policy decisions?” (page 32) and (2) “In
countries where such rules are implemented
why do governments with limited mandate
adhere to them and forego discretionary
spending?” (same page). The same considera-
tions directly lead to the method of answering
these questions and the research programme
of the book (Subchapter 1.4.). On one hand,
“these considerations necessitate a political
economy approach, which recognizes the
insights of traditional economics but at the
same time treats the political sphere as
endogenous to the analysis.” (same page). On
the other hand: “the method of systemic analy-
sis” must be applied, which “has a long tradi-
tion in economics and its classics include
Marx, Mises, Hayek, Polányi és Schumpeter”
(page 33). However, in the third place it also
leads to the fact that: “All potentially relevant
factors are taken into consideration initially
and then over the research process the number
of variables is gradually narrowed by a process
of elimination” (page 34).

In this introductory chapter the fundamental
principles are followed by the summary of the
argument (Subchapter 1.5.), the exact descrip-
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tion of the steps of the research procedure, and
the outline of the different chapters of the
book (Subchapter 1.6.). Finally, the last sen-
tence of this section summarises the final result
of the research. “The main conclusion of the
research is that the presence of an elite consen-
sus and public trust critically affects the incen-
tives of the government to implement institu-
tional reforms and thus the question of fiscal
sustainability cannot be separated from the
questions of democratic quality” (page 41). It
cannot be disputed that these statements per-
tain to the Hungarian conditions to a large
degree.

The introductory chapter ends by empha-
sising the importance and determining role of
the technical aspects and the institutional sys-
tem; this, as well as the strict logical structure
of the book, necessarily lead to the fact that the
title of Chapter 2. is 'Institutions and deficits'.
The introductory section of this chapter
emphasises that institutions are “mechanisms
[designed] to foster rational decision-making
at the individual and collective levels” (page
43). In this relation five basic problems – the
five obstacles to rational decision-making –
arise, i.e. aggregation, the common pool
resource, time horizons, uncertainty and the
principal-agent problem. This chapter will be
devoted to these issues. However, the author
gives the main conclusion in advance again:
“institutional reforms can substantially
improve the workings of traditional budgeting”
[…], but “represent serious constraints on the
discretion of policy-makers.” [Therefore]
“politicians with limited mandate have little
incentive to implement [these institutional
reforms] in the absence of external pressures”
(page 44). 

This general review is followed by the dis-
cussion of rational behaviour and the rationali-
ty of collective decisions, and then by the state-
ment according to which institutions are the
rules of the game (Subchapter 2.1.). Going on

to the topic of the budget – in a more concrete
form – (Subchapter 2.2.), the book describes
how the five difficulties discussed before (rang-
ing from aggregation to the principal-agent
problem) can cause institutional bankruptcy,
and consequently a fiscal deficit. The way out
(Subchapter 3.3.) is first of all about setting
numerical rules – such as the 3 percent and 60
percent requirements, however “while simple
numerical rules are more desirable than com-
plex ones, essentially both types represent a
treatment for the symptoms but not for the
problem itself ” (page 58). The same can be said
about independent budget related advice: their
aim can hardly be more than compliance with
the numerical rules. Irrespective of this, all
such measures are useful, because they pro-
mote fiscal discipline and the reduction of the
deficit, and all of them are compatible with tra-
ditional budgeting, too. But here we are at the
basic problem (Subchapter 2.4.). If we rightly
assume that the primary goal of politicians is to
be re-elected, why would they introduce these
measures if they tie their hands and may dete-
riorate their chances for re-election? This
means that the 'how?' question leads us to the
'why?' question.

In relation to this question, just like at the
beginning of the presentation of the previous
chapter, one cannot be surprised by the fact
that the title of the subsequent chapter,
Chapter 3. is 'The rationality of self-binding:
globalisation and credibility' (page 69). In line
with this title, compulsory globalisation and
the requirement of credibility would be those
elements of the system of correlations that
would make politicians take the necessary
measures. This would be the required “external
pressure” discussed previously (page 44). 

If the external pressure is represented by the
world economy, or globalisation, the open-
economy trilemma arises immediately
(Subchapter 3.1.): “a country [with an open
economy] cannot have simultaneously free
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flow of capital, independent macroeconomic
policy to support full employment and fixed
exchange rate” (page 71). This obviously true
statement is followed by the overview of the
currency systems of the past 150 years, within
which the system of the gold standard is men-
tioned briefly. The collapse of the Bretton
Woods system and the crude oil crises in the
period of 1972–79 were followed by the emer-
gence of high budget deficits all over the world
(Subchapter 3.2.), because the growth rate of
revenues dropped in parallel with the reduction
of the growth rates of the economies, while the
growth of expenditures did not slow down.
Instead, it accelerated and the balance could be
restored – in many but not all countries – only
in the early 2000s. The relevant figure and table
published on page 76 and page 77, respectively,
are very instructive. 

After Bretton Woods (Subchapter 3.3.) “the
leaking capital controls meant that the choice
over the trilemma narrowed from three to two
options: macroeconomic autonomy or fixed
exchange rate” (page 78), and “the negligence of
long-term considerations in public finances was
further reinforced by the availability of foreign
savings with the gradual liberalisation of capital
markets” (page 79). This situation led to the
emergence and importance of the terms vulner-
ability and credibility, and the lack of credibility
has led to the delegation of “[budget related]
power to an independent institution, which
does not share the short-term incentives of the
government” (page 87). We have again arrived
at the international pressure that was discussed
above and that has led to the global spread of
rules-based budgeting (Subchapter 3.4.). The
same thought is carried on by the explication
that closes this chapter (Subchapter 3.5.): “The
worldwide spread of fiscal rules supports the
argument about the disciplining force of inter-
national financial markets” (page 92). 

However, Hungary belongs not only to
the world economy, but also to the European

Union, wherefore the Hungarian situation and
economic policy are strongly affected by the
European developments, too; Chapter 4.
reviews these correlations. It is well know that
the Maastricht requirements and the Stability
and Growth Pact (SGP) formulate numerical
objectives, and two completely contrasting
hypotheses can be formulated in connection
with their efficiency. According to one hypoth-
esis, the deficit has decreased under their effect,
compared to previous periods. However,
according to the other hypothesis, the insuffi-
cient enforceability of the Pact and the related
insufficient credibility refer to the fact that the
EMU reduces the coercive effect of the inter-
national pressures aiming to strengthen the fis-
cal discipline by suggesting a greater sense of
security than the member states could generate
based on their own situation.

This chapter reviews the original objectives
and possibilities of the SGP (Subchapter 4.1.).
It is an obvious fact that the financial difficul-
ties of the individual member states have exter-
nalities to other members, wherefore every
member state is interested in preventing the
aggravation of the financial difficulties of the
other member states. However, EU legislation
bans explicit bailout from financial difficulties.
Yet, ex ante bailout does exist, in the case of
which the European Central Bank (ECB)
keeps the interest rate low in order to reduce
the financial difficulties of certain member
states. Similarly, ex post bailout occurs, when
the ECB buys large volumes of a member
state's bonds on the secondary market. Both
practices are costly and detrimental for the rest
of the member states. However, all this leads to
the fact that the international financial markets
react to the financial disturbances of the indi-
vidual member states only in extreme cases,
and the smaller faults of certain member states
– or possibly the larger faults of the small mem-
ber states, one may add – go unpunished. By
adding the reviewer's opinion to the book
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review, this may have led to the recent attitude
of the international financial community
towards Hungary, and – coming back to the
arguments listed in the book – this may have
led to the situation that the EMU must strive
for, and is striving for the enforcement of fiscal
discipline in the member states.

Although the success of these EMU efforts
can be disputed (Subchapter 4.2.), one can nev-
ertheless conclude that “in comparison to
other large currency areas such as the US and
Japan, the EMU countries show considerable
restraints especially during slower growth peri-
ods.” As a result, “although the effect of the
EMU fiscal framework is at best questionable
[…] its monetary arrangements can be consid-
ered a clear success” (page 100). “The estab-
lishment of the common currency can be con-
sidered successful in terms of increasing the
credibility for economic policies” (page 102).
However, it has a negative impact, too, because,
“at the same time it can also become a disin-
centive to reforms because the credibility of
the common currency provides considerable
protection from market forces for members
and candidates of the EMU. Consequently
these countries experience only the opportuni-
ties from the availability of foreign savings
rather than the risks from the global financial
markets” (page 103). It is almost unnecessary
to point to the evident Hungarian relevance of
these statements. This situation also leads to
the fact that by the financial circles “the pres-
sure from the EU is still viewed as the prime
factor, which is likely to bring about fiscal con-
solidation” (page 104), which can also imply
the fact that “Hungary will not want to join the
Euro zone later than the neighbouring coun-
tries” (same page).

These conclusions are reinforced by the
analysis of the impacts of the EMU on the
domestic system of financial institutions
(Subchapter 4.3.). As a result, “virtually all [new
EU member states] have taken steps towards

improving their budgetary management prac-
tices” (page 108). Consequently, it can be stat-
ed (Subchapter 4.4.) that the Stability and
Growth Pact “did not prove to be a stronger
and more effective disciplining device than the
market forces it intended to support. […] It
proved to be a useful anchor in countries, which
have started fiscal adjustment, but at the same
time it weakened incentives for reforms for
those countries, which had not started the con-
solidation process. [...] The inadequacy of inter-
national pressures to bring about fiscal adjust-
ment underscores the importance of domestic
factors in fiscal reforms” (page 110).

In line with the strict internal logic of the
book, this statement directly leads to two
country studies, the Hungarian and the
Swedish cases. In Hungary the domestic cir-
cumstances have proved to be stronger than
the international influences, and no proper fis-
cal reform has taken place yet. However,
Sweden has turned out to be the most success-
ful in this respect among all the developed
countries. The next two chapters present these
two country studies.

Chapter 5., which deals with Hungary,
starts with the statement that “in November
2005 the Council of the European Union
issued its second warning to the Hungarian
authorities about the presence of an excessive
deficit and declared that the efforts to decrease
the budgetary imbalances had been insufficient.
In the justification for issuing the warning the
Council reported the decision of the
Hungarian government about not taking fur-
ther measures to correct the excessive deficit”
(page 111). The author goes on saying that “the
open resistance to European pressures by a
small new member state [clearly] shows the
limited effectiveness of the EU disciplining
mechanism when domestic forces work strong-
ly against it” (same page). The obvious aim of
this chapter is to explain how this is possible.
“What are the specific domestic factors that
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lead to an open resistance to international pres-
sures? What makes international pressures
ineffective?” (page 112)

Similarly to the previous chapters, the author
gives the answer already in the introduction:
“the resistance to fiscal consolidation in
Hungary can be attributed to the low level of
public trust towards the elite, which is the
result of the considerable continuities from the
communist era. […] As long as the expecta-
tions about eventual introduction of the Euro
remain strong on the financial markets, the
country is protected from such [a larger] crisis
by the EMU fiscal framework and thus over-
spending is likely to persist” (same page). The
author deserves the greatest appreciation for
the brave and unambiguous statement of these
propositions. 

This introduction makes the detailed presen-
tation of the rest of the chapter almost unnec-
essary. It is all the more so because here the
author mostly relies on well-known domestic
literature. First she presents public finance in
Hungary in the period of 1957–2005
(Subchapter 5.1.). The figure on page 122,
which presents the growth of real wages over
the growth of productivity in the years 2000 to
2003 deserves special attention, just like the
table on page 125, which shows changes in the
twin deficit in the years 2001 to 2005. Then the
chapter discusses the continuities of the com-
munist period and the current years
(Subchapter 5.2.). It points to the fact that the
basic problem has remained the same: the
authorities had to choose between “lowering
living standards or overspending” (page 126)
then, and they need to do the same today, and
neglecting “the long-term interests of the
country” can be attributed to “the general level
of trust and elite relations” (same page). These
problems are significantly aggravated by “high
unemployment”, “sharp increases in inequali-
ty” (page 127), “the moral crisis of democracy”
(page 128), as well as “the dominance of the old

technocratic elite” (page 129). The only excep-
tion was the successful stabilisation process in
1995, however that was associated with unique
causes. The author pins little hope on breaking
this inertia. (Subchapter 5.3.). Finally she states
the logical final conclusion (Subchapter 5.4.):
the detailed analysis reinforced the initial
assumption. “The most important message is
that a certain degree of trust in the regime and
within the elite is critical for consolidation and
sustainable institutional change. Without these
conditions economic populism and short-term
thinking are likely to dominate the long-term
interests of the country” (page 137).

In these aspects Hungary is the negative
example, while Chapter 6. indicates that
Sweden is the positive example. According to
the author, it requires thorough explanation
why this is so, because the two countries are
similar in many dimensions. Both are small,
open economies with a large state redistribu-
tion. At the same time, the extremely propor-
tional Swedish electoral system, which regular-
ly yields a minority government, is in theory
less favourable for the reforms than the
Hungarian system, and in the first approach it
would suggest that solving the problem is more
difficult in Sweden than in Hungary.

First the book gives an overview about the
initial situation, about the Swedish economic
developments in the period of 1920–2004
(Subchapter 6.1.). The Swedish model came
into being as a consequence of the Great
Depression – which is a well-known fact – and
its basic principles had enjoyed great social
consensus since the very beginning. The model
eroded in the 1980s, when the public sector's
share grew disproportionately large in employ-
ment, and budgetary expenditures exceeded
budgetary revenues. This erosion deepened
into a crisis in the 1990s, when the rate of
Swedish unemployment grew to the nearly
unbelievable 10 percent (page 152). This crisis
was followed by consolidation, the efficiency
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of which is well indicated by the summary table
(page 153). Between 1994 and 1998, budget
revenues grew from nearly 60 percent of the
GDP to 62.5 percent, while expenditures
dropped from 70 percent to 61 percent. This
meant that not only primary, but general budg-
etary surplus was generated in four years,
which is an unparalleled success. “The experi-
ence of Sweden becomes particularly interest-
ing once we consider that many of the elements
of the welfare state are still maintained and
state redistribution continues to remain well
over 50 percent of the GDP. This shows that
the large size of the public sector does not need
to involve sizable deficits. After the improve-
ment of finances, many of the transfer provi-
sions that were reduced earlier, were restored
without endangering the sustainability of
finances.” What's more: “The strong commit-
ment to a comprehensive, universal and gener-
ous welfare state also implies that taxes could
not be cut to the extent envisaged by early
globalisation theorists, who argued that with
capital mobility the scope for taxation remains
limited as capital moves where it can ensure the
highest return” (pages 154 and 155).

These results are mostly the consequences of
the rules-based fiscal policy (Subchapter 6.2.),
since traditional budgeting largely contributed
to the emergence of fiscal imbalances in the
1970s and the 1990s. The growth of public
debts – shown in the figure on page 158 – from
20 percent of the GDP in the period of
1965–1975 to over 80 percent of the GDP by
1995 (which was an astounding and unprece-
dented figure for Sweden) was largely attrib-
uted to this. In response, the government – jus-
tifiably – earmarked a general budget surplus
equalling 2 percent of the GDP, and it reached
the target as it was presented previously. This
success was largely due to the top-down budg-
eting technique, i.e. to the fact that the govern-
ment starts out from the available sum and the
distribution thereof, instead of the needs and

the total thereof, as well as to the fact that “if
spending is increased in one area, it has to be
decreased in another area” (page 159).
Summarising the conclusions of the two sub-
chapters one can say that instead of liquidating
the welfare state, the Swedish government
solved this problem by modifying its budgeting
technique, and curbing the really unnecessary
expenditures, which is an immeasurably impor-
tant experience for Hungary.

The overview of the political economy cor-
relations of the reform (Subchapter 6.3.) leads
to relatively simple consequences. The interna-
tional factors and the EMU had a negligible
role, since the overwhelming majority of the
Swedish population rejected the common cur-
rency. Instead, the domestic factors played a
determining role, and the author discusses in
length the achievement of consensus within the
professional elite, and then within the society,
in which Swedish economists, who had tradi-
tionally been involved in policy making, played
a crucial role. “Overall while elite consensus
was the critical factor behind the implementa-
tion of a rules-based fiscal policy, public trust
in the system, ensured by the success of the
reforms, the material benefits of the welfare
state as well as the low level of corruption, is
critically important for [the creation of] sus-
tained fiscal restraint” (page 171). Hence,
maintaining the welfare state is more of a pre-
condition for than an obstacle to fiscal disci-
pline and the balanced budget – adds the
reviewer his own opinion to the author's con-
clusions. This chapter ends with the brief sum-
mary of the conclusions (Subchapter 6.4.).

Chapter 7., which can be regarded as the
most important part of the book, describes the
Swedish and Hungarian experiences in general,
and draws the conclusions therefrom. As it
could be seen in the previous chapters, the
author expresses the final conclusion in the
introduction: “Fiscal governance reforms can
take place only if there is a broad elite consen-



BIBLIOGRAPHY REVIEW – Books

344

sus on the importance of fiscal restraint. The
effectiveness and sustainability of these institu-
tional reforms is crucially dependent on the
continued maintenance of the original consen-
sus, which in turn is shaped by the perception
of the public on the general quality of the
democracy” (page 173). 

First of all, this chapter gives an overview
about the pressures for fiscal reforms
(Subchapter 7.1.). The sections on the interna-
tional and European influences basically repeat
the opinion expressed earlier. The description
of the domestic influences makes the basic
conclusion pertaining to Hungary even more
concrete: “In the context of the Hungarian
case, […] the sharp divide in the elite gave rise
to a prisoner's dilemma situation with respect
to fiscal spending: while both major parties
would be better off with more responsible elec-
toral promises (once they are in government),
the lack of cooperation between them results in
an exponential increase of populist promises
before elections” (page 177). Furthermore:
“The case of Hungary provides a telling exam-
ple about how incentives for overspending
emerge for all actors in a low-trust environ-
ment. The section on the implementation of
fiscal reforms (Subchapter 7.2.) distinguishes
four steps: the recognition of fiscal problems,
fiscal consolidation, the institutionalised con-
sensus on fiscal restraint and finally institu-
tional sustainability. For the last step, the
awareness of the voters is extremely important,
i.e. the electorate should know that “current
overspending has to be financed by future sur-
pluses” – i.e. by future constraints (page 182). 

However, the most important explica-
tions are contained in the next section
(Subchapter 7.3.). According to them, two
basic variables can be distinguished:

•Consensus: “regardless of which political
parties form the government, economic
policy is conducted with a commitment to
fiscal restraints” (page 183), and 

•Public trust: “public belief that the political
regime produces 'good outcomes'” (same
page). 

These two basic variables lead to the defini-
tion of two propositions:

•Proposition 1: “Fiscal institutional reforms
take place only if there is a consensus with-
in the political elite” (page 184), and

•Proposition 2: “Fiscal institutional reforms
can be sustained only if the original con-
sensus during their establishment is sus-
tained” (same page).

Based on these considerations, four basic
states can be defined:

•the democratic ideal: in which both consen-
sus (within the elite) and public trust exist;

•the liberal democracy: public trust is pres-
ent, but there is no consensus;

•the philosopher's state: consensus is present,
but public trust is missing;

•mass democracy: there is neither consensus,
nor public trust.

Apparently, the main conclusion is that in
the case of the democratic ideal rational policy-
making and anticipatory reforms become pos-
sible, and the virtuous circle of fiscal restraint-
growth-public support can emerge. However,
in the case of mass democracy, when there is no
consensus within the elite, and there is no pub-
lic trust towards the elite, “reforms […] are
next to impossible” (page 187). The author
does not explicitly state it here, but obviously
this is what the Hungarian situation looks like.
Nor does she write that a way out from this
situation can only be found by establishing
consensus and public trust, which is obvious
based on the content of the book. Nor does the
author write what can make the establishment
of the missing consensus and public trust pos-
sible. However, it is apparent that under such
circumstances finding such a solution requires
real political genius.

The statement of these principles is fol-
lowed by a statistical analysis. Based on the
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figures of the EMU countries it can be shown
(Subchapter 7.4.) that the larger the public trust
the smaller the budget deficit is, and the more
probable budgetary surplus is. Statistically
analysable data are available for the new EU
member states, too (Subchapter 7.5.). Public
trust in these countries is considerably lower
than in the EU-15, and is generally decreasing –
especially in Hungary -, and where it is substan-
tially growing (in Estonia and Slovenia), the
budget is in surplus. Finally, the comparison of
the old and new EU member states (Subchapter
7.6.) clearly leads to the conclusion that the
smaller a country, the greater the public trust,
and greater welfare leads to greater public trust,
which is easy to understand. This chapter leads
to the final conclusion (Subchapter 7.7.)
according to which “in approaching the ques-
tion of fiscal deficit as well as institution-build-
ing political and economic variables cannot be
separated from one another and solution to fis-
cal sustainability can be found only within a
broader integrated framework” (page 200). This
means that the approach of the new political
economy is needed.

The last chapter of the book (Chapter 8.)
summarizes the results. “The main conclusion is
that ultimately it is the perceived quality of the
democratic system, which determines whether
fiscal restraint is sustained or not […]: while in
a high-trust environment fiscal restraint, growth
and public trust reinforce one another, in a low-
trust regime even if the international environ-
ment triggers an adjustment, pressures for over-
spending are likely to reemerge as politicians are
pushed towards buying support through short-
term promises” (page 202). Then this chapter
refers to the Swedish and Hungarian examples
again (Subchapter 8.1.), and reiterates that inter-
national and domestic, economic and political
aspects alike need to be taken into considera-

tion, which requires the integrated analysis of
international economics, globalisation, the
Keynesian macroeconomics, the political culture
and interest groups. The title of the last section
(Subchapter 8.3.) is the same as that of the book:
'Democracy and deficits'. These two topics are
strongly correlated and “a virtuous circle can
emerge among these concepts, when economic
policy credibility, high growth and public sup-
port reinforce one another” (page 212).

This book review can hardly contain any
criticism or comments, since the reviewer fully
agrees on virtually everything with the author.
Reading the detailed review, which contains
numerous literal quotations, does not substi-
tute reading the book. Rather, it may facilitate
reading and may make the details more under-
standable by giving a preliminary general
overview. It seems to be necessary to add one
substantial remark, which can be most easily
done in reference to the last sentence of the
book, although it also pertains to previous sec-
tions of the book. Here the author writes that
the credibility of politics implementing the fis-
cal reform, high growth and public support, i.e.
public trust reinforce one another. This is cer-
tainly true, but what happens if the fiscal
reform goes together with restrictions and eco-
nomic setback, or if it induces setback. How
can setback be mitigated in this case and what
efforts are needed to overcome the deficit?
What is the correlation between the financial
and the real sectors, as well as between the two
branches of the twin deficit? These questions
must be naturally studied even if a book cannot
be judged based on what it does not include,
since no book can contain everything.
However, I can do nothing but agree with what
is put forward in this book.

György Szakolczai



BIBLIOGRAPHY REVIEW – Books

346

KKarl Marx writes somewhere that a society can
be grasped and summarised theoretically only
when it has developed into a “social body”
already. It is impossible to do so as long as it is
still a “social cell”. This is obviously the contin-
uation of Hegel's thought according to which
Minerva's owl, too, begins its flight only in the
dusk. In their huge and imposing book, Katalin
Szabó and Balázs Hámori present to us an inter-
esting experiment: they describe the phenome-
na of the economic structures and processes of
a not yet established but already unfolding, new
form of economy, the information society, i.e.
the “information economy”. It must be said to
their credit that they, too, are aware that
Minerva's owl has not begun its flight yet. It is
still testing its wings and having test flights for
the time being. The situation has thus not
matured yet for the complete theoretical map-
ping of the information society or the informa-
tion economy. The subject examined is still in a

“cell form” rather than in the state of a fully
developed “social body”. The authors have thus
no intention to create a unified and comprehen-
sive theory but demonstrate that classic (mod-
ern) industrial capitalism – “chimney capital-
ism”, if you like – is giving way to economic
structures that can be referred to as information
economy already and which will prevail as a
main rule in future. Manuel Castells has proba-
bly been the only person so far to attempt to
draw up also the theoretical contours of infor-
mation society. Although his venture was a
major one, it was probably not meant to be a
real success, due to its prematurity. 

Katalin Szabó and Balázs Hámori have been
thus more modest in setting their goal, with a
good sense and taste. They wish to thoroughly
examine the phenomenon of the information
economy, while describing in all sectors of eco-
nomic life how the classic, modern industrial
capitalism gradually develops into a post-mod-

Katalin Szabó – Balázs Hámori 
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ern information economy. Despite the excel-
lence of the venture, there is certain informa-
tion that I miss in the introduction and
description of the theoretical historical
antecedents. It would have been interesting to
read about the birth of the concept of postin-
dustrialism (Coomaraswamy, 1913) and about
the lifework of Fritz Machlup (1962) who –
within the concept of the “knowledge indus-
try” – suggested numeralising information pro-
duction and dissemination activities. Marc
Porat's series of research (1977), the aim of
which was to define and measure information
economy, could have also been mentioned. In
1979, Porat – commissioned by OECD –
worked out a model in which the progress of
various countries on the road towards informa-
tion society could be marked on a scale. There
are significant theoretical antecedents regard-
ing the conceptual clarification of communica-
tion theory, information, erudition, knowledge,
culture, etc. (Wiener, 1948; Shannon, 1949;
Ellul, 1954; Braudel, 1958; McLuhan, 1964;
Lefébre, 1967; Mumford, 1970; Morin, 1974;
Stiegler, 1991). Special mention is due to
Daniel Bell's postindustrial society concept
(1960), which has since then, so to speak,
become the paradigm of any effort in the field
of social and economic development induced
by the new (infocommunication) technologies.
It was probably in Japan (1971) that this para-
digm was first raised to the national target level.
The Nora-Minc-report (1978) on the French
conditions formulated a crisis philosophy
already. The FAST-programme (Forecasting and
Assessment in the Field of Science and
Technology) of OECD, the information high-
way programmes of the USA (1993), the
Bangemann-report (1984) in the EU were all
important milestones while, since the year
2000, they have talked about “the Europe of
Knowledge” already (British Labour Party,
Lisbon Resolution of the EU). Strong critical
trends have also appeared, at the same time.

Representatives of this have been Amitai
Etzioni (1968) and Lyotard (1979), who have
rather accentuated the crisis phenomena within
the paradigm of postmodern society. Yet, it is
the cheapest of all reviews, I believe, if the
reviewer dwells on what is missing from the
book and what else could have been discussed.
These missing details in the theoretical history
are therefore mentioned here not as mistakes; I
just wish to draw attention to the fact that even
a most excellent and comprehensive book may
leave room for further study. 

Let us rather turn our attention to what
the authors have presented the readers with.
Their studies written in a captivating style most
enjoyable to read, inform us incredibly exhaus-
tively on the current state and expected devel-
opment trends of the information economy.
The first paragraph of the book (the upbeat) is
a great start already, calling attention to the
problems discussed. The reader learns that the
first high-speed optic data transmission net-
work was established during the Troyan War, in
1184 B.C. When Agamemnon was to leave for
the war, he agreed with his wife Klutaimnestra
that he would indicate the occupation of Troy
by a light signal. The light, which travelled
approximately 375 miles (600 km) through the
islands of the Aegean Sea, came from the
flames of torches. The news of the Greek vic-
tory was passed by messengers from one island
to the other until it reached the queen in
Mukene. 

One thousand years after the Troyan War,
the Greek further developed high-speed optic
data transmission. The key was the Greek
alphabet, the 24 letters of which were grouped
into 5 clusters, with 5 letters belonging to
each cluster, in an alphabetical order. After the
messengers flashing the torches signalled
“message starts here”, they transmitted the
news letter by letter. It was the torches flashed
on the left that indicated which of the 5 clus-
ters of the alphabet was meant, while the flash
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of the torches on the right indicated the cho-
sen letter within the cluster. This was the SMS
of the time, which was a huge advance com-
pared to the “yes-no” type 1 bit message of
Agamemnon.

In our age, in turn, the computer has been
born. 

In the first two paragraphs, the authors pres-
ent examples from a period of 3191 years. Is
there a person who would not be keen to go on
reading after such a beginning? 

The monograph also has a crystal clear
structure. The chapters of the book are divided
into four parts: 1 System, 2 Product, 3 Trans-
actions, 4 Actors. 

Introduced to the concept of globalisation,
the reader is informed on the consequences of
this comprehensive phenomenon: 

•information technologies are disseminated,
•computer networks rapidly grow,
•the multi-level corporate hierarchy that

used to characterise the structure of indus-
trial organisations is significantly reduced, 

•downsizings laden with political tension
take place,

•places of employment are closed. 
The authors view information economy as a

comprehensive system. They do not restrict
themselves to the market system and they do
not regard it as the totality of social system,
either, but discuss it as an economic system, a
“transitional economy”. They demonstrate
how the rules of economic life change. 

The authors raise the question what system
this is all about. Is it a new type of capitalist
market economy? Or some kind of a third
way? 

The essence of their message is (which I con-
sider a significant theoretical achievement) that
they describe the system as a transition econo-
my between the capitalist industrial system and
the unfolding information economy. There are
significant changes in employment relations
and the financial sector, they point out. In

trade, however, new relations forge ahead with
more difficulty. In the actual economy, the old
and the new, upcoming structures are certainly
both present at the same time. 

We live in an age when 
•action patterns and algorhythms (electron-

ic auctions, new types of employment)
spread faster, 

•new institutions are established faster and
more easily, 

•you discuss everything with your computer
first, 

•the “mass production” of institutions and
the planning of mechanisms have been
made possible, 

•new institutional economics to deal with
micro-analyses is developed, 

•the place and the time co-ordinates of eco-
nomic behaviour shrink. What the authors
mean by the latter is that economic cycles
slip into one another, time accelerates, the
economic space gets virtualised and
processes are decreasingly bound to places.
An important concept throughout the
book is blurring, when both products and
services slip into one another, 

•the buyer often takes over the function of
the seller. It is often the buyers that recruit
new buyers for the product over the
Internet. The borders of technologies, sci-
ences, corporations and branches become
permeable. 

The monograph consists of 17 chapters alto-
gether. Some of these were co-written by the
authors, others were written by either of them.
Yet the style of the book is welcomely uniform
and well-harmonised, whichever chapter you
read. Both authors are excellent writers and
analysts and know very well how to hold the
readers' attention. It should be mentioned here
that Áron Négyesi is the co-author of one of the
chapters and he, too, deserves praise. 

In the 'System' part, the authors describe
the tendency leading from industrial capitalism
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towards information economy and outline the
changes in the system logic. 

In the cross-section of 'Products', products
as services are examined. Immaterial products
and the economy of attention are also dis-
cussed. 

The chapter of 'Transactions' discusses the
World Wide Web as a market place. Important
things like trust, reputation and identity at the
electronic markets come up here. Issues like e-
marketing, the digitalisation of product and
cash flows, anomalies in value production,
dynamic pricing, digital monopoly or the glob-
al bazaar are also presented here, still in an
exciting manner. 

In the closing part of 'Actors', the prob-
lems of intangible capital, authorised employ-
ees, teams and networks are discussed. Also in
the same part, there is a chapter I found espe-
cially captivating, entitled 'From the static cor-
porate concept to the evolutionist view'. The
closing chapters of the book focus on employ-
ees in the information economy and changes in
consumer behaviour. 

At the end of the volume, you can find a rich
appendix, references, an excellent glossary as
well as a name and subject index. It is obvious
that Katalin Szabó and Balázs Hámori know
everything about the subject examined; they
have read everything relevant, with nothing
important escaping their attention. In my opin-
ion, they have performed at the level of the best

British and American university course books
and hand books. It would be no surprise if the
work was published in foreign languages (in
English by all means). It would arouse great
attention also in the international scientific
world, I believe. It is probably only the descrip-
tion of the situation of informatics in Hungary
(i.e. reports by the Central Statistical Office,
TÁRKI Social Research Institute, the
Information Society and Trend Research
Institute and other reports), Hungary's posi-
tion compared to other countries in the world,
inserted into the discussion on world trends,
that have insufficient coverage. In the second
part of the book, however, I was happy to dis-
cover information, interview extracts and other
material included from Hungary. 

'Change' is probably the most important
inviting word in the book. It includes the
description and analysis of changes from the
transformation of economic processes to those
penetrating down to the very personality. The
authors could not have chosen a better motto
than the following thought of Péter Esterházy:

“It is really a different world that starts here.
'Yes' is different, 'no' is different, 'never' is dif-
ferent, 'forever' is different, 'endless' is differ-
ent, and therefore geometry is different, hon-
our is different and the word of honour is also
different … what you mean by rights and obli-
gations is different.”

János Farkas
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JJúlia Szalai has recently been awarded the title of
Doctor of the Hungarian Academy of Sciences  –
this volume issued by Osiris Publishers is her
academic doctoral dissertation. The title of the
book reflects optimism at first glance. Despite all
the political dividedness, there is probably only
just one Hungary and the gap between the
rightwing and the leftwing exists only in the
superficial Hungarian public discourse, it
implies. The left wing-right wing gap is actually
not discussed in the book at all, however; instead,
what is disclosed to the reader is images of a
major divide which, although it is wrapped in
silence, is of a much more serious significance
than conflicts of public life. In the society divid-
ed through the active contribution of the welfare
system, the division line runs not in politics but
between the majority with a secure existence and
the minority squeezed into a ghetto. 

The economic political and social difficulties
of today's Hungary are often blamed on the

constraints of globalisation. Júlia Szalai dis-
putes this stance in the foreword already, draw-
ing attention to the fact that for several prob-
lems it is we ourselves who is responsible. If
she is right, we have to face the paradox that,
although almost everybody is dissatisfied with
the operation of the Hungarian state, it always
proves unreformable despite the repeated zeal-
ous attempts. The various participants tend to
blame the failure on one another: “The man in
the street puts the blame on the corruptedness
of decision-makers, the position jockeying of
politicians and the malicious political games of
the power elite, while the apparatus responsible
for the reforms and their body of experts scold
the indolent population, employees fleeing to
black employment so as to avoid taxation, fam-
ilies insisting on their habits, good or bad,
lethargic teachers of low standards and doctors
expecting tips. This is a moral argumentation
against a moral argumentation: it is only

Júlia Szalai 
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through a moral renewal that the reforms can be
put on a (more) successful course.” (page 12) 

Júlia Szalai disputes the above logic, demon-
strating in her book that the welfare services of
the Hungarian state today serve unavoidable
social demands, compensating for the current
uncertainties of the second economy sustained
by micro- and small enterprises. And the price
of this “new common consent” is paid by the
really needy and poor minority, for the provi-
sion of whom there remain minimum sources
left and even these cost them their civil free-
dom. 

In the first chapter, the author presents
the theoretical framework in which the prob-
lem of the Hungarian state can be interpreted.
Based on G. Esping-Andersen, she defines the
welfare state as a new model of Western devel-
opment which compensates for the inequalities
caused by capitalism, through this making it
possible to exercise democratic rights. Thereby
it ensures the maintenance of market relations,
based on private ownership. If this is so, the
examination of the Hungarian welfare state is
also about the catch-up with Europe, which
was a basic objective of the regime change. The
main question of the volume is what effects
diminishing the role of the state after the
regime change has had on the structure and
everyday roles of the welfare system; does it
fulfil the integrative function that can serve as a
basis for the civic development of Hungarian
society?  

The basic starting point of the volume is that
any change in the welfare system is a result of
the struggle between the state, the market and
civil society. Based on T. M. Marshall, the
author interprets the contents of the system as
a cultural product, which is a result of the
struggle for the extension of the contents of
citizenship. In the past decades, as migration
increased, acknowledging minority cultures in
the above struggle has become a quality criteri-
on of citizenship rights, which means that wel-

fare games also have an ethnic hue. In Hungary,
this has decisive significance concerning the
situation of the Roma.  

It is on the basis of the above that the author
formulates the main hypotheses of her book.
She is convinced that the current system
should be viewed not as a transition but as a
ready structure which fulfils rational functions.
These rational functions do not only cover
material resources, however, but status charac-
teristics as well. The main gap is between con-
tribution-based and means-based entitlement,
separating which was formulated among the
most important consensus tasks of the regime
change.   It is means-based entitlement that
creates extreme forms of exclusion, for the
Roma primarily, against whom the deep-rooted
prejudice of Hungarian society was substanti-
ated by the assimilation efforts launched by the
Kádár system in 1961. 

The second chapter surveys the function
changes of the welfare redistribution carried
out within the framework of “denationalisa-
tion” since the regime change. It is revealed at
the beginning of the chapter already that the
author does not share the excuses according to
which the problems of the welfare institutional
system like the lack of specification or an over-
bureaucratised administration can be consid-
ered just infant disorders of the transition. She
argues that the system has developed alongside
the transition and has become an organic part
of the new order, which is so even if it has not
been developed by purposeful political action
or systematic work.

In the current welfare redistribution, con-
stancy and deep transformation are both pres-
ent at the same time: while the outside cover
(ownership relations, the control system,
supervision) is the same as twenty-thirty years
ago, there have been substantial rearrangements
in the inner content. So as to demonstrate this,
the author surveys the changes in the financial
allowances in social security and local govern-
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ment subsidies. Another reason justifying the
use of the indicator is that the primary goal of
the reform plans was to make cuts in the welfare
redistribution system and the achievements can
only be examined against the targets. 

At the time of the regime change there
seemed to be a consensus that reforming the
welfare system was essential for the success of
the transition. There was no dispute on the
necessary action, either: there was a need for
real insurance companies to assert the contri-
bution principle and this had to be separated
from social policy, which latter was to provide
subsidies for the needy. Finally, both social jus-
tice and financial considerations required the
establishment of independent monitoring bod-
ies supervising the system, and strong civil con-
trol.  As a surprising development, almost the
same tasks are on the agenda today. “While
there has been little change in the rhetoric,
there has been even less in the actual data on
the state's presence”, the author points out:
today, just like in 1985, GDP 13 per cent is
spent on redistribution (page 73).

The denationalisation policy was meant to
strengthen the contribution principle primarily,
and its failure is apparent from the data of Table
1 already (page 76). Although the principle was
implemented on the expenditure side and con-
tribution-based allowances rose from 61.8 per
cent in 1990 to 82.8 per cent in 2004, on the
other side over the same period, the contribu-
tion incomes calculated as a ratio of expendi-
tures on provisions plunged from 75.9 per cent
to 46.8 per cent. This created the paradox situ-
ation that, while contribution incomes could
earlier be reallocated to solidarity allowances,
today, only 43.5 per cent of all contribution-
based expenditure is financed by tax revenues.
At the same time, the rate of state welfare con-
tributions in the total income of the population
has risen from 23 to 25 per cent, which indi-
cates that the market and the state have
expanded side by side. 

The next sub-chapter provides a detailed
analysis on the above.  Júlia Szalai believes the
roots of the problem are found in the Kádárian
common consent which, through the reforms
of 1968, sought to keep the state socialist
framework constant, while reducing the
restrictions within the framework at the same
time. Since the simultaneousity of full employ-
ment and the liberalised movement of labour
raised serious problems, social redistribution
was purposefully transformed by widening the
access routes of the entitled and by making
legal exit easier. New provisions like extending
the childcare allowance or classifying social
security entitlements as citizenship rights
gained immense popularity and the number of
beneficiaries multiplied. Authorities in turn
benevolently closed their eyes upon the fact
that a high number of beneficiaries were active
in the second economy at the same time. This
arrangement seemed to be favourable for all
parties at the time; the costs became apparent
only much later. 

By the time of the regime change it was obvi-
ous that the welfare structure was unfinance-
able. The survival of the second economy made
its maintenance essential, however, since the
state here is an indispensable participant
regarding both source needs and the sustain-
ment of the forms of labour division, as is also
confirmed by the data of Table 2 (p 97). As is
revealed, the population interpreted the grow-
ing market opportunities only as something
extra and failed to make changes in the multi-
pillar lifestyle established by then. Between
1992 and 2005, the rates of household income
from both market activities and employment
fell, which was compensated by increasing
income from the welfare redistribution. This
latter rose from 44.3 to 50.1 per cent, in sharp
contrast to the policy of the regime change. 

One of the most shocking parts of the
book is the sub-chapter on the reasons of the
developments described above, which shows
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that the shrinking employment caused a per-
manent and large-scale correlation imbalance
between the forms of employment and social
status. In 1989-1996, 1.5 million places of
employment closed in Hungary, for which
replacement attempts have failed even by today,
due to the existence of the dual economic
structure. During privatisation, employment
aspects typically fell into the background.
Companies in foreign ownership are not inter-
ested in increasing employment and, despite
their excellent export performance, they
employ only 15 per cent of all wage earners. 60
per cent of the places of employment are grant-
ed by domestic enterprises with up to 10
employees which are, however, prone to hardly
preventable danger. 

It is the social security structure inherited
from the old regime that has been used to com-
pensate for the general uncertainty and loss of
status generated by the above processes.
Through various changes made in the system,
there have been changeovers with millions
involved between places of employment and
welfare services.  As the data of Table 3 prove
(page 125), today, 65 per cent of households
have members with permanent social security
membership, while there are stable employees
with a regular income in only 39 per cent. At
the time of the regime change, the correspon-
ding rates were 47 and 51 per cent. Júlia Szalai
describes this as a hydraulic press in which it
has become a self-generating practice that citi-
zens leave the world of employment for the
world of welfare services (and the second econ-
omy), for preventive purposes.  

An important consequence of the change-
over between places of work and welfare ser-
vices has been the transformation of family
roles. Adapting to the system, the family pat-
terns of before the war have reincarnated and
hundreds of thousands of women stay at home
today so as to help their male partners in for-
mal employment, while receiving social provi-

sions themselves. In the long run, this gener-
ates a vicious circle since, as work places for
women are made superfluous, women have sig-
nificantly decreasing chances to find jobs. The
worst dangers of the press are its immediate
consequences, however. The reallocation of
sources from the subsidisation system of the
needy and poor to the pension fund, for the
protection of the middle layers of society with
fragile positions, means that minimum
amounts are left for the supply of the most
needy.   

The third and probably most important
chapter of the book reveals what consequences
transforming the welfare system has had for
the most needy and what steps will take us to a
“No” answer to the question asked in the title
of the book, i.e. whether the two-country the-
ory of Hungary is unjustified.  

As has been mentioned above, despite the
consensus policy of the regime change, the
reform of the welfare system was taken off the
agenda very soon. This did not mean, however,
that there were no spontaneous profound
changes, which meant to serve the implementa-
tion of three main principles: diminishing the
role of the central state, increasing the role of
local communities and adjusting the system to
the market. The goal was to achieve that, by
separating social security and welfare policy,
really the most needy should be given state
subsidies, for the allocation of which elected
local governments were believed to be most
suitable. Table 4 shows (page 142) that these
aspects seemed to be implemented indeed: the
rates of both social security payments and local
government subsidies increased, while central-
ly financed family subsidies and unemployment
benefits drastically decreased in value. In the
meantime, redistribution as a ratio of GDP
hardly changed at all in real value.   

The comforting macro data conceal serious
micro level anomalies, however. The preserva-
tion of the value of social security allowances
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was in no way a result of market automatism
but that of reallocating tax revenues, however.
Considering the two end points of the period
between 1991 and 2004, in social security rev-
enues the rate of the so-called state funds and
complementary subsidies re-channeled from
the budget rose from 10 to 24 per cent. There is
no explanation for the latter from demographic
aspects since, over the same period, the popula-
tion of retirement age shrank by almost 400
thousand. At the same time, means-based sub-
sidies plunged in real value: family allowances
by almost 50 per cent, for instance. In 2004, the
local government subsidies meant for the gen-
uinely poorest layer of society reached only 18
per cent of the 1991 levels in real value:
although the rate of such expenditure rose 2.5
times compared to 1991, there were 22.5 million
cases registered in contrast to the 1.5 million
cases in 1991. This does not only mean that the
eligibility of the beneficiaries remained
unchanged but also that, through the state-
financed raising of the allowances for the mid-
dle layers of society, the welfare system has
actively contributed to tearing society into two. 

The rest of the book focuses on the insti-
tutionalised social exclusion of poor, primarily
Roma layers of society. The most important
means of this has been the subsidisation indus-
try established since the regime change which
handles the 22 million cases annually and on
which almost HUF 300 billion are spent from
taxpayers' money every year. Since it obviously
does not contribute to liquidating poverty, Júlia
Szalai explains the existence of the subsidisa-
tion industry with other functions. The most
important of these is creating employment
opportunities, for women with low qualifica-
tions primarily. Today, the number of employ-
ees in this sphere equals the number of tourism
and catering employees together. Beyond the
creation of employment opportunities, the dif-
ferentiation of bureaus in determining eligibili-
ty for subsidies creates an official basis for the

social and labour market selection to be accept-
ed and the institutionalised social procedure
order of the discrimination to be justified.
How does the system work? 

The depreciating means-based payments have
automatically generated  a line-up for local gov-
ernment subsidies. Today, not fewer than 1.3 mil-
lion households receive such allowances, while
only 335 thousand families live under the eligi-
bility income threshold. Local government sub-
sidies thus   continue to serve meeting general
needs more or less, while the implementation of
the eligibility concept is most imprecise. By soft-
ening the eligibility principle, generated by the
continuous refinement of the rules of entitle-
ment, the amount allocated for subsidisation
grows year by year and is shared by the needy
and the not needy in a ratio of 1/3 to 2/3. 

The basic difference in the allocation of sub-
sidies is between the applicants for one-time
subsidies and those permanently in need. While
the former can be arranged through imperson-
al correspondence, the latter requires personal
contact. In this circle, the employees of social
bureaus, fearing dismissal and following social
expectations, make precisely sure not to assist
misuse. 

The main category of entitlement is that of
'own fault', which has two categories with
strong ethnic content: reckless family planning
and a bad attitude to work. The data of Table 9
(p 178) reveal that there are more applications
for subsidies rejected and the rate of the subsi-
dies paid is reciprocally proportional to the rate
of poverty where there are more children. This
is especially apparent in the case of Gypsy fam-
ilies, where 53 per cent of the applications of
families with three or more children are reject-
ed despite the fact that, in this circle, the
monthly income per head is under HUF 12
thousand. The judgement of a bad attitude to
work is interesting from another point of view.
Here, there are two reasons why applications
for subsidy can be rejected: if the applicants are



BIBLIOGRAPHY REVIEW – Books

355

employed or if they are not. The reason in the
first case is black employment, while in the sec-
ond it is unwillingness to work; the refusal of
the public work offered, for example. It is
hereby that the bureau becomes a satisfier of
the local demand for the worst jobs, while at
the same time the subsidizees accept anything
black, earning maximally HUF 10–12 thousand
a month. The invisibility of these jobs is the
elemental interest of all participants since the
subsidies are indispensable for subsistence. The
ghetto is thereby created: the subsidies guaran-
tee, on the one hand, “the continuous flourish-
ing of black employment adjusted to demand,
concealed by the subsidisation, and guarantee,
on the other hand, that the deal made could
stay the internal affair of the exposed and the
even more exposed” (page 186). 

The ghetto is  consolidated by the extreme
dependence on the bureau of subsidies. A per-
son who once becomes a subsidizee is very
likely to stay one all their lives. This in fact
means constantly being monitored, from the
way of child rearing to the frequency of visiting
the bar. The bureau watches all segments of the
lives of subsidizees, and the more willing some-
body is to give up their personal freedom, the
more likely they are to get the subsidies. As
data reveal, subsidisation is reciprocally pro-
portional to eligibility and directly proportion-
al to frequenting the bureau. The rewarding
motif is thus the main differentiating principle. 

Infantilisation is justified by both the
responsibility of spending public money and
the self-unsparing irresponsibility of the poor.
The bureau often transfers the subsidies direct-
ly to public utility companies so as to balance
debts or purposefully donates food, clothes or
school equipment instead of money. The result
of such practice very often is that the subsidy is
given not to the subsidizees themselves but to
a typically state owned public utility company.
The local government thus acts as a keeper of
social peace: while the outstanding receiveables

of billions are reduced on one side, evictions
can be avoided on the other side. Numerically
this means that about one third of social subsi-
dies, i.e. HUF 100 billion annually, serve the
concealed subsidisation of public utilities since
these companies would otherwise have to
recognise their outstanding receiveables as
losses. 

On the whole, subsidisation in Hungary
has helped the establishment of  a well-devel-
oped ghetto, which serves the interests of the
majority primarily and from which there is no
breakout for anyone. In her epilogue, Júlia
Szalai refers to the thoughts of István Bibó
who, during his trial in 1956 said that welfare
given at the price of human and political free-
dom was the most delusive means of  subjec-
tion – at a time of deprivation of political free-
dom, it made no sense to talk about any other
freedom. Political freedom seems not to be
granted even twenty years after the regime
change, however – against a weak state, there is
a bickering civil society, and the duel of the two
sides erodes the newly declared principle of
legal equality. The social exclusion of the poor
through the welfare system seems a permanent
feature today, which strongly questions
Hungary's catch-up with Europe. The events of
autumn 2006 forecast a situation when the ten-
sion between the “two countries” would break
to surface, the author maintains. 

The unbiased technical language used at the
beginning of the book turns into a hardly sup-
pressed, passionate voice reflecting deep
indignation by the closing chapter – and it
would be surprising indeed for the reader if,
considering what has been revealed, the
author felt a different way. Yet, the passionate
voice never becomes biased and the analysis
stays objective all through the end, relying on
numerical data everywhere. In the unfolding
story, the behaviour of the characters is
formed not by prejudice but by rational moti-
vation and constraints and the shocking end
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result is not the fault of the individual but that
of the system established. 

The question of blurred responsibility in the
structuralist analysis creates a little feeling of
want in the reader. It is not the defenceless
employees of the subsidisation bureaus but the
majority society who enjoy the advantages of
the current system and who have contributed
to raising the dividing walls that are responsi-
ble for the situation, the author maintains
(page 200). Accepting this opinion, can we say
that disability pensioners collecting their 13th
month salary share the same responsibility as
the political class that have made this possible?
The potential responsibility of this circle is
important because, although the correlations
outlined in the book imply that the transfor-
mation of the inner structure of the welfare
system was the result of a linear process dom-
inated by various constraints, the data of Table
1 show that the reallocation of tax revenues for
the financing of contribution-based allowances
intensified in the period after 2000. This raises

the chance that what we have witnessed is not
a linear process but one with a strengthening
tendency. The composition of the current fis-
cal correction also supports this chance since
the strategy based on raising taxes and pursu-
ing the black economy both strengthens the
inclination to avoid taxation and increases
the pressure for invisibility, i.e. it significant-
ly promotes consolidating the walls of the
ghetto. 

The questions raised about the responsibility
certainly do not invalidate the honest acknowl-
edgement the author deserves for revealing the
preposterousness of the current welfare sys-
tem. Her book is a shocking reading, in which
even the footnotes provide indispensable infor-
mation. Her message will hopefully reach,
beyond sociologists, also decision-makers of
economic policy, contributing to the formation
of a long-term employment policy that could
be a way out of the current situation.

Dóra Gyõrffy
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István László Gál has chosen a relevant and
most current topic as the subject-matter of his
latest book. Essentially, the book is a textbook
or manual for economists; its principal merit is
that lawyers dealing with economic criminal
law, members of law enforcement agencies and
all actors of the economy may find it useful to
get a general idea of economic criminal law, an
interdisciplinary field between economic law
and criminal law.

The book is a stop-gap in the market of text-
books on criminal law. It is the first work to
present information on criminal law along with
an economy-related description of certain phe-
nomena, thus elucidating legal and economic
aspects of economic criminal law. As befitting a
textbook, the work gives an exceedingly exact
and thorough definition of the fundamental
concepts and issues of criminal law; the knowl-
edge of these facts is indispensable for econo-
mists working in this field. In addition, the

book offers a clear and readable account of the
economical aspects of economic criminal law in
general and of specific cases in particular – this
information is essential for lawyers involved in
this field. A further merit of the book is that it
gives numerous practical examples to illustrate
the information given on theoretical issues and
problems. 

The author states in the introduction that in
business life decision makers face various
types of risks when considering alternative
decisions. The risk pertaining to criminal law is
a special type of hazard. Obviously, lawyers
employed by those involved in business coop-
erate with decision makers to avoid such risks;
however, the responsibility for the final deci-
sion lies with the actors of the economy. This
is why it is almost essential for them to have
knowledge of the basic issues of economic
criminal law. It was this fact that inspired the
author to write a manual on economic criminal

István László Gál

Economic 
criminal law for
economists

AKADÉMIAI KIADÓ, 2007
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law, a highly segregated segment of criminal
law. The objective of the author is to ensure
that after studying the thorough and straight-
to-the-point general introduction on criminal
law even those readers who are qualified as
economists have an insight into all important
aspects of criminal law.

The manual discusses the essential issues of
economic criminal law in three major structural
units (devoting several chapters to each).

The first structural unit concerns the gen-
eral principles of criminal law and economics.
The author gives an insight into those basic
notions of criminal law and economics that are
absolutely necessary for those who seek to
understand the characteristics of individual
economic offences (at this point, the manual
follows the traditional structure of manuals and
textbooks on criminal law).

The author discusses the notion and the role
of economic criminal law in economics, the
basic issues of the theory of legislative provi-
sions, and analyses the notions of “economic
crime” and “economic offence”. Then he gives
an overview of the persons participating in
criminal offences and of the theory of legal
consequences pertaining to criminal law (puni-
tive sanctions). This section provides a histori-
cal retrospect of Hungarian economic criminal
law and deals with issues related to criminal sta-
tistics. At this point, the author categorizes
economic offences and, doing so, he indicates
that the group of economic offences in a wider
sense cannot be defined unambiguously. As he
puts it, the category includes economic
offences in a narrow sense (Hungarian
Criminal Code, Section 17), other offences
related to the economy (certain facts of the
case specified in the Hungarian Criminal Code,
Sections 16 and 18) and certain illegal activities
(e.g. those related to prostitution, drug trade
etc.). The author presents these fundamental
notions in a structured, thorough, yet readable
form and thus makes it easier for economists

and lawyers to understand the characteristics of
actual criminal offences. 

The second structural unit deals with eco-
nomic offences categorised on the basis of sub-
ject matter (the structure of the manual can be
regarded quite original due to this method of
categorisation. As a rule, manuals and text-
books tend to explain the effective provisions
of criminal law in a separate chapter, in an order
derived from the relevant Acts.)

First, the author gives an overview of the
major economic offences specified in Section
17 of the Hungarian Criminal Code. Under
each part dedicated to a subject matter, he gives
a brief presentation of the characteristics of the
related subfields of economics, then analyses
the facts on the basis of concrete cases of the
relevant criminal offences (which approach the
author of the present article regards as an out-
standing merit of the manual.)

Taking into consideration the significance
and topicality of the issue, we must underline
the fact that the manual gives a detailed and
deeply interesting summary of the criminal law
pertaining to money laundering. The author
describes the estimated volume of money laun-
dering, its economic modus operandi, the
international institutions that combat money
laundering and the notion of money laundering
in terms of criminology and criminal law. He
also gives an analysis of the effective Hungarian
criminal law pertaining to money laundering
(the offences of money laundering and of vio-
lating the obligation to give notification of
money laundering), and of the system of regu-
lations intended to prevent and hinder money
laundering (the Act against money laundering).
The author has dealt with the issue with special
attention earlier as well: in his book Pénzmosás
(“Money Laundering”, published in 2004) he
gave a detailed presentation of the phenome-
non and described the major features of com-
bating money laundering and of the legal back-
ground of this matter in Hungary.
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The author of this article agrees with the
author's statement that money laundering has
become one of the most lucrative and large-
scale activities all over the world, which entails
enormous dangers and weakens the economy as
a whole (cf. undoubtedly, as a consequence of
globalisation, money laundering is becoming
increasingly international in nature and is
becoming more and more wide-spread.)
Consequently, the author of the article is con-
vinced that it was a justified decision on the part
of the author to devote a whole chapter to
money laundering and the Hungarian regula-
tions pertaining to it, and to provide informa-
tion in this regard in legal as well as economic
terms. Indeed, this is one of the major merits of
the manual. This chapter provides useful theo-
retical and practical information for experts
involved in the theory and practice of combat-
ing money laundering, as money laundering is a
typical example of a field where investigation
requires knowledge of the provisions of law as
well as thorough knowledge of the economy.1

After that, the author gives an outline of
criminal offences that are realised in the field of
business or are closely related to it yet do not
fall into the category defined by Section 17 of
the Hungarian Criminal Code (i.e. criminal
offences that constitute a periphery of eco-
nomic criminal law).

Out of the issues dealt with in this chapter,
combating the financing of terrorism is to be
emphasised. In recent years, almost all coun-
tries have decided to regard combating terror-
ism (and combating money laundering) as a
major priority, and preventing the financing of
terrorism (along with the identification and
elimination of networks that support terrorism
with financial means) has become a key objec-
tive. At the international level (EU, UN),
numerous achievements have been made in this
field; Hungary has also taken important legisla-
tive steps.2 The author of this article is con-
vinced that one of the major merits of the book

is that it devotes a separate subchapter to pre-
senting the Hungarian legal framework of
combating terrorist financing. Most probably,
this issue (perhaps dealt with in more detail)
will be a relevant part of books and essays yet
to be written on economic criminal law. (The
structure and volume of the present manual
does not render it possible to give a lengthier
discussion of the issue.)

The third and final unit of the manual
gives a summary of conclusions, unanswered
questions and problems. An essential statement
made here is that in the field of the economy
criminal law has and most probably will have a
reason for existence for an indefinitely long
period of time. Economic criminal law can
become useless under the following condi-
tions: (1) high-standard business culture
operating within normal, consolidated cir-
cumstances and (2) the determination of a
proper (i.e. high) upper limit of prospective
financial sanctions. In Hungary, neither of
these conditions is met. It is to be noted that
economic criminal law is a tool to regulate a
behaviour, and which, however, is not suitable
to control the actions of those involved in the
economy unless the majority observe regula-
tions (either as an act of voluntary compliance
with the law or an act due to fear of sanc-
tions). Therefore, the objective is to create a
legal environment where it is ensured that the
majority of people are forced to abide by the
law. Finally, the author of the book states that
it is a must to admit that since the democratic
transition in Hungary economic criminal law
has displayed certain faults in functioning.
Latency is extremely high, which means that
there is a discrepancy between the offences
committed and those discovered by the
authorities; in other words, the efficiency of
detection is inadequate. At the same time, the
economic offences committed are difficult to
prove. The author of this article fully agrees
with these arguments and inferences.
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The manual will definitely be an important
tool not only for students of economics study-
ing economic criminal law but for all actors of
the economy as well, with regard to their every-

day activities and responsible decision-making,
which latter is, in turn, an indispensable activity
in the world of business. 

Zsófia Papp

NOTES

1 It is to be noted that after the book had been pub-
lished, an important event concerning the Hungarian
legal background took place. In December, 2007, the
Act Against Money Laundering (Act 15 of 2003; dis-
cussed here) was replaced by a new regulation: Act
136 of 2007 on the Prevention of Money Laundering
and the Financing of Terrorism. The principal objec-
tive of the new Act was to implement the new EU
Directive on the prevention of money laundering
(2005/60/EC) and its Implementing Regulation
(Directive 2006/70/EC) in Hungarian law; it will in

all probability enhance the efficiency of combating
money laundering and preventing the financing of
terrorism in Hungary.

2 Besides Act 136 of 2007, it is to be noted that after
the book had been published, an important legisla-
tive change took place. On 1 February, 2007, Act 180
of 2007 on the implementation of the restrictive
financial and property regulations enacted by the EU
and on the related amendments of the law came into
force.
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Dear Author, 

Thank you for contributing with your article to the achievement of the objectives of our
professional journal, which is being renewed. Hereby we would like to call your atten-
tion to our expectations regarding the publication of manuscripts. 

The articles and studies to be published in the Public Finance Quarterly shall be no
longer than 50,000 characters, including spaces. There is no minimum limit. 

Please divide your text appropriately (with headings and subheadings). 
Please make sure to accurately compile the list of the used literature and references. The
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• the author's name (authors' names),
• the year of publication, 
• the full title of the referred work, 
• the name of the publisher and the place of publication. 
If the referred work was published in a journal, after the author's name, the year of 

publication and the title of the work please indicate 
• the full title of the journal, 
• the month of publication, and 
• the number of the page where the referred work can be found within the journal.
Please provide all tables and figures with titles and subsequent numbering (please include

the reference in the text, too), and indicate the units of measurements of quantitative
values. Please enclose the data series of figures and diagrams in Excel files. Please write the
source of the data, as well as your notes pertaining to the tables and figures immediately
under the table or figure. 

Please indicate the author's profession, workplace or possibly position, scientific degree
and other professional activities or title that you require to be published in the “Authors of
this issue” section.  
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