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Tibor Erdõs

Stagflation and monetary 
policy
Theoretical basics

AAny recession in production – or drop in its
growth rate – is limited in time. The persistence
and depth of each recession, however, may be very
different indeed. Often, it is only a decreased
growth rate that is observable. If the rate of
decrease is considerably higher, is also manifest in
a falling absolute level of production, and is also
extended in duration, special factors are at play. 

It must be thoroughly understood why the con-
tractionary spiral emerging in a recession cannot
be infinite.1 A number of factors cause this effect.
The rate of decreasing consumption or decelerat-
ing growth of consumption is always lower com-
pared to that of income, because the marginal
propensity to save drops in times of recession. In
such times, households use a portion of their accu-
mulated savings for consumption. Also, the
absolute decrease in investments always has a
limit  at various values in various cases  because
the annual investments in the corporate sector are
not only adjusted to short periodical changes in
demand but also to the size of a future capital
stock deemed necessary. The state budget either
does not reduce its expenses or, if recession is
caused precisely by cutting back state expenses,
does not continue decreasing expenses beyond an
intended limit. 

By today, services have reached a considerable
ratio within total economic performance, and the
use of some of them cannot be eliminated even in

a bad economic situation. Households would
rather borrow credits or use their earlier savings
to buy goods, or would request financial assis-
tance from relatives in order not to have to cut
back purchasing certain services, or only to a
moderate extent. Finally, particularly in small
and medium sized countries, foreign trade, and
exports directly play an important role. If the set-
back is not concurrent in all countries, the con-
tinued rise in foreign demand sets a limit to
declining economic performance. 

When examining all these in combination,
some decline in the increase of aggregate
demand or in the level of demand may also be
considered. Let us say, it – the primary effect –
equals 2 per cent of the GDP. The secondary
effect is no other than the role this 2 per cent
plays in further decreasing income and – conse-
quently – demand. It is important to know the
ratio of this secondary effect to the primary 2
per cent decrease. If this ratio is, say, 1/4, i.e.
0.5per cent of the GDP, and it remains 1/4 in all
further rounds, the maximum rate of GDP
decrease can be calculated. (Not yet consider-
ing that factors assisting economic growth are
also at play concurrently). We are facing a
decreasing geometric progression, with a first
term of 2, a quotient of 1, and a sum of 22/3. In
this example, the maximum drop in GDP can
be 2.67 per cent. 
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The actual fall may converge to this ratio, but
may not ever reach it. However, – still not con-
sidering factors that affect growth concurrent-
ly – the decreasing effect converges very close to
2.67 per cent, as the majority of the effect that
reduces demand and production is at work as
early as in the first rounds. (In our example, it
equals 2.5 per cent in the first two rounds, only
0.125 in the third and 0.031 per cent in the
fourth). In reality, processes never reveal such
an extent of regularity, because the parameters
may change in the meantime. The example,
however, helps understand that the contrac-
tionary process cannot be infinite.

This is the point where further effects emerg-
ing in the meantime and persisting in the econo-
my must be added. If these caused a 4 per cent
annual growth rate on average, then the joint
consequence of the contractionary and the
growth impact would not be an approximately
2.5 per cent decrease in production, but a GDP
growth between 1 and 1.5 per cent! It is only the
growth rate that decelerates, not production!2

The actual extent of this deceleration also
depends on the intensity of persisting growth
processes.3 The effect of these diminishes over
time. The more delayed depression is, the less its
role can be counted on in curbing contraction.

THE LOWER TURNING POINT

It is understandable that recession of the econ-
omy will stop sooner or later, or perhaps only a
decelerated growth rate will be experienced. In
addition to that, another highly important
thing takes place: a turning point which is cru-
cial to understand. Deceleration of contraction,
followed by a halt, is necessarily replaced by an
upsurge in the economy. Normally, this is of an
extent and duration that it is concomitant to
economic growth over a relatively long period.

The turn of events is triggered by a number of
factors. First of all, the fact that a conflicting

inequity is starting to unfold between the aggre-
gate demand and aggregate supply together with
the continuously changing prices and price level:
aggregate demand is starting to exceed aggregate
supply. This is rooted in multiple causes.
Employment  and the total wages paid  decreas-
es at a slower rate in recession compared to pro-
duction, or the rise in employment decelerates
to a smaller extent compared to the decline in
the growth of production. Companies are inter-
ested in retaining experienced workforce, or at
least a considerable portion of it, even in worse
market conditions. A similar impact derives
from the fact that the change in the consump-
tion of people at higher income is inelastic. So, it
is a natural consequence that with the price level
decreasing or decelerating, the aggregate
demand starts exceeding aggregate supply: pro-
duction must grow again.

In a market economy, which basically repre-
sents capitalist economy, the profit motive is a
crucial – although not exclusive – factor in
decisions. The turn may be dynamic if motivat-
ed by an improving profit outlook. What this
also means is that economic growth is well
founded if driven by investments and exports.
The same can be stated about the lower turning
point, which represents the end of the contrac-
tion process: if growing investments and
exports are crucial factors in it, the turn may be
dynamic. This is because these two factors
favour profit expectations.4

Investments play a crucial role in the turning
of events. The outcome depends on the joint
effect of three factors. 

First, on the possible size of the necessary
capital stock as expected for the coming years,
basically, in the medium term. Certainly, this
cannot be accumulated in a single year, only
over multiple years, i.e. expectations also reck-
on with an increase in investments justified on
an annual basis. 

Second, on an approximate profit rate that
may be yielded by the capital increment
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deemed necessary. The latter influences expec-
tations affecting the desired capital increment,
and these two are considered jointly. 

Third, on the current rate of real interest, as
this is the opportunity cost of capital projects.
If the investment is funded from credit, the
interest to be paid is a deduction from the
expected realizable profit for each company.5

It is not simply the amount of future profit
but the discounted one that needs to be con-
sidered. 

It can be established: the higher the current
interest rate, the lower the amounts of capital
increment and the annual increase in invest-
ments deemed necessary for the medium term.
What is more, it is also possible that a high inter-
est rate allows no increase at all in investments
on a national average.6 The same considerations
apply if investments are not funded from credit.
The source of investments is mostly an internal
resource, the gross profit realized by companies,
including amortisation. However, even in such a
case, interest is also to be reckoned with as the
opportunity cost of investments. 

If nothing interferes, the dynamics of the
interest rate will trigger a turning of events in
terms of investments. In times of recession,
nominal and real interest rates usually drop.
The expected profit rate, however, does not
have to decrease; mainly, this does not depend
on the relevant year's actual profit figure. The
discounted present value of expected profit and
the proportion of it to the capital increment
may soon exceed the effective real interest rate.
The more considerable the decrease in the
interest rate is, the more so. And if  in the same
period  aggregate demand exceeds aggregate
supply at the given price level, a rise in invest-
ments will really start off, and we will get over
the lower turning point. Practically, we are fac-
ing a spontaneously emerging mechanism,
where the change in the interest rate plays a
central role in addition to the profit motive. 

If something hinders the decrease of the

interest rate, or if the interest rate even rises,
the turning point is still to be awaited, and
recession may be extended. The longer the
delay until the turning point, the worse the
economical situation may turn. This is because
the persisting effect of earlier growth – this
peculiar inertial effect – necessarily diminishes
with time. Recession may deepen!7

In addition to investments, the rise in
exports may also promote reaching the turn of
events, partly due to its effect on profit, and
party because it may also raise aggregate
demand above aggregate supply. Here, howev-
er, no automatism so strict and supportive of
the turn emerges as seen in the case of interest
rate change. 

Certainly, in the times of recession, a pres-
sure to export always emerges, which curbs
decrease in aggregate demand. But such an
export pressure may entail lower external sales
prices compared to earlier ones, and conse-
quently, lower profits realized. The effect is
controversial. The automatism could function
well if no price decrease affected the exporter.
This would be guaranteed if the currency
exchange rate did not rise in times of recession,
or even more, if it decreased. This, however,
may have all kinds of possible outcomes, the
exchange rate of the national currency my fall,
rise or stay basically unchanged.

If the interest rate decreases due to the
recession, it may have a weakening effect on
the currency exchange rate, which consequent-
ly increases exports. To this extent, a certain
automatism may be represented, which is inter-
linked with the behaviour of speculative capital
that sensitively reacts to international differ-
ences in exchange rates. Where the nominal
interest rate diminishes, speculative capital out-
flows, and the currency exchange rate may fall
indeed. A lot depends on the economic situa-
tion of trade partners. If recession emerges in
multiple countries concurrently, then interest
rates are headed down in each country, and this
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is why the existence of the abovementioned
automatism facilitating the turning point in the
economy does not arise. The following can be
established:

Elimination of recession is greatly facilitated
if the discounted present value of the profit
expected for the future due to a decreased
interest rate significantly exceeds the current
interest rate, and if the growth of exports is not
hindered by special factors, such as the level
and perhaps an increase in the exchange rate
level and of the national currency. In a case
contrary to this, recession may be extended in
time and in depth. Certainly, recession is also
influenced by other factors. Nevertheless, we
are analysing the potential role of monetary
policy here, and, apart from a few side tracks,
we ignore the effects of other factors.

STAGFLATION

Stagflation is a special version of recession. It
emerges when slowdown of the economy or at
least a considerable deceleration in the growth
rate of the GDP is accompanied by a rising or
high inflation. In the 1970s, it was a new phe-
nomenon that recession may entail accelerating
inflation as well. It was that point that revealed:
it is possible for output and inflation to move
in opposite directions.8

Recently, the thought of a threatening
stagflation trap has emerged also in connection
with Hungary. The growth rate compared to
2006 has considerably dropped, and the infla-
tion rate has considerably risen. If the central
bank pursues a restrictive monetary policy in
such cases in order to press the inflation rate
lower, it may result in extended stagnation.9

This problem provides motivation for writing
this article. The subject is rather complicated;
this is why we must proceed step by step. 

A number of complicating factors are to be
faced. Such factors arise in connection with

interest rate policy, and some more on exam-
ining the dynamics and effects of the
exchange rate. If, for example, the exchange
rate rises, external competitiveness may – sur-
prisingly – weaken or strengthen, and export
may decelerate or accelerate! All depends on
what stands in the background to the exchange
rate rise. For this reason, the role of monetary
policy within recession or in times of stagfla-
tion cannot be addressed until certain impor-
tant complicating factors and their role are
understood. First, we examine the effect of
the central bank on market interest rate level
more closely, and then we proceed to the fac-
tors that complicate the exchange rate in
steps. Only after these can we state an opinion
on the current monetary policy pursued by
the National Bank of Hungary (NBH). 

THE CENTRAL BANK'S INTEREST RATE
POLICY AND THE YIELD CURVE

It is known that NBH- similarly to the general
practice of central banks  – intervenes in inter-
est rates at the “short end” of the yield curve. It
does not influence the interest rates and inter-
est rate changes of securities or of deposits and
loans with a term of one year or longer, direct-
ly. The latter directly depend on the market
expectations. Is this taken to mean that the
interest policy of the central bank does not
affect the yield of financial investments with a
term over one year? If that was true, it would
be difficult to understand: a rising HUF
exchange rate is duly experienced in the wake of
an interest rate raised by the central bank. 

A considerable part of foreign investors
invest their money for medium term. If the
yield did not rise as a result of the interest rate
raised by the central bank, and no higher yield
was expected to follow on, how could the
demand for and the exchange rate of the HUF
rise sooner or later after the rise of the  central
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bank interest rate rise? We had an opportunity
to experience the dependence of the exchange
rate on the central bank interest rate hike in
May 2008: the central bank base rate grew from
7.5 per cent to 8.5 per cent within a short time,
and the forint exchange rate rose considerably
again, despite a domestic inflation that accele-
rates significantly more than abroad. 

The result is understandable, once we admit:
money markets of various terms are not seg-
mented from one another, but they compete.
If, as a result of the rise of the central bank's
interest rate, the yield of short-term securities
rises, it also spreads on to the yield of longer
term securities.10 The central bank indirectly
influences the whole yield curve. 

This is true in the event of both interest rate
rise and interest rate cut performed by the cen-
tral bank. Of course, the yield curve is also
affected by different factors. All that means is
the actual development of the yield curve is a
resultant of various effects. 

The result is this, because, ultimately, the
yields of investments cannot be considerably
dependent on whether financial investments
are short-term on a continuous and repeated
basis or longer-term, because of the competi-
tion among the various terms. Seeing the short-
term yield, a financial investor that has normal-
ly chosen long-term investments so far, will
start investing in short-term securities, and
reinvesting again here, on maturity: this results
in levelling off the yields. Inversely, if the yield
of longer-term investments is higher, the vol-
ume of short-term investments decreases, and
that of longer-term investments increases, and
levelling off the yields starts shifting in favour
of the short-term yields. This explains why the
effect of the central bank interest rate rise does
not stop at short-term deposits, although the
central bank intervenes on the short-term side
only. Financial investors are aware that the
effect of the central bank interest rate rise will
ultimately reach the whole of the yield curve;

this is why levelling off the yields occurs rela-
tively soon.11

On pursuing an anti-inflationary policy, the
central bank raises the central bank interest
rate. If the monetary policy is successful, the
inflation rate will decrease. The central bank
base rate may repeatedly decrease in line with
the decreasing inflation, accompanied by the
whole interest rate level due to the expecta-
tions. In such cases, the yield curve must be
sloping subject to the term, although this does
not exhibit a decrease to an extent equal to the
decrease of the annual interest rate in the fol-
lowing years. It is also possible that the expect-
ed inflation rate drops significantly, still, the
yield curve sinks only to a very slight extent
even if inflation expectations are realistic.12

This is because the shape of the yield curve
also depends on the expected risks. One of
such risks is the danger of nominal deprecia-
tion of the currency. If, for example, inflation
in a country has been persisting for an extend-
ed period and is considerably faster than the
inflation with trade partners, while the central
bank's interest policy has prevented the depre-
ciation of the national currency, the danger of
subsequent depreciation or a spontaneous
deterioration of the exchange rate is growing.
In such a case, the interest rate must also pro-
vide protection against a  probable deprecia-
tion, in addition to compensating for the
expected, incidentally decreasing inflation for
longer terms. Decreasing inflation alone would
justify a downward sloping  yield curve still, the
yield curve may also be rising due to the risk of
depreciation. In Hungary, the central bank
expects an inflation rate that reaches 3–4 per
cent from above as early as by 2009, which
would represent a considerable decrease com-
pared to the accelerating inflation of the pre-
ceding years. The yield of longer-term money
investments, however, does not show a signifi-
cantly falling trend: investors are afraid of a
nominal depreciation of the HUF in the future. 
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INTEREST RATE, EXCHANGE RATE,
EXPORTS

In the continuation, it is sufficient to keep in
mind that the central bank is capable of influ-
encing the interest level for each term,
although not directly, but indirectly, except for
short terms, through expectations. For this rea-
son, the central bank also influences the cur-
rency exchange rate, because international dif-
ferences in interest rates are attractive to spec-
ulative money capital. If the interest rate level
rises against the foreign one, speculative capital
becomes more interested, they increase their
investments in HUF, and the nominal
exchange rate of the HUF rises. Although to
various extents subject to the properties of
each national economy, a rising currency
exchange rate decreases import prices denomi-
nated in the national currency, thus urging
imports, and curbing exports. I have discussed
this in more detail in a previous article of
mine,13 and the correlation is well-known.

One aspect, however, needs to be addressed
here: does the exchange rate have a consider-
able effect on exports and imports? Because
this, as will be seen in further parts of this
paper, directly affects the subject of our exam-
ination: how to get out of the state of stagfla-
tion? Currently, NBH is of the opinion that
the exchange rate – even if rising, and even if
rising to a significant extent – does not hinder
a rise in exports.14 Accordingly, it does not
stimulate that of imports either,  as the effect
cannot be mismatched depending on whether
export or import is addressed. It cannot be
stated that everybody within NBH shares this
standpoint,15 but – undoubtedly – this is the
overall opinion.

In research, it is a frequent case that new
empirical facts contradict accepted theses. In
such cases, an issue arises immediately: is this
contradiction real or seeming only? The prob-
lems should never be bypassed, since research

gets really interesting and important at this
point. It must be immediately examined
whether the thesis previously considered valid
can still be maintained, or whether it must be
rejected and a new one formulated. 

It is not at all certain, that an earlier thesis is
obsolete and it has lost its validity. Examination
of these problems, at the same time, almost
always facilitates crucial findings, even if the
earlier thesis remains valid, or if it is to be
rejected. In the current case, this is the situa-
tion: the exchange rate rise may really be an
important restrictive factor to exports. The
problem cannot be handled by simply discard-
ing the earlier thesis.

First of all, this is the question to be faced:
how is it possible that, while a price rise gener-
ally leads to a decreasing demand if the level of
incomes is given,16 this connection is still not
valid for exports? This is because companies
could only obtain an unchanged price in forint
in exchange for a unit of exports after the
national currency exchange rate is raised, if
they succeeded in selling their products for a
raised price in dollar, euro, etc. abroad. 

A frequent answer to this question is only
partially satisfactory: imports become less
expensive due to the appreciation of the
national currency. This also reduces production
costs, and the profit of companies may remain
unchanged. The compensation available in this
way is, however, only partial, because produc-
tion costs, including payroll costs, for instance,
only partially depend on import prices.

The following question must also be asked:
how is it possible that, while the high domestic
tax burdens deteriorating competitiveness in
terms of prices represent difficulties in facing
external competition – which is not doubted –,
no similar difficulties are met in case of
exports, examining the effect of an exchange
rate rise. Although, this also results in a
decreasing or too small margin between an
obtained price in forint and company costs,
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similarly to the result of rising or high level of
taxes that drive up prices. Only after a correct
and satisfactory solution to these questions can
it be presumed at all that the theory of
“stronger exchange rate – weakening export
performance” is simplifying, or even untrue.

Research must also be conducted adopting
an opposite approach: how is it possible that
our Visegrad partners have increased their
exports at an equally fast or faster rate than us,
despite the fact that  they – compared to us –
saw a multiple times higher increase in the
nominal exchange rate of their national curren-
cies. Furthermore, how is it possible that the
real exchange rate of the crown in Slovakia has
also risen at a considerably higher rate com-
pared to the HUF, and in spite of this, exports
in the Slovakian economy have recently
achieved higher dynamics than ours.17

If nothing else but the statistics describing
the exchange rate are considered, and com-
pared to the export performance of various
countries over time, it seems the “theory” is
obsolete indeed. In this way, it goes unnoticed
that the change of the exchange rate in the
same period is determined by multiple factors
concurrently some deteriorating the competi-
tiveness in foreign trade, and some triggering
an exchange rate rise without weakening com-
petitiveness. Certain factors that drive up the
exchange rate may even lead to an improving
competitiveness! The fact that multiple oppo-
site factors are concurrently at work gains
importance particularly when the economies of
converging and developed countries are exam-
ined together when comparing exchange rates.

ECONOMIC CONVERGENCE AND THE
EXCHANGE RATE

In converging economies, factors that drive up
the exchange rate and do not deteriorate com-
petitiveness concurrently may have a strikingly

important role. A fundamental question is
whether a country is really converging. Three of
the Visegrad countries, but mostly the Czech
Republic and Slovakia are undoubtedly con-
verging economies. Unfortunately, Hungary is
less eligible for this attribute. The convergence
process has slowed down and stopped in the
past few years, the development gap has even
widened. Monitoring exchange rate statistics is
insufficient because the fact is disregarded: the
rise in nominal and real exchange rates has been
mostly triggered by the actual convergence in
the other three Visegrád countries in the past
period of roughly 7 years, while, in Hungary,
mostly by the interest policy.18

The real exchange rate of the national curren-
cy of an economy may rise as a result of a
growth rate of productivity faster than abroad.
The faster the growth of productivity, the more
so if the nominal exchange rate is given. 

Paradoxically, the consumer price index may
also rise due to an increased productivity,
because of higher prices of services. The price level
of commodities in foreign trade, however, does
not necessarily rise in such cases. This is why a
rising internal consumer price level does not
necessarily entail a deficit in exports; not even if
the consumer price level remains stable on
export markets. This relationship is termed in
the literature as Balassa-Samuelson (BS) effect.19

The national currency is appreciated in real
terms, but this does not deteriorate export per-
formance, as the unchanged internal price level
of commodities traded in foreign trade ensures
unchanged external competitiveness at a given
nominal exchange rate. This is a case where
increased real exchange rate does not deterio-
rate competitiveness, but does not improve it,
either. This is also a case of convergence,
because a faster growth of productivity is in the
background to this process. Considering that in
the past few years productivity has risen faster
in the other three Visegrad countries, the BS
effect presumably had a more significant role in
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the appreciation of the national currency, com-
pared to Hungary. 

The factors in exchange rate rise that actual-
ly improve competitiveness are numerous.
Mostly in Slovakia and the Czech Republic,
improving quality has a major role compared to
the BS effect. This may also be represented in
rising real and nominal currency exchange rates.
The general price level may rise due to a quali-
ty improvement in a wide range of commodi-
ties, and buyers pay more for better quality.
Because prices are inflexible downwards, the
prices of commodities that are not improving
in quality often decrease to a lower extent: it is
not surprising if improved quality is accompa-
nied by a rise – even if not proportionately – in
the general price level. This may have a twofold
effect on the exchange rate. 

The export prices achieved also rise
because higher prices are also paid by foreign
customers. If the internal price level still does
not rise with foreign trade partners due to
imports from a converging economy – which is
easily the case, as import from small or medi-
um-sized countries may only represent a tiny
fraction of internal turnover of commodities in
larger countries –, a real appreciation takes
place in the converging economy at a given
nominal currency exchange rate without the
slightest curb on exports.

The nominal exchange rate follows
improved quality. This may take place sponta-
neously: importers, seeing commodities of
improved quality, seek the national currency of
the converging economy, and, consequently,
the nominal exchange rate starts rising.
Another option is that the central bank of the
converging economy, seeing the growing
demand for their national currency, nominally
appreciates the national currency. Either in this
or that way, the nominal exchange rate – cer-
tainly in combination with the real exchange
rate – rises without causing a disorder in expand-
ing exports.

A beneficial change in goodwill, i.e. the fact
that the country's economy receives a better
judgement from trade partners, has an effect
similar to quality improvement. As a result,
commodities to be exported can be marketed
easier at higher prices even if no quality
improvement has been seen in the past few
years: also a given quality earns more recogni-
tion later than earlier. Demand for the national
currency may also grow at an accelerated rate
for this reason too, the nominal exchange rate
may go up either spontaneously or as a result of
the central bank's decision. It is fundamental
that in the case of both quality improvement
and goodwill, foreign demand is rising, and the
foreign purchase price offered for domestic
products is also on the rise: this is the starting
point of appreciation! 

Fast change in the production structure has
particular significance, provided that it adjusts
continuously and flexibly to the requirements
of the global market. At this point, export may
grow at an accelerating speed, the nominal and
real exchange rates of the national currency
may rise as a result of a favourable balance of
foreign trade and a balance of payments, and a
rising exchange rate may not even trigger a fall
or deceleration in the growth rate of exports!20

The factors listed above are typical of con-
verging economies. If, then, we examine the cor-
relation between exports and the currency
exchange rate, it cannot really be stated that a
higher exchange rate causes weaker export per-
formance! In this case, a rising exchange rate
goes hand in hand with the persistence and/or
strengthening of competitiveness. Nevertheless,
we may have to handle statistical data describing
the economic performances of converging
economies, of the countries leaving the group of
converging ones, or perhaps of declining
economies, concurrently. In such a case, rising
nominal and/or real exchange rates may signify
quite a different thing in each economy. 

This is so true that one may state with confi-
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dence: the so-called “real effective exchange
rate index” cannot even be considered a good
indicator of competitiveness. If, for instance, it
is calculated by putting the domestic price index
and the exchange rate index in the numerator
and the foreign price index in the denominator,
the temporal increase of the fraction may reflect
deteriorating and improving competitiveness, as
well, depending on which country's economy is
examined. It is possible, for instance, that the
nominal exchange rate of the national currency
has risen in the converging economy because
foreign demand for the national currency has
been dynamically rising due to the rapidly
improving quality performance, the flexibly
adjusting production structure to the require-
ments of the global economy, and the consider-
ably improving goodwill! It is therefore possi-
ble that certain countries may see a powerful
rise in the nominal and real effective exchange
rate index too. Yet, external competitiveness
jointly with export performance may consider-
ably improve despite the appreciation if certain
strict prerequisites are met. 

But what about a situation where domestic
inflation is considerably faster than external
inflation, due to a high public finance deficit
and nominal wages growing at a rate consider-
ably faster relative to productivity? The central
bank may prevent the national currency
exchange rate from falling; say, it raises and
maintains the prime rate at a level much higher
than the prime rate abroad. In this case, the real
exchange rate of the currency rises. At this
point, competitiveness is already deteriorating!
If the nominal and/or real exchange rate rises for
this reason, we may not simply exclaim “see, in
other countries the dynamics of exports are
higher than ours, despite the fact that the
exchange rates of their currencies rise at a
faster rate than ours!”

Dynamic change in the structure, rapid
upgrade in quality and improving international
judgment bring about a quite different effect

than a persistent and fast inflation coupled with
a restrictive interest policy of the central bank.
If in the latter case the nominal and real
exchange rates of the national currency rise,
foreign importers would have to be paid a high-
er price calculated in their own currencies for
the same commodity in order to cover the
increasing money expenses of the domestic
company. Foreign customers do pay more for
imports from truly converging economies, but
they would be a fool to pay a higher price than
earlier only because the higher supply price is
simply a consequence of inflated wages or care-
less deficit-generating spending habit of the
exporting country. We cannot tell them to pay
more because nominal wages in our country
have risen much more rapidly compared to the
growth of productivity.

The movement of the so-called real effective
exchange rate index is totally insensitive to the
background of its rise. Experts must be aware
of this when working with the relevant statis-
tics.21 If we fail to take care of it, we may eas-
ily arrive at false conclusions that contradict
reality, which may also lead to a mistaken mon-
etary policy.

EXCHANGE RATE, EXPORTS, IMPORTS

The truly crucial question is the following:
what can be expected in terms of exports (and
imports), considering that the exchange rate is
not adjusted to the actual inflation rates, and to
the changes of the purchasing power parity22

Just to avoid misunderstandings: what could
happen if, for instance, inflation in country A is
fast compared to country B because the outflow
of nominal wages is overly rapid, and the deficit
of public finance deficit is also high. In spite of
that, the nominal exchange rate of country A,
instead of decreasing, increases against country
B, say, as a result of the raised central bank
interest rate.23
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It is not an easy task to give a correct answer
to this, because there are factors that disturb
clear vision and factors that powerfully affect
the real economy. The result depends on
whether a shorter or a longer period is under
scrutiny, and also on whether the interest rate
rise was preceded by a state of overvaluation of
the currency. I am going to return to the latter
problem in the continuation. 

Paradoxically, nominal appreciation of the
national currency may be initially accompanied
by an accelerating growth of exports. The
problem is related to the “J curve” known from
the literature, which expresses that volume and
value effects are concurrently in operation in
exports and imports24

If the national currency is devalued, exports
will take a shape similar to an inverse J curve. In
case of appreciation of the currency exchange
rate – if the rise is significant – exports of com-
modities initially follow an upside down J curve.
This means that the rise in the exchange rate,
say, in case of its significant rise – may be fol-
lowed by an increase in exports and the export
rate, instead of a decrease. 

An important influencing factor here is that
trade contracts, which may be concluded
months or half a year or a year in advance, must
be complied with by both sellers and buyers.
The other one is that production must adapt to
a new situation brought about by a significant
change in the exchange rate, and that requires
time. For this reason, the export volume shows
no or little decrease after the appreciation, and
no or little increase after the devaluation. But
because the price effect of the exchange rate
change is immediately felt by the exporter,
appreciation initially leads to a rising export
price revenue, and the export value only
decreases after a while. (An upside down 
J curve) Devaluation, in turn, initially causes
export revenue to decrease, and only later rais-
es it. (Inverted J curve)

This picture is also disturbed by other fac-

tors. Multinational companies play a crucial
role in exports in Hungary. These companies ab
ovo calculate in foreign currency in production,
exports and imports: changes in the exchange
rate do not affect them in these connections. If,
however, they use inputs from the receiving
country, a change in the exchange rate does
count. Such inputs are primarily the employ-
ment-related payroll expenses and the applica-
ble contributions. In this way, the exchange
rate is already an unimportant factor for them.
This may affect their output, and accordingly,
their exports, and also the volume of their rein-
vested profits. 

The exchange rate quite directly affects the
exports of small and medium sized enterprises.
Although they only provide a relatively small
share of all exports, and only one third of these
companies produce for external markets, a sig-
nificant rise in the national currency exchange
rate may result in a loss in export performance.
The nominal exchange rate of the HUF grew
by 15 per cent in the period February-June
2008,  accordingly, from this period on, they
receive much less revenue in HUF from their
export. And we should add: a rise in the nation-
al currency exchange rate strengthens external
competition in line with the rate of apprecia-
tion: the gap between costs and the attainable
price decreases, and a considerable portion of
small and medium sized enterprises can be
more easily forced out of the internal market.

Costs include taxes imposed also on small
and medium sized enterprises. Their weak
competitiveness is customarily explained by
high taxes. Too high taxes are indeed a factor
that deteriorates competitiveness, partly
through raising company costs. But competi-
tiveness is also deteriorated by the overvalued
domestic currency, and it is difficult to tell
what role is played in it by the taxation and by
the rising nominal and real exchange rates. For
the exporter, appreciation approaches the real-
izable HUF price to the costs from above.
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Without considering the exchange rate, noth-
ing can be stated for certain about external
competitiveness. 

The problem cannot be settled stating that,
at present, only one third of small and medium
sized enterprises rely on export markets. The
proportion may change. The HUF exchange
rate may also be a reason why two thirds of
small and medium sized enterprises rely on the
domestic market only. This ratio may continue
decreasing if the exchange rate keeps rising. 

All in all: it is not enough to know the data,
one must look behind the figures! Particular
attention should be paid to it when making
international comparisons; statistics may
reflect rather different processes even for each
country. The least we can establish as a lesson
learnt is: monetary policy forcing a rise in
exchange rate cannot be expected at all to
strengthen export dynamics. 

INFLATION TARGETING 
AND STAGFLATION RISK

NBH is pursuing  inflation targeting policy
even today. They intend to force the annual
rate of inflation down to 3.6 percent by 2009,
although inflationary pressure is globally rising
as a result of the dramatic rises in food and
energy prices. A tool of inflation targeting is
primarily the central bank's interest policy,
even a serial rise of the base rate in the given
situation, jointly with a rising forint exchange
rate and keeping it high. The central bank is not
afraid that this policy increases the risk of
stagflation. 

Let us take the interest rate policy first. It is
a solid fact that the share of multinational sub-
sidiaries is rather high in the domestic econo-
my in terms of production and investment, and
their export share is even higher. Their deci-
sions on investments and production are not
made depending on the current domestic inter-

est rate level. Their activities match their eco-
nomic strategies adjusted to the global econo-
my, and their decisions may be almost totally
independent of the policy pursued by the cen-
tral bank in Hungary. Therefore no serious
objection may be raised against the interest rate
policy of MNB in this respect.

A further problem is that even the domestic
corporate sector does not necessarily respond
sensitively to the nominally high HUF interest
rates, because it is also possible to rely on for-
eign currency based loans lent at a considerably
lower interest rate. Moreover, the willingness of
households to borrow loans cannot be under-
stood without the role of foreign currency
based loans. For the same reason, no significant
drop is expected in economic activity in the cor-
porate sector of national ownership due to direct
effects of a restrictive interest rate policy. 

High interest rates, however, do rise the
exchange rate of the HUF. This has a moder-
ating effect on inflation, because it cheapens
import, and it this way, moderates the weak-
ening in the competitiveness in prices
brought about by the rising exchange rate of
the forint. As seen above, there are rational
and valid arguments too in favour of the given
monetary policy. 

However, imports relatively cheapened by an
increased exchange rate may also have an
expressly adverse effect. A drastic increase in
the prices of energy carriers, among them the
price of crude oil and natural gas,  further on
the price of certain raw materials and food can
be seen on a global scale. For us the critical
issue is the soaring prices of crude oil and nat-
ural gas. The domestic monetary policy – cer-
tainly – has no effect whatsoever on the global
prices of these. It can affect, however, the
domestic HUF price of crude oil and natural
gas. The latter increases less if the forint
exchange rate rises. We cannot be completely
happy with it, since the soaring of the global
price of crude oil and natural gas is not tem-
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porarily. The faster we manage to adapt to it,
the better. Conversely, adaptation is slowed
down by the lower crude oil and natural gas
prices in HUF due to the over-valued currency.
High interest rates have a similar effect: struc-
tural changes always entail demand for invest-
ment, but the latter is necessarily restrained by
a higher interest rate level.

Attention must also be given to the follow-
ing: the rise in prices of sources of energy  gen-
erates a rise in the overall price level, too. This
is typical case of the cost-push inflation.
Raising the central bank interest rate remedies
the demand pull inflation only, but not the
cost-push one. Even if the increase of nominal
aggregate demand can be restricted – which is
not unconditionally guaranteed – cost-push
inflation cannot be satisfactorily eliminated.
(Only partial success is possible, as a result of
the exchange rate effect discussed above, which
has more adverse consequences). The ultimate
result is: delayed recovery from economic
recession. This is because in the case of a
reduced aggregate demand coupled with cost-
push inflation can have no other consequence
than withholding the economic performance.
The same monetary policy cannot be equally
advantageous in circumstances of both cost-
push and demand-pull inflation!

Let us add to the above: there is no point in
raising the central bank base rate and so raising
the general level of HUF interest rate, if the
share of foreign currency based loans is rising,
and the changes of the HUF interest rate do
not count as a considerable factor in the activi-
ty of multinational companies. (It only counts
inasmuch as they also have a demand for HUF
due to their inputs of local origin). The weak
position of the HUF deteriorates one of the
most fundamental tools of the economic regu-
lation. This also means that reducing inflation
to a rate of 3–4 per cent by 2009 is imaginable
though, but success is well on the doubtful side.  

Had the monetary policy not have facilitated

a fast spread of the foreign currency based
loans earlier, gradually pushing the HUF in the
background, the situation would be different.
If monetary policy had not been subordinated
to the inflation targeting unilaterally and the
HUF exchange rate had not been kept high
artificially, the domestic economy would show
a better position at present. It can only be
understood in combination with examining the
exchange rate policy why the current monetary
policy does not serve well the purpose of elim-
inating stagflation. 

In my view, the NBH management commits
two mistakes. The first: they seriously believe
that the forint exchange rate is rising as irre-
versibly as observed with the Czech and Slovak
korunas. They are also convinced that a rising
exchange rate does not deteriorate the coun-
try's export capacity. See, economic develop-
ment in the Czech Republic and Slovakia are
good examples that an accelerated growth of
export may be achieved, parallel to the rising
exchange rate. The second: there are signs that
MNB believes: although interest rate raises are
followed by a rising HUF exchange rate, the
decrease of interest rate does not have to be
trailed by a falling exchange rate of the HUF.
That is, the connection between the interest
rate and the exchange rate is unidirectional,
goodness knows why.

The management of the NBH believe, they
act correctly when increasing the base rate. It
drives the exchange rate up, which does not
restrict export growth but forces the inflation
rate down. If the rate of inflation already com-
plies with the desired rate (and also with the
requirements of a subsequent accession to the
euro-zone), the central bank base rate may be
gradually reduced. This results in a lower aver-
age of market interest rates without driving the
forint exchange rate down. There is no need to
be afraid of the current rise in the exchange
rate, nor of the high nominal and real interest
rates. Or of stagflation. 
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But this logic is, however, vulnerable. It is
not true that a rising exchange rate does not
limit the export growth in any circumstances.
Since the dynamics of the exchange rate was
mostly determined by factors other than eco-
nomic convergence, its rise does have a restric-
tive effect on exports.25 It hinders exports pri-
marily for the small and medium sized enter-
prises. Their export performance – in part the
dynamics of exports, and, over time, the level of
export value  could be higher, if accompanied by
a lower exchange rate of the HUF. Of course,
exports may also grow accompanied by a HUF
exchange rate artificially kept high; this, how-
ever, does not exclude the probability that the
value of exports could  even be higher at a
lower exchange rate. No experiments can be
conducted on this subject, and it cannot be
tested what would happen or would have hap-
pened to exports if coupled by permanently
lower interest and exchange rates. 

Rapidly increasing exports, moreover
exports increasing even faster than imports can
easily be explained despite the existence of an
over-valued currency. Multinational enterprises
mostly produce for export; consequently, the
more secure and significant the position they
have achieved in the domestic production, the
more robust the export dynamics can be. And
if the economy suffers recession, the export
pressure for companies being in national owner-
ship also contributes to a higher export per-
formance. However, whether the dynamics of
exports or the export surplus is examined, the
value of these is probably lower when the
exchange rate is overvalued, and if its further
rise is not chiefly based on economic convergence.
In this case the exchange rate becomes a factor
hindering the recovery from the recession. 

The actual rate of exports, as well as the
trade balance are also of particular significance.
Where the share of direct capital import is high
and it is – unlike in developed economies – not
met by the annual volume and the stock of the

direct capital export, and, in addition, the
amount of foreign indebtedness relative to
GDP is also high, net income outflow reaches a
considerable ratio of the GDP. This proportion
in Hungary was more than 7.4 per cent in 2006.
We should balance it by an export surplus in
goods and services, in order to have a sound
external balance. As opposed to this, the actual
export surplus including services was a mere
0.4 per cent compared to the GDP in 2006.
Seeing this, we cannot state that an exchange
rate providing stimulus to the exports of
domestic firms has no importance; exports of
these firms would actually be assisted by a
lower HUF exchange rate.

The conclusion is similar when examining
the import side. The high exchange rate sup-
ported by an interest rate policy leads to a
favourable position for foreign competitors.
This mostly aggravates the position of small
and medium sized firms. Many of them are
unable to face external competition as a result
of a highly overvalued exchange rate. They are
even forced out of production. 

It worsens also the conditions of employ-
ment. More than half of the corporate
employment is catered for by the production
of small and medium sized enterprises.26

Their declining position sets back the demand
for investment as well.. It is not even worth
using foreign currency based loans at a low
interest rate either, if external competition
supported by the HUF exchange rate, repre-
sents a serious deteriorating factor to the
profit expectations for the majority of small
and medium sized enterprises. 

Therefore, the monetary policy forcing high
exchange rate during recession, exerts an
adverse effect precisely at the most sensitive
points. The economy may get through the
lower turning point relatively easily if both
investment expectations and export conditions
are favourable. A decreasing real interest rate
and at least not rising nominal and real exchange
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rates are desirable. Due to the high ratio of
exports in Hungary, it is of particular impor-
tance that the exchange rate does not curb
exports. NBH finds no correlation between the
exchange rate and exports because they try to
find it in a wrong way!

Putting aside factors affecting inflation
adversaly, let us assume that restrictive mone-
tary policy is successful. The inflation rate
drops to, say, 3–4 per cent from the earlier 6–7
per cent rate. What happens if both the nomi-
nal interest rate and the forint exchange rate
stay at the level reached earlier?

In such a case, the real interest rate would
become too high, which is obviously unsus-
tainable. The central bank will have to decrease
the base rate gradually, which leads to a
decrease in the general interest rate level. The
question is, what happens to the exchange rate?

If the decrease in the interest rate did not
affect the exchange rate, there would be no
problem at all. However, NBH could only
expect a high exchange rate of the HUF after
an essential interest rate cut if the following
was true: although a rising interest rate leads to
a higher exchange rate, a falling trend of the
interest rate does not bring the exchange rate
down. Reference to the Czech and Slovakian
examples is not a proof.27

At this point, we have arrived at the root of
the problem. When, owing to the raised inter-
est rate rise and the “strong” forint, the infla-
tion rate has fallen to 3-4 per cent (certain
authors refer to the HUF being as “strong as a
horse”), NBH is to choose whether to hold the
high base rate or to reduce it, thus alleviating
the rigour of the monetary policy. 

A high nominal interest rate level would rep-
resent an overly high real interest rate when
accompanied by a considerably slower infla-
tion. Its adverse effect on the economic per-
formance is obvious. The “strong” HUF sure-
ly does not favour exports, unlike imports. Due
to an overly high real interest rate and exchange

rate, both engines of getting out of recession
would work much weaker. Consequently, NBH
cannot keep the high interest rate level, it must
decrease it after a relative price stability is
reached, or even before that.28

Decreasing interest rates would, however,
entail a falling HUF exchange rate, because their
high value is mostly not rooted in convergence.
A falling exchange rate, however, generates infla-
tion. If the central bank retains inflation target-
ing as its prevailing policy, a monetary curb must
be applied again. A policy decreasing the interest
rate must be abandoned, and a further decrease in
the exchange rate must be prevented again. 

It follows, that an artificial exchange rate
boost is only temporarily suitable to push the
inflation rate down, and the short-time success
incurs high costs for the country. (The interest
burden is also very high. A 1 percentage point
increase in yields caused by raising the base rate
– given the present debt burdens – causes a
roughly HUF 35 billion extra expense per
annum to the central budget). We should not
have got involved in the whole procedure! And,
if the central bank retained the high interest
rate, it would be very difficult to recover from
the recession, and the long-term growth rate
would be low despite a relatively stable price
level. But it is precisely the growth-generating
effect of the price stability that is referred to by
the NBH to justify the inflation targeting
monetary policy.

Forcing an exchange rate rise is a step of very
doubtful value. It is particularly doubtful in
time of recession. The costs incurred are too
high, and the effect is more harmful than use-
ful. It also deteriorates the balance of the cen-
tral budget. A better choice for the central
bank is not to increase the interest rate in times
of recession, not to force an exchange rate rise,
and not to seek a quick decrease in the inflation
rate. During recession there are factors having
spontaneous and inflation reducing effects like
the widening “output gap” for instance. It is
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better to postpone the fiercely restrictive mon-
etary policy for later. Over a longer period, the
inflation rate may attain the targeted low value
in this way too. It is not true that the central
bank must pursue an increasingly stringent
monetary policy even in times of recession. It is
not correct to apply the same monetary policy
irrespective of time and space. 

ACTUAL PROBLEMS WITH THE HUF
EXCHANGE RATE

Decreasing exchange rate, overvalued
national currency, economic growth 

We have arrived at the conclusion that a lower
level of the HUF exchange rate would facilitate
higher export performance even in the medium
run. NBH practically rejects it saying that a
lower HUF exchange rate would drive the cost
of imports up, and would accelerate inflation.
A lower exchange rate of the HUF would only
result in a temporarily more favourable foreign
trade balance: the nominal level of costs would
soon rise as much, as the amount of revenue
the companies could realize in HUF by
exports. What is more, the economy would
ultimately be worse off, because a permanently
higher inflation rate was unfavourable to the
dynamics of economic growth.29 This trail of
thought is well known. It can be read in almost
all university textbooks dealing with the prob-
lem, that devaluation of the currency may only
bring a temporary advantage. 

This deduction, however, tacitly builds on
the assumption that the national currency is not
overvalued. If however it is, because – say – the
central bank has artificially raised the exchange
rate through the interest rate policy, we must
arrive at a much more sophisticated conclusion.30

What happens when the exchange rate of an
overvalued currency decreases? In line with the
inverse J curve, exports will grow, not immedi-

ately but in a relatively short time, due to the
value effect becoming determinant. The cheap
imports previously resulted from a high cur-
rency exchange rate decline, but this ultimately
does not have to lead to a proportionate rise in
the internal price level. This is because the
external pressure supported by an overvalued
currency and imposing a burden on the domes-
tic companies otherwise capable of producing
efficiently, weakens: the performance of the cor-
porate sector may grow. Growing internal supply
is a factor that holds the increase of price level
back. The result is a higher output level, not
only temporarily but also permanently, and a
higher employment rate.

In such cases, a lower exchange rate has a
favourable effect on the rate of economic
growth. Whether the currency is importantly
over- or undervalued, it affects the economic
growth adversely. In the former case, because it
leads to a lower utilization of production fac-
tors that otherwise could be operated efficient-
ly, while in the latter, it helps utilize also ones
that cannot be operated  economically. An
essentially undervalued currency keeps the
development back, while an overvalued one
stands in its way. In both cases, economic effi-
ciency is lower than it could be in case of
exchange rate being in equilibrium.

NBH debates that the HUF is overvalued.31

They refer to the currency exchange rates of
the other Visegrad countries, but in a wrong
way. They disregard it, or do not consider it
important enough, that, with them, consider-
ably different processes are in the background
of the exchange rate changes in comparison
with Hungary. If we consider all these, we find
out: arguments of the NBH in favour of
sequentially raising the base rate fall one by
one. At present, elimination of overvaluation
would affect the economy favourably both in
the short and in the long run. In times of reces-
sion, a further increasing degree of overvalua-
tion has a definitely adverse effect.32
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Secondary effects of the  monetary
regulation

What determines what? Is it the exchange rate
that basically depends on the proportions of
purchasing power of money in different coun-
tries, or is it the exchange rate that determines
the purchasing power of the national currencies
in the different countries? The latter thesis
practically implies that the internal price level
can be determined by regulating the exchange
rate alone, and, by this way, a relatively stable
currency can be ensured. If, say, the central
bank deems that a HUF/euro exchange rate of
HUF240/ facilitates keeping the average
yearly increase of the price level under a 3 per
cent ceiling, the only thing to do is to raise the
central bank base rate until the necessary
exchange rate level is reached.

The connections are complicated. In order
to see the interest rate effect and its conse-
quences clearly, here I disregard the effect of
the convergence process on the price level. I do
so because it does not affect the problem: what
happens if the central bank seeks to raise the
general interest rate level until the desired
exchange rate level is reached? 

The problems caused by the rise in interest
rate should be pointed out here. We have seen
that rising interest rates and a vigorously rising
HUF exchange rate bring about a grave situa-
tion for the small and medium sized enterpris-
es, and additionally worsen the prospects of
employment. Small and medium sized enter-
prises cannot offset the effect of a strong rise in
the exchange rate.33 This is one of the emerg-
ing problems. 

The other one: a serious trouble of the
Hungarian economy is that the ratio of active
wage earners within the entire working-age
population is among the lowest in internation-
al comparison. Within the corporate sector, it is
the small and medium sized enterprises that
ensure slightly more than half of the total

employment34 i.e. the development of small
and medium sized enterprises in the area of the
changes in employment is determinative.
Considering that increasing the interest rates
and the HUF exchange rate adversely affect the
position of the small and medium sized enter-
prises, this policy aggravates the troubles in the
low employment level, too. We should not han-
dle the issue of the interest rate, the exchange
rate and the inflation detached from the other
problems of the economy.

These troubles cannot be handled by
demanding that the government develop pro-
grammes to alleviate the difficulties of the
small and medium sized firms. Development of
assistance programmes is not a simple task, it is
time-consuming and is not even intended to
neutralise the adverse effects of just a forcibly
increased exchange rate. These programmes
would also entail budgetary burdens. 

In sciences, it is a fundamental requirement
to harmonise theses. If harmony is achieved,
the researcher may still make a mistake,
because the premises may be incorrect. But if
the theses are contradictory, it is an obvious
mistake. This is also true for economic policy.
A policy with apparently contradictory ele-
ments is to be avoided. Such a policy may result
in more cost than benefit. The advantageous
result of the anti-inflationary effect of a rising
interest rate and exchange rate – the strength of
which is uncertain anyway – may be too little
compared to the adverse effect of this policy in
the area of investment activity, economic
growth and employment. First of all in the time
of recession. 

The central bank cannot pay attention only
to decreasing inflation, since – they say – this is
their duty in the framework of inflation target-
ing: all other effects have to be dealt by the gov-
ernment, and any extra costs have to be
financed by the central budget. An independent
central bank must consider every possible con-
sequence of its decisions. The central bank
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should not opt for a policy that imposes an
extra burden on the budget. It is always the cost
and benefit of the intended decision at national
level that counts. The cost of NBH's current
monetary policy is well above the benefit.

This also affects the questions: what is the
limit for the central bank in raising the base
rate, what is the time limit to seek forcing the
inflation rate down to the desired rate, and
what exchange rate can be deemed acceptable.
The independent central bank, of course, must
pass independent decisions on these issues, in a
way that preferably does not raise the burdens
of public finances. Considering the way of
approaching, no labour sharing is allowed
between the government and the central bank. 

The problem of the “strong” HUF

As a result of a sequential central bank interest
rate rise, the nominal exchange rate of the
forint grew approximately 10–11 per cent
against the euro in May 2008. Can we state that
the forint is “strong? Is it appropriate to use
this attribute when looking at the current
strengthening of the nominal exchange rate of
the HUF? My answer is in the negative.

Although it is true that tourists can travel
abroad cheaper, because they get significantly
more foreign currency for a unit of HUF. It is
also true that imports have cheapened, which
results in a lower inflationary pressure. Those,
who borrow foreign currency based loans can
pay their debt service at a lower cost in HUF..
It is not so striking anymore that, for instance,
the nominal exchange rate of the Czech
koruna rose by 47 per cent between 1999 and
2007, while that of the HUF only by 6 per
cent.  In May 2008, we can already register a
16–17 per cent exchange rate rise in relation to
February 2008.

Unfortunately, it is only the exchange rate
of the HUF that is “strong”. The deficit of

public finances is still the highest in Hungary,
coupled with the highest ratio of public debt
among the former socialist countries joining
the EU. In the Visegrad countries, a similar
statement may be made about the rate of price
rise, which was mostly triggered by over-
spending instead of economic convergence.
The public debt has grown to nearly two
thirds of the GDP. The current recession and
a slowing tendency of the economic growth,
accompanied by a diminishing trend of invest-
ment rate provide no justification for raising
the exchange rate. The trade balance normally
improves when the country is hit by a reces-
sion: it is not correct to over-appreciate the
improving foreign trade balance in these
times. A special problem is that the net direct
capital import is considerably less than the
deficit of the income balance. But the HUF is
strong, what is more, “as strong as a horse”!

With such an economic background, the
HUF actually cannot be strong. Its high
exchange rate is based on a high interest rate
available for the foreign financial investors. In
the Czech Republic and in Slovakia, the nomi-
nal currency exchange rates have increased
considerably faster and accompanied by consid-
erably lower interest rates in comparison with
Hungary. Basically, the exchange rate of the
HUF has grown because we pay for it through
the high interest rates! 

In reality, the position of the HUF is uncer-
tain. This is also seen in the significant fluctua-
tion of its exchange rate. The HUF referred to
“as strong as a horse” reminds me of Aesopus'
frog, “who”, in its effort to become as big as an
ox, blew itself up until exploding.35

The uncertain position of the HUF facili-
tates speculators pocketing a high profit.
Speculative capital partly pockets the high
excess in nominal interests over the foreign
ones, as well as the exchange rate gains, which
certainly represents exchange rate losses for
others. These two together yield extra profit,
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i.e. extremely huge profits for speculators that
speculate well. The nominal interest rate paid
on HUF denominated money investments
entails a 3–4 per cent extra yield per annum,
and the difference in exchange rates has yielded
10 per cent in one month! It is a natural aspira-
tion of the speculative capital to realize
exchange rate gains as high as possible. It is
duly achieved if the purchased securities and/or
the HUF are sold in time. Of course, they must
expect correctly when the financial invest-
ments and/or the HUF exchange rate hit the
peak or its vicinity. 

A risk of occasionally falling exchange rates
threatens on a continuous basis. In case of the
Czech and Slovak korunas, one need not be
afraid of that. While the Czech and Slovak
korunas are strong, the HUF exchange rate is
unstable. In case of the HUF, a very hectic fluc-
tuation is to be expected in time, instead of a
moderate one. It has been so. The exchange
rates of the Slovak and Czech korunas have been
dynamically rising for years, without any signifi-
cant declines. The nominal exchange rate of the
HUF has been hectically and highly fluctuating,
with only a moderate rising trend. (However,
real exchange rate is rising, mostly fast, as a
result of the monetary policy that disregards the
fast  inflation in HUF). The capricious fluctua-
tions of the HUF exchange rate basically
expresses the voluntarist monetary policy.

The “advantage” of a high 
exchange rate

In the course of my long career, I have often
seen: if one has committed oneself to a state-
ment, he/she is willing to bring anything up to
protect it. Particularly so if the statement is
wrong. He/she is anxious about his/her respect.
The central bank is no exception to this. 

They state that a high exchange rate does not
hinder the development. Neither the expansion

of export, nor the economic growth itself. One
of the arguments is that the debt service of
households indebted in foreign currency is
lower due to the higher forint exchange rate.
Households can spend more on consumption.
This latter one may give stimulus to economic
growth. The argument is wrong at multiple
points. 

Debt service calculated in foreign curren-
cy is the same. The same amount of foreign
currency can be obtained for the same amount
of exports, which brings lower revenue to
exporters, considering the high exchange rate
of the HUF, and it induces less spending. It is
not enough to consider the benefits of house-
holds indebted in foreign currency. It is true,
however, that a crucial part of exports are car-
ried out by multinational subsidiaries in
Hungary, and here, the HUF exchange rate is
no determinant factor. So, it is rather the two
other factors that are significant.

In Hungary, a too high ratio of loans
based on foreign currency presents a grave
problem, because it deteriorates the efficiency
of the monetary regulation, aggravates ensur-
ing the price stability, and, consequently, it is
disadvantageous to the economic growth.
Owing to the rising exchange rate, the appeal
of loans based on foreign currencies continues
rising under our circumstances. In addition, the
considerable regrouping of revenues caused by
the loans based on foreign currency is totally
senseless and unjust. 

Increased consumption alone cannot add
dynamism to economic growth. The growth
rate depends on the technical development,
investments, changes in efficiency, training, the
shift of production structure adjusting to the
demand in the global market etc as well as on
the rising consumption adjusting to these factors!
If consumption rises simply because, say, the
debt service diminishes due to the higher
exchange rate of the HUF, or because tourists
can purchase foreign currency cheaper, or,
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maybe, because the income outflow is accelerat-
ing owing to the given the incomes policy – let
us say, salary increase is accelerating – it does
not lead to additional growth whatsoever, but
only to a slower long-term growth! The increase
in consumption resulting from an improved
currency exchange rate may trigger a temporary
rise in the production only – even this is not
certain either  which belongs to the subject of
the temporary fluctuations in economic per-
formance, but not at all to the economic
growth. It is precisely the Hungarian economy
that serves as the best example: accelerating
increase in consumption is unsuitable to achieve
dynamic economic development. Mixing up
these two totally unrelated subjects by respon-
sible leaders can be experienced day by day, and
it is a grave mistake. A good knowledge of the
real factors of economic growth and competent
handling of the real economic interrelationships
may protect us from bad decisions.

***
Only a strong economy has a strong national cur-
rency. The strong HUF cannot be simply a result

of the central bank's monetary policy. It requires
a prudent, and – of course – not a loose monetary
policy not forcing an increasing exchange rate. At
the same time, monetary policy has to cooperate
with the government's policy in seeking to restore
the economic equilibrium. (If the independent
central bank wants to do so voluntarily, and if the
bank is right in recognising the real correlations,
it cannot even be persuaded to do anything else).
This, unfortunately, cannot be stated about the
current monetary policy. On a “we-show-what-
we-can-do” basis, NBH leaps before looking, and
carries matters too far in the area of interest- and
exchange rate policy. Success is not guaranteed at
all, this policy may yield much more cost than
benefit. The scientific and theoretical background
to this policy is unfounded, without which the
radicalism exhibited by the NBH cannot be
understood, either.

For a researcher, it is a question of conscience
to raise his voice when he sees a mistake. He does
not do it to be interfering. He intends to help and
warn. This is his duty. I am not beating around
the bush, I am raising my voice now. There is no
more I can do.

1 Imagination often soars free. In response to the
restraints announced parallel to publishing the con-
vergence programme, the major opposition party,
Fidesz raised scares that the contractionary spiral
would rise practically infinitely: restraints would
result in lower demand, which causes a lower
employment rate, generating an additional drop in
income, which is again followed by lower demand
and production and so on. In reality, it was only the
growth rate of GDP that decreased, which alone cer-
tainly represents serious trouble. 

2 These are the approximate ratios observable in
Hungary, concerning the implementation of the con-
vergence programme.

3 Such things do exist. Unfinished investments must
be carried on if so required by the capital stock
deemed desirable for the future. The necessary

employment persists. Infrastructure development is
based on plans embracing multiple years, and discon-
tinuation of developments may entail more draw-
backs than benefits. Contracts must be complied
with even if recession has set in the meantime.
Compliance with export obligations is an important
part of a growth process that persists in time. This
may as well generate growth. Production dynamics
cannot be understood considering internal econom-
ic correlations alone. 

4 It must be added: both affect the size of profit real-
ized at national level, through implementing invest-
ments and accelerating exports, concurrently. At a
national level, net investments, i.e. investments
exceeding amortisation represent both expenses and
revenues for the corporate sector, but not costs. This
is why the growth of investments is accompanied by
growing profit for the totality of companies.

NOTES
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Accelerating exports alone rise export surplus, which
also increases the revenues of companies. The system
of interrelationships is complicated, and cannot be
described exhaustively here; the connection, howev-
er, is real. It adds to a better understanding of why
investments and exports play a crucial role in the cre-
ation and then the unfolding of a lower turning
point.

5 Although this correlation is complicated by taxation
of corporate profit, the correlation is still valid. This
is not discussed here.

6 The problem is further complicated by the fact that
the issue of investments deemed necessary for the
coming years is always raised again and again, and
interest rates normally change in the meantime. On
the other hand, investments that last for multiple
years are not affected by this problem, and once
investments are started, they must be completed. If
subsequent new decisions are passed concerning
investment, the motivation behind the decision is
identical: the expected profit discounted by the real
rate of interest should exceed the interest rate.

7 For all these, it is assumed that the figure and change
of the interest rate palpably affect the dynamics of
investments and the total performance of the econo-
my. This problem has been subject to acute debates
in economics, and agreement is still not general on
the issue. In classical economics, strong sensitivity of
investments to interest was taken as an axiom. This
is also true for the monetary school. As opposed to
these, Keynesian economics stated that the effect of
an interest rate change on investments was slight,
and it can mostly be deduced from the interest sen-
sitivity of consumer investments and housing con-
structions. New-Keynesians are much more flexible
in this question, stating that the effect of interest rate
on investments is significant, which represents a con-
vergence between the two main branches of eco-
nomics, new-Keynesian and neoclassical, as well as
the monetary school. This article also attributes an
important role to the interest sensitivity of invest-
ments.

8 Stagflation is generally triggered by some kind of a
supply shock. In such times, a certain level or per-
haps further growth of aggregate demand is coupled
with a level of aggregate supply lower than earlier,
and inflation must accelerate. Due to the supply
shock, the level of real GDP decreases, consequent-
ly, output and inflation take observably opposite
courses: decreased production is accompanied by
accelerating inflation. A typical case of stagflation

was seen in 1973–1974, the recession was triggered
by the first oil price boom in the USA and other
leading capitalist economies. Stagflation was also
experienced in the years 1980–1981 and 1990–1991. 
In times of stagflation, monetary policy gets in a sen-
sitive situation. Stagnation or decrease of production
causes a problem in the first place. Should the central
bank use a monetary curb to control inflation, it does
not only reduce inflation, but also sets off further
decline in economic performance. In such cases, the
decision of central banks is basically led by what they
consider as the major problem; further decrease of
production or continued inflationary price rise, or
maybe further acceleration of inflation. 
The following is fairly remarkable. If recession is
seen to be deepening, central banks often change
their monetary policies: they start alleviating mone-
tary stringency in order to avoid more severe reces-
sion. Most central banks do not pursue a single goal
only, and do not only strive for retention of price sta-
bility. This is why stringent monetary restrictions
lasting for years are rarely observable. And it is a gen-
eral experience that the central bank and the central
budget do not pursue a restrictive economic policy
concurrently. In times of stagflation, it is rather a so-
called mixed economic policy that is applied. While
the central bank restricts monetary policy, the deficit
of the public finance often increases. 
This does not occur accidentally. If, for instance, some
kind of supply shock leads to a recession, the state
budget must deteriorate because discontinuation or
decrease of growth  reduces revenues and increases
expenses, as a result of built-in stabilizers. Of course,
the actual budgetary balance does not necessarily
express an intention in economic policy, this may be
indicated by full employment deficit, or surplus, i.e.
whether a deficit or a surplus would be generated in
the event of full employment under the given budget-
ary structure. Experience shows that the central budg-
et is often expansive even when full employment is
assumed, and double restriction is rare. 

9 In this article, I am examining whether or not the
present monetary policy raises the danger of stagfla-
tion. My answer is confirmative. This does not mean
that only monetary policy is to be blamed. A number
of other factors may cause stagflation in Hungary, or
may entail a relatively low performance of the
national economy. Other authors also share this
opinion. Mihályi P. (2008)

10 Garner, C. A., (1987);. Kohn, M. (2003)

11 The rise of “longer” yields, and the resulting level-
ling off, lasts until it becomes indifferent from the
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aspect of available yields whether an investment is
made for a long term in the first place, or repeated
short-term investments are made. This implies that
short interests must decrease to a minor extent after
an initial rise, parallel to rising long interests. The
point is that, within the same period, investments in
securities of various terms should have approxi-
mately equal yields. 

12 Garner, C. A., (1987) 

13 Erdõs T. (2007) 

14 Simor András writes: “Examining the path the
Visegrad countries have followed in this decade, we
have found no correlation between the nominal cur-
rency exchange rate and exports; however, a link
was found between the exchange rate changes and
inflation. Namely, exports increase in this country
group at a uniform average rate of 10–12 per cent
per year, despite the fact that the Czech and Slovak
korunas were nominally appreciated by a total of
25–30 per cent approximately, compared to the euro
during this period, and the Polish zloty by roughly
10 per cent, while the nominal up-valuation of the
HUF was virtually negligible. Empirical facts, when
applied to our region, instead of verifying the theo-
ry entitled “a stronger exchange rate equals weaken-
ing export performance” that presents overly sim-
plified economic processes, provide evidence to the
refutation outright.” Simor A (2008) 

15 It is referred to in an article by Tamás Bánfi: “Is it
permissible to promote an exchange rate that con-
siderably weakens competitiveness in order to
achieve the target inflation in a forcible way, irre-
spective of global developments?” Bánfi T. (2008) 

16 Demand also decreases for commodities of inelastic
demand, at most at a lower rate compared to the
price rise; however, demand turns elastic above a
certain price limit. A similar statement can be made
concerning commodities of rigid demand: demand
for these above a certain price limit will decrease.

17 The change in real exchange rate also represents dif-
ferent rates of the internal and external inflation. If
internal inflation is faster than the external one, the
real exchange rate rises subject to the extent of the
difference, in case of a given nominal exchange rate.
In the opposite case, the real exchange rate falls. If
the nominal exchange rate also rises and the domes-
tic inflation rate is also higher than the foreign infla-
tion rate, the increase in the real exchange rate will
equal the product of the growth rate of nominal

exchange rate and of the quotient of the domestic
and foreign price indices. In practice, the category
of real effective exchange rate is used, which
expresses the changes in the real exchange rate
against a combination of all important foreign
trade partners, instead of just one. This indicator
is generally also termed as a competitiveness indi-
cator, because it suggests: domestic products may
only be exported to yield a customary profit, if the
foreign sales prices rise in line with the real effec-
tive exchange rate index. And the customary
answer to this is: the higher the rate of increase of
the abovementioned index, the slighter the
chance. We will soon see: it is often not the case
for converging countries.
Abundant data are available on nominal and real
exchange rates in international statistics. Eurostat:
Yearbook (2006–2007); (2008); Eurostat: Short-
term Statistics (2008) 

18 In terms of factors affecting the content of conver-
gence, the other three Visegrad countries, mostly
the Czech Republic and Slovakia are much better
off compared to Hungary, considering the past few
years. In addition,  inflationary forces are weaker
there. In the Czech Republic, the average annual
growth rate of nominal wages per wage earner was
5.5 per cent between 1999 and 2006, as opposed to
the 12 per cent in Hungary. The Czech public
finance deficit has fluctuated around 2.7 per cent
since 2004. The ratio has been similar in Slovakia
since 2003. This served as a support to a radical
decrease of the inflation rate: in the Czech Republic
since 1998, while in Slovakia since 2004–2005. In
both countries, short and longer-term interest rates,
as well as the central bank base rate are much lower
compared to our country. It is also a result of all
these: in these two countries, it was not the inflation
suppressed by the monetary policy that drove real
effective exchange rate up. In the continuation, it
will be revealed: the fundamental reason for rising
exchange rates in these countries was convergence.
U.N. Yearbook of National Accounts Statistics.
(2006); Eurostat Yearbook (2008); Eurostat.
Government Finances, (2008); Fazekas, K. (2007) 

19 Balassa, B. (1964) We do not have an opportunity to
describe the BS effect in detail here.

20 In the recent years, the production structure in
Slovakia has considerably accelerated. An example
of this may be the palpable soaring of vehicle man-
ufacturing. It is only a couple of years that the
direct capital import has entered the country's
automobile industry in a massive form, still, the
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volume of passenger vehicle manufactured in
Slovakia has reached a million per year. In
Hungary, the current performance is only 300
thousand per year, although Suzuki, for instance,
has maintained a subsidiary here for a long time.
The domestic vehicle manufacturing would have
an economic weight similar to that in Slovakia, if
the number of cars manufactured approached two
million. (The Slovakian GDP is hardly more than
half of the Hungarian figure) 

21 This problem also has a number of other impor-
tant implications. The real effective exchange rate
index includes the movements in the domestic
and foreign consumer price indices. If the con-
sumer price index rises, and the rise is not fol-
lowed by a subsequent fall, we term it an infla-
tionary price rise. And, improvement in quality
and the structural changes often entail increased
consumer (and producer) prices. Is it justified to
call it inflation in such cases? This issue is raised at
any rate, because in this case a price increase does
not cause a deterioration of the external competi-
tiveness, as opposed to being the domestic infla-
tion faster than inflation abroad. 

22 Different dynamics of the exchange rate and the
purchasing power parity can be widely observed,
particularly in shorter periods. The fact has an
important role in it that the relevant data on emerg-
ing and developed economies are mostly seen
together, and the data also include the BS effect
among the effects concomitant to the process of
convergence. Dornbusch, R. (1992);  McKinnon, R.
I. – Ohno, K. (1997); Krugman, P. R.; Obstfeld, M.
(2003); Hall, R. E.; Taylor, J. B. (2003)

23 This is precisely the situation in Hungary. Nominal
wages have grown considerably faster than produc-
tivity for years, and the growth rate of nominal wages
per wage earner was twice or three times higher from
1999 until one or two years ago, compared to the
other three Visegrad countries. At the beginning of
the decade starting in 2001, the public finance deficit
was high in all Visegrad countries, except for Poland,
but the other three have seen a dramatic drop in the
second half of the decade, in comparison to us. We
are still leading in terms of deficit, despite the imple-
mentation of the convergence programme. It cannot
be stated that we have not had any development in
quality and production structure in the meantime.
But the actual inflation in Hungary had such a signif-
icant role, that the data on the real effective exchange
rate indices cannot be mechanically compared in the
four Visegrad countries. 

24 Krugman, P. (1989); Meade, E. (1988) 

25 Directly because the nominal forint exchange rate
does not follow a downward trend despite an
inflation considerably faster than abroad. If the
real exchange rate rises, it always means that the
actual (nominal) exchange rate departs upwards of
the exchange rate course justified for internal and
external inflation rates alone. Or, it can be
described as follows: at this point, the change of
the nominal exchange rate is departing the pur-
chasing power parity, which is also changing on a
continuous basis.

26 ECOSTAT (1997, 1998)

27 It is surprising that illusions concerning the expect-
ed forint exchange rate hold even in the financial
world. Elimination of the exchange rate band mar-
gins has been on the agenda for years in order not to
limit a rise in the forint exchange rate. This alone,
however, cannot trigger a – permanently  higher
exchange rate. There must be something that carries
the exchange rate up. Such a factor may be, of course,
the interest policy of the central bank. But raising
the interest rate  in case of an existing overvalued
currency – causes more harm. It is only “good” for
raising the interest rate burden of the public
finances even higher. In Slovakia and the Czech
Republic, the exchange rate rose due to the conver-
gence and not to the high interest rate. 

28 Monitoring the practice of economic policy in vari-
ous countries, it is observable that they rarely apply
budgetary and monetary restriction in combination.
Precisely because avoiding or recovering from a
recession is sought everywhere as soon as possible.
A frequent practice is the so-called mixed econom-
ic policy, whereby, for instance, public finances pur-
sue a restrictive policy, while the central bank an
expansive one. This is the more advantageous alter-
native. The reason is precisely that the overly
deficit-generating spending of public finances must
necessarily be followed by the restoration of the
central budget balance. At the same time, it would
be disadvantageous for the growth process if invest-
ments were also curbed during the budget restric-
tion. If public finances seek to restore the balance,
corporate investments are possibly not restrained.
The matching monetary policy is the one, whereby
interest rates are not raised at least, but much better
if lowered. This generates a shift in favour of invest-
ment demand and against consumption demand. It
may be fitted into a growth-proper long-term strat-
egy of economic policy. 
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29 Bihari P. (2008)

30 Here we must consider that the exchange rate
should coincide with or be close to a price level  that
foreign customers accept. Foreigners buy our
exported commodities together with their opinion
on the quality and goodwill established for the
country's products. In less developed economies,
the price level is always lower than what would fol-
low from the currency exchange rate. This does not
preclude that the currency of a less developed coun-
try can be significantly overvalued: we cannot put
aside what export price can be realistically realized.
It is mostly because of quality, production structure
and goodwill. 

31 Simor, A. (22 Mach 2008)

32 I wrote about the correlations between the eco-
nomic growth potential and the dynamics of the
currency exchange rate in detail in my book written
about the effect of economic policy on growth.
Erdõs, T. (2006) pp. 80–85

33 A 10 per cent rise in the nominal HUF exchange
rate means that the revenues of small and medium
sized enterprises from export sales decrease by 10

per cent – if they do export. Since the sum of
profits and depreciation expressed as a proportion
of the sales revenue is lower than that, a 10 per
cent or higher increase in the exchange rate elimi-
nates the profits plus depreciation fund of the
average small and medium sized enterprises in
case of export. This is because they can hardly
gain profits from the fact that a higher exchange
rate cheapens imports, as they mostly rely on the
domestic market when buying. In addition, the
situation of the internal market is also deteriorat-
ing. Until the high exchange rate persists, an
increasing ratio of small and medium sized enter-
prises are pushed out of exporting It restricts the
national export performance too. This reveals:
there is connection between exchange rate rise
and exports. 

34 ECOSTAT  (2007)

35 The translator of Aesopus's fables from Latin into
Hungarian, Gábor Pesti – lived in the first half of
the 16th century – wrote about the moral sense of
this fable: “A small creature must be satisfied with
its smallness, and there is no need to make efforts
beyond its capacity”. Pesti G. (second quarter of the
16th century).
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Gusztáv Báger – Gyula Pulay 

Analysis of the macroeconomic
risks of budgeting 
Method and value

TThe legally mandated task of the State Audit
Office of Hungary (hereinafter: SAO) is to form
an opinion on the well-foundedness of the state
budget proposal, and on the realisability of the
revenue appropriations. In the past two decades
or so the SAO has performed this annual activity
on the basis of experience obtained during the
audits conducted at organisations in charge of
planning the budget appropriations. The audits
first of all strive to determine whether the meth-
ods and procedures applied in planning, as well as
the system of state tasks and the modifications
thereof as proposed by the regulators lay proper
foundations for the budget bill.

When the SAO was required to form opinion
on the 2008 budget, its activity was expanded
with a new element: the Research and
Development Institute of the SAO (hereinafter
RDI) prepared an evaluating study on a few cor-
relations of the macroeconomic foundations of the
2008 budget bill (hereinafter: first macro-study).
The first macro-study provides a summary
review and evaluation of the economic growth
and budgetary processes, presents the risks inher-
ent in the system of conditions of the budget bill,
as well as the impacts of the planned measures in
a few selected – key – areas. Due to the shortage
of time and expert capacity, the RDI could per-
form risk and impact assessment analyses only in
a few areas. However, by using novel analysis

methods and approaches we attempted to estab-
lish a methodological framework that can be used
in the activity of any independent institution
assisting the budgeting process.

The experiences related to the debate of the
first macro-study showed that macroeconomic
risk analysis can be an important, or even indis-
pensable method for forming an opinion on the
budget bill, by drawing the decision-makers'
attention to (economic) correlations and critical
points that jeopardise the attainment of the
objectives set in the budget bill. At the same
time, however, at this stage of budget preparation
there is not enough time left to find less risky
scripts; wherefore risks can primarily be mitigat-
ed by increasing explicit and implicit reserves.
(By implicit reserve we mean the deliberate
underplanning of revenues and/or the deliberate
overplanning of expenditures.) Therefore, it is
reasonable to start risk analysis already at an
earlier stage of the budgeting process, when it is
still possible to accept a less risky script, or miti-
gate the revealed risk factors. For this reason, in
May 2008 the RDI prepared another evaluating
study, this time about a few correlations of the
macroeconomic scope of planning the 2009
budget  (hereinafter: second macro-study), in
which risk and impact analysis was performed
in connection with factors that are most likely to
influence the 2009 budget.  
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During the preparation of the two studies,
their reception by the National Assembly, as
well as during their professional debate the
RDI found that the studies filled a void. Both
the legislators and the broader profession are
open for similar analyses. Despite the regula-
tions in force and several related SAO initia-
tives, impact assessment studies have hardly
been prepared on the amendment of the differ-
ent legal regulations. Even in the few efforts
made, the financial impacts are usually consid-
ered in a gross manner only, and little attention
is paid to the squeeze-out and replacement
effects, not to mention the societal and social
impacts. 

Up to now, risk analysis in the preparation of
budget related decisions has been almost
unknown in Hungary. The system of macro-
economic conditions that lay the foundations
for the budget is stipulated in one version only
instead of several versions, without indicating
the risks of possible non-occurrence, and the
expected impact thereof on budgetary revenues
and expenditures. Therefore, in the following
we present the budgetary risk analysis method
we apply, and then the results achieved on this
basis hoping that the application of this
extremely important tool will widely spread in
Hungary, too, during the preparation of the
budget. 

THE METHODOLOGY OF REVEALING
BUDGETARY RISKS

Budgetary risk analysis – a special
genre of macroeconomic evaluation

In Hungary, macroeconomic analyses are pre-
pared by the Ministry of Finance, the National
Bank of Hungary and several research insti-
tutes. Forward-looking analyses usually pro-
vide a prognosis, i.e. forecasts for changes in
the most important macroeconomic indicators.

These forecasts are estimates based on the best
knowledge of a given institution, and are made
independent of one another. On the other
hand, though, budgetary risk analysis cannot
be regarded as a separate forecast, and is not
independent of the government forecasts used
for substantiating the budget. On the contrary,
budgetary risk analysis takes the government
forecasts as a basis, and analyses the direction and
size of changes, and the probability of changes that
may occur compared to the forecasts. The objec-
tive of the analysis is to reveal risks (chances)
of high probability that cause significant devia-
tion from the government forecasts, i.e. that
pose a risk to a significant budgetary objective.
Consequently, the risk analyses also include
estimates. However, these estimates are not the
independent forecast of a given macroeconom-
ic parameter (e.g. inflation), but rather the esti-
mated discrepancies from the government
forecasts. What is more, deviations may occur
both in the positive and negative directions
with significant probability, which means that
risk analysis may also warn about the presence
of two-way risks.

In contrast with the economic forecasts,
budgetary risk analysis examines economic
processes not by themselves, but in terms of
the risks they carry for the attainment of the
budgetary objectives. During the compilation
of the studies it was reasonable to perform the
risk analysis of the budget bill concentrating on
the realisability of the major budgetary objec-
tives, which are the following:

•GFS1 and primary balance sheet calculated
on the basis of the cash flow statement, 

•the balance sheet calculated on the basis of
ESA '952.

This means that in the first round of our
analysis we focused on finding the balance
related risks. At the same time it is evident that
there are close interrelations between balance
and growth, wherefore the growth related risks
cannot be ignored either. What is more, in the
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current situation of the Hungarian economy one
of the greatest balance related risks is that the
growth objectives are not achieved, and conse-
quently the budgetary balance can be improved
only by means of income concentration.
However, this affects economic growth
adversely. Later on we will come back to the
related consequences drawn by the second
macro-study.   

Another specific feature of budgetary risk
analysis is that it does not address all significant
macroeconomic parameters of the budget.
Instead, it focuses on those that may entail
serious risks. For the identification of such
parameters we can securely rely on the opin-
ion-forming activity of the SAO in relation to
the budget bill, since the SAO has pointed out
several weaknesses of budgeting in the past
years. The risk analysis of these weaknesses
revealed several serious macroeconomic risks.
During the selection of topics for risk analysis
we also utilised the macroeconomic forecasts
of the independent organisations, and included
those parameters in the risk analysis in the case
of which the government forecasts consider-
ably differed from the typical values of the
independent institutions. Finally, we could
strongly benefit from the former macroeco-
nomic analyses of the RDI, which drew atten-
tion to the fact that there is enormous inertia in
most of the processes that determine budget-
ing. Due to the high rate of predetermined ele-
ments it is very difficult to implement changes
from year to year. Consequently, it is worth
extending risk analysis to all those significant
expenditure and revenue items, as well as
macroeconomic parameters in connection with
which the budget bill and the government fore-
casts contain significant modifications.    

Consequently, one of the most important
parts of risk analysis is the identification of the
trends of the analysed phenomenon, and the fac-
tors that significantly influence these trends. It is
actually about determining what would happen

if the investigated phenomenon existed in the
future as it did in the past. This requires the
identification of the tendencies of the past
three to five years at least, as well as the dis-
crepancies from the planned values and the
cause of such discrepancies. During our analy-
ses we looked back to the beginning of the
1990s (e.g. changes in wages, changes in the
expenditure structure of public finances), and
we found highly visible trends behind the fre-
quent changes.

Having analysed the past we can go onto
considering those new developments that may
result in discrepancies from the trend. These
developments can be external, environmental
impacts from the aspect of the country or the
government, but can also be government deci-
sions. In the former case we turned to interna-
tional comparisons and the analysis of the fore-
casts of international organisations in order to
have a better understanding of the external
processes. However, in the latter case we exam-
ined whether the approved government measures
and the available tools were sufficient to change
the tendencies of the past years, or there was a sig-
nificant risk that a given trend would not break
despite the government's intentions (e.g. inflation
will not slow down to the planned level, expen-
ditures related to pharmaceutical support will
not drop at the desired rate). At this point risk
and impact assessment studies meet, they sup-
plement one another, since if the government's
measures aiming to reduce expenditures and
increase revenues are not effective enough, or
they have undesirable side-effects, the risk
increases that the objectives related to the
budget balance will not come true.
Consequently, budgetary risk analysis inspects
the government's measures, too, however not
from the policy/political aspects, but rather
from the aspect whether they properly and sus-
tainably serve the budgetary objectives. For
example, we have analysed the healthcare meas-
ures of the past years only to determine
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whether they are suitable to actually and per-
manently achieve the savings objectives set by
the government itself. 

The risk analyses prepared by independent
institutions often stress that they are free from
politics by indicating that they prepare their
estimates by assuming "no change in the course
of politics". The RDI did not intend to provide
a political analysis about the inspected changes
either. At the same time, however, in 2006 it
became evident in Hungary that the politics
pursued so far could not be sustained any
longer, and the government committed itself to
important changes by adopting the conver-
gence programme. In this situation the "no
change in the course of politics" condition does
not mean that changes are cancelled. On the
contrary, it means that the government imple-
ments the measures formulated in the conver-
gence programme. Consequently, the “starting
point” of evaluations contained in the studies is
the convergence programme. 

What types of risks were taken into
account?

The achievement of the budgetary objectives is
jeopardised by different types of risks.
Naturally, macroeconomic risk analysis must
first of all reveal economic risks, but it cannot
ignore the social embeddedness thereof. Based
on this approach we defined the risks we
analysed as follows: one can speak about budg-
etary risks if it is highly probable that a budg-
etary item, an economic process or a macro-
economic parameter that significantly influ-
ences the entire balance, considerably deviates
from the value stipulated in the budget act or
the underlying government forecast.  

In the course of budgeting such risks can be
identified at three places. Consequently, there are 

•so called inherent risks that come directly
from the economic (social, etc.) environment;

•so called planning risks that are implied in
the estimation, forecasting and planning
methods applied during preparation;

•so called execution risks that occur during
the execution of the budget.
With a view to reveal inherent risks it is nec-

essary to examine the risks inherent in the eco-
nomic processes that lay the foundations for
the revenue and expenditure items of the budg-
et. These include risks that are based on the
forecasts of market and financial processes that
significantly influence these items, but the out-
come of which is uncertain even if the best fore-
casting methods are used. The foreign exchange
rate and interest risks are special types of inher-
ent risks. These risks determine the burdens
related to the management of state debt, while
the foreign exchange rate risk is an important
factor in the utilisation of EU funds, too. 

Planning risks can be put in four cate-
gories:

•errors in the macroeconomic forecasts for
the given year, and errors made during the
incorporation of the results of such fore-
casts into the budget;

•errors in planning the base year of the plan-
ning year; 

•deficiencies of the information system;
•under- and overplanning due to the “plan

bargain”. 
We considered the first two groups of the

planning risks macroeconomic risks, wherefore
they were included in our analysis. Several
major expenditure appropriations of the budg-
et act and the most important revenue items
thereof are closely related to what values the
government accepts from the macroeconomic
forecasts for the given year as a basis for budg-
eting. Macroeconomic forecasts include both
inherent risks (when not the most probable
value occurs from among the forecasted eco-
nomic indicators), and planning risks. There
are two different types of planning risks: 1.)
professional errors made during forecasting,
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i.e. error in determining the probability of
occurrence, and 2.) the planner accepts less
probable values as a basis for budget planning.
(Occasionally, the planner undertakes openly
that he has chosen a too prudent or too tense
value on purpose.)  

The macroeconomic risks of the base year
imply significant risks during the preparation
of the budget of the reporting year, too. The
reason behind this is that the basis of the budg-
etary appropriations is in most cases the origi-
nal plan – or the modified plan in case modifi-
cations were implemented mid-year – and not
the expected realisation. Consequently, if the
individual items of the base year were built on
erroneous macroeconomic forecasts, and
therefore these items are under- or over-
achieved, this may affect the realisability of the
appropriations of the reporting year, too.  

Execution risks occur when the implemen-
tation of an appropriation requires measures by
the enforcing organisation or the beneficiaries
of the appropriation, yet these measures are
either not taken at all, or taken incompletely or
with delay. It is worth distinguishing three
types of these risks. 

Risks that emerge at the enforcing organi-
sations (e.g. the enforcing decrees are not pre-
pared in time). 

Risks that occur at the beneficiaries of the
appropriations (e.g. the hospital goes bankrupt,
because it fails to reduce its costs proportion-
ate to the reduction of the appropriation, the
dissolution of the institution is protracted, the
capacity is small to realise the revenue appro-
priation). 

Squeeze-out and replacement risks. Such
risks appear when the expenditures do not
cease to exist when a budgetary appropriation
is decreased, but are transferred to a different
budgetary row (e.g. downsizing increases
unemployment related costs, or due to the
reduction of the number of auditors revenues
from fines drop). 

In our studies we examined the existence of
all three types of risks, especially in areas in
which the convergence programme envisaged
significant savings, and stipulated several meas-
ures for the attainment of this objective. Both
studies revealed such risks. For example, in
relation to the financing of healthcare services
part of the savings achieved in the Health
Insurance Fund was not founded by cost
reduction by the healthcare service providers;
consequently, indebtedness at institutional
level increased. Similarly, the reduction of
funds provided to the local governments has
led to a growth in the outstanding loans of the
local governments.

In the perspective of several years it poses a
serious risk that part of the squeeze-out and
replacement impacts do not appear in the
budget balance of the given year, but later
require budgetary expenditures (off-balance-
sheet risks). These risks may come to surface –
for instance – if preliminary liabilities become
due, which formerly did not have to be indi-
cated in the budget. In the past years it was a
general practice that in order to reduce the
burden on the annual budget, part of the real
burdens were temporarily undertaken by
organisations engaged in quasi-fiscal activities.
However, sooner or later the budget was
forced to take over these burdens.
Consequently, the risk analysis of the budget
cannot ignore these so called off-budget
(quasi-fiscal) risks either. 

PRESENTATION OF THE RESULTS OF 
THE RISK ANALYSES THROUGH THE
EXAMPLES OF WAGES, INFLATION 
AND THE TAX BURDEN

In the following we would like to illustrate the
practical application of the method of budget-
ary risk analysis described above on three
examples taken from the first macro-study.
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The risks of the budget plans for 
2008 through 2010 in relation to 
wage increases3

In the basic version of the convergence pro-
gramme4, one of the most uncertain factors of
the economic and financial processes ear-
marked for 2008 is the change of wages. In this
respect, the programme itself calculated with
several possibilities. It is evident that the
growth rate of wages is one of the major factors
influencing the budgetary revenues, and has a
serious effect on public finance expenditures,
too (for example pensions). At the same time,
wages are important for real convergence, too.
The restoration of the balance of trade requires
that household consumption should decrease,
or at least increase at a smaller rate than eco-
nomic growth. In the case of modest econom-
ic growth this requirement can only be met
either by the reduction, or extremely con-
strained growth of real wages.

Starting out from this requirement and the
prognosis pertaining to the rapid reduction of
the inflation rate, the basic version of the con-
vergence programme calculated with the fact
that the 6.7% growth rate of the gross wages
forecasted for 2007 will reduce by nearly 50%,
to 3.5%, and will continue to rise slowly, in line
with the planned real wage growth and low infla-
tion. We found this forecast of the convergence
programme risky, and subjected it to a detailed
risk analysis, since outside the budgetary sector
the government cannot directly influence the
growth of wages. This means that the forecast
stipulated in the convergence programme can
come true in 2008 only if the growth of wages in
the competitive sector is adjusted to the expect-
ed inflation rate, and the realistically expected
inflation rate will be below 3.5%.

During the risk analysis we tried to find the
answer to the question: what determines wages
in the competitive sector? By analysing the sta-
tistics of the past 15 years or so (1993–2007)

we examined whether the wage growth in the
competitive sector (rise of the average gross
wages) was significantly affected by 

•the expected inflation rate,
•the experienced inflation (inflation of the

previous year),
•the increase of the minimum wage and the

public sector wages,
•the measurement system the wage agree-

ment.
This article focuses only on the major find-

ings of the RDI's risk analysis. Based on the
statistical figures we found no systemic rela-
tionship between the expected inflation and the
growth of wages. (This could in part be due to
the fact that the expected inflation could be
captured only on the basis of contradicting
forecasts prepared by different workshops.) At
the same time, our analyses show the tendency
that in the competitive sector the growth of gross
wages is adjusted to the inflation rate of the pre-
vious year (see Chart 1). Under the less
favourable economic conditions of the 1990s
this manifested in the fact that the gross wages
grew at a rate similar to the inflation rate, with
a one year lag. In contrast with this, since 2003
wages have grown at a rate exceeding the infla-
tion rate by 3 to 4%. The competitive sector
adjusted itself to the excessive minimum wage
hikes of 2001 and 2002, as well as to the large-
scale wage increases in the public sector by sig-
nificantly raising the gross wages, albeit pro-
tracted in time.  In this period the growth of
wages has become independent of the changes
in the inflation rate. 

Interestingly, the growth of net wages was
less in line with the inflation of the previous
year, whereas it would have been logical for the
employers to adjust net wages to inflation. This
resulted in the fact that real incomes grew exces-
sively in the years in which the growth rate of
net wages was higher than that of gross wages.

The chart show that (with the exception of
the period of 2001–2002), the wages in the com-
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petitive sector could be greatly influenced by the
minimum wage determined during the interest
reconciliatory talks,  as well as the recommenda-
tions for the minimum and maximum rate of
wage increases. The growth of the minimum
wage and that of the average gross wage were in
line with each other (except for the excessive
minimum wage rise implemented in 2001 and
2002) (see Chart 2). 

The macroeconomic forecast taken into
account during the preparation of the final ver-
sion of the 2008 budget bill contains higher
forecasts than those forecasted by the conver-
gence programme. Due to the rapid increase of
food prices, the Ministry of Finance increased
its forecast for the rise in the consumer price
level to 4.5% (by 1.2 percentage points). Since
wages in 2007 grew at a significantly higher rate
that envisaged, the forecasts for the growth of
gross wages in 2008 was increased to 5.4% (1.9
percentage points). According to the planning
documents, in 2008 gross wages would increase

in the competitive and the budgetary sectors by
6.0% and 4.4%, respectively. 

The forecast considerably differs from the
trend we revealed. If the companies of the
competitive sector continued to demonstrate
the behaviour they demonstrated in the past
years in 2008, too, a wage increase of
10.5–11.5% would be implemented, exceeding
the 7.5% inflation rate experienced in 2007 by
3 or 4%. At first sight, this assumption can
hardly seem realistic. However, during the eval-
uation it must be taken into account that
extreme differences have emerged among the
performances of certain segments of the
Hungarian economy, and according to all fore-
casts, this tendency will continue between 2008
and 2010. All forecasts presume that dynamic
production and exports expansion is expected
in several industries of the competitive sector,
which will first of all be realised through the
improvement of productivity. Therefore, cov-
erage for an outstanding wage growth is creat-

Chart 1

THE GROWTH OF AVERAGE WAGES IN THE COMPETITIVE SECTOR IN LINE WITH INFLATION
1993 – JANUARY–MAY, 2007, FULL-TIME EMPLOYEES

(previous year = 100%)

average gross wage
average net wage

consumer price index (–1 year)
consumer price index
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ed, too. Just like in the previous years, the
apparent lack of professionals on the labour
market forces these companies to adjust their
wage hikes to their own performances rather
than to the average performance of the
Hungarian economy. On the other hand, in
public service companies that can boast with a
more moderate performance improvement, a
wage increase exceeding the rate of inflation is
expected due to the employees' good interest
representation ability. The figures clearly show
that this tendency existed in the past years, too.
This fact is illustrated by Charts 3 and 4.
According to Figure 3, in industries that are
more sensitive to the minimum wage, the large-
scale increases of the minimum wage in 2001
and 2002 forced the companies to undertake
large-scale wage hikes. To offset these increas-
es, in the subsequent three years the wage hikes
did not significantly exceed the inflation rate at
most of these companies. It is probable that the
larger-scale wage increase implemented in 2006
was in part due to measures taken for the

whitening of the economy. However, such fluc-
tuation could not be witnessed in industries
offering higher wages (see Chart 4). The curve
depicting the growth of the gross wages of
blue-collar workers closely follows the infla-
tion, but around 5 percentage points higher.  

In the competitive sector the wage increas-
es observed in 2006 and 2007 also show that
the growth rate of gross wages in the compet-
itive sector exceeds the rate of inflation. To a
smaller extent, this can also be explained with
one-off factors: bringing payments forward
from 2007 to 2006 in order to avoid higher
taxes is the effect of the “whitening of the
economy”. At the same time, the figures indi-
cate that in certain sectors of the economy
there is firm commitment to increase the real
wages, i.e. to compensate the impact of price
hikes and withdrawals by raising the wages.
However, the pressure on increasing the
wages in 2008 can be alleviated by the fact that
wage increases compensating the rapid growth
of inflation were implemented already at the

Chart 2

THE SIZE OF THE MINIMUM WAGE AND ITS RATE TO THE GROSS AVERAGE WAGES
JANUARY THROUGH MAY IN THE YEARS 1992–2007, COMPETITIVE AND BUDGETARY SECTORS

Source: Own calculations based on the HCSO's figures on employment and wages, institutional and labour statistics 
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end of 2006 and in 2007. On this basis, wages
will most probably grow at a rate between 8
and 11% in 2008.

The greater wage increases in the competi-
tive sector apparently do not pose a significant

risk for the public finance system as a whole.
What is more, as a result of the higher wage
increases the public finance revenues also
grow commensurately.5 At the same time,
higher wage increases require that pensions

Chart 3

GROSS WAGES IN THE CONSTRUCTION INDUSTRY, TRADE, 
THE CATERING INDUSTRY AND ECONOMIC SERVICES 

(blue-collar workers) 

Chart 4

GROSS WAGES IN THE PROCESSING AND ENERGY INDUSTRIES AND TRANSPORTATION 
(blue-collar workers) 

Construction industry
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and pension-like benefits be increased at a
higher – albeit moderately commensurate –
rate due to the Swiss indexation used. Other
social cash benefits are usually not increased
proportionately with the wage increases.
Therefore, the direct impacts of higher wage
increases are favourable for the public finance
system as a whole. The situation is not neces-
sarily the same in the case of the indirect
effects. Here it must first of all be mentioned
that in case wage increases are higher in the
competitive sector, it will become even more
difficult to achieve the objective of moderate
wage hikes in the budgetary sector. In an indi-
rect manner the balance of public finances is
also deteriorated if public service companies
owned by the state or local governments are
forced to implement wage increases that they
are unable to finance. 

The gravest risks of higher wage increases
occur in the balance of the economy. The
achievement of the balance of the economy
requires that household consumption should
only modestly grow (by 0.4%) in 2008, too.
However, if wages grow at a higher rate than the
planned inflation rate in 2008, the growth in real
wages may lead to a higher than planned growth
in household consumption. Naturally, this can
be very beneficial if the growing demand is sat-
isfied by Hungarian production. Otherwise, the
growth of imports will accelerate.

The expected growth of wages and prices in
2007 and 2008 requires the complete reconsid-
eration of the wage forecasts of the conver-
gence programme, since the convergence pro-
gramme presumed that after 2008 the growth
of the average gross wage will be almost identi-
cal in the public and the competitive sectors,
and equal 5% in 2009 and 5.9% in 2010. The
prognosis prepared by the Ministry of Finance
in December calculates with an even larger
reduction, i.e. with a growth rate of 4.5% and
4.9%.6 This would again require that the wage
increases in the competitive sector should

reduce by half from 2008 to 2009. The RDI
does not see what factor could slow down the
rate of wage growth to this extent. 

In summary, it can be concluded that the
higher than planned wage increases in the com-
petitive sector represent a serious risk in 2008, the
spiralling effects of which must not be ignored.
The country must start preparations already
now to manage the risk that may be caused by
the reduction of the inflation rate in 2009, and
the sustenance of dynamic wage increases. 
A solution can be the reinforcement of the ori-
enting effect of the system of wage agreements,
the enhanced encouragement of savings, and
the improvement of the competitiveness of
domestic production in the satisfaction of
domestic consumer demand.

The analysis of inflation related risks7

During our risk analysis we examined what fac-
tors make it difficult to keep inflation below 3 to
3.5% permanently in the next three years. This
article provides only a summary of the most
important findings of the analysis. The analysis
of the growth of inflation between 2002 and
2006 showed that if we cleanse the consumer
price indices of these years from the distorting
factors (tax measures, central price measures dif-
ferent from those planned, fluctuations of the
multi-year effects), then we can witness a rela-
tively stable, 4.1–5.2% “net” increase in the price
level (see Table 1). Consequently, the Hungarian
price level has not converged to the Maastricht
criterion. According to our analysis, there were
(and still are) several forces in the Hungarian
economy, which keep the inflation rate nearly 
2 percentage points higher than the average
inflation rate of the EU-15. Smaller inflation
rates occurred in certain years only, as a result of
tax cuts and one-off measures.

In Hungary, the price index is basically
determined by the following factors.



PUBLIC FINANCES – Monetary and fiscal system

401

Due to the openness of the country, the
growth rate of consumer prices in Hungary
cannot be less than the EU-15 average, which
currently stands at 2.3% annually.

This growth rate is increased by the so
called Balassa–Samuelson effect, which may
indirectly increase the total consumer price
level by around 1.0 percentage points.

Due to the above said, the internal price
relations are sensitively influenced by changes
in prices on the world market, but especially by
the changes in the ratio of exchange.

The consumer price index is reduced in a
protracted manner by the fact that in the case
of extremely poor quality imported goods that
flooded Hungary after it joined the European
Union, prices reflecting the usage value, too,
were not properly and immediately enforced. 

Due to the correction of the overspending of
the past years, a significant part of the costs
obviously had to be passed onto the popula-
tion, which raised and is still raising the con-
sumer price index. Based on the analysis of the
inflation described above we came to the con-
clusion that it is highly probable that inflation

between 2008 and 2010 will not slow down to the
rate earmarked in the convergence programme.

The completeness audit 
of the Hungarian tax system8

One of the most disputed economic policy
questions of the period of 2008–2010 is
whether it is possible to maintain public
finance revenues at an adequate level, and at
the same time reduce the tax rates by the
modernisation of the tax system. When mak-
ing such a decision we must consider whether
the reduction of the tax rates will yield an
efficiency improvement commensurate with
the budget revenue lost due to the reduction
of the tax rates. The RDI could not undertake
to answer this – almost polemic – question
either, however through the audit of the effi-
ciency (“completeness audit”) of the
Hungarian tax system it pointed out that the
tax system itself incorporates enormous effi-
ciency reserves. What is more, according to
our calculations most components of the effi-

Table 1

CHANGES IN CONSUMER PRICES IN THE YEARS 2002–2008 WITHOUT CONSIDERING 
THE IMPACT OF STATE INTERVENTIONS ON THE TOTAL CONSUMER PRICE LEVEL

(growth in %)

Year Rise in the Including: „Net”
consumer Impact of central Impact of tax Impact of the price rise in the
price level measures different from measures statistical survey on price level

those planned the price index
2002 5.3 –0.4 0.6 0.0 5.1

2003 4.7 0.0 0.2 0.0 4.5

2004 6.8 –0.4 2.0 0.0 5.2

2005 3.6 –0.3 0 –0.5* 4.4

2006 3.9 0.0 –1.3+1.1 0.0 4.1

2007 7.7 0.0 2.8 0.0 4.9

2008 5.5 0.0 0.5 0.0 5.0

Note: Most of the unplanned central measures were financial measures (e.g. annulment of the television subscription fee, financial measures relat-
ed to pharmaceutical subsidies and excise goods). 

*Estimate 
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ciency of the tax system deteriorated between
2001 and 2006.

In the international practice, during the com-
parison of the tax systems of the different
countries the GDP proportionate tax burdens
are compared with one another, which are cal-
culated on the basis of actual annual tax rev-
enues taken from the National Account reports
prepared according to the same methodology in
each country (SNA, ESA '95). This method is
suitable for rough comparison, but is unsuitable
for showing the productivity and performance
of the tax systems of the different countries.
For this purpose the legal tax rates and actual
tax burdens, as well as the potential tax revenues
and actual tax revenues are compared for each
country and each tax type. The quotient of the
actual and potential revenues is called the effi-
ciency indicator of the given tax type.9 This
generally formulated method can be used in
several ways in practice, and naturally the dif-
ferent ways lead to different results. The applied
method also depends on the fact what exactly
we want to demonstrate. If we intend to use the
indicator to present the reserves inherent in the
tax law, too (application of discount tax rates,
discounts in the tax base, tax refunds, etc.), we
obtain a much lower figure than in case we wish
to assess the extent of tax evasion or the effi-
ciency of tax collection.10

The application of completeness audits in
Hungary is considerably hindered by the fact
that there is still no complex and reliable review
on the actual public dues, wherefore the RDI's
study is the first serious attempt to adapt the
completeness audit used in the international
practice to the Hungarian situation. The so called
“completeness audit” that indicates the opera-
tional efficiency of the tax system is based on the
income distribution categories of the national
accounts, and examines the relationship between
potential and actual tax revenues, and based on
the result of the calculations it evaluates the role
of factors that caused the discrepancy. The basic

data required for the calculation (both for the
GDP components and tax revenues calculated by
means of accrual accounting) can be obtained
from the National Accounts kept by the
Hungarian Central Statistical Office. 

The completeness audit method we apply is
based on the calculation of the following corre-
lations in the case of the major tax and contri-
bution revenues: 

In the case of the VAT the size of the
potential VAT revenues was determined as the
product of the final consumption and the aver-
age VAT rate weighted according to the con-
sumption structure, and the actual (accounted)
net VAT revenue was compared to this figure.

During the completeness audit of the PIT,
the wage and income figures of the gross added
value calculated on the basis of incomes were
multiplied by the average PIT rate weighted
according to incomes subject to consolidation
and separately taxable incomes. The obtained
value, i.e. the potential PIT revenue was com-
pared with the actual (accounted) PIT revenue.

During the completeness audit of social
security contribution payment the wage and
income figures shown on the National
Account were multiplied by the average social
security contribution rate weighted according
to the employer's and employee contributions.
The obtained figure, which indicated the
potential contribution revenue was compared
to the value of actual (accounted) social securi-
ty contributions.

The completeness audit of the corporate
and dividend taxes is based on the operational
value of the gross added value calculated on an
income basis, less depreciation. The product of
this figure and the corporate income tax rate of
the reporting year yields the potential corpo-
rate and dividend tax revenues, which is then
compared to the actual (accounted) revenues
from corporate and dividend taxes.

The result of the completeness audit shows
that efficiency changes both by tax type and
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time (see Table 2). This can be well perceived
by the trend – except in the case of the cor-
porate tax – that the value of the potential tax
bases and of the tax revenues that can poten-
tially be yielded from them increases at a
higher pace than the value of actually realised
tax revenues.11 The growing discrepancies can
in part be explained by the deficiencies of
legal regulation, in part by the hectic fluctua-
tions of economic performances, in part by
the unfavourable change in the composition
of tax payers and law abidance, and last but
not least by the weakening of control mecha-
nisms. 

The findings of the completeness audit that
pertain to the past also indicate the tasks to
complete in the years to come. The effective

version of the convergence programme and the
2008 budget bill stipulate that public dues
should be maintained at the current level in the
years to come, but should be reduced after-
wards. This intention is expected to manifest
itself in the reduction of the tax rates.
However, the tax system's operational charac-
teristics described above warn about the fact
that in case the reduction of the tax rates is not
accompanied by the interpretable and perceivable
improvement of tax efficiency, budget security
and the achievement of the revenue appropria-
tions will be jeopardised. 

International experience shows that the
improvement of the operational efficiency of
the Hungarian tax system is possible from the
professional point of view, and is urgently

Table 2

ACTUAL TAX REVENUES AS A PERCENTAGE OF THE POTENTIAL TAX REVENUES
(HUF billion)

Description 2001 2002 2003 2004 2005 2006
1. Completeness audit of the VAT

Potentially realisable VAT revenue 2,351.6 2,663.0 2,992.6 3,376.9 3,617.0 3,895.4

Actually realised VAT revenue 1,236.9 1,357.3 1,539.9 1,831.6 1,856.5 1,928.2

Rate of realised VAT revenue (%) 52.6 51.0 51.5 54.2 51.3 49.5

2. Completeness audit of the PIT

Potentially realisable PIT revenue 1,746.2 1,964.6 2,186.9 2,444.6 2,591.6 2,810.9

Actually realised PIT revenue 1,116.6 1,273.6 1,314.4 1,350.0 1,437.1 1,579.5

Rate of realised PIT revenue (%) 65.3 65.8 60.6 55.8 55.9 55.8

3. Completeness audit of social security contributions

Revenue potentially realisable from 

contributions 2,708.2 3,073.3 3,433.1 3,863.7 4,172,2 4,484.0

Revenue actually realised from 

contributions 1,768.2 1,978.4 2,148.1 2,305.7 2,495,5 2,655.0

Rate of revenue realised from 

contributions (%) 65.3 64.4 62.6 59.7 59.8 59.2

4. Completeness audit of the corporate and dividend tax

Revenue potentially realisable from 

corporate and dividend tax 887.9 985.9 1,000.1 1,092.0 1,154.5 1,250.1

Revenue actually realised from 

corporate and dividend tax 351.9 396.6 456.7 512.6 561.8 647.1

Rate of revenue realised from 

corporate and dividend tax (%) 39.6 40.2 45.7 46.9 48.7 51.8

Source: own calculations based on figures from the National Accounts of Hungary (HCSO), 2007
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needed in the current situation of the budget
and in the light of the disproportionate distri-
bution of public dues (e.g. ratio of labour
income to capital income, average incomes are
levied a higher than average tax burden). 

THE (ADDED) VALUE OF BUDGETARY
RISK ANALYSES

After the presentation of the method of budg-
etary risk analysis and the illustration of its
results with three examples thereof one has all
rights to ask what new value this model and
aspect carries compared to the other genres of
macroeconomic analyses? In general, it is diffi-
cult to answer this question. Instead, we are
using the major findings of the two studies to
demonstrate how the National Assembly could
adopt – through regular budgetary risk analyses
– a better budget act (one that counts more
with the macroeconomic interactions and can
be executed with more certainty).  

In line with the starting points described at
the beginning of the article, the first macro-
study set as an objective to identify certain pri-
ority risks and important impacts. At the two
levels and in the various subsystems of public
finances the risks appear at different times and
with different intensities. During the selection
of the topics for risk analysis we were looking
for factors that significantly influence the bal-
ance of public finances, and that the
Government can only slightly and primarily
indirectly influence. In the first macro-study
we studied three such factors: wage growth in
the competitive sector, inflation and the
indebtedness of the local governments. The
identification of the risks was also fostered by
analyses prepared on the tax system, on the
utilisation of EU funds, as well as on the
restructuring of the healthcare system.

The first macro-study revealed the following
major risks:

•the growth rate of the economy in 2008 is a
few tenths of percentage points lower than
that forecasted in the convergence pro-
gramme, and from 2009 on the GDP
growth will accelerate less dynamically;

•in 2008, the inflation rate will be signifi-
cantly higher than the level earmarked by
the convergence programme;

•the growth of the average gross wages in
the competitive sector, especially in the
most exportable industries of the competi-
tive sector, will significantly exceed the
level taken into account during the prepara-
tion of the forecasts;

•the process of indebtedness is accelerating.
The report prepared by the Ministry of

Finance in April 2008 for the European
Commission on the implementation of the
convergence programme confirms that these
risks were and are still present in the
Hungarian economy. The forecast of the
Ministry of Finance prepared in April 2008 also
counts with a smaller growth rate, higher infla-
tion and higher wage hikes in the competitive
sector. (The report does not reflect on the
expected growth in the indebtedness of the
local governments.) The report attributes the
discrepancies from the forecasts primarily to
external effects (deceleration of the world
economy, increase in the energy and food
prices on a global level). 

In contrast with this, the evaluating study of
the RDI claimed that the risks were likely to be
linked to deeper, multi-year structural factors,
and the processes of the world economy. The
study highlighted the partial exhaustion of the
former driving forces of economic growth, the
growth-restraining effects of the tax system,
the adjustment of wages to inflation in the
competitive sector, as well as factors that imply
the risk of the inflation “getting stuck”.
Therefore, in its second macro-study the RDI
analyses – among other things – to what extent
the negative discrepancies from the macroeco-
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nomic forecasts can be the result of one-off or
regular, structural causes.

The analyses of the second macro-study were
categorised according to three topics. 

We examined
•the demand risks of the economic growth

and balance, including the processes on the
world market, the role of state demand, the
impact of EU subsidies, changes in real
incomes and household consumption;

•the risks arising from the inadequate oper-
ation of certain fields of the economy,
including the factors that affect competi-
tiveness, the tax system, the development
supports, the healthcare reform, the
restructuring of the system of public
administration, the operation of the local
governmental system, the employment
processes and the critical points of indebt-
edness;

•the risks inherent in the budgetary process-
es (changes in the structure of expendi-
tures, factors affecting the balance).

The RDI could not undertake to provide
concrete and detailed recommendations for the
2009 budget in its second macro-study either,
however it attempted to identify those issues
that require further analysis during the prepara-
tion of the 2009 budget, or corrective measures. 

The study drew attention to the following
risks. 

During the preparation of the 2009 budget
the task is not merely the further improvement
of the budgetary balance. So that Hungary can
achieve its longer term objectives it is equally
important that improvement should be accom-
panied by the greatest possible growth and the
smallest possible inflation. This triple objective
could not be achieved yet during the consolida-
tion process that started in the summer of
2006, and the budgetary balance could be
improved only at the expense of significant
growth sacrifices and by revving up inflation.
According to economic analysts the major

cause behind this was that the balance improv-
ing measures included too many steps to
increase state revenues, and too few steps to
reduce state expenditures. At the same time –
at least in the short run – the curtailment of
state expenditures also reduces the measured
rate of economic growth. Our study also
revealed that the nearly 10% shrinking of the
state market (curtailment of state orders and sub-
sidies) at real value exerted a highly negative
impact on economic growth.

It seems that these growth decelerating fac-
tors will play a less important role in 2009,
since according to the stipulations of the con-
vergence programme, the real value of public
finances expenditures will hardly reduce in
2009, and the real income of the population is
expected to grow. However, the RDI's analysis
of the planned structure of public finance
expenditures drew attention to the fact that the
state market will continue to shrink in 2009 at a
real value of nearly 5%, and the share of devel-
opment expenditures will decrease at an ever
larger rate. Such a change in state expenditures
exerts a negative impact of economic growth
already by itself. On the other hand, our analy-
ses also showed that the state market of
Hungary is too big and inefficiently utilises the
available development subsidies. Consequently,
the direct negative impacts of the shrinkage of
the state market could be mitigated by the
improvement of efficiency. Our study propos-
es that an important tool thereof can be the
improvement of the planning system and the
better coordination of the work of the devel-
opment institutions.

The macroeconomic processes of 2009 are
expected to differ from the forecasts stipulat-
ed by the convergence programme in
December 2007 in that the same balance objec-
tives will have to be achieved at a smaller eco-
nomic growth, higher inflation and the higher
growth rate of the average gross wages. As a
result of the joint effect of these three factors
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the public finance revenue appropriations can
be implemented, and by freezing a significant
part of state expenditures the balance objec-
tives can also be attained. At the same time,
such a freeze will negatively influence eco-
nomic growth due to the further reduction of
the real value of expenditures, and will deteri-
orate the situation of the budgetary institu-
tions and certain groups of the population.
Therefore, it would be desirable to implement the
increase of the population's real income at the
smallest possible inflation rate.

According to our calculations the 2009 price
level will be increased by 4 to 4.5% due to the rise
in costs. This increase is considerably higher
than the forecast formulated in the December
version of the convergence programme (3.0%)
or the recently updated Government forecast
(3.6%), yet is still much lower than the 6%
inflation rate that can realistically be expected
for this year. Therefore, it matters a lot what
draining effects are present on the income side.
Since 1992, the spontaneous wage mechanism
of the competitive sector has been mostly
based on the rule of keeping pace with the
inflation rate of the previous year. (The figures
obtained at the beginning of this year imply the
survival of this mechanism.) Consequently,
wage increases are adjusted to the decelerating
inflation only with delay, wherefore inflation
itself becomes an inducing factor. This vicious
circle can be broken only if during the formal
interest reconciliation talks the social partners
agree on wage increases based on the smallest
expected inflation rate, and implement such
increases accordingly in practice, too. 

Our analyses have shown that despite the
growing unemployment rate the structure and qual-
ity of the labour supply do not match those of the
labour demand. This matching problem can
become one of the greatest obstacles to econom-
ic growth in the near future. In this situation it is
reasonable to use a greater portion of the tools of
active employment policy for the satisfaction of

real labour demand instead of supporting tempo-
rary employment opportunities.

Based on the experiences of the latest
audits of the SAO we believe that the greatest
risks implied in the measures taken since 2006
for the creation of the budgetary balance –
which also affects the preparation of the 2009
budget – is that the government's decisions
were often ill-prepared. Consequently, the
reduction of the various support appropriations at
the level of the central budget was not followed by
a similar, actual reduction of costs and expendi-
tures at the execution level. Therefore, the deficit
was not eliminated, but pushed from the central
to a lower level of the budget. Such a phenome-
non can be seen, for example, at the local gov-
ernments, in the healthcare system, in public
transport, and at the restructured budgetary
institutions. Therefore a key issue of the sustain-
ability of the budgetary balance is that budgetary
restrictions should lead to real savings.
Otherwise, the subsequent consolidation of
the institutions accumulating large deficits will
again be the responsibility of the central budg-
et. In the case of the local governments the
relationship is even more direct, since the debt
accumulated by the local governments forms
part of the indices used to determine compli-
ance with the Maastricht criteria. 

The international economic literature also
emphasises that stability and growth can be con-
currently achieved only through the creation of
modern institutional conditions. The validity of
this statement is indicated by the paradox of
the last 15 years of the Hungarian system of
public finances. The essence of this paradox is
that although the rate of redistribution grew
following the drastic reduction of the state's
role, it did not improve the effectiveness of the
public sector. What is more, the situation got
even worse in many areas according to certain
indicators (PISA tests, certain mortality
indices, income disparity indices, competitive-
ness scoring). This indirectly proves that it is



PUBLIC FINANCES – Monetary and fiscal system

407

not sufficient to modernise public finances at
the level of the central budget only.
Modernisation is also required to improve effi-
ciency at mezzolevel (within policy areas) and
at microlevel (projects, expenditure pro-
grammes, budgetary organisations). Without
these improvements, not even the stabilisation
measures can yield long-lasting results. 

Consequently, the development works that the
SAO regularly urges cannot be postponed any
longer:

•systemic review of state tasks,
•elimination of parallel task performance,
•modernisation of the financial management

system of the budgetary organisations,
•modernisation of local governmental fund

regulations,
•preparation of the introduction of pro-

gramme based budgeting.
Budgetary risk analysis has another value

that shows beyond the concrete results of the

individual analyses, and fosters the develop-
ment of democracy and the modernisation of
public finance regulations. The reason behind
this is that budgetary risk analysis performed by
an organisation that is independent from the
Government (and is supervised by the National
Assembly) may significantly increase the deci-
sion-making power of the National Assembly in
relation to the budget.  In budgetary issues the
National Assembly could so far rely only on
the budget bill developed by the Government,
the background materials of the budget bill, as
well as the traditional opinion of the SAO. The
budgetary risk analysis submitted (transferred)
to the National Assembly provides a new tool
for the parliamentary deputies to make a so
called “informed decision” in budgetary mat-
ters, i.e. to face the risks of their decisions in
advance. The first feedbacks justify that all fac-
tions of the National Assembly require that
their work be supported by this new tool.

1 System of government finance statistics developed
by the International Monetary Fund

2 European System of National and Regional
Accounts

3 This part of the study is based on the study prepared
by Ágnes Hárs upon the RDI's request.

4 By the basic version of the convergence programme
we mean the December 2006 version thereof titled
“Updated Convergence Programme of Hungary
2006–2010”.

5 An agreement was reached on the wage increase of
public employees in 2008 after the study was com-
pleted. This agreement stipulates a proportionate
pay rise in case the inflation rate exceeds the rate
taken into account during the conclusion of the
agreement.

6 The April forecast of the Ministry of Finance counts
with a 7% growth of the average gross income.

7 This part of the study was based on the study pre-
pared by János Cinkotai upon the RDI's request.

8 This part of the study was based on the study pre-
pared by Zoltán Pitti upon the RDI's request.

9 In other terms, this indicator is the quotient of the
average actual and nominal rates.

10 The rate of tax evasion, the relationship between the
tax system and the hidden economy is investigated,
for instance, in the study written by Judit Krekó –
Gábor P. Kiss (Tax evasion and the Hungarian tax
system, NBH, September 2007)

11 The completeness audits reveal rather low efficien-
cy at each tax type. The underlying reasons are
complex (wide spectrum of tax exemptions and
benefits, different forms of tax evasion and income
concealment, hidden economy, etc.), the analysis
of which is beyond the scope of this article. Here
we focus on temporal changes only and the risks
that arise therefrom. 
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I

Gábor Kutasi

Fiscal competitiveness of
EU8+2 countries 

It is essential for the convergence of the EU8+2
economies that a stable business environment be
established as a starting point, which in their case
can be achieved by sustainable and balanced fis-
cal policy. Fiscal balance improves both a coun-
try's capital appeal and the chances of euro adop-
tion which would further their competitiveness in
the single European market. The positions
achieved by the EU8+2 economies in the com-
petitiveness race compared to one another should
therefore be looked into. Similarly to a compara-
tive country-based leaderboard among actual
competitors, the national fiscal policies of the
EU8+2 countries can also be ranked.

Participation in the integration processes of
the European Economic Community repre-
sents the only realistic chance for Eastern
European EU member states to attain conver-
gence to this group of more developed
economies. Preparations of the implementa-
tion of the single European currency has a side-
effect, which enhances the competitiveness and
convergence chances of euro-adopting member
states. This is none other than a solid business
environment achieved by meeting the
Maastricht criteria; an economic policy back-
ground that ensures stability via balance and
predictability, which in turn reduce country
risks. Similarly to a comparative country rank-
ing among actual competitors in terms of capi-

tal appeal, labour costs, gross domestic product
etc., this study provides a leaderboard of
EU8+2 countries in terms of fiscal policy, as
well. It is the responsibility of fiscal policy to
establish a steady business environment for
economic growth, and capital investments in
particular. As a cascading effect, the latter cre-
ates jobs, income, solvency, economic efficien-
cy, and technological progress. Consequently,
fiscal competitiveness – or rivalry among fiscal
policies – indicates that a national fiscal policy
that is able to create a stable and supportive
business environment necessary for conver-
gence to the most developed economies in a
shorter timeframe or in a more efficient struc-
ture is more competitive.

FRAMEWORK OF ANALYSIS 

Fiscal policies are ranked on the basis of five
main factors, including budget structure, insti-
tutional efficiency, sustainability, flexibility, and
financial efficacy. Basically, all five factors seek
the strengths and weaknesses of a country's
budget, or in other words the vulnerability of
the budget. The concept of fiscal vulnerability
compiles budget weaknesses that originate
from the public spending body, the capacity of
the institutions, budget control or, in a wider
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aspect, from inappropriate government effi-
ciency (Hemming and Petrie, 2000). Fiscal vul-
nerability means everything that does not meet
these requirements – as if being the inverse or
negative image of sustainability, stability, cov-
ered expenditures, and transparency. The pri-
mary focus of vulnerability analysis should be
whether fiscal policy manages to meet medi-
um-term and long-term key objectives of sus-
tainability and short-term budget target figures
based thereon, and what weaknesses jeopardise
these objectives. For instance, when the initial
deficit target is high for starters, long-term bal-
ance is likelier to be achieved. And if the ratio
of automatic revenues stabilisers is low, then
the year-end outcome becomes uncertain. 

The ranking of countries will be developed as
the conclusion of the analyses by establishing
sub-indices of ranking upon the results of the
five main aspects. 

The ranking of budget structure will be aver-
aged on the basis of three sub-indices (Si), each
of which are divided into additional components. 

S1 = expenditures sub-index = [s1;1 (the
ranking of expenditure volume) + s1;2 (ranking
of net balance of social security system) +  s1;3
(ranking of interest expenditures)]/3; 

S2 = revenues sub-index = [s2;1 (ranking of
revenue demand) + s2;2 (ranking of indirect
taxes) + s2;3 (ranking of property tax) + s2;4
(ranking of the reciprocal of the weight of corpo-
rate tax)]/4; 

S3 = sub-index of deficit structure = [s3;1
(ranking of primary balance) + s3;2 (ranking of
structural balance)]/2.

The ranking of institutional efficiency also
consists of three sub-indices (Ii): 

I1 = ranking of governmental centralisation
index; (Gleich, 2003);

I2 = ranking of corruption perception index;
(Transparency International, Corruption Per-
ception Index, www.transparency.com);

I3 = ranking of the average of deviation from
deficit target. 

The ranking of budget sustainability is also
comprises of three sub-indices (Fi): 

F1 = sub-index of primary gap (Blanchard,
1990);

F2 = sub-index of tax gap (Blanchard, 1990);
F3 = IFS 2005 (60;0) sub-index (Croce and

Juan-Ramon, 2003).  
Fiscal flexibility ranking is based on the FFI

(fiscal flexibility index) used by Standard and
Poor's (2007). 

The sub-index of financial efficiency is iden-
tical to the tax gap ranking of 2006.

The ranking of sub-indices is established on
the basis of the following aspects: 

•expenditure + interest expenditure + rev-
enue demand + tax gap – the smaller in
terms of GDP, the better; 

•net balance of social security + primary
balance + structural balance – the bigger
the deficit, the worst; and the bigger the
surplus, the better; 

•weight of indirect taxes within tax revenues
+ weight of property tax + reciprocal of
the weight of corporate tax – the bigger, the
better; 

•|IFS| the lower, the better;
•the more the actual figure deviates for the

deficit target, the worse; the bigger the
deviation into the positive territory, the
better.

ANALYSIS OF BUDGET STRUCTURE

When the aim is to assess fiscal policy in inter-
national comparison, the strengths and weak-
nesses of the applied budget and the conditions
that define it should be found. Analysing the
budget deficit and the changes in public debt in
terms of GDP is not sufficient, because these
are just final figures and do not reflect what
measures should be taken at which points in
order to achieve balance and sustainability tar-
gets. The source of weaknesses – or the neces-
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sary points of change – will be found in the
composition of the budget and the institution-
al structure. The system of structural indicators
helps identify the composition.

On the expenditures side, first to be
analysed is the size of actual tax burdens and
the extent at which they are spread evenly
across various strata of the society. The former
is called effective tax, the calculation of which
is important because official tax rates defined
by national tax laws are misleading, because dif-
ferences in the calculation of taxable amounts,
various tax allowances and reduction could sig-
nificantly modify the total of taxes received by
the treasury relative to official tax rates.

In the case of budget deficit, the factors
causing the gap should be analysed apart from
scrutinising whether the overspending meets
the Maastricht criteria and the long-term bal-
ance target as defined in the SNP. The factors
are to be divided into two groups: structural
and economic (cyclical) factors. Both groups
represent risks on balance objectives at a differ-
ent extent. Economic factors modify tax rev-
enues in line with economic cycles, meaning
lower tax revenues in the recession phase of a
cycle will be offset by higher tax income in the
upswing stage. In this case it's not necessarily
cycle-driven revenues and expenditures – act-
ing as automatic stabilisers – should be adjust-
ed but economic fluctuations are to be damp-
ened. Structural deficit stems from faults in the
fiscal system that increase expenditures or
reduce tax revenues irrespective of economic
cycles. In this case structural changes are the
only way to improve fiscal balance.

Based on the expenditures structure of the
EU8+2 countries, the following facts can be
discerned:

The largest financial redistribution is oper-
ated in Hungary where the government spent
52.96 per cent of GDP in 2006, financing 9.2
per cent in terms of GDP on loans. Hungary
spends more than the other EU8+2 countries

do in the following ESA’ 95 expenditure groups:
social transfers, employer compensation, inter-
est expenditures, capital transfers to be paid.

As for the extent of expenditures level,
Hungary's outrageous ranking is followed by a
group consisting of the Czech Republic,
Poland, and Slovenia, where the factors causing
substantial overspending are the same as in
Hungary. The third group comprises of
Bulgaria, Slovakia, and Latvia, where the struc-
ture of expenditures greatly differ from the
countries mentioned earlier. Governments with
the smallest expenditure rate in 2006 were
operated in Estonia, Lithuania, and Romania
(see Chart 1)

In terms of GDP, Hungary has the biggest
extent and ratio of interest payment obligation,
not surprisingly, as it is the consequence of
excessive public debt.

Statistical data compiled in line with
COFOG classification indicate that the
absolute majority of expenditures is spent by
the central government in each country. The
most significant expenditure items are related
to social security and public services. 

Social security systems generate consider-
able deficits in each country surveyed, but
Slovenia, Poland, and Hungary struggle with
serious structural problems in comparison to
the average (see Table 1).

Based on the tax revenues structure in 2005
(see Tables 2 and 3), the following can be dis-
cerned:

Regarding the total tax burden, the extent
of taxes and contributions was exceptionally
high in Slovenia (40.5 per cent), Hungary (38.7
per cent), the Czech Republic (36.3 per cent),
Bulgaria (35.9 per cent), and Poland (34.5 per
cent), close to the continental social model. In
Slovakia, Romania, and the Baltic States, this
ratio was between 28 per cent and 30.8 per cent,
similar to liberal social models.

Even though indirect taxes on consump-
tion look like the most beneficial from a num-
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ber of aspects (easier to collect than corporate
tax because the tax subject and the tax payer are
not the same; do not affect labour costs as
opposed to Personal Income Tax; rein con-
sumption unlike taxes on interest, dividend and
stock market gains), Bulgaria has been the only
one to record more than 50 per cent of its tax
revenues out of indirect taxes. The rest of the
countries see typical ratios in this scope
between one-third and one-fourth.

Capital taxes in terms of GDP were
extremely high in the Czech Republic (7.1 per
cent) and Poland (8.4 per cent), but far the
lowest in the Baltic States (2.5 to 3.3 per cent).
However, less than 20 per cent of tax revenues
originated from capital taxes in all the other
EU8+2 countries except for Poland.

As far as capital taxes were concerned,
Hungary (with 4.5 per cent) was more compet-
itive than Slovakia (4.8 per cent) and Romania
(4.9 per cent). After the tax law amendments of

2006, taxes on capital are now estimated at
more than 5 per cent.1

The EU8+2 countries have so far failed to
capitalise on the potentials of property tax,
with Poland and Hungary alone being some
kind of exceptions. So far it has been acceptable
that the implementation of property tax
seemed unachievable at the time of economic
transition from political, social, and adminis-
trative aspects. However, in the medium term it
could be a very much traversable path either to
widen the tax base (and increase tax revenues)
or to collect taxes more efficiently.

Analysing the deficit structure, a consider-
ably laxer fiscal discipline in Hungary, the
Czech Republic, and Romania between 2000
and 2006 is readily discernible, because the pri-
mary balances without interest payment
denominated in the euro were deteriorating,
and Hungary was the only country to manage
to arrest this downturn in terms of GDP. Also,

Chart 1

COMPARISON OF EXPENDITURES STRUCTURE IN EU8+2, 2006 
(in percentage of GDP)

Source: EUROSTAT

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

interim consumption
social transfers
capital investments
employee compensation

other primary expenditures
interest payment
subsidies
capital transfers to be paid
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Table 1

SOCIAL SECURITY FUNDING, 2004
(as a percentage of GDP)

BG CZ EE LA LI HU PL RO SI SK EU8+2 Spread
average

Health and social protection 

expenditures (COFOG) 17.2 20.0 14.6 14.5 14.3 21.7 22.0 15.8 24.5 19.6 18.42 3.6472

Income from 

contributions (ESA 95) 10.5 15.1 10.8 8.9 8.7 12.4 12.3 9.6 15.0 13.3 11.66 2.3415
Net  balance –6.7 –4.9 –3.8 –5.6 –5.6 –9.3 –9.7 –6.2 –9.5 –6.3 –6.76 2.0560

Source: EUROSTAT, author's own calculations

Table 2

RATIO OF MAIN TAX REVENUES TO GDP, 2005
(percentage) 

Taxes on consumption Labour taxes Taxes on capital Total taxes
(indirect taxes)

BG 18.4 11.8 5.7 35.9

CZ 11.4 17.8 7.1 36.3

EE 12.9 15.4 2.5 30.8

LA 12.4 14.2 2.8 29.4

LI 10.9 14.6 3.3 28.8

HU 14.6 19.6 4.5 38.7

PL 12.2 13.9 8.4 34.5

RO 12.4 11.0 4.6 28.0

SI 13.9 21.7 4.9 40.5

SK 12.5 12.6 4.8 29.9

Source: EUROSTAT, downloaded on 25 July 2007, europa.eu.int/comm/eurostat

Table 3

BREAKDOWN OF CAPITAL INCOME TAX 2005 
(as a percentage of GDP)

Corporate tax Taxes from self- Capital income tax Property tax
employment of households

BG 3.1 1.8 0.1 0.7

CZ 4.5 1.7 0.1 0.7

EE 1.4 0.1 0.3 0.6

LA 2.0 0.1 0.0 0.7

LI 2.1 0.2 0.4 0.6

HU 2.2 0.3 0.6 1.3

PL 2.5 3.5 0.2 2.2

RO 2.7 0.5 0.8 0.6

SI 2.9 0.8 0.2 1.0

SK 2.8 1.2 0.0 0.7

Source: EUROSTAT, downloaded on 25 July 2007, europa.eu.int/comm/eurostat 
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in Slovakia – where the primary balance had
been in the negative territory – started to
increase both in terms of euro and GDP from
2005 onwards. (See Tables 4, 5, 6)

Primary surplus was first achieved in Estonia
and Bulgaria in 2003, Slovenia and Lithuania in
2004, and Latvia in 2005. It means that a posi-
tive balance was accounted to make debt obliga-
tion payments after the balance of expenditures

and revenues. However, these funds are not
always sufficient in every country. The primary
balance was large enough in Estonia, Latvia, and
Bulgaria only to cover interest payments in
2006, but the other countries had to raise addi-
tional loans or issue government bonds.

Wherever public debt failed to decrease as
described above, the sustainability of fiscal
structure raises doubts. In this sense it was

Table 4

PRIMARY BALANCE 
(as a percentage of GDP)

1999 2000 2001 2002 2003 2004 2005 2006
Euro-12 2.9 4.2 2.2 1.0 0.2 0.3 0.5 1.3

Czech Republic –2.5 –2.8 –4.8 –5.5 –5.5 –1.7 –2.4 –1.8

Hungary 1.9 2.6 1.0 –4.3 –3.2 –2.1 –3.7 –5.3

Poland 0.6 1.4 –0.7 –0.4 –3.3 –2.9 –1.5 –1.5

Estonia –3.4 –0.3 0.5 0.6 2.3 2.5 2.5 3.9

Latvia –4.1 –1.8 –1.1 –1.5 –0.9 –0.3 0.3 0.9

Lithuania –4.1 –0.8 –0.4 –0.2 0.0 –0.6 0.3 0.2

Slovenia 0.2 –1.0 –0.4 –0.2 –0.7 –0.5 0.2 0.2

Slovakia –3.1 –8.2 –2.0 –4.1 –0.2 –0.2 –1.3 –2.0

Bulgaria : : : : 1.3 4.0 3.4 4.6

Romania : : : 0.5 0.1 –0.1 –0.3 –1.1

Source: EUROSTAT

Table 5

FISCAL DEFICIT 
(as a percentage of GDP)

1999 2000 2001 2002 2003 2004 2005 2006
Euro-12 –1.3 0.0 –1.8 –2.5 –3.0 –2.8 –2.5 –1.6

Czech Republic –3.7 –3.7 –5.7 –6.8 –6.6 –2.9 –3.5 –2.9

Hungary –5.5 –2.9 –3.4 –8.2 –7.2 –6.5 –7.8 –9.2

Poland –1.8 –1.5 –3.7 –3.2 –6.3 –5.7 –4.3 –3.9

Estonia –3.7 –0.2 –0.3 0.4 2.0 2.3 3.3 3.8

Latvia –5.3 –2.8 –2.1 –2.3 –1.6 –1.0 –0.2 0.4

Lithuania –2.8 –3.2 –2.1 –1.5 –1.3 –1.5 –0.5 –0.3

Slovenia –2.1 –3.8 –4.1 –2.5 –2.8 –2.3 –1.5 –1.4

Slovakia –6.4 –11.8 –6.5 –7.7 –2.7 –2.4 –2.8 –3.4

Bulgaria : : : : –0.9 2.1 1.9 3.3

Romania –4.5 –4.6 –3.3 –2.0 –1.5 –1.5 –1.4 –1.9

Source: EUROSTAT
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Table 6

PUBLIC FINANCE BALANCE, STRUCTURAL BALANCE, AND THE IMPACT 
OF PENSION REFORMS

(as a percentage of GDP)

2005 2006 2007 2008 2009
Bulgaria

Public finance balance 2.4 3.2 0.8 1.5 1.5

Structural balance 2.4 2.9 0.4 1.0 1.1

Pension reform impacts .. 0.6 2.6 0.6 0.1
Czech  Republic

Public finance balance –3.6 –3.5 –4.0 –3.5 –3.0

Structural balance –3.6 –3.8 –4.2 –3.6 –3.0

Pension reform impacts .. –0.2 –0.4 0.6 0.6
Estonia

Public finance balance 2.3 2.6 1.2 1.3 1.6

Structural balance 2.1 1.7 1.2 1.3 1.6

Pension reform impacts .. 0.4 –1.1 0.6 0.4
Hungary

Public finance balance –7.8 –10.1 –6.8 –4.3 –3.2

Structural balance –8.1 –9.7 –5.7 –3.8 –2.8

Pension reform impacts .. –1.5 4.1 1.8 1.0
Latvia

Public finance balance 0.1 –0.4 –1.3 –0.9 –0.4

Structural balance 0.0 –0.9 –1.8 –1.1 –0.5

Pension reform impacts .. –0.9 –0.9 0.7 0.6
Lithuania

Public finance balance –0.5 –1.2 –0.9 –0.5 0.0

Structural balance –1.0 –2.0 –1.7 –1.0 –0.2

Pension reform impacts .. –0.8 0.6 0.7 0.8
Poland

Public finance balance –4.3 –3.9 –3.4 –.31 –2.9

Structural balance –4.1 –3.9 –3.4 –3.1 –3.0

Pension reform impacts .. 0.4 0.5 0.4 0.3
Romania

Public finance balance –0.8 –2.3 –2.7 –2.4 –1.9

Structural balance –1.8 –3.3 –3.7 –3.4 –2.7

Pension reform impacts .. –1.5 –0.4 0.4 0.6
Slovakia

Public finance balance –3.1 –3.7 –2.9 –2.4 –1.9

Structural balance –2.3 –3.8 –3.0 –2.5 –1.9

Pension reform impacts .. –0.9 0.7 0.6 0.6
Slovenia

Public finance balance –1.4 –1.6 –1.5 –1.6 –1.0

Structural balance –1.2 –1.7 –1.6 –1.8 –1.0

Pension reform impacts .. –0.5 0.1 –0.2 0.8

Source: updated national convergence programs, structural balance = public finance deficit less cyclical element
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obvious that the fiscal policies pursued in
Hungary and Poland until 2006 were not sus-
tainable, because their public debts expanded in
terms of GDP. As for the development of fiscal
deficit, in addition to Hungary it was in
Slovakia and Romania where the balance devi-
ated from the equilibrium position. In the lat-
ter two countries the deficit in 2006 was still far
from the three-percent criteria, but inflation
impacts stemming from government over-
spending could risk the euro adoption targets
of these countries.

INSTITUTIONAL CHARACTERISTICS OF
FISCAL POLICY AND BUDGET PLANNING

The composition and type of institutional
operation essentially defines the efficiency of
fiscal policy. The ministry of finance designs a
budget of balance to no avail if the government
approves a different proposition or state insti-
tutions do not abide by it. Institutional indica-
tors also seek the weaknesses and vulnerable
spots of the budget, but not in the internal
composition of the budget but in processes and
institutional characteristics that influence,
from budget planning until completion of exe-
cution, the extent at which the structure of
expenditures and revenues can be detoured
from the initial plans.

From the aspect of institutions, the EU8+2
countries reflect a very similar structure. As a
result of political transition to democracy, sim-
ilar political decision-making and controlling
institutional systems have been established.
Each national system is based on multi-party
coalition government, which stipulates ab ovo
the finance minister's limited control over
trimming the spending allocation of the min-
istries. The control exercised by finance minis-
ters are roughly identical in each country.
Perhaps Estonia is the only exception where
the minister of finance is allowed by the Budget

Act to omit or modify expenditure items in the
budget bill. Gleich (pp. 17–18, 2003) reports of
two other countries where the prime ministers
have stronger control: In Slovenia and Latvia
the prime ministers can override the cabinet
decision.

As for fiscal discipline, the picture is quite
mixed, although the key trend is to build
mandatory limitations in the budget planning
and execution system, also seen in internation-
al budget planning processes. The expenditure
demands in Slovenia, Estonia, Latvia, Bulgaria,
and the Czech Republic are planned by the
ministries and the target figures are defined by
the financial authorities independently from
one another. On the other hand, fiscal targets
in Hungary, Slovakia, Romania, and Lithuania
are determined on the basis of expenditure
demands. However, neither design is a guaran-
tee in itself that the ministries are bound to
observe the target numbers. Only three coun-
tries have implemented limitations for public
debt: Estonia caps foreign loans, Latvia applies
non-binding guidelines, but Poland's constitu-
tion applies a very strict cap at 60 per cent of
GDP (Gleich, 2003).

Slovenia operates a budget planning system
spanning several years that is unique in struc-
ture and efficiency not only in the EU8+2 but
among OECD countries. The budget is
planned and approved each year for the next
two years. Of course, the budget for the sec-
ond year is discussed again in the preceding
year, disallowing to neglect planning and
debating the budget every two years, but this
time the manoeuvring space for modifications
is very narrow. According to Kraan and
Wehner (2005), this setup is able to improve
fiscal discipline efficiently because on the one
hand it forces ministries to think ahead, thus
the minister of finance realises in advance their
medium-term demands for larger expendi-
tures, which is an information advantage for
him. On the other hand, only limited modifi-
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cations are allowed during reconsideration of
the second year, which improves the pre-
dictability of fiscal policy. And it should also
be noted that Slovenia is always in Year 2,
because this is not a system restarted every
two years but a continuous planning. As a
result, the options of ministries for increasing
their expenditure demands in the upcoming
year is always limited.

In the Czech Republic, multi-annum budget
planning has been in effect since 2006, sup-
ported, from the aspect of fiscal discipline, by a
fixed budgeting schedule introduced in 2004.
Multi-year planning always defines the detailed
annual budget for the upcoming year, deter-
mines key numbers and the limit of the total
expenditure for the second year, and lays down
the key numbers alone for the third year. In
addition, projections related to expenditures of
ministries for the second and third year are dis-
cussed at cabinet meetings (Sedmihradská and
Klazar, 2003)

In Lithuania, the Senior Cabinet Committee
is tasked with tabling a proposition for budget
target figures and strategic plans. In Romania
and the Czech Republic, the minister of
finance and the prime minister define the
expenditure cap of each ministry, but only
when expenditure demands have been submit-
ted. In Hungary – singularly among the
EU8+2 countries – the Parliament takes a vote
on overall budget figures and the deficit
months before the final budget bill. It means
the parliament is seemingly involved in the
budgeting process, but in fact the parliaments
of each EU8+2 country only has a formal deci-
sion-making role, except for cases where the
government has become a minority cabinet due
to retirement by a coalition partner (Slovakia in
2004, Romania in 2005, Lithuania is 2006, and
Poland in 2007) or because of an election stale-
mate (the Czech Republic in 2006).

The breakdown and analysis of the govern-
ment centralisation index tell most about the

efficacy of budget planning and the institution-
al background of fiscal execution. When the
countries surveyed are compared in terms of
the data for 2003 (see Table 7, Chart 2), it
becomes clear that countries with strict fiscal
discipline – i.e. Slovenia, Slovakia, Estonia,
Latvia, Lithuania, Bulgaria – differ from laxer
countries – such as Hungary, Poland, the
Czech Republic, and Romania – in that they
achieve clearly better overall results in the exec-
utive phase (see Table 8). Consequently, they
have smaller space to deviate from the initial
plans or to amend the law when the budget act
is being executed, or if they do it they can only
do it with a strong legislative authorisation.
Apart from that, the ministries of finance typi-
cally have a stronger clout in defining budget
targets in disciplined countries, except for
Lithuania. (See Chart 2/a, 2/b)

The government centralisation index is far
the lowest in Hungary and Romania, indicating
the laxest fiscal discipline in these two coun-
tries. OECD establishes (pp. 261, 273–275,
2006) that Hungary introduces excessive laxity
in each election period and no significant strin-
gency has been implemented after 2002 to cor-
rect any increase in discretional expenditures.
Besides, “clear rules of fiscal discipline are miss-
ing”; there are no spending caps; no rules as to
what to do in case of lower revenues; no finan-
cial impact studies on ministerial decisions; no
clear rules for execution. Budget modifications
are not transparent, because there's no standard
information mechanism or financial impact
studies in case of budget adjustments. Worse,
forecasts are not clear or transparent, because
the Ministry of Finance refuses to publish
detailed calculations and there are no public
discussions of the forecasting methodology –
and it does not help improve the system. The
OECD report deems it necessary to establish
an independent forecasting institution like in
Slovenia. The OECD (2006) regards the budg-
eting method as one of the main reasons for the
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vulnerability of the Hungarian budget, because
it focuses on the deficit and the current year
and not on a cyclically adjusted deficit – not on
the medium term, in other words. As a result,
plenty of expenditures are accounted for the
next year or years and not for the current year.

In Romania, somewhat more efficient mech-
anisms and regulations have ensured fiscal dis-
cipline since the act on budget planning was
approved in 2001. The government defines
spending caps for the next three years,
reviewed each year. Only subsequently can the
ministries define their annual spending figures
over which, however, the finance minister has
no influence. As a positive feature, Romania's
budgeting defines the fiscal targets for the
medium term, including a deficit below 3 per
cent of GDP. On the other hand, the targets are
not binding, they are rather like a projection,
therefore they can be modified easily. (Ruffner
et al., 2005)

Ruffner et al. (2005) as well as Kraan and
Wehner (2005) mention that both Romania and
Slovenia have a very detailed breakdown of
budget accounts, which means thousands of
budget items – roughly 9,000 in Slovenia. Fiscal
flexibility is greatly damaged by this method,
because it records the usage of funds in a very
fragmented manner. Flexibility also applies in
the case of Romania. In Slovenia, however, the

'Act on Budget Execution' allows the govern-
ment to make flash transfers between expendi-
ture items by decrees, ensuring flexibility dur-
ing execution.

Corruption level, regarded as a factor to
damage business environment, shall also be
examined. Published by Transparency
International each year, the Corruption
Perception Index indicates Slovenia and Estonia
to be exceptionally favourable places in terms
of public purity and public administration
transparency for decision-makers in the private
sector. Falling somewhat behind, a pack has
emerged consisting of the Czech Republic,
Slovakia, Latvia, and Lithuania, which closed in
on the transparency level of group-leader
Hungary in 2005 and 2006. Moreover, the
Czech Republic managed to return to the 1998
level in 2006 after a considerable crisis of con-
fidence. The third group has Poland stagnating
with much worse transparency data, already
taken over by Bulgaria in 2002, but Romania is
also in close pursuit. (See Chart 3)

Deviations from target deficits were calcu-
lated on the basis of balance targets defined for
the period between 2002 and 2005 in the 2002
Pre-accession Economic Programme (PEP)
and for the 2006 figures of the 2004 first con-
vergence program. Subsequent modifications
to the programs were disregarded decidedly in

Table 8

EXISTENCE OF TOOLS TO IMPROVE FISCAL DISCIPLINE 
IN THE EU8+2 COUNTRIES

BG CZ EE PL LA LI HU RO SK SI
Public debt limit X X X

Financial planning of key figures 

irrespective of expenditure demands X X X X X

Finance ministry's sole responsibility 

to prepare key macroeconomic 

forecasts X X X X X

Spending cap for ministries or major 

expenditure items X

Source: author's own survey 
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Chart 2/a

GOVERNMENT CENTRALISATION INDEX AND SUB-INDICES 
IN EU8+2 COUNTRIES

Source: Own calculations based on Table 7

Chart 2/b

BREAKDOWN OF GOVERNMENT CENTRALISATION INDEX IN EU8+2

Baltic Emerging Central European Less disciplined
states countries CEE countries

The thirteen axes represent the following sub-indices from 1 through 13: 1. existence of binding budget rule; 2. timetable of fiscal decisions; 
3. budget planning; 4. persons responsible for reconciliation of disputes stemming from holes in the budget ; 5. the relative clout of the houses of
legislation; 6. legislative limits to amend proposals submitted by the financial government; 7. voting schedule; 8. Clout of executive power and
Parliament relative to one another; 9. Role of the President of the Republic in the budgeting process; 10. flexibility during execution; 11. reshuffle
between expenditure chapters; 12. reallocation of unused funds to the next year; 13. proceedings in case of deviation from fiscal deficit target.

Source: Own calculations based on Table 7

(1) Preparations phase
(2) Legislative phase

(3) Executive phase
Gov't Centralisation Index

Estonia Latvia
Lithuania

Slovakia Slovenia
Bulgaria

Hungary. Czech Republic
Romania Poland
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order to establish how much the EU8+2 coun-
tries can make accurate planning and maintain
fiscal discipline in the medium term. Positive
deviations from targets – smaller actual deficit
or bigger actual surplus – are to be interpreted
as stricter fiscal discipline, representing better
performance than projected. (See Chart 4)

The analysis of deviations clearly shows that
Hungary's financial government is either very
inept at planning or negligent in its objectives,
which by the way was heavily criticised by the
OECD (2006). The actual budget deficit came
in at more than 4 per cent higher in terms of
GDP on average in comparison to the annual
deficit target, but in 2006 the gap increased to
6.5 per cent of GDP. Poland and Slovenia were
the only other countries where underplanning
wase detected, but their averages were much
lower (1.4 per cent and 0.8 per cent, respective-
ly). In Slovakia, budget performance was dam-
aged by fiscal easing stemming for the govern-
ment crisis in 2004. The other EU8+2 countries
typically deviated from their respective deficit
targets in the positive direction each year.

SUSTAINABILITY OF FISCAL POLICY

Sustainability simply means whether a given
process, activity, or policy could be maintained
either in a definite or indefinite future. When
something is rated as unsustainable it repre-
sents an expectation that certain phenomena
might halt or altogether extinguish mecha-
nisms that have been working fine. Translated
into budget policy, it means that if the (pri-
mary) budget balance records constant deficit,
it will increase the portfolio of public debt.
And due to an increasing debt ratio, govern-
ment bonds representing the debt will become
riskier in terms of redemption and interest pay-
ment. Therefore, the sustainability of budget
policy is primarily subject to real interest rates
and economic growth.

Croce and Juan Ramon (2003) designed an
indicator for fiscal sustainability (IFS – indica-
tor of fiscal sustainability) as follows: 

,

Chart 3

CORRUPTION PERCEPTION INDEX 
(10 the best, 0 the worst) 

Source: Transparency International, http://www.transparency.org/policy_research/surveys_indices/cpi, Downloaded: 16 June 2007
Note: EU-15 registered between 7 and 9 in 2006.
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where 
pst represents the actual surplus of the pri-

mary balance, 
ps* represents the primary balance target,   
bt-1 represents the legacy debt ratio, 
b* represents the target of total public debt, 

rt represents real interest rate, 

t
real represents real GDP growth.

The absolute value of IFS is to be compared
to 1. When |IFS| < 1, then fiscal policy con-
verges to sustainability.

Blanchard (1990) has developed a number of

Chart 4/a

EXTENT OF DEVIATION FROM DEFICIT TARGETS, 2002–2006 
(as a percentage of GDP)

Source: author's own calculations based on PEPs, convergence programs, and EUROSTAT data

Chart 4/b

AVERAGE AND DISPERSION OF DEVIATION FROM FISCAL DEFICIT TARGETS, 2002–2006 
(as a percentage of GDP)

Source: author's own calculations based on PEPs, convergence programs, and EUROSTAT data
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indicators to define sustainability that are espe-
cially important because they analysis stability
from the revenues side too. The primary gap
indicator is represented by (I.), comprised of
the difference of structural primary balance (

~
d)

and the actual deficit in terms of GDP:
~
d = ( t – rt)*bt ,

primary gap =  
~
d – dt = ( t – rt)*bt – dt,, 

If the difference is less than zero, then an
excessive fiscal deficit destabilises fiscal policy.

The tax gap indicator (II.) assesses the dif-
ference between structural tax rates (~ ) and
actual tax rates ( t):

~= gt – ( t – rt)bt, and
tax gap t – ~ = t + ( t – rt)bt – gt 

If the tax gap is less than zero, then the current
tax revenues are insufficient to create balance.

Looking into the sustainability indices
between 2000 and 2005, the following facts can
be discerned of the fiscal sustainability of the
EU8+2 countries:

Based on their primary (fiscal) gaps,
Bulgaria and Estonia had net extra reserves in
the entire period surveyed, and Latvia in the
last two years, which would have allowed fiscal
easing. The Baltic States have been using this
surplus for personal income tax reduction in
the medium term (between 2006 and 2011), as
mentioned in Chapter 8. Lithuania reached the
state of sustainability in 2005 after steady
improvement. In Slovakia, improvement in fis-
cal sustainability had been constant until 2004,
but the fiscal easing launched as a consequence
of the government change in 2004 again swept
Slovakian public finance into unsustainability
in 2005.

In the longer run the trends seen in Czech
Republic and Slovenia have reflected promising
and continuous improvement, still they
exceeded their sustainable level of primary bal-
ance by around 2 per cent of GDP in 2005.

Fluctuating between 4 per cent and 7 per cent
of deficit in terms of GDP, Poland registered a
steadily bad performance in the form of unsus-
tainable primary deficits. In the period sur-
veyed, Hungary reflects steady downslide in
the territory of unsustainable primary balance,
except for a one-off adjustment in 2004 whose
impacts had been gone by 2005 and the over-
spending, accounting for 7.36 per cent of GDP,
could no longer be financed by internal
resources.

The tax gap in fact confirms the results of
the primary balance (see Table 9). However, it
also shows that neither EU8+2 country had
sufficient government revenues to finance
expenditures, so each had to finance their gaps
by bonds or loans between 2000 and 2005. At
the same time, Bulgaria, Estonia, Lithuania,
Romania, and Slovakia reduced their income
shortage at a considerable rate. The tax gap also
decreased in the Czech Republic, Latvia, and
Slovenia, if at a smaller extent. However, as far
as Slovakia was concerned, the same statement
was true for the tax as for the primary gap,
namely the fact of risking sustainability is also
evident in the development of the tax gap.
Poland's permanent bad performance and
Hungary's constant and deteriorating lack of
sustainability were clearly reflected by tax gaps,
as well.

Setting the absolute value of IFS indica-
tor against 1, values smaller than 1 are assessed
as evidence of sustainability. The EU8+2 coun-
tries are compared here as a single unit because
of two aspects. The first dimension is the target
value of public debt (b*), where the 60-percent
ratio in terms of GDP as prescribed by the
Maastricht criteria is one of the versions, and
the other dimension is the 40-percent cap
employed by countries applying the UK's liber-
al social model, earlier seen as an example to be
followed. These are combined with the target
value of the primary balance (ps*). In the soft-
er version, a break-even is satisfactory. In the
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more stringent version, central budgets are
required to save 1 per cent of GDP as the dif-
ference of primary revenues and expenditures.
(see Table 10)

According to calculations based on the 60-
percent Maastricht criteria, the public debts
and fiscal policies of the Czech Republic,
Estonia, Latvia, Lithuania, Romania, Slovenia,
and Slovakia are definitely sustainable, and in
this case those of Poland also seem sustainable
in any primary balance target value, because the
debt ratios of all nine countries were 15 to 45
per cent lower than the 60-percent cap in the
period surveyed.

When setting a public debt ratio limit of 40
per cent, public finance systems of those coun-
tries had become sustainable by 2005 that had a

surplus in primary balance and did not over-
shoot the limit of public debt (the three Baltic
States, Slovenia, and Romania). The Czech
Republic is the exception, because its medium-
low public debt ratio, a medium-high real inter-
est rate and economic growth offset the index.
In the case of Bulgaria, the IFS index with the
40-percent requirement reflects considerable
fluctuations in spite of a high primary surplus,
thus sustainability should not be taken for
granted out of caution. In the case of the index
calculated with the 40-percent debt cap, Poland
and Hungary are not worth breathing a word
about them: They are definitely unsustainable.

The fact that Hungary launched a fiscal
program in 2006 to make adjustments for nega-
tive phenomenon cannot be disregarded. Before

Table 9

BLANCHARD'S PRIMARY FISCAL GAP AND TAX GAP, EU8+2, 2000–2005

2000 2001 2002 2003 2004 2005 2000 2001 2002 2003 2004 2005

BG
~
d –3.16 –0.43 –1.22 0.63 –1.55 –1.3

~
: : 38 41.5 37.8 38.2

pg –2.66 –2.33 –1.32 1.53 –3.75 –3.2 tg .. .. –7.78 –8.63 –3.15 –3.4

CZ
~
d –0.02 –0.34 0.12 –0.15 –1.02 –1.44

~
41.8 44.2 46.4 47.2 43.4 42.6

pg 3.68 5.36 6.92 6.45 1.88 2.06 tg –7.88 –10.2 –11.6 –11.4 –6.78 –6.56

EE
~
d –0.35 –0.26 –0.28 –0.18 –0.29 –0.43

~
36.2 34.8 35.3 35.1 33.9 32.8

pg –0.15 0.04 –0.68 –2.18 –2.59 –2.73 tg –4.85 –4.64 –4.12 –3.52 –2.71 –2.07

LA
~
d –0.53 –0.76 –0.48 –0.74 –1.43 –1.49

~
36.8 33.8 35.1 34.1 34.4 34

pg 2.27 1.34 1.82 0.86 –0.43 –1.29 tg –7.07 –5.14 –6.72 –5.36 –5.87 –5.11

LI
~
d –1.11 –0.63 0.62 –1.03 –0.22 –0.8

~
38.0 36.2 35.4 32.2 33.2 32.8

pg 2.09 1.47 2.12 0.27 1.28 –0.3 tg –7.79 –7.47 –7.02 –3.97 –4.78 –4

HU
~
d –0.99 –1.11 –0.17 2.44 –0.79 –0.44

~
45.5 46.2 51.1 51.5 48.1 49.5

pg 1.91 2.29 8.03 9.64 5.71 7.36 tg –6.91 –7.19 –12.5 –13 –9.61 –11.2

PL
~
d 2.73 3.11 2.12 –1.95 –0.48 0.06

~
43.8 46.9 46.3 42.7 42.1 43.4

pg 4.23 6.81 5.32 4.35 5.22 4.36 tg –11.2 –14.7 –13.6 –10.4 –10.8 –10.8

RO
~
d –2.14 –1.23 –1.62 –0.17 –0.58 –0.88

~
38.5 37.6 38 33.4 32 32.8

pg 2.46 2.07 0.38 1.33 0.92 0.52 tg .. –9.77 –9.38 –5.33 –4.22 –4.02

SI
~
d –0.6 0.12 –0.21 –0.35 –0.91 –0.44

~
47.5 49 47.8 47.7 46.5 46.6

pg 3.2 4.22 2.29 2.45 1.39 1.06 tg –8.6 –9.82 –8.19 –7.85 –6.79 –6.16

SK
~
d –4.8 –0.75 0.11 –2.13 –3.01 –1.67

~
46.9 42.6 43.4 38.2 34.8 36.3

pg 7.0 5.75 7.81 0.57 –0.61 1.13 tg –13.9 –11.0 –11.4 –7.07 –4.99 –7.13

Source: author's own calculations

~= gt – ( t – rt)*bt,,
tax  gap  =  tg  =    t  – permanens

~
d = ( t – rt)*bt ,

primary  gap  = pg =dpermanens – dt
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writing off Hungary completely, it should be
examined whether or not any expected positive
impact materialised in sustainability indices in
2006 and 2007. Table 11 shows the changes in
the positions of Hungary's public finance, defi-
nitely reflecting an improving trend, although
public debt will be rising until 2008. Of course,
the decrease in the primary deficit has had a
favourable impact on the IFS index as well as on
the primary gap and the tax gap. Also, the gap
between expenditures and revenues has been

closing, also improving the tax gap. However,
the improving index values also include the
weight of decelerating economic growth and
decreasing real interest rates.

FISCAL FLEXIBILITY IN THE COUNTRIES
SURVEYED

A high fiscal flexibility on the one hand repre-
sents sensitivity to the economic environment,

Table 10

IFS INDEX, EU8+2, 2000–2005

With the Maastricht public debt criteria (b*=60) and the ideal debt ratio described by the British
liberal model (b*=40); and with break-even primary balance (ps*=0) and a primary surplus tar-
get of 1 per cent in terms of GDP.

2000 2001 2002 2003 2004 2005 2000 2001 2002 2003 2004 2005

BG .. .. .. 1.23 1.25 1.11 .. .. .. 1.06 1.17 1.07

CZ 0.94 0.87 0.84 0.82 0.91 0.87 0.92 0.85 0.81 0.79 0.88 0.84

EE 0.93 0.96 0.96 1.01 0.99 0.96 0.91 0.94 0.95 0.99 0.98 0.94

LA 0.92 0.93 0.93 0.93 0.90 0.89 0.900 0.91 0.91 0.91 0.88 0.87

LI 0.93 0.96 1.02 0.96 0.97 0.97 0.91 0.94 0.99 0.93 0.95 0.94

HU –1.20 1.20 0.45 0.51 –0.10 –5.20 –0.40 0.98 0.32 0.34 –0.60 –6.80

PL 1.14 1.05 1.04 0.80 0.77 0.90 1.09 1.01 0.99 0.75 0.69 0.83

RO .. .. 0.91 1.00 0.97 0.94 .. .. 0.92 0.97 0.94 0.91

SI 0.95 0.99 0.99 0.97 0.95 0.99 0.92 0.96 0.96 0.93 0.92 0.96

SK 0.27 0.79 0.62 0.94 0.92 0.88 0.19 0.69 0.53 0.88 0.86 0.83

2000 2001 2002 2003 2004 2005 2000 2001 2002 2003 2004 2005

BG .. .. .. 0.92 0.28 2.58 .. .. .. 0.99 0.45 2.10

CZ 0.89 0.77 0.60 0.52 0.80 0.7 0.86 0.72 0.53 0.43 0.70 0.59

EE 0.92 0.96 0.97 1.04 1.02 0.98 0.89 0.93 0.94 1.01 0.99 0.96

LA 0.90 0.91 0.91 0.92 0.90 0.90 0.86 0.88 0.87 0.88 0.86 0.86

LI 0.91 0.95 1.01 0.96 0.96 0.97 0.85 0.89 0.96 0.90 0.90 0.93

HU 0.86 0.91 1.35 1.27 1.10 1.18 0.91 0.98 1.43 1.34 1.16 1.24

PL –3.60 0.87 0.93 –16.00 1.40 1.26 –0.30 0.55 0.63 –21.00 1.54 1.44

RO .. .. 0.96 1.00 0.97 0.93 .. .. 0.91 0.94 0.91 0.89

SI 0.91 0.97 0.98 0.92 0.93 1.00 7.39 9.04 0.89 0.83 0.84 0.91

SK 2.05 1.19 1.45 1.01 1.01 1.82 2.19 1.29 1.56 1.32 1.43 2.49

Source: author's own calculations

b*=40; ps*=1b*=40; ps*=0

b*=60; ps*=1b*=60; ps*=0
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and can be regarded as a strength on the other
hand, because budget items change mostly
because of economic fluctuations and not
because of structural faults or lobby interest. 
A purely economic-driven fiscal deficit means
the long-term fiscal balance, purged from eco-
nomic fluctuations, will be in equilibrium
unless a global market collapse derails the
economy from the growth path  irreversibly.

International credit ratings agency Standard
& Poor's has devised the Fiscal Flexibility Index
(FFI), an indicator reflecting how much a
budget is suitable to fend off negative global
economy shocks, or in other words how quick-
ly and efficiently it can respond to it by modi-
fying tax revenues and expenditures. The FFI
indicators comprises the two sub-indices
Expenditure Flexibility Index (EFI) and
Revenue Flexibility Index (RFI). (Standard &
Poor's, 2007).

The EFI indicates how much fiscal decision-
makers are able to control and trim expendi-
tures at times when there is a high level of
pressure on the budget, for instance in the case
of international tax race. The EFI measures
this ability by the composition of expendi-
tures. Accordingly, flexibility is higher when
public finance spending consists of expendi-
ture classes as much as possible that could be
reduced by discretional decisions within a rel-
atively short time frame, namely one or two
years. Such classes include investments or
interim consumption. On the other hand,
interest payment or the extent of subsidies, as
stipulated by law, are hard to modify. The cal-

culation of the EFI indicator goes as follows:
A compressing factor is dedicated to each
expenditure class, which shows the extent the
expenditure item in question can be reduced at
within one or two years. Then the factors are
totalled, weighted with their rate within the
total expenditures. 

The RFI indicators measures the response
flexibility of the financial government
through revenues in case of deteriorating eco-
nomic fundaments. The index is based on the
fact that low tax rates and a low utility rate of
taxable income provide a really large manoeu-
vring space to increase revenues substantially.
The RFI index can be broken down into two
additional indices: tax productivity and syn-
thetic tax rate. Tax productivity defines the
actual tax revenue compared to the potential
tax revenue calculated on the basis of the tax-
able income, in other words the quotient of
effective taxes and nominal taxes. Strangely,
the RFI index represents flexibility when its
value is low, or in other words the efficiency
of tax collection and legislative environment
have been bad. In a dynamic approach, howev-
er, Standard & Poor's (2007) says this ensures
the potential of large-scale revenue increase if
the regulatory and control environment are
improved. 

When analysing the FFI indices (see Table
12), it is discernible that among the EU8+2
countries Estonia, Lithuania, and the Czech
Republic are able to respond to economic
shocks from fiscal aspects the most efficient-
ly, which is owing to their expenditure struc-

Table 11

HUNGARY'S SUSTAINABILITY INDICES, 2006, 2007

Primary gap Tax gap IFS (b*=60%;ps*=0%) IFS (b*=60%;ps*=1%)
2005 7.36 –11.2 –5.2 –6.8

2006 7.52 –9.7 4.13 4.71

2007 6.24 –6.24 1.32 1.45

Source: author's own calculations2; data source: Hungary's convergence program, GKI [GKI Economic Research Institution Co. Ltd.] forecasts
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tures mostly, but their revenues side is not too
inflexible, either, earning them a place among
the best in Europe (Switzerland, Cyprus,
Ireland, and Malta). In the Baltic States, Latvia
did not make it to this group only because its
flexible expenditure structure is undermined
by the inflexibility seen in the revenues side.
As for the European average, each EU8+2
country is either at the top or in the middle of
the pack. This, however, in many cases is due
less to their own flexibility than to the inflex-
ibility detected in countries that follow the
continental and Scandinavian social model – as
each and every one of them is less flexible
from a fiscal point of view than any other
European country.

Analysing the EFI and RFI indices deeper,
Slovenia, Hungary, and Poland are slightly
inflexible in respect of both expenditures and
revenues. Slovakia, however, is slightly inflexi-

ble regarding expenditures but slightly flexible
in terms of revenues. The revenue flexibility of
Central European countries is at around the
European average. The tax rates of Slovenia and
Hungary are above the European average.
However, the tax productivity of each Central
European country, with the exception of the
Czech Republic, is below the European aver-
age, mostly due to deficiencies in their tax con-
trol systems. This way, however, fiscal consoli-
dation will have some manoeuvring space by
improving the efficiency of tax control.
Revenue flexibility in the Baltic States is also
side by side with the European average because
of low tax productivity generated by
allowances granted to foreign investors.

The Baltic States have a high inflexibility
ratio in expenditures because of a lower level of
spending and a large demand for investments
triggered by their underdeveloped infrastruc-

Table 12

STANDARD & POOR'S FISCAL FLEXIBILITY INDICES IN THE EU8+2 COUNTRIES 
AND IN DEVELOPED EUROPEAN COUNTRIES BASED ON THEIR EUROPEAN SOCIAL MODEL

CLASSIFICATION

FFI EFI RFI
Bulgaria 0.6 1.3 –0.3

Czech Republic 1.2 1.8 0.3

Estonia 0.0 –0.2 0.1

Poland

Latvia 0.4 0.7 –0.1

Lithuania 1.2 1.3 0.6

Hungary –0.3 –0.2 –0.2

Romania .. .. ..

Slovakia 0.1 –0.4 0.5

Slovenia –0.2 –0.1 –0.1
Groups  developed  countries  based  on  Social  European    Models

Scandinavia –1.1 –0.3 –1.5

Liberal 0.8 0.7 0.6

Continental –1.4 –1.5 –0.8

Mediterranea 0.7 0.1 1.0
EU8+2-ggroups

Baltic 0.9 1.3 3.0

Central Europe 0.0 0.1 0.0
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ture. Among Central European countries the
expenditure structure of the Czech Republic is
extremely flexible because of a high ratio of
government investments, while the expendi-
ture flexibility of the other countries is greatly
damaged by excessive debt obligations or social
expenditures.

FINANCIAL EFFICIENCY OF BUDGETS IN
THE EU8+2 COUNTRIES

Tax wedge calculations indicate clearly that the
governments in Bulgaria, Slovenia, and
Hungary need outstandingly high tax burden
to finance their responsibilities. The lowest tax
wedge figure is seen in Romania and Slovakia,
having fallen since 2000 on the back of the
implementation of a flat-rate tax system and
dynamic FDI influx. Poland had had a declin-
ing trend until 2004, but the government
change then meant a different course in tax
policy, too. When the average and dispersion of
these values are analysed, it becomes clear that
Slovenia boasts the most stable extent of tax
revenue demand. The Baltic States fluctuate
steadily around 20 per cent, and reflected a
slightly declining trend between 1999 and 2004.

Due to tax cut plans, this trend is expected to
continue in 2008/2009 for the medium term.
Another common feature in the Baltic States:
In the period surveyed, a constant shift was
seen between major tax categories at the
expense of personal income tax. The same is
true for Hungary and Slovenia, as well.
However, the considerable dispersion in
Slovakia and Romania should be regarded as a
positive signal, because it has been the result of
a tax reform to improve efficiency (by trim-
ming the tax wedge by 8 to 10 percentage
points).

EVALUATION OF THE AGGREGATE 
PERFORMANCE OF THE EU8+2 FISCAL 
POLICIES

The ranking in the fiscal race of the EU8+2
countries came in as seen in Table 13. Overall,
Estonia pursues the most efficient fiscal policy,
showing some lag in respect of fiscal flexibility
and financial efficiency only. Hungary and
Poland have the worst results, taking the low-
ermost spots in all five categories. The leader-
board provides evidence also in the EU8+2
group that the British liberal model could lead

Table 15

BREAKDOWN OF THE FISCAL STRUCTURE SUB-INDEX

s11 s12 s13 S1 s21 s22 s23 s24 S2 s31 s32 S3 (S1+S2+S3)/3
BG 4 7 6 5.67 7 1 8 7 5.75 2 2 2 4.47

CZ 7 4 5 5.33 8 10 9 10 9.25 8 7 7.5 7.36

EE 2 1 1 1.33 5 4 10 1 5 1 1 1 2.44

PL 8 10 9 9.00 6 8 1 5 5 7 9 8 7.33

LA 5 2 3 3.33 3 3 4 3 3.25 3 3 3 3.19

LI 3 2 2 2.33 2 6 7 6 5.25 4 5 4.5 4.03

HU 10 9 10 9.67 9 7 2 2 5 10 10 10 8.22

RO 1 5 4 3.33 1 2 6 9 4.5 6 6 6 4.61

SI 9 8 8 8.33 10 9 3 4 6.5 4 4 4 6.28

SK 6 6 7 6.33 4 5 5 8 5.5 9 7 8 6.61

Forrás: saját számítás



PUBLIC FINANCES – Monetary and fiscal system 

432

to a more efficient set-up than the continental
social model. Having implemented the euro
first in this group, Slovenia also came in the
rear third. In her case, it was the lack of space
for fiscal manoeuvring that really pulled down

her performance. In respect of the structural
composition of the budget, institutional effi-
ciency, and sustainability, Slovenia takes a spot
in the upper half in the ranking of the EU8+2
countries.
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actual impact of this tax cannot yet be regarded as
considerable because of various tricks applied to
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2 In line with the principle of caution, real interest rate
for 2007 was calculated from an 8.5-percent nominal
lending rate with 9 per cent in 2006 taken as the
starting point. [pst : 2006 – (-5.3)%, 2007 – (-2.4)%;
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TThe 18-month history of Gazdasági Versenyképesség Kerekasztal [Economic
Competitiveness Roundtable] has clearly shown that it takes a huge amount of
naiveté to regard an across-the-board tax reform or even a barely perceptible
change in the taxation system as a matter of the profession. In the nationwide
series of debates – or rather, with a little malice, a cacophony of voices – about how
to improve the taxation system, there are only a few points that seem to have gen-
erated a wide-scope agreement. Unfortunately, most of them are general slogans,
such as “lower tax burdens are needed”, “tax competitiveness of the Hungarian
economy”, and “the Slovak and Baltic examples should be followed”, or simply
“the taxation system should be simplified”. It's impossible to achieve all these
goals simultaneously, nor it is easy to interpret them, and the apparent accord only
lasts until discussions into the details are started. 

Early 2007 many jumped enthusiastically at the preparation works of yet anoth-
er tax reform in Hungary, and even delivered a number of proposals by the end of
the year. These had been devised in various workshops, and even though they had
some common components, they recommended opposing solutions for a number
of significant reform components. Each proposal was shelved eventually, but at
least the general public had the chance to familiarise with the new concepts and
hold one group accountable for the lack of property tax, the other for the post-
ponement of a flat tax system, and the third for obstructing a generous tax cut. 

The authors of the proposals had no illusions. They tried to adapt to the gener-
al view of the profession, but were unable to do it fully in either case. The gener-
al view of the profession can be described best by the aforementioned demands,
which, however, can by no means be regarded as consistent. These are fancy slo-
gans – of new-like solutions that have not necessarily been successful in other
countries – but they lack international comparisons or feasibility studies in
Hungary, nor are there any works about them that Pénzügyi Szemle [Public
Finance Quarterly] would have published to demonstrate that there is no ultimate
truth about tax reforms (or, in a humbler approach, the taxation system itself); and
that a none-too-certain accomplishment of the expected results does require a
giant leap – straight into the great unknown.

We have compiled the present issue of Pénzügyi Szemle [Public Finance
Quarterly] with a conscious effort to selecting studies that give our avid readers

Crossroads 
or roundabout?
Foreword to the taxation policy compilation of
Public Finance Quarterly
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food for thought in almost all the important issues in the Hungarian taxation
debates of 2007/2008. We harbour no illusions, either. Now in the summer of 2008,
there is very little chance for a substantial restructuring in the Hungarian taxation
system, as members of Gazdasági Versenyképesség Kerekasztal [Economic
Competitiveness Roundtable] have indeed learnt from their experience. Chances
for reforms are slim because there is no consensus among the profession as to the
future of almost any of the taxation components1. And because more substantial
changes are definitely rejected by at least three factors – or counter-opinions
voiced in influential ears. And it's not even politics that takes the top spot. 

International economic organisations urging fast-paced stabilisation in
Hungary do not support any tax reduction before they are absolutely certain that
the anticipated drop in the fiscal revenues triggered by such an action will not
jeopardise the objectives of the convergence program even in the short term. They
are probably happy about promises of an improvement in competitiveness in the
longer term, but seem to stand to their strict principle of “a bird in the hand is
worth two in the bush”.

In the Hungarian economics profession there is a very strong resistance to
concepts of reduction in taxes and/or social contributions even though tax
reforms are loudly supported by enterprise groups and encouraged by most
major-league players in politics – verbally, at least. Those sceptic experts, howev-
er, fear not only an end to the overfunding of social transfer systems as a conse-
quence of a substantial cut in public contributions but are concerned that the wel-
fare system will collapse. In their main argument they say high-profitability
labour deserves a generous social benefit system, just like in the Scandinavian
states. However, the question is how strong this connection is the other way
around. In other words, can a pricey and generous social system improve the qual-
ity of labour, or all there is to say is that high-profitability labour will indeed pro-
duce the higher costs of a quality social system? These two arguments or concepts
are far from being equal, because the improvement in the quality of labour is ques-
tioned in the first, but the second one explicitly builds on such an improvement
in labour quality.

Politics is the art of scales, even more so when somebody hurls himself or
herself into it with appropriate support and long-term thinking. A thorough tax
reform, however, will earn the government many more foes than friends. The
explanation is simple: A tax reform will burden many players in the economy with
additional costs in the short term, at the same time reducing the burdens of much
fewer players. Of course, later many more will reap the fruits of faster economic
growth generated by tax reform, but before that the government has to execute
the reforms precisely against them. Also, the 'distributional coalitions', aptly
described by Mancur Olson, can form quickly in rejection of the proposed
reforms. Even all the six two-party combinations can develop separately among
economic players A, B, C, and D to fight six different reform measures2. A duo
would fight the implementation of property tax, two other players would stand
up against plans to make the fiscal burdens of company car use transparent,
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another two-party coalition would fight the additional 4% corporate tax, another
would act to prevent consistent and accurate wealth examinations, and yet anoth-
er duo would try to thwart the simplification – or the abolishment – of the cur-
rent plethora of tax allowances. This way our imaginary model would have six
miniature distributional coalitions without a word mentioned of a very wide vari-
ety of coalitions on the expenditures – or distribution – side. 

Planned for 2009, the Hungarian tax reform was stranded the moment of
launch not only because of primary political reasons, such as the break-up of the
government coalition. Secondary political factors3 played a much more significant
role. The tax reform concepts – for instance those developed by Gazdasági
Versenyképesség Kerekasztal [Economic Competitiveness Roundtable] and GKI
Rt. [GKI Economic Research Co. Ltd.]4 – were ab ovo tabled within a concept of
interconnected packages. It means that a reduction in tax burdens in a given scope
were to be offset by increasing taxes or abolishing tax allowances in other scopes
in a “break-even” approach. The authors of the concepts tried to align the planned
steps of the tax reform to prevent the fiscal balance from deteriorating, because
the precondition said the tax reform concepts should not address the entirety of
fiscal policy, let alone the expenditures side. This latter had been regarded as a
political issue right from the start, one which politicians had no intention of let-
ting the economics profession manage at a substantial extent.

Then, it was not before long that it became clear that the restructuring in the
revenues side was also a political issue. The assumed close correlation between a
reduction in social contributions and job creation was not – and has not been
since – accepted by all professional and political players. Due to the outcome of
the referendum in the spring of 2008 and the ensuing changes in the government
setup, government parties were explicitly scared of socially unpopular reforms, in
particular those that could have undermined the redistribution positions of cer-
tain influential groups or sectors (farmers, families with various income positions,
foreign investors, construction industry, financial sector, etc.). Any significant
restructuring in the Hungarian tax system could interfere with the interests of
significant social groups, and no one in Hungary is willing to take on additional
burdens even if very attractive promises are made. And there are many in the
community of tax advisors and auditors as well as in the government's fiscal appa-
ratus who believe the danger of destabilisation of the taxation system is greater
than there are advantages in a top-to-bottom re-tailoring of the fiscal “suit”.

It is not the objective of our articles addressing taxation issues to increase the
scepticism outlined above. A thorough restructuring of the Hungarian tax system
is inevitable in the longer run because of cost competitiveness requirements.
However, because of the political term but also under the pretext of the strict bal-
ance requirements of the convergence program, what is heard loud and clear in the
cacophony of voices can still be delayed in the next one or two years. Namely, that
some kind of a tax reform – with a redistribution of the burdens in a way to favour
enterprises – will be a must for the country.

Ms. Katalin Botos's article tells us that the problems of public burdens have
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raised the interests of nearly all former great economists. The three core functions
of the taxation system – namely the roles of allocation, redistribution, and stabil-
isation – have to be achieved in such a way that they balance each other. Corporate
interests attached to the first role, those of the society linked to the second, and
those of economic policy inseparable from the third can only be aligned and har-
monised by a government acting with a firm hand against distributional coalitions,
and this is the point where this study in the development of theories could help
readers understand analyses addressing the present at the same time seemingly
making no references to current events. 

The article authored by Péter Elek and Ms. Ágota Scharle has a role in our
compilation: to help dampen the cacophony-feeling of the debate about the
restructuring of the Hungarian tax system. Some participants in the debate not
only publish their views, but take the liberty of explaining some of the basic – and
widely recognised – theorems in the economics of taxation to their own taste or
have even re-interpreted them to suit their goals. The authors provide a summary
of the theory of optimum taxation that draws the attention of the readers to the
fact that there is no such thing as a single optimum taxation system, primarily
because requirements for the taxation system (for instance, the criterion of fair-
ness) cannot be interpreted identically across the entire society. 

Of course, there are better and worse solutions within the various packages, but
none of them provides an optimum solution, not only for theoretic but also for
practical reasons: Micro- and macroeconomic impacts of changes in the tax sys-
tem cannot be measured accurately, nor can the role of impulses received by play-
ers in the economy from the fiscal system be assessed fully.

According to the growing majority of the profession, the restructuring of
the Hungarian tax system is of public interest because the system in effect in 2008
serves the country's competitiveness in foreign direct investment and, in a close
correlation, its macroeconomic stability at a decreasing extent. The study by
Gábor Kutasi sheds light from multiple aspects to the fact that Hungary has fall-
en behind in the international tax race primarily due to bold reform measures
taken by neighbouring countries. Hungary cannot sit idly for long as the attrac-
tion for foreign direct investments in Slovakia or Romania is being increased and
traditional Hungarian advantages in competitiveness (the quality of labour com-
pared to its costs, and a favourable geographical location) have become increas-
ingly apparent in these countries, as well. 

The conclusions drawn by Gusztáv Báger and Gyula Pulay depict a similar
path but put an even larger emphasis on the time factor. Namely, the new tax
legislation has to be in place by 2009, which enforces social fairness in addition
to improving economic growth and competitiveness in such a way that the tax-
ation system should also become more efficient in the process. These require-
ments, however, have not been met equally in neighbouring countries.
Therefore, it should not be neglected that servile copying of the Slovakian tax
system does not necessarily result in a better tax system in Hungary if all three
requirements are to be met simultaneously and equally.
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The structure of the taxation system will necessarily influence the longer-
term path of economic growth. Aspects to the tax debate are delivered by Ms.
Adrienn Erõs that have been hidden in the background even though their assess-
ment may help prevent economic policy from leading to other dead-ends in devel-
opment. Two important issues are raised here. One of them is the necessary extent
of fiscal burdens. Wagner's Law5 is supported only partially by international data,
but it seems very likely that public services of higher standards and easier access
are required in a more developed economy. 

The question arises whether a consistent downsizing in public service could be
the only way of progress. This endeavour can only be justified in an Eastern
European context where it has to (or can) be assumed that part of the public serv-
ice institutions are operated inefficiently and irresponsibly (perhaps even with
some corruption in play) and that these institutions can no longer be reformed. If
new bases can be established for their operations, and education, health care or
law enforcement can meet actual social demands as a result, then the concept that
the society would be willing to pay more for these services is justified.

Securing government revenues, taxes and other contributions are not necessar-
ily neutral to growth, in other words it does matter how they are weighted with a
view to achieve faster growth. Ms. Adrienn Erõs's study highlights tax types (such
as social security and other contributions on wages, as well as property taxes) that
could hold back the longer-term growth of the Hungarian economy. So, the
strategic dilemma emerges whether a faster growth could be elevated as the num-
ber one priority in economic policy if sacrifices in social policy must be made in
the short term in order to accomplish the objective. 

Asset taxes and property taxes in particular6 are an important component in the
tax system of developed countries – with a higher level of development than that
of Hungary – that have well-operated taxation systems. These taxes have multiple
functions. Not only they ease the burdens on labour costs, lowering the implicit
costs of labour for employers in the process, but they could create funds locally
to finance municipalities. Many experts argue in favour of property taxes because
visible assets – which in some cases have been accumulated from illegal moneys –
would enter the system of public burdens, making taxes fairer.

Gazdasági Versenyképesség Kerekasztal [Economic Competitiveness
Roundtable] has also affirmed the numerous professional advantages of property
taxes, yet has taken a stand against their implementation in Hungary. The board
based its rejection – born out of practical rather than theoretic considerations –
on three main reasons. Firstly, it would be expensive and lengthy to assess each
and every residential property in Hungary, and the result would be inaccurate.
Secondly, the average income and/or asset position of a significant percentage of
the Hungarian population is in sharp contrast to the value of their real estates (for
instance, due to mass selling of council-owned homes at discount prices in the
1990s, the majority of which are owned by low-income pensioners). As a conse-
quence, substantial social exemptions should be built into the system. The third
counter-argument focuses on law-abiding taxpayers: Taxing property assets creat-
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ed out of taxed income in reference to real estates hidden from taxes may cause
moral and economic damages, and may even disturb balanced operation in the real
estate market.

The study authored by Gergely Kiss and Gábor Vadas gives an expert
overview of arguments in favour of value-based property tax, and one of its
strengths, apart from taking serious counter-arguments from the profession into
consideration, is a concept of taxing residential property in Hungary. The authors
propose to resolve the dilemma of property appraisal by a “self-reporting” system
where the tax authority would have the final say in case of unrealistic tax returns.
This does not seem to be a very practical design, because the tax authority would
be faced with an impossible task when many would try to categorise their prop-
erties as low-value (for instance because their real estates are of substandard con-
dition), forming a kind of an 'obstruction coalition'. Part of the real estate pool of
Hungary (for instance, run-down apartments in housing blocks in former indus-
trial towns of the Communist era that have been vacated on a mass scale, or aban-
doned and unmarketable homes in villages of declining population) cannot be
appraised at market prices in the first place. Therefore, the proposal outlined by
Kiss and Vadas should be complemented by a solution where the government
would be given the right of first refusal at the prices estimated by the owners. 

Other potential counter-arguments are also covered by the concept thought-
fully. The study also tries to find a solution for the problems of low-income pen-
sioner homeowners by offering a subtle system of exemptions, and would create
the option of deducting property tax from personal income tax in order to pro-
tect those that pay high personal income tax. 

An increasing number of countries try to link personal income tax with capital
gains tax, but Péter Halmosi underlines that no ideal solutions have been designed
in the most developed countries that boast the highest level of success in terms of
fiscal policy. What is certain is that too high taxes on labour income could encour-
age their transformation into capital gains, and also that increasing the tax rates
on capital gains – say, in deference to fairness – could cause macroeconomic dam-
ages as the propensity to make domestic investments declines. 

Ms. Mária Lakatos shows in her study that contributions for social security
and similar functions cannot be used merely to meet social demands or correct
distressed social standing, because an excessive demand for solidarity could dis-
courage employment. Social security and pension contributions are in many
countries combined with the system of personal income tax at some extent. Since
contribution rates are identical, any increase in their role could hamper the pro-
gressiveness of the personal income tax system. 

Apparently, the studies authored by Halmosi and Ms. Lakatos have several com-
mon points. According to their experience, a tighter system of taxes and contri-
butions could lower the number of taxpayers, and experience gained in Hungary
in 2007 and 2008 has demonstrated that stricter control and enforcement can only
increase the tax base at a limited extent and at relatively high costs. Therefore,
components that encourage legal employment and tax payment should be given
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priority. And once this apparently logical conclusion is accepted, the next step is
to take sides in one of the most popular theorems regarding taxation. 

The existence of the Laffer Curve is taken for granted by many, although no
one has ever managed to prove this bell-shaped non-linear correlation7 between
tax rates and tax revenues. Therefore, the theory is true either partially, or in a
modified form. If, however, it is proven, debates in tax policy will be given addi-
tional ammunition regarding the widely publicised assumption that lowering the
tax burden might increase the tax base significantly. 

Authors Spiegel, Kogan and Templeman try to get closer to the truth in their
article by re-interpreting Laffer's original and popular theory. Their rather con-
vincing analysis suggests that the Laffer Curve in fact acts a complex curve of
multiple local maxima. If it is true, earlier verification attempts could have been
contradictory because they analysed the development of the curve between cer-
tain tax rates. 

The starting point for the analysis of the three authors also deserves acclaim.
Their overview of past analyses about the Laffer Curve underlines two serious
faults. Acknowledged in a wide scope, the theory of the single-peak curve is in fact
the result of another fault in logic. Spiegel and co-authors have shown that a dis-
tinction should be made between individual and aggregate Laffer Curves, which is
a highly important step because the Laffer Curves of individual taxpayers or tax-
payer groups could be very different, and changes in their proportions might
influence the behaviour and shape of the aggregate Laffer Curve substantially. It
would be particularly interesting to see in the calculations of Hungarian tax
reform concepts how differently social groups newly included in the taxation sys-
tem will act when the tax base is extended in comparison to what has been
assumed for a smaller tax base on the basis of the aggregate Laffer Curve(s) avail-
able for Hungary so far.

* * *

When selecting the studies of this thematic compilation, we had no intention to take
sides in the all-important conceptual or technical issues of the debates regarding the
Hungarian taxation system, all we aimed to provide was fuel to encourage or speed
up collective thinking. That the majority of the profession demands tax reforms loud-
er and louder while at the same time being unable to agree upon a common minimum
of the reforms cannot be held much longer. Meanwhile, one half of major-league pol-
itics is emphasising the political obstacles of reforms, and the other half is trying to
raise the stakes by coming up with new tax reform ideas some of which seems to be up-
to-date but others look downright adventurous, to say the least 

To consciously use a mixed metaphor: It was time to steer the car of the Hungarian
tax reform, wandering in a roundabout, to one of the exits so that it could accelerate.
And the make of the car has not even been made clear yet…

Ádám Török
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NOTES

1 Including, but not limited to social contribution reduction, property or asset tax, flat or mul-
tiple-rate VAT with higher or lower rates, personal income tax, minor taxes, duties, tax
allowances, “green taxes”; connections between black economy and the taxation system;
control issues.

2 This is just very simple example. Let's imagine how many reform measures can be objected
by, say, 30 players that form seemingly small but all the more vocal coalitions. These are also
'distributional coalitions', because they stand up in favour of preserving the current distribu-
tion system.

3 Here primary and secondary refers to the difference in perceptibility. Behind the coalition
break-up there were (could be) reasons related to tax reforms as well, but minor chores to
sabotage tax reforms had been made by many in the background much earlier.

4 This latter is known in the professional community as “supergross design”.

5 The size of the government increases as the per capita GDP grows.

6 Imposed on residential real estates. Its implementation in Hungary, however, would be ham-
pered by frequent mix-up of private and company assets, such as in the case of company cars.
As a result, taxing residential properties raises an ethical issue. What should the tax authori-
ty's stance be in cases where someone is living in a high-value residential property which he
rents at a low cost on the basis of a fictitious lease agreement, especially when the company
that lets the real estate is controlled by the individual himself? The question arises how com-
pliant it would be with the constitution and the freedom of business agreements if the tax
authority defined the realistic nature of rent contracts.

7 According to Arthur Laffer's intuitive but limitedly proven theory, the correlation between
tax rates and tax revenues turns around beyond a certain point where any additional increase
in tax rates will reduce tax revenues, but any reduction will increase them. An uncertainty in
technical terms should be clarified here. Talking about the Laffer Curve, many refer to a sin-
gle-peak parabola that describes the correlation between tax rates and tax revenues, others,
however, use this expression for all functions describing any such connection. Here the lat-
ter version is used, which does not indicate a pre-defined form of the “curve” even if the
name Laffer Curve is used.
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I

Katalin Botos

Tax theories – what is the
message of the history of 
theories for today?

In modern economy social policy is at the highest
level in the  hierarchy of policies. All other poli-
cies: the economic policy, sectoral policy, includ-
ing the industrial and agricultural policy, trans-
port policy, energy policy, monetary and fiscal
and foreign exchange policy as well as science pol-
icy must serve social policy purposes. 

The political forces with the popular mandate
to govern must have a clear vision about the soci-
ety they want to create and about the main char-
acteristics of that social concept. Namely, whether
individuals or families are its basic units, whether
income differences are small or large, how public
welfare is interpreted, and whether it expects
more or less from the state. As a matter of fact, the
whole constitutional system must indicate an
ideal social structure to be achieved and it is the
obligation of the prevailing power to make every
effort to further that. The constitutional system
adopted after the change of regime was, as a mat-
ter of course, civic democracy based on the respect
of private property.

Economic policy as a whole must aim to
implement the selected social concept.

Civic democracies have several different mod-
els. Some are based on laissez-faire society, while
others, striving to build a welfare society, assign
greater role to the state. The model of social mar-
ket economy, the one that Hungary chose, in the-
ory, after the change of the political system, had

developed from ordo-liberal ideas. In this model
the economy is left to be shaped basically by mar-
ket forces, but a strong social net is operated.

These are naturally ideal forms, nevertheless,
there are several developed countries which fall
into one or the other  category. 

BUDGET AND TAX POLICY

In Hungarian practice, the various political
groups have highly different views on the actu-
al form of social market economy. It is practi-
cally one of the obstacles to Hungarian devel-
opment that the model is very differently inter-
preted by the different governments one after
the other. As a result, there is no uniform
framework for changes.

In any case, financial policy, both monetary
and budget policy, has an important role to play
in implementing economic policy.

The budget, in principle and in theory, is a
tool to implement economic policy, including
tax policy. 

In principle, because – as István Hetényi cites
– theories are never realised in their pure form,
for the current tax systems are always devel-
oped as a result of lobbying activities. (Hetényi,
2006, page 14) The expenditure side also
changes as a result of political fights.
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According to the classical theory, fiscal pol-
icy has three functions:  allocation,  redistribu-
tion and stabilisation. Allocation and stabilisa-
tion are essential factors influencing specifical-
ly economic policy, while redistribution is
mainly important for social policy. We must
say, at the same time, that it is also extremely
important for economic policy, it benefits from
it as redistribution helps those not represented
on the demand side to become people with dis-
posable income, and by doing so, provides a
market for a number of productive sectors
when otherwise they could not have re-chan-
nelled their savings which found no investment
opportunities as profit into economy.

The function of allocation is to handle the
imperfections of the market. “The market is
not able to ensure the supply of public goods,
because individuals cannot be excluded from it
which may give rise to free riding... [...] There
may be under-consumption in respect of cer-
tain goods (national defence) and over-con-
sumption as regards others (energy carriers).
Through its allocation function, the state is
able to approximate the demand and supply of
these goods to the social optimum.”
(Orbán–Szapáry, 2006, page 7) The above-
mentioned areas represent state functions in
the most traditional sense. Public funds were
used already in the ancient world to build
roads, water systems by soldiers who were
themselves – in certain cases –  also financed
from public funds. The question can be raised
now whether certain infrastructure invest-
ments could nevertheless be financed from
extra-budgetary resources, using private funds
perhaps with some sort of budgetary guarantee.
So much the more because the “poor govern-
ment – rich people” problem has become regu-
lar in the developed economies. If we take into
consideration the magnitude of the budget
deficit in some EU-countries, while the popu-
lation (of the euro-zone) makes a more than 10
per cent saving on its income, it is understand-

able that governments struggling with high
deficit are trying to put more and more burden
on the private sector. This is the backdrop for
the PPP-schemes (public-private partnership).
Putting the burden of financing on the private
sector can only be successful if private savings
are really significant, if there is abundant free
capital and if investors consider it a good
investment that the state leases the completed
project from them. It means that the sole bur-
den on the state is the current cost of the leas-
ing. What happens is that the income flow is
reversed via the government guarantee: the pri-
vate sector pays tax to the budget, and the
budget rechannels it to certain individuals in
the private sector in order that they provide
public services from private investments. With
the PPP-scheme the government is relieved of
the burden to make the one-off capital invest-
ment. It is true, however, that the price to be
paid by the state in a given case is an endless
debt during the “repayment” of which taxpay-
ers are to pay not only for the public service
itself but also for the profit of the private com-
pany for perhaps an infinitely long time.

Income differences can be moderated by the
state through redistribution. This can be done
through the tax system or via direct transfers.
There are arguments to support both solutions.
Direct transfers can be more targeted, while
allowances tied to tax provide a better incentive
to work since they can only be granted to those
who have a taxable income.

The third, the stabilisation function, is –
strictly speaking – an economic task. Its pur-
pose is to dampen the fluctuations of the eco-
nomic cycles through automatic stabilisers.
The tax system bears the brunt of that.
Progressive income tax does not only play a
part in redistribution and proportionate public
burden-sharing, but it may have an effect of
flattening the economic cycles. The modera-
tion of fluctuations may increase the potential
output of the economy. The market always has
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“a cleansing effect” – but it does matter what
losses are incurred by society as a whole.
Smaller fluctuations represent smaller adjust-
ment losses.

A LITTLE HISTORY OF TAX THEORY

For the men of our times tax is the natural
powers of the state, a tool which can be used by
governments with a parliamentary majority,
without further ado, to implement their eco-
nomic policy and political concepts.

This situation is the “result” of historical
development. The inverted commas are justi-
fied here, because in several cases, the above
opportunity is – regrettably – not only used but
abused by governments, and their aims do not
necessarily coincide with public welfare. It is
advisable to cleanse the present-day complicat-
ed tax system from the daily detritus of actual-
ities, from the pressure to make revenue at any
expense, and examine what leading experts of
the theory of economy in the developed indus-
trial society thought about the above question
half a century ago.

First of all, it must be pointed out that the-
ory has not made the issue as simple as it
seems today: “Show me a chimney that
smokes and I will right away impose hearth
tax on it.” Theoretical experts were looking
for principles along which the amount of
resources needed by public finance could be
rationally established.

Tax interpretations 

Tax has a number of interpretations.  Back in
1885, Gyula Kautz wrote about tax: “...it will be
referred to as a civic sacrifice or gift from some
people to society as a whole, then it will be
referred to as a legal or property insurance fee;
then again as an aid to the state to make gover-

nance possible and a sacrifice of private bene-
fits for the common good, [   ] and finally as a
service for the community whereby intellectu-
al assets are exchanged for material ones and
cultural and political values for economic
ones.” (Kautz, 2004, page 129)  

Two basic approaches can be found here: the
necessity of taxation should be accepted like an
insurance principle, since that is a prerequisite
of the protection of the social order based on
private property, or alternatively, it should be
considered as the price of services which citizens
can expect from public institutions or from
public authorities in return for paying tax.

Both approaches are in a certain sense based
on private law, on the principle of quid pro
quo. This is especially true for duties within
the state's sources of revenue, although it
partly applies to administrative costs, too.
Administration, law enforcement, national
defence  “traditionally” belong to the public
domain. It should be mentioned, however,
that it is not possible to consider all police and
military costs as incurred for the public inter-
est, so in this sense they must be treated as
“insurance costs” incurred by citizens. It is
unquestionable that the operation of the army
and the police theoretically serves the protec-
tion of citizens, so there is an insurance ele-
ment in it. Strong police guarantees the pro-
tection of private property and life (in so far
as it does). The protection of the country's
territorial integrity may also mean its protec-
tion from hordes of marauders and looters.
On the other hand, since law-enforcement
organisations are subordinated to state power,
at times they may also serve partial interests.
According to the Marxist approach, they may
serve the interests of class rule, but whatever
other social and sociological theory is applied,
the police and the army may merely protect
the self-interests of the power elite. There are
several examples for that in today's world pol-
itics, especially in non-democratic societies.
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Therefore, these costs cannot fully be includ-
ed in public expenditure interpreted on pri-
vate law basis, since they do not always serve
taxpayers as a whole but sometimes only
group interests based on orders given by the
central government.

There is a need for law enforcement under
any circumstances. In so much so that the work
of the “official” organisations is not sufficient.
A good example for that is the formation of the
Hungarian civil guards by civil initiation inde-
pendent from the government. But we may
also mention the American National Guard
which serves similar protection purposes.
Attempts should be made to make sure that the
elements of community service do dominate in
the activity of the police and the army. 

As regards the essential feature of taxes con-
cerned, the general statement can be made that
it is by no means traceable exclusively to the
above-cited individualistic, private law bases. It
is their essential collectivist political feature
that they are enforceable. While in the case of
private law decisions it can be considered
whether one should take out an insurance or
buy a service, but when it comes to taxes, the
private individual is obliged to make transfer
payments for the interest of the community as
a whole and and taxes are collectable.

As a matter of course, the definition of tax
according to public law was formulated long
time ago.

“The concept of tax which corresponds to
today's interpretation had already been defined,
in its essence, by the ancient peoples which had
reached a higher development stage of the state”
– writes Farkas Heller in his book published well
over half a century ago (author's italics). (Heller,
1943, page 134) In the modern times as well as
in the ancient democracies taxes fell under ordi-
nary revenues. The boundary between private
law and public law became indistinct in the
Middle Ages. The reigning princes were engaged
in subsistence farming relying principally on the

yield of their own estates. Consequently, taxes
changed into extraordinary revenues collected
under a separate agreement. It is just the oppo-
site of the system adopted in modern states
where in most cases privately owned means of
production are used for production, there is cash
management and the state's primary source of
revenue derives from tax. In this sense, the
state's own proprietary revenues are now includ-
ed in the extraordinary category as most state-
owned enterprises in the competitive sector  as
well as the infrastructure sector have by now
been re-privatised in Hungary and in a number
of developed and emerging countries. 

It is understandable that the revenue struc-
ture of the treasury was completely different in
the Middle Ages. The medieval system was a
natural outcome of feudal state organisation, in
which there was no direct contact between the
monarch and his subjects, since the majority of
the subjects, the vassals owed allegiance to
their lords, so the monarch could only use their
services with the consent of their lords.

The “individualistic theory of the state”- to
quote the term used by Farkas Heller – has
reached its zenith in Rousseau's social contract
theory. 

TAX THEORIES

Based on the “social contract”, the state is
formed at the initiation of individuals. The
modern tax concept derives from that and it is
close to the notion of “service state” which is
becoming more and more widespread today.
According to that, tax is a fee paid by citizens for
the services provided by the state. A well-known
quotation from Montesquieu says that each cit-
izen contributes to the revenue of the state a
portion of his property in order that his tenure
of the rest may be more secure…

This is the exchange or quid pro quo theory of
taxation. Others have called it the benefit the-
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ory. According to Farkas Heller, Sully, Petty,
Turgot, Mirabeau, Justi, Krönke and Sismondi
have also held that view. Thiers has simply
looked upon the state as a huge property insur-
ance institution. (Heller, 1943, page 136) In
Emil Sacks' view, the so-called economic theo-
ry of tax does not need to be supported by any
other principle falling outside the economy (as
opposed to the collectivist political theory, i.e.
based on public law, in which the principle of
equity must be applied to establish the rates of
taxation). Accordingly, each citizen buys serv-
ices, public services in proportion to his
income and that is considered a sufficient
guidance. There is of course an element of
truth in the saying that the thief is feared more
by those who have more to lose, so it is justi-
fied that they should contribute more to the
state for its protective function. It can howev-
er be said that the principle of equity requires
that the rich should contribute more to the
community burden.  

Although based on the ability-to-pay princi-
ple, the economic theory of tax slightly differs
from the individualist approach, because it
accepts the existence of collective necessities
rather than looks upon the state primarily from
the perspective of the individual. Although col-
lective necessities clearly arise in the interest of
individuals, they cannot be felt as directly by
them as private necessities. The level of com-
pulsory services is defined by the community
rather than individuals. 

According to the so-called organic theory of
the state, the explanation behind taxation is not
the services provided to citizens nor the con-
cept of “do ut des”, “I give so that you may
give”, rather the necessity of communal exis-
tence. Tax is not raised by contributions but it
is imposed. Nevertheless, tax charge, tax burden
can rationally be realised on the basis of econom-
ic principles only. Therefore, a merely political
consideration of any kind will not be enough to
develop a consistent tax theory.

FUNDAMENTAL PRINCIPLES OF 
TAXATION 

The maxims of taxation were already laid down
by Adam Smith. (Heller, 1943, pp 139–144)

The first requirement is that tax should be
levied  in proportion to an individual`s ability
to pay. 

The second maxim is that the tax each
individual is bound to pay must be determined
clearly and not arbitrarily; it should be clear
what the taxpayer should pay. Moreover, a legal
aid centre should provide legal assistance to cit-
izens in this subject area. 

The third is that tax should be levied at the
time when the contributor has the necessary
resources to pay it. This is the principle of tax
liquidity which may be implemented in differ-
ent manners according  to the tax type con-
cerned. It is hardly possible to collect tax from
agricultural producers before harvesting their
crop. Similarly, value added tax is to be paid if
the sale has been effected. 

Finally, it is an important consideration
that taxpayers should pay as little as possible
over and above the amount it brings to the
treasury, i.e. collection should not incur high
costs, as it would unnecessarily increase the bur-
den of taxpayers.

These principle were often violated by gov-
ernments mainly by putting the bulk of the tax
burden on the poorest strata of society. The
system of tax farming, a cause for a lot of suf-
fering, is a painful memory from the past.

There are several points of departure for try-
ing to find an answer to the equality of taxa-
tion. We may start out of the fact that tax
should be charged in proportion to an individ-
ual`s ability to pay, which is a possible inter-
pretation of equality. Another way of looking
at it is that the degree of sacrifice made by each
individual should be equal. It is of course diffi-
cult to give an answer to the latter approach
from the individualistic point of view.
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The ability to pay meant levying an equal
proportion of tax on everyone. On the other
hand, the question becomes somewhat more
complicated if we consider the principle,
already cited when discussing the physiocrats,
according to which principle only net income
can be taxed. The ability to pay tax begins
where there is net income after the deduction
of production costs. In respect of employees,
the minimum “production cost” is to ensure
their own subsistence which is necessary for
reproducing their working capacity. This has
led to formulating the principle of tax free
poverty level .

By deducting the amount of the poverty line,
we get to degressive taxation. It may be debated,
however, whether the physical or social pover-
ty line should be taken as a point of departure.
The latter is obviously a changing category.
According to Farkas Heller's interpretation,
the poverty threshold may vary from one social
group to the other, assuming that people who
are higher up on the social scale incur certain
expenses required by their social status. It
would be an utterly difficult task to attempt an
objective assessment of that.

Income may derive from work or property. It
is apparent that  people who only have the
income of their work and no pension benefit
must necessarily make savings to make a living
in their old age. This has led to the division of
funded and non-funded income, or as it is cur-
rently referred to: capital-funded income and
net income from work. It was found justified
to levy higher tax on the former than on the
latter. The principle could be applied by impos-
ing a separate property tax in addition to taxing
income. Moreover, when taxes were charged on
the basis of the ability-to-pay principle, it had
to be taken into account how many members
there were in the family. It cannot be disregard-
ed that a family man must also support the
members of his family. If that is not taken into
consideration for tax assessment, family men

will be put in a disadvantageous position com-
pared to single people. This approach looks
almost as if social principles were introduced
into the tax theory, but as Farkas Heller writes:
it “is nothing else but taking the ability to pay
into account for taxation”.

The so-called sacrifice theory approaches the
issue of taxation from an other perspective. It
starts from the assumption that taxation is a
burden: a burden for everyone. The principle of
equal sacrifice would justify that the proportion
of that sacrifice should be equal. It is evident that
a rich citizen feels it less that his necessities are
limited even if his taxes are relatively high. This
logic has led to progressive tax rates. The sacri-
fice theory of taxation is economically based on
the marginal benefit theory according to which
the pressure to satisfy our needs diminishes as
the disposable income increases. It is obvious
that people will spend their income, first, on
the most essential necessities, and if they have
to pay tax, they will do it at the expense of the
least important personal expenditures. In line
with the logic of the marginal benefit theory,
the needs that can be satisfied widens with the
disposable amount, and the marginal benefit of
money decreases as income grows. The conclu-
sion has been drawn that in the different social
groups the decline in the marginal benefit of
money was greater than the increase of income.
This has given rise to the theory of graduated
progressive taxation. Scholars – including Stuart
Mill – already back in the days of early capital-
ism directed attention to the fact that taxes
should not work against capital accumulation.
It is therefore worth thinking over whether
progressive taxation is applicable for it keeps
back activity and, what is even more, encour-
ages tax evasion. Tax evasion may produce an
opposite effect to what the intended objective
is. Tax theory has thus shifted the emphasis
from the subjective to the objective basis by
focusing on similar tax brackets instead of the
person of taxpayers. With his household sur-
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veys and price level calculations, Irving Fisher
has provided measurable foundations for the
tax theory. Heller writes: “the value of money
depends on the purchasing power of the cur-
rency, it is therefore the reciprocal of the price
level”. (Heller, 1943, page 158) In different
places and under different price situation, the
value of money for households is dependent on
the price level and the income level. The mar-
ginal benefit of money for different household
groups can be well assessed by using price sta-
tistics and household statistics.

Inving's theory was refined by Ragnar Frisch.
As a result, taxation could be based on reliable
principles with theoretically supported rather
than arbitrarily established tax rates. 

Of course, graduated taxation, too, has a
downside: as regards income close to brackets
creeps changes can be erratic. It can be moder-
ated by increasing the number of brackets and
by introducing “halving” techniques for the
value limit. The progressivity of tax rates
means the application of open progression,
whereas hidden progression is used for the
deduction methods.

ONE TAX – MORE TAXES?

The multitude of taxes, no doubt, means an
inconvenience to citizens. They are incompre-
hensible, and it is difficult to measure their
consequences. That is why the idea of having
only one single tax came up as early when mod-
ern public finance began to be developed.
(There is nothing new under the sun, think of
the flat tax gaining ground today.) 

In the initial debates the first question was
who should bear the tax: the producer or the
consumer?

The physiocrat theory especially advocated
that concept, and thus would have made
landowners pay a high price for the elevated
position the landowning class in their theory on

the assumption that the only value-creating
means is the land… A more extended version of
this train of thought was having one single capi-
tal tax, since land was not regarded as the only
capital. Finally, the argument was put forward
for a single income tax starting from the principle
that everything is income that is generated
above the production costs, net income, so it is
subject to taxation. This was based on the view
that one aspect of economic life – for instance,
consumption, luxury, productivity or income –
is suitable for assessing burden-bearing capacity.

There were, however, several questions
raised against the single tax. Taxes must ensure
the growing communal needs of modern socie-
ty. Every tax type has its limitations which
must be respected in order to protect the
source of tax. It must be  a fundamental princi-
ple of all tax policies to maintain and protect
the sources of tax.

Although  we see a revival of the ideas of tax
simplification and single tax today, in practice,
the combined systems are still more widespread. 

One of the most important tasks of eco-
nomics is to create a tax system the compo-
nents of which ensure the implementation of
the maxims of Adam Smith in a well-har-
monised manner. They ensure a sufficient
amount of public revenue at low cost with pro-
portionate burden-sharing. In a well-construct-
ed tax system the possible disadvantages of the
individual tax types are compensated by the
advantages of the others and the system can
adjust to the ever-changing economic reality.

LESSONS LEARNT

The idea of the service state is not a new inven-
tion. Many before us have considered it care-
fully what can be expected from the state
looked upon as the association of free citizens,
and then what are owed to the state. It is, how-
ever, also true that taxation is one of the most
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unloved obligations in the world, a burden
which all taxpayers would like to shift to oth-
ers. The necessity to collect taxes reflects a
reverse approach: “Ask not what your country
can do for you – ask what you can do for your
country” –  but expressed in a style far from as
elegant. It means that the country, or more pre-
cisely, the prevailing government has accumu-
lated such a large extent of debts that it is will-
ing to discard the above-cited ever-precious
maxims of taxation. 

And that may be the source of serious prob-
lems. Scholars from the past warn us  

•not to overburden the sources of revenue,
•not to withdraw incentives for savings and

investment, and
•to bear in mind that the maintenance of

families and the education of children form
part of human capital costs.

The key forms of tax include today the value-
added tax, personal income tax, excise taxes,

corporate profit and dividend taxes and proper-
ty taxes. Source tax is charged on financial sav-
ings and exchange profit tax on securities.
Contribution payment also functions as a kind
of tax as it is prescribed by law, it is mandatory
for all and can be collected by public authori-
ties. In reality, social security contributions
have been removed from wages and salaries and
constitute now the forms of forced saving – in
certain arrangements combined with solidarity. 

It can be seen that the focal points of the tax
systems are shifted to consumer taxes in order
that taxes and contributions on wages and thus
the costs of production could be decreased, and
the capital relieved of too large burden. That is
perhaps the imperative of the society after
modern industry. But the third principle must
be borne in mind: we must also be capable of
maintaining our family. It is especially impor-
tant in the light of the concerns caused by the
current demographic trends.
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and in many cases the recipients do not have other
taxable incomes.
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tax not necessarily reduces the welfare of the taxpay-
er, since in many cases the tax burden can be trans-

ferred to other entities. This question is investigated
by the economic theory of the distribution of the tax
burden (tax incidence), of which a Hungarian lan-
guage overview is given by Szabó (2005). 

14 See for instance Hartman's (1985) analysis on the
taxation of capital incomes.
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Just like any theory, these theories are also
based on assumptions that simplify reality, and
the conclusions are valid only if the underlying
assumptions come true in reality, too. This can
be checked with empirical examinations, and
policy conclusions can be drawn only after-
wards. However, most empirical analyses per-
tain to the US, and conclusions that are valid
for a large, closed economy are not necessarily
valied for a small and open economy.14 The
optimal tax system also depends on the scale of

values of the given society and on the behav-
iour of the economic players, i.e. it can only be
determined on the basis of such information.
Therefore, the successful transformation, and
especially the radical reform of the tax system
can be hardly imagined without the knowledge
of the economy and society of the given coun-
try on the basis of detailed empirical examina-
tions. As we could see, such analyses have
already been prepared in a few tax fields in
Hungary, too.

1 The theoretical background is introduced in detail in
Hungarian by Csaba and Tóth (1999).

2 The shape of the demand curve also depends on this:
when the price is falling, more people are willing to
buy, while with rising prices fewer and fewer people
are willing to do so. At any price level, there are peo-
ple who did a good bargain, i.e. obtained greater util-
ity than the price of the product, but the higher the
price the smaller the number of people who can do
so. For the sake of easy illustration, we presumed
that the demand is fully elastic.

3 A Hungarian language introduction to the literature
of optimal taxation is given by Cullis and Jones, for
instance (2003).

4 This is the Ramsey rule. A product's own (cross)
price elasticity indicates by what percentage con-
sumption of said product changes if the price of the
product (other products) is raised by one percent.

5 These models assume that a unit income (HUF) is
valued higher (increases utility to a greater extent)
for a poor than for a rich household. These models
do not necessarily define the social welfare function
mentioned in the first footnote concretely – they
only conclude that the tax burden of households that
play an important role in this function should be
smaller. 

6 However, both are preconditioned by the fact that
the insured person paid contributions for a certain
period of time before claiming annuity/allowance.

7 For example, this happened in Hungary in 2005,
when the family tax allowance was abolished for fam-

ilies with one or two children, however this was com-
pensated by the increase of the family allowance.

8 And it is not possible either: it can be seen theoreti-
cally, too that the lump sum tax is not operational.
On the other hand, according to the definition the
single rate tax must be paid proportionately to the
income, i.e. the rich pay more than the poor.

9 The targeting of social subsidies can be better, since
targeting is not distorted by the tax system (which
usually considers the number and income of family
members to a smaller extent), but can be worse too,
if the authorities are unable to check the information
required for the evaluation of eligibility.

10 This may increase the underpayment error of subsi-
dies, i.e. people otherwise in need of the subsidies
would not receive subsidies due to their stigmatising
effect or the lack of information.

11 According to the standard labour supply model, if a
household is based on the traditional division of
labour, then women can choose from among paid
work, housework and free-time activities, while
men can choose between paid work and free-time
activities. Since in the case of women paid and
unpaid work are close substitutes, they react more
flexibly to changes in market wages, which is con-
firmed by most of the empirical estimates (Evers et
al, 2006).

12 In the case of subsidies given to the needy (e.g. sub-
sidies linked to means testing) there is no point in
imposing taxes with a view to improving vertical tar-
geting, since eligibility is determined with a method
that ensures much more subtle targeting than taxa-
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for the reduction of tax evasion, but rather for
the encouragement of productive investments.   

On the basis of the macrolevel data of sever-
al countries the correlation between the tax
level (or changes thereof) and the economic
indicators can be suitable to point out the aver-
age effects. For example, according to the
analysis prepared by the World Bank on the
new Eastern European member states, with a
fix growth rate the increase of the tax wedge by
1 percentage point reduces the growth in
employment by 0.5–0.8 percentage points
(World Bank, 2005). Presumably, this explains
to a greater extent that in these countries the
increase of the distorting taxes (taxes on labour
and especially social security contributions) by
1 percentage point (measured relative to the
GDP) reduces the growth rate by around 0.4
percentage point (World Bank, 2006).

However, the size of distorting or tax eva-
sion encouraging impacts can differ from coun-
try to country, wherefore the macrolevel esti-
mates cannot be linked to a concrete country.
The thorough estimation of distortion requires
microlevel information on individuals or busi-
nesses. 

Empirical examinations measure how the tax
rates or the changes thereof affect the decisions
of the economic players. The measurement is
never absolutely accurate, since even in the case
of microlevel data there are many factors that
influence the individual decisions, but cannot be
measured, or cannot be well measured. The
most accurate measurements are made possible
by those tax reforms in which the changes affect
several taxpayer groups to different extents, and
in which detailed information is available both
on the pre-change and post-change incomes. 

Several elements of the Hungarian tax system
have been analysed on the basis of microlevel
data. One of the first attempts was the study
written by Semjén (1998), which examined the
tax evasion behaviour of businesses broken
down by type of business, on the basis of the

consolidated figures of tax returns. Vidor
(2005) examined how the tax allowance on the
payment of pension fund contributions affected
the savings related decisions of households by
estimating the difference in differences on the
basis of the Household monitoring data collec-
ted by TÁRKI Social Research Institute, and by
cohort analysis. He found that savings linked to
tax allowances do not squeeze out other types
of savings, i.e. new savings may also appear as a
result of the tax allowance.

Bakos et al (2008b) measured the impact of
the abolishment of the middle personal income
tax rate in 2005 on the declared income on the
basis of individual level data from the Hungarian
Tax and Financial Control Administration. The
estimate was based on the fact that during the
tax changes introduced in 2005, the marginal or
average tax rate of different individuals changed
differently. According to the authors' findings,
tax sensitivity is higher among higher income
people. However, this sensitivity is not so strong
that it could fully compensate the direct budget
revenue loss incurred due to the reduction of the
tax rate affecting higher income people.

Little empirical research was conducted on
the redistribution impact of taxation on the
basis of Hungarian figures.13 The most impor-
tant research is the one conducted by Gál et al
(2005), which examines the balance of tax pay-
ment and welfare transfers broken down by
age. However this research does not focus on
the justice of redistribution among the people
of our age, but rather on the implicit indebted-
ness of the next generations, i.e. the sustain-
ability of the entire system of redistribution.

SUMMARY, CONCLUSIONS

It can be seen from the above summary that the
theories do not provide clear orientation on the
optimal tax system. There are still several
obstacles to the practical application thereof.
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money movements between the state agencies.
The disadvantage of the system is that it dou-
bles administration: both the tax authority and
the institution evaluate eligibility for the subsi-
dies collect information on incomes. 

In the fully integrated system subsidies func-
tion as negative taxes or tax allowances. The
administration of the entire system is per-
formed by the tax authority (expanded by the
local network of institutions). Its advantage is
that there is no double administration, and the
tax authority can determine eligibility for sub-
sidies on the basis of more accurate informa-
tion. Its disadvantage is that two contradictory
objectives are mixed up in the tax authority:
realisation of the revenues and social security.10

The extreme case of the fully integrated system
is family taxation, in which married couples
apply the tax rates and calculate the payable tax
on the basis of their collective income. This
system reduces the tax of families with children
– which can be supported by arguments of
equity –, but it also gives more to better-off
families with children than to poor people
without children. The other disadvantage of
this system is that it strongly reduces the
labour supply of the second earner in the fami-
ly.11 Finally, in terms of administration, family
taxation is significantly more complicated than
individual taxation, which increases the opera-
tional costs both for the taxpayers and the tax
authority, and may give rise to tax evasion.

If the taxes and subsidies function in separate
systems, it must also be decided which subsidies
and how should be taxed. Contrary to the mar-
ket incomes, subsidies expressly serve the objec-
tive of redistribution, they come from taxes col-
lected from market incomes, wherefore it is rea-
sonable to use the same theory in their taxation
as justified by their functions. Another aspect is
that the subsidies further reduce the labour sup-
ply, which would be further increased if they
were subjected to tax payment, and finally that
the administration costs can be reduced if people

in need receive after-tax, net amounts. This leads
to the conclusion that subsidies for the needy
should not be taxed at all, while the other rev-
enues should be taxed as allowances exempted
from the tax burden.12 Contribution payment
can be justified if the subsidy is similar to labour
income, i.e. it acts as a supplement. However,
payment can be made directly in this case, too
(the Treasury may transfer the amounts to the
social security funds) in order to reduce the
administration costs.

POSSIBLE EMPIRICAL MEASUREMENTS 

The distoring effect of taxes can also be exam-
ined with simple indicators: for example, high
implicit tax rates usually indicate significant
distorting effects and a high rate of tax eva-
sion. The comparison of the average tax bur-
den on the forms of businesses or income
deducting possibilities is also informative: it
shows the opportunties for legal tax avoidance
in the system. 

Bakos et al (2008a) examine the Hungarian
tax system with such simple methods. They
find that in Hungary the implicit tax rate is
high both in terms of labour income and con-
sumption by EU standards. At the same time,
the ratio of tax revenues to the GDP is closer
to the average, in part due to tax evasion and
the many exemptions. However, since with-
holdings on labour have a more significant dis-
torting effect than taxes on consumption, the
selective reduction of the former is the most
desirable since the demand for unskilled labour
is more elastic than the average. The most
important consequence of selective reduction
would be the growth in employment. Tax eva-
sion could be reduced if the taxes on the vari-
ous employment relationships were approxi-
mated, and the tax system was simplified. The
authors conclude that the introduction of the
flat-rate property tax would be desirable not
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TAXES, CONTRIBUTIONS AND SOCIAL
BENEFITS

In general, three types of tax revenues are dif-
ferentiated: indirect taxes, direct taxes and
social security contributions. Indirect taxes are
imposed on consumption and not incomes,
their administration is less expensive and tax
evasion is more difficult. Direct taxes are levied
directly on income from investments and
labour, wherefore they are more suitable for
redistribution. On the other hand, their dis-
torting effect is usually greater. Social security
contributions are similar to direct taxes, howev-
er, while the latter are not directly linked to
services in return, the payment of contribu-
tions creates a certain eligibility (e.g. pension,
unemployment benefit, child care allowance)
on the basis of the insurance relationship.

The markedness of the boundary between
contributions and taxes primarily depends on
the characteristics of the insurance system: for
example, in Hungary the job-seeking benefit or
the childcare allowance are based on insurance
relationship, yet their amount depends on the
size of the last income6 and not on payments
made earlier. On the other hand, pensions are
calculated with consideration of all contribu-
tions paid. Contributions payable on wages
influence the labour supply similarly to income
taxes, their effect is smaller if the correlation
between the contributions and the cash bene-
fits that can be claimed later on  is stronger
(since in this case emloyees regard contribu-
tions as savings instead of taxes). The essence
of the contribution based insurance system is
that certain welfare benefits are available only
for those people, who have contributed to the
financing of such benefits, while in the case of
taxes all taxpayers contribute to  the funding of
public goods, independent of the extent to
which they used a certain state benefit or serv-
ice. This means that the choice between the
two solutions is not only a question of efficien-

cy, but is also about how responsibility is
shared by the individuals and the community in
solving certain life situations (illness, unem-
ployment, child rearing, old age).

The primary objective of taxes and contribu-
tions is to ensure the revenues required for
public expenditures, while the objective of sub-
sidies is to correct the primary (market)
income distribution. The tools used by the two
systems overlap to some extent: certain subsi-
dies can be replaced with tax allowances or dif-
ferentiated tax rates, and vice versa.7

The redistribution of incomes can also be
achieved through taxes, contributions and sub-
sidies: when choosing among the three differ-
ent tools, it is worth considering more or less
the same aspects that determine the selection
of the optimum tax. This means that in terms
of the total social utility the best tool is the one
that can be administered less expensively, that
is more difficult to abuse, and that distorts the
decisions of the economic players to a smaller
extent. This means that it is not necessarily
efficient to deprive the tax system of all ele-
ments of redistribution,8 if the differentiation
of the tax rates or the administration of the
allowances is cheaper, if the possibility of abuse
is smaller, or the labour supply related distor-
tion is smaller than in the case of subsidies.

Taxes and subsidies are not always independ-
ent of each other in terms of administrative
costs either. In certain countries the tax system
and the subsidy system function independent
of each other, most subsidies are tax exempt
(the recipient receives the net amount of the
subsidy), subsidies are not included in the tax
return and the tax system, and typically, the tax
system does not contain discounts that serve
social purposes. The advantage of such a sys-
tem is its transparency: the revenue and redis-
tribution objectives are clearly separated, and
the actual effect (net amount) of the subsidies
does not depend on other incomes.9 Since the
subsidies are paid net, there are no unnecessary
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facilitates inspection, which restrains tax eva-
sion. On the other hand, through the applica-
tion of more than one tax types marginal tax
rates can be kept lower, which increases the
willingness to pay taxes. Having revised their
own, former model, Atkinson and Stiglitz
(1980) came to the conclusion that the reduc-
tion of administrative costs may after all justify
the application of indirect taxes. Slemrod
(1990) also draws attention to the fact that in
addition to equitableness and efficiency con-
siderations the administrative costs of tax pay-
ment and collection, as well as tax evasion must
also be taken into account, since these costs
significantly modify the tax revenues. 

In the newer models that take tax evasions
and administration into account too, a combi-
nation of indirect and income taxes is the opti-
mum solution in general (e.g. Boadway et al,
1994; Alm, 1996 or Sorensen, 2007). According
to Alm (1996), in the optimum case the con-
sumption tax rate is identical in the broadest
spectrum of products. It is worth imposing
higher than standard tax rates only on those
goods that are less sensitive to price changes
(e.g. basic consumption goods), that have neg-
ative external effects (e.g. alcohol), that are
consumed by high income people (e.g. luxury
articles), or in the case of which taxes can be
easily enforced and collected (goods versus
services). In the case of income tax a single
marginal tax rate is suggested with a tax base
defined as broadly as possible, since it minimis-
es both the administrative costs and tax eva-
sion.  In this case justice can be ensured by
exempting incomes from taxation up to a rela-
tively high level. 

A separate field of literature on optimal tax-
ation deals with the growth related impact of
taxation. This requires the modelling of the
future consequences of the one-time decisions
of the economic players: e.g. the impact of cur-
rent savings on next year's investments and
production. According to the classic conclu-

sion,  assuming an indefinite time horizon, the
optimum tax rate of capital income is zero per-
cent. The intuitive explanation is that while the
consumption tax affects decisions made within
the given time period, the tax on capital dis-
torts present and future decisions on consump-
tion, which causes a greater welfare loss even
with a low tax rate (Valentinyi, 2001). The
models that assume players with a definite life-
time and different productivity may also lead to
other consequences. For example, Conesa et al
(2007) present that the optimum tax rate of
capital incomes is not zero, but rather a signif-
icant percentage, if most of the taxpayers react
sensitively to the tax on labour income, while
they are less elastic in relation to taxes on cap-
ital: this time taxes on capital cause a relatively
smaller total welfare loss. 

In endogenous growth theories that count
with human capital investments too, the
growth restraining effect of labour taxes can be
larger or smaller than that of capital taxes,
depending on the assumed parameters
(Babiker, 2002). 

The models mentioned so far are usually
based on the assumption that the mobility of
capital among the countries is zero or at most
negligible. This assumption is rejected by the
theory of the international tax competition,
which examines which tax system can ensure
concurrently the capital attracting ability of
the country and the required revenues. These
models typically conclude that in countries
that are exposed to the tax competition both
the level of taxation and the supply of public
goods will be smaller than the optimum in
terms of social welfare (Fuest et al, 2003). In
the newer models the relative level of taxes
adjusts the capital attracting ability of a given
country not by itself, but compared to the
level of public services. As a result, the tax
competition does not necessarily forces the
introduction of decreasing rates (e.g. Ivanyna,
2007; Görg et al, 2007). 
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elastic demand, wherefore as a general rule, it is
reasonable to impose higher taxes on the non-
elastic factor or product. 

THEORETICAL MODELS

The early optimal taxation models examine
how the tax burden should be distributed
among the individuals to minimise distortion
arising from taxation, provided that there are
neither administration costs, nor tax evasions
(Sandmo, 1976).3 In these models the opti-
mum solution is that each inividual should
pay a lump sum tax depending on his or her
skills: since this tax does not grow with rising
incomes, it does not restrain surplus perform-
ance, and therefore everybody works as much
as he/she would work, let there be no taxes.
However, this model cannot be implemented
since the state has no information on the abil-
ities of the individuals, and the taxpayers
would be interested in manifesting less than
the existing ability. The second best solution
that counts with the shortage of information,
too also depends on the assumptions on
which the model is built. One of the main
approaches uses only consumption taxes,
while the other only income taxes: when
examined separately, both can be sufficent
and optimal by themselves. In both approach-
es, the optimal tax is determined how flexibly
the consumption of the different products
and the labour supply of the individuals react
to the changes in the tax rate. The signifi-
cance of social preferences is given attention
at a later stage: on the one hand, the value
that the society attributes to equality or equi-
table distribution, and on the other hand to
what extent the state is expected to ensure
welfare services.

Assuming households with the same taste –
the consumption tax is optimum if it is inverse-
ly proportional to the price elasticity of the

product:4 it can be seen intuitively, too that the
difference between consumer decisions made
on the basis of taxed or un-taxed prices is the
smallest in this case (Ramsey, 1927). In the case
of households with different tastes the con-
sumption tax can be optimum if on top of the
price elasticity it also takes into account that
the tax on products consumed by poor house-
holds (that have a major weight in the social
welfare function) must be relatively low. 

Mirrlees (1971) examines whether it is rea-
sonble to use the progressive tax system
applied in most countries. He concludes that
the more flexibly the individuals react to
changes in the net income, the less important
solidarity is for the society, and the less rev-
enue the budget requires, the smaller the tax
rates should be. In search of the optimum ratio
of direct and indirect taxes, Atkinson and
Stiglitz (1976) show that the exclusive use of
income taxes is optimal, i.e. there is no need
for consumption taxes, provided that there is
no interaction between the utility of labour
and consumption, i.e. they are separable. In
Diamond's model (1998) the income tax is
optimal – assuming individuals with the same
taste, but different productivity – if the mar-
ginal tax rate of the most productive (richest)
and that of the poorest individuals is relatively
smaller: it is better for everyone if the activity
of higly productive individuals is not
restrained by high taxes, and the tax allowance
for the poor is desirable since it supplies
resources to places the relative utility of which
is the greatest.5

In addition to the distorting effects and the
aspect of redistribution, the newer theories also
count with the administration costs of tax
returns and collection, and tax evasion, too.
These models come to the conclusion that it is
more reasonable to use several (a small number
of) tax types and less differentiated tax rates
than a single, finely differentiated tax rate.
Simplicity reduces the costs of collection and
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welfare of the poorest (min) member of the
society, and the objective is the maximisation
of that welfare. If the individual preferences are
identical, and the utility function is linear, then
there is no redistribution in the first solution,
while in the latter goods must be evenly dis-
tributed (unless non-even distribution would
increase the quantity of goods). 

The distorting effects basically come from
the fact that although the taxes increase the
budgetary revenues, they also decrease the con-
sumed quantity (consumption tax), and the
level of utilisation of the production factors
(taxes on labour and capital). The difference of
the two effects is the so called dead weight or
welfare loss. In Figure 1 the supply and demand
are in equlibirium (without taxes) in the basic
case at the price of p0, and at this price level q0
will be the purchased (consumed) quantity.
Taxation raises the consumer price (p1), where-
fore the consumed quantity will be smaller
(q1<q0). In the figure the triangle shaped area
bordered by the demand curve and the current

consumer price shows the consumer surplus,
i.e. the utility arising from the fact that some
people value the purchased product higher than
the current price.2 Taxation reduces this sur-
plus: this is the consumers' direct loss. The loss
is smaller than that in relation to the total wel-
fare, since the tax revenues are returned to us in
the form of public goods: in the figure this is
expressed by the rectangular area between the
comsumer and the producer prices, which
shows the product of the quantity sold and the
tax. This means that the net loss is the differ-
ence between the loss of the consumption sur-
plus and the tax revenue: i.e. the triangle
marked with blue in the figure. 

The left-hand side and right-hand side panels
of Figure 1 present the elastic and non-elastic
demand, respectively: the steeper demand
curve indicates smaller elasticity, since in this
case the amount of the demand hardly changes
in response to changes in the price. It can be
seen that the dead-weight loss is greater in the
case of elastic demand than in the case of non-

Figure 1 

THE DEAD-WEIGHT LOSS OF TAXATION IN THE CASE OF ELASTIC 
AND NON-ELASTIC DEMAND
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Péter Elek – Ágota Scharle 

Theories of optimal taxation
and the possibilities of 
empirical measurements

During the reform of the tax system several, often
contradicting aspects (distorting effect, social jus-
tice, etc.) need to be considered. The theoretical
taxation models used in economics help us under-
stand the trade-offs between the various aspects,
and can contribute to the creation of the optimal
tax system under the given circumstances.
However, the optimal system also depends on the
conduct of the economic players (e.g. the elastici-
ty of labour supply) and the choice of value of
such players (e.g. their need for equality), there-
fore it is impossible, or at least very difficult to
elaborate an auspicious tax reform. 

This study provides a brief overview of the eco-
nomic theory of the optimal tax system, and out-
lines the possibilities and difficulties of empirical
measurements. Emprical analyses published in
this topic are not presented, however a brief refer-
ence is made to the most important Hungarian
results.

PUBLIC GOOD AND SOCIAL COSTS

The tax system is the basic tool for the redis-
tribution of incomes: on the one hand, it gen-
erates revenue for public expenditures, and on
the other hand it changes the income of the
economic players by itself. The theoretical and
eimpirical literature of the efficient tax systems

is diverse, however the starting point is usually
the same: the tax system is optimal if it ensures
the necessary revenue with the least social costs
possible.

The necessary revenue depends on the
demand for public goods (jurisdiction, law
enforcement, administration) and state services
(education, healthcare, social benefits). Its level
is in part determined by decisions made in the
past, and in part by social preferences and the
political power relations. The three main
sources of social costs are the direct costs of
the administration of tax collection, the effects
distorting the decisions of the market players,
and the justice of distribution. Therefore,
except for the early theories, justice also
belongs to the criteria of optimality. The only
difference between the theories is what they
consider as justice. 

The different interpretations of justice can
be well comprehended by the concept of the
social welfare function.1 This function can be
derived from the summation of the welfare of
the individuals, however it is already the ques-
tion of the choice of value how summation is
performed. At one extreme is the utilitarian
solution, which summates or averages the wel-
fare measured for the individuals. At the other
extreme is the maximin (Rawlsian) solution, in
which the welfare function is determined as the
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Adrienn Erõs

The impact of tax structure 
on long-term economic growth
Theory and empirical experience in view of 
the Hungarian data

TThe primary aim of economic policy is to achieve
as great and as general welfare as possible. The
only way to achieve the long-term growth of wel-
fare is to ensure the intense but sustainable deve-
lopment of the economy. This is why it is a key
issue to study economic growth. Most of the
growth theory studies are prepared in this spirit,
which leaves all aspects besides growth out of the
scope of attention, while the aim of economic po-
licy is to increase welfare. However, we think that
this contradiction is only seeming, and it depends
on the selection of the time horizon, as the level of
consumption cannot be permanently detached
from the level of output. It is probably starting out
from this idea that the majority of researchers opt
on the maximization of the growth rate of output
rather than consumption (welfare). 

STATE ROLE AND ECONOMIC GROWTH 

Whatever tax type the income of the state is
generated from, the tax impact can be broken
down to income1 and substitution2 effects in
each case. The lump sum taxes only exert
income effects, so the distorting effect of any
tax is directly proportionate to the extent of
the substitution effect.3 Since the lump sum
taxes do not involve substitution (distorting)
effects, these generate the highest amounts of

income, with equivalent loss in individual wel-
fare.4 The substitution impact causes a loss of
efficiency, which is called deadweight loss5.
This suggests that from an efficiency point of
view, the best solution would be to collect all
the revenue from lump sum taxes but this
method is unacceptable from a social perspec-
tive. Accordingly, we have applied the follow-
ing definitions in our study. 

Distortionary taxation, which influences
the investment decisions (should they refer to
physical or human resources) of economic
actors and distort the steady state growth rate
of the economy. The tax types imposed on
income from capital and work are listed in this
category, including personal income taxes and
corporate profit taxes, social security contribu-
tions, other payment obligations related to
wages, as well as the property tax. 

Non-distortionary taxation does not
affect savings or investment decisions due to
the nature of the indifference curve, thus they
have no impact on the growth rate (these are
the taxes imposed on consumption). 

Those items are listed in the category of
other revenues whose impact on growth is
ambiguous, the proportion of such items is
usually low. This group contains the taxation of
international trade, non-tax type income and
other tax income.6
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The tax system influences output through
several channels. These supply side effects are
insignificant in the short run but they deter-
mine the rate of economic growth over the
long run.7 Production functions, based on
which output can be determined, usually con-
tain the inputs of production and a variable
referring to the state of the applied technology.
Based on this, output is defined by the supply
of natural resources, the quantity of labor force
(and its quality, in the case of more up-to-date
production functions), the volume of available
capital and the standard of technology. 

The supply of natural resources cannot be
influenced by the state but what about the
other factors? The quantity of labor force
depends on such demographic factors which
cannot really be controlled by the state on the
one hand, but on the other hand, the quality of
the work force is dependent on the education
system (which belongs to the competence of
the state up to a certain level of education). The
willingness to take up employment can also be
influenced through the tax system, although
the revenue and replacement effects usually
neutralize each other in the case of men
(which, logically, also means that the incurred
distorting effect may be significant). However,
research suggests that the participation of
women in the labor market is affected by the
income tax system.8 Much depends on the mar-
ginal tax rate as well, the more progressive a
system is, the less it will encourage people to
take on extra work.9

The state can influence the savings of the
private sector by several measures as well. As
for the households, the tax system can influ-
ence the choice between present and future
consumption. However, this decision has a
twofold impact. On the one hand, it slows
down the accumulation of capital if it fails to
encourage saving, thus the adequate amount of
capital will not be available for the implementa-
tion of investments. At the same time, howe-

ver, people can spend more on consumption in
the present, on the demand side. The income
tax benefits usually do not change the size of
the savings, they just divert them from certain
forms of savings to others. The system of
depreciation and the tax treatment of dividends
impact the savings of the business sector.10

Savings are a necessary but insufficient condi-
tion to investments, when the investment deci-
sions are made. Tax considerations once again
play a role, as in comparing the alternatives, the
after-tax income will be considered.11 The state
of the applied technology depends, among oth-
ers, on the intensity of the research and deve-
lopment activity. This is why the tax system of
most countries contains certain incentives
(such as the possibility to account research
expenses as costs, or that of the multiple
deduction of these amounts).12

ANALYSING ECONOMIC GROWTH 

According to the neoclassical growth theory,
long-term economic growth is explicable by
two exogenous variables, which are the pace of
technological progress and the growth rate of
the economically active population. Thus, fiscal
policy may only have a temporary effect on the
growth rate, although it definitively influences
the level of the achieved welfare. 

“Endogenous growth is long-run economic
growth at a rate determined by forces that are
internal to the economic system, particularly
those forces governing the opportunities and
incentives to create technological know-
ledge.”13 This theory is of utmost importance
for giving space to fiscal policy in influencing
economic growth. “According to the endoge-
nous theory of growth the rate of long run eco-
nomic growth depends on such governmental
activities like taxation, the protection of law
and order, supplying infrastructure, defence of
immaterial goods, and the regulation of inter-
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national trade, capital markets and other seg-
ments of the economy. That's why govern-
ments can have a wide range of possibilities to
influence long-term economic growth both in
positive and negative directions.”14 However,
growth depends on a number of such factors
which the government is unable to influence,
such as the fertility of the population (the will-
ingness to have children) or access to the natu-
ral resources.15 Since my study deals with the
impact of tax policy on the long-term growth
of the economy, we will now focus on the stu-
dies dealing with the impact of the elements of
the tax system, out of the wide selection of li-
terature. 

The size of the state sector 

There are two methods to measure the size of
the state sector. 

• On the one hand, we can examine the pro-
portion of state expenses to the GDP (i.e.
the size of redistribution), 

• on the other hand, we may examine the
proportion of state withdrawals to the
GDP (i.e. the size of income centraliza-
tion). 

According to Wagner's Law, the size of the
state sector is larger in countries with higher
incomes. The growth rate of tax revenue was
moving around 9.9 percent in the European
countries between 1970 and 1998.16 According
to the theory, the high level of taxation deteri-
orates growth perspectives through several
channels in the long run. According to the
endogenous theory, the source of growth is the
accumulation of factors of production, this is
why the incentives that act against these will
reduce the growth potentials.17 Higher tax le-
vels decrease the growth rate (through the
reduction of the available income), as well as
the investment rate (through decreasing pro-
fitability), thus the accumulation of capital will

slow down, which results in ever slower eco-
nomic growth over the long run, and may also
change the marginal product of the capital,
thus may divert capital allocation from the
optimum level.18 Tax policy may moderate the
increase in the profitability of capital as well, as
long as it fails to encourage research and deve-
lopment activity adequately. However, higher
tax rates mean a less intense incentive for ta-
king up employment and the accumulation of
human capital as well, through their unfavor-
able effect on real wages. 

According to Wagner's Law, the size of the
government sector increases parallel to the
increasing income levels. The state needs more
revenue to cover for its higher expenses, while
the higher level of taxes moderates growth.
Does this mean that the countries with higher
incomes realize a lower growth rate? The idea
of absolute convergence is not supported by
empirical research but conditional convergence
(the approximation of the income levels of
countries with the same conditions) is justified
by a high number of studies. This means that
both too large and too small state sectors are
detrimental to growth. At least in theory there
exists an ideal proportion of state revenue,
which ensures the most efficient financing of
the required state services.

The size of the state sector does not influ-
ence the growth potentials in itself.19 The
“quality of governing” is a very important fac-
tor, which is defined by how efficiently the
government uses the available resources.
According to Barro's 1988 model, in an ideal
case, the proportion of the productive expen-
ses of the state and the output is equivalent to
the proportion of the productivity of the pub-
lic and the private sectors.20 According to the
model, this optimum condition (which only
refers to the proportion of productive expen-
ses) will not change even if the state produces
such goods for consumption which are not
indicated in the production function of the pri-
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vate sector but appear in the utility function of
the consumers.21 In such cases, logically, more
tax revenue is needed (as the Barro model cal-
culates with a balanced budget), which will
result in distortion and will slow down the
process of growth.22 The model suggests that
the role of the size of the state sector in for-
ming the growth rate is twofold. In the case of
a small state, the positive effects are dominant
but if the state sector becomes oversize, the
negative effects will come to the foreground, as
a result of the ever increasing weight of the dis-
torting taxes.23

In practice, however, two problems arise in
connection with the proposals made by theory.
“Two observations can be made related to this
aspect. First, the precise determination of this
optimal level is pratically impossible to make in
the real world. Second, all the industrial count-
ries have now tax levels that, at least from the
point of view of financing essential spending,
are above the optimal level. Therefore, a reduc-
tion of the tax level in these countries would
promote a faster rate of growth as long as this
reduction were accompanied by a reduction in
non productive spending” (which is indicated
as an input in the production of the private sec-
tor).24

What can you learn from the empirical lite-
rature about the correlation between the size of
the state sector and the rate of long-term eco-
nomic growth? The studies do not represent a
uniform standpoint in this respect. No signifi-
cant correlation has been found by certain
studies between the two variables, while others
have demonstrated a significant negative corre-
lation, which is suggested by the theoretical
models as well. There are, however, other stu-
dies that have not found any relationship
between the rate of growth and the level of tax-
ation. None seems to have found a positive
relationship.25

Certain studies have not shown any signifi-
cant correlation between the level of taxation

and the long-term rate of growth. The study
prepared by Mendoza, Milesi-Ferretti and Asea
in 1997 can be listed in this category, in which
study it is proven that it is Harberger's neutra-
lity conjecture26 that stands the test of reality
as opposed to the forecasts of the endogenous
models, according to which tax policy is not an
efficient long-term tool to change the rate of
growth. In their study, they have shown a sig-
nificant correlation between the tax burdens
and the investment rates by analyzing the data
of eleven OECD member states between 1965
and 1991 but they have not found the impact of
the very same factors on long-term growth rate
significant.27

Those studies whose authors have found a
significant negative correlation between the
level of taxation and long-term growth rate are
listed in the other category. In Romer's 1989
empirical study, a negative correlation was
found between income-proportionate state
expenses and the long-term rate of growth28 on
the basis of the data of ninety-four countries
collected between 1960 and 1985. Fölster and
Henrekson, in their studies prepared in 1998
and 2000, examined the impact of the size of
the state sector on growth, by using two indi-
cators, namely the tax revenue and the propor-
tion of state expenses to the GDP. In the case
of both variables, a significant negative correla-
tion was found between these and the rate of
growth, with regard to the developed count-
ries. This correlation proved to be closer in the
case of the state expenses than for the taxes.29

Engen and Skinner, in their 1992 study, also
found a clear and strong negative relationship
between the tax level and the long-term rate of
growth, on the basis of the data of one hundred
and seven countries collected between 1970
and 1985. On the basis of their regression cal-
culations, they also assigned a negative impact
to the increase in state expenses.30

At the same time, in their 1996 study, co-
authors Engen and Skinner concluded from the
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historical data of the United States of America
that in the USA, there is a very slight chance for
tax reduction to become self-sustaining, i.e. for
such a measure to result in achieving the earlier
revenue level as a result of the extra growth
generated by the tax reduction itself.31 In their
study, the authors have reached the ultimate
conclusion that the structure of the tax system
probably has a greater impact on the long-term
rate of economic growth than the level of the
tax revenue itself.32

Thus, the evaluation of the correlation
between the size of the state sector and the rate
of economic growth is ambiguous in the litera-
ture. In our immediate vicinity, among the
European Union member states that show
faster than average growth rates, it is easy to
find countries with larger than average (Finland,
Denmark) and smaller than average (Ireland)
state sectors.33 This is why we agree with the
above-quoted conclusion made by Engen and
Skinner in their 1996 study, which was con-
firmed (among others) by Sala-i–Martin (2002)
as well, saying that besides the proportion of
the state sector to the GDP, most probably the
structure of income and expenses also plays an
important part in the aggregate impact on
growth. This is why we continue to study the
literature by discussing the impact of the indi-
vidual elements of the taxation system on
growth.

The structure of taxation  

The effect of the various tax types on growth
perspectives is different. According to Barro's
1988 model, income tax (even if lump sum)
diverts the economy from the optimum ba-
lance situation in market economies.34 Thus,
the rate of savings and the achieved level of
utility will be lower than it could be in case the
savings rate were determined by the state (just
like in the command economies). In order to

realize the higher utility level of the command
economies, Barro proposes the application of a
lump-sum consumption tax instead of that of
the income tax for the decentralized (market)
economies, as long as the level of taxation is
selected by the government in accordance with
the optimum condition of efficiency35, or
lower than that. If the withdrawal level is high-
er than optimum, Barro suggests that income
tax should be imposed.36

Later Barro and Sala-i-Martin jointly deve-
loped this theory further, by incorporating the
various types of public goods into it. From
their model, they concluded that imposing a
lump-sum tax is superior to the application of
the income tax if the service provided by the
community is publicly provided private goods
(which involves rivalry and others can be
excluded from their utilization), or is publicly
provided public goods (which does not involve
rivalry and others cannot be excluded from
their utilization). However, these conditions
are not fulfilled for a certain part of the public
assets, as they are subject to congestion so
involve rivalry but others can only be excluded
from their utilization to a certain extent (these
mean fee-paying assets,37 such are transport
and courts). In these instances, the income tax
functions as a kind of user fee, so it is a better
solution than lump sum taxation.38

In their model, Roubini and Milesi-Ferretti
examined the impact of the taxation of income
from work and capital on economic growth.
They have established that the ideal solution
would be if taxes were imposed on neither of
these factors but if this is not doable as a result
of the budget constraint, the taxation of these
two factors at the same rate is proposed,39 since
the taxation of work-related income has an
indirect negative effect on the profitability of
capital. 

To what extent do the empirical studies sup-
port the conclusions that can be drawn from
the theoretical models? The studies do not rep-
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resent a uniform view in this respect either
(similarly to the analysis of the size of the state
sector). 

In the 1997 study of Mendoza, Milesi-
Ferretti and Asea, a significant negative corre-
lation between the investment rate and the tax-
ation of factor incomes was demonstrated, and
the same negative but statistically not signifi-
cant correlation was found with regard to
growth as well. In the case of the consumption
taxes, a significant positive relationship was
found with the investment rate but their
impact on growth was not found significant
either.40

In their 1993 empirical study, Easterly and
Rebelo found it embarrassing that, as opposed
to the unambiguous forecasts made by the the-
oretical models, the analysis of data only shows
an insignificant relationship between the
income tax rates and growth. As a possible rea-
son for this, they indicate that, according to
their research, the countries with higher
incomes rely on the taxation of incomes as a
source of revenue to a much higher extent, and
in turn, these countries usually realize a lower
rate of growth.41

In Tanzi and Schuknecht's empirical study
conducted in 2003, a strong negative correla-
tion was found between the growth perfor-
mance and the level of direct taxes (including
the social security contributions) based on
examining the data of twenty-four OECD
countries between 1960 and 2000.42 This nega-
tive relationship is proven by the authors by
the clear correlation between the increase in
direct taxes and the decrease in capital accumu-
lation and the proportion of the employed pop-
ulation, which two factors are the two main
elements of any growth theory equations. 

The stability of the taxation system is anoth-
er important element in the relationship
between growth and the taxation system.
Frequent changes in taxation rules and the
related uncertainty may influence the econo-

mic decisions on the future, or may even result
in postponing these decisions.43 Tanzi and
Schuknecht have proven in their study that the
revenue from direct taxes is more volatile than
that coming from indirect taxes. One reason
for this is definitely that incomes fluctuate
more than consumption does (people adjust
the level of their consumption to the level of
income that they expect during their lifetime,
rather than to their momentary earnings). On
the other hand, “the regulation governing per-
sonal income tax and corporate profit tax be-
nefits and allowances is changed more often
than the rules of indirect taxes.”44

Thus, to sum up, we can state that the majo-
rity of both the theoretical models and the
empirical studies have discovered a negative
correlation between the rate of long-term
growth and the taxation of factor incomes
(although the results are not significant accor-
ding to each and every empirical study), while
they generally attribute a neutral effect to the
indirect taxes. 

METHODOLOGY OF EMPIRICAL STUDIES 

The time horizon of the study comprises fif-
teen years. The shift in the political system (i.e.
the fall of the Berlin Wall in 1989) brought
about such a fundamental turn in the life of the
country which renders it senseless to look back
at the decades preceding 1990. This fifteen-year
period gives us a narrow time horizon for the
examination of long-term growth but a number
of empirical studies have relied on the analysis
of a similar, fifteen-twenty-year period, so we
regard this as acceptable. 

In the empirical tests, it is important to sepa-
rate the long- and short-term effects of the
individual measures. The most widely applied
method is to break down the time-series of
data to five- or three-year periods and the cor-
relations between the five-year average values
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are analyzed. In order to make as many obser-
vations as possible, we will apply moving ave-
rages, as we have seen in other studies in the
technical literature (Devarajan et al, 1996, 
p. 322).

We need statistical data for performing the
calculations. However, when we evaluate our
conclusions drawn from these, we always have
to be aware that the Hungarian budgetary data
are not to be regarded as absolutely reliable in
the first half of the period under review.
Although ad hoc manipulation ceased to be
applied after the shift in the political system,
certain systematic distortions still occurred
until 1998.45

The sources of the data that we have used are
as follows: we apply two variables for the mea-
surement of the evolution of real income
(OECD Factbook 2006, Economic,
Environmental and Social Statistics, ISBN 
92-64-03561-3, © OECD 2006). We apply the
consolidated figures of public finances as bud-
getary variables. The income data come from
the OECD database (OECD Economic
Outlook 79 database, Annex Table 25, General
Government total outlays). 

Before conducting any further statistical
analyses, we have to examine whether their
results are acceptable with adequate certainty.
For this, we have to test the level of integration
of the time series (by applying the extended
Dickey-Fuller test of the statistical software
EViews). Such types of testing basically give
reliable answers to the question in the case of
time series of the adequate length (samples
consisting of a high number of elements). In
the case of the extended Dickey-Fuller-test, the
critical values were defined for 20 observations,
however, due to the objective reasons listed
above, we only had short periods available for
the study (in the case of most variables, we
could only build on 8–12 observations –
because of the method of using moving ave-
rages). It is exactly because of this that we had

reservations before performing the test. In
spite of this, in a significant proportion we
came to the conclusion that our time series cal-
culated with the moving averaging method are
stationary, based on which the further tests can
be performed. Where the result was contrary to
this (i.e. we accepted the Ho Hypothesis,
according to which the time series are integra-
ted), our result was not so far from acceptable
(the critical value) either, it was only higher
than that (it was relevant on the 15–20–25 per-
cent significance level). On the basis of the
tests, we ultimately came to the conclusion that
they do not suggest that we should not con-
duct the planned analyses with our datasets,
and should not draw conclusions from these,
although it will be justified to handle the
results with a certain level of reservation due to
the brevity of the time series. 

EMPIRICAL TESTING WITH HUNGARIAN
DATASETS 

The methods to be applied in this test are
rather simple, however, if we use the introduc-
tory thoughts of the 2003 Tanzi and
Schuknecht study, “rather than adding a new,
econometric chapter (which is questionable,
similarly to the earlier ones) to the technical li-
terature of this subject, we will conduct a sim-
pler but hopefully still informative analysis”.
This choice is also justified by the fact that this
way our findings will be comparable with the
international technical literature. However, in
judging such a complex issue as the effect of
fiscal policy on the rate of long-term economic
growth, “a system with such a low dimension
can only be regarded as the “marginalization”
of a model with several variables, from which
only limited conclusions can be drawn.”47

In Hungary, we can see a strong negative cor-
relation between the proportion of the budge-
tary revenue to the GDP and the rate of growth
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(see table 1, line 1). The strong negative correla-
tion between the two variables is shown in
Diagram 1: the value of the determination co-
efficient is rather high (r2=0.98), significant
(0.000). This result is the same as the forecasts
made by theory and the models, as well as the
results of empirical tests in developed countries. 

The proportion of income and profit taxes to
the GDP is in a negative but insignificant rela-
tionship with the growth rate (table 1, line 2).
However, it deserves attention that the level of
these tax types as compared to the GDP
decreased in the period under review (from
12.66 to 8.48 percent). However, their propor-
tion increased (from 19.4 to 21.9 percent) with-

in the generally decreasing tax burden, however,
this change still has a significant positive effect
on the growth rate (table 1, line 3). This pro-
bably suggests a reverse causality between
growth and the tax structure, i.e. it is not this
change in the tax system that causes a higher
growth rate but the developed countries usually
rely on income and profit taxes to a higher
extent, this is why the role of this tax type
increases in public financing in parallel to the
increase in the per capita real GDP, as conclud-
ed by Easterly and Rebelo in their 1993 study.48

There is a significant negative correlation
between the level of social security contribu-
tions as compared to the GDP and the growth

Figure 1

CORRELATION OF THE GROWTH RATE WITH THE TOTAL STATE REVENUE 
IN PROPORTION TO GDP IN HUNGARY 

Dependent variable: 5-year average growth rate of the real GDP 

Model summary Parameter estimates
Equation r2 F df1 df2 Signific Constant b1 b2

Linear .976 450.267 1 11 .000 26.978 518

Dependent variable: total GDP-rated revenue, 5-year moving average

Source: own calculation

Hungary
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rate (table 1, line 4). This correlation is sup-
ported by regression as well, the value of the
determination co-efficient is high (r2=97.8 per-
cent). The changed proportion of the social
security contributions within the total revenue
also has a significant negative impact on growth
(table 1, line 5). The revenue from social securi-
ty contributions reached as much as 18.2 per-
cent of the GDP in 1993, then, after continuous
decrease, it made up 11.4 percent of the GDP in
2004. This means a decrease from 32.7 to 26.3
percent in proportion to the total revenue. 

The other two tax types are distortionary, i.e.
other contributions tied to wages, and the
property tax do not fulfill a significant role in
the budgetary sources of the state either (their
proportion to the GDP fluctuates around 1.3
and 1.7 percent). These are in a significant po-
sitive relationship with the long-term growth
rate in Hungary (table 1, lines 6–7). This corre-
lation contradicts international experience and
our expectations on the basis of theory as well,
however, for the time being, these do not fulfill
a significant role in the public revenues on the
one hand, and the weight of the property tax
still lags behind the general level typical in the
developed countries, on the other hand. 

The Hungarian dataset of the proportion of
distorting taxes to the GDP (based on the 3-
and 5-year moving averages) is not integrated.
We can find a significant negative correlation in
the totality of the GDP-rated distortionary
taxes (in harmony with the individual impact of
each element) (table 1, line 8). 

The GDP-rated indicator of non-distorting
taxes49 suggests a significant positive correla-
tion with the proportion of non-distortionary
taxation to GDP in the case of both indicators
that measure economic growth calculated for
the five-year period (table 1, line 10). The pro-
portion of non-distortionary taxes to the GDP
rose from 12.2 to 14.6 percent in the period
under review. In the meantime, the total tax
burden fell significantly, by some 8.5 percent-

age points, as a result of which the proportion
of non-distortionary taxes within the total re-
venue grew significantly, from 24.7 to 32.1 per-
cent. This change in the tax structure is in a sig-
nificant positive relationship with the rate of
economic growth (table 1, line 11). 

The category of other revenue50 contains
several elements. The proportion of each of
these to the GDP is in a significant negative
relationship with the growth rate, as the
Hungarian data suggest (table 1, line 12). 

SUMMARY

In the study, we discussed the fundamental and
disputed issue of whether there is any correla-
tion between tax policy and long-term eco-
nomic growth, and if so, how strong this rela-
tionship is. There are frequently voiced argu-
ments for the “omnipotence” of economic po-
licy, and that the state can do anything that it
wants. In the age of Keynes, it seemed to be
logical that crises can only be overcome by
state involvement, while classical economists
say that in crisis-free periods, state involve-
ment will distort market balance.51 A number
of experts emphasize that the state should
interfere with the operation of the economy to
the slightest possible extent, in most cases
adding that the primary goal (once the situa-
tion is as it is, and in today's world, mixed
economies, where the state and the market
exist side by side, are natural) is to maintain the
equilibrium of the budget and to reduce the
volume of the state debt. 

According to the neoclassical growth theory,
the rate of long-term economic growth is expli-
cable by two exogenous variables, namely tech-
nological development and the growth rate of
the economically active population. Thus, bud-
getary policy may only have a temporary impact
on the rate of growth, although it definitively
influences the achieved standard of welfare. As
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opposed to this, endogenous growth theory
states that fiscal policy can also influence the
long-term rate of economic growth. We assume
that there is a correlation between the rate of
long-term economic growth and the individual
elements of tax policy, and in Hungary, the type
of these correlations is in harmony with the ge-
nerally accepted tendencies described in the the-
oretical models and the empirical studies refer-
ring to the developed states. 

Based on the correlation and regression
studies, we can conclude, by way of a summary,
that the calculated results have proven our
expectations developed in the course of study-
ing the theoretical and empirical technical lite-
rature with regard to certain variables, while
they have not with regard to others. The indi-
cator of the size of the state sector (the size of
income centralization) is in a negative correla-
tion with the rate of economic growth in
Hungary. This correlation is known as scale
effect in the technical literature of endogenous
growth theory, and we have proven its exis-
tence in Hungary as well. Our study suggests
that the proportion of distorting taxes to the

GDP negatively correlates with the rate of eco-
nomic growth, which tendency is also in line
with our expectations developed from studying
the theoretical and empirical literature. Our
theoretical knowledge suggests that there
should be an insignificant correlation between
the GDP-rated level of non-distortionary taxes
and growth. However, the Hungarian data have
led to a result that contradicts this assumption,
pointing to a significant positive relationship
between the two variables. The probable reason
for this is that the proportion of non-distor-
tionary taxes has grown within the generally
decreasing tax burden, while theory suggests
that the reduction in the weight of distor-
tionary taxes has a positive effect on the rate of
long-term economic growth (although this is
not supported by our own calculations, we
could only find a negative correlation between
the GDP-rated indicator of distortionary taxes
and the rate of growth). The rise of the pro-
portion of non-distortionary taxes within the
total income has a favorable effect on the rate
of growth, which is in harmony with our
expectations.

Table 1

TWO-VARIABLE CORRELATIONS BETWEEN THE VARIABLES OF THE BUDGET 
AND THE MEASURES OF ECONOMIC GROWTH

5-year moving average 3-year moving average
Average growth Economic growth Average growth Economic growth
rate of real GDP (per capita PPP rate of real GDP (per capita PPP

measured real GDP) measured real GDP)
1 Total GDP-rated revenue (5- and 3-year moving average)

Pearson adj. -0.988** -0.984** -0.959** -0.917**

Sig. (two-side) 0.000 0.000 0.000 0.000

N 13 11 15 13

2 GDP-rated income and profit taxes (5- and 3-year moving average)

Pearson adj. -0.278 -0.353 -0.495 -0.522

Sig. (two-side) 0.437 0.316 0.102 0.082

N 10 10 12 12

3 Income and profit taxes in proportion to the total revenue (5-year moving average)

Pearson adj. 0.733* 0.681*

Sig. (two-side) 0.016 0.030

N 10 10
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5-year moving average 3-year moving average
Average growth Economic growth Average growth Economic growth
rate of real GDP (per capita PPP rate of real GDP (per capita PPP

measured real GDP) measured real GDP)
4 GDP-rated social security contributions (5- and 3-year moving average)

Pearson adj. -0.965** -0.951** -0.931** -0.871**

Sig. (two-side) 0.000 0.000 0.000 0.000

N 10 10 12 12

5 Social security contributions in proportion to the total revenue (5-year moving average)

Pearson adj. -0.909** -0.886**

Sig. (two-side) 0.000 0.001

N 10 10

6 GDP-rated property tax (5- and 3-year moving average)

Pearson adj. 0.883** 0.858** 0.797** 0.748**

Sig. (two-side) 0.001 0.001 0.002 0.005

N 10 10 12 12

7 Property tax in proportion to the total revenue (5-year moving average)

Pearson adj. 0.914** 0.894**

Sig. (two-side) 0.000 0.000

N 10 10

8 GDP-rated distortionary taxes (5- and 3-year moving average)

Pearson adj. -0.977** -0.987** -0.972** -0.921**

Sig. (two-side) 0.000 0.000 0.000 0.000

N 10 10 12 12

9 Distortionary taxes in proportion to the total revenue (5-year moving average)

Pearson adj. 0.124 0.031

Sig. (two-side) 0.733 0.933

N 10 10

10 GDP-rated non-distortionary taxes (5- and 3-year moving average)

Pearson adj 0.860** 0.850** 0.746 0.738

Sig. (two-side) 0.001 0.002 0.116 0.006

N 10 10 12 12

11 Non-distortionary taxes in proportion to the total revenue (5-year moving average)

Pearson adj. 0.959** 0.951**

Sig. (two-side) 0.000 0.000

N 10 10

12 Other GDP-rated revenue (5- and 3-year moving average)

Pearson adj. -0.962** -0.946** -0.876** -0.853**

Sig. (two-side) 0.000 0.000 0.000 0.000

N 10 10 13 12

13 Other revenue in proportion to the total revenue (5-year moving average)

Pearson adj. -0.924** -0.902**

Sig. (two-side) 0.000 0.000

N 10 10

Note: * The correlation is significant on the level of 0.05 (two-side test)

** The correlation is significant on the level of 0.01 (two-side test)
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1 Income effect: due to imposing taxes, the (dispo-
sable) income available for people is decreasing – this
impact is direct in the case of income taxation, while
indirect in the case of consumption taxes, as a result
of the increase in the price of the product, as the pur-
chasing power of income will thus decrease.

2 Substitution effect: in the case of imposing certain
types of taxes, the steepness of the budget constraint
will change, as a result of which the point of balance
shifts in such a way that we will remain on the same
indifference curve. Consequently, the taxes influence
economic decisions (be they decisions on work and
leisure time, present or future consumption, choices
between forms of investment or savings, or between
products) and distorts efficient allocation.
[Musgrave – Musgrave (1989), p. 279]

3 Stiglitz (2000), p. 467

4 Stiglitz (2000), p. 451

5 Deadweight loss is the difference between the
income that can be generated from a lump sum tax
and income gained from a distorting tax which exert
the same effect on the welfare of consumers. [Stiglitz
(2000), p. 467]

6 Kneller et al 1998, p. 24

7 Musgrave – Musgrave (1989), p. 297

8 Stiglitz (2000), p. 487 

9 Musgrave – Musgrave (1989), p. 300

10 Musgrave – Musgrave (1989), p. 305

11 Musgrave – Musgrave (1989), p. 307 

12 Musgrave – Musgrave (1989), p. 311

13 Howitt (2006), p. 1

14 Barro (2005), p. 17

15 Barro (1993), p. 1

16 Halmosi (2004a), p. 21

17 King – Rebelo (1990), p. 8

18 Engen – Skinner (1996), p. 4 

19 Sala-i-Martin (2002), p. 10 

20 Barro (1988), pp. 24–25; as well as Barro – Sala-i-
Martin (1995), p. 155

21 Barro (1988), p. 21 

22 Barro (1989), p. 11 

23 Barro – Sala-i-Martin (1995), p. 161 

24 Tanzi – Schuknecht (2003), pp. 4–5 

25 Tanzi – Schuknecht (2003), p. 13 

26 Harberger (1964) in Mendoza – Milesi-Ferretti –
Asea (1997), p. 99 

27 Mendoza – Milesi-Ferretti – Asea (1997), p. 121 

28 Romer (1989), p. 37 

29 Fölster – Henrekson (2000), pp. 5–7 

30 Engen – Skinner (1992), pp. 22–23 

31 Engen – Skinner (1996), pp. 33–34

32 Engen – Skinner (1996), p. 36

33 OECD Economic Outlook, No. 79, Annex: tables
1 and 25 

34 Barro (1988), pp. 13–14 

35 In an optimal case, the proportion of the productive
expenses of the state and the output is equivalent to
the proportion of the productivity of the public and
the private sectors.

36 Barro (1988), pp. 17–18

37 Vigvári (2005), p. 85

38 Barro – Sala-i-Martin (1990), pp. 7–12 
The reason for this is that if a certain producer
increases the volume of his capital, his output will
grow, for which a higher amount of state services
should be provided in the case of a given production
function. However, if the utilization of the state
service in question is competitive, this will result in
overdemand for this public service, with the given
volume of the service. In the case of imposing lump

NOTES
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sum taxes, this external effect may be disregarded
by the individual producer, thus there is too high
motivation for increasing his capital or output. In
order to internalize the distortion, the producer
who increases his capital and output (thus exerting
an external effect) will have to provide supplemen-
tary funds in order to leave the public service acces-
sible to others as well, i.e. so that the rate of public
service/output were maintained on a permanent
level. The level of required compensation is equiva-
lent to the product of the rate of public service/out-
put and supplementary output. With this tax rate,
the individual producers will generate the very
amount of output which is necessary to maintain
the optimum rate of public service/output. [Barro –
Sala-i-Martin (1995), p. 159]

39 Roubini – Milesi-Ferretti (1994), p. 25 

40 Mendoza – Milesi-Ferretti és Asea (1997), pp.
114–116 

41 Easterly – Rebelo (1993), p. 21 

42 Tanzi – Schuknecht (2003), pp. 27 and 29

43 Tanzi – Schuknecht (2003), p. 6 

44 Tanzi – Schuknecht (2003), p. 29 (The study was
conducted by measuring the weights of the indivi-
dual tax types in comparison to the total revenue.
Thus, the impacts of the cyclical fluctuations of the
economy were filtered to a certain extent; since, if
the real value of the income decreases in the case of
a recession, total revenue, in proportion to which
the weight of the individual factors is examined, will
decrease as well.)

45 Stiglitz,(2000), p. 63

46 Tanzi – Schuknecht (2003), p. 16 

47 Mellár (2001), p. 578 

48 Easterly – Rebelo (1993), p. 19 

49 The time series of non-distortionary taxes are inte-
grated, while the indicators of economic growth are
steady, so we have to treat the correlations between
the two indicators with reservations.

50 They are not integrated in the case of the time series
of other revenue.

51 Halmosi (2004b), p. 42
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T

Gergely Kiss – Gábor Vadas 

Considerations on the 
introduction of residential
property tax

There have been various opinions formulated on
the introduction of property tax and the expect-
ed revenues. It is this debate we wish to con-
tribute to in several respects. A critical point of
the introduction and operation of property tax is
determining the base of the tax, i.e. the value of
dwellings. The main advantage of our concept is
that it would make it possible to levy property
tax with little input, based on real market prices
and, at the same time, it would make it easy to
filter out the most glaring irregularities. The vol-
ume of revenues to be expected of the various
property tax concepts is a similarly complex
question. In this study, we present the estimated
volume of these revenues using property market
data, highlighting on tax exemptions depending
on the value of property and the owner of prop-
erty respectively. In addition to the well-known
tax concepts, we also outline a property tax com-
bined with personal income tax. What is meant
by the latter is an opportunity for taxpayers to
deduct property tax from their PIT. This would
make it possible, within the framework of social
justice, not to increase burden on citizens with a
declared income proportionate with their prop-
erty wealth but to increase burden on those who
own valuable property despite a low declared
income. Accumulating considerable wealth
from undeclared income may be typical in the
latter group. 

The introduction of property tax, ways to
determine the value of properties, a “bearable”
property tax rate and the expected volume of
revenues have been the focus of several forums
and professional debates in recent times.
Beyond domestic political and economic play-
ers, international institutions, too, have joined
the examination of the introduction of proper-
ty tax in Hungary. It is this debate we wish to
hereby contribute to in several respects. It is
important to note, at the same time, that it is
not our goal to formulate an economic political
proposal; this study is strictly restricted to the
numerical presentation of facts and the expect-
ed effects of various decisions.

In the following part of this study, the main
characteristics of the Hungarian housing mar-
ket, the volume of housing assets and housing
wealth, and the forms of property taxation in
the international practice are to be presented.
In chapter three, property tax is to be placed
into the Hungarian taxation system and the
most important question that arises related to
property tax is to be discussed, which is how to
determine the value of properties, i.e. the base
of the tax, in a way considering the values of
individual properties and at the same time pre-
venting considerable misuse that could be
made possible by the information asymmetry
between property owners and the tax authority.
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In other words, how should property owners
determine prices close to real market prices.
Chapter four presents the volume of the aggre-
gated housing wealth that could serve as a tax
base in the case of various tax exemptions.
Chapter five numeralises the expected volume
of property tax revenues based on the above
housing wealth estimations. Finally, chapter six
draws attention to some further questions to
be made clear, while the appendix at the end of
the study summarises the revenues expected of
the introduction of property tax. 

INTERNATIONAL AND DOMESTIC 
HOUSING MARKETS

Just like in developed economies, housing
wealth constitutes a determinative part of
household wealth in Hungary, too, ahead of the
value of financial savings and personalty. In an
international comparison it can be established
that, in Hungary, the ratio of housing wealth
within household wealth is very high; there are
some 4.2 million dwellings in the country.
Under Vadas' estimation (2007), housing

wealth is in the range of twice the GDP, with a
value of some HUF 42 thousand billion in
20051. Since the average square metre price of
residential property did not rise in 2006, there
were no significant changes in housing wealth
in 2006, either. The distribution of housing
prices and housing wealth is rather unbalanced,
i.e. there are much more properties of a lower
value and few properties of a high value in
Hungary (see. Chart 1). 

The Hungarian property market significantly
differs from the practice of other countries in
two respects. On the one hand, the housing
wealth of Hungarian households is high in an
international comparison. Among G7 coun-
tries, it is only in Italy and the United Kingdom
where the ratio of property wealth to income is
higher. On the other hand, the ratio of owner-
occupied dwellings is extraordinarily high. Over
90 per cent of dwellings in Hungary are occu-
pied by the owners (and their family); under
official data, market tenement property is of
negligible weight. Despite the dynamic rise in
mortgage loans in the past years, mortgage bur-
den does not amount to more than 10 per cent
of housing wealth at an aggregated level.

Chart 1

THE DISTRIBUTION OF HOUSING PRICES AND – ASSETS IN HUNGARY IN 2005

Source: Vadas (2007)
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Since housing wealth is a significant unit of
wealth in every country, levying tax on it is a
frequent practice (see Table 1). This is especial-
ly efficient in countries where there is large-
scale concealment of income and income may
thus be observed in consumption and units of
wealth. 

THE PLACE AND OPERATION OF 
PROPERTY TAX IN THE TAXATION SYSTEM 

On the basis of the above it can be established
that the introduction of property taxation may
be justified in Hungary, which was also the
conclusion of a study by Kiss and Krekó (2007).
On the one hand, the current taxation system
relies too heavily on direct income taxes. On
the other hand, the significant housing wealth
makes it possible to introduce a new tax cate-
gory that allocates burden along a wider social
scale; instead of work incomes, often invisible
for the taxation system, it focuses on duly reg-
istered property.2

Property tax can be introduced either simply
as an additional budget revenue or combined
with the current personal income taxation sys-
tem. What is meant by property tax combined

with PIT is an opportunity for taxpayers to
deduct the amount of property tax from their
PIT. This would make it possible, within the
framework of social justice, not to increase
burden on citizens with a declared income pro-
portionate with their property wealth but to
increase burden on those who own valuable
property despite a low declared income.
Accumulating considerable wealth from unde-
clared income may be typical in the latter
group. 

A critical point of the introduction and oper-
ation of property tax is determining the base of
the tax, i.e. the value of dwellings. Two proper-
ties in the same street of the same district may
significantly differ in value, which calls for the
introduction of a tax base determination
method that makes evaluation on an individual
basis possible, thereby avoiding unfair taxation,
while granting sufficient control to the tax
authority. A method meeting these criteria is to
be outlined as follows.

The central element of our concept is that
taxpayers should be allowed to establish the
value of their property themselves. The
Hungarian Inland Revenue Office (APEH)
could provide guidance on square metre prices,
on the basis of the property data store of the

Table 1

PROPERTY TAXES IN THE WORLD

Country Size of tax Country Size of tax
Austria 0.2–1.0% Bulgaria 0.0015

United Kingdom established annually Czech Republic 1–10 CZK/m2

France rental fee 0.55–1.8% Estonia 0.1–2.5%

Ireland 0.3–1.2% Croatia –

Japan 1.4–2.1% Poland 0.54 PLN/m2

Canada 3% Latvia 0.15%

Germany 0.6–3.0% Lithuania 1–1.5%

Italy 0.4–0.7% Romania 4,000–5,900 RL

Portugal 0.8–1.0% Slovakia 1–4.5 SKK/m2

USA changing Slovenia no uniform rate

Source: collected by index.hu
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Central Statistical Office (CSO/KSH). The
property data store of CSO is an annual publi-
cation of property values on a street basis,
based on the purchase agreements submitted to
the Stamp Office. Through the self-assess-
ment, the problem that could arise from sub-
jectivity, i.e. the determination of the exact
value of complex assets – millions of dwellings
– by a state authority on the basis of some nec-
essarily insufficient and, in the opinion of most
taxpayers, unfair parameters, could be avoided.
At the same time, the Revenue Office guidance
on square metre prices could be an anchor.

Self-assessment could operate as follows: on
the basis of a guide price set by the Revenue
Office for a certain district or county, owners
would decide whether or not to accept this
guide price as a tax base. If they did not accept
it, they could enter any other square metre
price in their tax return, but in this case they
should be aware that the Revenue Office would
be entitled to send out a property value estima-
tor.3 If the price determined by the taxpayer
differed from that established by the property
value estimator by over a certain percentage,
e.g. by over 20 per cent, the difference, just like
in the case of other tax differences, would have
to be settled increased with a penalty. Since
property owners are practically unable to coop-
erate when making their tax return, the
Revenue Office, when checking tax returns,
could filter those that differ from the average
price of the street or area concerned and the
property prices of CSO to an extreme extent.
From the years following the year of introduc-
tion, it would be an opportunity for further
control that taxpayers should be consistent
also in time: it would be difficult to justify to
the tax authority if there was a significant
decease in the declared value of a dwelling from
one year to another, detached from market
processes.

The declaration of the property value deter-
mined by taxpayer could be made, similar to

other incomes and tax credits, through the PIT
declaration. If the PIT declaration is made by
the employer, a statement on property wealth
should be attached, similar to other statements
on further incomes and credits (voluntary pen-
sion fund payments, etc.). Taxpayers who make
their PIT declaration themselves, should sim-
ply enter the value of property and the calcu-
lated amount of property tax in the correct
lines of the PIT declaration. 

If the amount of property tax does not
exceed the PIT obligation, taxpayer does not
have any extra tax obligation. If, on the other
hand, the amount of property tax exceeds the
PIT obligation, taxpayer is to balance the dif-
ference between the already paid PIT and the
property tax.

From the administrative point of view, the
main advantage of our concept is, on the one
hand, that it would make it possible to levy
property tax with little input, based on real
market prices and, at the same time, it would
make it easy to filter out the most glaring irreg-
ularities. On the other hand, the procedure
necessary for the introduction of a new tax cat-
egory could be avoided because it would be suf-
ficient to add “a new line” to the PIT declara-
tion. It is important to add furthermore that, if
the property tax was introduced, the tax pay-
ment obligation would extend to all property
owners (including natural and legal entities as
well as Hungarian and foreign owners).

THE VALUE OF RESIDENTIAL 
PROPERTIES – THE PROPERTY TAX BASE

So as to estimate the volume of tax revenues
expected of the introduction of the property
tax, it is necessary to determine the volume of
taxable property wealth. Several versions of
various tax exemptions have been published. In
order to keep these ramifying exemption issues
manageable, the possible exemptions are cate-
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gorised along two major dimensions: the value
of the property and the person of the taxpayer. 

As regards the volume of property wealth,
three options are examined here: 

•all property is taxable irrespective of their
value; 

•only property worth over HUF 10 million
is taxable, and 

•only property worth over HUF 20 million
is taxable.

There are three alternatives regarding the
person of the taxpayer, too: there is no regular
exemption; pensioners are exempt from the tax
and, finally, pensioners are exempt from the
property tax plus the tax is deductible from
PIT, as outlined above. The exemption granted

to pensioners could, in theory, lead to tax avoid-
ance. However, the currently valid property
transfer duty lessens the chance of tax avoid-
ance on the one hand and, on the other hand,
there is also an opportunity to introduce a dif-
ferentiated duty. If property is bestowed on a
person who is exempt from property tax, for
example, a higher duty rate could be applied.

The effects of these exemptions on the tax
base, i.e. the volume of taxable property wealth,
have been calculated the following way. From
the detailed property data base at our disposal,
selection on the basis of property value can be
easily polled (see Table 2, column 2).
Calculations on taxpayer-related exemptions
require assumptions, however. In order to sep-

Chart 2

THE EFFECTS OF TAX EXEMPTIONS ON THE DISTRIBUTION OF HOUSING WEALTH (2005)
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arate pensioner-owned property assets from
the total property assets we have assumed that
pensioners' properties belong to the category
of under HUF 30 million, within which their
distribution corresponds to the general distri-
bution of properties, i.e. we have divided up
pensioner-owned properties according to the
general distribution of properties of under
HUF 30 million, [see Chart 2, panel (a)], after-
wards dividing this from the total housing
assets [Chart 2, panel (b)]. The volume of
housing wealth attained as a result is presented
in column 3 of Table 2.

The distribution of property wealth attained
as a result of pensioners' exemption is the basis
for determining the property wealth liable to
the property tax alternative of pensioners'
exemption combined with PIT. Unfortunately
there are no detailed cross section income-
wealth data at our disposal on the basis of
which the volume of property wealth that is
not “burdened” with PIT-obligation could be
precisely calculated. If there was no tax con-
cealment, the distribution of incomes and
property wealth would be closely related and
the property tax deductible from PIT would
not generate any extra tax revenues. Lacking
cross section data, two approaches are to be
applied.

In the first approach it is assumed that the
likelihood of income concealment is the same
in every income category and, accordingly,
every single part of the property distribution is
proportionally reduced by the housing wealth

of those who do submit a PIT declaration.
Clearly, in this case the estimation is distorted
downwards because in the case of higher
incomes, the likelihood and rate of tax conceal-
ment is higher (see the lower values in the last
column of Table 2).

In the second approach we assume that, ide-
ally, the income- and property distribution of
PIT payers are closely related, i.e. those who
conceal their income live in properties of a low
value on the basis of their declared income. In
reality, however, they own property of a much
higher value compared to their declared
income. Therefore, if the “property distribu-
tion” calculated on the basis of income distri-
bution is deducted from the actual property
wealth distribution, we attain a property distri-
bution in disaccordance with the income distri-
bution. If a person whose declared income is
the minimum salary lives in a property worth
HUF 200 million, for example, he should be
living in a dwelling worth some HUF 5 million
on the basis of his income. This property worth
HUF 5 million is deducted from the housing
wealth because this is covered with
income/PIT. The remaining property wealth
worth HUF 195 million, which is not covered
by PIT, remains part of the property wealth
distribution, i.e. it appears as extra revenues. So
as to determine the property wealth in accor-
dance with the PIT declaration, the mini-
mum/maximum income scale is divided up
according to the steps of the minimum/maxi-
mum property wealth. The bands of the

Table 2

PROPERTY WEALTH, 2005
(HUF billion)

Base of property tax Exemption of taxpayers
None Pensioners Pension + PIT

Total housing wealth 42 148 29 957 13 319–18 871

Property wealth worth over HUF 10 million 22 831 16 670 7 412–15 530

Property wealth worth over HUF 20 million 7 944 6 429 2 859–5 961



PUBLIC FINANCES – Taxation and the tax system 

479

income categories attained thereby correspond
to the bands of property wealth. On the basis
of this, the number of PIT payers in the respec-
tive income categories is determined. Finally,
the housing wealth of the taxpayers who
belong to these income bands [Chart 2, panel
(c)] is deducted from the property wealth in
the corresponding bands of property wealth
[Chart 2, panel (d)]. Clearly, the volume of
property wealth attained is higher than in the
case of the even tax concealment assumed
above (see the higher values in the last column of
Table 2).

It is important to underline once again that,
in the combined PIT-property tax system it is
only those whose income and therefore whose
PIT obligation are not in accordance with their
property wealth that will have extra tax obliga-
tion.

THE SIZE OF THE TAX 
AND THE EXPECTED TAX REVENUES

The 6 tax exemption categories presented and
the rate of the property tax involve a high num-
ber of variation opportunities. Before dis-

cussing the estimated volume of the tax rev-
enues expected of these variations, it is worth
considering the size of the property tax rate.
Due to the no-arbitrage condition applied in
economic theory, the yields of a unit of finan-
cial means and a unit of real means are equal,
i.e. the interests on financial investments equal
the yields of property, which latter are made up
of the change in the price of property plus the
rental fee (for the basis for these models see
Poterba, 1984). If we want to tax the yields of
these means without distorting the structures
of the various forms of investment /savings, it
is impossible to determine the sizes of tax on
these means independently of one another.
Since in Hungary financial savings are bur-
dened by interest tax, determining the “neu-
tral” size of the property tax rate is no longer a
“free parameter” because the property tax rate
has to equal the product of the interest multi-
plied by the interest tax. On the basis of the 20
per cent interest tax and the bank of issue base
rate, the neutral value of the property tax is 1.6
per cent. 

The volume of the expected tax revenues
generated by the above tax exemption variation
is most easily estimable compared to the vol-

Chart 3

PROPERTY TAX REVENUES
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ume of personal income tax. The most descrip-
tive index number is the property tax rate in the
case of which the revenues from the property
tax just equal the personal income tax revenues.

The expected property tax revenues in the
case of various tax rates can be calculated on
the basis of the table (the detailed results of the
calculation are also presented in Table 3 at the
end of the study).

Considering the left chart of Chart 2, two
important conclusions can be made. On the
one hand, taxing the total property wealth
would produce revenues equal to those of the
personal income tax in the case of a property
tax rate of approximately 3 per cent. On the
other hand, any value limit on properties sig-
nificantly reduces the expected tax revenues. If
pensioners and properties worth under HUF
20 million are granted tax exemption, the
expected tax revenues, in the case of the 0.25
per cent tax rate in common knowledge, is
extremely low already (for detailed numerical
data see Table 3 in the Appendix).

In the following we shall present the volume
of extra tax revenues in case the property tax is
deductible from PIT. As earlier mentioned, in
this case taxpayers without a “visible” income
or with an income in disaccordance with their

wealth would also have a share of public bur-
den. The extra tax revenues compared to PIT
are presented in Chart 3.

SOME CLOSING THOUGHTS

In this analysis, we have approached the issue
of property tax emphatically from an econom-
ic direction. It is important to point out at the
same time that its practical introduction
requires the clarification of several further
details. Among these, we can emphasise the
cooperation between land registries and the
Revenue Office to guarantee the up-to-date
connection of the two data bases as well as pro-
vide a suitable capacity for checking declara-
tions. From the legal point of view, it is an
important question how to define the circle of
pensioners (e.g. the status of disability pen-
sioners) and how to manage the tax liability of
co-owners (e.g. should the incomes of husband
and wife be added up in the case of jointly
owned property). In the case of the property
tax combined with personal income tax, taxing
property owned by the unemployed emerges as
a marked issue. Similar to taxes on other assets,
like the vehicle tax, it is possible to ignore the

Chart 4
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unemployed status. It is also an alternative to
grant exemption from the tax for the period of
registered unemployment. In the latter case,
similar to the exemption of pensioners, it is
advisable to establish incentives that prevent

mass-scale property transfer to unemployed
family members. A further question is how to
manage the issue of non-residential property
(like holiday homes) in the system of property
taxation.

APPENDIX

Table 3

PROPERTY TAX REVENUES
(HUF billion)

Property Property tax revenues Super-tax revenues
tax rate No regular exemption available Exemption to pensioners Pensioners+PIT

% Total >10 million HUF >20 millin HUF Total >10 million HUF >20 million HUF Total >10 million HUF >20 million HUF 

0.2 84 46 16 60 33 13 27–38 15–31 6–12

0.4 169 91 32 120 67 26 53–75 30–62 11–24

0.6 253 137 48 180 100 39 80–113 44–93 17–36

0.8 337 183 64 240 133 51 107–151 59–124 23–48

1.0 421 228 79 300 167 64 133–189 74–155 29–60

1.2 506 274 95 359 200 77 160–226 89–186 34–72

1.4 590 320 111 419 233 90 186–264 104–217 40–83

1.6 674 365 127 479 267 103 213–302 119–248 46–95

1.8 759 411 143 539 300 116 240–340 133–280 51–107

2.0 843 457 159 599 333 129 266–377 148–311 57–119

2.2 927 502 175 659 367 141 293–415 163–342 63–131

2.4 1012 548 191 719 400 154 320–453 178–373 69–143

2.6 1096 594 207 779 433 167 346–491 193–404 74–155

2.8 1180 639 222 839 467 180 373–528 208–435 80–167

3.0 1264 685 238 899 500 193 400–566 222–466 86–179

3.2 1349 731 254 959 533 206 426–604 237–497 91–191

3.4 1433 776 270 1019 567 219 453–642 252–528 97–203

3.6 1517 822 286 1078 600 231 479–679 267–559 103–215

3.8 1602 868 302 1138 633 244 506–717 282–590 109–227

4.0 1686 913 318 1198 667 257 533–755 296–621 114–238

4.2 1770 959 334 1258 700 270 559–793 311–652 120–250

4.4 1855 1005 350 1318 733 283 586–830 326–683 126–262

4.6 1939 1050 365 1378 767 296 613–868 341–714 132–274

4.8 2023 1096 381 1438 800 309 639–906 356–745 137–286

5.0 2107 1142 397 1498 834 321 666–944 371–777 143–298
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1 Although a publication by the Central Statistical
Office (KSH) entitled The National Accounts of
Hungary, 2004-2005, does include some estimations
on housing wealth, the aggregation level thereof is
not suitable for making the calculations related to
property tax.

2 Economic literature has a vast coverage on the
comparison of income and wealth taxes (see e.g.
Atkinson and Stiglitz,1980; Cremer et al, 2001;
Gordon, 2000, 2003; Makoto, 2007), the presenta-
tion of which is out of the scope of this study,

however. To say that in countries where a signifi-
cant part of incomes is invisible, it is rational from
the point of view of economics to increase the rate
of better controllable categories like taxes on con-
sumption and wealth, is a robust statement, how-
ever. 

3 There is a similar system in operation when setting
property purchase taxes, too. The Stamp Office is
entitled to question the price included in the pur-
chase agreement and levy the purchase tax based on
its own expert estimation.
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F

Péter Halmosi 

The status and current issues
of personal income tax systems
in developed countries 

For employers, personal income tax is perhaps the
best-known type of tax. The reason is clear:
employers are subjects of this tax both in conjunc-
tion with payroll earnings and capital income
taxation. With private entities, the involvement of
states from this respect is substantially broader in
scope. Among the many related aspects, the
financing of public tasks, the improvement of a
country's competitiveness and the diminishing or
elimination of income gaps are just a few key ele-
ments.

Personal income tax indeed plays an extremely
important role in our lives. To understand the
arguments and debates which accompany the
transformation of the personal income tax system
of a country, we need to review and understand
the evolution of the tax form in specific countries.
After presenting the developments regarding
incomes, this study focuses on the key challenges
that governments should take into account and
the potential responses to those challenges.

REVENUES FROM PERSONAL
INCOME TAX 

The ratio of personal income tax within total
tax revenues was basically stable between 1965
and 2003. In 1965, it averaged at 26.1 per cent
in OECD countries then, following a slight

increase, stayed around 30 per cent until the
early 1990's. That decade brought about a mod-
erate decrease: personal income tax made up 27
per cent of all tax revenues in 1993 and only
24.9 per cent in 2003 (OECD, 2006).

Looking at the figures of specific countries,
the ratio of personal income tax within total
revenues showed opposite trends country by
country between 1965 and 2003. In Canada,
the ratio grew from 22.6 per cent to 40.8 per
cent in the 1965–2004 period, while in New
Zealand the figure grew from 39.4 per cent
(1965) to 61.6 per cent (1980) but then
dropped to 41.9 per cent in 2003. In Norway,
Sweden and the Netherlands, however, the
same ratio decreased significantly in the 1965-
2003 period. The reason is that when changing
their personal income tax rates, these countries
also modified their value added tax and social
security contribution charges to compensate
for lost public revenues. (See Chart 1)

We arrive at similar conclusions when com-
paring personal income tax revenues to the
GDP. Between 1986 and 2002, the ratio of per-
sonal income tax revenues to the gross domes-
tic product decreased from an average of 12.2
per cent to 10.7 per cent worldwide. Contrary
to this apparent stability, there were significant
differences per geographical regions. In North
America, the ratio grew from 11.6 to 11.8 per
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cent only which is very close to the average. In
Asia (with the exception of South Korea), a
slight decrease occurred: while revenues from
personal income tax made up an average of 10.4
per cent of the GDP in 1986–1990, this figure
was only 8.8 per cent in 2001–2002. In Eastern
Europe, the ratio to the GDP was 6.2 per cent
between 1991 and 1995 and then increased to
6.9 per cent in the years 2001–2002. At the
same time, the corresponding indicator in
Western Europe was around 9 per cent
throughout the period concerned. Since 1986,
the region with the highest personal income tax
to GDP ratio has been the Nordic countries
(Denmark, Norway, Sweden and Finland): the
figure was 18.3 per cent there in the 1986–1990
period and reduced slightly to 16.8 per cent in
2001–2002 (OECD, 2006).

These fluctuations in personal income tax
revenues reflect the different responses of gov-
ernments to changes in the international eco-

nomic environment. Therefore, it is worth
reviewing the considerations that individual
countries had to keep in mind in the past
decades when reshaping their taxation systems.
The presentation of issues pertaining to the
entire taxation system is beyond the scope of
this study, thus we only discuss matters here
which relate to the transformation of personal
income tax systems. The simplest way to clas-
sify the diverse issues which arise in conjunc-
tion with our topic is to group them along con-
ceptual and practical criteria. 

THE CONCEPTUAL  ISSUES 
OF TRANSFORMING PERSONAL INCOME 
TAX SYSTEMS

Regarding any personal income tax system, the
following items can be considered conceptual
issues:

Chart 1

RATIO OF PERSONAL INCOME TAX TO TOTAL TAX REVENUES 
AND THE GDP IN OECD COUNTRIES IN 2003 N 

(per cent)

Source: OECD, 2006, page 16
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•increase of horizontal and vertical equality;
•joint or separate taxation of incomes;
•increase of effectiveness regarding personal

income tax regulations;
•harmony of financial relations between dif-

ferent levels of government;
•taxation of pension incomes;
•different taxation of earnings and capital

gains.
Several IMF and OECD studies point out

that decision makers should keep in mind the
answer to the aforementioned questions before
making any changes to their taxation system.
This point needs to be emphasized because
changes of this sort also have a significant
impact on the behaviour of taxpayers.

Increase of horizontal and vertical
equality

By nature, personal income tax is the most suit-
able type of tax for creating equality across
diverse groups of society. Horizontal equality
means that tax regulations treat people with
identical income the same way, while vertical
equality means that the tax burden on people
with different icomes is also different. As
shown in Table 1, equality improved in many
countries during the past decades:

In the 1985–1995 period, income inequality
increased in 17 out of the 27 countries exam-
ined by the OECD, while it only increased in 5

Table 1

CHANGES OF THE GINI COEFFICIENT 
IN 27 OECD COUNTRIES

Significant Medium Slighjt No Slight Medium Signifacant 
decline decline decline change improvement improvement improvement

1975–1985 Greece Finland Canada Netherlands USA UK

1985–1995 Spain Australia Austria Belgium Czech Republic Italy

Denmark Canada Germany Finland Mexico

France Luxemburg Hungary New Zealand

Greece Japan Netherland Turkey

Ireland Sweden Norway

Portugal

UK

1995–2000 Mexico France Australia Austria Finnland

Turkey Irland Czech Republic Canada Seden

Poland Germany Denmark

Italy Greece

Luxemburg Japan

Netherlands Norway

New Zealand UK

Portugal

UK 

Explanation: significant decline/improvement refers to changes exceeding 12 per cent, medium decline/improvement refers to a 7–12 per cent
change, slight decline/improvement refers to a 2–7 per cent decline/improvement while “no change” points at a +/–2 per cent change of the GINI
coefficient calculated on the 4 reference years and projected on the entire population.

Source: OECD, 2006, page 26



PUBLIC FINANCES – Taxation and the tax system

486

countries during 1995–2000. The growth was
caused by the increased change dispersion of
the distribution of wage incomes (Förster at al,
2002), deriving from the increase of unemploy-
ment which governments tried to offset with
various social transfers. For the individual
countries, the widening gap between the per-
sonal incomes of old and young and people
with or without children convey sources of
future conflicts. As we will see later on, the
mitigation of income differences cannot always
be harmonised with other considerations (e.g.
competitiveness). Therefore, changes upon the
future transformation of taxation systems are
less likely to reflect equality. Nevertheless, the
consideration of family taxation would be
important for the whole of society as it is basi-
cally an investment into future generations of
employees (Botos, 2005, page 65).

Joint or separate taxation of incomes

When reshaping the personal income tax sys-
tem, a government needs to decide whether to
take over certain elements (e.g. tax rate, tax
base) of tax regulations (e.g. laws on corporate
income tax, dividends, etc.) from other coun-
tries. What fundamentally influences this deci-
sion is whether a government wishes to draw
revenues from capital gains or from labour
earnings. The standardized taxation of various
income types was a popular approach world-
wide for many years, yet the issues generated
by the free flow of capital called for its revision.
Research conducted in North America in the
1950's pointed out that designers of local gov-
ernment taxation policies should avoid
extremely high tax rates compared to similar
settlements because it may spur an exodus of
taxpayers from the city concerned (Tiebout,
1956). It is a fact that the mobility of taxpayers
increased significantly worldwide in the past
decades which the makers of central govern-

ment taxation policies should take into consid-
eration. We believe that this attention to taxa-
tion differences increased further after the
financial crises of the 1990's. It is also evi-
denced by the ratio of income tax revenues to
consumption tax revenues which averaged at
2.7 per cent worldwide in the 1986–1990 peri-
od and dropped to 2.4 per cent in 2002 (Zee,
2005, page 46). What this change suggests is
that governments try to reduce burdens on
employment.

The principle of joint taxation of different
incomes is reflected by single rate or “flat tax”
tax systems. Used exclusively in tax havens
over many years, this method also became
popular in Eastern Europe in the 1990's: 
A flat tax system was launched by Estonia and
Latvia in 1994, by Lithuania in 1997, by
Russia in 2001, by Slovakia and the Ukraine
in 2004 and by Georgia and Romania in 2005
(Fuest et al, 2007). The related high hopes,
however, have not been fulfilled to an extent
that would make flat tax an example to follow
also for Western Europe. There is little empir-
ical evidence on the success of the scheme.
Studies of individual countries came to differ-
ent and sometimes contradictory conclusions
regarding economic growth, employment and
investments (Browning et al, 1985).

Increase of effectiveness regarding
personal income tax regulations 

What makes the amendment of the rate and
base of personal income tax a conceptual issue
is the expected response from taxpayers to it.
Before enacting any changes, it is advised to
investigate at least two factors. When examin-
ing labour supply elasticity, a government has
to see in advance how employees change their
labour supply in response to higher tax bur-
dens. In any way, governments should avoid
situations where total labour supply decreases
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or shifts towards the underground economy. If
certain capital incomes (interest, dividend, cap-
ital gains) are taxed under the rate of personal
income tax in a country, changes of the tax bur-
den will impact both savings and returns on
investments, depending on the extent of inter-
est elasticity. The latter should be checked reg-
ularly in each country, since the decrease of
savings triggers a drop in investments as well.

Harmony of financial relations
between different levels of govern-
ment

The revenue structure of central and local gov-
ernments shows significant differences country
by country. The principal causes include the
federal state system, historical dissimilarities
and the different centralization philosophies of
central governments (Hetényi, 2006, page 16).

In many countries, personal income tax is
divided between central and subnational gov-
ernments. The reason is, first, that both levels
of government are equally involved regarding
workforce mobility and, second, that personal
income tax may equally serve both levels. In
the countries of the world, central and subna-
tional governments disposed over 70.9 and 29.1
per cent of personal income tax revenues
respectively in 2000. In that year, in countries
that divide these revenues between government
levels, the share of local governments in per-
sonal income tax revenues was the highest in
Sweden (82.7 per cent) and the lowest in South
Korea (11.5 per cent). Regarding the division
of tax revenues, countries can be assigned into
two categories: The first includes countries
where both central and local governments
impose taxes on personal incomes. In the sec-
ond group, only central governments are enti-
tled to levy taxes but they transfer a pre-
defined percentage of collected revenues to
local governments. The decision between these

two approaches is basically defined by the costs
of collecting taxes. In the 1990's, the reduction
of tax burdens to improve competitiveness and
commitments undertaken in various interna-
tional agreements (e.g. fiscal convergence) gen-
erated fierce fiscal conflicts between central
and local governments which also impacted the
distribution of personal income tax revenues.
These fiscal conflicts between government lev-
els, however, should not keep decision makers
away from observing the fact that extended
local fiscal autonomy can increase the trans-
parency of local government finances which in
turn can reduce conflicts between government
levels. Thus the decentralization of rights con-
cerning tax collection may be desireable even if
it costs more for the state on the short run. 

Taxation of pension incomes

Due to their relatively low amount, pensions
are not taxed in most countries or only on cer-
tain conditions. E.g. many countries apply the
principle that pensioners who enter into
employment are required to declare their pen-
sion together with their taxable income but do
not actually have to pay tax on the pension
itself. In this case, however, a part of the pen-
sioner's earnings may be subject to a higher tax
rate. As private pension funds already exist in
nearly every country today, the potential taxa-
tion of future pensions will have to be on the
agenda in relation to the taxation of pension
fund investments and payments to pension
funds. The taxation of pensions is therefore an
issue with a much broader scope and it has to
be viewed in conjunction with the life-cycle
perspective. From a lifecycle standpoint, the
relation of individuals to pension funds con-
sists of three phases: 

accumulation phase, where the legislation
of most countries employs diverse tax
allowances to encourage payments;
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investment phase, in which the fund pays
taxes on realized returns in accordance with
national laws;

payout phase.
This way, if a future pensioner exploits tax

allowances on the amounts he pays to the pen-
sion fund in the accumulation phase, he is actu-
ally getting a tax loan from the state as long as
the subsequent pension tax will not exceed the
allowances. In this scenario, the individual still
enjoys major financial benefits.  Even when tax
allowances are exploited on payments to pen-
sion funds, pensions can still be kept exempt of
tax if the amount of tax paid by the pension
fund on the returns on their investments equals
the amount of formerly exploited allowances.
Finally, we have to add that if pensions are
exempt of personal income tax, early retire-
ment should be made subject to financial sanc-
tions.

Different taxation of earnings 
and capital gains

In some cases, certain countries apply different
regulations on the taxation of interest incomes,
dividends and capital gains. Besides the tax
immunity of interests gained on central and
local government bonds, tax exemptions and
allowances provided to households on a social
purpose are becoming increasingly frequent.
E.g. in some countries, interest payments on
mortgage loans are deductible from the tax
base of employees in order to support housing
savings. 

Regarding dividend payments, the integra-
tion of profit tax and personal income tax on
dividends definitely received special attention
from governments in the past decades. One of
the key arguments of integration supporters is
that corporate taxation must take into consid-
eration the taxation of shareholders. The rea-
son is that the lack of integration between the

two tax types deteriorates the investment will-
ingness of capital owners by increasing the
costs of capital. Opponents of integration,
however, say that corporations are stand-alone
legal entities that are separated from sharehold-
ers. As the market value of their equity stake
compensates shareholders for double taxation,
such taxation will not impact the volume of
investments at the end of the day (Zee, 2005).
Nevertheless, legislation in some countries
does not even allow the avoidance of double
taxation regarding dividend incomes. In these
countries, various allowances gained ground in
recent years. Besides applying favourable per-
sonal income tax rates on dividend income, a
trade-off scheme emerged where persons who
are both employees and shareholders at the
same time receive an interest-free loan until the
end of the tax year which equals the value of
corporate income tax payable after their divi-
dends (see USA, Australia). 

Regarding the taxation of capital gains, the
most important question which a government
should answer is if it wishes to discriminate
investments based on their duration. While the
importance of positively discriminating gains
from long-term investments is increasingly rec-
ognized, it is true that the costs of control for
the government might be substantial.

PRACTICAL ISSUES OF TRANSFORMING
PERSONAL INCOME TAX SYSTEMS

Once a government has taken a stand regarding
the conceptual items, it will have to face the
following issues when reshaping the personal
income tax system of their country: 

•number and magnitude of tax rates;
•relations of social security contribution and

personal income tax levies;
•inflation indexation of tax brackets;
•range of tax subjects;
•exemptions and allowances.
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These questions may seem simple for the
first sight, yet their relation to the conception-
al elements must also be examined. E.g. when
elaborating the system of various allowances
and exemptions, governments should make
sure that the proposed solution harmonises
with their vertical equality objectives.

Number and magnitude of tax rates

Perhaps there is no better proof of the com-
plexity of the number of tax rates that some
countries (with Hungary among them) recent-
ly introduced exemption thresholds to ensure
support to low-income citizens (in Hungary,
the threshold is the actual minimum wage, in
other countries it is typically set at specific
income levels). As the expemtion threshold is
usually not sufficient for estabslishing vertical
equality, it is advised to use 1 or 2 additional
rates. Concerning the magnitude of tax rates,
the IMF and the OECD point out two things.
First, even the highest rate should be below 50
per cent and second, the highest tax rate must
not be far above the rate of corporate tax. The
reason is that a significant difference in those
tax burdens may encourage people with higher
income to transform their earnings into capital
gains. 

Relations of social security contribution
and personal income tax rate band levies

One reason that this topic deserves attention is
that debates around tax burdens in recent years
proved that the rate of personal income tax
cannot be handled separately from that of
social security contribution. There are several
reasons for treating these rates together: First,
social security contribution closely relates to to
labour earnings and second, unlike with per-
sonal income tax, only a single rate exists for

social security contribution in every country
which reduces the progressivity of the income
tax system. The inseparability of the two levies
is also supported by a 2006 OECD study which
pointed out that the reduction of personal
income tax rates in Japan, Turkey, Canada and
the UK between 2000 and 2005 took place with
the simultaneous increase of social security
contribution rates and the increase actually
exceeded the reductions (OECD, 2006, page
18). What it suggests is that these countries
tries to use social secutity contribution pay-
ments to make up for lost tax revenues.

We can also examine the links between per-
sonal income tax and social security burdens
from the aspect of different revenue segments.
Between 2000 and 2005, for people with an
average income, the joint burden of personal
income tax and social security contribution
decreased by more than 3 per cent in Finland,
Ireland and Slovakia and increased by above 
2 per cent in Turkey and Japan. During the
same years, the joint tax burden for people
earning 67 per cent of the average income
decreased by more than 5 per cent in France,
Hungary and Slovakia and grew by in excess of
3 per cent in Japan and Mexico. For people with
earnings of 67 per cent above the average, the
tax burden calculated this way went down by
4.8 per cent in Slovakia and by 3.2 per cent in
Ireland while it increased by 9.5 and 5.2 per
cent in Turkey and Greece respectively in the
period concerned. Thus it is clear that the
change of tax burdens for specific income seg-
ments was significant only in a few countries.

Indexation for inflation 

If a government leaves personal income tax
brackets unchanged over several years, the
marginal tax rate will increase for people with
identical real income, since their nominal
income will grow at the rate of inflation.
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Therefore, in countries with a high inflation
rate, tax brackets are indexed to avoid this
phenomenon. While this solution is applied in
a number of Latin-American countries, it is
not likely to be chosen by too many govern-
ments in the future since it is easier to main-
tain vertical equality through various tax
allowances. 

Range of personal income tax subjects

In countries applying multiple personal income
tax rates, most debates about the range of per-
sonal income tax subjects is about the individ-
ual and the family. Some countries (e.g.
Germany, Belgium, Greece and Portugal)
attempt to help families by allowing, up to a
certain extent, the reallocation of the joint
income of married couples between husband
and wife. As these systems aggregate incomes,
they usually set a higher tax rate on the joint
income than on individual incomes in order to
prevent tax evasion. Nevertheless, OECD
countries shifted towards taxing individuals in
recent years which suggests that governments
would rather support families through tax
allowances and other forms of direct support.

Exemptions and allowances

The most general allowance in relation to per-
sonal income tax is when a certain income of
the taxpayer is exempt from taxation. With
these allowances, first the revenue impact has
to be weighted and second, in order to avoid
general progressivity, it has to be possible to
identify groups of society which the govern-
ment intends to support for some reason. In
the case of targeted aids, however, the govern-
ment provides support with a special consider-
ation in mind. Typical considerations these
days include social or activity-based support

(e.g. subsidies to the purchase of medical aids).
As the latter may incur significant administra-
tional expenses, the launch of a voucher
scheme should be weighted as an option.  

Both general and targeted allowances can be
provided in the form of deductions or tax loan
schemes as well. In a multi-rate tax system, the
value of a tax deduction for the taxpayer is
defined by the tax bracket he falls into. The
higher the tax bracket, the more valuable the
deduction will be for the taxpayer. The tax loan
option, however, is available for everyone
regardless of tax rate and tax bracket. Albeit
there is no consensus among experts on which
of the two schemes should be preferred, it is
generally believed that deductions should be
linked to general allowances and tax loans to
targeted allowances. 

As shown in Table 2, the average of personal
income tax rates diminished from 55 per cent
to 38 per cent and its lowest rate decreased
from 19 per cent to 14 per cent between 1986
and 2002. The decrease of the number of tax
rates from 8 to 4 is a sign that tax systems were
becoming simpler. In the period concerned, the
extent of personal income tax allowances
increased from 23 per cent to 36 per cent of per
capita income which increased the progressivi-
ty of the tax system. The changes enacted in
individual countries were extremely diverse,
still we believe the underlying challenges
should be considered similar in many ways. In
the 1980's and 1990's, the need to improve the
competitiveness of national economies, the
necessity of large supply system reforms due to
demographical changes along with the intensi-
fied international flow of capital put national
governments under multiple pressure. First,
they had to come up with the right answer to
these challenges by changing the tax system
and second, they had to guarantee that the level
of tax revenues is sustained. Therefore, the
solutions which emerged in this tense situation
unavoidably differed in contents, yet the com-
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mon dilemmas of governmental tax policies
and the similarities of responses which individ-
ual countries came up with should not be over-
looked.

DIRECTIONS OF FUTURE CHANGES TO
PERSONAL INCOME TAX SYSTEMS

Efforts to make tax systems more effective
always incur significant costs. Experts agree

that no general model exists which countries
would not have to change amidst sudden
changes in the international environment. In
recent times, the reduction of tax rates and the
expansion of the tax base have been widely
applied in tax systems due to the extensive
spreading of tax evasion and the need to sup-
port individuals in various income groups. The
joint or separate taxation of capital gains and
labour earnings, an important conceptual ele-
ment of personal income tax systems, contin-

Table 2

PERSONAL INCOME TAX POLICY OF CENTRAL GOVERNMENTS IN SELECTED COUNTRIES

Maximum Minimum Number of Maximum Allowance 
marginal tax marginal tax tax marginal „–” rate per annum

rate rate rates of corporate tax
1986 2002 1986 2002 1986 2002 1986 2002 1986 2002

per cent quantity per cent per cent of per-
capita income, %

North  America 43.7 33.80 23.8 13.0 8 5 –0.7 3.20 13.8 15.7

Canada 37.4 29.00 27.5 16.0 3 4 –0.4 2.88 21.3 22.8

United States 50.0 38.60 20.0 10.0 12 6 –1.0 3.60 6.2 8.6
Asia  and  Pacific  

region 62.8 39.80 20.3 13.9 9 4 24.2 9.80 18.5 10.4

Australia 60.0 47.00 25.0 17.0 5 4 14.0 17.00 25.9 16.5

Japan 70.0 37.00 30.0 10.0 9 4 36.7 7.00 15.3 8.4

South Korea 55.0 36.00 6.0 9.0 16 4 25.0 9.00 14.4 8.5

New Zealand 66.0 39.00 20.0 19.5 6 3 21.0 6.00 … 8.2
Western  Europe 62.5 48.50 20.0 12.0 8 5 23.8 15.80 18.0 32.8

France … 52.75 … 7.5 … 6 … 17.32 … 17.1

Germany 56.0 51.17 … 21.06 … … 20.0 24.79 1.8 28.7

Italy 62.0 46.40 12.0 18.25 9 5 26.0 9.63 3.9 30.1

Netherlands 72.0 52.00 18.0 2.95 9 4 29.0 17.50 29.9 60.0

UK 60.0 40.00 30.0 10.0 6 3 20.0 10.00 36.5 28.2
Eastern  Europe … 37.30 … 18.0 … 3 … 11.70 … 42.5

Czech Republic … 32.00 … 15.0 … 4 … 1.00 … 63.3

Hungary … 40.00 … 20.0 … 3 … 22.00 … 48.5

Poland … 40.00 … 19.0 … 3 … 12.00 … 15.7
Norway 45.2 23.90 14.9 12.9 5 3 4.5 –4.90 46.7 70.7

Denmark 39.6 15.00 14.4 5.5 3 3 –10.4 –15.00 74.9 14.0

Finland 51.0 36.00 38.0 13.0 4 5 18.0 7.00 18.5 45.2

Norway 40.0 19.50 3.0 13.5 8 2 12.2 –8.50 … 112.8

Sweden 50.0 25.00 4.0 20.0 … 2 –2.0 –3.00 … 110.7
Average 54.9 37.60 19.1 13.7 8 4 14.9 7.80 22.6 36.0

Source: Zee. 2005. page 48
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ues to be subject to vivid debates, with experts
from different countries representing different
opinions. Nevertheless, due to the changes of
the international economic environment, sepa-
rated or dual personal income tax systems are
expected to gain ground. As employees in
developed countries are also shareholders at
the same time, the issue of horizontal equality
will no longer be in the focus of attention. For
in a dual system, labour earnings are likely to be
transformed into capital gains due to lower per-
sonal income tax burdens for the latter which
will weaken the horizontal and vertical equality
of the tax system. The example of Scandinavian
countries which took the lead in launching dual
personal income tax systems is not followed by
other countries for the time being. Yet in many
countries there is a shift towards semi-dual sys-

tems (e.g. personal capital gains are taxed at a
lower rate than labour earnings).

Some countries introduced flat tax systems
in the 1990's which entailed the narrowing of
tax allowances. Although the broadening of the
tax base increased the transparency of tax sys-
tems and governments could spare significant
administrational expenses, flat tax solutions
deteriorated the fairness of tax burden distribu-
tion (Erõs et al, 2006). The spreading of flat tax
systems will be substantially determined by the
fact that they are not able to prevent the trans-
formation of labour earnings into capital gains,
since the integration of social security contri-
butions would lead to a much higher tax rate.
Due to the necessity of levying taxes on mobie
tax bases, however, most countries will not go
for this option.
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T

Mária Lakatos

Changes in the Hungarian 
taxpayers' behaviour with a view
to changes in the personal income
tax and the national insurance
contribution, 2005–2006
The Hungarian literature has not provided a
description of the Hungarian model based on a
mathematical scheme and the investigation of the
resulting relations. In general, the tax and nation-
al insurance levies are two separate systems, and
the interference of them has hardly or not been
analysed by the experts. Therefore, I first looked
at these relations when examining the personal
income tax revenues, the tax rate and the nation-
al insurance levies and the changes of this system.
It was clearly revealed that it was the change in
the national insurance levies that primarily influ-
enced the taxpayers' behaviour and consequently
the declared tax; nevertheless, this was suitable for
analysis only with certain restrictions. The sepa-
ration of the effects, the changes of the individual
factors and their interference still need to be
proved.

The principles, acknowledgement and imple-
mentation of the Hungarian tax system do not
differ from the systems used in developed coun-
tries; therefore descriptive models used in such
countries may be used for the description of the
Hungarian system, too. Based on this, I set up
and analysed the English descriptive model suit-
able for the calculation of the tax burdens, taking
the Hungarian peculiarities into account.

Adapting the English descriptive model, taking
the Hungarian circumstances into account, has
enabled me to analyse the impact of the effective
tax rates and the tax allowances with regard to the
tax revenues. The Hungarian model differs from
the English in that different allowances are used
in Hungary and certain allowances depend on
the employment status; for this reason I have
established two groups: employees and private
entrepreneurs. The classification of taxpayers by
occupational groups and allowance categories has
shown which group may generate more or less
revenues when certain changes take place. 

According to the model, the tax revenues are
influenced not only by the rate of the contribu-
tions and taxes, but their relative proportions. In
addition, the introduction of more stringent
measures regarding the national insurance contri-
butions significantly decreases the number of tax-
payers, including the widening of the tax base for
the contributions. Therefore any tax-related
measures and their impact should be analysed
together with the changes in the national insur-
ance contributions taking place the same year so
that revenue estimates could become true the fol-
lowing year. At the same time, a group of taxpay-
ers adapt to the changes extremely fast, while the
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only strategy available to the employees in the
public sector is asking for a bigger pay rise. These
differences are duly reflected in the models set up
for the two occupational groups.

First I am going analyse the changes that
have taken place in the last two decades based
on the international tax indicators. I am going
to examine the revenues from each tax type,
the changes in the number of taxpayers while
giving a brief description of the national insur-
ance system.

I am going to continue this reasoning by cal-
culating tax levies for different occupational
groups, and based on this, outline the changes
that have taken place. The description of the
English mathematical model of the tax burden
indicator may be used for the analysis of the
impact of the measures on the marginal tax rate
and allowances.

Then I am going to modify this model taking
the Hungarian peculiarities into account, and
draw the necessary conclusions. 

Finally, I am going to summarise the key
findings. 

GENERAL DESCRIPTION OF TAX BURDEN
INDICATORS, MARGINAL TAX RATES

Besides theoretical models, international com-
parison provides valuable clues for the descrip-
tion of the procedures; however, it seems to be
a good idea to examine what semantic prob-
lems arise when the tax systems are compared
and conclusions are drawn from the changes of
the indicators. Understanding and applying
these will help us to explore the problems of
the Hungarian tax system, too.

A key indicator used in the international
comparison is the effective tax rate, i.e. the per-
centage of the income to be paid as tax. 

Consequently, the establishment of the
income for tax purposes is essential; not only to
see the visible and invisible incomes, but to see

whether incomes exempt from personal
income tax exist, and if yes, to what extent.
Therefore, the comparison of the effective tax
rates is rather difficult, since it makes a differ-
ence when you calculate the tax burden on the
declared income, the total income or the
income increased by social allowances.

If, for example, the status of various monetary

social allowances changes from one year to the

next, the maternity benefit becomes tax exempt,

the effective tax burden decreases in the house-

hold statistics (paid tax/income); but this in itself

may indicate a reverse effect as the burden on the

active population may increase.

After defining the income, a tax table should
be set up, which usually expresses the current
government's preferences regarding the alloca-
tion and re-allocation of incomes in the form
of progressive tax rates. Normally, the indica-
tor representing the actual tax burden – paid
tax/total income – serves as a basis for the com-
parison, or the marginal tax rates of various
income categories or the tax rates of the high-
est category are to be considered; this burden is
imposed on the taxpayer when a new unit of
income is acquired. It means that the progres-
sion of the nominal tax table in itself does not
adequately describe the tax burden. 

The progression cannot be characterised by
the marginal tax rate alone, since it makes a dif-
ference at which income category it is applied.
In Hungary the highest tax rate applies to the
average income.

Similarly, a significant difference may arise
from the application of the family income tax-
ing, regardless which method is used for the
division of the taxable income in a 'dual earner'
model. The family status is reflected in taxing
in the United States to the greatest extent1,
(Dworin, 1993), while in Hungary the person-
al income tax system does not take the family
status into account at all. (No child allowances
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exist anymore in the general family model, and
in addition, the amount of the alimony is not
deductible.)

However, the Hungarian tax statistics have
been providing information for the calculation
of the tax statistics in line with the OECD
methodology since 1995; as I have already
mentioned, there are basic limits on the com-
parison arising from the difference of the
national tax structures. 

In Hungary, the general personal income tax
burden may be calculated based on the taxpay-
ing groups created taking various considerations
into account: employees, private entrepreneurs,
pensioners etc. In this case, the preferences
granted to the taxpaying groups apply and one
can see how these groups react to the same
change in taxes2 [Ministry of Finance, 2005].

The burden on the salaries are expressed by
the so-called tax wedge instead of the effective
tax rate, which projects the accumulated
amount of tax, the employer's and the employ-
ee's contribution for the total labour costs.
However, statistics may provide distorted data
here as the rate of levies differs, when all or any
element of the national insurance contribution
may be deducted from the tax. (Or, on the con-
trary, when the employer pays 54 per cent per-
sonal income tax on the taxable contribution in
kind plus 29 per cent national insurance contri-
bution on the 154 per cent, then for this
income type the tax wedge is not the quotient 

of = , but 

The comparison was rendered even more dif-
ficult by the irregularities in the disclosure of
statistical data in Hungary: only sporadic statis-
tical tables were prepared in a different account
system treating incomes in a different way
before 1994. For example, private entrepreneurs
could opt to pay corporate tax, i.e. their income
was recorded partly as personal income tax and

partly as corporate tax. The analysis of corpo-
rate tax revenues is further hindered by that the
national insurance contributions paid by com-
panies were recorded as national insurance rev-
enue from employer's contribution and corpo-
rate tax items. Tax allowances cannot be com-
pared and do not indicate trends, since before
1994 allowances reducing the tax base were in
place, which were then replaced by tax reducing
allowances depending on income limits and
family circumstances. Therefore, in this analysis
data from the period after 1994 have been used:
all earlier data is only for information purposes,
their increase or decrease carries relevant infor-
mation rather than their volume.

International comparison

The most common indicator of the personal
income tax in the national economy is the tax
revenue expressed in proportion to the GDP. This
indicator shows the proportion of the GDP
deducted by public finance through personal
income taxes, national insurance, turnover-
related taxes or tax on profit. In the period
under review, i.e. between 1994 and 2005 there
was a definite increase in personal income tax
burdens. If you place the data on the national
insurance contribution next to the tax data,
you will see that the burden on labour is
extremely high even if the rate of the national
insurance contribution against the GDP
decreases. (See Table 1)

The above table shows that 6.7 per cent of
the GDP was levied as personal income tax in
2004. The national insurance contributions –
paid by the employer and the employee –
account for the double of this amount, there-
fore it is not surprising that these are the most
significant sources of revenue within the GDP.
In Hungary during the period under review the
proportion of the GDP realised through tax
revenues decreased, while this ratio remained
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unchanged in the developed countries,
although the rate of the personal income tax
decreased and the corporate taxes increased.
However, in Hungary within the total tax rev-
enue the rate of the personal income tax grew
from 16.1 to 18.9 per cent.

As far as the main tax types are concerned, the
share of the turnover tax increased, while the pro-
portion of the corporate tax against the GDP
became marginal. At the same time, the propor-
tion of the national insurance contributions sig-
nificantly increased, and together with the per-
sonal income tax they guarantee one fifth of the
revenues each year, therefore tax-related
changes usually affect the personal income tax
and the national insurance contribution.

As far as the data related to Hungary is con-
cerned, I have to mention the household statis-
tics produced by the Hungarian Central
Statistical Office, which provides adjusted data
with the aim of aligning the declared incomes
to the assumed incomes and also covers own
services and records national insurance pay-
ments made by the employers as revenue. The
personal income tax burdens show an increase
even within these limits.

Personal incomes tax data from 
tax returns

The behaviour of the taxpayers, their reaction to
the modifications of the regulations in the given

year may be more adequately modelled using the
tax return data, which indicates the tax liabilities
declared for that year. These amounts are lower
than the revenues of the Hungarian Tax and
Financial Control Administration, which are
modified by data related to liabilities, penalties,
reviews etc. carried over from the previous year.
At the same time they may be treated as declared
preferences, i.e. the tax base the taxpayers are
willing to declare.

According to the data in the tax returns, the
increase in incomes from employment exceeds
the increase of the incomes taxed separately;
however, the increase in the incomes of private
entrepreneurs, who account for the second
biggest group of taxpayers, lags behind the two
previously mentioned groups. When we look at
the proportion of the declared entrepreneurial
withdrawal or the entrepreneur's income, it is
notable that the proportion of the wage type
amount and the amount subject to national
insurance contribution taxed similarly is get-
ting smaller and smaller. Furthermore, accord-
ing to the data of the Tax Authority, the rate of
losses are on the increase; based on the sum-
mary of the tax returns the losses of the private
entrepreneurs exceed their profits.

The difference becomes even more obvious
when looking at the changes in the number of
taxpayers, although the number of those
preparing tax returns has been more or less
constant since 1991: in the beginning of the
decade nearly one million former employees

Table 1

PERSONAL INCOME TAX AND NATIONAL INSURANCE REVENUES IN PERCENTAGE OF THE GDP3

1988 1992 1994 1995 1998 2000 2001 2002 2004 2005
Personal income tax 4.3 5.5 7.0 6.8 6.5 7.1 7.5 7.5 6.7 6.9

National insurance 15.49 14.15 14.3 14.05 13.61 13.92 13.97 13.86 13.64 13.29

Total 19.7 19.65 21.3 20.85 20.11 21.2 21.47 21.36 20.14 20.19

(The data indicated in the publication OECD Revenue Statistics 1965–2004; 2005 only differs by a few tenths of a percent. Since the OECD took
another amount as a base for the GDP.)

Source:  data from the Ministry of Finance and own calculations
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disappeared from employment never to appear
in the unemployment statistics. The number of
the actual taxpayers first diminished signifi-
cantly in 1995 primarily due to the private
entrepreneurs, but at the same time, forty
thousand people switched over to flat-rate tax-
ation. The changes in the number and the
incomes again indicate that this group reacts to
the changes in the tax legislation and other cir-
cumstances far more flexibly than the employ-
ees. The changes in the average personal
income tax burdens are shown in Chart 1 after
processing all tax returns.

The burdens in general increased only by 0.9
per cent in 11 years; however, the changes seen in
the individual years projected a different picture. 

Between 1994 and 1996 tax burdens signifi-
cantly grew, in 1997 somewhat decreased, while
in 1998 remained unchanged. From 1999 tax
burdens increased again, the tax table did not
change significantly, but the tax credit lost sig-

nificance and the minimum monthly wage
increased by eighty per cent. However, the
growth rate of the tax revenues significantly accel-
erated in this period, statistical data indicates a
similar trend at nominal value as well as net
present value; in addition, the number of tax-
payers started to increase again even among pri-
vate entrepreneurs, who doubled their pay-
ments in four years. Since 2002 tax burdens
have decreased again and the growth of the rev-
enues of the central budget from private
income taxes have significantly decreased, too.
Separately taxed incomes have considerably
increased partly due to stock exchange gains
and the real estate market, which started to
pick up. A new group of taxpayers has emerged
with no wages or entrepreneurial income, who
live exclusively on capital investments. In 2005
176 thousand people declared incomes to be
taxed separately (i.e. these taxpayers had no
other incomes).

Chart 1

CHANGES IN THE AVERAGE PERSONAL INCOME TAX BURDENS 
(at nominal value)

Source: Own calculations based on data from the Ministry of Finance 

Aggregate income

percentagebillion HUF

Tax on aggregate income Tax on aggregate income/Aggregate
income
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When occupational groups are compared,
excessive disproportions are seen: 93.4 per cent
of all tax liabilities are undertaken by employ-
ees, 4.2 per cent by private entrepreneurs and
0.9 per cent comes from agricultural activities.
(See Chart 2.)

The growth rate of revenues, as indicated by
the data of the personal income tax returns,
came to a halt between 1995 and 1996, and the
same has been happening since 2002, which can-
not be explained by the decreasing inflation and
the slowing economic growth; the taxpayers' tax
avoiding behaviour and the impact of untaxed
incomes are shown by the statistical data calcu-
lated at valorised value in Chart 3. This indicates
that the revenues calculated at valorised value
decreased even when more stringent tax provi-
sions were introduced in 1994 and 1995.

However, data related to the burden on prop-
erty is usually missing. There is no tax statisti-

cal data available on the wealth of the
Hungarian population, since tax returns do not
include the zero tax rate deposits and similar
government bonds and amounts invested
investment funds. Similarly, no survey has been
carried out on stock exchange capital gains or
the growth of real property. Therefore, wealth
is not easy to estimate and the rate of wealth-
related taxes can be ignored unlike their pro-
portion against the GDP or the total tax rev-
enue elsewhere in Europe.

National insurance revenues

The changes taking place since 1994 in the rev-
enues from national insurance contribution,
which is not treated as tax, should be discussed
separately. The independence of the funds orig-
inally financing retirement-related and health

Chart 2

TAX BURDENS OF PRIVATE ENTREPRENEURS 
(at nominal value) 

Source: Tax Authority flash reports, 1996–2005
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services, and their allocation to the Tax
Authorities in 1999, as well as the treatment of
these within the central budget made not only
their operation ambiguous, but their imposing
and collection, too. Collection has clearly
improved since the Tax Authority took over
this operation, and data published so far have
been suitable for segmented analysis. The only
source of data from the period before 1998 was
the act on the final account; therefore no
detailed data were available.

The national insurance burdens paid by the
employer are lower than the European average,
but those paid by the employee are higher, and the
joint impact of the two exceeds the OECD
average in proportion to the GDP.

Currently, revenues from contributions
reach 12.5 per cent of the GDP, while revenues
from personal income tax account for 6.8 per
cent (in 2005), which indicates that the central
budget should focus primarily on these rev-
enues rather than tax revenues. Rates were
decreased twice: the rate of the pension contri-
bution slightly decreased before 1995 and then

again in two steps between 1998 and 2001;
there was a 10 per cent fall as far as contribu-
tions paid by the employer are concerned.
Since then the rate of contribution has grown
from one year to the next, although only slight-
ly, and new contribution types have been intro-
duced such as the entrepreneurial contribution.

The increase in the contribution does not
clearly have a positive effect on the budgetary
balances primarily due to the peculiarities of
the Hungarian employment structure, which
are as follows:

•the number of employees is extremely
high,

•every third employee works in the public
sector,

•the salary of those working in the public
sector – statistically – exceeds the declared
salary of those working in the business sec-
tor and the entrepreneurs in the private
sector.

Out of the contributions paid in 2005 600
billion HUF – about 25 per cent4 – came from
the contributions imposed on employees in the

Chart 3

REVENUES FROM PERSONAL INCOME TAX AT NOMINAL AND VALORISED VALUE

Source: Own calculations based on data from the Ministry of Finance and the Tax Authority

NPV = 1998

billion HUF
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public sector (CEMI, 2006). 20 per cent of all
the employees are working in the public sector;
however, their declared average salary is higher
than those in the business sector, therefore
their share of the national insurance revenues
and taxes is higher than it would be justified
taking their number into account.

Consequently, higher contribution rates do
not necessarily increase the revenues; similarly,
lower rates will not result in a shortfall of rev-
enues: for example, the decrease in the contri-
bution rates in 1998–2001 clearly had a decreas-
ing budgetary effect on the deficit as public
burdens lowered, while the decrease in the rev-
enues caused by decreasing contribution rates
was counterbalanced by the increasing number
of taxpayers and the increase in the minimum
wage, which did not affect the public sector,
only the business and the private sectors.

However, the increase in rates since 2002
(except in 2003, when the rate of the healthcare
contribution dropped)  has been accompanied
by a diminishing number of taxpayers, and the
declared average salary in the entrepreneurial

sector has been diverging from the salary of
those employed in the public sector, and the
salary of private entrepreneurs has been stag-
nating. Accordingly, the higher rate was fol-
lowed by a decrease in the levies on the real
incomes, which people are less and less enthu-
siastic to declare, and so revenues did not rise
as expected. (See Chart 4.)

The data shows that reactions are sharper
when the payment of the national insurance
contribution is modified.

•1995–1996: significant increase in tax rates,
the deductibility of the employer's contri-
bution from the tax base is gradually sus-
pended, widening of the national insurance
tax base.

•1998–2001: increase in tax rates, but
decrease in contributions, employer's con-
tribution is again deductible from the tax
base.

•2002: the upper limit of employer's contri-
bution payment doubled, employer's con-
tribution again cannot be deducted from
the tax base.

Chart 4

CHANGES IN THE NOMINAL VALUE OF NATIONAL INSURANCE CONTRIBUTION 
AND PERSONAL INCOME TAX REVENUES

Source: Ministry of Finance, 1988-1998; flash report of the Tax Authority, 1988–2005

Personal income tax National insurance 
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Incomes from intellectual activities

The reaction of taxpayers is significant in the
case of incomes from the sale of intellectual
property, where the cut-down on the earlier
allowances (1995) calculated taking the mar-
ginal tax rate into account resulted in changes
of a few thousand forints; nevertheless, this in
itself cannot justify that the incomes from
intellectual activities shrank to one fourth.

However, when you consider the widening
of the national insurance tax base, reactions
could be understood. Although the rate of the
contribution did not change significantly, the
tax base widened, i.e. the marginal rate for the
national insurance contribution rose from 0 to
54 per cent in the case of intellectual products.
The decline in the incomes from intellectual
activities is shown in Chart 5, which reveals
that the national insurance contribution
decreases the tax income for the first time. 

Before introducing the Bokros package,

which changed the basis of the tax system, the
tax base started to shrink gradually through the
declared incomes of the entrepreneurs. While
in 1994 the average annual salary was 390 thou-
sand forints among employees in the public
sector, private entrepreneurs paid tax on 118
thousand forints declared in their tax returns.
Tax avoidance took place even when levies were
theoretically lowered, although this effect was
lessened by the failure to index the rate bands. 

CALCULATING TAX BURDEN INDICATORS
FOR DIFFERENT GROUPS IN HUNGARY

As we have seen, essential structural changes
took place in 1995 and 1996 with regard to all
three elements of the tax system, and the effect
thereof – similarly to that of the reform – could
be seen for two years. However, since 2002
even more significant changes have started to
evolve:

Table 5

TAX BASE AND BURDENS OF THOSE CARRYING OUT INTELLECTUAL ACTIVITIES  

Source: own calculations based on data from the Ministry of Finance

Income from intellectual
activites

Allowances Number of those carrying out
intellectual activities
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•the number of those paying personal
income tax dropped by eight hundred
thousand partly due to the widening of the
tax exempt category,

•the proportion of the personal income tax
revenue transferred into the central budget
decreased in 2005,5

•the entrepreneurial withdrawal (wages
from their own business) decreased in
absolute terms,

•the entrepreneurs' declared profits shrank,
•the average salary of those in the top 100

(i.e. those earning the highest incomes)
have considerably increased.

The rate of changes in the personal income
tax revenues unseen before (the number of tax-
payers fell in 1995 and 1996, while it rose in
1999 and then again in 2001 to decrease by
eight hundred thousand starting in 2002) indi-
cates that certain factors had an impact on the
taxpayers' behaviour, who apparently avoid the
payment of taxes, although the marginal tax
rates have remarkably reduced (from 44 per
cent – the highest rate in 1994 – to 36 per cent).

However, when we compare the tax wedge
(private income tax + employer's and employee's
contribution/total salaries), a tax table com-
pletely different from the traditional is
received. Beside the progressive income tax,
there is a national insurance tax, which is linear,
but of its four elements (employer's old age

insurance benefit, employer's healthcare con-
tribution, employee's pension contribution and
employee's health care contribution) the third
has a limit; i.e. no payments have to be made
over 6,325,400 per year (limit for the year of
2006). If we examine both tax types, marginal
tax rates are as follows. (See Table 2.) 

This indicates that in addition to a progres-
sive personal income tax, a linear tax on salaries
is to be paid, too, which is the pension and
health care contribution paid by the employee.
The 12.5 per cent contribution should be calcu-
lated as a part of the tax base similarly to the
income (the upper limit of the contribution
payment was HUF 6,325,400), i.e. income tax
has to be paid on the contribution, too. (Besides
Hungary, only Lithuania has a similar tax sys-
tem.) If you consider this in the table and add
the two types of taxes up, you can look at the
personal income tax revenues from a different
angle, and a special tax table evolves producing
a different system of preferences. (See Chart 6.)

Instead of a system of tiered, progressive
levies this tax table does presents a proportion-
al tax system, which imposes levies in a pro-
gressive, and then in a regressive manner from
a certain limit. In the highest income categories
tax and national insurance levies even
decreased.

The tax burden on private entrepreneurs
may be modelled similarly by considering cer-

Table 2

ADJUSTED TAX TABLE FOR EMPLOYEES, 2006  

Capital income Tax rate
HUF 0–750 000 forint 12.5%

HUF 750 001–1 550 000 forint 30.5%  (18% personal income tax+12.5% national insurance), (93,750 + 30.5% 

of the amount above 750,000)

HUF 1,550,001–6,325,400 48.5% (345,750 + 48.5% of the amount above 1,550,000)

over HUF 6,325,450 40.5% (2,661,819 + 40.5% of the amount above 6,325,450)

If it was capital income, then  (without dividends)

over HUF 0 0%

Source: own calculations
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tain peculiarities, notably that they are given no
tax credits. (In both cases only two types of
contributions, the amount of which is the high-
est, were taken into account, since the rate and
payment method of the others are different,
but their percentage is so low that it has no
impact on this analysis.) (See Table 3)

Private entrepreneurs have to pay the entire
amount since no tax credit applies to the mini-
mum wage, and they are their own employers,
therefore they pay the employer's contribu-
tions, too. (See Chart 7)

These two figures lead to a number of con-
clusions, which may shed a different light on

the traditional approach of the personal income
tax system:

•contrary to the original intention, the per-
sonal income tax is not a progressive tax
system: it is progressive first to become
regressive in the highest category,

•among the employees, the highest levies are
imposed on the middle class, and the tax-
wedge is decreasing over the upper limit of
the contribution payment,

•the burden on the private entrepreneurs is
extremely high from the first earned forint; the
difference between the lowest and the highest
categories is not more than 10 per cent,

Chart 6

LIMITS ON THE LEVIES IN THE HUNGARIAN TAX SYSTEM 
(TAX + NATIONAL INSURANCE) FOR EMPLOYEES, 2006 

Source: own calculations

Table 3

ADJUSTED TABLE OF LEVIES FOR PRIVATE ENTREPRENEURS   

Capital income Tax rate
HUF 0–750,000 59.5% ( 18+ 12.5 + 29)

HUF 750.001–1.550.000 59.5% ( (18% personal income tax+12.5% national insurance)

HUF 1,550,001–6,325,400 (767,250 + 77.5% of the amount above 1,550,000)

over HUF 6,325,450 (3,990,645 + 69.5% of the amount above 6,325,450)

Source: own calculations

national insurance + tax 

HUF 750.000

48.5%

30.5%

12.5%

HUF 1.550.000 HUF 6.325.400
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•the presentation of the tax wedge makes it
clear that employees and private entrepre-
neurs behave differently,

•the 0 per cent and then from 2006 the high-
est tax rate on the interest and stock
exchange gains  provides unjustified
allowances for incomes taxed separately.

The above correlations are supported by
international statistical data, when we compare
the burden on a unit of net income. This means
that it is only in Hungary where the amount of
the taxes and contributions to be paid exceeds
the net income, which ensures a leading posi-
tion among European countries.

Based on the two types of tax tables of tax
burdens shown previously, the behaviour of the
two groups under review, i.e. employees and
private entrepreneurs, may be modelled.

Employees try to raise their salary, since 29
per cent of the tax wedge is imposed on their
employers, therefore they are not really inter-
ested how much the employer pays when their
salary becomes higher (out of HUF 129 the
employee receives HUF 87.5 when he is regis-
tered at a minimum wage). Of the same
amount a private entrepreneur may receive

only HUF 69.5, while his total costs amount to
HUF 129 and not HUF 100. Therefore, the
private entrepreneur is interested in paying
taxes and contributions at a minimum wage
level. The same effects are reflected in the sta-
tistical data related to tax paying employees
and private entrepreneurs.

Subsequent to this I tried to find an answer
to the question that if the tax base and the con-
tribution base are related, since only their rate
differs and both have been collected by the Tax
Authority since 1999, what interaction exists
between the two, and how the tax base is influ-
enced by the contribution rates, the widen-
ing/reducing of the contribution base and sim-
ilar changes in taxes.

Alternative approach – mathematical
description of the English tax system

So far individual elements of the tax system
have been analysed separately; however, it is
important to examine how much burden is
imposed on the different groups by the indi-
vidual elements of the tax system and the inter-

Chart 7

MARGINAL TAX RATES IN THE HUNGARIAN TAX SYSTEM 
(TAX + NATIONAL INSURANCE) FOR PRIVATE ENTREPRENEURS

Source: own calculations

National insurance + tax

HUF 750.000

77.5%

69.5%

59.5%

HUF 6.325.400
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action thereof. The Hungarian literature has
analysed the socio-political aspects of the tax
system in detail,6 therefore I focus on the
impact of the changes in two key tax elements
– personal income tax and national insurance
contribution – on the tax base. For this pur-
pose, I took the mathematical model of Dilnot,
Kay and Morris of 1984 as a basis,7 which 
I modified in accordance with the Hungarian
peculiarities and the objective of this research
(Dilnot, Kay, Morris, 1984).

According to the assumptions of the English
model, tax legislation determines the following:

•method of tax payment, 
•volume of the income to be considered,
•available allowances,
•payment schedule of national insurance

contributions,
•VAT rates.
The model established based on equations

known from macro-economics is static, because
instead of indicating the changes in the individ-
ual factors on a timeline, it models the forms of
levies and shows their joint at a given time. 
It aims at assessing the individual's tax burdens
and showing the relation between the levy
forms and revenues.

According to the original model the tax sys-
tem may be modelled by the following equation:

(1.1) T= Ta + bY
where 
T= total tax revenue
Ta= autonomous taxes not linked to the

income
Y= taxable income
b= effective marginal tax rate

Since the two tax types seem to interact, this
model shows the resultant of interactions.
Since it assumes interaction between income,
marginal tax rate and the tax paid, it may be
used for modelling the tax regulations includ-
ing the peculiarities.

(1.2) t = bY-a
where
t= personal income tax paid
a= tax allowance, tax reduction
Y= gross taxable income

Now the income-dependent levies should be
considered in the model.

The original English model took the follow-
ing income-dependent levies into account with
certain restrictions. Only levies significant for
tax payment were modelled, such as mortgage
interest, payments made to pension funds and
life insurance fees.

Mortgage payments may be expressed in the
following way in an equation:
(1.3) M = M1 +M2Y
where
M indicates mortgage payments, a part of
which is an income-dependent payment 

Substituting these in equation (1.2):
(1.4) t = b(Y – M) – a
(1.5) t = b(Y– (M1+M2Y)) – a,

with further emphasis
(1.6) t = b(1–M2)Y – (a+bM1)

Based on this relation, one can conclude the
effective marginal tax rate and the tax
allowances 

•the principal payment increased the deduc-
tion not dependent on the income (M1),

•while the income-dependent M2 decreased
the effective marginal tax rate.

Taking the national insurance contribution into
account, the following equation may be set up:
(1.7) Yt=(1+n2)Y
where
Yt = employees' total labour costs
n2 = social insurance contribution paid by the
employer in %

(1.8) Y=1/(1+n2)*Yt
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Equation (1. 6.) may be expressed as follows:
(1.9) t + n2Y= (b(1–M2) + n2))Yt/

(1+n2) – (a+bM1)

This means that the legal regulation of direct
taxes facilitates the inclusion of the impact of
the direct taxes.

In the second step, the impact of the indirect
taxes may be included with the use of the esti-
mated Engel curve

(1.10) Xi= Zi + xiY
where
Xi is the consumption expenditure spent on
product i
xi is the marginal propensity to consume prod-
uct i

Now the equation may be supplemented,
which already includes the personal income tax
and the tax allowances, the national insurance
contribution paid by the employer and the
turnover tax.

(1.11) T=t+tiXi+n2Y=(b(1–M2)+tixi+
n2)Yr/(1+n2) – (a+bM1 –tZi)

Based on this equation, the tax reducing
items for the individual tax types, the marginal
tax rates and the total tax for the various
income groups may be established. The impact
of indirect (turnover) taxes could be deter-
mined, if we used consumption-related data
available in addition to the Engel curve. The
expenditure on taxable goods should be com-
pared to the total expenditure of the various
income groups. Understanding the structure of
indirect taxes, the structure of taxable goods, in
peculiar the structure of taxable goods with dif-
ferent tax rates will help us to determine the tax
burden of the different income groups.

Tax reducing items in income taxation are
descried by Dilnot, Kay and Norris:8 (Dilnot –
J. Kay – N. Norris: 1984)

where 
A = tax allowances
M1+M2Y = mortgage payments
P1+P2Y = pension contribution
L1+L2Y= life insurance fees
b = income tax base rate
n1+n2 = employee's and employer's national
insurance contribution

The total tax burden and the aggregated tax
rate for income per unit may be defined by
adding all the marginal tax rates up. The actual
calculations conveyed a rather appalling pic-
ture: in 1981 the aggregated tax burden on a
single-earner family with two children with
incomes below the national insurance ceiling
was 53 per cent, and in certain groups it
exceeded 60 per cent.

PROBLEMS, DIFFERENCES 
AND PECULIARITIES OF THE 
HUNGARIAN TAX SYSTEM

The mathematical equation introduced in the
previous chapter appropriately models the
basic peculiarities of the tax system, and indi-
cates the relation between different factors,
while it enables you to explore the relation
between the various factors on the individ-
ual's level as well as on a budgetary level.
Building on this feature, I modified the equa-
tion in line with the Hungarian circum-
stances. Accordingly, those preparing tax
returns have been divided into two groups:
employees and private entrepreneurs9

(Ministry of Finance, 2006).

n1
1+n2 

Employee's
national insurance

contribution

n2
1+n2

Employer's nation-
al insurance con-

tribution

b(1–M2–p2–L2) 1
1+n2

b( A+M1+P1+L1)Personal
income tax

Marginal tax rateTax-reducing 
items
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The employees were then divided into three
groups based on the tax allowance limits:

•HUF 0–750,000, where the effective tax
rate is 0 per cent due to the tax credit,

•HUF 750,000–6,325,450, no tax credit, the tax
rate between 0–36 per cent; this is the upper
limit for employer's pension contribution,

•over HUF 6,325,400 there is no tax credit
and only one rate applies; certain allowances
exist with restrictions, no employer's pension
contribution.

Similarly, private entrepreneurs may be
divided into three groups:

•HUF 0–1,550,000, one tax rate applies (18
per cent), no tax credit,

•HUF 1,550,000–6,325,400, two tax rates
apply (18 and 36 per cents), tax allowances
exist except tax credit,

•over HUF 6,325,400, one rate applies;
allowances are available with restrictions,
no employer's pension contribution.

A separate model should be set up due to the
following unique characteristics of the
Hungarian tax system:

•there are no tax-reducing allowances,
•tax base reducing allowances are income

dependent, which support the consump-
tion of certain products,

•employer's national insurance contribution
is taxable (cannot be deducted from the tax
base),

•allowances related to mortgage interest
rates and housing loans no longer exist.

MODEL FOR THE HUNGARIAN SYSTEM
OF LEVIES

The starting circumstances of the Hungarian
model are similar to those of the British with a
view to the following:

•method of tax payment, 
•volume of the income to be considered,
•available allowances,

•payment schedule of national insurance
contributions,

•VAT rates.
The tax regulations determine the method of

tax payment, the schedule, the deadline; the
payment of national insurance contributions is
similarly regulated. However, the income calcu-
lation method is different: different allowances
are available, and the national insurance contri-
bution behaves as a tax in a number of ways, e.g.
it cannot be deducted from the tax base,  there-
fore the equation needs to be modified.

The revenue from personal income tax and
national insurance contribution collected from
employees are as follows:

(2.1) T= Tt + Ts
where
Tt is the tax revenue,
Ts is the revenue from national insurance con-
tribution

(2.2) Y= y1 + y2 +y3
where 
Y is the total taxable income
y1 is the taxable income of the first group
y2 is the taxable income of the second group
Y3 is the taxable income of the third group

(2.3) T= y1b1 + y1N1 +
y2b2 +y2N2+y3b3 +y3N3.

where 
b1 = tax rate for the first group
b2 = tax rate for the second group
B3 = tax rate for the third group
N1= employer's and employee's national insur-
ance contribution of the first group
N2= employer's and employee's national insur-
ance contribution of the second group
N3= employer's and employee's national insur-
ance contribution of the third group

The payments made by the group of employ-
ees are as follows
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(2.4) t1=b1(y1–M) – a
where 
M=m1+m2 = sum of the additional and tax
credit
a = tax-reducing allowance not dependent on
the income

(2.4) a=a1+a2
where 
a1 = contribution in kind, child-related
allowances
a2= allowances not depending on incomes but
linked to an income ceiling (such as Sulinet),
which may be expressed as follows

(2.6) a2= (X1+X2+X3+...Xi)* k
where 
X1,2,…i is the average amount spent on the
given product 
k – average rate of tax allowance (average
allowance/average amount spent on product i)

(2.7) t2= b2(y2–M)–(a1+ (X1+X2+X3)*k)

(2.8) t3= b3y3 – a1

Total tax revenue

(2.9) Tt=tt1+tt2+tt3

(2.10) Y= b1(y1–M) + b2(y2–M)–
–(a1+ (X1+X2+X3)*k) +b3y3–a1

Then the national insurance contribution
revenues are included in the equation

(2.11) Tt+Ts=b1(y1–M)–a+y1(n1+n2)+
+b2(y2–M)–(a1+(X1+X2+X3)*k)+

+y2(n1+n2)+b3y–a1+y3n1

where
N= n1+n2
n1= employer's national insurance contribu-
tion

n2 = employee's national insurance contribution

(2.12) T=y1b1(1–M/y1+(n1+n2)/b1)–
–a+y2b2(1–M/y2+(n1+n2)/b2)–

–(a1+(X1+X2+X3)*k)+
+y3b3(1+n1/b3)–a1

After sorting you arrive at the effective tax
rates broken down by factor, and the equation
also describes their relation.

In this manner, the revenue expected from
the first group is proportional to the quotient
of the national insurance contributions and the
tax and is inversely proportionate to the rate of
tax credits. Since we know that for employees
the tax credit equals the tax payment amount in
the lowest category, the equation may be fur-
ther simplified based on the conditions as at 31
December 2006:

(2.13) b1y1(1–M/y1) = 0

(2.14) T= y1b1(n1+n2)/b1–
–a+y2b2(1–M/y2+(n1+n2)/b2)–

–(a1+(X1+X2+X3)*k)+y3b3(1+n1/b3)–a1

Based on the analysis of the equation, the
total tax and contribution revenue may be
increased (while all the other factors remain
unchanged), when the quotient of the contri-
bution burden and the tax increases, and
among the reducing items the tax credit and the
part of the amount spent on a product that may
be written off decreases the amount to be paid.
However, this relation is only one of the fac-
tors included in the equation affecting the tax
and national insurance contribution revenues;
these factors are the following:

•taxable income declared in a year,
•sum of the deducted and utilised

allowances,
•increase in the effective tax rate in the given

categories, which is also related to the
allowances.
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The y income factor in the equation may be
expressed in the following way:

(2.15) y1= Y1tN1p,   y2=Y2tN2p,   y3=Y3tN3p
where 
Y1t, Y2t is the taxable, declared income per per-
son by group
N1p, N2p is the number of those taking on tax
liabilities

This shows the number of taxpayers paying
the given amount of tax. In this case, the equa-
tion reflects whether the same tax revenue was
generated by more or less taxpayers in a year in
a certain category.

(2.16) T=Y1tN1p(n1+n2)–a+
+Y2tN2pb2(1–M/y2+(n1+n2)/b2)–

–(a1+(X1+X2+X3)*k)+
+Y3tN3pb3(1+n1/b3)–a1

The relation of the national insurance contri-
bution and the effective tax rate therefore indi-
cates that the proportion of these two modifies
the revenue-increasing effect arising from the
increase of the tax and the national insurance
contribution rates. At the same time, the num-
ber of private entrepreneurs indicates that they
react to the changes affecting them extremely
quickly regardless whether the modification of
the tax regulations introduces new levies or
eases the tax burdens. The interpretation of the
equation sheds a light on the changes expected
in each income group (occupational group, i.e.
employees and private entrepreneurs) when the
structure of levies is altered.

Conclusions

In the employees' group only an increase in the
national insurance contribution may bring
forth an increase in the revenues up to the
limit, where the tax credit exempts the income.

This happened in 2006, when the statutory tax
base for contributions was increased to the
double of the minimum wage. 

In the case of the middle class, an increase in
the tax rate does not necessarily result in an
increase, since this effect is lessened by the
decrease in the national insurance/tax quo-
tient, and may modify the sum of the
allowances (this group makes the most of the
allowances)10 (Tax Authority 2002, 2003,
2004, 2005, 2006). In the highest category, the
rate of the marginal tax rate is dominant, since
this group is not entitled to any tax credit or
tax-reducing allowances. The revenues from
this group are, however, limited due to the
pension contribution ceiling.

The equation for the tax and national insur-
ance revenue from the entrepreneurs may be
set up similarly; in the first category the differ-
ence is that they cannot benefit from tax cred-
its, therefore the levies to be collected depend
on the quotient of the national insurance con-
tribution rate and the tax rate – even in the first
group.

(2.17) T=Y1tN1pb1(1+(n1+n2)/b2)–
–a+Y2tN2pb2(1+ (n1+n2)/b2)–

–(a1+(X1+X2+X3)*k)+
+Y3tN3pb3(1+n/b3)–a1

More revenue may theoretically be expected
from entrepreneurs when levies rise, if the
number of taxpayers does not change signifi-
cantly from one year to the next. Nevertheless,
this group reacts to the changes the quickest
restricting their payments to the statutory min-
imum, i.e. the amount to be paid on the expect-
ed tax base for contributions.

Equations (2.12) and (2.17) indicate a new
relation, which reveals the taxpayers' behaviour
when any changes occur in the two key forms
of levies. This relation gives rise to the conclu-
sion unrevealed so far:

•that the volume of revenues is determined
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not only by the absolute size of the tax
rates for these two tax types, but also the
relative proportions of the two tax types.

If you compare the effective national insur-
ance contribution rate (12.4 per cent) to the
average tax rate, which is 6.8 per cent, it is
obvious that the central budget may expect rev-
enues primarily by increasing the national
insurance revenues, for which purpose it may
make certain sacrifices regarding the personal
income tax. This is a viable solution since
through the management of the national
insurance funds as a separate central fund this
is regarded as a revenue-generating or loss-
making activity. This relation is not influenced
by the fact that until the end of 2006 the
national insurance funds were making consid-
erable losses; however, there have been
months this year generating “profits”.

Changes in the number of taxpayers

So far significant differences in the actual num-
ber of taxpayers, the increase in tax burdens
and the decrease in national insurance contri-
butions have been seen during two periods.

The first is when the Bokros package was
introduced, when in the first two years
allowances decreased, the effective tax rate
increased, and the number of taxpayers
decreased already in the first year especially
among private entrepreneurs. 

Between 1998 and 2002 the national insur-
ance levies significantly decreased, and taking
the effect of the then introduced healthcare
contribution into account, the effective tax
burdens increased by 8.5 per cent and then
again by 1 per cent, and even so, the number of
tax-paying employees and private entrepre-
neurs rose considerably. This results partly
from the restoration of the minimum tax liabil-
ity, but the number of taxpayers were reduced
by family allowances introduced. These two

different changes induced a considerable
increase in the number of taxpayers.

In the first period, i.e. the first two years of
the Bokros package, between 1995 and 1996,
the growth rate of revenues from personal
income tax accelerated at current price, and
then slowed down between 1997 and 1998.
This means that by suspending the allowances
and increasing the effective tax rate increased
revenues in the short run; however, due to the
shrinking number of taxpayers and the increas-
ing quotient of the national insurance and the
tax, the growth rate of incomes slowed down. 

In the second period, during the changes
between 1998 and 2002, the decrease in the
effective national insurance contribution and
the increase of the effective tax rate had a
decreasing effect on revenues for a short time;
however, this was counterbalanced by an
increase in the number of the taxpayers and
especially the increase in the income declared
by the private entrepreneurs. Furthermore, in
the case of private entrepreneurs, the quotient
of the national insurance and the tax increased
when the minimum wage was doubled, and so
revenues from national insurance contribution
and tax paid by them considerably grew.

SUMMARY

Adapting the English descriptive model taking
the Hungarian circumstances into account has
enabled me to analyse the impact of the effec-
tive tax rates and the tax allowances with regard
to the tax revenues. The classification of the
taxpayers by occupational groups and allowance
categories has shown which group may generate
more or less revenues when certain changes
take place. Based on the analysis of the model, I
could also provide explanations for contradicto-
ry changes in the statistical data, e.g. why the
increasing tax burdens increases or decreases
tax revenues under different circumstances. 
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According to the model, the tax revenues are
influenced not only by the rate of the contribu-
tions and taxes, but their relative proportions.
The introduction of more stringent measures
regarding the national insurance contributions
significantly decreases the number of taxpayers,
including the widening of the tax base for the
contributions. Therefore any tax-related meas-

ures and their impact should be analysed togeth-
er with the changes in the national insurance
contributions taking place the same year so that
revenue estimates could become true the follow-
ing year. At the same time, a group of taxpayers
adapt to the changes extremely fast, while the
only strategy avai-lable to the employees in the
public sector is asking for a bigger pay rise.
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Uriel Spiegel – Konstantin Kogan – Joseph Templeman

An aggregate Laffer curve –
a multi-peak case

IIn the current paper we propose to distinguish
between micro and aggregate Laffer functions. We
prove that in spite of the fact that a Laffer curve of
any representative individual may have one peak
point where tax revenue is at its maximum, the
aggregate Laffer curve is more likely to have mul-
tiple peaks. We show this for the case where there
is a high degree of wage distribution inequality
along with a backward bending supply curve of
labor, which appears to be the case for many
Western countries. Since this scenario is typical of
many countries, the welfare implications of the
multi-peak Laffer curve should be considered by
the policy maker.

INTRODUCTION

On a cool autumn evening in Washington in
1974, Art Laffer, (then 35) had one of those
moments that end up defining someone for the
rest of his life. Watergate and stagflation
gripped the country. Ford wanted to WIN –
Whip Inflation Now! – with a five-percent tax
surcharge, which was supposed to re-ignite the
American economy by taking big bites out of
it. Today raising tax rates in a recession seems
silly. Back then it was accepted folklore. In the
fall of 1974, Rumsfeld and Cheney were look-
ing for alternatives. Happy to oblige was Laffer,

who pointed to a mandala sketched on a cock-
tail napkin-two perpendicular lines and an arc-
as the answer to the complex problems plagu-
ing the nation. The Laffer Curve, one of the
icons of supply-side economics, was born (see
the American Spectator, Jan/Feb 2002). 

It has been said that one of the great advan-
tages of the Laffer curve is that you can explain
it to a congressman in half an hour and he can
talk about it for six months. But levity aside,
since its arrival on the public scene literally hun-
dreds of journal articles have analyzed, dissect-
ed, rejected, accepted, objected, executed, and
rehabilitated the Laffer curve. But all this litera-
ture has one thing in common; it implicitly
assumes a single-peaked Laffer curve. In most of
these articles the underlying assumption is that
tax revenue approaches zero when the (average)
tax rate is either zero or close to 1 (100%), and
at some intermediate tax rates there is one peak
point where tax revenue is at its maximum. 

Somewhat surprisingly, the issue of a multi-
peaked Laffer curve has not been properly dis-
cussed in the literature. All journal articles and
all text books in microeconomics, macroeco-
nomics and public finance that we are aware of
take the one-peaked curve for granted [e.g.
Borgas (2000), Ulbrich (2003), pp. 168–169,
Rosen (2002), pp. 383–384], Stiglitz (1999),
pp. 699–700).1
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Moreover, most authors do not even bother
to distinguish between the micro and the
aggregate Laffer curves. The typical approach
to the aggregate Laffer curve is similar to that
of the individualistic Laffer curve (see, for
example, Canto et al., 1983; Stuart, 1981;
Fullerton, 1982; Lindsey, 1985). Although
Sutter and Weck-Hannemann (2003) have
shown in an experimental study that the Laffer
curve can have multiple peaks, they have no
theoretical framework or formal proof for this
possibility. They state that:

“A noteworthy result of our experiment,
however, is the fact that the tax revenue curve
can have more than one peak. Econometric
estimations of the 'real' Laffer curve have, so
far, implicitly assumed a concave shape of the
Laffer curve. This need not necessarily be the
case....

Nevertheless, presumably due to the acute
lack of a formal proof, the literature persists in
assuming that the aggregate Laffer curve is sim-
ply a vertical summation of the individualistic
Laffer curves of all heterogeneous individuals
in the society (in terms of hourly wage rate) at
each average tax rate. This paper closes the gap
in the literature by presenting the required for-
mal proof for the likelihood that the aggregate
Laffer curve is indeed multi-peaked. We show
that:  

The Laffer curve tends to be multi-
peaked.

Tax revenues do not necessarily tend to
approach zero as tax rates approach 100% (see
Spiegel and Templeman (2004)). 

Economists such as Nobel Prize winner
James Mirrlees and many others have dealt with
the problem of finding an optimal tax structure
that would maximize social welfare. The solu-
tion to this problem will always depend on the
nature of the social welfare function selected
and the nature of the utility function proposed
to describe the labor market behavior of the
population . But a principal-agent problem

could well exist between the government and
its citizens. This could well mean that the gov-
ernment is not even remotely attempting to
maximize some social welfare function but is
simply attempting to maximize its revenues
from taxation. It is to this type of taxation that
our analysis is addressed.

In this we go one step further to show theo-
retically and with illustrative examples that
even if each individualistic Laffer curve has one
peak, the aggregate economic Laffer curve is
more likely to have multiple peaks.

This is based on three presumptions which
are supported by the labor supply curve in
most western countries. The presumptions are
as followings.

The wage distribution demonstrates a
very high degree of inequality. The distribution
is one-tailed asymmetric with a narrow margin
approaching very high wage rates and most of
the population have a comparatively low wage
rate [see Chinhui Murphy and Pierce (1993)].
Furthermore, recent evidence of this income
inequality can be found in Borjas (2000) p. 277,
who bases his analysis on the US current pop-
ulation survey of 1997. The data show that the
top 10% of USA households get 28.5% of total
income, while the bottom 10% get only 1.5%
of the total income.

To make our task even more difficult and
challenging we assume that on the individual
level each individual has a peak point of tax
payment at some tax rate, which can be differ-
ent for different income groups [see a panel
study by Martin Feldstein (1995)]. Even when
the individuals are homogeneous in tastes and
differ in wage rates, they are likely to have dif-
ferent peak points of revenue maximizing tax
rates.  

The individualistic supply curve of labor
exhibits at the lower wage rates, for most indi-
viduals in society, a positive relationship
between labor supply and the wage rate. This
demonstrates that the negative substitution

b

a
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effect of wage leisure is dominant in compari-
son to the positive income effect. However, at
relatively high wage rates the phenomenon of a
backward bending labor supply occurs, indicat-
ing the dominancy of the income effect (see
Link and Settle, 1981). 

Based on these three presumptions we show
that in spite of one-peak individualistic Laffer
curves, the aggregate Laffer curve may have a
number of peaks. It should be emphasized that
the theoretical results of our paper show that a
multi-peaked aggregate Laffer curve is possible,
whereas the empirical test findings of Sutter
and Weck-Hannemann (2003) show that it is
likely to be empirically true. Those results
should be treated as a serious warning to policy
makers that their preconceptions concerning
the aggregate Laffer curve are probably false. 

The importance of such a phenomenon is
crucial for public finance theory as well as for
policy makers. Suppose that an increase in the
income tax rate, starting from the status quo,
yields higher tax revenue. Then it is neverthe-
less not safe to assume, as many policy makers
appear to do, that further increases in the tax
rate will yield progressively lower increases in
tax revenue.

Suppose that an increase in the income tax
rate leads to lower tax revenue. Then it is nev-
ertheless not safe to suppose that further
increases in the tax rate will lead to even greater
declines in the tax revenue.

Various different tax rates could yield the
same amount of tax revenue. But the work
incentive effects of these alternative tax rates
will be different, leading to different labor par-
ticipation rates.

The previous point implies that the govern-
ment has latitude in deciding how the tax bur-
den should be distributed over the population.

A lower tax rate with a peak reflects a tax
imposition on the relatively poor, whereas the
tax burden on the rich is relatively small. The
degree of progressivity or regressivity of the

tax burden should, of course, be an important
factor for policy makers to take into account. 

In the next section we discuss a general
aggregate Laffer function. We have previousy
demonstrated [Spiegel, U., and Templeman, J.,
(2004)] that this can be readily shown for two
individuals. Our goal now is to develop a more
general model. To illustrate our approach, we
introduce in the third section a special utility
function characterized by a backward bending
supply of labor.  Based on this function we
derive in the fourth section the Laffer curves of
individuals who differ by wage rate. In the fifth
section we combine individual Laffer curves
with respect to a given wage distribution into an
aggregate Laffer function and formally prove
that this function can have multiple peaks.
Based on the actual rough wage distribution of
the U.S.A., a numerical example then demon-
strates how the aggregate Laffer curve with
three peak points is derived. In the last section
we discuss some implications and conclusions.

PRELIMINARY STUDIES

Our model is based only on taxes on wages,
while for simplicity we ignore tax revenues
from capital gains, rental, and profit income.
As a result the Laffer curve shows the relation-
ship between tax revenue, (T), and the tax rate
t for any level of basic gross wage rate (W), i.e.,
T=f(t,W), i.e. we are developing the Laffer
curve within the framework of a simple micro
model. Let wage (W) distribution be character-
ized by a continuous (exogenous, for simplici-
ty) density function, r(W), so that 

Then a straightforward single tax rate aggre-
gation, T (t), of the tax revenue function
T=f(t,W) over wage distribution is:

T (t)= ∫
∞

0

dW)W,t(f)W(r

1dW)W(r
0

=∫
∞
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The idea behind the single-peak individual
Laffer curve is that once the tax rate reaches a
certain level, the motivation to work declines
so sharply that tax revenues begin to fall.
Further increases in tax rates eventually result
in a tax rate which is so high that the worker
refuses to supply any labor at all, that is T=0.
Since the Laffer curve is continuous, beyond
that maximum rate the curve becomes negative
which corresponds to a negative tax revenue,
i.e., income subsidies (or the related cost of a
social security system). In this paper we
assume that the unemployment rate is low.
Therefore work avoidance (voluntary unem-
ployment) can easily be distinguished from
joblessness and thus not compensated with
income subsidies. Consequently, the high tax
rate will result in a zero actual tax revenue
rather than the negative tax revenue of the con-
tinuous Laffer curve. Thus, the part of the
Laffer curve which corresponds to negative tax
revenues becomes non-feasible. That is to say,
if there exists a positive , such that for t> ,
taxes as well as subsidies are not paid while the
continuous individual curve T may be negative,
then a more precise definition of the individual
Laffer curve is: 

The presence of the negative areas does not
affect revenue maximization over a given indi-
vidual Laffer curve, and therefore a more pre-
cise definition is not required even when
unemployment rates are low. However, if one
combines workers with different wages in
order to introduce an aggregate Laffer curve,
the unfeasible areas will clearly affect the
above straightforward aggregate curve. Indeed,
if for a single high tax rate there is a well-paid
worker who is still willing to work and an ordi-
nary worker who is no longer motivated to
work, then the total tax revenue will include a
positive value from the former and a negative

(non-feasible) one from the latter. Thus the
above, more accurate definition of T, removes
unfeasible areas of individual Laffer curves to
ensure correct aggregation over appropriate
tax intervals. In fact, it is because of the inter-
action of the two factors, wage distribution
and worker motivation (some workers are
more motivated and some are less for each and
every given tax rate interval), that we obtain an
“explosion” of peaks in an aggregate Laffer
curve as we intend to demonstrate. 

Thus, proper aggregation of the individual
Laffer curves leads to considering tax rate
intervals which are applicable to only certain
wage groups (classes) as is typically the case in
reality. That is, in order to model the cases
where the tax rates are such that lower wage
earners are no longer tax payers while higher
level wage groups are still paying taxes, we need
to select wage groups and associate them with
corresponding tax rates. This work has already
been accomplished by the tax authorities in the
form of standardized tax tables. Similarly, let us
assume that tax rates 0<_ t<_1 can be divided into
K (not necessarily equal) progressive tax inter-
vals, ti-1<_ t<ti , (ti-1<ti) i=1,2,..,K, t0 =0 and tK
<_ 1, which correspond to K wage groups. Each
tax rate interval ti-1<_ t<ti applies to a group of
individuals characterized by a wage interval
[Zi–1, Zi]. Specifically, the first tax interval,
0<_ t<t1, contains all i=1,2,..,K tax payer groups,
the second tax interval contains i=2,..,K class-
es and so forth through the highest wage level
i=K which is the only group still paying taxes
at the highest tax rate interval tK-1<_ t<tK. If
there is only one tax interval ti-1<_ t<ti , then the
revenue function for this tax interval is 

Thus the aggregate Laffer function over all K
tax intervals (which takes into account only
those wage earners who are paying taxes at each
tax rate t) is as follows:

⎪
⎩

⎪
⎨

⎧
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.

Using the first order optimality conditions
we find:

,

By denoting tax rate t0i that satisfies the fol-
lowing equation:

,

We conclude that the aggregate Laffer func-
tion can have multiple peaks including bound-
ary points ti and stationary points t0i for which
ti-1 < t0i < ti holds. Furthermore, from the last
equation we observe that the number of peaks
depends on the form of the underlying revenue
function. Therefore, to elaborate on the num-
ber of peaks and their conditions, we need to
select a specific tax revenue function. In what
follows, we illustrate the analysis with the
Laffer curve derived from the case of a back-
ward-bending labor supply. This Laffer curve is
then aggregated so that unfeasible areas do not
affect the optimization. 

Note, the theoretical wage distribution r(W)
is difficult to obtain, while statistical data on
wage classes is regularly published in the form of
histograms with average wages, wi, and corre-
sponding weights, ri, i=1,2,..,K. Consequently,
in our model we replace the continuous distribu-
tion (an integral) with the corresponding dis-
crete distribution (a summation). This replace-
ment however, has no effect on the final results
which can be readily transformed into a continu-
ous form by replacing the summations with inte-
grals, if a continuous distribution is known. 

THE CASE OF BACKWARD-BENDING
LABOR SUPPLY

Let us assume that each individual has an addi-
tive utility function, U, which is a positive

function of the daily share of leisure, l, i.e., 0 <
l < 1, and daily consumption, C, that is meas-
ured in $ terms. The utility function that is
maximized is as follows:

U= C– + l     (1)

where and are positive parameters and
the budget constraint is

2
.   (2)

The F.O.C. are 

, 
thus,

(3)

or
(3')

From (2) and (3') we can derive the demand
for leisure as:

(4)

Because L + l = 1, we get the supply func-
tion of labor L as follows:

(5)

The curve of L with two regions as a func-
tion of W(1–t) is introduced in Chart 1.

Chart 1

THE SUPPLY FUNCTION OF LABOR L
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From (5) we find that for a net wage rate per
hour of 

At a net wage rate of is at a
maximum.3

For any increase in the net wage above, ( ),
the daily labor supply decreases.4

THE SHAPE OF THE INDIVIDUAL 
LAFFER CURVE

The Laffer curve shows the relationship
between tax revenue, T, and the tax rate t for
any level of basic gross wage rate, W, and labor
supply, L.

In our specific case, where, according to
equation (5) above, we obtain

(6)

For t = 0, and there is no tax rev-
enue. 

For tax revenue is positive.
For

(7)

tax revenue is at its maximum (peak point of
the Laffer curve).

The backward bending supply curve yields
another interesting characteristic. In the back-
ward bending part of the supply curve shown in
Chart 1 an increase in t leads to an increase in
labor supply. Therefore, the Laffer curve
increases at an increasing rate (first and second
derivatives are positive). At some point the
curve changes its form and continues to
increase at a diminishing rate up to the peak
point and afterward it starts diminishing until it
reaches zero tax revenue.

In the next section we prove that in spite of
the fact that the micro Laffer curve of private
earners demonstrates a single peak, the aggre-

gate curve derived from a whole distribution of
wage rates may have more than one peak.

PROPERTIES OF THE AGGREGATE
LAFFER CURVE

Let wage distribution be characterized by K
average wages (classes) wi (wi–1<wi, i=2,..,K)
with corresponding weights ri, i=1,2,..,K, 
=1. Without loss of generality assume that tax
rates 0<_ t<_1 can be divided into K (not neces-
sarily equal) progressive tax intervals, ti-1<_ t<ti , 
(ti-1<ti) i=1,2,..,K, t0 =0 és tK <_ 1, correspon-
ding to K wage groups. Specifically, the first tax
interval, 0<_ t<t1 contains all i=1,2,..,K tax payer
groups. The second tax interval contains
i=2,..,K wage groups and so forth through the
highest wage class i=K which is the only wage
group being taxed at the highest tax rate inter-
val tK-1<_ t<tK. If there is only one tax interval,
(ti-1<_ t<ti ), then equation (6) for this tax inter-
val is straightforwardly generalized as:

(8)

Consequently, by denoting the aggregated
revenue over each separate interval of tax rate,
(ti-1<_ t<ti , i=1,2,..,K) as:

(9)

we obtain the aggregate Laffer function over all
K tax intervals,

(10)

which is similar to the original Laffer function,
T =0 when t=0 and t=1– . As the ultimate
goal is to maximize tax revenue, the meaningful
choice of tax intervals is such that T does not
become negative, i.e.,
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, i=1,2,..,K (11)

where a new constant, , is introduced to
simplify the further presentation. As shown in
the following proposition, such a choice is
always possible.

PROPOSITION 1. 
There always can be selected such sequence

of progressive tax rate intervals, ti-1<_ t<ti ,
i=1,2,..,K that T (t)>_ 0, for 0<_ t<tK.

Proof: To prove the proposition, we need to
show that the maximum meaningful length of
tax interval 

i,

is always feasible, that is the right-hand side of
inequality (11):

Ri=

is an increasing function of i.
Consider the difference i between two con-

secutive values Ri+1 – Ri

Combining similar terms and using the defi-
nition of the tax intervals, wi<wj for j>i, we
immediately observe that

,

always holds, which ensures >0, and,
therefore, Ri strictly increases in i.  

To study the aggregate function (10), con-
sider its derivative with respect to t:

(12)

From equation (12) it follows that the aggre-
gate Laffer function's stationary points are
determined by

, i=1,..,K (13)

This results in a straightforward condition
for the aggregate function to have a peak along
a particular tax interval.

Condition 1: Aggregate Laffer function has
a local peak at tax interval ti-1<_ t<ti , if 

With respect to Proposition 1 and inequality
(11), the choice of 

is feasible if i <_ 1. Then 

<

holds if

(14)

Furthermore, if (14) holds, then according to
Condition 1, we have a peak when
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Based on these observations, we obtain the
following condition:

Condition 2. Aggregate Laffer function has
a local peak at tax interval ti<_ t<ti +1 if 

and

Clearly if Condition 2 is met for M tax inter-
vals, then the Laffer function has M peaks as
stated in the next condition.

Condition 3. Aggregate Laffer function has
M <_ K local peaks at intervals ti<_ t<ti +1, i=i1,
i2,..,iM, iM<iK, if 

and 

for i=i1, i2,..,iM,.

Note that with respect to Proposition 1,
there always exists a feasible choice of tax
interval bounds so that the aggregate Laffer
function will have a number of peaks. So far we
have considered only the cases of internal
peaks, i.e., when the stationary points (13) of
the aggregate tax revenue are within their cor-
responding tax rate intervals, which is ensured
by the proper choice of i<_ 1. The wage distri-
bution is normally highly skewed and has its
own peaks, which can induce different choices
for the tax rate intervals. In such a case, tax rev-
enue peaks may extend out of the interval
bounds. That is to say, that the maximum rev-
enue will be observed at the bounds of some of
the intervals rather than inside of them.
Therefore a straightforward peak condition
would be true if Ti–1 increases for t <_ ti-1 and Ti

decreases for t >_ ti-1. This, in terms of the cor-
responding stationary points, implies that 

t0i >ti-1 > t0i. The following proposition shows
that this condition never holds.

PROPOSITION 2. 
Peak condition t0i-1 >ti-1 > t0never holds.

Proof: Using (13) the condition t0i-1 >ti-1 > t0

of a local peak at point ti–1 transforms into

>ti-1 >

Thus, to show that this condition is not fea-
sible, we need to prove that 

<0

is true. After combining similar terms of this
inequality we find

=

which is always negative, as wi-1<wn, for n=i,
i+1,..,K.

From Proposition 2 it immediately follows
that t0i-1 < t0holds and, therefore, the only fea-
sible boundary peak condition is due to a jump
of T (t) at ti when T (t) increases at two con-
secutive intervals as stated in the following
condition.

Condition 4. Aggregate Laffer function has
a local peak at point ti, if t

0
i <_ ti and 

T (t)> T (ti).

Similar to Conditions 2 and 3, if Condition 4
is met for M tax intervals, then the Laffer func-
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tion has M peaks at corresponding tax rate
upper bounds as stated in the next condition.

Condition 5. Aggregate Laffer function has
M local peaks at points ti, i=i1, i2,..,iM, iM<iK if
t0i >_ ti and 

T (t)> T (ti).
for i=i1,i2,..,iM.
Note, that Conditions 1 and 4 are self exclu-

sive implying that there can be only one peak at
a tax interval either in between or on the upper
bound of the interval, while any combination
of both types of peaks at different tax intervals
is possible.

NUMERICAL EXAMPLE

Consider the utility function (1) with parame-
ters

200, 10

and typical for the US wage distribution over
three standard classes: 

i=1, lower class, with weight 80% (ri=0.8)
and wages from 0 to $600, i.e., the average wage
wi=$300; 

i=2, middle class, with weight 15%
(ri=0.15) and wages from $600 to $1000, i.e.,
the average wi=$800; and 

i=3, upper class, with ri=0.05 and the aver-
age wi=$1500. 

With respect to this distribution we select
three tax rate interval bounds as 

t1=0.28, t2=0.5 and t3=0.8667.
Therefore the first tax rate interval to which

all classes of individuals contribute will be 0 <_ t
< 0.28, the second, to which only middle and
upper classes contribute is 0.28 <_ t < 0.5 and
finally 0.5<_ t <0.8667 is the tax interval relevant
only for upper class. Note, though t3=0.8667 is
obtained from non-negativity condition (11),
i.e., t3 = 1 – , the results below would be still
the same if we simply set t3=1.

First, with the aid of equations (13), we find
the following stationary points 

, and .

Next, by comparing these points with the
corresponding tax intervals we find that
Condition 1 is met twice, yielding two internal
peaks in tax revenues. Namely, since t0

i=
0.267829< t1=0.28, we conclude that t0i =
0.267829 is a local peak of the aggregate Laffer
curve at the first tax rate interval. According to
(9) and (10) this peak is equivalent to 0.772754
tax revenue (tax revenues are calculated in bil-
lions dollars). 

Similarly we observe that t2=0.5<t0
3=

0.764706 < t3=0.8667 is met at the third tax
interval, that is, we have a local peak at the sta-
tionary point t03 = 0.764706 with tax revenue
equal to 0.704167. Note, this peak provides less
tax revenue than that found in the first tax
interval which is based on contributions from
all classes.

Next, comparing t02 = 0.638225 and t2=0.5,
we observe that Condition 1 is not met and
therefore the aggregate Laffer curve monoto-
nously increases over the second tax rate inter-
val with no peak in between. However, it is easy
to verify that Condition 4 is met. Indeed, there
will be a local peak when t tends to the bound,
t2=0.5 because t02 = 0.638225 > t2=0.5, and
from (9) and (10) we determine that T (t)
=1.11667> T (t2)=0.366667. Note that this is
the third local peak and it is globally optimal
with tax revenue of 1.11667. This result sus-
tains a well-known fact that the major tax rev-
enue is typically obtained from the maximum
tax burden that the middle class is willing to
bear. The lower wage group does not con-
tribute to found maximum revenues, while the
upper class contributes insignificantly. 

It is also worth mentioning that since the
classical Laffer function can take into account
wage distributions only in a very rough man-
ner, it may not provide any of the found local

02
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peaks especially that of a jump form which
turns out to be globally optimal. 

Indeed, using the example data we can calcu-
late average wage as:

0.8*300 + 0.15*800 + 0.05*1500=$435

Then equation (6) presents a straightfor-
ward, aggregate Laffer function which roughly
takes into account wage distribution by setting
W= . Consequently, from equation (7) we
find the tax rate of the single peak for this
curve, t0=0.37, which is different from all
locally optimal peaks found above with the
aggregate Laffer function. 

Let us assume that the current average tax
rate is high, t=0.45. Then, with respect to the
straightforward aggregate curve (6), the tax
rates could be cut dramatically towards the
peak point t0=0.37, for example by 10%, from
0.45 to 0.405. As a result, one would expect an
increase in the tax revenue from 1.342 to 1.547,
i.e., by 15.27%. However, more careful consid-
eration of the wage distribution with the aggre-
gate Laffer function (10) shows that the result
will be the opposite! Namely, using equations
(9) and (10) we find that the real tax revenue
will dramatically decrease from 0.9793 to 0.856,
which is 12.59%.

IMPLICATIONS AND CONCLUSIONS

The individualistic Laffer curve shape normally
has a single peak point as illustrated by many
economists.

The transformation from the individual curve
to the aggregate Laffer curve does not necessar-
ily lead to the same shape. Furthermore, using a
backward bending labor supply curve, and a
skewed wage distribution, we prove that under
certain conditions the vertical summation of
Laffer curves of different individuals will gener-
ate an aggregate curve with dual or even multi-
ple peak values of tax revenue with respect to

the number of tax rate intervals imposed on the
taxpayers. These peaks can be observed both in
between and on the upper bounds of the tax
rate intervals. Thus, they can be of continuous
and jump-wise form.

The scope of the results demonstrated in this
paper is however much broader than the issue
of the average tax rate and its effect on tax rev-
enues. For example, it might occur that either a
reduction or an increase in the tax rate at every
marginal rate might yield an increase in tax rev-
enue. This adds an additional dimension to the
famous controversy between Martin Feldstein
and Laffer in the mid- 80's regarding President
Reagan's tax reduction policy. If the issue were
merely how to collect tax revenues, we see that
there is really a choice among a variety of tax
rates that can yield the identical revenue, and
not merely between two such rates as under the
traditional single-peaked Laffer curve. Various
tax rates will of course have varying affects on
members of a population heterogeneous in
wage and in potential earning ability. Some may
pay more tax, and some may have a higher tax
burden. Some will be encouraged to work
more, and some will work less. Some will gain
from the marginal tax change and others will be
hurt. 

Moreover, it is likely that the government
may gain more tax revenue in both directions
of the tax change, since at a given low tax rev-
enue either a positive or a negative change in
the tax rate may result in a move to one of two
different local peaks. Even if the tax revenues at
both peaks are equal, the government should
not be indifferent amongst the two options.
The issue may shift from that of tax revenues
to that of the tax burden, i.e., on whom should
the tax burden be imposed, on the middle
income or even low-income groups or on the
wealthy. The discussion on this issue must con-
sider different aspects including political, psy-
chological, and social issues such as equality
and fairness, and not necessarily the simple fis-
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cal economic question of how to finance the
government's budget. 

Last but not least is the issue of how changes
in the tax rate actually affect the work-leisure
tradeoff. Again we can show that a positive
change in the tax rate may encourage wealthy

people to work more, while middle or low wage
rate individuals may react differently. This may
occur if the supply curve of labor demonstrates
a positive relationship between net wage and
labor supply at low net wage rates, and the
inverse effect for high wage rates.

1 Since the Laffer curve first appeared on the scene
scholars have based their research on the concept a
single peaked Laffer curve. Examples of this abound
throughout the literature. A few representative sam-
ples of this misguided belief include: Stuart (1981)
who concludes that “Sweden is currently on the
downward-sloping portion of its Laffer Curve”; simi-
larly, Feige, and McGee (1983) “Sweden seems to have
passed its Laffer peak”; Paulson and Adams (1987)
who conclude that “imposing only an excise tax is
worse than taxing on the down side of a Laffer curve”;
Aasim (1997) who refers to the downward side of the
Laffer curve as the wrong side of the tax Laffer curve;
and similarly for Sanyal, Gang and Goswani (2000).

2 Contrary to recent articles that discuss more gen-
eral models in which the use of the tax revenue is

considered either to finance the supply of a public
or private good (see Gahvari (1998)) or transfer
payments, we for simplicity ignore these issues and
assume that the government acts as a revenue max-
imizing firm and the consumer perceives his/her
tax burden as simply that-a burden. 

3 This we get by taking the derivative of (5) 

4 The backward bending of the labor supply also
exists for a specific value when marginal utility
from leisure is increasing (and not necessarily
constant as we assume in equation (1) above). The
proof will be provided by the author upon
request.
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public services. On the one hand, the expendi-
tures of such “priced” public services can be
compared with the market prices of other sim-
ilar services – if available –, or may serve as a
basis for setting the right prices in case certain
public services are outsourced.

Obviously, the controlling system of the
HFSA has not been fully developed yet, it is far
from being finalised, there are still plenty of
elements to develop and elaborate. Naturally,
we have also made mistakes during the devel-
opment of the system: there are lots of details
that we would now make differently with our
current knowledge, or that we would not rec-
ommend to others thinking about developing
such a system.

For example, work was hampered for a long
time by the fact that the system of “external”
conditions was not always fully developed. For

example, in connection with the payroll calcu-
lation it was not clear for a long time, in what
form the HFSA would perform the payroll
tasks (in a centralised manner or within the
scope of each institution). However, the HFSA
introduced the so called Nexon payroll man-
agement system in 2007, which has made it
possible to process and analyse wage, labour,
staff, HR, etc. data more precisely and in a
more detailed manner.

Based on the decision of the Board of the
HFSA, despite its different professional char-
acteristics, the cost and performance measure-
ment system of the HFSA must by 2010 meet
the quality standards set for the corporate (e.g.
multinational) and (national or European)
public administration units functioning under
the business and market conditions of the
modern world economy. 

1 Naturally, the system of cost places is used for simi-
lar purposes, however the task codes are often much
more detailed.

2 The differentiation between the cost place/cost bear-
er is also known, as the application of two, complete-
ly independent systems of criteria (e.g. account group
6 as a cost place, account group 7 as a cost bearer), but
this differentiation is usually unnecessary if the cost
places and the cost bearers mostly overlap.

3 The data contained in the tables are not real data,
they come from the randomly generated test data-
base!

4 The Microsoft Office Web Components are a collec-
tion of ActiveX controls that can be installed at any
public administration institution together with the

Microsoft Office package. If the web components
have been installed on the computer of individual
staff members, the computing tables, statement
tables and diagrams shown on the webpages can be
used in an interactive manner via the intranet, with
the help of Internet Explorer. If the web components
are not installed on a client computer, however the
purchased Office licence makes intranet distribution
possible, the components can be set so that the
Explorer would offer th user the downloading of the
web components. As a result, users can use the data
access pages without the installation of the entire
Office package on their computers.

5 Drill through is a term used to describe the action in
which the user can also view– by  double clicking on
a sum– the list of the elemental transactions that
cause the result in the sum.

NOTES
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dure, at a preliminarily set time each day.
Running the procedure requires no human
intervention. This procedure also ensures that
the web display of controlling statements be
updated on a daily basis. Naturally, the updating
procedure can be launched manually, too, during
the day, if this is required by the circumstances.

EXPERIENCES

Comprehensive reports on financial manage-
ment have been prepared for the Board of the
HFSA on a monthly basis for more than two
years. Therefore, it turns out relatively quickly
if certain striking values are experienced at cer-
tain cost types, appropriations are running
“dangerously low”, etc. With the help of the
versatile screening, grouping and ad hoc polling
opportunities offered by the modern multidi-
mensional databases it is easy to show whether
the individual changes are caused by significant
changes in the financial management, or are
only due to the protracted financial settlement
of certain items. Formerly, the cumbersome
and itemised presentation and explanation of
these items often took away the time and ener-
gy from the analysis of really important, trend-
like changes.

The introduction of profit or accrual based
accounting would considerably facilitate the
work of the management for this reason, too.
However, we believe that at institutional level
an accounting system that is significantly dif-

ferent from the official accounting system can
be established only with considerable extra
resources, if it is not based on a system speci-
fied by the legal regulations.

Another important experience of the devel-
opment of the system is that it is insufficient to
rely on the opinion of those performing the
day-to-day operational tasks when assessing
the tasks of an institution. The reason behind
this is that evidently they are able and want to
specify a certain input-side task list on the basis
of their own criteria and interests. It is the
management's right and responsibility to deter-
mine and identify the tasks arising from the
“Mission Statement” and the “Strategy” of the
organisation.

Based on the experiences gained during the
development of the system, it would be reason-
able to revise the official chart of accounts, too.
We are not sure that the appropriation and
completion accounts should be so distin-
guished, especially not with the current, so
called consolidated method.

We believe that efficiency measurement tools
can be applied in public finances, however their
content will definitely be different from the
methods of the business sector. The reason
behind this is that the most important efficien-
cy measurement tool, the profit is inherently
missing, or cannot be interpreted in many of
the public tasks. (With a bit of humour: public
good is not a customer in a public administra-
tion procedure.) However, it is evidently worth
determining the direct and indirect costs of

Chart 4

DETAILED EXPENDITURES OF THE ARCHIVES – DRILL THROUGH
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REGULAR AND AUTOMATIC REPORTS

The creation of the IT background has been the
critical point of establishing the controlling
system since the very beginning. The funda-
mental problem of auxiliary systems set up by
the economic system required by law is that as
time goes by, the energy and expenditures
spent on their maintenance exceeds the value of
information obtained at the time of introduc-
tion, if their novelty passes away. The danger
increases if the system is loaded with data that
are not 100 percent reliable, since in this case
the authenticity, and consequently the value of
the obtainable information decreases.

Formerly, the demand was raised that the
controlling system should make it possible to
present the financial management of the HFSA
in a profit-based manner. However, this could
only be implemented with disproportionately
large energy inputs, and maintenance would
also require significant expenditure and time.
For the lack of conformity or compatibility
with the standard accounting system this could
technically be implemented only by the instal-
lation of supplementary systems, wherefore the
reliability of the generated information could
always be questioned, too. Therefore, in the
current stage we decided to maintain the cash-
based accounting.

The controlling system of the HFSA con-
sists of three main parts: 

the intermediate level MS-SQL database,
which is usually called staging database,

the multidimensional or OLAP database,
which is built on the former and supports
analyses (Microsoft Analysis Server), and the

the upper or client layer responsible for
display. In our case, this contains only a few
simple webpages, including– in an embedded
manner– a copy of the Microsoft Office Web
Components4 programs.

Most of the IT systems of the HFSA were
based on Microsoft solutions even before,

wherefore the integration of the above ele-
ments into the system did not entail additional
costs, all required licences were already avail-
able. (However, it is true that these general
purpose elements are used to meet the concrete
demands of the HFSA.) We are convinced that
this extremely cost-efficient solution, which
fully satisfies the needs, can be used at other
institutions, too.

During the development of the system we
planned and constructed the above mentioned
“staging database”, and then crated the corre-
sponding cubes on the Analysis Server, and
made the statement table and diagrams of the
web components more user friendly with a few
minor scripts. As a result, we made it possible
to save the results of OLAP pollings, and –
more interestingly and importantly – we
ensured the support of so called drill throughs
via the statement tables. These elements, which
seem not so significant at first sight, have
turned out to be extremely important, or even
critical in the day-to-day work: if we experience
an outstandingly high value at a cost type/cost
place compared to the former years, a whole
range of further questions can be answered or
closed with the help of an outstanding item
(elemental transaction) discovered during a sim-
ple drill through. (See Chart 3 and 4)

Chart 3

STATEMENT TABLE WITH SUMMATIONS

With the help of a so called direct data con-
nection, the controlling system takes over data
directly from the general ledger module of the
economic system by means of a timed proce-
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CAPACITY MONITORING AT THE HFSA

In addition to the cost place based expenditure
analysis, the HFSA is developing a capacity
planning system for planning the capacity of the
different professional fields, analysing and
monitoring the level of utilisation. The owner
of the capacity planning system is the Strategic
Cabinet operating by the Director General. For
the time being, the system is in the model stage,
its IT support has not been developed yet.

This system monitors the utilisation of the
human resources of the HFSA in the profes-
sional and service fields, wherefore its break-
down according to organisational units is deep-
er than the system of cost places. On the other
hand though, it does not cover the entire
organisation of the HFSA.

In addition to the organisational dimension, the
utilisation of capacities is classified by other impor-
tant criteria, too, according to the following:

•investigative stage (preparation, comple-
tion of the investigation, report writing,
closing),

•type of expert capacity (head of inspection,
institutional supervisor, actuary, IT profes-
sional, legal professional, etc.),

•inspected institution /group/product/seg-
ment,

•inspection priority,
•type of the managed risks,
•impact of the managed risks.
In the life of the HFSA the next great step is

the exploitation of advantages from linking the
internal capacity planning/monitoring informa-
tion system with the expenditure monitoring,
financial management controlling system. The
development of the methodology of this connec-
tion is still under way, but our objectives include
finding answers to certain questions, such as
determining the expenditures spent on the dif-
ferent risk types, or, according to the same pat-
tern, studying the financial effects of the supervi-
sory resources spent on the individual institu-
tions, etc. Our ultimate goal is to create a system
that provides the greatest harmony between the
impacts of risks managed by the HFSA and the
size of resources used for such purposes.

Chart 2

CROSS TAB POLLING FROM THE CONTROLLING SYSTEM3
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The posting of the customers module
determine influences only at the financial sector
level, however the management needs data on
distribution within the sector, too. Therefore,
the controlling system takes over the superviso-
ry fees directly from the customers module, too
for a more detailed breakdown.

The breakdown of the cost places provid-
ing internal services, as well as that of the gen-
eral supervisory costs must also be ensured.
This task is also performed by the controlling
system with the help of an automated proce-
dure: a procedure used in the mathematics of
voting, i.e. the “greatest-remainder formula”
ensures precise calculation.

Problems with the general ledger data
of the economic system

The general ledger data of the economic system
are only partially suitable for the creation of
certain statements for the controlling system:
certain descriptive data (metadata in other
words) are either missing from the system, or
can be found only with difficulty. Such descrip-
tive data include the hierarchy of the cost
places, the hierarchy of the accounts, etc.
Natural capacity data that serve as a basis for
the breakdown of costs are not included in the
general ledger either (staff number, floor area).

In addition, a supplement had to be made to
the general ledger, in which the controlling
system automatically matches the appropria-
tions and completions that were originally
accounted on separate ledger accounts with
each other– with the help of a table that have
been developed for this purpose– and assigns
them a short name.

The screen shown in Chart 1 is from the
Kontrolling Menedzser (Controlling Manager)
software that HFSA developed itself, and pres-
ents a concrete match record. 

If we could only use the trial balance to gen-

erate a simple fact/plan indicator, we would
need to obtain data from two independent
points of the tree that contains the chart of
accounts. The systems usually handle this
problem by identifying the account groups
required in the so called “embedded” plan-fact
statement as a column. Naturally, the mainte-
nance of these “embedded” reports is time and
cost intensive (and it usually requires help from
an external supplier), however it does not make
ad hoc polling possible. However, by matching
the embedded itemised accounts we obtain a
standard chart of accounts characteristic for
business organisations: the plans and comple-
tions appear in the same structure.

Chart 1

CREATION OF THE CONSOLIDATED APPRO-
PRIATION/COMPLETION ACCOUNT

What is more, since the contract and liability
registration system linked to the controlling
system records its data in the same structure, the
most important data characteristic of the finan-
cial management can be presented by a simple
cross tab polling procedure (see Chart 2).
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nal resources, or it is more cost-efficient to
involve external resources, and the ratio of the
costs of the licensing procedure to the fee
payable for the license, etc. can be examined
only afterwards.

According to Section 160 (4) of Act C of
2000 (Act on Accounting), account groups 6
and 7 can be used at business organisations for
the provision of managerial information. The
free use of these account groups makes it pos-
sible to hold the units within an enterprise
accountable, and to develop the specific system
of cost management and prime cost calculation.
However, since Government Decree 249/2000
on the specific features of the reporting and
accounting obligations of public finance organ-
isations has already filled these account groups,
the HFSA performs cost place accounting out-
side the chart of accounts, by using so called
accounting dimensions.

ACCOUNTING DIMENSIONS AT 
THE HFSA

In the modern, financial management support-
ing IT systems it is no longer sufficient to iden-
tify an accounting item merely by one set of cri-
teria, although in the good old days it was
enough to categorise the different transactions
according to the chart of accounts of the gener-
al ledger in addition to the time dimension. For
example, the application used by the HFSA
makes it possible to use 12 other sets of criteria
in addition to the ledger accounts. Other sys-
tems might not be so “generous” in this aspect,
however supplementary categorisation is always
possible. At the HFSA, for example, a supple-
mentary criterion is the type of the recorded
transaction (appropriation, fact), the budget
owner, the cost place, etc. If we wanted to pres-
ent all these criteria by breaking down the
ledger accounts, taking into account the cross
products of the values assigned to the criteria,

we would soon have a chart of accounts com-
prising of millions of elements! (See Table 3)

Table 3

AN ACCOUNTING RECORD IN 
THE ECONOMIC SYSTEM

Year 2006

Month 6

OriginID eStart_GL

SubtitleID 3

Account No. T5432

Secondary T712

SegmentID 1

Cost place ID 014

FrameID 009

KTK 131

Turnover FR

CostIDiro1

Debit 1234

Credit

Description Office supply, form procurement

Reference XYZ FAST PRINT

As the example presented in Table 3 shows,
in the case of most transactions the general
ledger contains all data that are required for the
preparation of controlling statements based on
several criteria: in the controlling system there
is no need for recording transaction related
data separately.

This is also supported by the fact that post-
ings are transferred from the procurement and
liability module to the general ledger module of
the economic system in an itemised manner, at
the level of records, i.e. the general ledger con-
tains the data of each economic transaction at
the analytical level, too.

However, in certain cases the general ledger
contains not sufficiently detailed or inadequate
data of elemental transactions, and additional
information may also be needed.

Elemental appropriations are accounted
only at the end of the first quarter, wherefore at
the beginning of the year controlling must
manage the appropriations itself.
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Table 2

COST PLACES OF THE HFSA

Name of the cost place Type
0 Revenues Technical cost 
1 Management Codz place
11 Management support Cost place
2 Theory and regulation Cost bearer
3 Prudential supervision Cost bearer
31 Banking and Capital Markets Supervision Directorate Cost bearer
311 Financial Groups Cost bearer
312 Credit Institutions and Financial Enterprises Cost bearer
313 Cooperative Credit Institutions Cost bearer
314 Capital Market Institutions Cost bearer
315 Enforcement, Banking and Capital Markets Cost bearer
32 Insurance and Pension Funds Supervision Directorate Cost bearer
321 Insurance Cost bearer
322 Pension Funds Cost bearer
323 Pension Funds Administrations Cost bearer
324 Enforcement, Insurance and Pension Funds Cost bearer
33 IT Services Cost bearer
4 Financial Markets Supervision Cost bearer
41 Licensing Directorate Cost bearer
411 Licensing, Banking and Capital Markets Cost bearer
412 Licensing, Insurance and Pension Funds Cost bearer
413 Capital and Money Markets Issuance Cost bearer
42 Market Supervision Directorate Cost bearer
421 Market Control Cost bearer
422 Consumer Protection Cost bearer
423 Complaints Cost bearer
424 Customer Services Cost bearer
43 Financial Forensics Cost bearer
5 Credit Institution Liquidator public benefit company Cost bearer
6 Head office building Technical
7 Vehicle fleet Technical
8 Central document management Technical
9 IT Technical
91 IT Infrastructure Technical
92 IT Applications Technical
93 Central Registry of Pension Funds Technical
94 Agent register Technical
A International relations Cost bearer
B Events, conferences Cost place
C Image, appearance Cost place
D Communication expenses Cost place
E Fines Result centre 
F General cost place of the HFSA Technical
G Reserve of the HFSA Technical
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Cost places

In parallel with the restructuring of budget
management, the system of cost place based
accounting was introduced, too. In the manage-
ment information/controlling systems there
can be different cost places: cost centres, rev-
enue centres and profit centres.2 Formerly –
after the organisational integration that brought
about consolidated supervision – attempts were
made primarily to establish profit centres in line
with the legal predecessor organisations. The
revenues and expenditures of the former bank,
insurance, capital market and fund supervisory
authorities were tried to be separated from one
another with the help of so called sectors, and
the performance of the supervision of the given
sector was tried to be calculated by the so called
contribution analysis.

However, as integration progressed,  and –
especially on the basis of the new strategy, after
2005 – as the concept of consolidated, multi-
sectoral supervision came to the foreground,
the weight and ratio of activities that could no
longer be directly linked to the individual sec-
tors grew. These activities include the entire
market supervisory activity, as well as tasks
related to consumer protection, international
cooperation, market analysis and regulation.

For these reasons the HFSA decided that the
former “sector based” contribution analysis
could no longer yield relevant results. In the
future, the HFSA will be increasingly required
to monitor costs associated with the specific
supervisory activities.

The current system of cost places basically
starts out from the structure and hierarchy of
the organisational units of the HFSA, although
it is less detailed than that on one hand, and is
supplemented with the so called technical cost
places on the other hand (see Table 2).

Cost places that represent the strategic func-
tions of the HFSA – activities specified by law,
and basic activities – are called cost bearers.

These cost places were marked as 'cost bearer'
in Table 2.

Cost places with separate/own revenues and
expenditures form the so called profit-centres.
In the case of the HFSA there is only one such
cost place, the cost place of fines. The cost
place expenditures of fines do not need to be
distributed among the cost bearers.

In addition to the primary or functional cost
places, internal services that the HFSA pro-
duces/purchases as a service supplier for the
implementation of its primary tasks must be
defined. Internal services are shown by the so
called technical cost places. Expenditures
accounted to technical cost places are trans-
ferred to the end cost bearer on the basis of
pre-determined projection bases. (For example,
expenses related to the head office building are
further broken down according to square
metres, while vehicle related costs are broken
down on the basis of usage.)

With this method, already the analysis of
expenditures identified at the cost places may
yield valuable information. Thus, for example,
before implementing larger scale IT develop-
ments, the HFSA may inspect whether the
given development can be more cost-efficient-
ly realised by using “internally priced” own
resources, or with the involvement of an exter-
nal entrepreneur.

The expenses of the cost places producing
the internal services can and must be trans-
ferred to the “end cost bearers”– either propor-
tionately to the direct expenditures, or on the
basis of internal accounting pertaining to the
internal services used. This is the only way to
clearly show the direct and indirect costs of a
“basic activity” of the HFSA. By assessing the
capacities used for the different activities the
specific costs of an activity can be calculated
(e.g. senior supervisor man-day). Questions,
e.g. whether the managed risk is proportionate
to the size of the resources used, whether it is
worth to have a task performed by using inter-
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have significantly reduced revenues from fees
since 2008.

The financial management autonomy of the
HFSA is limited in several aspects: during the
planning of the budget of the HFSA the budg-
et circular of the Ministry of Finance must be
taken into account just like in any other budg-
etary organisation, and the HFSA has no free-
dom at all in human resource management. On
top of that, the HFSA must also comply with
all provisions of Government Decree 217/1998
(XII. 30.) on the operational rules of public
finances.

BUDGET OWNERS AND COST TYPES

The system of budget owners have been in oper-
ation for years at the HFSA, however the tasks
of the budget owners have significantly changed
since the budget year of 2005. On the one hand,
the budget owners have been participating in the
process of planning and financial management as
a certain accounting and planning unit. On the
other hand, they have been involved in the pro-
curement processes, too as units authorised to
assume liabilities. Furthermore, the budget own-
ers are responsible for tasks arising during the
procurement processes, such as expediency
inspection, participation in the public procure-
ment procedures, professional certification of
completed tasks.

Formerly, budget management was strictly
linked to priority appropriations, but life has
already blurred the original boundaries. For
example, today several budget owners can have
investment type tasks. At the same time, a
budget owner can have tasks in more than one
priority appropriation: for example, the human
resources (HR) budget owner is responsible
not only for personal benefits, but also for set-
ting and organising the implementation of edu-
cational, retraining, social and community
objectives.

Task-based planning

At the HFSA, the partial restructuring of the
system of financial planning also began in 2005,
when the management decided to introduce
the so called zero- or task-based budgeting. In
that year, budget owners had to assess their
tasks to be completed in the given year, and the
required costs, and then the totality thereof
formed the elemental budget of the HFSA,
naturally with regard to the priority appropria-
tions contained in the already approved budget
act. Therefore, we can say that the top-down
planning methodology specified by the Act on
Public Finances was supplemented with a bot-
tom-up methodology by the HFSA.

The budget owners specified around 500
separate tasks that implied direct costs.

Let us present an example of a task list spec-
ified by a smaller budget owner, the communi-
cation (PR) field of the HFSA (see Table 1).

Table 1

TASKS OF THE HFSA PR BUDGET OWNER

Consumer protection publications

Annual report

Other PR advertising and promotional publications

Logo office supplies, forms, business card supply

Photography

Image planning

VAT on PR activities

It is important to note that the tasks speci-
fied by the budget owners partially showed a
deeper-, and partially a higher-level breakdown
than the chart of accounts developed for budg-
etary organisations. Due to this and certain
technical reasons, we decided to identify the
individual tasks with a separate system of
codes. Thus, for example, the rent of the head
office building rented by the HFSA was also
given a separate code, and therefore it became
distinguishable from other rents, mostly relat-
ed to certain events.1



SUPERVISION AND AUDIT 

526

to public finances. In relation to the budget of
the HFSA, the Chairman of the Board of the
HFSA performs all tasks delegated to the head
of the organisation supervising the chapter in
pursuance of Section 49 of Act XXXVIII of
1992 on Public Finances. At the HFSA, the
head of the budgetary organisation is the
Director General in pursuance of the Act on
Public Finances.

In pursuance of Section 1 of Act CXXXV of
2007, the HFSA is a government agency, for
which tasks can be prescribed only by legal reg-
ulations issued on the basis of an act or autho-
risation conferred by law.

Section 4 of the same act lists all legal regu-
lations that cover organisations supervised by
the HFSA. The objective of the activity of the
HFSA is to promote and continuously super-
vise the smooth and effective operation of the
money and capital markets, the protection of
the interests of the customers of financial
organisations, the transparency of market rela-
tions, the strengthening of confidence in the
financial markets, as well as to promote and
continuously supervise the prudent and effi-
cient operation of organisations and persons
engaged in various financial activities to main-
tain fair market competition, and the diligent
exercising of rights by the owners of such
financial organisations.

The HFSA continuously inspects compli-
ance with the legal regulations and HFSA
instructions pertaining to the operation of
financial organisations. In case of non-compli-
ance, the HFSA has the right to take measures,
or initiate a proceeding at an organisation with
a different scope.

The HFSA's powers extend to:
•credit institutions and financial enterprises,
•participants of the capital market,
•insurance companies,
•funds (private pension funds, healthcare

funds, etc.),
•other specific institutions, e.g. Hungarian

Export-Import Bank, Hungarian Develop-
ment Bank, etc.

While fulfilling its tasks, the HFSA closely
cooperates and regularly exchanges informa-
tion with foreign financial supervisory authori-
ties for the implementation of consolidated
supervision and the promotion of integration
processes.

The HFSA yields revenues from:
•the supervisory fees,
•the administrative service fees,
•the supervisory fines, and
•other revenue sources.
Organisations and persons under the juris-

diction of the HFSA must pay administrative
service and supervisory fees specified in a sepa-
rate decree. According to the law, the fees shall
ensure the continuous and smooth operation
of the HFSA.

According to Section 26 (5) of the act, the
HFSA shall use its revenues – except for rev-
enues from fines – exclusively to cover its oper-
ational expenses. The revenues cannot be used
for other purposes. The use of revenues from
fines is governed by separate legal provisions.
By formulating these rules the legislator evi-
dently aimed to prevent the HFSA from being
“interested in levying fines”.

In pursuance of paragraph (7) of the same
Section, the HFSA may form reserves –
accounting to maximum 15% of the actual rev-
enues yielded in the year under review – not
including revenues from fines. In the subse-
quent years these reserves can exclusively be
used to cover operational expenses, and cannot
be used for any other purpose. These reserves
of the HFSA are contained under a separate
subtitle of the budget. The aim and essence of
these rules is that the revenues of the HFSA are
strongly influenced by the dynamics of the
money markets. The money market boom
experienced in the past years has also con-
tributed to the growth in the HFSA's revenues,
but changes in the system of supervisory fees



SUPERVISION AND AUDIT 

525

Gábor Nyers

Controlling and continuous
budget control at the
Hungarian Financial
Supervisory Authority

OOne of the primary objectives of the Hungarian
Financial Supervisory Authority's (HFSA) strat-
egy, which was approved in 2005 under the title
Efficient supervision – 2005–2010, is the efficient
utilisation of resources. For the achievement of
this objective the HFSA has restructured its inter-
nal financial management, and introduced new
controlling methods that were not previously used
in the supervisory work.

For the HFSA, the efficient utilisation of
resources means the full implementation of risk-
based, integrated and process oriented, problem
preventing supervision, and tailoring supervision
to the supervisory rules and actual operation of
financial management. We wish to adjust the lim-
ited supervisory resources (personal, material,
etc. resources) to the actual risks. Therefore,
resources used for the supervision of activities and
organisations that do not pose significant risks to
consumers must be reduced to the minimum,
while resources used for organisations and
processes that imply risks must be maximised.

The strategy of the HFSA points out that
rational resource management can be implement-
ed successfully only if planning, measurement
and accounting become clear and systemic in
public administration, too. This requires the cre-
ation of the most important conditions of resource
management, especially the functions ensuring the
comparison of planning, implementation and

efficiency, as well as the criteria of the measure-
ment and evaluation of efficiency, i.e. controlling
activity in the public institutions, too.

During the development of the controlling sys-
tem, the following primary objectives were set:

•supporting the internal decisions of the budg-
et owners and managers, feedback on opera-
tional performance and control,

•increased “real time” monitoring/reporting,
•the required information is determined by the

managers in line with the strategic and oper-
ational needs of the organisation.

CONDITIONS THAT DETERMINE 
THE OPERATION OF THE HFSA 

The HFSA is a budgetary organisation vested
with powers similar to those assigned to the
budget chapters. Its budget is administered under
a separate title within the 'Ministry of Finance'
chapter. However, in addition to the subtitle 13.1
containing the budget of the institution, the
HFSA is also authorised to dispose of the chap-
ter managed appropriation under subtitle 13.2,
which contains the reserves of the HFSA.

The HFSA is fully authorised to plan and
finance its expenditures from own revenues
specified in separate legal regulations. It may
use state subsidies according to rules pertaining
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IIn recent years, the growth and development of
Hungary's economy has spectacularly fallen
behind those of its neighbours, that is, coun-
tries in a similar situation. Meanwhile, the
political fragmentation of the country has
intensified, public opinion on political institu-
tions has become increasingly negative, the
government's credibility has been damaged in
Hungary and abroad alike, the necessary struc-
tural changes have not been carried out for
years, and public debt has increased. In summer
2006, external factors forced the government
to act: the EU Convergence Programme out-
lined a new path of economic policy.

Many of us felt that in the period when an
inadequate path was being followed, the emi-
nent and influential representatives of the eco-
nomic and social sciences seemed to fail to
voice their opinion effectively in the matter of
mistakes and delays which had already been

clearly visible at that time. However, the new
period of economic policy did have a stimulat-
ing effect on debates over economic policy.
Several publications, research reports and con-
ference volumes have made efforts, on the one
hand, to understand the situation and examine
the path that has lead there, and, on the other
hand, to try and find way outs. Within the
framework of the present review, I will present
a selection of the publications issued last year.

First, let me mention the collection of
studies edited by László Muraközy, which con-
tains the conference lectures of László Antal,
Dóra Gyõrffy, László Muraközy, Ádám Török,
Lajos Bokros  and László Csaba. The editor's
aim is to answer the question as to why
Hungary, a top-ranking country in the 1990s, is
now lagging behind its peers. “Economic
growth is decelerating, there is a chronic budg-
et deficit coupled with a twin deficit, public

Essays and debates on 
Hungary's economic situation
and perspectives
MURAKÖZY LÁSZLÓ (ed.): Fecseg 
a felszín és hallgat a mély. Tudatok
és tudatalattik a gazdaságpoli-
tikában. ["Chattering surface – silent
depths. Varieties for the conscious
and the subconscious in the 
economic policy of Hungary".] 
Akadémiai Kiadó, 2007

Merre tovább a magyarországi
reformokkal? ["How to go on with
Hungary's reforms?"] 
Pénzügykutató Zrt., 2007

Versenyképességi Évkönyv 2007 ["Yearbook 
of competitiveness 2007"] 
GKI Gazdaságkutató Zrt., 2007
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finances are highly centralised, major distribu-
tion systems suffer from functional disorders
and financial problems, public debt is increas-
ing, there is a growing disillusionment, acces-
sion to the euro zone is becoming an ever more
remote possibility, and there is a lack of trust
inside and outside the country alike. All this is
indicative of the existence of serious and long-
standing problems which cannot be attributed
solely to one or two chance events or inade-
quate decisions of economic policy.” (p. 9.) The
aim of the editor and the authors is to help
readers understand today's situation through
an analysis of the apparent similarities, conti-
nuities and recurring events of the last six
decades. Let me point out my opinion as a
reader that the studies – albeit they contain a
lot of interesting details – fail to offer a con-
vincing answer to the question: how could the
country slide back within a short period of time
while the external circumstances were basically
favourable?     

Although the emphasis on the continuity of
economic policy provides certain explanations
for today's problems, it does not answer the
question why Hungary was in a better position
in the 1990s. Beside discussing underlying ten-
dencies, it would have been useful giving a crit-
ical analysis of the reasons and motives of inad-
equate economic political decisions, since it
was due to the decisions of actual persons and
governments that in 2002 and 2006 Hungary's
budget deficit increased to an unprecedented
degree, and it was analysable measures that
resulted in the country's slump back into
indebtedness. Without a critical take on deci-
sions, an exaggerated significance may be
attributed to fate, and this may provide an
excuse for the actual mistakes of the recent
past and, what is more important, for mistakes
that will possibly be made later on in future. 

Let me give an overview of the past, as its les-
sons help us see present and future in a context.
The reader may not be surprised to hear my

argument that individuals have memories
which are at least as different as their notions
of the present or the future. Muraközy goes
back to the democratic transition and points
out that the majority of economists had quick-
ly realised that capitalism was the only way, yet,
“when we remember” we see that almost
nobody (not even the political advocates of
change) voiced this opinion, while notions of
“a third way” were highly wide-spread. He
illustrates such unrealistic notions using the
following example: “the first independently
elected government made an unrealistic prom-
ise of a 'social market economy' as a substitute
for 'market-based socialism'.” (p. 37) Thus, the
author feels, Hungary did not make a distinct
division between past and future: “The soft
democratic transition, which followed an era of
soft communism, even among democratic cir-
cumstances, preserved a preference of personal
consumption as an instrument of political
legitimation, along with all its harmful conse-
quences.” (ibid.)  

It is hard to believe that Hungarian econo-
mists are not familiar with the notion of a
social market economy – a notion included in
the European draft constitution, as well as in
the Polish and Hungarian constitutions (in the
latter, in the first sentence of the preamble).
Exactly why was it unrealistic? As we know
from the works of Wilhelm Röpke and Eucken
and from Adenauer's chancellorship, the term
“social” does not denote the same concept as in
“social worker”.  Quite the contrary, it denotes
a system based on the dynamism of small and
medium pro-competition enterprises that
counteract monopolies and expect prosperity
from employment and not from a fatherly state
and expensive public welfare systems. 

This was easy to understand even at that
time. The policy-making speech given by József
Antall on 22 May 1990, made it evident that the
country faced a serious situation, that econom-
ic change was necessary and that market econo-
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my would come.  “It is of common knowledge
that the rate of inflation is over 20% per year. It
is also well-known that Hungary's debt is over
21 billion dollars – this means the highest
amount per capita in Central and Eastern
Europe.  Feigned employment and hidden
unemployment make up for a significant part of
labour force. The infrastructure is underdevel-
oped, and this is one of the major hindrances to
Hungary's opening towards the market. The
condition of health care is catastrophic; our
schools are worn and poor”, said the prime min-
ister elect. (Antall József Országgyûlési
Beszédei [“József Antall's Speeches in the
Parliament”], 1990–1993, Athenaeum Nyomda
Rt., Budapest, 1994, p. 15)

The detailed programme of Antall's govern-
ment (“The Programme of National Renewal”)
expressly clarifies the system the coalition was
heading towards.  The first paragraph of the
programme is as follows: “A fundamental and
comprehensive aim of the government's eco-
nomic policy is to effectuate an economic tran-
sition. As such, the aim of the program is to
create the foundations of a new, viable market
economy system to replace the practically
paralysed economy which has evolved in the
past 40 years and basically relies on state guid-
ance and isolation from external factors. The
aim is to attain these objectives in conformity
with Hungary's conditions while relying on the
experience of successful Western European
countries. This new system is a modern
European social market economy that forms an
integral part of the world market and is based
on the primacy of private property.” (A
nemzeti megújulás programja, A köztársaság
elsõ három éve [“The Programme of National
Renewal, The First Three Years of the
Republic”] Miniszterelnöki Hivatal [Prime
Minister's Office], Budapest, September 1990,
p. 13 with italics in the original).

It would be quite different if the author had
said that the majority of the society had been

unwilling to face the situation, had cherished
illusions concerning the transition, had not
heard or had not really understood the essence
of the new model. Most probably, this is true to
a considerable degree. Yet the fact that politi-
cians did not use the term “capitalism” is hard-
ly an argument for their support to a third way.
Even today, for various reasons, the term “cap-
italism” is rarely used in Hungary. 

Having pointed out my opinion concern-
ing a certain moment of the past, let me quote
another one, a reference that keeps recurring
throughout the volume. As Muraközy inter-
prets it, the Bokros package was a rare “rela-
tively lucid moment” of Hungary's economic
history, which, he says, averted the crisis that
was imminent in 1994/95 (pp. 39 and 81).
László Antal also cites the 1995 package as a
positive example, that is, as a radical adjustment
that was regarded exemplary even by interna-
tional institutions. The Bokros package, when-
ever referred to in the volume, appears as an
unquestionably positive factor in Hungary's
past otherwise characterised by mistakes and
negligence.

I do not wish to analyse the 1995 adjustment
within the framework of a review; also, in my
opinion, the activity carried out by the govern-
ment and coalition in question from the sum-
mer of 1994 (when it entered into power) to
March 1995 is clearly set apart from the issue of
the radical (Bokros–Surányi) package. Yet I
must make two points. This event of
Hungarian politics has been much debated by
the economic and sociological professions, but
those authors who make reference to it in the
volume do not even mention or quote any
authors who criticised it. Yet there is another
aspect that is closely related to the topic of the
volume: quite possibly, it was the consequence
of the package that many citizens who until
then had supported or at least accepted the
democratic transition and respected its values
turned away from the reforms and moved
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towards populism, which the volume con-
demns. In this respect, it is irrelevant whether
the package was regarded as exemplary by
international institutions or not. 

It would have been useful giving an unbiased
re-assessment of the tools of the package (sur-
prise inflation, laying the blame on personal
overconsumption, a presumptuous style, inade-
quate preparation and the resulting series of con-
stitutionality-related mistakes); rather than just
its impacts on the real economy, or at least exam-
ining the hypothesis that Hungary may have paid
an excessive price in terms of system legitimation
in exchange for the package's balancing effect.
According to a poll by Medián, 1995 was a turn-
ing point in the process of the collapse of the
positive perception of market economy values. I
discussed the issue in Péter Ákos Bod:
Államháztartási hiány és társadalmi deficit
[“Budget Deficit and Social Deficit”] (In:
Granasztói – Kodolányi (ed): Magyarország ma
és holnap, [“Hungary Today and Tomorrow”]
Magyar Szemle Könyvek, 2007). To illustrate the
fact that my doubts concerning the benefits of
the package are shared by others, let me quote
Csaba Gombár's opinion from another volume of
essays and studies reviewed here:  “Some say that
the Bokros package was a positive reform meas-
ure. [...] in terms of politics, as a reform measure,
it was clearly a failure. It was not accepted by the
governing party – or, as it later turned out, by the
government itself –, let alone the society. Yet a
reform is a series of political acts: it is impossible
to operate solely with the abstract rationality of
professionals.” (Merre tovább a magyarországi
reformokkal? Pénzügykutató Zrt., 2007, p. 250). 

Let me point out again: I do not expect oth-
ers to share my opinions about the past. I only
expect an analyst of the past to have at least a
flicker of doubt: it may be possible that the
Bokros package was not one of the very rare
lucid moments but yet another application of a
campaign-like adjustment which, by that time,
had been carried out several times, the differ-

ence being that the Bokros package was intro-
duced among democratic circumstances.
Surely, the majority of the analysts who pub-
lished their works in the volume may remem-
ber similarly structured adjustment packages
introduced  in 1979 and 1986 (devaluation, the
reduction of state expenses, putting a brake on
wages, the increase of officially set prices and
the artificial inflation of incomes). As far as I
am concerned, the representatives of the
Hungarian mainstream may regard the 1995
adjustment as a break with the Kádár era; still,
they should reflect on the reform packages
introduced then and later (including those of
the autumn of 2006), which, not unlike in the
Kádár era, are applied by enlightened authori-
ties under external pressure against a reluctant
and uncomprehending population.

On the other hand, it is strange indeed that in
Hungary the stages of economic policy related
to political cycles follow each other with
remarkable regularity. Previously, the years of
party congresses had brought loosening and an
improvement of the public mood which then
had quickly been followed by austerity adjust-
ments. As László Antal puts it, reform stagna-
tions and reform waves alternated with one
another. Now the budget runs out of control in
the year of general elections, then the new gov-
ernment, condemning the previous one,
embarks upon mid-term adjustment; conse-
quently, the budget deficit is at its lowest in mid-
term, between two elections. After that, as gen-
eral elections are approaching, the government
starts spending either covertly or openly, and
thus a new cycle of indebtedness is launched.

The year of 1990 is a exception – it is good
to know that such years do exist. In 1990, the
Antall government closed the year with a bal-
anced budget, what is more, with a small sur-
plus. However, I was shocked to read the com-
ment on this fact: “The year of the political
transition was peculiar: as a result of the aus-
terity measures forced by (among others) the
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World Bank, the Németh government handed
over public finances with practically no deficit.
Formally speaking, democratic governments
started their activity from a zero deficit.”
(Muraközy, p. 86.) This is simply not true.
During the weeks before the first free general
elections Hungary got very close to state bank-
ruptcy, not the least because at the end of 1989
it turned out that there had been a misreport-
ing (an internationally accepted term for data
forgery related to the figures reported to the
International Monetary Fund.  The IMF (obvi-
ously not the World Bank!) terminated the
valid loan contract and was willing to grant
loans only under new, stricter conditions, that
is, it made Hungary accept further liberalisa-
tion and a budget deficit not higher than ten
billion forints. The outgoing government
signed the contract on 14 May 1990; the first
round of the general elections was held on 25
March. The caretaker government waited for
the inauguration of the new government with
the introduction of the approved package of
energy price rises. The package raised the price
of fuel and all other kinds of energy in the sum-
mer and – among the well-known tense events
– in October of the same year.

The democratically elected new government
did not inherit a balanced budget; instead, it
faced the situation described above and the con-
tract with the IMF. In addition, foreign-curren-
cy reserves had been drained away almost com-
pletely  by that time: in 1989, during the mis-
guided “Gorenje campaign” and within the
framework of “measures taken to improve pub-
lic mood”, the Németh government allotted the
remaining international reserves of the Central
Bank to an increased tourist allowance. Taking
into consideration these facts, it would be very
strange to conclude that democracy in Hungary
started with a zero deficit.

In the chapter on the heritage of the commu-
nist regime, Dóra Gyõrffy presents a plausible
overview of the mental changes that occurred in

the Hungarian (Central Eastern European) soci-
ety. It shows that people had an unrealistic (i.e.
overestimated) notion of the reform communist
regime left behind, coupled with exaggerated
expectations concerning the state. After 1990,
this inevitably led to disillusionment which was
contributed to by uncitizenlike attitudes toward
the state: tax evasion, norm violation and playing
tricks. As a consequence of dissatisfaction, polit-
ical populism started to rise. The behavioural
patterns of rule evasion, ingrained during the
period of state socialism re-emerged. “If leaders
are socialised into the idea that rules can be vio-
lated, then promises will not be restrained by
budgetary limits. The leaders will play tricks to
evade such limitations, and citizens will do so too
when it comes to paying taxes.” (p. 152.) This
situation leads directly to a budget deficit, which,
in turn, results in the slowdown of economic
growth and a justifiable disillusionment with the
system. It is to be concluded that as long as the
communist traditions of paternalism and rule-
evading behaviour linger on, budget deficit can-
not be considered an exceptional event but a nor-
mal situation in the new democracy. The author
argues that in the region this trend can be coun-
terbalanced solely by external factors, as in the
case of the Baltic states or Bulgaria.

Indeed, the fixed exchange rate and the
exchange rate table used as an exchange mech-
anism demand a balanced state budget (or even
a surplus). It is a matter of taste to decide to
what extent this can be regarded as an external
factor: when determining a system based on a
strong exchange rate, the political elite of the
countries in question consciously decided that
the budget would not be allowed to have a
deficit. As for Hungary, it is very informative
that the majority of former planned economies
have had no problems with the budget deficit
rate, while others – especially Hungary – do
have long-standing budget problems. 

As for Ádám Török's retrospective analysis,
it is worth highlighting our present knowledge
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on privatisation as opposed to the notion preva-
lent two decades ago. According to the notion
widely accepted at that time (qualified as “naive”
by Török), fast privatisation and the accelera-
tion of property structure reforms provided the
solution for the transition crisis. The “complex”
notion, on the other hand, held that consumer
protection and the tools of the privatisation of
the capital market should be built up, and the
norms of competition control and a proper
framework of corporate governance should be
established. In Hungary, governments were
under strong pressure (among others, by exter-
nal factors) to carry out privatisation as fast as
possible; however, the drawbacks of efforts for
speed and increased revenue are tangible now:
e.g. cost disadvantages or competitive disadvan-
tages resulting from inadequate demonopolisa-
tion. At this point, it is worth referring back to
the norms of social market economy. If it had
been possible indeed to assert the aspects of
Sozialmartkwirtschaft which counterbalances
the big state and big business, Hungary would
have acceded to the European Union with a
higher employment rate and a healthier compa-
ny structure, and, consequently, it would have
been able to make more out of the factors of
growth stimulation which were prevalent before
and after accession.   

The volume contains an analysis by Lajos
Bokros on the origins of the distortion of the
state structure. As opposed to several recent
views, Bokros has a well-grounded opinion of
the actual performance (or rather the lack of
performance) of the reformed version of
planned economy (also called “goulash commu-
nism”). Most probably, it was the Yugoslav
communist system that came closest to a mar-
ket economy: in their case, the lack of perform-
ance became manifest in the inflation rate. The
Polish and Hungarian versions did not permit
either a chronic deficit (of a degree similar to
that of Romania) or a relatively long-lasting
high inflation curve. Consequently, in these

countries the lack of performance emerged in
the form of dramatic external indebtedness.
“Deficit and inflation are clearly visible and can
be experienced every day to an extremely high
degree. Deficit and inflation mean instant com-
pensation for loss: it is the consumers who suf-
fer the negative consequences of the inefficien-
cy and lack of productivity of the system. The
degree of external indebtedness, on the other
hand, is an uninteresting piece of macroeco-
nomic data, not easy to classify. [...] This is a
type of loss compensation, yet it is carried out
primarily at the expense of future generations”
(p. 238). As far as the debt is concerned, the
state and the society cheat on each other in
order to maintain a momentary and relative
prosperity. As Bokros concludes: “Basically, the
severe distortion of the Hungarian state and
society of the intermediate post-transition peri-
od – the effects of the distortion are tangible
even today – is rooted in this fact.” (ibid.) 

László Csaba's study is an interesting dis-
cussion of the fact that long-term path depend-
ence explains more about the present-day
divergent development of former communist
states than the established political order and
the ideological scale of values applied by their
government. It is also apparent that poverty,
emerging in the course of the transition, has
two major aspects: labour market and educa-
tion. As for the former, it can be improved by
deregulation and fast growth; however, growth
cannot remedy the tensions resulting from a
lack of adequate education. In my interpreta-
tion, path dependence exercises its influence
through a lasting existence of underlying fac-
tors related to culture and social structure. Yet
nations do have choices when it comes to suc-
cessful or unsuccessful political periods and
taking advantage of (or missing) opportunities. 

*  *  *

A whole series of conferences have dealt with
the issue of the convergence programme –
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timed to be introduced after the 2006 general
elections – and related measures. I have already
cited Merre tovább a magyarországi reformokkal?
published by Pénzügykutató Zrt. The series of
debates organised by the research institute dis-
cussed pension reforms, health care reforms,
regional development and local government
reforms, as well as reforms in education.
Another interesting conference was organised
to discuss the constitutional order of the repub-
lic. The fundamental issue of the future of the
taxation system was also dealt with. As several
speakers and numerous participants voiced
their opinions during the conferences, the mes-
sage of the publication is more difficult to sum
up than that of a volume of studies and essays.
Certain subject matters have become outdated;
for example, there is a considerable gap between
the health care reform plans of October 2006
and today's situation. 

Quite probably, the most interesting topic is
the pension scheme. Obviously, actual reforms
are needed while there are content-related and
substantive debates still going on over funda-
mental issues. Should everyone be given a basic
pension as a civil right so as to avoid a situation
where hundreds of thousands go without social
insurance and, as a result, risk old-age extreme
poverty (Mária Augusztinovics), cf. 21% per-
cent of those not yet pensioned have not
acquired the right to even a single day's pen-
sion? Or, on the contrary, the fundamental
objective of the pension scheme (i.e. providing
an extra income for the elderly) should remain
based on insurance, since the basic pension, to
be financed from general tax revenues, would
cost a lot and it would motivate existing and
would-be fare dodgers to avoid paying their
contribution? (Lajos Bokros) 

Quite naturally, the issue of fare dodging
emerges in the field of health care and other
social service systems, as well. Those partici-
pating in the debate come up with well-ground-
ed and adequate arguments when discussing

policy issues, yet it is impossible to react to
their arguments in this review. Still, let me
point out a common aspect: the responsibility
of the central power, that is, the state. I do not
believe that the phenomenon of fare dodging in
Hungary (being highly more common than the
Western European average) is rooted in general
national characteristics. Even path dependence
does not offer a totally plausible explanation, as
e.g. Slovakian, Estonian and Slovene taxation
data show a higher willingness to pay taxes
although all these countries also used to belong
to the Soviet sphere of influence. Taxes and
health care contributions are imposed and col-
lected (if collected), just as tickets are inspect-
ed (or not inspected) in public transport – and
if there is no inspection, fare dodging becomes
an everyday practice. For some time now, there
are inspectors working in the public transport
of Budapest; since then the frequency of fare
dodging has decreased. Instead of laying the
blame on the fare dodgers of the major social
systems, it is high time to examine the respon-
sibility of those working in the field of social
insurance and pension schemes who receive(d)
their salaries for, among others, making sure
that only deviants evade paying. In my opinion,
instead of chiding the public, it would be more
useful to ask: why was it that the state – the
power of the state – was insufficient for carry-
ing out its task related to essential social and
economic issues with adequate efficiency?

I do not say that Hungarian society is all
right as it is. The Versenyképességi Évkönyv
(Competitiveness Yearbook), published by GKI
Gazdaságkutató Zrt offers a comprehensive
report on Hungary's position. The recent years'
changes in Hungary's indicators which are
more tightly or remotely related to business
competitiveness, reflect the well-known trend
of the country's relative loss of pace; the set of
data, however, adds but little to our knowledge,
as rarely do abrupt slumps and jumps occur in
the structure of industry and in the in- and out-
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flow of capital. The comparison with other
countries, on the other hand, contributes to
our estimation of Hungary's position with
interesting aspects. The data do not verify cer-
tain wide-spread superficial opinions of
Hungary's position; rather, they support the
opinions of those researchers and analysts who,
having recognized the fragmented nature of
Hungarian society, warn against uniform solu-
tions. For instance, the wide-spread opinion
that Hungarian people do not work much is
not true. Albeit less people are employed in
Hungary than in other countries, those
employed work very much (pp. 145–147).
Furthermore, factual data and data obtained
through business questionnaire surveys contra-
dict the opinion that Hungary spends much on
education, especially in terms of subjects and
knowledge that are irrelevant from an econom-
ic point of view. The rate of public expenditure
related to education, if compared to that of
other countries (e.g. the Czech Republic,
Estonia and Slovenia) is quite moderate; sur-
veys show that Hungary's educational system
falls into line with business demands to a high-
er degree than the European average (pp.
152–157). It is a well-known fact that the
Hungarian economy is characterised by a dual
structure; nevertheless, the issue of propor-
tions is also essential. If compared to American
labour productivity, Hungary is approximately
at the level of 50%, yet the functional produc-
tivity of big companies in Hungary reaches the
German, Austrian and French level, while the
efficiency of the SME sector is at or below the
Romanian or Bulgarian level (p. 48).

* * *

In a publication entitled Cikkek a cakkokról –
Múltelemzés és jövõkép [“A Zig-Zag Article –
An Analysis of the Past and a Vision of the
Future”], edited by Gábor Karsai and András
Vértes, GKI Gazdaságkutató Zrt. published
detailed sectoral analyses. The slim volume dis-

cusses issues related to the service sector, the
real estate market, agriculture, information,
communication, issues of the energy sector,
and deals with employment and education pol-
icy, as well as issues related to settlements. For
lack of space, the present review does not offer
an overview of such sectoral analyses. Among
the articles on issues of general economic poli-
cy Miklós Losoncz's writing (Csatlakozási
[v]álság; [“The Crisis/Disingenuousness of the
Accession]”) is noteworthy. In spite of the elab-
orate title, the article gives a factual and opti-
mistic (in certain cases with an exaggerated offi-
cial optimism) analysis of the post-accession
period: Hungary's membership accelerates
growth, enhances competition – which, in turn,
curbs inflation –, it has released the country from
the consequences of the balance of payments
barrier, and accession is expected to bring around
the strengthening of the middle class and the
improvement of the cohesion between various
social groups. Yet today, in a situation so close to
stagflation, the analysis (written a year ago)
either seems far too optimistic or leads to the
conclusion that the economic policy in ques-
tion was even less adequate than it is currently
believed because regardless of the highly
favourable circumstances and conditions it
brought about the present situation. The essay
by  László Akar and Tamás Kopik  (Göröngyös
úton az euró felé; [“The Rugged Path to the
Euro”]) offers a more critical survey of the
performance of economic policy; András
Vértes's closing essay (A magyar gazdaság
versenyképessége [“The Competitiveness of
Hungary's Economy”]), despite the author's
well-known optimism, presents a balanced 
picture.

What is the conclusion to be deduced from
the work of the workshops analysed, the
research material and conference studies cited
above? Since the 1960s, the weaknesses of the
demographic structure and of the structure of
employment offering lawful and sufficient
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income, made an unduly great majority of the
population depend on public redistribution;
the era of reformed communism  failed to bring
about a definitive improvement in efficiency,
and the subsequent spread of quasi market
norms resulted but in illusory advantages. The
real economy saw profound and radical
changes at the beginning of the transition and,
consequently, Hungary became capable of
receiving foreign investment (as well as tech-
nology and management practices) faster than
its fellow countries; yet to continue develop-
ment and, in particular, to take advantage of the
growth impulses resulting from EU accession,
Hungary would have needed a successful
accomplishment of a new period of modernisa-
tion and structural change.   

Obviously, personal opinions at this point
start to differ as the various trends of thinking
among Hungarian intellectuals interpret the
events of recent years in highly diverse ways:
those of the different stances attribute various
degrees of responsibility to political actors who
made or influenced decisions. Yet the final out-
come, as the Economist puts it (27 March
2008), is a Magyar mess. The Economist also
touches upon the consequences: the neigh-
bouring countries will soon outrival Hungary,
provided that they have not done so already.
The fact that with proper efforts other coun-
tries can carry out the tasks which have proven

too difficult for Hungary (the reforms of the
taxation and social welfare system, meeting the
criteria of accession to the euro zone) have
started to engage the attention of even those
who tend to give an over-simplified explanation
of (and, at the same time, an absolution for)
Hungary's problems. 

Adjustment fatigue may be a plausible expla-
nation for the loss of pace of Hungary's early
and initially fast transformation. Yet, having
taken into consideration the problems com-
prehensively documented, I must draw the
conclusion that the problems were caused not
by far too many reforms and changes, or an
excessive adjustment compulsion  – quite the
contrary, they have been about by the insuffi-
cient magnitude of reforms. In public life,
those people who had already practised their
profession in the former system frequently
emerged as new faces. Far too often did they
try to employ the same government tactics on
the society. In addition, the society, in terms
of its internal relations, preserved far too
much from a system which, whether reformed
or not, had proven to be historically non-
competitive.

Thus, tasks to be done have accumulated and
there are few fields where it can be said that at
least professionals know what to do next.

Péter Ákos Bod 
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HHungarian economic discourse – while it
believes to be in the mainstream – is rather
provincial. It may create the illusion of its hav-
ing merged into the mainstream that economic
higher education has increasingly relied on for-
eign coursebooks, which, however, are the
good or not so good “derivatives” of historical
experience that Hungarian readers, especially if
students, are not familiar with. It is thus that an
economic world view that I refer to as “emer-
gonomics”1 has been established which, in
Hungarian, could probably be explained as
“economics meant for consumption in emerg-

ing countries”. The emergonomics used in
Hungarian discourse certainly further suffers
from the above provincialism. On the basis of
many decades' tutorial experience I can say that
such intellectual narrowing in the profession of
economics is a real danger at this part of the
world. It is therefore always a reason to cele-
brate when books shattering the frame of this
narrowed and simplified attitude gain more
publicity in Hungary through translations.
This is why it is important that the books of
Nobel Laureate Professor Stiglitz and of
recently retired chairman “for life” of Fed, Alan

Positions and standpoints –
or what does the “invisible
hand” arrange?
Thoughts related to three books

“One of the important distinctions between ideology and science is 
that science recognizes the limitations on what one knows.”

J. Stiglitz: Globalisation and Its Discontents, p 230.

JOSEPH STIGLITZ

Globalisation and its 
discontents, Penguin books
(Napvilág Kiadó, 2003)

JOSEPH STIGLITZ

The roaring nineties, 
Penguin books
(Napvilág Kiadó, 2005)

ALAN GREENSPAN

The age of turbulence, 
The Penguin press
(HVG Könyvek, 2008)
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Greenspan, can get into the hands of readers in
Hungarian.2

The two authors pry into the decisive eco-
nomic issues of today's world with two totally
different approaches and coming to radically
different conclusions. Both books may in their
own ways mitigate professional and political
provincialism in Hungary. On the basis of
Stiglitz's work, a more detailed picture may be
acquired in Hungarian public opinion on the
efficiency of the economic policy recommend-
ed by the Washington Consensus as well as on
the nature of the lack of financial equilibrium at
the global level. Greenspan – while arguing
consistently on the grounds of the Washington
Consensus himself  – gives us a palpable picture
on the drawbacks of British-American corpo-
rate governance, and he similarly deprives us of
some illusions regarding the practical suitabili-
ty of independent budgetery authorities for
curbing political voluntarism. (Chapter 11) 

It is this unique complementarity that gave
me the idea of choosing the genre of parallel
review so as to encourage the widest possible
circle of readers to read these books attentive-
ly and consider what they are to say.  The two
authors take very different values as their bases,
and their ages and careers are also very differ-
ent. It is, however, not only the similarity of
the issues they discuss but also some intersec-
tions in their careers (both have held the posi-
tion of chairman of the Council of Economic
Advisers3 of the US president, spent consider-
able time in various management positions of
financial organisations and have actively experi-
enced the same events, etc.) that make their
works suitable for parallel analysis. The analy-
sis reveals, among others, that – contrary to
what emergonomics suggests – there is no eter-
nal truth in economics (either). 

So as to avoid getting lost in the details of
the richness of thought the books examined
provide, it is worth pursuing the analysis along
some basic questions, I believe.  Such a basic

question is to what extent the market and com-
petition, which are often presented with the
metaphor of the “invisible hand” in British-
American literature, are able to operate as the
adequate and ruling coordination mechanism
of a modern economy. A similarly important
problem – and a topical aspect of the above
basic question – is how the process referred to
as globalisation should be evaluated. Is it an
absolute victory of the “invisible hand” or is it
the process of establishing governing beyond
nation states: a joint result of the interactions
of economic-political power centres and the
effects of the global financial markets behind
these?

THE SHARP-EYED ANALYST 
AND IDEALIST THINKER

In his biographically inspired book, Alan
Greenspan describes the development of his
personal fate, world view and professional
career, while the reader also learns about his
professional credo. The author does not deny
his conservatism. This is indicated not only by
the fact that, as a “heritage” from his father, he
was attached to the world of money but even in
his musical taste he rejected the popular music
revolution in the 1960's. The idea structure of
the book reflects a clear ideological conviction
of the supremacy of the market and of the
United States. The story has an unusual begin-
ning reminiscent of crime stories, recalling the
events of September 11, 2001, and this is also
where the book returns to in the end. This sug-
gests that the memorable brainless terrorist
attack is a turning point which, as an outside
shock, is able to block the autonomous, tri-
umphant market-based development of the
economy. This periodization seems rather
forced; Central European readers have the feel-
ing as if the outbreak of WWI and the collapse
of the Gold Standard, a monetary system ide-
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alised by Greenspan, had been owing to the
assassination of the Habsburg heir to the
throne in Serbia. The author illustrates his eco-
nomic credo by metaphors like “the invisible
hand” (Smith) and “creative destruction”
(Schumpeter). His career did not predestine
him, however, to make the lifework of the two
universal geniuses, whom Greenspan probably
did not fully understand, his own in their total-
ity. In actual economic-business administration
issues, the Fed chairman-author is cold and dis-
tant and, most importantly, he is a professional
analyst. Beginner and not only beginner experts
may learn from him several tricks of interpret-
ing process tendencies – his practical solutions
of questions are sometimes genuinely impos-
ing. He has looked for and has indeed found
the real economic background behind various
financial issues; he is an excellent interpreter of
statistics and economic indicators. The same
does not hold for his views on macroeconomic
questions. His aspect is rather one-sided; fol-
lowing from his position, his economic politi-
cal horizon does not reach beyond inflation.
This is all the more surprising because, when
reading the book, we meet the author as an
expert analyst of real economic processes. His
economic historical arguments are rather selec-
tive; the autobiography reveals a person some-
what unfamiliar with economic theories. The
professional horizon of the author can be well
characterised by the list of his contemporary
co-experts who are missing from his reader's
diary: Arrow, Buchanan, Galbright, Stiglitz and
Tobin, just to mention a few names – all of
them experts who have profoundly dealt with
the issues discussed in the book. Ignoring
Stiglitz, for example, is interesting also
because, during the Clinton administration, he,
as the chairman of the Council of Economic
Advisers of the US President, was in close
cooperation with Greenspan. Stiglitz analyses
the activity of the Fed chairman, although not
without criticism, in quite a refined way. 

The autobiographic parts of the book pro-
vide a useful insight into a determinative period
in the history of the USA and the behind-the-
scene secrets of power politics. At that part of
the world it is quite natural and certainly noth-
ing to be ashamed of if an expert sometimes
works for national security services also (cf.
Chapter 6). We get an interesting picture of
how the leading superpower of the world relat-
ed to the processes and leaders of the Rest of the
World. It is quite illuminating, probably a fact
with a practical message, that the then chair-
man of Fed regarded the “Potemkin-reforms”
of Vaclav Klaus in the Czech Republic as the
most radical transformation fostering political
change, while at that time it was exactly the
Czech Republic where there was the least
going on – which, of course, was probably not
at the detriment of the Czech economy. It is
similarly illuminating that the transformation
politics, more orthodox in practice, of
Hungary, the “show pupil”, if you like, was
found not even worth mentioning. 

The professional chapters, especially those
parts which presenting the behind-the-scene
secrets of monetary leadership and the meeting
points of politics and monetary policy are
interesting. It is striking what discrepancies are
between the actual Fed measures, the explana-
tion and implementation thereof, the author's
actual evaluation and the economic credo of
the bank of issue chairman. This could as well
serve as the generalizable evidence for “Black
Monday” or other events (the collapse of S&L
Associations in the USA, the Mexican credit
crisis, the Far Eastern crisis, the burst of the
Dot-com bubbles), or even of the inability of
the “invisible hand” we sometimes experience.
It is turning the economic slowdown of 1995
into a “soft landing” that Greenspan considers
the greatest accomplishment in his life
(Chapter 7), which, again, raises the question
why the “invisible hand” needs help. The same
contradiction appears in relation with the sev-
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eral times quoted punch bowl metaphor4.
“Irrational exuberance”5 – in relation with the
formation of stock market bubbles in the
1990's – has become a frequently used phrase in
financial literature. With reference to Stiglitz's
books and sharing the view of the Nobel laure-
ate economist, let us note that the legendary
Fed chairman was not innovative at all in treat-
ing this issue. This was exactly owing to his
economic conservative orthodoxy.

The story that unfolds in Chapters 10 and 11
of the book in relation with the federal budget
surplus at the turn of the millenia is especially
exciting. The honesty of the conscientious ana-
lyst (they did not understand its reason), the
aspects of the financier (what would happen to
investment services living on state securities if
there was nothing to trade in), the weaknesses
in the activities of the Congressional Budget
Office, mystified by Hungarian circles, and
finally the ignorance of budget discipline dur-
ing the Bush administration are all aspects con-
sidering which we may say: “the story is about
us, (too)”.

Several issues related to the welfare state,
also discussed in the book, do not really fit into
the idea structure outlined above. The banker
naturally opposes extending the welfare state.
He ignores the arguments accepted in wide cir-
cles and fitting well into the ideology of main-
stream economics which have been delivered
exactly by the economics of information. An
excellent summary of the latter is provided by
professor of the London School of Economics,
Nicolas Barr (Barr, 2004). Yet, the fair analyst is
present in these parts, too, since, when reading
about the efficiency of the public education
system of the USA, for example, the
Hungarian reader may have some feeling of
“déja vu”. And not only this because, if we con-
sider the phenomena described by Greenspan,
we get clear evidence of market failures.

It is an interesting detail that the bank of
issue chairman demanding prudent behaviour

was presented with the Enron Prize in
November 2001, shortly before the company
turned infamous collapsed. This momentum
also shows that it may happen not only at this
part of the world we know that the leaders of
irresponsibly managed companies try to get the
benevolence of responsible agents. The
American corporate management logic is
“genetically” not protected from possibilities
of corruption or ignorant management, either,
just like the management systems in Germany
or in emerging countries for that matter. It is
somewhat surprising that the recently deceased
Galbright, who described the essence of this
corporate management system in the 1960's
already, is just an insignificant walk-on charac-
ter in Greenspan's book. Let me add that the
young generation of economists in Hungary
are not familiar with his work entitled The
New Industrial State, also available in
Hungarian, either.

Neither developmental economics nor eco-
nomics are among the strengths of Alan
Greenspan. The quotation by Churchill in
Chapter 25 is certainly appropriate: “The fur-
ther backward you look the further forward
you can see.” I do not think we would falsify
the message of the British politician if we
extended this thought, beyond the depth in
time, to the thoroughness of looking back. In
Chapter 13 on the models of capitalism, in
addition to numerous interesting glosses, the
rich development history is discussed insisting
on the metaphors of the “invisible hand” and
“creative destruction”, trying to squeeze every-
thing into their framework. Greenspan's
thoughts on growth theory and his reasoning
on money theory, elaborated on in the last
chapter of his book, are really simplified here
are there and they are not free of factual mis-
takes, either. Let us just consider, for example,
what he had to say on the gold standard mone-
tary system and on inflation. It is also striking
that, in the review of the international mone-
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tary system, no mention is made of the Bretton
Woods system, which is not simply just the
direct predecessor of today's international
monetary system but is also the basis for
today's economic and financial hegemony of
the USA. At the same time, Greenspan's prac-
tical experience and analyst vein make this
chapter most exciting when discussing what
risks the number one reserve currency position
of the US Dollar involves for the United States
of America. The hardly concealed power
motives clearly manifest themselves when, in
the book, the sanctity of ownership is extend-
ed to intellectual ownership rights. Well, intel-
lectual goods have the characteristics of public
goods in several respects and, as such, they
raise the basis for introducing an allowance in
case of monopolisation. The banker fails to ask
the question why it is that despite the dissatis-
factory performance of the educational system
in the USA, severely criticised by him earlier,
there is such high concentration of intellectual
ownership in the United States. The answer is
because the free movement of people makes it
possible for the USA to take the cream of the
knowledge capital of the world. By the strict
protection of the ownership rights of the
American knowledge economy made thus
from international resources, a distorted ideal
of freedom is implemented: in a free country,
there are free people doing what they are free
to do. 

THE REALIST ECONOMIST

Stiglitz, as a scientist, does not criticise global-
isation since – and here he agrees with
Greenspan's approach – he considers it an
unavoidable consequence of capitalist develop-
ment. He massively and multilaterally criticises
the Washington Consensus based on neoclassic
orthodoxy, on the other hand. He points out
that market fundamentalists simplify Smith's

views, keeping quiet about the fifth volume of
his standard work in which he provides a rather
refined description of the economic role of the
state (Smith, 1940). Just as M. Friedman is
Greenspan's intellectual example, Stiglitz's is J.
M. Keynes. In emergonomics, Keynes is consid-
ered an outdated figure, assumingly because
only the surface of his work is understood.
Stiglitz, on the other hand, not only under-
stands but is also able to apply the essence of
the message, especially its implications for
international economics. Keynes who, unlike
many other theoretical economists, was a suc-
cessful investor, knew exactly that speculation
was especially very dangerous not only at
domestic capital markets but also in interna-
tional dimensions. This is why he fought
against the liberalisation of capital movements
when the Bretton Woods system was estab-
lished. 

Stiglitz as a critical scientist is even able to
rise above the aspects that grant his home
country unilateral advantages at the detriment
of other parts of the world. He points out self-
critically that the USA as the main advocate of
the free market idea, does not always by far
practice what it preaches. Domestic production
subsidies, a protectionist industry policy,
accounting systems mocking transparency and
the corporate scandals thus made possible and
the “revolving doors” between public institu-
tions and the private sector are not really exam-
ples for the domestic implementation of the
advocated American recipes.

What Stiglitz criticises is the wrong econom-
ic political practice primarily, which, sometimes
owing to simple professional mistakes or, at
other times, owing to the representation of
tangible interests, is such as it is. This econom-
ic political practice – as can be seen from
Greenspan's book – likes to hide behind the
impersonal and faceless “invisible hand”.
Stiglitz, in contrast, does name the well identi-
fiable interest groups for which it is more com-
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fortable to put the blame on the “invisible
hand”. From these criticised fields, let us high-
light on two, for one reason because they are
also dealt with at length in chairman
Greenspan's book. One of these is treating the
issue of “irrational exuberance”6. In Stiglitz's
decided opinion, the formation of this bubble
of this extent was – at least partly – owing to
the market fetishism of the economic policy
and the failure to take the right regulatory
measures. In his interpretation, anti-regula-
tionism and the corporate scandals owing to
the lack of adequate accounting fit well into the
orthodoxy represented so clearly by Alan
Greenspan in his book. 

The other field of economic policy criticised
by Stiglitz is the failed tax reduction policy
implemented at the turn of the millennia.
According to the persuasive argumentation of
Stiglitz, the policy7, with misleading reference
to Keynesian arguments, supported the rich
instead of stimulating the economy. 

* * *

In the economic political practice of the
European Union – and here Hungary has kept
its “show pupil” position – economists who
believe that market coordination is able to
arrange everything, are taken more seriously
than they should be. In addition to practical
experience and less fashionable trends in eco-
nomics, the mainstream economics in devel-
oped countries also seem to refute the above.
Emergonomics ignores the correlations that can
easily be understood on the basis of informa-
tion economics8: market allocation necessarily
fails or works with low efficiency in many and
a growing number of fields. 

Ironically – and as an interesting detail in the
history of theory – Mises, in the memorable
economic debate in the early 1900's, smashed
the idea of total planning, too, using informa-
tion economic arguments. What is very impor-
tant is that economic development as a whole

partly fosters, but, to a significant extent, it also
undermines the efficient operation of the mar-
ket. Alan Greenspan's book presents the ele-
ments that strengthen market efficiency. Such
are the size effects following from liberalisa-
tion and deregulation, fast information flow
thanks to information technology and the
establishment of almost unlimited information
processing capacity related to the latter. But the
peculiarity that, in the new economy, most of
the activities are immaterial, is insufficiently
emphasised and analysed. These goods do not
have the characteristics of homogeneous pri-
vate goods that, even according to neoclassical
teaching, guarantee competition based opera-
tion. In the case of public goods and the simi-
lar club goods, the market is unable to allocate
or is inefficient. By monopolising know how's,
it is not profit proportionate to production but
allowances proportionate to the extent of
monopoly that players realise. To talk about
competition here is anachronism just as it is to
mention the validity of a traditional economic
analytical apparatus. If border costs are missing
or are negligible, there is no border analysis,
either. In this case the assumed price mecha-
nism that in theory guarantees efficient market
resource allocation does not work, either. 

Globalisation does not only involve tenden-
cies strengthening markets, however.
Technical development involves operational
risks and the extending role of money
strengthens the role of financial risks. Non-
liberal schools of economics, by refuting the
well-known Say's Law, present a versatile
description of the role of money in the opera-
tion of the market, including the risks thereof.
The two authors have radically different views
on this issue. Greenspan (Chapters 19 and 24)
– somewhat oversimplifying his view – sees
globalisation as the “end” of regulation and
control, while Stiglitz lists arguments for the
importance of regulation and control. It is
especially interesting that, despite the fact that
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the consolidation technique of the S&L sector
in the USA is discussed by Greenspan at
length and is even recommended internation-
ally, it is with reference to the complexity and
mass quantity of transactions that the author
considers strengthening control an effort in
vain. The reviewer expressed his view on the
issue in an earlier work (Vigvári, 2008), empha-
sising that in today's financial systems, the
control system operates as an indispensable
immune system of the former, being able to
keep out factors endangering stability and, if
necessary, prevent the spreading of various
infections. International practice, the activity
of the Basel Bank Supervisory Committee
(which Greenspan does not even mention) and

the efforts of INTOSAI and IFAC all show
that the above opinion of the author is not
shared by the professional public.

As a final thought let me just note how
unfortunate is that there are no similar high-
standard analyses available on the reality and
conflicts of economic and political life in
Hungary. The reviewer recommends all the
three books with a good heart to all those wish-
ing to learn more about the economy and
finances and to those involved with economic
policy. It is especially exciting for the reader to
undertake parallel reading since the synergic
knowledge created is well worth the effort. 

András Vigvári 
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1 A merger of the words “emerging countries” and
“economics”, following the creation of similar con-
cepts. 

2 In his critical review of the Stiglitz book published in
2005, academician Ádám Török drew attention to
the dangers of translations, too. (Török, 2007) 

3 Although representing different parties. 

4 Greenspan quotes a former Fed chairman who said
that the Fed's role was “to order the punch bowl
removed just when the party was really warming up”. 

5 The term by which the Fed chairman indicated the
overestimation of stock exchange tools. 

6 Greenspan's famous euphemism for the capital mar-
ket bubble of the “new economy”. 

7 This has recently appeared in the economic policy of
Hungary, too. 

8 Outstanding scholars of this discipline – Akerlof,
Spence and Stiglitz – were presented the Nobel Prize
in Economics in 2002. 
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