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economy, but the system needs modernisation by all means. The main reasons for the lat-
ter are that budget withdrawal is much higher than in rival countries in the region and
there is excessive tax burden on the workforce. The round table has worked out a single
modernisation package for the government, underlining that it was to be treated as a sin-
gle unit only. Unfortunately, the amendments of the system of taxation implemented since
then have selected parts of the proposal package, because of which the desired effect has not
been and cannot be attained.

The transformation of the system of taxation and even its sensible amendment are dif-
ficult to implement because of what are referred to as distribution coalitions and interest
groups. This is a global phenomenon, which is made worse in Hungary by the fact that
those in authority are reluctant to implement changes even at the detriment of less influ-
ential interest groups.

The other lecturer, scientific researcher Zoltán Pitti, member of the board of HEA
agreed with Ádám Török in that it was wrong to talk about a tax reform, while tax
modernisation was essential. The latter should not be an ultimate goal but should be a
means, however, that would simultaneously serve the social model and the economic
strategy to be implemented as well as the financing of state commitments. Since there
was no agreement at the societal level on any of these, the term to be used should rather
be a change in taxation. Given the situation of the Hungarian budget at present and the
expectations for the medium run, this change could, unfortunately, not involve any gen-
eral tax reduction, he said. It was not at all sure that growth would develop according
to the convergence programme and it was thus falling economic performance and
decreasing earnings that were to be burdened by assumingly higher taxes. The effects of
the system of taxation on competitiveness should not be identified with the extent of
budget centralisation in any case; economic influences should also be considered
because the current regulations were a restraint on performance – both in corporate and
in personal income taxation. (The latter as well as the importance of international
comparisons had been pointed out also by István Hetényi in Issue 1/2006 of Public
Finance Quarterly.) Finally, Zoltán Pitti recalled that it was at the initiative of István
Hetényi that the fundamentals of taxation and tax policy became individual subjects in
the curriculum of the University of Economics.

After the invited lecturers, András Vértes, president of GKI Economic Research
Institute, recalled, in a few sentences, the activities of István Hetényi in the board of direc-
tors and the supervisory committee of GKI as well as the creative contribution by which
he had helped the institute in laying a better foundation for its economic predictions.

It was finally József Drecin, once vice president of the National Planning Board and
state secretary of education later on, to recall the decades of working together with István
Hetényi. There were two important conclusions that the participants of the session could
make from his account. Firstly, there had been open and comprehensive professional work-
shop discussions at the National Planning Board, with well prepared experts participating.
Secondly, as is also proven by the example of István Hetényi, would be leaders usually pro-
gressed through all stages of career development at the time and it happened more rarely
than today that people without genuine professional experience were appointed into man-
aging positions by politics.

T. H.
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University of Economics, and his students were precisely aware what professor with
immense knowledge they had.

Probably the best evidence for István Hetényi's unchallengeable professional prestige is
the fact that, after his retirement, for 22 years (with the exception of two years) he was an
advisor of the finance ministers in office.

Minister of justice and law enforcement Tibor Draskovics commemorated István
Hetényi in his double quality of a former colleague and a representative of the government.
Tibor Draskovics had been a secretary of István Hetényi for two years.

István Hetényi's work philosophy was the following: whatever politicians want, the only
thing a serious person may take as a basis is facts. He had the courage to recognise what
needed to be done and to try to reach that goal even under unfavourable circumstances.
He was persistent: if his proposal was rejected by the political leadership, he did not give
up upon realising his objective but tried to find new ways – and he usually did find them.

All his actions were characterised by long-term thinking: this was evident in both the
transformation of corporate management and in working out the system of taxation. He
was a genuine promoter of the political change in the sense that he supervised the estab-
lishment of the market economic institutional system (two-level bank system, European
system of taxation).

István Hetényi was a model student of “learning as long as you live”. As a high-rank
Planning Board leader, he learned to speak Russian so as to be able to participate in the
negotiations with Soviet partners with higher efficiency. It was even later that he famil-
iarised with computers and informatics. He continuously studied the most up-to-date eco-
nomic theories as well.

He was well familiar with corporate operation: already as a pensioner, he was a mem-
ber of the boards of Aegon Insurance and Fotex for decades.

István Hetényi was characterised by a respect for knowledge and performance as well as
an unquenchable interest in culture. In addition, he even performed everyday household
duties – even as a minister.

How did he use his power? He used it for the implementation of duties, but never for his
own interest! When participating in debates, he was calm and open to the viewpoints of oth-
ers, while representing his own standpoint flexibly but consistently, never raising his voice.

Tibor Draskovics, who had worked as a secretary for István Hetényi for two years said,
also with reference to his own personal experience, that István Hetényi had always looked
for talented youths, having a good eye for choosing the best, and acted as their manager,
assigning them duties and sending them into conflicts, praising or scolding them, as required.

There were also two professional lectures delivered at the commemorative session. The
first one, under the title “Why is it difficult to make a tax reform in Hungary? On the failed
efforts of a »think tank«”, was delivered by professor Ádám Török, regular member of the
Hungarian Academy of Sciences, deputy chairman of the Hungarian Economic
Association. Ádám Török is the head of the round table convened by the prime minister in
February 2007 with the aim of exploring opportunities to enhance the competitiveness of
the economy. The round table comprises the most prominent representatives of the profes-
sion, who have made seven studies and have held numerous debates on several issues
including the system of taxation. The main conclusion of their efforts is that there is no need
for a tax reform because the current tax categories do meet the demands of modern market



responsible statesman, the school founding leader and university professor, the deeply
humanist intellectual with an encyclopaedic knowledge.

Already in his family background, István Hetényi was thoroughly prepared for his
would-be leading intellectual role: at a young age, he learned respect for knowledge and
performance, humble behaviour in one's chosen profession as well as love for literature
and music.

István Hetényi attended Palatine Joseph University of Technology and Economics,
where he was one of the last students of Farkas Heller (who was also deputy chairman of
the Hungarian Economic Association at the time). It was partly under Heller's influence
that he learned about Marx – still before World War II – with great enthusiasm and per-
sistent thoroughness, and about growth theories later on, always making an effort to attain
the latest theoretical publications.

Hetényi spent his 32-year official career at only two work places: the National Planning
Board and the Ministry of Finance. There was a series of initiatives related to him and the
workshops and institutions under his leadership. In the team led by Tamás Nagy, he took
part in preparing the reform of 1968; he worked with the “great generation” and, from the
members thereof, with Béla Csikós-Nagy, for example: a determinative personality in the
new age history of the Hungarian Economic Association.

It was under his leadership that input-output models were first used at the Planning
Board. He had huge disputes with András Bródy and other outstanding researchers, as well
as with other important economists like Lajos Faluvégi and Mátyás Tímár.

Hetényi had an outstanding role also in the price reform implemented in the early
1980's, which was meant to establish market relations in the price system, and it was under
his term as finance minister that the movement was launched which, with the same goal,
opened up room for new forms of small enterprises (economic work partnerships, enter-
prise economic work partnerships and small cooperatives).

The preparation for the introduction of the really modern taxation system can also be
related to his term as minister, even if he had no chance to submit the related bill due to his
early forced retirement.

László Békesi quoted from several of István Hetényi's budget speeches, in which the
finance minister had reminded of the necessity to respect economic laws and of the impor-
tance of economic balance and market value judgement.

While he always kept away from political wrangling, he did not conceal his negative
opinion of politically determined, wrong economic political decisions, which he, however,
formulated with the elegance characteristic of him and often with soft irony. At the end of
1986, it was exactly because he stood up for his opposition of a voluntarist economic poli-
cy even in the publicity of Parliament that he was forced to retire. 

The respect for work and performance permeated the activities of István Hetényi, which
was what he demanded of his colleagues also. He took institutes employing “hotheaded
youngsters”, like Pénzügykutató (Financial Research Plc.) and the Institute of Economic
Sciences of the Hungarian Academy of Sciences, under his protective wings. His team pro-
duced a prime minister, six finance ministers, two ministers of economy, two bank of issue
presidents and even a minister of justice.

Although the “paperwork” necessary for academic titles was not one of his strengths, he
delivered excellent lectures, making a great impact at both professional forums and at the
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IIstván Hetényi, once vice president of the National Planning Board, former minister of
finance, university professor, one of the best known Hungarian representatives of the pro-
fession of economics, once deputy chairman of the Hungarian Economic Association,
member of the editorial committee of Public Finance Quarterly, passed away on
November 11, 2008.

The Hungarian Economic Association chose the most solemn framework available to
express their respect for István Hetényi: they convened an enlarged board session held at
Festetics Palace on January 14, 2009, attended by the members of the executive bodies of
the Hungarian Economic Association (HEA) as well as those of the editorial committee of
Public Finance Quarterly, together with numberless former colleagues and respecters of
István Hetényi. 

In his introductory address, private professor Árpád Kovács, president of the State
Audit Office explained that the best way a scientific professional body could pay tribute
was by discussing an issue, with excellent theoretical and practical experts participating,
that had been important also for István Hetényi; an issue that he himself had cultivat-
ed, researched and taught, at the highest possible standard. The professional lectures
therefore focused on tax affairs, the system of taxation and the development opportuni-
ties of the latter.

As chairman of HEA, Árpád Kovács emphasised that István Hetényi had played an
important role in the Hungarian Economic Association. As is publicly known, HEA was
forced to suspend its activities – under political pressure – in the early 1950's; the organisa-
tion with over half a century's past at the time was not dissolved but its operation was prac-
tically banned. HEA was re-established on December 15, 1959, and István Hetényi
became the founding chairman of the newly established Department of National Economic
Planning, keeping this position for several terms and being a member of also the national
board thereby. In 1987, he was elected deputy chairman of HEA, which position he kept
until the next general assembly in March 1990. His relations with HEA remained excel-
lent even thereafter; he was a most acknowledged member of the association, with high pres-
tige and authority, until his death.

The editorial committee (and reading audience) of Public Finance Quarterly remem-
ber István Hetényi with similar gratitude. Several years ago when the then finance minis-
ter decided to close down Public Finance Quarterly, the professional journal of the Ministry
of Finance with a 50 years' past at the time, it was István Hetényi who contacted the board
of the State Audit Office, persuading SAO to take over the publication of the journal, and
he, as a member of the editorial committee, helped in the formation of the professional pro-
file of the journal the same in name, but radically new in content and form.

On behalf of the colleagues and friends, it was university professor László Békesi, twice
former minister of finance to commemorate István Hetényi, the creative economist, the

The finance minister forever
Hommage to István Hetényi
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T

Miklós Losoncz

The new wave of the global
financial crisis and a few 
consequences thereof on the
global economy 
The crisis that started on the subprime mortgage
market of the U.S. in August 2007 has gradually
spread to other areas of the financial market and
to other countries. In the second wave, which
started in September 2008, the crisis evolved into
a bank crisis (liquidity and then solvency crisis)
in the developed countries, into a currency crisis
in other countries, and has become increasingly
global, i.e. it has spread to a growing number of
countries, and has increasingly affected the real
sector.1 It is now clear that in the developed mar-
ket economies the financial crisis culminates in
economic recession, the depth, spatial spread and
expected length of which can hardly be forecasted. 

This paper analyses the latest developments of
the global financial crisis. The first part of the
paper presents the characteristic features of the
current phase of the crisis. The second part pro-
vides an overview about a few impacts of the cri-
sis on finances and the real economy. The third
part deals with crisis management at national
and EU level, while the fourth part is about glob-
al crisis management. The study of the topic is
made difficult by the fact that events on the
money and capital markets have recently acceler-
ated, and many of the former analyses have
become obsolete within a short period of time.
The fifth part of the paper presents some of the
impacts on the real economy. The sixth part con-
tains the summary and the conclusions. Due to

the nature of the topic this study mostly relies on
information and analyses published in foreign
and domestic daily papers, weeklies, and on the
internet, since for the shortness of time expositions
of theoretical rigor could not be prepared about
the developments of the latest weeks and months.
Naturally, the wider background and the prece-
dents were thoroughly discussed in the national
and international literature, and the conclusions
thereof were taken into account in this study.2

THE MAJOR CHARACTERISTICS OF THE
FINANCIAL CRISIS

The first phase of the financial crisis, which
became increasingly global, started on the sub-
prime mortgage market of the U.S. in August
2007, due to the payment difficulties of
debtors following a drop in property prices.
(The majority of borrowers on the subprime
mortgage market either lacks an adequate
credit history, or has had mortgage delinquen-
cies in the past.) The crisis spiralled into other
risky fields of the financial market, such as the
prime mortgage market (good debtors), the
market of commercial properties, the market
of vehicle loans, bank cards, shares, foreign
currencies, the market of corporate loans, as
well as to insurance companies (monoline
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insurance companies) that guarantee the
repayment of the principal of the bonds in case
the issuer of the bonds goes bankrupt. In par-
allel with this, the crisis spread spatially, too,
and affected a growing number of countries. In
this phase the financial intermediaries covered
and mitigated their losses and growing risks by
selling their risky assets. In part due to the
decreasing risk-taking willingness of the eco-
nomic players, the prices of instruments,
which had broken away from the fundamentals
of the real economy, were significantly cor-
rected (property prices and stock exchange
rates dropped, the dollar, which had become
too weak, and the yen have gained strength
against the major currencies).3

The second wave of the global financial crisis
began on 15 September, with the bankruptcy
of the U.S. investment bank Lehman Brothers,
which was followed by the failure or increased
risk of failure of several other financial inter-
mediaries. On one hand, this questioned the
operation and regulation, and even the exis-
tence of the investment banking sector in the
current form. On the other hand, it led to a
crisis of trust encompassing the entire banking
system. This crisis first took the shape of a liq-
uidity, and then that of a lending crisis, first of
all in the developed countries. As a result of
shattered trust, the crisis first of all manifested
itself in the reduced lending willingness of
banks, and consequently in the shrinkage, or
occasionally in the temporary “drying up” of
liquidity on the interbank market, as well as in
the rapid rise in the costs of liabilities (due to
mutual lack of trust the banks were not willing
to lend to one another, or if they were, only
with a short maturity and high interest rate).
The shrinkage of the interbank market
adversely affected corporate and retail lending,
too. In parallel with this, several emerging
countries became the targets of speculative
attacks, and the risk of speculation against
their currencies increased (Iceland, Hungary,

the Baltic states, Romania and Bulgaria). The
global financial crisis began to spread into the
real economy. 

The aforementioned segmentation of the
crisis does not reflect reality completely real-
istically, since the two phases cannot be sepa-
rated in a clear-cut manner. The first phase
had characteristics typical for the second
phase, however the rate and stability of these
characteristics were weaker than those typical
for the second phase. Likewise, some trends
of the first phase continued in the second
phase. 

The global financial crisis reflects the aggre-
gate impact of a large number of factors, a real
economic and financial imbalance that accu-
mulated for a longer period of time. The
process started with the quick rise in risky sub-
prime mortgage loans given to people with poor
credit ratings between 2004 and 2006. This
type of lending was made possible by the low
interest rates of the market, as well as the fact
that the American banks made their lending
conditions more lax. Within all mortgage
loans, the share of subprime mortgages grew
from 3–4 per cent in 1998 to 20 per cent in
2006. In the 1990s as much as 25 per cent of
household consumption was covered from
loans in the U.S., which rate increased to 35
per cent in 2007. Credit expansion occurred at
a time when real wages hardly grew in the U.S.
As a result, consumption in the U.S. economy
grew while wages did not or did only slightly
increase, which significantly contributed to
the maintenance of the international wage
competitiveness of the U.S. The real innova-
tion was that the U.S. economy could increase
its lending and pass its outstanding debts on to
the global investors.4

The crisis of the U.S. real estate market
spread to Western Europe with a delay of
1.5–2.5 years, albeit to a different extent and
with different characteristic features in the
individual countries. The downturn of the real
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estate market is the strongest in the United
Kingdom, Spain, Denmark and Ireland. The
size of the now illiquid U.S. mortgage market,
which reduces in value and consists of securi-
ties which offer doubtful return, is estimated to
be USD 11,000 billion. 

The mortgage crisis is aggravated by the
profiteers of the crisis. When the first signs of
the crisis appeared on the U.S. subprime mort-
gage market in 2006, many lenders and loan
intermediaries shifted the focus of their activi-
ties to loans backed by the Federal Housing
Administration (FHA). The FHA issued
licenses to many intermediaries with a ques-
tionable background, too, and ill-reputed com-
panies registered themselves under new names.
A lot of market players resumed the old prac-
tice of lending to clients of modest means. By
the autumn of 2008, FHA backed loans
accounted for 26 per cent of all new mortgages
being issued nationwide, up from 4 per cent a
year earlier, with a high rate of actual and
potential bankruptcy. According to estimates,
over the next five years fresh loans backed by
the FHA will generate a loss of around USD
100 billion.5

The various financial innovations fostered
securitisation and the development and spread
of various derivative transactions. As far as
securitisation is concerned, lenders sold a sig-
nificant portion of mortgages in the form of so
called structured securities around the globe.
Structured investment or loan products are
special securities that are backed by the port-
folios of homogeneous debt groups (mortgage
or motor vehicle loans, credit cards, bonds and
other assets). The banks sell the assets they
lend (mortgages, etc.) in the form of securities
(bonds) on the free market, and through
“repackaging”, bank loans turn into assets-
backed securities.6 Structured securities con-
vert loans, as well as securities derived from
loans into bonds of various quality in terms of
credit rating. However, in the course of this

transaction it is ignored that the losses of pri-
mary securities exponentially grow in the
structured products, and take heavy toll of the
principal.7 In the U.S. and Europe the aggre-
gate issue value of the different structured loan
products is estimated to be USD 2,600 bil-
lion8. Within this amount debt-backed securi-
ties or collateralised debt obligations (CDOs)
and mortgage-backed securities (MBSs) total
USD 1,200 billion and USD 1,000 billion,
respectively. Credit rating institutions
favourably rated the risks implied in the prod-
ucts that had been repackaged several times
despite the fact that they were unable to assess
the actual threat they carried with their tradi-
tional methods. 

The other large group of financial innova-
tions is made up of loan-based and highly lever-
aged derivatives, wherefore they are very sensi-
tive to changes in market prices, exchange rates
and interest rates. A significant portion of
these derivatives serves speculative purposes.
One of the most important derivatives is the
credit default swap (CDS), which provides
security against the insolvency of the borrower.
This derivates transaction makes it possible to
transfer the credit risk: the buyer of protection
makes periodic payments (swap spread) to the
seller of protection, who in return provides a
guarantee for the debtor's obligations. This
transaction allows investors to separate risks
implied in changes in the interest rate from the
risk of non-payment by the borrower. CDS
issuance exploded during the credit market
boom after 2001. They were used to secure not
only government and corporate bonds, but also
mortgage-backed securities. The value of out-
standing CDS grew from USD 1,563 billion at
the end of 2002 to USD 54,611 as of 30 June
20089 (this latter amount equals 88 per cent of
the global GDP). Early 2008, this value was as
high as USD 62,200 billion.10 The financial sys-
tem is placed under significant pressure even if
only one of the major participants of CDS
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transactions becomes insolvent. The liquidity
problems of Fannie Mae, Freddie Mac and
Lehman Brothers in August and September
2008 affected USD 700 billion worth CDS.11

AIG (American Insurance Group) was thrown
a lifebelt partly because it was a major seller of
CDS. 

Risky financial instruments also include the
so called carry trade transactions, in which the
economic players borrow low-yielding (e.g.
Japanese yen) and lend high-yielding curren-
cies (e.g. New Zealandian, Australian or US
dollar, etc.), or invest in futures contracts on
the market of raw materials, or indexes, or
often in high risk, leveraged speculative instru-
ments (that by far exceed their own capital) on
risky markets (in developing or emerging
countries). Carry trade significantly con-
tributed to the development of the currency
market bubbles (to the considerable undervalu-
ation of the Japanese yen, and the excessive
strengthening of target currencies – Australian
and New Zealandian dollar, etc.), and it also
nourished the stock market bubbles. The size
of the currency market bubble has recently
reduced due to the dollar and the yen gaining
strength. 

In addition to other factors, low interest
rates also encouraged investments into the
futures raw material and energy markets (main-
ly into the oil market). Apart from the tradi-
tional market players, institutional investors
(primarily investment funds) and to a smaller
extent individual speculative investors have
also appeared. Raw material and fuel futures
and indexes have become a separate class of
investment. Speculations on the commodity
and energy exchange contributed to the soaring
prices of raw materials and fuels on the world
market – which was naturally very much linked
to changes in the prices of underlying products
due to fundamental reasons. However, the
weight of this role is seen rather differently
according to the literature.

A FEW FINANCIAL CONSEQUENCES OF
THE CRISIS

There is no doubt that securitised loans and
leveraged derivatives reduced or eliminated the
individual risks of the economic players, by
spreading such risks throughout the interna-
tional financial system. However, they did not
eliminate the risk of the financial system as a
whole; in fact, they increased such risks. The
size, spatial existence and the location of these
risky financial products in the sector of finan-
cial intermediaries are not known. Their identi-
fication and regulation are made difficult by the
fact that it is often difficult to draw the border-
line between certain financial products and
institutions. On one hand, banks in the regu-
lated segment can also possess mortgages and
other securities embodying loan relations and
derivatives, etc. On the other hand, the interac-
tion between the individual products and the
financial intermediaries is extremely strong.
The latter can explain the fact that the bank-
ruptcy of relatively small financial intermedi-
aries can trigger a strong domino effect, i.e. the
spiralling effects of their failure can be signifi-
cant. The clearly distinguishable institutions of
the “shadow banking system” are hedge funds
that invest into risky assets.

Several estimates have been made about the
size of securitised loans and leveraged deriva-
tives. The largest estimate is USD 516,000 bil-
lion, which is nearly ten times the world's
GDP calculated on the basis of purchase
power parity. The current global financial crisis
can be compared to the world economy crisis
of 1929–1933 only on the basis of the size of
imbalances that need to be alleviated.
Otherwise the causes, driving forces, real eco-
nomic effects and other consequences of the
two crises are different. 

According to the latest data, the losses of the
financial intermediary sector incurred (written
off) so far are close to USD 1,000 billion. The
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developments of the latest period have further
decreased the value of mortgage bonds and
other securities that embody debts, wherefore
further write-off for losses can be expected.
The World Bank estimates the total loss caused
by the global financial crisis to be USD 3,000
billion, or 4.5 per cent of the world's GDP. The
USD 1,400 billion estimate of the International
Monetary Fund is smaller than that, but it sig-
nificantly exceeds the loss of USD 945 billion
forecasted in April. 

The course of the global credit crisis depends on
how soon and at what pace the accumulated real
economic and financial imbalances can be
reduced and eliminated. For example, in the US
1.1 million residential properties are being
foreclosed, but even without these foreclosures
more than 400,000 homes are on sale.
According to the forecasts of market players,
residential property prices will drop by a fur-
ther 15 per cent in the next one and a half years.
Even if the decline of property prices stops in
2010, the demand for homes will remain low.
The consolidation of the housing sector in the
United Kingdom, Ireland and Spain will also
require a longer period of time.

The cut-back of securitised positions and
leveraged derivative instruments will also last
longer. It will definitely imply tensions, it may
last longer than expected, and may increase the
risk of unpredictable capital flows due to the
concomitant hectic exchange rate fluctuations.
In the case of deteriorating financial and eco-
nomic outlooks the markets set prices in antic-
ipation of a much higher rate of corporate
bankruptcies, as well as of higher losses on
loans and securities. Although the extremely
strong financial stress of 15 September died
down within a short time, the financial upwind
and permanent uncertainty will sustain until
the end of 2009, and even then only slow con-
solidation can be expected. In addition to the
direct impacts of the financial crisis, economic
activities are largely restrained by the low level

of trust. As the financial crisis progresses,
households and companies are getting pes-
simistic about jobs and profits for a longer
period of time. It is a significant negative risk
that a greater than expected recession in the
developed countries may start a second wave of
crisis in consumption and corporate loans,
which may further weaken the capital adequacy
of banks and other financial institutions.
Overcoming the global financial crisis can be
accelerated, and the aggravation of the crisis
can be prevented by state intervention. 

THE MAIN CHARACTERISTICS 
OF CRISIS MANAGEMENT AT NATIONAL
AND EU LEVEL

In the current phase of the global financial crisis
the most important objective of crisis manage-
ment has been to sustain the operability of the
financial intermediary system in the developed
market economies.12 Almost every country's
banking system has been stricken with three
interrelated problems: having taken huge losses
the banks need capital. The shaken balance can
be restored or at least mitigated by reducing
the amount of the balance, by buying out bad
debts, or by raising capital. Reduction of the
amount of the balance leads to the further
shrinkage of loan offers, wherefore recapitali-
sation is a better solution. On the other hand
though, because the short-term money mar-
kets are closed, the banks are cut off from the
main source of liquidity. Finally, since they can-
not borrow in the longer-term paper markets,
they are short of the funds they need to finance
the share of their assets not covered by their
deposits.13

Earlier, sovereign investment funds partici-
pated in crisis management by contributing to
the equity raise of certain financial institutions
by buying stakes therein, and thus saved the
U.S. financial intermediaries concerned from
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bankruptcy. Lately, these investment funds
have given up their role in crisis management.
This can partly be explained with the fact that
some of their former investments have proved
to be loss-making, while on the other hand
they find it extremely risky to acquire financial
intermediaries with liquidity and solvency
problems, since it may turn out that their port-
folios include a lot of bad debts.  Therefore,
they are more interested in taking over compa-
nies. 

Under such circumstances, recapitalisation
of the banks must be undertaken exclusively by
the state by way of individual (bilateral) trans-
actions as requested by the banks. The out-
come of such transactions is usually not public,
information about them can only be obtained
from indirect information.14 In the U.S. the
state first tried buying all or part of risky assets
from the banks. In Western Europe certain
states acquired stakes in the banks' share capi-
tal through capital raise. Recently, the U.S. has
also shifted to this practice. According to the
calculations of the International Monetary
Fund, U.S. and European banks need USD 675
billion of new capital to restore their solvency.
Two thirds of this sum is needed by European
banks.15

Efforts for the elimination of money market
disturbances have so far focused on short-term
loans from the central banks. Short-term loans
are secured by securities and other illiquid
instruments backed by mortgages. The state
intends to encourage the resumption of long-
term lending by giving guarantees for new
loans, which it will provide after the expiration
of old loans. Since the beginning of the crisis,
the Federal Reserve has increased the liquidity
of the financial system by around USD 2,000
billion in the framework of “quantitative eas-
ing”. Assistance to domestic banks, and secur-
ing the liquidity and solvency thereof have
international aspects, too, if the financial insti-
tutions in need of help have foreign sub-

sidiaries, too. Since the bankruptcy or lending
problems of the parent banks may aggravate
the position of the foreign subsidiaries, too,
since they depend on the foreign exchange
resources of their respective parent banks. The
extension of state guarantees to retail deposits
– differing in size and content country by
country – was devised to avoid a bank panic. 

Apart from making the above mentioned liq-
uidity loans and guarantees available, the mon-
etary policy actors in the U.S. and Western
Europe wanted to contribute to crisis manage-
ment, and the improvement of the liquidity of
the financial system by cutting the central bank
base interest rates. Following earlier interest
rate cuts, the major central banks of the world
(the Federal Reserve of the U.S., the European
Central Bank, the Bank of England and the
Swiss central banks) collectively slashed their
base interest rates by 0.5 per cent on 8 October
2008. (Since 2001, this was the first coordinat-
ed action for reducing the interest rate).
However, in certain emerging countries the
interest rate was raised to avoid capital flights. 

The leeway of monetary policy in crisis man-
agement is rather limited. On one hand, the cen-
tral bank base interest rate cannot be reduced
below zero. (The reference interest rate of the
Fed, which acts as a central bank in the U.S., is
1 per cent, and that of the Japanese central
bank is even lower.) On the other hand, in the
midst of general mistrust the interbank interest
rate is much higher that the central bank base
interest rate. The interest rate policy of the
central banks did not achieve the desired goal
in that the interest rate cuts of the central
banks failed to boost borrowing and consump-
tion. Consumption has not been encouraged
by the drop in raw material and fuel prices
either despite the fact that lower prices mean
income saving for households. Probably, this
effect was significantly neutralised by the rise
in unemployment, and the growth in savings
due to fear of losing jobs. 
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Under such circumstances, it was for the fis-
cal policy to ease the burden on monetary pol-
icy. Countries affected by the crisis have
launched fiscal programmes that are primarily
based on the expansion of the expenditure side
of public finances and/or tax cuts to counteract
the consequences of the global financial crisis,
with a total of EUR 2,600 billion so far.16 Fiscal
expansion means that on one hand automatic
stabilisers are allowed to play their role, while
on the other hand, discretionary expenditures
are raised. (Automatic stabilisers are budgetary
items that follow the fluctuations of the GDP.
For instance, during weaker booms tax rev-
enues drop, unemployment benefits grow, i.e.
automatic stabilisers increase and decrease the
public finance deficit in times of recession and
boom, respectively.) The increase of discre-
tionary spending must be timely, the rise in
expenditures must be targeted (must focus on
households that use their income, increased
due to fiscal stimuli, on consumption) and shall
be temporary.17 Fiscal policy and public finance
expenditures are both affected by the measures
that aim to provide assistance to the debtors of
non-speculative mortgages (by the reschedul-
ing of loan repayment and other means). The
social costs of this move are significantly lower
than massive forced liquidations. Fiscal expan-
sion and recapitalisation of the banks by the state
increase the public finance deficit, and conse-
quently, government debts, wherefore it could be
considered only in countries with tolerable gov-
ernment debt.

In the European Union the interest rate pol-
icy of the ECB still has reserves: it can reduce
the current base interest rate of 3.25 per cent.
Despite this fact, a fiscal incentive programme
was tabled at the December meeting of the
European Council, which fosters both econom-
ic growth and long-term competitiveness
(infrastructure development, R&D, innovation,
environment friendly technologies, investment
projects, etc.). The programme was tailored to

the specific features of the member states; the
governments may choose between expenditure
raise or tax-cuts depending on the strengths
and weaknesses of public finances. Countries
with poor public finances cannot use the tool
of fiscal incentive. The budget of the pro-
gramme totals EUR 200 billion, or 1.5 per cent
of the GDP of the member states. As much as
EUR 170 billion of this sum is financed by the
member states; EUR 30 billion is provided
equally by the European Investment Bank and
the European Commission. 

The fiscal programme does not affect the
basic principles of the Stability and Growth
Pact, however, in line with the practice fol-
lowed so far, it treats them flexibly. In 2009,
Ireland, the United Kingdom, Spain, Portugal,
France and Italy will violate the requirement
of the Stability and Growth Pact, according 
to which the public finance deficit cannot
exceed 3 per cent. Therefore, the European
Commission will launch the excessive deficit
procedure. However, since the reason behind
the violation of the Pact is not irresponsible
fiscal policy, but recession triggered by the
global financial crisis, no sanctions will be
imposed. The limit specified in the Stability
and Growth Pact can be temporarily exceeded,
if the member state concerned undertakes to
restore the balance of public finances in the
medium run, i.e. by 2013.

In addition to the fiscal incentive package
the Commission also wants to use the existing
programmes for crisis management in part by
reducing red tape, and in part by rescheduling
the given programmes. For example, the pay-
ment of EUR 6.3 billion from the Structural
Funds (2 per cent of the appropriation for the
period between 2007 and 2013) will be brought
forward. This amount, which will be used as an
incentive for small and medium-sized compa-
nies, the development of education, the estab-
lishment of scientific parks, the development
of environment friendly technologies and
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infrastructure, will become available for the
beneficiaries by the middle of 2009. This prac-
tically means pre-financing instead of post-
financing. The Commission will make efforts
for the better utilisation of the resources of
the European Social Fund, too (EUR 11 bil-
lion per year, which will first of all be used for
the alleviation of employment problems.). The
new EU member states will be allowed to
receive regional grants originally scheduled to
be disbursed at a later time (a total of EUR 347
billion between 2007 and 2013) in 2009 and
2010. Special support will be given to the auto-
motive and construction industries that are
especially hit hard by the global financial crisis.
The provision of support is linked to certain
conditions. Passenger vehicle manufacturers
must speed up the development of environ-
ment friendly cars, otherwise they will not be
eligible for the support of EUR 5 billion.
Similarly, construction industry players must
meet energy saving requirements during con-
struction projects. The resources of the
European Investment Bank are also increas-
ingly rendered to serve crisis management. For
instance, the bank wants to lend EUR 15 bil-
lion more than planned to small and medium-
sized companies. 

The fiscal incentive programme of the
European Union coordinates the national meas-
ures. It renders short-term crisis management
to serve the Lisbon objectives. At the same
time however, it is not clear to what extent it is
about retailoring the existing programmes, and
to what extent it is about new resources. The
fiscal incentive jeopardises the sustainability of
public finances, fiscal easing and the recapitali-
sation of the banks lead to a growth in govern-
ment debts in certain countries, and may create
a debt trap. 

As a rule, during financial crises there is a
need for stronger state regulation. One of the
proposals for the regulation of the CDS market
is that only economic actors licensed to con-

duct insurance business should be permitted to
issue CDS. This proposal also attacks “naked”
CDS (buying protection on a company in
which the protection buyer does not hold
debt). (This is similar to the ban on short sell-
ing, in which a market player sells a financial
instrument that the seller does not own at the
time of the sale.) The activity of the most active
players of the CDS market, the so called mono-
line insurance companies (insurance companies
that guarantee the repayment of bonds should
the bond issuer become insolvent) has been
regulated since the late 1990s. Paradoxically,
these financial intermediaries have become the
largest victims of the recent market turbu-
lences. Market transparency would definitely
improve if CDS were traded on the stock
exchange, or at least there existed a clearing
house for the completion of transactions. The
most significant risk of such proposals is that
in case privately negotiated contracts are treat-
ed as securities, these derivatives may be
pushed back into market segments in which the
supervisory authorities have no jurisdiction.18

CRISIS MANAGEMENT 
AND INTERNATIONAL COOPERATION

The global financial crisis has hit hard the liq-
uidity and solvency of certain emerging coun-
tries, too, in part due to the rise in risk margins
and the decline in global financing liquidity.
The growth of risk premiums has severely
affected countries with a vulnerable macroeco-
nomic balance. The shortage of global liquidity
has severely affected states the banking sectors
of which heavily depend on external money
market, and in which loans increased at a high-
er rate than it would have been desirable to
maintain to the balance.19 Iceland experienced
a financial crisis, while Hungary could avoid a
speculation driven financial crisis through
international cooperation (loans from the
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International Monetary Fund, the European
Central Bank and the World Bank). The exter-
nal balance and liquidity are vulnerable in
Pakistan, Ukraine, the Baltic states, Romania,
Bulgaria and Turkey. Had a few at-risk coun-
tries become insolvent, it would have threat-
ened the spread of the crisis to other countries
with unpredictable consequences, which raised
the issue of the need for international coopera-
tion with dramatic force. It is worth noting
that the global financial crisis has also adverse-
ly affected – through the banking system of
significant international exposure – countries
that possess large currency reserves by interna-
tional comparison (Russia, the Republic of
Korea, Singapore, etc.). 

In conjunction with the European Central
Bank and the World Bank, the International
Monetary Fund played a prominent role in crisis
management in Iceland, in crisis prevention in
Hungary, as well as in the aforementioned coun-
tries. The IMF has USD 200 billion in equity,
and USD 50 billion in quickly accessible for-
eign resources. The Charter of the Fund allows
the disbursement of loans funding current pay-
ments account deficits, but does not allow
lending for liquidity purposes. This problem
seems to have been solved: as much as USD 2
billion has already been given to Iceland, USD
16.5 billion to Ukraine and USD 15 billion to
Hungary. The size of the assets falls short of
the forecasted needs, and is extremely modest
in general terms, too, compared to the imbal-
ances accumulated in the global financial sys-
tem. Countries struggling with financial prob-
lems can receive maximum three times their
national quotes. Yet, Ukraine and Iceland
received 8 and 11 times their respective quotas.
The IMF would not be able to help countries of
the size of Brazil, Turkey or Argentina.
However, it must be added to the rather com-
plex picture that the International Monetary
Fund was established at a time when interna-
tional capital flows were not liberalised. Its

equity was adjusted to the realities and needs of
that period.

The IMF requires adequate resources for
successful crisis management (in the form of
credit guarantees and the availability of addi-
tional credit sources). This can be implemented
either through capital increase, or through a
scheme in which countries with a positive bal-
ance on current account and significant foreign
exchange reserves (mainly China, Japan and the
oil exporting countries) offer part of their
resources unconditionally to the International
Monetary Fund to mitigate global imbalances
and to assist countries hit by the global finan-
cial crisis. Japan has already done so, it has
offered USD 100 billion from its USD 980 bil-
lion foreign exchange reserve to the IMF. The
World Bank intends to provide USD 100 bil-
lion in new resources to the developing coun-
tries, especially to those with modest means
and medium-level income. 

The financial crisis has brought to the surface
and highlighted a few strengths and weaknesses of
the European Union and the Economic and
Monetary Union (EMU). The most significant
strength is that through the common currency
the Economic and Monetary Union protected
its member states from potential exchange
crises, wherefore the appeal of EMU member-
ship has grown for EU and non EU countries
(Iceland) alike. 

As far as the weaknesses are concerned,
according to the EC Treaty the Community is
not responsible for the obligations of the gov-
ernment agencies and other public law institu-
tions of the member states, and the member
states are not responsible for the obligations of
government agencies and public law institu-
tions of other member states. With the excep-
tion of liquidity loans the European Central
Bank cannot provide loans to the organisations
or agencies of the Community, or to the central
public administration agencies and other
authorities of the member states. Therefore, in
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the case of a financial crisis the EU member
states must turn to the International Monetary
Fund for help. 

Otherwise the competence of the European
Central Bank extends to the EMU member
states, and in certain cases to countries
involved in the ERM-2 exchange rate mecha-
nism, considered as the “ante-room” of the
Economic and Monetary Union. This latter
means that if the exchange rate of the currency
of a given country relative to the euro leaves
the ±15 per cent intervention band around the
middle rate of the central bank, then not only
the central bank intervenes, but also the ECB
in order to keep the exchange rate within the
band on the foreign exchange market.
However, this can happen only if the exchange
rate leaves the intervention band for reasons
other than the economic policy failure of the
given member state. This is a theoretical possi-
bility of assistance. In line with the specific
characteristics of convergence to the developed
countries (Balassa–Samuelson effect, etc.), the
currencies of the new EU member states are, as
a rule, revalued both in real and nominal terms,
and at the strong end of the band the central
banks can intervene even without assistance
from the ECB (euro must be bought for
national currency). The weak end of the band is
“farther away”, and the central banks cannot
allow the devaluation of the national currencies
to the weak end of the band. They must pre-
vent further devaluation much earlier by inter-
vening into the foreign exchange market, and
by using other means. 

Due to these institutional and operational
obstacles, the governments of the members
states, the European Central Bank and the cen-
tral banks of EU member states that do not
belong to the EMU acted independently, yet in
harmony with one another to remedy the liq-
uidity and solvency problems of financial inter-
mediaries.

At the same the European Union's room for

manoeuvre was increased by the fact that in
anticipation of situations similar to the current
one, in 2002 the European Council created a
credit line of EUR 12 billion, which is at the
disposal of the European Commission, and
which has not yet been activated. (Hungary has
received a lump sum of EUR 6.5 billion from
this credit line.) It must be noted that the U.S.
Fed also assumes an active part in crisis man-
agement. It has offered a liquidity credit line of
USD 30 billion for Argentina, South Korea and
Singapore. 

Another example of international coopera-
tion is the G-20 summit held in Washington on
15 November, which envisaged the elaboration
of a crisis management action programme by
March 2009. The G-20 group was set up by the
finance ministers and central bank presidents
of Argentina, Australia, Brazil, Canada, China,
France, Germany, India, Indonesia, Italy, Japan,
Mexico, Russia, Saudi Arabia, the Republic of
South Africa, South Korea, Turkey, the United
Kingdom and the U.S. in 1999, in the wake of
the Asian and Russian financial crisis so that
the representatives of the major industrialised
and developing countries would regularly meet
to discuss the key problems of the global econ-
omy.  These countries account for 90 per cent
of global production and 80 per cent of global
trade. The composition of the G-20 is not per-
fect for today's problems. It excludes Spain,
which is considered to be a big economy, but
includes a mid-sized country that has become
irrelevant to global finance because of its own
mismanagement (Argentina).20 Still, due to its
composition the G-20 is a better forum for cri-
sis management than the G-7 group of devel-
oped countries.

In 2009 the G-8 Group may expand to
include China and India. A smaller, and there-
fore more efficient group than the current one
can be formed only if European representation
is reduced. For the time being Western Europe
is over-represented in all international organi-
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sations. It would be reasonable if only the EU,
and not the member states represented them-
selves in the International Monetary Fund.
This is a significant precondition for the inter-
national regulatory reform. 

When in the autumn of 2008 the United
Kingdom was the first country to announce
intervention in the banking system, the mar-
kets did not react positively. However, when
the enlarged Eurogroup embraced the same
proposition, the market reaction was already
positive. The decisive role was played by a body
that has no formal existence: the eurozone
heads of government and state (France and
Finland are represented by their respective
heads of state due to their public law status), as
well as the head of the British government, the
European Central Bank and the European
Commission. The enlarged Eurogroup is not in
conformity with the provisions of the Lisbon
Treaty.21

Recently, it has been more and more widely
realised in the European Union that in addition
to interest rate cuts by the central banks and
the recapitalisation of banks, crisis manage-
ment requires fiscal incentives, too. 

Joining international cooperation frame-
works China has taken measures to increase
domestic demand. In the next two years it
wants to spend a sum equalling EUR 468 bil-
lion on infrastructure development, environ-
ment protection, tax cuts and welfare expendi-
tures.  This amount equals 14 per cent of the
annual GDP, and is considered as a significant
fiscal incentive in time of peace. According to
the signs, the Chinese leadership has under-
stood the weight of the problem, and the risks
of non-action. It is not negligible either that
China has the resources needed for crisis man-
agement. After the two-digit growth rates of
the past years the deceleration of the GDP
dynamics to 6 per cent is like a recession, and
may generate significant social tensions.
(According to the Chinese leaders, GDP

dynamics of at least 8 per cent are needed in
order to avoid a jump in unemployment.) 

Crisis management is made difficult by the
tug-of-war between globalisation and national
sovereignty. On one hand, big financial insti-
tutions have far outgrown their domestic
markets, wherefore finance has become the
most globalised and unstable segment of the
world economy. In a crisis the state has to
play a big role in making lending safer in
return for more stringent regulation and
oversight. Governments broadly welcome the
benefits of global finance, yet they are not pre-
pared to set up either a global financial regula-
tor, which would interfere deep inside their
markets or a global lender of last resort.22 In
such circumstances it is already progress if
national regulators coordinate their stand-
points and measures. 

REAL ECONOMIC EFFECTS 

Until mid-September, macroeconomic fore-
casts assumed that the growth rate of the glob-
al economy would slightly decrease. However,
after the liquidity, trust, and then the solvency
crisis set in, which hit the financial institutions,
the concomitant wave of bankruptcies and
near-bankruptcies in the U.S. and in Europe,
the increasing costs of loans, the plummeting
share prices and the growing exchange rate of
the dollar against the major currencies made
the earlier forecasts null and void. The tighten-
ing of loan conditions affects households and
the business sector alike. However, independ-
ent of this, both households and businesses
have become more cautious in borrowing. The
fall of share prices contributes to the decline of
private consumption and investment projects
primarily in the U.S. and the United Kingdom. 

The most significant change triggered by the
current stage of the global financial crisis,
which began in mid-September, is the revalua-
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tion of risks on the money and capital markets.
Among other things this is indicated by the
fact that the yield margin of U.S. and European
corporate bonds (the difference between the
yield of BAA-rated corporate bonds and U.S.
government securities with a 10-year maturity)
is the highest since 1931–1933. Whenever the
yield margin permanently increased by over
250 basis points in the U.S. after 1930, it led to
a decline in business investments. 

Under the current circumstances the reliabil-
ity of the forecasts depends more on the prop-
er assessment of risks premiums, and less on
the quality of the applied models. Although the
process has not ended yet, according to the
currently available information, in the longer
run the risk premium (the difference between
the expected yield of risk-free and risky instru-
ments) is going to be 150 to 200 basis points
higher than before the global financial crisis. As
far as the impact on the real sector is con-
cerned, according to estimates based on model
calculations, the growth of the risk premium by
200 basis points will reduce the long-term
potential growth rate by around 2 per cent in
the developed countries, i.e. the former high
growth rate is not very much likely to resume
after the end of the crisis. However, for the
short- and medium-term growth trends it is
favourable that the raw material and fuel price
shock has significantly subdued, even disap-
peared lately, which diminishes the inflationary
risks, and somewhat mitigates the negative
effects of the global financial crisis on the real
economy. 

On this basis, the GDP is expected to fall by
2 per cent in the OECD countries in 2009
(which is the greatest recession since 1982).
This decline will be followed by near stagnation
in 2010 (a growth of 0.2 per cent), and a slow
upswing is expected only in 2011.23 This
assumption is supported by the experience that
upswing is more protracted after financial
crises than after “traditional” recessions. The

negative, downward risks of this forecast are
significant. Recession can be stronger if the
governments' efforts to save the financial insti-
tutions fail. On top of that, the risk of deflation
is extremely high in Japan and the U.S. It is a
positive risk if the impacts of recession can
somewhat be offset by international coopera-
tion and coordinated economic policy. 

After a 1.14 per cent growth experienced in
2008, the GDP of the U.S. is expected to
shrink by 1.6 per cent in 2009, and is expected
to stagnate in 2010. One of the main reasons
behind this is the reduction of the 70 per cent
share of household consumption in the GDP
(which is unsustainable already in the short
run), and the downsizing of the inflated finan-
cial sector. The effects of the fiscal package of
USD 700 billion accepted in the autumn of
2008 will relatively soon melt away, however
new programs will follow. 

As a result of the extension of crisis manage-
ment by the state, the GDP relative public
finance deficit of the U.S. may grow from 5.9
per cent in 2008 to over 10 per cent in 2010. The
negative risk factor in the growth of the U.S.
economy is represented by further bankruptcies
of banks, i.e. the fact that the state will not pre-
vent the failure of large financial institutes. 

Under the conditions of globalisation, the
European Union, including the Economic and
Monetary Union, could not avoid the real eco-
nomic effects of the financial crisis. The con-
solidated GDP of the EMU is expected to
decline by 2 per cent in 2009, and stagnate in
2010. The growth prospects are especially grim
in Germany, where the economic players heav-
ily depend on bank loans, and in Spain, where
the hosing bubble has burst (a decline of 2.5
and 1.7 per cent in 2009, respectively). The
outlooks in France and Italy are not better
either. The drop in the GDP of the European
Union is expected to be slightly smaller (1.8
per cent) than in the EMU, and this will be fol-
lowed by near stagnation in 2010. The strong
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decline in the GDP of Britain will be somewhat
offset by the more favourable performance of
Sweden, Denmark and mostly that of the new
member states. 

From among the new EU member states the
global financial crisis hits the Baltic countries
the hardest, where recession started already in
2008. The growth rate is expected to diminish
the most in Poland and the Czech Republic, but
the GDP dynamics of Slovakia, Slovenia and
Romania will also significantly fall. Within the
OECD countries the Japanese economy will
also slump into recession in 2009, which will be
difficult to get through. The GDP dynamics
will also fall in Canada and New Zealand, but
may stay relatively favourable in Australia. 

The recession expected in the OECD coun-
tries will not lead to a decline in global produc-
tion. It will only strongly reduce the growth
rate from 3.4 per cent in 2008 to 0.5 per cent in
2009, which is expected to be followed by a
dynamics of 2 per cent in 2010. China and India
play a prominent role in the stabilisation of
global production. The growth rate will decline
in these countries, too, but will remain dynam-
ic due to the expansion of domestic demand.
(It is another issue that the reduction of
growth will cause tensions in both countries,
and the effects in China will equal those of a
minor recession.) As a result of a drop in raw
material and fuel prices on the global market
due to shrinking growth, the role of oil and raw
material exporting countries (OPEC, Russia,
etc.) will diminish in the regulation of global
economic growth. In case no banks go bank-
rupt, growth promoting initiatives can be
expected in Brazil, Mexico and South Korea.

The global financial crisis adversely affects
the financing of international trade, too.
Consequently, the growth rate of global trade
measured in dollars will dip by 2.8 per cent in
2009, and is expected to grow by 3 per cent in
2010. The decline in the dynamics of global
trade affects almost all countries of the global

economy, but in general it will be stronger in
the developed than in the emerging countries.
The expected decline of global trade in 2009
has been unprecedented since the wake of
world war II. 

SUMMARY AND CONCLUSIONS 

The financial crisis that started out in the U.S.
mortgage market in August 2007, and that
became a global crisis from September 2008,
severely affecting the operation of the financial
system, seems to be the gravest crisis in many
years. However, the current crisis can be com-
pared to the great depression of 1929–1933
only on the basis of the financial and real eco-
nomic imbalances that need to be alleviated,
and consequently, maybe its length. Otherwise
the causes, driving forces, real economic effects
and other consequences of the two crises are
radically different. 

In order to alleviate the real economic imbal-
ances that serve as a basis for the current glob-
al financial crisis, the oversupply of residential
properties must be reduced or eliminated in the
U.S. and in several European countries (United
Kingdom, Ireland, Spain, Denmark, etc.). It
cannot, or can be forecasted only with great
uncertainty at what housing prices the balance
of the housing market will be restored. The
decline of real estate prices is much likely to
continue for some time. The other real eco-
nomic basis of the global financial crisis is that
in the U.S. the level of consumption versus the
GDP swell, and the households financed a sig-
nificant portion of this consumption from
loans. 

The excessive consumption of U.S. households
is financed by countries – mostly emerging
countries – with a positive balance on current
account (China, India, Asian industrial com-
modity exporters, and crude oil exporters).
The alleviation of this imbalance requires adap-
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tation and more savings on the part of
American households, as a result of which the
rate of consumption will decrease relative to
the GDP, and therefore a significant driving
force of economic growth will weaken (as
much as 70 per cent of the U.S. GDP is spent
on consumption), as well as growth in domes-
tic demand in countries with a positive balance
on current account. According to the indica-
tions, China is interested in maintaining the
high dynamics of domestic demand not only
because of its increasing global role, but also
for domestic reasons, to keep social tensions
under control. Therefore, it is ready to take
economic policy steps to boost domestic
demand. Finally, imbalances can be in part alle-
viated by streamlining the financial intermedi-
ary sector, which grew excessively in the U.S.
during the years of the credit market boom,
and by reducing its outstanding share of 40
percent from the GDP and the profit of the
business sector. 

The mitigation and elimination of imbal-
ances in the financial sector requires the cut-
back of abnormally inflated securitised and
leveraged derivative instruments. On one hand,
the process is made difficult by the fact that
reliable information on the size of such finan-
cial instruments and on their location in the
global financial system does not, and as a mat-
ter of course, cannot exist. On the other hand,
risky securitised loans can and will somewhat
reproduce themselves due to regulatory defi-
ciencies and anomalies. 

The cutback of securitised and leveraged
instruments, together with the elimination of
real economic imbalances, goes together with
the destruction of values that take the form of
huge paper (virtual) profit at macroeconomic
level, but represent real losses for many eco-
nomic actors. In order to cover losses incurred
from financially innovative risky instruments
non loss-making financial assets must also be
sold, which leads to the general fall in the price

of financial assets, and which adversely affects
the playing field of the economy. On the other
hand, from time to time this generates exces-
sive tension in the financial system. In the
developed countries the short-term effect is
recession, which started in the middle of 2008,
and may end at the end of 2009 at the earliest,
but the risk of prolonged recession and slow
upswing is great.

The most significant change triggered by the
financial crisis is the revaluation of risks on the
money and capital markets. Under such circum-
stances the reliability of macroeconomic fore-
casts depends more on the proper assessment
of risks premiums, and less on the applied
methods. As a result of the sustained growth of
risk premiums, the potential growth rate, sus-
tainable in the long run, decreases in the devel-
oped countries. This means that after the end
of the recession the GDP dynamics will very
much likely be slower than before the crisis,
which projects the decline in the growth of the
global economy, too. 

Due to the strong globalisation of the finan-
cial sector witnessed in the past years, the
financial crisis has also reached economic play-
ers and countries that did not, or hardly bought
financial instruments backed by mortgages or
other risky securities “prone” to be devalued.
These economic players and countries were
affected by the crisis through the general
decline in risk-taking on one part, and through
more difficult access to external funding
resources on the other, i.e. trust and liquidity
crises followed.

Experience shows that market mechanisms
by themselves are not able to resolve the glob-
al financial crisis; they deepen the crisis both in
the developed and emerging countries in a self-
exciting manner. The targets, means and insti-
tutional system of crisis management by the
state are taking shape in practice. As the muni-
tion of monetary policy is running out, the
focus of crisis management is increasingly
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being shifted to fiscal policy. The introduction
of fiscal incentives is a possibility only in
slightly indebted countries with relatively low
public finance deficits. Despite the possible
formal similarities, this is not the renaissance of
Keynesian economic policy. At best this is the
timely, targeted and temporary use of certain
elements of that policy. The state's share
acquired in the banks through capital raise does
not mean wide-scale and permanent nationali-
sation, and proprietary role exercised by the
state. In fact, this is not a state task, but tem-
porary crisis management. As soon as the situ-
ation consolidates, the state will sell its bank
shares, albeit it is another question, at what
price it will do so. The impacts of governmen-
tal crisis management on the public finances
and government debts of the different coun-
tries cannot be seen yet. At any rate, in the long
run it will adversely affect economic growth,
and represents a downward, negative risk fac-
tor. 

The globalisation of the financial crisis has
promoted international cooperation, too. In the

European Union it has brought to the surface a
few weaknesses of the Economic and Monetary
Union, and the Stability and Growth Pact.
Crisis management first of all requires the
expansion of the scope of the international
financial institutions, primarily that of the
International Monetary Fund, as well as the
increase of the available resources. Stronger
international cooperation is hampered by the
fears of losing national sovereignty. 

For the time being it cannot be clearly deter-
mined how radical the changes induced by the
global financial crisis will be in the global finan-
cial model based on the liberalisation and
deregulation of the financial markets. It is a
fact that state regulation increases during
crises, and this experience is valid for the cur-
rent global financial crisis, too. For the time
being it cannot be unanimously stated whether
the increased role of the state in crisis manage-
ment, the tightening of the regulations on the
money and capital markets will put an end to the
current, so called neoliberal model, or will just
modify it. 
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T

László Práger 

The global crisis and possible
paths of Hungary's economic
development1

The global economic crisis, which became promi-
nently visible in 2008 is of a global nature in sev-
eral senses of the word; it has various dimensions.
The US mortgage crisis is, on the one hand, a part
of it and, on the other hand, a factor that revealed
it. Yet there is a correlation that lies much deeper,
namely, a tension that results from an excessive
divergence or split between the real economy and
speculative financial flows. That tension was cou-
pled with indebtedness that had become universal
and affected countries, companies, local govern-
ments and individuals alike. This, on the one
hand, further increased the gap between the cash
flowing in the world and the actual production or
the level of material goods; on the other hand, it
made the four groups dependent on banks and, at
the same time, made their creditors depend on
them, and, finally, made banks depend on each
other within the framework of the financial
world.  

The crisis is global in terms of geographical
dimensions, as well. In the first years of the 21st
century it cannot happen otherwise. In a glob-
alised world, where borders have ceased to exist,
economic processes can spread without borders:
the crisis, which had started in the US, spread all
around the world. 

In the global crisis, Hungary needs to find a
new path of development: not only a pace of
development that is increasing, but, at the same

time, those internal economic and social struc-
tures that prove to be more favourable than the
previous ones. It is not that the crisis spread to
Hungary. After the democratic transition, the
Hungarian internal market became internation-
al; almost half of our gross production and more
than two thirds of our foreign trade is produced
by transnational companies that had established
themselves in Hungary. 

Undoubtedly, the global crisis opened a new
chapter in the process of defining Hungary's path
of development. The crisis, on the one hand,
made changes inevitable, and, on the other hand,
accelerated their pace. Yet the crisis in itself may
conceal the erroneous paths and inefficiencies of
Hungary's internal development temporarily, or
may serve as a warning sign that gives informa-
tion on the weak points of our post-transition
development of almost two decades. 

INTERNATIONAL TRADE INCREASES
FASTER THAT PRODUCTION

The global nature and the spread of the crisis
are due to the fact that the openness of world
trade has become more prominent than ever
before. The process of the opening of foreign
trade started one and a half centuries ago and
accelerated after World War II. As for the
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beginning of the process, that is, the first phase
on the path to globalisation, in 1870 the ratio
of the world's exports of goods to global GDP
was below 5%. By the turn of the 20th and 21st
centuries, this ratio had roughly tripled: it was
above 17%. It is also worth noting the changes
within the general figure of the global average.
The ratio of Western Europe, originally under
10%, had increased above 35% by 2000, while
countries with enormous internal markets (e.g.
the USA or China) had transformed into open
economies whose level of foreign trade, if com-
pared to production, gradually increased.  (See
Table 1)   

From the perspective of individual countries
and the world alike, the major reason for this is,
that in the phase of economic history referred
to above, world trade displayed a development
that was 1.5–2 times faster that that of produc-
tion. In the 50 years after World War II, global
production increased sixfold, while the level of
world trade grew to 18 times its former size.
On the one hand, the process of foreign trade
growing faster than production affected pro-
duction, more specifically, accelerated its rate

of expansion; on the other hand, the wide
divergence between the two processes – albeit
it did not constitute the root cause – did make
the separation of production and financial
flows possible.  

THE DEVELOPMENT 
OF GLOBAL ECONOMIC OPENNESS

The limitless spread of the global economic cri-
sis of 2008 is due to the fact that since the
1970s, parallel to a continuous growth of for-
eign trade, the flow of working capital has
started and its role in international trade has
gained an ever-increasing significance. This
process marked the beginning of a new era of
openness. Within the framework of interna-
tional foreign trade, there was a movement of
products (development was limited to a certain
degree by geographical distances); in the era of
the flow of working capital gaining ground, big
companies establish affiliates everywhere
around the world – and the production of these
affiliates form a part of the economy, GDP and

Table 1

THE RATIO OF EXPORT OF GOODS AND GDP BETWEEN 1870 AND 1998 
(prices of 1990; percentage)

Country, region 1870 1913 1929 1950 1973 1998
Western Europe 8.8 14.1 8.7 18.7 35.8

France 4.9 7.8 8.6 7.6 15.2 28.7

Germany 9.5 16.1 12.8 6.2 23.8 38.9

Netherlands 17.4 17.3 17.2 12.2 40.7 61.2

Great Britain 12.2 17.5 13.3 11.3 14.0 25.0

Eastern Europe 

and the former Soviet Union 1.6 2.5 2.1 6.2 13.2

United States 2.5 3.7 3.6 3.0 4.9 10.1

China 0.7 1.7 1.8 2.6 1.5 4.9

India 2.6 4.6 3.7 2.9 2.0 2.4

Japan 0.2 2.4 3.5 2.2 7.7 13.4

World 4.6 7.9 9.0 5.5 10.5 17.2

Source: Gács, János: A gazdasági globalizáció számokban. A nyitottság alakulása az EU-országokban [“The Economic Globalisation in Charts.
The Development of Openness in EU Member States”], Közgazdasági Szemle, October 2007, pp. 876–902 
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performance of the host country. In 2000,
approximately 60,000 transnational company
centres were operating in the world. The num-
ber of subsidiaries located and functioning in
other countries, is over 700,000 – more than
ten times higher than the number of parent
companies. (See Table 2) 

Nowadays the role of the flow of working cap-
ital, capital leasing and the establishment of
companies abroad far surpasses the economic
importance of traditional foreign trade between
countries. The working capital base, which was
around UDS 600 billion at the beginning of the
1980s, had exceeded USD 10,000 billion by
2005, while the sales of foreign affiliates had
risen above USD 22,000 billion, which amount

is approximately twice as much as the global
export of goods. (See Table 3) 

In a new, open and globalised world, transna-
tional companies were given a role that is inde-
pendent of countries in many respects. This fact
is manifest in gross absolute figures and per-
formances. (See Chart 1)

The annual performance (level of added
value) of major transnational companies, such
as Exxon Mobil, General Motors or Ford equals
the annual GDP of a medium-sized country
(e.g. the Czech Republic or Hungary). Yet the
essence of the economic functioning of a glob-
alised world does not lie simply in gross values.
In the periods of global economic booms as
well as crises, interlinked assets and complex

Table 2

THE NUMBER OF AFFILIATES OF TRANSNATIONAL COMPANIES IN VARIOUS REGIONS 
AT THE TURN OF THE CENTURY

Region Number of parent companies Number of affiliates
Developed countries 48,791 94,269

Developing countries 12,518 355,324

Eastern and Central Europe 2,150 239,927

Global (total) 63,459 689,520

Source: UNCTAD 

Table 3

TRANSNATIONAL COMPANIES GAINING GROUND BETWEEN 1982 AND 2005

Term Value at current prices Growth rate 
(Billions of USD) (percent, 1982=100)

1982 1990 2005 1982 1990/1982 2005/1982
FDI outward stock 600 1,791 10,672 100.0 298.5 1,778.7

Sales of foreign affiliates 2,620 6,045 22,171 100.0 230.7 846.2

Assets of foreign affiliates 2,108 5,956 45,564 100.0 282.5 2 161.5

Exports of foreign affiliates 647 1,366 4,214 100.0 211.1 651.3

Employment of foreign affiliates

(thousands) 19,537 24,551 62,095 100.0 125.7 317.8

GDP (global, in current prices) 10,899 21,898 44,674 100.0 200.9 409.9

Exports of goods and services (global) 2,247 4,261 12,641 100.0 189.6 562.6

Source: table constructed on the basis of the 2006 data of the World Investment Report (www.unctad.org)
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proprietary structures evolve. This, on the one
hand, makes the interconnection of various
processes global and, on the other hand, accel-
erates decision-making – and then the process-
es as a whole – to such an extent that they cease
to be controllable or manageable.  

Another decisive factor and, at the same
time, the cause of the large-scale spread of the
global crisis of 2008 is the fact that by the end
of the 20th century the value of products and
services produced in reality and the amount of
capital, including the amount of speculative
capital, had displayed a considerable diver-
gence. It is almost impossible to give statisti-
cally exact data on the degree of divergence or
the magniture of these two figures, yet there
are estimations according to which the magni-
tude of the financial space that has become large-
ly speculative is 5–10 times as big as the annual
GDP of the world. 

As for the evolution – and, more significant-
ly, the intensification – of the global economic
crisis of 2008, analyses (and facts) show that
stock exchanges and stock exchange processes
play a role of paramount importance. Again, the
point is that recently (especially in the last
decade) processes that differed from previous
ones have begun: the production of companies
listed  by stock markets, the changes in their
profits and total actual value on the one hand,
and the value of quoted shares on the other
hand, diverged increasingly. Particularly in the
past five years, market indices have soared to an
unprecedented degree; they doubled and grew
continuously, thus giving the impression of sta-
ble value increase that seemed to go on for ever.
In the 21st century, in a global world of a new
structure that can be seen but partially and can-
not be defined by the means of traditional sta-
tistics and concepts, any kind of partial “break-

Chart 1

DIVERGING TRENDS OF GLOBAL PRODUCTION, WORLD TRADE, FLOW OF WORKING CAPITAL
AND THE PERFORMANCE OF THE FOREIGN AFFILIATES OF TNCS (1982=100)

Source: figure constructed on the basis of the 2006 data of the World Investment Report (www.unctad.org)
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down” that hit a certain level was sufficient to
make a seemingly local problem spread over the
whole fabric of the global economy with unpar-
alleled speed and thus turn into a “global crisis.” 

It follows from what has been said on the
essence of a global crisis that the “reconstruc-
tion period” of the global economy, which has
become indispensable by now, is not merely a
seeking and a re-establishment of economic
balance, but a reconsideration and redefinition
of the old structures that involve much tension.
It is impossible to foresee the content that will
actually evolve and come real; yet it is certain
that the balance will require a framework wider
than before. This wider framework includes
not only the United States and Europe, but
China and a large number of emerging
economies, as well; it also includes – albeit at a
different scale of magnitude – Hungary, which
has the opportunity to define and formulate its
renewed path of economic policy within the
global framework outlined above.

HUNGARY'S GLOBALISING ECONOMY

Even in September 2008, when the crisis was
accelerating, major figures of economic policy
and leading economic workshops often raised
the question if the crisis would spread to
Hungary. Obviously, when a global crisis is
unfolding, no country can stay intact with the
implementation of some kind of isolation or
autarchy (which, let us add, are both non-exis-
tent in the present age). Yet at the same time –
and this is the point of the present essay and, in
general, of economic policy – the fight against
the global crisis and the success of such a fight,
are determined by the strength of the given
country's internal economy and the level of its
gross economic performance, development,
competitiveness, inner cohesion and employ-
ment standard. Returning to the issue of
“spread”, it is to be stated that in the perspective

of the nature of global economy, it seems basi-
cally unjustified to raise the question. Almost
two decades after the democratic transition,
Hungary has become a part of the global econo-
my; furthermore, Hungary's internal market has
become international, that is, a location where
transnational companies and international banks
are operating. Hungary has also traversed the
path described above (and traversed by the glob-
al economy as a whole): the democratic transi-
tion at first brought about an immediate open-
ing in the field of foreign trade, while, almost
concurrently, a rapid and large-scale flow of
working capital began, and the stock exchange
evolved – the paths of the financial space and the
real economy that do not necessarily move par-
allel or are connected sufficiently. 

Immediately after the democratic transition,
due to the collapse of COMECON and the
cessation of former economic contact points,
and in parallel with a favourable structural
change, the gross level of several basic per-
formance indicators of Hungary's economy
fell. The GDP decreased by 15%, the export
fell to below USD 10 billion, the internal mar-
ket weakened to an even greater extent, the
employment rate decreased from 5 million to
3.8 million. Out of the four selected basic indi-
cators that characterise international contacts
(foreign trade), the condition of the internal
market, the condition of the labour force, the
level of total production, and exports, it was
the latter that was the fastest to regain its for-
mer dynamics and turned from decline to
growth.

It is worth examining when the value of the
highlighted indicators reached the 1989 level. A
decade later, the GDP (taking the 1989 level as
100%) was 99%, and reached and exceeded the
“transition level” in 2000. Retail turnover,
which is illustrative of the strength of internal
market and the population's purchasing power,
displayed a major recession; it hit rock bottom
(65%) in 1997, to reach the 1989 level as late as
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in 2003. Twenty years after the transition,
employment – one of the most complex factors
of economic and social processes – is still
around 75% although employment level is per-
haps the most important indicator of
Hungary's actual modernisation in terms of its
economy as well as in other fields. It was
export that was the fastest to recover; it took
six years to reach the 1989 level (101% in
1995). However, one of the most important
questions concerning economic policy and
possible paths of development is whether
exports can still be considered a development
indicator with the same significance.

The question is answered – and, at the same
time, a description of the entrance into anoth-
er path of openness is given – by the history of
the flow of foreign working capital to Hungary.
At the time of the democratic transition, there
were some 250 companies with foreign owner-
ship in Hungary, with USD 250 million of
working capital base. A decade later there were
25,000 companies with partial or total foreign
ownership in Hungary and approximately USD
25 billion of working capital base.

Hungary's economy changed not only in
terms of gross indicators of  economic per-
formance, but its inner structure was funda-
mentally transformed, too, including owner-
ship structures, distribution conditions, the
roles of large, small and medium sized compa-
nies, regional differences or the level of the
divergence between the earnings or the
incomes of various social groups or of individ-
uals. Beside several other aspects, in terms of
the present investigation it is a fact of deep sig-
nificance that, as far as GDP generation is con-
cerned, the ratio of foreign and Hungarian com-
panies is 50–50%. Equally important are the
facts that the number of companies is over
400,000, large enterprises produce 52% of the
net turnover and the share of international com-
panies in Hungarian exports is around 75%. (See
Chart 2)

At first, the openness of Hungary's economy
(on the basis of which Hungary faces the glob-
al crisis or plays a role in it) was the result of
the above-mentioned fast expansion of foreign
trade. In the year of the democratic transition,
Hungary's export of goods (in USD, at current
prices) was 9.5 billion; in 1995, 12.9 billion; in
2000 it exceeded 28 billion, and in 2003, 43 bil-
lion. In the recent years, the growth rate of for-
eign trade has continued to accelerate: in 2004,
2006 and 2007, it exceeded the rate of the pre-
vious year by 18-18 and 16% respectively. In
2007 the value of exports was EUR 68.6 billion. 

The main consequence for economic policy
is the realisation that the role of exports in
Hungary's economy has undergone a change: the
trends and volumes of internal production and
foreign trade turnover have displayed a diver-
gence. Although export growth is still a major
factor of the expansion of Hungary's economy,
if compared to its scale, it exercises but a limit-
ed effect: the direct relation of export growth
and GDP increase is less intense. This is due to
the above-mentioned second wave of the
process of opening: transnational companies
gaining ground in Hungary's economy. In the
Hungarian economy, with its low level of cap-
italisation, there were but a limited number of
other ways; however, the possibility for a
more harmonious formation of inner struc-
tures did exist in certain contexts. Yet by 2008
it was an undeniable fact that the condition and
development of Hungary's economy – given the
country's weak internal market and feeble
SME sector – had become greatly dependent on
the functioning and results of transnational
companies.

EXTERNAL BALANCE, INNER 
HARMONISATION AND GROWTH

Now, in the period of the global crisis – and
most probably in the forthcoming period, too,
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Hungary's economy is and will be charac-
terised by the presence of two seemingly
opposite factors. Without an adequate level of
foreign direct investment, the Hungarian
economy as a whole cannot come up with
proper economic results; yet if foreign capital
fails to integrate into Hungary's economy to a
greater degree, then the internal market will
stay weak, the employment situation will
remain problematic and Hungarian enterpris-
es will not gain strength. The growth of
exports, and its specific form that brings
about internal strengthening, follow from
these relations. Today, a significant part of
Hungarian exports is made up of the re-export-
ing of the imported goods of transnational com-
panies, with a low level of value added in
Hungary. However, making foreign working
capital an organic part of Hungary's economy

can solve the contradictions between export
growth and internal development.

Similar to the global international econom-
ic environment – described in the first part of
the present article –, Hungary also displays
signs of an internal crisis similar to those of
external crisis: the real economy on the one
hand and financial and capital space on the
other hand have diverged. It was mentioned
that securities markets, provided that they
function reasonably, can strengthen real flows
and thus can exert a favourable influence on
economic processes. In many respects, the
changes of the Hungarian stock exchange
reflect the processes of international stock
exchanges. The Budapest Stock Exchange
(where the ratio of foreign investors is
around 75% – one of the highest ones, if
compared to international stock exchanges),

Chart 2

DISTRIBUTION OF COMPANIES OF TOTAL AND PARTIAL FOREIGN AND HUNGARIAN 
OWNERSHIP ON THE BASIS OF THEIR VARIOUS PERFORMANCES IN 2005 

(percentage)

Source: Chart constructed on the basis of Zoltán Pitti's calculations)

Foreign ownership Hungarian ownership

Number of Subscribed       Number of         Net turnover        Export          Gross added     Public duties      Profit after        
companies           capital           employees                                                          value                                         tax
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especially since 2005, has seen value changes
that failed to follow the performance of the
companies behind the stock exchange list-
ings. In 2005, the BUX index was 23,000
points (more than twice as high as the level of
2003, when it was at 10,000 points); in the
summer of 2007, it exceeded 30,000, whereas
in the autumn of 2008 – as a result of the
global crisis and as a sign of an internal crisis
–, it fell below 12,000 points. The stock
exchange capitalization of shares was HUF
2800 billion at the end of 2001; in September,
2007, it exceeded HUF 10,000 billion. At the
end of September, 2008, the market value of
shares was HUF 5,659 billion, which means
that the total value decreased by more than
HUF 4,000 billion. Hungary's economic pol-
icy has a double task to perform: to consoli-
date a securities market that has deviated

from real processes, yet to do so, in any case,
it has to consolidate the real economy. 

Hungary's economy will have to face the
global crisis and join in development processes
of international scale within the globalised
structure described above; furthermore, the
country has to define and realise its own inter-
nal growth and development within this frame-
work. This makes the re-establishment of bal-
ances inevitable. However, in the long run, a
genuine catching up can commence only with
the creation of a financial balance (the former
is embedded in and directs the latter) and with
the redefinition of internal structures. (See
Chart 3.)

Returning to the four basic processes men-
tioned at the beginning of the analysis of
Hungarian conditions, it is to be noted that it
is an inevitable task for the economic policy to

Chart 3

THE BASIC FORMULA OF HUNGARY'S “DEVELOPMENT DISORDERS”: DIVERGENT DEVELOP-
MENT PATHS OF GDP, EXPORT AND RETAIL SALE BETWEEN 1989 AND 2006

Source: figure constructed on the basis of (various volumes) of KSH Magyar Statisztikai Évkönyv [“Hungarian Central Statistical Office: Hungarian
Statistical Yearbook”]

Retail sale
Employment

Export
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re-order the diverging global growth path
(GDP), foreign trade trends (including
export), the development path of the internal
market and the development paths of the
employment situation. To establish external and

internal balance, re-align the conditions of the
real economy and the financial space, secure
steady growth and launch a sustainable develop-
ment, essential issues, internal economic and
social structures need to be harmonised.

NOTE

1 A related article is the author's sub-study “An Analysis of the Macro-economic Risks of the 2009 Budget”, pre-
pared on behalf of the ÁSZ FEMI (Research and Development Institute of the State Audit Office of Hungary),
October 2008, pp. 92–97., and his recently published book titled Within and beyond global economy, Aula
Publishing House, Budapest, 2008 (a review of the book was published in Issue 4/2008 of the Public Finance
Quarterly – the editor).
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I

István Ábel – Ádám Kóbor 

Monetary policy, exchange
rate and stability1

In inflation targeting, it is difficult to manage
the relation between monetary policy and the
exchange rate. If the central bank pays attention
to this connection, it may be under criticism that
they are targeting the exchange rate and not
inflation. Our paper discusses an element of the
relation between monetary policy and the
exchange rate which has been overlooked to
date. The difference between domestic and Euro
interest rates are in close correlation with
exchange rate volatility. What it also means is
that interest rate policy has a significant impact
on market stability.

According to one school of new theories, it
is hardly possible to grasp monetary policy by
the impact it has on specific macroeconomic
variables or on their average. Instead, more
information is conveyed in other statistical
indicators, e.g. dispersion. The difference
between forint and euro interest rates is an
important attribute of monetary policy yet
opinions vary on what and how it affects.
According to the traditional theory of uncov-
ered interest rate parity, Hungary needs to keep
up a higher interest rate than the euro region in
order to offset expectations for the devaluation
of the forint against the euro. Real life, howev-
er, seems to prove just the opposite of this
thinking. What goes with the positive interest
margin is the revaluation of the domestic cur-
rency and not devaluation expectations. What

we discuss in this paper is that a close correla-
tion exists between the interest margin, an
important attribute of monetary policy and the
volatility of the exchange rate. 

Among the many functions of monetary
policy, the role to serve the stability of financial
markets is becoming increasingly important
today. This role used to be dominant in the
beginning when the embryos of today's central
banks emerged in the first half of the last cen-
tury. While price stability is undoubtedly an
important element of this stability, it is not
necessarily so important that it should over-
shadow everything else. Over time, monetary
policy will serve efficiently the stability of
financial markets in a different manner. This
change will depend on the way the key ele-
ments of monetary policy, i.e. interest rate pol-
icy and central bank communications are trans-
formed on the financial markets (monetary
transmission). While these issues will not be
resolved in this paper, we underline their sig-
nificance and point out an overlooked congru-
ence. We will take the exchange rate fluctuation
of the forint as an example to demonstrate that
although there is no direct, easily describable
correlation between monetary policy and
exchange rate changes, the impact on exchange
rate volatility is apparent. 

We will present the correlation between
interest margin and exchange rate volatility in
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graphic form. The significance of this correla-
tion can be interpreted in two ways. One inter-
pretation suggests that it is not the average
value of macroeconomic variables used in vari-
ous models that monetary policy affects but
their volatility or dispersion. This conclusion
may supply guidance to or set requirement for
model building and analysis. The other inter-
pretation says that since monetary policy pri-
marily impacts the volatility of macroeconom-
ic variables, it is of special importance to take
into consideration the stabilisation goals of
monetary policy and stability of financial mar-
kets in general.

ABOUT UNCOVERED INTEREST RATE
PARITY

In this section, we review the theoretical and
empirical attributes of the categories and correla-
tions used herein based on data from Hungary.
Readers who have an in-depth knowledge of
this subject are free to skip this section as it
presents the traditional, textbook approach in a
nutshell.

Uncovered interest rate parity is a frequent-
ly mentioned term and here we provide a very
simple explanation to it. On an invested Y
amount, we expect to get back at least  Y(1+rt)
forints after one year, where rt refers to the
interest rate in period t. 

If we happened to invest in Euro bonds, the
formula is extended with the forint/euro
exchange rate, represented by zt at a t point of
time. This is the price of the euro expressed in
forints, i.e. the increase of the figure refers to
forint devaluation. Converting Y forints to
euro we get euros. The returns on that are
calculated at the r*

t euro interest rate. At the
end of the period, we reconvert our euro
investment into forint and get to this formula:

. As we make the investment deci-
sion in period t, the exchange rate of period

t+1 is unknown at that point, thus we can only
calculate with the E(zt+1) exchange rate.
Assuming that both investment options are
available without limits, the returns are expect-
ed to converge: = = , i.e. the
correlation between interest rates and exchange
rates, the interest rate parity can be expressed as
follows: 

As we did not use any hedging to secure the
exchange rate during the financial transaction
described in a somewhat complicated manner
above, the accurate name of the formula is
uncovered interest rate parity.

Thus interest rate parity means that if
investors anticipate the devaluation of the
forint against the euro, domestic interest rates
must be higher than euro interest rates. This
difference must be large enough so that the
domestic interest margin matches the surplus
gain which a forint investor would obtain in
forints thanks to the euro returns and the
devaluation of the forint in the meantime, or to
compensate the loss of a euro investor which
he would realise upon changing his devaluated
forint returns into euros.

One proven approach in analysing this type
of nonlinear correlations is to transform the
equation into log-linear format which is then
easier to analyse with mathematical and econo-
metrical methods. The first step is to take the
logarithm of the equation presented above:

(1)

By rearranging equation (1) and introducing
i=log(1+r), we get to the following expres-
sion2 of interest rate parity:

(2)

Even after the transformations described
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above, equation (2) is still saying the same: If
investors expect the devaluation of the forint
against the euro, domestic interest rates must
be higher than euro interest rates and the dif-
ference must be sufficiently big to allow the
domestic interest margin to compensate the
losses suffered on converting the devaluated
forint returns into euro. This correlation is an
important element of macroeconomics text-
books. The only trouble is that empirical stud-
ies are in contradiction with it. (The main find-
ings of relevant studies are summarised in
Annex 1) 

The impossibility of grasping the notion of
interest rate parity derives from the fact that it
includes an unobservable category, namely the
E(zt+1) exchange rate for day t+1 as expected
at a certain t point of time. There is a long list
of bridging solutions, e.g. the replacement of
the relevant figures in the equation with the
actual exchange rate, as if the investor's predic-
tion was perfect. If we do this, the equation (2)
will be as follows:

(2a)

Neglecting the original assumption behind
the formula temporarily, i.e. by looking back
and not forward in time, equation (2a) can be
examined empirically. Taking the interest mar-
gin as a difference between three-month inter-
bank interest rates (BUBOR) and EURIBOR,
the corresponding indicator of the euro region,
we get the trend shown in Chart 1 for Hungary.
The interest margin calculated on the basis of
three-month interbank rates is usually com-
pared to the change of exchange rate projected
for the same period, i.e. the change calculated
with a view to the exchange rate three months
later. This is what we do in the first step. 

This comparison is shown in chart 1 where
the two time series reflect a distinctive negative
correlation (–0.37 for the entire period). This
negative correlation is just the opposite of the
congruity assumed in (2a), as the equality of
the left and right side of equation (2a) would
suggest a significant positive correlation

*
1log( ) log( )t t t ti i z z+− = −

Chart 1 

INTEREST MARGIN AND EXCHANGE RATE FLUCTUATIONS

Source: Bloomberg, authors' calculations
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between the two sides. Based on the uncovered
interest rate parity, the forint should weaken
against the euro when the interest margin is
high. The chart, however, shows the opposite
of that: Typically the forint becomes stronger
when the interest margin is high and weakens
when the interest margin is low. (This finding is
in line with the results referenced in Annex 1)

What comes from this immediately is that
the gracious assumption of a perfect prediction
applied upon moving from (2) to (2a) did not
prove to be a fruitful approach in the world of
exchange rates. Maybe we should be more care-
ful already upon interpreting equation (2) as it
is suggested by the failures or rather the con-
sistently negative outcome of the countless
empirical takes at uncovered interest rate pari-
ty, i.e. equation (2). However, Fernando
Alvarez, Andrew Atkeson and Patrick J. Kehoe
(2007) came up with a remarkable idea. In their
opinion, the starting point (2) is more or less
correct. The problem lies in the conclusions
derived from it, or in the overall theory and
modelling of monetary policy impact mecha-
nisms. The reason is that it does make a differ-
ence whether we monitor the average of a vari-
able or its dispersion.

AVERAGE AND DISPERSION, EXCHANGE
RATE AND VOLATILITY

To illustrate the key point of the proposal of
Fernando Alvarez, Andrew Atkeson and
Patrick J. Kehoe (2007), let us transform equa-
tion (2) further relying on the fact that E(z)
expected value of random variable z with a log-
normal distribution assumed for the static
attributes of economic time series is expressed
with the formula. 

(3) 

Here we note that if we were to apply the

same assumption on equation (3) which took
us to the (2a) formula, we would have at least
one hopeful candidate for explaining the devia-
tion in chart 1 – namely, the last member in
equation (3). For the sake of a simpler refer-
ence, now we introduce the expression

for that member along with
x=log(z) which takes us to the following equa-
tion:

(3a)

There are disputes concerning the interpre-
tation of equation (3a) and the t factor in it.
One objection says that when interpreted as a
semi-variance of the exchange rate, t leads to a
way too low figure, since a 10 per cent change
in the exchange rate would result in a semi-
variance of 0.5 per cent. This argument is men-
tioned by Engel (1995) as well (op.cit. p. 133).
In this context we must note that formula (3)
is only a simplified expression, e.g. here we
only consider the expected exchange rate as a
likelihood variable. The referenced distortions
may originate in simplifications of this sort.
The representation reviewed in Annex 2, which
follows the article of Fernando Alvarez,
Andrew Atkeson and Patrick J. Kehoe (2007),
considers interest rate as a factor in pricing
(pricing kernel). Thus the stochastic link
between interest rate and exchange rate already
appears in this presentation and it is represent-
ed by the covariance member in formula (F.2.7)
in the Annex. This way, in this broader sto-
chastic approach, factor t contains more than
only the semi-variance of the exchange rate.
According to formula (F.2.7) in Annex 2, this
risk factor will be the sum of the semi-variance
of the logarithm of exchange rate change and
the covariance of the stochastic discount factor
and the logarithm of exchange rate fluctuation.

The use of index t in the expression t here-
in emphasises that at a certain t point of time,
we assume concerning the exchange rate
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expected at the next point of time that the sto-
chastic attributes of the exchange rate or at
least its dispersion will not change. Therefore
we assume that this rate is known based on
information available at time t. 

Regarding the naming of factor t, we follow
the paper of Engel, Mark and West (2008). Not
surprisingly, these authors call this factor the
deviation from uncovered interest rate parity.
Engel, Mark and West (2008) note that while it
is well known about this deviation that empiri-
cal results disproof the t=0 hypothesis (this is
agreed by professionals), we do not know
much regarding t. This way, there is no com-
mon agreement on how we could model this
factor or what it expresses in reality. As point-
ed out by Gyula Barabás (1996) the deviation
(represented by t here) is a kind of a risk pre-
mium, it may express a short-term deviation
from rational expectations may reflect the con-
sequence of another market attribute or barri-
er.3 The interpretation of t as a risk premium
(3a) can be derived from the following
rearranged version of the formula:

(3b)

The first member on the right side of equa-
tion (3b) represents the domestic interest rate,
the three-member expression next to it is the
forint value of the expected yield of Eurobonds
bought for forints and calculated at the expect-
ed exchange rate. Thus the difference between
the two can be interpreted as risk premium. 

Obstfeld and Rogoff (2003) do not exclude
the possibility that the changes of t may con-
vey important information concerning the
explanation of exchange rate trends or at least
the related expectations. In other words, the
theory of exchange rates has been challenged
quite a bit. In this paper, we do not wish to dive
into the depths of these theories. We rather
return to the concept of Fernando Alvarez,
Andrew Atkeson and Patrick J. Kehoe (2007)

which does not focus on exchange rate theory
but on modelling the impact mechanism of
monetary policy, or more specifically, on criti-
cism that shakes the very foundations of mon-
etary policy. 

THE IMPACT OF MONETARY POLICY

Theoretical explanations will follow, so we inter-
pret monetary policy in a rather narrow sense and
identify it with interest rate changes. As a further
simplification, we limit our focus to the short
term money market interest rate (interbank
rate, BUBOR) as opposed to the central bank's
base rate. Chart 2 presents the day-to-day
trends of these variables during the past six
years.

The fluctuations of interbank rates are not
only affected by the central bank's base rate but
by a number of other factors. And the base rate
has an even further-stretching significance.
Still, the interbank rate can be considered one
of the key elements of the interest transmission
mechanism. The channels of this mechanism
are summarised in detail in a study by Vonnák
(2006). Vonnák notes that the 3-month inter-
bank rate is a preferred and frequently used
variable for analysing the monetary policy. The
reason is that while this interest rate moves in
very close correlation with the central bank's
base rate, its day-to-day fluctuation is a good
indication of market expectations concerning
the future changes of the base rate.

One popular and widely used method of
monetary policy evaluation is the analysis of
the central bank's response function. A potential
objective of an analysis carried out on this basis
is to present the correlations between interest
rates and other macroeconomic variables. 
A paper by János Hidi (2006) provides a very
interesting overview of the response function
assessment of Hungary's monetary policy.

Just for a brief experiment, we can interpret

*
1( )t t t t ti i Ex xδ += − + −
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equation (3a) as a cut back response function.
Going from right to left the equation illustrates
how monetary decision makers are affected by
the trends of exchange rate expectations
E(xt+1) and the risk premium ( t) that reflects
market stability attributes and how this effect
shows up in interest rate trends. 

The response function can also be read from
left to right. Looking at it from this direction, it
provides an interpretation of the changes of
interest rate fluctuations as opposed to explain-
ing why the central bank changed the interest
rate. In the dream world of equation (3a), it calls
for the analysis of what and how is impacted by
the growth of domestic interest rates which
exceeds the growth of foreign interest rates.

Naturally, playing this game back and forth
does not add anything to the picture at this
extreme level of simplification. It does not
make the model more realistic and it does not
take us to a deeper level of understanding. This
way, we can even alternate freely between the
“directions” applied for arguing.

Let us take the latter direction and read
equation (3a) from left to right. So if the
domestic interest rate goes up, what will hap-
pen on the right side of the equation? While
this is a simple question, it is not easy to answer
it and the question itself needs further specifi-
cation. 

One potential interpretation of the question
may be to seek the immediate response of the
exchange rate to momentary interest rate
changes. This immediate connection is
analysed in a study by András Rezessy (2005)
who examined the one-day and two-day
response of the forint's exchange rate, domes-
tic interest rates of various terms and the stock
market to the fluctuations of the central bank's
base rate. He concluded that the forint
responded with a 0.27–0.30 per cent revalua-
tion when the base rate was raised by surprise
with 50 basis points. For the first sight, this
result does not differ from the negative corre-
lation between the interest margin and the
change of the exchange rate presented in chart 1.

Chart 2 

MNB'S BASE INTEREST RATE, THE INTERBANK RATE (3-MONTH BUBOR) 
AND THE EXCHANGE RATE (HUF/EURO)

Source: Bloomberg
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Still, due to the complex technical details and
the different time horizons (one day to three
months), we have to be careful with wording.4

When embedded in monetary transmission,
the long-term consequence of the central
bank's interest rate change may be more impor-
tant than its momentary impact. Another inter-
pretation of our question might be as follows:
On a time horizon identical to the term of inter-
est rates discussed herein, i.e. 3 months, what
will be the impact of the interest margin calcu-
lated at interbank rates (3-month BUBOR)
changed due to the central bank's interest rate
change on exchange rate fluctuations? While
this assumption extends the time horizon to 
3 months, it does not answer the question
whether we want to know the impact on
exchange rate expectations for three months into
the future or the difference between the
exchange rate today and three months later. 

If we take the latter of these choices as a
basis and focus on the actual change of the
exchange rate, we have an easy road ahead. We
already discussed it in conjunction with
Chart 1 and found that on a 3-month hori-
zon, the growth of forint interest rates trig-
gered the strengthening of the forint, i.e. typ-
ically there is a negative correlation between
interest rate parity and the change of the
exchange rate. This conclusion contradicts
the uncovered interest rate parity concept.
Thus from a monetary policy standpoint, we
cannot draw conclusions on exchange rate
trends from within the closed system of
interest rate parity.

If we want to know the impact on exchange
rate changes we have quite another story. If we
take a closer look at equation (3a), we see that
it includes exchange rate expectations on the one
hand and, at the end of the formula, the t fac-
tor on the other hand. Building on these sub-
tleties, Fernando Alvarez, Andrew Atkeson
and Patrick J. Kehoe (2007) lands a huge strike
on the traditional theory. For what they say5 is

that if exchange rates are like random walks,
monetary policy does not directly impact the
actual average value of the exchange rate or
other variables (including inflation). When
analysing interest transmission, nobody is
looking for any immediate impact so it is natu-
ral that the preferred focus is on the future
trends of macroeconomic variables (fundamen-
tals). Concerning the attributes of these future
variables, we tend to forget that our predictions
are usually imperfect and therefore we can only
have an idea of the statistical attributes of the
variables in the present. E.g. dispersion charac-
teristics convey important information.
Overlooking them is a false practice. If for no
other reason, this approach should be objected
because it places too big an emphasis on the
expected future value of variables about which
very little can be known (both for sceptics and
optimists) while overlooking statistical attrib-
utes which are significant for assessing future
variables trends and on which more informa-
tion is available. E.g. one attribute of this sort
is the conditional dispersion of variables (calcu-
lated on the basis of past observations) taken
into consideration upon decision-making. This
problem has an important practical conse-
quence.

On the short run, monetary policy affects
market risks, meaning that the increase of the
left side of formula (3a) after the raise of the
domestic interest rate does not affect the
exchange rate variables (expected values) on
the right side and the impact of monetary poli-
cy step is manifested in the changes of the t
risk premium. 

In formula (3b), we rearranged the variables
and expressed t as the difference between the
interest margin and the expected exchange rate
trends. This difference can be considered the
counterpart of the difference between the
exchange rate change expected by analysts and
presented in Chart 3 and the change of
exchange rate implied by the interest rate pari-
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ty. According to the model, t is in close corre-
lation with the dispersion of the exchange rate.
Now we also examine that congruence empiri-
cally, using Chart 3. To do this, we need the
forward-looking exchange rate volatility figure.
We can obtain relevant data, specifically 3-
month implied volatility figures from the euro-
forint option market. By definition, implied
volatility is the volatility parameter which we
can put in the Black-Scholes option formula as
a substitution to calculate the market price of
the option. (We will explain implied volatility
in more detail in Annex 2) In the case of for-
eign exchange options, this substitution step is
not even necessary, as the price of foreign
exchange options is usually presented in
volatility, thus the data are available from
Reuters or from another official source.6

Chart 3 compares the 3-month t value from
(3b) calculated as a residue based on exchange
rate expectations7 to the implied volatility of
options with a 3 month expiry. The simultane-
ous motion is clearly visible and the correlation

between the two variables was 0.61 between
2003 and 2007. 

Based on Chart 3, we can risk the statement
that risk premium t defined as the deviation
from the uncovered interest rate parity is in
close correlation with exchange rate volatility.
We do not think that this close relation is actu-
ally an identity.8 In reality, the deviation from
the uncovered interest rate parity is not likely
to be equal to the exchange rate semi-variance
as the simplifying assumptions of our equation
(3) would suggest. Beyond volatility in a statis-
tical sense, other things also fit in this devia-
tion, e.g. considerations and explanations that
relate to the volatility of risk appetite and other
mysterious things. What would be hard to fit in
this picture is the neglecting of the role of
volatility and the impact of monetary policy on
exchange rate volatility. In the previous section
of this paper we saw that the impact of interest
rate changes on the exchange rate is ungras-
pable, i.e. most of the interest rate change is
absorbed in the change of the risk premium.

Chart 3

THE DEVIATION OF 3-MONTH EXCHANGE RATE EXPECTATIONS FROM INTEREST RATE PARITY
AND THE IMPLIED EXCHANGE RATE VOLATILITY

Source: Reuters, authors' calculation
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This factor, however, is very easy to relate to
exchange rate volatility based on Chart 3. So
the impact of the interest rate changes mostly
manifests in the fluctuations of exchange rate
volatility. It is likely that monetary policy pri-
marily affects exchange rate volatility, market
stability in general while its impact on the
exchange rate (value or average) is weaker.

To refine the analysis, we break up the right
side of formula (3b) and express separately the
market expectations concerning exchange rate
changes and the interest margin. Exchange rate
expectations are represented by the
–(Ext+1–xt) member and this is what we show
together with volatility in Chart 4. Member
–(Ext+1–xt) represents the expectations con-
cerning the changes of the forint exchange rate
against the euro. What we see is that in high
volatility periods the market expects a more
significant strengthening of the forint which
can also be put as follows: market players
expect a higher risk premium from a forint that
conveys a higher risk. As a further explanation,
we can add that the volatility of the forint

jumps upwards in stressful times, typically in
periods when the forint weakens. Compared to
momentary exchange rate shifts, however,
exchange rate expectations for a longer (in our
case 3 months) outlook change only to a lesser
extent. This way the momentary weakening of
the forint may open the way for future
exchange rate growth, as expectations predict
that the exchange rate will return to the fore-
casted level on the long run. The correlation
between the two variables was 0.45 in the
examined period.

Chart 5 matches volatility to the interest
margin, i.e. to monetary policy. As it is visible
in the chart, the interest margin and the
exchange rate risk showed a perceivable corre-
lation in the past five years. 

Based on these experiences, we can draw the
conclusion that the risk premium determined
by the (3b) formula is in close correlation with
exchange rate volatility in an empirical sense as
well. Either member of formula (3b), i.e.
exchange rate expectations or interest margin
can be correlated to exchange rate volatility on

Chart 4 

3-MONTH EXCHANGE RATE FLUCTUATIONS AND IMPLIED EXCHANGE RATE VOLATILITY
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its own. In the case of expectations, it is the
market players themselves who express the
“need” for a higher exchange rate gain in a
higher risk period (typically following a deval-
uation of the forint). From a monetary policy
viewpoint, we see that the impact of the inter-
est rate change mostly manifests in the change
of exchange rate volatility. It is likely that mon-
etary policy primarily impacts exchange rate
volatility, it affects market stability in general
while its impact on (the value or average of) the
exchange rate is weaker.

SUMMARY AND CONCLUSION

Exchange rate fluctuations and monetary poli-
cy are interrelated. We might think that it is dif-
ficult to take this congruence into considera-
tion in inflation targeting because anyone
doing so would be exposed to criticism that he
or she is targeting the exchange rate instead of
inflation. It is like the story about “The miller,
his son and the donkey”.9 You can never please

everyone. Common public opinion, however, is
wrong. In respect of the exchange rate, mone-
tary policy does not directly impact its expect-
ed value. What is more, not only the role of
monetary policy in shaping the exchange rate is
questionable but the impact of many other fun-
damental factors is equally ungraspable.
Perhaps this is why the exchange rate fluctua-
tions described with the “random walk” theory
often approximate actual exchange rates just as
well as any other theory.

A freely evolving exchange rate is charac-
terised by fluctuations, i.e. volatility. Exchange
rate fluctuations cause uncertainty which
makes investors calculate with higher returns
(risk premium). Out of these three factors
(interest margin, expected exchange rate and
risk premium), monetary policy can only influ-
ence one: the interest margin. It does not have
an exclusive and obvious effect on exchange
rate expectations. At the same time, it is very
likely that monetary policy does impact the
risk premium and the volatility of the exchange
rate through stabilising money markets. The

Chart 5

3-MONTH INTEREST MARGIN AND IMPLIED EXCHANGE RATE VOLATILITY
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separate identification and measurement of
these effects, however, is not simple. It can also
happen that out of these three factors, the
expected exchange rate and the risk premium
fluctuate at each other's expense, perhaps even
independently of monetary policy. Still, from a
stability standpoint, this triangle must not be
neglected.

The interest margin calculated on the basis
of the interbank interest rate (3 month
BUBOR) and the optional volatility of the
forint-EUR exchange rate shows close correla-
tion while the theory of interest rate parity
does not supply an empirical basis for this rela-
tionship. Thus it is not necessarily the expect-
ed exchange rate value but its dispersion (high-
er statistical momentums) that monetary poli-
cy affects. From a theoretical standpoint, this
impact can be explained simply and has been
proved empirically.

Monetary policy can only fulfil its stabilis-
ing role on the money market effectively if it

does not limit its focus to inflation but takes
other money market factors into consideration
as well. Stabilisation aspects also have a key
role in inflation targeting systems and for a
reason. Yet in inflation targeting we are
inclined to refer this role to central bank com-
munication. What we presented in this paper
was that this aspect must also be handled in an
interest rate policy context. Just because inter-
est rate policy does not have a clearly describ-
able impact on the expected exchange rate val-
ues, it does not mean that the exchange rate
could be neglected. The reason is that interest
rate policy affects the volatility of the
exchange rate instead of just the rate itself. In
the case of the forint, this impact is well gras-
pable empirically as well. 

Over time we may be able to understand sta-
bilisation congruencies. The horizon of mone-
tary policy will broaden accordingly and the
role of stabilisation considerations will be more
significant in inflation targeting.

1 The thoughts presented in this article do not neces-
sarily reflect the opinions of the International
Monetary Fund and the World Bank.

2 Regression functions which include an exchange rate
element are usually written in logarithmic form in
order to avoid the problem known as the Siegel par-
adox (see Siegel, 1972), as 1/E(zt)=/ E(1/zt), but
E(–xt)=–E(xt), where xt=log(zt). Otherwise the
choice of exchange rate by the euro/forint or
forint/euro convention would distort calculations.

3 The deviation marked as t was examined by Cumby,
R. E. – Obstfeld, M. (1981) who found that the sta-
tistical attribute of the factor (high autocorrelation
indicator) did not refer to a waiting error but to the
presence of a factor with an independent impact
mechanism which the authors interpreted as risk
premium.

4 An opposite interpretation of this result also exists as
pointed out by András Rezessy. E.g. let us take the
potential scenario that the domestic interest rate in

equation (3a) is raised by surprise. Concerning the
factors on the right side of the equation, this does
not necessarily shake up the exchange rate expected
for three months into the future [E(xt+1) does not
change] and we can also take the t risk premium
unchanged for a time horizon of one day. In this case,
the momentary growth of the exchange rate (i.e. the
decrease of xt ) can still harmonise with the interest
rate parity described with equation (3a) which sug-
gests a positive correlation between the two afore-
mentioned variables.

5 Actually they do not exactly say this and do not say
it this way. The authors use more careful wording
and their assumptions, explanations are elaborated in
more detail. Here we only illustrate their approach.
The theory of Fernando Alvarez, Andrew Atkeson
and Patrick J. Kehoe (2007) is explained more pre-
cisely in the Annex hereto.

6 A study by Csaba Csávás and Áron Gereben (2005)
provides a good overview of the Hungarian foreign
exchange options market.

NOTES
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7 We calculated the expectations concerning the forint
exchange rate based on the analyst assessment pub-
lished monthly by Reuters. The 3-month expected
exchange rate was calculated by interpolating the
medians of exchange rates expected for the end of
the following month after the assessment and for the
end of the actual year or the following year.

8 If we had sufficiently large self confidence to scan all
significant elements of the world into equation (3),
then we could think about an identity here.

9 The miller, his son and the donkey
A man, his son and their donkey were strolling down
the dusty streets of Keshan in the dog days of sum-
mer.
The donkey was led by the boy while his father trav-
elled on the donkey's back. “Poor child” thought a
passer-by. “With his short legs, he can hardly keep up
with the walk of the donkey. How can someone be
so lazy to ride the donkey and let his child work his
soul out?” The man listened to the criticism: he got
off the donkey at the next corner and put his son on
the donkey's back.
After a short while, another passer-by frowned:

“What an arrogant behaviour! This little urchin is sit-
ting up there like a king on a throne and lets his poor
old father try to keep pace with the donkey.” This
time the son was saddened, so he asked his father to
sit on the donkey behind him.
“What an unprecedented scene?!” – nagged an old
woman from behind her veil. “What a torture for the
donkey! These two bad hats are sitting on the poor
creature as if he was a couch!” Having been berated
again, father and son looked at each other and got off
the donkey.
They walked with the donkey and just after a few
steps, another passer-by began to laugh at them:
“You morons, how can you be so stupid? Are you
walking your donkey? Why do you keep him if he is
so worthless? He is not working and not even carry-
ing you.”
The father gave a handful of straw to the donkey, put
his hand on the son's shoulder and said: “No matter
what we do, there is always someone who will not like
it. I think the best we can do is to go our own way.”
From: The scholar and the camel drover – Oriental
stories to heel Western souls by Nossrat Pesaschkian.
Helikon Kiadó (Helikon Publishing House), 1991.
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Interest rate parity is an important building
block of exchange rate theories. Moosa – Bhatti
(1997) provided a great overview of the exten-
sive literature on the subject. As we could see,
the uncovered interest rate parity equation is as
follows:

(F1.1)

We get an apparently similar but actually dif-
ferent equation if we replace the E(xt+1)
expected exchange rate with the ht future
exchange rate, i.e. the price for which we can
buy 1 EUR for t+1 time at a certain t point of
time:

(F1.2)

This equation describes a hedge deal where
we actually use a future exchange rate transac-
tion to eliminate the exchange rate risk. As we
covered the exchange rate risk with the trans-
action, the formula is the covered interest rate
parity equation.

When examining interest rate parity empiri-
cally, the first difficulty comes from the fact
that the E(xt+1) expected exchange rate is not
observable. That is the reason that usually the
xt+1 observed value is applied as a substitute for
it (as if exchange rate expectations were char-
acterised by perfect prediction). Taking the
logarithm of the aforementioned equations for
a statistical analysis, we get to a linear formula.
Using expressions it=log(1+rt), xt=log(zt),
ft=log(ht) and taking the two formulae above: 

(F1.1)-bõl:

(F1.2)-bõl:

Comparing these two formulae we get to the
following equation that is used upon statistical
examinations: 

(F1.3)

By estimating the value, we can decide ques-
tions like how can one develop predictions for
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ABOUT THE EMPIRICAL ANALYSES OF INTEREST RATE PARITY



PUBLIC FINANCES – Monetary Policy-Financial Stability 

47

the expected exchange rate using the futures
premium, i.e. if the futures premium indicates
the trend of a weakening exchange rate or not. 

If a positive correlation exists between the
devaluation and the futures premium, the coef-
ficient of the futures premium in equation
(F1.3) must be positive ( > 0). A similar for-
mula was examined by Fama (1984) who found
that the coefficient is usually negative, i.e. in
reality it is revaluation and not devaluation
which can be linked to the futures premium.
Fama called this phenomenon an anomaly (for-
ward premium anomaly).

The negative result of the Fama regression
drew extensive interest. Having reviewed the
empirical studies in 1990 and based on 75 pub-
lished estimation results1, Froot and Thaler
(1990) found that the average of estimates for
the parameter was 0.88. While some of these
were positive, none of the estimates of pro-
duced a result reaching or exceeding 1.

It is not easy to explain the approximately
minus 1 figure of the coefficient in equation
(F1.3). Assuming a flexible market where arbi-
trage options are eliminated and perfect predic-
tions (which in our case would mean that
E(xt+1)=xt+1 is true), this parameter should
equal plus 1. Understandably, this question was
in the focus of researchers' interest and the
overview written by Sarno (2005) mentioned

several old and new reasons and approaches to
explain this anomaly. A number of excuses can
be cited for why uncovered interest rate parity
is not happening in reality. E.g. the risk premi-
um (which increases the return expectations of
risk-averse investors, but this factor was not
part of the equation that described the uncov-
ered interest rate parity), exchange rate expec-
tations are not perfectly rational, exchange
rates are not only impacted by the market and
its free development can be diverted by mone-
tary policy interventions (McCallum, 1994,
Chinn – Meredith, 2004). In Hungarian techni-
cal literature, a great overview of the subject is
rendered in a paper by Gyula Barabás (1996)
and Zoltán Schepp (2003). Both of them high-
lighted considerations that relate to forint
exchange rate trends and, applying a new
approach, Zoltán Schepp even provided a more
general explanation to the phenomenon.

In the long run, however, macroeconomic
fundamentals have a decisive impact on the
exchange rate and many analyses prove that the
paradox with the interest rate parity disappears
as well.

1 Many of these estimates were also discussed by
Hodrick (1987), Lewis (1995) and Engel (1996).

In this paper we often refer to the article of
Alvarez, F., Atkeson, A. and Kehoe, P. (2007),
yet the explanations provided herein are dif-
ferent from theirs. It is worth therefore to
outline their approach briefly which starts out
from the overall theory of asset pricing. The
terms and congruencies of the theory behind
the explanation, consumption-based asset
pricing are discussed in an excellent book by
Cochrane (2001).

Starting out from the well-known asset pric-
ing equation Pt=Et(mt+s

.xt+s) where x repre-
sents future cash flow and m stands for the sto-
chastic discount factor, we get the following
formula by definition:

(F.2.1)

From this and using the
equation which expresses the expected value of

( ) ( )xxExE logvar
2
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ANNEX 2: 
INTEREST RATE PARITY, EXCHANGE RATE AND VARIANCE
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random variables with lognormal distribution
we get:

(F.2.2)

After the introduction of a foreign exchange,
Fernando Alvarez, Andrew Atkeson and
Patrick J. Kehoe (2007) arrived at the following
expression for the interest rate differential:

(F.2.3a) ,
where

(F.2.3b)

For complete arbitrage-free markets and,
with some qualifications (see Alvarez, 2007,
page 342) also for incomplete markets, the fol-
lowing equation between exchange rates and
stochastic discount factors apply:

(F.2.4) .

Using (F.2.4) and adding it to formula
(F.2.3a) as a substitution, we get 

(F.2.5)

By rearranging the formula, we can express
the expected extra returns on and risk premium
of the investment into a foreign currency:

(F.2.6)

We can get a picture of the contents of the pt
risk premium by comparing1 (F.2.3b) and (F.2.4):

(F.2.7)

Consequently, the risk premium is in close
correlation with the variance of exchange rate
changes and with the covariance of the
exchange rate change and the stochastic
domestic discount factor.

1 ( ) ( ) ⎟⎟⎠

⎞
⎜⎜⎝

⎛
⋅+⎟⎟⎠

⎞
⎜⎜⎝

⎛
+= +

+
+

++
t

t
t

t

t
tt z

z
m

z
z

mm 1
1

1
1

*
1 log,logcov2logvarlogvarlogvar

⎟⎟⎠

⎞
⎜⎜⎝

⎛
+⎟⎟⎠

⎞
⎜⎜⎝

⎛
= +

+
+

t

t
t

t

t
t z

z
m

z
z

p 1
1

1 log,logcovlogvar
2
1

( ) tttttt izzEip −−+= + loglog 1
*

( ) tttttt pzzEii −−=− + loglog 1
*

t

t
tt z

z
mm 1

1
*

1
+

++ =

( ) ( )( )1
*

1 logvarlogvar
2
1

++ −= ttttt mmp

( ) tttttt pmmEii −−=− ++ 1
*

1
* loglog

( ) ( )11 logvar
2
1

log ++ −−= ttttt mmEi

Based on the Black-Scholes model, the value of
foreign exchange options can be calculated
with the following formula for call (c) and put
(p) options:

where

and

.

Using the well-known notation, S stands for
the prompt price (identical to zt in the study),
X refers to the exercise price, is the disper-

sion of exchange rate fluctuations, rd and rf
are the “domestic” and “foreign” risk-free
interest rate in T years that matches the expiry
of the option. In this study, i*

t stands for rf i.e.
the euro interest rate while it represents the rd
forint interest rate. 

One decisive parameter of the option's value
is the volatility of the underlying. Like with
many other instruments, the price of foreign
exchange options is presented in volatility as
opposed to a specific money amount, i.e. the
option trader must put actual volatility as a
replacement in the formula based on the cur-
rent price of the underlying in order to calcu-
late the fee receivable or payable on the option.
The benefit of this solution is that the trader
does not need to subscribe a new option price
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moment by moment if the price of the under-
lying changes. 

The volatility applied in option pricing is
forward-looking volatility, i.e. it reflects the
expectations of market players regarding the
volatility of the underlying until the expiry of
the option. In case the option fee is presented
in an amount of money, we usually talk about
implied or discount volatility. In this scenario,
put and call option fees are known for various
exercise prices and with these we can numeri-
cally determine the parameter which we can
use in the Black–Scholes formula to get a value
that is identical to the market price of the
option. This calculated value is the discount
volatility or volatility implied by the market
price of the option.

While this is forward-looking volatility, its
trend is a good reflection of the actual market
mood. Typically, in turbulent times discount
volatilities go up along with risk premiums
and realised volatilities. If the analyst chooses
to calculate volatility not only for the exercise
prices of at-the-money positions but also for
prices that are further away from the prompt
price (e.g. if X<S, we talk about an in-the-

money position regarding call options and
about an out-of-the-money position regarding
put options), we get to the a volatility smile.
The term comes from the typical graph shape
of the discount volatilities / exercise prices
function: In-the-money and out-of-the
money volatilities are typically higher than the
values calculated for the at-the-money exer-
cise price. The reason is that while the
Black–Scholes formula assumes normal distri-
bution for the rate changes of the underlying,
market players usually assign higher likeli-
hood to extreme events which deviate from
that distribution. In the case of exercise prices
that are further away from the prompt price,
market players “push up” the volatility value
in order to compensate for the difference
between normal distribution and observed (or
expected) “fat tail” distributions. Thus we can
draw conclusions from the volatility smile on
market expectations regarding the distribu-
tion of the underlying.

A study by Gray, Merton and Bodie (2007)
discusses in a clearly structured theoretical
framework the assessment of the volatility of
variables and the vulnerability of the economy.



PUBLIC FINANCES – Monetary Policy-Financial Stability 

50

T

György Kovács

Financial stability 
and the banking system, or the
imbalance of the intermediary
system 
This survey intends to address a special segment
in the fiscal imbalance problems of the
Hungarian economy, namely the peculiar “bal-
ance disturbance” of the banking sector, playing
a prominent role in financial intermediation,
whose capital structure has been increasingly at
the beck and call of foreign funding potential.
While alarms have for years been sounding on
the back of declining foreign direct investments
and an increasing extent of capital income
extraction by international owners, public
attention has been directed to exchange rate
risks related to an increasing bulk of retail debts
and also to an increasing role of foreign
investors in financing government securities,
but it seems that an equally important issue has
been addressed at a lesser extent. Namely, the
Hungarian banking sector has been increasing-
ly dependant on foreign funding, which has
become a factor of growing significance in pro-
viding external funds for a capital-hungry
Hungarian economy. This becomes a particu-
larly interesting issue because the capital inter-
mediary role of the Hungarian banking sector
in the economy is relatively low in comparison
to Western European countries, at the same time
the number of players on the banking market is
comparatively high and they boast exceptional-
ly high profitability.

NET CAPITAL INTERMEDIARY ROLE OF
THE BANKING SECTOR; DEVELOPMENT
OF NET POSITIONS 

One of the main indicators of the importance
the Hungarian banking sector is playing in the
country's national economy by capital interme-
diation is the ratio of the combined total assets
of the banking sector in terms of GDP. For rea-
sons of economic policy, banking sectors and
equity markets in various territories of the
Western civilisation have developed to play
roles of different significance in equity inter-
mediation, and therefore the banking sector
has a much more prominent role in the Old
Continent than in the United States of
America (Marján, 2003, page 801). Of course,
due to decades (if not centuries) of lag in the
development of the institutional system of the
financial and equity market in the transitional
economies of Central and Eastern Europe, the
equity intermediary function of both the bank-
ing sector and the equity market is less
advanced, but the dominance of the banking
sector is even more prominent in this limited
function in these countries, which – taking the
level of economic development into considera-
tion – is something of an inevitability. (Pálosi –
Németh, 2004).(See Table 1)
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Following the turn of the millennium the
function of the banking sector in equity interme-
diation has increased significantly, but it is still
far from the Western European level, although
still regarded the number one player on equity
intermediation (The notion of banking sector
here includes, beyond the legislative definition,
specialised credit institutions and savings coop-
eratives as well). (See Table 2)

Before starting to analyse the banking sector's
function of intermediating equity between the
four segments of the economy, the way the fund-
ing capability and demand of the corporate sec-
tor, households, public finance, and international
relations have developed since the beginning of
the new millennium should be scrutinised first. 

As Chart 1 shows, following the peculiar sit-
uation in the first half of 2003 – when the net
borrowing demand of the corporate scope and
the net financing positions of households both
reached an all-time low – the gap between the
savings ability of households going through a
stabilisation phase until the middle of 2005 and
an increasing financing demand on the part of
the corporate scope made a more substantial

foreign funding necessary in 2004. Since the
end of 2005, the net savings capability of
households has again declined, again starting to
converge to zero in the middle of 2008. As for
public finance, in 2002 and also in the period
from the middle of 2005 to the end of 2006, a
considerable increase in the funding need is evi-
dent with shrinking corporate finance and a
considerable increase in the need for foreign
funds in the first period mentioned, and a high
level of foreign funding in public finance and a
decrease in corporate funding demands in the
second period. The decline in the current
financing need of Hungary's public finance
beginning in 2007 has not resulted in a consid-
erable or permanent decline in the financing
function of international funding sources,
because at the same time a smaller growth in
the financing demand of the corporate scope
and a radical downturn in the funding capabili-
ty of households had to be faced.

In light of changes in the financing capabili-
ties of individual segments of the national
economy and the increasing role of the banking
system in terms of GDP, it should be scruti-

Table 1

EXTENT OF EQUITY INTERMEDIARY FUNCTION OF BANKING SECTORS 
AND EQUITY MARKETS, 2000

(%)

Indicator United States of America Euro zone Hungary
Total assets of banking sector /GDP 100 181 63

Securities issued /GDP 149 90 2

Equity market capitalisation /GDP 149 84 25

Source: author's own chart based on Marján (2003, page 801) and PSZÁF [Hungarian Financial Supervisory Authority] (2008d)

Table 2

EXTENT OF EQUITY INTERMEDIARY FUNCTION OF THE BANKING SECTOR, 2001–2007 
(%)

Year 2001 2002 2003 2004 2005 2006 2007
Total assets/GDP 66 68 76 81 90 99 107

Source: author's own chart based in PSZÁF (2008a), page 21
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Chart 1

NET FINANCING CAPABILITY OF MAJOR SECTORS IN TERMS OF GDP
(balance of last four quarters / GDP in last four quarters)

Source: MNB [National Bank of Hungary] (2008a), page 1

Chart 2

NET POSITION OF CORPORATE SECTOR, 2000–2008

Source: author's own chart based on NBH (2008b)
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nised how the equity intermediary role of the
banking system – or, in the accurate statistical
terminology, the scope of other monetary insti-
tutions including savings cooperatives and spe-
cialised credit institutions – has changed in
recent years in relation of various macroeco-
nomic players (NBH, 2008b) (See Chart 2). 

Looking at the corporate loans disbursed by
the banking sector and the portfolio of corpo-
rate savings, an increase in the financing need is
evident with a constant growth in the deposit
and loan portfolios alike. This is to be regarded
as a more or less balanced growth, which has
been in alignment with the increasing functions
of the banking sector, with small downturns at
the turn of 2002 and 2003, and also in the mid-
dle of 2005. 

With the stagnation of government deposits
or its slow growth marred with downturns, the
net debt of public finance with the Hungarian
banking sector has clearly been defined by the
increase of gross public debt, the bulk of gov-
ernment securities in the portfolio of the bank-
ing sector (See Chart 3). Similarly to the dra-

matic increase that occurred at the turn of 2002
and 2003, there was a considerable bump in
2006 and also in 2008. In the latter two cases –
contrary to the change that occurred in
2002/2003 as indicated by Chart 1 – a smaller
increase took place in the financing need of the
Hungarian public finance, indicating that in
these periods the Hungarian banking sector
played an increasing role in financing the
Hungarian public finance by bonds due to
diminishing willingness on the part of other
players (including foreign and domestic institu-
tional investors) to finance the Hungarian state. 

Beginning in 2002, the loan portfolio of
households has increased at a greater pace than
their deposits, resulting in a net position for
households – and NGOs helping them –, as the
“classic” financing segment of the banking sec-
tor, which was decreasing in terms of absolute
value as well (see Chart 4). This was close to
zero in 2008, which means the debt ratio of
households reached a level where the financing
capability of the sector died away. All this
resulted in searching for new ways of supple-

Chart 3

NET POSITION OF CORPORATE SECTOR, 2000–2008

Source: author's own chart based on NBH (2008b) 
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mentary funding, which in turn resulted in an
increasing level of foreign funding. 

As Chart 5 indicates, Hungary's net position
against foreign investors has actually been
impacted by the development of the debt port-
folio in recent years, and a particularly large
bulk of debts were raised in 2007 and in the
first two quarters of 2008. Hungary's foreign
debt grew by more than HUF 1,500 billion in
2007 and by nearly HUF 1,000 billion in the
first half of 2008, increasing the country's net debt
by nearly HUF 1,000 billion and more than
HUF 600 billion, respectively.

Based on these factors, there have been two
apparent trends regarding the Hungarian bank-
ing sector's capital intermediary role of more
than eight years: on the side of net borrowers, a
'race' between the corporate sector and public
finance with clashes in 2002/2003, on the side
of net lenders the almost perfect switch-over
from households to foreign investors to secure
funding (and also using foreign funding to
finance the increase in the net loan portfolios of
the two sectors mentioned above) (see Chart 6).

FOREIGN FUNDING BETWEEN 2000 
AND 2008

Particular consideration should be given to the
structure of foreign funding in capital-hungry
economies, especially at the time of an eco-
nomic transition. It's equally important for the
long-term development of the economy and
sustainable financial balance that funding
should be done by foreign direct investments at
as decisive a rate as possible. This type of fund-
ing does not trigger any continuous outflow of
income (interests), unlike in the case of debt-
based financing, and no extraction of capital
invested should be expected in the short term,
either (at least in the case of ownership stake,
since it's not necessarily true in the case of a
loan provided by the owner). At the same time
investments naturally prompt income outflows
in the medium and long term, and the question
here is the extent of the reinvestment of these
income and the acquisition of additional stakes
compared to this outflow of earnings. Besides,
on the back of economic transition in Central

Chart 4

NET POSITION OF HOUSEHOLDS, 2000–2008

Source: author's own chart based on NBH (2008b)
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Chart 5

NET FOREIGN POSITION, 2000–2008

Source: author's own chart based on NBH (2008b)

Chart 6

NET POSITION, 2000–2008

Source: author's own chart based on NBH (2008b)
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and Eastern European countries, including
Hungary, a flow of capital investments in the
opposite direction has been evident after the
beginning of the new millennium, indicating
intensifying capital exports from Hungary and
representing another factor to reckon with
regarding the decrease of capital available
domestically. Of course, the income flow to be
recorded later should also be taken into consid-
eration. Accordingly, the development of the
capital and income balance of foreign direct
investments – both imported and exported – in
the new millennium is surveyed here, filtering
out capital flow represented by loans provided
by owners and focusing on classic equity flow
(NBH, 2006a; NBH, 2006b; NBH, 2007a;
NBH, 2008c; NBH, 2008d). 

Chart 7 shows that the balance of income has
resulted in a constantly growing deficit in the bal-
ance of payments since the beginning of the mil-
lennium, growing to HUF 1,450 billion by
2007 from HUF 540 billion in 2000. However,
a slow increase in the surplus of the capital bal-
ance could not offset it all the while. A dramat-
ic deficit in the capital balance that occurred in
2003 is explained by FDI plunging to 40 per
cent in comparison to the previous year and a
700-percent increase in capital exports. The
aggregate value of the capital and income bal-
ance ventured into the positive territory for the
first time in 2005 due to one-off privatisation
income, and at a marginal extent at that, but a
dramatic decline occurred in capital inflow in
2006 and 2007. Due to all these factors the
aggregate balance of the capital and income
flow has recorded all-time high deficits in the
past two years at HUF 1,026 billion and HUF
1,257 billion, respectively. 

Capital and income flows related to foreign
direct investments have failed to provide a solu-
tion since the dawn of the new millennium to
manage problems of imbalance stemming from
foreign trade deficit, and have even intensified
problems of imbalance originating from the bal-

ance of payments. Consequently, the Hungarian
economy has of course settled in to use foreign
capital at an increasing extent. Thus, loans pro-
vided by owners (including loan amounts and
commercial credit) in connection with foreign
direct investments, capital funds originating
from securities issues and managed as portfolio
investments, loans and deposits received from
foreign banks, as well as commercial credits rep-
resented the opportunity to effect supplemen-
tary funding. In the following section, the role
of the aforementioned forms of supplementary
funding in the capital supply of the Hungarian
economy will be scrutinised in line with the
classification used in the statistical records of
the balance of payments, in fact broken down
into other sectors and other monetary institu-
tions – actually the corporate sector and the
system of credit institutions. Considering that
the capital flow in the above forms has appar-
ently been working in the opposite direction,
too – as capital exports – scrutinising net capital
flows will provide an answer for what capital
types contribute to finance the Hungarian
economy and at what extent. In respect of
funding types, the data show foreign assets (K),
foreign liabilities (T) and the net positions cal-
culated as their balance (N=T–K), indicating
year-end figures for the period between 2000 and
2005, and end-of-quarter figures starting from
2006 until the middle of 2008.

Regarding the portfolio of loans provided by
owners, there was a slower increase between
2000 and 2005, which started accelerating in
2006 with an interim stagnation, offsetting a
considerable outflow of equity. At the same
time, the dangers inherent in this capital reallo-
cation should be realised: On the one hand, the
possibility of capital extraction is much quick-
er than in the case of classic owner's equity, and
on the other hand interest payment means a
constant outflow of pre-tax income. To make
matters worse, an increase in the liabilities of
Hungarian corporations with their foreign par-
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ents and subsidiaries has been apparent in this
funding class since the middle of 2006, as a
result of which stagnation in the net debt port-
folio has been evident in the past two years. 

Regarding the other loan sources of the cor-
porate sector, Chart 8 shows that the net
financing potential has been of less and less sig-
nificance in recent years as foreign funding
started to increasing slowly then stagnating
with a considerable expansion in liabilities. A
steady increase in assets and, as a result, a
repeated expansion of net debt became evident
in 2007, but as a result of these processes, the
total of net debt at the end of 2007 reflected
roughly the same value recorded in 2000.
(Other loans include assets and liabilities stem-
ming from loans and deposits with foreign
banking sectors, and also assets and liabilities
originating from commercial credits). Those
considerable changes in portfolios that
occurred in 2008 – an increase in liabilities clas-
sified as originating from the owner, and also
other types of liabilities – did not represent

actual changes in the portfolio but a reshuffle
as the combined value of these two items
remained unchanged. 

The scope of portfolio investment is domi-
nated by stake-type investments, while other
investments (bonds, money market instru-
ments, and financial derivatives) play a margin-
al role, and at times are even registered as a dis-
bursement surplus (see Chart 9). In the case of
stake-type investments, the value of the net
capital portfolio is in fact defined by the devel-
opment of the debt portfolio, the increase in the
liabilities portfolio starting in 2006 was not
actual transactions, but revaluation impacts in
foreign exchange rates and market valuations.
The upswing in the debt portfolio between 2000
and 2006 was explained at an equal rate by cap-
ital inflow evidenced in actual transactions and
by revaluation. Processes in 2007, however,
could be explained by actual transactions at a
considerable extent, because the Hungarian
capital market had to suffer a HUF 900 billion
actual capital outflow in that year. What should

Chart 7

FOREIGN DIRECT INVESTMENTS, 2000–2007

Source: author's own chart based on NBH (2006a), NBH (2006b), NBH (2007a), NBH (2008c), NBH (2008d)
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Chart 8

LOANS OF OTHER SECTOR, 2000–2008

Forrás: MNB, 2006a; MNB, 2006b; MNB, 2007a; MNB, 2008c; MNB, 2008d alapján saját szerkesztés

Chart 9

PORTFOLIO INVESTMENTS OF OTHER SECTOR, 2000–2008

Source: author's own chart based on NBH (2006a), NBH (2006b), NBH (2007a), NBH (2008c), NBH (2008d) 
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also be underlined is that a rapid capital extrac-
tion could happen any time in the scope of
stake-type portfolio investments by way of sell-
ing on the stock market, a likely scenario in case
the financial balance of the economy should
slump dramatically. And, as data of recent quar-
ters indicate, high volatility can also be detect-
ed. In light of the aforementioned trends of the
corporate sector's net funding capabilities based
on its loans and securities options, the funding
capabilities of other monetary institutions – the
banking sector, in fact – should be scrutinised. 

Loans provided by owners have just a margin-
al significance from the aspect of foreign fund-
ing in the Hungarian system of credit institu-
tions, unlike in the corporate scope. However,
assets – loans and deposits – received from for-
eign banking sectors are decisive in the scope of
credit institutions, starting a dramatic growth in
2003 and subsequently rising to HUF 6,732 bil-
lion by the middle of 2008 from HUF 1,528 bil-
lion at the end of 2002 (see Chart 10). However,
since the middle of 2006 the net debt portfolio of

the Hungarian banking sector has increased to
HUF 3,824 billion in the past two years with
minor troughs from HUF 3,388 billion. Within
this scope, an expansion of nearly HUF 600 bil-
lion was recorded in 2008.

In respect of the capital flow of the
Hungarian banking sector registered as portfo-
lio investments in the past 8 years, a consider-
able net funding position is evident (see Chart
11). The role of stake-type securities is not deci-
sive, there was just a marginal bulk of transac-
tions in the portfolio surge of 2008 (by HUF 75
billion and HUF 51 billion in the first two quar-
ters of the year, respectively). On the other
hand, the increase in the debts related to non-
shareholding-type portfolio investments has been
decisive since 2003. In the past 18 months there
has been a particularly considerable surge both in
the gross and the net debt position as they increased
by HUF 1,000 billion and HUF 900 billion,
respectively, but the decrease registered in the
last quarter was also caused by transactions (in
addition to a substantial revaluation effect). 

Chart 10

LOANS OF OTHER MONETARY INSTITUTIONS, 2000–2008

Source: author's own chart based on NBH (2006a), NBH (2006b), NBH (2007a), NBH (2008c), NBH (2008d)
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Looking into the net positions of consider-
able capital funds it is evident that supplemen-
tary funding in the Hungarian sector of credit
institutions has played an prominent role in
recent years (see Chart 12). In light of what has
been established above, the growth of non-
stake-type portfolio investments as well as
loans and deposits received from foreign banks
has been increasingly decisive in determining
the financial balance of the Hungarian economy,
an economy dependent on foreign capital. At
the same time the trends of recent years should
also be underlined, as there has been a shift in
the role foreign banking sectors has played in
financing the Hungarian banking sector. On
the one hand, a decline in the ratio of debts and
an increase in deposits within the portfolio of
loans and deposits, representing a higher liq-
uidity risk for the Hungarian banking sector.
On the other hand, an important role is played
by foreign disbursement of securities issued by
banks, indicating higher risk aversion on the
part of lenders (maintaining the option to sell

at secondary markets as opposed to banking
loans). While 55.5 per cent of the foreign funds
of Hungarian credit institutions were deposits,
41.8 per cent were loans, and 2.7 per cent were
securities in 2003, the corresponding rates were
51.2 per cent, 27.2 per cent, and 21.6 per cent,
respectively, in the middle of 2008 (PSZÁF,
2008b; page 28). 

Regarding the capital flows outlined here,
the trend that increasing funding prompts a
growing amount of income outflow should also
be acknowledged, as shown in Chart 13.

(Of course, the net balance of income out-
flows and inflows is considered here, as this
defines the income positions of the national
economy). Consequently, the net income out-
flow related to all portfolio and other investments
increased fivefold between 2000 and 2007, to
HUF 407 billion from HUF 73 billion. (In the
first half of 2008, the total of income outflow
already recorded HUF 272 million, represent-
ing 105 per cent of the amount registered in the
comparative period of 2007). 

Chart 11

PORTFOLIO INVESTMENTS OF OTHER INSTITUTIONS, 2000–2008

Source: author's own chart based on NBH (2006a), NBH (2006b), NBH (2007a), NBH (2008c), NBH (2008d)
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Chart 12

NET POSITIONS, 2000–2008

Source: author's own chart based on NBH (2006a), NBH (2006b), NBH (2007a), NBH (2008c), NBH (2008d)

Chart 13

INCOME BALANCE OF PORTFOLIO AND OTHE INVESTMENTS, 2000–2007

Source: author's own chart based on NBH (2006a), NBH (2006b), NBH (2007a), NBH (2008c), NBH (2008d)
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When the aggregate net positions of foreign
direct investments and income flows (Chart 7)
and the net income position regarding portfo-
lio and other investments (Chart 13) are scru-
tinised together, their combined total indicate a
HUF 1,664 billion capital outflow from the
Hungarian economy in 2007. All this means
that other supplementary funding has had to
secure financing for capital and income expen-
ditures related to earlier usage of capital at an
increasing rate (see Chart 14).

PROFITABILITY OF THE BANKING 
SECTOR; BALANCE PROBLEMS

Chart 15 shows how the profitability of the
banking sector (in terms of return on equity
and return on assets) developed in 2004 in
select countries of the European Union. 

Table 3 shows the development of the prof-
itability of the Hungarian banking sector in terms
of return on equity and return on assets since the
beginning of the new millennium, giving a clear

indication that profitability in the Hungarian
banking sector stabilised at a very high level
between 2004 and 2006, considerably outper-
forming not only old EU members but also newly
accessed countries in Central and Eastern
Europe. 

In addition to this high profitability and the
relatively low capital intermediary function
described in Section 1, the Hungarian banking
sector is characterised by another factor, name-
ly it is regarded well-developed, or even overde-
veloped, in terms of the number of market play-
ers. It is a fitting description even if the number
of banks operating in Hungary (including spe-
cialised credit institutions) decreased to 36
from 42 between 2000 and 2008 (PSZÁF,
2008c). The relative overdevelopment is best
defined and compared by the capital intermedi-
ary function per bank, calculated as the average
total assets of banks per GDP (see Chart16).

One would think this would force banks
operating in Hungary to compete more inten-
sively, leading to minimisation of costs and
more efficient allocation of funds, like in other

Chart 14

BALANCE OF CAPITAL AND INCOME, 2000–2007

Source: author's own chart based on NBH (2006a), NBH (2006b), NBH (2007a), NBH (2008c), NBH (2008d)
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sectors. However, the approach is getting
accepted that the traditional theory of compe-
tition does not apply to the banking market,
suggesting that an intensifying competition
does not lead the market to prices expected to
develop in a perfect competition. The existence
of fixed fees for switching banks may be one of
the reasons, for at even a very low fixed fee the
balance is set as it were a monopolistic market,
because competing banks apply identical prices
initially, thus any one of them could raise the
price by a little without running the risk of los-
ing customers. Another explanation suggests
asymmetric information is the key to the issue,
since declining profitability due to strong com-
petition in an asymmetric-information situa-
tion may prompt banks to take excessive risks,
which could undermine the stability of not
only the banking sector but the entire econo-
my. If banks could apply higher lending rates, it
could cover the gathering of customer informa-
tion, the constant monitoring and assessment
of the customer base, but they cannot cover
these costs when their profits are decreasing
due to an intensifying competition, thus they
become less and less interested in reducing
their losses by gathering information
(Várhegyi, 2004). Some opinions say the cur-
rent outstanding profitability of banks in
Hungary is not to be regarded as excessive, for
foreign investors are cashing in their profits
after taking losses in previous years (Csillik,
2006). In my opinion, the key to this high prof-
itability is related to their intensifying business
activities and their role as capital intermediaries

as described above on the back of holding gov-
ernment securities that ensured relatively high
yields, a dynamically expanding portfolio of
retail loans, a significant increase in foreign
deposits, loans, and securities, which represent-
ed low funding costs and considerable liquidity
risk but playing a prominent role among fund-
ing sources; in other words, due to the
Hungarian banking sector's increasing role in the
flow of foreign capital. 

Also, Hungary is in a particular situation
that high profitability has come with a consid-
erable increase in the propensity to take risks,
also indicated by two factors: Easing of lending
standards and conditions, and the deterioration
of banks' portfolios. The lending practice of
Hungarian banks was first surveyed in 2003,
and that of banks accounting for 75 to 85 per
cent of the lending market has been mapped
biannually since. In light of the experience
gained from these surveys, credit rating stan-
dards and lending conditions (collateral
requirements, maximum loan value) in the sec-
tor of small and medium enterprises and the
retail scope had been easing at most banks by
the second half of 2007, and it was not until the
first half of 2008 that a slow shift toward strin-
gency started (NBH, 2008e). As for the port-
folio with rating requirement, a deterioration in
quality was evident: While 91.5 per cent of the
portfolio was problem free at the end of 2000,
this rate decreased to 88.4 per cent by the end
of 2005. Although there has been no addition-
al deterioration in the composition of the port-
folio, the net value loss and provisions of banks

Table 3

PROFITABILITY OF BANKING SECTOR IN TERMS OF ROE AND ROA, 2001–2007 
(%)

Year 2001 2002 2003 2004 2005 2006 2007
ROE 14.9 15.0 17.1 23.4 22.3 23.0 17.5

ROA 1.26 1.31 1.50 1.95 1.96 1.86 1.49

Source: Author's own chart based on PSZÁF (2008a), pp 25, 40
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Chart 15

PROFITABILITY INDICATORS IN INTERNATIONAL COMPARISON

Source: NBH (2006c), page 49

Chart 16 

CAPITAL INTERMEDIARY FUNCTION PER BANK IN 2004 
(Total assets/GDP)

Source: Kiss (2006), page 175
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increased to HUF 150 billion from HUF 77.5
billion registered in the previous year (PSZÁF,
2008d), and has been high since, which may
partially account for the decrease in the extent
of profitability.

Banks' substantial lending activity – as out-
lined by Section 1 and Section 2 – has relied on
foreign funding at an increasing rate, and loans
have been denominated in foreign currencies at
a growing extent. However, forex dominance
has developed much faster on the assets side
than on the liabilities side, as a result of which
more than 39 per cent of the total portfolio of
liabilities and nearly 49 per cent of assets were
denominated in foreign currencies at the end of
June 2008, representing a net long position of
9.6 per cent in terms of total assets (PSZÁF,
2008b, pp. 40–41). This considerable open posi-
tion will be at risk when the forint is easing or
firming. When the forint is firming, the amount
of exchange rate losses on the asset side
exceeds that of exchange rate gains, which
could be offset by off-balance positions but
they come with transaction costs (which also
explains the decrease in profitability that has
been apparent lately). When the forint is eas-
ing, foreign exchange risks are transferred into
lending risks because of increasing debt repay-
ment obligations of small business and retail
customers, which traditionally have no appro-
priate forex income. Also, an increase in forint-
denominated total assets requires and improve-
ment in meeting regulatory capital criteria
while the value of forint-based Tier 1 capital
remains unchanged, reducing banks' capital
adequacy. This is one of the reasons the fast
pace of the expansion of forex lending repre-
sents a risks, as the dynamic growth of over-
year forex loans and a shift toward short-term
deposits triggers an increase in liquidity risks in
respect of forex-denominated items. 

Also, the unfavourable effects of a peculiar
piece of regulation is to be reckoned with. In
July 2006, the EU directives defining capital

adequacy requirements for banks were
finalised, and they could be enforced in the
member states beginning on 1 January 2007
but their implementation was obligatory as of
1 January 2008. In the case of Hungarian
banks, an increase in capital requirements may
be triggered by deteriorating loan portfolios
in the retail and corporate scope, also causing
a slump in lending activities. In the case of
foreign banks financing the Hungarian bank-
ing sector, unfavourable developments are to
be expected in the scope of interbank dis-
bursements, because risk weighting is done in
two ways basically in this scope. The standard
method links the rating of interbank disburse-
ments either with the rating of sovereign debt
– and this does not necessarily call for opti-
mism, considering the state of Hungary's pub-
lic finance – or with ratings of the individual
banks by independent credit rating agencies,
but in this case the increasing exposure of
Hungarian banks to liquidity and exchange
rate issues may have negative implications.
The weighting regime based on foreign banks'
internal compliance system – either in the
basic or the advanced method – could also
cause worse and worse ratings for Hungarian
banks. Hence, increasing capital adequacy
requirements have had to be expected in the
scope of disbursement directed to banks operat-
ing in Hungary since the regulations were
implemented. This could lead to rising fund-
ing costs and abatement in the lending
propensity of foreign banking sectors. All
these factors may cause a slump in the funding
of the Hungarian banking system, and nar-
rowing funding opportunities for the Hungarian
economy, because the banking sector has in
recent years been more and more active in
involving foreign funds. 

Ensuring outstandingly high profitability for
banks, lending activities in Hungary, financed by
foreign funds, have included substantial risks for
years, because loss of confidence in the
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Hungarian economy could not only trigger
higher risk premiums when shorter-term funds
have to be refinanced when they mature but
may even lead to these funds drying out. It may
occur especially when liquidity is getting
tighter in international financial markets,
which seem to be the case as indicated by what
has been happening on global market recently.
Also, the fiscal policy consequences of a grow-
ing forex debt portfolio in the retail customer
scope should not be overlooked, either. On the
one hand, as a result of the prompt exchange of
substantial forex funding into the forint, a con-
siderable forint firming occurred, and the
increasing foreign funding and retail lending in
the Hungarian banking system could be
regarded as some kind of a thrust-forward,
because as long as this expansion was sustain-
able a strong forint protected banks from lending
losses to be suffered from an easing forint in the
scope of small businesses and retail customers.
(This situation could be best described as the
'balance of imbalance'). On the other hand, a
considerable forint outflow due to this mecha-
nism caused a pressure to purge and has kept
short-term interest rates high. Also, a peculiar
situation is evident in this context, because it is
precisely high interest rates that have rendered
forint loans uncompetitive against forex loans,
thus they are as much the trigger as the solu-
tion of the problem. In my view the problem of
these short-term interest rates are independent
of high interest rates of government securities in
the medium and long term, since this latter is
an evidence of lack of confidence in a permanent
consolidation of Hungary's public finance. The
most these two problems are linked is that a
forex inflow stemming from foreign investors
purchasing Hungarian government securities
has triggered a similar process than banks'
forex funding has. A high level of short- and
long-term interest rates can be explained by the
assumption that continuous austerity measures
reduce the country's current account deficit

almost to no avail, because without structural
reforms – that would improve the operating
conditions of real economy – these measures
would at best have a neutral impact in the long
run, but more likely to have damaging effects.
This is why the feverish struggle of the
Hungarian government to secure the IMF loan,
since the conditions bundled with the loan
could lead to austerity measures similar to the
ones referred to above but never to significant
changes in the budget structure, according to
international experience gained over decades in
various countries. When the inflow of inter-
bank forex funds stopped due to liquidity
shortage in global interbank financial markets
and commercial banks implemented limitations
in forex lending for retail customers on the
back of the financial crisis cascading to
Hungary – and, in my view, of the surfacing
imbalance that had been present in the system
for decades – the forint started easing natural-
ly, because said pressure had lifted. But it is pre-
cisely the mechanism described above that
makes the 300-basis-point prime rate hike
incomprehensible, because this step could act
in favour of maintaining an erroneous system,
the 'balance of imbalance', which may cause an
even deeper crisis. 

Finally, as a researcher specialised in eco-
nomic history and Protestant economic ethics,
I would like to quote Martin Luther, whose
ideas that he wrote down nearly 480 years ago
could be useful even in assessing the situation
in Hungary today.

“There is great need of a general law and
decree of the German nation against the extrav-
agance and excess in dress, by which so many
nobles and rich men are impoverished. God has
given to us, as to other lands, enough wool, hair,
flax and everything else which properly serves
for the seemly and honorable dress of every
rank, so that we do not need to spend and waste
such enormous sums for silk and velvet and
golden ornaments and other foreign wares. […]
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In like manner it is also necessary to restrict the
spice-traffic which is another of the great ships
in which money is carried out of German lands.
There grows among us, by God's grace, more to
eat and drink than in any other land, and just as
choice and good. But the greatest misfortune of
the German nation is certainly the traffic in
annuities. If that did not exist many a man
would have to leave unbought his silk, velvets,

golden ornaments, spices and ornaments of
every sort. It has not existed much over a hun-
dred years, and has already brought almost all
princes, cities, endowed institutions, nobles and
their heirs to poverty, misery and ruin; if it shall
continue for another hundred years Germany
cannot possibly have a pfennig left and we shall
certainly have to devour one another.” (Luther,
2004, pp. 146–147)
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I

András Vigvári

A possible scenario 
of modernising the Hungarian
local government model

In Hungarian political and professional dis-
course – partly as an effect of the financial crisis –
the issue of reform of the local government system
has been put on agenda again. This welcome –
though under-pressure – fact raises various pre-
sumptions and illusions at the same time. The
most important of these probably is that the
reform must significantly reduce the number of
local governments, by which considerable savings
can be attained and the sustainability of the
whole state budget can be improved. In this arti-
cle, an attempt shall be made to outline a possible
solution, considering the weaknesses of the cur-
rent local government system, the international
challenges and the international tendencies of the
operation of the subnational government level. 

THE RESERVES OF THE “HUNGARIAN
MODEL” HAVE BEEN EXHAUSTED

So as to avoid repeating the mistake made in
1990, i.e. that the establishment of the local
government system was significantly influ-
enced by political sentiments and passions, we
should face the weaknesses of the current
model. Within the framework of this article,
there is neither a need1, nor an opportunity to
present the Hungarian model of the local gov-
ernment system or the evolution thereof. Let

us instead focus on some issues that appear to
be relevant for the further development of the
system. The basic characteristics of the system
are laid down in the local government act
(LGA) made in 1990 as a fundamental act.
There are other “plain” acts furthermore form-
ing and deforming the operational environ-
ment of local authorities.

The first question is whether the fragmented
nature of the system should be considered its
most important characteristic, i.e. its major
defect. Is it true that eliminating this would
solve the problem? Let us see an international
comparison! Table 1 presents data on some EU
countries characterising the extent of frag-
mentedness by the number of population per
local government. It can be seen that, as
regards fragmentedness, Hungary is not in a
unique position. The data also indicate that
there are no correlations between the average
size, the number of population and the
income centralisation of local governments.
Furthermore, ,we wish to mention, without
going into detail, that there have been no actu-
al local government models developed either in
the international practice or the EU in particu-
lar. There is a particular aspect with a relatively
uniform practice in formation, which is the
basic budgeting rule referring to subnational
governments, i.e. that the operating budget of
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these is not allowed to run into deficit; opera-
tional loans are not permitted as a main rule.

It is not because of the settlement-centric
assignment of local government rights – due to
the peculiarities of the settlement structure and
thus, inevitably, due to its fragmented nature –
that the Hungarian model is unsustainable but
because the act on the basis of which the sys-
tem was established, laden with serious politi-
cal compromise, identified exercising local gov-
ernment rights with the possible framework of
performing local public duties, despite experts'
other intentions. The liberal illusions related to

the New Public Management (NPM-) para-
digm played a role in the above, as did the pres-
sure to find ways to compensate the village
population who had lost perspective and work
opportunity due to agriculture losing ground.
The practice of one village, one school; one
institution, one budget organ could have been
avoided by a more considerate and provident
legislation and by corrections better planned
and implemented later on. With reference to
the birth of practice, it is important to know
that the introduction of mandatory associa-
tions, by which the anomaly outlined could

Table 1

THE NUMBER AND THE AVERAGE POPULATION OF LOCAL GOVERNMENTS, AND THEIR
EXPENDITURE AS A PERCENTAGE OF GDP IN CERTAIN EUROPEAN COUNTRIES

Country Population, Number of local Population per local Government revenues 
million ppl governments government, thousand ppl as % of GDP

Czech Republic 10.3 6 237 1 500 11.3

France 58.9 36 559 1 600 10.9

Slovakia 54 2 871 1 700 6.3

Greece 10.5 5 922 1 800 3.3

Hungary 10.2 3 174 3 200 12.0

Luxemburg 0.4 118 3 400 5.1

Austria 8.1 2 353 3 400 8.0

Latvia 2.5 554 4 000 10.1

Estonia 1.4 247 4 200 8.5

Spain 39.4 8 082 4 800 6.0

Germany 82.0 16 121 5 000 7.4

Italy 57.4 8 104 7 000 14.4

Romania 22.5 2 862 7 700 8,5

Slovenia 2.0 192 8 800 8.8

Finland 5.2 455 11 200 19.4

Poland 38.7 2 489 15 000 13.0

Belgium 10.2 589 17 200 6.8

Denmark 5.3 275 19 100 32.3

Holland 15.7 572 27 000 15.4

Bulgaria 8.3 262 28 000 6.4

Sweden 8.9 286 30 900 25.3

Portugal 9.9 275 34 200 5.9

Ireland 3.7 84 41 667 72

Lithuania 3.7 56 58 800 8.2

Inited Kingdom 58.7 491 118 503 12.9

Source: Own compilation based on OECD- and Eurostat-data 
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have been prevented, was blocked on two occa-
sions by the liberal party that time still signifi-
cant of the political change. In the case of sys-
tems more fragmented than or similar to the
Hungarian model, it is these institutions that
make the local government systems based on a
fragmented settlement structure operable. It is
important to know that until 2004 the per-
formance of local duties within the framework
of own institutions was fostered, at changing
intensity, by the source regulation system. 

It is a feature determining strongly the pecu-
liarity of the model at the same time that it is
not the maintenance of institutions that is pre-
scribed under the LGA; local public services are
meant to be guaranteed through a service
organisational obligation. It depends on a local
decision if the latter is assigned to budget
organs, non-profit organs or local-government
owned, private or possibly mixed ownership
business organisations. Through the latter,
principles of NPM revolutionary at the time
even at an international level were incorporated
into the regulations (Horváth, 2000; Horváth,
2005; Péteri – Horváth, 2001; Péteri, 2003). As
a consequence of this opportunity – especially
in the case of local governments of towns and
cities – the quasi-fiscal sector has a significant
role in the performance of local public duties.
This means in turn that – lacking the necessary
control – the political bodies in authorities fail
to supervise a significant segment of the local
government economy. 

It must be noted that the principle of service
provision instead of the institution maintenance
obligation has been violated in practice. One
reason for this was that the asset transfer prin-
ciples and mechanisms applied when the sys-
tem has got established were inconsiderate2.
The asset transfers performed under the LGA
assigned several assets necessary for the provi-
sion of local services to municipalities, which
generated significant inflexibility and is an
important factor in the survival of the practice

of providing services via own institutions. The
other reason can be described by an organisa-
tional sociological nature, namely, in the frag-
mented system, the day-by-day legitimacy of
local bodies was guaranteed by the supervisable
institutions. The presence of institution man-
agers or employees in the bodies, in turn,
became the ground of typical institution
preservation and enlargement efforts. 

The third peculiarity is that the central fiscal
regulation system serving as the financial back-
ground of the services assigned as mandatory
to local governments – which revived the “reg-
ulation illusion” of the indirect economic man-
agement system introduced in 1968 – proved a
suitable means for the de facto recentralisation
of the de jure decentralisation, the latter also
served the decentralisation of a significant part
of the conflicts involved in the economic tran-
sition. The major milestones in the change of
the Hungarian model are presented in Figure 1. 

The possible distortions of the model were
coded at the birth of its conception. At the
time of the political change, on the one hand,
it could not be foreseen how far the state
would continue to “retreat” from the service
provision and, on the other hand, the legisla-
tion of that time followed the international
practice of decentralising public sector
reforms applied in NPM in the 1970–1980's.
Pálné (Pálné, 2001, p. 75), following Sharpe,
observed that during the first big wave of pub-
lic sector reforms even in developed industrial
countries, it was a widespread practice to ease
the central budget pressures by decentralizing
measures not supported by financial sources.
After 2000, the Hungarian local government
system borrowing a term introduced by Attila
Ágh (Ágh, 2005, p. 15) – became a “conflict
container”. The extreme decentralisation of
several services, including public education,
was carried out because the governments in
power could thereby decentralise the obviously
arising conflicts (like the closing of schools).
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“Incidentally”, such decentralisation causes
significant disorder and dysfunctions in the
provision of actual public services, which can
be well illustrated by the decreasingly efficient
operation of the public education system.3 The
“creeping decentralisation” of the 1990's and
the decrease in the real value of normative sub-
sidies were clear signs of the practice, as is
illustrated by Table 2.

Certain quantifiable characteristics of fiscal
recentralisation and conflict decentralisation
are summarised in Table 3. 

Another characteristic of the “Hungarian
model” worth to mention in  this article is the
ambiguous fiscal discipline4. First, local
authorities operate using a single fund, where-

by they have been given the opportunity to
use the revenues from privatising their assets
for supplementing their deficient current
sources. This is clearly shown by Table 4.
Second, the LGA has created the opportunity
of extremely liberalised capital market rela-
tions. Third, the borrowing limit for local
governments5 and the act on debt settlement
procedure known as the 'local government
bankruptcy act', considered a “Hungaricum”,
are meant to counterbalance the above. Since
mandatory services are left underfinanced by
the state, a significant circle is affected by
Emergency Operating Grants meant to be
exceptional subsidies originally; moreover, a
supplementary fund accessible under a discre-

Table 2

CHANGES IN THE EXPENDITURE OF THE LOCAL GOVERNMENT SECTOR (1990–2007)

Year GFS expenditure of local Nominal change in Consumer price Change in real
governments (HUF bn) expenditure (%) index* (%) value (%)

1990 315 – – –

1991 374 118.5 135.0 87.8

1992 489 133.3 123.0 108.4

1993 599 120.4 122.5 98.3

1994 750 125.2 118.8 105.4

1995 800 106.7 128.2 83.2

1996 913 114.1 123.6 92.4

1997 1,135 124.3 118.3 105.1

1998 1,348 118.8 114.3 103.9

1999 1,476 109.5 110.0 99.5

2000 1,651 111.9 109.8 101.9

2001 1,902 115.2 109.2 105.5

2002 2,286 120.2 105.3 114.1

2003 2,533 110.8 104.7 105.8

2004 2,689 106.0 106.8 99.0

2005 2,972 110.5 103.6 106.7

2006 3,210 108.0 103.9 104.0

2007 3,203 99.2 108.0 92.0

2008** 3,410 106.0 106.4 99.6

2008/1990*** – 1.083 995.0 109.0

* CIP is not the most suitable indicator to measure changes in the price level of local public services. According to my estimations, “the local
government price index” is higher than that, due to the special consumer basket of the sector. 
** Preliminary.
*** Due to the widening mandatory tasks and changes in production efficiency the long term real value only a rough estimation.
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tionary government decision also introduced
after the turn of the millennia.

On the whole we can say that the “Hungarian
model” is characterised by “collective irrespon-
sibility” and the lack of fiscal discipline.

Last but not least in the operation of the
Hungarian local government system the man-
agement has always been focused on the pre-
vailing budget (flow attitude), whereby till
recently typically no room has been given in
public finance systems  to the attitude focusing
on conditions related to properties (stock atti-
tude)6. The reason why it has involved growing
tension is that, at the birth of the system, local
governments became the owners of a signifi-
cant volume of different kinds of properties.
Operational subsidies do not provide coverage
for the replacement of assets depleted in the

provision of public services and there is no
institutional pressure forcing local govern-
ments to apply responsible asset management.
From the beginning, the state system of devel-
opment subsidies has carried out allocation by
tendering. Despite the refinements made in the
past ten years, the multi-channel nature of pay-
ment7, the structure of the matching funding
system have distorted the investment prefer-
ences of local governments, dispersing of
investment sources and, in many cases, the cre-
ation of unfinanceable and/or superfluous
capacities. Table 3 reflects the changes in the
number of the legal titles of allocation of devel-
opment subsidies, which fit well to the pres-
sures under various coalition constellations.
The asset loss of local authorities is apparent
not only in the sale of assets and in the fact that

Table 4 

THE GFS BUDGET POSITION OF THE HUNGARIAN LOCAL GOVERNMENT SECTOR WITH AND
WITHOUT PRIVATISATION REVENUES

Year Budget GFS*-balance including Budget GFS*-balance not including
privatisation revenues privatisation revenues 

(HUF billion) % of GDP (HUF billionn) % of GDP
1994 –45.5 –1.0 –55.7 –1.3

1995 8.5 0.1 –17.2 –0.3

1996 47.9 0.7 0.6 0

1997 66.5 0.7 –24 –0.2

1998 – 8.7 0 –28.1 –0.3

1999 22.9 0.2 1.1 0

2000 4.9 0 –32.1 –0.2

2001 1.2 0 –91.4 –0.6

2002 –104.9 –0.6 –199.5 –1.2

2003 –31.6 –0.17 –40.7 –0.2

2004 –16.5 0 –119.2 –0.6

2005 –81.4 –0.37 –202.6 –0.9

2006 –156.5 –0.67 –286.5 –1.2

2007 –53.9 –0.2 –168.9 –0.65

2008** –90.0 –0.33 –220.0 –0.8

2009*** –134.0 –0.5 –228.0 –0.8

Source: Ministry of Finance
*Under the original (no longer valid) methodology, privatisation revenues were included in the GFS-balance. This is no longer allowed by the new
GFS-standard and the ESA- methodology.
** Preliminary data
*** According to the calculations of the budget act
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the annual investment of the sector falls short
of the calculated amortisation of local govern-
ment assets (Vigvári, 2007b), but also in the
financial assets easy to measure. 

The pecuniary conditions can be analysed
from a special point of view by reviewing the
evolution of financial assets. This  reflects the
clear fact on the one hand that debts are nega-
tive assets. On the other hand – in my opinion
– following from the special logic of the
Hungarian system, local government involve-
ment in public utility companies performing
mandatory services, considered as assets from
an accounting point of view but incorporating
liabilities essentially, should be deducted from
what is interpreted as net assets. Giventhe ten-
sions related to the service fees charged by
these companies,8 it can be considered a care-
ful approach if this item9 is taken as a neutral
one, i.e. an item not influencing financial
assets. Following this approach, it can be
observed by skimming through the data of the

Hungarian National Bank presented in Table 5
that, since 2003, the sector as a whole has been
insolvent, i.e. the value of its free financial assets
does not cover for its financial liabilities10. This
interpretation of insolvency follows from the
constitutional characteristics of local govern-
ments that they, as a main rule, are obliged to
use their assets (including owner's participa-
tions) on performing their mandatory services. 

In the Hungarian circumstances, the excessive
ownership entitlements of local governments
raise a legal barrier to even the  spending assign-
ment within the local government- or, in a broad-
er sense, the government sector. An example for
this has been the attempt of health care reform. 

PUBLIC SECTOR REFORM, LOCAL 
GOVERNMENT REFORM IN HUNGARY 

A wide circle of experts agree that the situation
has matured to be reformed. A positive con-

Table 5 

FINANCIAL ACCOUNTS OF THE LOCAL GOVERNMENT SECTOR (S.1313) 
(HUF billion)

2001 2002 2003 2004 2005 2006 2007 2008.H1
Financial  assets 1 120.2 1 104.2 1 074.0 1 134.3 1 132.1 1 136.0 1 055.1 1 342.1

cash deposits 196.2 220.5 212.6 243.0 241.2 274.6 382.1 421.5

securities other than shares 129.9 76.9 55.3 70.7 52.5 42.5 50.7 100.3

borrowings loans 54.5 70.6 71.3 79.4 84.2 82.8 66.3 58.8

owner' participations 695.1 697.7 692.2 697.5 705.9 710.5 695.3 691.5

incl. stock exchange shares 22.0 19.4 25.6 36.3 45.4 45.4 25.6 18.2

investment vouchers 16.3 15.8 14.1 16.7 15.7 11.8 16.4 16.0

other shares participations 656.9 662.5 652.5 644.5 644.7 653.3 653.3 657.3
Liabilities 279.2 400.2 426.5 533.5 647.6 822.4 1.036 1.017.8

securities other than shares 22.9 24.5 5.7 6.5 4.4 27.4 209.2 317.2

borrowings loans 147.4 241.6 276.7 366.6 415.4 543.8 576.8 471.0

including borrowings from domestic credit 

institutions 73.1 115.1 144.0 182.4 241.5 347.3 358.5 338.2

foreign borrowings 13.9 46.9 62.4 83.7 100.3 122.9 132.2 117.7
Net  financial  assets  of  the  local  government  sector* 184.1 41.5 –5.0 –43.7 –160.0 –339.7 –432.9 –333.0

Source: Hungarian National Bank 

*Balance of financial assets and liabilities minus the value of other shares and participations.
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sensus reach right as far as the “hows” of the
solution, however. We believe that one of the
priority areas of the establishment of a govern-
ment sector fostering domestic demands as
well as catch-up, i.e. of a successful public sector
reform, as you like, is the reconsideration of the
services delegated to the state and, within its
framework, a novel reallocation of services
between the central and local government levels:
i.e. the reform of the local government system. In
Hungarian professional discourse, the concept
of reforms has been identified with that of
downsizing and withdrawal. In the case of
reforms involving a political change and “dena-
tionalisation”, the meaning above is correct.
Observing the processes in developed coun-
tries of times after the 1990's, however, we can
see the application of a post-NPM-reform par-
adigm in these countries, referred to as mod-
ernisation strategy in the literature11. This is
not only about institutional downsizing but is
also about restructuring; sometimes even about
the establishment of new institutions. The
reforms are successful if they are system-like
and the institutions are well adjusted to one
another. 

The modernisation above, starting from the
local government system, induces changes in all
areas of state operation since this area affects
simultaneously the transformation of the
regional system of state administration (public
administration reform), the reconsideration of
the economic development activity of the state
(regional and economic development reform)
as well as the provision of certain public servic-
es (from human services – public education,
health care – to environment protection and
the maintenance of physical infrastructure). At
the same time, the local government sector is
also an ideal place for the introduction of the
public finance reforms necessary for the mod-
ernisation of the public sector. The interna-
tional practice shows that neither some form of
a maturity approach, nor programme-based

budget planning was introduced in a shock-like
manner, but by launching pilot programmes. In
several countries, the “field of experiment and
training” was exactly the subnational level.
(Báger – Vigvári, 2007)

In practical action, the reform of the local
government system  – due to the complexity of
the system – should be seized in four dimen-
sions, in a way that the advance made in the
individual fields should have a system approach.
In this case, this overused term means that the
steps made in the subfields should be in accor-
dance with the demand of the other fields,
should be synergic and, in the progress, meas-
ures to be withdrawn later should be avoided if
possible. The latter is fostered by the scenario
technique12. The relationship between crisis
management and measures of a reform nature
as well as the question of the rate of progress in
time are important “reform technological”
dilemmas. A piece of advice in this respect is
that, during crisis management, no measures
should be taken that contradict the target
model of the reform. 

In relation with the first dimension, the
tasks related to the constitutional status of local
governments and to the public administration
system must be examined. This is basically a
“package” concerning issues of the medium
level of subnational governments13 (elected
regional or “large county” subnational govern-
ments, [Verebélyi (2000), possibly a region14

corresponding the NUTS 1 level], the future of
the level of micro-regions, the exercising of
rights related to local governing and the intro-
duction of the institution of mandatory associ-
ation. There is a consensus that the medium
level of the subnational government system –
and the strategic planning, political and central
governing functions of this – should be made
stronger. There is a lack of agreement, howev-
er, on the range of the medium level, the rate of
decentralisation as well as on exercising the
rights of micro-regions and local authorities. It
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is a serious inner contradiction of the establish-
ment of the current multi-purpose local gov-
ernment associations that decision-makers
have tried to “squeeze” public administrational,
provision of public services as well as settle-
ment- and regional development tasks within
one organisational framework. It is clear that
public administration, human services, the
maintenance of line infrastructures and region-
al development need different spatial frame-
works to operate at a close to optimal level.
Despite the facts mentioned above, it is true
that the establishment of voluntary multi-pur-
pose local government associations has “stirred
up the backwater” and, generating some fur-
ther pressure for action, may serve as a basis for
further favourable changes. The debate regard-
ing the question whether it is municipalities
that should be the basic level of exercising local
authority rights and, if so, whether it is neces-
sary to determine some reasonable population

minimum, is not public enough. We believe
that via adequate constitutional solutions a
well-functioning local authority system could
be operated even by sustaining the local gov-
ernment rights of the settlement structure cur-
rently fragmented. The elected mayors of small
municipalities – without an office or a body –
may be the advocates of the local interests of
small settlements and, in this function, the
organisers of local public service provision. It is
an economic argument against merging small
municipalities into one district that it is not at
small settlements where the reserves of the sys-
tem can be explored; these should be found in
the capital and in counties and cities having
county rights by rationalising the cooperation
of the latters. The economic potentials of vari-
ous types of local government are presented in
Table 6. 

The greatest waste in the Hungarian local
government system is the lack of a reasonable

Table 6 

SOME INDICATORS OF THE ECONOMIC POTENTIALS OF VARIOUS TYPES 
OF LOCAL GOVERNMENTS 

Type Capital Districts Cities Towns Villages Parishes County Total
of the with county govern-
capital rights ments

Number of players as of 

January 1, 2007 (pieces) 1 23 23 274 146 2 708 19 3 194

Distribution of population % 16.80 19.59 29.64 6.46 27.51 0 100

Distribution of LG's  GFS 

revenues of 2007 

national=100 (%) 12.7 11.1 17.8 25.2 3.8 15.0 13.2 100*

Distribution of  LG's GFS 

expenditures in  2007 (%) 12.5 10.6 18.2 25.5 3.8 14.7 13.4 100*

Distribution of LG's revenues 

from local taxes in  2007 (%) 17.3 24.1 21.9 25.7 3.5 7.6 0 100

Distribution of LG's assets 44.2 ND 11.5 27.6 3 8.9 4.8 100

Distribution of debt 25.26 6.39 23.29 28.12 1.66 5.8 9.48 100

Distribution of other LG's 

laibilities 0.32 12.53 18.03 27.09 2.89 31.02 8.06 100

Source: own compilation based on Ministry of Finance data

* Figures before the implementation of the government order issued in 2001 prescribing the revaluation of assets. 
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allocation of administrational tasks between
the model for the capital and counties and
cities of county status, and the consequent
losses, as well as the simultanous political and
administrational activities. The latter is illus-
trated by the fact that, from local government
administration employees, 3 per cent are
employed by Budapest Mayor's Office, 13 per
cent by the Mayor's Offices of Budapest
Districts, 15 per cent, 30 per cent and 23 per
cent by the mayor's offices of cities of county
right, towns and large villages respectively. 6
per cent of the employees work at county local
government offices and 9 per cent at the notar-
ial districts. Administrational expenditures
make up 18 per cent of local government
expenditure; in this field there is essentially no
outside budget duty performance14.

The second dimension of the reforms con-
stitutes the assignment of local services. There
are three questions that arise regarding this
dimension. First,, it is necessary to delegate
differentiated services and responsibilities to
municipalities (villages, towns, cities) and to
regional formations (micro-regions and
regions) and, if so, by what legal technique is
it possible? By the establishment of the
regional level, in what circle should service
decentralisation be carried out from the cen-
tral level and servicerecentralisation from the
local level? Second, in the case of agglomera-
tions, should these be considered as special
independent units of service provision? Last,
but not least: what should be the nature of
mandatory associations be like, i.e. should
they involve a special circle of settlements
and/or service provision with economies of
scale and/or specified regional units? There is
no need to look for brand new technologies
and “re-invent the wheel” since, with respect
to these questions, there is sufficient interna-
tional experience easy to use, through the
carefulapplication of which fast achievements
could be attainable in the case of a political

consensus. For the possible alternatives, cf.
Gazsó et al, 2008. Another question relevant
in this respect is whether it is right to operate
health services and public education at the set-
tlement level. In my opinion, recentralisation
would be necessary in these fields. With
respect to public education, depending on the
implementation of regionalisation, some of
the responsibility should be delegated to the
medium level, while questions of content and
staff should be made central authority. For the
implementation of the economies of scale and
logistic optimum of the health care supply
system, the field should be assigned individual
responsibility, also divided between the cen-
tral and regional levels.

The third dimension incorporates questions
of service organisation. In our opinion, the
number and dominance of budget institutions
should be reduced. One way to make this pos-
sible would be the establishment of mandatory
associations, which could significantly curtail
the number of the currently 13–14 thousand
budget organs as well as the related administra-
tional and information service costs. If the sub-
mitted bill15 is passed, more up-to-date opera-
tional regulations may be worked out for budg-
et organs. The regulation questions of task per-
formance units outside the budget sector
should be reconsidered as well16. The downsiz-
ing of service organisation focusing on self-sus-
taining institutions must couple with making
the control of public moneys and community
assets used by non-budget organisations
stronger and more efficient.

The fourth dimension is the modernisation
of the funding system, the subnational financial
architecture, and the establishment of institu-
tional solutions serving the strengthening of
budget discipline. It includes changing the allo-
cation mechanisms of central state grants as
well as equalisation and development trans-
fers, the order of money supply, questions
related to the share of own sources, emphati-
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Figure 2 

POSSIBLE FIELDS OF MODERNISING THE LOCAL GOVERNMENT SYSTEM  

the modernisation of the state budget infor-
mation system 

budget rules incorporated into the act on
debt settlement procedure 

stabilisation of the rules and techniques of
source regulation for a political cycle, in a sep-
arate act 

the modernisation of the system of local
rates within the framework of modernisation at
the national economic level

the modernisation of the state budget infor-
mation system

liquidation of the  single fund; related bud-
get rules 

stabilisation of the rules and techniques of
source regulation for a political cycle, in a sep-
arate act 

the modernisation of the system of local
rates within the framework of modernisation at
the national economic level; granting the
regional level the right to levy local rates 

Financing and finan-
cial  architecture

increasing the transparency of quasi-fiscal
service provision 

in the modernisation of budget management,
the introduction of differentiated regulations for
various types of budget organs 

regulation of the relations with the cooperat-
ing private sector 

encouraging associative duty performance
between counties

encouraging more differentiated inter-settle-
ment associations, instead of today's multi-pur-
pose associations

the modernisation of the rules of asset ma-
nagement, including the increasingof  the trans-
parency of quasi-fiscal service provision

in the modernisation of budget management,
the introduction of differentiated regulations for
various types of budget organs

stonger regulations of the relations with the
cooperating private sector 

encouraging associative service provision
among the counties 

Service organisation

the deregulation of “branch acts” (public
education, health care, etc.), financial and legal
effects analyses of the rules

health care and public education should be at
least partly withdrawn from the local government
level 

local economic and regional development
spending responsibilities should be partly trans-
ferred to the local level

the assignment of regionally interpretable
some responsibilities (maintenance of line infra-
structures, environment protection, flood preven-
tion, etc.) to the regional level 

Delegation of local
government authori-
ties and duties

requirement of local associations  to provide
services in certain areas of public policy

more precise specification of the range of
mandatory local services

declaration of subnational governments of
various levels and fixing the assignment of serv-
ices among them

separation of services between the state and
local governments should be 

Constitutional status,
public administration
reform

Slower reform by simple majority con-
sensus 

Radical reform by two  thirds majority
political consensus 
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cally the modernisation of the system of local
rates, the tax or fee financing dilemmas of
local services, the toughening of budget con-
straints and the question of limiting commit-
ments. In the majority of developed countries,
there are lively professional discussions on
questions related to the ratio of local rates and
central grants and to the optimal motivating
role of transfers. OECD has set up even a
work team to analyse the international experi-
ence and the possibilities to support the best
international practices, as well as  to strength-
en the convergence of the national informa-
tion systems utilized in the operation of sub-
national governments17.

The possible scenarios of a reform process
are presented in Figure 2, based on the findings
of research conducted within the framework of
the IDEA Public Administration Modernisation
Programme of the Ministry of Home Affairs,
the Hungary 2015 Project of the Hungarian
Academy of Sciences-Prime Minister's Office
as well as the asset management research of the
ROP 3.1.1 programme18. 

In the case of the lack of the political con-
sensus required, action can be taken in the third
and fourth dimensions basically. Within the
scope of this, deregulation of branch acts and pro-
fessional acts and the changes in financing close-
ly related to these should be launched. Several
measures can be taken by simple parliament
majority: some of the branch acts may be
amended, for example, others can be rewritten
to have a framework act nature; regional and
institutional capacity regulation may be intro-
duced and, related to this, central source regu-
lation may be revised into new directions to be
specified later. 

The next urgent task is to transform the
system of local rates and make tax administra-
tion more fruitful and efficient. On the basis
of the past 15 years' experience behind us, dif-
ferentiation between local rates19 and local
government taxes20 should be considered.

Local business tax, in its current structure,
should be changed by all means.21 In the
reform of the system of local rates, the tax bur-
den on enterprises should be decreased and that
on the population increased compared to the
current situation. Instead of the current tax
burden of 10–90 per cent on the population
and on enterprises respectively, a much more
even local level tax burden is required.
Increasing the role of local population taxa-
tion would strengthen the motivation for
checking the accountability of local represen-
tatives. Through the transformation of the
whole system of taxation it can be guaranteed
that the global tax burden on the population
shall not increase.22 Leaving the global tax bur-
den on the population unchanged does not
mean a necessity to implement a much more
even distribution of tax burden. This would
also serve the whitening of the economy. The
role of property taxes should be increased.
Raising the rate of the vehicle tax currently
levied by a transition to value-based taxation
and the introduction of value-based property
tax guaranteeing the possibility of writing it
off the personal income tax, could be suitable
techniques for the above. It must be guaran-
teed that, in local government revenues, the
weight of local government taxes and local
rates at least double from the current 12 per
cent. While it is not necessary to abolish the
local business tax, the tax base could be
amended in a way – also on the basis of inter-
national examples – to reduce the cycle and
inflation sensitivity of this source of income.
The act on local rates may be amended by sim-
ple parliament majority as well.

It is necessary to guarantee the toughening of
budget constraints at subnational governments, a
prerequisite of which is the abolishment of the
single fund. The single fund system followed in
the current Hungarian practice is not widespread
internationally. This measure, requiring the
amendment of the LGA, would make it possi-
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ble to demand local governments to have a bal-
anced current budget or even a slight excess.
The change would prevent the continuation of
exhausting assets and would make the system
of Emergency Operating Grants marginal
once again. This rule would, at the same time,
also assume adequate central support for the
delegated mandatory duties and/or an ade-
quate central tax allocation. Borrowing would
still be available for financing investment
expenditure as well as for liquidity purposes;
the extent of borrowings would be specified
considering the rate of net investments. The
act on debt settlement should be modernised
taking into account the experience of enforce-
ment as well as changes in other fields of the
regulation. Strengthening the financial disci-
pline of local governments and toughening
their budget constraints could be forced out
by simple majority legislation. Making the act
on debt settlement procedure more precise
could be one way to foster the former, while
other ways include simplifying central source
regulation and making the system of financial
control more closed. 

A prerequisite for all the above is changing
the “philosophy” and means of central source reg-
ulation, which must be made accountable and
transparent. The way to achieve the latter is
that, in the case of the second scenario, the
deregulation of professional acts should cou-
ple with reducing the number of the legal titles
of operational state subsidies to under 10,
complementing this by the application of the
transparent techniques of equalisation. In the
case of the scenario based on the amendment
of the LGA, the system of normative state
contributions could be abolished through
regional and inter-settlement equalisation sub-
sidies based on increasing the role of local
rates and distributing central taxes. In this
case, it would be advisable to create an opera-
tional guarantee fund in which local govern-
ments as well as the central budget would per-

form payments and from which local govern-
ments in a special position could be financed.
The supervision of the fund should be organ-
ised on a partnership basis (central govern-
ment, regional governments and local govern-
ment interest representations). It must be
guaranteed that local government subsidies be
reliable in the longer run; the basic rules must
be laid down in a separate act, in accordance
with the convergence programmes in force23.
This is namely the condition for responsible
and accountable local government medium-
term planning, which is the basis for successful
EU tenders. In times to come, the decisive
majority of local developments are to be
implemented from the sources of various EU
tenders. For the financing of earlier postponed
supplements and renovations, the operation of
a central subsidy system in which the target
savings of local governments would be com-
plemented by the central government if neces-
sary, should be considered. This “pre-saving”
scheme would encourage local governments'
readiness to make savings in the critical years
of nominal convergence.

CONCLUSIONS

As a way of conclusion, there are three remarks
to be made at the end of this study. 

The first is related to the dilemma of feasibil-
ity and refers to short-term opportunities. It
may be a justified counterargument that the
proposals are of a weight that their implementa-
tion requires not only a political but as well as a
professional consensus reached with the inter-
est representation organs of those concerned.
In the short run, there seems to be little chance
to achieve this although the crisis has very clear-
ly revealed the vulnerability of the country. This
does not free government forces of the respon-
sibility of constructive action, however. Such
scope of action includes the modernisation of
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the state budget information system, the sim-
plification of source regulation and the guaran-
tee for the relative stability for rules, the imple-
mentation of which may generate positive
changes in local government behaviour. 

The second remark refers to short-term
threats. If reforms remain at the level of prom-
ises, this will intensify the collapse of the cur-
rent system. The ideas of change get incorporat-
ed into the expectations of players, generating
short-term focused behaviour leading to fur-
ther erosion. A good example for this is the bad
communication of making local governments'
debt restrictions stricter. This, like a schoolbook
example, has generated accelerating indebted-
ness in the sector since individual local govern-
ments are able to take rational action if they try
to reach the desired status on the basis of their
current level of informedness. In this case this
means that, so as to cope with the financing of
the growing deficit and raise sources for the
own contribution and pre-financing required
for the absorption of EU sources, they escape
to bond issuing. What makes things worse is
that even banks are interested in this since, as
subscribers of privately issued bonds, banks
attain considerable profit by avoiding public
procurement procedure. Financial statistics and
market information reveal that the growth in
risks involved in the instruments exceeds the
growth in the credit port folio. Long-term
indebtedness in foreign currency denominated
bonds and liabilities involved in the PPP con-
structions, which latter can be considered con-
cealed credits, involve higher risks than bank
loans. In the case of certain cities of county
right, the present value of liabilities involved in
the PPP-contracts is of the same volume as the
significant credit portfolio. The result of the
latter is the further loosening of local govern-
ments' fiscal discipline. 

The government's several years' wrangling
over local rates is similarly harmful. The earlier
decision to abolish local industrial tax and the

withdrawal of this decision later on, and the
political tug of war over value-based property
tax have not only created legal uncertainty but
have also made local planning impossible. In
relation with the local business tax, a third
interest group has emerged. Under the
Accession Agreement, local governments were
to abolish the earlier granted local industrial tax
credits from January 1, 2008.  It is by no chance
that, prompted by the Italian example24, it was
the Hungarian subsidiaries of global enterpris-
es that lobbied strongly against the total abol-
ishment of local business tax. The situation has
changed, the European Court has not found
this tax unlawful, the government had, howev-
er, incorporated this extra source into its budg-
et bill for 2008, violating the constitutional
logic of the system once again. Granting tax
credits and exemptions is an efficient means for
local economic development. Withdrawing
these sources once this policy has “paid”, i.e.
incorporating them when calculating central
contributions means dissuading local govern-
ments from any strategic thinking. The
strengthening of the sector should not be sac-
rificed on the altar of momentary fiscal stabili-
ty. In addition, it is necessary to establish insti-
tutions, mentioned above, that foster the
strengthening of local governments as well as
their transparent operation and guarantee of
budget discipline. 

The third remark is to refer back to the title
of the article and the international tendencies
mentioned in the first part, as well as the impli-
cations of the latter to Hungary. We can see
that the Hungarian local government model
has been increasingly unable to utilise the
advantages of fiscal decentralisation, let alone
supporting perseverance in the global competi-
tion. We have seen that, at the birth of the
“Hungarian model”, it had several progressive
features besides being characterised by several
illusionary solutions as well25. By the tradition-
al centralisation reflexes of the Hungarian gov-
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ernments and the pressure26 that arose during
the transition, this model was deformed into a
system focusing increasingly on conflict decen-
tralisation rather than the reasonable distribu-
tion of government functions. The treatment
of the problems of the Hungarian economy

like fostering employment, especially the com-
petitiveness of the segment thereof not
involved in the global allocation of work, sig-
nificantly depends on the economic organisa-
tion and development ability of the subnation-
al government level. 

1 Studies by S. Varga (2004), Verebélyi (1995) and
Vigvári (2006a) have been devoted to the issue. 

2 For more details, cf. the volume summarising the
research conducted with the framework of the ROP
3.1.1. Programme, Vigvári (ed), (2007)

3 This is meant to be measured by the  PISA surveys. 

4 For the term of fiscal discipline, cf. Kornai (1997) 

5 Somewhat misunderstanding its effect, the interna-
tional literature welcomes this as the only Hungarian
budget rule. 

6 It is exactly this problem that the efforts of various
intensity for the introduction of accrual accounting
and budgeting  in developed countries is meant to
solve. 

7 This is partly a price paid for coalition governing
since it seems to be a natural demand by the min-
istries of different parties to distribute money within
their own authority. 

8 These fees do not cover for the replacement of phys-
ical assets necessary for the performance of duties. 

9 The category of 'other shares and participations'  

10 The constitutional situation that local governments
must not be dissolved without a legal successor
belongs to such an interpretation of insolvency. 

11 For a detailed and country-specific description of
these strategies, cf. Lane, J. E. (1977), Pollit, Ch. –
Bouckaert, G. (2004), or, in  the Hungarian lan-
guage, Zupkó (2002). 

12 In the IDEA Work Group, a most interesting study
presenting the “reform technology” has been made.
Péteri (2006)  

13 For the professional stances on this issue, cf. the
works of Ágh (2005), Pálné, K. J. (2001), Horváth,
M. T. (ed) (2004) and Verebélyi, I. (2004). 

14 This should be emphasised because the functional
balance of local governments certainly does not
reflect the outside budget moneys related to the
function concerned. If a central heating service is
a budget organ, the total expenditure on it
(including the central heating fees) is part of the
functional expenditure; if this is a business organ-
isation- even if owned in 100 per cent by the local
government  – only the local budget payments or
potential subsidies of this business organisation
appear there. 

15 Proposal  

16 Cf. the studies of the volume Vigvári (ed) (2007) on
the issue. 

17 Network on Fiscal Relations Across Level of
Government – a forum Hungary has not joined.
Some of its important publications are listed under
the References. 

18 For the volumes summarising the research findings,
cf. the References. 

19 An optional tax that may be levied under the
European Charter of Local Governments. 

20 Taxes to serve as local government revenues exclu-
sively, which are obligatory to levy. 

21 The developments related to the local industrial tax
in Hungary reflect a typical situation. Before the
derogation period on the related exemptions and tax
credits was to expire, large companies exercised
considerable pressure for the abolishment of this
tax, with reference to EU law primarily. It has
become clear in recent times, however, that the tax
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suits the legal order of the EU; other reasons should
be found for the urged changes.

22 This certainly does not exclude – on the contrary, it
demands enlarging the circle of taxpayers, the gen-
eral tax base. A reasonably chosen local tax, through
adequate tax administration, could be significant
means in whitening the economy. 

23 After accession to the Euro zone: stability prog-
rammes 

24 For the details of this cf. Deli (2006)

25 These are extensively analysed by Pálné (2008)

26 Cf. Csaba (2006)
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C

Gábor Kozma

Environmental, regulatory
and control risks in the 
financial management of local 
municipalities 
A trap for mice or a trap for cats?

Catch me if you can: but who is going to catch
who? Is it possible to operate a subtle, multi-
dimensional control system that can detect, iden-
tify, and assess the risk factors of a complex
municipal environment and set the right direc-
tion for the local institutional system? There exist
several sensory mechanisms and municipalities
have plenty of reaction opportunities. Managing
them properly and fine tuning them are indis-
pensable to avoid the cartoon-like set-up of a
mousetrap set ever so carefully (or carelessly)
ending up trapping the animated character that
has set it. Reviewing, analysing and evaluating
the control system are classical audit tasks. Its
environmental and regulatory risks are particu-
larly important for internal and external audits.
Below, I wish to present the characteristics of
well-known economic and business environ-
mental analysis models in a municipal context
“from the cat's perspective”, relying on the
notions of the international and Hungarian
audit terminology. Audit systems have had an
increasing role in each segment of the economy in
the fields of safe operation and risk manage-
ment.1 The situation is not any different con-
cerning local municipalities. 

THE EXTERNAL, POLITICAL, ECONOMIC
AND SOCIAL COMPONENTS OF THE
AUDIT ENVIRONMENT 

The special audit environment of the external
and internal audits of municipalities is created by
the multi-aspect and multi-direction segmenta-
tion of the municipal system, characterised by
the spatial processes of the economy and the
peculiarities deriving from the legislative envi-
ronment of municipalities. Most democratic
governances are vertically segmented, and all of
them have developed structures built on coordi-
nated local governance organising territorial
coordination mechanisms, which has increased
the complexity of communal decisions, and
fine-tuned the operation of democratic institu-
tions (local party politics, the management of
local public affairs, the institutional representa-
tion of regional interests). The federative struc-
ture of public finance presupposes a decen-
tralised state finance system and fiscal decentral-
isation, which is closely linked to the guarantees
of democracy, and creates the financial founda-
tion of local governance. In Hungary, the exter-
nal audits of this complex system are conducted
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by the State Audit Office of Hungary, while the
internal audits are conducted by town clerks
employed by municipalities.

Economy develops within a special spatial
structure, which can be described partly
through deterministic, partly through stochas-
tic models. To outline the audit environment of
municipalities, one can rely on works of
schools of regional economics, literature on
matters of public finance, marketing, and the
results of environmental analyses. Spatial struc-
ture may be interpreted as the network-like
structure of the economic activity (Ms Vas,
2005), within which nodes are created, which
then form hierarchies, and finally growth poles
evolve. Different resources and factors of pro-
duction start flowing towards the growth
poles, while the innovations characterising the
growth poles start spreading or being diffused
as special counterflows, sometimes consciously
adopted and encouraged by those in control of
the poles. The segmentation of the social-eco-
nomic space is bound to lead to territorial
inequalities. The financial management of a
municipality always affects and reacts to the
processes of a well-defined fragment of a wider
spatial structure, thus the distance from the
growth pole (i.e. the core-periphery situation)
greatly influences the structure of local public
expenditures deemed as optimal as well as the
revenue leeway of municipalities. The spread-
ing of the notion of the network as a basic con-
cept and its considerable impact are due to the
recognition of the (comparative and competi-
tive) advantages of the spatial structure to be
exploited, which manifests itself in the forma-
tion of dynamically developing core areas of
international importance, the strengthening of
the network of metropolises and of their spe-
cial role in the world economy, the strategies of
multinational companies selecting locations for
their business premises, and the development
of suppliers' networks influencing local mar-
kets (Lengyel–Rechnitzer, 2004).

Basically, municipalities have an allocation
function; they have limited opportunities to
reallocate incomes or have an independent con-
junctural policy. Local budgets are usually not
allowed to apply independent customs poli-
cies.2 Neither is it possible to conduct local
level monetary policies2. It is by taking full
advantage of their financial leeway (regarding
fiscal3 and income policies4) that municipalities
are able to influence local economies, while
they have the opportunity to strengthen the
competitive position of settlements by har-
monising and optimising allocation mecha-
nisms locally. However, the opportunities of
different settlements are largely polarised based
on their position within the spatial structure,
their size, and their administrative status, and
competitive conditions are not identical.5

Therefore, it is necessary to operate balancing
mechanisms. 

In Hungary, the state has provided financing
for municipalities by sharing the personal
income tax with them, by leaving other taxes
(currently the motor vehicle tax) with munici-
palities, by transferring the levying of tax-like
funds (such as ranger's contribution, and emis-
sion charge) to municipalities, and by running
a system of a normative and earmarked sup-
ports, and a system of designated and targeted
supports providing funding for accumulation
expenditures – of very significant local budget-
ary weights. A part of municipal expenditures
relating to health care is covered by social secu-
rity. The remaining part of local budgetary
expenditures is financed by municipalities
through the imposition of taxes, which they are
legislatively entitled to do.6 In Hungary, the tax
policy of municipalities is aiming at the point of
neuralgia of the financing system, as the part of
the operative financing deficit hidden in nor-
mative supports that can be compensated for
using their own incomes can be earned from
local tax incomes. The remaining part of local
tax incomes may provide funding for the capi-
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tal budgeting of municipalities, for the co-
financing necessary to be able to avail of
grants/supports and to take out development
credits, and for the repayment of development
credits.

In local budgets, the necessity to harmonise
local taxation and local public expenditure
plans appears as a financial constraint, which is
the principle of fiscal equivalence. The strict
application of the principle may be substantial-
ly softened by the funds transferred back from
the central budget for operational purposes on
a non-normative basis, and the loans taken out
by municipalities for operational purposes. At
the same time, it is necessary to provide equal-
isation among regions with different opportu-
nities, which typically happens at an “above the
nations” level in the European Union. A simi-
lar federal mechanism operates in the United
States of America.

Decentralisation may result in the cost-
effective production of certain goods, and
decrease the administrative and audit expendi-
tures relating to service development. The
notion of goods threshold, which contains the
requirements relating to the economies of scale
in connection with the production of given
goods, is introduced by the specialist literature
in this respect. Within that, it is possible to
define minimum provision standards, which are
set not on a market basis, but on the basis of
legislatively laid down requirements of social
commitment. Above the provision minimum,
we find an interval where the appearance of an
extra consumer does not cause any increase in
fixed costs (management/personal expendi-
tures, extension of business premises). The
higher endpoint of the interval is where fixed
costs start increasing.7 The scope of the princi-
ple of fiscal equivalence is limited by the prob-
lem of “overflow”. It is because certain public
services may not only be available for local res-
idents, but anyone (e.g. residents of neighbour-
ing settlements, people travelling through).

That might have positive effects, too. Still, this
kind of service provision “for outsiders” (e.g.
public transport that is free for anyone) pre-
supposes a strong local economy and a pru-
dently compiled local economic program.
Negative overflow also appears, for instance in
phenomena relating to the irresponsible finan-
cial management of municipalities, and in tak-
ing out unjustified operational credits, which,
ultimately, are financed by the whole of society
through additional central budget supports.

Fiscal decentralisation may strengthen the
role and importance of the local level organisa-
tion of economic activities. Municipalities may
start competing to attract a middle class of a
strong income position, offer business premis-
es to industries and service providers, and
lobby for central investment projects.
Observing the American federal system,
Tiebout concluded that the operation of local
municipalities showed some analogies with the
operation of the competitive sector.
Consumers of local public services seek the
most advantageous service-price combinations,
and the price to pay for public services is the
local tax rate. His model presumes the free
movement of consumers of local public servic-
es, who are also fully informed, the existence of
a large number of municipalities, the separation
of home and workplace, no overflows, and the
existence of some simplifications relating to
local taxation and public expenditures. The
most interesting thing about the model is
exactly its limited applicability. The more of the
elements presumed within the system appear in
practice, the more clearly the applicability of
the rules of the model can be observed.
European municipal traditions differ signifi-
cantly from the assumptions of the model;
however, the EU-induced development may
foster the appearance of processes that can be
described with the model. Inter-settlement
competition enhances the innovative activities
of the public sector and the efficiency of its
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operation. That competitive situation requires
a prudent outlining of the competitive position
of the settlement in Hungary, too, presupposing
the careful consideration and harmonisation of
local economic programmes, local budgetary
policies, local accumulation and investment
policies, local taxation, housing management,
settlement management, local education and
social programmes.

THE DIRECT, SECTOR-RELATED 
ENVIRONMENT OF MUNICIPALITIES

The different areas of the financial manage-
ment of municipalities may be best seized in the
public policy sectors producing goods. Sectors
can be formed of groups relating to the most
diverse municipal tasks, where the criteria of
group formation may be common management
and regulatory subsystems, jointly managed
institutions, identical legislative environments,
identical clientele or targeted social groups, or
any other practical aspect. The processes of
how goods are produced may be the basis of
separating the areas necessary for risk analysis.
Interpreting risks may be based on sector char-
acteristics that can be generalised. The process
of how goods are produced is an operation-
centred approach, within which the – relatively
narrowly defined – objective of different
municipal tasks is to produce goods and deliv-
er them to the whole of society or to certain
target groups within it. This approach needs to
be fine-tuned by analysing the environment.
The given mechanism, regulation, institutional
system – the process of producing municipal
goods – can be interpreted as a communal
response to the challenges of the social, eco-
nomic, as well as natural environment, and
being operation-centred can only be authentic
and socially expedient within this context.

Municipal sectors can be grouped in diverse
manners, relying on the latest theories con-

cerning the minimal, intermediate and activat-
ing functions of the state, as well as on the
practical experience and solution methods of
the audits conducted by the State Audit Office
at municipalities. Below, I attempt to present
the intricate system of carrying out municipal
tasks through four activity areas, taking into
consideration the experience of the State Audit
Office based on the knowledge and interpreta-
tion of theoretical aspects and the legislative
environment (Báger, 2006).

EDUCATION, CULTURE AND SPORT

The Act on Local Authorities stipulates that
providing kindergarten education and primary
education are compulsory tasks of all munici-
palities. Having kindergartens and primary
schools plays a key role in the social and eco-
nomic life of settlements. The status, way of
life, and employment opportunities of families
are fundamentally affected by the presence and
availability of educational institutions. The
longer a child feels attached to the local educa-
tional system, the longer they stay in a given
settlement, as a consequence of which they are
socialised locally. The more levels of the educa-
tional system a given settlement is capable of
maintaining, the more attractive it appears to
its environment. That explains why settle-
ments, primarily towns, strive to fulfil the vol-
untarily undertaken task of running institu-
tions of secondary education and vocational
institutions (the law stipulates that providing
secondary education is a task of counties and
the capital city). It is not accidental that growth
poles have all started off as university seats and
their agglomerations world-wide, and that the
R&D premises of international companies are
located in core areas. The educational system
sensitively reacts to processes of social and
economic growth, and may also generate and
sustain changes in a positive direction. From
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within the task group of supporting activities
relating to public education, science, art, as well
as sport, providing space to host activities of
public education, providing public library serv-
ices, and supporting local sport activities are
compulsory for all municipalities8. In larger
settlements, organising and supporting culture
and sport appear linked to the sector of organ-
isation of education, but as an independent
area. Similarly to the educational system, cul-
ture is a conjuncture sensitive sector, a poten-
tial catalyst of growth. Local residents' level of
professional training and level of education in
the broader sense cannot be sharply separated
from each other, thus supporting education,
culture and sport is a real opportunity to shape
the competitive position of a settlement.
Theoretically, the task groups listed above are
among the intermediate functions of the state.

SOCIAL CARE, CHILD PROTECTION,
HEALTH CARE

The activities listed encompass a wide range of
task provision. What they all have in common
is that they can be classified as minimum func-
tions of the state. Providing basic social care is
one of the compulsory tasks of municipalities.
It means delivering transfers provided relying
on central budgetary funds to those in need,
and social care-related obligations within the
framework of care work, whose forms of basic
social care are: meal service, home help, family
support service, as well as special forms of basic
social care.9 Within the framework provided by
the sector-related legislation relating to the
social agenda, more complex formats of provid-
ing care, institutions offering temporary
accommodation, and other formats of provid-
ing accommodation may be established to help
those in need. The activity of the child and
youth protection sector is very close to the social
agenda. The social sector and the child protec-

tion sector deal with problems of vulnerable
social groups, and are rather recession sensi-
tive. The social sector also plays an important
role in developing regions as growth does not
affect everyone in a given region, and the fre-
quency of occurrence and the number of cases
relating to certain problems may be independ-
ent of socio-economic dynamics (disabled peo-
ple, the elderly, mentally injured people, fami-
lies at risk, children, the homeless). The num-
ber of those living near the poverty threshold
may decrease in a developing region, but it is
also possible that there is only a decrease in
proportions (due to better-off people flowing
to a prosperous area), while the number of
cases may stay unchanged or might even
increase slightly. The significance of the social
sector may grow in declining regions and in
ones falling behind. It is necessary to deal with
the problems of families and individuals with
decreasing incomes, belonging to the less com-
petitive layers who may potentially become
impoverished. The participation of municipali-
ties in finding a solution to employment problems
also belongs to the activity relating to the social
agenda, which aim may be achieved through
public purpose employment and public utility
employment. Municipalities often take the
opportunity to link the provision of social sup-
port with participation in public purpose
employment programmes. Within the frame-
work of basic health care, municipalities are
obliged to provide GP services to adults and
children, dental services, emergency medical
services linked to basic health care, health visi-
tor's services, and school welfare officer's serv-
ices.

LOCAL INFRASTRUCTURE

Municipalities have the compulsory tasks to
provide healthy drinking water, public lighting,
and maintain local public roads and public
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cemeteries. Pursuant to sector-related legisla-
tion, spatial planning, the creation of an aes-
thetic built environment, and the protection of
the local architectural heritage are also compul-
sory. Providing local infrastructure includes
activities connected to settlement develop-
ment, the protection of the natural environ-
ment, water management and rainwater runoff
management, canalisation, and the participa-
tion in local energy provision. Pursuant to sec-
tor-related legislation, municipalities are
obliged to provide sewage disposal and sewage
cleaning, and to outline a programme of envi-
ronmental protection for the settlement, with-
in the framework of which, besides several
other compulsory tasks aiming to protect the
environment, they are obliged to provide rain-
water runoff management in compliance with
all regulations. The compulsory task of munic-
ipalities stipulated by sector-related legislation
concerning providing protection against inland
water and floods also belongs here, and, inter-
preting settlement infrastructure in a wider
sense, so do the municipal tasks relating to
housing management, local public transport,
and ensuring public cleanliness and settlement
cleanliness. Pursuant to sector-related legisla-
tion, waste transport and management, and the
temporary storage, transport and management
of liquid waste are compulsory tasks. The pro-
vision of local fire protection and the local
tasks relating to public security are very close
to providing infrastructure. Pursuant to sector-
related legislation, ensuring the opportunity to
obtain fire extinguishing water is another com-
pulsory task of municipalities. From the point
of view of infrastructure theory, settlements are
a rather complex area, a system of elements
where the roles assumed by the state range
from its minimum to its activating functions.
Due to all these factors, the infrastructure of a
settlement may be regarded as highly vulnera-
ble. If it is lacking, regressing, or becomes over-
loaded, it may become an obstacle to (or the

bottleneck of) local social and economic devel-
opment. 

LOCAL ADMINISTRATION

The financial management of municipalities is
affected by local administration. A flexible, cit-
izen-friendly mayor's office may hold some
appeal for the settlement. The activity of the
mayor's office controlling the different sectors
may become more effective. Mayor's office
officials supervising the different sectors are
found in each settlement type, while the size,
the segmentation, and the level of specialisa-
tion of the office organisation all differ
depending on the size of the settlement and the
complexity of its different activities. The coor-
dination and the controlling and supervising
functions of mayor's offices may create a seam-
less whole out of the intricate, complex activi-
ties of the different sectors, thus the direction
of the different sectors is also important from
the point of view of the financial management
of municipalities. It is a complex aspect
enhancing the competitiveness of the settle-
ment. Theoretically, it represents the minimal
and activating functions of the state.

THE INTERNAL ENVIRONMENT, AND THE
ORGANISATIONAL AND REGULATORY
SYSTEMS OF MUNICIPALITIES

By reviewing and coordinating the manage-
ment of the different sectors, the mayor's
office can ensure that the financial manage-
ment of municipalities form a seamless whole,
the effects of settlement policy be coordinated,
and its system of objectives set the right direc-
tion for regional harmony. In that respect, the
most important document is the economic pro-
gramme of the municipality is. The economic
programme is at the top of the hierarchy of
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planning documents. However, it is not a
mechanical “sum total” of sector-related pro-
fessional policies. The economic programme is
to be adequate for the social-economic environ-
ment of the settlement, giving an appropriate
response to the problems deriving from the
spatial structure of the environment of the set-
tlement, the regional processes, their size and
complexity. The economic programme is a doc-
ument determining the competitive position of
the settlement, from which sector-specific poli-
cies can be deduced.

The economic programme is a result of
negotiations and trade-offs; however, it consti-
tutes a quality type control risk if the econom-
ic programme is superficial and does not repre-
sent the genuine economic objectives of the
settlement, while sector-related negotiations
are carried out independently of the pro-
gramme, through informal channels. In such
cases substantial discrepancies between the
economic programme and the sector-specific
policies, as well as among the different sector-
specific policies themselves are likely to be
found. Such problems might arise during the
planning process and the negotiations relating
to the budget, and indicate conflicts that can-
not be resolved within the operative processes.
A document containing the financing strategy
and medium-term financing plan of the munic-
ipality may be part of the economic pro-
gramme. Decisions on the desirable position of
the budget, the extent of the acceptable deficit,
the extent of necessary development credits to
be taken out, and the method of obtaining such
credits are made within the framework of the
financing strategy. The local tax policy and
investment policy, fitting to the medium-term
financing plan, can also be represented in the
economic programme. Failing to periodically
supervise the economic programme constitutes
a further control risk. Optimistically speaking,
the environment is bound to show positive
changes as a result of the programme, while,

quite pessimistically, one can say that the envi-
ronment changes adversely independently of
the programme. Observing the changes in the
environment occurring due to complex reasons
may be regarded as a realistic approach.

Reviewing the economic programme and
making sure it fits to the regional programmes
can be regarded as the highest level of local
municipal monitoring systems. The fact that the
Act on Local Governments refers adopting the
economic programme to the competence of the
bodies of representatives is a guarantee element
deriving from democratic governance.10

Pursuant to the amended stipulations of the
Act, reviewing, complementing and amending
the economic programme has been made possi-
ble within the decision making competence of
the bodies of representatives, too. Over the
past years, the audits of the State Audit Office
have paid special attention to the activities of
municipalities relating to drawing up economic
programmes. The reports of the State Audit
Office evaluating a representative sample of
municipalities show a gradual increase in the
proportion of prominent municipalities and
town municipalities creating economic pro-
grammes (76%, 81%, and 82% of them did in
2004, 2005, and 2006, respectively).

Policies11 are documents that are intended
for internal use but may be made available for
the general public, adequately managing the
risks arising from the changes of the environ-
ment of the given sector. Policies are found
adequate in relation to the inherent risks deriv-
ing from the environment and the organisa-
tional system of the sector if they provide an
analysis of the municipal goods produced as a
response to the changes in the environment,
and of the extent of the interventions made
possible by the sector-related legislation. They
determine the necessary regulations, proce-
dures, incentives, and possible financial trans-
fers, which then need to be created and amend-
ed in municipal decrees. They contain situation
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analyses in view of provision formats rendered
necessary due to regional processes, and the
profiles, sizes, facilities, head count require-
ments, capacities and locations of institutions
that are either to be established or has already
been functioning. Should policies fail to be
substantially detailed, risks deriving from the
environment of the sector and the organisa-
tional system might not be identified, and, con-
sequently, such risks might have a stronger
impact. That impact might even be unlimited
or more significant for want of a prudent insti-
tutional system based on policies. Due to the
insufficient frequency of reviewing the policies
compared to the pace of changes in the envi-
ronment, or due to a lack of harmony between
in changes of the economic programme and the
policies, control quality will be damaged.

A concept relating to annual budgetary
incomes and expenditures can be compiled
based on the policies, in accordance with the
objectives of the economic programme. The
obligation to compile an annual budget concept
is required by legislation. Ultimately, the annu-
al concept needs to be in harmony with the
economic programme. The difference between
the original estimates of budgetary incomes
and expenditures, i.e. the planned deficit, is to
be determined in accordance with the basic
principles of the financing strategy, while the
method of financing the budgetary deficit is to
be determined in accordance with the concept
of the financing strategy and the medium-term
financing plan. It is expedient to harmonise the
planned estimates of local tax incomes with the
concept of the local tax policy, and it is expedi-
ent for the estimates of operational expendi-
tures to be based on the objectives of the poli-
cies. It is necessary for the incomes for accu-
mulation purposes to be in harmony with the
asset policy guidelines. The estimates of expen-
ditures for accumulation purposes are to reflect
the priorities of the investment policy. The
annual level planning system – the formulation

of the concept, the preparation of the draft
budget decree, mid-year amendments to the
budget decree, and the preparation of the
appropriation accounts – may be regarded as
the lowest, elementary level of the planning-
monitoring system. This level's failure to
acknowledge the identifiable regulatory and
planning risks indicates a quality type defect of
the control system, which might query the reli-
ability of the whole planning system, and tends
to result in significant control risks. At the
same time, formulating the budget concept is a
feedback mechanism testing the harmonisation
of different policies and the execution of the
economic programme. It is a control risk if the
process of the compilation of the budget fails
to indicate significant deviations from the
objectives, or the demand that certain neces-
sary changes be made in the economic pro-
gramme and the policies  due to the scarcity of
funds. According to State Audit Office audits,
95–96 per cent of municipalities formulated
budget concepts in the period between 2004
and 2006. (The proportion based on a repre-
sentative sample was 100 per cent in 2005.)
However, the well-groundedness of the con-
cept and taking locally generated incomes and
well-known obligations into consideration
were deemed as adequate at 85–87 per cent of
municipalities.

THE REGULATORY SYSTEM LINKED TO
THE EXECUTION OF MUNICIPAL BUDGETS

The regulatory elements known as authorisa-
tion and segregation of duties in the internation-
al audit terminology can be identified in the
practice of Hungarian municipalities, too. The
financial control executing operative financing
is linked to the execution of the budget as a
particularly important sub-system. 

During the operation of authorisation, a
transaction is most typically diverted to a high-
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er authorisation level based on its financial size,
but the procedures also distinguish sensitive
and complicated events whose occurrence
requires the insertion of a higher authorisation
level independently of financial sizes.
Authorisation is adequate for the risks inherent
in the system if it assigns levels of audit proce-
dures to the real distribution of the financial
sizes of transactions, and if, statistically speak-
ing, it determines the medium level of authori-
sation correctly. Authorisation is inadequate if
the levels of authorisation have not been out-
lined based on the real distribution of financial
transaction sizes. Authorisation is of inade-
quate quality if transactions of complex, sensi-
tive types requiring special procedures have
been evaluated inconsistently with reality, the
procedures fail to filter out genuinely complex
or sensitive events, or divert less complex or
sensitive events to the special branch. The inad-
equacy of authorisation might lead to the
occurrence of type I and type II audit errors in
a higher than acceptable quantity, and there
might be some overaudited and underaudited
operational areas. For this reason, the quality of
authorisation constitutes a high control risk
(to be evaluated with a high weighting factor).
This control risk area comprises the regulation
of the decision making competences of munic-
ipalities regarding budget and asset manage-
ment issues. The regulatory systems of munic-
ipalities have been being audited by the State
Audit Office continuously. According to their
findings, in 2004 and 2005, 80 per cent, and in
2006, 87 per cent of mayor's offices regulated
the order of decision making relating to budg-
etary issues (commitment). They have
observed an improving tendency regarding the
regulatedness of asset management compe-
tences, too. In 2004, 90 percent, in 2005, 98 per
cent, and in 2006, all of the municipalities in
the representative sample outlined decision
making competences relating to asset manage-
ment, setting them out in regulations.

A chain of audits built on each other may be
created (segregation of duties) if an operation
can only be executed subsequent to the closure
of the previous work phase and providing that
its performance has been of an acceptable qual-
ity. Audit is genuine if the next work phase is
truly separated from the previous one by the
segregation of duties to be performed by dif-
ferent people, and if identifiable (documented
and contractual) interests and responsibilities
can be linked to high quality takeovers between
work phases. Segregation can be ensured by the
detailed regulation of processes taking into
consideration the risks inherent in the system,
by the closed, watertight outlining of job
descriptions in full consistence with the proce-
dures, and by determining incompatibilities
between audit functions. The separation of
operations is inadequate if procedures have not
been fully regulated as required by the risks
inherent in the system, or if job descriptions
have been outlined defectively, or if the incom-
patibility of duties has not been regulated.
Separation of tasks of an inadequate quality
results in a significant control risk, the risks
inherent in the system can be felt without gen-
uine harnessing (abatement). An unacceptably
high error ratio may endanger the operation of
the financial management system, and increas-
es the likelihood of incurring losses (nearing
the level of inherent risks). Within the financial
management of municipalities, countersigning
contracts and proofs of financial transactions,
validating economic transactions, and last but
not least, indeed, quite importantly, verifying
professional performances, serving as an input
into the operative audit process of the budget,
belong to this control risk area. The State
Audit Office has been paying special attention
to the verification of professional performanc-
es in the course of their audits. Between 2004
and 2006, they found an extremely high pro-
portion of errors indicating grave problems in
connection with the execution of municipal
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budgets, and the operational reliability of the
relating control system. 32 per cent, 44 per cent
and 42 per cent of municipalities failed to veri-
fy professional performances in the three
respective years. From 2007 on, the State Audit
Office has further developed its audit method-
ology regarding the systems auditing the exe-
cution of municipal budgets. They have been
paying special attention to this major problem-
atic risk area relying on statistical tools, and
carrying out compliance audits serving to
enhance the efficiency of the audits.

The risk area relating to financial control is
especially important because of the cash-based
approach of the budget management of munic-
ipalities. Financial control makes it possible to
supervise the financial and financing operations
indispensable for the execution of the budget.
Adequate financial control can ensure meeting
the financing demands deriving from the
planned deficit and the different scheduling of
budgetary incomes and expenditures, provid-
ing cash flow for institutions, tracking and col-
lecting debts, meeting obligations without
delay, managing the cash transactions of the
whole financial management of the municipal
system (corporate connections, supported
organisations) and the drawdowns of external
funds seamlessly. Financial control is consid-
ered to be of adequate quality if it executes an
annual, constantly updated operative financial
plan, and ensures its liquidity finance demand
at an optimal cost, sparing its own funds, tak-
ing out operational bridging loans. Financial
control is of inadequate quality if permanent
disturbances are experienced in its cash flow,
and in the course of its meeting obligations, or
if a permanent, or gradually increasing opera-
tional credit portfolio is created. Municipalities
control financial processes by compiling liquid-
ity plans, and allocation fund schedules, by
operating mini treasury systems, by buying and
selling securities mid-year, and by drawing
down and repaying operational credit facilities.

The quality of financial control constitutes a
significant control risk, its weakness or the lack
of financial control may result in insolvency,
which constitutes a danger for the financial
management of municipalities, and the cost of
excess financing may cause significant losses
(Vigvári, 2005b).

The regulatory and logical frameworks
of the internal and external audits of
municipalities

An independent internal audit may be deemed
as one of acceptable quality if its activity focus-
es on the most important control risks of the
financial management of a municipality, and it
tests the outlining and operation of control
mechanisms adequate for the inherent risks
with acceptable frequency. It is possible to
identify professional audits within the sectors
(the educational sector, technical audits of
investment projects, etc.) which audit the con-
trol systems of the given sector and the profes-
sional standard of the activities. However, it is
important to emphasise that audits of that type
cannot replace internal audits – as it is stipulat-
ed by the relevant legislation, too. Internal
audits are compulsory to conduct pursuant to
the legislation on municipalities. That legisla-
tion stipulates the formal elements of audits,
the rights and duties relating to audits, the
planning and execution systems of audits, the
compulsory steps of the realisation process of
auditor findings, and the necessary documenta-
tions in detail. The lack or poor quality of
internal audits constitute serious control risks,
no overview or testing are conducted in rela-
tion to the control system and there is no reg-
ular feedback on necessary adjustments. The
audits by the State Audit Office have moni-
tored and made comments on the impacts of
the legislation on internal audits introduced in
2003, partly based on international models, and
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have promoted its more and more widespread
application. 34%, 73% and 87%, i.e. a rapidly
growing proportion of the regulatory frame-
works of the internal audit systems of munici-
palities met the amended legislative require-
ments in 2004, 2005, and 2006, respectively.
Strict compliance regarding issues of content,
and the introduction of efficient audit planning
and modern audit procedures inevitably require
a long transition period, and according to the
findings of the State Audit Office regarding
2006, for instance only half of the municipali-
ties had made capacity analyses to support their
audit plans with, and half of the municipalities
had met the requirements regarding necessary
qualifications. 

The State Audit Office audits municipalities'
relations with the central budget in view of
supports for operational and accumulation pur-
poses, linked to the audit of the appropriation
accounts of the different chapters of the central
budget. These audits are closer to the method-
ology of financial audits, but they contain com-
pliance elements, and the focus of the audit and
its approach are different from that of a munic-
ipal audit, the findings are evaluated at both
local and national levels based on the method-
ology applied internationally by state audit
offices, which differs from audit standards
regarding several points. The essence of the
methodology applied by state audit offices is
that special audit procedures are applied using
the ISA framework, taking into account the
considerations of the public sector.12 The prac-
tical guidelines relating to international audit
procedures necessary for state audit offices are
expected to be fully compiled by 2010.13 The
professional committees of INTOSAI are
adhering to the basic principles of internation-
al auditing procedures while developing an
international methodology for state audit
offices. They accept the ethical principles of
international auditing, and the meticulous, crit-
ical professional approach of investigating

veracity and authenticity (professional judge-
ment / professional scepticism), and expect state
audit office evaluation practice based on suffi-
cient and appropriate audit evidence.

International audit methodology based on
the COSO report, outlined to assess risks (ISA
315 and ISA 330), whose application in the
public sector is to be prepared by the end of
2008, is worth special attention. The interna-
tional standard outlined for risk assessment
determines an integrated and systematic analy-
sis/assessment and audit procedure which
tracks the control environment of the audit
object, analyses the risk assessment procedure
applied by the audit object, the information
system based on it, the control mechanism sup-
ported by the information system, and the
monitoring activity, utilising the top down
approach. One might picture that system as a
model using filters that are able to sense, allevi-
ate and transform the impacts of a risky envi-
ronment. It is a multi-layer mechanism, and its
layers present increasingly clear pictures as a
result of risk management. The approach
applying the (previously outlined) interpreta-
tion of the system, i.e. that auditing, auditing
the public sector, and the audits of state audit
offices conducted in the public sector keep the
knowledge regarding the risks of the audit
object gained in the course of the audit activity
up-to-date, making early assumptions more
precise and modifying them in the course of a
systematic process of assessment depending on
the reliability of the information tested, is par-
ticularly important. Risk assessment is not an
optional activity in the course of the audit, but
an essential central element of the audit activi-
ty demanding planning, checking and continu-
ous assessing (Anerud, 2008).

Audits of the financial management of
municipalities, comprising several aspects, are
carried out by the State Audit Office. In the
framework of such audits – following the defi-
nitions of international practice – the control
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risk areas of the financial management of
municipalities are rated through compliance
audits, while a general survey and an assessment
of the economy, efficiency and success of key
financial management activities are created
through performance audits. According to inter-
national auditing practice, outlining the audit
methodology of a large number of territorial
units requires a special approach. It is necessary
to make sure that audit types that easily adjust
to changing financial sizes, match audit meth-
ods with the characteristics of a territorial unit,
provide relevant information concerning the
whole population, and are based on representa-
tive samples are outlined (Sepsey, 2006). 

A well-organised and regularly tested con-
trol mechanism may require and indeed outline
through its own regular replies the risk model
of the financial management of municipalities
which is sensitive to its external and internal
environments, and operates effectively, effi-
ciently and economically. The model may only
be approximated by real processes, and the
well-known audit errors (type I and type II
errors, underaudited and overaudited areas)
may give experts plenty to think about. In
practice, naturally, the issue of who the trap is
set for – the mouse or the cat? – may be there
in the minds of those operating and examining
the auditing systems as a standard question.

1 Regarding the growing value of the audit function,
see Kovács (ed., 2007) and Vigvári (2008); regarding
its bearing on public finance, see Vigvári (2005a). 

2 We find exceptions in the British Commonwealth
and the United Kingdom, e.g. Gibraltar may conduct
an independent trade policy, and Scotland has the
right to issue banknotes (Forman, 2003).

3 Fiscal leeway may be gained by shaping the opera-
tional and accumulation budgets based on careful
planning, by developing local public services through
proper coordination and optimising their expendi-
tures, by taking out credits for the purpose of accu-
mulation, by obtaining support for the purpose of
accumulation, and by rationally shaping local tax pol-
icy within the given legislative framework, also rely-
ing on an active investment policy, community
investment programmes, and the stimulation of pri-
vate equity.

4 Theoretically, the leeway of municipalities in view of
their income policies may range from total autono-
my concerning incomes to a total lack of the same.
Systems of financing are profoundly influenced by
historically developed models. They partly depend
on the basic model of governance (unitarian, feder-
al), and partly on the characteristics of the state tax
monopoly. At the national/federal level of gover-
nance we usually find tasks relating to defence, home
affairs and foreign policy. Education, health care and

law enforcement may be vertically segmented,
depending on traditions. Unitarian governance disal-
lows local taxation (the French model), whereas fed-
eral states leave relatively high amounts of tax at the
level of the provinces (however, in the German
model, the practice of tax imposition is insignificant
at the lowest local level).

5 Their distance from the growth pole, the strength of
their connection with a given agglomeration, a
regional cluster, and the town network, the charac-
teristics of their position within the region, and the
presence of the factors relevant for the selection of
the locations of business premises may differ signifi-
cantly. In Hungary, economic spatial structure is
characterised by the so-called west-east slope
(Forman, 2003), and the differences between the
position of the capital city and of the countryside
may also be regarded as significant.

6 The applicable tax types (property-type and commu-
nal-type taxes, tourism tax and local business tax),
tax rates and exemptions, and the system of
allowances are outlined by municipal decrees within
the legislatively created framework.

7 Education is typically such a sector. Locally provided
primary education is a compulsory municipal task in
Hungary, and ensuring minimum provision and set-
ting cost-efficient sizes may cause problems depend-
ing on settlement types.

NOTES
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8 Considering sector-related legislation, see Takács
(2003), p 13

9 Pursuant to the Amendment of Act III./1993. on
Social Administration and Welfare Benefits, effective
as of January 1 2005, basic social care, as regulated
earlier, is to be provided by so-called basic social care
centres, whose activities are to include daytime care
and child welfare service as well as the basic activities
regulated earlier (see Sections 57 (4) a to e of the
Act). Amending the Act brought about a significant
expansion of the scope of basic services. Sections 57
(1) a to j of the Act contain the list of tasks relating
to village caretaker's service and farm caretaker's
service, social information service, meal service,
home help, family support service, emergency signal
home help service, community care facilities, support
service, street social work, and daytime care.

10 The growing importance of the economic pro-
gramme is reflected by the fact that the content of
the economic programme was regulated in detail in
the amendment of Act LXV./1990 on Local
Governments, effective as of August 31 2005. The
justification of the amendment of the Act on Local
Governments clearly signalled that the Act had
stipulated that municipalities should prepare eco-
nomic programmes as early as in 1990; however,
most of the municipalities had failed to meet that
stipulation as it was unclear for them what the eco-
nomic programme was to contain. The amend-
ment of the Act provided guidelines for the
municipalities by determining the objectives, cer-
tain professional aspects and the term of the eco-
nomic programme. Pursuant to Section 91 (6) of
the Act on Local Governments, the content of the
economic programme should cover solutions
relating to development ideas, the promotion of
fulfilling the conditions necessary for the creation
of new workplaces, the settlement development
policy, the objectives of the tax policy, the provi-
sion and the improvement of the standards of dif-
ferent public services. In the case of towns, it is
also to cover the investment support policy, and
the objectives of the urban areas management pol-
icy. Pursuant to Section 91 (7) of the Act on Local
Governments, the economic programme should
be adopted by the body of representatives within 6

months of their initial meeting if it is for the term
of an election mandate. If the existing economic
programme has been in effect since before the end
of the previous mandate, it is to be reviewed by the
freshly elected body of representative within 6
months of their initial meeting and to be comple-
ment or amended in view of a term at least as long
as that lasting until the end of the mandate.
Municipalities had to first apply the stipulations of
the amended Act after the 2006 elections.

11 In this respect, Hungarian municipalities do not
tend to use the term policy. Different municipal sec-
tors draw up task fulfilment plans, service provision
concepts, development concepts, and institute
development plans. I have found the introduction
of the term policy justified so as to spread interna-
tional terminology and to unify those different ter-
minologies.

12 International Standards on Auditing (ISA) deter-
mine all the important steps from the acceptance of
a task to the compilation of the audit report and the
acceptance of the findings through the stages of
planning and implementation, also describing best
practice. The standards form a tight logical frame-
work from the recommended objectives and termi-
nology of an audit (ISA 200) to the methodology of
compiling auditor's reports (ISA 700), through the
description of planning procedures (ISA 300). 
A detailed lecture on the ISA framework and its
application in the public sector was presented at the
conference on the financial audit methodology of
European state audit offices held in Vilnius, in
October 2008 (Anerud, 2008).

13 The objective of the current standardisation regard-
ing state audit offices is to compile a Practice Note
(PN) for each ISA standard. The two together
(ISA+PN) are to form the state audit office audit
procedure (ISSAI). The professional development
project, whose products compiled at the end of
2008 had completed the necessary harmonisation
relating to audit risk management and compliance
audits (ISSAI 1315, 1330, and ISSAI 4100 and 4200)
is to continue. The committees in charge of the
project have promised to complete the whole task
by 2010.
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T

Péter Halmosi

Risks in the local government
system from the stakeholders'
point of view

The words 'risk' and 'stakeholder' are business
terms often used nowadays when presenting the
problems of a system. In the past fifteen years or
more, the local government system, put on a new
foundation at the time of the political change, has
undergone several changes that can be clearly
termed as unfavourable today and which are easi-
est to grasp in the light of the complexity of the sug-
gested reforms.1 The aim of this study is to con-
tribute to the discussions on the direction of the
local government system reform by an analysis of a
different nature, which has worked in other fields. 

Taking the national economic significance of
the local government sector as a basis, the study
undertakes to present the problems of the chang-
ing regulation, the development of the respective
risks and the stakeholder behaviour patterns
closely related.

THE ROLE OF THE LOCAL GOVERNMENT
SECTOR IN THE NATIONAL ECONOMY

After the collapse of the council system, the
local government system established in
Hungary seemed to meet the challenges of the
time. With the right of self-government and the
relatively large freedom in local affairs granted,
some had the temporary feeling, while others
even the lasting impression, that a significant

problem had been successfully solved. For such
a value judgement to be made, events have to be
viewed from several years' perspective, however. 

The local government sector has become one
of the basic pillars of the Hungarian economy.
Evidence for the latter includes the expenditure
rate of the sector to GDP as well as its role in
employment. The reason why public sector
reforms should be started from the side of local
governments2 is not only that it is here where
the problems are most serious. The opinion that
local governments have become far too impor-
tant in the judgement and improvement of the
competitiveness of Hungary also deserves con-
sideration, we believe. (see Table 1)

The sector manages some one third of the
national wealth, the total value of which was
HUF 9 860.9 billion as of December 31, 2005.
It implies its significance furthermore that the
decisive rate of basic and public education- as
well as social services-related expenditure is
realised through the sector. Good evidence for
the latter is that about 90 per cent of local
expenditure is related to these welfare services
rather than to town operational costs. It is thus
justifiable to view the sector as the “engine” of
competitiveness, which is not something spe-
cific to Hungary, however; the same has been
formulated in several court judgements in
Germany, for example.3
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The fact that local governments constitute
parts of the state budget is a source of risks, at
the same time – through regulating duties and
sources, the central government predetermines
the situation of local governments. Considering
the increasingly frequent borrowings and bond
issuings by local governments, however, a cer-
tain benchmark-phenomenon can also be
observed, i.e. that a creditor or an investor com-
pares the local government concerned to the
state as a debtor. This may have both positive
effects (improvement in the judgement of the
state at the international level, for example) as
well as negative consequences (e.g. underfi-
nancing for obligatory duties, inconsistencies in
regulations, etc.).

Considering the above we believe that the
regulation on the operation of the sector must
always be given special attention in economic
policy.

THE SOURCE OF CONFLICTS

According to Ágh (2005), in the 1990's, the cen-
tral government treated local governments as
conflict containers, due to other prevailing
problems. The phrase refers to the phenome-
non that the sector was assigned a growing list
of duties which, in retrospect, can be claimed
non-local ones, without the necessary financing
provided. Hungary was no champion in this,

either, as it had been a custom also in other
countries in the 1970's to solve central budget
deficit problems by means of financially unsup-
ported decentralisation (Pálné, 2001). The con-
flict container-situation can be interpreted
along the following regulation problems.

The Act on Local Governments does not
differentiate between the rights and responsi-
bilities of settlements of different sizes.7

Settlements with a population of under 500
inhabitants thus have basically the same duties
as towns or cities with thousands of inhabitants. 

The legislator has left the situation of
county local governments unclear. The exclusive
source of income for county local governments
may be subsidies, which is especially problemat-
ic considering that public duties potentially del-
egated by settlement level local governments to
county local governments are thus to be per-
formed under worse economies of scale.  

The law does not draw a clear line between
obligatory and voluntary duties. While guaran-
teeing secondary-level education is a duty
obligatory for county local governments, set-
tlement local governments also have the right
to perform this duty. 

The consequences of these contradictions in
the regulations can be quite precisely estab-
lished today. Considering the deteriorating
quality of management, the May 2006 report of
the State Auditing Office (SAO) already men-
tioned exhausting local government core assets

Table 1

BASIC CHARACTERISTICS OF THE SIZE OF THE LOCAL GOVERNMENT SECTOR 

1991 1993 1995 1997 1999 2001 2002 2003
Number of employees of local governments 

and their institutions (thousand people)4 ND ND 561.3 544.05 520.5 506.0 496.4 501.4

Number of local government institutions 

(on December 31)6 ND ND ND ND 20 705 ND ND 21 154

Number of built-up real estates  (pcs) ND ND ND ND 243 573 ND ND 240 815

Number of Associations (pcs) ND ND ND ND 1 646 ND ND 2 142

Source: Dobos–Szelényi (1996–2006), local government balance 1998, 2003
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as a development of serious likelihood. Data of
Table 2 seem to support the prediction of SAO.

Data draw attention to several facts. On the
one hand, privatisation incomes had a determi-
native role in the GFS-balance in the 1990's;
after the absence of these there was consider-
able deficit in the budget balance. On the other
hand, local government expenditure within gen-
eral government expenditure rose in 1996–2005,
which rise was, however, covered, to some
extent, by using money reserves. It seems thus
that other sources, too, had a role in ensuring
the operation of the underfinanced system.  

Sources were nevertheless insufficient for
meeting public duties. This is also well indicat-
ed by the fall of expenditure in real terms (see
Table 3).

Even more serious financing problems
appeared at the micro level. Although there is
no comprehensive analysis available on the
operation of the almost 3,200 local govern-
ments, three important phenomena reflecting
the appearance of problems can be pointed out. 

A drastic rise in the legal titles of norma-
tive subsidies: while in 1996 there were still 52
legal titles, in 2005, there were 143 already.

The appearance of supplementary subsi-
dies for underfinanced local governments in
the annual budget acts: there are currently
three such legal titles, the most significant of
which are supplementary subsidies for local

governments underfinanced for reasons
beyond their control.

The appearance and growth of operational
indebtedness: in the year 2000, 13.9 per cent of
local governments while, in 2005, 20.3 per cent
of them already were obliged to take up opera-
tional loans (SAO, 2006, p 21). While the rate of
operational indebtedness within total debt con-
stitutes a stable 15 per cent, total debt made up
only 1.4 per cent of public debt in the year 2000
but amounted to as high as 2.3 per cent in 2005. 

Considering the above it can be established,
we believe, that there are serious risks inherent
in the inner contradictions of the local govern-
ment system. The exploration of these requires
the survey of literature on risk evaluation.

THE RISKS INHERENT IN THE HUNGARIAN
LOCAL GOVERNMENT SYSTEM

So as to be able to establish the presence of
actual risks, it is necessary to discuss some the-
oretical issues first.  When describing the risks
of a system, it is important to emphasise the
aspect of observation and the subjective-objec-
tive nature thereof. The same local government
is certainly given various evaluations of by tax-
paying small enterprises, capital investing big
enterprises, financing credit institutions, rating
agencies, the Auditing Office and, last but not

Table 2

MAJOR FINANCIAL DATA OF THE LOCAL GOVERNMENT SECTOR

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
GFS-balance 48.0 66.5 –8.8 23.0 5.0 1.3 –105.0 –31.7 –16.5 –81.4

Privatisation revenues8 47.4 90.5 19.3 21.9 37.1 11.2 11.6 9.0 8.7 15.6

Operational balance9/GDP (%) +0.69 +0.77 –0.0 +0.20 +0.0 +0.0 –0.62 –0.17 +1.9 +1.8

Local government expenditure/general 

government expenditure (%) 25.2 25.6 25.8 25.0 ND 27.0 25.2 25.4 27.8 ND

Growth in GFS-expenditure, compared 

to previous year  (HUF bn ) 74.9 212.4 206.8 127.0 175.6 251.3 383.5 271.1 156.7 282.4

Growth in spending reserves (HUF bn ) 23.6 ND ND 2.2 14.2 44.5 5.3 12.6 34.8 17.1

Source: Own calculations based on data by Dobos – Szelényi (1996–2006), Illés (2005) and the Ministry of Finance
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least, the local government concerned itself. As
regards the objective-subjective approach, we
believe that, even though it is economic organi-
sations that are examined, it is insufficient to
apply an objective approach due to their embed-
dedness in the state budget. The most impor-
tant reason for the latter is that the regulatory
environment may change unexpectedly from
year to year. Following the methodological
practice of North-American rating agencies, it
is therefore advisable instead to familiarise with
the situation of the local government observed
as closely as possible and to compare it with
local governments of settlements in a similar
situation.10 Adding dimensions like space and
time to the observations may be of help. 

Space, as a dimension, is of double signifi-
cance. On the one hand, it provides important
data on the area of authority of the local gov-
ernment concerned, i.e. geographically, regard-
ing the microeconomic development level, (e.g.
the number of enterprises, their capital
strength, etc.), the state of infrastructure, etc.
On the other hand, the dimension of space

reflects the size of the duties of the local gov-
ernment (the number of obligatory and volun-
tary duties, the depth of duties, the number of
beneficiaries, etc.) and the relation thereof to
the micro economy. This thus covers a survey
related to the size of the local government itself
as well as that of the settlement concerned,
which can be carried out in the case of local
authorities of a similar size only.      

The survey along the time dimension takes
the utilisation of the decision alternatives
offered by the laws and regulations, and the
“room for action” of the organisation con-
cerned as the bases, which, by altering the
phrase “expectable control” of Vigvári (2002),
can be referred to as the “expectable behav-
iour”. During the surveys along the time
dimension, the emphasis moves from the
short-term to the medium-term, because of
which a failure to meet the indicators observed
or to perform the “expectable behaviour” does
not make it necessary to implement an imme-
diate revaluation of the riskiness of the organi-
sation observed.  

Table 3

CHANGES IN THE LOCAL GOVERNMENT SECTOR EXPENDITURE

Year Nominal change in expenditure (%) Consumer price-index (%) Change in real value (%)
1991 118.5 135.0 87.8

1992 133.3 123.0 108.4

1993 120.4 122.5 98.3

1994 125.2 118.8 105.4

1995 106.7 128.2 83.2

1996 114.1 123.6 92.4

1997 124.3 118.3 105.1

1998 118.8 114.3 103.9

1999 109.5 110.0 99.5

2000 111.9 109.8 101.9

2001 115.2 109.2 105.5

2002 120.2 105.3 114.1

2003 110.8 104.7 105.8

2004 106.0 106.8 99.0

2005 110.5 103.6 106.7

Source: Vigvári (2006b)
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So as to get a precise picture of the organisa-
tion examined, it is often necessary to further
refine the picture acquired through the space
and time surveys, one way of which is connect-
ing the dimensions, thereby making the explo-
ration of individual traits possible.  The above
is based on the realisation that, beyond the rel-
ative geographical location of the settlement
concerned, its stage of development, to be eval-
uated, also contributes to its uniqueness. In
their reports, international rating agencies dif-
ferentiate between what are referred to as
mature settlements, the population of which
does not grow significantly, and developing set-
tlements, in the case of which there is signifi-
cant population growth annually. Local govern-
ments in the latter category must be prepared
for a future growth in the demand for public
duties, too, i.e. for the need to widen capacity.
Therefore, in the case of developing settle-
ments, diversion from the expected data, to
serve as the basis of evaluation, and from the
requirements of “expectable behaviour” is to be
greater than in the case of mature settlements
(Fitchratings, 2004, p 8).

The above theoretical foundation probably
raises doubts in the reader as regards our knowl-
edge of the risks of the Hungarian local govern-
ment sector on the basis of the information
available. There is a reason for doubt indeed
since the analyses presented are missing in one
aspect or the other even at the macro level, let
alone those according to the types of settlement.
Since the Hungarian local government system
covers a relatively high number of local govern-
ments, however, from the data and indicators
calculated on the system as a whole, it is easy to
make conclusions on the presence of risks. On
the basis of the data and expert opinions on the
operation of the local government system in the
past one and the half decades, the following risk
categories can be specified:  

• state budget risks,
• risks in the decentralisation of duties,

• financial risks,
• asset risks,
• management risks.
In the presentation of the performance of

the sector above, references were made to the
risks related to the state budget and to the
decentralisation of duties, while financial,
assets-related and management risks still
require some explanation. As a significant con-
sequence of the conflict container situation,
there has been little information available on
these risks until today. 

It is related to the obscurity of financial risks
that, due to the borrowing limit set by the local
government act, banks present some of the
deficit financing as if it was liquidity borrow-
ing, which latter is unlimited (Vigvári, 2006a).
The rise in debt as compared to own revenue is
higher than the debt rate compared to total
expenditure, thus resulting in worsening bor-
rowing ability. The amount of borrowing rises
nevertheless, which raises the need to deter-
mine the level of borrowings that still allows a
local government to meet its public duty-relat-
ed expenditure.11

The presence of assets-related risks is only
apparent from the SAO reports. The problem
is that most local governments do not keep a
statement on the assets available for the respec-
tive public duties or on whether the condition
of these assets makes meeting the public duty
concerned possible. It is certainly important to
note that in the case of certain local public
duties – like basic and public education, social
services – it is probably only the quality of
services that we can make conclusions on based
on the current methodology. There is thus no
information on the suitability of the assets
themselves. 

Since local government managements also
share the responsibility for the current situa-
tion, we believe, it should be examined to what
extent they met the requirements of
“expectable behaviour” when making financial
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management decisions. The priority of opera-
tional activities to investment activities at set-
tlements resulted in efforts to achieve budget
balance by any means. Whether a local govern-
ment achieved this by borrowings, local taxes or
by selling tradable assets, depended on how and
to what extent they were, while keeping their
own position, able to involve local taxpayers in
burden sharing. As theoretical research has
revealed for almost 50 years, the interests of set-
tlements are pushed into the background dur-
ing efforts to win over electors. The situation in
Hungary is most likely to be the same. In view
of this, analysing stakeholders' interests is prob-
ably of even higher significance.  

LOCAL GOVERNMENT STAKEHOLDERS

In the beginning of this study we noted that
basically the whole national economy is inter-
ested in the operation of local governments.
The following can be established as regards the
behaviour of the respective interest groups.

Electors

Electors are taxpayers and the beneficiaries of
local services at the same time. Theoretical
research reveals that taxpayers tend to move
from settlements with what they find non-

optimal public goods tax combination.12 The
Hungarian population is characterised by low
mobility, however, because of which changes in
(i.e. the deterioration of) local taxation and the
standard of local services have little influence
on changing residence.13

For the operation of the local government, it
can be regarded as expectable behaviour of
electors to be actively interested in the election
of local leaders and to check accountability for
public moneys as well as to control the ade-
quate treatment of the assets owned by the
local government, i.e. the public assets of the
local community. In the past few years, partly
due to the political dividedness of voters, these
issues have been very much in focus, but
rumours have often lacked economic consider-
ations. There is low probability for electors'
clear-sightedness. 

Off-budget organisations performing
duties14

The performance of public duties by off-budg-
et organisations is also closely related with the
conflict container situation. Due to the lack of
independent decision making opportunity in
financial management and the real fall in rev-
enue, local governments have viewed market
solutions as the omnipotent solutions. The
contents of the contracts made with organisa-

Table 4

THE VOLUME OF LOCAL GOVERNMENT ASSETS TRANSFERRED FOR OPERATION 
AND MANAGEMENT CONSIDERING THE SECTOR AS A WHOLE IN 1999–2005 

(as of December 31, HUF bn)

1999 2000 2001 2002 2003 2004 2005
Assets transferred for operation and management 174.6 399.3 489.5 858.4 1 214.0 1 396.5 1 465.8

Value of local government property assets 2 313.2 3 089.9 3 504.8 6 423.3 9 234.6 9 617.9 9 860.9

Rate of transferred assets  compared to local 

government property (%) 7.54 12.92 13.96 13.36 13.14 4.52 14.86

Source: Dobos – Szelényi (2000–2004 and 2006) as well as data of the Ministry of Finance
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tions performing public duties or the risks
involved therein have been ignored by the cen-
tral government.

It can be expected of off-budget organisa-
tions to use the transferred local government
property assets and funds in a transparent way.
The importance of this can be appreciated con-
sidering the volume of property assets trans-
ferred for use (see Table 4).

Yet, for every company, it is profitability that
is of primary importance. Although the market
attitude and the base of distribution of admin-
istrational costs are wider, local government
decisions on public services fees as well as the
potential demands for supplementary subsidies
because of the former do not serve the respon-
sible management of transferred moneys and
property assets. 

The state

In addition to the aspect of improving the
competitiveness of Hungary, the state interest
in the development of the situation of the state
budget is also significant considering the
requirement to meet the Maastricht criteria.
The deterioration of the GFS-balance of the
local government sector indicates that reforms
must not be put off for long since borrowings
of growing significance, with no regard to
financing ability, have appeared as a social risk
in the background already.  

So as to guarantee the performance of public
duties, the state must ultimately bear the bur-
den of the local indebtedness related to the
operation of local governments. Apparently,
indebtedness does not always appear explicitly:
the situation caused by the increase in the
financial obligations outside the budget
(exchange rate risks involved in leasing con-
tracts and foreign currency loans ) and the
assumed deterioration of the transferred prop-
erty – due to the lack of local control – cannot

be sustained for long. In the case of invest-
ments – the decisive majority of which is likely
to be financed from EU sources in future  – it
is an extra problem that, under the current reg-
ulations, it is the state that is responsible for
the potential repayment of sources.15

The treatment of local governments as con-
flict containers thus concealed the real situa-
tion apart from the problems on the one hand
and eased control on the other hand, which, in
some cases, could lead to free rider behaviour. 

Creditors

For the Hungarian bank sector, local govern-
ments count as major clients. In the 1980's, local
governments issued bonds for the first time as
an experiment, through the National Savings
Bank OTP. The credit institution that developed
into a bank later on faced serious competitors at
the local government market in the 1990's
already. Since, until 1996, creditors believed
there was state guarantee behind local govern-
ment borrowings, in the competition of banks,
OTP often lost current account and loan con-
tracts to other banks. Another aspect of moral
hazard was that, although excessively indebted
local governments were not allowed to take up
loans under the law, OTP accepted a simple local
government statement as verification.

The local government bankruptcy cases after
Act 25 of 1996 took effect, made creditors, too,
more careful. The return on claims, sometimes
as high as 1–10 per cent, had its effect: the local
government sector became a net financer of the
bank sector until 2004 (see Table 5).

After 1996, it is what is referred to as the
“rule of thumb” under which credit institutions
judged applications for loans,16 which were
made by local governments for liquidity pur-
poses basically, as well as in relation with actu-
al investments. It can be formulated as criti-
cism of the credit institutions that they failed
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to develop standardised products for local gov-
ernments.17

The suspicion occurs that there is “cross-
financing” between the various financial prod-
ucts offered to local governments. Current
account management is basically guaranteed
revenue of low risk for banks, because of which
they often set irrealistically low conditions to
local government clients in the case of poten-
tial applications for loans.18

So as to meet Basel II regulations, commer-
cial banks will assumingly show greater interest
in buying local government bonds, which fall
into a lower risk category compared to classic
loans. Once they are made interested thus,
credit institutions will probably also be inter-
ested in sharing their experience as well as in
evaluating their local government clients under
new aspects, which has not become general
practice as yet, however.

Investors

As a result of the expected rise in local govern-
ment investments, investors are to be assigned
an important role. The criticism raised against
the new solutions – like PPP, BOT – which also
make it possible to circumvent the Maastricht

criteria, includes the lack of an adequate legal
regulation or local experience on the manage-
ment of such contractual relations on the one
hand, and the consequence of putting the bur-
den of the investments on later generations on
the other hand.20 Since it is the return on their
investments that investors primarily keep in
mind, with no adequate contracts available, it is
not to be predicted in what condition property
assets in permanent private management will be
returned to state ownership later on.
Considering the state orders or subsidies guar-
anteed during the contracts, such construc-
tions can be justified only if, after the expira-
tion of the contract, the property assets con-
cerned are suitable for performing the purpose
for which they were produced and their further
operation does not involve unjustified extra
burden on the state.  

Under paragraph 80/A of the Local
Government Act which entered into force on
January 1, 2007, the core property may be
assigned to property management. If a local
government assigns its property assets to prop-
erty management by appointment, the transfer
involves no VAT payment obligation.
Investigations by the State Auditing Office
into the transfer of water public utility proper-
ty have revealed unlawfulness in several cases

Table 5

THE RELATION BETWEEN THE LOCAL GOVERNMENT SECTOR AND THE BANK SECTOR 

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2006
Dec Dec Dec Dec Dec Dec Dec Dec Dec Dec March Jun

Bank loan 49.9 38.5 30.3 44.4 57.6 73.1 115.1 44.0 182.8 241.5 260.1 293.0

Bank deposit 80.7 86.8 115.8 123.5 148.3 197.5 219.3 211.3 251.9 249.9 256.0 210.7

Net position against 

the Hungarian bank 

system 30.8 48.3 85.5 79.1 90.7 124.4 104.2 67.3 69.1 –8.4 –4.1 –82.3

Liabilities total19 ND ND ND ND 224.4 231.6 405.4 419.8 533.8 647.6 589.6 ND

70 per cent limit of 

own current revenue 136.0 199.9 246.3 292.4 335.0 335.2 438.9 461.9 523.6 556.4 ND ND

Source: Vigvári (2002), Kopányi – Vigvári (2003), Vigvári (2005) and Hungarian National Bank (MNB, 2006)
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and ordered the restoration of the original
state. As made possible by the widened law,
local governments will probably prefer to have
property assets of mostly limited tradability,
assigned to use by cultural, educational, sports,
health and social, etc. institutions, restored or
renovated by private companies,  without mak-
ing the necessary steps to avoid risks. 

CONCLUSION

The behaviour of local government stakehold-
ers is the result of the regulatory environment
determining the operation of the sector basical-
ly. During the economic transition, the nation-
al economic significance of the sector
increased. Since the reforms are likely to have a

catalyst effect on the other subsystems of the
state budget and on the Hungarian economy as
a whole, the irresponsible stakeholder behav-
iour should be stopped as soon as possible. 

As a conclusion of the stakeholder-analysis,
stakeholders' interest in clearing the situation
of local governments is summarised in Chart 1
(ability-inclination-time).

As revealed by the chart – which reflects
high subjectivity, just like in the case of risk
awareness – inclination for improving the situ-
ation of the sector has improved in the case of
several stakeholders in the past one and a half
decades or more, but further steps are required
for an overall effect. There has been a positive
shift in the inclination of the state, we believe,
which will hopefully influence the inclination
of other stakeholders as well.

Chart 1 

THE INTEREST OF STAKEHOLDERS OF THE HUNGARIAN LOCAL GOVERNMENT SECTOR 
IN CLEARING THE SITUATION OF THE SECTOR 

Source: own editing
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NOTES

LITERATURE

1 Cf. Péteri (2005), Pitti (2003), Vigvári (2005), etc.

2 Cf. Vigvári (2006)

3 Public servants, civil servants and other employees
(e.g. firefighters, elected officials,  not including local
government representatives)

4 Data of December 31, 1996

5 Year-end closing data; instead of December 31, 1997,
data of December 31, 1998 are presented.

6 For further detail cf. Albers (2004)

7 The only differentiation that exists is between coun-
ty- and settlement-level local governments.

8 In 2004 and 2005, this constituted revenues from the
sale of shares that local governments had acquired
through privatisation primarily.

9 In 2004 and 2005, instead of operational revenues,
data reflect total revenues minus accumulation rev-
enues, earmarked- and target subsidies.

10 From the relevant Hungarian literature, it is works
of Kozma (2006) and Vigvári (2004) that should be
noted.

11 The term used for this in the literature is financial
capacity, which was first used by Gurley and Shaw.
The problem is that financial capacity is not easy to
determine even in individual cases. Under a court
judgement made in Rheinland-Pfalz province,
Germany, (Rheinland-Pfalz GemO 103. §,
Thüringen KO 63. §), local governments should be
banned from further borrowings if their ability to
meet public duties permanently fails. The piquancy

of the problem is that the above is determined by
the per capita indebtedness indicator. 

12 Cf. Tiebout (1956)

13 In further research, it would be interesting to exam-
ine population behaviour patterns related to the tax-
public services rate, in the view of low mobility. 

14 Since the activities are carried out outside the local
government budget, such companies as a whole are
referred to as the off-budget sector.

15 Hungary is not alone with the problem. The issue is
currently dealt with by Germany and Austria, where
the GDP proportionate deficit framework – and
thereby the risk of repayment – is divided up
between the federal and the province levels. 

16 The rates and conditions of loans continued to be
decided on without comprehensive analyses, on the
basis of the rate of local industrial tax revenues and
changes therein basically. 

17 Local governments are to start repaying loan capital
during the term of the loans already, in contrast to
the state, which usually starts repaying at the end of
the term, using revenues from new loans.

18 Source: a discussion with Péter Kígyós, sales man-
ager of Dexia Kredit Hungary.

19 The deadline composition of these is unknown but the
dominance of long-term deadlines can be assumed.

20 It was Katalin Botos who called attention to the fact
that such constructions may be the bases of future
state subsidies or orders, the sustainability of which
should be examined. 
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R

Károly Jókay – Katalin Veres-Bocskay

Only in Hungary: 
experiences with municipal
debt adjustment and suggested
regulatory changes
Reforming Hungary's government sector seems to
be an unavoidable task. A competitive economy
does not exist without modern public finances.
(Kovács, 2006). The State Audit Office outlined
a possible path to reform in 2007.1 Local govern-
ment (or municipal) reforms play important roles
in these theses. Increased financial discipline is
part of these reforms.2 Municipal reform propos-
als to date did not pay much heed to the legal
institution of municipal debt adjustment. We will
attempt to generalize our observations of munici-
pal debt adjustment in Hungary, and attempt to
show how slight modifications to the law may
result in stricter financial discipline in the local
government sector.3

Hungary is the only European state – perhaps
with the exception of cantonal legislation in
Switzerland – that has a municipal debt adjust-
ment process in its statutes that is supervised by a
court-appointed independent bankruptcy
trustee.4 In Slovakia, Latvia, Romania, the
Russian Federation or Estonia, the Treasury or
Finance Ministry, or a state institution, inter-
venes directly into the affairs of an insolvent
municipality. 

The 1991 Act on Local Self-Government
(Act LXV) stated: 

• A municipality may be declared to be
insolvent by a county court upon the
request of creditors or suppliers;

• In order to restore solvency, the munici-
pality must suspend the financing of all
activities and services that are not serving
basic functions or exercising public
authority on behalf of the State.

These clauses of the local government law
were practically impossible to implement over
time. Starting in 1995, more and more munici-
palities signaled that their budgets were not in
balance, and have protracted solvency prob-
lems. Policymakers decided to regulate the
legal indebtedness of municipalities in several
steps. On one hand, the local government law
began to regulate the maximum debt of munic-
ipalities in 1996. Of course, these regulations
did not apply to debt already on the books, but
they did prevent future financial instability. 

In a second step, the Parliament passed the
1996 Act on Municipal Debt Adjustment (Act
XXV). Experience has shown that local gov-
ernments experiencing financial difficulties
need assistance in making adjustments, and
vital public services are in the public interest
and may not be degraded. The lawmakers had
three goals: to restore financial solvency at the
municipal level, to ensure the provision of
mandatory municipal functions, and of course,
to satisfy fully, or at least proportionally, the
claims of creditors and suppliers. An addition-
al policy goal was to encourage both the
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municipal sector and its business partners to
engage in more prudent behavior to prevent
excessive debt.

This “Hungaricum” (i.e. Hungarian special-
ty) has served to protect both creditors and
municipalities since 1996. The law is justified
by the notion that Hungarian municipalities
are free to engage in business activities, but the
State does not guarantee their debts, and makes
State funds available only for the provision of
mandatory public services. The 1991 Act on
Local Self-Government (Act LXV) stated that
a municipality may be declared to be insolvent
by a county court upon the request of creditors
or suppliers. And in order to restore solvency,
the municipality must suspend the financing of
all activities and services that are not serving
basic functions or exercising public authority
on behalf of the State.

The Debt Adjustment Act's additional posi-
tive feature is that it lists in detail all mandatory
municipal tasks that must be performed even
during the debt adjustment process, and must be
financed in the emergency budget. This list of
mandatory tasks is difficult to identify in other
Hungarian statutes such as the Local
Government Act, and the Debt Adjustment Act
makes this list slightly more precise than here to
fore.5 The following table 1 below represents 22
known cases of municipal “bankruptcy,” with
the case of Nemesgulács being the newest well-
documented occurrence.6, 7 We consider the
analysis of these cases to be important, because
some involved criminal activity and fraud, while
others demonstrate the weaknesses of the
“financial architecture”8 of local government in
Hungary, and highlight the need for increased
financial discipline. The list is not complete,
because press accounts do not report all cases,
and only a thorough examination of public court
disclosure documents, such as the Enterprise
Gazette, would reveal all occurrences.

The debt adjustment procedure is always
preceded by municipal insolvency, defined as an

inability to pay its employees, creditors and
suppliers on time. The debt adjustment law
uses a threshold of 60 days to separate liquidi-
ty problems from legal insolvency. These pro-
cedures have participants with varying degrees
of information and divergent interests.9 The
municipality represents one side, the bank
managing the municipality's account the other,
with the third side represented by the collectiv-
ity of other suppliers and creditors. The munic-
ipality has a significant advantage in terms of
information.10 The account managing bank has
a distinct advantage over the other players, in
that as a provider of liquidity (before insolven-
cy) it can influence the ability of the munici-
pality in paying the bank's claims ahead of time.
On the other hand, irresponsible lending by
banks can also contribute to insolvency. In the
table above, italics marks those cases where a
bank was a significant creditor. 

GENERAL FEATURES OF OUR EMPIRICAL
INVESTIGATION

Our analysis examined these cases along the fol-
lowing lines: to what extent did the Debt
Adjustment Act prevent situation of insolvency,
how transparent was the procedure, how could
asset liquidation be prevented, and to what
extent were mandatory municipal services main-
tained during the debt adjustment procedure? 

Regarding prevention, it is obvious that
municipalities do not comply with the law. In
December 2002, it turned out that a municipal-
ity (Dunafalva) was two years late in paying 14
invoices, and six months late in paying 18 oth-
ers. Upon initiation of the debt adjustment
procedure in Sata, large numbers of invoices
that were 60–90 days late were discovered. We
assume that this phenomenon is repeated in
many places in Hungary, but in a cynical man-
ner the local assembly ignores its obligations
under the law, while the creditors do not take
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advantage of their rights under the law (to peti-
tion the court to declare the municipality insol-
vent after 60 days). We therefore state that the
law does work in a preventive manner, since the
explicitly irresponsible lending practices have
all but disappeared under the threat of asset liq-
uidation by the early 2000s. But in this light, it
is obvious that in the absence of any legal sanc-
tions and credible enforcement (of the 60 day
rule), and as a result of the patient attitude of
most creditors, the law is simply not obeyed by
the municipalities. Lastly, the relatively low
number of formal debt adjustment cases sig-
nals, that beyond acting as accomplices, the

creditors and debtor succeed in agreeing at the
last minute, essentially extending the deadlines.
The debt adjustment procedures reveal many
unpleasant secrets, and in the majority of
closed cases the creditor receives only a small
percentage of its principal, and virtually none
of its interest claims. Thus irresponsible lend-
ing has all but ceased, and the causal factors
behind a growing number of insolvency cases
involve criminal activity and fraud, as well as
improper refunds of value-added tax and other
central government funds.

One of the merits of the law is that the pro-
cedure is transparent and explicit. Each step is

Table 1

MUNICIPAL DEBT ADJUSTMENT (BANKRUPTCY) CASES IN HUNGARY (1996-2008)

Municipalties Population Amount of Publication Conclusion Result
Debt on Date of Date

(million HUF) Initiation (publication)
Atkár 1685 98 25. 10. 2001 1. 8. 2002 agreement

Bakonszeg (I.) 1278 152 22. 8. 1996 23. 7. 1998 liquidation

Bakonszeg (II.) 1278 60 3. 8. 2000 26. 9. 2001 liquidation

Bátorliget 783 79 22. 8. 1996 26. 3. 1997 agreement

Csány 2298 46 15. 8. 1996 3. 4. 1997 agreement

Csepreg 3333 89 15. 4. 1999 27. 4. 2000 liquidation

Domaháza 1082 22 20. 11. 1997 6. 1998 agreement

Dunafalva 1185 69 13. 3. 2003 29. 12. 2005 liquidation

Egerszólát 1107 24 25. 8. 1996 3. 4. 1997 agreement

Felsõmocsolád 559 11. 8. 2005 ?? No data

Forró 2547 163 7. 4. 2005 15. 12. 2005 agreement

Gilvánfa 341 26 21. 9. 2000 liquidation

Kács 654 32 12. 12. 1996 24. 7. 1997 Agreement

Nágocs (I.) 856 123 5. 9. 1996 23. 7. 1998 Agreement

Nágocs (II.) 856 46 21. 9. 2000 9. 5. 2002 Liquidation
Nemesgulács* 1100 118 21.  6.  2007 28.1.  2008  Agreement

Páty 4998 400 15. 8. 1996 4. 3. 1999 Liquidation

Sáta 1391 55 25. 2. 1999 1. 8. 2002 Liquidation

Somogyfajsz 553 86 29. 7. 1999 13. 9. 2001 Liquidation

Somogyudvarhely 1208 31 5. 3. 1998. 19. 11. 1998 Agreement

Sorokpolány 825 11 1. 4. 1999 30. 12. 1999 Agreement

Sóstófalva 3509 6 21. 1. 1999 31. 12. 1999 Agreement

Nick 29. 6. 2007

Boba 16. 1. 2008

Debt adjustment cases underway (incomplete list): Pilisjászfalu (February 7, 2008), Tiszaderzs (January 7, 2008), Neszmély (August 2008).
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described in detail so that each participant
knows what comes next, and what their
responsibility is. There were no disputes con-
cerning procedures in any of the 19+ cases.
The trustee and the court have authority and
are respected.

The law has proven beyond a shadow of a
doubt that the state will under no condition guar-
antee the debts of a municipality, or will it assume
responsibility for their borrowing. The cases to
date, of course, involved the smallest of munic-
ipalities, so one may ask what will happen if a
county government reaches insolvency, and will
the State step in as a “last resort?”

Vital public services were maintained in each
case. The trustee, however, was not always in a
position to suggest reforms, budget cuts and
reorganization, because these skills do not
belong to his profession. So the most success-
ful reorganization plans came about with the
full involvement of the assembly and the man-
agement of municipal institutions. In these
cases the trustee simply reviewed the sugges-
tions made by the reorganization committee.

The debt adjustment procedures conducted
to date gave participating municipalities a clean
slate, i.e. tabula rasa, enabling them, in theory,
to continue to borrow for development pur-
poses. But a typical municipality that has
undergone debt adjustment is usually in a dire
economic condition, and will have eternal rev-
enue shortfalls, and will remain non-creditwor-
thy for reasons other than an earlier debt
adjustment.

In a significant portion of the cases we exam-
ined insolvency came about due to accounting and
internal regulatory shortfalls. In these situations,
there were no counter-signatures, no internal
controls, receipts were missing, and assembly
decisions were astray. As a consequence, unpaid
bills accumulated if they were recorded at all,
until an outside actor, such as a court order, upset
the system. By violating the rules of internal con-
trolling, accounting and procedural require-

ments, combined with some fraud and counter-
feit documents, a bad lending decision that is
well managed may lead to insolvency. The prac-
tice of payments to subcontractors without
counter-signatures and valid contracts also vio-
lates written and informal money management
rules that apply to public officials. If accounting
and procedural rules had been obeyed, then per-
haps 3–4 insolvency cases would have come to
light sooner, or perhaps would have been pre-
vented among the 19 known cases. 

Creditors and suppliers behave in a variety of
ways. On the one hand they trust municipali-
ties and have faith in their willingness to pay.
On the other hand, failed work out agreements
can mostly be blamed on the largest creditor,
usually a bank, claiming back interest or other
penalties to preserve the real value of their
claim. Even in the case of work out agreements
that never came about, the municipalities were
able to offer 50–70% of the principal claimed
by creditors on a cash or deferred payment
basis. The large creditors, who for years did not
exercise their contractual and mortgage rights
or engaged in long law suits, suddenly hard-
ened their position during the workout negoti-
ations. Because of their interest claims, they
were willing to risk a failure to reach agree-
ment, even assuming the risk of court-ordered
liquidation of municipal assets. Asset liquida-
tion always affects the creditors negatively.
Despite this, in our opinion several large credi-
tors rejected compromises on an arbitrary
basis. In many cases not all the creditors filed
their claims who were in the records of the
municipality. For example, there were 72 mil-
lion forints of unpaid bills on record in
Dunafalva, of which 5 million forints were
never claimed by the creditors. 

The local assemblies, seemingly naive in cases,
cooperated with the court and the trustee in
each bankruptcy procedure. No assembly had
to be threatened with new elections and disso-
lution. One source of difficulty was that
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municipal assemblies hoped that the bankrupt-
cy trustee would provide them with ideas for
financial and organizational reforms, and also
make difficult decisions on their behalf. Based
on official transcripts, the trustees acted with
utmost diligence and care when evaluating
emergency budgets and proposed workout
agreements. They could not represent the
interests of the assemblies nor the creditors.
Instead, the trustees acted on behalf of the
court, and in an indirect way, the State. The
main problem with the assemblies was that
they were not willing to reduce staff levels, to
raise local taxes and to concentrate the budget
on only mandatory functions. Furthermore,
they tried to head off further difficult decisions
by applying for deficit grants and other state
funds. 

Asset liquidation was mostly caused by cred-
itors' insistence on unrealistic satisfaction of
interest claims. If they had exercised their
rights in time, for example, not waiting 5 years
in the Atkár case, the bank may have recovered
most of its principal. But during a bankruptcy
proceeding all of the interests and principals
come due at once, and in the meantime time
some municipal assets may “disappear.” Asset
liquidation means that creditors can recover
none of their interest claims, and receive only
1–10% of their principal claims in cash. 

It is interesting that in the periods immedi-
ately before a bankruptcy filing, in most cases,
municipalities had significant financial prob-
lems regarding their operational budgets that
had nothing to do with debt. Thus, in the
months before insolvency, the amount of
unpaid bills for operational expenses could
double or even treble. In these situations the
municipalities could not stay current on their
invoices for operational expenses, and sudden-
ly, the court order to pay arrives after 4 to 5
years of anticipation. 

The cases described above lead us to the con-
clusion that the municipal Debt Adjustment

Act was only implemented when basic munici-
pal functions were endangered from a financial
perspective. It is quite striking that with the
exception of Nemesgulács, creditors and suppli-
ers did not ever initiate debt adjustment proce-
dures against a municipality. This is most likely
justified by the fact that in the beginning cred-
itors “believed” that the central budget would
step in to pay on behalf of debtor municipali-
ties. (This is a reflex that stems from the old
“council” days of socialism). Given their
knowledge of the law, the creditors had no
incentive to initiate bankruptcy proceedings,
because they knew that only a small portion of
their claims could be paid. They chose to wait
for better times. From the perspective of
municipalities, it is “understandable” that they
would delay declaring bankruptcy for as long as
possible, because if the court accepts their peti-
tion, they no longer qualify for a host of state
grants. So this “escape route” is truly a last
resort for a municipality.

We present a specific debt adjustment case in
the next section. This example, as we have indi-
cated, is unique since it was initiated by a cred-
itor. But we feel that in the context of the other
cases, this unique event offers the insightful
perspective of a practicing bankruptcy trustee. 

The Village of Nemesgulács's Debt
Adjustment Procedure 

In April 2006, a construction contractor peti-
tioned the court to initiate a debt adjustment
procedure against the Village of Nemesgulács.
The company justified its claim by stating that
a contract signed in 2002 for building the sec-
ond phase of a waste water project that had
been modified many times authorized the
enterprise to issue an invoice that eventually
was not paid on time. 

The municipality failed to pay this invoice in
2004. Almost two years passed between non-
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payment of the invoice and the petition to ini-
tiate the debt adjustment process. The debt
adjustment law regulates the debt adjustment
process only once it has been published by the
court in the Enterprise Gazette (this took place
in June 2007). 

Between April 2006 and June 2007, the case
was before the court in the so-called “court
phase” in which the authority of the municipal-
ity to act was not yet hindered in any way. The
court notified the debtor (municipality) of the
petition in May 2006. The local assembly ques-
tioned the legitimacy of the contractor's claim,
and referring to problems with guarantees,
decided to reject payment of the invoice and
even passed a local resolution to this effect.
(With this resolution, the municipality thought
it solved the problem.) 

The municipality did not question the legiti-
macy of the contractor's claim in writing in the
appropriate manner, thus it should have paid.
Of course, the issue of repairs under guarantee
and gaining compensation from the contractor
would have been different question. From the
perspective of the debt adjustment procedure,
we can state that this “liability” was not dealt
with in the proper legal manner, and this mis-
take is the direct cause of Nemesgulacs's bank-
ruptcy procedure.

What could the municipality have done dur-
ing this period? The lack of communication was
the most significant problem. Nobody con-
ducted any negotiations either with the creditor
(the contractor) or with the municipality's bank
about how this relatively small invoice amount-
ing to only 2.5% of the village's annual budget
would be paid. The municipality did not speak
with the contractor, as they were “convinced
that with our council resolution, we declared
that we did not consider the invoice acceptable
due to problems with the contractor's services.”
They made their biggest mistake when they
simply did not even include this invoice in their
accounts payable. What is even more striking is

that the auditor's certification of the municipal-
ity's annual statement did not even hint at this
accounts payable in 2004, or in 2005 or even
2006. Not even the 2006 statement included a ref-
erence to the bankruptcy petition that was filed
in April of that year.

As the court announced the official starting
date of the procedure on June 21, 2007, several
important deadlines and tasks are defined
according to the law relative to this starting
date. One of the legal consequences of this
starting date is that the municipality's bank
account may only be burdened with the coun-
tersignature of the trustee. This can be regard-
ed as the ultimate instrument in supervising the
financial activities of the municipality. They
regarded this as a violation of their freedom to
make decisions, since any cash or bank transac-
tion could take place only under the supervi-
sion of the trustee. 

The municipality's bank refused any further
lines of credit, so the only sources of revenue
that remained were normative transfers from
the State, local taxes and some minimal busi-
ness income. The law assigns mandatory tasks
for each participant in the process. The mayor
and clerk are required to cooperate in briefing
the trustee in full within a short time about
municipal services, financial condition, liabili-
ties and institutions. 

The Emergency Budget 
Preparation of the emergency budgets presents
the first opportunity to examine the financial
operations of the municipality, including how it
operates its institutions and how it performs its
mandatory functions. In Nemesgulács, the
mayor, clerk, assembly and the newly formed
debt-adjustment committee carried out their
legal obligations. The trustee's role was to super-
vise the legality of the municipality's activities as
an operational of the court. It is completely nat-
ural that the municipality and the assembly
hoped for and expected the trustee to offer solu-
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tions to their problems, and to solve their finan-
cial and liquidity difficulties. The trustee was
expected to at least provide suggestions.

Based on past experiences and practices, the
emergency budget is really the portion of the
annual budget that applies to the period in
question. Their 2007 budget amounted to 295
million forints. The first draft emergency
budget for the June 21, 2007 to December 31
amounted to 95 million forints. They had to
take into account and correct for a school ren-
ovation project that began in 2006 using ROP
(Regional Operational Program) funds from
the EU. The municipality succeeded in getting
a 95% grant to cover the 160 million forint pro-
ject's costs. The project extended into the 2007
calendar year, and as a consequence, the 2007
budget showed a 125 million forint construc-
tion project in the capital expense category.
The emergency budget, of course, could not
take this investment expense into account, so
the corrected 2007 annual budget was reduced
to 170 million forints, so the emergency budg-
et of 95 million forints would have been a cal-
endar-adjusted 55.9% of the original annual
budget. 

The village had to break its old habits and
seriously rethink how it delivered mandatory
services and how it accounted for its costs. The
Debt Adjustment Act (Act XXV of 1996) lists
the mandatory tasks of municipalities in an
appendix. The municipality may only fund
activities that appear on that list. The emer-
gency budget calls for self-discipline in the
delivery of services and in the exercise of pub-
lic authority functions. The debtor has to
acknowledge that even during a debt adjust-
ment procedure, the insolvent municipality
must deliver the mandatory functions listed in
the law, even though it has limited capability to
increase revenues.

Why can't a municipality increase its rev-
enues? The largest portion of the municipality's
revenues consists of indicator-based normative

transfers that are fortunately not affected by
the initiation of the debt adjustment process.
These funds arrive month after month, provid-
ing constant liquidity. In theory, the municipal-
ity could increase its tax-like revenues, but in
practice, it cannot increase local taxes during a
budget year. So during the 210 days that the law
allows for this phase, it is practically not possi-
ble to increase revenues based on local taxes. 

The municipality had to be shocked into the
realization that community burden sharing
does not mean that the municipality finances,
organizes and delivers certain services entirely
at its own expense. Instead, the purpose of
local taxes is to co-finance such activities. For
example, in Nemesgulács the municipality paid
the cost of household solid waste removal.
Though the law treats the sanitation of public
areas, solid waste collection and annual “spring
cleaning” of large household waste items as
required tasks, it does not specify how costs
should be borne. The members of the debt
adjustment committee thought that all public
sanitation costs were covered by the communal
tax (essentially a poll tax), and thus the popula-
tion had “paid for” all forms of waste manage-
ment. During the debt adjustment process, the
local assembly decided to impose a waste haul-
ing fee to be paid by each household, which
meant the local budget could save about 3 mil-
lion forints per year. 

After a thorough review, the following
expenditure reductions were identified.

Fine arts instruction in the elementary
school were reduced to be in line with the max-
imum amount paid by the state normative. 

Assembly members' honoraria were elimi-
nated.

All capital investment projects were
removed from the budget.

Material and supply expenses were reduced
in the budgets of municipal institutions.

The public library was temporarily closed
during the debt adjustment procedure.
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The costs of the shared notary (clerk) dis-
trict were reevaluated. 

Nemesgulács operates a shared notary
(clerk's) office with the neighboring village of
Káptalantóti. The state finances 28% of the
shared office, with the balance of costs split
between the two villages. But costs were not
shared on proportional basis. Nemesgulács
with 68% of the population of the notary dis-
trict paid for more than 80% of the costs not
covered by state funds, the other village with
nearly a third of the population paid for only
20% of the costs. How did this happen? The
answer was quite surprising. When the district
was created, Káptalantóti was engaged in a cap-
ital investment project and did not have any
additional funds. So the two villages agreed to
this disproportional cost-sharing. 

This problem could not be dealt with during
the debt adjustment process, and given the
short deadlines that apply to creation of the
emergency budget, and that the whole proce-
dure happens within one budget year, the
assembly could not make decisions or pass res-
olutions within the constraints of the legisla-
tive cycle. Recognition of the problem offered
another set of ideas for the assembly's planning
of future budgets. 

Creditors' Claims 
Article 15 of the law regulates how creditors
may file their claims upon initiation of the debt
adjustment process. The trustee records all
claims submitted with 60 days of publication of
the court's initiation of the debt adjustment
process. The trustee examines the claims and
confirms them within 15 days. The trustee
accepts and confirms these claims, but does not
necessarily rank order them. This is an impor-
tant aspect, since the trustee compares the
claims to the municipalities' own records,
budget statements and other documents within
15 days, but the trustee cannot rank order the
claims of creditors relative to each other. It is

important to note that while there still is a
flicker of hope for a work out agreement with-
out forced liquidation, the committee and the
trustee are in a flexible position to offer com-
promises to satisfy creditor claims. 

Article 20 of the debt adjustment law allows
the trustee to propose groupings of creditors
by date, amount or any other reasonable indi-
cator, all in the interest of reaching a work out
agreement. The usual rank ordering using in
corporate liquidations only comes into play if
there is no agreement and the court has to
order liquidation. 

In a corporate bankruptcy situation, claims
submitted beyond the 60 day deadline are reject-
ed and the creditor loses his legal rights to com-
pensation. In the case of municipal debt adjust-
ment, claims submitted beyond the 60 day dead-
line are simply acknowledged, but may only be
acted upon 2 years after the original debt adjust-
ment had been declared closed by the court and
published in the Enterprise Gazette. 

Since the municipality “will not go out of
business,” the creditors still have an opportuni-
ty to act upon their claims in a later period. But
based upon the experience of debt adjustments
to date, municipalities finish these debt adjust-
ment procedures with little cash and no
saleable assets whatsoever. 

In our opinion, given the multi-step and com-
prehensive communication requirements of the
law (daily newspaper, local media outlet, written
notice), it may be justified to reject claims that
are submitted beyond the 60 day deadline. In the
case of Nemesgulács, creditors had an opportu-
nity to submit claims to the trustee until mid-
August 2007. The court recognized and credi-
tors submitted a total of 118 million forints of
principal and accumulated interest in claims.

How to get out of this situation? 
In order to identify resources available, one
must evaluate all of the municipality's assets.
When examining the municipality's assets, one
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must take core property into account separate-
ly, as it is protected under law if used to per-
form mandatory functions. Assets available to
satisfy claims must be identified and listed sep-
arately. There could be situations in which
assets that are classified as being non-nego-
tiable or partially negotiable have to be reclassi-
fied by the assembly in order to reach a com-
promise with the creditors. 

After examining the real estate assets in
Nemesgulacs's balance sheet, it became appar-
ent that despite owning real estate within
incorporated and unincorporated areas, those
assets that are negotiable and have market value
are rather limited in scope. Of course, even if a
plot is negotiable, it may not have market value
due to weak demand. Sales of these assets are
made more difficult by the very short statutory
deadlines made available during the procedure.
While negotiating the work out agreement, it
became obvious that we did not have enough
time to conduct sales of real estate. So we had
to adjust the work out agreement to allow the
usefulness and the future retail value of these
assets to be increased. 

A proposed compromise 
The next important step after passage of the
emergency budget and review of negotiable
assets is to produce a draft work out agree-
ment. The municipality must also outline its
reorganization plan that will enable it to oper-
ate rationally over the long run. A successful
long term strategy enables the municipality to
offer a credible and well-founded compromise
to the creditors.

The assembly had been planning a new resi-
dential zone that would consist of 27 construc-
tion plots. Past budgets had been balanced by
gradual sales of these construction plots. We
are talking about empty land that has not yet
been incorporated, and changing their status
from farmland to construction land had been
permitted already. But the actual reclassifica-

tion had not taken place due to excessive legal
costs that the municipality was not able to
afford. This land was to be provided with water
and other infrastructure, and the municipality
submitted an application for funding to the
Central-Transdanubian Regional Development
Council. The council approved a 10 million
forint grant for this purpose in May 2007. 

At that point in time, of course, the Regional
Development Council did not know about the
debt adjustment filing that had taken place in
April. This initial joy had turned to hopeless-
ness rather quickly. It was obvious that adding
communal infrastructure would increase the
market value of this land, as well as increase the
chances of finding buyers. During contract
negotiations, it became apparent that a munici-
pality that is undergoing debt adjustment is not
eligible to receive such grant support. It was
not possible to conclude the debt adjustment
procedure during the 90 days that were avail-
able to negotiate the contract with the
Development Council. Besides problems with
this deadline, the municipality also faced the
challenge of coming up with an amount of
money for cost sharing. During debt adjust-
ment, and until acceptance of the work out
agreement, the municipality is allowed only to
spend funds for mandatory tasks, and could
not therefore set aside funds for the cost shar-
ing required by the grant described above. 

Our preliminary calculations and estima-
tions indicated that sales of 8 to 9 plots would
have generated the cost sharing amount, while
the remaining 18-19 plots would have been
enough to satisfy almost all of the creditors'
demands. While it would have taken much
longer, it would have been beneficial for the
creditors if the construction land could have
been prepared and sold, and a large portion of
claims could also have been satisfied. The
assembly accepted the reorganization plan and
the proposed work out agreement in
November 2007. 
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Article 20 of the debt adjustment law allows
the designation of three groups of creditors. We
must mention an important precedent. The ele-
mentary school had been refurbished with an
EU grant starting in 2006, with the acceptance
of the finished project taking place in May 2007.
Unfortunately, the financial closing had not
taken place by that time due to the start of the
debt adjustment process. The municipality
received ex post facto financing of 95% of the
project's cost in grant form. It became obvious,
if the municipality did not pay its 5% cost share,
that the entire grant amount would be lost, and
the municipality would have to pay for the
entire project by itself. Instead of an 8 million
forint cost sharing payment, the entire project
cost of 81 million forints would have to be paid.
So those contractors who finished the school
project had to be in a priority category by them-
selves. If they were fully satisfied, then the 120
million forints of claims could be reduced to 45
million very quickly. The municipality's bank
guaranteed its overdraft loan to the municipali-
ty with a mortgage on municipal real estate. We
had to take this claim into account as well, since
if there were no agreement and the court liqui-
dated assets, the law gives a priority to those
holding mortgages over all other claimants with
the exception of salaries and related benefits.
The account managing bank submitted a claim
of 20 million forints of principal and variable
interest supported by a mortgage. We had to put
the bank into its own priority category for this
reason. Only the “small creditors” remained.
Ironically, the creditor, that is the construction
contractor who initiated the debt adjustment
procedure in the first place found itself in the
also ran, “everyone else” category of creditors.
This group included mostly those firms who
supported the mandatory functions of the
municipality with goods and services. Their
claims amounted to 18 million forints. 

The creditors ultimately fell into one of
these three categories:

Group 1: The creditor whose claim was sup-
ported by a mortgage (the account manage-
ment bank). 

Group 2: Creditors related to the EU-funded
school reconstruction project that was finished
as the procedure was initiated by the court.

Group 3: All others including the original
petitioner, the construction company.

The municipality made the following com-
mitments in the work out agreement: 

The municipality transferred 2 million
forints immediately to the bank, and asked the
bank (in group 1) to allow it to pay the con-
tractors on the EU project first by late-
February, 2008. This meant that a creditor in
the first group essentially yielded its rights to
the contractors in the second group. 

The bank in group 1 was offered a mortgage
on those negotiable plots that were to be sold
in future. This way the bank was assured that it
would eventually be paid in full.

With the bank's agreement, the creditors in
group 2 were immediately paid 8 million
forints, that is the 5% cost sharing amount.
This made it possible to financially close the
ROP supported school renovation project. The
State Treasury could then pay the balance, i.e.
95%, to the contractors directly. Creditors in
group 2 received 100% of their claims. 

Creditors in group 3 would be paid as the
construction plots were sold. 

All the details of the work out plan, over-
sight procedures and deadlines were recorded
in the transcript of the work out negotiations.
With the new mortgages on the unsold con-
struction land, the bank in group 1 essentially
was assured of being paid before “all others” in
group 3. 

Work out negotiations 
Work out negotiations took place on
December 18, 2007. The invitations sent to the
creditors included a statement that they could
sign if they could not attend or did not want to
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attend. We asked the creditors to send a state-
ment ahead of time if they agreed with the pro-
posed work out document. This was done in
order to assure a quorum in terms of number of
attendees as well as representation of a suffi-
cient percentage of total claims. 

Eighteen creditors took part in the debt
adjustment procedure. Six attended the work
out negotiations, and an additional six sent
written notices of their agreement with the
proposed compromise. This meant that over
99% of the total claims were represented. Even
within the creditor categories, the overwhelm-
ing majority of claims were represented.

Article 24 of the debt adjustment law lists the
mandatory, formal contents of a work out
agreement, but it details neither deadlines nor
enforcement methods. This is left up to the par-
ties concerned. It is obvious that if the parties
reach this stage in the debt adjustment process,
that it is in their mutual interest to sign an
agreement that cannot be disputed later and
that such an agreement guarantees the restora-
tion of a balanced budget along with the satis-
faction of creditor claims. The law practically
draws attention to the need for the creditors to
retain someone to monitor implementation of
the agreement. Such monitoring is in the inter-
est of both the debtor and the creditors. 

The creditors who took part in the work out
negotiation asked the bank to monitor imple-
mentation of the agreement. The bank, of
course, can track the flow of funds through the
municipality's accounts, and can place proceeds
from land sales into a separate debt service
account which it controls. With such oversight,
the bank has significant influence over the way
in which the agreement is executed by the
municipality. The court did not examine the
contents of the work out agreement, it only
checked for formal compliance, as well as
determined that the creditors who signed it
were authorized to sign in the first place. The
court does not consider whether the agreement

is in the interest of the parties concerned, nor
does it analyze the effect the agreement has on
the municipality's creditworthiness. The court
decision ending the debt adjustment process in
Nemesgulács was published in January 2008. 

The debt adjustment procedure executed in
Nemesgulács is unique among all the rest of
these procedures so far in Hungary in that it
was the first case in which a creditor petitioned
the court to declare the municipality insolvent
and subject to an adjustment procedure.

Participant motivations and interests 

We would like to summarize the duties, rights,
tasks, interests and responsibilities of the par-
ticipants by referring to some of the key events
that took place.

The municipality is the main stakeholder
involved. Even though the law states very
specifically under what conditions the mayor,
even without assembly authorization, is obli-
gated to petition the court to initiate the debt
adjustment procedure, this only happens if
basic mandatory tasks become endangered due
to financial problems. If we took the time to
thoroughly examine Hungary's more than
3,000 municipalities, then we can say with
absolute certainty that 80% of them have
unpaid invoices that are more than 60 days
overdue. Despite this, they do not act in accor-
dance with the law. Why should they? They
would cause great difficulties for themselves,
since up until insolvency they could use cur-
rent revenues to pay the most important
invoices and simply “stockpile” the rest of their
unpaid bills somewhere in short term debt in
the best case. In the worst case, these invoices
do not ever appear in the books of the munici-
pality and lay dormant until a vendor wins a
lawsuit. They only took the step of petitioning
the court, if they could no longer stay current
in financing mandatory tasks. 
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We would like to take a detour to discuss the
bank as a special type of creditor. The financial
institution providing constant project and
short term liquidity lending is the least inter-
ested in initiating a debt adjustment procedure.
As long as the municipality behaves “normally”
and offers solid mortgages to guarantee its bor-
rowing, the bank has much formal and informal
leverage over its behavior. But initiation of a
debt adjustment procedure significantly hin-
ders the bank's influence, not to mention the
interest and handling charges it may have to
sacrifice in the meantime. Table 2 below repre-
sents the cash available to Nemesgulács during
various phases of the procedure. 

Table 2 

CASH
(In HUF)

June 21, 2007 1 839 653

Oct. 31, 2007 13 930 494

Dec. 18, 2007 19 293 451

Dec. 31, 2007 27 103 726

Feb. 15, 2008 14 425 878

After the emergency budget was prepared, it
was determined that the municipality qualifies
for deficit financing grants from the Ministry
of Local Government and Regional
Development. So the municipality received
grants totaling 12 million forints in November
and December 2007. These funds by definition
are to be used only for financing mandatory
tasks, so they could play no role in the work
out agreement. The numbers speak for them-
selves even without the deficit grants. This
municipality used its full overdraft facility of
20 million forints during the debt adjustment
process, and was able to pay all of its invoices
on a current basis. In addition, it could also set
aside funds in a reserve account. 

When formulating the emergency budget,
we only looked at the financial aspects of pro-
viding mandatory services.11 For example, we

did not review the number of teachers
employed at the local school from a technical
perspective nor did we suggest an optimal fac-
ulty size. We did not question the optimal way
of delivering primary health care or its human
resources needs. Of course, these service
delivery options contain hidden reserves of
savings. 

The assembly learned the most during the
adjustment process. Perhaps their perspective
has changed in that serving the public is impor-
tant, but all must bear a portion of the cost.
One must not be deluded into proposing
dream-like capital investment projects that
exceed the financial capacities of the locality,
especially taking into account inefficiencies
that are not sustainable. One must not only
take into account the current budget, and per-
haps next year's budget, but should instead also
calculate the impact of long term financial
commitments. 

GENERAL LESSONS LEARNT 
AND POLICY PROPOSALS

The cases we have examined suggest several gen-
eral lessons learnt that would help us create
stricter financial discipline at the local govern-
ment level. An important lesson is that suppliers
and creditors alike do not consider it in their
interest under current conditions to petition the
court for debt adjustment proceedings against a
municipality. A study written in late 2007 con-
firms12 that businesses do not blame municipal-
ities for their unpaid accounts receivable. At the
same time, it may be worthwhile to revisit this
question in the light of numerous EU-funded
projects. The example from Nemesgulács is also
exemplary from this perspective. 

Public administrative offices (located at first
at the county level, then regional level) were in
many cases quite familiar with the hazardous
financial situation of municipalities and with



PUBLIC FINANCES – Systemic risks of Hungarian local government sector

127

their unprofessional conduct. But their author-
ity only extends to determining the formal
legality of municipal decisions and local legisla-
tion. They cannot use their wealth of experi-
ence to warn municipalities if they detect irre-
sponsible financial management. The State
Audit Office does not have the capacity to
audit the most endangered type of municipali-
ty on a constant basis. Prevention of financial
difficulties is an important aspect, thus it is
worthwhile to redesign the entire system of
internal and external controls at the municipal
level. Our case study demonstrates that even
the presence of an annual compliance audit in
its current form could not detect Nemes-
gulacs's financial difficulties. 

The town clerk (chief administrator, notary)
plays a key role in either preventing or helping
to cause insolvency. Their current legal status is
full of contradictions and they are subject to the
whims of the elected officials. Municipalities
acting on short-term political motivations did
indeed engage in capital projects that had no
connection whatsoever with mandatory munic-
ipal functions. The investment boom stimulat-
ed by “free” EU funds has multiplied this
potential source of danger. 

Changing tax rules and instable interpreta-
tions of tax regulations led to two municipal
debt adjustment procedures caused by value
added tax refunds that were later deemed illegal
by the tax office. Most of the debt adjustment
procedures happened owing to illegal and
fraudulent activity. A common feature of all
debt adjusted municipalities is that their stan-
dard operating procedures were faulty, had very
weak or non-existent internal controls, and
lacked proper professional staff in the financial
area. These cases all pointed to the general
weakness of the public finance information
system. Cash-based bookkeeping, as well as
violation of basic bookkeeping rules made it
possible to avoid paying bills 60, 120 days, or
even years late, without these invoices showing

up in the books. Contingent liabilities and off
the books accounts payable simply does not
show up in the budgeting and accounting sys-
tem.12 The current financial risks of large
municipalities simply do not appear in the
State's public finance information system. 

In several cases, the State Audit Office had
previously audited municipalities and issued
warnings about their problems that with time
will lead to insolvency and other difficulties. We
may conclude overall that the debt adjustment
law provides an adequate framework to conduct
bankruptcy procedures. But disobeying the law
does not lead to any appropriate sanctions. The
procedure is best suited for settling the claims
of creditors and is to be recommended. After
the court initiates the procedure by publishing
its announcement in the public record, all debts
come due simultaneously. This means that all
suppliers and employees get in line with the rest
of the creditors. In about half of the cases so far,
it was unpaid vendor and supplier invoices, and
not loan payments nor foreclosure against
mortgages that led to legal liens and forced pay-
ments being applied against the municipalities.
These legal actions finally convinced the munic-
ipalities to obey the law and to petition for debt
adjustment by first asking the court to declare
them insolvent. For this reason we propose that
the law be made stricter with sanctions for non-
reporting. This stricter approach may have a
positive effect on financial discipline at the local
government level. 

We find it to be most important that wide-
spread violation of the law be punished with
sanctions of some sort. Creditors and suppliers
are not required by the law to initiate these
procedures. On the other hand, mayors are
required to announce their insolvency to the
court if invoices are not paid within 60 days (in
some cases 90). In all cases, the municipality
repeatedly violated this provision of the law.
Internal controls, independent audits, the State
Audit Office, the regional office of the State
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Treasury nor the Public Administration Office
reported these violations. The sanctions that
do exist in the law (Article 5 § (4)) are not
effective, because there is no one to enforce the
law, nor does the State have any capacity to
monitor and detect these violations. The State
also does not have a real time database on
municipal budget execution. The law currently
only sanctions the mayor with potential fines
for non-cooperation with the court. It would
make sense to extend financial responsibility to
the members of the assembly and to the non-
voting members of committees. For this rea-
son, we propose that the debt adjustment law
contain sanctions if a municipality does not pay
an acknowledged invoice within 60 days, and
hence violates Articles 4 and 5 of the law. Also
needed would be public financial reports that
contain explicit information on payment histo-
ries, that is, the municipality is not in violation
of this law. This could be similar to the audi-
tor's statement, except that in the final annual
accounts of a municipality the mayor and
notary would have to certify that the munici-
pality did not violate the debt limit clause of
the Law on Local Government (Article 88) and
is in compliance with Articles 4 and 5 of the
Debt Adjustment Act. 

A portion of the creditors and suppliers are
not fully aware of the rights that they have in
the debt adjustment law. But the exact opposite
may also be true, in that they know what will
happen during one of these procedures, where
they stand a good chance of losing a good por-
tion of the their claims of principal and perhaps
all of their interest claims. They opt to choose
a long cycle of lawsuits under civil law, that will
bring a certain judgment and collection action
in their favor. So they choose to “wait” for the
municipality to pay. One could imagine a
requirement that beyond a certain threshold
the creditor be required to initiate a debt
adjustment proceeding against a municipality.
This raises constitutional issues, since it vio-
lates equality before the law, in that in com-
mercial bankruptcy the creditor is never
required to initiate a proceeding. 

To solve the problem of asymmetric infor-
mation, there is a need for an accessible, up to
date, and credible database on municipal debt
and other obligations. This could solve the
problem, assuming that the entire public
finance system, including the central budget
and municipalities, were thoroughly modern-
ized from the perspective of accounting,
reporting and budgeting.14

1 For more information, see Csapodi (2007).

2 We agree with Vigvári's assertion in 2007, that this
is the key issue in Hungary under current condi-
tions.

3 Act on Municipal Debt Adjustment (Act XXV of
1996). Available in English at www.igeconsul-
ting.com

4 The United States' first Federal municipal bankrupt-
cy law is Chapter 9 of the Federal Bankruptcy Code,
passed only in 1978. South Africa uses a central gov-
ernment administrative procedure until the forced
sale of assets, when the court steps in. 

5 For a detailed critique of Hungary's municipal sys-
tem and the local government law, see Pálné (2008). 

6 See Jókay et al (2004). 

7 One of the authors served as the bankruptcy trustee
in this case. 

8 See Vigvári (2005)

9 Vigvári (2005) pointed out the problem of asym-
metric information in the public finance system
and the role it plays.

10 Based on local regulations, the mayor or clerk
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could monopolize this function. In practice, the
assembly's budget committee or finance commit-
tee could be in the dark entirely.

11 In an ideal situation, a complex reorganization of
the municipality could take place in the context of
the emergency budget. 

12 The survey took place at the end of 2007 on behalf

of the Ministry of Economics. Its purpose was to
investigate the cause of late payments in the private
sector, and the private sector's relationship with
municipalities was a sub-topic. 

13 For details see Hegedûs–Tönkõ (2007). 

14 A possible road map is detailed in Közigazgatás-
fejlesztési Füzetek 5. (2001)
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I

Barnabás Reke

The controlling background
of the financial management
of municipalities

In the study, the controlling activities that affect
the financial management of the municipalities
were examined on the basis of the deep interviews
and questionnaire-based surveys conducted with
the staff members of the municipalities and their
institutions. The purpose of the fact-finding
research was to assess the extent to which the
application of controlling gained ground in the
evolution of the financial management of muni-
cipalities in 2005–2007. The purpose of the inves-
tigation is to lay the foundations for a controlling
model which may contribute to the future expedi-
ence, efficiency and profitability of the financial
management of the municipalities.

From among the number of conclusions drawn
from the investigation, it should be highlighted
that the answers to the questionnaire confirm the
level of controlling knowledge of those who par-
ticipated in the survey. The respondents primari-
ly expect the application of controlling to improve
the effectiveness of financial management and the
transparency of the budget. Many accept the con-
clusion that measuring the performance of public
services could reduce the dissatisfaction of society
with public services. It is a general opinion that
by developing efficiency and effectiveness calcula-
tions, the economic decisions could be better sup-
ported by cost data, as opposed to the current jus-
tifications mostly relying on income- and
expense-based data.

THE PURPOSE OF CONTROLLING 
ACTIVITIES, THE CONTROLLING
APPROACH 

In the budgetary organizations, including the
municipalities and the institutions controlled
by them, the management of public funds has
outstanding importance. The purpose of cont-
rolling work is to meet the requirements of
being efficient,1 effective,2 and profitable3 in
the context of managing public funds. 

The importance of controlling was realized
by the organizations of the private sector
decades ago. They spent large sums of money
on making the feedback process as efficient as
possible. Unfortunately, this approach was
incorporated into the financial management of
the public sector, the municipalities and their
institutions with significant delay, thus giving
way to less efficient and often extravagant
financing, to the lower and more beaurocratic
standards of task performance.

The practical application of controlling
should not lack a kind of controlling approach
of the management, which had better be based
on a certain model developed by the manage-
ment. In Table 1, we have shown a possible,
recommended controlling model.

By applying the controlling approach at the
budgetary organizations:
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• besides the traditional function of
accounting [as regulated by Act C of 2000
and government decree No. 49/2000. (XII.
24.)], management accounting and cont-
rolling receive ever more significant roles,

• in planning, future is transformed into the
present and this is also represented in the
accounting records as appropriations,
rather than “extrapolating the figures of
the past into the future”,

• in controlling, the person-oriented direc-
tion is replaced by a process-oriented
approach,

• the static system of information is
replaced by dynamic information.

The responsibilities of controlling are the
following:

• to get familiar, in due time, with those
opportunities, risks and obstacles that are
related to the performance of the tasks, 

• to establish the tactical/strategic points
that serve development and adjustment to
the external requirements, by this, kind of
supporting the activities performed by the
management.

The point of controlling, besides the identi-
fication of the threats of financial management
and the assessment of the risks6, is to select,
supervise and document those critical points of
the regulation where prevention can be imple-
mented in the most efficient way possible.

EMPIRICAL RESEARCH, 
THE METHODOLOGY OF RESEARCH 

The selected research method was greatly influ-
enced by the fact that the information techno-
logical and methodological bases that would
allow the practical introduction of applying
public service controlling are not yet available
for the municipalities and their institutions in
the period under review. Accordingly, the
research work is definitely of the explorative
type.

The exploration and evaluation of the control-
ling applications used in the financial manage-
ment of the municipalities and their institutions
as one of the independent sub-systems of the
public finances system have been defined as a

Table 1

CONTROLLING MODEL 

Source: own edition 

EXAMINING THE CONDITIONS OF SUSTAINABLE GROWTH RATE 

STRATEGIC CONTROLLING
In a regional environment5:  based on the examina-

tion of the equilibrium, with the typical technical

tasks and/or partial indicators, with mathematical

modeling of multiple variables 

ToolsOPERATIVE CONTROLLING
Within the technical tasks: by using a method that

is based on using the technical tasks or indicators

that characterize the activities 

STRATEGIC CONTROLLING
Static approach: by relying on the method based on

the balance sheet of the financial statements 

MethodologyOPERATIVE CONTROLLING
Dynamic approach: by relying on the method of

“profitability” 

STRATEGIC CONTROLLING
In the long term: increasing assets by raising

shareholder's equity 

Owner's needOPERATIVE CONTROLLING
In the short term: “profitability”4 should be realized

in the form of as many financial assets as possible
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fundamental objective. This means that it is the
application of a management tool, i.e. public sec-
tor controlling by the municipalities and their
institutions that is examined by the research. The
form of the research is usually a questionnaire-
based survey and the analysis of documents, it is
an explorative, interpretative analysis.

QUESTIONNAIRE-BASED SURVEY AT THE
MUNICIPALITIES AND THEIR INSTITUTIONS 

The questionnaire-based survey was conducted
on an 80-element sample, comprising the
financial organizations of the municipalities
and their institutions. The sample was com-
piled on the basis of random representativity.
In the composition of the sample elements, the
starting point was to assess the level of cont-
rolling-related knowledge of the financial
experts and their subordinates who directly
control and execute financial management and
who fulfill financial positions at the municipa-
lities and their institutions.

The questionnaire used in the research con-
tains five groups of questions. 

In the first set of questions, controlling as
the level of knowledge of the new method of
ensuring efficient financial management was
assessed. I have assessed the respondents'
source of knowledge as to the application of
controlling, their intentions to participate in
controlling training programs in the future, as
well as their needs for the practical application
of controlling, in nominal scales of “yes or no”.
The opportunities for the qualitative improve-
ment of the efficiency of financial management
were examined in 10 groups of questions, on an
ordinal, five-grade Likert-scale.

The second group of questions contains
the examinations related to the statements as to
the need to apply controlling by the municipa-
lities/institutions by relying on the five-grade
ordinal Likert-scale.

The third group of questions deals with
the target hierarchical examination of the cost
calculation practices applied by the municipali-
ties/insitutions.

The fourth group of questions analyzes
the system of technical tasks performed by the
municipalities/insitutions and the issue of the
level of computerization of the IT system of
their financial management.

The fifth group of questions maps the si-
tuation in the planning system of the munici-
palities/insitutions by applying various “yes or
no” nominal scales and a 5-grade ordinal
Likert-scale, through qualifying the currently
applied planning practices.

The sixth group of questions tests the
questions of reporting and the accounting of
assets on a “yes or no” nominal scale at the
financial organizations of the municipalities/
institutions.

I have coded the completed questionnaires
by using the Statistica 6.0 program package, by
relying on which I have developed a statistical
database, in order to perform a further mathe-
matical statistical analysis of the question-
naires. I have characterized the variables mea-
sured on the nominal scale by their frequencies,
while those measured on the ordinal scale by
the position indicators, i.e. by the middle value
(arithmetic mean). By using these, as a start, I
gave a description of the individual groups of
variables in each case. Let us now see the out-
come of the questionnaire-based survey.

CONTROLLING AS A NEW METHOD 
OF ENSURING EFFICIENT FINANCIAL 
MANAGEMENT 

In the group of questions called “Controlling
as a new method of ensuring efficient financial
management”, in the questions of the first
group of the questionnaire, the respondents
described whether they had ever heard of cont-
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rolling, and if so, from what source. Based on
the responses, Table 2 contains the level of each
respondent's controlling knowledge, expressed
as a percentage. A very high proportion of the
respondents (90 percent) had already heard of
controlling as a new method of ensuring effi-
cient financial management before the survey
had was conducted. The high rate of familiarity
can be assessed as a favorable piece of informa-
tion.

Table 2

THE RESPONDENTS' LEVEL OF FAMILIARITY
WITH CONTROLLING  

Responses Frequency Percent
No 8 10

Yes 72 90

Total 80 100

Then I went on with the examination by
assessing the distribution of controlling know-
ledge by the various sources, as illustrated in
Table 3. It is also worth observing how, from
which source the respondents were informed
of this method. From among the individual
sources, colleagues were mentioned most
often, which means that most of the respon-
dents heard of controlling from their col-
leagues or acquaintances. Besides this, technical
journals were also mentioned frequently. By
taking the specific nature of the question, as
well as the respondents into account, we can
state that the technical journals also have a sig-
nificant information-carrying role. 

Table 3

SOURCES OF CONTROLLING-RELATED
KNOWLEDGE (%)

Yes No
Scientific conference 22 78

In a scientific journal 28 72

TV/radio 12 88

In a technical journal 48 52

From colleagues 56 44

It turns out from the answers to the question
whether they had earlier participated in an
organized controlling training session that 34
percent of the respondents had already taken
part in some organized training or further
training program on controlling before the sur-
vey. A further 76 percent of the respondents
did not yet attend a controlling course but as it
turns out from the data indicated in Table 4,
they would very probably, or definitely take
part if the opportunity arose. The distribution
of the responses among the predefined indivi-
dual categories is shown by Table 4.

Table 4

INTENTIONS TO TAKE PART IN ORGANIZED
CONTROLLING TRAINING (%) 

Definitely 44

Probably yes 34

It depends on the circumstances 16

I do not yet know 4

No 2

Total 100

As an answer to the question whether they
would like to apply controlling methods and
techniques in their everyday work, 97 percent
of the respondents said yes, they would like to
use controlling as a method. All in all, it can be
concluded that the attitude of the respondents
to controlling indicates a positive approach, on
the basis of their preliminary knowledge. 

As regards the sub-points of the question
“How do you think the application of control-
ling methods and techniques would help the
financial management of the municipalities and
the institutions controlled by them?”, the
respondents answered questions related to the
applicability of the controlling methods. The
answers to the questions could be scored from
one to five, where five scores express absolute
agreement, and so on. The value ranking devel-
oped from the scores given as answers repre-
sents the attitudes of the respondents to the
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individual controlling methods and techniques.
This is illustrated by the average values of Table
5. It can be concluded that the respondents
mostly expect controlling to improve the effi-
ciency of the financial management of the insti-
tutions and the transparency of the budget.
Based on their preliminary knowledge of con-
trolling and their presumptions, they think that
an approach of financial management which is
oriented at technical tasks/programs may effi-
ciently support financial management within
the institutional framework. The respondents
agree on that controlling would improve trans-
parency and controllability in the case of the
process of performing technical tasks by the
municipalities and their institutions as a service
area.

Table 5

PRIORITY OF TASKS TO BE SOLVED BY THE
APPLICATION OF CONTROLLING   

Description of the tasks to be solved  Average
Improvement of the efficiency of financial management 4.3

Program-oriented planning 3.9

Transparency, controllability 3.9

Encouraging effect of performance measurement 3.8

Resource- and process-oriented approach 3.7

Employment of a controlling expert 3.7

Supporting the control activities of the management 3.5

Addition of a controlling module to the IT system 3.3

Incentive for providing quality public services 

(technical task) 3.1

The measurement of public service performance 

would enhance the satisfaction of society 2.8

There is also agreement on that, similarly to
the corporate sector, the introduction of up-
to-date management tools would greatly sup-
port the job of the decision-makers in mana-
ging the financial processes of the municipali-
ties and their institutions as well. This is exact-
ly because of this that the overwhelming
majority of the respondents would happily
employ a controller in the area that they mana-

ge, if they had the opportunity. However,
fewer of the respondents (but the average
value of 2.8 is still significant) think that the
measurement of public service performance
would increase the satisfaction of society with
the public services.

To sum up, through evaluating the answers,
it can be stated that the respondents agreed
with the statement according to which cont-
rolling improves the efficiency of the financial
management of the municipalities and their
institutions, it greatly contributes to trans-
parency, controllability and program-oriented
planning. Besides these correlations, it is well
visible that the respondents also agree with
the idea of setting up a controlling organiza-
tion and the employment of a controller. It is
yet another interesting correlation that those
who think that controlling would encourage
the activities of those taking part in the finan-
cial management of the municipalities and
their institutions and would contribute to the
more profitable performance of public (tech-
nical) tasks, also accept the conclusion that
the measurement of performance could
enhance social satisfaction with the public
services.

THE NECESSITY OF APPLYING 
CONTROLLING 

In the second part of the questionnaire, the
necessity of the practical application of cont-
rolling was examined. The statements reflect
the opinions of the financial managers and
those reporting to them at the financial institu-
tions and they deal with the presentation of the
problematic areas of enforcing financial effi-
ciency. In the first lines of Table 6, you can read
the statements on the most problematic areas.
Agreement or disagreement with the state-
ments is well visible from the average values, in
the ascending order of the variables.
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Table 6

PRIORITY RANKING OF THE STATEMENTS
PROVING THE NECESSITY OF CONTROLLING 

Statements proving the necessity 
of controlling                                     Average
Well-founded financial decisions, from the 

aspect of efficiency 4.7

Existence of an independent controlling organization 4.4

Lack of management knowledge related to controlling 3.7

The information content of deviation analysis 

is satisfactory 3.6

The institutions that perform the technical tasks 

determine the need 3.5

Lack of management knowledge on the information

advantages of controlling 3.5

The system of technical tasks fails to ensure 

transparency 3.5

Comparison of performing the appropriations 3.4

Centralized (so-called Treasury type) form of financial 

management 3.3

The information content of deviation analysis is 

satisfactory 2.7

Independence of financial organizations performing

technical tasks 2.1

The lack of well-founded financial decisions
from an efficiency aspect was indicated as the
most problematic area. The respondents think
that the existence of an independent control-
ling organization would greatly improve the
assessment of the previous statement. The
availability of the appropriate details of the
technical tasks would provide a transparent
budget, which seems to be supported by the 3.6
average of the statement “The information
content of deviation analysis is satisfactory”
and the 3.5 average value of “The system of
technical tasks fails to ensure transparency”.

RENEWING THE METHOD OF COST 
CALCULATION  

In the first part of the third group of questions
of the questionnaire, the 9 targets to be reached

in connection with the usability of controlling
within the municipality institutions were
defined as target deficits (see Table 7). As the
individual elements as targets are statements
with absolutely different contents, it is a ques-
tion how important these targets (target
deficits) are for the respondents. If we deter-
mine the order of frequency, a priority ranking
of the targets is determined by the individual
average values for the individual answers. I have
set up the order of the targets on the basis of
the average scores. The ranking of the targets
represents how important change is regarded in
the area in question. 

Table 7

THE NEED FOR RENEWING THE METHODS OF
COST CALCULATION EXPRESSED AS THE

AVERAGE OF RELEVANCE VALUES 

Variables related to cost calculation   Average
Cost calculation as an effectiveness control 4.7

Cost calculation as an efficiency control 4.5

Regular comparison of appropriations and

cashflow figures 4.2

Application of a cost calculation that provides 

a basis for the  appropriations 3.9

Application of total cost calculation 3.3

Cost calculation in determining the optimum 

decisions 3.1

Making up for missing cost data 3.1

Cost calculation in evaluating the performance 

of the organizational units 2.6

Determining unit (specific) costs 2.5

It is obvious that the areas that need change
the most, i.e. cost calculation as an effective-
ness control and cost calculation as an effi-
ciency control are waiting to be implemented.
This need is in harmony with the spirit of gov-
ernment decree No. 193/2003. The respon-
dents relatively underestimated the making up
for missing cost data, although this is of spe-
cial importance, as in the lack of such data, the
calculated performance indicators are distort-
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ed, and the decision-makers have not got suf-
ficient information for making the right deci-
sions.

Based on the answers to the questions aimed
at assessing the general financial information,
which are in the second part of the third group
of questions, Table 8 answers the question on
what financial management methods are used
by the individual respondents for managing the
economic processes.

It turns out from Table 8 that calculations
are performed by relying on the traditional
tools in the majority of budgetary institutions.
It exerts a negative impact on improving the
efficiency of financial management that,
according to 66 percent of the respondents, in
these organizations, no cost calculations or
cost analyses are prepared. Furthermore, the
costs are not broken down according to techni-
cal tasks, as stated by 76 percent of the respon-
dents. 79 percent of the respondents say that
no preliminary financial analyses are applied,
and 91 percent are not aware of the significance
of break-even point cost (expense) calculation.

Table 8

DISTRIBUTION OF RESPONSES TO QUES-
TIONS TOUCHING UPON GENERAL FINANCIAL

INFORMATION (%)

Yes No
Use of norms 76 24

Application of unit cost calculation 68 32

Application of project budgeting 58 42

Preliminary provision of funds 55 45

Cost calculation on the unit level 34 66

Calculation of costs of technical tasks 24 76

Performance of preliminary fin.anal. 21 79

Application of break-even point analysis 9 91

It can be assessed as a positive phenomenon
that the significance of norms is still high for
each of the technical branches, which is proven
by the 76 percent evaluation, as well as the 68
percent application of unit cost calculation.

THE SYSTEM OF TECHNICAL TASKS AND
THE RELEVANT IT SYSTEM 

From the answers to the questions on the sys-
tem and IT system of the technical tasks, it
turned out that there is a considerable diffe-
rence of opinion between the institutional and
program-oriented approaches to technical
tasks.

Table 9

THE FUTURE METHOD OF THE REGISTRA-
TION OF TECHNICAL TASKS (%)

Registry orientation Cases
Program-oriented 36

Institution-oriented 64

Total 100

According to the data shown in Table 9, 36
percent of the respondents think that the
technical tasks should be treated by using a
much more program-oriented approach.
However, two thirds, i.e. 64 percent of the
respondents would continue to work in the
traditional framework. By examining the
choice between a program- and an institu-
tion-oriented approach more in depth, we can
conclude that the financial managers think
more in terms of a program-oriented
approach, while the managers responsible for
controlling the performance of the technical
tasks continue to think in terms of an institu-
tion-oriented structure.

Examining the issues of the efficiency of the
information flow, its automization and the level
of the available IT infrastructure, it can be con-
cluded from the responses that the IT supply of
the organizations, as well as the efficiency of the
information flow are both good. 72 percent of
the respondents work on a PC linked to some
IT system, by which level it is already possible to
ensure efficient IT support for the performance
of up-to-date controlling activities.
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THE SYSTEM OF PLANNING AS ONE 
OF THE FUNDAMENTAL PILLARS 
OF CONTROLLING 

In this part of the questionnaire, I wished to
assess the status of the practice of planning, by
relying on the statements referring to the cur-
rent status of the planning of the municipalities
and their institutions, in a five-grade scale. The
statements in Table 10 focus on the weak
points of planning, and the discrepancies that
should be corrected. By qualifiying the state-
ments, we are also able to measure the respon-
dents' abilities to identify problems, i.e. to what
extent they are aware of the issues that are
regarded as problems by the questionnaire.
From the relevance averages generated from
the answers to the questions, it can be conclu-
ded how important the solution of the problem
in question is regarded by the respondents, and
which are those areas where changes are the
most urgent.

Table 10

EVALUATION OF THE CURRENT PLANNING
SYSTEM 

Statements Average
There is no harmony between short- and 

long-term plans 4.7

Use of basis-approach procedures in practice 4.4

There is a traditional annual budgetary 

planning system 4.3

The connection btwn the resource planning 

model and PIR is not satisfactory 3.9

The significance of technical task-based 

plans is low 3.8

The level of integration of the IT system is 

inappropriate 3.6

The values exceeding 3.5 measured on the
scale of 1–5 are strong enough for us to claim
that the significant majority of the respondents
agree with the statements and observations
related to budgetary planning. In line with the

strength of agreement, it seems to be timely to
renew the current practice of planning by deve-
loping and introducing a new planning system.
In the future, the harmony between short- and
long-term plans should be established and the
existing, traditional, basis-approach planning
system should be transformed. 

In Table 11, the financial planning habits of
the senior and mid-level managers of the bud-
getary organizations under review, as well as
those of the executive organizations thereof
were assessed.

Table 11

PLANNING HABITS, PLANNING PRACTICE (%)

Yes No
Annual budget planning 100 0.00

Preparation of liquidity plan 77 23

Preparation of other plans 67 33

Preparation of procurement plan 65 35

Planning of refurbishments 59 41

Planning of maintenance 55 45

Cash-flow planning 22 78

Strategic planning 18 82

82 percent of the respondents do not prepare
any strategic plans, they focus on annual bud-
getary planning. The planning of liquidity and
the required funds already shows a much better
picture, with its 77 percent value. The prepara-
tion of cash-flow plans shows a very modest 22
percent rate. As regards the procurement,
refurbishment, maintenance and other plans,
the planning practices of municipalities and
their institutions show a balanced positive situ-
ation. Accordingly, the practices of strategic
planning and cash-flow planning should be
strengthened in the future. In the course of the
deep interviews, the respondents regard the
necessity of strategic planning and cash-flow
planning as important for the future and they
do not think that strategic planning is replace-
able by the application of the three-year rolling
planning method.
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THE PRACTICE OF ACTUAL-BUDGET
ANALYSIS IN MUNICIPALITY BUDGETS  

This group of questions of the questionnaire
was aimed at mapping the use of controlling
methods and techniques applied in the course
of preparing the budgetary reports. The yes
and no answers in Table 12 refer to which plans,
in what form and how are applied by the indi-
vidual organizations. Apart from the struc-
tured manner of the comparison of budget and
actual figures, as well as the budget report, all
the variables show an unfavorable picture on
the reporting tasks on the level of the organi-
zational units. There is a significant backlog in
the applicability of the controlling method in
the accounting settlements by technical tasks,
as well as in the area of analyzing indicators,
reporting, planning and analysis by technical
tasks and the expense owners. The analysis of
indicators, which can be regarded as a tradi-
tional controlling tool, is not applied by as
many as 75 percent of the respondents when
evaluating the reports, by which they deprive
themselves of a very important tool of analysis.
The reason for this may be found in the under-
developed reporting practices applied by the
municipalities and their institutions, as well as
the inappropriate level of IT support.

Table 12

USE OF CONTROLLING METHODS 
IN THE REPORTS OF THE BUDGETARY 

ORGANIZATIONS (%)

Yes No
Comparison of budget and actual figures 95 5

Deviation analysis on a cause and effect basis 44 56

Agreement of report and plan structures 78 22

Accounting settlements by technical tasks 35 65

Use of indicators 49 51

Analysis of indicators 25 75

The annual financial plans are comprehensive 50 50

Detailed planning of technical tasks 43 57

Detailed planning of expense owners 25 75

SUMMARY

The answers to the questionnaire largely sup-
port the controlling-related technical know-
ledge of the respondents who took part in the
survey. Based on the answers given to the ques-
tions asked in the questionnaire, the respon-
dents mainly expect controlling to improve the
efficency of financial management and the
transparency of the budget. If they had the
opportunity, the overwhelming majority of the
respondents would be happy to employ a cont-
roller in their respective areas. The respondents
think that the development and introduction of
a controlling system were indispensable tasks
in order to increase the efficiency of financial
management and improve the performance of
the technical tasks. The respondents think that
a program-oriented financial approach would
be able to give efficient help to financial man-
agement. A high number of the respondents
accept the statement that the measurement of
performances could improve the satisfaction of
society with the standards of public services. 

The majority of the respondents think that
by the application of the management infor-
mation system (MIS), the budgetary institu-
tions have started using the opportunities
provided by the modern information society,
from which the widespread use of integrated
controlling software and monitoring systems
is not so far away. The development of a cont-
rolling thinking would trigger the application
of modern cost accounting within the organi-
zations, the clearer presentation of technical
tasks and project costs, better-founded finan-
cial calculations and would at the same time
contribute to the quality performance of the
organization's planning, financial management
and reporting tasks. By developing efficiency
and effectiveness calculations, the financial
decisions could be better supported by cost
data, as opposed to the current justifications
mostly based on income and expense figures.
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By the application of an up-to-date, integra-
ted management information system, it would
become possible to ensure consistency

between the mandatory tasks, services and the
available resources.

1 Economic efficiency: from government decree No.
193/2003 (XI. 26): the optimization of the costs of
the resources used for performing a certain activity,
by ensuring appropritate quality. 

2 Effectiveness: the correlation between the products,
services and other deliverables produced in the
course of a certain activity, as well as the funds used
for their production.

3 Profitability: the extent to which the objectives of a
certain activity are achieved, the correlation between
the intended and actual effects of the activity.

4 Profitability, in this sense, is related to the evolution
of the monetary and appropriation reserves, and the
cashflow result of the potential entrepreneurial acti-
vity.

5 Regional environment: in this sense, it may include,
for example, those institutions of the regional

municipalities, the municipalities of the settlements,
the small regions, the regions, etc. which perform
specific tasks and manage their finances from the
budget.

6 Risk assessment includes the estimation of risks,
as well as the communication and management
thereof.
•Estimation of risks: it may ensure that the criteria

and guidelines that contribute to the safety of
financial management rest on more solid, scienti-
fic foundations,

•Communication of risks: here it means the
exchange of risk-related information and opinions
between those performing risk estimation, risk
managers and other affected parties,

•Management of risks: the activities whereby the
alternative decisions are considered in view of
the risk estimation, and if necessary, the appro-
priate regulatory options are selected and
applied.
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Pál Csapodi 

Advisory activities in the
State Audit Office

The history of financial control and audit embraces
several hundred years. It goes back to the early
Chinese empires as well as to the ancient Greek
city-states. The history of state financial audit can
historically be divided into three main periods:
from the early communities until the French revo-
lution, from the French revolution until and a few
years after World War Two and finally from then on
until our time. We must however add that this divi-
sion is evidently not “fine-tuned”. 

The first appearances of advanced parliamen-
tary financial audit were about 250–300 years
ago in contemporary Europe, primarily in
Germany, Belgium and in some other countries. 

The first traces of Hungarian public accounts
and accountability, i.e. state audit, can be found in
royal treasury accounts and records. The oldest
document dates from 1528. Public funds audit
became a reality in Hungary after the Compromise
of 1867. The State Audit Office was founded in
1870.1

My paper is not aimed at tracing the progress of
audits performed by audit institutions, nor does it
want to analyse the activity of the supreme finan-
cial audit organisation of the Hungarian state, the
State Audit Office (SAO), established (re-estab-
lished) on January 1, 1990. Rather, my study
intends to demonstrate that the focuses of SAO
audits are gradually being shifted from the tradi-
tional computation, i.e. checking the mathemati-

cal accuracy of figures, to performance audits,
programme evaluations which are also suitable
for economic analyses, and by summarising the
experience of individual audits and by the “tar-
geted” processing of research results, financial
audit leads to an advisory activity that orients
public opinion. While the reports prepared about
audits, which rely on stringent professional rules
and methodological requirements, continue to be
a priority, the advisory activity together with the
reports enables the supreme national audit insti-
tutions – in view of the current challenges – to
help Parliaments exercise their legislative and
control functions and to contribute to the
enhancement of the operational efficiency of the
public sector and public finances. 

My essay offers an insight into how the above
practice of the State Audit Office is developed,
but it is not aimed at evaluating the content and
analysing the impacts of the various recommen-
dations and written compilations made within
the framework of the advisory activity. It could
probably be the subject of a separate paper.

STRATEGIES OF THE STATE AUDIT OFFICE

As determined by legal obligations, based on the
established internal decision-making mecha-
nism, the president of the State Audit Office
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(SAO) may take decisions – in the average of
several years – on one-third of the utilisation of
the audit capacity. Decision-making requires
strategic direction and planning. The function of
SAO's strategy is to define – generally for a par-
liamentary cycle – the major directions and
internal division of work in the audit activity and
the opportunities for the efficient utilisation of
the resources required for carrying out the tasks.
The key principle is that audits and reports are
always trying to find the causes behind the facts,
and the background correlations in respect of
the area, topic or project under review and to
explore the possibilities of improvement. 

The first attempt to summarise and analyse
the lessons that go beyond the findings of a
specific audit – in a formalised way – was in
SAO's strategy published in year 2002. Namely,
the management identified a number of areas
within the public sector and the national econ-
omy on which thematic audits should be
focused. The aim was to analyse and evaluate
the operation of the given areas through SAO
audits by relying on the experience gained from
thematic audits in medium run.2

With this strategic problem solving, i.e.
efforts aimed at summarising and analysing, the
Strategy for year 2002 has opened a new chap-
ter in SAO audits in Hungary. It has laid the
foundation for advisory activity by formulating
the following strategic objective of priority
importance: “…by applying appropriate audit
methods and techniques, and cooperating from
time to time with partner audit institutions and
research institutes, the audit office forms a
comprehensive, evaluating opinion on the util-
isation of public funds and public property”.3

The above basically refers to an activity –
without using the actual term – which is today
usually regarded professional opinion orient-
ing, as advisory activity. 

Below is a quote from SAO Strategy 2006-
2010 and from the regulation included in the
revised SAO Audit Manual which contains the

audit methodology rules of SAO based on the
above Strategy, a regulation which now has the
status of Audit Principles and Standards “…
the mission of the SAO is to serve the secure,
balanced and efficient operation of public
finances, to support its development, to
strengthen the transparency of processes relat-
ed to public funds, and the accountability of
managing public funds and public property.
The SAO audit facilitates Parliament to exer-
cise its budgetary right and to fulfil its legisla-
tive and control function. It participates active-
ly in the domestic and international area of the
audit profession and contributes to improve
the standard of audit culture.”4

The professional regulation, the Audit
Manual, makes it also clear that the audits,
findings, conclusions and proposals are utilised
by the National Assembly (Parliament), the
government, ministries, local governments and
generally by the audited organisations.5

The necessity and possibility of shaping pro-
fessional opinion, of advisory activity, directly
derive from the salient strategic objectives and
tasks which were defined by the management
of SAO – in conformity with its legal obliga-
tion and in line with its mission – as a part of
the strategy for 2006–2010 in force. Its corner-
stone is that audits and the advisory activity
should promote the renewal of the system of
public finances in every possible way and with
every possible method, and by doing so, con-
tribute to put the national economy on a sus-
tainable development and growth path with
sound financing.6

In order to accomplish the key objectives –
reads the strategy document – SAO develops its
advisory services, intensifies the analysing and
assessment work directed at certain key areas
and neuralgic points of public finances (in this
respect, the content of the previous strategy
remains the same, it “directly” carries on with
it), and by doing so, it also strengthens its advi-
sory function in formulating an opinion on
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budget planning with special attention to the
security and feasibility of the budget.7 I prompt-
ly add that the systematic arrangement and
analysis of information were performed in this
spirit in cooperation between SAO and its
research institute, and as a result, we could pub-
lish the theses which summarise the principles
of the renewal of the public finance system. 

INTOSAI, THE ORGANISATION HARMO-
NISING PROFESSIONAL DEVELOPMENT

In the “world of audit institutions” the most
important documents that are relevant even
today and which deal with the statutes, prob-
lem solving and concrete audit activity of
organisations state – sometimes only indirectly
– demonstrate that in addition to audits con-
ducted on the basis of consistently strict
methodological rules, the position and func-
tion of the supreme audit institutions within
the state structure and the utilisation of their
activities can and should be interpreted in a
broader horizon. 

Thus the Lima Declaration, which is also
considered as the “constitution” of audit insti-
tutions, was adopted at the INTOSAI
Congress in the Peruvian capital in the autumn
of 1977, defines the prurpose of the audit itself
as a part of the regulatory system. It deduces
from the above that the audit institutions may
help the work of Parliaments, the execution
and improvement of administrative activities
with professional consultation and expert opin-
ions, in other words, with advisory activity.8

The INTOSAI-standard (ISSAI 100) con-
cerning the basic principles of government
auditing lays down that the audit institutions
may also provide useful information to deci-
sion-makers based on their activities that by
strict definition do not qualify as auditing.
With this the regulation practically outlines the
framework of advisory activity.9

The general standards of government audit-
ing and the standards of ethic significance
(ISSAI 200) state that a degree of co-operation
between the SAI and government is desirable in
certain areas and the SAI should give advice to
government. In terms of giving advice the reg-
ulation (back then) only mentions such mat-
ters as financial statements and accounting
standards and policies. As a result of consider-
able reforms and new challenges in the (world)
economy that had surfaced since then, not only
the focuses of SAO audits but – depending on
the latter – the possible scope of the content of
the advisory activity have also changed and
broadened. At the same time, the direction of
the standards continues to be clear and impor-
tant from the aspect of safeguarding the inde-
pendence of audit institutions.10

It would deserve a more detailed analysis
how the concepts, proposed solutions and ini-
tiatives for expanding the professional scope
and content of SAO audits and for stimulating
its development at the level of INTOSAI, an
organisation dedicated to harmonise and devel-
op the professional activity of supreme audit
institutions. In the following pages I will only
give an outline of the main direction of the
change.

The Washington Accords, adopted at the
XIV INTOSAI Congress in 1992, represented
a significant step in the development of the
professional approach and professional philos-
ophy behind the activity of INTOSAI, the
world organisation of supreme audit institu-
tions. As opposed to the former practice, the
new goal set was now that instead of merely
describing and examining, audits should
attempt to improve and help and should try to
influence the financial management of the state
and, in addition to detecting faults, they should
make proposals on how to eliminate them.11

It was at the XVII Congress at Seoul in the
autumn of 2001 that increased emphasis was
placed on the advisory role – directly and con-



SUPERVISION AND AUDIT

143

cretely – for the first time at the highest level of
INTOSAI. As regards the role of audit institu-
tions in administrative reforms, it was stated
that INTOSAI (its Congress and professional
organisations) were increasingly addressing
issues related to the political and administrative
organisation of the state and other similar top-
ics instead of the questions that were tradition-
ally focused on in the past. The identity of the
supreme audit institutions changes and renew,
and as a consequence, audit institutions must
assume an advisory role in the implementation
of reforms by using their professional experi-
ence.12

The conference held in Washington in the
spring of 2006, which was a significant step in the
professional convergence process of the World
Bank and INTOSAI, shows the new focuses of
the activity of audit institutions and their inter-
national organisation and the significance of
modern performance audits that go beyond tra-
ditional arithmetical controls and regularity
audits. It was stressed at the conference that the
professional relationship of the two world organ-
isations is based on the responsibility demon-
strated by both systems of institutions in the
efficient utilisation of public funds, in good
financial management and governance.13

It is considered as a milestone in the more
than fifty-year history of INTOSAI that, for
the first time, a middle-range strategic plan was
adopted, aimed at developing the international
organisation, at the XVIII INTOSAI Congress
organised in Budapest in October 2004. The
plan was devised to develop the world organi-
sation in the light of the macroeconomic and
social challenges. At the latest event, the XIX
Congress, which was held in Mexico City on
November 2007 and was dominated by the
evolving trend of modernization, tasks were
specified in connection with the expanding
advisory role and the independence of supreme
audit institutions, and the new structured sys-
tem of audit methodology rules. 

Decision was made at the Congress that the
individual audit types and their interrelation
should be redefined in view of the economic
and social changes. One of the most important
tasks is to clarify how to make the relation and
interaction between performance audits and
program evaluation more intensive based on
the assumption that program evaluation can be
viewed as a particular branch of program-cen-
tred, system-oriented performance audit.14

ADVISORY ACTIVITY AT FOREIGN 
PARTNER ORGANISATIONS

Adjustment to the changing needs and new
challenges of the world is illustrated by the fact
that there is an increasing number of examples
even in the activity of foreign partner organisa-
tions for the utilisation of the capability of
SAO audits to reveal and analyse facts and, as
its particular form, for the gaining ground of
the professional opinion-orienting consulting
and advisory role.

Building on studying the professional litera-
ture and various documents, and on short pro-
fessional exchange of experience or on the les-
sons of conferences, we can only draw the con-
tours of typical solutions as we have no empir-
ical evidence. We have no information on how
these consultations and advisory activity
“work” in practice abroad and how efficient
they are. But the mere fact that such activity
has become a practice in several countries – in
addition to those mentioned below, e.g. in
Belgium, Denmark, France, Russia, Slovenia,
Turkey – speaks for itself. 

The function and objective of our most
important professional co-operation partner
our British sister organisation, the National
Audit Office (NAO) are lively described by its
vision and key strategic principle which is no
more, no less than “helping the nation spend
wisely”. 
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The NAO has been consistently promoting
the economic initiatives of the central govern-
ment aimed at reforms for years. In these series
of initiatives, mention is to be made of the
NAO's participation in the programme, enti-
tled Modernising government, which was pub-
lished by the Prime Minister in the autumn of
1999 . The aim of the programme was to better
organise, manage and operate, in other words,
modernise the large community supply sys-
tems, education, health and justice. The British
sister organisation issued a declaration on sup-
porting the programme and tried to foster its
implementation with its audits and advice. 

In his paper published in the Public Finance
Quarterly, the president of the NAO explained
that they take part in the efforts of the Better
Regulation Commission in an organised man-
ner. The Commission provides independent
advice to government. The NAO has given and
is giving advice with the purpose of improving
the information background for the budget,
modernising budget accounting and renewing
the related management and direction activity.
Its report titled the “Progress in improving gov-
ernment efficiency” describes the possibilities of
improving efficiency. The President also stressed
that the NAO is making an effort to meet its
legal obligations and its mission summarised in
the above slogan in an increasing number of
fields, through performance audits carried out in
the British public sector and with continuous
advisory activity based on these audits.15

The active influencing, advisory role of the
German partner organisation in developing
budgetary chapters and the budget of min-
istries has been dominant since the 1969
reform of the Federal Budget Principles Act.
The German audit office takes part in the
budgetary negotiations of the Federal Ministry
of Finance and the ministries. It has also
become a general practice that opinions are
provided on laws affecting public finances in an
organised manner. 

In addition – and this is a peculiar feature
and fairly important one for our theme – the
president of the audit office is (not automati-
cally, but apparently always) assigned to the
post of Federal commissioner for the efficien-
cy in administration (Bundesbeauftragte für
Wirtschaftlichkeit in der Verwaltung). The
commissioner endeavours to promote the
organised and efficient performance of federal
government administrative duties through
expert opinions and proposals made explicitly
in the form of giving advice. He has no separate
staff, but relies on the professional capacity of
the audit institution and on his audit experi-
ence.16 This special assignment and advisory
role are also treated in the professional litera-
ture dealing with the statute and operation of
the German partner organisation primarily
from the perspective of legal administration.17

In Finland the supreme audit institution
comprises an Advisory Board set up as stipulat-
ed by law. Its members are government offi-
cials, MPs, leading members of local govern-
ment associations, well-known economic
experts and leading officials of the supreme
government control organisation. 

The audit institution of Norway has made it
a general practice to continuously summarise
and evaluate audit experience, and building on
such experience, it makes recommendations to
contribute to the operation of the financial sys-
tem as an external advisory organisation. 

It is also part of the work of such a – geo-
graphically – distant partner organisation as the
Audit Office of New Zealand to provide advice
to financial government and to give answers to
various central and local administrative organi-
sations in consultation questions affecting pub-
lic funds. 

And looking at our neighbours, we can see
that the supreme audit institution of Austria –
in line with its strategic principles – lays special
emphasis to on co-operating with its auditees
in the spirit of trust, as well as conducts con-
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sultation in connection with its audits. Its work
of expressing expert opinion on draft laws is
also of an advisory nature. 

The activity of the US Audit Office has from
the very first been built on professional analy-
sis and evaluations in well-defined themes. Its
primary “output” is providing expert opinion
and advice at the request of the Congress and
its member. 

This brief insight into the practice of partner
organisations serves as an illustration without
aiming at providing a full picture, but it can
undoubtedly demonstrate that beyond the tra-
ditional audit function, the range of activities
performed by foreign audit institutions is
becoming more and more diverse and they are
making more and more extensive use of their
professional capacities. Today the supreme
state audit institutions do not only produce
reports on individual audits – carried out by
applying international standards – but they also
summarise their experience to contribute to
the work of legislators and (financial) govern-
ment through defining well-specified (nation-
al) economic issues and revealing correlations
that may have an impact on the above and by
giving advice that shapes opinion and by pro-
viding expert opinion on legal provisions. 

ADJUSTING TO THE NEW TASKS – 
COMMUNICATING THE CHANGES

Although it deserves special attention how the
legal obligations and rights of the financial and
economic audit organisation of Parliament
have almost continuously broadened always
rapidly and considerably adjusting to econom-
ic changes, its detailed description would how-
ever go beyond the confines of my paper. 

In addition to auditing, counter-signatory
and reporting rights and obligations, the SAO
has been assigned with particular duties that
cannot be classified as advisory activity. But

these duties are to some extent similar to it to
the extent inasmuch as they assist the work of
other organisations that relying on SAO's inde-
pendence and on its objective, professional
activity. We can mention, for example, that the
president of the State Audit Office expresses an
opinion on the proposal made for the auditor of
the National Bank of Hungary, he makes pro-
posal for the chairman of the supervisory board
of the Hungarian State Holding company, for
auditors of separate state funds and – under
specific conditions – for the chairmen of state-
owned companies. 

I do not go into details of SAO's scope of
duties. I merely indicate that the adjustment to
new challenges and the broadened range of
duties have been accompanied with a moderni-
sation of the organisation and work organisa-
tion. The professional regulatory system and
the audit methodology have also improved and
have been enriched with the applicable ele-
ments of the so-called best (leading) interna-
tional practice. 

The background work facilitating the adjust-
ment and the preparation of the president's deci-
sions of strategic importance have been suppor-
ted and are supported by the President's
Advisory Board with the help of external experts
through professional workshop discussions and
advisory activity. The Methodology Committee
has fulfilled and fulfils similar professional selec-
tion, assessment and advisory functions. 

Based on the recognitions gained in the
course of the ongoing transformation and
development as well as on the experience of
carrying out new tasks, the professional
debates and exchange of ideas within SAO have
taught the organisation a number of lessons
and contributed toward formulating new ques-
tions and future tasks. The above is traceable in
the communication and professional publica-
tions of the changes. 

One of the most comprehensive, systematis-
ing publications is Árpád Kovács's already cited
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textbook with a title which speaks for itself:
“Financial Control and Audit in a Changing
Environment”. A professional “forerunner” of
the work is the collection of theses presented
by the president of SAO for obtaining univer-
sity habilitation. The novelty of the book is
that Kovács treats audit experience as a means
of self-learning in the society and finds it
important to develop SAO's advisory role and
thus to strengthen the service character of
SAO audits even with a view to clearly inter-
preting audit experience.18

Following the theses, when analysing SAO
strategy 2002 and 2006 in his habilitation pres-
entation, the president of the audit office
underlined that there was a need for SAO
audits that facilitate the transparent and
accountable utilisation of public funds and
state assets. In order to accomplish that – he
confirmed – SAO undertakes advisory, finan-
cial and scientific research role and, by making
use of its active involvement in the internation-
al audit community, it and contributes to
enhancing the efficiency of the domestic finan-
cial audit system.19

There is a long list of official functions as
well as various professional events, confer-
ences, round-table discussions organised with
the contribution of SAO, where SAO's leading
experts and/or president spoke about the
changing and growing role and, none the less,
about the responsibility of SAO audits and the
advisory function that goes beyond individual
audits just at the time when in the middle of
our decade the analysing, evaluating and advi-
sory roles considerably strengthened in SAO's
work. 

It is important to mention, for instance, the
contribution made by the president of SAO in
the parliamentary debate of the 2005 budgetary
bill on October 29, 2004. He referred to the
fact that an increasing number of European
audit offices form an opinion, in some form or
other, about the soundness of budgetary bills

and that the Hungarian SAO's work of provid-
ing opinion – in line with its relating legal obli-
gation – is advisory activity. In the framework
of this work SAO makes an attempt to point
out more extensive international economic
correlations, trends by formulating its opinion
in a broadened perspective.20

The different presentation and contributions
can be followed closely at annual conferences
of financial experts and leading officials and
also at unique events such as the Conference of
Young Researchers. 

At the so-called Financial Summit in August
2006, the president of SAO put the responsi-
bility of the organisation in the limelight. Based
on this responsibility the SAO should provide
advice to Parliament for situation analysis and
decisions by relying on and going beyond
direct audit findings.21

The president was analysing this subject area
at the Conference of Young Researchers indi-
cating that although specific policy issues fell
outside the scope of SAO, audit results are
studied in a wider context and published with-
in the framework of giving advice in line with
international practice.22

Based on the above description which is cit-
ing examples rather than aiming at providing a
full picture, it should be clear now that the
Audit Office's activity is characterised by a
broadening horizon and its advisory activity is
justifiably gaining ground. This feature is a
proper adjustment to the mainstream activity
of the Audit Office in which the modernisation
of audit activity has become dominant. This is
underlined by the Preface to the revised Audit
Manual's second edition written by the presi-
dent of SAO: “The new forces that are shaping
the economy and the society as well as the var-
ious mechanisms that impact them compel us
to gradually shift the focuses of SAO's activity.
Instead of accounting-based audits and focus-
ing on organisations and their reports and
records, there will be an increasing need for
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audits and analyses in the future which provide
assistance for parliamentary decisions and for
legislative and audit functions in the course of
preparing and approving various development
plans and programmes.”23

FACTS AND DATA ABOUT SAO'S 
ADVISORY ACTIVITY 

In the recent years – as the saying goes now –
theory has been translated into daily practice
and the new emphases of SAO's activities have
become prevalent in its every day work. 

This new trend is also facilitated by SAO's
management whose members were and are
aware of the fact that the broader SAO's scope
of audit activity and the more intensive its par-
liamentary contacts are (and in both aspects
the SAO of Hungary is among the “pioneers”
in international comparison), the greater com-
petence it will have in planning its own tasks
for years to come with a view to the public and
the national economy as a whole. This compe-
tence also involves the use of those elements of
SAO's capacity which are not primarily deter-
mined by law provisions. 

The professional, organisational and institu-
tional development of SAO is reflected in its
strategic approach, in its consistently con-
structed planning system based on planning
circulars and guidelines and above all in its
work focusing on audits, advisory activity and
developing domestic and international profes-
sional relations. The success of the above work
has been recognised and appreciated in a num-
ber of parliamentary resolutions. 

Below an attempt will be made to illustrate the
most important actions and results of the State
Audit Office as well as the advisory activity of
SAO's Research and Development Institute, a
research centre closely associated with SAO. The
illustration is based on facts, data and initiatives
rather than on an extensive analysis. 

It is very important to repeatedly emphasise
that the analyses, evaluations and studies pro-
duced as a result of SAO's advisory activity are
by no means audit reports, despite the fact that
these analyses and studies rely – to a large
extent – on the result of audits. The above
analyses, evaluations and studies are produced
on the basis of different criteria, their focuses
are also different from audits, and they often
contain various excerpts from professional lit-
erature, research results and (last but not the
least in an increasing proportion) from the
products of SAO's research institute. 

It is also important to stress that the audit
experience of the very first years was already suit-
able for thematic analyses and systematisation. A
200-page publication, titled “The State Audit
Office reports”, was issued already in 1994, a doc-
ument which dealt with the initial experience of
audit activity. The publication discussed the expe-
rience of audit activity and the recommendations
in the form of analytical studies closely linked
with each other. These studies already in 1994
revealed and recognised facts, data and correla-
tions that supported the need to revise and
reform public finances and outlined some of the
necessary measures. This was the first really sig-
nificant tangible opinion-orienting advisory
“product” of SAO in today's sense of the term.24

It is a known fact that the report on SAO's
activities in the preceding year is submitted to
Parliament for debate, assessment and adop-
tion. The parliamentary resolution on SAO's
activity identifies the future direction to be fol-
lowed and specifies the new tasks. In the recent
years Parliament's resolution called for enhanc-
ing the professional content of audit activity,
for further developing the related methodology
and, by doing so. By doing so, it also called for
an activity which can facilitate the modernisa-
tion of public finances, for broadening the
compliance testing of final accounts and for
modern performance audits, research and ana-
lytical work and advisory activity.25
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What do the facts indicate ? 

As a result of the parliamentary resolution
adopted in 2005, SAO's advisory activity has
become increasingly extensive and meaning-
ful in content. This is partly explained by
SAO's acceptance of a pioneering role in
which, in addition to more thorough-going
and target-oriented audits, focus was gradual-
ly shifted in SAO's professional profile to the
public domain by using the studies of the
Research and Development Institute concen-
trating on the financial issues of the public
finances. 

In the autumn of 2005 – under the auspices
of SAO – a renewed, joint issue of the Public
Finance Quarterly was published for the first
time in English. This professional journal on
public finances with a tradition of 50 years
continues to play an important role, it pro-
vides a credible overview about the financial
system and – in the context of the most signif-
icant financial correlations – it provides infor-
mation about the way the public sector and the
national economy operate, about their main
features, about efforts aimed at catching up
and planning the future as well as about the
professional debates connected with the above
subjects. 

In addition to implementing the tasks speci-
fied in parliamentary resolutions on SAO's
activities, the State Audit Office's advisory
activity has become a continuous one in the
recent years. This activity is conducted in close
co-operation with SAO's research institute and
with other domestic and foreign research cen-
tres and by broadening the professional con-
tacts with Hungarian higher education institu-
tions. As also pointed out by Gusztáv Báger in
a recent publication of the research institute's
director, the various analytical works and stud-
ies produced in the framework of SAO's advi-
sory activity are frequently used in SAO's rela-
tionship with universities, they often serve as a

basis of training programmes, and they are reg-
ularly studied in PhD courses very much in line
with the strategic aspirations.26

The professional basis of a system-oriented
performance audit was laid down by mod-
ernising the professional regulation and by
publishing SAO's renewed Audit Manual and
by relying on the well-established routine work
of professional audits. The methodology (the
methodological guidelines) related to perform-
ance audit has also been completed. 

SAO has had an important contribution to
the research and analytical work conducted on
state reform, and it has also participated in the
activities of various national committees set up
to combat corruption. 

One of the significant advisory works was
published in January 2004 when at the request
of the Prime Minister, SAO produced a study
titled “Opinions and Recommendations for
preparing the Government's austerity meas-
ures”, a study-based series of recommendations
with professional argumentation.27

Later, in 2006, an analytical work was pre-
pared at the request of the chairman of the
State Reform Committee by systematising the
most essential observations and conclusions of
audit reports. It primarily attempted to identi-
fy the operational problems of large communi-
ty supply systems and the causes behind them.
The compilation attached to the study for
information purposes contained the recom-
mendations of the SAO audits conducted
between 2003 and 2006 concerning the above
theme as well as answers of those addressed by
the recommendations.  

Another of the significant advisory works
was the professional opinion provided by SAO,
at the request of the government, about the
working document of the updated convergence
programme of September 2006. The expert
opinion was also largely built on the audit expe-
rience which was incorporated in the concrete
assessment. SAO formed its opinion by August
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28 about the working document received on
August 25, which opinion was taken into
account by those competent in drawing up the
document titled the “Convergence Programme
of Hungary 2005-2009”. The publication writ-
ten on the basis of the expert opinion appeared
in the Public Finance Quarterly.28

At the request of the chairman of
Parliament, SAO has prepared a survey about
the remuneration and benefits of MPs in the
context of international comparison and about
the related recording and accounting issues.
The survey, compiled with the aim of giving
advice, was closed with recommendations. 

A brief assessment was prepared in 2007
about the transformation of the healthcare sys-
tem, based on audit experience relating to the
healthcare system, at the request of the
President of the Republic of Hungary, to pro-
vide him with the necessary information. 

OPINION-ORIENTING PROFESSIONAL 
ADVISORY ACTIVITY – 
HOW TO CONTINUE? 

Based on the above, the question is what is the
future direction of SAO's advisory activity and
what is the role of the decisive participation of
SAO's research institute in it? 

On January 1, 2001, the Research and
Development Institute of SAO was established
(as a legal successor of the Training and
Methodological Institute of SAO) in line with
the strategic objective to place an increasingly
strong emphasis on the State Audit Office's
research and advisory role.29

The research and advisory activity designed
to assist the parliamentary work of MPs is
based on the rich activity experience and
knowledge accumulated in the course of SAO's
audit activity. By making good use of such
knowledge and experience and by utilising the
most up-to-date domestic and international

research results, 2 or 3 comprehensive summa-
ry studies were published annually by the insti-
tute in the past seven years, these assessment
studies with the research activity behind them
are closely linked with the objectives of SAO's
strategy relating to advisory work.30

The studies provided an analysis of certain
areas of the economy, dealt with their opera-
tions and concentrated on the decisive eco-
nomic processes. In the past two years a num-
ber of studies have also been published by the
institute on public finances and on the ques-
tion of how public finances can be mod-
ernised. 

One of the important milestones in the his-
tory of the institute is the autumn of 2007
when, at the request of SAO's president, an
assessment study was produced on certain cor-
relations of the 2008 budgetary bill and on its
macroeconomic soundness.31 In addition to a
summary review and assessment of economic
growth prospects and budgetary processes, the
study highlighted in a few selected areas of key
importance, some of the possible risks in the
conditions of the budgetary bill, and it also
demonstrated the impacts of the planned meas-
ures. The professional debates conducted by
the experts of the study also pointed out that
macroeconomic risk assessment is always an
important and inevitable method in order to
formulate an expert opinion about the budget-
ary bill, such risk assessment provide decision-
makers with sufficient information to pay
attention to (economic) correlations and criti-
cal points that may jeopardise the accomplish-
ment of the budgetary objectives specified in
the budgetary bill. 

In 2008 the institute produced two further
assessment studies as a logical continuation of
its earlier work.32

In May 2008, certain correlations of the 2009
budgetary bill were analysed by SAO's
researchers with a focus on how much macro-
economic room for manoeuvre planning may
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have. Based on the available knowledge in that
time, this study also contained a risk and
impact analysis of the possible factors that may
expectedly influence the budget. The study was
a unique one, because in such an early phase of
budgetary planning usually neither the govern-
ment nor the research institute is ready to pub-
lish microeconomic analyses which can serve as
a background material for professional debate
and reconciliation of interests before drawing
up the budgetary bill. 

In October, the effects of the international
financial crisis made it clear that the macroeco-
nomic path which had served as a basis of the
original 2009 budget proposal submitted by the
government to Parliament was no longer feasi-
ble. The study published by the Research and
Development Institute in October also con-
tained a macroeconomic path which no longer
predicted any tangible economic growth. This
study was distributed among MPs who directly
utilised the statements and conclusions pre-
pared by the researchers with an advisory pur-
pose in the course of the parliamentary debate
of the 2009 budgetary bill. 

As a consequence of the financial crisis, the
government submitted a revised budgetary bill
which in its second version contained a motion
for amendment aimed at adjusting the macro-
economic path. Comments to the revised
budgetary bill were made not only by SAO in
concrete observations but – in a supplement of
SAO's document – the budgetary forecast was
also commented by the Research and
Development Institute in the form of a risk
assessment with the specific aim to assist the
work of MPs. 

A number of different forums, such as the
Advisory Board of the President, the confer-
ence convened by the general secretary and
by the president have recently reviewed the
possible new opportunities generated by the
successful research activity of the institute.
By making use of such opportunities, the

intellectual capacity of the researchers can be
utilised in a more “task-oriented” way in the
future, an approach which can further
strengthen the advisory activity through the
continuous co-operation between the insti-
tute and SAO.

In line with the objectives of SAO's strategy
according to which it “ strengthens its advisory
function in providing an opinion on budget
planning, with special attention to the security
and feasibility of the budget”. Accordingly,
there is every reason to conclude that in the
coming few years the core activities of the
institute will centre around the preparation and
planning of the budget as well as around an
assistance work designed to renew the regula-
tion of public finances. The above objectives
represent priorities in the present strategy in
force. In order to accomplish these goals, SAO
developed a compilation of studies titled “The
Theses on the Regulation of Public Finances”
and submitted it to Parliament in April 200733.
This document and a separate analysis dealing
with the key messages of the same document
were later published in the Public Finance
Quarterly.34

In addition to the senior staff members of
SAO, the institute's researchers have also
played a decisive role in formulating the theses.
They have also participated in the repeated –
but unfortunately often interrupted – efforts
aimed at modernising the regulation of public
finances. (In 2007, in this subject area the insti-
tute published a study titled “State Reform, the
Reform of Public Finances: International
Trends and Domestic Challenges”.)

The possible future research priorities of
the institute may include the following analy-
ses: how can the public sector influence
Hungary's competitiveness and what are the
defining factors of the public sector's compet-
itiveness. Closely linked to these questions,
SAO's future evaluations will cover the per-
formance and efficiency of large community
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supply and distribution systems, subjects that
are also included in SAO's important strategic
objectives. The list of the Research and
Development Institute's studies clearly
demonstrates that the institute has also pro-
duced studies with a valuable research work in
this subject area. 

Finally, when the priorities of the institute's
activities are set, there is certainly a need to
take into account the important fact that the
strategy highlights the significance of combat-
ing corruption and revealing the causes and
risks of corruption. This is also one of the sub-
ject areas in which the institute has done con-
siderable research work for years, and in the
years 2007 and 2008, together with the Dutch
SAO the institute conducted a successful
“twinning light” programme. There is every
reason to expect that the institute will deal with
corruption as a priority in the future. SAO's
management has recently made a decision that
it will submit a tender bid to the National
Development Agency for a development proj-
ect addressing anti-corruption as a continua-
tion of the twinning light programme.
According to a preliminary concept, the insti-
tute will also be involved in the programme as
a professional participant, the programme will
offer an opportunity to utilise the results of the
Hungarian-Dutch programme by helping other
participants, such as the ministries and other
organisations financed by the state budget to

assess an reveal corruption risks and to prepare
a policy line on integrity. 

* * *

The title of the study assessing the professional
progress of the US State Audit Office is self-
explanatory: The Evolution of the General
Accounting Office: From Voucher Audits to
Program Evaluations.35 In my comprehensive
study I made an attempt to take a road similar to
the concept represented by the above quoted title,
while focusing on the progress of the advisory
activity of the State Audit Office. An attempt was
also made to draw the readers' attention to this
important development path of SAO's modernisa-
tion of its activity. It was also my intention to
demonstrate that State Audit Offices in the world
– and the SAO of Hungary specifically – no longer
limit their activities to traditional audit activity, a
function aimed at detecting faults and at initiating
possible sanction. Increasingly, they are also deal-
ing with risk analyses which usually concentrate
on various aspects that may jeopardise the opera-
tion of public finances. Today, they also conduct
audits, assessments and professional opinion-ori-
enting advisory work which can effectively assist
parliamentary decisions and the solution of prob-
lems related to public finances. Depending on the
various impacts and correlations reflected in the
economic and social developments and in the
world economy, SAOs increasingly also con-
tribute to optimising leadership decisions.

1 For the different periods of financial audit see
Benjamin Geist's Introduction (1995) in: Studies in
State Audit, page 1. One of the important German
literary sources on the several hundred-year history
of European audit institutions available to us comes
from the German audit office: Bundesrechnungshof
(1964). Of the Hungarian works, two specialised
textbooks needs to be mentioned: Árpád Kovács
(2003/c) and László Nyikos (2001)

2 A new element in SAO's activity is – according to the
document – is that audit themes are selected within
its range of possibilities so as to provide a compre-
hensive picture within the framework of a separate
analysis about the specific processes in a given area,
about typical problems and changes and the reasons
behind them by using the reports prepared on certain
areas of the national economy during 3-4 years. State
Audit Office (2002), page 9

NOTES



SUPERVISION AND AUDIT

152

3 State Audit Office (2002), page 6

4 State Audit Office (2006), pages 4 and 8 and State
Audit Office (2008), Manual 4, page 6 

5 The same document points out that in addition to
the above, SAO's research institute prepares various
studies by analysing and summarising its audit expe-
rience and by using various research results, sources
of professional literature and statistics, etc. These
studies are used in the course of conducting profes-
sional opinion-orienting advisory activity as well as
in the parliamentary and government work and they
can also be accessed by other users, universities,
domestic and foreign research institutes. State Audit
Office (2008), Book 5, page 114

6 The main strategic objectives and key tasks include
the following: SAO initiates and assists the renewal
of the procedures applicable to the operation, plan-
ning, accounting and control of public finances, and,
linked to it, the elaboration of a full and consistent
(re)regulation of the financial management of state
assets. It calls for performance audits that facilitate
the more efficient operation of large community
supply systems, as well as for comprehensive analy-
ses and assessment relying on them. In addition, it
detects the risk factors related to the relationship of
public finances and the private economy and to their
new investment and development cooperation, it
assesses the degree of regulation of projects that are
under construction and the efficiency of the applied
financial arrangements. It also investigates the causes
of corruption as well as areas and processes which
represent increased risk. State Audit Office (2006),
page 6

7 State Audit Office (2006), page 6

8 “The concept and establishment of audit is inherent
in public financial administration as the manage-
ment of public funds represents a trust. Audit is not
an end in itself but an indispensable part of a regula-
tory system whose aim is to reveal deviations from
accepted standards and violations of the principles
of legality, efficiency, effectiveness and economy of
financial management early enough to make it pos-
sible to take corrective action in individual cases, to
make those accountable accept responsibility, to
obtain compensation, or to take steps to prevent –
or at least render more difficult – such breaches.”
(Lima Declaration, Section 1 – INTOSAI ISSAI 1,
traslated by Malatinszkyné dr. Irén Lovas and
Zoltán Gidai, 1999). Furthermore: “When neces-
sary, Supreme Audit Institutions may provide

Parliament and the administration with their profes-
sional knowledge in the form of expert opinions,
including comments on draft laws and other finan-
cial regulations. The administrative authorities shall
bear the sole responsibility for accepting or rejecting
such expert opinions; moreover, this additional task
must not anticipate the future audit findings of the
Supreme Audit Institution and must not interfere
with the effectiveness of its audit.” (Lima
Declaration, Section 12)

9 “Supreme audit institutions often carry out activities
that by strict definition do not qualify as auditing,
but which contribute to better government”….
“These non-audit activities provide valuable informa-
tion to decision-makers and should be of consistent-
ly high quality.”

10 “A degree of co-operation between the supreme
audit institution and the executive is desirable in
some areas. The supreme audit institution should be
ready to advise the executive in such matters as
accounting standards and the form of financial
statements. The supreme audit institution must
ensure that in giving such advise it avoids any
explicit or implied commitment that would impair
the independent exercise of its audit mandate .”

11 State Audit Office (2008), page 13

12 Árpád Kovács (2003/c), page 237

13 Gusztáv Báger (2006), page 248

14 State Audit Office (2008), page 14

15 Bourn, Sir John (2006)

16 Based on a long tradition dating from the era of the
Weimar Republic, the prevailing president of the
German Federal Audit Office (German acronym:
BRH) fulfils the post of Federal Commissioner for
the efficiency in administration (in German:
Bundesbeauftragte für Wirtschaftlichkeit in der
Verwaltung, acronym: BWV). Delegating this posi-
tion of the federal commissioner to the president of
the Federal Audit Office is, in principle, not auto-
matic (as it is a separate function), but this is the
general practice. Every time a new president is
appointed as head of the BRH, the person is simul-
taneously assigned to the BWV-post. 
The BWV endeavours to encourage more efficient
performance of federal duties with its advisory
activity through proposals, expert opinions and
statements. On top of the federal public administra-
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tion sector, it may also deal with separated state
assets and with federal enterprises. The BWV may
carry out a given advisory assignment upon the
request of the federal government, a federal minis-
ter, any “part” of the federal executive (Bundestag,
Bundesrat) or at his own decision. Ministers are
obliged to inform the BWV of any organisational or
other measure of financial significance, unless they
had already done it towards the BRH according to a
specific legal regulation. 
The BWV may order data collection after prior noti-
fication is received from a competent ministry. The
organisation affected by the data collection is
obliged to assist the work. Before the BWV submits
the prepared documents to organisations other than
the government, the Bundestag and the Bundesrat,
he must obtain approval from the competent min-
istry whose professional area the information, data
collection results concern . (This limitation is in
harmony with the limited access to a number of
BRH audit reports.)
The salient part of BWV-documents represents 14
volumes published so far within an independent
series of publication. The last five volumes are enti-
tled as follows: 1 Allocation and utilisation of feder-
al subsidies directed outside the federal sector and
serving public duties; 2 Federal motorways –
Planning, Construction, Operation; 3 Federal sub-
sidies for overground construction projects; 4.
Problems in implementing tax taws; 5 Involvement
of external experts in federal public administration.
Apart from the volumes published in the series,
there are more, generally shorter BWV papers (a
few-page statements, etc.). The BWV documents
have no unified structures – as they are of different
length, type and purpose. The structural solutions
applied are in any case similar to those of the BRH
thematic reports which likewise have no uniform
structure. 

17 Fuchs, Arthur (1966)

18 It reads in thesis number 7: “…the activity of
supreme audit institutions, the publicity of their
audit experience and their communication to the
public constitute an essential part of the self-learn-
ing process of the society. An audit result consists
not only in revealing concrete irregularities, enforc-
ing the proper utilisation of public funds, but also in
reinforcing society's awareness of standards and
norms. Therefore, I regard it an important question
that SAO audit findings should be utilised widely
and the advisory and service character of SAO
should be strengthened.” Árpád Kovács (2003/a),
page 27

19 Árpád Kovács (2003/b), page 18

20 The message of the parliamentary contribution was
that “…the State Audit Office gives an opinion on
the soundness of the budgetary bill in accordance
with its legal obligation. Fifteen years ago when the
organisation was set up this activity of SAO repre-
sented a unique legal stipulation. Today similar con-
cepts and recommendations are requested from the
audit office in most countries of the European
Union. The above opinion, however, does not form
any judgement on political, economic policy deci-
sions, so as Mr Minister has pointed out it avoids
the questions of “why” and “what to do”, instead it
attempts to focus on the risks connected with the
toolbox of implementation, and usually highlights
the question of “how to do”. Thus, in its advisory
activity also encouraged by Parliament, the Audit
Office does not qualify economic policy decisions.
But for the first time as a result of the encourage-
ment, SAO will address the main international eco-
nomic correlations and trends in some detail that
should receive somewhat more attention than in the
past, and should form its opinion on the budget in a
broadening horizon based on sound theoretical
foundation.” 

21 In his presentation titled “Reform and Control”
delivered at the Financial Summit of August 2006,
the president of SAO highlighted that it is not the
duty of supreme state audit institutions to judge the
economic policy and fiscal policy of prevailing gov-
ernments. It is however very much the duty of audit
institutions to examine the sound foundation of
actions aimed at implementing the above policies,
the risks associated with the sustainability of the
processes leading to the goals and the related dis-
crepancies. It is also their responsibility to tell to the
public what conclusions they have made, what risks
they envisage, where they regard corrections neces-
sary and, moreover, they should give advice and
methods to situation analysis and to decisions on
selecting development paths based on but pointing
beyond direct audit findings in certain cases by
directing attention to the relevant economic corre-
lations and macroeconomic trends. Árpád Kovács
(2006/a)

22 At the Conference of Young Researchers,
Gödöllõ, October 2006, Árpád Kovács dwelt
upon the following: “… due to our legal status
defined in the Constitution, it falls outside our
scope of activity to conduct policy analysis of the
economic policy and fiscal policy of the govern-
ment and measures designed to contribute



SUPERVISION AND AUDIT

154

towards their implementation. At the same time,
we do feel responsible and assume responsibility
for forming an opinion – based on the audits – on
the sound foundation of actions aimed at imple-
menting the economic and fiscal policy and for
calling the attention to the risks of the measures
aimed at accomplishing our goals and to the nec-
essary corrections. This becomes possible because
our audit experience is not only published in offi-
cial reports issued by the audit office which are
accessible to anyone on our homepage. We try to
systematise, analyse and publish the most impor-
tant lessons of the audits taking also account of
wider economic correlations. This is usually
referred to as SAO advisory activity in interna-
tional practice. It is naturally the de facto audits
and the reports issued by the audit office that rep-
resent our main products through which we meet
out legal obligation. On top of about 50–70 offi-
cial audit reports, advisory activity is gaining more
and more ground in keeping with international
trends and the recommendations of INTOSAI.”
Árpád Kovács (2006/b) 

23 State Audit Office (2008) pages IX-X

24 The Preface written by the president is basically
about an advisory publication: “… Our publication,
first of all, intends to facilitate the difficult and
responsible work of MPs by providing information
and raising awareness. It is especially important,
because there are a number of new MPs in the cur-
rent parliamentary cycle who have rarely or have not
come across with the reports of the State Audit
Office. This is exactly why our message is often
geared at spreading information, which also serves
the purpose of orienting the readers' opinion.” State
Audit Office (1994), page III

25 The above can be demonstrated by Parliamentary
Resolution 43/2005(V. 26.) according to which
Parliament considers it necessary that “... within
its advisory activity the State Audit Office (…)
should continue its summarising and analytical
work which is published in studies focused on cer-
tain groups of problems, and it should issue an up-
to-date financial journal.”
In its Resolution 47/2006 (X. 27.) “Parliament
agrees with the objectives of SAO's Strategy 2006-
2010 and in line with them it promotes that (…)
through its audits (SAO) should specifically assist
in the modernisation of public administration and
the efficient operation of public finances.” 
In its Resolution 41/2007 (V. 23.), the supreme leg-
islative body “calls SAO to use its tools to help the

research and analytical work conducted within the
framework of the government reform.”
In its latest resolution – Res. 72/2008 (VI. 10.) –
Parliament ratified the objectives laid down in
SAO's Strategy 2006–2010 and set forth that “…the
organisation should continue its advisory activity
and make it a regular practice, and should apply – in
developing audit activity – high priority system-ori-
ented performance audits which are also suitable for
the economic assessment of professional pro-
grammes” 

26 “…the studies and analytical background materials
can also be well utilised in the sense that they serve
as a basis for university training programmes, they
prompt new research in PhD courses and various
research institutes, and provide points of reference
which are also assisted by the growing number of
SAO publications in professional periodicals.”
Gusztáv Báger (2008), page 120

27 In conclusion of the document – on page 23 – the
State Audit Office underlined that “…those high-
lighted to the government affect in their entirety the
overall system of public finances and public assets.
Although a part of these does not result in immedi-
ate savings, we are nevertheless convinced that their
favourable impacts can be quantified even in the
short run. The above, however, makes it necessary
to devise a uniform government action plan and to
implement it consistently.” 

28 Árpád Kovács (2006): Observations about the con-
vergence programme, Public Finance Quarterly,
Number 4

29 According to the Deed of Foundation “ The basic
task of the Institute is to support SAO in fulfilling
its legal obligations, and improving external audit
function through performing scientific research
activity, while paying special attention to setting
strategic objectives, as well as to its advisory role
provided to the National Assembly and the (finan-
cial) government.” 

30 This is illustrated by the a list – in a chronological
order – of the most important studies published by
the institute since 2003: 
•Ten years' of impatient care – components of a

possible therapy 
•The operation and control of the non-profit sector
•Privatisation in Hungary
•Medicine consumption and financing and the audit

experience of the State Audit Office in the recent
years.
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•The transformation of higher education, the mod-
ernisation of financing

•From research to innovation – the present state of
D+R activity, certain aspects of its efficiency and
financing in Hungary

•Environmentally conscious economic manage-
ment and sustainable development in the light of
regulation and audit experience

•State reform, the reform of public finances:
International trends and domsetic challenges

•International and domestic experience in connec-
tion with PPP

•The competitiveness of the public sector and the
economy

•An evaluation study about certain correlations of
the macroeconomic soundness of the 2008 
budget bill 

•The costs of the tourism-related studies of the
Balaton Region, their justification and utilisation
in the 17 years since the change of the political
system

•A comprehensive and exploratory study about the
degree and efficiency of support granted to

improve and develop the conditions of the Gypsy
population in Hungary since the change of the
political system

•An evaluation study about certain correlations of
the macroeconomic room for manoeuvre in the
2009 budget planning

31 The Research and Development Institute of SAO
(2008/a)

32 The Research and Development Institute of SAO
(2008/b, (2008/c)

33 State Audit Office (2007)

34 Pál Csapodi (2007)

35 Even the expressive title of the comprehensive
study about the history and professional progress of
the US Audit Office alludes to its evolution from
voucher audits accounts to programme evaluation,
which shows the development direction and con-
tent of the American sister organisation.
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I

László Nyikos 

The legal and professional
regulation of the financial
control of local governments
in some EU member states
In Europe the concept of local government is
interpreted much more widely than it is generally
understood among financial auditors. In
Hungary this definition is mostly associated with
the local and nationality governments and only
rarely extends to the idea that non-governmental
agencies, chambers and non-profit organisations
also operate on the basis of the principle of local
government. 

This study focuses only on local governments.
It does not aim to describe the development of the
current situation in Hungary or to analyse or
criticise the effective legislation or the existing
audit practices. Here we shall describe the legal
regulations applicable to the audit of local gov-
ernments in some European countries.

The selection is not representative. We shall not
describe the solutions of Southern European
countries (Spain, Portugal, Italy and Greece)
and France or Belgium which operate with court-
type audit offices. Those Member States have also
been left out from the study, the financial audit
experiences of which can only be studied indirect-
ly through an intermediary language (Visegrád
countries, Baltic States, Scandinavian countries,
Balkan States). Experience shows that due to the
differences in the professional terminology of the
latter countries, misunderstandings occur fre-
quently even if there is no need for an intermedi-
ary language for understanding.

Of the 'remaining' European countries, we
have focused our attention on Austria and
Germany because of our common roots and his-
toric relations as well as the United Kingdom in
relation to the SAO-NAO twinning co-opera-
tion. The selected countries have different public
administration structures and different profes-
sional traditions. The culture of their public life
has a hundred years of advantage compared to
Hungary. The need of the population and taxpay-
ers for accountability, transparency and demo-
cratic requirements of publicity differs from the
Hungarian needs. This is because we have not
managed to eliminate the disadvantages caused
by the socialist diversion of forty years since the
systemic change. (It is not an exaggeration to talk
about further decline.) The author understands
that there are no automatic recipes. However, we
always must, may and should learn from others.

TIMELINESS AND IMPORTANCE OF THE
PROBLEM IN HUNGARY

In Hungary, the external (independent) audit
of the efficiency and cash management of local
governments were referred under the sphere of
competence and tasks of the Audit Office only
after the systemic change. The model, which is
currently described in the effective legislation
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and is applied in the actual practice, did not
have any history in Hungary. Until the period
of socialism, control fell under the competence
of the Minister of Interior, while the Minister of
Finance and the Minister of Interior were joint-
ly responsible for the accounting regulations.
The counties, towns, large and small villages
were accountable for their operation to the
agencies of executive power. The accounting
activities were performed in a regulated, hierar-
chy-based system: village (town) prefecturate,
district administrator, county sub-prefect and
minister of interior. The audit offices formed
the central component of the control system.
They had a pyramid structure. The chief audit
office of the Ministry of Interior was at the top
of the pyramid, and the chief audit office of the
Ministry of Finance held the highest position
in the country. The financial control 'philoso-
phy' based on the audit offices, which could be
described as the government internal using the
current terminology, reflected the Hegelian
concept whereby the officer at a higher level of
the hierarchy controls the officer subordinated
to him and each officer has a high degree of
morale.

The current political decision-makers, media
workers, scientific and professional public
opinion builders know practically nothing of
the role of the one-time audit offices in
accounting and administration processes or
financial control.1 They did not understand
very well either that the activities of the
accountancy offices were audited by the audit
office as an independent and external agency or
that the accountancy offices sent their state-
ments of the use of public funds to the audit
office monthly. 

The (Supreme) State Audit Office, which
operated for 80 years, did not have any tasks
concerning the cash management or operation
of the local governments. During the 'socialist
control' (more specifically, so-called 'council
control') period which lasted for four decades

of the party state, Hungary did not have an
audit office at all. When the current State Audit
Office (SAO) was established, no local govern-
ments had existed yet; the system of councils
as effective with its own control hierarchy,
where each level was tightly controlled by the
party. When the Act on the audit office was
passed, the last Parliament of the party state
was satisfied to declare in this respect that SAO
'controls (…) the use of transfers from the state
budget at the local councils …'2. Rephrasing the
same thing according to the current defini-
tions, this involved only a compliance audit.
This means that originally Parliament expected
its newly established audit office to control
only whether or not the villages and towns
used the public funds allocated from the state
budget for the same purposes as they were des-
ignated by the central administrative agencies. 

The legislator did not clarify the professional
contents or frequency of the audits to be per-
formed by the State Audit Office, or whether
or not it 'merely' gave competence to the new
institution, originally identified as the 'highest
agency of state control' or it also involved (annu-
ally) repetitive tasks with regard to all local
municipalities, for the performance of which
the SAO would have both professional and
political responsibility, either at the start (when
the SAO was established), or ever since. A
good six months after the approval of the Act
on the State Audit Office, when the Act on
local governments was passed, the first freely
elected Parliament announced the still valid
rule according to which 'the operation of local
governments is controlled by the State Audit
Office'. This declaration was made without clar-
ifying the meaning of operation or the inten-
tions and targets of the audits. Did Parliament
give an opportunity to SAO or did it impose a
(regular) obligation on it? 

It is a fact that in 1990 the SAO could not
get hold of any 'historical handholds', proce-
dures or special methods for coping with the
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audit of the finances of local governments, the
number of which doubled after the dissolution
of the councils. It could not have adopted the
former state audit practice (i.e., the govern-
ment audit methods and procedures) even if it
wanted to. However, currently there is a dual
external financial control system in the local gov-
ernment segment of the budget which is expen-
sive and neither of its components was proper-
ly established. The functions of neither the
state audit nor the accounting audit are clear.
The budget Act imposes an obligation on larg-
er local governments to employ a private audi-
tor, but it does not say anything about the audit
of the financial statements of small local gov-
ernments (more than 2,000 settlements). For
formal logical aspects, the legislator expects a
solution from SAO in the latter area.
According to a provision of the effective
Budget Act stating that 'the State Audit Office
performs the tasks of the external financial control
of the budget' also suggests that the 'highest
financial control agency' should be obliged to
enter this no one's land. And there is more!
Considering that pursuant to the law the audi-
tor of a larger local government is employed
and paid by the local government, we can hard-
ly talk about the independence of the auditor.
In Hungary, the number of local governments
in a tense (or clearly hopeless) financial situa-
tion is increasing. Changes are absolutely nec-
essary and should not be postponed in several
areas. With regard to the independent financial
control of the Hungarian local governments,

•the (annual) financial statements of (small)
local governments should also be audited
by an external financial auditor, for which
active co-operation with the Hungarian
Chamber of Auditors (HCA) is absolutely
necessary;3

•procedures need to be developed for the
complex assessment of the operation of the
local governments and they must be
applied in the audits of the State Audit

Office with the purpose of assisting the
local governments;

•the independent external audit agency
should prepare quantified, transparent,
comparable and user-friendly assessments
and evaluations which should also be pub-
lished on the internet.

LEGISLATION AND PRACTICE IN AUSTRIA

Federation (national) legislation

Austria's settlement structure is similar to that
of Hungary. Apart from the similarity of the
relatively even geographic situation of residen-
tial communities (Gemeinschaften), villages
and towns (Gemeinden), another factor sup-
porting a useful comparison with the
Hungarian conditions is that, compared to
Northern Europe, in our Western neighbour
country many settlements have local govern-
ments too.

Multi-tier regulations cover the independent
(external) financial control of public funds
(Gebarungskontrolle). The top (federal) level
contains the Austrian Audit Office (Österre-
ichischer Rechnungshof- ÖRH), which will cele-
brate its 250th anniversary in a few years.
According to the Constitution, its competence
has covered the second level of public adminis-
tration, the provinces (Länder) and also par-
tially the third level: communities of at least
20,000 residents and local associations
(Gemeindeverbände), and their foundations,
funds and institutions since 1929.4 This catego-
ry includes 23 towns and the capital city, i.e., 
1 per cent of the total local governments (see
Table 1). The competent mayors present the
final accounts of their towns to the audit office
for audit by the end of March each year and,
simultaneously, the statements are also pre-
sented to the provincial government for infor-
mation. ÖRH notifies the mayor of the audit
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findings, who takes his position and then
reports the actions taken to the audit office
within three months. ÖRH also notifies the
competent provincial government and the fed-
eral government on the declarations of the
mayors and informs the council of the audited
town (Gemeinderat), and simultaneously the
provincial and federal governments in an offi-
cial communication (Bericht) on the financial
year by the end of the subsequent year. Then it
also discloses its communication (report).
ÖRH also audits those enterprises in which the
participation of local governments in charge of
more than 20,000 residents is higher than 50
per cent of the registered capital and companies
that are operated by the local governments
themselves or take part in their operation. The
audit office may also audit the finances of local
governments in villages with less than 20,000
residents, but such audits can only be conduct-
ed upon a specific request of the provincial gov-
ernments. This is why within the federal audit
office organisation, operating with approxi-
mately 300 employees and divided into five sec-
tions and 35 units, only one unit (Abteilung
Gemeindeverwaltung, Gemeindeverbände) is
dedicated to the financial control of local gov-
ernments. (Consequently, despite our common
historical roots, there are fundamental differ-
ences between ÖRH and SAO in terms of
rights, interpretation of tasks and organisation-
al structure.)5

The types of control of public funds, declared
also in constitution, have developed in a historic
process for hundreds of years. At the begin-
ning, the inspections only focused on the issue
whether or not the accounts and statements
reconciled. These days, apart from the mathe-
matical accuracy (ziffernmäßige Richtigkeit) the
professional contents of audit (Ordnung-
smäßigkeit) also include compliance with the
effective legislation and the review of economy,
(Sparsamkeit), efficiency (Wirtschaftlichkeit)
and practicality (Zweckmäßigkeit). As the

Austrian Constitution contains rather detailed
provisions on issues concerning the State Audit
Office, the Act on ÖRH practically only
repeats or supplements the declarations of the
Constitution with regard to local govern-
ments.6 The Austrian Government does not
have any financial control tasks at federal level
concerning the local governments. Only the
provincial governments and ÖRH are compe-
tent in this field.

Table 1

BREAKDOWN OF THE NUMBER OF SETTLE-
MENTS BY SIZE CATEGORIES 

(as of 1 January 2005)

number of residents number of settlements
– 500 173

501 – 1000 426

1001 – 2500 1 131

2501 – 5000 412

5001 – 10 000 144

10 001 – 20 000 49

20 001 – 50 000 15

50 001 – 500 000 8

capital cyti 1
Austria  2  359

Source: Schmid, J.: Die Stellung der österreichischer Gemeinden in
einer reformierten Bundesverfassung

Doctoral thesis on the constitutional law. Rechtswisswnschaftliche
Universität Vienna, January 2006, p. 12

Legislation at provincial level

Austria is a federal state; it consists of nine
independent provinces (Bundesland). With the
exception of one, each province (and also the
capital city) has its constitution. The majority
of the provinces revised their constitutions in
the 1980s and 1990s in order to comply with
the requirements of our current age and declare
the basic human rights at the highest possible
level. The constitutions mention the financial
control of local governments which is not the
responsibility of the audit offices in terms of the
financial statements.
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The federal constitution authorises the
provinces to control the finances of their local
governments in terms of economy, efficiency
and practicality (überprüft). The provinces have
various financial control institutions
(Landeskontrolleinrichtungen), the organisa-
tional structure and independence from the
public administration system of the province of
which are regulated differently by the various
provincial parliaments. 

A descriptive document prepared for EURO-

RAI7 classifies the provincial control agencies

into two large groups.

•The first category contains central or provincial

public administrative agencies. E.g., in the

province of Vorarlberg, which contains 96 set-

tlements, the number of residents is below

20,000 in 93 villages. The regular financial con-

trol in this category (regelmäßige Überprüfung)

is exercised by the office of the provincial gov-

ernment, and three towns are controlled by

ÖRH. The competent unit of the office

(Abteilung Gebarungskontrolle) reviews the

financial statements of all villages and local gov-

ernment associations (Rechnungsabschlüsse)

annually, and is entitled to issue resolutions of

approval with regard to them, as a supervisory

authority. Such activities of the office are audit-

ed by the Provincial Audit Office (Landes-

rechnungshof – LRH) as an external independ-

ent auditor. [In the spring of 2006, e.g., LRH

prepared a detailed report for the provincial

parliament and government evaluating its

audits conducted between 2001 and 2005. In

this period, the audited government office

inspected 89 villages. With regard to its activi-

ties, the audit office concluded, in terms of

quantity, among others, that each village was

audited every five years. In terms of the contents

of the audits, the conclusion was that they were

dominated by the classic types of financial con-

trol, i.e., compliance and regulatory aspects

(Rechtmäßigkeit und Ordnungsmäßigkeit.)]8

The federal capital (which is not only a local

government but also a province) has a control

office (Kontrollamt) established in 1920

instead of an audit office. This office is con-

trolled by a director and controls the manage-

ment of the capital city as well as all the eco-

nomic organisations in which the local govern-

ment is the majority owner in a structure of four

departments at present. In addition, it also

audits the management of public funds by the

local public administrative agencies and foun-

dations and funds with legal entity, owned by

the local government of the capital city. Such

audits are also distinguished according to math-

ematical accuracy, regularity, economy, efficien-

cy and practicality.9 Consequently, there is no

difference between the types of audits conducted

by the audit offices and other types of control-

ling institutions. The control office integrated

into public administration operates within the

magistrate subordinated to the mayor. It reports

to the control committee of the capital city

(Kontrollausschuß). The procedure, by which

its executive officer is appointed (for five years)

and recalled by the council of the capital city

(Gemeinderat) based on the mayor's proposal,

provides a quasi parliamentary feature to this

office.

•The second category contains the institutions

directly reporting to the provincial parliament

(Landtag). There are two types of such institu-

tions, the individual organisational units par-

liament (audit offices) and the control commit-

tees of parliament (Kontrollausschüsse) which

operate with the control offices.

With the exception of Vienna, there are audit
offices in each province. They report only to
their own respective parliament, and cannot be
instructed by the head of the province
(Landeshauptmann). The annual regular audit
of the financial statements of villages and towns is
not included among their responsibilities. This
task is performed by the offices, departments
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and rapporteurs of the government apparatus.
The audit offices occasionally audit the activi-
ties of the latter parties. In Burgenland, e.g., the
external audit of public funds falls under the
competence of a nine-member parliamentary
control committee (Landeskontrollausschuß),
which has its sessions quarterly. The tasks of
the audit office established in 2002 are regulat-
ed in detail in the Constitution of Burgenland.
The financial control of local governments is
limited to an expert opinion on the management
of public funds of the local governments (and
local government associations) by the audit
office based on an order of the provincial gov-
ernment (Auftrag)10. (In Burgenland province,
there are only two auditors in the audit office
assigned to this field and only one of them
deals with the audit of local governments in
part of his time; more specifically, it is not even
an audit activity, only the preparation of an
expert opinion.) 

The legislation of the specific provinces
allows for different interpretation, which has
an impact on the degree of independence of the
controlling organisations from the executive
power agencies. One of the issues in the con-
stitutional reform disputes for several years11 is
how to draw a clear borderline of the account-
ability of local governments between an audit
by an audit office (Gebarungskontrolle nach Art
des Rechnungshofes) and the supervisory con-
trol (Gebarungskontrolle im Rahmen der
Gemeindeaufsicht).12

The financial control agencies prepare an
annual report (Tätigkeitsbericht) on their
activities, which is submitted to the provincial
parliament and government. The ex officio
audits are described in individual reports
(Einzelberichte), addressed to the same author-
ities. The special reports are submitted to par-
liament as well as other agencies that sent
inquiries concerning those reports or requested
them. The reports on the audits of local gov-
ernments in villages and towns, performed

upon orders, are sent only to the provincial
government and the mayor concerned for the
purpose of presenting them to the local council
(village or town). The mayor must notify the
supervisory agencies of all the actions taken.

The various control agencies meet annually for

the purpose of exchanging their experiences. They

co-ordinate their activities with the audits of

ÖRH. There are opinions according to which the

audits requested by the provincial governments

may create a disadvantageous situation for the

audited local government, because it depicts a

worse picture about it that it should deserve.

(E.g., in Upper Austria, where there are 445 local

governments, the audit office conducts on average

60 audits each year upon request.) The local and

provincial interests are stressed contrary to the

federal interests which, obviously, the ÖRH is

trying to enforce. (The vehemence is striking,

with which the chairman of the Austrian Audit

Office proposes referring the competence of inde-

pendent financial audit of small towns, villages

and small communities into the competence of

the Federal Audit Office in the new Constitution

which is currently being drafted. This solution

would generate significant additional tasks for

ÖRH.)

The tasks of the audit offices contain the
classic types of the control of public fund man-
agement in the province (Landesgebarung), i.e.,
they focus on mathematical accuracy (rechne-
rische Richtigkeit) and compliance. However, the
so-called 'modern' audit types are also present
(efficiency, economy and practicality criteria).
The principle of economy means that the low-
est amount of public funds should be used for
achieving a specific result, but it is only desir-
able if the lower expense does not undermine
the quality (Minimalprinzip). The principle of
efficiency (Wirtschaftlichkeitsprinzip) reflects
the relationship between the resources used and
the result achieved (Erfolg): have the public
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funds been used successfully? Consequently, we
should aim at the highest possible result at a spe-
cific cost (Maximalprinzip). The principle of
efficiency also involves economy. It is measured
with external and internal comparative calcula-
tions, cost benefit analyses (Kosten-Nutzen-
Analysen), especially with regard to capital
investments. The principle of practicality
expresses whether or not the set target has been
achieved and whether or not due consideration
was applied to choose the most favourable
option to spend the required resources (money
and time) as well as whether or not all tasks were
performed that could have or had to be per-
formed or were allowed to be performed. The
effective legislation does not provide for the fre-
quency of the external financial control.

The audit offices are entitled to audit foun-
dations, funds and institutions that are part of
provincial administration as well as enterprises
and institutions (Überprüfung), in which the
province is financially interested and which are
operated by the provincial government either
alone or together with other parties. In addi-
tion, any private individual and legal entity
managing the assets of the province and for
whom/which the provincial government
assumed a guarantee, may also be audited. The
scope of the audit also covers public low bodies
managing provincial claims and provincial
receivables and subsidies (Gebarung öffentlich-
rechtlicher Körperschaften), and finally, upon
the order of the provincial government or the
head of government, the finances of local gov-
ernments and local government associations
(Gemeinden und Gemeindeverbänden). The
legal regulations applicable to the preparation
of final accounts and financial control of local
governments are contained in the so-called
'municipality law'.13

The purpose of the audits is to conclude
whether or not the public funds were managed
in accordance with the applicable regulations
(zahlenmäßig korrekt), accurately, economical-

ly, efficiently and practically. The audit offices
can make proposals not only for the elimina-
tion of insufficiencies, but they can also sug-
gest opportunities for decreasing or eliminat-
ing tasks, generating new revenues or increas-
ing the existing revenues. An audit in progress
may cover the full range of public fund man-
agement or any part thereof; it may give a reli-
able picture of the management of funds, or
may also be performed based on random selec-
tion (stichprobenweise). Special audits
(Sonderprüfungen) are performed according to
the criteria of the order or request.

The so-called permanent (regular), ex offi-
cio audits (laufende Prüfungen) are distin-
guished from the special audits. All decisions
about the first category audits are made by the
head of the audit office (control office), or the
head of the financial control committee
(Obmann) defining whether or not an audit
should be a complex audit or should only
focus on a specific area or should be per-
formed based on random selection. Some
provinces prepare an annual audit plan, which
is also presented to the provincial parliament.
The nature of any special audit is defined in
the order or request.

According to the Act on the audit office of

Salzburg province, special audits may be 'ordered'

(Kontrollaufträge) based on a parliament resolu-

tion, upon the request of at least one third of the

MPs or upon the request of the financial control

committee of the parliament. Requests

(Kontrollersuchen) may also be received from

the governor or the government of the province.

According to the Styrian Act on the audit office,

those capital investment projects where the total

cost of implementation is 2‰ higher than the

effective appropriation, an audit must be con-

ducted upon the request of the provincial govern-

ment. The audit office prepares an expert opinion

for the provincial government on each audited

project. The audit criteria include compliance
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with the cost appropriations and deadlines,

implementation of the project according to the

plans and compliance with the regulations (stan-

dards) for the equipment.

LEGISLATION AND PRACTICE 
IN GERMANY

The audit of local governments of the
European country with the highest population
(generating the highest GDP) depends on the
historical structure of its public administration.
The federal audit office at the top (Bund) of
Chart 1 (Bundesrechnungshof – BRH) does not
exercise any financial control over the local
governments at all.14 The second level consists
of thirteen provinces (Flächenland), which are
also regional (district) local governments
(Regierungsbezirk), as well as three city states
(Stadtstaat). The provinces and the former
Hansa cities (Hamburg, Bremen and Berlin)
are the federal states forming the country

(Bundesländer). The settlements (Gemeinden)
constitute the third level of public administra-
tion. The towns have different positions,
because part of them (in total 116) are 'county
boroughs' (Kreisfreie Städte), but the majority
of them are 'integrated into' a provincial dis-
trict. Statutory supervision over the minor set-
tlements is exercised by the provincial offices,
while the larger ones are 'exempt' from any
superior official supervision (Amtsfreie
Gemeinden). 

The settlement structure of Germany (see
Table 2) is similar to the Hungarian structure
with the very significant difference that the
average number of residents in the settlements
is much higher than in Hungary: on average
there are 7,000 residents in each settlement. In
the German financial control terminology,
there is a distinction between a 'local audit'
(örtliche Prüfung) and 'external audit'
(überörtliche Prüfung). The audits in the first
category are performed by the audit offices of
the towns.

Chart 1

LEVELS OF PUBLIC ADMINISTRATION IN GERMANY

Source: Wikipedia

Federation

Federal provinces

(Regional district governments)

Provincial boroughs

(Offices)

Settlements under the bor-
oughs

(controlled by the offices)

Settlements outside the
boroughs 

(not controlled by the
offices)

Towns outside 
the boroughs

City states
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Regulation at provincial level

The legal regulations of each province define
the concept (villages and towns are the basis
and members of the state as a regional govern-
ment of citizens, it promotes the welfare of its
residents, it performs the tasks imposed on it
by the province and the federal state; it defines
the rights and obligations of the citizens to
take part in local administration), its legal sta-
tus, and scope of operation of a settlement.
Apart from a lot of other issues, the legal regu-
lations provide for the method of qualification
into a town district (Stadtkreise) or large town
(Große Kreisstädte) and lay down the rules of
asset and fund management (Sondervermögen,
Treuhandvermögen) accounting and the annual
report. They also contain requirements for the
internal audit and disclosure.15

The law on local governments of almost each

province of Germany declares the need for a spe-

cial audit of the finances of the local governments

(Kassenprüfung) by an independent external

audit agency. This primarily assumes accounting

(bookkeeping) and taxation issues. This external

control-type audit is not directly defined by law.

It may be considered as one subtype of the com-

pliance audit (Ordnungsmäßigkeit). As it is well

known, a compliance audit does not only focus

on the accuracy of bookkeeping (buchhalterische

Korrektheit), but also on general compliance

with the law (ganz allgemeine Rechtmäßigkeit).

It also checks whether or not public administra-

tion performs its tasks in accordance with the reg-

ulations and in an up-to-date fashion, whether or

not it respects the basic principles and essential

and formal requirements. The principle whereby

the important matters must be managed properly

has a priority (materieller Richtigkeit).16 Any

matter is important if it had or may have a finan-

cial impact. The so-called Kassenprüfung also

checks the accuracy of bookkeeping based on ran-

dom selection. The report on these issues is the

Table 2

NUMBER AND POPULATION OF THE SETTLEMENTS IN THE PROVINCES

Province Settlement of which towns average number of residents
Rheinland-Pfalz 2,306 123 1,758

Bayern 2,056 315 6,076

Schleswig-Holstein 1,119 64 2,533

Baden-Württemberg 1,108 311 9,692

Niedersachsen 1,022 164 7,811

Sachsen-Anhalt 1,016 121 2,403

Thüringen 968 127 2,388

Mecklenburg-Vorpommern 849 84 1,995

Sachsen 497 178 8,551

Hessen 426 189 14,261

Brandenburg 420 112 6,066

Nordrhein-Westfalen 396 268 45,527

Saarland 52 17 20,061

Bremen 2 2 331,990

Hamburg 1 1 11,754,182

Berlin 1 1 3,404,037

Deutschland 12,239 2,077 6,726

Source: Wikipedia



SUPERVISION AND AUDIT

166

basis for the exemption of the managers of the

audited organisation from their economic liabili-

ty. During the audit of bookkeeping, the follow-

ing questions need to be answered: Are the rev-

enue and expense documents available? Are the

documents classified in a timely order? Are

inventories kept in accordance with the regula-

tions? Do the contracts and resolutions exist for

the lawful wage and remuneration payments?

Were there any unnecessary expenses (e.g., default

interest)? Was the most favourable bid chosen in

public procurements? etc.

All provinces (including also the three city
states) have an audit office, but only some of
them are directly responsible for controlling
the financial reports of the local governments.
The audit offices are autonomous both with
regard to the federation and BRH. According
to scientific research, the variable instruments
used in the external independent financial con-
trol forming part of their activities, can be clas-
sified into five categories.17

The first group contains provinces (Saar
Region, Brandenburg, Lower Saxony until
2005) applying the so-called integrated author-
ity solution (integrierte Behördenlösung). In
these provinces a separate office is responsible
for the external audit (Gemeindeprüfungsamt,
Kommunales Prüfungsamt). This office
belongs to the Ministry of Interior or the dis-
trict government or the provincial council
office). The independent audits performed by
this office constitute a public task, one of the
components of the legal supervisory system of
the state. In this context, its primary objective
is to support the state supervision (staatliche
Kommunalaufsicht) over the local govern-
ments. German experts also describe this type
of external audit as (traditional) compliance
audit, concentrating on compliance with the
public regulations (Rechtmäßigkeitsprüfung) for
the management of local governments.
However, the activities of the offices also

reflect attempts for economic audits, such as
for example with regard to the counties
(Landkreisen) and large towns (kreisfreie
Städte) based on comparative indicators.18

The second group contains provinces
applying the institutional solution (Anstalts-
lösung). In these provinces a separate public
law institution assumes the tasks of the state
and performs independent financial audits in
local governments. They are supervised by the
Ministry of Interior as the highest supervisory
authority. The institution (Gemeinde- oder
Kommunalprüfungsanstalt) is financed with the
contributions of the audited local governments
and the collected audit fees. The institutions
may also provide consultation services in rela-
tion to the regular audits for a special fee. This
solution also focuses on supporting state
supervision. It also supports comparisons with-
in the province and specialisation of the audi-
tors. The institute is managed by a Board of
Directors, which is chaired by a chairman. The
chairman is appointed by the Minister of
Interior for eight years. The members are
elected for five years from the representatives
of the association of local governments. The
audits are limited to compliance audits
(Ordnungsmäßigkeitsprüfung). This is explain-
ed by the rights of the settlements19 to have a
local government, expressed in the constitu-
tion, and that the financial control of the local
government is a partial function of state super-
vision. (At the same time, we must also note
that the German Budget Act declares the prin-
ciples of economy and efficiency.) The legisla-
tion of Baden-Württemberg, Lower Saxony
and Northern Rhine Westphalia belongs to this
category.

For example in Baden-Württemberg towns must

establish an audit office (Rechnungsprü-

fungsamt), reporting directly to the mayor. In

smaller settlements the supervisory authority

(Rechtsaufsichtsbehörde), while in settlements
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with more than 4,000 settlements a legally inde-

pendent state control institution (Gemeindeprü-

fungsanstalt) performs the external audit (externe

Revision der Kommunen. (This institute for

example had a staff of 160 employees in 2006 and

audited 1,503 financial statements. In addition,

it also audited the accounts of l98 towns and vil-

lages, 717 associations of local governments and

133 foundation reports. It also audited the

accounts of 226 construction projects and 14 hos-

pitals and prepared 92 so-called Kassenprüfung.

It provided consultancy services on organisation,

efficiency and special professional issues in 250

cases.)20 Both audit agencies report to the

Ministry of Interior. Neither of them has a right

to impose any sanction. During the quarterly

audits the external audit agencies rely on the

results of the 'local' audits related to the annual

accounts and the final accounts.

The third group applies a board-type solu-
tion. There is only one province, Bavaria, in
this group, where this model has existed since
1919. In this model the independent financial
control and state supervision are strongly sepa-
rated from each other. The first function is per-
formed by an association (Bayerischer
Kommunaler Prüfungsverband), subordinated
only to the law and reporting to the Bavarian
Minister of Interior. The association is led by a
director and has a provincial committee and
presidium. It is financed with contributions
and expert fees. (The hourly audit fees are pub-
lished on the website of the association.) The
provincial law on local governments covers the
external financial audit (überörtliche
Rechnungs- und Kassenprüfungen)21. The asso-
ciation performs such audits as an authority
only in the member local governments. Upon
the members' request efficiency audits may also
be performed in such local governments and
expert opinions may be prepared or consultan-
cy services may also be provided. The books
and financial reports of those local govern-

ments that are not members of the association
are audited by the public offices of the provin-
cial council (staatliche Rechnungsprüfungs-
stellen der Landratsämter). 

The Bavarian local governments prepare consol-

idated financial statements, while their own com-

panies and hospitals apply the same accounting

principles as the businesses (kaufmännisches

Rechnungswesen). Technical contents of the

external audits, conducted every four years:

•Review of the fundamental rules of the fund

management of local governments and compli-

ance with the budget;

•Review of incoming and outgoing payments,

incomes and expenditures, revenues and costs,

the consolidated annual report and variation of

assets

•Compliance, efficiency and economy principles;

•Did the expenditures (including the insignifi-

cant staff and pocket expenses) lead to any

result?

The fourth group contains only those
provinces which chose the so-called classic
audit office solution (klassische Rechnungs-
hoflösung). Part of their activities is the audit of
the overall economic operation and budget of
the local governments and their associations.
The member of the audit office, responsible for
this task, is also a member of the board of audi-
tors, therefore he also has an influence on the
audit findings related to the provincial budget.
(It is well-known that the German Federal
Audit Office operates as a board adopting its
audit findings in the form of decisions made by
auditor colleagues.) The provincial audit
offices operating with the classic model are part
of the supervisory system operated by both the
state and local governments (Überwachungs-
system – see Chart 2). They are primarily
responsible for regulatory (compliance) and
efficiency-type audits. This group contains
Saxony, Mecklenburg-Forepomerany, Rhine-
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Pfalz, Schleswig-Holstein and Sachsen-Anhalt
provinces.

In the provinces (Hessen, Thüringen)
forming the fifth group the competent external
auditor is the audit office, but, compared to the
previous group, these provinces chose a modi-
fied audit office solution. The most important
feature of this solution is that the law gives the
right to the president of the audit office to
audit the local governments. In this model
therefore the audit findings are not established
in the form of decisions of audit colleagues.
The decisions are made by the president of the
audit office. He can designate the members of
his own staff to perform audits or may also
employ auditors, audit companies or any other
suitable third parties for audits. Consequently,
the audits are not performed by public servants
(Prüfungsbeamte) therefore, this solution is
also described as de-regulation, de-nationalisa-
tion or outsourcing, because the audit office
does not directly audit the annual reports of
the local governments.22 The law does not pre-
scribe annual frequency for this task. LRH per-
forms comparative audits in unspecific topics.

In Germany the federal audit office is not

authorised to audit local government, only
part of the provincial audit offices audit the
financial statements of the local governments.
However, there is no audit vacuum in legisla-
tion. There is independent financial control
over each local government at every 4–5 years
instead of a yearly audit. Wherever it is not the
responsibility of the audit office, it falls under
the competence of the Ministry of Interior
with the exception of Bavaria. In six provinces
the audit offices directly audit bookkeeping
and reporting, and in two provinces this
responsibility is assigned to an external auditor
or audit company. All this makes it possible
that the law authorises the president of the
audit office and not the office itself to conduct
the audits. One example for this is province
Hessen, the audit office of which 'outsourced'
the audit type investigations, and it conducts
comparative analyses. (See Chart 3) The audit
offices also perform performance audits, in
fact they prefer it to the 'classic' compliance
audits. Some laws state that the audit office
may leave certain accounts un-audited.
Consequently, the Hessen audit office per-
forms multi-lateral structural audits of the cer-

Chart 2 
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tain local government layers, target profes-
sional associations and with regard to the over-
all provincial local administration primarily for
the purpose of comparing the budget stability
of the local governments. The audits are ge-
nerally financed from the public funds of the
province, and are supplemented with fees and
contributions collected from the audited
organisations. Regardless of who performs the
independent external audit, the party is not
authorised to impose sanctions. The reports
are also sent to the competent public (provin-
cial) authorities. 

The audit reports of the audit of office usually

summarise the findings of one year

(Jahresbericht), but there are also some reports,

which are prepared every two years23. These are

detailed reports on 200–300 pages. All audits are

based on randomly selected samples (stich-

probenweise Prüfung). The German law inter-

pretation (similarly to Austria) is based on the

assumption that local governments operate with-

out violating the laws and regulations and fulfill-

ing all their tasks specified by law. The expression

of audit is not used in Germany.

LEGISLATION AND PROFESSIONAL 
REGULATIONS IN ENGLAND

Institutional framework of audit

In Britain the external financial audit of local
governments and local authorities is the respon-
sibility of a government commission (Audit
Commission for Local Authorities in England and
Wales – AC), which has been active since 1983.
In 1990 the competence of the AC was extend-
ed to the National Health Service. In 2000, it was
extended with the so-called 'best value inspec-
tions', applicable to certain services and func-
tions of local governments. In 2003 the inspec-
tion of housing associations was also added to
the tasks and competencies of AC. The AC
appoints the auditor of the local governments
(and any other regional agency) following con-
sultation with the organisation to be audited.
(The health authorities are exceptions from this
rule.) The auditors could be employees of the
Operations Directorate, i.e., extended arm of the
AC or employees of a private audit company.
The audited organisations do not have the
option to select their own auditors individually.

Chart 3
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AC receives a relatively low amount from the

central government in the form of transfers. The

majority of its revenues are audit fees and con-

sideration for inspection work conducted at local

governments and health services. The fees are

established by the committee. The operations

directorate and the employed private audit com-

panies charge identical fees, because they fulfil the

same role in the audit (audit of the reports). The

members of the 15-member board are appointed

by the deputy minister. The members are selected

from a large group. (See Chart 4). Their tasks

include the audit of the financial reports of local

governments, health and other services (hotel

service, fire brigade, civil defence, etc.), i.e.,

11,000 public institutions (audited and inspected

bodies). With its staff of 2,300 employees, the AC

audits the financial reports of more than 250 local

governments24 and also conducts performance

audits primarily with regard to health services.

(The report of each local government is available

on the Internet.) As an external independent

agency (independent watchdog) it audits on

behalf of the government and not the Parliament. 

Comprehensive Performance
Assessment – CPA

The effective British laws set a requirement to
take measures for providing the best services
not only for the local governments, but also for
all local authorities (for example supervision of
national parks, fire and disaster prevention
agencies). At the same time, the audit commis-
sion was generally authorised to inspect such.
In the initial period (2000–2001) there was a
strong distinction between the audit of the
financial reports and the other supervisory type
audits, but later the two audit types were com-
bined (combined audit and inspection work).
The purpose of this measure was to provide the
widest possible overview for the population on
how its own local government performs its
tasks compared to the other local governments in
England (and Wales). The reports integrate
audit- and supervisory-type findings. They are
completed with the assessment of the capabili-
ties of the local management in terms of com-
munity management. 

Chart 4

TASK STRUCTURE AND ORGANISATION OF THE AUDIT COMMISION

Source: Public Sector Audit Institutions in Europe (EURORAI, 2004) p. 112 Regional 
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In December 2002 the AC published the compar-

ative reports of 150 local governments, and in

2003 and 2004 they published a comparative

report of 238 district governments. In 2005 it

developed and introduced a complex audit of 46

fire fighting and disaster prevention authorities,

falling also under its competence. The group of

local government bodies is significantly larger

than that of local governments. The AC glossary

classifies all the organisations here to which audi-

tors are delegated on the basis of the effective leg-

islation. Apart from the village and town coun-

cils, various authorities also belong to this group

(police headquarters, fire fighting headquarters,

national park supervisions, etc.).

The CPA also includes three types of cus-
tomised audit procedures, developed for three
audit areas:

•First the methods applicable to the single
tier and county councils (single tier and
county councils) (since 2002) and then

•To the district councils (district councils)
and finally

•The fire fighting and life saving authorities.
The main purpose is to assist local authori-

ties improve the quality of residential services.
The professional contents of the audit system
are the measurement and assessment of the per-
formance of local governments, extending to
the organisation and full range of their activ-
ities. The system framework is defined by a
four directional approach and evaluation:

Corporate assessment (Corporate assess-
ment);
Assessment of the use of resources (Use
of resources);
Service assessment (Service assessment);
Direction of travel (Direction of travel).

The CPA covers the review and evaluation of
the entire of system of operation. It is a multi-
dimensional audit, "'system control' model,
which evaluates the real financial and manage-
ment processes simultaneously and collectively.

Its purpose is to assist improve the quality of
operation of the local governments and make
their activities comparable. The four directional
approach applied to the various organisations
requires various procedures. In this framework
the AC (as indicated in Chart 5), in each local
government every three years,

•Assesses the quality of services: the child and
youth policy, care for old people, real estate
(home) management (including energy and
water supply, care for homeless people,
etc.), environment and nature protection
(waste and rubbish removal, etc.), cultural
services (libraries, museums, sports oppor-
tunities, tourists services), fire protection
and disaster prevention;

•Evaluates the use of the resources available
for such activities (the financial position
and finances, the financial report, the oper-
ation of the internal management system
and the correlation between the expendi-
tures and quality of services);

•Judges the activities of the management
board (attempts, plans, ranking and deci-
sion-making capacities, willingness to
learn, achievement of the set targets,
etc.);

•'Classifies' the directions and intensity of
development of the local government. 

The objectivity of CPA is based on the use of
specific performance indicators, and quantifica-
tion of performance between excellent and
unacceptable. It uses sufficiently detailed crite-
ria for providing the various grades. The results
and outputs are summarised in tables by local
government and are published also in aggregate
tables. The 'marked' performance of any local
government within a particular category (in
line with the four-directional approach indicat-
ed above and also as an aggregate result) is com-
parable to the mark of any other local govern-
ment. The detailed evaluations of the audited
local governments are also accessible on the
Internet. 
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The reports also vary. Apart from the audited

local governments, they are used and read by the

most interested external parties (public agencies,

interest representation organisations, creditors,

media, etc.). The reports are available on the AC

website, which naturally does not only publish

the reports, but presents also other important

technical information (guidelines, indicators,

legislative background, etc.). 

The AC developed procedural guidelines for
the independent financial audit of local govern-
ments, which are periodically revised and pub-
lished.25 These guidelines define the mission,
nature, level and scope of the local audit work,
covering all the activities of the organisation.
As AC defined its own mission, it intends to be
the driving force of development of local pub-
lic services. In its interpretation external finan-
cial control is an important part in the process
of accounting for public funds, but it is not the
accounting function itself. This latter one is the
competence and task of the government and
not the financial audit agency. The AC practice
significantly contributes to the good manage-
ment of community funds and effective gover-
nance of public services (corporate governance).

The external auditors in the public sector prima-
rily provide an independent opinion of the
financial report of the audited agency, but their
work is more than that: it also covers the
review of the various measures of the local gov-
ernments and the integration of the findings
into a report. The three criteria, based on which
AC distinguishes the independent financial
audit of the public sector from that of the pri-
vate sector are as follows:

•In the public sector the external auditors
(external auditors of the public sectors) are
appointed independently from the audited
agency;

•The activities of the external auditors of the
public sector do not only include the audit
of the financial report, but also involve the
economy, efficiency and profitability aspects
of the management of the organisation and
the managerial actions; 

•The external auditors of the public sector
may make their report summarising the
results of their work available for the pub-
lic.26

It should also be mentioned that, in co-oper-
ation with other competent supervisory agen-
cies (other local services inspectorates), AC has

Chart 5
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also developed another evaluation system
described as the Comprehensive Area
Assessment (CAA). As the CPA system, it
also has four main components: 

Joint risk assessment, performed with the
agency supervising the local governments;

Quantified evaluation of the direction of
travel (development) for each local authority; 

Assessment of the use of resources in each
public institution;

Publication of the results and repeated
evaluation of the national performance indica-
tors.

Contrary to CPA, the CAA to be intro-
duced in 2009 focuses on the operation, condi-
tions and performance (outcomes) of a larger
area instead of the individual local govern-
ments. The CAA is an innovative approach try-
ing to find ways for joint information collection
and co-operation of the official agencies. It tries
to present the quality of the services provided
by the various local government agencies and
local authorities to the population. It gives a
clear and objective evaluation of the success of
operation of the local agencies in a particular
zone for the purpose of improving the quality
of life. As the generally presented information
of this assessment is directly accessible for any-
one, it may help citizens to call their represen-
tatives to account and join the decision-making
processes.

The valid local government model in
England and Wales has three ultimate goals: 

Financial assessment of the measures of
the audited organisation in relation to

•the legality of transactions (legality),
•the financial position
•internal financial control systems (internal

financial control)
•and the standards of financial conduct, pre-

vention of corruption;
Audit of the financial report of the agency;
Assessment of the measures of the organisa-

tion in relation to

•the economic, effective and profitable use
of resources

•elaboration and publication of the special
performance information (especially in the
case of local government bodies)

•and compliance with statutory require-
ments.

This model implements the so-called integrat-
ed audit concept of the Audit Commission,
according to which any work focusing on the
assessment of a problem provides information
for another assessment. In this context the
activities of the auditors focus on a risk-based
approach to audit planning (risk-based approach
to audit planning). This reflects an overall assess-
ment (overall assessment) of the relevant risk
that is applied to the audited agency. According
to this approach the auditors focus not only on
savings, but also how local governments can use
the savings for their own benefits. They give
advice for the improvement of the quality of
management in order to provide more effective
services, but they do not participate in political
decisions. One of the main objectives of AC is
to learn the best practice of the local agencies
and recommend it to other local governments. 

Each healthy organisation would like to
understand its own performance, therefore it
measures it regularly to know whether or not it
works well (and if it does, how well), and to get
to know the opportunities to improve the situ-
ation. The AC relied on this concept when it
renewed the National Indicator Set (National
Indicator Set) of local governments. The com-
petent ministry published a set of 199 indicators
in May 2008. These indicators (see Table 3) try
to supply professional information for the cen-
tral government for managing the matters of
local governments. In this context the vfm
audit activities of AC mean comparisons
between local governments and publishing the
results thereof. The performance indicators
collected from local governments indicating
their performance (performance indicators) are
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available also for the general public (Internet).
The Government defines the 'best value' gener-
al indicators (Best Value General Indicators)
and the list of service specific indicators. The
local governments use them both for planning
and the preparation of their reports (reviews)
to assess their own performance. The AC com-
plements the government indicators with its
own performance indicators (Audit Commis-
sion Performance Indicators).

The independent financial audit reports on
local governments are primarily addressed to
the audited organisations. In England and
Wales the reporting obligation and responsibil-
ity of the Audit Commission and the auditors
are clearly distinguished. The AC must prepare
annual reports. These reports are sent to the
Secretary of State (Secretary of State) from
where they are sent to both houses of
Parliament. The law sets a requirement for AC
to prepare studies (the Commission must under-
take studies), in which it makes proposals to
improve the efficiency of operation of local

governments (recommendations for improving
value for money in local government). Each local
government receives these studies, which are
also available for the general public, and then
they are also sent to the competent members of
Parliament. If the reports contain proposals of
any nature that fall within the scope of interest
of the Central Government then the studies are
also sent to the chief auditor of NAO. 

Pursuant to the law, auditors have various
reporting obligations:

•a certificate (certificate) stating that the
financial report has been audited in compli-
ance with the legislative requirements;

•opinion (opinion) on the financial report;
•statutory report (statutory report) for spe-

cific local governments on the audit of per-
formance of their plans (audit of the best
value performance plan);

•a letter addressed to  the members of all
elected bodies of the local government on
the annual audit (annual audit letter), sum-
marising the major audit findings.

Table 3

SOME NATIONAL INDICATORS APPLICABLE TO LOCAL GOVERNMENTS

Number Indicator
5 general satisfaction with a local zone

8 sports and recreation of adults

9 use of public libraries

10 visits to museums and galleries

13 English language skills of immigrants

15 severely violent crimes

24 satisfaction with the actions of the police and local authorities against anti-social behaviour

28 crimes committed with arms

39 hospitalisation of alcohol addicts

47 number of people who died or were severely injured in road accidents

52 school meals (lunch)

54 services to handicapped children

57 participation of children in quality and spectator sport

117 people aged 16-18, who do not work or participate in education or further training

123 ban on smoking

129 final care for people who wish to die at home

151 ratio of employees among the people of active working age, etc.
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CONCLUSIONS

Without aiming for completeness, we can draw
some conclusions that are especially relevant
for the financial audit of Hungarian local gov-
ernments. 

In the analysed European countries the
external financial audit of local governments is
performed by significantly different types of
institutions.

The organisational and institutional solu-
tions are not consistent even within the indi-
vidual states (Germany, United Kingdom).

The external financial audit of local gov-
ernments is typically a task of the government
and not the audit office. (The exceptions include
some German provinces and the Austrian audit
office in terms of its audits performed in towns
with more than 20,000 residents.)

The audit objectives (procedures) are
declared in high level regulations. The audit
tasks, competencies and responsibilities are
clearly separated.

The annual financial report of each local
government is audited in one form or another
every year (audit).

In this field the independent internal con-
trol institutions have a very important role.

The professional contents of the audits
include the compliance (Ordnungsmässigkeit,
financial audit) and performance audit aspects.

While the external audit of the annual
reports is mandatory, performance audits are
rather optional.

The audit methods are continuously devel-
oped, as a result of which the integrated audit has
been established in the United Kingdom (CPA).

The frequency of audits is one year for
annual reports and 3–5 years for other audits.

Private auditors also perform audits in the
public sector, based on assignments issued by
the state control agencies and not by local gov-
ernments.

The audit procedures are identical in the
public and private sectors, the financial auditors
of the two sectors (private auditors, public
auditors) co-operate with each other.

Local governments generally pay a fee for
the audits.

The auditors have a high degree of inde-
pendence, and assume responsibility in propor-
tion to their independence.

1 This conclusion is clearly proved by a study written
with a scientific approach and published a few years
ago, the author of which deliberately did not dis-
tinguish between the concepts of the audit office,
the court of accounts and the accountancy office.
(Kinga Pétervári: Közpénzek – magánpénzek avagy
a számvevõszéki ellenõrzés alkotmányjogi prob-
lémái (Public funds – private funds or the problems
of a State Audit Office audit under the constitu-
tional law. Gondolat. Budapest, 2004, pp. 61–86.)
The consultants and opponents of this PhD thesis,
referred to as a 'masterpiece' of PhD theses, were
well-known university teachers and constitutional
judges.

2 See the provisions of the original Article 2 (5) of the
Act on the State Audit Office. Parliament passed the
Act on 30 October 1989. Date of promulgation: 10

November 1989. The quoted provisions remained
effective for years following the approval of the Act
on local governments in 1990.

3 AO published a press release on its website about a
co-operation agreement signed by its president and
the chairman of the Hungarian Chamber of Auditors
when the manuscript of this study was closed.

4 Bundes-Verfassungsgesetz, Chapter V (Rechnungs-
und Gebarungskontrolle) Stand 10. April 1995

5 The Austrian Constitution contains unique provi-
sions regulating the audit of local governments
(Bundesrechnungsabschluß), which is similar to
the solution whereby the final accounts of the state
are prepared and submitted to Parliament by
ÖRH.  Another unique rule is that each document

NOTES
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on a national debt or public commitment must be
countersigned by the president of ÖRH or his
deputy. (However, such a countersignature applies
only to the legitimacy of the debt ensuring that the
debt is regularly entered into the public general
ledger.)

6 Rechnungshofgesetz, Bundesgesetz vom 16. Juni
1948 über den Rechnungshof 

7 Regionale externe Finanzkontrolle (2. überarbeitete
und erweiterte Auflage) EURORAI, 2001

8 Prüfbericht über die finanzielle Kontrolle der
Gemeinden durch die Abteilung Gebarungskont-
rolle (IIIc). Bregenz, im Juni 2006

9 Verfassung der Bundeshauptstadt Wien (Wiener
Stadtverfassung – WStV)

10 Landes-Verfassungsgesetz über die Verfassung des
Burgenlandes. Artikel 74. Aufgaben des Landes-
Rechnungshofes, Paragraph (2), Point 6

11 The chairman of the 80-member Österreich-
Konvent (active between June 2003 and end of
January 2005), dedicated to the preparation of the
state and constitution reform, was Dr. Franz
Fiedler, former President of the Austrian Audit
Office.

12 This is one of the dilemmas described by Tanja
Koller for the authors of the Constitution: Die
Neuerungen für den Rechnungshof – insbesondere
die Überprüfung der Gebarung von Gemeinden
und Gemeindeverbänden durch Landeskont-
rolleinrichtungen, Journal für Rechtspolitik 15, 322
– 330 (2007)

13 Neuhofer, H.: Gemeinderecht. Zweite, völlig neuar-
beitete Aufgabe, pp. 505–507, Springer, Vienna –
New York

14 For more details see: Zavelberg, H. G.: Die
Kontrolle der Staatsfinanzen, Duncker & Humblot,
Berlin, 1989

15 See, e.g., Gemeindeordnung für Baden-Württem-
berg in der Fassung vom 24. Juli 2000

16 For details see Regionale externe Finanzkontrolle
(Eine vergleichende Studie) 2. überarbeitete und
erweiterte Auflage, EURORAI, 2001

17 Binus, K.H.: Überörtliche Kommunalprüfung.
Dissertation Martin-Luther-Universität, Halle-
Wittenberg, 2005

18 See for example Zusammenfassender Bericht zur
überörtlichen Prüfung (Energiemanagement in den
Landkreisen und kreisfreien Städten des Landes
Brandenburg) Ministerium des Innern, Kommu-
nales Prüfungsamt. Potsdam, 14. 11. 2006

19 See the German Constitution (Grundgesetz, Art. 28)

20 See the 2007 annual report of the provincial institute
http://www.gpabw.de/gbericht/taetigkeiten_der_gpa.ht
m#Statistik

21 Gemeindeordnung für den Freistaat Bayern in der
Fassung der Bekanntmachung vom 22. August 1998

22 Vetzberger, K.: Die überörtliche Rechnungs-prü-
fung in Thüringen. Landes-und Kommunalverwal-
tung (Zeitschrift) 2001, pp. 546–548

23 See for eaxmple: Thüringer Rechnungshof Bemer-
kungen 1995 zur Haushalts- und Wirtschafts-
führung mit Bemerkungen zu den Haushaltsrech-
nungen 1992 und 1993

24 The structure of settlements in England is funda-
mentally different from the residential structure of
Central or Southern Europe; there are significantly
fewer settlements than for example in Hungary.
However, it has twice as many local governments as
settlements, which is explained with the segmenta-
tion of towns into districts. 

25 Code of Audit Practice for local government bod-
ies. First published in March 2005 by the Audit
Commission for local authorities and the National
Health Service in England

26 These characteristic features of the audit of public
funds are in line with the position of the Public
Audit Forum, which includes all the national audit
agencies of the United Kingdom.
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Proposal on the development
of the voluntary health 
insurance fund system

There seems to be a decision reached in one of the
major social debates of the past years, under
which the uniform, single social health insurance
system in Hungary is to be retained. Regrettably
overshadowed by the above debate, the place and
role of complementary health insurance systems
and their potential courses of development have
failed to be determined.  

Compared to countries in Western Europe, it
is unique to the Hungarian health insurance sys-
tem that, since the political change, complemen-
tary health insurances have failed to gain suffi-
cient ground and are thus unable to fill their role
in the health care financing system. Despite the
above, individual health care contribution by
patients, beyond their payment of social insur-
ance contribution fees, can be considered signif-
icant even today (its annual sum being HUF
500bn approximately), which is mostly out of
pocket payment, however, rather than prelimi-
nary savings made by regular fee payment. 

It is a general problem of health care systems
(including those of developed countries) how
the sustainability of the systems can be
ensured. The main reasons for the problem are
well known and generally accepted. 

A change in the age composition of the
population. At the global society level, society
as a risk pool involves enhanced risks since the
rate of elderly, inactive population compared to

salary earners has grown and this age group
lacks accumulated sources to spend on  medical
treatment.

The widening of service opportunities at
increased costs. The rocketing development of
medical science and technology, which requires
higher capital concentration at the same time
due to the appearance of capital intensive
equipment in health care and diagnostics.

The market of health services, the supply, is
in transition. It is no longer reimbursement but
actual financing that is the question since pri-
vate health services which expect the return of
all their expenses (including amortisation) have
gained an increasing role.

Rising customer awareness. Through the
development of science, there has been grow-
ing focus on prevention. Screening examina-
tions have become increasingly efficient, there
has been a global fight against a growing num-
ber of illnesses and there has been growing evi-
dence on the importance of lifestyle in our
lives. The pursuit of a healthy lifestyle and pre-
vention are likely to form the basic pillar of
modern medicine.

It is important tasks of those involved in the
organisation of health care systems to meet
several expectations simultaneously, create
equity in access to services, increase efficiency
and ensure financeability. 
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We must also do away with the illusion that,
although Hungarian health care is of the stan-
dard that we experience, it is at least remarkably
fair, i.e. it provides adequate social security. This
is not the case unfortunately. The financing of
the Hungarian health care system does not pro-
vide sufficient security to the population
because, although the rate of public financing
(but not its value) can be regarded acceptable in
an international comparison, private financing
constitutes direct payment by the population
almost exclusively, which involves being depend-
ent on their current financial situation. What is
more, a significant part of private financing – and
a decisive one within the service financing – is
gratuities, with no opportunities for accountabil-
ity or consumer protection. It has also been
made evident in the past years that, in the trans-
formation of private financing, voluntary com-
plementary insurances in the service financing
have not come up to hopes, while social security
can be considered adequate only if there is a third
payer behind private financing (the reimburse-
ment paid by patients), too, i.e. if reimbursement
is independent of the current state and financial
situation of the patients. In this respect, the situ-
ation in Hungary is extremely poor.

It would be important to promote the
spreading of complementary insurances and
introduce a health-targeted savings accounts
system not only because of their effect of
spurring demand but also considering that
these systems are suitable for channelling pri-
vate financing towards the direction of the
more secure “preliminary payment”. This could
be the basis for transforming gratuities into
legal and accountable service purchase and for
all this to foster a move towards the security of
citizens and the fairness of the system. It is
these individual problems and demands arising
in a widening circle that health funds are able to
address systematically.

Voluntary health funds are able to find solu-
tion for the financing of several types of servi-

ces not covered by public health insurance.
These may include complementary services pro-
viding coverage for services not included in the
core insurance package  (dentistry, certain
medication, long term care, rehabilitation,
alternative medicine, extra hotel services, etc.
as supplementary services) as well as the pay-
ment of contribution as demanded by the pub-
lic insurance package in the case of its use (co-
payment as a complementary service). 

Private health insurance and voluntary health
funds within the former have an influential role
in meeting the targets of the health insurance
system and, through this, in the system of
health care as a whole. The coexistence and
interdependence of various types of health
insurance systems can be observed everywhere.
The beneficial effects of complementary health
insurance should be enhanced and supported. 

We believe that the voluntary health fund
system is a unique system that is able to collect
a considerable amount of health-targeted
household savings and, complementing the
public health insurance system, finance health
services. Voluntary health funds are able to
complement the insurance institution activity
gaining ground in private financing, filling a
role in prevention and covering non-classic
business insurance fields. In the past years, the
regulatory environment of health funds has
undergone several changes. On the basis of the
experience gained so far, the system requires
repositioning. For the stabilisation of the
health fund system and the attainment of long-
term development, the operation of health
funds should be considered both as a service
financing and as a savings collecting system.

THE HEALTH FUND SYSTEM IN HUNGARY

Since 1993 (Act XCVI of 1993 on Voluntary
Mutual Insurance Funds- hereinafter: VFA),
the health fund system in Hungary has under-
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gone significant transformation. The system
has grown to a size that makes it unavoidable,
but there are significant further opportunities
for development.

By the end of 2007, the number of health
fund members was over 733 thousand people
(see. Chart 1). It is characteristic of health
funds that they finance services not only for
their members but also for close relatives they
have identified. Therefore, the financing of
services by health funds influences the health
of over two million people in reality.

The value of services financed by health
funds was over HUF 34 billion in 2007. The
comparison of fee payments and expenditure
on services reveals that health fund members
use the majority of the fees paid on health tar-
geted services within a year. The latter proves
that, at the moment, health funds basically
serve the financing of services related to daily
health preservation and restoration.

Voluntary health funds are characterised by
the following: 

They are (association-like) non-profit civil
organisations based on the association of per-
sons, closely related to and complementing
social insurance, which are owned by their
members and which, as their basic activity, per-
form services for their members. Health funds
simultaneously implement solidarity and,
through the individual accounts, meet individ-
ual demands. Solidarity is mostly implemented
within the family and for relatives, while, in
optimal cases, it refers to all health fund mem-
bers.

Health funds do not implement risk selec-
tion: anybody who accepts the basic rules and
pays the membership fees can be a member.

Under the amendment of VFA, voluntary
health funds have been authorised to keep the
health accounts introduced on January 1, 2004.
Through this amending proposal, the state

Chart 1
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declared that it regarded health funds to be the
primary organisations able to complement
social insurance.

Since the establishment of health funds –
similar to the case of pension funds – the state
has supported health fund membership and fee
payment by tax credits. This also indicates that,
in the long run, voluntary health funds are to
have as prominent a role in the development of
health insurance as pension funds have in the
pension system.

The greatest challenges related to health
funds can be put down to serious communica-
tion problems. The services of pension funds
seem to be more simple since these constitute
lump sum or allowance services that depend on
ten years of contribution payment or retire-
ment. The service port folios of health funds
are most diverse, however, and their assessment
requires interdisciplinary technical informed-
ness. Yet, the communication on pension funds
has been much more extensive than that on
health funds. 

FIELDS OF DEVELOPMENT FOR HEALTH
FUNDS

So as to determine the functions and service
areas of health funds, the definition of health
should be kept in mind: “a person can be consid-
ered healthy if he is able to work according to his
qualifications, is not harmed by activity fitting his
age and  – in the case of children primarily – is
capable of undisturbed development.”

Fields of cooperation with social
insurance

The basic principle of cooperation between
social insurance and voluntary health funds is
the harmonisation of sources, which means a
regulated unification of financing in specified

fields. In the year 2007, voluntary health funds
financed health-targeted services worth over
HUF 34 billion, a significant part of which was
directly related to health services financed by
social insurance. This sum equals approximate-
ly half of the annual budget for basic services of
the Health Insurance Fund. 

In the adjustment to the real world of multi-
ple values, health as a value must be given the
position it deserves in our social value system.
In order to foster this, active health behaviour,
real risk sensitivity and efficient needs commu-
nication are required at the societal level.
Classic, therapeutical health care (health dam-
age management) must be developed into an
institution based on health needs that provides
health risk management services and turns the
principles of cost efficiency-social justice into
practice.

Health culture does not exist in itself, so the
scope of development includes, among others,
lifestyle culture and erudition, and develop-
ment must thus be supported in this broader
scope. Health culture embraces the totality of
life, from the conception to humane death. (see
Chart 2)

Health preservation and illness prevention
reflect the impact and result of composite fac-
tors characteristic for the value system and cul-
tural standard of society.  Under living condi-
tions, it is the general economic background,
the labour market background, educational
conditions, living standards and the environ-
mental background that are of importance.
Significant lifestyle elements are: physical
activity, diet, smoking, alcohol- and drugs con-
sumption.

Voluntary mutual health funds contribute to
the harmonic development of health culture by
providing health preservation and illness pre-
vention services primarily, including services
significantly influencing health but not qualify-
ing as health services, like sports or convales-
cence and wellness holidays.
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Prevention, health screenings
It is a priority task identified in the government
policy to establish a uniform system of health
tests, screenings, health preservation, illness
prevention, medical treatment, care and reha-
bilitation. A prerequisite for the speedy imple-
mentation of this task is to coordinate the
activities of the organisations playing a role in
the realisation of national health policies,
including health funds. 

It is the basis for the establishment of a uni-
form system to harmonise activities related to
the survey of health status and the monitoring
of changes therein. Only this basic step will
pave the way for the establishment of health
needs, health planning and the use of services
that mean the efficient meeting of health needs. 

A significant part of health fund services can
be directly related to services of preventive
nature financed by social insurance, to screen-
ings identified under Health Ministry Order
51/1997 (Dec. 18) that are accessible within the
framework of compulsory health insurance and
to the objectives and policies determined by
the government. It is thus screening examina-
tions for the whole population, oncological
screening, mammography, gynaecological cer-

vical screening, colon and rectum screening;
the reduction of coronary-artery diseases and
movement organ diseases as well as the fortifi-
cation of psychological health that can be iden-
tified as priority goals through advocating a
healthy lifestyle  and encouraging healthy diet
and  physical exercise. 

The implementation of national health goals
requires efficient and intensive organisational
work as well as health- and human centred, tai-
lor-made health preservation and monitoring
activities. Health funds can be efficiently
involved in this organisational work. The status
surveys and health screenings continuously
carried out by the funds should be harmonised
with similar activities financed by social insur-
ance. This could guarantee a more efficient
societal coverage and prevent the – occasional-
ly occurring – double financing as well. 

It is characteristic for the two systems that,
while funds are able to achieve over 80 per cent
attendance at screenings among their members,
the rate of attendance is significantly lower,
approximately 30 per cent, in the case of social
insurance financed screenings. It is obvious
considering the latter that voluntary health
funds are able to more efficiently organise
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screenings for their members (and the relatives
thereof), including sending back screening
findings to patients. The National Health Fund
(NHF) could sign a contract with voluntary
health funds as sub-contractors commissioning
them to organise attendance at screenings for
NHF members and their families. Funds could
complement screening protocols, using find-
ings to design a health conscious lifestyle.
After the screening organised and financed by
voluntary health funds,  NHF would transfer
the amount of financing available to the volun-
tary health fund, following the report of data
by the latter. 

For the attainment of the objective it is
essential that the system of prevention activi-
ties carried out in various areas (basic and spe-
cialised health care) be considered in a uniform
way. This work involves, among others,  revis-
ing family doctors' records and working out
and introducing a uniform health insurance
indicator system. In the establishment of the
indicator system, it is important to implement
an insurance attitude alongside professional
aspects.

As a result of the above work, a personal
health plan would be worked out for every
insured person which, by revealing the health
status and lifestyle risk factors,  could help in
designing a health conscious lifestyle. These
standardised health plans could replace the
“doctor's recommendations”, much limited in
professional content, currently used in the
health fund system.

Health planning based on health status indi-
cators would serve as a basis for optimal man-
agement. Considering all the above, it is our
basic interest  to focus all the strength of the
health profession in Hungary on the expected
programme, to attain measurable results. This
goal is to be achieved by an active support for
the development of health culture only. 

The basic services of voluntary mutual health
funds should include as enacted by law making

a detailed survey of the health needs of its
members through cooperation with family
doctors of the necessary extent. This require-
ment would be an obligatory precondition for
health fund members for using the services of
the fund and should be granted special tax
credits accordingly. 

The detailed health survey of health funds
should cover annual obligatory dentistry
check-ups, internal medical as well as cardio-
logical examinations, which would create an
opportunity for the early detection of endemic
illnesses (cardiovascular illnesses, hypertonia,
brain stroke, metabolic disorders, diabetes, res-
piratory illnesses, asthma or allergic illnesses,
chronic hepatitis, oncologic alterations) as well
as for health preservation. 

In the health surveys financed by health
funds there are two special fields  – dentistry
and psychic illnesses – which serve typically as
fields of complementary fund activities since
neither dentistry illnesses nor psychic disor-
ders are completely covered by public health
services. The lack of services specialised in the
prevention and the early detection and therapy
of these illnesses poses a special problem in
both cases. The typical work environment
around fund members poses especially high
risk for psychic health disorders, while the
maintenance of healthy teeth is of outstanding
importance in the world of work.

Connection opportunities between
health funds and business insurance
companies

The tax credits granted to and the non-profit
nature of health funds as well as the fact that
they finance in-kind health-targeted services
primarily, create the necessary basis for them to
undertake to finance also health insurance
products provided by business insurance com-
panies. The health insurance products of busi-
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ness insurance companies provide cash services
(daily fees in the case of illnesses and hospital
care, cash insurances against dreaded illnesses,
etc.). Under our proposal, fund members could
balance the fees of health insurance products
used by themselves or their relatives from their
health fund accounts. In the case of an insur-
ance event, the money paid by the insurance
company would be credited to the fund mem-
ber's account also (similar to the tax refund by
the Revenue Office). Through the above it
could be guaranteed that the money be used
only on health targeted services determined
under the prevailing health fund regulations or
be set aside for such a purpose. The health-tar-
geted use of tax credits could thereby be fur-
ther guaranteed.

Through the solution outlined above, the
cash services of health insurance policies (cash
insurances) provided by business insurance
companies would significantly extend the
financing background of the in-kind services of
health funds. Connecting the two systems
would produce a synergic effect in the opera-
tion of both systems. Health funds as major
customers could attain significant discounts at
the respective insurance companies for their
customers and the relatives thereof. This would
generate a revival at the complementary health
insurance market, easing the burden and pres-
sure on the social health insurance system. The
health fund account settlement of services thus
financed would furthermore promote the
whitening of extra services related to services
financed by the social insurance.

The changes proposed would require no
budget funding but would contribute to the
whitening of private health services.

Health fund services

In the above outline on the potential connections
of health fund functions, certain service opportu-

nities have been mentioned already, which are
hereby to be presented in a system. The services
can be related to health status as well as the life
periods of individuals. Health funds are able to
both finance and organise these services.

Prevention services (aimed at health preser-
vation):

• support of sports activities (tickets, season
tickets, support of sports club membership),

• support of recreation (active rest, well-
ness),

• organisation of screenings,
• contribution to the prices of vitamins and

other dietary supplements, lip cares and,
among others, sunscreens available at
pharmacies.

Services aimed at health restoration:
• support of rehabilitation,
• support of dental treatment,
• support of services not financed or partly

financed by social insurance,
• replacement of social insurance funding,
• financing of natural medicine services.
Services related to the status of permanent

illness:
• support of home care,
• contribution to the prices of medicine and

medical aids.
It is to be noted that  several of these service

elements have appeared at health funds in the
past years, but their establishment and devel-
opment into a stable system have been made
impossible due to constant changes in regula-
tions. In addition to determining and establish-
ing the circle of services and functions, pre-
dictability and stability in regulations are also
essential conditions for development.

THE VOLUNTARY HEALTH FUND SYSTEM
AS A SYSTEM FOSTERING SAVINGS

Fostering household savings is an economic
political goal. Household savings are sources
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available for financing the economy. Contract
savings are relatively more reliable than other
forms of savings, which is an important eco-
nomic political aspect. Contract savings are
usually more permanent and are for longer
periods. Due to their nature, they can be used
for limited purposes only, so their range of use
is predictable. What is more, the purposes of
use by health funds outlined above serve pos-
itive societal goals. The investment of savings
collected at health funds can be well regulated
so, through the regulations, these savings
could be used towards the financing of the
Hungarian economy. The unique organisa-
tional structure – under which it is all-time
members that are the exclusive owners of the
health fund assets – would make it possible
for the yields on investments to be kept with-
in the country: to be re-invested or spent in
Hungary. 

Payments to health funds are presented in
Chart 3.

As can be seen from the chart, membership
fee payments gradually increased, reaching
HUF 32 714 million by 2007. In 2007, 84.5
per cent of health fund membership fee rev-
enues came from employer's contributions.
Unfortunately, the rise in the rate of employ-
er's contributions stopped in the year 2007,
however, due to unfavourable changes in taxa-
tion. When examining the average payment per
fund member, the unfavourable changes are
even more apparent. (see Chart 4).

Despite the above, the assets of health funds,
primarily the sum accumulated on a coverage
basis serving as a background of services with-
in the former, increased (see Chart 5).

Thus, the health fund system was able to
grow and absorb growing savings despite the
unfavourable change in regulation conditions.
By the end of 2007, total health fund assets
amounted to over HUF 44 billion.

Payments into health funds, both individual
payments and employer's contributions, have

Chart 3

CHANGES IN THE PAYMENTS TO HEALTH FUNDS 

Source: HFSA

Employer's contributions to membership fees
Membership fees paid by members

HU
F 

m
ill

io
n



WORKSHOP

185

been granted tax credits. At its current life
phase, the health fund sector would have a
shaky existence without tax and contribution
credits. The system, however, produces the off-
set of these credits through its operation.

The tax regulations changing year by year
have differentiated between tax credits to pen-
sion funds and health funds on several occa-
sions. The unfavourable changes concerning
health funds affected tax credits supporting
both the membership fee contribution paid by
employers and the direct payments by fund
members. Prior to the year 2000, pension funds
were granted 50 per cent, while health funds 25
per cent tax credits, after which the uniform tax
credit rate of 30 per cent was introduced for
both types of fund, involving considerable
development in the health fund sector. 

The population of Hungary is generally
known to have a poor health status and is also
known to bear considerable direct financial
burden (of approximately HUF 500 bn annual-

ly) beyond the contributions, when using
health services. The objectives laid down also in
the government policy would justify preferen-
tial treatment for health fund tax credits.
Through favourable tax regulations, the health
fund system could attain further significant
development, which would also significantly
improve the health status of society. It is to be
noted here that the health fund system finances
typically health care services that are not or are
only partly financed by the NHF, and this is
the only form of complementary health insur-
ance that does not apply risk selection and
which finances in kind health services.

It is unfortunate that, in the past years, the
system of credits has changed annually, which
has seriously endangered accountability and,
through this, the operational stability of the
fund system. It is also important that the real
value of credits be kept. 

The proposed changes would involve a min-
imum reduction in revenues, while they would

Chart 4
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produce considerable gain in health, ease the
burden on state health financing, incorporate
private services into a system and promote the
implementation of the government policy. 

The gain on health would involve a reduction
in state health expenditure on the one hand, since
this is the clear consequence of a general improve-
ment of health status, while the early detection of
illnesses furthermore would make their treatment
possible at lower costs. On the other hand, an
improvement in working ability would result in a
rise in tax and contribution payments.

Since health fund payments are based on con-
trolled settlements, they could also help in the
whitening of incomes in the black or grey
economies like the above mentioned gratuities
and often even incomes from dental and natural
medicine services. There are certainly only rough
estimations available on the latter, but from the
experience related to health fund services in the
past years, serious conclusions can be made on
their order of magnitude. Strengthening the tax
payment morale through this way would be

cheaper and longer lasting than any audit activity
by a tax authority. The resulting increase in
income tax and VAT revenues would probably
exceed the fall in state revenues due to the tax
credits in the short run already.

The permanently accountable operation of
the health fund system would foster an increase
in household savings, which is also among the
desired goals. Moreover, the collected savings
could be used only on a target-oriented range
of expenditure, easing the burden on the state
and improving life quality. Retaining the
human capital of the country would serve the
country's long-term development.

The operational experience of the health fund
system so far has shown that the potential fall in
state revenues due to the tax and contribution
credits have been exceeded by the extra rev-
enues gained from the rise in legalised income.
Moreover, the 'fall in revenues' is a relative term
considering that employers might not give their
employees such high contributions or salaries if
credits were not granted. The taxation system

Chart 5
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does not only have the role of collecting rev-
enues but is also to represent social political
aspects and preferences. Considering this latter
function as well, the “balance” of health funds is
positive despite the granted credits.

SUMMARY OF THE EXPECTED SOCIETAL-,
HEALTH- AND ECONOMIC POLITICAL
EFFECTS OF THE DEVELOPMENT OF THE
VOLUNTARY HEALTH FUND SYSTEM 

Strengthening self-care
The establishment and support of institutions
of self-care is also meant to achieve that the
process of recovery should not be interpreted
as the completion of medical treatment but as
the complete social reintegration of the indi-
vidual, i.e. as his return to work. This also
involves the restart of the individual's collec-
tion of sources of self-care and his contribution
payment.

Managing the growing household burden,
guaranteeing co-payment
It is a world trend that, in welfare sates, the
range of services covered by social insurance
systems has been diminishing in accordance
with economic financeability. The financing of
health services not covered or only partly cov-
ered by social insurance can be solved with less
tension and in a systematic way through the
involvement of the complementary health
insurance system.

Defining the basic care package
Determining the services financeable by com-
plementary health insurances is a step towards
defining the basic care package to be financed
by social insurance. Thereby the problem is
approached from the question examining what
services are outside the scope of social insur-
ance financing, which are thus to be dealt with
by complementary health insurances. 

Meeting differentiated demands, extra rev-
enues and outside investments
There is considerable pressure on institutions
and services financed by social insurance to
meet also demands that are in fact not part of
the basic care package. Through the involve-
ment of health funds, the tension caused by
higher expectations can be eased. 

Curbing the gratuity system
It may eliminate the distorting effects of the
gratuity system if differentiated level services
are available legally, through complementary
insurance. In the health fund system, a contract
with the service provider and account-based
settlement, which are the most efficient ways to
filter gratuity, are obligations by law in any case. 

Whitening the private health economy 
In the current practice, individual customers
usually pay for the services without receiving
an account. At the market of health services,
health funds have a considerable bargain posi-
tion when purchasing services for their mem-
bers and the relatives thereof. In many cases,
depending on the services, they are able to
attain 5–30 per cent discount. From the point
of view of individuals, this more than compen-
sates for the sums deducted for the operational
costs of the funds. The whitened private health
economy does not only mean more tax rev-
enues but also makes the operation of this
sphere macroeconomically monitorable. 

Strengthening quality assurance, consumer
protection
Health funds are in the position to set several
quality criteria at the service providers they have
contractual relations with that individual cus-
tomers would not be able to achieve due to their
defenceless situation. Funds usually have a team
of health care experts who are able to be partners
of the service provider also from the profession-
al point of view. For individuals, the health fund
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serves as a background, providing case manage-
ment for their members or relatives thereof in
the case of complaints or situations seemingly
impossible to solve. In the case of complaints,
the fund is able to take action against the service
provider, even including the opportunity of ter-
minating contract, thus preventing further bad
quality services for their clients. 

Since patient satisfaction is a single factor, its
improvement affects the whole health care sys-
tem of a country.

Fostering a healthier lifestyle
Connected to the current illness-oriented
health care, health funds with a suitable profes-
sional programme would be able to add a health

conscious attitude to the lifestyles of individu-
als. This could foster a transformation in the
use of social insurance-financed services from
more expensive and serious health services
towards shorter treatments at lower costs (out
patient treatment, day care hospitals, planned
interventions). 

It is a further important aspect that, through
the products and services financed by health
funds, their members and relatives thereof, hav-
ing a healthier lifestyle, would rely on the servic-
es of the health system financed by social insur-
ance less frequently and to a lesser extent. People
leading a healthier lifestyle would be more active
in the societal division of labour and need to be
paid sickness allowances less frequently.
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What does the ferryman pay?
Quantification of a public foundation's losses

Our study examined the financial effects of
Budapest Enterprise Development Public
Foundation's (Budapesti Vállalkozásfejlesztési
Közalapítvány, hereinafter referred to as BVK)
participation in Baseline consulting programme
2.2.1. under the Economic Competitiveness
Operational Programme (ECOP). Adjusting
our calculations on a gradual basis, we reached a
conclusion that, in total, the public foundation
had accumulated a minimum of HUF 16.8–19.2
million in negative cash flow effect by the time of
the financial closure of the programme at the
beginning of 2008. It is an important fact that
BVK, in spite of all these, was able to implement
100 per cent of its programme – at the cost of great
efforts.

Approximately HUF 6.2–6.4 million can be
attributed to paying for items that were not fund-
ed within the programme, as even BVK was
forced to accept subsequently, in order to be able
to proceed with the programme (rejections accept-
ed). Another deficit of HUF 7.2–9.9 million
resulted from the fact that the central coordinator
exceeded the originally 60-day payment deadline
on a regular basis, which made programme fund-
ing facilities uncertain, and required involve-
ment of unplanned supplementary resources on
BVK's part. (The fact that this value falls short of
the first rough estimate specified in chapter 1.1., is
mostly due to the existence of advance payments.)

The fact that the transfer of nearly HUF 123 mil-
lion earmarked to improve the liquidity situation
was also delayed added another HUF 0.36–0.50
million to the deficit. At this point, it must be
noted that not even the mere fact of providing an
advance payment was free from arguments, and
the amount was specified by the Manaement
Authority of the ECOP as the minimum of grant
amounts, which is contradictory when consider-
ing the program objective and contents.

It is to be seen that participation in the pro-
gramme also yielded a number of hardly quan-
tifiable expenses that could not be planned for in
advance, as well as unfavourable effects, in addi-
tion to relatively easily quantifiable expense
items. Due to liquidity problems, a six-month
suspension of the programme and continuous
arguments about settlements, the relationship
deteriorated with the consultants who were forced
to wait for their remuneration for up to a year,
also with the coordination body and with the
ministry. Consequently, programme efficiency fell
short of the expectations, primarily due to a
reduced motivation of the network of consultants.
As a result, the effect of synergy expected among
product systems within the integrated system of
services was not sufficiently felt. In addition, the
programme withdrew capital and resources from
other non-profit programmes run by BVK,
whereby they also fell short of their planned oper-
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ating efficiency. On top of all that, BVK was
forced to develop rules of procedure and software
that ensured operation of the programme on a
national scale, from client relationships to treas-
ury payments. 

On the whole, we may state that the over-
whelming majority of the deficit stemmed from
weak central programme coordination and the
consequential problems of liquidity management
that deviated from the plans. A lesson that must
be learnt from this case is that, for similar pro-
grammes in the future, particular attention must
be paid to risks arising from options of settlement
frequencies, unrealistic funds transfer deadlines
and costs allowed to be settled. So, risks would
need to be “priced”. This would facilitate specifi-
cation of an amount of capital that needs to be
permanently tied up for successful implementa-
tion still prior to launching the programme, as
well as the replacement cost, in addition to a liq-
uidity plan that also uses specific regulatory
anomalies determined in an empirical system. At
the same time, subsequently inexplicable free
variations to the sets of rules accepted as constants
on planning and contracting face experts in
charge of implementing services with hardly
resolvable difficulties.

INTRODUCTION

As a member of the Hungarian Enterprise
Development Network Consortium, Budapest
Enterprise Development Public Foundation
concluded an agreement with the Ministry for
Economy and Transport on 18 December 2002,
or, more specifically, with Hungarian
Enterprise Development public benefit organi-
sation (Magyar Vállalkozásfejlesztési Kht., the
intermediary body) representing the former, to
participate in an enterprise development net-
work. The programme objective is to build up
a system of institutions indispensable for inter-
mediating development and support pro-

grammes to small and medium-sized enterpris-
es, and the EU Structural Funds in particular.
In the framework of cooperation, BVK agreed
to implement the related programmes, to make
proper use of the resources made available to it,
and to cooperate with the intermediary body
on a continuous basis. 

A baseline consulting programme (ECOP 2.2.1.)

was launched in April 2004 as a central pro-

gramme under the Economic Competitiveness

Operational Programme (ECOP) of the

National Development Plan. The objective here

was to assist stability, growth and strengthening of

newly founded and already running small and

medium-sized enterprises. HUF 2035.3 million

was available to implement the entire central pro-

gramme.

The programme on a national scale was imple-

mented by a national network of county-based

and Budapest-based enterprise development

foundations (local centre for enterpreneurs). 

As a member of this network, Budapest Enterprise

Development Public Foundation signed a con-

tract in February 2005 with ECOP Management

Hungarian Authority and with Hungarian

Enterprise Development public benefit organisa-

tion on implementing services in the capital. 

Later, the Hungarian Enterprise Develop-
ment Network Consortium, Takarékbank Zrt.,
Hungarian Development Bank Plc. and the
Ministry for Economy and Transport signed a
cooperation agreement on 21 April 2005 on
establishing a new service system for micro,
small and medium-sized enterprises in order to
implement the contents of the programme.

The new service system (integrated enter-
prise development services model) was based
on horizontal partner relationships where –
non-profit and for-profit – organisations pur-
suing enterprise development cooperate in a
closed system in order to dispatch available
government, EU and market funds to enter-
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prises as efficiently and effectively as possible,
in order to support their development ideas. In
this way, such cooperation means practical rep-
resentation of the European Union's principles
(partnership and subsidiarity). (See the system
flowchart) 

BVK's primary duty under the Integrated
Enterprise Development Programme was to
provide training, consulting, decision-prepara-
tory and corporate communications activities
in the capital in order to be able to use support
funds available from various sources. These
constituted a framework for launching ECOP
2.2.1. Baseline consulting central programme,
which focussed on (partially) reimbursing ade-
quately qualified and registered consultants for
consultancy provided to micro, small and
medium-sized enterprises, in market circum-
stances, i.e. contributing a kind of free knowl-
edge transfer adapted to the companies' needs
to the enterprises to be supported. A signifi-
cant result of the ECOP 2.2.1. programme was
for the BVK to develop an algorithm needed to
operate the programme, whereby a facility
opened up to manage programme coordination
on an electronic system on a national scale,
starting from the relationship between consult-
ants and clients (over 80 thousand contacts)
through EMIR to treasury payments.

The programme was financially settled on 31
January 2008. Professional closure took place
on 7 April 2008, whereby the intermediary
body confirmed utilisation of 100 percent of all
available resources. 

BVK incurred two types of expenses related
to running the programme. For keeping con-
tinuous contact with companies and consult-
ants, a steady administrative base had to be
established and operated for settlements with
the intermediary body. Both infrastructural and
personnel payments were associated with it. At
the same time, it was BVK's duty to monitor
consultancy, check actual use of services, and
pay consultants' invoices. With this activity,

consultants' salaries represented the over-
whelming majority of personnel expenses.

Programme implementation was far from
being seamless, stemming from serious contra-
dictions within the central programme coordi-
nation instead of service implementation.
Similarly to other local enterprise development
centres, BVK was also confronted with grave
financial problems directly following the
launch, which only kept intensifying as – in line
with the initiators' intention – the basic system
of consultancy was gradually completed. It was
rooted in a strategy that lacked careful deliber-
ation on wording the programme specification,
as well as the financing party' behaviour that
generated a gravely disadvantaged situation for
the implementing organisations, including
BVK. 

The bodies that managed direct relationships
with the consultants and the companies were
faced with having to advance a total of HUF
2.2 billion as the expenses of the funding pro-
gramme on a national scale, often for a period
over six months, which the organisations were,
and could not have been properly prepared for
due to their limited financial resources. All
these concluded to a situation where participa-
tion in the programme caused serious liquidity
problems for the BVK, and funds earmarked
for other purposes had to be released and per-
manently tied up in order to avoid scandal
about the program.

What this study quantifies is the total losses
incurred by BVK through participating in the
ECOP 2.2.1. programme. On assessing losses,
we primarily concentrated on items that can be
measured in pecuniary terms and steadily sup-
ported in professional terms; at the same time,
a section is dedicated to the sources of serious
moral losses that are difficult to measure in
pecuniary terms. A non-exhaustive presenta-
tion based on a financial analysis is given to
illuminate how professional shortcomings of
central programme coordination and regula-
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tion represented difficulties to BVK's activity
to provide services, how they generated finan-
cial losses and resulted in reduced efficiency in
the integrated system of services. 

The primary goal of quantification is not to
substantiate some pecuniary claim but rather to
point out: undeliberated funding, lax observa-
tion of rules and unpredictable willingness of
the central management to cooperate may
cause serious losses to the organisational sys-
tem set up with a view to intermediating serv-
ices, ultimately disintegrating and terminating
it in the long run. We intend to call the deci-
sion-makers' attention to the issue that if a
hard-working ferryman is forced to pay his
passengers' fares, too – instead of receiving
wages for his work –, a ferry service will hardly
be available on the river in the long run.

1. LOSSES MEASURABLE 
IN FINANCIAL TERMS

In line with the contract concluded for the
ECOP 2.2.1. programme, the public founda-
tion initially (between 2004 and October 2006)
performed financial settlements with the inter-
mediary body on a quarterly basis. In practice,
what it meant was that although various
expenses were incurred on a continuous basis,
BVK had to make an advance payment on these
until the next settlement date. According to
the agreement, consultants' invoices could only
be transferred for settlement once they had
been paid. 

1.1 The first approach

Considering that the amount due to BVK and
allotted for availability (maintaining adminis-
tration) throughout the entire period was
almost HUF 73 million, and the limit for con-
sultancy amounted to slightly over HUF 419

million, prefinancing alone represented a seri-
ous test to the public foundation, as the inter-
mediary body was obliged to pay accepted
invoices in 60 days following submission, in
line with the relevant provision of law. A suffi-
cient amount of programme financing advance
payment received in due time ought to have
been a solution to this problem, however, only
minimum amounts were received and the tim-
ing was wrong, so it was unable to ensure suf-
ficient liquidity in funding the programme. 

The volume of this burden can be seen
through a simple approximation: since BVK
was forced to finance all expenses for a mini-
mum of 60 days – perfectly in line with the pro-
visions of the contract! –, the total interest loss
incurred during the 3.5 years of the programme
on providing advances on a limit of HUF 492
million was: 

HUF 492 million x 60 days
360 days x 7,5%= HUF 6,15 million,

where the interest rate of 7.5 per cent was an
approximation of the central bank base rate
applicable to the relevant period1. However, it
must also be considered that, with this amount
of expenses, the public foundation is unable to
receive resources, and the burden amounts to
HUF 8.2 million even when using a pretty
favourable interest rate of 10 per cent. Also
considering that this expense was incurred dis-
tributed within a period of 3.5 years, an annual
loss of HUF 1.8–2.3 million may be estimated,
i.e., roughly that is the minimum amount BVK
paid per annum for participating in the pro-
gramme.

1.2 Deadlines unobserved

While the loss approximated in section 1.1
could be foreseen as early as on signing the
contract, one could hardly have expected that
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payment of funds ab ovo available from EU
resources did not take place by a deadline of 60
days. However, the data reveal cases when the
intermediary body had BVK waiting for over
200 days, what is more, the number of days
elapsed between submission of invoices for the
first quarter of 2005 and funds transfer was 318
days, that is almost a year, which is five times
the period promised. 

Such extreme payment deadlines typically
have an underlying cause where the intermedi-
ary body questioned justification of some of
the invoices submitted to them, or requested
additional or missing documents. Such request
for missing documents was occasionally
repeated two or three times within a settlement
process. Considering the eighteen periodic set-
tlements, the payment deadline of 60 days was
observed on a single occasion only – in March
2007. At the same time, the intermediary body
exceeded the final payment deadline following
the last submission of missing documents on
four occasions. 

The primary problem here stems from the
fact that the intermediary body only took
actions towards payment after passing an
explicit decision on each invoice on acceptance
or rejection. However, it led to situations
where items deemed immediately payable on
submission were idling on the treasury's
account, generating extra interest to them,
while BVK was forced to tie up extra resources
in the programme to finance the same for
indefinite periods. Other institutions that had a
difficult time obtaining capital were forced to
suspend payments in such periods, i.e. the pro-
gramme was halted until the approved items
not yet transferred were received.

A complex calculation table was produced to
quantify such losses. Our logic for measure-
ments was as follows. First, the dates of various
settlements and submission of missing docu-
ments were established, and then we deter-
mined the original respective due dates of the

various amounts, according to the contract.
This date was 60 days subsequent to the sub-
mission in case of items that the intermediary
body did not question, while for other items, it
was the date of submitting the last (conse-
quently, accepted) missing documents. Items
ultimately rejected were not considered,
although, in a number of cases, even six months
elapsed before it turned out for BVK that the
expense was not allowed to be settled. 

The next step was to calculate the interest
losses at the interest rates applicable to the date
when the invoice was submitted for the period
between the due date (submission date + 60
days) and the payment date, as well as the
financing costs. The third step quantified the
increments of these interest amounts lost until
the financial closure of the programme, i.e.
until 31 January 2008, considering that the base
rates kept changing.

For calculating the interest burdens for the
period between the payment date and the due
date, linear interest calculation was used in the
following formula.

Amount x average interest x days in delay
365=interest, loss within the year

where the average interest calculated for period t:

,

where
k is an interest rate valid for a given month
t is the month of the due date
x is the month of the payment date

As the period elapsed between payments and
the financial closure was typically over a year,
compound interest calculation was used for
such periods.

Interest loss within the year x average 
interest (days to closure/365)= full financial loss
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Average interest calculated for period i:

,

where
k is an interest rate valid in the given month
i is the month of the payment date
n is the month of the financial closure

Again, the calculations were made consider-
ing two different interest rates. First, we used
the currently effective central bank base rate, as
it yields a strict estimate of the minimum loss-
es, as BVK would in no way not have been able
to finance its activities at a lower cost. On the
second calculation, we added a 2.5-percentage
point extra charge to the interest rate, which
represents a considerably more realistic but still
minimum estimate of the public foundation's
cost of funds. The reason we still stick to this
approach is that it reflects in part that BVK
used its other fixed reserves invested in gov-
ernment securities for funding, and the result-
ing loss was actually more moderate than the
current interest rate of BVK. At the same time,
it is important to recognise that this solution
terminated the possibility of running or
launching other projects through withdrawal of
capital and cross-financing. 

To illustrate detailed calculations, a table of

central bank base rates related to availability
(administrative) costs is presented in Appendix
No. 3. For a summary of our results, see Table 1. 

Although the calculated interest loss to clo-
sure is less than 1.25–1.74 of the total amount
of funds, it is to be seen that BVK incurred a
loss of HUF 4.6–6.5 million in addition to the
expenses imposed by the contractual financing
deadline of 60 days. Therefore, if we intend to
establish the total loss resulting from participa-
tion in the programme from BVK's point of
view, we also need to consider the financing
costs of the 60 days permitted by the contract.

1.3 The second approach

If the expenses resulting from the financing
obligation specified in the contract are added to
the loss resulting from delayed payments
described in section 1.2, the amount of which
can be approximated through a rough estimate
seen in section 1.1, the result adds up to total
losses of HUF 10.76 million and HUF 14.62
million respectively, which, considering the
programme period of 3.5 years means an annu-
al average deficit of HUF 3.0–4.2 million.

In order to receive a more accurate estimate,
we have calculated the total loss by using the
actual figures for each item, instead of a fixed
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Table 1 

LOSSES RESULTING FROM DELAYED TRANSFER OF FUNDS
(HUF)

Central bank base rate Amount Interest loss to payment Interest loss to closure
Availability 72,948,400 1,145,351.61 1,263,347.80

Consulting 419,151,223 3,030,936.19 3,348,757.80

Total 492,151,224 4,176,287.79 4,612,105.59

+ an extra cost of 2.5 Amount Interest loss to payment Interest loss to closure
percentage points 
Availability 72,948,400 1,558,236.91 1,775,023.86

Consulting 419,151,223 4,075,023.06 4,641,852.29

Total 492,151,224 5,633,259.97 6,416,876.15
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average interest rate of 7.5 per cent. The totals
received in the latter case are presented in Table 2.

These more accurate calculations reveal that
the total profit/loss of the public foundation
decreased by approximately HUF 7.2–9.9 mil-
lion, as a result of its participation in the pro-
gramme. (A difference from the rough esti-
mate results from the fact that the current cen-
tral bank base rate should have been weighted
with the existing demand for financing, and an
increase in the latter coincided with a decrease
in the base rate.)

Although this approach yields a much more
accurate result compared to the first one, fur-
ther adjustments are needed for two reasons.
The first reason is that it was ignored that the
various operating costs were typically incurred
evenly distributed throughout the operating
period, and not on preparing the accounts. On
the other hand, it was also ignored that the
coordinating organisation has recognised and
accepted the existence of extra burdens, and
received a HUF 123 million advance payment
on 31 August 2005, subsequent to an amend-
ment to the law, under an obligation of settle-
ment when 80 per cent of the programme was
completed, at the latest. In order to be able to
consider all these, a statement of BVK's cash
flow in the ECOP 2.2.1. programme has been
produced.

1.4 Cash flow based measurement

In the cash flow model, different operating
expenses were always recorded at the end of
the month when they were incurred. Given
that consultants' invoices were accepted by
BVK only directly prior to settlement dates
with the intermediary body – irrespective of
the completion date – in order to reduce its
own financing burdens (shifting the same to
the consultants), the majority of expenses
resulting from consulting were always incurred
around the settlement dates.

Figures 1 and 2 show the level of cash under
the programme, i.e. cumulative cash flow calcu-
lated at the central bank base rate, as well as at
the central bank base rate plus a 2.5-percentage
point extra charge of financing. On making our
calculations, we settled interest burdens
payable on the need for financing on a month-
ly basis, i.e. in case of a need for financing, the
figure will indicate a decreasing cash level also
in the absence of a different type of expense. In
the figures, the cash level calculated without
the accepted rejections is represented by a dif-
ferent line.

The two figures are an excellent illustration
of problems concerning the financial manage-
ment of BVK, which implemented the pro-
gramme: until the advance was received in

Table 2 

TOTAL LOSSES AND FINANCING COSTS RESULTING FROM DELAYED TRANSFER OF FUNDS
(HUF)

Central bank base rate Amount Interest loss to payment Interest loss to closure
Availability 72,948,400 1,974,397.22 2,161,496.97

Consulting 419,151,223 4,554,505.54 5,016,945.07

Total 492,151,224 6,528,902.76 7,178,442.03

+ an extra cost of 2.5 Amount Interest loss to payment Interest loss to closure
percentage points
Availability 72,948,400 2,672,735.60 3,014,446.78

Consulting 419,151,223 6,098,884.09 6,928,827.65

Total 492,151,224 8,771,619.69 9,943,274.43
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August 2005, the project had an increasing
need for financing, continuously consuming
the liquid assets available to BVK, like a greedy
monster in a Hungarian folk-tale. With the
expenses approaching HUF 30 million, other
resources had had to be invested in the project
by the time the advance was received, which
was able to keep the system “above water” for
only seven months, and then BVK was again
forced to use its own funds. It was no use
receiving major funds transfers later to offset
invoices settled earlier, such funds were insuffi-
cient to turn the cash balance into positive. 

Losses caused by the project are clearly rep-
resented by the volume of the cash balance
remaining after the – theoretically complete –
financial settlement. (See Table 3) Although
rejections also accepted by BVK represent a
considerable difference, it is to be seen that the
majority of these expenses were incurred
because the expenses permitted in the original
contract to be settled were not specified accu-
rately enough, and the intermediary body con-
tinuously set new rules, in addition to reinter-
preting its earlier guidelines. On the one hand,
it can be stated in no way that the items reject-
ed with BVK's approval are clearly expenses
incurred through a fault of the implementing
party, with burdens to be borne by BVK alone.
On the other hand, it is an important lesson to
be learnt that rejected items did not consider-
ably change the course of cash flow for the
project, i.e. the loss incurred by the imple-
menting party by the time of the closure can be
traced back to wrong planning instead of prob-
lems with settlement.

According to our adjusted calculation that
considers all well-documented items, by the clo-
sure date on 31 January 2008, BVK incurred a
loss of at least a HUF 10.6–12.8 million, but
HUF 16.8–19.2 million seems more realistic,
through participation in the entire ECOP 2.2.1.
project, even at a conservative estimate.
Considering that this expense was associated
with a total utilised amount of HUF 492 million,
the system causes a loss of 2.2–3.9 per cent of the
grant amount to the implementing organisations. 

On the whole, the outcome may be that the
implementing organisations will be interested
in decelerating, or even discontinuing the pro-
grammes, or, that the people working more are
imposed higher penalties in the system.
Provided that organisations still participate in
similar programmes in the wake of decisions
made on other than economic grounds, it
would result in their other earlier programmes
or resources becoming scarce, giving rise to a
kind of cross-financing system. In this way, the
intermediary body actually drains funds of oth-
ers provided for other purposes, while contin-
uously disintegrating the underlying distribu-
tion network, which must not be a goal.

1.5 Losses related to advances

The approach seen in section 1.4. does inte-
grate all factors; at the same time, there is an
opportunity to quantify another factor, losses
related to the transfer date of advance pay-
ments. According to BVK's interpretation, the
HUF 123 million advance payment transferred

Table 3 

CLOSING CASH FLOW POSITION OF THE ECOP 2.2.1. PROGRAMME FOR BVK
(HUF)

Total expenses Excluding accepted rejection items
At central bank base rate –16,842,417 –10,644,218

+ an extra charge of 2.5 percentage points –19,185,165 –12,781,660
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Figure 1

MONTHLY CLOSING CASH IN BKV’S ECOP 2.2.1. PROGRAMME
(central bank rate)

Figure 2

MONTHLY CLOSING CASH IN BKV’S ECOP 2.2.1. PROGRAMME
(central bank rate + 2.5% points)
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on 31 August 2005 was actually due on 8 April
2005 (from that date on, a legal opportunity
was available to perform the funds transfer, and
BVK even requested so), i.e. the authority wait-
ed 145 days to carry out the funds transfer
instead of the agreed 60 days. This loss of HUF
3.2–4.3 million, however, would only be legally
enforceable in part, as it previously raised the
project cash flow position to the positive range
(although temporarily only), so a portion of
the loss presented in Table 4 actually represents
lost profit from investing a positive balance.

Accuracy of this calculation could be consid-
erably improved if, instead of interest lost, we
examined how an advance payment transferred
in due time, i.e. within the period 8 April 2005
+ 60 days (up to 7 June) would have improved
the cash flow position of the whole project on
closure. (See Figure 3 and 4) For our calcula-
tions, we considered full utilisation of the 60

days, i.e. the theoretically possible worst situa-
tion for BVK, thus approaching the loss
incurred from the lower limit. (See Table 5)

Our results indicate that the closing funds
could have been HUF 357–505 thousand higher
through an earlier transfer, assuming that no
return is yielded to BVK on a positive balance.
Therefore, this is the loss actually incurred by
the implementing organisation, and approxi-
mately HUF 2.9–3.8 million of the losses seen in
Table 4 represents lost returns on investments.

2. INDIRECT LOSSES THAT ARE HARD TO
QUANTIFY 

On implementing the ECOP 2.2.1. pro-
gramme, BVK incurred a number of costs,
expenses and losses that were extremely diffi-
cult and unpredictable to measure in pecuniary

Table 5

CLOSING CASH FLOW POSITION OF BVK UNDER ECOP 2.2.1. PROGRAMME, WITH AN
ADVANCE TRANSFERRED IN JUNE

(HUF)

Closing position Total costs Excluding accepted rejection items
At central bank base rate –16,485,332 –10,287,133

with an extra charge of +2.5 percentage points –18,680,556 –12,277,051

Changes caused by delayed transfers *
At central bank base rate –357,085.00 –357,084.65 

with an extra charge of +2.5 percentage points –504,609.00 –504,609.00 

*Difference between balances calculated with a funds transfer in June and one in August (Table 3) 

Table 4 

TOTAL LOSSES AND LOST REVENUE DUE TO DELAYED TRANSFER OF FUNDS
(HUF)

Central bank base rate Amount Interest loss to payment Interest loss to closure
Advance 123,037,806 2,751,656.47 3,247,067.06

+ an extra charge of 2.5 Amount Interest loss to payment Interest loss to closure
percentage points
Advance 123,037,806 3,467,972.47 4,327,323.12
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Figure 3

MONTHLY CLOSING CASH IN BKV’S ECOP 2.2.1. PROGRAMME
(central bank rate, advance payment in June 2005)

Figure 4

MONTHLY CLOSING CASH IN BKV’S ECOP 2.2.1. PROGRAMME
(central bank rate + 2.5% points, advance payment in June 2005)
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terms, still, they could not be ignored on
reviewing, due to their significance. In the con-
tinuation, we are going to review the most sig-
nificant ones of these.

BVK used its reserves tied up for other
purposes to finance the programme.
Accordingly, the amounts tied up in the ECOP
2.2.1. programme did not serve their original
purpose, however, we have always ignored
financial and social yields lost in other areas so
far. Please note that the central bank base rate
charged on the tied up capital hardly represents
the total loss incurred due to a lack of oppor-
tunity to use the funds elsewhere, as we have
reason to believe that the social yields of proj-
ects implemented with the participation of
BVK, which also reflect external effects, are
higher than the base rate.

On settlements, a number of items arose,
which BVK deemed as justified, and paid for
them; however, the consideration value of such
invoices was never received. Such disagree-
ments result from an inaccurate definition of
expenses eligible to be represented, and serious
problems resulted from the fact that often
more than six months elapsed until a certain
type of expense turned out to be ineligible for
settlement in the programme. For this reason,
however, BVK carried on operating for
months, until a final decision was made, con-
sidering such invoices to be eligible for repre-
sentation, and did not seek to eliminate or
replace them. 

There are multiple controversial items
that were, in BVK's opinion, undoubtedly jus-
tified and necessary for the project, but still
were not accepted by the intermediary body.
During the period of 3.5 years, a total invoice
amount of HUF 9.67 million was rejected by
the intermediary body, HUF 4.26 million of
which BVK accepted. (These losses are attrib-
utable to insufficiently clarified conditions of
eligibility for settlement on contracting.)
There is an additional unrefunded amount of

HUF 5.4 million that cannot be explained by
any interpretation of settlement, according to
BVK's position. Given, however, that rejection
had been made clear already during the pro-
gramme, BVK wrote off rejected invoices as its
own loss, and replaced them by additional ones
on programme settlement, in order to utilise
the full grant limit (i.e. to implement the proj-
ect objectives). Consequently, in order to
utilise the full limit, BVK actually had to reach
a cost ratio of 102 per cent.

Due to delays in the programme, extra
wages and overhead costs were incurred by
BVK for approximately 6–8 months, which
were allowed to be represented in the original
limit (invariable in amount), but if the project
had been successfully completed in due time,
this amount could have been contributed to
meeting the objective, i.e. programme efficien-
cy was significantly impaired. According to
BVK's estimate, costs arisen in favour of the
programme but not settled because the limit
ran short amounted to a minimum of HUF
2,709,352.

As the programme schedule for paying
advances was rather unfortunate, the enormous
delays caused constant cash flow problems to
BVK. It resulted in delayed payments, whereby
BVK incurred considerable loss of trust
through no fault of its own, while those wait-
ing to be paid incurred other accessory costs. 

Helpfulness of the management authority
was not unanimous throughout the pro-
gramme, which may result in a considerable
setback for the participating organisations'
future willingness to cooperate. For example,
the ratio of advance payments was defined as
25 per cent, while section (4) of article 91 of
government decree 217/1998. (XII. 30.) pro-
vides a facility for the management authority in
case of central programmes (and ECOP 2.2.1.
was a central programme) to ignore the 25 per
cent rule, and to provide a portion in line with
the financing ratio that suits the given measure.



WORKSHOP

201

So, it is the management authority's compe-
tence to decide on the ratio of advance pay-
ments. BVK requested a higher ratio of advance
payments on multiple occasions in order to
eliminate liquidity problems, but these were
rejected by the ECOP management authority
on every occasion.

The provision of law also provides a facility
for easier terms for non-profit organisations on
settling advance payments. The settlement
deadline may be delayed until the date the pro-
gramme is 95-per cent completed, instead of
the normal 80 per cent, for non-profit organi-
sations, if permitted by the management
authority. However, such requests made by
BVK were also rejected by the authority. All
these reveal that although provisions of law
provide facilities to reduce liquidity problems
(that is, legislation or amendments are not
inevitable), such intent of the management
bodies seemed to be absent for this pro-
gramme. 

In order to reduce its financing burdens,
BVK – similarly to other regional implement-
ing organisations – developed a practice of
accepting external consultant's invoices only
when the settlement period approached, in
order to make payments directly before the
required deadlines, and thus minimising the
need for financing. What it meant was that con-
sultants often waited months to be paid after
performing their duties. In many cases, it led to
consultants leaving the programme, and not
intending to cooperate with BVK in other
ways, either. Another nuisance was that con-

sultants waiting for their money were not
interested in popularising the services of the
ECOP 2.2.1. programme and other grant pro-
grammes, as they had to finance the costs
themselves, which made them feel the draw-
backs of the grant system through their own
adversity. This is why the full subsidy amount
reached the targeted entrepreneurs consider-
ably more slowly, which caused a competitive
disadvantage to the economy. 

It is a strange contradiction that it was pre-
cisely the consultants, whose duty was to prop-
agate grants, motivate and help entrepreneurs
to enter the grant system, that were forced into
an increasingly grave financial situation, and it
resulted in considerably decreased motivation
of consultants. Another contradiction awaiting
resolution in the future is that state organisa-
tions supervising the available funds may be
interested in stretching the programme as
much as possible, as it may yield extra interest
revenues to them.

As a result of uncertain payments, the
auditor recommended representing loss in
value in the balance sheet for the year 2005 – as
no material payments were made until the
spring of 2006 –, which caused lower profits,
and resulting moral damage.

The strenuous professional work needed
to operate the programme despite the financial
and professional problems considerably
decreased the capacity otherwise intended to
be used to maintain contact with the consult-
ants, or to train and educate them. This neces-
sarily impaired program efficiency.

NOTE

1 For the central bank base rates of the National Bank of Hungary for the various periods, see Appendix No. 2
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Appendix No. 1 

APPENDIX NO. 1 THE INTEGRATED ENTERPRISE DEVELOPMENT SERVICES MODEL
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Appendix. No. 2

CHANGES IN THE CENTRAL BANK (MNB) BASE RATE

As of 28 November 2003 12.50%

As of 23 March 2004 12.25%

As of 6 April 2004 12.00%

As of 4 May 2004 11.50%

As of 17 August 2004 11.00%

As of 19 October 2004 10.50%

As of 23 November 2004 10.00%

As of 21 December 2004 9.50%

As of 25 January 2005 9.00%

As of 22 február 2005 8.25%

As of 30 March 2005 7.75%

As of 26 April 2005 7.50%

As of 24 May 2005 7.25%

As of 21 June 2005 7.00%

As of 19 July 2005 6.75%

As of 23 August 2005 6.25%

As of 20 September 2005 6.00%

As of 20 June 2006 6.25%

As of 25 July 2006 6.75%

As of 29 August 2006 7.25%

As of 26 September 2006 7.75%

As of 25 October 2006 8.00%

As of 26 June 2007 7.75%

As of 25 September 2007 7.50%

As of 1 April 2008 8.00%
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TThe first part of (Alexandre Lamfalussy's) book
on the international financial crises was pub-
lished in English in the wake of the Russian
default, in 2000. The Hungarian version, pub-
lished in 2008, was supplemented with a 2006
paper by the editors. According to the publish-
er's summary, Sándor Lámfalussy studied the
correlation between financial globalisation and
the vulnerability of the international financial
system through the analysis of four major cri-
sis experiences in emerging markets, as well as
the dotcom bubble. The book consists of the
papers read during the Henry L. Stimson lec-
ture series at Yale University, as well as the
paper read by Xenophon Zolotas in Athens
upon the request of the National Bank of
Greece. 

Although according to the title the book dis-
cusses the history of crises that evolved in the
emerging markets, it has a lot to say to the
developed countries, what's more, to present

day people. It is so topical that we can hardly
believe that these sentences were committed to
paper years ago.

I note here that I myself thoroughly dis-
cussed financial crises in the Hungarian litera-
ture. My paper titled Világméretû pénzügyi
egyensúlyhiány (Global financial imbalance –
KJK) analysed the debt crisis back in 1987. 
I repeatedly addressed this issue in the book
titled Nemzetközi Pénzügyek (International
Finances – 2006, Jatepressz), the co-author of
which was Péter Halmosi, and in my course-
book with a similar title, which was published
within the framework of the Human Resource
Development Operational Programme (HRDOP)
in 2007, and which is accessible via the inter-
net. However, the subjects of Sándor
Lámfalussy's analysis come not from litera-
ture, but from life itself.

The author's professional competence stands
above all doubt. He possesses both theoretical

Sándor Lámfalussy

Financial crises in
emerging markets
Vanishing tenets 

AKADÉMIAI KIADÓ, BUDAPEST, 2008
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and empirical experience in bank management.
He approaches issues from the practical side,
but he also worked as a professor at the
Catholic University of Leuven for many years.
He was the president of the European
Monetary Institute, the forerunner of the
European Central Bank. He played a crucial
role in the establishment of the European
Central Bank, and is also called the “father” of
the euro. He also received eternal acknowl-
edgement in the field of international banking
regulation, especially in the development and
adoption of the so called Basel norms. In
today's finances he is one of the most compe-
tent professionals, wherefore we can hardly
question the substantiation of his critical
remarks. 

Lámfalussy could sense well in advance the
problems of the international financial system.
Naturally, there were other people – albeit not
many – who also saw where the processes were
leading (As J. Stiglitz wrote in one of his recent-
ly published essay: “It didn't take Nostradamus
to foresee the string of events…”) Yet, only
few were brave enough to ask the proper ques-
tions. Sándor Lámfalussy did ask them. 

According to mainstream finance, it was not
proper to question certain tenets. Let us list a
few of these disputed doctrines! 

The money and credit markets of the devel-
oped countries are sufficiently deep and devel-
oped to enable them to properly protect them-
selves against risks. Similar institutional sys-
tems must be established in the emerging coun-
tries, and then potential crises can be fore-
stalled.

The financial infrastructure of the Western
economies is so developed that there is no need
for state regulation, self-regulation is sufficient,
since stability is in the very interest of this sec-
tor.

Among the developed countries, those with
more extensive securities based mediation are
more efficient. These institutions – like the

hedge funds – need no separate supervision,
not even if they work with a high leverage ratio,
since the banks, from which they borrow, are
supervised. Higher profits can be yielded
through capital market institutions, since costs
are lower in this case. 

Banks, on the other hand, must be bailed out
under all circumstances if they get in trouble,
since they can launch a domino effect and drag
the economy down.

The spread of financial innovations is desir-
able, since they provide a large pool of tools for
risk hedging and atomisation, and the expan-
sion of profitable businesses.

Debts must always be repaid to the last
cent. Pacta sunt servanda. If this principle is
not followed, borrowed money may get lost,
and the trust in the financial institutional sys-
tem will vanish in thin air.

In the globalised world full liberalisation of
capital movements is desirable. Incidentally,
this is included in the IMF charter, too.

To tell you the truth, I myself have conduct-
ed research according to these principles, and
relied on them in practice, too, as an under-
secretary of state, as a minister, and as the
president of the Hungarian State Banking
Supervisory Agency. Yet, I had some faint
doubts (which I did air in the past one and a
half decades) about the shrinking role of the
state; I doubted the encouragement of self-
regulation in the banking sector, and the exces-
sive use of financial innovations – which
served more the purpose of profit-making
than of risk mitigation. Yet, I basically accept-
ed the tenets listed above. Since who in the
former communist bloc could have been suffi-
ciently prepared to criticise the theoretical
foundations of the operation of the interna-
tional financial system on the basis of practical
experience? We made each decision following
thorough discussions with the professional
organisations. Basically, no one else had a dif-
ferent concept. The practical experience of the
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Hungarian banking sector was still rather
insufficient. “Deposit, credit, foreign curren-
cy” – suggested the neon light advertising
board of that time. The two-tier banking sys-
tem came into being a mere three years before
1990, and the above cited work of mine
(Világméretû pénzügyi egyensúlyhiány) also
came out then, which, as far as I know, was the
first publication to describe the essence of
financial innovations on the basis of BIS infor-
mation. We were hardly aware of the new types
of financial transactions. At best we knew
about the primitive innovations – as
Lámfalussy put it – that were represented by
variable-interest roll-over credits. This in part
led to a drastic rise in Hungary's foreign cur-
rency debts. As far as the repayment of these
debts is concerned, in 1990 I could draw the
practical conclusion that the international
money markets responded to the political
changes with great mistrust. The Antall
Government – which was just about to be
formed – had to face the fact that state bank-
ruptcy was imminent in a couple of days unless
it was ready to declare its willingness to repay
debts. However, naturally we new that loans
are always signed by two parties: the lender
and the borrower. (This is strongly emphasised
by Sándor Lámfalussy in this work of his.) In
theory, banks subscribing the securities could
also be aware of the indicators of the
Hungarian economy. However, the ultimate
investors – who could even be ordinary people
– had all the right to believe that the securities
of the National Bank of Hungary were safe.
Lámfalussy also confirms that it was generally
held at that time that sovereign debtors could
not go bankrupt.

Yet, we managed to get on the verge of col-
lapse. With the given foreign exchange reserves,
or rather, due to the lack of such reserves, and
considering the balance of payments, the crisis
could be overcome only by obtaining the good-
will and the standby credit of the IMF. On the

other side, IMF extended the loan on the con-
dition that Hungary agreed to repay the earlier
loans.

A lot of – mostly political – criticisms were
expressed in this issue in connection with the
standpoint of the first government. However,
domestic experts were in general of the opin-
ion that we had to undertake the repayment of
debts, since any other script would have trig-
gered an even more tragic effect for the coun-
try. At least, this is what we thought would
happen in the short and medium run. We had
information according to which Latin and
Central American countries that are much
bigger than Hungary forced their creditors to
reschedule their debts and attained certain dis-
counts. (We can read about it in this book of
Lámfalussy's.) However, this seemed to work
only in countries the size of which is big
enough to shake the financial and economic
situation of the lending countries, or rather
that of the lending institutions. The smaller
countries could be cornered more easily. They
do not meet the “too big to fail” requirement.
Maybe confidential talks could have been
organised for Hungary, too – certain talks
were indeed conducted – but in the given
political circumstances no real possibility
existed for debt reduction. Since the economy
was so dependent on imports, we could not
risk the suspension of funding resources, not
even temporarily. (See the comment on page
36 in Issue 1/2008 of Közép-Európai
Közlemények) 

Lámfalussy describes changes on the inter-
national money market since the crisis of
1982. He presents that as a result of price
explosion the oil dollars inflated the credit
supply in the developed countries. (This issue
was immediately and most deeply studied in
the Hungarian literature by István Gyöngyössy
in his doctoral dissertation titled A mai
nemzetközi pénzrendszer mûködése /The
operation of the current international curren-
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cy system/, which was published by KJK in
1982. In addition, in my 1987 work
/Világméretû pénzügyi egyensúlyhiány –
Global financial imbalance/ cited above I
analysed the debt crisis that evolved in the
developing and the socialist countries by the
early 1980s relying on information from BIS.
In search of the underlying causes I pointed
out that in the developed countries the social
programmes, in the developing countries the
lavish investment projects, while in Hungary
both factors contributed to excessive public
spending. However, while the developed
countries of Europe had enough savings, the
developing – and the socialist – countries had
to rely mostly on external resources. This
became one of the major factors of the vul-
nerability of these countries.) 

Sándor Lámfalussy thoroughly collected the
different and identical features of crises. In
addition to excessive public spending he also
pointed out that the private sector also heavily
relied on foreign currency influx several times.
Due to liberalisation, incoming capitals pushed
the exchange rates up, which often made the
currencies overvalued – and thus contributed
to the growth in the current account deficit of
the balance of payments. The responsibility of
the private sector is further increased by the
fact that as a result of suspicious signs, exces-
sive capital flights were carried out.
Lámfalussy describes the characteristic fea-
tures of the Russian crisis in a rather witty
manner. It reminds me of the joke in which a
creditor is not willing to lend to the former
socialist large company, because it does not
know it, while the other refuses to lend
because it does know it... Being aware of the
past, the Russians did not nourish any confi-
dence in those in power, and took the money
out of the country at a rapid pace. On the
other hand, in the beginning foreigners were in
euphoric fever – using Lámfalussy's words –
and enthusiastically provided loans to the

country. Then, when problems began to show,
they fled the scene themselves.

An important finding of the author is that
the reason behind the failure was not always
the defective internal macroeconomic policy.
And it happened several times that from
among the available remedies the IMF applied
the recipe of mandatory budgetary constraints
in a stereotyped manner. Another important
finding is that foreign currency indebtedness
was always one of the main reasons. Including
stock market financing. Since portfolio
investors and fund managers often decide
about the movement of capitals on the basis of
large-scale indices. In the case of direct invest-
ments this would be less dangerous, however
direct investments have always accounted for
a minor share in securities investments. It is
true that loss-bearing, which securities hold-
ers are compelled to accept, “comes in handy”
for the system in preventing the spread of the
crises, however, in less well-off countries the
loss of wealth leads to massive impoverish-
ment.

Lámfalussy analyses the role of the exchange
rate systems, since it can be seen that pegged
exchange rates played a role in each crisis, as a
result of which foreign exchange reserves soon
melted away in crisis situations. We could also
see that the size of the crises – and conse-
quently the size of the remedy actions -has
gradually grown. The author draws attention to
the problem of “moral hazard”, for lenders and
investors increasingly relied on the fact that
they would be bailed out by their governments
or international organisations.

For today's readers the most exciting details
of the book are those referring to the current
crisis.

Lámfalussy describes how strong the credit
boom was in the U.S. economy, what bubbles
were caused by the lax budgetary policy, and at
the end of his work – as he gets closer to our
days – he highlights the role of China, too. By
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maintaining its undervalued exchange rate,
China accumulated huge exchange reserves,
which contributed to the global oversupply of
liquidity. This was one of the reasons of lax
monetary policy in the U.S., which has lead to
the growth in mortgages and thus to the cur-
rent crisis.

The author, as we have shown, does not con-
fine himself to the emerging markets. He also
raises the question whether the self-confidence
with which the developed countries described
the level of development and strength of their
financial markets was justified or not. Did they
have the right to claim that the emerging coun-
tries should do nothing but adopt their tech-
niques and institutions, and then – applying
proper macroeconomic policies – they can
avoid crises? Was it a sound idea to leave the
regulation of risk-taking practically to the
banks on their own developed markets?

The life of banks is regulated by three basic
principles: liquidity, solvency and profitability.
Liquidity means the ability of prompt pay-
ments, while solvency means that the value of
the bank's assets is always higher than that of
liabilities, wherefore the bank is creditworthy
at all times. It can obtain resources from other
financial institutions, including, ultimately,
the central bank, since it has assets to back bor-
rowings… Thus, liquidity, too is likely to be
ensured at all times. However, profit motiva-
tion may blur vision. Especially at a time,
when abundant resources are available. Due to
the level of regulation, money mediation
through the banks is relatively expensive.
Profits can be yielded on the capital market,
which is much less regulated than the banking
sector. The large financial funds and hedge
funds operated practically without being reg-
ulated despite that fact that their investments
were often based on large amounts of bor-
rowed assets. It can be said that this is the
responsibility of the lending banks. However,
this does not change the fact that through the

irresponsible banks they can drag down mass-
es of innocent depositors.

Lámfalussy firmly criticizes bailout actions
that fully get creditors out of the mess under
the excuse of public interest. He emphasises
that a loan contract always involves two parties:
a lender and a borrower. What professional
contempt was formerly shown for people who
cited the responsibility of lenders, too, in rela-
tion to the debt crisis, and who called for a
sort of debt acquittance! Maybe this does not
seem completely absurd from a man of such
eminence. The author pointed out: the hunger
for profit led to excessive risk-taking.
Therefore, it would be a mistake if those
responsible passed on the negative conse-
quences exclusively on debtors. Then they
would still be interested in maintaining this
type of “moral hazard”.

It is not necessarily a good thing either that
preference was given to capital market media-
tion, primarily in the Anglo-Saxon countries.
Investors excessively relied on the judgement
of securities rating institutions, which were far
from being on the ball. They rated the repack-
aged versions of the current mortgages in a
manner which made the investors' models suit-
able for buying. Financial innovations have
made the market less and less transparent.
Excessive confidence in the mathematical mod-
els produced a strong bandwagon effect among
investors and made the current day crisis
unavoidable. But if this is really the case, why
do developed countries inflict their own sys-
tems on the emerging countries? It is clear that
finance techniques cannot yield a solution by
themselves. This is especially so in countries
with large external debts.

Lámfalussy bravely approaches other, for-
merly taboo subjects, too, such as the liberali-
sation of speculative capital flows. This is one
of the issues in which we ranked among the
'top-grade students'. The author clearly states –
in fact, stated several years ago! – that the pre-
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mature liberalisation of such capital flows is
not advisable. What is more, he says that we
should simply forget that this is included in the
IMF charter. 

I agree with all sentences of his. I wish I had
read them earlier! Lámfalussy would have rein-
forced me in what I thought and said. But it
would have been advisable for other people,
too, to consider the viewpoints of this out-
standing expert. Fundamentalist market advo-
cates should ponder about what has led to the

current crisis. One thing is sure: the course of
changes that took place in the past two decades
under the Washington Consensus has broken.
Privatisation, liberalisation, deregulation: these
terms need to be reviewed. A new era is immi-
nent. But shall we not swing to the other
extreme? Do people who take regulation in
their own hands have sufficient moral backing?
This is something that we also need to think
about.

Katalin Botos 

Dear Author, 

Thank you for contributing with your article to the achievement of the objectives of our
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tion to our expectations regarding the publication of manuscripts. 
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• the author's name (authors' names),
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• the name of the publisher and the place of publication. 
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publication and the title of the work please indicate 
• the full title of the journal, 
• the month of publication, and 
• the number of the page where the referred work can be found within the journal.
Please provide all tables and figures with titles and subsequent numbering (please include

the reference in the text, too), and indicate the units of measurements of quantitative
values. Please enclose the data series of figures and diagrams in Excel files. Please write the
source of the data, as well as your notes pertaining to the tables and figures immediately
under the table or figure. 

Please indicate the author's profession, workplace or possibly position, scientific degree
and other professional activities or title that you require to be published in the “Authors of
this issue” section.  

We can accept publications via e-mail, in Word files. 
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MMargit Rácz, a senior member of the Institute
for World Economics of the Hungarian
Academy of Sciences offers her readers a
dynamic, enjoyable and often markedly
provocative piece of writing. The volume can
be regarded as a certain kind of summary (if
you like, you can define it as a manual or text-
book); however, it can equally be considered to
be an essay to be debated. It is a summary, as
the author gives a comprehensive and critical
analysis of the main events that have occurred
since the Treaty of Maastricht, and organizes
them into a unique logical order. At the same
time, it is an essay to be debated, because she
refuses to think within the framework of pre-
fabricated schemes and solutions. Throughout
the book, the reader can sense the author's con-
viction that the process of European integra-
tion is not a story finished but a moving target
that is being shaped in a complex and compli-
cated economic and political space.  On the one

hand, it is evident that economic reason dic-
tates that, in order to produce the highest pos-
sible gain, states should maintain their achieve-
ments attained so far and enhance cooperation.
On the other hand, political reason seems to
overwhelm economic reason: more and more
frequently, there are (in certain cases serious)
clashes between the interests of a member state
and the interest of the community – at least in
the short run. The volume clearly suggests that,
in the long run, a commitment to the rein-
forcement of mutual confidence that enhances
the deepening of the EU is rewarding at com-
munity and state levels alike. Yet the book is
realistic, too; it points out that “policy makers”
– as it is evident in those situations that resem-
ble the prisoners' dilemma – tend to defend
their own interest, even if doing so they exer-
cise adverse effect on the long-term interest of
the community.  

The title of the book may be misleading

Margit Rácz 

Challenges and choice
of alternatives for the
EU in the 2000s 
The single internal market 
and the common currency

AKADÉMIAI KIADÓ, BUDAPEST, 2007
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insofar as the author does not focus exclusive-
ly on the first few years of the new millenni-
um; in fact, it can be stated that the elabora-
tion of the events of the 1990s is of greater
importance. Indeed, it is impossible to discuss
the European processes of the 2000s without
taking into consideration the most significant
phase after the Treaty of Rome – the 1990s,
that is, the period of the launch of the single
market (1993) and the common currency
(1999). Those who want to understand the
EU of our time cannot skip a thorough analy-
sis of the last 15-20 years. Moreover, without
the knowledge of the past, it is impossible to
outline future tendencies of development, as
these tendencies are interrelated with paths.
However, the subtitle of the volume – The
Single Internal Market and the Common
Currency – is very appropriate. Margit Rácz
offers a thorough and critical analysis of these
two closely interlinked fields; yet, while doing
so, she puts these two eminent results of eco-
nomic enhancement in a far broader context
and gives a general assessment of the
European integration process. It is not the
author's fault that the final conclusion is not
explicitly positive. 

The approach of the work is best illustrated
with the notion of “faith without illusions”. It
is widely known that Margit Rácz is one of the
most committed advocates of European inte-
gration – an integration that she understands
to be not only a market-based integration in a
narrow sense of the word; she calls (would
call) for closer cooperation at the institutional
level. Meanwhile, she exposes in a merciless
style all those economic and political limits
(even narrow-mindedness) which, as she puts
it, “practically mark the end of economic deep-
ening” (p. 9). 

Furthermore, this notion – which is far from
being optimistic – is highlighted in the preface
of the book, where the reader immediately
faces all those major challenges which Europe

has failed to respond to properly so far. The
budgetary reform cannot be postponed any
longer – this statement, among others, is veri-
fied by globalisation (and especially a failure of
achievement in a productivity competition that
is of global dimensions) and ageing society (pp.
10–11). Furthermore, the accession, albeit very
beneficial for Hungary, appears different from
the perspective of the EU: “enlargement brings
about changes of such a scale which almost
conceal the problems related to the standstill of
the deepening process.” (p. 11). Thus there are
numerous challenges while the institutions
qualified for solving them seem less and less
able to come up with permanent solutions on
the national and supranational levels alike.

The first major section of four chapters is
intended to offer information on the major
challenges of the period between 1995 and
2005, that is, of a period mainly characterised
by the introduction and use of the common
currency. Another interesting point is that the
author discusses the performance of the 15-
strong EU and its member states not in isola-
tion but in comparison with the USA. The first
chapter sheds light on those background deals
that had determined the evolution of the euro;
the German-French relationship is given spe-
cial emphasis. As the author points out, the
introduction of the idea of the common cur-
rency gave an opportunity for the “influential
godfathers” to reshape the integration project
as a whole, creating the three-pillar European
Union (p. 15). The chapter also gives an
account of the dilemma that the Maastricht
convergence criteria pertain to nominal indica-
tors exclusively and thus fail to deal with the
dangers that result from the differences of lev-
els of development.  That is, the founding
fathers did not look for an answer for the fol-
lowing questions: “how great is the danger
posed by heterogenity of development in terms
of the functionality of the monetary union?”
(p.16) and “which level of economic integra-
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tion guarantees that the states are suitable for
being members of a currency union?” (p. 17)

Chapter 2 offers a thorough and compre-
hensive statistical analysis; yet, obviously, the
author does not fail to make her critical obser-
vations here as well.  Possibly, the most impor-
tant message of the chapter is that Europe – if
everything remained unchanged – could fall
behind in terms of modernisation to a disas-
trous degree. As for productivity, the USA has
far better indicators that Europe (p. 31); lag-
ging behind in the global economic competi-
tion, Europe cannot be in a position favourable
for deepening. Instead, as a rule, solutions (or,
rather, attempt for solutions) of member states
dominate (p. 32), which, in turn, clearly
enhance heterogenity (p. 32 and p. 35).  A
member state looking for a way out could
strongly rely on productivity that is of high-
quality in terms of innovation and R+D, espe-
cially in those industries that use cutting edge
technologies. Yet, as Rácz points out, Europe
has failed to achieve great success in this field
either. The author cites the case of Ireland as a
positive example several times throughout the
volume. Unfortunately, since then the Irish
miracle has come to be under considerable
pressure: it is not known when Irish economy
will overcome the present recession.

A major notion of Chapter 2 is related to a
restructuring defined by the author in terms of
the changes of the GDP per capita (calculated
on the basis of purchasing power parity). In the
period from 1996 to 2006, the three “big”
countries (Germany, Italy, and, to a lesser
degree, France) lost their relative power con-
siderably; and, as Rácz says, such a restructur-
ing exerts a negative influence on the integra-
tion process as a whole (p. 43). At this point,
the author offers another significant message,
related to enlargement; she formulates her idea
clearly when, referring to her own statistical
survey, she states that the slow-down of EU
deepening is not due to the enlargement of

2004, “as the process of the deepening of inte-
gration has not accelerated among the 15 mem-
ber states in the pre-enlargement period,
either” (p. 45).

The volume attributes considerable
emphasis to the assessment of Germany. For
instance, Chapter 3 is dedicated to the discus-
sion of the challenges of this country of a pop-
ulation of 80 million. It is possible to complain
and ask if in such an essay it is worth to high-
light a single state even if the state in question
is certainly the most important one in several
respects; however, there is no point in raising
such questions. There is no point in doing so,
because, on the one hand, it is true indeed that
if Germany has problems, then the EU has
problems (here it is possible to say “Hungary”
instead of “the EU”), and, on the other hand, it
is Germany that the author knows the best,
therefore, this chapter may reveal correlations
unknown for the majority of readers. The
description of the systemic crisis of the
German model of social market economy pro-
vides an example for this. This model “proved
to be more and more overwhelmingly expen-
sive in the first years of the 1990s, while the
traditional and rigid system of reconciliation of
the interests of the state, the employers and the
employees failed to function properly any
longer” (p. 50). Yet this type of model erosion
keeps Europe as a whole in a state of uncer-
tainty as “the German model (...) no longer
serves as a structure to follow” (p. 51). Quite
interestingly, Margit Rácz's opinion of eco-
nomic reforms is most tangible in this chapter:
she does not wish back a model that created the
German miracle, neither does she call for some
new social contract but expressly advocates an
implementation of a budget reform that
enhances private sector investments. At the
same time, the author emphasises that the per-
fect solution would be to couple programmes
intended to solve budgetary problems and
efforts made to accelerate modernisation (p.
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66). Unfortunately, these two do not necessar-
ily reinforce each other – this is especially true
in the short run.

The next chapter (Chapter 4), is a brief
one, but it may be regarded as one of the best
sections. Budgetary reform, which has been
dealt with in great detail in the previous chap-
ters of the book, now emerges in a completely
different context. The author investigates if a
re-formulation of the fiscal policy (a responsi-
bility of national authorities within the frame-
work of the GMU) makes further deepening
possible. In this chapter, Margit Rácz clearly
expounds that European politicians would find
heating the EU engine profitable only if it pro-
jected the prospect of reducing the costs of
nation-level reforms. Yet the chances are
slight. What is more, certain member states,
frightened of the even greater social costs of
opening, does not shrink back from limiting
the liberalisation of the service market while
quoting national interests (pp. 77–78). (As to
the nature of the correlation do the two phe-
nomena, the author points them out most
expressly in the final remarks. She says that
common currency and common market in
themselves do not provide sufficient extra
growth for the member states. In the absence
of such a hoped-for extra growth, we cannot
expect measures (e.g. the liberalisation of the
service market) that would make the benefits
of the common currency and the single market
tangible (p. 181). 

The second part of the volume narrows
down the scope of the hitherto broad investi-
gation, and deals with the question if the
European cooperation, based on the common
market and currency, has the prospect of fur-
ther deepening (after all) or the reform com-
pulsion, perceivable on the level of member
states makes national economies immune to
community-level challenges. The answer
unfolds in three well-structured chapters of
clear argumentation; unfortunately, the conclu-

sion seems to be negative. The first chapter of
this part outlines the two decades of the devel-
opment and achievements of the single market
in textbook-like way. A major conclusion of
the analysis – based on several Commission
documents and especially the reports of André
Sapir (2003) and Wim Kok (2004) – is as fol-
lows: “in the 15 EU member states, the notions
of and rules pertaining to market economies
[described in different ways] mean safety and
familiarity for the citizens. Adjustment to the
challenges posed by globalisation endangers,
among others, this type of familiarity.” (p. 104)
That is, in spite of the pressures that are pres-
ent on various levels and in various forms, the
majority of the society is for status quo, which
makes it difficult even for highly determined
politicians to commit themselves to reforms. 

Having discussed the single market, the
author starts dealing with the common cur-
rency and its institutional system, the GMU.
The author states at the very beginning the
evolution of the euro is better accounted for
by geopolitical events than by the principles
of economic science (p. 116). In spite of (or
maybe because of?) this fact, she dedicates a
relatively long section for the discussion of
the convergence criteria and for the presenta-
tion of the macroeconomic performance of
the member states. The analyses seem to boil
down to the conclusion that no matter how
indicators are measured or modified, the point
is (was) that the GMU be launched with the
participation of as many members as possible,
and especially of the big states. An interesting
issue raised by the author is whether the cul-
ture of stability could have been firmly estab-
lished in Italy (as well) if it had not been for
Silvio Berlusconi and his (too early) populist
turn. It might be added that – as Margit Rácz
mentions several times – Germany, which had
been regarded as an apostle of the stability
culture, did not prove to contribute to this
type of commitment; in fact, as it becomes
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evident in the final (3rd) chapter of the sec-
ond part, Germany did much to dilute the
hopeful Stability and Growth Pact.  This chap-
ter offers several enigmas for the reader to
ponder on. For example, the fact that the
external value of the euro is no longer deter-
mined by a weighted average of the perform-
ance of some of the GMU members but the
economic performance of the eurozone (what
is more, the EU as a whole) (p. 141). We need
to understand this to be able to have a mean-
ingful vision of the evolution of a big and liq-
uid euro market that can compete with the
dollar. Furthermore, as Rácz points out, the
limits and bounds of the international role of
the common currency are defined by the EU's
ability for further deepening (p. 158).
However, this question has not been answered
as yet; neither do we know an ideal balance of
national and supranational levels which can
make the euro and the European integration
as a whole successful. 

All in all, the greatest merit of the book
lies probably in the fact that it raises provoca-
tive questions and formulates points very
explicitly, and thus urges the reader to think all
the time and to adopt a standpoint. Margit
Rácz formulates her ideas in such a manner that
almost all indicative sentences encourage the
reader to imagine that there is a question mark
at the end; that is, the style in this case is at
least as important as the content. This, howev-
er, involves the danger that readers, hours after
reading a specific chapter, find themselves
arguing with Margit Rácz or trying to answer
her questions. From this perspective, it would
be very useful if the book was read not only by
enthusiastic students, habitual doubters and
the staunch advocates of European integration
but also by those fellow-men of ours who def-
initely shape Hungarian policies (including
economic policy) with the decisions they
make. 

István Benczes
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EEdited by András Vigvári, the collection of
studies with a noteworthy title was published
in 2007. The collection bears the title of a fa-
mily relic that is passed down from generation
to generation, one that is our last precious and
cherished asset, i.e. the family silver.

We associate this with the heritage of the
Hungarian system of municipalities, i.e. the
value of the assets coming from the benefits
received after the change in the political sys-
tem. The changing tendencies of managing
these asset elements provide the basis for the
examination of the research findings described
in the volume. The author's purpose was to give
a comprehensive picture of the processes of the
asset management of the municipalities in the
past fifteen years, the possibilities of revamping
it, as well as the practical issues related to the
topic, by relying on the selected studies.

The volume contains seven studies, each of
which was written about the asset management

of the municipalities, and you can also read
nine case studies. The evaluation was per-
formed by such experts who regularly monitor
the events related to the Hungarian system of
municipalities, and are strongly committed to
the research into the processes of asset ma-
nagement. The studies are the summaries and
fact-finding works of the analyses performed in
the framework of the research aimed at foun-
ding the training programs, which is part 
of program No. 3.1.1 of the Regional
Development Operative Program aimed at
strengthening the local state administration
resources. These studies include proposals for
shifting the processes related to asset manage-
ment into a favorable direction. 

The asset management of the municipalities,
which is part of budgetary financial manage-
ment, is researched by few, in spite of the fact
that it is a current and very significant issue,
which statement is supported by the conclu-

András Vigvári (editor)

The family silver 
Studies on the asset management 
of municipalities 

GOVERNMENT HUMAN RESOURCE SERVICES AND STATE

ADMINISTRATION TRAINING CENTER, BUDAPEST, 2007
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sions of the studies in the volume. After the
shift in the political system, a significant
amount of assets came to be managed by the
municipalities, which “heritage” has been large-
ly reduced in the period since then, partly as a
result of undertaking excessive public tasks,
and partly because of the low amount of state
subsidies.

In the first part of the volume, the
authors of the studies lay down the theoretical
bases for municipality asset management. You
can learn, among others, about the evolution
of the size and composition of these assets in
the past fifteen years, the level of regulation of
asset management, the role of the economic
associations controlled by the municipalities in
the finances of the municipalities, and you can
also receive answers to such practical questions
as the regulatory and organizational condi-
tions of operation, the process of municipali-
ties receiving assets, the experience of settle-
ment operation in Hungary and abroad, or the
possibilities of renewing the regulation of asset
management.

The first study of the volume focuses on the
history of the Hungarian practice of municipa-
lity asset management, the importance and
timeliness of the research into the topic, its
interpretation, as well as its key economic
issues, and those problems which are relevant
for the municipality reforms are also discussed.
Special attention should be paid to the size and
primary task of the asset elements that came to
be managed by the municipality sector, as well
as to ensuring the sustainability of the public
services, since, as has also been pointed out by
the editor of the study András Vigvári, these
assets have increasingly become the sources of
future financial risks, and the financial difficul-
ties may result in using up the “heritage”. The
very appropriate title of the article, which is
“Dead-End?”, also refers to the questionability
of the effectiveness and efficiency of today's
financial management, and that the planning

and financing systems should be reconsidered,
while the performance of tasks should be
restructured. The conclusions of the study are
supported by several years of research experi-
ence, international comparative studies, as well
as the outcomes of case studies and question-
naire-based surveys.

In Dezsõ Gyõrffi's work entitled “The Level
of Regulation of Municipality Asset
Management in view of the Audits”, the deve-
lopment and responsible asset management
practices of some five thousand local and
minority governments are assessed. The author
examines the steps of providing the local go-
vernments with assets, the financial bases of
the consequent task performance obligations,
and he evaluates how the size and composition
of the heritage and the pecuniary positions of
the municipalities changed between 2001 and
2005, by relying on indicators and aggregated
balance sheet data. Furthermore, the financial
indicators provide a picture of the deteriorating
national tendencies in the debts and liquidity of
the municipalities. In the second part of the
study, the conditions and requirements of asset
management, the operation of the related laws,
the level of regulation of the framework pro-
vided by the laws, decrees and resolutions are
discussed by the author. 

The purpose of the third study of the volume
entitled “The Role of the Economic
Associations Controlled by the Municipalities
in the Asset Management of the Local
Governments” is to help readers understand
the nature of risks inherent in the system of
local governments. The co-authors József
Hegedüs and Andrea Tönkõ examine the signi-
ficance of contingent liabilities in the
Hungarian system of municipalities, in com-
parison with the conclusions of the interna-
tional technical literature. According to the
statement of the study, the uncertainty in both
the income and the expense sides of the system
of municipalities is related to the irregular
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nature of subsidies and incomes provided to
the municipalities, as well as to the contingent
liabilities, which may be undertaken as a result
of the events discussed in the article. The
authors give an overview of the regulatory and
organizational conditions of the operation of
municipalities, they describe the Hungarian
practice by presenting case studies, while in the
summary chapter, the reader can get familiar
with the elements of the municipality risk
matrix. 

In her study, Zsuzsa Kassó also places great
focus on the importance of learning about
international practices. Although the out-
standing role of individual municipalities is
recognized in a number of areas, in general we
can state that in practice, the efficient
Hungarian method of developing public ser-
vices is not yet full-fledged. The study entitled
“Settlement Operation and Municipality Asset
Management” calls attention to the precondi-
tions of developing more effective and more
conscious cost management and settlement
operation, in relation to the organization of
public services. In order to improve social pro-
fitability, the requirements and expectations
listed in the article should be measured and
quantified as a precondition. By applying per-
formance indicators and indicators related to
the changed proportions, the positive or nega-
tive impacts exerted by the individual actions
can be concretely measured but their use will
bring about genuine results if the reasons that
generate the problems in the situation in ques-
tion are also identified. The conclusions of the
author suggest that there is no general rule for
the selection of the right indicator but she pro-
poses numerous systems of grouping and
developing performance indicators. In the se-
cond part of the study, the purpose, methodol-
ogy and key work phases of the development
of municipality strategies are described, along
with the potential solution alternatives and
organizational frameworks of settlement ope-

ration tasks, and the expense assessment possi-
bilities. 

The authors of the fifth study, Tamás Boór,
Róbert Kovács and Adrienn Németh primarily
discuss the question of the extent to which the
municipality's assets contribute to ensuring the
performance of the tasks of local public servi-
ces and what the tendencies of this contribu-
tion are, in space and time. Besides the presen-
tation of the proposals regarding the
Hungarian practice of organizing the local pub-
lic services and the more efficient operation of
the municipalities, the international project-
approach asset management experience is also
described here. The new concept of providing
public services, i.e. the reform school called
New Public Management, which has evolved in
the Anglo-Saxon countries, as well as its signif-
icance, are also discussed by the authors, along
with the English, French, German and Austrian
practices in the areas of service and administra-
tive organization, and health care systems. In
the last chapter of the article called “Asset
Management and Strategy in the Organization,
Operation and Development of Local Public
Services”, you can get acquainted with a case
study on some Budapest service supply zones,
in which the unique problems of the zone sys-
tem and the questions of developing a complex
indicator system related to these problems are
examined. It is an important conclusion of the
study that asset management is closely related
to the performance of tasks, it is a specific
dimension thereof but the size of the assets
necessary for performing the tasks can only be
planned accurately when the consensus-based
public service strategy has already been created.

In István Varga's study called “The Creation
of Business Administration Type of Asset
Management”, the author examines how the
market and business administration approach is
enforced in the municipality budgetary and
asset management area, which has by now
become critical in the entire public service area.
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The lack of this approach, which means that
the realistic cost relations of the public services
are not the subject of the study, can be sensed
in several aspects, it emerges uniquely in the
case of big cities as well, which problems are
dealt with as special issues in the individual
points of the chapters. The enforcement of the
effectiveness and cost-saving principles, as well
as the need for the analysis of actual costs and
benefits should be paid special attention in the
future, which means that a general change in
attitudes is needed, and the conditions and
requirements of responsible asset management
should be clarified. In the practice of munici-
pality asset management to date, the establish-
ment of the legal regulatory frameworks and
the owners' interests were not given appropri-
ate priority, which fact hindered responsible
asset management. It is defined by a funda-
mental requirement in the study that the equa-
lity of municipality asset management with
budgetary management should be created, and
the author outlines the specific future actions
needed to achieve this aim.

András Vigvári, the author of the closing
study of the volume, in his article entitled
“Towards a New Asset Management Paradigm”,
summarizes those proposals, on the basis of
the research experience, which refer to the
modernization and transformation of munici-
pality asset management. In the framework of
this, a comprehensive, uniform system of rules
should be built for asset management, and the
legal issues should be settled. The author gives
an overview of the general defects of the statu-
tory regulation of public assets, the peculiari-
ties of the “Hungarian model”, the justification
of the relevance of transformation, and he
makes proposals for the key aspects of the new
regulatory frameworks. In the area of regula-
ting asset management, you can get a compre-
hensive view of the problems related to the
local decrees, simultaneously to which you can
also be informed of the possible solutions. In

the future, it would make sense to strive for
proactive asset management, according to
which an asset management concept should be
developed. In the last part of the study, in dis-
cussing the regulatory issues, the need for the
principles of complexity, prudence and disclo-
sure appears, along with the significant oppor-
tunities to improve the circumstances in the
information background of asset management.

In the second part of the volume of stu-
dies, the reader may get familiar with today's
asset management practices of the settlement,
small regional and county level municipalities,
in the form of case studies. Zoltán Agg presents
to the reader the economic program of the
Veszpém County Municipality, and the peculi-
arities of its financial management, while
Dezsõ Gyõrffi describes the activities, the evo-
lution of the asset structure and the level of
regulation of the asset management of the
Tiszaújváros Municipality between 2002 and
2005. In several case studies, the asset manage-
ment issues and principles of settlements are
examined; Károly Jókay and Tamás Boór show
the achievements of the City of Veszprém,
Zsuzsa Kassó describes those of the City of
Nyíregyháza, István Varga deals with the Pécs
Municipality, and Róbert Kovács presents
those of Budaörs. Co-authors György Tibor
Szmetana and Zsuzsanna Tóth present the case
study of a Budapest district that comprises four
settlement parts, namely that of the
Municipality of Ferencváros. One can learn
about the issues related to the asset manage-
ment of the Mezõkövesd Multi-purpose Small
Regional Association from the conclusions of
an article written by Róbert Kovács, or from
Zsuzsa Kassó's third article published in this
volume of studies, which is a presentation of
the practical methods of the regional zones
through the examples of the maintenance of
public lighting and the local public roads. The
uniform content structure of the case studies
ensures the comparability of the asset manage-
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ment issues and peculiarities of the individual
municipalities, and the nature of practical
applicability.

The extraordinarily high-standard volume
of studies, which is also the merit of the pub-
lisher, contains very useful attachments. The list
of abbreviations and the names of the institu-
tions, as well as the glossary and the explana-
tions of the concepts used in the volume make
the book easy to use. The abstracts at the begin-
ning of the studies and the brief English lan-
guage descriptions in the last part of the volume,
which summarize the major conclusions of the
articles, are also of great help to the readers.

The book of studies gives a comprehensive
picture of the theoretical bases and the practi-
cal questions of municipality asset management
and the performance of tasks, their Hungarian
and international features, as well as the dilem-
mas and development of the asset management
built on the new principles of the business
administration approach in an easily under-
standable way, which can be recommended to
both the theoretical and practical experts
involved in this field of study and to students
and readers interested in the financial manage-
ment of municipalities. 

Ildikó Gyõrffy


	1-2_Tartalom__A
	3-4_Eszámunk__A
	5-8_Hetényi__A
	9-24_LosonczMiklós__A
	25-33_PrágerLászló__A
	34-49_Ábel-Kóbor__A
	50-68_KovácsGy__A
	69-89_VigváryAndrá__A
	90-103_KozmaGábor__A
	104-114_Halmosi__A
	115-129_Jókay-Veres__A
	130-139_RekeBarnabás__A
	140-156_CsapodiPál__A
	157-176_NyikosLászló__A
	177-188_Busa_Kóti_Tatay__A
	189-204_NagyMiklós__A
	205-210_Lámfalussy_könyv_BotosK__A
	211-215_RáczMargit_könyv_Benczes__A
	216-220_Vigváry_könyv_Győrffy__A

