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H

Tibor Erdõs 

Crisis management in
Hungary
Theoretical analysis

Hungary is currently burdened with crisis, in fact
with several types of crisis. The economic crisis
has unfolded after the global economic recession,
triggered by the international financial crisis,
reached Hungary. This is a natural consequence
in a country where the export-import ratio
accounts to 70 percent of the GDP. In addition,
the country must overcome a serious financial
crisis, which in part can be attributed to the
financial crisis evolving in the international
arena. In a financial crisis lenders are always
cautious. They place the debtors' solvency under
greater scrutiny, and countries burdened with
economic and payment problems are given loans
only at more stringent terms and conditions, if at
all. This can also lead to a decline in production,
since in such a case the decrease in imports, which
are indispensable for the economy, may also trig-
ger a drop in the GDP. In the absence of loans
imports may plunge, and may bring economic
performance down, too. This problem primarily
affects countries that are heavily indebted, whose
level of development is intermediate at best, and
whose public finance balance has been negative
for a longer period of time. The Hungarian econ-
omy is characterised by especially these features. 

On top of all this, the problem is not only that
Hungary cannot evade the global financial and
economic crisis in a globalising world economy,
but also that due to its internal and external bal-

ance situation, Hungary is very much exposed
both to economic and financial crises.

The correctness of this statement can be
explained with special factors, too. These fac-
tors are in part related to mistakes made in the
economic and monetary policies, and in part to
the fact that the economy is characterised by
structural weaknesses that lead to permanent
bad results in production efficiency as well as
propensity to save, and which remind us of the
repeatedly cancelled reform. 

Yet, the factor that causes the gravest prob-
lem in Hungary is politics. The country has
reached an internal political state that the world
is less and less able to comprehend. Political
animosity now dooms almost every sensible
initiative to failure. The country is burdened
with several serious problems: the economic
crisis, the financial crisis which is threatening
the country with financial bankruptcy, the
repeated stagnation of the reform process, and
finally the political crisis devouring the coun-
try. The latter threatens not only with shoving
the economy into deep recession, but also with
making everyday life unbearable.

This paper is about crisis management.
Consequently, its main subject is the economic
and financial crisis. It also addresses the prob-
lem of the economic reform, inasmuch it is
related to crisis management. The article
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devotes the least attention to the political cri-
sis. That is already a politologists' affair. 
I would rather make references as for what
disadvantages policy-making triggers in the
management of the recession and the financial
crisis alike.

Since the subject is rather complex, for the
sake of simplicity I divide the issues to be dis-
cussed into separate sections. First I will dis-
cuss recession and the management thereof,
since several conclusions drawn in this respect
will be needed for the analysis of the financial
crisis. But it cannot be ignored in the first step
that the country's financial status is unstable.
In part this explains that even the management
of the economic crisis is characterised by spe-
cific features in Hungary. It turns out that we
are in no way in the position to do what large
economies can do, and are equally unable to do
what relatively smaller countries with more sta-
ble finances can attempt. 

The financial crisis is on our tail, too. In such
a case crisis management must a priori be out of
the ordinary. The following section provides an
analysis of this. It is not at all sure that at such
a time the country should first of all concen-
trate on the mitigation of the economic crisis,
i.e. to ease the decline in production. The radi-
cal and fast improvement of the financial bal-
ance may come into the foreground. The
notion of crisis management can be used in this
case, too, albeit with a different meaning. In
this case crisis management deepens the eco-
nomic crisis itself, no matter what serious trou-
bles are caused by the recession. Although
recession-mitigating measures can be applied,
the overall efforts are directed towards a differ-
ent goal, and not towards the mitigation of
recession. It would be beneficial to use two dif-
ferent terms in the two cases, but for the time
being no such clear terminological distinction
is available.

Under the threat of financial or state bank-
ruptcy all other problems are secondary. Even

the growing rate of unemployment due to
recession is qualified so, since state bankruptcy
would cause a much graver crisis and sharper
decline than recession by itself. Production
could fall by as much as 10 to 20 percent
instead of a few percentage points. Therefore,
it must be stated: at such times crisis manage-
ment deepens and not mitigates recession, yet
it prevents the collapse of the economy, which
would trigger – among other dramatic conse-
quences – a drastic decline in economic per-
formance. Therefore, it can also be stated, that
crisis management decreases the rate of decline,
but in this secondary meaning, and not in the
usual context, i.e. in the case of recession not
threatening with financial bankruptcy.

Since recession and state bankruptcy trig-
gered crises differ in terms of content, the poli-
cies to be followed are mostly different, too.
Different reform and public finance policies are
needed, the public finance deficit is judged dif-
ferently, and the monetary policies to the pur-
sued are also different.

In this paper the first topic of discussion is
how the economic crisis can possibly be miti-
gated, and then comes – also for the sake of
sharp contraposition – the analysis of the grave
financial crisis, the impact of which on the eco-
nomic crisis must naturally be monitored. At
the end of the paper we can draw the lessons
for the Hungarian practice.

Crisis management, including the preven-
tion of financial bankruptcy, cannot be separat-
ed from the spontaneous economic processes.
Therefore, we cannot start the analysis by dis-
cussing the necessary or recommended eco-
nomic decisions right away. Crisis management
is understood well by those who are aware of
the automatism inherent in an economic crisis.
Economic policy may make use of this automa-
tism. This holds true for getting through the
crisis, too, independent of the fact, what thera-
py had to be used during the crisis: a simple cri-
sis management procedure or a much more
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complicated one, applicable for the prevention
of financial bankruptcies. The following sec-
tion provides a brief summary on the sponta-
neous mechanism that can be witnessed in any
crisis irrespective of the underlying causes.

THE SPONTANEOUS CRISIS MECHANISM

A major feature of the spontaneous mechanism
is that the recession it triggers is never an end-
less process. It is typical that after reaching the
bottom, economic performance begins to
improve again by itself, without external inter-
vention, and where exactly the bottom
depends also on the automatism. In this mech-
anism the movement of the savings and con-
sumption ratios in opposing directions, the
actual and expected values of the interest and
the profit rates, as well as foreign trade may
play the most crucial roles. Often, but not
always, the changes in foreign exchange rates
also have such an impact.

THE BOTTOM OF RECESSION Here the most
important factor is that in the period of reces-
sion the national savings rate begins to fall,
however this is accompanied only by a smaller
reduction in the rate of investments.

Future funds and incomes are always valued
less than the current funds and incomes.
Therefore, changes in the real interest rate and
the present value of the profits attainable with
the investments, i.e. the value of the future
profit discounted (reduced) with the current
interest rate, play crucial roles in investments.
If this rate is compared to the capital incre-
ment, one obtains a profit rate that shows –
compared to the current interest rate – whether
it is worth making investments, or not. (If the
profit rate so calculated is greater, it is worth
making investments). It is not sure that the
profit rate so calculated significantly drops at
the time of recession, because this is not iden-
tical with the current, actually realised profit

rate. The expected future profit and profit rate
can be really high, in which case the discounted
present value is also high. Yet, one must calcu-
late with the current interest rate, since this
represents the opportunity cost of the current
investments. 

Since in a crisis the real interest rate falls,
sooner or later the profit rate calculated on the
basis of the discounted present value of the
future profit will be higher than the real inter-
est rate. Then investments stop to decline, and
will soon resume growth. The less is the fall in
the interest rate limited by the monetary man-
agement, the sooner this happens.1

At the same time, national and household
savings are characterised by other movements,
i.e. by the definite drop in the savings rate. This
process is influenced by several spontaneous
factors. Households curb their consumption at
a slower pace than their incomes reduce: they
use former savings, borrow credits, or rely on
assistance from relatives and friends. Somehow
people must make both ends meet, and during
a crisis this leads to a reduction in the national
savings rate. Since routine consumption levels
are difficult to reduce, the decline in income
and GDP can only entail a reduction in the sav-
ings rate. The falling savings rate and the no
longer falling, possibly growing investment rate
begin to reach a state of equilibrium. In fact,
planned investments may even exceed the level
of savings. From this moment on the economy
must pick up.2

Several other spontaneous factors contribute
to the fact that consumer expenditures are rigid
downward, and that the contraction spiral has
certain limitations. In countries at middle or
high level of development the service sector has
a dominating role.. The purchase of certain
consumer services – for example gas, water,
electricity bills, insurances, healthcare costs,
etc. – must be covered in any case.. Foreign
trade may also contribute to keeping recession
under control. If recession does not appear in
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the different countries concurrently, a continu-
ing growth in exports confines the decline in
aggregate demand.3 The crisis mitigating effect
of the state is significant, too. If the state does
nothing more than it did before the recession,
the decline in demand is hindered by the mere
maintenance of its expenses.

It must be kept in mind that if production falls
for any reason, this will induce further decline in
production and demand alike. A cumulative
process deepening the recession starts, the extent
and strength of which can differ depending on
the aforementioned factors. 

Let the recession be primarily of 3 percent
relative to GDP. This leads to a decline in the
income of many individuals, which in turn
induces a new drop in demand. However, due
to the above listed factors, this secondary
process may be of relatively small scale. If, for
instance, in the second step the decline equals
one fourth of the former one, and subsequent-
ly each decline equals one fourth of the preced-
ing one, the maximum drop in demand at
national level can be 4 percent. (This is a geo-
metric sequence the first element of which is 3,
its quotient is 1, and the sum is 4. However, if
the induced reduction always equals half of the
preceding decline, in the given example the drop
in demand can reach maximum 6 percent).4

However, this calculation is correct only if
the economy was stagnant before the recession
set in. Yet, stagnation is seldom followed by a
recession, it is usually preceded by a growth in
production. This must definitely be taken into
account.

If the prior annual growth rate of production
was exactly 4 percent, it may happen that in the
case of the given numerical example the growth
of economic performance is replaced not by a
decline in production, but only stagnation. If
the concept of recession is linked to the decline
in production, one cannot speak about reces-
sion in the given example.5 In fact, the reces-
sion-mitigating effect of former growth cannot

be fully enforced. However, this effect must by
all means be taken into account.6 At the begin-
ning of the recession the repercussions of the
preceding growth are still strong, however they
fade with time. Consequently, the more pro-
tracted the recession is, the less one can rely on
the recession-mitigating repercussions of the
former economic growth.

POSSIBLE WAYS TO BOOST 
THE ECONOMY IN A RECESSION

A key player in boosting the economy is public
finances, but first of all the central budget. In
addition, a major role is played by the central
bank. So the main tools for boosting the econ-
omy are the budgetary and the monetary poli-
cies. Here the term “economic revitalisation” is
used in a broader sense, to include its role in
the alleviation of recession, and naturally the
impact that already implies leaving the reces-
sion behind.

In fact, here we face essentially the same
interrelations as in the previous section. When
alleviating recession, the state budget hinders
the emergence of the multiplier effect that
deepens the crisis. Even by possible increasing
its expenditures, the state prevents the drop in
the national savings rate, and accordingly, pre-
vents a major drop in consumption expendi-
tures. Therefore, at times of recession the
aggregate demand can be higher due to the
state's activity, and the decline can be smaller
than it could be reached merely on the basis of
the spontaneous processes. In addition, after
passing the lower turning point, the economic
activity of the state may even strengthen the
process of recovery.

Public finances, including the state budget,
are recession-mitigating factors by their mere
existence. The numerical value of the income
multiplier is a priori smaller owing to the sys-
tem of income taxes, wherefore the decline in
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output is smaller in case of a recession. The rea-
son behind this is that the income that gets into
the state budget in the form of tax is immedi-
ately redirected into the economy, provided it
is spent by the state. This means that no further
decline is induced by the original expenditure
cuts. Consequently, the larger the ratio of
budgetary revenues and expenditures to the
GDP, the smaller the multiplier is, and the
milder the economic crisis can be. The multi-
plier effect that would deepen recession is con-
tained by the state budget.7

At the same time, this role of the state means
that the balance of the central budget fluctuates
even if it does not reflect the intention of the
government. The budget includes built-in sta-
bilisers, such as the system of progressive per-
sonal income taxes, or the unemployment ben-
efit. At times of recession the latter increases
causing expenditures to rise, and due to the
former, tax revenues drop at a faster pace rela-
tive to the GDP. Both stabilisers are deficit
increasing factors, and both restrict the decline
in consumption in a recession. They are added
to the spontaneous processes that alleviate
recession. At times of recession they also entail
a drop in the national savings level. (A growing
budget deficit implies an increasing deduction
from the value of savings on national level).

The government may take so called discre-
tionary measures, too. With a view to prevent-
ing the deepening the crisis it may reduce the
tax rates and/or increase its expenditures. This
means that state budgetary revenues and
expenditures can change not only because of
the built-in stabilisers. The growth in expendi-
tures or drop in revenues so induced can be
drastic, too. Many discretionary measures are
available and can be used. The state or the local
budgetary organisations may launch public
work projects, may provide support to some
companies, for instance to small and medium-
sized enterprises, may encourage the accelerat-
ed development of the infrastructure by using

state funds, etc. These discretionary measures
also result in the following: the public finance
deficit may grow or its balance can deteriorate,
the national savings rate may decrease, the cri-
sis will be less profound, economic recovery
may begin sooner. 

Monetary policy, striving to alleviate reces-
sion and strengthen economic recovery may
also have an important role here. Within this
context a major effect is attributed to the inter-
est policy of the central bank. In a recession it
is reasonable to reduce the prime rate of the
central bank, since this entails a drop in the
general – market – interest rates. At such a time
the spontaneous mechanism itself also induces
a reduction in the interest rate, and the central
bank may reinforce this trend. The impact
mechanism has already been presented: the
current interest rate necessarily falls below the
discounted present value of the future rate of
profit. The smaller the current interest rate is,
the less may be the discounted present value of
the future profit and profit rate relative to its
forecasted size. Under the impact of the mon-
etary policy the economy can reach the lower
turning point sooner, and investment projects
can commence more easily.

Another important part of the monetary
regulation is the exchange rate policy. If we
look only at the spontaneous mechanism, the
exchange rate has no specific direction in a
recession: it can either increase or decrease.
The reduction of the interest rate makes the
exchange rate come down, since at this time the
flow of money capital from abroad slows
down, the external demand for the Hungarian
currency shrinks, and the exchange rate may
fall. This trend facilitates overcoming the
recession: a drop in the exchange rate boost
exports and as a concomitant increases
demand. But recession can hit all countries
concurrently, and may trigger a decrease in the
interest rate everywhere. In this case the
exchange rate does not necessarily have to fall.
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And if the internal interest rate is reduced to a
smaller extent than interest rates abroad, or if
Hungarian financial investments are deemed
less risky by the international money capital, or
the central bank may strive for increasing the
exchange rate, the exchange rate may grow
despite the recession. This scenario is not
favourable for the elimination of the recession. 

Therefore, the direction of exchange rate
changes is uncertain. However, one thing is
absolutely sure! In a country whose economy
heavily depends on foreign trade – both in
terms of exports and imports – in times of
recession it is not recommended to increase the
exchange rate or maintain the overvalued
exchange rate. This may lead to the prolonga-
tion of the recession! 

Recession itself is an inflation-curbing fac-
tor. In this case it is less necessary to pursue the
policy of “expensive money”. The turnaround
can basically be triggered by the investments,
which require a decline rather than increase of
the interest rate. In this case special attention is
required to ensure that the policy aiming at sta-
bility in prices should be implemented at the
expense of curbing investments.

General demand boosting measures for open
and heavily foreign trade dependent economies
represent serious risk factors in a global eco-
nomic crisis. At such times deficit increasing
policies are not really effective, whether imple-
mented through the increase of state expendi-
tures, or through tax reduction. However, it is
advantageous if the interest rate falls at times of
recession, since then the opportunity cost of
the investment projects is smaller, and the dis-
counted present value of the forecasted profit
and profit rate is relatively higher.

The points discussed above are valid in gen-
eral. Most often they hold for most countries.
However, this does not mean that they are valid
in each and every country. There are extraordi-
nary situations and economies that are in espe-
cially unfavourable situation. In such cases out-

of-the-ordinary economic policies may be jus-
tified, or even mandatory. It has to be empha-
sised now since the next section is about the
problems of crisis management in Hungary,
where two specific features must be kept in
mind: Hungary is a small or at best medium-
sized economy, struggling with serious finan-
cial balance problems. 

ABOUT CRISIS MANAGEMENT 
IN HUNGARY

Problems of general demand 
stimulation

In theory, aggregate demand can be encouraged
through the budget policy. If public finances
spend more, the encouragement is direct, and
its joint impact with the income multiplier can
be significant. The demand side can also be
encouraged through tax reduction, by main-
taining the public finance expenditures. 

These proposals are repeatedly raised, no
matter if it is about making economic growth
more dynamic or about revitalising the econo-
my in a recession. Tax reduction is considered
as a universal tool, but also as one that can be
successfully used in any situation. Even in
restoring the budget balance.

Now we are going to discuss why – in the
midst of the current recession – it would be a
wrong decision to stimulate aggregate demand
in Hungary merely through tax reductions, or
through the increase of state expenditures. The
answer in brief is the following: both measures
would seriously deteriorate the economic equi-
librium, which can by no means be assumed in
the current financial situation of the country.
Public finance deficit would increase, and the
stronger the stimulation, the greater the deficit
would become. The current balance of pay-
ments would deteriorate, because the demand
impulse would increase imports, while exports
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would grow only slightly if at all. These meas-
ures would hardly affect the GDP. The explana-
tion behind this is the following: the ratio of
commodity exports and imports to the GDP in
Hungary totals 66 and 67 percent, respectively,
while the figures related to services are 12 and
10 percent. The combined ratios equal 78 and
77 percent, respectively. At the same time,
there is recession both in the world economy
and Europe. Therefore, it is not that exports
cannot be accelerated, but that the decline in
exports causes problems. On the other hand,
imports may even accelerate due to demand
stimulation, this however is not likely to hap-
pen owing to the recession. In an export ori-
ented economy a major precondition for GDP
growth is the expansion of exports, but exports
are expected to decline, for the time being. 

Consequently, demand stimulation would
not speed the economy up. On the other side
though, the public finance deficit would rise
spectacularly. Revenues would be reduced by
the smaller tax rates, and since GDP would not
grow, in fact, it would decrease due to the cri-
sis, nothing would compensate the tax rate
reduction. On top of all this, the foreign trade
balance and the balance of payments would
considerably deteriorate.

Compared to this, the situation is signifi-
cantly different in countries with a large inter-
nal economy. The greater the internal economy,
the less risky it is to apply demand-inducing
policies in a recession. For the sake of a sharp
contraposition let us see the economy of the
US, where the ratio of commodity exports and
imports to the GDP totals 7.8 and 14.1 percent,
respectively, while the ratio of service exports
and imports to the GDP equals 3.1 and 2.6 per-
cent. The combined ratios are 10.9 and 16.7
percent respectively.8 This means that the
export ratio is 1/7th of the Hungarian ratio,
while the import ratio is 1/4th-1/5th of the
Hungarian one. Therefore, demand incentives
in the US boost internal production and

employment, or reduce the rate of reduction of
employment rather than generating imports.
Also, a much smaller portion of the increased
production can bump into the limits to exports
than in Hungary, since a much greater portion
of the GDP can be sold to internal customers.
The difference is not so sharp if we look at the
countries of the eurozone. Here in certain large
countries the export ratio is around 20 to 30
percent, but even that is much smaller than in
Hungary. So the use of demand stimulation is
justified in the larger European economies too.
We can state right away: condemning state-
ments, e.g. that in crisis management Hungary
goes against Europe, are not necessarily justi-
fied.9

Revitalising the economy from the demand
side is all the more difficult since, for the time
being, Hungary has little or no access to exter-
nal – mainly long-term – loans on the interna-
tional money and capital market, while it must
pay the instalments of existing loans in time.
The extreme credit crunch is caused by the
international financial crisis, and also, even
before that happened, by the fact that Hungary
was assigned a low rating by the international
credit rating institutions.

Getting a loan today is difficult for each
country, and it is especially difficult for
Hungary. This is why it is crucial for us that the
assessment of the Hungarian economy by the
international money market should not deteri-
orate further. On the contrary, we should strive
to improve our rating. This excludes all deci-
sions that would further worsen the financial
balance of the country. Boosting demand by
increasing the public finance deficit would
exactly be such a decision.

Large-scale tax reduction without cutting
expenditures is accompanied by a growth in
public finance deficit all over the world. In our
case, under the circumstances of the current
financial crisis, this would lead to even more
stringent borrowing conditions. (This is the
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least that would happen. The consequences
would be dramatic, as it will be discussed later).
A long-term consequence would be that debts
that fall due on a continuous basis could only
be repaid from the foreign currency reserves, as
well as from the stand-by loans extended by the
IMF, the World Bank and the ECB. The
amount of these loans is sizeable, however, if
they remained the only source of coverage, the
entire credit line would be soon used up. For
the time being Hungary's annual debt service
(including interest and principal repayment)
amounts to EUR 10 billion a year on average,
which is not a very large sum compared to the
GDP (around 11–12 percent). However, the
debt service represents a considerable sum
compared to the stand-by loans and the foreign
currency reserves (around 40–50 percent).10

It must be added: trust suffers a blow even
when the foreign currency reserves decrease at
a quick pace, and/or the stand-by loans are
used for debt repayment extensively and very
soon. Therefore, not only must we refrain from
wantonly starting an expansive budgetary poli-
cy under the slogan of crisis management, but
we must also continue the stabilisation of the
economy by gradually liquidating structures
entailing lavish spending. These measures will
appear in public administration, education,
social benefits given on a universal basis – that
is not on the basis of the principle of need – and
in the pension system. In other words, we can-
not escape reforms. If problems were caused
only by the economic recession, it would be
reasonable to implement the reforms selective-
ly within the framework of crisis management.
First of all those reforms should be applied that
do not trigger a general income reduction.
Unfortunately, the situation is more serious
than that, as will be analysed further down in
this paper. 

Another possible tool for demand stimula-
tion is the interest rate policy. A reduction of
the base rate by the central bank is soon fol-

lowed by a drop in the market interest rates.
This improves entrepreneurial willingness,
enhances the demand for investments and may
increase employment again. An increase or
slower decrease can occur in both main ele-
ments of aggregate demand, i.e. investment and
consumption demand, since in this case the
interest rate of both short- and long-term loans
shows a downward trend, even if not to the
same extent.11

Interest rate reduction certainly has a stimu-
lating effect on the economy. However, it has
just been concluded about the stimulation of
aggregate demand that this is not without con-
flicts in small countries that are sensitive to for-
eign trade. It may boost foreign economies
instead of the internal one. However, there is a
significant difference between stimulation with
public finance deficit and with interest rate
reductions! 

The rise in public finance deficit itself is a
direct demand increasing factor, but this does
not hold for interest rate reductions. Increasing
the deficit encourages consumption rather than
investments, since most state expenditures
serve purposes other than investments. And
because Hungary is a small country, a higher
deficit mostly boosts imports without encour-
aging investments. In fact the latter are obvi-
ously hindered, since the deficit increases or
keeps the average level of interest rates high.
Interest rate reduction has an opposite effect,
because it mostly facilitates the rise in invest-
ments.

The conclusion of the previous sections was
especially that the turning point mostly
depends on the fact that the planned invest-
ments begin to exceed the size and ratio of sav-
ings. This is the time when production may
start growing. While in small economies an
increase in the budget  deficit deteriorates the
economic equilibrium even at times of reces-
sion – and can only very slightly be regarded as
a stimulating factor –, interest rate reduction is
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rather an economy stimulating instrument. On
top of that, falling interest rates have a very
important secondary effect, which is favourable
for economic recovery, too.

If the average interest rate falls, the HUF
exchange rate must follow it sooner or later,
which is beneficial to the internal and external
markets. A declining exchange rate mitigates
the possible overvaluation of the national cur-
rency. The forint was strongly overvalued for
many years! Therefore, the depreciation of the
forint can be beneficial to the domestic produc-
tion and the demand for it, too. Compared to
the former situation, it makes imports more
expensive and exports more competitive. Until
recently foreign producers enjoyed a price
advantage over domestic producers due to the
overvalued Hungarian currency. If their price
advantage shrinks as a result of the sponta-
neous depreciation of the home currency trig-
gered by the interest rate reduction, the com-
petitive edge of foreign producers will
decrease, and customers will buy more domes-
tic products. The demand will grow for domes-
tic goods, and will relatively decline for foreign
products. At the same time, domestic produc-
tion may either grow or at least decline at a
slower pace, and the situation may improve in
terms of production and demand alike. These
changes will occur in any case, even in reces-
sion, albeit to a much smaller extent.

It can be stated that although the conse-
quences of general demand stimulation are dif-
ferent in the small countries relative to the larger
ones, it is advisable to use interest rate cuts as a
tool. In contrast with this – taking into account
Hungary's shaky financial situation – demand
stimulation is expressly detrimental, if this is
achieved by increasing the expenditures and/or
decreasing the revenues of public finances!

The above-written is only the first approach to
the problems of crisis management in Hungary.
We are already aware of the fact that general
demand stimulation is not a workable solution.

However, applying monetary incentives could be
acceptable. We must take a step further: what
should be done in the framework of crisis man-
agement taking into account the present eco-
nomic situation, the imbalance and the financial
instability of the country, but still ignoring the
imminent risk of a state bankruptcy? What should
be done with the economic reform? Present-day
proposals on crisis management first of all
include reform steps deemed to be necessary as if
crisis management was equal to the consistent
implementation of the economic reform. This
already takes us to a more concrete assessment,
but not a final discussion of the possibilities of
the government policy.

THE POSSIBILITIES OF GOVERNMENT
POLICY IN CRISIS MANAGEMENT IN
HUNGARY 

Potential internal and external sources.
Methods of demand stimulation

In the course of crisis management the govern-
ment of a small national economy, theoretical-
ly that of Hungary, too, may pursue an econo-
my boosting policy, but not in any manner.
State resources can be used for such purpose,
and local governments play an important role
relying on local sources. Since Hungary is a net
recipient of EU funds, the utilisation of EU
funds may also come in handy. All in all, how-
ever, the amount and ratio of available
resources are small. A major amount can be
ensured by EU funds, however the net total
value can at best reach around 2 percent of the
GDP on an annual average.12

In a small country like Hungary, economic
policy aiming at alleviating recession must be
increasingly targeted! It should support activi-
ties that are suitable for enhancing employ-
ment on other fields, too through their sec-
ondary effects. Subsidies should be given to
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areas where production can first of all rely on
the internal market, where the business activity
does not heavily depend on exports and
imports, i.e. where production growth – even if
it does not take place overnight – mostly relies
on domestic production capacity and demand.

It is also important that the resulting devel-
opment should improve the conditions for sus-
tainable growth. Such activities and areas
include the modernisation of network infra-
structure: town and railway transport, road
construction, canalisation, water management,
commodity management, warehousing. A sim-
ilar effect can be obtained through regional
development. Environmental protection, edu-
cation and healthcare must be mentioned sepa-
rately. Since employment plays a central role in
containing processes that deepen recession, the
subsidies should first of all be channelled to
small and medium-sized companies that
account for most employment. In other words,
there are plenty of opportunities that do not
threaten with the risk that resources spent on
giving incentives to the economy would most-
ly stimulate economies of the other countries
rather than domestic performance.

EU funds, for the most part, promote
domestic economic performance, either imme-
diately, or in the long run. These resources –
with the exception of agricultural subsidies that
are in need of a major reform according to the
general opinion – are designed for infrastruc-
ture development, including the modernisation
of network infrastructure, environmental pro-
tection, the convergence of underdeveloped
regions, the promotion of the competitiveness
of small and medium-sized companies, as well
as the enhancement of the quality of education
and healthcare. These are typical areas that are
very much suitable for crisis management in
the economies of small countries, too. In fact,
they can be most efficiently used in these coun-
tries to counterbalance processes aggravating
the crisis.

If all goes well, EU funds available as target-
ed support for economic stimulation may reach
around 1.5 percent of the GDP.13 The impact of
these funds on the alleviation of the crisis is not
negligible. If we assume that the multiplier of
the utilisation of EU funds is 2, which is a real-
istic assumption, the recession at national level
can be alleviated by 3 percent of the GDP. This
means that if the GDP decline would be 3 per-
cent, the drop in performance could be avoid-
ed. This statement is not about the expected
actual depth of recession, but only about its
alleviation! Although the volume of EU funds
available is more or less known, – much less
information is available about the dynamics of
the inflow of these funds – and similarly the
numerical value of the multiplier. However, we
have no substantiated knowledge about the
expected depth of the crisis, since it is even less
known how strong the intensity of the factors
inducing a drop in performance may be. The
related estimates are today uncertain in each
and every country. For example, if recession
was otherwise 6 percent, based on the given fig-
ures we would need to count with 3 percent of
the current recession. It is probable that the
actual rate of recession will be significantly
larger even than that.

In theory, the government can rely on other
tools, too in its efforts to alleviate the crisis. It
can use budgetary tools, but since ours is a
small economy, it cannot do so in any manner:
economic stimulation must be targeted in all
cases! In other words, if budgetary tools are
available, they must be used for supporting the
above listed areas and sectors, i.e. network
infrastructure, environmental protection, small
and medium-sized companies, education, etc.
We can also count with the direct and
secundary effects thereof in relation to changes
in national output and employment. The ques-
tion is how big these budgetary and local gov-
ernmental resources can be.

This largely depends on the balance of pub-
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lic finances. If public finances were in balance
or surplus, a significant amount and share of
resources could be spent on economic stimula-
tion, even totalling 3 to 5 percent of the GDP.
Even by borrowing loans by the state or the
local governments. For example, if public
finances were in balance now, the country
could undertake a deficit equalling 3 percent of
the GDP (compatible with the Maastricht cri-
teria) for the sake of economic stimulation.
(Subsidies can be granted in several forms: cash
transfers, preferential term loans, interest sub-
sidies, provision of guarantees. The actual form
is determined by the nature and circumstances
of the given development objective). In most
former socialist countries public finances are in
the negative, however the rate of deficit is usu-
ally smaller than in Hungary. Hungary is still
unable to meet the 3 percent deficit require-
ment, which a priori represent a strong obstacle
to the economic policy in alleviating the crisis.
This obstacle could be even stronger if the
country strived for the reduction of the public
debt, since in this case it would be mandatory
to achieve a surplus in the entire budget.

The reallocation of resources can help to
some extent. The state has used resources for
development, subsides and other expenditures
even before. Part of these resources can now be
reallocated from the former objectives to
objectives that are more relevant for crisis man-
agement. (For example, providing more sup-
port to small and medium-sized companies).
Reallocation can also have a time dimension:
subsidies planned to be disbursed later can be
brought forward. We can hear about rather
large-scale reallocations. I am not in the posi-
tion to judge the reality of reallocations, or
whether larger-scale reallocations are possible
or not. Also, I do not know to what extent EU
funds can be reallocated, since these funds can
be won in tendering procedures, which largely
determines the structure of their utilisation.

The positive effect of the reallocations can-

not be questioned if their utilisation is well tar-
geted. In this case the benefits of the realloca-
tions are bigger than their costs. However, it
must be known that their crisis-alleviating
effect is smaller than the scenario, which really
assumes the utilisation of additional resources.

In the case of any reallocation, fund with-
drawal occurs in time and/or space, which
either entails a drop in demand and perform-
ance, or prevents demand and performance
growth, somewhere. This is to be compensated
by demand and performance growth that
occurs in the preferential areas due to targeted
reallocation. This means that performance
decline and growth occur concurrently. The bal-
ance can be positive, and recession can be
milder if the performance and demand generat-
ing effect of the reallocation will be greater on
the domestic economy than the loss it caused
elsewhere. In short: if the reallocation is well
targeted. But is it somehow possible to ease the
scarcity of funds? This may seem possible,
moreover not only to a small extent.

Reform and crisis management

For a long time, the biggest problem of the
Hungarian economy has been that public
finances undertake too big a burden, and are
oversized. The share of income transfers is too
large, partially because they are not based on
the principle of need. The conditions of retire-
ment are too lax, which contributes to the large
and increasing number and share of pensioners,
which – under the given pension insurance
conditions – puts an excessive burden on pub-
lic finances and the entire economy. The num-
ber of participants in higher education has
tripled or quadrupled, which has entailed the
multiplication of the amount and share of the
financing liabilities of the state. However,
resistance to changes is strong, and what's
more, it enjoys political support. Healthcare is
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becoming more and more cost intensive world-
wide, and Hungary is no exception. This would
require the restructuring of healthcare in a
manner that would increase the cost sensitivity
of healthcare institutions, and would require
larger financial contribution, and more eco-
nomical use of services by the population.
Finally, the institutional system of public
administration and the maintenance costs
thereof have become too big. Through the con-
siderate restructuring of public administration
the number of state agencies, local govern-
ments and staff, and consequently, the opera-
tional costs can be reduced, and concurrently,
institutional efficiency could be enhanced.
Reforms designed to solve these problems are
long overdue. 

Together with the public finance reform, if
implemented on the basis of thorough prepara-
tions, significant expenditures could be saved
relative to the GDP. The extent of reallocations
could also be increased. Some of the resulting
savings could also be used for tax reduction. Iit
has been just concluded: balanced public
finances – and smaller tax burdens – could also
increase the amount and share of funds usable
in crisis management.

This is why many experts come up with the
idea: Hungary can even capitalise on the crisis.
Necessity can force decisions that could earlier
not be adopted and enforced, and which now –
if implemented – can be expressly beneficial for
Hungary in the long run. We can prepare the
conditions for dynamic economic growth,
while acquiring more funds already in the near
future by restoring equilibrium. And this
comes in useful in crisis management.

For now I am not investigating whether the
political and social preconditions exist for the
above listed changes. Are they likely to be
adopted by the Parliament in the current polit-
ical situation and under the current parliamen-
tary power relations? Nor will I investigate
whether the political and social circumstances

can prevent the implementation of the changes
listed above. Here I confine myself to outlining
the economic interrelations only.

All those people who expect that the real
solution will be achieved through the imple-
mentation of the sooner or later indispensable
reforms are of the opinion that public finance
reforms allow for both expenditure and tax
cuts, and the two together will not result in a
decline. If this was the result, reforms could
not be part of the crisis management – if the
question is clearly about setting limits to the
decline in production, and there is no danger of a
state bankruptcy. I myself do not dispute, but
on the contrary, emphasise the necessity of
reforms. But I am of the definite opinion that –
if there is no imminent state bankruptcy – and
certain reform steps would trigger a decline in
aggregate demand, they should be postponed
in times of crisis. If the tasks is really only to
alleviate recession, it should not be further
aggravated by reforms, either by tax hikes or
expenditure cuts.

At the same time, however,, the restructur-
ing of taxation is also an important part of the
reform process, and it does not induce a decline
in demand. Similarly,  restructuring the public
finance expenditures can also be part of the
reform, if this entails the reduction of useless
expenses for the benefit of useful and socially
necessary expenses. In this case, neither the
revenue, nor the expenditure side of public
finances – the restructuring thereof – leads to a
decline in aggregate demand, wherefore it is
compatible with alleviating the crisis.
Consequently, the reform is not necessarily
incompatible with crisis management.

I am almost sure that most experts believe
that crisis management – here the question is
about alleviating the recession – applied in con-
junction with the reform should not trigger a fur-
ther drop in the GDP. And most people also
think: for the sake of it, it is sufficient to
achieve that the drop in expenditures entailed
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by the reform should be accompanied by tax
reductions. It seems that this is already compat-
ible with crisis management. They are con-
vinced that tax reductions will induce a rise in
demand equalling to the decline in the aggregate
demand that may result from the reform. These
two factors together can lead to better econom-
ic efficiency, which implies an advantage for the
process of growth in the future.14 However, a
grave problem is – and, as far as I can see, this is
often ignored – that if the reform really leads to
reduced expenditures and tax receipts during the
recession, the amount of GDP cannot remain
unaffected no matter how considerately public
finances have been streamlined! The GDP will
decline in this case, and for this reason, too!

Decreasing income centralisation and
aggregate demand

A reduction in expenditures immediately
decreases the aggregate demand with the
amount equalling the reduction.15 However, tax
reduction by itself does not yet mean an
increase in demand; it merely indicates a possi-
bility for this.16 (Flexible demand response is
totally improbable especially during a crisis.)
Although it induces a rise in demand, but
always a smaller one than the tax cut itself was
in the first step. The surplus from tax reduction
is not entirely spent on purchases, since part of
the after-tax income is used for savings. This
means that in the first step, since the reduction
in expenditures is greater, there must be a drop
in aggregate demand. In what follows happens
the following:  both the cuts of expenditures in
public finances and the rise in aggregate
demand caused by the cuts in taxes lead to fur-
ther changes in demand. A rise in demand is
induced on account of the excess demand
caused by the cut in taxes, and an induced drop
in demand is caused owing to the curtailment
of public finance expenditures.17

The changes induced in the rise in demand
by tax cuts, and the changes induced in the
decline in demand by the reduction of expen-
diture equalise each other. In other words, the
reduction of expenditures is increased by further
reduction equalling the size of demand rise that
appears after the tax cuts. So eventually the
aggregate demand declines exactly in the
amount by which public finance expenditures
are curtailed. This reduction is independent of
the intensity observable in the secondary process-
es. The only thing that matters is the amount
of the change in public expenditures in the first
step. On the tax side there is no such change –
only induced changes occur here – while on
the expenditure side changes occur due to
expenditure cuts and induced changes.
Therefore, the final result is the following:
although the equal reduction of taxes and
expenditures does not deteriorate the balance
of public finances, it remains the same, but
induces a drop in aggregate demand! The GDP
also shrinks, and recession turns out to be
deeper. What is true for the public finance bal-
ance, – which indeed remains the same – does
not hold for the aggregate demand, because that
does change; in the given case decreases! For us
this means that if the containment of the cen-
tralisation of incomes by the state is not neces-
sitated by something, for example by the risk
of state bankruptcy, reducing the degree of
centralisation should not be the objective,
when the economy is in recession. And when
the only problem is the recession, the main
task is really to alleviate the recession.18 This
problem did not arise so sharply until recently.
No wonder. Earlier Hungary was not saddled
with a presumably deep global economic crisis
accompanied by a grave financial crisis. So far,
for nearly two decades, Hungary has failed to
implement the otherwise indispensable
reforms. If the current problem was really
fighting the recession only, it could not be
understood why the reform was so urgent,
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why couldn't  we wait one or two years with
that! Why should we make up for all defaults
just at the time of recession?

However, certain reforms can be implement-
ed even in this case, and those must indeed be
implemented. Such reforms are rather plentiful,
and include changes affecting the tax structure,
and the composition of expenditures. They may
strongly influence the behaviour of companies,
the population and the various institutions.
These changes are so numerous and significant
that neglecting the reform would be out of
question even if alleviation of recession was the
only task.

Structural changes of revenues 
and expenditures

The corporate sector's ability to react to
changes is essential. This can be influenced by
the restructuring of the system of taxation.
First of all the tax structure could be reformed.
This is significantly justified by the fact that
the difference is too big between the total costs
of employment for the companies and the actu-
al net wages the employees pocket after the
deduction of taxes and contributions. 

On an abstract, theoretically, the optimum
case would be if the two values were identical.
This would provide the greatest incentive for
seeking and offering employment for compa-
nies and wage earners alike. However, these
amounts can never be equal, since tax must be
paid for instance due to the requirements of
economic development, and due to the fact
that taxes are used to cover the costs of income
transfers that protect the poor, and the indis-
pensable social security costs. We can only say:
in terms of employment and corporate initia-
tives the smaller the difference between these
two values the better. The real value of profits
and wages alike could be higher.19

This difference is decreased by the reduc-

tion of wage-related contributions to be paid
by the employers, which can be followed by
the reduction of the personal income tax rates,
too. The increase in the VAT and excise tax
rates can be linked to this change: the basic
principle is that the reduction of income taxes
and contributions causing a narrowed tax
wedge should not lead to shrinking state rev-
enues. Therefore, in addition to increasing the
VAT rate, it may become necessary to revoke
personal income tax allowances and/or to
introduce the value-based property tax. The
boosting and economy stimulating effect
thereof can be felt primarily after the start of
the recovery in economy. 

It is true that this is not the ideal solution.
The foundations for narrowing the tax wedge
are ultimately made certain by the expenditure
cuts, and as for the wage-related contributions,
their reduction should be based on the reform
of the pension system. Lajos Bokros is right in
saying that the important thing is not only the
overall reduction of wage-related contribu-
tions, but also how this reduction will be
spread among the three elements of employers
social insurance contributions. It is essential to
maintain the integrity of the principle of insur-
ance in the course of the reform process.
However, this can be ultimately fulfilled if, for
instance, the pension reform, which affects the
expenditure side, too, can also be implemented.
And this, if the government really considers
that its task is to alleviate recession, can hardly
be implemented in a recession. Not even if we
disregard the other important social and politi-
cal problems related to this issue.

Other changes can also be made within the
system of taxation, in the framework of the
reform. Among others, cancelling the tax
allowances which are incompatible with social
equity and deteriorating rather than improving
the economic performance. Along with it,
income tax rates should be reduced to the same
extent. These measures can include the increase
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of property-based tax on the basis of its thorough
preparation together with the decrease of
income taxes. Or repealing the local business
tax and replacing it by other tax types, or by
the abrogation of the tax exemptions. A lot of
other examples could be listed, too. The point
is that the tax structure should be changed so
that it would encourage performance, already
now, at the time of recession.

Within the framework of crisis management
designed to alleviate recession, progress can be
achieved in the completion of tasks affecting
the expenditure side of public finances, too.
The background materials of the Reform
Association emphasise the need for the signifi-
cant and fast reduction of lavish expenditures.
First of all the maintenance costs of public
finances, the budgetary subsidies to certain
state companies that operate lavishly, and the
restructuring of the system of public adminis-
tration are focused. If savings could be realised
here, aggregate demand would fall even if the
tax burdens were eased proportionately. The
situation is different if the savings so yielded
are used for crisis management on a continuous
basis. For example for job retaining subsidies at
places where the activity is otherwise efficient,
or for infrastructure development projects that
otherwise would not be supported for the
shortage of funds. Or these savings can be real-
located for the improvement of healthcare or
education, as well as environmental protection.
Consequently, socially useless expenditures can
become useful in a different expenditure struc-
ture. On top of that, such decisions fit into the
reform process to be implemented in the
course of several years. These considerations
are not given sufficient emphasis in any reform
proposal, which is no wonder. Expenditure cuts
are preferred in the belief that they, when com-
bined with tax cuts, do not decrease the aggre-
gate demand.

It must be acknowledged: the alleviation of
the recession is not beneficial to a comprehen-

sive and consistent reform process, but it is by no
means about abandoning the reforms! The pro-
posals pertain to five years and not for one or
two years, during which the steps to be taken
are being scheduled. The tasks could also be
scheduled with regard to the crisis and the
requirements of the alleviation of the recession.
However, the proposals contain schedules
without taking into consideration whether
they are to be implemented in the year of eco-
nomic crisis or already in the period of growth.
In terms of the alleviation of recession the pro-
posals cannot even be regarded as ones for cri-
sis management.

As soon as the recovery begins, streamlining
the public finances can be brought to the fore-
ground. Then expenditures and tax revenues
can and must be reduced! It is true, the effect of
tax cuts on demand will remain smaller than
that of expenditure cuts. Smaller, because tax
cuts increase the savings planned. Yet, aggre-
gate demand does not fall, since the commenc-
ing investments absorb the increasing savings! By
this time, without the higher share of planned
savings investments could grow only if external
resources were involved more extensively, pro-
vided that keeping inflation down continues to
be an objective.20 Therefore, it does matter
whether reforms that also contain the reduc-
tion of the weight of public finances are
intended to be implemented during or after the
time of recession! 

Therefore, during the alleviation of recession
the crucial rule is: reforms affecting public
finance revenues and expenditures can be real-
ized in a recession, too, however it must be
ensured that the changes come to an end of zero
balance both on the revenue and the expenditure
side. They should not cause temporary major
decrease on any side. This is required by the
simultaneous use of the policy aiming at reduc-
ing the depth of recession and the reform
applied at the same time. This is how the two
can be compatible.
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THE RISK OF STATE BANKRUPTCY AND
CRISIS MANAGEMENT

The definition and possible conse-
quences of state bankruptcy

One can speak about state bankruptcy when
the state is unable – in part or in full – to meet
its debt repayment and current payment obli-
gations. The larger the state's share in the
national income, and the higher its debt rates,
the graver the consequences are. A possible
state bankruptcy would have serious conse-
quences in Hungary, since nearly half of the
GDP goes through the public finances, and the
rate of public debts has already exceeded 70
percent of the GDP. For the time being this
rate is increasing.

The consequences also depend on the distri-
bution of public debts. The situation is more
severe if a considerable portion of the debt is
external debt. In this case debt repayment in
the national currency is out of question. Even if
external insolvency only threatens to occur, the
exchange rate of the national currency begins
to fall. The quickly falling exchange rate may
speed up inflation due to the rise in import
prices. In addition, the conditions of external
borrowing become more stringent. At best
only short-term loans are available with
increasing interest rates from abroad, which
further deteriorate the position of public
finances. The rate of the deficit will grow even
higher, the need for external loans will grow,
and the stock of external debts will increase at
an even higher pace. The result can be the com-
plete refusal of such loans, and then state bank-
ruptcy does really occur.

If a major part of public debt is made up of
internal debts, the situation is somewhat easier.
In this case the debt is denominated in the
national currency, which is more accessible for
the state. Much more accessible, if the central
bank can provide loans directly to the state.

Thus, the state can make repayments, however
at the expense of diluted cash flow and acceler-
ated inflation. If this possibility is non-exis-
tent, because borrowing directly from the cen-
tral bank is banned, the state must sell its secu-
rities on the secondary market. It can do so
with more or less success, but definitely by
undertaking increasing interest rates. The
amount of money put into circulation is grow-
ing quickly in this case, too, since the banks
need increasing loans from the central bank,
and the velocity of money also increases. The
central bank either satisfies, or not the demand
for money of the private sector. Usually, cer-
tain adjustment can be expected from the cen-
tral bank. In this case it is less probable that the
state will become insolvent. Whether this hap-
pens or not depends on how willing the central
bank is for the creation of base money. In case
the central bank is willing to do so, inflation
speeds up, and nominal interest rates show an
upward trend. This process must sooner or
later be halted. Either drastic restriction or
state bankruptcy will occur.

The situation is made more complicate by
the fact that not only the state, but also the pri-
vate sector may have external debts. Banks and
companies, and even the population can also
borrow external loans, most often through the
intermediation of banks. External borrowing
by the private sector is not restricted if there is
a free flow of capital between the countries.
The external debt can significantly rise in this
case, too, if the conditions of foreign currency
borrowings are much more favourable than
those of internal loans. In Hungary this usual-
ly appears as a difference between the nominal
interest rates of the HUF and those of the for-
eign currency denominated loans. In Hungary
the majority (around 70 percent) of loans owed
by the private sector is denominated in foreign
currency, i.e. the debt of the private sector has
been generated mostly by external borrowings!
Within the net external debt stock of the coun-
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try the debt of the private sector is currently
nearly double that of the public finances!
Without knowing this fact one cannot under-
stand the current monetary position of
Hungary.

Now we have to consider what would hap-
pen if the Hungarian state was no longer able
to repay its debts currently due for being
unable to get external loans because of the lack
of confidence? The exchange rate of the forint
would start to fall. As a result, the  repayment
obligations of foreign currency debtors would
increase steeply in HUF,  much faster than
before. Plenty of debtors would be unable to
pay the due instalment, wherefore banks man-
aging foreign currency loans would go bank-
rupt one after the other. This would be accom-
panied and/or followed by a stampede of
depositors rushing to withdraw their savings
from the banks. With the partial security sys-
tem in place this would be impossible to imple-
ment under any guarantee. Depositors would
lose most of their money. The bankruptcy of
the banks would bring the state into an even
more serious situation. The exchange rate of
government securities would fall, and the state
would really have no source of borrowing.
Therefore, the drastic curtailment of state
expenditures would be unavoidable, which
would be followed by a plunge in production
and a big jump in the unemployment rate: this
would mean the beginning of a seemingly
unstoppable contraction spiral. 

In addition to state bankruptcy and the con-
comitant financial collapse, the economic crisis
itself could attain a catastrophic size. The
recession would reach even 20 to 30 percent
instead of 5 to 10 percent, which would be very
difficult to overcome. 

Therefore, all efforts must be made to pre-
vent state bankruptcy and financial collapse.
The concept of crisis management is assigned a
new content! It requires decisions that must be
avoided in the management of the well-known

recessions. One must often act contrary to the
logic of recession management! However, this
does not mean that – for instance in a small
country – all the knowledge applicable in reces-
sion management should be rejected. Rather,
and mostly it means that several unconvention-
al decisions must be made, even such that do
not comply with, or even contradict to the
practice of countries in which the main task is
the alleviation of recession, and not the preven-
tion of state bankruptcy. This must be kept
very much in mind if we are to inspect the cri-
sis management proposals dealing with the cur-
rent situation.

Reform and economic policy at a time
of looming state bankruptcy

Since state bankruptcy is always preceded by
overspending by the state, its prevention
always involves significant reduction of the
public finance expenditures. And it must be
added right away: in this case expenditure cuts
are either not accompanied by the reduction of
the overall tax burden, or this reduction is con-
siderably smaller than the curtailment of
expenditures. This is a straightforward con-
comitant of overspending by the state, which
triggered the threat of state bankruptcy. The
most important thing is: at this time expendi-
tures must be curtailed even if recession occurs
simultaneously! This is exactly the situation in
the present-day Hungary, where economic per-
formance falls under the influence of the glob-
al economic crisis, unemployment rises, and
state bankruptcy looms due to the internation-
al financial crisis and the increasingly prudent
international lending practice. Hungary has
double trouble, the more serious of which is
not recession, but rather the potential state
bankruptcy. Without this nothing can be
understood from what should be currently
done within the framework of economic policy.
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Crisis management proposals that have been
published since the beginning of the year all
recommend the immediate reduction of expen-
ditures. The estimated extent of expenditure
cuts is rather sizeable. The material prepared by
the Reform Association calls for a total expen-
diture cut of HUF 1,325 billion in five years, of
which HUF 355+470=825 billion should be
curtailed in 2009 and 2010. This represents an
annual expenditure cut of 1.3 percent and 1.7
percent compared to the GDP. In addition,
expenditures must be frozen at real value. If the
GDP was growing, this freeze would be a bal-
ance improving factor in public finances,
depending on the growth rate of the GDP.
With the same tax burdens in place, a growing
GDP induces surplus revenue. According to
the calculations of the Reform Association, the
freeze of expenditures at real value yields HUF
170 billion savings in 2010 – 0.6 percent of the
GDP – and a total savings of HUF 1,623 billion
in the period lasting until 2013. Together with
the actual expenditure cuts, the two items
account to HUF 2,948 billion in five years, cal-
culated at the 2009 price level. The value for
2009-2010 is nearly HUF 1,000 billion, i.e.
HUF 355 billion in 2009 (equalling 1.3 percent
of the GDP), and HUF 640 billion in 2010
(equalling 2.3 percent of the GDP). This deep-
ens economic recession even if expenditure
cuts would be accompanied by proportionate
tax cuts.21

If the total tax burdens were reduced exactly
by the amount of the expenditure cuts, the eco-
nomic crisis would deepen by the rate of the
reduction of expenditures. In other words, the
performance would drop by 1.3 percent in
2009, and by 1.013x1.023=1.036, i.e. by 3.6
percent in 2010. But if the rate of tax reduction
is smaller than that of the expenditure cuts,
recession is even more intense. The production
drop so induced may reach even 4 or 5 percent
by 2010 compared to the assumed case of the
absence of expenditure cuts. Eventually, the

result depends on the proportionate relation-
ship between tax reduction and expenditure
cuts, on how strong the induced changes
caused by the primary expenditure cuts are, and
on when the world economy starts increasing
again.. The latter is essential since the size of
induced changes may be different depending
on how strong impacts affect the economy in
the meantime. This impact also depends, for
instance, on how Hungarian exports will devel-
op in response to the development of external
demand. But at any rate, the depth of recession
significantly depends on the curtailment of
expenditures. If in a recession the production
level would otherwise be 5 percent lower than
initially, the drop in production combined with
expenditure cuts can reach even 9 or 10 per-
cent! And, in accordance with it, the level and
share of employment and unemployment
would also be different.

These data and calculations show that expen-
diture cuts by themselves cannot be regarded as
crisis management at all, if we think only of the
changes of the recession depth. This must be
stated openly, and what's more, must be clearly
emphasised. This statement, or even more
emphasizing it is missing from almost each
material on the crisis management. The only
exception is the study written by Lajos Bokros,
who says that in Hungary the realistic alterna-
tives are “deepening crisis, protracted recession
or open, immediate bankruptcy”.22 With this
Bokros actually states that in order to prevent
the state bankruptcy no anticyclical public
finance policy can be pursued in Hungary. what
is more, we must implement expenditure cuts
which deepens the economic crisis.

In the current situation the use of terminol-
ogy is of crucial importance. State bankruptcy
creates a “crisis situation”, and the state of
recession is also a crisis. But the two require
different measures! Proposals that have been
published or submitted thus far refer to crisis
management, while they actually mean to pre-
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vent the state bankruptcy. However, all those
people who link the concept of crisis manage-
ment to the alleviation of economic recession
do not understand the proposals for the radical
curtailment of expenditures. As we could see,
in recession expenditure cuts decrease econom-
ic performance,23 even if accompanied by tax
cuts. 

This lies in the background of all objections
that cite US and Western European counter-
crisis measures in contrast with the Hungarian
proposals on crisis management. In these
economies the emphasis is less on curbing
expenditures, and more on boosting demand.
State bankruptcy is not an imminent threat in
these countries. There are several reasons why
Hungary cannot do what other countries can,
but the number one reason is looming state
bankruptcy. The absence of the proper use of
terminology, and the absence of proper word
composition have created a chaos in the heads
of the people even before. The bigger problem
is that in this manner government measures
become incomprehensible, and austerity meas-
ures seem to be senseless. These measures can
even seem to serve the intentional oppression
of the population, especially those that are
related to the pension system or suffer the cur-
tailment of social expenditures. In a best-case
scenario the consequence is the questioning of
the competence of the government, if it acts in
accordance with the proposals. Since in a “cri-
sis” expenditures need to be increased rather
than decreased – they claim. Therefore, the
reception of balance-restoring measures by the
population also depends on how exact the use
of terminology, and how circumspect the
analysis are. Keeping this in mind we can start
investigating what we could do within the
framework of economic reform if the primary
task is the prevention of state bankruptcy.

We must start with the seemingly paradox
statement that in this case the reform process
can be comprehensive and entirely consistent! In

this case it is out of the question that reform
steps excluding expenditure cuts should be
implemented in a crisis. Here, the question is
not about a crisis management aiming at the
alleviation of economic recession! If the con-
siderable reduction of expenditures is
inevitable for the prevention of state bankrupt-
cy, merely for economic considerations it is
perfectly all-right to implement a comprehen-
sive reform, which includes, among other
things, the curtailment of state expenditures
and also the significant curtailment of con-
sumption. What is more, in such cases the most
obvious method for the prevention of state
bankruptcy is the implementation of the com-
prehensive reforms already postponed for a
long time. It is definitely an advantage when
expenditure cuts also mean that the efficient
use of resources becomes part of the economic
automatism, so that the system of economic
institutions would not regenerate dispropor-
tions on a continuous basis. Especially this is
what substantiates the economic reform that
otherwise entails expenditure cuts now.24

Therefore, by combining the reform and the
prevention of state bankruptcy, two birds can be
killed with one stone. Although the reform
somewhat contradicts to simple crisis manage-
ment, it definitely helps prevent state bank-
ruptcy!

The comprehensive reform, as a tool for pre-
venting state bankruptcy, also implies that there
is no need for the application of the “principle
of across-the-board cuts”. Expenditure cuts
must be differentiated. Often this makes even
more painful and unpopular decisions
inevitable, like the withdrawal of the 13th

month's pension, which is not at all compatible
with the established, or even more with the
expectable system of contribution payment, as
well as with the principle of insurance. The lat-
ter means that the contributions paid must
cover the pensions disbursed on an annual
basis, which a priori contradicts the introduc-
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tion of the 13th month's pension. The contra-
diction is even be greater if pension contribu-
tions are reduced with a view of narrowing the
“tax wedge”, which is otherwise required in
order to increase the willingness both to
employ workers and to seek jobs. This means
right away that initially annual pension pay-
ments would decrease at a significantly larger
rate than the total public finance expenditures.
But the reform itself and the prevention of
state bankruptcy would be in harmony with
each other. It would be a similarly painful deci-
sion if the system of the pension payments was
linked to the payment of contributions,  i.e.
that at least in the medium run the amount of
pensions would be adjusted to the amount of
contribution revenues at national level. This
would prevent the future deficit of the Pension
Insurance Fund, since this new automatism
would prevent overpayments – at least a per-
manent overpayment by the Pension Insurance
Fund. On the other hand, adherence to the
principle that would strictly link initial pen-
sions to former contribution payments would
encourage the propensity to pay contributions.

The withdrawal of the 13th month's salary of
the public employees has similarly a dual
impact: prevents the state bankruptcy but cur-
rently deepens the recession. And several other
examples could be cited, such as making the
system of childcare allowance and childcare fee
more stringent, or the strict application of the
principle of means-tested disbursement in the
framework of social benefits.

All this does not mean that proposals made
for the alleviation of the economic crisis, and
investigated earlier in this paper cease to be
valid. Most of these proposals do not contra-
dict the prevention of state bankruptcy. For
instance, what this article states about the real-
location of resources or about the utilisation of
EU funds among targeted anti-crisis measures
can also be used within the framework of the
prevention of state bankruptcy. Similarly,

everything that was determined in relation to
the modification of the tax structure is valid.
Since the latter serve the enhancement of eco-
nomic activity and the more efficient utilisa-
tion of resources, and at the same time, if
implemented, they ensure that the external
economic impulses will trigger the revitalisa-
tion of the internal economy sooner. What we
said in connection with the structure of public
finance expenditures can also be applied. The
task is not merely the curtailment of expendi-
tures, but also the replacement of useless
expenditures with useful ones.

All this draws attention to the fact that put-
ting the prevention of state bankruptcy in the
foreground does not mean that the alleviation
of recession can be ignored. It rather means
that measures that reduce expenditures and
measures that encourage the internal economy
must be taken simultaneously. Naturally, the
impact of expenditure cuts is greater initially.
This means that the depth of recession depends
on the resultant of the two opposite effects.
While in Hungary state bankruptcy is a much
larger threat than recession, expenditure reduc-
ing measures are a necessity.

Consequently, recession will probably be
graver and deeper in Hungary than in countries
where the only problem is the recession man-
agement. The majority of the policy aiming at
reducing the expenditures can be expected only
afterwards, and recession has already been fore-
casted to reach 4 or 5 percent. The economic cri-
sis will be even deeper due to the further curtail-
ment of state expenditures. This is why we must
calculate with another special correlation too,
that cannot be or can hardly be managed by us.

Full employment surplus/deficit 
and crisis management

In Hungary the GDP declines for two main
reasons. One reason is the recession itself, the
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other is the prevention of the threat of state
bankruptcy, i.e. the reduction of public finance
expenditures. The latter is unusual in the case
of economic recessions. Especially in large
economies, efforts are made to increase state
expenditures within the framework of the crisis
management policy.

If production declines due to expenditure
cuts, tax revenues plunge, and even the cur-
tailed expenditures prove to be larger than the
tax revenues, which turn out to be smaller than
before, i.e. the deficit is reproduced.
Everything can be started anew. Expenditures
must again be slashed with a view to restore the
balance. A downward spiral starts, which in
theory lasts forever, but the absolute value of
reduction decreases in each step, like in a
descending geometrical sequence. Despite this
fact, this process seriously disturbs the balance
of public finances, too. Of course, the reaction
to the reappearing deficit shall not necessarily
be the reduction of expenditures again: also
taxes can be raised.  However, this also triggers
a decline in production, since the share of pur-
chases will be necessarily smaller due to the
smaller after-tax income. Consequently, aggre-
gate demand falls, and so do tax revenues and
the GDP.

Before the birth of the Keynesian theoretical
system the principle of a balanced state budget
was considered as a golden rule. At that time it
was a natural reaction to strive for a break-even
state budget. One tool for this was tax increase.
In contrast with this, Keynes proved that in an
economic recession one must not be afraid of
deficit-ridden public finances. In case reserve
capacity is available, the deficit does not cause
inflation, but keeps the aggregate demand, and
thus production at a higher level in real sense,
too. Due to the latter, the size and rate of the
deficit will eventually be smaller.

This consideration serves as a basis for the
“full employment surplus/deficit” category,
and at times of economic crisis this is how pub-

lic finances operate in developed countries. If
the public finance deficit rises due to econom-
ic recession, the state does not restrain its
expenditures, and nor does it increase the tax
burdens. It covers the increasing deficit from
loans. Consequently, the system works as an
automatic stabiliser. In this case the deficit
increment does not prove that the state
increases the deficit on purpose since this
increment is the result of the decline in pro-
duction. Policies can not be judged on the basis
of the deficit experienced at a certain moment.
Judgement can be made if we examine right
away: how big the deficit ratio would be in case
of full employment. Since the deficit falls under
the impact of greater economic performance, it
is possible that the actual spending by the gov-
ernment would not entail a deficit in case of
full employment. Then policy-makers cannot
be accused of overspending. 

This is the background of the full employ-
ment deficit/surplus category.25 As a result, the
financial government may pursue a more flexi-
ble policy, not making the mistake of stepping
on the brake even if that is not necessary. 

The problem is that this type of flexible pol-
icy, which is beneficial at times of recession,
can be applied only in those countries in which
the stability of the economy is not seriously
questioned. However, tolerance can hardly be
expected from the international money and
capital market in case of looming state bank-
ruptcy. If in this case the government does not
follow a restrictive policy, by increasing taxes
or reducing expenditures, instead it asks for
more loans, the capital market's response can
be the rejection of giving loans or a drastic
deterioration of the borrowing conditions.
This can also bring state bankruptcy closer, or
may even trigger it. A country with a bad repu-
tation can manage its finances under much
more difficult conditions than the others. Bad
reputation must be forestalled. 

Hungary is currently in such a situation.26
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social constraint, i.e. what and to what extent
the society is willing to tolerate. For example,
at the current level of social tensions it is hard-
ly advisable to introduce a single-rate income
tax, or make the payment of the healthcare
contribution of fixed and raised amount uni-
versal, which is to be paid by pensioners, too at
the time when the 13th month's pension is
withdrawn. A lot of people and many experts
would support the introduction of the “flat
rate” tax. But what would it mean in practice,
under the conditions of the extremely unequal
distribution of income? 

Some monthly salaries total HUF 4 million
before taxation, not including bonuses. (Much
larger monthly salaries exist, too.) If a 20 per
cent “flat rate” tax was introduced, our man
with a monthly salary of HUF 4 million could
pocket a monthly surplus of HUF 800,000
after taxation, if the marginal rate was former-
ly 40 percent. On the other side, the income of
people with small pensions falls due to the
withdrawal of the 13th month's pension. Or let
us see the system of price subsidies. It has been
raised lately that price subsidies to distance
heating may be withdrawn, even in case of peo-
ple in dire situation. A necessary precondition
for this would be the ability of the consumer to
use an alternative heating solution, or to save
on consumption. But what can people do who
receive small pensions and live in blocks of flat?
At best they should move, but even this is not
an option, since they have nowhere to move.
Let us compare their situation with those who
– according to certain proposals – should pay
income tax at the lowest rate up to an annual
income of HUF 15 million, and as a result,
those whose income is close to the upper limit
would be happy to receive HUF 200–250 thou-
sand more in a month. And they would deserve
this due to the mere fact that hopefully they
would increase their savings.

Tensions must not be allowed to turn into a
social explosion. There is no doubt that the

reforms that play an important role in the pre-
vention of state bankruptcy, too, must be imple-
mented, and that state expenditures must be
radically decreased. But the same attention must
be paid to the social constraint as to the elimina-
tion of efficiency-deteriorating factors and to
the elimination of excessive income centralisa-
tion. It is possible that under the conditions of
capitalism, too, better-off people should be bur-
dened more than envisaged earlier, if public
finances are to be streamlined and state expendi-
tures are to be curtailed. An important factor of
the difficulties is that the higher economic elite
turned out to be too greedy. It is irritating espe-
cially in the current situation, what salaries the
executives of certain sectors can take home, and
how big severance pay they are entitled to. This
also brings the society's willingness to tolerate
to its tolerance threshold. The situation can be
aggravated to the point where these two are no
longer compatible.

DILEMMAS OF THE MONETARY POLICY
DURING THE PREVENTION OF STATE
BANKRUPTCY

The specific situation of the
Hungarian monetary policy

As we have emphasised, in case of a recession,
recovery requires a low interest rate already at
the very beginning. The Hungarian economy is
in deep recession. At the same time, it must act
to overcome the threat of state bankruptcy.
However, due to the latter neither the nominal,
nor the real interest rates can be low. Interest
rates in Hungary were not low even in the peri-
od preceding the recession and the threat of
state bankruptcy.27 This is related to the infla-
tion-targeting monetary policy regime, which
was introduced in 2001.

Within this framework the National Bank of
Hungary strove to suppress the rate of infla-
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We have to take into account not only the fact
that state expenditures must be curtailed at the
time of recession due to the serious financial
imbalances, but also the fact that we cannot
rely on the operation of the most automatic
stabilisers either, which would otherwise allevi-
ate recession. This also explains why the eco-
nomic recession will probably be greater in
Hungary than in countries that are similarly
sensitive to the external market, but are finan-
cially better off. 

Limitations to be considered during
the prevention of state bankruptcy, too

Not all measures can be taken, not even if the
reform is implemented consistently, during the
prevention of state bankruptcy. Compromises
are always needed. They are justified by mere
economic considerations, and even more by the
level of tolerance of the population.

The smaller problem is the compromise that
is related to the economic considerations. The
economic reform is mostly necessitated by the
need for supporting the improvement of eco-
nomic efficiency, the enhancement of cost-
effectiveness and dynamic economic growth.
These are indeed important objectives.
Economic policy tools have never and nowhere
in the world been strictly subordinated to the
achievement of better efficiency and longer-
term and fast economic growth. Such a policy
requires a lot of concerted actions and eco-
nomic decisions, and this can nowhere be expe-
rienced in a perfect form. Let me cite a few
examples for better understanding:

Let us suppose that the government encour-
ages investments and savings. For the sake of
the latter it applies a “flat rate” income tax.
What is more, it does so through consumption
based taxation, which means that savings can
be deducted from the tax base. Corporate prof-
it tax is either nonexistent, or its rate is low.

The value added tax is also a single rate tax so
that different rates would not disturb the effi-
cient allocation of resources. The entire tax
system is degressive in nature, in order to the
sources of investments be more easily
increased. The inclusion of incomes in the pub-
lic finances is either relatively moderate, or
shows a decreasing trend. The rate of social
security contributions is low, self-support is
encouraged by the moderate level of pension
benefits and the method of financing in the
social security system. An increasing portion of
public finance revenues is used for developing
the infrastructure, since in this way direct cap-
ital imports can be greater and more sustained.
The policies are continuously designed to
ensure the internal and external balance and so,
financial problems do not hamper the growth
process. The monetary policy is subordinated
to the targets of price stability, the external bal-
ance and economic growth, so that it can serve
all three objectives concurrently. The funding
of public finances directly by the central bank
is out of the question.

There is something, or in fact there are
always a few things that are missing from this
list.. Their concurrent presence would serve
efficiency and economic growth. But the items
listed are not omnipotent. If technological
development is not fast enough and/or the
workforce is poorly skilled, if the trade struc-
ture corresponds only to a low level of devel-
opment, neither higher level of efficiency nor a
faster growth can be achieved. On the contrary,
the result will be just a deteriorating efficiency:
an increasing investment ratio with inadequate-
ly qualified workforce rather entails decelerat-
ing growth and increasing capital intensity. The
result will be just the opposite of what we have
expected. Efforts prove to be futile, and the
reform misses the target. This is where eco-
nomic constraint appears, which may even turn
into political tension.

Even more significant is the political and
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tion when public finances were permanently
and largely in deficit, and income policy was
expansive. Average nominal wages increased by
12 percent on average, while the GDP grew
only by 4 percent a year. This should have trig-
gered high inflation. This is what the National
Bank of Hungary intended to forestall relying
on the interest rate policy, since in theory, high
interest rates lead to the drop in the demand
for loans, and thus for money supply, and con-
sequently curb inflation. However, this mecha-
nism cannot function well if there is a free flow
of capital between the countries, if the interest
rate is significantly lower abroad, and if the
exchange rate of the HUF is rigid downwards.
No wonder that in the foreign currency
denominated loans have become a determining
factor in Hungary. Consequently, Hungarian
companies and households borrowed  – mostly
through the banks –  first of all loans based on
foreign currency wherefore, despite the high
HUF interest rates, the total demand for loans
continued to rise quickly, and the inflation rate
decreased only sluggishly. 

Due to the high domestic interest rates,
Hungarian government securities have become
much sought after by foreign money investors.
The demand by money investors for the
Hungarian currency permanently rose, which
kept the exchange rate of the HUF high
despite the fact that inflation in Hungary was
much faster than elsewhere. We can even say
that it was this speculative demand for the
HUF that effectively restricted the domestic
rate of inflation, since a high and overvalued
exchange rate is always an anti-inflationary fac-
tor. By this way the competition of foreign
producers is more apparent. Stronger competi-
tion and the accompanying rise in the aggregate
supply keep the domestic price level under
pressure.

The result of the entire process: somewhat
decreasing inflation rate, an internal interest
rate level much higher than the external one,

increased indebtedness of companies and
households in foreign currency denominated
loans. For a larger part, the latter explains why
the private sector's external indebtedness is
twice as high as that of the state.28 Without this
it cannot be understood why the financial situ-
ation of the country has become so unstable,
and why state bankruptcy is looming. If for-
eign currency debtors cannot repay their debts
due to the rapid weakening of the HUF ensued
in the past year, banks can go bankrupt and will
no longer be able to finance the state either.
Hungary would be much better off if the pop-
ulation and the companies had been more pru-
dent when borrowing foreign currency denom-
inated loans, because in this case the share of
bad debts would be much smaller at the
banks.29

In such a situation the NBH is not able to
pursue a substantiated interest rate reducing
policy.30 If the threat of state bankruptcy is
large, foreign banks are willing to lend only
with high interest rates, if even at all. Today the
risk margin of borrowings is very large. In the
past months this margin occasionally exceeded
6 percent. This means that for instance the
German state receives a loan on the interna-
tional money market at an interest rate of 3
percent, the Hungarian state can hope to get a
loan only at a 9 percent interest rate if at all.
And since the different interest rates influence
one another, the business interest rates must
also be high, moreover even higher than 9 per-
cent. However, already a nominal interest rate
of 9 or 10 percent seems to be so high with an
inflation rate of 3 or 4 percent that it renders
the chance of recovery almost hopeless, even if
state bankruptcy can be averted and the man-
agement of recession starts to become the main
task.

If the current interest rate is very high, the
yield rate calculated on the basis of the dis-
counted future yield is almost always smaller
than that. The conclusion is understandable: so
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that recovery would start on a solid basis, the
current interest rate must be significantly
reduced. But for the time being the risk margin
is a determining factor of the interest rate, i.e.
it is that first of all should be reduced.
However, this becomes possible only after the
threat of state bankruptcy dissipates, and that
is not expected to happen without the radical
curtailment of public finance expenditures.

During the analysis of the monetary policy it
can also be concluded that for the time being
crisis management cannot be restricted to the
alleviation of the economic recession. If only
the latter was the task, it would not be wise to
reduce state expenditures as long as the reces-
sion lasts. The conclusion is that we come to
manage the recession also through the prelimi-
nary prevention of the state bankruptcy. The
therapy begins with the curtailment of public
finance expenditures, which initially deepens
the economic crisis. Recovery can start only
from this lower level. So that recovery could
later really start, we must accept the fact that in
the beginning we must take measures that
deepen rather than alleviate recession! What is
more, this needs to be done urgently.

The current situation cannot be maintained
for a longer time. Foreign investors may lose
patience at any time. Furthermore, it is a rule of
thumb that the real interest rate burdening the
public debt should not be higher than the
growth rate of the economy. In fact, this rule
holds true in the case of the external indebted-
ness of the country, too. The greater the inter-
nal and external indebtedness, the more serious
obstacle is generated by this rule. Likewise, the
lower the growth rate of the economy, the
stronger this rule must be adhered to. On top
of this, we must take into account the
Maastricht criterion according to which public
debts must not exceed 60 percent of the GDP
if a country wishes to join the EMU. The euro
could be the official currency of Hungary if we
have already met these conditions.

For the time being, public debts in Hungary
exceed 70 percent of the GDP, while the ratio
of the country's net external debt – calculated
in euro, taking into account the significant
devaluation of the HUF- is almost 60 percent
of the GDP. And the GDP is falling instead of
growing. Even if we count with stagnating
GDP, due to the debt ratio the problem is not
simply that the debt is rising, but that it is ris-
ing too fast due to the high real interest rates. If
we assume the internal indebtedness to be 70
percent, the public debt/GDP ratio increases
by at least 4 percent each year just because of
the interest rate burdens, although that should
significantly decrease. This itself represents a
risk of state bankruptcy, and this is what makes
fast decision inevitable. A fast decision assumes
considerable curtailment of the expenditures.
This is just what makes it possible to signifi-
cantly decrease the risk margin, and hence the
internal interest rate.

However, the reduction of the interest rate is
also accompanied by effects that imply risks for
the domestic economy. First of all the effect on
the exchange rate must be emphasised. If we
examine the expected changes in the interest
rate, we must count with at least two uncer-
tainty factors. One is the situation of foreign
currency debtors, which represents a serious
problem already today. The other uncertainty
factor is linked to the HUF/EUR exchange
rate, which becomes especially topical if
Hungary joins the eurozone. 

Given other factor, if the interest rate falls,
the exchange rate sooner or later tends to fall
too. The lower interest rates reduce the
demand for the securities denominated in
HUF and this leads to a drop in the exchange
rate of the Hungarian currency. But the interest
rates can be reduced only after state expendi-
tures have been curtailed! This however has an
opposite effect:  it increases the exchange rate
of the Hungarian forint because improves the
trust in the maintenance of financial stability.
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This means that there are two counteracting
effects at the same time, and it will turn out
which of them is stronger.

Based on the two counteracting effects it is
almost certain that the HUF/EUR exchange
rate will not return to the former level of
HUF/EUR 250–260. The exchange rate of the
euro will be significantly higher, and the
exchange rate of the HUF will accordingly be
significantly lower than that. This is also sup-
ported by the fact that for a longer period of
time the exchange rate cannot be independent
of the changes of the external and internal price
levels. The rate of inflation has been signifi-
cantly higher in Hungary than in the countries
of the eurozone for a long time. It may happen
that by the time the domestic interest rates
reduce to the average interest rate level of the
eurozone, plus to the amount of the risk mar-
gin that has significantly shrunk in the mean-
time, the exchange rate of the forint may be
somewhat, but not much smaller than now. The
opposite may also happen. However, the
exchange rate is not likely to plunge further if
the internal and external balances can be
restored successfully. 

It is difficult to say anything more exact
about the actual level of the exchange rate. It
will probably be close to the current exchange
rate. And this is bad news for the foreign cur-
rency debtors. But the actual level of the
exchange rate does not depend on what would
be beneficial to a certain group of debtors. If
the monetary management tried to pursue a
voluntarist exchange rate and interest rate pol-
icy in support of the foreign currency debtors,
it would trigger adverse economic conse-
quences just like the inflation-targeting mone-
tary policy regime that has been former rigidly
applied under the economic conditions of
Hungary. On the one part, the non-decreasing
HUF exchange rate and on the other part the
excessively high interest rates led to the result
that the foreign currency debts of the private

sector have swollen so much.31 One of the
important preconditions for overcoming the
economic crisis is especially that the exchange
rate must not be artificially kept at a high level.

The expectations related to the exchange
rate of the forint are also largely influenced by
the need for joining the eurozone as soon as
possible. This is explained not only by the fact
that the multilateral exchange rate of the euro
fluctuates much less than that of the HUF,
wherefore the significance of the risk factor
would be much smaller. An equally important
motivating factor of the expectations is that the
HUF/EUR exchange rate should be favourable
when Hungary joins the eurozone. By this
everybody thinks of a high HUF exchange
rate, to exchange the least possible HUF
amount for one euro.

If the exchange rate is higher, we receive
more euros for our money we have saved, our
salary can be higher in euro in accordance with
the better exchange rate, and similarly, the
euro-value of pensions and subsidies can also
be higher. It is true that the actual exchange
rate can be discussed with the ECB before
Hungary joins the eurozone, however, a higher
rate can be more easily achieved if the exchange
rate was higher even before. 

However, the higher multiplier applied when
a country joins the EMU-is far from being such
a great advantage as expected. It is true that in
this case nominal wages, pensions and other
payments which increase the consumption of
the population can be higher in euro than in the
case of a smaller multiplier. However, prices
must also be multiplied with this number, where-
fore the new level of prices and wages eventu-
ally break even.32 The same holds for savings,
too. If the stock of savings is larger in euro due
to the larger multiplier, it will meet a similarly
higher euro price level on the domestic market.
If wages paid in euro are somewhat higher, the
wage costs of the companies will also be higher
accordingly. Even this itself entails a higher
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price level; since following from the macroeco-
nomic linkages ultimately the wages represent
the greatest costs of production.33

Obviously, in certain aspects the price multi-
plier, i.e. the HUF/EUR exchange has reality
indeed. Here we must take two correlations
into account.

FIRST, it is not true that the population can
spend its income on the domestic market only.
People can buy things abroad, primarily when
they travel abroad as tourists. The external euro
price level is practically left unaffected by the
HUF/EUR conversion. It is better for the cit-
izens if they can travel abroad cheaper, and can
buy things cheaper than at the domestic euro
prices. But it must be kept in mind that the part
of income that is spent abroad represents a
small ratio of the total income and savings of
the overwhelming majority of the popula-
tion.34 It does not significantly affect the situ-
ation of the population.

SECOND, the impact which is beneficial for
the population in a certain sense is counterpro-
ductive in the corporate sector, primarily at
small and medium-sized companies. Here, the
effect arising from a higher conversion rate is
rather disadvantageous. If the exchange rate is
determined on the basis of the overvalued
Hungarian currency, the internal price level will
be accordingly higher. But in this case the
internal price level of goods to be exported rep-
resents a competitive disadvantage for the
domestic producers and exporters. Exporters
can sell abroad only with discounts and/or in
smaller quantities, while foreign competitors
can sell more products at a good price and with
a larger profit in Hungary. This is disadvanta-
geous for the foreign trade and the balance of
payment, for the employment, and the utilisa-
tion of capacities, and ultimately for the eco-
nomic growth. At times of recession it hampers
the recovery of the economy. Practically the
same situation occurs as when commercial and
payment relations are mediated by an overval-

ued exchange rate. Just because no currency
conversion is needed, the basic interrelation-
ships do not change.

We must draw the following conclusion: it is
more advantageous if the HUF/EUR conver-
sion rate at the time of Hungary's accession to
the eurozone is adjusted to an exchange rate at
which the forint is neither over- nor underval-
ued! This is the clearest and most advantageous
scenario both for crisis management and for
long-term growth prospects. It would prepare
Hungary's recovery from the economic crisis
well, which will sooner or later occur. The cen-
tral bank's lower prime rate relying upon the
already prevented state bankruptcy, and the
resulting market interest rates entail the same
effects. 

To this we can add what was said about the
operation of the automatism coming into play
in any spontaneous crisis mechanism and put-
ting always an end to the crisis: with some time
planned investments reach, and then start
exceeding the level of savings, wherefore aggre-
gate demand exceeds the aggregate supply
again, opening the road for the increasing utili-
sation of production capacities: production
begins to rise. This process is largely assisted
by the reform, including, for instance, the
restructuring of the tax system so that it would
encourage both the companies and employees
for engaging in entrepreneurship and employ-
ment. To all these are connected the tools the
government can use, in Hungary too, for stim-
ulating economic activities.. (Utilisation of EU
funds, provision of targeted subsidies by using
additional resources and, reallocation of
resources).

Converting disadvantages into 
advantages

In many countries, but especially in those hav-
ing a large internal economy, or in those where



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

252

public finances had not seen distress before,
raising the demand artificially through state
spending35 can significantly contribute to
recovery. This is not possible in Hungary: due
to the threat of state bankruptcy we must act
on the contrary, and a very disciplined budget-
ary policy must be pursued for years even after
the elimination of the threat. Can we still
believe in a radical turnaround either in terms
of changes in the aggregate demand, or in terms
of production and employment? Is spectacular
recovery possible in Hungary, too after the for-
mer bad financial situation and the elimination
of the threat of state bankruptcy? It is possible,
however we must add that only on the basis of
the restoration of the financial balance, and
largely under external impacts.

Since in the globalising world economy the
international economic relations are very
intense, recovery will start almost simultane-
ously in most countries. This provides an
important conclusion for Hungary.

We could see that state measures designed to
alleviate recession by boosting demand are
more effective in larger than in smaller nation-
al economies. The situation is inverse if we
look at the international impact of the evolving
recovery. In a large country, for instance in the
US economy, the impact of the evolving global
recovery on the internal economic situation is
relatively moderate due to the low export ratio.
The ratio of commodity exports (excluding
services) relative to the GDP was 7.8 percent in
the US in 2006-ban. If owing to the global
recovery the rate of exports grows from 0 per-
cent to 10 percent within a single year, it will
induce a rise of 0.78 percent in the aggregate
demand at national level. However, in Hungary,
where commodity exports relative to the GDP
totals up to 66 percent, a 10 percent growth in
exports may increase the aggregate demand by
6.7 percent. The external demand impulse
increases the aggregate demand proportionate
to the size of the export quotient: in the case of

Hungary 8.5 times more than in the US. If we
compare Hungary to the large European
economies, the impact is almost triple the one
that manifests itself with them.36

Since the global economic crises unfolded
and reached Hungary, impatient statements
have been often made: we are going against
Europe in crisis management. Or “leftist eco-
nomic policy should strive to stimulate demand
rather than to take austerity measures”.

The problem lies not only in the fact that
demand stimulation could be of little efficien-
cy, but also that it would deteriorate the exter-
nal and internal balance. Further problem is,
and this is the bigger one, that due to the threat
of state bankruptcy the repayment of existing
loans can mostly be ensured only by using up
the standby credits extended by the ECB, the
IMF and the World Bank. In such a situation it
would be cutting our own throat to apply the
method of intense and general demand stimula-
tion. This can be considered neither a leftist,
nor a rightist economic policy. This would sim-
ply be a bad economic policy!

At the same time we can enjoy the benefist
that the demand stimulating policies of large
countries may bring to us. The turnaround of
their economies will trigger the recovery of the
Hungarian economy too, if we also take efforts
to improve the underlying conditions. High
import and export quotients are in part disad-
vantageous in crisis management, because
when taking demand stimulating efforts we can
end up as if we poured water into a bottomless
barrel. But the high export quotient is also an
advantage if we look at the impact of external
demand impulses on the ev olving recovery. The
high ratio and the acceleration of exports may
hot up the Hungarian economy, however the
extent of this recovery will very much depend
on how considerate the reforms were during
crisis management and afterwards, how consis-
tently they were implemented. The turnaround
can be spectacular in Hungary, too, but prima-
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rily on the basis of commencing the external
boom. All in all, small economies are not a pri-
ori disadvantaged compared with large
economies.

THE PRICE OF THE CRISIS. 
THE QUESTION OF RESPONSIBILITY

For the time being, the economic crisis, the
potential state bankruptcy and preventing it, as
well as the related economic and social costs
must be tackled simultaneously. It is difficult to
give even a rough estimate of these costs (loss-
es). of crises. It is mostly determined by the
unrealised economic performance. And it can-
not be expressed in money terms what the
uncertainty of living conditions resulting from
the crisis causes to people.

Estimating the economic costs is very diffi-
cult since we should know exactly the develop-
ment of two curves. One of them is that of the
actual economic performance, and we do not
know how it will change, not even in the near
future. The other curve represents the per-
formance that would have been observed with-
out the crisis. For the lack of a better solution,
the latter can be estimated by the extrapolation
of the former production curve. It is a special
problem, that production in Hungary declines
not only because of the economic crisis, but
also because of austerity measures taken – or to
be taken – to prevent the state bankruptcy. And
it is ab ovo impossible to determine, even
approximately, what consequence a state bank-
ruptcy would have on production.

The forecasts change from month to month
about the expected decline in production, and
we do not know how far the end of the tunnel
is. What is more, we must be aware of the fact
that we have not reached rock bottom yet;
expenditure cuts are yet to come. We can only
make predictions, the reliability of which is
small. Therefore, I say that the decline in pro-

duction may be between 5 and 10 percent, and
the worst is not likely to happen before the end
of this year, since the full restoration of the
economic equilibrium is yet to come. If pro-
duction dropped by 10 percent right away, and
would remain at that level for a year, the annu-
al loss would total HUF 2,700 billion. But pro-
duction does not fall by 10 percent immediate-
ly. This happens only gradually. Therefore the
loss is smaller that HUF 2,700 billion. On the
other hand, however, the output would have
risen, even if only, say, by 2 percent in a year. In
Hungary, every one percentage economic
growth means a surplus of HUF 270 billion
annually, for this reason the calculated loss
incurred owing to the crisis can even be bigger.

But this is not yet the end of the problem.
Also the interest burdens are now rising at a
faster pace for several reasons, but primarily due
to the looming state bankruptcy. If we get a
loan, we get it at a much higher interest rate
than earlier.. If we do not get loans, we fulfil our
repayment obligations from the stand-by loans
extended by the IMF, the ECB and the World
Bank. The interest of the latter is much lower,
but an interest must be paid on the total
amount of stand-by loans.. This is a burden that
would not have occurred if Hungary's finances
had not been so poor. This also adds a few hun-
dred billion in HUF to the costs of the crisis. If
we take only these items into account, i.e. the
unrealised production growth, the decline in
production, the increased interest burden, and
also the fact that production declines gradually
and not abruptly, and if we count with only one
year, the minimum loss will total HUF
2,000–2,500 billion. Of course, the total cost
can be even greater than that. This figure can at
least provide a rough estimate about the materi-
al cost of the crisis. This amount is at least 4 or
5 times bigger than the cost of the new
Budapest metro line under construction. Of
course, a significant part of the loss occurs due
to recession, and must not be attributed entire-
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ly to the specific Hungarian problems, such as
the prevention of state bankruptcy.

And the losses are even greater if we consid-
er the discomfort and uncertain living condi-
tions of the population, the passions that have
gone uncontrolled in part due to the crisis, or
the turning of the people to false prophets. The
impacts thereof are at least as bad as those of
actual material losses.

Can anyone be held responsible for all this?
It must be taken care not to seek persons or
parties being responsible for the recession
ensued owing to the global economic crises.
We are prone to lump everything together. It
must also be kept in mind that not all conse-
quences of an economic policy can be foreseen.
It is all the more so, because the same expansive
budgetary policy brings about quite different
consequences depending on how the condi-
tions of the dynamics of economic growth in
short and medium term will change. And it is
extremely difficult to forecast economic
growth. Economic policy makers cannot usual-
ly be accused of purposeful malice,  all the
more of lacking the necessary competence.

Stating this well in advance there is no doubt
that the government in office is to be held
responsible for losses caused by the economic
policy, also for the mistakes committed since
2002. The greatest economic mistake has been
lavish budgetary spending, which was aggravat-
ed by all those decisions that led to the too
rapid increase of nominal incomes. The mis-
takes also include the omissions having left
those structures unchanged that continually
generated the too fast increase of consumption,
and contributed to the mismanagement either
in the public, or in the private sector. Beyond
doubt, these omissions played a crucial role in
the fact, that public finances and the current
balance of payments have been permanently
and extensively in deficit, that the debt of the
state and of the country has swollen, and the
state bankruptcy has become looming. 

The opposition was and is deeply indignant.
This indignation would be fully righteous if the
best had been done to prevent the senseless
overspending. But, instead, we could always
hear: “we would give even more”. The indigna-
tion would be righteous if the opposition
would not have demanded the fulfilment of the
unrealistic promises made by the winning par-
ties during the election campaign, and the par-
ties in opposition itself would have been mod-
erate in their promises. Instead of that, they
promised even much more, and after being
defeated – disregarding the realities -the full
implementation of the promises was by them
demanded instead of a sober policy! The fuss
that went on over the gas prices for four years
was tragicomic. The governing party promised,
that no gas price hike would happen, and in the
largest opposition party's view natural gas does
not even have a world market price, gas price
should depend on the Prime Minister's deci-
sion, and he should not raise this price. In this
country some people can and could make a –
good – living with such “arguments”.37

The opposition should bombard the govern-
ment with concrete programmes, and present a
realistic alternative to the people. It should not
only claim that taxes must be radically reduced,
and refer only to winding up the squandering
state bureaucracy when talking about expendi-
ture cuts.

According to the figures prepared by the
senior officials of the Political Capital Research
Institute, the costs of the promises made by the
largest opposition party totalled HUF 2,800
billion on average annually in the election cycle
of 2002–2006, while the costs of promises
made by the winning party equalled HUF
1,900 billion. These promises could have been
fulfilled without causing harmful consequences
only at an annual growth rate of 13% and 9%
respectively, taking into account the annual size
of the GDP. This means that even the annual
growth rate of 7 percent would have been
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insufficient. Nothing was coordinated.. There
was no harmony between the individual objec-
tives, and thus between the expected dynamics
of economic growth and the promises. The
promises had nothing to do with real connec-
tions valid in the economy. The fact that the
growth rate and the rate of investments are cor-
related – through capital efficiency – and that
savings and the growth rate correlate with each
other was also neglected. The fact that one can-
not really predict the rate of growth without
having information on the qualification of the
workforce, the professional composition of
wage earners, and the changes of this composi-
tion is a rather known problem, but it was fully
ignored in the competition of promises. The
fact that economic growth requires market
expansion, too, and in an open economy, such
as the Hungarian, this first of all means the
expansion of the external market, also became
a neglected issue. The fact that one of the
major preconditions for exports, which play an
important role in the growth process, is the
improvement of the external competitiveness
was not given attention, and did not influence
the piles of promises. Only bidding was impor-
tant. Economic arguments did not count at all,
the only thing that mattered was defeating the
opposing party. Seizing power was more
important than anything else.38

In such a case the party winning the elec-
tions gets into a difficult situation, and – para-
doxically – the loser benefits. Of course, the
winner does not have to fulfil all of its election
promises, but it is exposed to attacks by the
loser. The latter is not called to account for per-
forming its promises. It can claim that on the
basis of another strategy, by choosing the key
steps differently, the citizens would not have
been deceived. the citizens. It does not come to
light that such omnipotent key steps do not
exist. They can say that on the basis of these
key steps – e.g. through radical tax reduction,
and thus the encouragement of the entrepre-

neurship, and consequently, through the stimu-
lation of the economy – their promises would
have come true. The majority of the population
is happy to hear that. It is much easier to make
statements that sound well for the majority of
the population accept than to prove, such
statements have not any ground. The latter,
namely requires explanation and understanding
a good deal of complicated economic interrela-
tionships, and this is that almost hopeless to
successfully achieve.39 At such a time, the loser
gets into an advantageous position and it can
easily be capitalised  on if acting incorrectly. 

Unfortunately, in the past 7 or 8 years poli-
tics has practically failed. The number of disil-
lusioned people is growing. If people were able
to understand what is happening and what has
happened, if people would be aware of the real
economic interrelationships, they would have
become disappointed with both leading parties.
In the current complex world people, unfortu-
nately, cannot be wise enough. They have
rather a hindsight wisdom. And since this is the
case, politicians have a tremendous responsibil-
ity. In the current situation each and every
party should first of all to look at itself! Thus we
could better hope in overcoming our problems.

SUMMARY

Crisis management can be interpreted in several
ways. In the present-day Hungary it refers to a
situation in which the country suffers simultane-
ously from a global economic crisis that affects
Hungary, too, and the financial crisis occurs in a
serious form, with state bankruptcy looming. At
the same time, the Hungarian economy's sensi-
tivity to the external economy is well above the
average in international comparison. 

Due to the specific situation of Hungary, the
economic recession itself cannot be alleviated
simply by demand stimulation. Due to the
large export and import quotients this would
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hardly trigger any internal recovery. Instead it
would entail the strong and quick deterioration
of public finances and the balance of payments.
The alleviation of recession must be targeted,
and must mainly support sectors that are only
slightly export and import dependent, that are
less prone to increase the aggregate supply but
restrict the decline in demand, and that
improve the growth potential in the longer
term. These sectors include the infrastructure,
education and healthcare, in the production
sector mostly the small and medium-sized
companies, the import and export sensitivity of
which is much smaller than average.

Due to the threat of state bankruptcy, the
number one task is not the alleviation of eco-
nomic recession. State bankruptcy, if it
occurred, would lead to a much greater setback
than the recession itself. On top of that, the
recovery of the economy would start more
painfully owing to the lack of trust. Therefore,
the economic policy, if it recognises the actual
situation well, and acts accordingly, is forced to
make decisions that are incomprehensible from
the aspect of the simple mitigation of crisis.
The most urgent task is reducing the expendi-
tures of public finances, since only this can
restore the financial balance within a short
period of time, and along with it the trust, that
is inevitable for financing the economy by the
international money market. However, expen-
diture cuts rather aggravate than alleviate the
economic recession! This means that the allevi-
ation of recession, albeit not needless at this
time either, is pushed into the background dur-
ing “crisis management”.

The strong curtailment of state expenditures
– taking into account also the induced effects
accompanying each expenditure reduction –
reduces the aggregate demand by an amount
bigger than the value of the expenditure cut
itself. Therefore, in the Hungarian economy
the expected decline in demand will be around
twice as much as the amount of expenditure

cuts, taking into account the propensity to sav-
ing on national level that mostly determines
the intensity of secondary changes (along with
it the income multiplier in the professional ter-
minology), and furthermore the average
income tax rate, too. So, for instance, if public
finance expenditures are reduced at a rate
equalling 3 percent of the GDP in a given year,
this alone leads to a 6 percent drop in the GDP.
Naturally, this rate can be reduced by the paral-
lel programmes designed to alleviate recession.

The prevention of state bankruptcy causes a
serious decline in production, but the decline
would be even greater if the bankruptcy really
occurred. Its rate would be two-digit, and
might reach 20 percent, or even more. So if
state bankruptcy looms, the remedy measures
can be righteously called crisis management,
since they forestall a much greater decline that
they themselves cause. At the same time the
population must be informed about this, and
the restrictions causing the drop of economic
performance additionally must be justified.
Otherwise it would be incomprehensible why
the government restrains or even reduces the
demand at the time of recession. The clarifica-
tion of this problem was mostly omitted from
the proposals made for crisis management,
which is a serious mistake.

The economic reform, which has been post-
poned since long and interrupted several times,
is also shown in a new perspective, especially in
relation to crisis management. One of the
objectives of the reform is to reduce the ratio
of redistribution by the state. This goes
together with expenditure cuts that are in part
supported by tax reduction. Whether or not tax
reduction is applied, reducing the share of
redistribution in a recession leads inevitably to a
further decline in production, although the
drop in production is smaller if also tax reduc-
tion is carried out. Therefore, if the recession
management was the only task, it would be
advisable to implement only those elements of
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the reform that do not cause a further drop in
aggregate demand. These include the parts of
reform affecting the tax structure and the
structure of expenditures. Those (otherwise
numerous) reform elements that induce a tem-
porary drop in demand should be implemented
after the economy starts rising.. This however
is not a really good solution, because the
reform elements are strongly correlated. It can
only be considered as “second best” solution.
But it can be undertaken, since crisis alleviation
is an important task, and the reform cannot be
implemented within a short period of time
anyway.

The situation is completely different if crisis
management includes the prevention of state
bankruptcy, too. What is more, if even this can
be regarded as the major task. Since expendi-
tures should not be decreased on the basis of
the principle of across-the-board cuts, in the
given situation the best solution is if expendi-
ture cuts give stimulus to the cost-effective-
ness, the economic efficiency and the reason-
able savings. By this way we can eliminate the
petrified structures that continuously lead to
state and corporate overspending. And this is
that expresses the essence of the reform.
Therefore, in our current situation the contra-
diction between crisis management and reform
is only apparent, and the best tool for the pre-
vention of state bankruptcy is exactly the
reform.

In one aspect, however, expenditure cuts and
the implementation of the reform imply a seri-
ous contradiction. The question is who should
be burdened with the expenditure cuts. Two
fundamental problems arise here: the first is
that most – but by far not all – public finance
expenditures are targeted towards people with
modest incomes. Therefore, they are more
affected by expenditure cuts. The second prob-
lem is that we live in a capitalist economic sys-
tem. It would be possible to introduce budget-
ary and tax policies that would directly and def-

initely burden the companies and the people
enjoying high income, therefore, mostly capi-
talists. This would be in line with the demand
according to which the rich should assume the
largest possible burden of crisis and crisis man-
agement. But usually the rich can more easily
find loopholes to evade taxation, and on the
other hand it is a question how profit oriented
production would react to more stringent
taxes. Production may fall or hardly increase.
The negative effects would again hit low-
income people the hardest. Capitalism is as is.
This is what we opted for at the transformation
of the political regime. We cannot go in and out
of the capitalism as we please. The best is when
economic policy fosters the growth of eco-
nomic performance, and this cannot be
achieved by applying an anticapitalist policy.

However, we must refrain from exaggera-
tions. In the current situation it would be a bad
decision to introduce a single tax rate, which
would affect poor people disadvantageously,
furthermore would provide an irritatingly large
income surplus for the rich. In certain cases we
must deal with reducing the subsidies cautious-
ly to prevent a significant share of the popula-
tion from getting into a hopeless situation.
People living in houses with distant heating
have no options, they are unable to react to
changes in the heating tariffs. The situation is
similar with the property tax. If the minimum
property value to be taxed is set at a too low
level, hundreds of thousands or millions of
people can find themselves in an absurd situa-
tion. A considerable portion of home-owners
has been unable to cover the maintenance costs
even until now.. This means that social aspects
form a strict limit in capitalism, too. The
dynamics of long-term growth is important,
but life must go on even before the growth
process begins to speed up.

When making decisions one must rely on the
macroeconomic correlations, which are always
affected by the economic policy. In the course
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of crisis management this is especially topical.
Expenditure cuts also accompanied by tax
reduction bring about a decline in economic
performance at times of recession. This does
not hold in the case of recovery, because then
the planned and actual investments are neither
given, nor declining. Therefore, the reform
process can also differ in terms of content in a
crisis situation and in recovery, if the only task
is to alleviate recession. 

The expectable impacts of economic deci-
sions cannot be well assessed without a proper
knowledge of macroeconomic correlations.
The lack of necessary knowledge of the macro-
economic linkages also explains that the pro-
posals referring to the crisis management typi-
cally do not contain what type of crisis man-
agement is expected from the prevention of
state bankruptcy. Therefore, the boundary
between the management of recession and the
prevention of state bankruptcy becomes
blurred. This is typical for the latest crisis man-
agement programmes, too.

The situation and task of the monetary poli-
cy is also unique, if the main task is the preven-
tion of state bankruptcy. When alleviating
recession, the rule of thumb is to decrease the
base interest rate, while in case when state
bankruptcy is imminent, the otherwise high
base interest rate can even be increased.. This
drives the level of market interest rates up.
This may happen due to the risk margin that
may have risen because of the threat of state
bankruptcy. Monetary management itself can-
not resolve this problem; the way out of this
bad situation is the powerful reduction of state
expenditures in this case, too. This increases
the trust of the domestic and mostly the exter-
nal money investors, and will make it possible
to lower the base interest rate. Therefore, mon-
etary policy may even further aggravate the
recession for some time, which may make
expenditure cuts more urgent just during the
time of economic crisis.

If state bankruptcy looms, the exchange rate
of the national currency falls despite the fact
that both the base interest rate and the market
interest rates are high. This can also happen if
inflation is shrinking rather than growing. It
seems as if everything turned upside down. This
condition ceases to exist when state bankruptcy
is forestalled. Then the base interest rate can be
reduced, public finance expenditures do not
need to be further curtailed, the economic poli-
cy begins to resemble that of other countries.
However, it cannot be completely identical with
the policies of other countries if the country in
question is a small country. It is not advisable to
increase its public finance deficit again.

Each crisis lasts for a temporary period, even
the financial and economic crisis, too that
Hungary is currently suffering from. Our situ-
ation is unique even after we reach the lower
turning point. The growth of exports will play
a determining role in the unfolding recovery.
The economy can very much be accelerated by
the external boom, and due to the 2/3 export
quotient, the GDP may temporarily grow rap-
idly. This means that overly pessimistic fore-
casts are not substantiated either. A significant
recovery requires, however, that the companies'
ability to react should be adequate, wherefore
efforts should be made to improve this ability
by means of elaborate and feasible reforms
already during the recession.

Naturally, the reform process may be
stopped, unfortunately this is very much possi-
ble. We do not know what policy the new gov-
ernment will pursue after the elections. A
researcher cannot do anything about it. All
he/she can do is to write down what he/she
finds right and necessary according to his/her
firm belief. What actually will happen is the
responsibility of policy-makers, as it has also
been so before.

Accusations have no sense according to
which the country is going against the practice
of the economies of other countries, the crisis
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management is ill-conceived, since the aggre-
gate demand should be stimulated and not
restrained, the solution should be a significant
tax reduction, and a leftist government should
pursue a demand stimulating policy, especially
during recession. Certain critics are very self-
confident, they propose “obvious” solutions
without understanding the specific situation of
the country, and without having a sound knowl-
edge about  the basic macroeconomic relations.

In economics it is also a fundamental
requirement that one must continuously keep
the specific characteristics of the country in
mind. And, one should not mix the short and
long periods, and confuse the micro- and
macroeconomic relations. At the same time
one should be well aware of what transition
exists between the general and specific, the
short- and long-term, as well as between the
micro- and macroeconomic connections.

In politics we can observe the continuous
negligence of these fundamental requirements,
mostly because of the deficient economic skills
of – unfortunately – the majority of Hungarian
politicians who want to have a say to most of
the fundamental economic problems. This
holds true for crisis management, too. For

example, if someone does not pay attention to
the specific features of the different countries,
he/she can easily draw the conclusion that gen-
eral demand stimulation should be targeted in a
small country, too, struggling with financial
difficulties. By demanding the radical cut of tax
burdens – without even stronger expenditure
cuts – one actually does so. Such claims are of
course popular, and seemingly they are right,
too. However, appearances are deceptive. It is
possible that people who come forward with
such demands do believe in what they say. Not
understanding why their demand is unfeasible,
they may even call their opponents talentless.
However, occasionally the error is not in the
other party's mindset. 

We must get rid of this attitude in the inter-
est of everyone. The greatest joy always comes
from understanding something well. It helps us
becoming tolerant. For the time being we can-
not really be optimistic. Tolerance is not accus-
tomed to in the present-day Hungary. It may
be because this requires much more and deeper
knowledge, and consequently, much more
work and intellectual efforts than animosity. In
fact, the truth is that the latter requires no
intellectual efforts at all.

1 It must be noted that the fall in the interest rate does
not always trigger a turn, for investments are influ-
enced by many other factors, too. A lot depends on
what investors believe about the future of the market.
An influencing factor is the political climate, the
expected global economic boom, and to a significant
extent: how much investments are encouraged by the
results of technological development. However, the
size of the real interest rate is an important factor. It
is definitely true that its fall encourages, while its rise
restrains investments. The drastic rise in the real
interest rate can deteriorate the propensity to invest
even if other factors, such as technological develop-
ment, would justify the growth of investments.

2 This is really the consequence of the different
changes in the planned savings- and investment rates.

What is not saving is consumption. The amount of
the GDP over consumption can be sold if there is a
demand for it owing to the investments. The surplus
of planned investments over savings provides a guar-
antee even for it. What is more, this surplus allows for
not only the perfect realisation of the given produc-
tion, but also the sale of the increasing output. The
turn depends really on the relative changes in savings
and planned investments. 

3 Naturally, the situation of a country can be largely
deteriorated by a recession occurring in other coun-
tries if its exports are high relative to the GDP. In this
case the decline in exports significantly aggravates
the crisis. This means that the impact of foreign trade
can be different. At present exports aggravate the
recession Hungary.

NOTES
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4 In this example the decline in demand can reach four
percent only in an infinite number of steps.
However, the biggest part of the decline takes place
already in the first 3–4 steps (3+0.75+0.1875+
0.0468=3.98). The described process is called
income multiplier in the literature. It directly shows
the relationship between the total changes it trig-
gered and the original change. In this case this is 4:3
= 1.33. The latter figure is the numerical value of the
multiplier. The multiplier has a role both in the
growth and decline in demand. The larger the fluctu-
ation in production and demand, the larger the
numerical value of the multiplier. Important: if we
work with nominal values, the presented correlation
is literally true. If the topic is about changes in the
real GDP, only the downward impact is true literally,
the upward impact is not, since in the upward direc-
tion and at real value a restricting factor of the
income multiplier is the competitive and unutilised
production capacity. If the utilisation thereof has
reached full swing, the income multiplier can be used
to explain only a nominal GDP growth, since from
now on it can cause only inflation. [About the
income multiplier: Dornbusch, R. – Fischer, S.
(1994) pages 65–75; Samuelson, P. A. – Nordhaus, W.
D. (1999) pages 226–241; Case, K. E. – Fair, R. C.
(1996) pages 647–666] 

5 The use of terminology is not uniform. One can
speak about recession even if economic performance
does not decline, but the growth rate falls back to
half or one third of the original level, i.e. drops sig-
nificantly. There is certain logic behind this. It can be
observed quite often that economic growth occurs
exclusively due to a rise in productivity, i.e. the
growth rates of production and productivity are
identical. If the growth rate then falls, and produc-
tivity remains the same, employment must fall and
unemployment must rise. Deteriorating employ-
ment exercises pressure on wages and the price level,
while the latter exercises pressure on economic
expectations. Later on this may even lead to an
absolute reduction in economic performance. There
is no Chinese wall between the drop in the rate and
the absolute decline of production. This is why the
use of terminology is not uniform. 

6 Some of these subsequent effects of former growth: If
certain investments have already commenced, they
must be continued. This is especially true if the invest-
ments are substantiated by the future desired capital
stock. This represents a demand maintaining factor,
since people employed here remain to be earners.
Infrastructure development is based on plans span-
ning many years, and the interruption of its develop-

ment would yield more damage than benefit.
Contracts must be fulfilled even if recession occurs.
An important part of the temporally influential
growth process is the fulfilment of export obligations.

7 However, it must be noted here that the state budget
while maintaining its expenditures cushions the fluc-
tuations and alleviates recession. The greater the
weight of the state budget is, the more this is possi-
ble. But what is beneficial from this aspect, is detri-
mental for the longer-term dynamics of the econom-
ic growth! It is because it takes income away from the
private economy, and spends most of this money on
non-investment purposes. Therefore it cannot be said
that the greater the weight of public finances is the
better it is in all aspects.

8 Eurostat, 2006 figures 

9 I already finished writing this paper when the writing
by Helmut Schmidt, former Chancellor of Germany
on the current global economic crisis was published
by the Hungarian daily Népszabadság. The subse-
quent insertion of this footnote cannot be omitted.
When discussing the causes of the current crisis, H.
Schmidt stresses that: a country with a larger internal
economy may be more successful in pursuing a
demand-stimulating economy than a smaller coun-
try, because the export quotient of a large economy
is much smaller. “The enormous expansion
announced in the United States that would lead to a
budget deficit will be more successful than the
European incentive programmes. Since having a
minor foreign trade quotient the vast US economy is
much less dependent on the demand present on the
world market than any of the larger European
states.” Schmidt, H. Népszabadság, Hétvége. 31
January 2009, page 2. I.e. the author believes that
there is no sufficient guarantee for the success of
demand stimulation by the state in the economies of
the large European countries either.

10 Here we must face the problem that the tolerable
rate of debt service is not independent of the con-
crete circumstances. A 10 percent debt service rela-
tive to the GDP – while commodity and service
exports make up three quarters of the GDP – is not
considered significant under normal international
financial conditions, and with an economic policy
respecting the stability requirements in place. But if
this trust was shattered earlier, plus a global financial
crisis has unfolded, the 10 percent ratio can be con-
sidered more negatively than a 20 to 30 percent ratio
earlier. What could be easily solved with the help of
roll-over credits, can later, under different circum-
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stances, prove to be a too difficult task. The conclu-
sion is that it is not advisable to make decisions on
the basis of mechanical comparisons.

11 The interest mechanism cannot be presented in
detail here. Although the central banks, including
the NBH, exercise a direct influence on the interest
rates of short-term loans, they also influence the
interest rates of long-term loans through the market
competition. The “yield curve” is related to this
mechanism, which presents the market interest
rates relative to the term of the loans. If, for
instance, the central bank increases the base interest
rate, the entire yield curve may shift higher with
time. In the meantime, the steepness of the yield
curve may naturally change, which means that the
interest rates linked to the different maturity dates
can rise differently, or can drop to different extents
when the base interest rate is decreased. A major
cause behind this phenomenon is the change in the
risk factor. In general, risks are more numerous if
the maturity is longer. [Garner, C. A. (1987);
Malkiel, B. G. (1970); Kohn, M. (2003)]

12 Hungary, like any other member state, must also
make financial payments to the EU. The value of
gross subsidies equals around 3 percent compared
to the GDP. If we deduct from this sum the amount
of mandatory contribution, which totalled nearly
HUF 190 billion in 2007, and if we also take into
account that the precondition for the disbursement
of the subsidies other than the agricultural ones is
the elaboration of projects approved by the EU, we
can be content if the amount of the net subsidies
reaches 2 percent of the GDP.

13 This should be interpreted as an annual average. The
size of subsidies received in the different years can
vary. Since it can be assumed that the current reces-
sion will not last longer than 1–1.5 years either, it
would be beneficial if Hungary could utilise the
majority of the subsidies in 2009. But the problem
is that the drawdown of EU funds takes place at a
very slow pace even though the proposals are very
elaborate.

14 If the level of income concentration in public
finances falls, several expenditures must be paid
from private rather than public sources. For this rea-
son the subsistence index of the population rises,
and the larger after-tax income will not provide for
savings proportionate to the tax reduction. It is a
general opinion that in Hungary the total tax bur-
den should be reduced by at least 5 percent relative
to the GDP. For this reason, too, the savings rate

will not grow by 5 percent of the GDP, but only at
a more modest rate, by around 2.5 percent. On the
basis of the growth correlations, the expected effi-
ciency of investments, and the 5/1 capital intensity,
this could yield at best a 0.5 per cent surplus in the
growth potential.

15 The following must be kept in mind: a significant
reduction can be achieved only if the large supply
systems (healthcare, pension system and transfers)
are restructured. Since all of the money channelled
into these systems is spent on purchases fully and
immediately, the reduction equals the decline in
aggregate demand. However, the reduction of taxes
(PIT, wage contributions) counterbalancing the
drop in expenditures – generates only induced
growth in purchases. Part of the income that conse-
quently becomes available is saving, and does not
increase the volume of purchases. (Understanding
this issue is easier if we also take into account that
people receiving the transfers or pensions and peo-
ple that realise additional income due to the tax cuts
are not the same. For example, multinational com-
panies do not increase their expenditures just
because the rate of wage contributions decreases.
Especially not during a crisis.) In a crisis it is exclud-
ed a priori that a surplus in the planned savings is
quickly absorbed by the growing investments. On
top of that, the multiplier must be taken into
account on both sides of public finances.

16 The situation is different in the case of the reallo-
cation of resources. Funds generate demand equal
to the size of the reallocated funds in the target
area. Therefore, in case resource reallocation is
really well-targeted, it alleviates recession. But this
does not hold for equal tax and expenditure
reductions. 

17 It is not easy to concede either. The essence can be
relatively easily understood in relation to the decline
of commodity purchases by the state. If such pur-
chases drop by 100 units, the aggregate demand falls
by exactly 100 units. However, if public wages drop
by 100 units, the decrease in the wages to spend is
much smaller due to taxation, social security contri-
butions, etc. But these amounts are to be spent, too,
wherefore if wages decrease, all wage related expen-
ditures must drop to the same extent.
Let us assume that the rate of induced purchases is
always 0.5 relative to each preceding change in
income. Then the total rate of induced changes is,
either in the ascending, or descending order:
0.5+0.25+0.125+0.0625+……=1. We obtain an
infinite descending geometric sequence, the sum of
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which to infinity is 1, which can never be reached,
although we can get very close.to it. This means that
due to the expenditure drop – which we assume to
be 1, too – the decline in demand shall be 1+1=2.
The total growth in demand generated by a tax
reduction exactly equalling the drop in expenditures
is only 1, and is exclusively induced demand growth.
(Tax reduction itself cannot be regarded as purchas-
es). The difference between the two changes is
exactly 1, i.e. equals the size of expenditure reduc-
tion. Therefore, the numerical value of the multipli-
er is 1. In other words, if the expenditures and tax
revenues of public finances change at the same rate,
the numerical value of the multiplier will always be 1,
independent of the strength of the secondary effect.
This correlation is called "balanced budget multipli-
er" in literature, since it is assumed that the budget-
ary decisions do not change the balance of the budg-
et. Case, K. E. – Fair, R. C. (1996) pages 651–663]

18 A nearly 5 percent reduction in expenditures and
taxes would finally lead to a further 5 percent drop
in the GDP. In relation to the implementation of the
reform, today it is especially important to think
over the correlations linked to the streamlining of
public finances. 

19 As a result, not only employment, but investments
could also grow, since the interest rate and the rela-
tive size of the profit rate would be more favourable
for investments. The difference discussed above can
be reduced by the decrease of direct taxes on profits
and wages, as well as of wage related contributions.

20 Since inflation creates an opportunity for increasing
the savings rate through forced savings. Then infla-
tion helps in driving real wages down, consumption
shrinks, and income that becomes available in this
manner may be absorbed by investments. It is clear
that in this case the savings surplus is not intention-
al, but forced savings.

21 Theses and proposals of the Reform Association,
(2009); Improvement of the growth potential and
competitiveness of the economy through restruc-
turing the tax system, Reform Association (2009).
Other committees have also made similar, but not
so comprehensive proposals. The Alliance of Free
Democrats (SZDSZ) and the Hungarian
Democratic Forum (MDF) have also submitted
separate proposals to the National Assembly for the
reduction of expenditures, among other things,
[SZDSZ (2009); MDF (2009)]
It must be noted that the Reform Association does
not count with a further significant fall of the GDP.

However this leads to complications. For example,
so that public finance deficit decrease to the
required level, even greater expenditure cuts would
be needed. The freeze of some expenditures at real
value entails a rise in the share of these expenditures
compared to the GDP, which continues to shrink.
In other words this means that the Reform
Association was not radical enough in its proposals
for expenditure cuts. I am not dealing with this issue
any longer. I just reiterate the opinion that in the
current situation major expenditure cuts are
unavoidable in Hungary despite the recession.

22 Bokros, L. (2009)

23 This is not clear in the materials of the Reform
Association either. A merit of the proposal of the
Association is that it tries to present the possible
impact of the proposed expenditure cuts on the
public finance balance in the period until 2013.
Attention is paid to the fact that with time expendi-
ture and tax cuts should balance each other.
However, since even balanced cuts may lead to a
drop in production, it can be disputed whether the
expected expenditure/GDP ratio is forecasted right.
[Reform Association. (2009a; 2009b)]

24 Naturally, the reform itself would not trigger expen-
diture cuts sufficient for the prevention of state
bankruptcy. Expenditure should be reduced in addi-
tion to the implementation of the reform.

25 [Dornbusch, R. – Fischer, S. (1994) pages 78-81] In
the great depression of 1929–1933 the decline in
GDP in the US was very strong and long-standing
in part due to the fact that the government – in
compliance with the prevailing conservative theory
– strove to keep the central budget in balance. Such
efforts could also be witnessed in certain states of
the US. Yet, both the central and all the state budg-
ets were in deficit under the impact of the crisis, but
by 1932–1933 the balance was already "full employ-
ment surplus". This meant that the policy of the
central government and those of the individual
states were rather restrictive than demand expand-
ing; budgetary revenues were increased instead of
being maintained. Another mistake was the follow-
ing: due to the intense strengthening of the influ-
ence of risk factors, the need for cash grew quickly,
and the monetary policy of the Fed was not adjust-
ed accordingly. [Friedman, M. – Schwartz, A. J.
(1960); Gordon, R. A. (1974)] Economic policy
was characterised by conservative or instinctive
decisions. At this time the Keynesian theory of cri-
sis management did not exist yet. Keynes' main
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work, "The General Theory of Employment,
Interest and Money" was published only in 1936.  

26 “According to the analysis conducted by The
Economist about 17 countries that are thought to
be the most problematic, after the Republic of
South Africa Hungary is the second country that is
most likely to go bankrupt due to its external
debts.” ECOSTAT. (2009) page 22

27 For most of the time this does not pertain to inter-
ests paid on private deposits. The nominal interest
rate was relatively high, but due to the high rate of
inflation the real interest rate achievable by the pop-
ulation was often (significantly) negative. This
draws attention to the fact that the banking sector
was – and is still enjoying – monopoly on the mar-
ket of private deposits. For most of the time,
Hungary is the country of low deposit interest
rates, high household loan interest rates and of a
very wide interest margin. The latter is especially
disadvantageous for savings and the dynamics of
economic growth. Éva Várhegyi gave a thorough
analysis on the monopolistic position of the
Hungarian banking sector on the market of retail
deposits. [Várhegyi É. (2005)]

28 The state's share has risen in the last year due to the
stand-by loans extended to the state by internation-
al financial organisations.

29 The much lower interest rates on foreign currency
denominated loans, while the HUF exchange rate
did not show a downward trend, disoriented the
population and companies alike. This significantly
contributed to the fact that the share of foreign cur-
rency denominated loans rapidly rose. This process
started after the introduction of the inflation-tar-
geting monetary regime, and lasted until the end of
the third quarter of 2008. Then, when the exchange
rate of the forint began to plunge, the momentum
broke. Everybody learnt that the exchange risk can-
not be ignored. If the exchange rate had showed a
downward trend, much less loans would have
flowed into the private sector, and today we would
not have a headache because of the foreign currency
debtors. The financial situation of the entire
Hungarian economy would be much more
favourable than today.

30 The base interest rate in Hungary has gone through
the roof compared to the prevailing base interest
rates of the central banks of developed countries.
ECB reduced this rate to 1.5 percent by March this
year, while the US FED decreased the rate to 0.25

percent. In April 2009 the base interest rate of the
NBH was 9.5 percent. ECOSTAT (2009)

31 NBH does not acknowledge its responsibility in this
respect. It is not disputed that there was a too big
difference between the HUF interest rate and the
interest rates of other currencies especially the inter-
est rates of credits obtained from developed
economies. Lately, the NBH argues that the reason
for the difference in interest rates was the risk mar-
gin: i.e. we were not able to obtain foreign loans at
lower interest rates, and/or at lower yields foreign
money investors do not buy longer-term govern-
ment securities. It cannot be disputed that since the
onset of the international financial crisis the domes-
tic interest rates have been primarily determined by
the unfavourable rating of Hungary's solvency.
However, it is not right to flash back it on the for-
mer years: if we go back in time, we can see that the
base rate of the central bank, which was always high
by international standards, and the Hungarian mar-
ket interest rates built on that base rate are not sim-
ply the concomitants of the high risk premium. If
this was the case, it could not be understood why the
nominal exchange rate of the HUF did not show a
downward trend despite the fact that inflation was
much faster than abroad. Compared to 2001–2002,
the nominal exchange rate was rather rising. And we
could by no means understand why the significant
increase in the base interest rate (by a total of 100
base points) in the spring and early summer of 2008
was followed by a quick rise in the exchange rate of
the HUF. This cannot be explained by the repeal of
the exchange rate fluctuation bands. Something
must have driven the exchange rate of the HUF
upwards, and this was the interest rate policy of the
NBH. The increase of the base rate fitted into the
inflation-targeting policy pursued by the NBH,
since it expected that the growing exchange rate will
bring the inflation rate further down. 
Naturally, risks have many factors. For example, if
the national currency becomes overvalued due to
the interest rate policy of the central bank, the risk
of devaluationis more probable! And this is a major
element of the risk factor! In response, on the mar-
ket the interest rate begins to increase spontaneous-
ly, or the yield curve moves upwards. It may happen
that the risk curve and the exchange rate curve
almost exactly overlap when presented in the same
diagram. However, this does not prove anything! In
the said case the same erroneous policy exerts the
same impact on both curves! 

32 It is another question that experience shows that
the competition between sellers and buyers are
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most often won by the sellers during the conversion
to the euro. Sellers try to achieve higher prices than
would be justified by the multiplier, and this is dif-
ficult to check. However, this can happen in any
case, independent of the size of the multiplier!

33 The used materials, energy and semi-finished goods
are inputs coming from the former production
stages. Their price is partially diluted in the wage
costs and the related contributions, yet at corporate
level they are accounted as material and energy
costs. And this happens exactly the same way at
each stage of production, no matter how many
stages we go back. Therefore we can say that mate-
rial and energy costs and the costs of semi-products
taken over are mostly wage costs in disguise. 

34 It may happen, moreover is probable, too, that the
price levels will start equalizing after HUF having
been converted to euro. However, this is a slow
process. "One market and the same prices" exist only
in the theoretical models. If equalisation existed, there
would be no general price disadvantages in competi-
tion. But then, for this reason, it would not make
sense to strive for the highest possible conversion rate.

35 This is done the same way now, too. It is estimated
that in 2009 the public finance deficit of the US will
be over 12 percent relative to the GDP. The average
deficit in Western Europe is expected to be 4 per-
cent, but it will be much higher in certain countries
(more than 6 percent in Spain, slightly less than 6
percent in France. The example of Ireland is
extraordinary, with an expected deficit of 11 per-
cent. Ireland is a small economy, but has formerly
been the country of long-term economic miracle.
And each country will experience a steep rise in
deficit by 2009. ECOSTAT (2009) 

36 The actual proportions can be disputed, since
exports include the total production costs of the
exported goods, while the GDP only contains the
added value. Therefore, the internal impact of the
actual demand impulse is smaller than the presented
calculations. But as far as the differences between
the countries are concerned, the calculations are
correct. This means that in Hungary the impact of
the external demand impulse on the aggregate
demand is nearly seven times bigger than in the US,
and two or three times bigger than in countries such
as England, Germany and France.

37 A few examples of promises made before the 2002
elections. Fidesz: 10 percent tax and contribution
reduction, and at the same time reduction of the

public finance deficit below 3 percent; average
wages will double; survivor's pensions will be
increased by 50 percent; nearly HUF 610 billion will
be spent on the healthcare reform; 600 kms new
highways. MSZP: reduction of the PIT rates, while
leaving the marginal rate unaffected; elimination of
the healthcare contribution of fixed amount; aver-
age wages will significantly grow, the wages of pub-
lic employees will grow by 50 percent; HUF 600
billion will be spent on the consolidation of the
healthcare system; 800 kms of new highways; con-
struction of metro line No. 4 in Budapest; survivor's
pensions will be increased by 50 percent. A Pulai
and K. Szabados remark: Fidesz has a leading edge
in the competition of promises. A. Pulai A. – K.
Szabados: (2002)
Promises made in the election campaign of 2006.
Fidesz: At that time the country echoed with the
Fidesz claiming that the economic situation was
critical and the country was in decline. Yet, they
expected the way out through new reliefs, free ben-
efits and budgetary expansion. Viktor Orbán
declared a 10 percent reduction of the social securi-
ty contribution – from 29 percent to 19 percent –
and then promised to introduce the 14th month
pension. On top of that, Fidesz promised the con-
struction of four new bridges in Budapest over the
Danube, the construction of metro line No. 5, the
extension of the underground line to Buda.
Furthermore, it promised a PIT reduction totalling
HUF 210 billion, and many other things, including,
for instance, the reduction of commuting costs of
motor vehicle owners living in the countryside, free
internet access for the hearing impaired, a 10 per-
cent reduction of electricity costs, free medication
for people suffering from certain groups of diseases,
for children under 3, and for elderly people. The
MSZP fell much behind the Fidesz promises, but it
also came forward with tax reductions, mostly
under the pressure by the coalition partner. It again
promised motorway construction, as well as early
pension benefits to permanently unemployed peo-
ple over 55.  

38 Mostly this explains the demand for the perform-
ance of the otherwise unperformable election prom-
ises, too. This is what I indicated in my book on sus-
tainable economic growth, which was published in
2003. “The repeated collision of the political forces
that puts power interests in the forefront, the loser
urging the winner to perform the exaggerated
promises evidently to make the latter fail, or at least
lose the next elections, can only lead to one result in
the long run: actual growth will drop below the
potential growth” T. Erdõs: (2003). page 494.
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39 It is often said: “The people are more sober-mind-
ed than the politicians.” This is true, albeit only
after a long time. The people usually learn by their
own mistakes what was true and what not. People
can be temporarily deceived, they easily believe
the unbelievable, if they are promised what they
would like. Correlations have by now become
very complicated in economics, too. They are not

and cannot be understood by the majority of the
population. This is why wisdom is non-existent in
many if a long period of time is required for the
accumulation of experience. This raises the
responsibility of politicians and intellectuals in
general: they should not state things that are not
true, and they must encourage the population not
to believe everything.
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T

György Szakolczai

An attempt to restore 
macroeconomic equilibrium
in Hungary

The present study examines the developments
concerning major disturbances in the Hungarian
macroeconomic equilibrium between 1995 and
2008, and the attempt to restore that equilibrium
between 2006 and 2008.* The first part reviews
to what extent domestic consumption exceeded
the GDP and the GNI, presents the major con-
stituents of that surplus consumption, and
explains its financing. Based on recent years'
data, it concludes that while a marked decrease
in the domestic consumption surplus is a great
achievement, it is primarily due to an enhanced
export performance and the decrease of gross cap-
ital formation. However, favourable changes in
the export performance are dependent on busi-
ness cycles, so they are necessarily volatile.

Indeed, the impact of the slump period within the
business cycle can already be felt. At the same
time, decreasing gross capital formation is simply
intolerable. The second part of the article dis-
cusses changes in the government's financial situ-
ation, outlines the changes after1996, describes
the deterioration of the government's financial
situation between 2000 and 2006, and explains
how that derived from the dominance of differ-
ent aspects of internal politics. The assessment of
the stabilisation attempt suggests that that
attempt was based both on increasing revenues
and decreasing expenditures. By and large, we
can say that increasing revenues led to the
restoration of the situation of 2000–2001, while
the attempt to decrease expenditures was domi-
nated by decreasing capital formation and collec-
tive consumption, as well as social transfers in
kind, while social transfers other than in kind
failed to be decreased, and were indeed
increased. Even though the stabilisation attempt
led to a steep decrease in the government's bor-
rowing, which is a great achievement, that hap-
pened at the cost of decreasing social transfers in
kind serving as an investment in human capital
and of capital formation, which is intolerable,
sustaining an increase in social transfers other
than in kind, a process that can still be regarded
as one governed by motives of internal politics.
The era when stabilisation has been a top priori-

* The present article is the final, written version of the
lecture entitled Fundamental Problems of the
Hungarian Economy, the Economic Policy to Pursue,
and Non-Profit Making Organisations, delivered at
the section Legal and Economic Case Studies at the
conference The Role of Civil and Non-profit making
Organisations in the Economy held at the Budapest
College of Management on the Day of the Hungarian
Science, on November 11, 2008, supplemented with
the latest data and the analysis based on that data. The
author hereby wishes to thank Klára Anwar and Anna
Lehmann for their help with the data and its interpre-
tation, József Kõmûves for his help with IT solutions,
and László Csaba and Dóra Gyõrffy for their com-
ments on the draft version – with the usual reserva-
tions. 
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ty has ended, and an era dominated by crisis
management is beginning. It is impossible to
foresee how the different aspects of stabilisation
and crisis management, calling for contrary
measures, will be reconciled in a situation shaped
by the rather condemnable economic policy of
the pre-2006 era. 

The present article is closely related to previ-
ous publications by the same author
(Szakolczai, 2005a; 2005b; 2005c; 2005d;
2006a; 2006b; 2006c; 2006d; 2007a; 2007b;
2007c; 2008a). Each of those studies is part of
a larger research project whose objective is to
draw the developmental track of economic
equilibrium in Hungary, i.e. a developmental
path capable of eliminating the current lack of
equilibrium, placing the Hungarian economy
on a developmental track of equilibrium. 

In spite of being a direct continuation of pre-
vious ones, the present article fundamentally
differs from them. Primarily, the situation has
changed. While a few years ago it was necessary
to provide evidence for the existence of grave
disturbances in the equilibrium, by now their
existence has become a commonplace. Years
ago, it was necessary to demand corrective
measures: correction procedures have been
under way for some time. Years ago, one was
only able to rely on partly too short annual sta-
tistical data series, published too late, i.e.
almost one and a half years after the closure of
the subject year. Even though the regular annu-
al publications relating to the national accounts
are still published almost one and a half years
after the subject year (HCSO, 2008a), these
days the most important annual data on the
balance of the national economy is already
available in September in the year following the
subject year (HCSO, 2008b), and the time
series of the non-financial accounts of the gov-
ernment dating back until 1996 have also been
compiled (HCSO, 2008c). In addition, making
quarterly data publicly available has become
normal practice, which means that the prelimi-

nary quarterly data on production and con-
sumption (HCSO, 2008d) and on the govern-
mental sector (HCSO, 2009) has become avail-
able as little as two, three months after the end
of a quarter. At the same time, the theoretical
apparatus to rely on has undergone great
progress, too. Based on the latest research
results (Alesina & Ardagna, 1998; Ardagna,
2004; Benczes, 2008 and the works referred to
there), it has become possible to more securely
assess whether stabilisation measures are likely
to bring about lasting success. Finally, a metic-
ulous, very detailed analysis on the develop-
ments of the Hungarian budget between 2000
and 2006 has been published (Ohnsorge-Szabó
& Romhányi, 2008).

Accordingly, the present article does not
aim to prove the existence of disturbances in
the equilibrium or to conduct an analysis to
find out which of these is to be deemed as the
most important one. Firstly, it wishes to
analyse long term trends, i.e. the development
of disturbances in the equilibrium, and sec-
ondly, the attempt to restore the equilibrium.
Based on the newly available data as specified
above, it has become possible to track both
long-term, i.e. decade long trends, and the
changes that have occurred over the last two
years. Moreover, preliminary conclusions
regarding their evaluation, at least condition-
ally, may be drawn. That is the primary aim of
the analysis presented in this article. The fact
that it is so, i.e. that that is the aim of the
present article, does not mean the author has
given up his conviction that low employment
standards are the most important of all the
problems, that the balance of current interna-
tional payments deficit and the low level of
domestic savings constitute even more seri-
ous problems than the budget deficit, and
that the most important task should be to set-
tle the political, social and ethical issues,
which are mainly responsible for the insolu-
bility of economic problems. However, it is



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

268

impossible to always focus on what is most
important, and choosing a different topic as a
subject matter for the present article should
not be frowned upon. 

Currently available data facilitates analysing
three areas: basic correlations, government
finances, and foreign trade and international
finance. The two sections of the present article
deal with the first two of these, while an analy-
sis of the other issues remains to be carried out
in another study. I need to emphasise that the
conclusions drawn are of a preliminary nature
of and that it is expedient to carry out further
related work.

BASIC CORRELATIONS

Regarding basic general correlations, earlier
works have mainly pointed out that practically
over the whole period of 1995 to the present
day, i.e. the period that, from the point of view
of statistics, can be satisfactorily analysed and
comparatively evaluated, domestic consump-
tion has exceeded the GDP and, more impor-
tantly, the national income, too, which has led
to Hungary's running into increasing debt, a
process that seems impossible to halt. Firstly,
we shall examine this trend based on time series
reaching back to 1995, complemented with the
latest data by the Hungarian Central Statistical
Office (HCSO) on the balance of the national
economy.

INCREASING DEBTS

Table A/1 presents the 1995–2008 time series of
the GDP, export and import, and domestic con-
sumption. 

As I have already mentioned it in the intro-
duction, preliminary annual data on 2007 and
the necessarily also preliminary quarterly data
on 2007–2008 have been made available, in the

form originally published by the HCSO, which
creates the opportunity to conduct the analysis
of the latest events in full consistency with the
time series reaching back to 1995. According to
the studies cited above, the central problem is
domestic consumption exceeding the GDP, and
especially domestic consumption exceeding the
national income, or, in other words, general
overconsumption; and the budget deficit –
overconsumption financed by the budget – is
only one element of that problem, albeit obvi-
ously not an unimportant one. The peaks of
general domestic overconsumption were
reached in 2000 and 2003, and the situation has
been markedly improving since then.
According to the preliminary annual data on
2007, and the quarterly data on Q1–3 2007 and
on Q1–3 2008, that highly welcome trend has
continued. By 2007 an export surplus had been
achieved, and the export surplus in Q1–3 2008
exceeded that in Q1–3 2007. Provided that this
trend continues, the first and foremost condi-
tion of settling the situation will have been ful-
filled. However, it remains a question as to
what the source of such improvement may be
and whether the improvement is transitional or
long-lasting. That this process started as early
as in 2004 and did continue in 2005 and 2006,
when, due to obvious political reasons, general
overspending continued and the budget deficit
increased, instantly provides a basis for the
assumption that the trend was primarily estab-
lished by reasons relating to foreign trade.
Thus there is hope that the improvement
proves long-lasting; which hope may only be
overshadowed by the possibility that export
might start increasing at a decreasing pace, or
might even start decreasing due to the crisis, at
least temporarily. 

To be able to form a well-based judgement
on that issue, firstly, it should be examined
how the makeup of domestic consumption has
developed. That examination is rendered pos-
sible through the actual figures of the major
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constituents of the domestic consumption of
the GDP at current prices, presented in Table
A/2.

Due to technical reasons, the table does not
contain the year 2000 values of the consump-
tion expenditures of households, non-profit
making institutions, and the government
according to the pre-2000 statistical system,
which, however, is not an obstacle to the analy-
sis. These figures are inserted here primarily to
provide a full picture, and – similarly to further
tables containing original values – also because
such long comparative time series of these val-
ues have not been published before. 

Yet, regarding the present analysis, it is more
important to focus on the analysis of the make-
up of domestic consumption, and the propor-
tions of major elements expressed as percentages.
Such figures are contained in Table A/3.

THE NATURE OF THE STABILISATION

Unfortunately, this one table in itself clearly
shows that this stabilisation is volatile, and is
still dominated by elements of internal politics,
and also that stabilisation – at least in its pres-
ent form and based on the achievements
reached so far – suppresses and even acts against
different aspects of long-term growth and devel-
opment. The consumption expenditures of
households and non-profit making institutions
– within which entry the proportion of the
consumption expenditures of non-profit mak-
ing institutions is insignificant – perhaps some-
what surprisingly, peaked in 2003, which is like-
ly to have been the consequence of the effects
of the measures taken in 2002, obviously linked
to the general elections held that year, stretch-
ing up until then. However, the subsequent val-
ues are not much lower than those, either.
Again, in 2007, that proportion was, if ever so
slightly, higher than in 2006, even though it is
the 2006 values that could most easily have

been assumed to have been the highest – due to
obvious considerations of internal politics.
Again, that could be assumed to have been the
consequence of the effects of the 2006 meas-
ures stretching up until then. However, it is
important to note that the Q1–Q3 2008 value
is considerably higher than the Q1–Q3 2006
value, which shows that the stabilisation
attempt has been going on with the proportion
of the consumption expenditures of households
failing to decrease, indeed it has increased, which
is obviously contrary to general ideas relating
to stabilisation attempts that can be deemed as
correct. 

Thus the question arises as to the decrease
of which expenditures is bearing the burden of
stabilisation. The figures clearly indicate that it
is gross capital formation, more specifically gross
fixed capital formation, and the consumption
expenditures of the government that are bearing
the burden of stabilisation. The decrease of the
proportion of these entries is far from negligi-
ble. The proportion of gross fixed capital for-
mation reached its maximum, i.e. 23 per cent
or over 23 per cent between 1998 and 2002.
Then it stayed at a level of 22 per cent or over
22 per cent, and reached a new high, i.e. 23.5
per cent, in 2005. After that, its value steeply
decreased, to 17.8 per cent in Q1–Q3 2008,
which value is almost 6 percentage points
lower than the 2005 value. The decrease in
gross capital formation is of an even larger
extent, showing a value of hardly 21.5 per cent
in Q1–Q3 2007 as opposed to 30.5 per cent in
2000, which represents a 9 percentage point
decrease. However, at this point, further analy-
sis is required as to the reason of the steep
decrease of changes in inventories and other,
non-specified consumption (or, using a differ-
ent terminology, in changes in inventories and
statistical discrepancy). As for the consump-
tion expenditures of the government, compris-
ing of collective consumption and welfare
expenditures, its proportion used to be 21–22



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

270

per cent until 2002, then, between 2003 and
2006, due to obvious considerations of internal
politics, it increased to a value of approximate-
ly 23 per cent, while in 2007–2008 it decreased
by nearly 2 percentage points, to a value of
only slightly over 21 per cent. Therefore, it is
obvious that the burden of the stabilisation
attempt is borne by these two entries, i.e. cap-
ital formation and the consumption expendi-
tures of the government.

Moving on from listing facts to the analysis,
I do not believe that there should be one single
economist in favour of decreasing the propor-
tion of gross fixed capital formation. Even its
highest values mentioned here should be con-
sidered low. Dynamic growth and true catching
up would require a value over 30 per cent or
even one close to 40 per cent, as it is hardly
debatable. On the other hand, the consump-
tion expenditures of the government are a
largely debated issue. The adherents of the
neoliberal school demanding a definite decrease
in the government's economic role – Bokros,
Bauer, Csillag and Mihályi (2006), Csillag and
Mihályi (2006), Bokros (2007), Muraközy
(2007), and Mihályi (2008) – regard decreasing
that proportion as the key to progress. Such
views are definitely debated by the author of
the present article (see Szakolczai, 2008b;
2008c; 2008d and earlier works cited in those
articles). However, a detailed account of such a
debate does definitely not fit in here. Yet, there
is no doubt that the impact of the supporters of
such neoliberal views is clearly recognisable in
the present stabilisation attempt. Finally,
Benczes (2008), and the recently published for-
eign reference works cited in his study agree
with the neoliberal views that decreasing the
consumption expenditures of the government
is a suitable stabilisation tool, however, he quite
firmly represents the view – true, in relation to
investment expenditures financed by the gov-
ernment – that such a decrease is the worst sta-
bilisation tool, it will cause fragility, and it will

induce the failure of the stabilisation attempt.
Therefore, returning to the first sentence of
this paragraph: it can be deemed that there is
total agreement not only that decreasing the pro-
portion of gross fixed capital formation is an
obstacle to longer- term progress, but also that a
stabilisation attempt built on it is doomed to fail-
ure – while the different figures indicate that
the current Hungarian attempt is largely, even
decisively built exactly on that.

CONSUMPTION EXPENDITURES

Having treated the most general correlations,
we should now focus on the details, examining
first the developments of the major con-
stituents of consumption expenditures. The
figures are presented in Table A/4.

The figures presented in the table fully sup-
port the statements above; and again analysing
the relative figures of distribution seems to be
the most expedient. The proportion of the
consumption of households within the GDP –
including the consumption expenditures of
households financed by the households, the
non-profit making organisations and the gov-
ernment – was higher in Q1–3 2008 than in
Q1-3 2007, or together in 2006 and 2007, and
exactly equalled the 2004 value, indicating that
the attempt to sustain the consumption of house-
holds in accordance with considerations of inter-
nal politics is still dominant, or is even stronger
and stronger. That is even better indicated by
the figures in the last two columns. In Q1–3
2007 and Q1–3 2008, the proportion of the
consumption of households within the total
final consumption grew to a height that had
never been witnessed before, while collective
consumption decreased to low values never
before experienced. Even though this issue is
not expressly dealt with in the literature, the
author of the present article finds that wither-
ing collective consumption due to considera-
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tions of internal politics is just as impermissible
as decreasing the proportion of fixed capital
formation due to considerations of internal
politics. This argumentation is reinforced by
the finding that the consumption of house-
holds is seven times as high as collective con-
sumption in absolute value. Thus, a decrease of
a size of one percentage point in the case of
collective consumption is the equivalent of a
decrease seven times as large as that in the case
of the consumption of households, in relation
to the whole of consumption. A 7 per cent
decrease is a grave operation, one would even
say destruction, while a 1 per cent decrease is
hardly felt at all.

The same correlations can also be presented
from the point of view of financing consump-
tion. The figures are presented in Table A/5. In
that Table, consumption financed from primary
incomes has been defined by deducting social
transfers other than in kind and other current
income transfers from the overall purchased
consumption of households. The 2007 annual
figures concerning these are to be published by
the HCSO in May 2009. We have not found
such figures in the preliminary annual data
(HCSO, 2008b), and such quarterly data do
not, and indeed cannot exist. Thus, this part of
the analysis cannot be extended to 2007–2008.
However, regarding those years, the consump-
tion expenditures of households and non-prof-
it making organisations, the social transfers in
kind received from the government, and – as it
has already been demonstrated – the data on
the overall consumption of households are
available. They are presented in this Table. 

Again, for the purpose of the present analy-
sis, the relative figures calculated as percentages
of the consumption of households, presented
in Table A/6, are the most important data of all.
It would require further analysis what elements
are contained within the entry “other current
income transfers”, and what causes its steep
decrease and its falling to a value only slightly

higher than one tenth of the initial value with-
in the period examined. Yet, conducting that
analysis has proved impossible within the cur-
rent framework. However, the other time
series enable us to draw very important conclu-
sions. 

First of all, what the representatives of the
anti-state ideology can sometimes be heard to
say, i.e. that the proportion of consumption
financed from primary incomes is decreasing,
and the proportion of redistribution is increas-
ing, thus consumption and one's standard of
living is less and less dependent on individual
performance is obviously a tenuous argument.
In fact, the opposite is true. The proportion of
consumption financed from primary incomes
increased from 42.1 per cent to 48.5 per cent
between 1995 and 1998, i.e. during the second
parliamentary cycle, which represented a con-
siderable change. The same trend prevailed in
the third parliamentary cycle: its proportion
was 51.8 per cent in 2002; and in the fourth
cycle, until 2004, when its proportion was
already as high as 56.5 per cent. It was only
after 2004 that a decrease began, due to obvious
reasons relating to internal politics. Later, pre-
sumably, the trend turned around, and that
proportion grew again, although data relating
to it is not yet available. There is a significant
difference between the initial 42.1 per cent and
the 53.7 per cent in 2006, at the endpoint of the
period analysed, and an especially significant
difference between 42.1 per cent and the peak
value so far, i.e. 56.5 per cent in 2004. The
change is of 14.4 percentage points, taking the
latter value into account as a basis for compar-
ison. Those against redistribution must be sat-
isfied with the direction and the extent of such
changes.

We only have little space to discuss the role
played by non-profit making institutions, which
is small. The significance of these institutions is
slowly increasing, and, after a peak in 2004–
2005, their relative weight has now even
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decreased to some extent. It is hard to imagine
that anyone is satisfied with that as, in theory,
everyone is in favour of increasing the weight
of social self-organisation and self-help – albeit
for different reasons.

SOCIAL TRANSFERS

Possibly, the changes in the role social transfers
other than in kind and social transfers in kind
play and in their proportion are even more sig-
nificant than the changes in the proportion of
consumption financed from primary incomes.
The proportion of social transfers other than in
kind kept decreasing until 2001, then it started
to increase, whereas the importance of the role
social transfers in kind played and their pro-
portion kept increasing until 2002, i.e. the end
of the third parliamentary cycle, then both
were stabilised at a higher level in the fourth
one, they fell sharply from 2006 to 2007, and
then they were stabilised at that lower level.
Such data is not sufficient for a truly satisfacto-
ry analysis; however, the author of the present
article firmly believes that the increase in the
proportion of social transfers other than in
kind and the decrease of the proportion of
social transfers in kind constitute an unequivo-
cally unfavourable trend. The increase in social
transfers other than in kind appears to have
motives relating to internal politics. It appears
to be a rather unrefined purchase of votes just
like the increase of the consumption of house-
holds in general, while the decrease of the pro-
portion of social transfers in kind is bound to
lead to the deterioration or at least the stagna-
tion of the standards of education and health
care, which the author of the present article
finds impermissible. Social transfers other than
in kind mostly encourage consumption and
staying away from work, whereas a huge part,
or very probably the major part of social trans-
fers in kind is an investment in human capital.

Also, the stagnation of the proportion of social
transfers in kind in 2007 and 2008 seems to
suggest that a further decrease in that propor-
tion does not seem viable despite the attempt
to further decrease it, which attempt was also
supported with theoretical arguments. Again, I
need to emphasise that the few figures available
are not sufficient to render these conclusions
adequately well-based; however, due to their
very high social impact, I have found it neces-
sary to refer to them at some length.

NATIONAL INCOME AND DOMESTIC
CONSUMPTION

As I have already emphasised it in former pub-
lications cited above, rather explicitly in fact,
domestic consumption ought not to be com-
pared to the GDP but to the national income. It
is the GNI that is at our disposal, while the
most important constituent of the difference
of the two, i.e. foreigners' property income is at
the disposal of foreigners. Relevant figures are
presented in Table A/7.

Foreigners' property income, which primarily
determines the difference between the GDP
and the GNI, is exceptionally large and has
been growing rapidly. Its value of approximate-
ly 1,000 billion HUF in 2003 had more than
doubled by 2007, i.e. within four years, reach-
ing exactly 2,100 billion HUF. The positive bal-
ance of labour incomes and their increase,
together with the also positive balance of EU
transfers and their increase are dwarfed by the
value of the balance of property incomes. It is
lamentable that the freshest data available is the
preliminary 2007 figure. In May 2009, only that
figure is expected to be made more accurate,
and the HCSO does not publish related quar-
terly data, thus the 2008 trends cannot be
analysed, at least based on data by the HCSO.
However, it is a fact that, according to the pre-
liminary 2007 figures already available, the
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GNI, of an amount of 23.7 thousand billion
HUF, only accounted for 93.1 per cent of the
GDP, which is of the exact amount of 25.4
thousand billion HUF.

Foreigners' property income is mainly com-
prised of the income of multinational compa-
nies, which produce the bulk of the Hungarian
export. Without the export surplus of these
companies, which export surplus appears on
the revenue side of the balance of current pay-
ments, the Hungarian economy could simply
not exist. However, that export surplus has its
contra entry appearing on the expenditure side
of the balance of current payments, which is
the property income of these companies. So
the basic question is whether it is possible to
create circumstances where the export surplus
of these companies exceeds their property
income to an extent which can eliminate the
deficit of the balance of current payments, thus
stopping the Hungarian economy from run-
ning into further and further debt. The analysis
of that basic question, which is even more
important than those dealt with in this article,
remains to be the subject of a next study, which
is currently in preparation. 

Based on the above data and analysis, it is
obvious – even without scrutinising on any fur-
ther figures to be analysed – that domestic con-
sumption, which had until quite recently con-
stantly exceeded the GDP, and only recently
became slightly smaller than it, is bound to
substantially exceed national income. That dif-
ference needs financing, and Table A/8 presents
the methods and sources of financing. 

The third column of the table contains fig-
ures relating to the domestic consumption sur-
plus against the GNI determined in Table A/7.
This domestic consumption surplus, which had
barely exceeded two hundred thousand million
HUF in 1995, which was of a tolerable extent,
started growing rapidly and steeply after that.
By 2000, it had already exceeded a thousand
billion HUF. It peaked in 2004, having reached

an amount of 1,750 thousand billion HUF.
Since then the domestic consumption surplus
has somewhat decreased, which is indeed laud-
able. Its 2007 value was exactly 1,350 thousand
billion HUF, still impermissibly high; yet, it is
a fact that the surplus kept decreasing steadily
for three years and may be supposed to have
continued decreasing in 2008, too.

Here, three different sources of financing the
domestic consumption surplus have been
determined, the balance of reinvested capital
gains, the balance of EU transfers, and what
has remained upon their deduction, i.e. other
sources of financing, essentially borrowing.
The balance of reinvested capital gains stagnat-
ed between 2002 and 2005, and decreased in
2006, which was a highly adverse, one could
even say frightening trend; however, in 2007 it
increased by approximately 100,000, i.e. one
hundred thousand million HUF, which again is
laudable. The balance of EU transfers – con-
trary to public belief, which (unfortunately) is
further reinforced by politicians – is still
insignificant in comparison with the weight of
the whole issue. In spite of that, thanks to a
decrease in the domestic consumption surplus
and an increase in reinvested capital gains in
2007, the significance of other forms of financ-
ing, i.e. borrowing, largely decreased after the
peak in 2004 – the same year when domestic
consumption surplus peaked. The decrease of
exactly 500,000, i.e. five hundred thousand mil-
lion HUF signifies a considerable change, a real
shift of direction, which cannot be appreciated
enough. However, the question arises – and I
am indeed going to raise this question or its
near equivalent several times – as to why the
outstandingly high values of 2003–2006, which
could be truly fatal for the future, were allowed
to occur and how they could possibly be
allowed to occur while the domestic consump-
tion surplus in 2007 practically equalled that in
2002 and the average of the years between 1998
and 2002.
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The trends outlined so far might be better
evaluated based on the relating relative figures,
presented in Table A/9.

According to the current accounting sys-
tem, the domestic consumption surplus was
practically of the same size in 2000, 2003 and
2004, i.e. 9.5 per cent, 9.4 per cent and 9.3 per
cent of the GNI, respectively. However, it has
been decreasing steadily since then, and con-
sidering that trend, it is not impossible that in
2008 it did not even amount to 5 per cent of
the GNI. Both content-wise and economically
speaking, the changes in the proportion of
reinvested capital gains are contrary to that
trend, since even the favourable 2.2 per cent
value of 2007 lags far behind the highest value
reached earlier. So, while the property income
of foreign owners increased sharply, the role of
reinvested capital gains in financing the
domestic consumption surplus failed to
increase. That latter trend only changed in
2007, when the balance of reinvested capital
gains – as a percentage of GNI – started
increasing again subsequent to a period of
decrease of several years, obviously not inde-
pendently of the fact that the similarly calcu-
lated domestic consumption surplus decreased
sharply, i.e. the financial situation of the coun-
try became stabilised and the trust towards the
country was growing. The effect of that can be
felt in respect of other financing forms, i.e.,
practically, borrowing, which – again, as a per-
centage of the GNI – was of a value lower than
one half of the 2003–2004 value in 2007. The
question raised above is thus raised again: if
the situation can be repaired so fast, how and
why was it possible to allow it to deteriorate to
such an extent earlier? Finally, examining the
same correlations as percentages of the domes-
tic consumption surplus, we only find one fig-
ure reflecting a favourable trend. In 2007,
other financing forms – i.e. practically, bor-
rowing – amounted to barely over one half of
the domestic consumption surplus.

As for what causes these mostly favourable
trends, and whether they can be expected to
become steady, we may draw conclusions –
within the framework of the present article and
in this part – based on the makeup of the cor-
rective process and the developments concern-
ing export and import. However, these conclu-
sions are not too favourable. The volume
indices of the GDP, export and import, and
domestic consumption, which that analysis can
be based on, are presented in Table A/10. These
are preliminary volume indices. The 2007/2005
value has been calculated by multiplying the
volume indices published by the HCSO, while
we have determined the 2008/2007 and conse-
quently the 2008/2005 figures based on the
Q1–3 2007 and Q1–3 2008 data. 

EXPORT DEPENDENT STABILISATION

Based on such figures, two highly negative con-
clusions need to be formed.

The first one relates to the makeup of the cor-
rective process, and is based on the last three
columns. We can clearly see that the value of
the three-year volume index of final consump-
tion thus determined is higher than that of
domestic consumption, while that of gross cap-
ital formation is lower than 100, i.e. gross capi-
tal formation at an unchanged price has
decreased. That, according to the literature
relating to this topic – Alesina and Ardagna
(1998), Ardagna (2004), and especially Benczes
(2008) and further works cited by him – but
also, according to common sense, is the most
adverse trend imaginable. It points out the
fragility of the stabilisation efforts and warns
of failure. In the literature there is total agree-
ment – and that agreement is reinforced by
common sense, too – that stabilisation based on
restricting gross capital formation is contrary to
the requirements of longer term development, it is
fragile, and cannot even lead to lasting stabilisa-



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

275

tion. That very negative conclusion needs to be
further examined and reinforced; however, the
figures suggest that the conclusion above is
well-based.

The second and also negative conclusion
refers to the weight of export and import with-
in the corrective process. It can be clearly seen
that both export and import steeply increased
in 2006 and 2007, and at that time the increase
of export rather substantially exceeded that of
import. Thus, the spectacular improvement pre-
sented above, based on the time series leading
up until 1997, was largely or even wholly the con-
sequence of a boost in the export activity: an
increase of 37.5 per cent in the export volume
within two years is definitely an extraordinary
achievement. As the bulk of the export derives
from assembly activity carried out in Hungary,
the boost in export necessarily resulted in a
boost in import. Yet, the figures suggest that a
significant part of the export growth was
domestic added value, and as a result, domestic
consumption fell under the GDP, as we have
demonstrated it above, which is a great achieve-
ment.

However, in 2008 that trend was broken,
obviously due to the phenomena relating to
the crisis of the world economy, and export
fell. Also, the decrease in import was of a
smaller extent than the decrease in export.
Also taking the claims made two paragraphs
“ago” into consideration, that unfortunately
suggests that the achievements of stabilisation
are fragile, are mostly or indeed wholly the con-
sequence of a temporary boost of export perform-
ance, and thus, necessarily, they are dependent
on the changes in the world economy. In a small
open economy, that is inevitable; however, the
extent of the dependence on the world econo-
my could be lowered below its current
Hungarian extent through suitable economic
and structural policies as it is quite natural
that at a time of recession in the world econo-
my, the assembly activity is primarily not

decreased in the “parent country” but at such
“relocated” plants as most of those in
Hungary are.

The aspects listed so far are interestingly
complemented by the volume indices of the
major constituents of domestic consumption,
which figures are presented in Table A/11.

The last column of the Table shows that the
decrease of gross fixed capital formation was
of a larger extent than that of gross capital
formation. That supports the claims made
previously and needs no further commenting
on. Neither does the steady decrease of social
transfers in kind originating from non-profit
making institutions need to be commented
on, a trend which cannot be approved of by
any means. However, what we can experience
in the case of social transfers in kind originat-
ing from the government and collective con-
sumption is indeed very interesting and sur-
prising. Here, a steep decrease in 2007 was fol-
lowed by a steep increase in 2008. That sup-
ports the argument that the direction the gov-
ernment chose to take in 2007 was the wrong
direction. At that time, the government want-
ed to achieve stabilisation primarily by
decreasing social transfers in kind financed by
the government and collective consumption –
primarily the former one – however, it became
obvious that it had proved impossible to go
down that road, as these expenditures steeply
increased in 2008. That seems to prove the
point the author of the present article has
been trying to make for some time: the burden
of stabilisation cannot be left to be borne by
social transfers in kind or by collective con-
sumption. Neither is it expedient for it to be
borne by gross fixed capital formation, from
which the inevitability of decreasing the con-
sumption expenditures of households clearly fol-
lows. That did indeed begin, albeit to a rather
modest extent, in Q1–3 2008. 

Thus, so far the analysis has pointed out that
there have been real positive developments in
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the recent years, these, however, can rightly be
deemed as fragile, and it is justifiable to har-
bour certain doubts over how long-lasting
those favourable trends will prove. Therefore,
as it has already been mentioned in the intro-
duction, it is necessary to conduct further
examinations based on data on the government
on the one hand, and foreign trade on the other
hand. The analysis of the government data that
is already available is presented below, while
that of the data on foreign trade is to be carried
out in another study.

THE GOVERNMENT

The analysis of the financial situation of the
government is rendered possible by the HCSO
having published the 1996–2006 data on the
non-financial accounts of the government
(HCSO, 2008c) and by their publishing certain
key government data on a quarterly basis
(HCSO, 2009). As such comparative time
series stretching over 12 years have not been
published anywhere before, it seems expedient
to insert that data here.

The distribution of incomes by the govern-
ment, i.e. primarily the revenue side regarding
the years 1996–2001 is presented in Table
K/1/a. As it has proved impossible to insert
notations in Table K/1, they are listed in the
auxiliary table called Notations for Table K/1/a.
The same data regarding 2002–2007 is present-
ed in Table K/1/b.

Regarding the basic data, we only need to say
the following:

The first two lines of the tables contain data
on the GDP and the GNI, which are to be used
as a basis for comparison later. The balance of
interests paid and property incomes may be
very important for future assessment, the most
important entry of which is obviously interests
paid. Interests paid kept rising, but not so
steeply. They amounted to nearly 700 billion

HUF in 1996, while in 2007 they already
exceeded 1,000 billion HUF. However, this
increase is not of an extent that could have
caused the deterioration of the financial situa-
tion of the government.

In these tables, we contrast received social
contributions with social transfers other than in
kind and calculate the balance of the two
entries. That balance does not appear in the
system of national accounts, and contrasting
the two entries is not completely logical as,
theoretically, received social contributions
should not only cover social transfers other
than in kind, but also the bulk of social trans-
fers in kind. Still, the changes of the balance of
the two entries very clearly indicate changes in
the financial situation of the government. That
balance was plus 17 billion HUF in 1996, i.e. a
positive value, albeit negligible at the level of
the national economy. Then it increased and
reached a significant positive value; however,
from 2002 on, its value has been negative. Its
value peaked in 2006, it was over minus 550 bil-
lion HUF, and even the 2007 value was exactly
minus 400 billion HUF. The size of that entry
in itself puts doubts on the well-foundedness
of the proposals concerning decreasing the
social contributions received by the govern-
ment, paid by households and enterprises.
Naturally, it also underlines the necessity of
restricting expenditures. 

Lastly, we wish to draw the reader's attention
to the balance of other current transfers; which
entry also clearly depicts the changes in the
financial situation of the government. That bal-
ance was exactly plus 14 billion HUF in 1996,
i.e. a positive value, albeit also negligible at the
level of the national economy. In 1997 it was
practically zero, and from that year on, it has
had a negative value, increasing ever year,
reaching as much as minus 510 billion HUF in
2007. In view of that entry and its size, a ques-
tion instantly arises: whatever might make up
this huge amount of other current transfers
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paid by the government? Their value was only
93 billion HUF in 1996, lagging behind
received current transfers. However, by 2007, it
had reached 669 billion HUF, i.e. it had become
sevenfold, and its value, as we have already
pointed it out, exceeded the value of received
transfers by 510 billion. Unfortunately, the
HCSO does not publish any further details, i.e.
does not elaborate on the constituents of this
entry.

Adding up the three highlighted entries: i.e.
interests paid, the surplus of social transfers
other than in kind over received social contri-
butions, and the balance of other current trans-
fers, we find that the total amount in 2007 was
as high as 1.9 thousand billion HUF in contrast
with the amount only slightly over 700 billion
HUF in 1996. The bulk of the increase of the
negative value, i.e. the deterioration of the sys-
tem, relates to the difference of received social
contributions and social transfers other than in
kind, and the balance of other current trans-
fers, as the total value of the interests paid was
already nearly 700 thousand billion HUF in
1996, as we have demonstrated it above. Thus,
based on these figures, it is possible to identify
the most important causes of the rapid
progress of the financial deterioration of the
government. Finally, the last row of the table
represents disposable income based on the defi-
nition of the balance system of the national
economy. The large negative values are already
deducted from it, justifiably, as the government
does not freely avail of those amounts, as the
government is contractually and statutorily
obliged to pay them out. Naturally, that does
not mean that such obligations of the govern-
ment should be impossible to modify.

The use of income and capital accounts of
the government between 1996 and 2001 are
presented in Table K/2/a. Such time series have
not been published in full or in such a format
before, which justifies their insertion here.
Again, the naming of the entries needs to be

presented separately in the auxiliary table called
Notations for Table K/2/a. Finally, similar data
on 2002–2007 is presented in Table K/2/b.

Again, the first two lines of the tables con-
tain data on the GDP and the GNI, to be used
as a basis for comparison later. The third row
represents the disposable income of the gov-
ernment, which serves as the actual initial value
of this table. The next rows represent the indi-
vidual consumption expenditures of the gov-
ernment, i.e. social transfers in kind, collective
consumption expenditures, and the total of
these two, the total, final consumption expen-
ditures of the government. The amount saved –
or, in the present Hungarian case, the negative
amount saved, i.e. the excess consumption
expenditure – is the difference of the dispos-
able income and the total, final consumption
expenditures of the government. 

That data leads to important conclusions and
poses important problems. Firstly, the negative
amount saved, i.e. the excess consumption expen-
diture of the government increased between
1996 and 1999, then it steeply decreased, and in
2000 it reached its lowest value, a value slightly
over 200 billion HUF. That was followed by
the five-year period of high excess consump-
tion expenditure dictated by obvious consider-
ations of internal politics. In 2002, the excess
consumption expenditure was 3.3 times as high
as in 2000, and in 2006, its peak value was 8.3
times as high as in 2000. However, within one
year, i.e. by 2007, that excess consumption
expenditure of the government decreased from
exactly 1,700 billion HUF to barely over half
that amount, i.e. 888 thousand billion HUF,
barely 52.1 per cent of the value of the previous
year. As it was possible to practically halve that
excess expenditure within one single year, it is
justified to ask whether it was necessary to
allow such excess consumption expenditure
due to any consideration at any time. The
answer cannot be anything but the following:
that excess expenditure was not only imper-
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missible but also unjustifiable as I strongly
believe that the obvious internal politics and
election-related considerations cannot be
deemed as acceptable reasons. 

We can reach even more important conclu-
sions by examining how it was possible to
achieve a decrease of such incredible propor-
tions. Contrasting the 2006 and 2007 values,
we can see that from one year to another, indi-
vidual consumption expenditures only slightly
decreased, collective consumption expendi-
tures increased, and the decrease of the excess
consumption expenditure of the government
was almost entirely due to the steep increase of
the disposable income of the government. The
disposable income of the government increased
by slightly over 750 billion, i.e. 20.3 per cent of
the 2006 value within a single year. 

That result justifies the further examination
of the figures in Table K/1/b. Those figures
suggest that government revenues deriving
from taxes on production and import, as well as
from social contributions grew steeply, by 415
billion, i.e. 16.5 per cent of the 2006 value and
by 468 billion, i.e. 15.6 per cent of the 2006
value, respectively, within one year. Thus,
decreasing the excess consumption expendi-
ture of the government was decisively due to
increasing revenues, and so radically, to barely
over half the 2006 value.

Such experience is in total contrast with the
arguments of the international literature, of the
ideologists whose names are often associated
with the governing parties, and of the opposi-
tion. The international literature (see Benczes,
2008 and the sources cited there) typically rea-
sons that only stabilisation built on decreasing
expenditures promises success, stabilisation
built on increasing revenues does not, even
though it is not fully consistent, as Benczes,
based on the literature cited by him, also dis-
cusses cases of successful stabilisation built on
increasing revenues. However, this success was
– decisively, we shall soon see to what extent –

due to a stabilisation process built on increas-
ing revenues, thus it was contrary to the rec-
ommendations of Benczes and the literature
cited by him. At the same time, the ideologists
often associated with the governing parties
regard decreasing public, and primarily welfare
expenditures and downsizing the welfare state
as the only possible solution. However, in this
case, the final consumption expenditures of the
government decreased by barely 56 billion,
i.e.1.0 per cent of the 2006 value between 2006
and 2007, which can hardly be labelled as the
radical demolition of the welfare state. Finally,
the opposition fervently supports a radical
decrease in the amount of social contributions,
which, however, increased by 456 billion, i.e.
almost half a thousand billion HUF, i.e. by 15.6
per cent between 2006 and 2007, as we have
demonstrated. That indeed shows that stabili-
sation built – at least mostly – on increasing
revenues may be successful, the welfare state
need not be demolished, and the slogan of
decreasing contributions is to be dropped,
which, in the opinion of the author of the pres-
ent article, is the triumph of common sense
over ideologies. Naturally, that, so far, is only a
preliminary conclusion drawn based on the fig-
ures available, which needs to be supplemented
with further figures and further analyses based
on them. 

The next rows of the currently discussed
Tables K/2/a and K/2/b deal with the develop-
ment of capital formation. The capital transfers
received and paid and their balance cannot be
discussed here at length due to a lack of any
background information. While the notions
gross fixed capital formation and changes in
inventories need not be explained, the notion
gross and net capital formation does not appear
in the system of national accounts. Gross capi-
tal formation equals the total sum of gross
fixed capital formation, changes in inventories,
and the balance of the purchase and sale of
non-produced non financial assets. Net capital
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formation is what remains after the deduction
of consumption of fixed capital. 

These figures depict the darkest side of not
only the currently discussed stabilisation but also
the whole post-1996 era, which we have already
dealt with above, when analysing the data on
the national economy. Between 1996 and 2000,
net capital formation was a negative figure of a
rather large absolute value. The 2000 value was
still negative, already approaching zero, and we
can detect values hardly differing from zero in
2003 and 2004, too. Thus, within the whole
period examined here, net capital formation
only had positive values in 2002, and between
2005 and 2007. That is completely untenable as
the net capital formation of the government
sector ought not to be of a negative value by
any means. Its value ought to be positive, the
equivalent of 3–5 per cent of the GDP. It is also
completely impermissible that stabilisation
should primarily decrease the already imper-
missibly low value of net capital formation. In
that respect, we must totally agree with the
international literature cited by Benczes (2008)
stating that apart from the fact that stabilisa-
tion built on a decrease in investments cannot
be long-lasting, it is obviously against the long-
term interest of both the economy and the
society.

Relating to these tables, we have three addi-
tional questions to discuss. Firstly, whether
such a stabilisation may prove of a lasting
effect. That is a question that simply cannot be
answered any more. In 2007, the financial crisis
had not started yet, or it only started in the
USA at the end of the year, and in 2008, apart
from at the very end of the year, it was not the
crisis that determined the climate of opinion in
Hungary. By now, it has become the dominant
problem both abroad and domestically, so it
will never be possible to find out what would
have happened in 2008 and later, had there not
been an international financial crisis and
depression, in other words, what would have

been the consequence of the 2007 stabilisation
results and how the process would have contin-
ued. It is necessary to stop and acknowledge
the indisputable success of 2007, as halving the
excess consumption expenditure of the govern-
ment was indeed an indisputable success. The
second additional question concerns the role of
decreasing expenditures in that year, i.e. 2007,
and whether it would have been or whether it
would still be possible to decrease expenditures
even further. We are to discuss that question
presently.

Finally, in relation to this table, now it is nec-
essary to focus on the most important summa-
ry figures, found in the last rows of the table.
Between 2006 and 2007, total revenue increased
by 1,278 billion HUF, i.e. by 12.6 per cent,
while total expenditure increased by 290 billion
HUF, i.e. by 2.3 per cent, and the resultant of
these, the total of borrowing calculated
decreased by 946 billion, i.e. by 42.9 per cent.
Again, this suggests that stabilisation mostly
built on increasing revenues has a realistic
potential, which; however, in the opinion of the
author of the present article, needs to be sup-
plemented by radically decreasing truly unnec-
essary expenditures. This is definitely possible
through modifying the methodology of the
compilation of the budget (see Gyõrffy, 2007,
primarily Chapter 6). It is highly probable that
increasing revenues as described above, togeth-
er with eliminating truly unnecessary expendi-
tures, something that failed to be undertaken
during the period examined, could restore the
budgetary equilibrium without large structural
changes. However, again, the question
inevitably arises in a very serious form: why
and how the budgetary equilibrium could get
unsettled to the extent it did indeed get unset-
tled if it was possible to achieve such wonder-
ful results restoring it so quickly? The answer
obviously lies in the dominance of internal pol-
itics and election-related aspects prioritised
over the requirements of the economy, even at
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the expense of respecting economic considera-
tions, which cannot be disapproved of strongly
enough.

Subsequent to the analysis of absolute fig-
ures, we need to focus on the analysis of the
relative figures expressed as a percentage of the
GDP. The values concerning the distribution of
incomes by the government are presented in
Tables K/3/a and K/3/b.

Again, the first row represents the GNI,
but now as a percentage of the GDP. The two
do differ significantly, which, however, is not
what created the problems – at least not the
acute ones that have arisen recently – because
the very low value of 2007, i.e. 93.1 per cent, is
the exact equivalent of the lowest value expe-
rienced earlier, which was 93.1 per cent in
2001. However, we can clearly see that
between 2006 and 2007, taxes on production
and import grew by 0.6 per cent of the GDP,
current taxes on income and wealth grew by
0.9 per cent of the GDP, and received social
contributions grew by 1.0 per cent of the
GDP. Primarily due to these changes, the dis-
posable income of the government grew by
1.9 per cent of the GDP. However, all that –
according to the figures published here – does
not result in overtaxation or in an increase in
the level of taxation, it only restores a previ-
ous situation. The 2007 value of taxes on pro-
duction and import expressed as a percentage
of the GDP equals the 2001 value, the value of
current taxes on income and wealth calculated
likewise equals the 2001 value, and the value
of received social contributions also equals the
2001 value. Therefore, what happened in 2007
did not result in an increased level of taxation,
but the restoration of the extent of taxation of
2001, or maybe the restoration of the taxpaying
discipline of 2001, which was really far from
outstanding. The figures published in the pres-
ent article reinforce our conclusions drawn
earlier. The value of interests paid expressed as
a percentage of the GDP was exactly the same

in 2007 as in 1996, i.e. 4.0 per cent. At the
same time, the increase of paid other current
transfers, and of the balance of other current
transfers by 0.7 per cent and 0.8 per cent,
respectively, between 2003 and 2007 is not
negligible. Here we are unable to specify the
causes, but that entry is by no means insignif-
icant from the point of view of the whole
budget situation. 

However, the values of the use of income and
the capital accounts of the government, i.e. the
expenditure side, expressed as percentages of the
GDP are none the less important. These fig-
ures are presented in Tables K/4/a and K/4/b. 

THE PROPORTIONS OF REDISTRIBUTION

The figures clearly show that the increase of
revenues, i.e. the increase of the disposable
income of the government was accompanied by
a decrease of expenditures, even though that
decrease did not appear or hardly appeared in
the tables containing absolute values because
the expenditures mostly decreased in a relative
sense, compared to the GDP. That, therefore,
modifies the conclusions drawn before:
increasing revenues and decreasing expendi-
tures jointly led to a spectacular budgetary
improvement within one single year. However,
the most striking thing is that according to
these figures, here again, all we can experience is
the restoration of an earlier situation, i.e. that of
the year 2001, and indeed, not even its full
restoration, only its partial restoration. Between
2006 and 2007, social transfers in kind, or,
using another term, the individual consump-
tion expenditures of the government decreased
by 1.2 percentage point, the collective con-
sumption expenditures of the government
decreased by 0.5 percentage point, and the total
of the two, the final consumption expenditures
of the government decreased by 1.7 percentage
point. However, the value of social transfers in
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kind is still higher than the 2000–2001 value
and is only very slightly lower than the 1996-
1999 value. Accordingly, similarly to the case of
taxation, there is nothing new introduced, sim-
ply the 2000–2001 situation has been restored.
Thus, all of this is very far away from down-
sizing the welfare state, it rather is the down-
sizing of the excess expenditure of 2002–2006,
which can be justifiably deemed as irresponsib-
le and obviously motivated by considerations
of internal politics. Only the percentage value
of public consumption is lower than the
2000–2001 values, which difference, however,
is not of a large extent in that case, either. It
would require a detailed analysis to identify the
entries responsible for that saving. 

However, it is necessary to contrast these
figures with the values of social transfers other
than in kind in Table K/3/a. These transfers,
expressed as a percentage of the GDP, grew
steadily between 2002 and 2007, and kept
growing even in 2007. Thus, besides increasing
tax revenues, the government seems to have
based stabilisation primarily on decreasing
social transfers in kind, while the proportion of
social transfers other than in kind failed to be
decreased, it was indeed increased. The author
of the present article finds it impossible to
agree with that trend. I strongly believe – even
if most of the literature disagrees with my
view – that it would have been better to choose
to decrease social transfers in kind to a lesser
extent, and to extend the decreasing onto social
transfers other than in kind, or even to find a
procedure where the decreasing is primarily
borne by social transfers other than in kind as a
tool to restore the equilibrium. The 2007 value,
i.e. 15.2 per cent of the GDP, equals the 2001
peak value, i.e. 15.2 per cent of the GDP, and
is significantly higher than the 1996–2000 val-
ues. The assessment of such congregate data is
obviously problematic; however, in my opin-
ion, decreasing the real value of the money
transferred into the pockets – even in the case

of pensions and allowances for families with
children – is less destructive than decreasing
the amounts to be allocated to sustain the
health care and social care systems and cultur-
al institutions. Besides, in relation to keeping
up the given level of transferring money into
the pockets – contrasting that with withering
the welfare institutions – the accusation of
buying votes is more likely to arise. Such con-
siderations require more accurate analyses,
but – as a first approach – they do not seem to
be unfounded. 

Moving on to the data on capital accounts,
we are not in the position to undertake to
analyse capital transfers – without any knowl-
edge concerning the background data.
However, the data on gross and net capital for-
mation may justifiably be deemed as astonish-
ing, even if using such a term is rather unusual
in a study of scientific exigency. Between 1996
and 2001, net capital formation was always
negative, albeit decreasing in absolute value. By
2001, a value practically equal to zero had been
reached, and after a positive value in 2002, the
values of 2003–2004 were zero with the accura-
cy of a tenth of a percent. Only in three years,
in 2002, 2005, and 2006 did net capital forma-
tion have a positive value, of approximately 
1 per cent of the GDP, although – as it has
already been mentioned – its lowest acceptable
value can be defined as 3–5 per cent of the
GDP. That again reinforces that in 2007, one of
the major tools of stabilisation was decreasing the
gross and net capital formation of an already
unacceptably low level. These figures require no
further commenting on, what we see here is
undermining the future of the nation.

However, the most important part of the
analysis concerns the last rows of the table. It
is widely known that the Bokros Package
largely decreased the proportion of budget
revenues within the GDP, and that later, dur-
ing the whole period of 1996–2006, there was
a big difference between the proportion of
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revenues and expenditures and that that dif-
ference – as first of all Gyõrffy (2005) pointed
out – was always the largest in the election
years, i.e. in 1998, 2002, and 2006. That is
unequivocally reinforced by the figures pub-
lished in the present article. However, the lit-
erature puts significantly less emphasis on the
fact that the proportion of expenditures
decreased steadily and to a large extent, i.e. by
more than 5 percentage points, expressed as a
percentage of the GDP, between 1996 and
2001, and it would have made it possible to
restore the equilibrium, had it not been
accompanied by a decrease in the proportion
of revenues of a practically identical extent. In
contrast with the views generally represented
in the literature, that suggests that but for the
effects of the fervent support of downsizing the
state and radically diminishing state revenues,
the budgetary equilibrium could have been
restored long ago and that equilibrium could
also have been maintained. Naturally, main-
taining the right level of state revenues does
not equal maintaining the same structure of
the taxation system and of contribution pay-
ment; the right level of state revenues is likely
to be more easily achieved through attaching
larger weight to turnover taxes and potential-
ly smaller weight to other tax types. 

Based on the same figures, the author of the
present article dares to formulate a very power-
ful tenet, which is contrary to the major part of
the literature, but is consistent with the views
of such experts as László Antal (2007), László
Csaba (2005, 2006, 2007) and János Kornai
(1992). Antal expressly states: “I find it highly
doubtful whether it is possible to retreat from
a well-established social contributions system
with historic traditions that people are accus-
tomed to, to a far narrower system of social
transfers. That would lead to a dramatic
increase in inequalities and social tensions [,]
consequently that is a gate that is not open for
Hungary” (Antal, 2007, p. 53). Kornai also

expressly states that “it is very different to
decide whether the state should give its citizens
a right that they have not enjoyed before or to
decide whether to take away something they
have already obtained and have grown accus-
tomed to […]. Historical development may be
able to roll in one direction, while it cannot roll
in the opposite direction with equal ease.”
(Kornai,1992, p. 508). Csaba does not make
such firm statements, but when he puts “trans-
formed countries” in “four groups” (Csaba,
2007, p. 266), he claims that “the groups have
been formed along long-term path dependence
rather than the ideological creed of certain
periods” (id. p. 278), and that “there is little
chance – although the example of Slovakia
shows that such possibilities can never be fully
excluded – that a country could be transferred
from one category to another” (id., p. 267).
That means admitting that the past has a deci-
sive role to play and accepting that there exist
obstacles relating to taking away attainments
that have been achieved.

Thus, the author of the present article does
not seem to stand alone endorsing the view
that the historical traditions and the climate of
opinion of the country make it virtually
inevitable to maintain a redistribution ratio of
approximately 50 per cent. Within the period
examined, values significantly lower than that
could only be detected in 2000 and 2001, which
values were not much lower than 50 per cent,
and still proved unsustainable. Thus, it seems
that both the equilibrium and an appropriate
social mood can only be restored and main-
tained at a level of approximately 50 per cent of
the total revenue and total expenditure, i.e.
roughly at the present level. That is what the
figures of the 12 years examined unequivocally
suggest. 

To facilitate reviewing them, the most
important figures of the above analysis regard-
ing the periods 1996–2001 and 2002–2007 are
presented in Tables K/5/a and K/5/b, respec-
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tively, while the interpretation of the notations
is contained in the auxiliary table called
Notations for Table K/5/a.

THE MEASURES IMPLEMENTED IN 2007

Regrouping data in that manner is primarily
justified by the fact that the system of national
accounts – quite justifiably – calculates one part
of the transfers provided for the household
sector by the government sector prior to deter-
mining the amount of the disposable income
and another part subsequent to it. As we have
briefly referred to it, the reason for that is that
what the government sector is statutorily
obliged to transfer/pay to the household sector
– i.e. social transfers other than in kind, pen-
sions, allowances for families with children,
etc. – is something that is not at the actual dis-
posal of the government sector as the legisla-
tion has already disposed of it. This considera-
tion is well justified even though legislation
may always be modified. However, as both
entries are provided for the household sector
by the government sector, it is expedient to
present the two together, next to each other
and as a conglomerate. The data grouped in a
manner that enables one to do that is present-
ed in the tables.

Again, the first rows present the values of
the GDP, the GNI and the disposable income.
The next two rows present social transfers
other than in kind and social transfers in kind,
or using another term, the individual consump-
tion expenditures financed by the government
sector. The source of the former is not the dis-
posable income of the government sector,
while that of the latter is, still, these two
together – i.e. the total amount of the social
transfers other than in kind and the social
transfers in kind presented in the sixth row of
the table – are what the government sector pro-
vides the household sector with. At the same

time, the disposable income of the government
sector is the source of the collective consump-
tion presented in the seventh row and the total
final consumption expenditures of the govern-
ment, i.e. the total amount of the social trans-
fers in kind and the collective consumption
presented in the eighth row. The ninth row
presents the total amount of household (indi-
vidual) transfers and collective consumption
financed by the government – before and after
the disposable income is defined. Finally, the
tenth row contains the potentially most impor-
tant value, savings (+) or excess consumption
expenditure (–), i.e. the difference of the dis-
posable income and the final consumption
expenditures of the government.

That last and most important row has
already been presented and analysed in Tables
K/2/a and K/2/b. During the whole period
examined, the final consumption expenditures
of the government exceeded the disposable
income of the government, in other words,
during the whole period examined, the govern-
ment had negative savings: some excess con-
sumption expenditure appeared each year. That
excess expenditure was only of an acceptable
extent in 2000–2001, and by 2006 it had grown
to a size 8.3 times as large as it was in 2000, as
it has already been pointed out.

It is expedient for the analysis of the data
presented in this article to be based on relative
figures expressed as percentages of the GDP.
These are presented in Table K/6/a (1996-
2001) and Table K/6/b (2002–2007). 

Considering almost any aspect of the matter,
we experience that the most favourable values
are those relating to 2000–2001. The GNI/GDP
ratio was the highest in 2000–2001, and has
been decreasing since then. The disposable
income of the government as a percentage of
the GDP was also the highest in those two
years and has been decreasing since then, apart
from the improvements of 2007 discussed
above. The proportions of social transfers
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other than in kind, social transfers in kind, col-
lective consumption, and the total final con-
sumption expenditures were the lowest in the
same years. It was higher both in the previous
and the subsequent years, apart from last year,
which was a stabilisation year, and the preced-
ing ones only in respect of collective consump-
tion, as it has already been discussed. Naturally,
that does not mean that the low values of these
expenditure entries need necessarily be
approved of; however, when the budget deficit
becomes the most important, most acute prob-
lem, such a view, as a first approach, cannot be
rejected. It was also by 2001 that the negative
value of net capital formation had closely
approached zero; however, here, subsequently,
positive values could be detected, too. Lastly,
and most importantly, excess consumption
expenditure and net borrowing were undoubt-
edly at their lowest during these two years. We
cannot find such low values either in earlier or
in later years. In actual fact, during the whole
period examined, the ratio of excess consumption
expenditure and borrowing was only acceptable
in 2000, not that that value could be deemed as
optimal either – the question as to what is opti-
mal in this respect would lead too far, and def-
initely cannot be discussed here. It can be seen
clearly that the stabilisation in 2007 – apart
from the one issue of capital formation, in
which respect the situation in 2007 was more
favourable than it was in 2000–2001 – can hard-
ly be considered anything but an attempt to
restore the 2000–2001 situation, unfortunately
also in the negative sense that the net capital
formation of the public sector is dangerously
approaching the practically zero percentage
value of 2001. 

Based on the rather scarce data available, the
last two tables attempt to examine whether the
trends set in 2007 continued in 2008. The
absolute figures are contained in Table K/7.
The first two columns present the data avail-
able on Q1–3 2008 already contained in tables

above, while the next four columns present the
Q1–3 data of the period 2005–2008. For tech-
nical reasons, the basis for comparison of the
quarterly, or rather Q1–3 data is the seasonally
adjusted GDP. Comparing the first two rows,
we can clearly see that the difference between
the original and the seasonally adjusted GDP
values is rather negligible.

UNFINISHED STABILISATION – URGENT
CRISIS MANAGEMENT

Regarding revenues, the trend is favourable, the
trend of increasing revenues of 2007 presented
above did continue in 2008. The revenues from
taxes on production and import, current taxes
on income and wealth, and received social con-
tributions kept increasing in 2008. However,
the adverse trends continued as well. The
amount of social security cash benefits also
increased; and, what is more – contrary to what
had been experienced in 2007 – faster than the
received social contributions. Consequently,
the absolute value of the negative balance of the
received social contributions and the social
security cash benefits paid out increased, which
is an extremely adverse trend. That value, as
demonstrated in Tables K/1/a and K/1/b, was
positive between 1996 and 2001 and had an
especially high positive value in 2001. Thus, in
this one respect, the trend of approaching the
2001 situation is broken, which, among other
things, demonstrates that the proposal relating
to decreasing contributions is unacceptable,
and supporting it fervently cannot be approved
of at all. 

As for the second half of the table, we can
see that public expenditures and final consump-
tion expenditures kept increasing, while gross
fixed capital formation kept decreasing. Due to
an increase in revenues and a decrease in gross
fixed capital formation, net borrowing kept
decreasing as well, in spite of the fact that the
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value of social transfers other than in kind
kept increasing. However laudable a further
decrease in net borrowing might be, the
author of the present article simply cannot
approve of these trends, or at least most of
them. That is because while I support consol-
idation built on increasing revenues and
decreasing expenditures at the same time,
under no circumstances can I approve of a
consolidation which brings along an increase
in the absolute value of the negative balance of
received social contributions and social trans-
fers other than in kind as well as a decrease in
gross fixed capital formation – presumably
eliminating positive net capital formation, or
even rendering the value of net capital forma-
tion negative. That trend cannot be sustained
in the long run, thus stabilisation may be tem-
porarily successful in the sense that net bor-
rowing decreases, but it cannot be long-lasting
and is by all means against the long-term
interest of the national economy. 

Now let us examine the same correlations
using relative values expressed as percentages
of the GDP. The figures are presented in Table
K/8. 

We can see that the ratio of budget revenues
expressed as percentages of the GDP largely
increased, but the pace of the increase slowed
down, especially in relation to taxes on pro-
duction and import, and current taxes on
income and wealth. At the same time, the pro-
portion of collective consumption expenditures,
and especially that of final consumption expen-
ditures, most of all, however, that of social trans-
fers other than in kind grew within the GDP
while the proportion of gross fixed capital for-
mation steeply decreased. All that resulted in a
decrease in the proportion of net borrowing
from minus 4.0 per cent to minus 2.1 per cent,
which is indeed laudable; however, practically
half of that decrease, i.e. 0.9 per cent, was
related to the decrease of gross fixed capital
formation, while social transfers other than in

kind increased by 0.8 percentage point. That
can definitely be labelled as stabilisation moti-
vated by aspects of internal politics, based on
continuing buying votes and devouring the
future, which cannot be approved of by any
means. It also fails to match the criteria of sta-
bilisation recommended in the literature,
clearly based on decreasing expenditures, or
of stabilisation built on the combination of
increasing revenues and decreasing expendi-
tures, an approach that is approved of by the
author of the present article. The total decrease
of expenditures is lower than the decrease of
gross fixed capital formation, which means that
this is a kind of stabilisation built on a combi-
nation of increasing revenues and decreasing
capital formation, which is to be condemned in
the harshest possible terms. The author of the
present article finds that the radical wording
of the final paragraphs of this study is totally
justified.

I believe that at the end of the period dis-
cussed in this article, i.e. at the end of Q3 2008,
the era of Hungarian economic policy domi-
nated by stabilisation, i.e. by putting right the
mistakes of economic policy made in 2006 and
the preceding years ended, and a period when
crisis management became top priority started.
As it has been demonstrated, mainly by
Gyõrffy (2005, Figure 1 and 2007, Chapter 5),
and others, these mistakes were caused by mak-
ing aspects of internal politics a top priority. In
other words, they were caused by the political
business cycle, which is the best and the most
clearly illustrated by the Figure cited above.
However, the crisis management that has
become necessary by now – however much
economists' general attitude has distanced itself
from the Keynesian approach – require
decreasing revenues and increasing expendi-
tures, which is something very hard to imple-
ment in a country which, as a result of the mis-
taken economic policy of recent years, has a
huge budget deficit and a huge aggregate debt
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portfolio. Thus, the requirements of continu-
ing the incomplete, and in some sense success-
ful stabilisation, which, however, was executed
in a rather condemnable manner, are in clash
with the requirements of crisis management. It
is extremely difficult to say how those two
aspect might be reconciled – indeed, they can-
not – or at least how it is possible to find an
economic policy that best – or at least the least

badly – fits these two aspects at the same time,
i.e. what sort of crisis management is possible
to undertake at this obviously flawed point of
departure. That question cannot be discussed
in the present article, whose database ends with
the closure of the period when stabilisation was
a priority, i.e. in Q3 2008. Still, it is not possi-
ble to finish this article without referring to
that issue.
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Table A/1

GROSS DOMESTIC PRODUCT, EXPORT AND IMPORT, AND DOMESTIC CONSUMPTION, 
1995–2008 

(HUF million at current prices)

Year Gross Export Import Export/ Domestic Exporta Importa Domestic

domestic import consump- consump-

product surplus tion tiona

1995 5,614,042 2,505,219 2,507,924 –2,705 5,616,747 44.6 44.7 100.1

1996 6,893,934 3,341,846 3,309,976 31,871 6,862,063 48.5 48.0 99.5

1997 8,540,669 4,709,179 4,621,816 87,363 8,453,306 55.1 54.1 99.0

1998 10,087,434 6,247,038 6,392,030 –144,991 10,232,425 61.9 63.4 101.4

1999 11,393,499 7,329,030 7,638,966 –309,936 11,703,435 64.3 67.1 102.7

2000 13,150,766 9,820,299, 10,327,273 –506,974 13,679,267 74.7 78.5 104.0

2000 13,531,831 9,749,989 10,240,259 –490,270 14,022,101 72.1 75.7 103.6

2001 15,272,621 10,856,071 11,044,177 –188,105 15,460,726 71.1 72.3 101.2

2002 17,148,410 10,820,458 11,156,985 –336,527 17,484,937 63.1 65.1 102.0

2003 18,914,890 11,496,600 12,234,678 –738,078 19,652,968 60.8 64.7 103.9

2004 20,695,365 13,080,474 13,767,915 –687,441 21,382,806 63.2 66.5 103.3

2005 21,997,374 14,511,000 14,916,936 –405,936 22,403,310 66.0 67.8 101.8

2006 23,785,244 18,329,729 18,494,898 –165,169 23,950,414 77.1 77.8 100.7

2007 25,419,164 20,400,905 20,017,143 383,762 25,035,402 80.3 78.7 98.5

07b 18,492,389 14,926,712 14,630,152 296,560 18,195,829 80.7 79.1 98.4

08b 19,439,525 16,342,108 15,965,349 376,758, 19,062,566 84.1 82.1 98.1

a As a percentage of the gross domestic product
b Q1–Q3

Source: 1995–2000: National accounts of Hungary, 2005–2006; Hungarian Central Statistical Office, Budapest, 2008, Tables 1.3 and 1.7, pages
17, and 24–25

2000–2004: Hungarian Central Statistical Office, Information database, and Gross domestic product, 2008 Q3, Hungarian Central
Statistical Office, Budapest, 9 December 2008, Table 6, pages 16–17 

2005–2007: Gross domestic product, 2007 (Preliminary figures) Budapest, September 2008, Table 5, pages 14–15, and Gross domestic
product, 2008 Q3, Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages16–17 

2007–2008 Q1–Q3: Gross domestic product, 2008 Q3. Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages
16–17.
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Table A/2

DOMESTIC CONSUMPTION OF THE GROSS DOMESTIC PRODUCT, 1995–2008 
(HUF million at current prices)

Year Cons. exp. Consuption Total Gross fixed Changes in Total gross Domestic

of househ. expenditures consumpt. capital invent. and capital consumpt.

nonprofit of the expendit. formation other non-speci- formation

institutions government fic consump.

1995 3,025,300 1,322,658 4,347,958 1,125,389 43,400 1,268,789 5,616,747

1996 3,586,054 1,517,924 5,103,978 1,475,538 282,548 1,758,086 6,862,063 

1997 4,310,416 1,873,413 6,183,829 1,898,917 370,560 2,269,477 8,453,306

1998 5,134,869 2,186,902 7,321,771 2,384,615 526,039 2,910,654 10,232,425

1999 5,976,044 2,454,835 8,430,879 2,724,532 548,025 3,272,557 11,703,435 

2000 .. .. 9,608,289 3,099,131 971,846 4,070,978 13,679,267 

2000 7,067,105 2,833,627 9,900,732 3,107,068 1,014,302 4,121,370 14,022,101         

2001 8,118,341 3,237,208 11,355,549 3,510,338 594,840 4,105,178 15,460,726

2002 9,327,544 3,800,969 13,128,513 3,944,460 411,964 4,356,424 17,484,937  

2003 10,515,276 4,388,484 14,903,759 4,163,540 585,669 4,749,209 19,652,968

2004 11,294,507 4,636,633 15,931,140 4,649,365 802,301 5,451,666 21,382,806

2005 12,124,751 4,958,031 17,082,782 5,173,549 146,979 5,320,528 22,403,310

2006 12,748,107 5,425,796 18,173,903 5,130,811 645,701 5,776,511 23,950,413 

2007 13,645,373 5,369,683 19,015,057 5,343,740 676,605 6,020,346 25,035,402

07a 10,056,203 3,878,085 13,934,288 3,493,670 767,871 4,261,542 18,195,829

08a 10,725,681 4,158,504 14,874,185 3,468,796 719,783 4,188,380 19,062,566

a Q1–Q3

Source: 1995–2000: National accounts of Hungary, 2005–2006, Hungarian Central Statistical Office, Budapest, 2008, Table 1.7, pages 24–25

2000–2004: Hungarian Central Statistical Office, Information database, and Gross domestic product, 2008 Q3, Hungarian Central
Statistical Office, Budapest, 9 December 2008, Table 6, pages 16–17 

2005–2007: Gross domestic product 2007, (Preliminary figures) Budapest, September 2008, Table 5, pages 14–15, and Gross domestic
product, 2008 Q3, Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages 16–17 

2007–2008 Q1–Q3: Gross domestic product, 2008 Q3, Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages
16–17 
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Table A/3

DOMESTIC CONSUMPTION OF THE GROSS DOMESTIC PRODUCT AS A PERCENTAGE OF THE
GROSS DOMESTIC PRODUCT, 1995–2008 

(per cent)

Year Cons. exp. Consuption Total Gross fixed Changes in Total gross Domestic

of househ. expenditures consumpt. capital invent. and capital consumpt.

nonprofit of the expendit. formation other non-speci- formation

institutions government fic consump.

1995 53.9 23.6 77.4 20.0 2.6 22.6 100.0

1996 52.0 22.0 74.0 21.4 4.1 25.5 99.5

1997 50.5 21.9 72.4 22.2 4.3 26.6 99.0

1998 50.9 21.7 72.6 23.6 5.2 28.9 101.4

1999 52.5 21.5 74.0 23.9 4.8 28.7 102.7

2000 .. .. 73.1 23.6 7.4 31.0 104.0

2000 52.2 20.9 73.2 23.0 7.5 30.5 103.6

2001 53.2 21.2 74.4 23.0 3.9 26.9 101.2

2002 54.4 22.2 76.6 23.0 2.4 25.4 102.0

2003 55.6 23.2 78.8 22.0 3.1 25.1 103.9

2004 54.6 22.4 77.0 22.5 3.9 26.3 103.3

2005 55.1 22.5 77.7 23.5 0.7 24.2 101.8

2006 53.6 22.8 76.4 21.6 2.7 24.3 100.7

2007 53.7 21.1 74.8 21.0 2.7 23.7 98.5

07a 54.4 21.0 75.4 19.0 4.2 23.0 98.4

08a 55.1 21.4 76.5 17.8 3.7 21.5 98.1

a Q1-Q3 

Source: calculated from Tables 1 and 2
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Table A/4

HOUSEHOLD AND COLLECTIVE CONSUMPTION, 1995–2008 
(HUF million at current prices, %)

Year Household Collective Total- House- Collective Total House- Collective

consump- consump- consump- hold con- consump- consump- hold con- consump-

tion tion tion sumption tion tion sumption tion

HUF million, at current prices As a percentage of the GDP As a % of consumption

1995 3,730,258 617,700 4,347,958 66.4 11.0 77.4 85.8 14.2

1996 4,400,359 703,619 5,103,978 63.8 10.2 74.0 86.2 13.8

1997 5,283,032 900,797 6,183,829 61.9 10.5 72.4 85.4 14.6

1998 6,297,192 1,024,579 7,321,771 62.4 10.2 72.6 86.0 14.0

1999 7,274,153 1,156,726 8,430,879 63.8 10.2 74.0 86.3 13.7

2000 8,334,942 1,273,347 9,608,289 63.4 9.7 73.1 86.7 13.3

2000 8,535,198 1,365,534 9,900,732 63.1 10.1 73.2 86.2 13.8

2001 9,801,830 1,553,719 11,355,549 64.2 10.2 74.4 86.3 13.7

2002 11,348,175 1,780,338 13,128,513 66.2 10.4 76.6 86.4 13.6

2003 12,919,745 1,984,014 14,903,759 68.3 10.5 78.8 86.7 13.3

2004 13,863,078 2,068,062 15,931,140 67.0 10.0 77.0 87.0 13.0

2005 14,910,691 2,172,091 17,082,782 67.8 9.9 77.7 87.3 12.7

2006 15,744,403 2,429,501 18,173,903 66.2 10.2 76.4 86.6 13.4

2007 16,551,934 2,463,123 19,015,057 65.1 9.7 74.8 87.0 13.0

07a 12,173,355 1,760,933 13,934,288 65.8 9.5 75.4 87.4 12.6

08a 13,019,141 1,855,055 14,874,185 67.0 9.5 76.5 87.5 12.5

a Q1–Q3  

Source: 1995–2000: National accounts of Hungary, 2005–2006, Hungarian Central Statistical Office, Budapest, 2008, Table 1.7, pages 24–25

2000–2004: Hungarian Central Statistical Office, Information database, and Gross domestic product, 2008 Q3, Hungarian Central
Statistical Office, Budapest, 9 December 2008, Table 6, pages 16–17 

2005–2007: Gross domestic product, 2007, (Preliminary figures) Budapest, September 2008, Table 5, pages 14–15, and Gross domestic
product, 2008 Q3. Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages 16–17. Certain figures pertaining to
2007 adjusted according to the subsequent source.

2007–2008 Q1–Q3: Gross domestic product, 2008 Q2, Hungarian Central Statistical Office, Budapest, September 2008 Tables 5 and 6,
pages 16–17, and Gross domestic product, 2008 Q3, Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages
16–17 
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Table A/5

FINANCING HOUSEHOLD CONSUMPTION, 1995–2008 
(HUF million at current prices)

Year Cash Other current Consumption Consumption Cons. exp. In-kind social Household

social income financed from expendit. of transfers consump-

benefits transfers primary of nonprofit from the tion

incomea household institutions government

1995 910,459 485,354 1,571,259 2,967,072 58,228 704,958 3,730,258

1996 992,604 439,101 2,077,894 3,509,599 76,455 814,305 4,400,359

1997 1,158,386 544,595 2,516,166 4,219,147 91,269 972,616 5,283,032

1998 1,405,781 545,595 3,057,209 5,008,585 126,284 1,162,323 6,297,192

1999 1,583,399 570,139 3,675,104 5,828,642 147,402 1,298,109 7,274,153

2000 1,748,658, 623,153 4,355,345 6,727,156 .. .. 8,334,942

2000 1,755,180 605,554 4,514,040 6,874,774 192,331 1,468,093 8,535,198

2001 1,982,249 829,986 5,089,386 7,901,621 216,720 1,683,489 9,801,830

2002 2,356,536 843,335 5,878,929 9,078,800 248,744 2,020,631 11,348,175

2003 2,693,533 847,092 6,691,618 10,232,243 283,033 2,404,470 12,919,745

2004 2,979,116 156,683 7,829,963 10,965,762 328,745 2,568,571 13,863,078

2005 3,328,491 217,014 8,218,463 11,763,968 360,783 2,785,940 14,910,691

2006 3,691,957 231,335 8,461,109 12,384,401 363,706 2,996,296 15,744,403

2007 .. .. .. 13,263,709 381,665 2,906,560 16,551,934

07b .. .. .. 9,778,145 278,059 2,117,152 12,173,355

08b .. .. .. 10,423,530 291,962 2,303,449 13,019,141

a Calculated value of consumption financed from primary resources = purchased household consumption minus cash social transfers, minus
other current income transfers, net

b Q1–Q3

Source: 1995–2006, Columns 1–2: National accounts of Hungary, 2005–2006, 2004–2005, 2003–2004, 2002–2003, 2001–2002, 2000–2001,
1998–2000, 1998–1999, 1995–1997, Hungarian Central Statistical Office, Budapest, 2008, 2007, 2006, 2005, 2004, 2003, 2002, 2001,
1999, 5.2. – Table 5.4, pages 110–113., 108–109, 104v105, 102–103, 102–103, 94–95, 116–117 and 120–121

1995–2007, columns 4 and 7: Hungarian Central Statistical Office, Information Database, and Gross domestic product, 2008 Q3,
Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages 16–17 

2007–2008 Q1–Q3: Gross domestic product, 2008 Q3, Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6, pages
16–17 
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Table A/6

FINANCING OF HOUSEHOLD CONSUMPTION AS A PERCENTAGE OF HOUSEHOLD 
CONSUMPTION, 1995–2008 

(per cent)

Year Cash Other current Consumpt. finan- Consumption Cons. exp. In-kind social

social income ced from primary expenditures of non-profit transfers from

transters transfers resourcesa of households institutions the government

1995 24.4 13.0 42.1 79.5 1.6 18.9

1996 22.6 10.0 47.2 79.8 1.7 18.5

1997 21.9 10.3 47.6 79.8 1.7 18.4

1998 22.3 8.7 48.5 79.5 2.0 18.5

1999 21.8 7.8 50.5 80.1 2.0 17.9

2000 21.0 7.4 52.3 80.7 .. ..

2000 20.5 7.1 52.9 80.5 2.2 17.2

2001 20.2 8.5 51.9 80.6 2.2 17.2

2002 20.8 7.4 51.8 80.0 2.2 17.8

2003 20.8 6.5 51.8 79.2 2.2 18.6

2004 21.5 1.1 56.5 79.1 2.4 18.5

2005 22.3 1.5 55.1 79.9 2.4 18.7

2006 23.4 1.5 53.7 78.6 2.3 19.0

2007 .. .. .. 80.1 2.3 17.6

07b .. .. .. 80.3 2.3 17.4

08b .. .. .. 80.1 2.2 17.7

a Calculated value of consumption financed from primary resources = purchased household consumption minus cash social transfers, minus
other current income transfers, net

b Q1–Q3 

Source: calculated from Table A/5
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Table A/7

THE GROSS DOMESTIC PRODUCT AND THE GROSS NATIONAL INCOME, 1995–2005 
(HUF million at current prices)

Year Gross Balance Property Property Balance of Balance Gross

domestic of labour income from income paid property of EU national

product income abroad to abroad incomes transfers income

1995 5,614,042 1,401 105,086 318,849 –213,763 – 5,401,680

1996 6,893,934 11,355 178,148 486,204 –308,056 – 6,597,233

1997 8,540,669 22,677 247,747 765,216 –517,469 – 8,045,877

1998 10,087,434 28,084 226,808 874,747 –647,939 – 9,467,579

1999 11,393,499 24,203 168,736 861,352 –692,616 – 10,725,086

2000 13,150,766 42,366 263,183 1,016,908 –753,725 – 12,439,407

2000 13,531,831 137,313 280,013 1,012,445 –732,432 – 12,936,712

2001 15,272,671 150,788 271,754 1,138,686 –866,932 – 14,556,477

2002 17,148,410 115,445 252,578 1,234,675 –982,097 – 16,281,758

2003 18,914,890 155,279 253,040 1,254,019 –1,000,979 – 18,069,208

2004 20,695,365 187,204 331,189 1,617,229 –1,286,040 42,234 19,638,763

2005 21,997,374 207,673 351,845 1,808,010 –1,456,165 77,004 20,825,886

2006 23,785,244 240,497 1,270,385 3,012,401 –1,742,016 118,298 22,402,023

2007 25,419,164 252,030 1,639,318 3,747,381 –2,108,063 111,072 23,674,203

Source: 1995–2000: National accounts of Hungary 2005–2006, Hungarian Central Statistical Office, Budapest, 2008, Table 1.3, page 17

1995–2007: Gross domestic product 2007 (Preliminary figures) Hungarian Central Statistical Office, Budapest, September 2008, Table 7,
page 20

Q1–Q3 of 2007–2008: Gross domestic product, 2008 Q3, Hungarian Central Statistical Office, Budapest, 9 December 2008, Table 6,
pages 16–17 
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Table A/8

DOMESTIC CONSUMPTION SURPLUS OVER THE GROSS NATIONAL INCOME AND FINANCING
OF THE SURPLUS, 1995–2005 

(HUF million at current prices)

Year Gross Domestic Domestic Balance of Balance of Other

national consump- consumption reinvested EU sources of

income tion surplusa capital gains transfersb financingc

1995 5,401,680 5,616,747 215,067 –27,050 – 242,117

1996 6,597,233 6,862,063 264,830 78,210 – 186,620 

1997 8,045,877 8,453,306 407,429 245,160 – 162,269 

1998 9,467,579 10,232,425 764,846 252,470 – 512,376

1999 10,725,086 11,703,435 978,349 273,420 – 704,929 

2000 12,439,407 13,679,267 1,239,860 280,760 – 959,100 

2000 12,936,712 14,022,101 1,085,389 280,787 – 804,602

2001 14,556,477 15,460,726 904,249 385,621 – 518,628

2002 16,281,758 17,484,937 1,203,179 456,145 – 747,034

2003 18,069,208 19,652,968 1,583,760 443,975 – 1,139,785

2004 19,638,763 21,382,806 1,744,043 456,441 42,234 1,245,368

2005 20,825,886 22,403,310 1,577,424 448,307 77,004 1,052,113

2006 22,402,023 23,950,413 1,548,390 393,940 118,298 1,036,152

2007 23,674,203 25,035,402 1,361,199 509,156 111,072 740,971

a Domestic consumption surplus over the gross national income
b Balance of taxes paid to the EU and subsidies received from the EU
c Other sources of financing domestic consumption exceeding the national income = domestic consumption surplus minus reinvested capital

gains, minus the balance of taxes paid to the EU and subsidies received from the EU

Source: 1995–2000: National accounts of Hungary, 2005–2006, Hungarian Central Statistical Office, Budapest, 2008, Table 1.3, page 17

1995–2007: Gross domestic product 2007, (Preliminary data) Hungarian Central Statistical Office, Budapest, September 2008, Table 7,
page 20
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Table A/9

INDICES PERTAINING TO THE DOMESTIC CONSUMPTION SURPLUS OVER THE GROSS 
NATIONAL INCOME AND TO THE FINANCING OF THIS SURPLUS, 1995–2005

(per cent)

Year Domestic Balance of Balance of Other Domestic Balance of Balance of Pther

consump. reinv capital EU sources of consump. reinv capital EU source of

surplusa gains transfersb financingc surplusa gains transfersb financingc

As a percentage of the gross national income as a percentage of the domestic consumption surplus

1995 4.0 –0.5 – 4.5 100.0 –12.6 – 112.6

1996 4.0 1.2 – 2.8 100.0 29.5 – 70.5

1997 5.1 3.0 – 2.0 100.0 60.2 – 39.8

1998 8.1 2.7 – 5.4 100.0 33.0 – 67.0

1999 9.1 2.5 – 6.6 100.0 27.9 – 72.1

2000 10.0 2.3 – 7.7 100.0 22.6 – 77.4

2000 9.5 2.2 – 7.3 100.0 25.9 – 74.1

2001 6.9 2.7 – 4.2 100.0 42.6 – 57.4

2002 7.9 2.8 – 5.1 100.0 37.9 – 62.0

2003 9.4 2.5 – 6.9 100.0 28.0 – 72.0

2004 9.3 2.4 0.2 6.7 100.0 26.2 2.4 71.4

2005 7.4 2.0 0.4 5.0 100.0 28.4 4.9 66.7

2006 7.1 1.8 0.5 4.8 100.0 25.4 7.6 67.0

2007 5.7 2.2 0.5 3.1 100.0 37.4 8.2 54.4

a Domestic consumption surplus over the gross national income
b Balance of taxes paid to the EU and subsidies received from the EU
c Other sources of financing domestic consumption exceeding the national income = domestic consumption surplus minus reinvested capital

gains, minus the balance of taxes paid to the EU and subsidies received from the EU

Source: Calculated from Table A/8
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Table A/10

THE VOLUME INDICES OF THE GROSS DOMESTIC PRODUCT, EXPORT AND IMPORT, 
AND DOMESTIC CONSUMPTION, 1995–2008

(incides)

Year Gross Export Import Total Gross Domestic

domestic final capital consumption

product consumption formation

2006/05a 104.1 118.6 114.8 102.4 99.9 101.8

2007/06a 101.1 115.9 113.1 98.2 101.6 99.0

2007/05b 105.2 137.5 129.8 100.6 101.5 100.8

2008/07c 100.2 93.1 94.9 103.4 94.4 101.7

2008/05d 105.4 128.0 123.2 104.0 95.8 102.5

a Figure contained in the original source
b Product of the figures contained in rows 1 and 2
c Quotient of the mean of value of the Q1–Q3 2008 and Q1–Q3 2007 figures
d Product of the figures contained in rows 3 and 4

Source: Gross domestic product, 2008 Q3, Hungarian Central Statistical Office, Quick Guide, Budapest, 9 December 2008, Table 8, pages 20–21 

Table A/11

THE VOLUME INDICES OF THE MAJOR CONSTITUENTS OF DOMESTIC CONSUMPTION,
1995–2008 

(incides)

Year Consumption In–kind In–kind Total Collective Gross

expenditures social social transfers household consumption fixed capital

of households transfers from from nonprofit consumption formation

government institutions

2006/05a 101.9 103.1 94.0 101.9 105.8 93.8

2007/06a 100.7 88.2 97.3 98.2 97.8 101.5

2007/05b 102.6 90.9 91.5 100.1 103.5 95.2

2008/07c 99.9 118.5 99.6 103.1 105.0 96.8

2008/05d 102.5 107.7 91.1 103.2 108.7 92.2

a Figure contained in the original source
b Product of the figures presented in rows 1 and 2
c Quotient of the mean of value of the Q1–Q3 2008 and Q1–Q3 2007 figures
d Product of the values contained in rows 3 and 4

Source: Gross domestic product, Q3 of 2008, Hungarian Central Statistical Office, Quick Guide, Budapest, 9 December 2008, Table 8, pages
20–21
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Table K/1/a

INCOME DISTRIBUTION BY THE GOVERNMENT 1996–2001 
(HUF million at current prices)

1996 1997 1998 1999 2000 2001
GDP 6,893,934 8,540,669 10,087,434 11,393,499 13,531,831 15,272,621

GNI 6,597,233 8,045,877 9,467,579 10,725,086 12,936,712 14,556,477

MEa 0 0 0 0 1,652 –7,389

TIAb 1,177,449 1,328,385 1,591,562 1,855,417 2,176,542 2,343,309

Tmc 138,306 158,444 160,916 220,217 219,113 261,507

TIATmEd 1,039,143 1,169,941 1,430,646 1,635,200 1,957,429 2,081,802

KmOBKe 146,610 226,818 142,555 125,992 165,340 166,023

KmFf 679,910 837,955 785790 840,898 725,201 708,348

TJEg –533,300 –611,137 –643,235 –714,906 –559,861 –542,325

EJEh 505,843 558,804 787,411 920,294 1,399,220 1,532,088

FJVAi 646,964 776,833 915,591 1,084,794 1,287,888 1,530,861

TBHKj 973,688 1,224,573 1,426,532 1,519,360 1,749,057 1,971,090

PbTJk 956,642 1,097,887 1,354,563 1,521,132 1,681,173 1,916,420

THPbTJEl 17,046 126,686 71,969 –1,772 67,884 154,670

EFTrKm 107,426 83,464 80,504 75,350 86,720 95,227

EFTrFn 93,270 83,494 147,806 178,889 212,072 248,675

EFTrEo 14,156 –30 –67,302 –103,539 –125,352 –153,448

RÁJp 1,184,009 1,462,293 1,707,669 1,899,777 2,629,640 2,964,171 

a Operating surplus
b Taxes on production and imports
c Subsidies
d Balance of taxes on production and imports, and of subsidies
e Interest, revenue, dividends from corporations and rents
f Interest, paid
g Balance of property incomes
h Balance of primary incomes
i Current taxes on income, wealth, etc
j Social contributions, received
k Social benefits, other than social transfers in kind
l Balance of social contributions, received, and social benefits, other than social transfers in kind
m Other currents transfer (received)
n Other currents transfer (paid)
o Balance of other currents transfers
p Disposable income

Source: Row 1: Table A/1

Row 2: Table A/7

The other rows:

1996–2003: Report on the deficit and debt of the government sector, Detailed figures of the government sector (1997–2006), Hungarian
Central Statistical Office, Press releases, 20 October 2007, website, downloaded on 4 December 2008

2004–2007: Gross domestic product, 2007, (Preliminary figures) Hungarian Central Statistical Office, Budapest, September 2008, Table
6, pages 16–19
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Table K/1/b

INCOME DISTRIBUTION BY THE GOVERNMENT, 2002–2007 
(HUF million, at current prices)

2002 2003 2004 2005 2006 2007
GDP 17,148,410 18,914,890 20,695,365 21,997,374 23,785,244 25,419,164

GNI 16,281,758 18,069,208 19,638,763 20,825,886 22,402,023 23,674,203

MEa –13,861 –582 –13,497 –2,964 833 –1,363

TIAb 2,568,343 2,956,747 3,330,555 3,414,632 3,560,629 3,975,617

Tmc 298,781 277,896 329,894 297,976 340,035 358,679

TIATmEd 2,269,562 2,678,851 3,000,661 3,116,656 3,220,594 3,616,938

KmOBKe 129,349 131,667 237,842 178,741 248,674 230,663

KmFf 689,776 760,264 902,967 910,595 940,886 1,028,312

TJEg –560,427 –628,597 –665,125 –731,854 –692,212 –797,649

EJEh 1,695,274 2,049,672 2,322,039 2,381,838 2,529,215 2,817,926

FJVAi 1,730,069 1,789,058 1,860,401 1,984,221 2,217,854 2,584,754

TBHKj 2,213,403 2,383,200 2,559,260 2,781,064 2,996,916 3,465,398

PbTJk 2,281,406 2,617,104 2,884,307 3,203,503 3,554,442 3,872,379

THPbTJEl –68,003 –233,904 –325,047 –422,439 –557,526 –406,981

EFTrKm 97,704 101,951 162,961 177,533 179,629 158,572

EFTrFn 331,005 341,411 462,196 539,336 640,691 668,584

EFTrEo –233,301 –239,460 –299,235 –361,803 –461,062 –510,012

RÁJp 3,124,039 3,365,366 3,558,158 3,581,817 3,728,481 4,485,687

a Operating surplus
b Taxes on production and imports
c Subsidies
d Balance of taxes on production and imports, and of subsidies
e Interest, revenue, dividends from corporations and rents
f Interest, paid
g Balance of property incomes
h Balance of primary incomes
i Current taxes on income, wealth, etc
j Social contributions, received
k Social benefits, other than social transfers in kind
l Balance of social contributions, received, and social benefits, other than social transfers in kind
m Other currents transfer (received)
n Other currents transfer (paid)
o Balance of other currents transfers
p Disposable income

Source: See Table, K/1/a
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Table K/2/a

THE USE OF INCOME AND CAPITAL ACCOUNTS OF THE GOVERNMENT, 1996–2001 
(HUF million, at current prices)

1996 1997 1998 1999 2000 2001
GDP 6,893,934 8,540,669 10,087,434 11,393,499 13,531,831 15,272,621

GNI 6,597,233 8,045,877 9,467,579 10,725,086 12,936,712 14,556,477

RÁJa 1,184,009 1,462,293 1,707,669 1,899,777 2,629,640 2,964,171

TbJ/EFKb 812,758 993,185 1,171,436 1,320,329 1,468,093 1,683,489,

KFKc 715,667 924,320 1,030,622 1,156,632 1,365,534 1,553,719

VFKd 1,528,425 1,917,505 2,202,058 2,476,961 2,833,627 3,237,208

S/VFTKe –344,416 –455,212 –494,389 –577,184 –203,987 –273,037

TTrKf 32,525 31,476 41,357 47,297 56,608 72,332,

TTrFg 212,533 265,645 485,286 342,194 377,631 448,061

TTrEh –180,008 –234,169 –443,929 –294,897 –321,023 –375,729,

NVVi –524,424 –689,381 –938,318 –872,081 –525,010 –648,766

BÁEFj 118,562 226,445 342,149 335,469 433,223 565,929,

KVk –862 –1,316 –592 512 333 1,550,

NTNPEFl 0 –2,478 –10,867 –90,191 –18,679 –16,889

BTFm 117,700 222,651 330,690 245,790 414,877 550,590,

Dn 317,372 378,564 443,025 490,254 540,207 576,146

NTFo –199,672 –155,913 –112,335 –244,464 –125,330 –25,556,

TRp 3,304,199 3,927,804 4,504,580 5,061,142 5,895,058 6,592,401

TEr 3,628,951 4,461,272 5,330,563 5,688,759 6,294,738 7,218,611

NHNy/HFs –324,752 –533,468 –825,983 –627,617 –392,332 –618,230

a Disposable income
b Social transfers in kind = Individual consumption expenditure
c Collective consumption expenditure
d Final consumption expenditure
e Saving (+) or excess consumption expenditure (–)
f Capital transfer (received)
g Capital transfer (paid)
h Balance of capital transfers.
i Changes in net worth due to saving and capital transfers
j Gross fixed capital formation
k Changes in inventories.
l Acquisition less disposals of non-produced non financial assets
m Gross capital formation
n Consumption of fixed capital
o Net capital formation
p Total revenue
r Total expenditure
s Net lending (+) or net borrowing (–)

Source: See Table 2/1/a
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Table K/2/b

THE USE OF INCOME AND CAPITAL ACCOUNTS OF THE GOVERNMENT, 2001–2007 
(HUF million, at current prices)

2002 2003 2004 2005 2006 2007
GDP 17,148,410 18,914,890 20,695,365 21,997,374 23,785,244 25,419,164

GNI 16,281,758 18,069,208 19,638,763 20,825,886 22,402,023 23,674,203

RÁJa 3,124,039 3,365,366 3,558,158 3,581,817 3,728,481 4,485,687

TbJ/EFKb 2,020,631 2,404,470 2,568,571 2,785,940 2,996,296 2,907,559

KFKc 1,780,338 1,984,014 2,068,062 2,172,091 2,429,500 2,462,124

VFKd 3,800,969 4,388,484 4,636,633 4,958,031 5,425,796 5,369,683

S/VFTKe –676,930 –1,023,118 –1,078,475 –1,376,214 –1,697,315 –883,996

TTrKf 83,745 82,042 94,610 155,456 226,590 251,487

TTrFg 706,044 425,958 327,584 325,582 461,909 491,979

TTrEh –622,299 –343,916 –232,974 –170,126 –235,319 –240,492,

NVVi –1,299,229 –1,367,034 –1,311,449 –1,546,340 –1,932,634 –1,124,488

BÁEFj 844,514 657,882 733,655 873,037 1,049,938 903,412

KVk 2,697 283 –284 4,260 –592 503

NTNPEFl –16,047 –35,349 –70,401 –24,690 –26,866 6,943

BTFm 831,164 622,816 662,970 852,607 1,022,480 910,858

Dn 593,451 631,298 657,761 679,105 735,819 779,626,

NTFo 237,713 –8,482 5,209 173,502 286,661 131,232

TRp 7,276,834 7,941,569 8,808,722 9,297,600 10,132,875 11,410,507

TEr 8,813,796 9,300,121 10,125,380 11,015,942 12,352,171 12,642,246

NHNy/HFs –1,536,942 –1,358,552 –1,320,358 –1,717,676 –2,207,193 –1,260,757,

a Disposable income
b Social transfers in kind = Individual consumption expenditure
c Collective consumption expenditure
d Final consumption expenditure
e Saving (+) or excess consumption expenditure (–)
f Capital transfer (received)
g Capital transfer (paid)
h Balance of capital transfers.
i Changes in net worth due to saving and capital transfers
j Gross fixed capital formation
k Changes in inventories.
l Acquisition less disposals of non-produced non financial assets
m Gross capital formation
n Consumption of fixed capital
o Net capital formation
p Total revenue
r Total expenditure
s Net lending (+) or net borrowing (–)

Source: See Table K/1/a
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Table K/3/a

INCOME DISTRIBUTION BY THE GOVERNMENT AS A PERCENTAGE OF THE GDP, 1996–2001
(per cent)

1996 1997 1998 1999 2000 2001
GNI 94.9 95.5 94.9 94.7 94.2 93.1

MEa –0.1 0.0 –0.1 0.0 0.0 0.0

TIAb 15.0 15.6 16.1 15.5 15.0 15.6

Tmc 1.7 1.5 1.6 1.4 1.4 1.4

TIATmEd 13.2 14.2 14.5 14.2 13.5 14.2

KmOBKe 0.8 0.7 1.1 0.8 1.0 0.9

KmFf 4.0 4.0 4.4 4.1 4.0 4.0

TJEg –3.3 –3.3 –3.2 –3.3 –2.9 –3.1

EJEh 9.9 10.8 11.2 10.8 10.6 11.1

FJVAi 10.1 9.5 9.0 9.0 9.3 10.2

TBHKj 12.9 12.6 12.4 12.6 12.6 13.6

PbTJk 13.3 13.8 13.9 14.6 14.9 15.2

THPbTJEl –0.4 –1.2 –1.6 –1.9 –2.3 –1.6

EFTrKm 0.6 0.5 0.8 0.8 0.8 0.6

EFTrFn 1.9 1.8 2.2 2.5 2.7 2.6

EFTrEo –1.4 –1.3 –1.4 –1.6 –1.9 –2.0

RÁJp 18.2 17.8 17.2 16.3 15.7 17.6

a Operating surplus
b Taxes on production and imports
c Subsidies
d Balance of taxes on production and imports, and of subsidies
e Interest, revenue, dividends from corporations and rents
f Interest, paid
g Balance of property incomes
h Balance of primary incomes
i Current taxes on income, wealth, etc
j Social contributions, received
k Social benefits, other than social transfers in kind
l Balance of social contributions, received, and social benefits, other than social transfers in kind
m Other currents transfer (received)
n Other currents transfer (paid)
o Balance of other currents transfers
p Disposable income

Source: Calculated from Table A K/1/a
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Table K/3/b

INCOME DISTRIBUTION BY THE GOVERNMENT AS A PERCENTAGE OF THE GDP, 2002–2007
(per cent)

2002 2003 2004 2005 2006 2007
GNI 94.9 95.5 94.9 94.7 94.2 93.1

MEa –0.1 0.0 –0.1 0.0 0.0 0.0

TIAb 15.0 15.6 16.1 15.5 15.0 15.6

Tmc 1.7 1.5 1.6 1.4 1.4 1.4

TIATmEd 13.2 14.2 14.5 14.2 13.5 14.2

KmOBKe 0.8 0.7 1.1 0.8 1.0 0.9

KmFf 4.0 4.0 4.4 4.1 4.0 4.0

TJEg –3.3 –3.3 –3.2 –3.3 –2.9 –3.1

EJEh 9.9 10.8 11.2 10.8 10.6 11.1

FJVAi 10.1 9.5 9.0 9.0 9.3 10.2

TBHKj 12.9 12.6 12.4 12.6 12.6 13.6

PbTJk 13.3 13.8 13.9 14.6 14.9 15.2

THPbTJEl –0.4 –1.2 –1.6 –1.9 –2.3 –1.6

EFTrKm 0.6 0.5 0.8 0.8 0.8 0.6

EFTrFn 1.9 1.8 2.2 2.5 2.7 2.6

EFTrEo –1.4 –1.3 –1.4 –1.6 –1.9 –2.0

RÁJp 18.2 17.8 17.2 16.3 15.7 17.6

a Operating surplus
b Taxes on production and imports
c Subsidies
d Balance of taxes on production and imports, and of subsidies
e Interest, revenue, dividends from corporations and rents
f Interest, paid
g Balance of property incomes
h Balance of primary incomes
i Current taxes on income, wealth, etc
j Social contributions, received
k Social benefits, other than social transfers in kind
l Balance of social contributions, received, and social benefits, other than social transfers in kind
m Other currents transfer (received)
n Other currents transfer (paid)
o Balance of other currents transfers
p Disposable income

Source: Calculated from Table K/1/b
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Table K/4/a

THE USE OF INCOME AND THE CAPITAL ACCOUNTS OF THE GOVERNMENT 
AS A PERCENTAGE OF THE GDP, 1996–2001

(per cent)

1996 1997 1998 1999 2000 2001
GNI 95.7 94.2 93.9 94.1 95.6 95.3

RÁJa 17.2 17.1 16.9 16.7 19.4 19.4

TbJ/EFKb 11.8 11.6 11.6 11.6 10.8 11.0

KFKc 10.4 10.8 10.2 10.2 10.1 10.2

VFKd 22.2 22.5 21.8 21.7 20.9 21.2

S/VFTKe –5.0 –5.3 –4.9 –5.1 –1.5 –1.8

TTrKf 0.5 0.4 0.4 0.4 0.4 0.5

TTrFg 3.1 3.1 4.8 3.0 2.8 2.9

TTrEh –2.6 –2.7 –4.4 –2.6 –2.4 –2.5

NVVi –7.6 –8.1 –9.3 –7.7 –3.9 –4.2

BÁEFj 1.7 2.7 3.4 2.9 3.2 3.7

KVk 0.0 0.0 0.0 0.0 0.0 0.0

NTNPEFl 0.0 0.0 –0.1 –0.8 –0.1 –0.1

BTFm 1.7 2.6 3.3 2.2 3.1 3.6

Dn 4.6 4.4 4.4 4.3 4.0 3.8

NTFo –2.9 –1.8 –1.1 –2.1 –0.9 –0.2

TRp 47.9 46.0 44.7 44.4 43.6 43.2

TEr 52.6 52.2 52.8 49.9 46.5 47.3

NHNy/HFs –4.7 –6.2 –8.2 –5.5 –2.9 –4.0

a Disposable income
b Social transfers in kind = Individual consumption expenditure
c Collective consumption expenditure
d Final consumption expenditure
e Saving (+) or excess consumption expenditure (–)
f Capital transfer (received)
g Capital transfer (paid)
h Balance of capital transfers.
i Changes in net worth due to saving and capital transfers
j Gross fixed capital formation
k Changes in inventories.
l Acquisition less disposals of non-produced non financial assets
m Gross capital formation
n Consumption of fixed capital
o Net capital formation
p Total revenue
r Total expenditure
s Net lending (+) or net borrowing (–)

Source: Calculated from Table K/2/a
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Table K/4/b

THE USE OF INCOME AND THE CAPITAL ACCOUNTS OF THE GOVERNMENT 
AS A PERCENTAGE OF THE GDP, 2001–2007

(per cent)

2002 2003 2004 2005 2006 2007
GNI 94.9 95.5 94.9 94.7 94.2 93.1

RÁJa 18.2 17.8 17.2 16.3 15.7 17.6

TbJ/EFKb 11.8 12.7 12.4 12.7 12.6 11.4

KFKc 10.4 10.5 10.0 9.9 10.2 9.7

VFKd 22.2 23.2 22.4 22.5 22.8 21.1

S/VFTKe –3.9 –5.4 –5.2 –6.3 –7.1 –3.5

TTrKf 0.5 0.4 0.5 0.7 1.0 1.0

TTrFg 4.1 2.3 1.6 1.5 1.9 1.9

TTrEh –3.6 –1.8 –1.1 –0.8 –1.0 –0.9

NVVi –7.6 –7.2 –6.3 –7.0 –8.1 –4.4

BÁEFj 4.9 3.5 3.5 4.0 4.4 3.6

KVk 0.0 0.0 0.0 0.0 0.0 0.0

NTNPEFl –0.1 –0.2 –0.3 –0.1 –0.1 0.0

BTFm 4.8 3.3 3.2 3.9 4.3 3.6

Dn 3.5 3.3 3.2 3.1 3.1 3.1

NTFo 1.4 0.0 0.0 0.8 1.2 0.5

TRp 42.4 42.0 42.6 42.3 42.6 44.9

TEr 51.4 49.2 48.9 50.1 51.9 49.7

NHNy/HFs –9.0 –7.2 –6.4 –7.8 –9.3 –5.0

a Disposable income
b Social transfers in kind = Individual consumption expenditure
c Collective consumption expenditure
d Final consumption expenditure
e Saving (+) or excess consumption expenditure (–)
f Capital transfer (received)
g Capital transfer (paid)
h Balance of capital transfers.
i Changes in net worth due to saving and capital transfers
j Gross fixed capital formation
k Changes in inventories.
l Acquisition less disposals of non-produced non financial assets
m Gross capital formation
n Consumption of fixed capital
o Net capital formation
p Total revenue
r Total expenditure
s Net lending (+) or net borrowing (–)

Source: Calculated from Table K/2/b
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Table K/5/a

MAJOR FIGURES OF THE USE OF INCOME AND THE CAPITAL ACCOUNTS OF THE GOVERN-
MENT, 1996–2001

(HUF million, at current prices )

1996 1997 1998 1999 2000 2001
GDP 6,893,934 8,540,669 10,087,434 11,393,499 13,531,831 15,272,621

GNI 6,597,233 8,045,877 9,467,579 10,725,086 12,936,712 14,556,477

RÁJa 1,184,009 1,462,293 1,707,669 1,899,777 2,629,640 2,964,171

PbTJb 956,642 1,097,887 1,354,563 1,521,132 1,681,173 1,916,420,

TbJ/EFKc 812,758 993,185 1,171,436 1,320,329 1,468,093 1,683,489,

PbTbTJd 1,779,400 2,091,072 2,525,999 2,841,461 3,149,266 3,599,909

KFKe 715,667 924,320 1,030,622 1,156,632 1,365,534 1,553,719

VFKf 1,528,425 1,917,505 2,202,058 2,476,961 2,833,627 3,237,208

TJ&KFKg 2,594,067 3,015,392 3,556,621 3,998,093 4,514,800 5,153,628

S/VFTKh –344,416 –455,212 –494,389 –577,184 –203,987 –273,037

TTfEi 180,008 234,169 443,929 294,897 321,023 375,729,

BTFj 117,700 222,651 330,690 245,790 414,877 550,590,

NTFk –199,672 –155,913 –112,335 –244,464 –125,330 –25,556,

TRl 3,304,199 3,927,804 4,504,580 5,061,142 5,895,058 6,592,401

TEm 3,628,951 4,461,272 5,330,563 5,688,759 6,294,738 7,218,611

NHNy/HFn –324,752 –533,468 –825,983 –627,617 –392,332 –618,230

a Disposable income
b Social benefits, other than social transfers in kind
c Social transfer in kind = Individual consumption expenditure
d Sum of social benefits and social transfers in kind
e Collective consumption expenditure
f Final consumption expenditure
g Sum of social benefits and social transfers in kind, as well as collective consumption expenditures
h Net lending (+) or net borrowing (–)
i Balance of capital transfers
j Gross capital formation
k Net capital formation
l Total revenue
m Total expenditure
n Net lending (+) or net borrowing (–)

Source: Tables K/1/a and K/2/a
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Table K/5/b

MAJOR FIGURES OF THE USE OF INCOME AND THE CAPITAL ACCOUNTS 
OF THE GOVERNMENT, 2002–2007

(HUF million, at current prices)

2002 2003 2004 2005 2006 2007
GDP 17,148,410 18,914,890 20,695,365 21,997,374 23,785,244 25,419,164

GNI 16,281,758 18,069,208 19,638,763 20,825,886 22,402,023 23,674,203

RÁJa 3,124,039 3,365,366 3,558,158 3,581,817 3,728,481 4,485,687

PbTJb 2,281,406 2,617,104 2,884,307 3,203,503 3,554,442 3,872,379,

TbJ/EFKc 2,020,631 2,404,470 2,568,571 2,785,940 2,996,296 2,907,559

PbTbTJd 4,302,037 5,021,574 5,452,878 5,989,443 6,550,738 6,779,938

KFKe 1,780,338 ,1,984,014 2,068,062 2,172,091 2,429,500 2,462,124

VFKf 3,800,969 4,388,484 4,636,633 4,958,031 5,425,796 5,369,683

TJ&KFKg 6,082,375 7,005,588 7,520,940 8,161,534 8,980,238 9,242,062

S/VFTKh –676,930 –1,023,118 –1,078,475 –1,376,214 –1,697,315 –883,996

TTfEi –622,299 –343,916 –232,974 –170,126 –235,319 –240,492,

BTFj 117,700 222,651 330,690 245,790 414,877 550,590,

NTFk 237,713 –8,482 5,209 173,502 286,661 131,232

TRl 7,276,854 7,941,569 8,808,722 9,297,600 10,132,876 11,410,507

TEm 8,813,796 9,300,121 10,125,380 11,015,942 12,352,171 12,642,246

NHNy/HFn –1,534,793 –1,358,552 –1,320,358 –1,717,676 –2,207,193 –1,260,757 

a Disposable income
b Social benefits, other than social transfers in kind
c Social transfer in kind = Individual consumption expenditure
d Sum of social benefits and social transfers in kind
e Collective consumption expenditure
f Final consumption expenditure
g Sum of social benefits and social transfers in kind, as well as collective consumption expenditures
h Net lending (+) or net borrowing (–)
i Balance of capital transfers
j Gross capital formation
k Net capital formation
l Total revenue
m Total expenditure
n Net lending (+) or net borrowing (–)

Source: Tables K/1/b and K/2/b
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Table K/6/a

MAJOR FIGURES OF THE USE OF INCOME AND THE CAPITAL ACCOUNTS OF THE GOVERN-
MENT AS A PERCENTAGE OF THE GDP, 1996–2001

(per cent) 

1996 1997 1998 1999 2000 2001
GNI 95.7 94.2 93.9 94.1 95.6 95.3

RÁJa 17.2 17.1 16.9 16.7 19.4 19.4

PbTJb 13.9 12.9 13.4 13.4 12.4 12.5

TbJ/EFKc 11.8 11.6 11.6 11.6 10.8 11.0

PbTbTJd 25.8 24.5 25.0 24.9 23.3 23.6

KFKe 10.4 10.8 10.2 10.2 10.1 10.2

VFKf 22.2 22.5 21.8 21.7 20.9 21.2

TJ&KFKg 37.6 35.3 35.3 35.1 33.4 33.7

S/VFTKh –5.0 –5.3 –4.9 –5.1 –1.5 –1.8

TTfEi 2.6 2.7 4.4 2.6 2.4 2.5

BTFj 1.7 2.6 3.3 2.2 3.1 3.6

NTFk –2.9 –1.8 –1.1 –2.1 –0.9 –0.2

TRl 47.9 46.0 44.7 44.4 43.6 43.2

TEm 52.6 52.2 52.8 49.9 46.5 47.3

NHNy/HFn –4.7 –6.2 –8.2 –5.5 –2.9 –4.0

a Disposable income
b Social benefits, other than social transfers in kind
c Social transfer in kind = Individual consumption expenditure
d Sum of social benefits and social transfers in kind
e Collective consumption expenditure
f Final consumption expenditure
g Sum of social benefits and social transfers in kind, as well as collective consumption expenditures
h Net lending (+) or net borrowing (–)
i Balance of capital transfers
j Gross capital formation
k Net capital formation
l Total revenue
m Total expenditure
n Net lending (+) or net borrowing (–)

Source: Calculated from Table K/5/a 
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Table K/6/b

MAJOR FIGURES OF THE USE OF INCOME AND THE CAPITAL ACCOUNTS OF THE GOVERN-
MENT AS A PERCENTAGE OF THE GDP, 2002–2007

(per cent) 

2002 2003 2004 2005 2006 2007
GNI 94.9 95.5 94.9 94.7 94.2 93.1

RÁJa 18.2 17.8 17.2 16.3 15.7 17.6

PbTJb 13.3 13.8 13.9 14.6 14.9 15.2

TbJ/EFKc 11.8 12.7 12.4 12.7 12.6 11.4

PbTbTJd 25.1 26.5 26.3 27.2 27.5 26.7

KFKe 10.4 10.5 10.0 9.9 10.2 9.7

VFKf 22.2 23.2 22.4 22.5 22.8 21.1

TJ&KFKg 35.5 37.0 36.3 37.1 37.8 36.4

S/VFTKh –3.9 –5.4 –5.2 –6.3 –7.1 –3.5

TTfEi –3.6 –1.8 –1.1 –0.8 –1.0 –0.9

BTFj 0.7 1.2 1.6 1.1 1.7 2.2

NTFk 1.4 0.0 0.0 0.8 1.2 0.5

TRl 42.4 42.0 42.6 42.3 42.6 44.9

TEm 51.4 49.2 48.9 50.1 51.9 49.7

NHNy/HFn –9.0 –7.2 –6.4 –7.8 –9.3 –5.0

a Disposable income
b Social benefits, other than social transfers in kind
c Social transfer in kind = Individual consumption expenditure
d Sum of social benefits and social transfers in kind
e Collective consumption expenditure
f Final consumption expenditure
g Sum of social benefits and social transfers in kind, as well as collective consumption expenditures
h Net lending (+) or net borrowing (–)
i Balance of capital transfers
j Gross capital formation
k Net capital formation
l Total revenue
m Total expenditure
n Net lending (+) or net borrowing (–)

Source: Calculated from Table K/5/b 
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Table K/7

DISTRIBUTION AND USE OF INCOME, AND THE CAPITAL ACCOUNTS OF THE GOVERNMENT,
2006–2008

(HUF million, at current prices)

2006 2007 2005a 2006a 2007a 2008a

GDP 23,785,244 25,419,164 .. .. .. ..

GDPSzKb 23,814,700 25,480,700 16,256,500 17,717,100 18,980,400 19,824,400

TIAc 3,560,629 3,975,617 2,480,900 2,625,600 2,932,600 3,093,000

KmFd 940,886 1,028,312 676,700 693,400 771,100 802,400

FJVAe 2,217,854 2,584,754 1,401,700 1,505,800 1,845,400 2,055,300

TBHKf 2,996,916 3,465,398 2,013,200 2,109,300 2,516,200 2,700,600

PbTJg 3,554,442 3,872,379 2,375,600 2,585,800 2,790,500 3,064,900

THPbTJEh –557,526 –406,981 –362,400 –476,500 –274,300 –364,300

KFKi 2,429,500 2,462,124 1,620,458 1,757,414 1,760,933 1,855,055

VFKj 5,425,796 5,369,683 3,655,265 3,950,327 3,878,085 4,158,504

BÁEFk 1,049,938 903,412 572,000 706,700 610,700 452,600

TRl 10,132,875 11,410,507 6,654,000 7,222,000 8,294,100 8,937,000

TEm 12,352,171 12,642,246 7,970,700 8,867,400 9,059,300 9,346,800

NHNy/HTn –2,207,193 –1,260,757 –1,316,700 –1,645,400 –765,200 –409,800

a I–III. quarter
b Gross domestic product, seasonnally adjusted
c Taxes on production and imports
d Interest (paid)
e Current taxes on income, wealth, etc
f Social contributions, received
g Social benefits, other than social transfers in kind
h Balance of social contributions, received, and social benefits, other than social transfers in kind
i Collective consumption expenditure
j Final consumption expenditure
k Gross fixed capital formation
l Total revenue
m Total expenditure
n Net lending (+) or net borrowing (–)

Source: Columns 1–2: Tables K/1/b. and K/2/b

Columns 3–6: Figures of the government sector, 2008 Q3, Hungarian Central Statistical Office, Quick Guide, Budapest, 6 January 2009
and Gross domestic product, 2008 Q3, Hungarian Central Statistical Office, Quick Guide, Budapest, 9 December 2008, Table 6, pages
16–17
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Table K/8

DISTRIBUTION AND USE OF INCOME, AND THE CAPITAL ACCOUNTS OF THE GOVERNMENT
AS A PERCENTAGE OF THE GDP, 2006–2008

(per cent) 

2006 2007 2005a 2006a 2007a 2008a

TIAa 15.0 15.6 15.3 14.8 15.5 15.6

KmFcd 4.0 4.0 4.2 3.9 4.1 4.0

FJVAe 9.3 10.2 8.6 8.5 9.7 10.4

TBHKf 12.6 13.6 12.4 11.9 13.3 13.6

PbTJg 14.9 15.2 14.6 14.6 14.7 15.5

THPbTJEh –2.3 –1.6 –2.2 –2.7 –1.4 –1.8

KFKi 10.2 9.7 9.9 9.9 9.3 9.4

VFKj 22.8 21.1 22.5 22.3 20.4 21.0

BÁEFk 4.4 3.6 3.5 4.0 3.2 2.3

TRl 42.6 44.9 40.9 40.7 43.7 45.1

TEm 51.9 49.7 49.0 50.1 47.7 47.1

NHNy/HTn –9.3 –5.0 –8.1 –9.3 –4.0 –2.1

a I–III. quarter
b Gross domestic product, seasonnally adjusted
c Taxes on production and imports
d Interest (paid)
e Current taxes on income, wealth, etc
f Social contributions, received
g Social benefits, other than social transfers in kind
h Balance of social contributions, received, and social benefits, other than social transfers in kind
i Collective consumption expenditure
j Final consumption expenditure
k Gross fixed capital formation
l Total revenue
m Total expenditure
n Net lending (+) or net borrowing (–)
o Columns 1 and 2: as a percentage of the GDP, columns 3–6. as a percentage of the seasonally adjusted GDP

Source: Calculated from Table K/7
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T

Margit Rácz

Thoughts on the crisis based
on the situation that has
evolved in the European Union

The financial crisis that erupted in the autumn of
2008 and evolved into a global financial crisis at
a terrific speed has transformed into a global real
economic crisis at a similar pace. The whole of
2009 will surely be a year of crisis. The only ques-
tion is whether the crisis will reach its lowest
point this year, and recovery will start in 2010, or
the global economy will be dominated by crisis
events for two or three years. The answer to this
question cannot be found yet with sufficient prob-
ability. Mainly because this crisis cannot be com-
pared to the periods of recession that have been
cyclically recurrent since World War II. This time
recession in the real economy was triggered by the
crisis of the financial sector. A crisis with such a
background has been unprecedented in the past
50 years.

Therefore, the number one question is when
and how a financial sector capable of prudent
lending and built on mutual trust among the
banks can be re-created. The second question is
what risk factors are implied in the crisis of the
real sector – which has evolved due to the lack of
loans – for the economy as a whole, and how this
will affect the financial sector itself.

Since in 2009 we are only at the beginning of
an unprecedented crisis process, these questions
cannot be answered with a single or unanimous
answer. This would require brave speculations.
However, it is inappropriate to outline such spec-

ulations in the spring of 2009, since such efforts
are significantly affected by the economic views of
the expert who predicts the scenario. It can
already be seen that some of the liberal economists
claim that this crisis is nothing out of the ordi-
nary. At the same time, the opponents of liberal
economics, which is marked with the name of
Friedman, claim – with some adherence to the
Keynesian philosophy – that this is the model cri-
sis of the free market in the extreme sense of the
word. Such preconceptions can be overcome only
if conclusions can be drawn subsequently, on the
basis of facts.

At any rate, the fact that the governments have
given and promised banks and companies rescue
packages of several hundreds of billion dollars
and euros within national jurisdictions, points to
the fact that in such a situation only Keynes'
recipes can be taken out of the bottom of the
drawers. No other recipes have been prepared to
date. The initiation of huge infrastructural
investments by the governments from state
resources also reveals methods based on an eco-
nomic policy that emphasises the state's role in
crisis mitigation. What has triggered the revival of
this method of company rescue, which has not
been applied for a long time now and has been
declared unsuccessful based on the experiences?!

In my opinion there is one reason: mass-scale
bank bankruptcies have become imminent.
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Primarily, because a bank with a century-old his-
tory went out of business in Wall Street. The
banking sector has a prominent role in any mar-
ket economy. With a bit of exaggeration it can
even be said that the bank is the “eye” of the econ-
omy. Therefore, in the complex and developing
market economies the necessary balance is even-
tually guarded by the banking system. Therefore,
if the banking system becomes unable to maintain
its normal functions, the market economy is also
unable to function. And at the beginning of 2009
it cannot be stated that the entire banking system
has surely been cleaned of bad debts.

In connection with the crisis itself it causes a
rather big problem that acceptable information is
available neither about its course, nor its ending
date. Therefore, the short- and medium-term
forecasts should be reviewed with a strong critical
stance. At any rate, it can already be seen that cri-
sis management is carried out at member-state
level, and many conferences are held in parallel,
yet with rather modest results so far.

A FEW STATISTICS ON AND ANALYSIS OF
THE CRISIS THAT BROKE OUT  IN THE
AUTUMN OF 2008

The crisis process prompted the European
Commission to give an overview on the last
two quarters of 2008 in an interim report in
mid January 2009, and provide a forecast for
the period until the end of 2010. Normally, the
Commission issues such forecasts in February.
Early publication was motivated by the fact
that the macroeconomic figures of the EU in
the last two quarters of 2008 were completely
different from the former forecasts. 

Therefore, it can first of all be noted that a
financial crisis of this magnitude and the subse-
quent downturn of the real economy had not
been anticipated. Nonetheless, really substan-
tial changes cannot usually be foreseen. This
crisis was already “up in the air”, however nei-

ther its timing, nor its magnitude could be pre-
dicted. (See Table 1)

In connection with the forecasts contained
in Table 1 it is reasonable to point out that since
they were made at the beginning of the year,
they may reflect more treasury optimism than
sense of reality. It is especially worth compar-
ing the growth data of the EU and US. Growth
figures are identical in the 2006–2008 period.
This is significantly due to the dynamic growth
in member states outside the eurozone and in
the CEE region, since the US economy usually
grows more rapidly than the economy of the
EU. Naturally, only in periods of economic
boom. There is one figure in the five-year time
series which shows discrepancy, and this is year
2009. According to the forecast of the
Commission, the decline in GDP will be sig-
nificantly greater in the EU than in the US.
This difference is similar even if the figure for
the US is compared with that pertaining to the
eurozone. This is something new compared to
former crises. The US usually suffered greater
setbacks in the GDP than the EU, however it
could overcome the crises more rapidly. This
truth seems to fall short in this crisis according
to the forecast of the Commission! Maybe it is
too early to draw any conclusions from this,
yet it gives rise to the slightly sarcastic state-
ment according to which recession comes (as
usual) from the US. Insofar this is again the
case. But since the non-traditional cause of this
recession also stems from the US economy, the
crisis will presumably take another course, and
the US may eventually be hit harder. 

It can also be quite clearly observed from the
figures that heterogeneity is rather large-scale
within the EU-27 on the basis of these five
growth parameters. It cannot even be said that
the level of development plays a determining
role, i.e. less developed member states develop
at a faster pace. Nor can it be said that in this
period of good economic performance the
development of the most developed EU mem-



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

314

ber states was the most balanced of all. Growth
heterogeneity was typical in years of good eco-
nomic performance, and remains in place in the
crisis period, too. 

Of course, during the crisis one will be able
to analyse the signs of development hetero-
geneity with sufficient precision only on the

basis of actual figures. However, it is already
worth pointing out that within the EU-27 the
Hungarian GDP can hardly be compared to the
GDP of other countries: growth in Hungary
has slowed down since 2006, that is the imple-
mentation of the stringent convergence pro-
gramme, which can be explained with internal

Table 1

THE GDP IN THE EU MEMBER STATES AND IN THE US IN THE 2006-2010 PERIOD
(as a percentage of each preceding year)

2006 2007 2008 * 2009F 2010F **
Belgium 3.0 2.8 1.3 –1.9 0.3

Germany 3.0 2.5 1.3 –2.3 0.7

Ireland 5.7 6.0 –2.0 –5.0 0.0

Greece 4.5 4.0 2.9 0.2 0.7

Spain 3.9 3.7 1.2 –2.0 –0.2

France 2.2 2.2 0.7 –1.8 0.4

Italy 1.8 1.5 –0.6 –2.0 0.3

Cyprus 4.1 4.4 3.6 1.1 2.0

Luxemburg 6.4 5.2 1.0 –0.9 1.4

Malta 3.2 3.9 2.1 0.7 1.3

The Netherlands 3.4 3.5 1.9 –2.0 0.2

Austria 3.4 3.1 1.7 –1.2 0.6

Portugal 1.4 1.9 0.2 –1.6 –0.2

Slovenia 5.9 6.8 4.0 0.6 2.3

Slovakia 8.5 10.4 7.1 7.7 3.1

Finland 4.9 4.5 1.5 –1.2 1.2
Eurozone 2.9 2.7 0.9 –1.9 0.4

Bulgaria 6.3 6.2 6.4 1.8 2.5

Czech Republic 6.8 6.0 4.2 1.7 2.3

Denmark 3.3 1.6 –0.6 –0.1 0.6

Estonia 10.4 6.3 –2.4 –4.7 1.2

Lithuania 12.2 10.3 –2.3 –6.9 –2.4

Latvia 7.8 8.9 3.4 –4.0 –2.6

Hungary 4.1 1.1 0.9 –1.6 1.0

Poland 6.2 6.7 5.0 2.0 2.4

Romania 7.9 6.2 7.8 1.8 2.5

Sweden 4.2 2.5 0.5 –1.4 1.2

Great Britain 2.8 3.0 0.7 –2.8 0.2
EU 3.1 2.9 1.0 –1.8 0.5

US 3.1 2.9 1.0 –1.0 0.5

* estimate
** EC's note: unchanged policies scenario

Source: European Commission, Interim Forecast for the 2009–2010 period, Brussels, 19 January 2009
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causes. Therefore, since the beginning of the
crisis, recession has hit Hungary harder than
the other countries. 

Yet, it is worth observing the countries of the
mega-enlargement of 2004 not only because it
will be five years in May 2009 that we joined
the EU, but also because the analyst institu-
tions of the world also compare the economic
performance of the countries of the mega-
enlargement within their respective region.

An analysis by Deutsche Bank contains an
interesting opinion on which Central and
Eastern European countries converge and
which do not on the basis of their growth indi-
cators. (See Chart 1)

Based on the figures, CEE countries have
achieved significant results in convergence in
terms of per-capita GDP, since compared to the
EU-27, all of the presented countries have

managed to attain spectacular results.
Naturally, the starting level matters a lot for
each country. The presented figures are more
characteristic of the speed of convergence than
of the attained level. From this aspect Hungary
shows an alarming trend, since it has a negative
indicator for the 2003–2008 period compared
to the average of the EU-27, which draws
attention to the fact that convergence has come
to a halt in Hungary, what's more, the country
has slumped into slight recession. This is why it
can be laid down that the development trend in
Hungary – at least in the past five years – has
been unparalleled in the entire region. In other
words: from among the 11 countries analysed,
Hungary was the only country that could not cap-
italise on the global economic boom, which
evolved in this period. This is in part due to this
fact that the global economic crisis, which

Chart 1

WHICH COUNTRIES CONVERGE AND WHICH DO NOT IN THE CEE REGION? 
(calculated at per capita GDP, purchasing power parity, in comparison to the EU-27, average change, %)

Eurozone (EU-12) = average of the eurozone, calculating with 12 members before the enlargement, Mittelwert CE-11 = the average value of the
next 11 CEE countries: Estonia, Latvia, Lithuania, Slovakia, Romania, Slovenia, Bulgaria, Croatia, Czech Republic, Poland, Hungary

Source: Gunter Deuber, Ein Osteuropa gibt es nicht mehr, Deutsche Bank Research, 12 January 2009
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erupted in the autumn of 2008, has affected
Hungary differently and more severely than
the other countries of the region.

It is worth reviewing another forecast that
starts out of the crisis processes. This forecast
was prepared by the experts of Deutsche Bank,
the biggest German bank, in the last days of
2008. (See Table 2)

The forecast of Deutsche Bank significantly
differs from the forecast published by the
European Commission a few weeks later.
According to banking experts, the GDP
decline in    2009 will be greater in many coun-
tries than foreseen in the document of the
Commission. It is worth mentioning Hungary
separately, where the decline will be the largest
in 2009 within the countries presented (–3.7 per
cent). According to the forecast of Deutsche

Bank, the drop in 2009 will be smaller than
anticipated by the Commission in Ireland, the
Netherlands, Sweden and Great Britain. In all
other cases the setback will be greater in 2009
according to the bank. However, Deutsche
Bank's forecast is in general more optimistic
for 2010. This means that in the opinion of the
bank's experts 2010 will show the signs of more
definite recovery in terms of GDP growth than
according to the document prepared by the
Commission. 

The difference between the presented fore-
casts is a good reflection of the uncertainty that
has become dominant in connection with this
crisis. As far as 2009 is concerned, the only
thing that can be surely stated is that consider-
able decline can be expected across the EU. But
there will be significant differences between

Table 2

THE GDP IN THE EU MEMBER STATES AND IN THE US IN THE 2007–2010 PERIOD
(as a percentage of each preceding year)

2007 2008P 2009P 2010P 
Belgium 2.6 1.3 -2.3 0.7

Germany 2.6 1.3 –2.5 1.1

Ireland 6.0 –2.0 –3.5 –0.8

Greece 4.0 3.2 –0.8 0.0

Spain 3.7 1.3 –2.6 –1.0

France 2.1 0.8 –2.3 0.9

Italy 1.4 –0.4 –2.3 1.0

The Netherlands 3.5 2.0 –1.7 0.8

Austria 3.0 1.6 –2.8 0.6

Portugal 1.9 0.5 –2.0 0.3

Finland 4.4 2.0 –1.0 0.9
Eurozone 2.6 0.9 –2.5 1.0

Czech Republic 6.5 3.1 –1.0 1.6

Denmark 1.6 –0.8 –2.3 –0.5

Hungary 1.3 0.9 –3.7 1.0

Poland 6.6 4.5 0.4 2.0

Romania 6.0 8.0 1.6 3.1

Sweden 2.7 0.5 –1.0 1.0

Great Britain 3.0 0.8 –2.5 0.6
US 2.0 1.2 –2.0 1.6

Source: Deutsche Bank, Ausblick: Globale Trends, 2009. 1.
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the countries. It can be well seen that the large,
developed and older EU member states will face
a serious recession, which will considerably limit
the export possibilities of several EU member
states. From this aspect strong interdependency
has developed within the EU-27. Mutual trade
may slacken as a result of the crisis, which may
affect unfavourably the further liberalisation of
the single internal market.

EXPECTED CHANGES IN THE CURRENT
PUBLIC FINANCE DEFICIT AND 
INFLATION IN THE EU MEMBER STATES

During the process of creation of the common
currency and in the first ten years of its exis-
tence rigorous rules were adopted to ensure
compliance with the requirement of stable pub-
lic finances, and preferably with the require-
ment of small-scale rise in consumer prices.
The Maastricht convergence criteria them-
selves prescribed stringent financial stability
rules as a precondition for EMU-membership.
However, within the eurozone, the fiscal crite-
ria stipulated by the Stability and Growth Pact
were even more stringent, especially in the case
of current deficit, since non-compliance with
the criterion on the current deficit may entail
the imposition of a fine. Nonetheless, it is
worth noting here that several countries have
repeatedly violated the requirement, according
to which the current deficit shall not exceed 
3 per cent of the GDP, and no fine has been paid
to date. Instead, the SGP itself has been revised.

However, the crisis that erupted in 2008 poses
such a challenge to the enforceability of the rule
pertaining to the size of the current deficit which
has been unprecedented in the past ten years.
Therefore, we have no experience about the
mass-scale violation of the regulation and the
concomitant obligations. It cannot be known
to what extent the standpoint, according to
which the extraordinary situation requires

extraordinary measures, would be appropriate
to ensure the legal tolerability of the massive
ignorance of the rules. 

The only possibility available to us now is
the review some of the forecasts pertaining to
the current deficit, similarly to those on the
expected GDP growth. (See Table 3)

While according to the GDP forecasts
decline will be typical in 2009, and 2010 may
see the beginning of growth, albeit at a slow
pace, figures pertaining to the current public
finance deficit show a different picture. In gen-
eral, the GDP proportionate deficit will be
greater in 2010 than in 2009. This may be attrib-
uted to the fact that changes in the current
deficit follow the drop in GDP growth with some
delay. At any rate, a dramatic situation will
evolve according to the stringent SGP rules,
especially if the payment of fines would be
taken seriously.

Maybe this is the only field in which the
development of the Hungarian economy shows
a positive tendency, a better one than several
member states in the region. This is a signifi-
cant issue since the current crisis projects the
long-term scarcity of international financial
resources. Therefore, Hungary will belong to
those EU member states in which the financing
of the current deficit would gradually become
less burdensome as time goes by.

In relation to the public finance deficit it can
most probably be assumed that in 2009 there
would be several member states, including EMU
countries, in which the current public finance
deficit will considerably exceed the 3 per cent
limit. Joaquin Almunia, the EU's Commissioner
for Economic and Monetary Affairs, has recent-
ly warned that the governments of the member
states should watch their current deficits in
2009, since it seems that several countries are
unable to meet the deficit target undertaken in
the convergence and stability programs. It is
worth noting that Ireland, Spain, or France, for
instance, may also face an excessive deficit pro-
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cedure. In the past ten years Ireland and Spain
have been almost famous for the fact that while
they were often unable to meet the inflation cri-
terion, they could comply with the current
deficit criterion in an exemplary manner. It is
worth mentioning France, since due to its bar-
gaining strength in the ECOFIN Council, it
could formerly attain – naturally, together with
Germany – that the fine payable for excessive

deficit should not be enforced in the period in
which the deficit is exceeded.

In relation to all this it can also be observed
that there will be increasing speculation
according to which this rapid deficit growth
may eventually lead to the collapse of the euro-
zone. Even if this speculation does not lead to
the collapse of the eurozone, it will presumably
halt, at least temporarily, the dominance of the

Table 3

THE PUBLIC FINANCE DEFICIT IN THE EU MEMBER STATES IN THE 2004–2010 PERIOD
(as a percentage of the GDP)

2004 2005 2006 2007 2008F 2009F 2010F*
Belgium –0.2 –2.6 0.3 –0.3 –0.9 –3.0 –4.3

Germany –3.8 –3.3 –1.5 –0.2 –0.1 –2.9 –4.2

Ireland 1.4 1.7 3.0 0.2 –6.3 –11.0 –13.0

Greece –7.5 –5.1 –2.8 –3.5 –3.4 –3.7 –4.2

Spain –0.3 1.0 2.0 2.2 –3.4 –6.2 –5.7

France –3.6 –2.9 –2.4 –2.7 –3.2 –5.4 –5.0

Italy –3.5 –4.3 –3.4 –1.6 –2.8 –3.8 –3.7

Cyprus –4.1 –2.4 –1.2 3.4 1.0 –0.6 –1.0

Luxemburg –1.2 –0.1 1.3 3.2 3.0 0.4 –1.4

Malta –4.7 –2.8 –2.3 –1.8 –3.5 –2.6 –2.5

The Netherlands –1.7 –0.3 0.6 0.3 1.1 –1.4 –2.7

Austria –4.4 –1.5 –1.5 –0.4 –0.6 –3.0 –3.6

Portugal –3.4 –6.1 –3.9 –2.6 –2.2 –4.6 –4.4

Slovenia –2.2 –1.4 –1.2 0.5 –0.9 3.2 2.8

Slovakia –2.3 –2.8 –3.5 –1.9 –2.2 –2.8 –3.6

Finland 2.4 2.9 4.1 5.3 4.5 2.0 0.5
Eurozone –2.9 –2.5 –1.3 –0.6 –1.7 –4.0 –4.4

Bulgaria 1.6 1.9 3.0 1.1 3.2 2.0 2.0

Czech Republic –3.0 –3.6 –2.7 –1.0 –1.2 –2.5 –2.3

Denmark 2.0 5.2 4.2 4.5 3.1 –0.3 –1.5

Estonia 1.7 1.5 5.9 2.7 –2.0 –3.2 –3.2

Lithuania –1.0 –0.4 –0.2 0.1 –3.5 –6.3 –7.4

Latvia –1.5 –0.5 –0.4 –1.2 –2.9 –3.0 –3.4

Hungary –6.4 –7.8 –9.3 –5.0 –3.3 –2.8 –3.0

Poland –5.7 –4.3 –3.8 –2.0 –2.5 –3.6 –3.5

Romania –1.2 –1.2 –2.2 –2.5 –5.2 –7.5 –7.9

Sweden 0.8 2.4 2.3 3.6 2.3 –1.3 –1.4

Great Britain –3.7 –3.4 –2.7 –2.7 –4.6 –8.8 –9.6
EU –2.9 –2.4 –1.4 –0.9 –2.0 –4.4 –4.8

* EC's note: unchanged policies scenario

Source: European Commission, Interim Forecast for the 2009–2010 period, Brussels, 19 January 2009
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euro on the world market. Of course, it must
not be forgotten that the economic indicators
of the US will not be rosy either. (According to
some forecasts, the current public finance
deficit of the US will equal 13.5per cent of the
GDP.)1 During the eight years marked with the
name of George W. Bush, both the current pay-
ment and the public finance deficit significant-
ly grew in the US.

In relation to the current balance of pay-
ments, the eurozone has tendentially per-
formed better than the US. This tendency con-
tinues, but a significant drop in deficit is
expected to occur in the US. (See Table 4)

The EU member states presented above
show a rather heterogeneous picture in terms
of the current balance of payments. However,
one fact can be observed in the forecasts: the
current payment deficit is decreasing in all

countries in this four-year period, independ-
ent of the initial size of the deficit, at least
according to bank experts. In any case, it is
probable that in the next few years we will not
see an abundance of liquidity similar to that
experienced in the past 15 years. This may
trigger changes in the current balance of pay-
ments.

In addition to the forecast stipulated in the
report of the EU Commission, it is again worth
presenting the relevant figures contained in the
above cited publication of Deutsche Bank on
the expected changes in the current public
finance deficit, since the bank's figures and
forecasts are not necessarily identical with
those of the EU Commission. (See Table 5)

The forecast for the entire eurozone is defi-
nitely more pessimistic than the forecast of the
Commission. The difference is distinct espe-

Table 4

THE CURRENT BALANCE OF PAYMENTS IN THE EU MEMBER STATES 
AND IN THE US IN THE 2007–2010 PERIOD

(as a percentage of the GDP)

2007 2008F 2009F 2010F 
Belgium 2.4 0.5 0.0 –0.5

Germany 7.5 6.2 4.5 5.2

Ireland –5.5 –4.5 –3.5 –2.0

Greece –14.0 –14.2 –10.0 –8.0

Spain –10.1 –10.4 –8.5 –7.5

France –1.2 –1.7 –2.0 –1.8

Italy –1.7 –2.0 –1.5 –1.5

The Netherlands 9.8 7.0 7.0 6.0

Austria 3.3 3.0 1.5 0.0

Portugal –10.0 –11.0 –9.0 –8.0

Finland 5.3 5.5 4.5 4.0
Eurozone 0.4 –0.3 –0.4 –0.2

Czech Republic –2.5 –3.0 –0.5 –0.4

Denmark 1.2 1.0 0.5 1.0

Hungary –6.5 –6.3 –0.9 –1.4

Poland –4.7 –4.9 –2.1 –2.9

Sweden 8.4 4.5 4.0 3.5

Great Britain –3.8 –1.6 –1.1 –2.6
US –5.3 –4.7 –3.5 –3.0

Source: Deutsche Bank, Ausblick, Globale Trends, 2009. 1.
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cially in the comparison of the figures predicted
for 2009 and 2010. According to the forecast of
Deutsche Bank, the growth in public finance
deficit occurs later than the decline in the GDP.
It is especially worrisome that according the
experts of the bank, the deficit will be the great-
est in 2010 in the entire period under investiga-
tion. This means that one must count with a
protracted “offence”. Several experts have aired
their views about the crisis on behalf of the
Commission, too, and it has been reiterated
that “extraordinary events require extraordinary
measures”. Of course, this does not show what
exactly these extraordinary measures are, and
the violation of which rules and how long can
be tolerated in the light of these measures. All
this clearly indicates that the EU faces a short-
term period that will raise serious challenges for

all institutions of the Community, at least in
relation to the fiscal rules. 

For the stability of the euro such conver-
gence criteria were established that assumed
direct correlation between the fiscal discipline
and the stability of the common currency. The
criteria emphasised the approach according to
which no inflationary pressure can be exerted
on the common currency through lax fiscal
policy. During the past ten years several experts
have reiterated that since the public finance
deficit cannot be financed by starting the ban-
knote press, but only from resources actually
borrowed from the money market, the public
finance deficit has a much more moderate
impact on inflation.2

However, this chain of thoughts had no
impact whatsoever on the convergence criteria

Table 5

THE CURRENT PUBLIC FINANCE DEFICITS IN THE EU MEMBER STATES 
AND IN THE US IN THE 2007–2010 PERIOD

(as a percentage of the GDP)

2007 2008F 2009F 2010F
Belgium -0.3 -0.6 -4.7 -5.8

Germany –0.1 –0.1 –3.3 –4.9

Ireland 0.2 –5.8 –5.8 –5.6

Greece –3.5 –3.6 –5.5 –6.0

Spain 2.2 –0.7 –4.7 –5.9

France –2.5 –3.3 –4.5 –4.3

Italy –1.6 –2.8 –4.9 –5.3

The Netherlands 0.3 0.8 –2.0 –3.0

Austria –0.4 –1.2 –4.1 –5.2

Portugal –2.6 –2.8 –5.4 –6.4

Finland 5.3 4.3 1.4 0.2
Eurozone –0.6 –1.5 –4.3 –5.3

Czech Republic –1.0 –1.2 –2.5 –3.4

Denmark 4.5 2.5 0.0 –0.5

Hungary –6.0 –3.2 –2.8 –1.8

Poland –2.0 –2.3 –2.9 –2.6

Sweden 3.6 2.0 0.0 –1.0

Great Britain –2.5 –5.3 –8.0 –6.8
US – –3.2 –8.2 –3.4

Source: Deutsche Bank, Ausblick, Globale Trends, 2009. 1.
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themselves. Of course, in the past ten years no
crisis situation similar to the current one has
occurred. Within the eurozone, such a signifi-
cant, mass-scale deficit growth was not an
issue. Consequently, it cannot even be pre-
sumed whether the review of the criteria will be
rejected or not. 

After many reverses, the euro itself was
introduced to provide protection against the
crisis phenomena of the international money
market. The introduction of the euro was also
determined on the basis of the experience that
the national currencies of the EU member
states had to face such a speculative wave in the
early 1990s that the finance ministers and cen-
tral bank presidents of the member states could
hardly tackle. The current crisis also proves
that speculation against the euro is much small-
er than against the national currencies of the
EU member states. 

This may even result in the rise in the mem-
ber states' commitment for the euro.3 What is
more, it could even encourage more consis-
tent compliance with the convergence criteria.
Since the smaller the external financing needs
of public finances or the current balance of
payments, the smaller the impacts of an exter-
nal financial crisis are. Therefore, financial sta-
bility represents value in any case. But if res-
cue packages financed from the state budget
must be used for the mitigation of the crisis in
the real economy, financial discipline may
temporarily be put on the back burner.
Forecasts about the current deficit are clear
indications about this. The source of financ-
ing this increasing deficit will become a seri-
ous question only in the near future, and not
in the present. No problem will occur if the
GDP starts to grow quite dynamically in 2010.
But what happens if one can only wait for this
to happen even after 2010?!

Is it conceivable that the Stability and
Growth Pact will be suspended in the euro-
zone?! What could be achieved with the

excessive deficit procedures launched against
most member states of the eurozone pursuant
to the SGP, once deficits double the allowed
deficit have evolved in some of these coun-
tries?!

At any rate, it is a serious issue within the
EU: what to do with the rules in case of a pro-
longed global crisis? The SGP itself provides
some room for manoeuvre in case the GDP sig-
nificantly declines in two successive quarters.
But the relevant provision does not stipulate
that deficits increasing for several years could
be tolerated. Therefore, such an absurd situa-
tion can be made legally acceptable by creating
other possibilities. It is still impossible to pre-
dict which method could be used for this pur-
pose.

The figures in Table 5 also show that the
GDP-relative current deficit in a few non EMU
EU member states will be much more
favourable than in several EMU countries. I am
not talking only about Denmark and Sweden,
the countries that are usually known for their
high stability, but also about Poland, Hungary
and the Czech Republic. The figures for
Hungary and Poland are better than those for
the Czech Republic in that the rate of the
deficit will decrease from 2009 to 2010. Here it
is worth noting again that based on the current
deficit forecasts, the worst year will be 2010,
and not 2009. 

The long-term drop in the global energy and
raw material prices will presumably result in a
smaller-scale rise in consumer prices than fore-
casted earlier, not only in the eurozone, but
also in the other EU member states. In an eco-
nomic situation when wages do not increase,
and what is more, many people lose their jobs,
low consumer price growth may play a signifi-
cant role in the acceptance of the evolving situ-
ation. Of course, it is not guaranteed that the
global market price of energy resources will
remain low for a longer period of time. Short-
term economic growth outlooks are bleak,
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which makes it probable that energy resources
will also enjoy low demand. This presumes that
the relatively low prices will remain in place, at
least in 2009.

The highest oil price (USD 146 per barrel)
was experienced in mid 2007, after which the
price began to continuously decline, altogether
by over 70 per cent, down to HUF 40 per bar-
rel. Food prices have decreased by nearly 30 per
cent following the peak in the middle of 2008.
The question is whether the trend will turn
around, and if yes, when this will happen? At
any rate, this is a favourable piece of news for
all consumers, and definitely gleeful for the
inflation target of the eurozone. It may be pre-
sumed that in the short run we do not need to
count with major price hikes. Even if the oil
price itself goes up, it will not exceed USD 50.
It is worth studying a figure on changes in oil
prices. (See Chart 2)

Naturally, the acceptance of the euro strong-
ly depends on its value stability. And this can

first of all be characterised in the expected
changes in consumer prices. (See Table 6)

These data quite clearly show that this crisis
cannot be described as stagflation, at least not
until 2010, since while the GDP has signifi-
cantly declined, the growth in consumer prices
has remained moderate. Of course, it must be
emphasised in the case of any forecast that
early-year data can considerably change
throughout the given year.

The inflation figures for Hungary are the
highest among the EU member states pre-
sented, at least for 2007 and 2008. According
to the forecast, Hungary is one of those few
countries in which the inflation is expected to
be higher in 2010 than in 2009. (Such coun-
tries include Greece and Poland, too.)
However, in the case of Hungary the expect-
ed inflation deserves special attention. In the
optimum case the Hungarian currency should
be taken into the common exchange rate
mechanism in 2010. This is not possible

Chart 2

CHANGES IN GLOBAL OIL PRICES 
(USD/barrel of Brent oil)

Source: Deutsche Bank Research, Aktuelle Themen, 2009, 438.
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unless the current volatility of the exchange
rate of the Hungarian currency is eliminated.
Assuming that this will happen already during
this year, changes in consumer prices will also
play an important role. Since an inflation that
would lead to real devaluation would be detri-
mental. 

The lesson that can be drawn especially from
the current crisis is that effective protection
against external speculation is provided only by
Hungary's inclusion in the eurozone. Since the
current deficit will most probably be accept-
able, not the least because of the control mech-
anism of the IMF's stand-by loan, it would be
unfortunate if Hungary could not meet the
inflation requirement. From this aspect all tax
changes that are accompanied by a growth in
VAT carry risks. 

A FEW THOUGHTS ON THE FORMER
METHODS OF CRISIS MANAGEMENT

In the period that has elapsed since the begin-
ning of 2009 there has been no positive indica-
tion of the fact that the completion of the con-
solidation of the bank system would be draw-
ing near, and that the normal lending practice
would soon resume. As long as this does not
happen, no one can say that the market econo-
my is back to normal. Recession itself cannot
be regarded a unique economic situation, how-
ever the uniqueness of the current decline is that
the bank system is out of order.

Consequently, the state becomes responsible
not only for saving the banks, but also – for the
lack of bank loans – for keeping other industries
alive from tax revenues. However, the latter

Table 6

THE INFLATION RATE IN THE EU MEMBER STATES AND IN THE US IN 
THE 2007–2010 PERIOD 

(as a percentage of each preceding year)

2007 2008F 2009F 2010F 
Belgium 1.8 4.5 1.2 1.5

Germany 2.3 2.8 0.9 0.8

Ireland 2.9 3.1 1.5 1.5

Greece 3.0 4.3 2.7 3.1

Spain 2.8 4.2 1.3 1.5

France 1.6 3.3 1.0 1.4

Italy 2.0 3.5 1.5 1.6

The Netherlands 1.6 2.2 1.6 1.7

Austria 2.2 3.2 1.2 1.4

Portugal 2.4 2.8 1.5 1.7

Finland 1.6 3.9 1.4 1.6
Eurozone 2.1 3.3 1.2 1.4

Czech Republic 2.8 6.4 1.2 1.7

Denmark 1.7 3.5 2.2 1.6

Hungary 8.0 6.1 1.9 2.7

Poland 2.5 4.2 1.8 2.5

Sweden 2.2 3.7 2.2 1.5

Great Britain 2.3 3.6 1.1 1.5
US 2.9 4.0 -00.4 1.5

Source: Deutsche Bank, Ausblick, Globale Trends, 2009. 1. (12 December 2008)
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raises serious concerns. On one hand, who can
ensure that only those worthy in terms of
competitiveness will be included in the group
of beneficiaries of the rescue package? On the
other hand, it is not sure at all that one can
settle for the permanent, individual support
of companies in the single internal market of
the EU. 

When this intention of the member states
became apparent, the Commission put forward
a proposal according to which the support
should not exceed EUR 500,000 per company.
This amount has been exceeded in some of the
assistance schemes distributed recently. It is
the auto industry that needs – at an almost
extreme rate – the financial life-belt of the
state.4

Aid incompatible with the rules of the single
internal market triggers various problems. One
of the most serious problems is that in several
EU member states aid from the national budg-
et is given only to domestic production. This
means that the supported company is not
allowed to outsource manufacturing, not even
within the internal market. “Marek Topolánek,
the prime minister of the Czech Republic, the
current holder of the EU Presidency, declared
that on 1 March the heads of the  EU-27 would
discuss the effects of the protectionist meas-
ures introduced under the banner of crisis
management, and an extraordinary summit
would be held in May too on employment. The
1 March meeting was initiated after French
president Nicolas Sarkozy urged for the repa-
triation of French car factories operating in the
Czech Republic.”5

The free movement of capital is one of the
four freedoms that are fundamental for the
operation of the single internal market.
Therefore, questioning the free movement of
capital within the internal market of the EU
due to some cost advantage is absurd from sev-
eral aspects. On one hand, all consumers would
lose out on this, since products themselves

would become more expensive. On the other
hand, such precedents would occur that would
eventually make the single internal market
unfeasible. 

This example also points out that it is
extremely counterproductive to use national
crisis management plans with the single market
and common currency in place. Unfortunately,
the member states could not leave this method
of crisis management behind despite the plenty
of conferences organised. Although this means
“throwing out the baby with the bath water”.

This “inclination” to support, which devours
large sums of money, has another depressing
effect, i.e. the growth in the funding needs of
the state. And in parallel with this growth, the
convergence requirement on the current deficit
of public finances is permanently violated. 

As a consequence, it has been expressed sev-
eral times that several EMU member countries
could consider withdrawal from the eurozone.
As for me, I don't think that this move would
be beneficial for anybody in the EU-27.
Already such publicity is detrimental. A “nor-
mal” solution arising from the existence of the
EU could be, for example, if the EU closed
ranks in order to satisfy this funding need in
the most cost-effective manner. And this in
turn would strengthen the internal cohesion of
the EU.

One of the major experiences of the crisis of
the international money market is that
although the practice of prudent lending was
abandoned in the US banking world, illiquid
securities emerged in such quantities in the
banks of the eurozone that it has led to a simi-
lar crisis in this area, too. Therefore, in the opti-
mum case the regulation of the international
money market should be reconsidered, and such
standard rules should be developed that could be
adopted both in the US and the eurozone.

When the establishment of the single money
and capital market was formulated as a goal fol-
lowing the creation of the eurozone, a mixed



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

325

committee was set up from the competent
leaders of the EU Commission and the euro-
zone, as well as the chief financial officials of
the US in order to share the regulatory experi-
ences of the US money and capital markets,
and to adopt some of these regulations when
formulating the rules of the eurozone. During
this process prudent operation could not be
questioned at all.

After the eruption of the crisis the question
is: to what extent can the self-regulatory mech-
anisms of the market be changed in order to
forestall the future occurrences of such crises?
It is assumed that the European practice would
call for other rules than the US practice, since
loans equalling 120% of the value of the objects,
naturally by the acquisition of the mortgage,
eventually led to a crisis that can be safely
regarded as the model crisis of the given market
model. And the model crisis suggests that pure-
ly market regulations may not provide suffi-
cient guarantee for the prevention of bad loans. 

In order to enable the EU to have an effec-
tive say in this international regulation, first of
all internal unity must be achieved, on the basis
of which the EU can represent a powerful
standpoint. The current methods of crisis man-
agement and the inherent risks that are already
apparent do not point toward this direction. It
is only cold comfort that the US could not
come up with a circumspect, successful and
exemplary method of crisis management either. 

In February 2009 it is still too early to make
many or at least sure conclusions on the basis
of the past events. However, threats – that are
worth being considered, too – are taking shape
in a more coherent manner. It would be too bad
if the regulatory system of the single market
and the common currency was questioned to
an extent that would lead to a severe integra-
tion crisis. To prevent this from happening,
fewer state-level, and more community-level
methods of crisis management should need to be
proposed.

1 Deutsche Bank, Ausblick, Konjunktur & Märkte, 6
February 2009

2 Bofinger, Peter (2004): Politikkoordinierung nützt
Europas Zukunft. (2004) Wege aus der Krise.
Nomos Verlagsgesellschaft, Baden-Baden, p. 256

3 It may come closer in time that the United
Kingdom, which has suffered great losses in this
financial crisis, will decide to enter the eurozone.

4 In Germany, for instance, car-owners are eligible for
an incentive of EUR 2,500 if they turn in vehicles
over 10 years old and switch to new models. This
type of incentive has proved to be highly successful.
As a result, car manufacturers could get rid of a lot of
vehicles in stock. This measure was designed to sup-
port people with limited incomes.

5 Source: The news item of Reuters news agency is
quoted by Világgazdaság, 12 February, 2008, p. 5
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S

Dóra Gyõrffy 

Brave New World in the
United States*

Government dreams vs. the reality of crisis

Summary: In the wake of the subprime crisis, the
emgering dominant view became that the free mar-
ket model has failed and governments must take a
more active role than before in regulating the mar-
ket. This article attempts to refine this view by
pointing out that a decisive liability lies with the
US government for pursuing a vote maximization
policy behind the false illusion of technological
development and generating unrealistic market
expectations regarding the magnitude of risks
taken. On the one hand, these failures must be a
warning sign for all who seek to rely exclusively on
increased government interference and on putting
the markets under control in resolving the crisis.
On the other hand, they also underline the fact that
no technological innovation can replace financial
sustainability in any economic policy. 

SUBPRIME CRISIS – FAILURE OF 
GOVERNMENT OR FAILURE OF MARKET?

The collapse of the subprime mortgage market
in the US and its impact on the world economy

revived the popularity of the theories of Marx
and Keynes, the key apostles of more powerful
government intervention.1 In the United
States, then-exiting Republican president
George Bush, a former deregulation enthusiast
said in an interview with CNN on 17
December 2008 that he had lost his faith in free
markets. Just a few days after his inauguration,
new president Barack Obama pushed through
Congress an USD 825 billion package to boost
the economy on grounds of Keynes' theories.
Having lowered the prime interest rate practi-
cally to zero per cent, the Fed is now thinking
about further ways of pumping more money
into the economy. In other parts of the world
governments launch economic stimulus pack-
ages one after the other. Even the International
Monetary Fund, formerly famous for their
dogmatic approach, expects Keynesian fiscal
policy measures from governments almost
everywhere.2 Thus it seems that market failures
must now be fixed by governments and the
conclusion for the future appears to be obvi-
ous: tougher regulations are needed to prevent
the occurrence of a similar crisis. 

Amidst the efforts to clean up the debris, the
role of governments in the development of the
crisis seems to receive little attention. In this
writing, I would like to address this very issue.
Herein I review government actions, in partic-

* I would like to thank László Csaba and Júlia Király
for their valuable comments to an earlier version of
this article. Naturally, any remaining errors in the text
are the sole liability of the author. The underlying
research was funded by the Bolyai Foundation of the
Hungarian Academy of Sciences (MTA). 
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ular soft monetary policy and the loosening of
lending standards due to political considera-
tions as factors that significantly distorted the
functioning of the market, increased the risk
appetite of market players and thus con-
tributed significantly to the formation of the
crisis. It can be documented that these mis-
takes or failures did not occur by accident.
They were consequences of false illusions
about technological development, which also
served government endeavours so well. 

First I provide a brief, factual description of
the unfolding and development of the crisis
based on Charles Kindelberger's model, in
which the formation of an asset price bubble
and the underpricing of risks are pivotal ele-
ments. Then I present the motivations of the
key players of the crisis (Fed, US government,
financial market players, and households) and
attempt to reveal the causes of the bubble on
the real estate market. Part four strives for cap-
turing the root causes and find out the expecta-
tions which allowed the bubble to grow so
large. Finally I review some lessons and briefly
outline what relevance the whole story may
offer for Hungary's economic policy. 

THE ANATOMY OF THE CRISIS

Although many analysts considered the crisis
a unique, new, one-of-a-kind phenomenon,
over time it became obvious that the stages of
its evolution were similar to that of former
financial upheavals. The crisis model in
Charles Kindelberger's Manias, Panics and
Crashes (1989) provide a very good illustra-
tion to that. The model names four key stages
in any crisis. 

Credit expansion (Monetary expansion)
generates a growth in credit supply and specu-
lation takes off in one or more sectors. As part
of this process, the price of individual products
tends be more and more determined by antici-

pations about the future price rather than the
fundamentals. The driver of this process can be
a feedback mechanism between excess liquidity,
asset prices and output (Borio, 2007, page 9) on
the one hand, and the temporarily self-fulfilling
nature of favourable expectations due to the
limited rationality of investors (Shiller, 2000)3

on the other hand. Based on experience from
past centuries, the subject of speculation may
be specific corporate or government securities,
raw materials, land, mines, real estate, railways
or even tulip bulbs.

Speculative investments develop vulnera-
bility which consists of the following key ele-
ments: growth of asset price bubbles, accumu-
lation of significant debts and the underpricing
of risks. Kindelberger devotes a separate chap-
ter to discussing how this environment creates
the perfect terrain for fraud and swindling
which will intensify later in the panic phase in
order to reduce losses. Another typical feature
of this stage is the rationalization of the bubble
and the apparent justification of price levels
that depart from long-term trends that are
based on fundamentals. 

In a specific moment, an unfavourable
shock occurs. It can be e.g. a monetary restric-
tion measure which usually changes investor
expectations. Some investors quit at this point
then panic and escape start, which triggers a
further price drop and increases panic. The
portfolio of lending banks deteriorates signifi-
cantly, their liquidity drops, and they are unable
to provide further loans which intensifies the
previous process. 

The crisis actually breaks out when the
failure of an institution conveys the risk of a
chain reaction which calls for government inter-
vention. 

The individual stages of Kindelberger's
model are clearly traceable in the formation of
the subprime crisis. They are captured in Chart
1 which shows GDP growth, interest rate,
inflation and house prices in 1995–2009. 



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

329

Monetary expansion

Chart 1 highlights that the extraordinary
growth of house prices began around 1997
already but accelerated only after 2001. As
shown in the chart, three things happened at
that point. 

The fast-paced growth of the 1990's
stopped and an economic setback occurred in
multiple quarters. This setback stemmed from
two factors: first, the burst of the dotcom bub-
ble (we will discuss it in more detail in the next
chapter) and second the terror attacks on 11
September 2001, which also had a negative
impact on growth and economic outlook. 

The deceleration of the economy was
accompanied by a lower inflation rate that drop-
ped from over 3 per cent to around 1 per cent. 

With a view to these two trends it is no
surprise that the Fed embarked on aggressive
interest rate cuts, lowering the interest rate
from 6.5 to 1.75 per cent in the November 2000
– January 2002 period. 

Real expansion, however, came only after
that. In H2 2002, inflation was on the rise again
and economic growth accelerated in Q2, 2003.
Interest rates remained below the inflation rate
until August 2005, i.e. savings account owners
could count on a negative real interest for over
two and a half years. Naturally, this was a

Chart 1

GDP GROWTH, INTEREST RATE, INFLATION AND HOUSE PRICES 
IN THE UNITED STATES, 1995–2009

Source: 
GDP growth: Quarterly figures, Bureau of Economic Analysis, http://www.bea.gov/national/index.htm#gdp;
Interest rate: monthly figures, federal funds overnight interest rate,
http://www.federalreserve.gov/releases/h15/data/Monthly/H15_FF_O.txt; 
Inflation: CPI monthly figures, year-on-year change, St. Louis Federal Reserve Bank,
http://research.stlouisfed.org/fred2/series/CPIAUCNS?cid=9;
House prices: Case-Shiller 10-city composite index (2000=100%),
http://www2.standardandpoors.com/portal/site/sp/en/us/page.topic/indices_csmahp/0,0,0,0,0,0,0,0,0,1,3,0,0,0,0,0.html
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strong spur towards indebtedness and, as shown
in the chart, this was the time when house prices
began to rise at an accelerating speed.

Besides negative interest rates, fiscal policy
also contributed to excess liquidity. As illus-
trated in Chart 2, the budget surplus developed
in the late 1990's turned into a significant debt
after 2001, reflecting the tax reduction policy
of the Bush administration on the one hand
and the expenses of the wars in Afghanistan
and Iraq on the other hand. 

Besides monetary and fiscal policy actions,
other global factors also contributed to excess
liquidity. Asian countries, especially China, had
a significant surplus in their balance of pay-
ments in the past decade and chose to keep
their accumulated reserves in US dollars. Thus
in practice they financed the US current
account deficit (around 6 per cent p.a.), which
was one of the most important consequences
of consumption-driving negative real interest
rates.4 Access to this form of financing meant
that the players of the US economy had no

motivation to hold back consumption and
accumulate savings. 

Excess liquidity that resulted from these
three factors led to increased investor risk
appetite, since higher returns were only achiev-
able at assuming higher risks and at a higher
leverage. Risk taking was supported by the sky-
rocketing development of innovative financial
products, which enabled the distribution of
risks across the system. As structured financing
gained ground (see Chart 3), not only could
investors select the risk of their loan portfolio
but they also seemed to have a way to achieve,
by unbundling and repackaging various assets, a
lower level of exposure than the aggregate risk
of the elements of their portfolio.5

Development of vulnerability

As mentioned briefly in the previous part and
as shown in Chart 1, surplus liquidity in the US
flowed into the real estate sector where prices

Chart 2

TOTAL DEFICIT OR SURPLUS 
(GDP %)

Remark: Grey bars represent recession periods.

Source: Congressional Budget Office, http://www.cbo.gov/doc.cfm?index=9957

3

0

-3

-6

-9



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

331

began to rise quickly. The growth of property
prices enabled increasingly risky lending
schemes as repayment was guaranteed by the
rising price of the property instead of the
debtor's income. In an era of excess liquidity, it
meant that loans also became available for peo-
ple who could hardly get access to such facili-
ties before. 

High-risk, subprime borrowers can be classi-
fied into two groups: Alt-A and subprime. In
the Alt-A category, risk derives from the fact
that loans were taken out at a very low level of
documentation, e.g. the income certificate was
missing or no declaration was submitted on any
other mortgage that may have encumbered the
property. In the subprime category, risks were
signalled by a poor credit history or the com-
plete failure to repay a former loan. In 2000, the
aggregate ratio of these two categories within
total mortgage loans represented 4 per cent

only. This figure rose to 25 per cent by early
2007 (see Chart 4) and nearly 40 per cent of
mortgages issued in 2006 fell in these cate-
gories (Gorton, 2008, p. 4). 

Creditors managed risks in two ways: partly
by imposing mortgage terms that protected
them and partly by securitization. The most
important element of these was that subprime
mortgages had a fixed, usually attractively low
interest rate for the first 2–3 years which func-
tioned as bait. Once the initial period was over,
the borrower had to pay the market interest rate,
which could be as much as 3 to 5 per cent above
the initially paid rate. However, upon the end of
the first period, borrowers had the opportunity
to refinance their loan depending on the value
gain of the underlying property. This approach
provided creditors with an exit option in case
they had serious doubts about the further rise of
house prices (Gorton, pp. 4–5). 

Chart 3

NUMBER OF STRUCTURED FINANCING PRODUCTS RATED 
BY MOODY’S IN EUROPE 

Remark: CDO: Collateralized Debt Obligation; RMBS: Residential Mortgage-Backed Securities; CMBS: Commercial Mortgage-Backed Securities;
ABS: Asset-Backed Securities. 

Source: Moody's (2007)
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For the issuers of subprime loans, the key
form of financing is securitization, performed
either by Government Sponsored Enterprises
(GSE's) or by specialized credit institutions. In
the securitization process, the homogeneous
portfolio consisting of long-term, illiquid loans
is transformed into a short-term Mortgage
Based Security (MBS), which is then sold as a
common bond. After that, bonds are resold to
investors or companies specializing in bond
transformation and issuing SPV's – Special
Purpose Vehicles. When transforming sub-
prime loans, these companies repackage these
credit facilities into three deal sets depending
on the expected loss rate and the sequence of
cash flows deriving from repayment: senior,
mezzanine and equity tranches, with the latter
bearing the expected loss. In the next step,
these securities were packaged with other types
of higher or lower rated securities, creating

Collaterized Mortgage Obligations (CDO's).
Then the companies took out insurance on the
new product (CDS – Credit Default Swap)
and/or had them rated by rating firms, which
enabled the trading of the papers. By 2006, 80
per cent of subprime mortgages totalling to
USD 1,200 billion were securitized this way
(Gorton, 2008, p. 6).

In summary, thanks to excess liquidity and
the resulting yield hunting, the ratio of risky
loans grew significantly in the US economy.
Using complex, innovative financial products,
these risks were then spread to the world's
financial markets. 

Unfavourable shock

The functioning of this scheme depended on
two factors. First, on the constant rise of pro-

Chart 4

MORTGAGE-BASED SECURITY OUTSTANDINGS 
(USD billion) 

Remark: GSE: loans taken in by government-sponsored institutions (Fannie Mae and Freddie Mac); Jumbo: mortgage loans exceeding GSE-regu-
lated loans securitized by private institutions; Alt-A, Subprime: risky loans securitized by private institutions. 

Source: Gorton (2008), page 3
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perty prices, which enabled the refinancing of
loans, and thereby helped to avoid mass bank-
ruptcy. Second, it depended on the demand for
SPV's, i.e. on continued market liquidity. The
disappearance of either of these preconditions
would predict non-linear losses on high lever-
age markets. In 2007, both preconditions
ceased to exist.

The sharp rise of property prices for more
than a decade generated a corresponding
growth in supply and consequently a construc-
tion boom took off. In 2005, more than 2 mil-
lion new property developments began, 50 per
cent more than in the period before the bubble
(Baker, 2008, page 10). The signs of excess sup-
ply first appeared on the rental house market,
where the number of vacant properties went up
from 7.5 to 9 per cent. Later the same signs
appeared on the newly built properties' market
and prices fell by 4.5 per cent compared to the
prior period in Q3, 2007, which was the biggest
price drop since 1988 (Gorton, 2008, page 20).
This trend was also reinforced by tightening
monetary conditions as the Fed began to raise
the interest rate in H2 2005 (Chart 1), making
loan financing more expensive and thereby
reducing demand for real estate.

The decrease of property prices not only
meant that subprime loans were not renewed
and thus monthly instalments went up signifi-
cantly after the initial, low-rate period. What
was equally important is that with properties
bought at a low down payment, the debt could
easily exceed the market price of the property
and thus the owner was better off leaving the
house than continuing with instalment pay-
ments. The combination of these two factors
made subprime and Alt-A loan failures and the
return of properties to banks reach a mass
quantity by 2007. The number of foreclosures
went up by 79 per cent in 2007 on 2006 with 43
per cent of them related to subprime mortgages
with a variable interest rate (Orlowski, 2008,
page 9). While this process continued to

increase supply on the real estate market, it also
frightened investors who responded with
tighter lending conditions. Increasing supply
and decreasing demand resulted in a further
price drop and a self-fueling, downward spiral
evolved – by the end of 2008, property prices
fell by 30 per cent compared to their 2007 peak
(Chart 1). 

Money market problems were first signalled
by the ABX index, an indicator created in 2006
to reflect the risk of mortgage-based securities
by tracking fluctuations in the value of Credit
Default Swaps (CDS). In H1 2007, this index
nosedived in conjunction with BBB securities
that contained subprime loans. At the same
time, rating firms were downgrading struc-
tured, mortgage-based securities in mass quan-
tities. This move triggered immense write-offs6

and contributed to the dramatic fall of demand
for these securities.

The spreading of the crisis

First the so-called SIV (Special Investment
Vehicles) companies returned to the balance
sheet of sponsor banks. These high leverage
funds used cheaper, short-term loans to
finance their long-term, high-return assets.
With the fall of the ABX index, creditors
refused to renew the short-term loans of these
companies which drove them out of business.7

Furthermore, due to increasingly expensive
financing and mass mortgage breakdowns,
institutions that issued subprime loans, e.g.
New Century Financial and Countrywide
Financial went bankrupt one after the other in
2007. 

In the next phase, the crisis spread to the
interbank market as shown by the sudden jump
in the TED spread (the difference between the
3-month LIBOR and the three-month T-bill)
following the collapse of Bear Stearns' two
hedge funds in August 2007 (see Chart 5.). The
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reason was that banks were worried that there
would be no market for the derivative assets,
which they received as collateral for their
short-term loans, in case they needed to sell it
(Gorton, 2008, page 26). In other words, trust
disappeared from financial intermediation and
it practically paralyzed the entire system.

Thanks to a concerted intervention of the
Fed, the ECB and the Japanese central bank,
interbank rates decreased at the time. As
shown in chart 5, however, this was a tempo-
rary relief only. As the losses of various finan-
cial institutions surfaced, the risk premium
went up in December, 2007 and then again in
April, 2008. It had an especially adverse impact
on companies involved in high-leverage deal-
ings, like Bear Stearns and Lehman Brothers
which relied the most on cheaper, short-term
loans in financing their high-return, long-term
assets.8

The bankruptcy of Lehman in September,
2008 can be considered a turning point in the
crisis, causing unprecedented panic on the mar-
kets and threatening to crash the entire finan-
cial system. As a consequence, the Fed and the
US government intervened with unparalleled
vehemence (Calomiris, 2008, pp. 55–56),
pumping seemingly unlimited liquidity into the
system, nationalising several institutions and
launching exorbitant bank saving packages.9

These US actions were soon followed by simi-
lar steps in other countries of the world. 

THE PLAYERS IN THE CRISIS

As the exorbitant costs of managing the crisis
are to be borne by taxpayers and future gener-
ations, public attention quickly turned towards
searching for scapegoats. It did not take long to

Chart 5

CHANGES IN THE TED SPREAD
(difference between the three-month T-bill interest rate and three-month LIBOR )

Source: Magyar Nemzeti Bank (Hungarian National Bank) chart set, 30 January 2009

Euro Dollar
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find that the greed of the financial system was
responsible for the financial catastrophe. As
White (2008, page 2) pointed out, however, it
would have been better to consider this cir-
cumstance as a constant factor. After all, gravi-
ty is not regarded as the principal cause of air-
plane crashes. In the upcoming sections I high-
light the erroneous decisions of the Fed and the
US government to show how they helped to
amplify the consequences of wrong incentives
that existed in the financial sector. 

Monetary policy

The extremely low interest rate, which we dis-
cussed already and which caused a negative real
interest rate for nearly three years, was one of
the key originators of excess liquidity which
ultimately led to the crisis. Besides the interest
rate, the calculability of interventions also
played a major role in shaping the risk percep-
tion of investors (Borio and Zhu, 2008). The

Fed committed immense mistakes in this
respect as well in the period preceding the crisis. 

The mistakes occurred during the manage-
ment of the dotcom bubble, which preceded
the real estate bubble. In conjunction with the
trust in the productivity-increasing effects of
technology and the theory of the new econo-
my, a huge bubble began to grow on the US
stock exchange from the mid 1990's as shown
in Chart 7.10 Being a believer of the new econ-
omy, Alan Greenspan did not intervene into the
growth of the bubble for two reasons. First,
because of the concept of the new economy
and hoping for permanent productivity growth
, he thought there was a chance that inflation
would stay low over the long run.11 He also
agreed with the view that bubbles can only be
declared bubbles in hindsight. Second, the Fed
tried to raise interest rates in 1997 but failed to
slow down the soaring stock exchange
(Greenspan, 2008, pp. 210–215). After that
they did not even try to do anything against
soaring as reflected so well by Chart 6.

Chart 6

THE S&P 500 INDEX MONTH-TO-MONTH, 1990–2008

Source: http://www.economagic.com
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While accepting the growth of the bubble,
however, the Fed regularly intervened with the
operation of the market and cut the interest
rate, whenever they thought that unfavourable
shocks threatened the soaring. Fleckenstein
(2008) voiced some strong criticism about the
monetary relief that followed the bankruptcy
of Long-term Capital Management (LTCM) in
1998. As shown in Chart 6, the S&P index fell
back somewhat due to the 1998 LTCM but the
drop was far from dramatic. If we look at
Chart 1 again, it is obvious that growth figures
did not give reason for any serious worry
either. Still, the Fed cut the interest rate at the
end of September and the stock exchange
began to grow again – albeit not immediately,
only two weeks later. However, Greenspan did
not consider it satisfactorily convincing and
cut the interest rate again at an extraordinary
October session in order to “stimulate the
market”. This second cut had a dramatic effect,
a and the market skyrocketed. After a third
interest rate cut in November, the crisis was
over. This set of actions convinced investors
for a long time that Greenspan would not
allow the market to suffer serious losses
(Fleckenstein, 2008, p. 55).12

Thus it seems obvious that the US monetary
policy functioned asymmetrically in the 1990's
already. On the one hand, monetary policy-
makers did not attempt to prevent the forma-
tion of bubbles in any way. On the other hand,
they made all efforts to prevent the realization
of losses. What is more, they were extremely
slow in taking out the excess liquidity from the
system that was made available upon
unfavourable shocks. This is well illustrated by
the lastingly negative real interest rates of 2003
– 2005. This way, they allowed the market to
function upwards, but prevented it from func-
tioning downwards. This policy incorporated a
severe moral hazard problem into the financial
system, and diminished all sense of risk on the
part of market players.13

Besides asymmetrical interventions, the Fed
also followed other ways of not combating the
bubble. Due to political reasons and in order to
avoid the conflicts, which we will discuss in the
next part, they did not voice concerns about
the loosening of lending standards and did not
use their regulatory mandate to prevent the
accumulation of risky loans (Calomiris, 2006,
page 171). Instead, they believed in the risk-
mitigating effect of financial innovation and
considered it a key means of enabling more
people than ever to buy property.14

In summary, it is clearly visible that the Fed
did not only create the lavish supply of liquidi-
ty that fuelled the bubble, but also reduced risk
perceptions by financial market players
through interfering asymmetrically with the
market, while at the same timefailed to use its
regulatory mandate to keep risks under con-
trol. All this severely distorted market drivers.
However, this was only a part of government
intervention. The key responsibility for the
loosening of lending standards lies with the
government's housing policy.

The housing policy of the 
US government

Excess liquidity generated by monetary policy
means was not destined to end up in the real
estate sector. What attracted it there was the
government's housing policy, which involved
active interference in the market to increase
the ratio of homeowners, especially among
minorities and immigrants. As traditionally
there is strong scepticism in the US about
government redistribution, a different
method had to be found, which worked out-
side the budget and did not increase the redis-
tribution rate. The government “resolved”
this partly by government-sponsored institu-
tions and partly by loosening up the condi-
tions for borrowing. 
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Government-sponsored enterprises on the
real estate market were set up during the great
depression,15 when banks provided housing
loans on a one or two-year term which made
property purchases extremely difficult. An
organisation called the Federal Housing
Administration (FHA) was established in 1934
to function as a guarantor for the housing loans
of low-income citizens under strict conditions
(e.g. requiring a down payment of 20 per cent).
Then in 1938 Fannie Mae (the Federal National
Mortgage Association) was set up for buying
up FHA loans and later for repackaging and
securitising them. Seeking to reduce the deficit,
President Johnson privatised the firm in 1968,
and its shares were floated on the New York
stock exchange. Still, Fannie Mae partly
retained its governmental function, which
resulted in a rather unique arrangement.
Despite resting in private ownership, there is
implicit government guarantee on its loans,
which gives them significant benefits in obtain-
ing financing. On the other hand their activi-
ties are strictly restricted to housing properties
and secondary markets, i.e. they are not
allowed to issue mortgages.16 Their market
share is huge, and as shown in chart 4, they
were responsible for 78 per cent of MBS' issued
in 2000. Wallison and Calomiris (2008, page 2)
considered this arrangement the privatisation
of profits and the socialisation of risks as these
institutions had access to cheap financing,
while being able to lend at market costs. With a
view to the crisis and the subsequent bailing
out of these companies, this standpoint is not
far from reality. 

Government interference with the housing
market was further expanded in the 1970's
when the issue of discrimination came up in
relation to the assessment of mortgage applica-
tions. In 1977 the Community Reinvestment
Act (CRA) was passed, requiring banks to do
business in their entire geographical area, not
only in lucrative districts (Liebowicz, 2008,

page 6). From then on, banks were not only
rated on the basis of financial stability but also
with a view to their compliance with CRA rules
and low scores may have triggered penalties.17

Starting in 1991, banks had to report mortgage
applications by ethnic group as well. Once this
data was available, it was promptly in the focus
of media attention. Based also on some other
variables, a 1992 study of the Federal Reserve
Bank of Boston suggested that the mortgage
applications of minorities were rejected at a
much higher rate than that of white applicants.
Although there were serious doubts about the
data and the findings of that study (Liebowicz,
2008, page 6), the response of the media
spurred government action and triggered the
tougher enforcement of CRA rules. That was
the time when the government-induced loos-
ening of loan conditions began. 

This loosening involved government-spon-
sored institutions first, which were forced by
the government to provide 42 per cent of their
loans to groups with earnings below the medi-
an income level. This ratio went up to 50 per
cent in 2000 and to 52 per cent by 2005 (White,
2008, page 5). In the 2000's, the institutions
were even more willing to serve government
needs as they got involved in the accounting
scandals of 2002–2003 which put their special
licenses at risk (Wallison and Calomiris, 2008,
pp. 4–5). When opening up to disadvantaged
groups, they gradually softened up the former-
ly strict conditions. They rendered less and less
importance to credit history, increased the ratio
of available income-dependent loans, decreased
down payment from 20 to 3 per cent and low-
ered documentation requirements (Liebowicz,
2008, pp. 7–10).

As the activities of GSE's were concentrated
on the secondary market, the loosening of bor-
rowing standards directly affected lending
banks as government pressure through CRA,
excess liquidity and investor competition all
pushed them towards the expansion of lending. 
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In the beginning, the overall softening of
lending standards did produce the results
expected by the government. Indeed, the
number of home owners increased through-
out the US from 64 per cent in 1994 to 69 per
cent in 2005 (Liebowicz, 2008, page 16).
Second, easy access to loans not only motivat-
ed minorities to take out mortgages but
attracted property speculators as well (we will
discuss it later). 

In summary, the government's housing poli-
cy significantly distorted the US property mar-
ket and contributed to the increase of risks.
Government pressure to provide loans to dis-
advantaged groups and the loosening of gov-
ernment guarantee conditions helped the boom
of subprime and Alt-A loans shown in Chart 4.
The expansion of these risky loans seriously
magnified the consequences of informational
asymmetry between the players of the financial
market. I will present this in the next section. 

Financial sector

The problem of asymmetrical information
remained an unchanged element of the system
despite the revolutionary innovations on the
financial markets (Borio, 2007, page 9). It
means that relevant information is not equally
available to each player during the transfer of
resources, which leads to adverse selection,
principal-agent problems and the appearance of
moral hazard. In the OAD model, the informa-
tion asymmetry is observable between each
player of the lending process, which had espe-
cially grave consequences in the case of sub-
prime loans. Ashcraft, Scheurmann (2008) and
Baker (2008) listed several such interrelations.
In the context of this writing, the most impor-
tant relations are as follows: 

Between loan agent and borrower: clients
who take out subprime loans are usually not
quite sophisticated financial experts. Conse-

quently, they could easily be talked into loans
that were definitely disadvantageous for them
and which they were unable to pay back later
(predatory lending). The agent usually makes a
profit on these contracts as he gets the com-
mission for concluding the deal.

Between lenders and real estate appraisers:
while the agents of loan providers were paid to
get clients, the assessment meant business for
appraisers, an incentive emerged to assign a
high value tag to properties. As risks were
transferred in the OAD model by way of secu-
ritization, it was beneficial for all participants –
the borrower got the loan, the lender's agent
got a fee for the assignment, while the apprais-
er could count on further assignments. 

Between lender and securitization institu-
tion (GSE or investment bank): a lender has
more information on the solvency of the bor-
rower than the securitization institution.
However, as the latter can transfer risks further
and generates revenues from securitization, his
interests are tied to the quantity of issued
papers as opposed to the quality of loans.

Between the securitization institution and
investors: the securitization firm has more
information than investors and it can easily
happen that they retain quality papers for
themselves and securitize inferior ones. 

Between investors and credit rating firms:
credit rating firms are not paid by investors but
by sellers. This way, sellers are free to use the
services of rating firms who promise the high-
est rating. Calomiris (2008, pp. 31–32)
described this process in detail: the few players
on the credit rating market began to compete
for clients by issuing increasingly favourable
ratings. What made it especially easy is that
subprime loans were a new phenomenon and
thus no time series were available for reliable
ratings. In addition, Liebowicz (2008, page 12)
also pointed out that due to political reasons,
credit rating firms that enjoyed a special posi-
tion and were protected from real market com-
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petition did not want to take risks by objecting
the government's housing policy endeavours. 

In summary, the circumstances discussed
above illustrate quite well why the loosening of
lending conditions was especially harmful. For
in the long sales chain, information was
unavoidably a problem, and quality could only
be guaranteed if the entire chain was based on
reliable debtors. Government pressure to soft-
en loan conditions eliminated this very require-
ment. 

While the presence of the information prob-
lem in the OAD chain explains the supply of
inferior papers, it does not explain why demand
existed for them. Government regulations
played a decisive role in that, too. As we could
see earlier, in an era of excess liquidity, the risk
appetite of investors increased significantly and
yield hunting was typical. This was especially
true of institutional investors (e.g. pension
funds) that are bound by strict rules regarding
the rating of their investments. If so, then
demand must come from the yield difference
between corporate and real estate market secu-
rities. For the bonds of AAA-rated companies
promised much lower returns than similarly
rated mortgage securities. There were thus
good reasons why these apparently safe, high-
return assets were popular among investors
when liquidity was omnipresent (Ashcraft and
Schuermann 2008, pp. 11, 62–64). Thanks to
multiple government interference, immense
demand encountered with immense supply on
the market of high-risk securities and an
extremely complex network of institutions
emerged to serve their needs. 

The history of socialist regimes taught us
that market-distorting, bureaucratic interfer-
ence always has side effects which must then be
resolved either by undoing the intervention or
by imposing further bureaucratic measures
(Mises, 1962, pp. 533–534, Kornai, 1993). In
the US, there was a failure in this respect as
well. While the consequences of informational

asymmetry inherent in the financial system
were magnified by government measures, they
left the whole issue to be resolved by the mar-
ket based on the ideology of free markets. As
we could see in the previous sections, Alan
Greenspan and the Fed played a key role in this
process. While the bubble was taking shape,
they failed to fight for tighter lending stan-
dards and did not toughen the capital or margin
requirements of credit institutions. They
believed the markets can resolve these issues
automatically and that markets gravitate
towards equilibrium, which makes regulating
them unnecessary (Greenspan, 2008, page
434). They failed to realize that any system is
more than just the sum of its elements and that
the calculations of individual institutions did
not take into consideration the systemic risk,
which does require regulation.18 This is espe-
cially true when former interventions have
magnified potential threats. 

Households

We have reviewed the motivation of each play-
er except households. Just like with financial
markets, government regulations contributed
significantly to the fact that households
became indebted most enthusiastically (see
Chart 7). Besides negative real interest rates,
two institutional factors played a vital role in
this process.

The US government's housing policy does
not only encourage home ownership through
the means described above but also via taxation
policy means. Interests payable on mortgages
are deductible from the tax base. One unin-
tended consequence of this scheme is that
homeowners are not motivated in any way to
pay their mortgages quickly. Instead, it is much
easier for them to spend mortgages on con-
sumption, practically using their house as an
ATM machine (Ellis, 2008, pp. 17–18). After
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the bursting of the dotcom bubble, Greenspan
enthusiastically supported this strategy as it
enabled consumption growth.19

If a household is unable to pay mortgage
instalments, it would face rather gracious bank-
ruptcy conditions. The debtor must submit the
keys but the banks would usually not cite him to
court for the rest of the debt due to the high costs
of legal proceedings (Ellis, 2008, pp. 19–20).
What it means is that a homeowner can win a lot
if house prices go up but he can escape losses.

Besides the circumstances mentioned earlier
(cheap loans, loose lending standards), these
two factors also contributed greatly to the
increasing popularity of housing speculation
i.e. when property is bought for resale as
opposed to dwelling. As access to loans was
easy and house prices were on the rise,
investors could count on nearly sure profits
even with a zero down payment. When prices
began to fall, they stopped repaying the mort-

gage and handed over the key to the bank.
According to Liebowitz (2008, page 24) the
rate of speculative buyers was around 28 per
cent in 2005 and 22 per cent in 2006. He
believes this group played a decisive role in the
formation of the crisis. This view is supported
by the fact that both in the subprime and prime
categories, mortgage failure rates were the
highest in areas where speculation was especial-
ly buoyant (Florida, Las Vegas, California).20

In summary, it is clearly visible that govern-
ment intervention distorted the motivating fac-
tors of both financial system players and house-
holds and led to unintended consequences. 

DREAMS AND REALITY

The previous section revealed how government
steps distorted market drivers and resulted in
risk accumulation within the system. As the

Chart 7

DEBT SERVICE OBLIGATION OF HOUSEHOLDS AS A PERCENTAGE 
OF DISPOSABLE INCOME

Source: http://www.economagic.com
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US government obviously did not intend to
ruin the economy, it is important to understand
the beliefs and anticipations that drove their
measures. 

Both on the part of the monetary authority
and the government, the most important antic-
ipation was about technological development.
IT development and breakthroughs in financial
innovation seemed to have opened a new era
for the world economy. In the brave new world,
permanent increase of profitability, greater
social justice and the disappearance of business
cycles were expected.21

The anticipation of new eras is not a new
phenomenon in economic thinking. According
to Shiller (2000), in the 20th century it was typ-
ical in the early 1900's, in the 1920's and in the
1950's (pp. 101–119). Ironically, these views
usually broke through right before the largest
social-economical cataclysms.22

In the 1990's and 2000's, the revolutionary
innovations of financial engineering were con-
sidered the actual miracle. The development
of information technology enabled new meth-
ods of risk management, partly by developing
new derivative products and partly by the
model-based assessment of portfolio risk. The
VaR (value at risk) model developed by the
specialists of investment bank J. P. Morgan
provided an estimate of the worst expectable
loss in a certain period assuming regular mar-
ket conditions and a given level of confidence.
With this model, investors could obtain day-
to-day risk information not only about specif-
ic assets but about the entire portfolio which
enabled them to assume positions and assess
their traders based on their risk preference
(Jorion, 1999, pp. 262–271). The method was
a major step forward compared to former
times when the relative risk of increasingly
complex assets was almost impossible to tell
and without purposeful internal risk manage-
ment, a swindler trader could drive an entire
bank into bankruptcy.23

The innovations in risk management quickly
found their way to the regulatory authorities
who also had serious difficulties assessing the
risks of new products. Once they accepted that
market models are better than theirs, effective
1995 the Basel Committee allowed banks to use
their own internal models for calculating their
capital requirement (Jorion, 1999, page 65). 

At the beginning it seemed that technical
innovations worked excellently. Using the new
products, quantitative funds realized unbeliev-
able returns at apparently zero risk by utilising
the arbitrage opportunities in the world mar-
ket. Even if there were warning signs like the
delinquency of LTCM in 199824 they were con-
sidered one-off, non-repeatable events and
even greater efforts were made to gain a deeper
understanding of risks and to fine-tune VaR
models (Nocera, 2009).

However, the subprime crisis highlighted
with unprecedented clarity the deficiencies of
model application. The most basic problem was
the lack of sufficiently long time series (as
mentioned earlier herein) about the new prod-
ucts, which would have enabled the reliable
evaluation of associated risks. The other prob-
lem was that while enjoying 99 per cent proba-
bility, market players were inclined to forget
about the remaining 1 per cent, the so-called
tail events, which may have resulted in orders
of magnitude larger losses than estimated. 

Besides data quality and the tail events, more
serious problems were revealed as well. One of
these was the relevance of Goodhart's law,
which says that once a numeric indicator
becomes the basis of decision-making, players
will no longer focus on the underlying purpose
but on the indicator itself. In the case of the
VaR it meant that since traders were assessed
not only with a view to the returns of their
portfolio but also on the basis of VaR, they
became interested in keeping the indicator law.
I.e. they focused on products like CDS's which
entail a low-risk in 99 per cent of the cases but
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if a loss is suffered it is a huge one (Nocera,
2009). Another factor which motivated traders
to keep VaR values low was that thanks to
applicable regulations, they helped financial
companies keep their capital requirement low
(Danielsson, 2008, page 327). Besides the
manipulability of the indicator, it also became
obvious that VaR models provide insufficient
protection on their own against system-level
events as its assumptions were, by definition,
based on regular market circumstances. In
these situations, the pro-cyclical nature of VaR-
based regulations is clearly apparent: in good
times when asset prices are high, capital
requirements are low. When prices begin to fall,
a selling spiral takes off to increase capital
which further reduces prices.25

Naturally, the creators of VaR never said that
model-based risk estimates provide protection
against all risks. In the final chapter of his text-
book, Jorion (1999) engaged in a lengthy warn-
ing of the limitations of model-based risk
assessment and emphasises that it is only the
initial approach in evaluating risks. Nobel lau-
reate economist Robert Merton (1998) closed
his Nobel lecture noting that despite techno-
logical advances, models would never capture
the full complexity of reality. Still, at the time
of the subprime crisis, the false illusion of secu-
rity and the resulting excess risk appetite is
considered one of the key causes of the turmoil
(Danielsson, 2008; Nocera, 2009). 

However, it is not difficult to detect self-
interest behind confidence in technology. For
investors, the overlooking of model limita-
tions offered obvious benefits before the crisis
broke out as higher risks carried the promise
of higher returns and, as discussed earlier, yield
hunting became a typical characteristic of the
market. 

What is far more interesting than investor
attitude, however, is the reason why govern-
ment players overlooked these limitations. On
the surface, government players believed in the

miracles of technology as much as investors
did. E.g. upon the growth of the technology
bubble, Greenspan pointed out that it is very
difficult to question the opinion of securities
analysts who use immense amounts of data and
sophisticated models.26 In his autobiography,
he explains over long paragraphs that with
complex products we can only trust the self-
regulation mechanisms of the market because
financial market players are always one step
ahead of regulators. In Greenspan's opinion,
another argument for self-regulation is that
new, complex products are smoothing the mar-
ket and contribute to higher efficiency, while
sporadic failures cannot shake the entire sys-
tem thanks to developed financial markets
(Greenspan, 2008, pp. 436–442). 

Naturally, the promise of paradise on Earth
is as old as humanity. Therefore, it may not
even be necessary to dig any deeper into
explaining confidence in technology. Still,
just like in the case of investors, this faith
served perfectly the short-term interests of
decision makers since fast-paced economic
growth and immense consumption rendered
significant popularity to political leaders.27

Faith in the miracles in technology may have
suggested to politicians that these goals are
easy to achieve finally and e.g. there is no
need to seek resources in a transparent man-
ner within the budget, potentially at the
expense of other items, to finance the promo-
tion of social justice. If we accept the forego-
ing, we may realize that the US may not be so
differet from us, and if we look beyond the sur-
face we may observe similar trends to those in
our region, e.g. the new type of macroeconom-
ic populism, which Csaba (2008b) identified
with respect to Eastern Europe. In this new
form of populism, governments seek populari-
ty not by manipulating expenditures but by
letting go on the revenues and regulatory
side, doing nothing to keep booming con-
sumption under control. What links it with
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the recent years of budgetary populism in
Hungary, is that both are characterised by the
lack of financial sustainability and the unfore-
seeable consequences.28

LESSONS

Obviously it is way too early to consider the
lessons of the US subprime crisis final. Based
on what we have discussed here, however, we
should at least be cautious about opinions that
expect the resolution of the crisis from
increased government activity and putting mar-
ket forces under tighter control. If we look at
the road to crisis, it is clear that the govern-
ment played an active, decisive role in the story.
Whether these interventions were driven by
pure, illusionary belief or by simple self-inter-
est is difficult to judge. Either way, there is no
guarantee that decision makers will act more
wisely in handling the crisis than they did when

making it happen. This is especially true con-
sidering the fact that the unbelievably loose
monetary policy and exorbitant economic
stimulus packages that are used to fight the cri-
sis may soon create conditions, which are very
similar to former period of excess liquidity. 

The story has several lessons for Hungary,
too. First it shows that lasting disturbances
should be expected in the world economy,
which we have to adapt to. The case of the US
illustrates that excess consumption on a lasting
basis is unmanageable even for the most impor-
tant player of the world economy, and there-
fore it is surely impossible for a small, open
economy. The most important lesson, however,
is that it is extremely dangerous if a country's
economic performance is determined by illu-
sions and consumption fever. Probably it is
high time to reread the books of Adam Smith
(1759/1991) and Max Weber (1905/1995) on
the moral basis of capitalism and focus on work
and savings instead of consumption.

1 The term Keynesian Resurgence of 2008/2009 was
already an entry in wikipedia in January 2009. In
Hungarian on the renewed popularity of Karl Marx,
see e.g. Zeiler (2008).

2 http://www.imf.org/external/pubs/ft/survey/so/
2008/INT122908A.htm. Hungary is a natural excep-
tion due to its strained public finances.

3 George Soros (2008) captured this phenomenon
with the term reflexivity. Reflexivity refers to situ-
ations where there is no clear distinction between
the observer and the observed phenomenon, where
it is therefore not possible to gain perfect knowl-
edge and the anticipations of the individual also
shape reality which can be manipulated for a limit-
ed time. The development of money market bub-
bles is an example of this.

4 Naturally, this issue would deserve a much deeper
and more extensive discussion yet we do not have the
space for that herein. In Hungarian technical litera-

ture, see this matter discussed by Botos (2007) and
Magas (2008).

5 Hereinafter I only discuss the characteristics of sub-
prime loans and the OAD (originate and distribute)
model of the US mortgage market superficially and
only to a level of detail required for understanding
the following chapter. For a more detailed discussion
of this topic see Király and Nagy (2008), Király,
Nagy and Szabó (2008) pp. 588–593, and, in English,
Ashcraft and Schuermann (2008) and Gorton
(2008). 

6 The magnitude of these write-offs was further
increased by fair-value-accounting. Introduced in
2007, this rule required companies to book assets at
the actual market price (mark-to-market). At the
time of the crisis, it meant that companies had to
devalue their assets for which demand disappeared in
just a few weeks. Then in order to mitigate these
losses, they had to liquidate marketable and prof-
itable assets which put pressure on other market

NOTES
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prices and generated further losses. See Whalen
(2008) page 6–11 and Roubini (2008) pp. 206–208.

7 As pointed out by Gorton (2008, page 25), the like-
ly cause of the disappearance of SIV's was the
decrease of trust on the market as opposed to funda-
mental problems, for these funds had very little
exposure to subprime loans and their portfolio was
properly diversified. 

8 According to Zingales (2008), Lehman's leverage was
in excess of 30, i.e. there were only 3.3 dollars of cap-
ital assets for each 100 dollars lent. What it meant
was that even a 3.3 per cent impairment loss was
enough to make the company insolvent. On top of
that, Lehman financed more than 50 per cent of their
assets from short term loans which was a significant
risk factor when confidence was being lost. 

9 The grand total of bank-saving packages cannot be
estimated at this point. Yet analysts believe that guar-
antees undertaken and subsidies provided can total
to 7.8 thousand billion dollars. See http://www.mar-
ketoracle.co.uk/Article7624.html

10 Robert Shiller wrote his book Irrational Exuberance
in conjunction with the stock exchange bubble right
before it burst. The book made Shiller a world-
famous author very quickly. 

11 Greenspan (2008) pp. 205–208. What is more, he
actively intervened to help detect this phenome-
non when making a proposal on the Boskin
Committee, which was intended to recalculate
inflation and show the inflation-decreasing effect
of technology. Fleckenstein (2008, pp. 38–43) pre-
sented three methods which enabled inflationary
calculations that yielded a 1.1 per cent lower rate
than before. 1. Geometric calculation was used
instead of arithmetic calculation to determine
price changes. I.e. if a product's price went up
from 100 to 161 dollars in 5 years, the annual
growth is 10 per cent. Performing the same calcu-
lation with arithmetic methods, we would get a 12
per cent growth rate. 2. Involving the substitution
effect in the calculation. If the price of a product
goes up but that of a substitute product stagnates,
the price increase is not taken into consideration.
3. Hedonic adjustment: if the price of a product
goes up but its quality improved as well, the qual-
ity improvement was deducted from the price
change. As Rogoff (2003) pointed out, however,
the low inflation rate of the 1990's was in fact a
consequence of intensifying international compe-
tition.

12 From the investors' standpoint, Greenspan of course
saved the world. See Dunbar (2000) pp. 329–332

13 Among others, Alexander Lámfalussy pointed out
this asymmetry already in 2006 , well before the cri-
sis burst out. See Lámfalussy (2008) pp. 197–198. 

14 In his autobiography written right before the crisis,
Greenspan openly expresses his opinion that it was
worth assuming financial risk in order to provide
housing opportunities to the wide public
(Greenspan, 2008, pp. 277–278). Fleckenstein
(2008, page 159) quotes a 2005 speech of Greenspan
regarding the risk-mitigating role of innovations.

15 In this section I rely on the description rendered by
Frame and White (2005)

16 Freddie Mac (Federal Home Loan Bank Board),
established in 1970 for the securitization of the
mortgage portfolio of S&Ls has been operating
along similar principles since 1989.

17 If a bank failed to provide a sufficient amount of
loans of this sort, they were exposed to penalties.
What is more, effective 1995, a low CRA score was
a potential reason for the authorities to reject these
institutions' merger with other banks or their open-
ing of new branch offices – White (2008, page 5)
considers this the real breakthrough in forcing
banks to comply with CRA requirements.

18 This is the phenomenon of the fallacy of composi-
tion, meaning that whatever is rational at micro-
level may not necessarily be rational at a high level.
This problems may be especially grave in the finan-
cial system e.g. in relation to peer pressure. See
Borio (2007) page 9

19 In support of this view, Fleckenstein (2008, pp.
139–140) quotes a speech that Greenspan delivered
in Congress in 2002.

20 These differences are apparent at http://data.
newyorkfed.org/creditconditionsmap/ – in most
areas of the US, mortgage delinquency rates are
between 0 and 2 per cent.

21 An illuminating example of this thinking was pre-
sented by Weber (1997) who envisaged the disap-
pearance of business cycles due to wise government
policy, IT development and globalization. 

22 Naturally, this state is well observable on money
markets as well as pointed out by Borio (2007,
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page 9). The risk perception of market players is
always the lowest when the bubble reaches maxi-
mum size – right before bursting. 

23 Jorion (1999, pp. 46–52) cites the 1995 bankruptcy
of Barings and Daiwa as examples. 

24 See Dunbar's (1999) gripping book about the histo-
ry behind. The author blames the built-in mecha-
nisms of VaR models for the fact that traders had to
liquidate profitable positions to compensate their
losses due to the financial crisis in Russia in order to
raise capital. This move, however, generated a price
decrease on other markets as well and thus aggra-
vated the crisis (pp. 296–298)

25 This criticism was voiced among others by Eatwell
(2007), Borio (2008), Nourini (2008).

26 Fleckenstein (2008, pp. 66–67) cites a 1999 speech
of Greenspan about it.

27 E.g. Soros (2008, page 160) plain states that the fact
that interest rates remained below inflation over a
long period of time after 2003 was a result of 2004
elections. 

28 At the time of this manuscript going to press, the
question in Hungary is whether the state would go
bankrupt. Regarding the US, it would have been
cheaper for the government to buy the mortgaged
property for borrowers as a gift – based on chart 4,
it would have cost less than 2 thousand billion dol-
lars while the costs of the crisis have way exceeded
that already, albeit the final figure cannot be esti-
mated at this point.
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L

István Magas

Cyclical fluctuations and
crises in the US economy,
1929–2008
Additional details to the crisis anatomy

Is there a universal attitude to or description of
economic crises and capital- and money market
processes (as well as, certainly, of the ways out of
the crises) that could be used in such a gross situ-
ation, first in the interpretation of the situation
and then in looking for the right solutions? Well,
the answer is rather distressing: such reliable or at
least tested, widely used and of course sufficiently
general descriptions – let us point out in the
beginning – are not available. Lacking a blissful
theory, we have historical retrospection to provide
several positively good analogies, however. It is
some of these latter that are offered by this study,
which attempts to place the performance, cyclical-
ity and share markets of the US economy in a
long enough historical perspective. Examining
almost 70 years of the history of the US economy
we have found that the struggles out of the crises
and the revivals of growth have become increas-
ingly efficient from an economic historical point
of view, taking increasingly shorter time periods.
The ability of learning from the stock exchange
crises has been also improving and institutional
adaptation, too, has been apparent. In previous
difficult periods also, the return of optimism has
taken increasingly shorter time and this histori-
cally improved learning ability characteristic of
the US markets can by all means give hope
amidst the current crisis as well. Considering the
above, the study argues that, in 2009, there is a

good chance for the return of the American econ-
omy – and, together with it, of the capital and
money markets – to the normal course as fast as
within 3–4 quarters.

INTRODUCTION

By the last third of the twentieth century and
especially by its last decade, the new, globalised
capital market, capital flow and currency
processes of the world economy got in the
focus of the attention of international investors,
institutions and governments. In the first eight
years of the new millennium, world economic
growth was to an even greater extent affected
by the further growing volume of capital flow-
ing through international channels and by the
speed of money and information flow. The spe-
cial role of international money and capital
movement and of adequate currency exchange
rates became apparent in the case of both the
leading states of the world economy and of
smaller national economies. At the same time,
the nature and number of actual market mecha-
nisms related to financial globalisation is still a
largely unexplored area. Related research has
once again flared up old, theoretical debates –
evaluating the international mobility of capital
and the world economic functions of stock
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exchanges and currency markets in general –
that kept glowing after the collapse of the
Bretton Woods system in 1971 for a long time
still (Eichengreen, 1998; Krugman – Obstfeld,
2003; for Hungarian references, see Erdõs,
1997, pp. 87–92). A deep recession, what is
more, a world economic crisis was foreshad-
owed by the general international stock
exchange decline of 1997–1998 already, at least
in a more easily identifiable, retrospective per-
spective. The latest global financial crisis that
started in autumn 2007 and became a full-blown
crisis by autumn 2008, dragging almost all the
developed world into recession, has in size only
approximated the 1929 crisis since (up to the
beginning of 2009 at least) both real GDP drop
and the levels of unemployment have fallen
short of the 1929 levels. In the light of the dra-
matic developments that have taken place so far,
however, it is absolutely understandable that
the disputes questioning the equality of macro-
economics – as a science describing market
behaviour precisely and thus in a predictable
way – with other sciences have also revived once
again (Borio, 2008; Soros, 1996; 2008).

One thing is for certain, however: the seri-
ous financial crisis that accelerated in the sec-
ond half of 2008 and grew to a world econom-
ic size in every respect, urges a more profound
understanding of international money process-
es. At all levels. It needs to bring forth a will-
ingness to evaluate the situation and change
attitude by all, including governments, central
and commercial banks, corporations as well as
individuals. Yet, however incredible this may
sound, it is not money or more money that is
to guarantee the permanent solution of the
financial crisis: merely more money is no
means to increase either production or employ-
ment. At the macro level, money is neutral: it
does not produce either goods or wealth. In
itself it does not. Only well-disciplined human
effort – adequately combined with natural
resources – is able to produce goods and,

through these, wealth. It is of utmost impor-
tance to remind now of this “classic money”
neutrality theory!1 It is an effort in vain to look
for a single cause or a single person responsible
for the crisis, while it is a harsh exaggeration to
blame it on the bases of global capitalism. It is
all the more reasonable to investigate the weak-
nesses of international financial regulations,
saving practices, taxation and foreign exchange
trade, on the other hand. This is not the end of
the world and there is no general world eco-
nomic crisis affecting production or employ-
ment, either, but there is a situation of crisis
that can be best identified with an internation-
al liquidity and confidence crisis. This latter is a
much milder category and is easier to treat as
well. One thing can be taken for granted: in the
world economy, concerning finances at least, a
new era has begun in which the most affected
parties, i.e. banks and their regulatory authori-
ties as well as the governments and banks of
issue of advanced countries have tried at last,
with considerable delay, to channel the process-
es that had broken loose from the national-
state regulatory frameworks back into their
right courses. It is only in part, however, that
we can now have a feeling of déjá vu seeing the
huge losses (worth at least 10 years of total
Hungarian GDP) that evaporated at money
and capital markets and that were apparent and
written off immediately, and the sinking and
nationalisation of huge banks and investment
houses. What we face now is an absolutely new
phenomenon in a number of respects.
Although many of the experts closely familiar
with the logic of bank systems and money mar-
kets claim that the strike of the lightning was
only a question of time, the serious situation
that has developed was, in my opinion, not to
be predicted nevertheless. Neither the extent
nor the time length of these processes could be
precisely foreseen. This is true even if the logic
of the development of crisis events, i.e. the
road to the crisis, was familiar from earlier
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times. Retrospective wisdom is not worth
much in this case, either: the speed by which
the crisis process spread and the size of the
devastation it has globally made, have been
beyond all imagination.

One of the relevant thinking frameworks to
start with could be looked for under the macro-
economic guidelines referring to cyclicality.
Thus here in the introduction, a short review
shall be provided of some of the widely used
propositions, with their actual relevance to the
current situation of crisis discussed. It should
be noted, however, that this study is not of a
theoretical conception; it rather wishes to col-
lect statistical and economic historical facts,
offering additional information to the crisis
anatomy. Accordingly, in the next part, some
characteristics of the US economic develop-
ment between 1929 and 2008 shall be surveyed,
with the simultaneous presence of cyclicality
and stability pointed out. A kind of stock
exchange crisis anatomy shall be offered there-
after, collecting the historical experience of
capital market recovery and restoration, exam-
ining the past of the New York Stock Exchange
Indices. The study shall be closed by a summa-
ry and conclusions. 

Some starting propositions

In what follows, we shall make some starting
propositions, i.e. mainstream concept-level
statements that share the same macroeconomic
starting point or theoretical proposition. Let us
quickly add, however, that beyond these
proposition-like statements, the actual numeri-
cal correlations offering permanent generalisa-
tions are not in such accordance by far
(Dornbusch – Fischer-Begg, 2004, pp. 526–535).
Even less is there a quantitative correlation
available that is time resistant and can therefore
be proven despite changing conditions, which
could also be suitable for making precise pre-

dictions. It is better to point this out in the
beginning, with reference to the fact that nei-
ther the temporal characteristics of the crisis
that has developed by today nor the extent of
the recession could be precisely predicted. 

TREND AND CYCLE If the question is whether
there are coded (i.e. predictable in advance)
trends and cycles; in other words, whether
there is a permanent economic correlation suit-
able for prediction – one that could be used
also in the case of the most advanced economy
in the world, the USA, where there are the
most reliable timelines available – or we merely
have indicative statistical observations, then the
answer is rather the latter. We do have statisti-
cal observations that indicate trends but there
are no formulas proven to be uniform by eco-
nomic sciences (i.e. parametric formulas) for
the calculation of the actual future length of
the trends or the amplitude of the deviations.
We do know at the same time – also in
Hungary, through the pioneer work of Tibor
Erdõs (Erdõs, 1976) – that cyclicality is perma-
nently present in the market economy. In real-
ity, total output and productivity do not devel-
op simultaneously; they grow at a different
rather than the same pace. The output trendline
is therefore identical with a smooth long-term
trendline cleared of short-term fluctuations.
Under the definition, the business cycle means
the short-term deviation around the trendline. 

THE POLITICAL BUSINESS CYCLE Under this
concept, governments are able to manipulate
the economy, through their spending and their
fiscal measures in general, with the purpose of
making the impression before an election that
the state of the economy is favourable. The
government may even launch a new cycle of
growth, which may be of good intention but
ill-formulated, in the implementation of a sta-
bilisation policy. In the current situation, it can
be stated with considerable certainty that the
crisis was not related to the American political
cycles. [EIU-(2008)]
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THE LENGTH OF THE CYCLES Given their
nature, business cycles may change regarding
their length because macroeconomic adaptation
to new conditions may be slow in the beginning
or because time replacement between present
and future may be difficult both at the con-
sumption and at the investment market and is
difficult to calculate in the present (the earliest
and most persuasive reference on this in
Hungarian literature is also by Tibor Erdõs, (cf.
Erdõs, 1976, pp. 114–147). Sometimes there is
regularity present in the term of the cycle,
sometimes there is not. In the current situation,
the aspect of inequality across the cycles may be
assigned importance and high significance at the
American consumption market, the investment
market as well as the credit market. 

WHAT IS REFERRED TO AS THE MULTIPLIER

ACCELERATOR MODEL shows that investments
depend on the profit expected in the present.
This concept assumes that the expectations in
the present always reflect the level of actual
output in the past as well. The accelerator
model in itself produces a cycle, too, but this is
basically so because it assumes that companies
are rather “foolish” ignoring the effect of their
own expectations on the cycle itself.
Unfortunately, in the case of financial invest-
ments, real estate development and particularly
in mortgage lending, the suspicion may have
frequently arisen that it has all been about the
case of “I can see myself only”. Originally,
Soros' reflexivity concept is based on a similar
argumentation (Soros, 1996; 2008). It is also
this invisibility of system-level risks that
(Király – Nagy – Szabó, 2008) refer to as well.
Output fluctuations are limited by the full
capacity constraint from above and the impos-
sibility of negative gross investment from
below. Changes in assets cause fluctuations
only if the former incorporate planned reduc-
tion, i.e. if it is not about suffered asset
changes. An asset change is thus usually an
effect rather than a cause and is thus not the

reason but the consequence of fluctuation. It is
very important to point this out in relation
with the current crisis in that the unsold status
of either housing or other big consumption
items (houses, automobile and household
equipment) should be regarded much more a
consequence than a reason. On the other hand,
as was clear to many, the demand that had
developed at the markets in question, which
had been perceived as reality by producers,
could not be maintained because at a relatively
early stage – as was easy to notice in 2006
already – the rate of subprime or insolvent bor-
rowers at the most important product markets
rose unproportionately high. (This view is
shared, among others, by Elmendorf, 2008;
Gramlich, 2007; Krisman, 2007). The real busi-
ness cycle holds that output may only tem-
porarily deviate from the potential, even in the
case of antagonistic or cross credit cycles. In
the regular case, it is exactly these deviations
that make the cycles themselves. It is useful to
note that aggregated demand and supply both
influence the fluctuation of the cycles. At the
US real estate market, both effects were pres-
ent at the same time, but it was basically about
overspending generated by an artificial demand
in which financial innovations boosted the
assets of sellable products at an undue extent.
(Magas, 2008, pp. 996–997). This view is con-
firmed by (Dynan – Elmendorf – Sichel, 2006;
Elmendorf – Dynan – Kohn, 2007; Király –
Nagy – Szabó, 2008, p. 614) The latter author
trio formulates this the following way: At the
US market, “the rise in the losses was directly
triggered by a peculiar interference of the inter-
est cycle and the housing price cycle. At the
same time, it was the defects of the origination
and distribution model that had a determina-
tive role in the development of losses.” 

THE INTERNATIONALLY EMBRACING OUTPUT

PROCESSES – due to the high integratedness of the
commodities, labour and capital markets of the
world primarily – have made most advanced
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countries dependent on their major partners
also as regards growth trends. In the advanced
world, business cycles develop simultaneously,
in correlation. This phenomenon has been
explored by literature for quite a long time; we
have known about the complexity of the corre-
lation of international economic trends for
over two decades (Kenen, 1989, pp. 404–424,
Krugman – Obstfeld, 2003, pp. 725–757).
Advanced countries and, together with these,
the world economy as a whole, rise and sink
almost together (with a 2–3 months' difference
at the maximum). In this sense, there is noth-
ing new under the sun since for over three
decades, the major players of the world econo-
my have cried and laughed together economi-
cally. What is relatively new, however, is that
financial globalisation has accelerated the
spreading of positive and negative effects
(Magas, 2007a, pp. 188–212)

It is this world economic cyclicality, partly
immanent, still well-known from earlier, i.e. the

large-scale dependence of the world on the
growth rates of advanced countries and,
through this, the cyclicality of the other
regions of the world economy following indus-
trial countries basically, presented in Chart 1.

So these are the starting propositions on the
basis of which we should be able to evaluate or
identify what well-known or new reasons the
general economic recession that unfolded in
leading OECD countries in 2008 can be
blamed on. The full-scale exploration of this
question – let us quickly point out – is still out-
side the scope of this study, however. Here we
have two, more minor objectives. 

On the one hand, we wish to present some
characteristics of the US economic develop-
ment in a longer, seventy-year and in a three-
decade perspective, looking for general or
peculiar momenta or characteristic features
that could serve as an explanation for today's
crisis processes. So as to make the analysis eas-
ier, we shall thus first of all examine the past

Chart 1 

ADVANCED COUNTRIES AND THE WORLD ECONOMY MOSTLY DEVELOPED SIMULTANEOUSLY
GDP GROWTH IN MAIN COUNTRY GROUPS, 1970–2002, 

(%)

Source: IMF WEO April 2002

Developing countries

World economic growth rate since the 1970's

World Industrial countries
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economic performance of the United States as
regards cyclicality and stability and especially
considering the historical perspective of the
current crisis. It is hardly disputable that the
origin of today's problems are also related to
some special characteristic features of the
American economy: the permanently high
demand for outside credit primarily, the
extraordinary development level ( and over-
shooting) of credit markets as well as the
immanently present cyclicality. 

On the other hand, we shall examine the ear-
lier crisis reactions of US capital and money
markets in a long enough historical retrospec-
tive so as to get a better understanding of the
present. Within this, we shall touch upon the
peculiar behaviour and the risks of internation-
al money and capital markets. We shall come to
the conclusion that the uncertainty following
from the inner essence of integrated interna-
tional financial and capital markets can only be
moderated by a well-established international
regulatory environment pointing towards uni-
formisation and predictability. This is a realisa-
tion that the world came to in autumn 2008
already. If, however, the difficult but much
more factual question is asked if the develop-
ment of the crisis in the macroeconomic
processes of the USA could be precisely fore-
seen, well, then the answer is rather no.
Although the accumulation of certain inner
and outside tension could be felt (Lansing,
2005), such a major crisis could hardly be pre-

cisely foreseen. Certainly there are always
some presentiments and signs pointing
towards a crisis, which are especially apparent
in retrospect, like one of the statements made
by Nobel Laureate Paul Krugman (Krugman,
2003): “all the major engines of the world econo-
my – the USA, the euro area and Japan – are fal-
tering and the threat of a severe world economic
breakdown cannot be ruled out.”

Although the statement speaks of a possibil-
ity rather than a certainty, Krugman must have
known something.

Currently, in the beginning of 2009, both
IMF and OECD predict a general recession, as
Table 1 reveals, while neither of these institu-
tions forecast a decline, let alone a crisis earlier,
before the summer of 2008 (OECD, 2008).
The same is admitted by the Bank of England
(BoE, 2008).

SOME SPECIAL CHARACTERISTICS OF
THE ECONOMIC DEVELOPMENT IN THE
USA 1929–2008: CYCLICALITY 
AND RELATIVE STABILITY 

We must begin the analysis with the surprising
claim that in a historical perspective that can be
called really long – namely between 1929 and
2008 – the US economic development was
simultaneously and permanently characterised
by stability and cyclicality. As regards the peri-
od after WWII, it was a markedly and stably

Table 1 

IMF- AND OECD-PREDICTIONS ON THE EXPECTED RATE* OF ECONOMIC GROWTH 

2008 2009
IMF OECD IMF OECD

USA 1.4 0.4 –0.7 –0.9

Eurozone 1.2 1.1 –0.5 –0.5

Japan 0.5 0.5 –0.2 –0.1

World economy 3.7 — 2.2 —
* Status as of November 2008

Source: IMF, OECD
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steep real growth trend (intermitted by short
flat terms only) that became determinative (see
Chart 2). It was this trend that was broken by
the end of 2008. The situation of recession that
developed by the beginning of 2009 is – at least
considering the historical perspective of the
previous seven decades – not as dramatic as
many claim. In the seven decades' perspective,
the US economy witnessed a positively even
performance, at least considering the develop-
ment of real GDP. With the exception of the
Great Depression, the level of real output
incorporated in GDP never fell to a perma-
nently low level with a double-digit unemploy-
ment rate. Really deep recessions were limited
to one or one and a half years only, even at
calamitous times like in 1933–1934 as well as
after the end of the extraordinary war efforts in
1945–1946. 

It is clear from Chart 2 that recovery, i.e. the
return to earlier levels of output in the real
sense was usually realised quite fast, although
not always at the same speed by far. In growth,
there were flat periods, “developing sideways”,

but the terms characterised by permanently
negative GDP were really short and got
increasingly shorter. Cyclicality, however, even
though immanent, was permanently and obsti-
nately present even in this basically rising
trend. Yet, the fact of an inclination towards
output fluctuation from the generally evenly
rising output course is only apparent from the
further detailed and more refined Chart 3 pre-
senting the length of the actual recessive and
expansive cycles. 

Chart 3 shows very well that in a retrospec-
tive perspective, right back to the Great
Depression in 1929, the length of descending,
i.e. recessive periods (presented in data set 1,
marked on the right of the Chart), measured in
months, has clearly shortened towards the
present. While the decline lasted for 43 months
at the time of the Great Depression (and
resulted, at its lowest, in a 24.9 per cent unem-
ployment rate and 29 per cent GDP fall), the
recovery that followed, i.e. the period of expan-
sion (see the scale on the left, data set 2) lasted
for 50 months already. The recession that start-

Chart 2 

REAL GDP DEVELOPMENT IN THE US ECONOMY AND RECESSIONS, 1920–2004 
(USD bn, at standard 2000 year prices)
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ed in May 1937, on the other hand, lasted for
13 months only and at the lowest of the
decline, although there was still very high, 19
per cent unemployment, GDP fall was only 5.5
per cent. The growth period that began in June
1938, in turn, lasted for 80 months already. In
the time that has passed since then, the trend
has further improved: expansive terms have
lasted longer, while recessions have become
shorter. Although the contraction triggered by
the 1973 oil crisis lasted as long as 16 months,
and unemployment was still 8.5 per cent, there
was a relatively moderate GDP fall of only 1.1
per cent. It was only the 1981 recession that
was serious even by today's measures in that it
went on relatively long, for 16 months (bring-
ing about high, 9.7 per cent unemployment,
while GDP shrank by 2.1 per cent.) The recov-
ery that unfolded in November 1982 and the
following expansive term, on the other hand,
last for as long as 92 months already. This
record could be outdone by the expansion that

started in March 1991 only, which lasted for
round ten years (120 months) and was defeat-
ed by the terrorist attack of September 2001
only. 

In the light of this historically improving, i.e.
shortening recession cycle trend, it seems
probable that the economic shrinking that
developed in the USA by the beginning of
2009, will not last longer than 3–4 quarters (as
is also assumed by Levinson, 2008b, pp. 3–5).
On the basis of Chart 2, the marked and per-
manent presence of cyclicality is hardly dis-
putable, however. This seems to be confirmed
by some other, product, labour and money
market statistics pointing towards the same
direction, which are to be discussed in brief in
what follows. 

Let us examine Chart 4, which shows the
development of consumer price index and of
interest rates in the periods of 1950–2008 and
1999–2008. Both panels show something “cycli-
cal or rhythmical”, but, in the past 10 years, it is

Chart 3 

THE TIME LENGTH OF THE EXPANSIVE AND RECESSIVE TERMS OF US ECONOMIC 
GROWTH IN 1929-2008, 

(month)

The length of growth cycles in the USA, 1929–2008
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especially the movement of interest rates that
has revealed the frequent alternation of differ-
ent macro environments and credit cycles. 

If we take the development of the monthly
consumer price index as a basis, which meas-
ures the cyclical and seasonal pulsation of the
economy quite well, although not comprehen-
sively by far, what we can see is that in the

USA, looking back to 1950, there were only
three major inflation waves. Of these, in the
post WWII period, only two were related to
outside effects, i.e. to world economic process-
es, which were thus (from the point of view of
adaptation) dramatic price rises of a novel
nature, essentially related to the two oil crises.
The stability of the American price level was

Chart 4 

CONSUMER PRICE-INDEX (1950–2008) AND INTEREST RATES IN THE USA (1999–2008)

The development of the consumer price index in the USA (month/month %)

Changes in the benchmark interest rate of Fed (%)

From 17/12/2008 on, Fed determined a target range.

Source: Fed, Portfolio.hu

Source: Datastream, Portfolio.hu
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thus otherwise astonishingly permanent in this
period of over half a century and the crediting
cycles – which are not in accordance with out-
put – did not cause any major problem. A spe-
cific and marked danger of deflation, which is a
very likely consequence of a deep recession,
developed by the end of 2008 only, in relation
with the current crisis.

At the same time, not even the permanent
presence of price stability could (and it had no
chance to be able to, under any theoretical con-
sideration) suppress the large-scale tendency
for cyclicality permanently present in the econ-
omy. The state of labour markets is even more
suitable than the development of output to
illustrate the cyclical behaviour. Chart 5 pres-

Chart 5

CYCLICALITY AND LABOUR MARKETS IN THE USA, 1974–2008
(monthly changes, thousand people)
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ents the monthly levels of non-agricultural
employment in the USA, with one of the most
flexible labour markets in the world, in the past
three and a half decades. 

Chart 5 clearly reveals that, even though
there was almost permanent fluctuation even in
employment, the average fluctuation was rela-
tively moderate throughout this very long peri-
od. Upwards, i.e. in the direction of net
employment rise, the American labour market
was characterised by a monthly average fluctu-
ation of approximately 150 thousand people;
downwards, i.e. in the direction of shrinking –
with the exception of the oil crisis of 1974 – the
labour market was not characterised by perma-
nent dramatic shrinking. In 1974–2008, the
average monthly net employment loss was
about 100 thousand jobs. The economic
shrinking that developed by the end of 2008
threatened with a loss of millions of jobs
already, which really foreshadowed a contrac-
tion of unexampled extent. The contraction

was clearly caused by a sudden collapse of
effective demand, i.e. of credit-based demand
to be more precise, especially due to a dramat-
ic fall in the demand for big ticket items (real
estate, automobile, durable consumer goods).
The forced reduction or termination of pro-
duction in these sectors caused by the credit
crunch sent immediate waves to the labour
market, swelling a flood of unemployed (see
the second part of Chart 5).

The three decades' total picture showing the
development of the real effective exchange rate
of US dollars throws interesting light upon the
determinative role of the American economy in
world economic processes and reflects the rel-
ative stability of the dollar towards foreign
markets. (see Chart 6)

What Chart 6 most importantly reveals is
that, in the past over three decades, interna-
tional money and capital markets have well
mediated the inflation and the nominal interest
differences that have developed between the

Chart 6

THE REAL EFFECTIVE EXCHANGE RATE OF THE US DOLLARS IN 1975–2005
(1975=100)
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USA and the rest of the world, as well as the
changes in productivity. The real effective
exchange rate proved quite stable in that in
remained close to the nominal level of 1975.
The exchange rate channel has thus well medi-
ated the international movement of goods,
money and property; it has not blocked suc-
cessful adaptation to the changing world eco-
nomic environment. This is a most significant
development in the sense that we tend to over-
estimate nominal exchange rate changes and
this is especially frequently so in the case of the
dollar. 

During the financial crisis unfolding from
mid summer 2008, in turn, it could be seen – as
may be expected of a currency of a stable econ-
omy that also has the role of the world curren-
cy – that the US dollars strengthened fast and
at an increasing pace, at least in the months
filled with an intensifying mood of crisis, in the
last quarter of 2008 and especially against the
main rival key currency, the Euro. (See Chart 7)

Considering the pronouncedly wild market
nominal exchange rate movements experienced
in the past months (in the last quarter of 2008)
we can thus probably say that the bad news was
almost favourable for the currency of a country
that was at war, with high costs involved, by the
way. The US Treasury, at least in early 2009,
could still take up borrowings for both the
short and the long run, under fairy tale condi-
tions. This is also what is reflected by Chart 8.
There are few countries in the world with such
high payments balance and budget deficit that
can take up long-term loans under such condi-
tions. Recession is one thing and another thing
is a forced flight into US dollars by the world's
big savers and major players with liquid money
surplus (companies and governments).

Considering the above, the perspectives of
the US economy for the year 2009 are not so
scary, as is also illustrated by Table 2 based on
data published by the US Department of
Commerce. 

Chart 7

USD/EURO EXCHANGE RATE DURING THE UNFOLDING OF THE CRISIS 
IN JULY 2007–NOVEMBER 2008 

Source: Bloomberg.com, portfolio.hu
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STOCK EXCHANGE CRISIS ANATOMIES
AND HISTORICAL EXPERIENCE

The period of fast and cheap access to credit in
the USA is certainly over, and the yields pro-
duced by especially complex and thus also non-
transparent credit products have also dried up
for considerable time to come. Although a
detailed analysis of the crisis is still ahead, there
has been one development for certain: this very
stormy crisis, the speed and severity of which

have been unseen for a long time, has called for
analogies of several kinds. The most frequent
analogy alludes to the crisis years of 1929–1933.
This analogy, as has been partly pointed out
before and as is to be further proven in what
follows, is not completely justified, however.
Much rather, there are signs that have largely
been experienced by money markets in the past
35 years. There is a most important difference
nevertheless, which is that capital and money
markets have plunged at a previously never

Chart 8

US STATE BOND YIELDS, 1983–2008 
(%)

Source: Datastream

Table 2

PREDICTION OF US MACRO DATA

Macro data, USA 2006 2007 2008f 2009f
GDP growth (year/year %) 2,8 2,0 1,5 0,6

Household consumption (year/year %) 3,0 2,8 0,5 0,1

Current payments balance (GDP percentage) –6,2 –5,5 –4,7 –4,0

Inflation (annual average) 2,8 2,8 3,6 2,0

Unemployment (%) 4,6 4,6 5,4 6,1

Budget balance (GDP percentage) –1,9 –1,2 –2,9 –10,0

State debts (GDP percentage) 37,0 36,8 38,2 48,0
Note: f=forecast

Source: US Department of Commerce, BEA, January 2009
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experienced rate, as regards both the extent and
speed of the plunge. It is probably safe to say
thus that, for the first time since the 1930's and
with justified reasons, the intervention of the
American state has had to reach an unexampled
extent. This fact in itself has made the situation
extraordinary and unique. What is more – and
this adds to the uniqueness of the situation –
intervention took place at a time when a slow-
ing US economy and a stagnant world economic
environment made adaptation more difficult.
The fast state intervention for the protection of
the bank system was justified by all means, and
not at all because of schoolbook examples of
bad outstandings lurking in mortgage and
investment banks, unseen from outside. (Király
– Nagy – Szabó, 2008, pp. 614–616). There have
been thus quite new elements, too, in the crisis
anatomy. 

The actual origin of the crisis – beyond the
fact of general but rather long-standing savings
deficits (Magas, 2008, pp. 992–995) – can clear-
ly be grasped at the point where liquidity ten-
sion swelled into a crisis, which led to the fast
development of a confidence crisis in the bank
system. If we wish to find the players responsi-
ble, all of whom contributed to the develop-
ment of the crisis, we have to name at least the
following: the US Treasury, credit rating orga-
nisations, banks, financial institutions offering
soft loans and, sharing much of the responsi-
bility, Wall Street investment banks offering
aggressive compensation schemes, which
encouraged excessive risk taking. It was a char-
acteristic feature of liquidity crises known also
from earlier times that financial leverage
became investors' arch enemy. The situation
was made more severe by the fact that, the
more of a friend artificial positioning or finan-
cial leverage (which could be a forty-times
leverage) were to investors during an upswing,
the more of an aggressive enemy these could
become during price falls. The elemental power
of the negative money multiplier became

apparent also very soon and called for the
means of traditional bank supervisory regula-
tion. The collapse of the interbank market and
the liquidity crisis reached capital markets very
fast but it only partly provoked reactions that
had been unseen before. The base story, the
epidemic of no confidence towards banks and
money institutions that had developed, rather
created a feeling of déjá vu or, as Kenneth Rogoff
put it, “an old fashioned run on banks”, so, in
the beginning, it was about an old-fashioned
bank panic rather than a general overproduc-
tion crisis. The claim that “we have seen some-
thing like this before” in money and capital
market processes is partly to be supported by
what follows.

US CAPITAL AND MONEY MARKET
DEVELOPMENTS IN A HISTORICAL 
PERSPECTIVE – POSITIVE OVERALL 
PICTURE (1929–2008)

If US capital market processes are viewed in a
long enough historical perspective, what can be
seen is almost a basically positive tendency in
which, although there were significant falls, a
strongly encouraging picture can be identified
overall. Certainly, either today or in the past,
the time horizon of investors should not be
ignored, and generalisation would also be a
mistake. Yet, the long-term advantages of capi-
tal markets should not be forgotten, either2; on
the contrary, they should be emphasised. This
wisdom is illustrated by Chart 9. The 72-year
performance of S&P 500, one of the most com-
prehensive stock exchange indexes, should also
be encouraging basically. Although, depending
on the average time horizon – and this is some-
thing that can be appreciated very easily – this
is hardly comforting for many investors after
the landslide falls of the past months.
According to Chart 9, considering the whole
period, share yields were positive in 55 years
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Chart 9 

THE 72-YEAR PERFORMANCE OF S&P 500 STOCK EXCHANGE INDEX 
(average yield and deviation, %)

Source: Dow Jones, portfolio.hu

Chart 10 

A QUARTER CENTURY'S PERFORMANCE OF THE S&P 500 SHARE INDEX, 
FALLS AND RECOVERIES, 

(September 1983–June 2008) 

Source: Dow Jones Inc.
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altogether. On the other hand, there were only
17 years when they were negative. The average
yield was 12 per cent, while average deviation
was quite high, 24.4 per cent.

These strongly positive historical results
should give reason for optimism, at least as
regards traditional share investments. Chart 10,
which offers a quarter of a century's perspec-
tive of the development of S&P 500 also sug-
gests that share market tendency, the develop-
ment of prices, are positive despite the falls.

Crises were always followed by longer peri-
ods of rise.

“Black Monday” of October 1987, the Gulf
War of 1990–991, the Asian Economic Crisis of
1997, the collapse and bailout of LTCM, the
bursting of the technology (IT) bubble, the
terrorist attack of September 2001 and, finally,
the housing bubble and the following credit
crisis have all shattered share markets, but only
temporarily, because there has always been a
return. We have no basic reason to assume that
it will be different this time. What can this
Treasury optimism be based on? Well, probably
on some past experience. This is what we shall
review in what follows. 

If we examine how much time share markets
have needed to recover after significant dra-
matic events or those creating especially nega-
tive mood, the following should be considered.
A summary is provided in Table 3, which lists
the stock exchange reactions to seriously nega-
tive events, falls and recoveries in the period of
1929–2001. 

Table 3 shows very well that, in the majority
of cases, the short-term negative reactions of
markets were replaced by a recovery period
within two months already, which, in most
cases – although not always – still continued
after 235 days. If there was no significant bad
news regarding the fundamentals of the US
economy in common knowledge, DOW
JONES, the share index representing US blue-
chip shares and markets, usually experienced
continuous recovery even 3 quarters after the
event. Although this, let us quickly point out,
allows no general or guaranteed conclusion as
regards the future, it can be considered encour-
aging nevertheless. Chart 11 has a similarly
positive message. 

The data of Chart 11 reveal how successful
recovery has been, i.e. what annual yields have

Table 3 

REACTIONS OF THE NEW YORK STOCK EXCHANGE (DOW JONES INDEX),
1929-2001: FALL AND RECOVERY IN THE LIGHT OF NEGATIVE EVENTS 

Negative event Change in the Change in the Change in the Change in the
DOW Jones DOW Jones DOW Jones DOW Jones
index (%) index > index > index >

after 1 week after 63 days after 126 days after 253 days
Stock market crash, November 10, 1929 –43 + 34 +46 +11

Pearl Harbour, 1941 –6.5 –2.9 –9.6 +5.4

Arab oil embargo, October 1973 –18.5 +10.2 +7.2 –25.5

Fall of Nixon-government, August 7, 1974 –17.6 –5.5 +12.5 +27.2

Black Monday, October 2, 1987 –34.2 +11.4 +15 +22.2

Iraq attacks Kuwait, August 2, 1990 –13.3 +2.3 +16.3 +22.4

Asian Economic Crisis, October 7, 1997 –12.4 10.5 +25 +16.9

WTC terrorist attack, September 11, 2001 –14.3 +21.2 +24.8 –6.7
Note: the data of after 63 days, 126 days and 253 days respectively show the change compared to the data after 1 week rather than a level com-
pared to a benchmark. 

Source: Ned Davis research, Inc. T. Rowe Price Associates 
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been reached by S&P 500 1 year, 3 years, 
5 years and 10 years respectively after previous
significant falls of over 20 per cent. It should be
noted that the 20 per cent fall – as a borderline
– should always be compared to an earlier peak.
As Chart 11 very well shows, the historical
experience is clearly encouraging also in this
case, since we can see relatively fast recovery
and return to the positive domain within one
year, as well as the return of double-digit yields
in a 5 and 10-year comparison, too (the only
exception was the fall in June 1970). It is a fur-
ther encouraging stock exchange development
in this historical retrospective examining crisis
anatomy that in a 3-year, 5-year as well as 10-
year comparison, the average annual S&P 500
index yield could be double digit (15.2, 13.0
and 10.3 per cent respectively). These yield
data cannot be interpreted as ones suggesting
pessimism on the basis of the experience of
stock exchange years qualified especially bad,
i.e. with above average falls. 

What was really special about the 2008 finan-
cial and partly capital market crisis, can be
clearly related to the processes that developed
in the financial sector. We shall finally present
some characteristic statistics on this.

The well-balanced performance of financial
shares did not at all help predict the coming of
the Big Trouble. As Chart 12 reveals, the
plunge came suddenly, without noticeable
antecedents. 

It tells a lot about the 2008 performance of the
US financial sector that, if we examine the daily
percentage fluctuation of S&P 500 financial
shares only, what we find is that, in the whole his-
tory of the sector (considering daily price
changes), 8 of the 10 best days were in the year
2008. Daily positive records were between 13.1
and 7.4 per cent. But, as can probably be sus-
pected: the negative record also dates to the year
2008: 6 of the 10 worst days of financial shares
were in 2008, 5 of which hit investors within a
concise time frame, in September. The negative

Chart 11 

THE RECOVERY OF SHARE YIELDS AFTER DROP TO LOWEST POINT, S&P 500, 1956–2007
(%/year)

Source: T. Rowe Price, Monthly stock index, S&P 500
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scale ranged between –7 and –6.7 per cent. There
was thus extraordinary fluctuation in both direc-
tions. In this respect, the year 2008 has probably
been recorded in the calendar of the most signi-
ficant stock exchange events already.

SUMMARY – CONCLUSIONS

To the basic question if there exists a coded,
i.e. a formalisable real economic correlation
which is thus permanent and, as such, is suit-
able for making predictions, which could be
used in relation to the 2008–2009 US recession
and international financial crisis, the answer is
rather no. This answer is a little uncertain,
however, because, from old times, there do
exist models generating cyclicality. The future
aggregated performance of the US economy

could not be foreseen and the extent or exact
timing of growth/recession cycles could not be
precisely forecast, however. There were basical-
ly only indicative statistical observations avail-
able. Neither the actual future length of the
trends, nor the amplitude of deviations were to
be calculated by any formula, not even by the
most up-to-date statistical procedures of the
US Department of Commerce. There were
thus no actual predictions of a crisis of such
size to be read before June 2008, which could
have reached the players concerned in time,
either in the USA or at major international
research institutes. 

The most important factor in generating
the current state of recession was overcon-
sumption. Both at the US real estate market
and at the underlying credit market, it was basi-
cally about overspending generated by an arti-

Chart 12

S&P 500 INDEX OPERATING EARNINGS VS. FINANCIAL SECTOR OPERATING EARNINGS,
PLOTTED QUARTERLY 

(Year over year percentage change*)

*The steep plunge in the financial sector already reflects the extensive write-offs due to the dependence on the mortgage market, which suddenly
turned the quarterly balance of several big investment banks and insurance companies into the negative.

Source: Bloomberg. T. Rowe Price

S&P 500 index operating earnings Financial sector operating earnings
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ficial demand in which money market innova-
tions boosted the assets of sellable products at
an unexampled extent. 

The freezing of the US credit market influ-
enced a number of other sectors to the nega-
tive and, in a very short time, within just 6
months, the negative money and spending
multiplier has caused immense damage at
money and credit markets as well as at other
commodity markets both in the USA and
globally. The asset loss suffered (and realised)
in the USA is estimated to reach USD
1,500–2,000 bn. 

The current situation of recession is
most severe: it has been the most dramatic
economic decline since WWII but, if viewed
in an even longer historical perspective, it has
not been the worst. Examining the processes
through the economic history of the USA, we
can see that the number one economic power
in the world has run a rather stable course of
growth in the past three decades. This is what
we should hold on to, hoping for speedy
recovery. There are in fact no basic potential
domestic output/real economic constraints
or dramatic outside shock even today, i.e.
there is no reason hindering the American
economy from returning to its normal state,
assumingly by the end of 2009 already. We do
know at the same time that, for the mitigation
of global unevenness and inequality, the level
of domestic consumption in the USA should
be reduced and, at the same time, the outflow
of commodities and capital should be
increased. 

In a historical perspective that can be
called really long – namely between 1929 and
2008 – the US economic development was
simultaneously and permanently characterised
by stability and cyclicality. Considering the
historical perspective of the seven decades
before the crisis that developed by the end of
2008 it can be established that the US econo-
my witnessed a positively even performance, at

least considering the development of real GDP.
With the exception of the Great Depression,
the level of real output incorporated in GDP
never fell to a permanently low level with a
double-digit unemployment rate. According
to previous experience, such really deep reces-
sions were limited to one, one and a half years
only since, even at calamitous times like in
1933–1934 as well as after the end of the
extraordinary war efforts in 1945–1946, recov-
ery started after one, one and a half years. The
shrinking of real output was caused by the dry-
ing up of the credit market primarily rather
than an outside shock or an inner sectorial or
supply distortion. This is even more likely so
because, in the past over three decades, inter-
national money and capital markets have well
mediated the inflation and the nominal interest
differences that have developed between the
USA and the rest of the world, as well as the
changes in productivity. The effective real
exchange rate proved quite stable in that in
remained close to the nominal level of 1975.
The exchange rate channel has thus well medi-
ated the international movement of goods,
money and property; it has not blocked suc-
cessful adaptation to the changing world eco-
nomic environment. The financing of the
United States from abroad has not stopped.
This is a most significant development in the
sense that we tend to overestimate nominal
exchange rate changes and this is especially
frequently so in the case of the dollar. 

It proved the consolidated nature of real
economic conditions furthermore that the
position of the American Treasury has got
stronger; at least in early 2009, it could still
take up borrowings for both the short and the
long run, under fairy tale conditions. There are
few countries in the world with such high pay-
ments balance and budget deficit that can take
up long-term loans under such conditions.
Recession is one thing and another thing is a
forced flight into US dollars by the world's big
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savers and major players with liquid money
surplus (companies and governments). Partly
in the light of this historically improving, i.e.
shortening recession cycle trend and partly
thank to the consolidation of domestic and
international credit market it seems probable
that the economic shrinking that developed in
the USA by the beginning of 2009, will not last
longer than 3–4 quarters.

In a longer historical perspective, capital
markets (share markets primarily) still reflect a
strongly positive picture. If US capital market
processes are viewed in a long enough histori-
cal perspective, what can be seen is almost an
unbroken rising tendency in which, although
there were significant falls, a strongly encour-
aging picture can be identified overall. This
general picture is thus positive. 

A closer look makes the picture less
favourable: considering the 2008 performance
of the US financial sector, it is probably rather
the negative events that will be kept in eco-
nomic historical memory. Even though there
were positive aspects also. Considering daily
price changes, 8 of the 10 best days were in the
year 2008. Daily positive records were between
13.1 and 7.4 per cent. But the negative record
also dates to the year 2008: 6 of the 10 worst
days of financial shares were in 2008, 5 of
which hit investors within a concise time
frame, in September. The negative scale ranged
between –7 and –6.7 per cent. There was thus
extraordinary fluctuation in both directions. In
this respect, the year 2008 has probably been
recorded in the calendar of the most significant
stock exchange events already. 

1 The neutrality of money is a well-known concept in
monetary macroeconomics: it means that by merely
increasing the volume of money present in the econ-
omy, neither the output, nor employment can be
raised because more money gets neutralised very
fast, causing a rise in the price level. 

2 Foreign investors have also had a good share of the
advantages of the US share market: for the yield
trends of dollar-based investments at emerging mar-
kets and in the USA in the past decade, see Magas,
2007b
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I

László György Asztalos

The correlation between the
financial crisis and the crisis
of the financial institutions*

To the memory of István Hagelmayer and László Antal

It is one of the typical features of our senseless dis-
putes that we talk to each other by using concepts
that are not equivalent in their meaning. In order
to avoid such misunderstandings, I will use the
concepts of financial crisis,1 crisis of financial
institutions,2 economic crisis3 and social crisis4

consciously and with different contents. I will try
to prove that according to the Euro-Atlantic val-
ues,5 the point of the current financial and finan-
cial institutional crises have one the one hand
resulted from absolutely different factors. The
reasons are sometimes very different, but some-
times the contributing factors, the underlying eco-
nomic and social crises are very similar. This is
why the nature of the different crises, and there-
fore, their efficient management, require very dif-
ferent solutions. Finally, I would like to explain
why we may still hope for the evolution of a per-
haps more humane, because more sensible and
sympathetic, world after this sobering historical
correction. 

I. DECLINE OF AND CHANGES IN 
THE USA 

Reasons for the crisis (1): the 
challenges

The technical-technological revolution of the
80s of the last century and then the processes
of the global economy caused by them have
brought about fundamental changes in the role
of the USA fulfilled in the world as well. The
information technological revolution and the
revolution in overcoming distances that started
in the Silicone Valley allowed the global, total,
round-the-clock interconnection (repackaging),
as well as the separation (vaporization) and dis-
tribution (transfer) of the risks related to pro-
duction factors on the one hand and of those
related to human activities, including financial
transactions, on the other hand, in a different
quality and to a different extent than earlier, in
both space and time. The development of infor-
mation technology (general digitalization),
communications (internet, mobile phones,
teleconferences, etc.) and that of both the
international and domestic transportation of
goods and passengers (see for instance contain-
ers, standardization, barcodes, pipelines, air

* This study contains the author's personal opinion,

and is not to be regarded as the official standpoint

of either HFSA (the Hungarian Financial

Supervisory Authority), or of HFSA's Supervisory

Board.
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transport, logistics, etc.) has gained a critical
role in designing, organizing, controlling and
selling, etc. the products and services in their
new global redistribution and formation.

The key challenges and responses of the
global transformation have resulted from the
IT revolution and the one in overcoming dis-
tances. From this time onwards, all the players
of the world economy, in principle, became the
potential challengers and rivals of all the play-
ers of the economy, including both the employ-
ers and the employees. This, in practice, has put
a sharp dividing line between the realistic
opportunities available to mass production on
the one hand, system development and mainte-
nance in charge of planning and organizing the
former, on the other hand, and the producers
and sellers of the so-called state-of-the-art
high-tech financial institutional innovations that
require an ever increasing concentration of
(intellectual, tangible and financial) resources,
third. 

The intellectual elite of the USA of the
1970's and 1980's, basically during the presi-
dency of Ronald Reagan and the Senior Bush,
defined conscious responses that seemed to be
good and effective. 

CHALLENGE 1

In the mass production type of transactions,
especially in the case of environmentally pol-
luting, energy-consuming, low added value
products, the outsourcing of production to the
developing countries, especially to those of
South-Eastern Asia (initially to Thailand,
Malaysia, Philippines, etc.) was allowed and
even supported. Reagan

CHALLENGE 2

Focusing on higher added value product and
service development (built on the copyright of
intellectual products), as well as on product
management (based on multinational propri-
etary rights) was the other planned aspect of

the physical relocation of the production
processes, as well as overseas outsourcing.
This, in principle, provided an opportunity for
controlling and managing global production, or
the provision and selling of services and if nec-
essary, their quick and efficient limitation or
extension in accordance with the American
interests, whenever such was necessary (from
the world as a buffer).

CHALLENGE 3

The political success of the high-tech military
development under Reagan's presidency that
largely contributed to the collapse of the Soviet
Union made the unprecedented concentration
of resources into state-of-the-art military, air
and space technology, information technology
and the manipulative sectors (advertising, popu-
lar music, films, McDonald's, Coca-Cola,
NBA, NHL, Hollywood, the Oscar prize, etc.)
that promoted the US-American set of values,
as well as into the supplier businesses (such as
software companies) that have paved the way
for, and have served the values represented by
global outsourcing, acceptable. (Making them
global mass consumer articles, especially for
the masses of the regions which had been
closed from the “American stuff ” for long
decades, came to be the foundation for the
consumption-driven boom policy.)

CHALLENGE 4

It was on the basis of the revolution in the dig-
italization of financial technology in the US
financial hub, which had been going on from
the 1980's, that the Wall Street “gold rush”
could explode: those creative economists,
lawyers, accountants, financial experts, etc.
who invented a series of entirely new kinds of
products (such as pass through bonds, junk
bonds, cat bonds, unit-linked insurance poli-
cies, D&O insurance policies, hedge funds,
credit default, swap products, etc.), or the
mass of derivative products built on each other
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could become multimillionaires or billionaires
in a few months' time.6 However, as regards
the solidity of the building of the global finan-
cial world that was shaping from day to day on
a global scale from the ascending layers of the
various generations of derivative transactions,
somehow there was no one to add that it
would depend on the uninterrupted increase of
the re-production process of the US and the glob-
al economies, in fact, on their rates of increase
and structures development as well. In turn,
however, uninterrupted global-scale re-pro-
duction processes have depended on the exis-
tence of optimism and trust for several thou-
sands of years, which are fundamental in the
area of finances (as well). 

CHALLENGE 5

The global success of the changing US
American production and service supply, which
was consciously made more modern, was large-
ly supported by the rapidly responding
American educational system, which thus
became one of the most important independ-
ent industry to generate authority, confidence
and income. The knowledge of the English-
American language as the key to success, the
regular further training of the newly invented
experts of information technology, corporate
management and finances, etc., such as busi-
ness subjects, auditors, rating experts, coaches,
consultants, etc., the requirements of ever
newer postgraduate training participation and
qualifications besides the university degree
(PhD, SISA, etc.), combined with the new and
fashionable elaboration of new methods of
organization and analysis (the appearance of
gurus championing the ever changing corpo-
rate management and organization methods,
the “invention” of risk-based supervision, etc.)
have jointly created ever increasing and inces-
santly renewing demand for the (majority of)
US (and British, Maltese and other) education-
al institutions.

The responses given to these challenges of
the 1980's, which also reached the US, seemed to
be reasonable, as they provided a realistic oppor-
tunity for the transformation of the old middle
class (mainly using English, mostly consisting
of whites, working in the traditional sectors,
middle-aged, those with poor or only obsolete
qualifications, etc.) in a few years or decades,
with relatively little pain, and their adaptation to
new types of jobs and environments. 

The factors contributing to the crisis
(2): the distortion of responses 

Unfortunately, the good strategic ideas, however,
came to be significantly distorted during the 12-
year implementation period under the Clinton
and then the two W. Bush administrations. 

RESPONSE 1

The outsourcing performed by the US in the
area of mass production turned out to be too
“good”. The domestic production in the tradi-
tional sectors such as food industry, light
industry, motor vehicle industry, entertainment
and household electronics, boat building, etc.
came to be terminated on a mass scale, bringing
about mass dismissals and layoffs for the every-
day players of the American dream, for the
(less qualified) masses of blue-and white-collar
workers. The scope of the emerging Far-
Eastern countries,7 exactly because of the suc-
cessful intellectual and external policy prepara-
tion of the earlier administrations that raised
sympathy towards the US, was supplemented
by the Chinese, Indian, Vietnamese, etc. pro-
ducers as well. What is more, the American
consumers were happy to buy the cheap
imported products of ever increasing quality
from their wise Norwegian, Swedish, Danish,
etc. rivals, which grew into large corporations.
It was, however, standardized (see container-
based, product-coded, scanned, etc.) mass pro-
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duction, transportable on a mass scale, that
brought to life those shopping centers of an
ever increasing size which were able to per-
form, organize and finance the production and
distribution of goods (logistics) on an interna-
tional scale (outer city Shopping Malls, Wall-
Marts, discount store chains, etc.), which, in
turn, destroyed masses of the traditional US
(small town) retailers. By the 1990's, it was
already the service sector, and especially its
lower and mid-level employees that was
adversely affected by the merciless effects of
“outsourcing”. 

RESPONSE 2

The realization of the idea of global scale pro-
duction organization through product manage-
ment became more and more difficult for sever-
al reasons. It turned out that the corporate
management models celebrated in Harvard
Business Review can only be interpreted so eas-
ily in the “developed centers”. In the developing
post-communist countries, however, they had
to be adapted, which involved very high acces-
sory costs. Furthermore, the involvement of
local (for example, Indian, Chinese, European,
South-American, Eastern-European, etc.) pro-
duction organizers who were capable of incred-
ible performance (temporarily) for ridiculous
salaries in order to climb higher on the social
ladder made the advantages of decentralization
and the new kind of, so-called network-type
cooperation clear that was built on decentraliza-
tion. This, in turn, brought about startlingly
new cost-saving opportunities for the American
holding center as well: the replacement of the
seconded American managers by the cheaper
local ones, the international rotation of talented
local managers, and then their invitation to the
US-based centers, etc. All these developments
contributed to the destruction of the tradition-
ally American positions, which already affected
the mid-level and mid-senior level employees as
well.

It was the contempt and indifference
towards the Rest of the World that also led to
the unpleasant surprise that it relatively quick-
ly had to become obvious to the corporate
managers of the American (and other multina-
tional) companies that the concept of certain
emerging countries with regard to patent and
contractual rights was different from expected,
to put it mildly. The majority of the outsourced
companies, with the indulging support of their
state apparatuses that were dumbfounded to
watch the aggressive US foreign policy, started
copying the latest pharmaceutical, fashion,
software, film and musical products in mass
volumes, without any problems and without
any kind of payment in return, and making the
rival companies and states richer.

RESPONSE 3

Concentration on state-of-the-art technology,
the high-tech space and military industries also
started to backfire. The undisputedly spectacu-
lar developments had led the majority of the
American society and their neo-conservative
elite to an entirely mistaken self-esteem, to the
belief of the global supremacy of the values
represented by the American democracy and
market economy and to the aggression of
spreading these values with a kind of funda-
mentalist vigor coupled with commitment. The
thing is that the bestseller on the end of histo-
ry written by F. Fukuyama, who was an
emblematic intellectual figure of the period,
was unfortunately taken seriously. By this, the
USA (seen from a historical perspective)
destroyed the global sympathy towards, and
confidence in their young, scarcely 200-year
system in a few moments, they recreated and
lifted their own high-tech rivals, and destroyed
their own market potentials.

RESPONSE 4

The “Wall Street gold rush”, similarly to all other
earlier gold rushes in the literal sense of the
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word, also became degenerated and distorted
to the core. In the later part of this article,
which is on American crisis management, we
can suffer through, step by step, through which
measures and how the derivative building,
standing on the American soil, which had orig-
inally been thought to be solid, was gradually
becoming the world's largest gamble of pyramid
scheme, which was obviously doomed to col-
lapse. However, in order to be able to under-
stand this, we first have to deal with 

RESPONSE 5

The total division of the American training and
education sector and the consequences thereof.
The boom in the quantity of secondary and
higher education only brought (fantastic)
development for the elite schools and universities
that flooded there from abroad, as well as the
elementary- and secondary-level institutions that
had prepared them. [Along with (unbelievably
fast, earlier inconceivable) mass (yuppie)
careers and increasing incomes in the world of
multinationals for those who graduated from
these institutions – see the disputes of Al Gore
and W. Bush about the principles of the later
2002 Act of No Child Left Behind.] This, in
turn, resulted in that a rather high number of
highly positioned American mid- and senior-
level managers, with older qualifications and
complacent, were squeezed out of their posi-
tions by a new, cheaper, foreign generation of
managers, who were in fact only of foreign ori-
gins but had already been “brought up” at
American universities. (And this process did
not only mean the threat of being pushed out
by new, younger and cheaper potential rivals in
the local market of the rival country but also at
any US-controlled companies located any-
where in the world.) However, the stagnation,
due to ideological constraints, as well as
decline, which was also clearly documented in
international comparison, of the central (state,
or even more, federal) development of the aver-

age American educational, retraining and further
training system caused even greater damage to
the traditional American middle class. This
phenomenon was similar to the solutions of
the health care system, which are to be dis-
cussed later. 

The lives of the further masses of the tradi-
tional middle class, which was so proud of the
American dream, were made even more suffo-
cating and difficult by the successful entry of
two new groups of labor force into the labor mar-
ket. It is by the 1990's that the first American
generation of the masses of Asian (Vietnamese,
Thai, Chinese, etc.) families descending from
the refugees of the wars of South-Eastern Asia
in the 1970's (the “boat people”) grew up in a
mass number. Besides, all the segments of the
American labor market saw the (even if not
always legal) appearance of tens of millions of
the Spanish-speaking (Latino) minority, who
were similarly dynamic, hungry for success,
and also having their own and proud set of val-
ues, rules and an intellectual elite that appreci-
ates education and that keeps closely together.
They were brought up by their parents, who
sometimes literally deprived themselves of
food, to real solidarity in the community, disci-
plined work, the ability to endure pain and
stress, ambition meaning permanent and fur-
ther studies, as well as single-mindedness, etc.,
which have by now become unusual for the tra-
ditional middle classes of the USA. The mem-
bers of the traditional American middle class,
who have become highly individualistic, single,
who consult their psychologists in mass num-
bers have seen their chances, positions and
expected incomes decreasing day by day,
against the above-listed rivals with a new set of
values, which was actually the old American
one, i.e. their (potential) creditability deteriorat-
ed on a mass scale.

The leaving, for ideological reasons, of the
health care and old age care of the lower and
mid-level groups of this stratum of society as a
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private service, as well as the stagnation of the
central development ideas (state, federal,
Medicaid, Medicare) also contributed to the
gradual social and economic fraying up of the
old American middle class. Thus, it became
increasingly difficult for the several tens of mil-
lions of middle-aged American employees,
physically and intellectually not top fit any
more, accustomed to their wealth, big houses,
their several, unreasonably high consumption
cars (see the spreading of the fad of sport util-
ity vehicles, jeeps, and pick-up trucks in the
cities) and the propaganda slogans of their neo-
conservative elite, etc. to compete with the
younger and healthier, dynamic, ambitious and
often merciless, new groups of foreign employ-
ees. The unsuccessful treatment of the con-
straint to change the structure of the American
production and service structure, which
became unavoidable but gradually seeming to
be realistic, from the 1980's, in other words,
that of its social transformation crisis, and as a
result of this, the deepening of the economic,
and the increasingly spreading social crisis of
the traditional American middle classes, how-
ever, were not only, and not primarily caused by
the incidental derailment of the original (right)
ideas. 

The factors contributing to the crisis (3):
the management of the crisis

The latent and rapidly approaching American
economic and social crisis was made really grave
by the fundamentally and strategically mistaken
crisis management of the past three administra-
tions. 

In the democratic USA (as well), which
was also increasingly becoming a media and
internet society, the gravest mistake and biggest
trouble was caused by that both camps of the
political elite were paying scrupulous attention to
avoiding the confrontation of the country, espe-

cially its middle classes, with the real situation.
Struggling with the fundamental problem of
modern democracy, and striving to win the
election campaigns held twice a year, i.e. almost
permanently, it was only and exclusively the
(sometimes irresponsible) promises popular to the
voters and the basic stance of “fully protecting
the achievements to date”, which was meant to
stabilize the permanent voters that could come
to the foreground. It would have been a shame
for the candidate who undertook to handle the
unpopular consequences of the real situation to
run in the election in a period in which people
assumed, because they wanted to assume, a
never-ending gilded age. In the age of political
marketing, the industrial-scale, professional,
regular, mass-scale and preliminary testing of
the electors' desires and dreams, then in that of
intentionally discussing politics, which was
built on this testing, it really requires great
courage, or the total absence of self-discipline,
for an American politician to admit the neces-
sity of changes that will also incur unpleasant
consequences, before the election. A presiden-
tial candidate such as Al Gore who said sober-
ing words about harder work discipline, lower
consumption, more federal and personal
investment in human resources, mass health
care and mass education, a healthier lifestyle, a
more modest global American appearance, the
protection of the environment, which is impor-
tant for all of us, etc., could not stand much
chance in a period when masses of people loud-
ly celebrated the collapse of the Soviet Union,
the victory of the American superpower, the
favorable tendencies at the Stock Exchange, the
global success of American movies and music,
etc., when praises were sung about the glory of
individual enterprise and success, and state
intervention was qualified as something com-
ing from the devil. 

It was an even more serious problem and
mistake than sweeping the problems under the
carpet, however, that the American govern-
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ments of the past 3 years have (also) thought
that their social and economic crisis could be
remedied by popular financial policy and finan-
cial institute tools and tricks as well. It was
because of this that already the Clinton admin-
istration, learning from the quick failure of the
health care reform planned to be introduced
after its election, and in cooperation with the
new Fed (Federal Reserve Bank) Chairman A.
Greenspan, who wished to achieve historical
success, started to consciously feed the
Americans, especially the sinking middle classes
with illusions.8 After the crisis of the 1930's, by
relying on the FHA (Federal Housing
Administration), FHL (Federal Home Loan
Bank System) and Fanny Mae (Federal
National Mortgage Association) established
for the maintenance of the housing boom, as
well as by using the support received from the
financial institutions Freddy Mac (Federal
Home Loan Mortgage Corporation) and
Ginnie Mae (Government National Mortgage
Association) founded in the 1970's, for
instance, they made it possible for those
(lower) middle classes whose positions in the
labor market deteriorated from day to day, to
get access to as many as 9 million (larger) hous-
es, on a mass scale, which affected approximate-
ly 25–30 million people. By using the policy of
cheap money generated by the Fed, for instance
by the 1 percent central bank prime rate, they
created artificial boom financing through an ever
increasing credit dose (“drug use”), which was
built on housing and then later, domestic con-
sumption. From this time on, the American
economy was driven by a continuous, super-
Keynesian, artificial generation of demands
through lending, independent from whether
these demands were in fact solvent. 

However, the foundation of the illusion a
scandal-free transformation was increasingly
undermined by the progress of the transforma-
tion of the global economy on the one hand,
and the runaway of the Wall Street “gold rush”

on the other hand. The financial institutions
that helped the (historically, in the longer
term) insolvent old American middle classes to
cheap housing, as well as the removal of the five
investment banks that were in the vanguard of
financial innovations and their spreading all
over the world, namely Lehman Brothers,
Goldman Sachs, Merrill Lynch, Bear Stearns
and Morgan Stanley, from the supervisory sys-
tem (SEC, Fed, FINRA, NAIC) in 2004; the
protection of the (scarce and formal) local,
state supervision of the financial giants such as
AIG operating in the single US market and
globally, which violated all the earlier laws, or
transformed or interpreted them to their own
advantage with the lobbyists; the prevention of
establishing strict central, federal, integrated
supervisory authorities; the positioning of the
Fed Chairman into a canonized position that
did not tolerate any criticism, etc., however, all
showed that the American political and eco-
nomic elite had already started to disconnect the
brake systems from the dream car of the
American society and economy (increasingly
more slowly but still) rolling towards the
abyss. The mortgage securities issued on the
basis of the original subprime housing loans9

(provided to scarcely solvent, not first-class
clients) such as MBS (Mortgage Backed
Security) and RMBS (Residential MBS) gener-
ated fictitious (incidental, imaginary, etc.)
retail, corporate property and exchange gains
for those trusting in the infinity of the trend of
housing prices increasing by a total and average
of 50 per cent later, between 2000 and 2006.
Then the mortgage equity withdrawal, i.e. the
lending for free disposal, which initially only
served the use of car and other luxury con-
sumption articles (travel, etc.), then also, to an
ever growing extent, capital market specula-
tion, was built on the housing mortgages and
confidence.

The origination of (from the outset) the high
and unrealistic risks of domestic American lend-
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ing, as this activity violated the classical text-
book rules of banking, insurance, the money
and capital market greatly, in a mass volume
and to a high extent, as well as the constraint to
distribute them globally, which was not unrea-
sonable from a professional aspect, were the
drivers underlying the development of the (sup-
ply side) of the derivative market (O&D).10 The
modern technology applied by the financial
institutions and in communications, in turn,
provided an opportunity for the development
of such products through which the risks
incurred in one area (country, industry, region,
etc.) could now be distributed in other areas
(too), on a global scale. The bundles of dollars
accumulating from the high deficits in the US
balances of payments, the multinational finan-
cial intermediaries such as pension funds, life
insurers, banks and savings associations, etc.,
which coordinated the self-financing precau-
tionary savings efforts of the responsible aver-
age people all over the world, in turn, became
the organizations that made this distribution of
risks possible, they were the ones to maintain
them, and they also became the players of this
game on the demand side.11

The risks arising from the individual credits
which are high-risk by themselves and in isola-
tion cannot be concealed but they can at least
be mitigated for the original lender. This can be
done if a high number of such credits are pack-
aged into a special purpose vehicle (SPV) and
they are sold to a specialized investment organ-
ization. This kind of credit enhancement actual-
ly brought risk savings for the issuer and the
latter could give a profit share of increasingly
incredible amounts to the distributors as well.
What is more, based on these logics, it could
also become sensible that many such derivative
securities should be packaged into ever newer
papers of even higher potentials and capable of
distributing the actually existing risks geo-
graphically all over the world, and among the
various industries and their stock exchanges

(indices). In normal circumstances full of con-
fidence it also seemed logical for the insurance
companies to line up behind the financial insti-
tutions issuing these papers: if one of the many
financial institutions should still not to be able
to pay for one of their securities, then the guar-
antee taken by the insurance company in ques-
tion will be enforced on its behalf (credit
default swap). Thus, through the circulation of
the derivative markets, the bad loans, as well as
the poison from the risks of the only seemingly
solvent American clients, which was in fact the
irrationality of the artificial sustainability of the
American boom, and the ability to finance the
latter only from external resources at this
point, spread in the world's body. 

The proliferation of the derivative world,
which seemed to be reasonable (because it was
one to distribute risks) in normal circum-
stances, would not have caused such a big prob-
lem if the (modernized) brake was also left
besides the engine. The new philosophy and
methodology invented by Fed, which repre-
sented an ideology focusing on the large banks,
and the unique lobbying organization of the
large insurers, i.e. the federal insurance supervi-
sory authority NAIC (National Association of
Insurance Commissioners), which started
from the 1980's with the Risk Based Capital
approach, i.e. the change of paradigm in the US
supervisory system in the 1980's, however, was
basically and doubly mistaken from the aspect of
the supervisory system of the world. 

According to the representatives of the new
paradigm, the supervisory authorities must and
may exclusively focus on the subsequent, non-
systematic financial data, capital and solvency
figures, which data only follow the economic
processes, of the increasingly larger financial
institutions, which are now threateningly large
for the system of financial institutions as a
whole, and all the other tasks should be
assigned to the self-regulation of the market.12

Ever since this time, the supervisory authorities
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of the world's financial institutions, by way of
prevention, have only been obliged and allowed
to perform the subsequent control (a quarter
or six months later) of the (perhaps correct)
booking of the real transactions, (perhaps) fol-
lowing them in time, as well as to exclusively
estimate (in a preventive way) the future evolu-
tion of the financial indicators.

This double mistake in the principles was
crowned by a methodological mistake as well:
the earlier, so-called multiple- (e.g. 18–20-)
dimension classical (IRIS) supervisory
methodology was replaced by single-dimen-
sion, so-called risk-based supervision, which
meant to handle all risks exclusively with the
supplementary capital requirement.13 This, how-
ever, may only turn out to be ineffective both
in principle and in practice. The situation is
that the statutorily allowed capital leverage is
of an extent from eight to twenty-five times in
the various sectors of financial institutes, i.e.
the supervisory authorities may only run after
the processes in a share of only one-eighth to
one-twenty-fifth in the case of the already
undertaken risks. (And then we also assumed
that each data of each financial institution is
clear and correct.)

By taking this step, the two-tier (state and
partly federal) US supervisory system, which is
not only divided by sectors (see OCC, CFTC,
SEC, Fed, FDIC, NAIC, etc.), has even aban-
doned the application of the principle of the
century-old European (so-called material) type
of supervisory system. Earlier, the conditions,
risks, as well as the costs and fees related to
(each) product of the financial institutions were
preliminarily examined by the supervisory
authorities, i.e. before the potential infection of
the market, and these products could be banned
in the case of their being a threat to themselves
or the public.14 It was after throwing out this
philosophy that the American supervisory prac-
tices loosened up, when the period of light touch
regulation commenced. As consequence of this,

however, the securities that were already the
umpteenth derivation of the original credits,
were not precisely understood and known by
not only the buyers but also the sellers them-
selves, or the supervisory authorities that con-
trolled them. After the passing of the DIDM-
CA Act (Depository Institutions Deregulatory
and Monetary Control Act) in 1980, the
authorities gradually started to disregard that
the banks should check upon whether the client
has the accurate 620-score minimum according
to the appropriate (conforming, prime) category
of the so-called FICO rating system, as well as
the rejection of the inappropriate (non-con-
forming) private mortgage labels (MBS; Private
Labeled Security) only rated ALT A, keeping
the debt-to-income ratio under 75 per cent, or
that of the loan to value, i.e. LTV under 70 per
cent, as well as the contracts of scarcely docu-
mented (No or Low Doc) NINJA's (“No
income, no job and no assets”), or the threats of
the spreading of mortgage brokers specifying
expressly in second-class borrowers, etc. And as
almost nobody seemed to understand the con-
tents and risks of a certain product, the assign-
ment of responsibility to external players such as
auditors and rating companies started to
become a wide-spread practice.15

It is no surprise that the US (and British)
supervisory system was not able to realize up
until 2004, when the notorious warning was
issued by the ex-Fed head Edward Gramlich
that the Wall Street and the (London City-
based) global derivative system, which fulfilled
a positive role at the time of the boom, opti-
mism and confidence, may turn into its very
opposite at the time of decline and/or pes-
simism, to the slightest sign of losing confi-
dence.16 And indeed, just a little stumble in this
optimism, this belief in permanent increase
(the bullish market) caused a toxic asset waste;
and not only to the US financial institutions
and the American society but at every place
where the poisoned derivative fruit was
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bought.17 The tricks devised by American the
financial institutions to stifle the social crisis
and the conscious removal of the genuinely
efficient preventive control by the supervisory
authorities jointly created the largest mass (so-
called drawing-type) gamble of world history:
derivative-gambling, which depended on the
ballots drawn by the stock exchanges indicated
by the investment units, the indices, the indices
of the funds, etc., which was not controlled by
anyone any more, and which took place on a
global scale, embracing large masses of the
population.

The approach of the American credit
crunch, which was the result of the trade bal-
ance and budgetary policy with severe deficits,
the monetary policy of cheap money, the
exchange rate policy allowing gradual deprecia-
tion, as well as the artificially maintained con-
sumption and boom, which was covered up by
ever newer credits, however, was concealed, for
a relatively long time, by two deflationary effects
that can be regarded as external and transitional.
The cheap imports from the outsourced pro-
duction and services (primarily from China and
India) pushed down the American prices, while
the entry to the labor market of the migrants
from South-America and that of the second
generation of the already migrated Asians, the
gaining space in the US of the managers from
the emerging countries moderated the salaries. 

The Gilded Age18 of Wall Street, which was
already tolerated (although by constraint) by as
early as at the time of the Clinton administra-
tion, became socially and economically critical
under the W. Bush administration. As a result of
the tax and social policy of the government
building on the ideology of the unlimited
enforcement of private businesses, the varia-
tion of the incomes of the US economic enti-
ties grew dramatically. However, to the newly
rich winners of the “Wall Street gold rush”, it
was not so much their morally disputed super-
incomes and bonuses that caused the biggest

problem but the strong braking effect of this phe-
nomenon on the American transformation. 

As a result of the yet unprecedented profit
showers, all kinds of private individuals and
institutional investors started to buy such equi-
ty products, building on the mortgage loans of
their houses, whose actual risks they did not
have the foggiest idea about. The property
impact of the giant profits arising from the
increasingly hysterical (as it could not be sup-
ported by real economic bases) raging of the
bullish equity market, however, exerted the
same destructive effect as the influx of gold
into medieval Spain after the discovery of the
New World.19 The American elite, spell-bound
by the incredible exchange gains and bonus
produced such an example for luxury consump-
tion, and then such a crazy consumption boom
which showed a mistaken (irrational) example
to the average US citizens and the majority of
the world, with efficient support received from
the professional American media, advertising
industry and Hollywood, which promoted
these values. Joining the consumption craze
and being trendy became a social and existential
issue: those who did not have the latest make
car, did not wear the most expensive brand of
clothes, did not take part in the latest fitness
fad, etc. could quickly drop out of their own
social milieu. Thus, the constraint of the con-
sumption fever and the alluring power of the
influence of derivative transactions on one's
assets, which was similar to the intoxication of
drugs, the mid- and lower levels of the middle
class got off the habit of saving their incomes
in mass numbers, almost entirely. 

Thus, the effect of the supplementary
incomes that were generated in the USA in the
past few years was felt uniquely, on two poles:
on one condensation point, there appeared the
direct and real winners of the “Wall Street gold
rush”, and the several hundred new billionaires
and indirectly, the several hundred thousand
millionaires. Furthermore, the millions of
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seemingly winning middle class people,20 who
were getting rich, and who were accumulating
considerable fortunes in a documented way, i.e.
only conditionally and fictitiously, could tem-
porarily also appear besides the former catego-
ry, as a kind of factor that justifies them social-
ly, and one which legitimizes popular capital-
ism. Meanwhile, on the other pole, the number
of those who were threatened with loss kept
growing: and these were the tens of millions of
the members of the old American middle class,
who took out loans for their houses, their
future incomes, their seemingly high market
value securities, their cars, etc., and were taking
out ever newer loans to serve yet another con-
sumption and/or stock exchange speculation,
indebted to their ears but their value depreciat-
ing day by day in the labor market. This means
that the moment of truth sooner or later had to
hit the old American middle class that regarded
the American over-consumption on the indi-
vidual, state and federal levels, which had not
been founded by the economic and exports
performances acknowledged by the global mar-
ket for a long time, i.e. all kinds of, and general
American over-consumption as a human right
and an American privilege, and who had been
discouraged from accumulating savings and
making real investments into the future.

The postponement of the problems of the
American nation and the whole world, which
involved the multiplication thereof, and then
their accumulation, which caused the explo-
sion, were caused by that it was W. Bush who
perfectly understood and dominated the pro-
fessional standards, styles, clothing and use of
language of (only) the sinking American mid-
dle classes who came to head the government.
The strategic line represented by the adminis-
tration, which was mediocre in the typical
American way and was penetrated by the illu-
sions of the sinking middle classes, tried to
infinitely put off the ever so threatening funda-
mental changes to take place in the old while

(lower) middle class (Change copyright by
Obama). However, by this, the administration
deepened the financial crisis, and then that of
the financial institutions as well, that the crisis
of the overall US economy and that of society,
which is starting to develop now, became
unavoidable. (See, for instance, the rupture in
the artificially maintained credit demand and
the tumble of American car manufacturers and
their suppliers that involved mass disaster,
which companies uncritically served this
demand and then ended up in a crisis as a result
of their own mistaken development policies.) 

September 11, 2001 could have been a turn-
ing point in the history of the American social
and financial crisis that has been latent and sup-
pressed for a long time. Perhaps it was that cru-
cial moment that was the last for an American
government to have had the chance to confront
its nation, independently from election aspects,
with the real vulnerability of the US, the depre-
ciation of its superpower status in the world,
and the actual reasons and factors that had con-
tributed to it.

However, the W. Bush administration com-
mitted a historical error by its failure to recog-
nize the gradual economic, as well as external
and internal political weakening of the USA, to
acknowledge the real circumstances, and by its
creating and making the citizens believe the
new illusions of the US as a superpower, which
used the emotional waves of the people, rather
than doing away with the earlier illusions of the
middle classes. (See the sinking into the three
wars, namely with Afghanistan, Iraq, as well as
into the anti-terror wars, the absolute runaway
of the deficit of the war budgets, the squander-
ing of resources on war economy, the further
moderation of public education and health care
developments, and eventually, the barely sus-
tainable growth, even by using credits given
away nearly for free, the foreign trade deficit,
which was increasing, even in spite of a dollar
weakened against the euro to the level of 1.6, as



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

380

well as the wrong handling of the foreign poli-
cy matters, which raised more and more anti-
American sentiments and resulted in narrowing
the market, etc.).

The point of the series of crises 

As a partial summary, we have to point out that
the intellectual and political elites of the USA (as
well) have reacted wrongly, or increasingly
wrongly to the ever accelerating and increasing
changes in the global economy, at least in the
12 years of the past 3 presidencies. It is also
emblematic that the crisis of the American
financial institutions started exactly from
where the suppression of the social crisis
began: by playing financial institution tricks.
The situation was that the transactions of
Goldman Sachs, Merrill Lynch, Bear Stearns,
Lehman Brothers, Morgan Stanley, as well as
Countrywide Financial, AIG, Washington
Mutual, Wachovia, Fanny Mae and Freddy
Mac, which were removed from the control of
all kinds of meaningful financial institutional
supervision, were eventually impossible to
finance, in spite of all the artificial support and
tricking and as a result of the gradual reduction
of the housing market demand. If, however, the
payment of the securities issued by them
became doubtful, then the trust in all the deriv-
ative products that were built on these securi-
ties broke in just a few moments. And once the
stock exchange game called “who will be the
first to get rid of the loss-making securities?”
had started,21 the risk distribution effect of the
derivative transactions swung to the very oppo-
site of the earlier tendencies: it became a
destructive tsunami that made all kinds of rela-
tionships between the financial institutions
uncertain, that spread “the poison” of the multi-
dose “American credit drug use”, and one that
poisoned the overall circulation of the global
economy. Then, as a result of the panic that

broke out in the securities markets, the appar-
ent savings of hundreds of millions, or perhaps
billions of average people that were deposited
in securities turned out to be only imaginary
and desired but not real profits. 

The historical significance of the crisis 

Thus, the real question of today's American
crisis is not why it broke out now. The financial
institutional crisis of the world's key economic
and military power, which has been going on
for one and a half years now, has only made the
consequence of an economic, then financial, then
social crisis, which had been latent for almost two
decades, open and clear to the whole world, and
by this, at last to the American population as
well.

The real question, which requires further and
more thorough analysis, is why the financial
institutional crisis which had been made timely
for more than a decade by the prevention of the
transformation of the US economy and the
sinking of the old middle class, resulting in an
ever deepening social and open financial (budg-
etary, monetary, exchange policy) crisis, did not
break out earlier. How could such a social, eco-
nomic and financial policy, a paradigm and
organizational framework of the supervision of
financial institutions, in which almost all of the
rules of the textbooks22 on democracy, finances
and international supervisory norms, etc. were
violated so continuously, to such a high extent,
intentionally and consciously, without giving a
thought to the consequences, survive for such a
long time? 

Thus, the current great financial and finan-
cial institutional crisis, and the ensuing
American, then European crisis, which will last
for another 1 or 2 years, as well as the crisis of
the global economy, actually means an unavoid-
able historical correction, and what is more, a
sobering slap for the American society and the
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Euro-Atlantic values as a whole. It justified
that the fundamental (humanitarian, economic,
financial and financial institutional) rules of
human cohabitation and the various profes-
sions that had developed in the course of the
past thousands and hundreds of years cannot
be permanently and seriously violated without
grave consequences by either the communica-
tions and economic intertwining of the world,
or even the people and government of the United
States, which, due to globalization, by now has
come to possess the key currency and a unique
military-diplomatic power. 

The rising of the USA 

The American nation and the USA, similarly to
the great economic crisis of 1929–1932, will
probably learn from the bitter lesson in an exem-
plary fashion again, and will correct the wrong
ways that it had followed in the past few
decades.23 The American mentality has the
unique advantage of a unique mixture of prag-
matism, which is necessary for survival, and
(dogmatic) adherence to their own principles.
(Even in the US of the 21st century, a president
can gain unrivaled popularity if he qualifies an
Iraqi war as one that serves the interests of a
country, for example but the same America will
disgracefully turn away from its president if it
turns out that this is not the real interest of
their country.) The way that this unique amal-
gam appeared in the treatment of the financial
institutional crisis in 2008 was also a textbook
example. It turned out in a few moments that if
the survival of the American system of finan-
cial institutions requires that the private finan-
cial institutions be supported by the state, or
placed under supervision, or perhaps national-
ized, then both the genuine monetarists such as
Fed Chairman Ben Bernanke, ex-finance minis-
ter Hank Paulson and the new one Timothy
Geithner, head of the National Economic

Council Larry Summers, senior economic advi-
sors Paul Volcker and Austan Goolsbee, etc. and
the tens of millions of voters are able to forget
the earlier basic principles that had been ham-
mered to them for decades, immediately. The
slogan of change promoted by Barack Obama,
on the other hand, called the millions of the
(black or Asian, English- or Spanish-speaking,
or even speaking Mandarin at home, dynamic,
ambitious, trusting and wanting to trust them-
selves, etc.) representatives of the future and
renewed middle class wishing to take the place
of the old white middle classes to achieve
sweeping success (doing away with the mental-
ity of the elite of the past decade). 

However, a new Roosevelt-scale task awaits
the new government; fortunately for them,
with a House of Representatives and Senate
more suitable for performing the task than in
Roosevelt's time. They have to start imple-
menting a great change forming social mentali-
ty and values, and definitely causing great
unpopularity at the same time as maintaining
and saving that part of the system of econom-
ic and social institutions threatened by the cri-
sis which are viable in the long term as well, by
applying successful crisis management measures.
In the USA too, the most important and most
bitter task will be the confrontation of the aver-
age people with their own economic, political
and military vulnerability and weakening.
Besides, the American administration will have
to moderate the budgetary deficit by applying
a cautious gradual approach and in such a way
that the situation of the lower and lower-mid-
dle classes should improve, that of the upper
middle class should not deteriorate and that
the boom should not be further suppressed by
the constrained transformation of the taxation
system, etc. The US supervisory authorities
shockingly exposed to and captured by politics
and the large financial institutions (regulatory
capture; copyright by Georg Stigler) should be
liberated,24 a complex and integrated system of
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state and federal supervisory authorities that
comply with the requirements of both the tra-
ditional and the modern financial institutional
supervision25 should be established, thus
reconnecting the brakes that were removed for
several decades, into the American system of
financial institutions.26 Mass-scale and, also
for the middle classes, meaningful progress
should be started, and the renewal and mod-
ernization of public education and public
health care, which provides and ensures com-
petitiveness, should be launched, along with
the general modernization of the American
infrastructure. A common voice should be
found with the trade unions about the modifi-
cation of work and employment conditions, in
a way that is efficient from the aspect of the
global economy, and the situation of several
million illegal workers should also be settled.
Furthermore, a solution should be found for
the closing of the wars started by Bush, which
requires a basically different foreign policy, as
well as a new environmental and world trade
standpoint. As a result of all this, global confi-
dence in the USA, the American goods and
financial instruments may improve quickly and
to a great extent. 

The thing is that the US society, economy,
financial and financial institutional system has
enormous reserves. This means the giant extent
of accumulated and allocated capital, the
resulting shareholders' authorizations, a troop
of labor force which is young, dynamic, highly
qualified, disciplined and striving to achieve a
new middle and upper class status, the world's
largest research and development potential, to
which the giant patent and copyright property
is added, their enormous explored and poten-
tial raw material reserves, and even larger
shares in controlling raw material and energy,
the (perhaps) strongest war industry of the
world, a dynamic external (economic) policy
that is able to and at any time willing to deploy
many kinds of tools for its interests, the hun-

dreds of billions that make stable investments,
flowing into the strengthening dollar, etc.27

The power of the new American president,
who takes the slogan of historical change seri-
ously, and that of the tens of millions of peo-
ple standing behind him may jointly con-
tribute to the development of a more normal
and cooperative relationship between the USA,
Russia, China, the European Union, the
Middle East, Africa and South-America, etc.
The rapid return of belief in the normal order
of the world, which can be achieved 3–6
months after the euphoric inauguration of the
new president and his start with a pragmatic
cold-headedness may even lead to a world
economy that can recover in 1–2 years but
from which the earlier, one-sided and irre-
sponsible adventurism should be excluded, and
which should rest on modern international
regulation and coordinated supervision and
control. And this means that the current finan-
cial and financial institutional crisis may even
go hand in hand with a sobering effect
required for the creation of a more humane
and livable world. 

II. INTEGRATION AND “DISINTEGRATION”
OF EUROPE

The factors contributing to the crisis
(1): the challenges

The general challenges affecting all human
communities as a result of the “IT and distance
overcoming revolution”28 starting in the 80-s
had a major impact also on our continent. In
addition, however, Europe also had to face
other challenges resulting from its own specif-
ic situation. The common feature of these chal-
lenges is very clear: by this time (almost) all
pillars supporting the financing of a so-called wel-
fare state earlier (with the involvement of exter-
nal funds) with perhaps one of the most suc-
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cessful models in the evolution of mankind to
date established after World War II as a humane
and effective model had disappeared.

CHALLENGE 1

The global socialist economic system collapsed,
after providing extra profit, for example, to
Finnish, Austrian, German, etc. companies and
the budget for many years based on its faults,
insufficiencies, special and export and import
requirements and permanently tense financing
position, etc.

CHALLENGE 2

Those Indochinese, African, etc. empires and
other interests linked to economic units estab-
lished as successors of colonies (for example, the
British Commonwealth, the Lome Convention,
Portuguese, Belgian and Dutch, etc. colonies)
became independent or fell apart, although they
had produced outstanding profits before con-
tributing to the integration of new values pro-
duced elsewhere (added value) into the
European social care system.

CHALLENGE 3

The European agricultural, raw material and
other import levy systems also has to be grad-
ually given up or reduced due to the expansion
of the WTO and the European Community
and Union. This led to the loss of resources
required for maintaining the standard of life,
such as for example, agricultural, regional,
realignment, etc. support funds.

CHALLENGE 4

The generations of reconstruction, active after
the World War and working without sparing
any energy also gradually moved to comfort
and retirement. They were replaced by the stan-
dard of service of the welfare state and the
work discipline of the young middle work staff
raised under the protection of strong trade
unions, a different choice of value between free

time, strike and employment, and a different
opinion about consumption and progressive
thinking, etc.

CHALLENGE 5

The increased demand for social expenditure of
the second generation of Turkish, Yugoslav,
Arab, African, etc. guest workers providing a
major contribution to the development of
Europe and World War II and settling down in
the host countries also had an extremely large
impact. In fact, no one wished to deal (for a
long time) with the problems of masses of
young people crammed in the (literally) some-
times literally flaming suburban districts
(slums, ghettos) with little qualifications, rarely
experiencing the concept of modern work dis-
cipline and employed either for a short time or
not at all, although the problems were accumu-
lating. These groups could not and/or did not
contribute to the financing of the welfare state
with anything. On the contrary, as European
citizens, they began to expect the social bene-
fits required for their education, special
realignment, satisfaction of their religious and
intellectual demand, supervision by the law
enforcement agencies, health services, etc. as a
subjective right. 

CHALLENGE 6

The comforting and selfishness generating
impact of the welfare state, the unilateral treat-
ment of the equality of women, which disre-
garded only the interests and opinions of
women, and the forced consumer mentality
launched from America and maintained with
every instrument together led to a radical
decline in the birth ratio of the European states.
(Although some countries tried to balance the
situation with immigrants from previous
colonies and other cultures, but the integration
of these people into the society required fur-
ther major education, social policy and law
enforcement-related expenditure.)
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CHALLENGE 7

The number and ratio of old generations pleas-
antly increased during the same period owing
to the high quality health and pension insur-
ance systems (combining the advantages of
several pillars). However, this brought along
higher demand and predicted a robust further
increase in social services and demand for
resources. 

The factors contributing to the crisis
(2): the responses

RESPONSE 1

The reconsideration of financing of the wel-
fare state started in time also in Europe, during
the period marked with the name of Margaret
Thatcher in interaction with the Reagan era. It
is one of the (rarely recognised) advantages of
Europe that such intellectual or public politi-
cal revolution had to go through each state of
the continent: the problem raised in one
country and its proposed solution options had
to be discussed also in the political life of
another country. In order to avoid any country
regulatory arbitrage, which only gave a boost
to the problems arising from the respective lag
between the various countries, the people's
parties of all European countries had to face
the challenge: if another important partner
country (a similar people's party of the coun-
try) decided to reconstruct the welfare state,
then the same idea had to be considered in the
other parts of the integrating continent as
well. Consequently, the European large mass
parties began to form two groups according to
the various versions of solutions for transforma-
tion and not as a result of the discussions and
rejection of the need for transformation, which
was unavoidable due to the transformation of
the entire world economy. (Thus, even the
people's leaders with populistic tendencies
could not deny the need for transformation,

creating illusions for the population and busi-
nesses of their own states.)

RESPONSE 2

Another important and rarely appreciated
specificity of the multi-coloured Europe with
its diversified interests and cultures is that
attempts were always made for harmonisation,
with compromises, of the various proposals for
change through seemingly infinite discussions
(functioning as filters) of the various expert
groups and extensive bureaucracy. This often
blamed, very time and expense intensive,
national and Brussels discussions and bureau-
cratic jig-a-jag, however, created an opportuni-
ty to the expression of each and individual
interest and opinion, even if many of them
were maddeningly partial. The same process
also gave time for the coordination of various
correlations between the extensive discussions
by expert groups representing different inter-
ests.29 The common EU-programmes and their
annual revision, the Lisbon Strategy, which was
the result of extremely extensive efforts, the
Treaty of Maastricht and the Treaty of
Amsterdam, the Treaty of Nice, currently in
crisis, and the European Constitution, etc. all
proved that the nations of Europe ultimately
always wished and were able to reach compro-
mises, although accompanied with a large num-
ber of national tricks, individual interest pro-
tection, etc. (at least until the middle-end of
2008), which is more or less acceptable for all
major groups of the society.30 On the other
hand, the European intellectual elite was and is
still able to impose pressure on the representa-
tives of their political life disallowing (durable)
cooperation with representatives of extremely
populistic views. 

RESPONSE 3

The European intellectual and political elite
opted for their own respective state regula-
tions, supervision and control and even an
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ordo-liberal social market economy, in which
public property is not considered to be origi-
nating from the satan, not only in the cautious
compromise-based management of the social
crisis but also in the transformation of the
structure of the economy based on the histori-
cal lessons of the two World Wars and numer-
ous local wars.31 Led by the often abused
European bureaucracy, struggling with the
anger of regulations, therefore, the “holy trini-
ty” of liberalisation, deregulation and privatisa-
tion, announced by all economic world organi-
sations influenced by all Americans was always
followed only partially and half-heartedly. Apart
from one or two, (generally failed) attempts,
Europe retained the ex ante quality control of
marketed products and services and their risks
(see: the pharmaceutical, food, motor industry,
etc.); openly or implicitly protected the control
over strategic companies and public utilities by
their owners (public, provincial, regional insti-
tutions or the financial institutions thereof), or
other parties; reduced only gradually the public
services (pension, health, transport, educa-
tion); began to demolish the support systems
generating artificial positions on the market
(for example, iron, steel and coal industry, agri-
culture, fishing, etc.) only gradually and care-
fully, based on lengthy discussions; did not
throw out the regional support system of
realigning joining countries, tried to retain as
much as possible of the prior supervision of
derivative products. However, another reflec-
tion of the same gradual approach, typical only
of Europe, is that the common European high-
tech industries (see: Eurofighter, Airbus,
CERN) were not given an unreasonably privi-
leged position either, the national and interna-
tional (home & host) cooperation of the
European financial supervisions was developed
(too) slowly, based on hundreds of discussions,
and even during the worldwide (excessive and
irresponsible) bio-energy campaign, Europe
managed to insist on the priority of solutions

focusing on energy efficiency and support of
diversified alternative sources of energy.
Consequently, Europe and its intellectual and
political elite was able to face the challenges
arising from the transformation of the world
economy and come up with (diversified)
responses and proposals relying on its European
traditions and values.32

RESPONSE 4

The most important European strategic deci-
sion related to the concept of expansion
towards Eastern Europe (Drang nach Osten)
rose into a pan-European value. All West
European countries permitted, and even sup-
ported their companies in the acquisition of
strong (privatised) market segments and
shares, as well as companies within the frame-
work of the transformation of Central and
Eastern Europe. Active support was provided
at national and pan-European levels for the
cohesion, realignment and accession pro-
grammes of the individual countries (for exam-
ple, PHARE, SAPARD, ISPA, TACIS) and the
educational (Erasmus), and bureaucracy
renewing (Screening, Aquis Communitaire)
programmes raising new middle classes under-
standing the Euro-Atlantic values, institutions
and methods. 

The active support towards the increasing
integration of the former socialist countries
into the European Economic Community was
even more important. The West European
intellectual and political elite can be proud of
recognising the fact that the East European
enlargement that required a major short-term
investment, involving temporary reduction of
consumption in Western Europe, is one of, or
perhaps the most important and only peaceful
means for rescuing-maintaining the Western
welfare state. Only the former socialist coun-
tries (within distance that can be overcome by
car) were and are able to provide new (fresh,
emerging) market systems, considerably well-
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prepared, flexible people hungry for success
and extra profit opportunities integrating into
the European working culture without any
major adaptation cost, etc. for hundreds of
thousands of the West European small and
medium-sized companies. 

The “re-colonisation” of Eastern Europe by
Western Europe was the best, i.e. the least bad
compromise for both parties. In this context,
one party provided known, accepted and desir-
able sets of values, style, political and intellec-
tual culture, capital, capital investment loans
and instruments, modern market economy
bureaucracy, know-how, opportunity to enter
the market, greater international prestige, and
disciplinary financial (budgetary, monetary
exchange rate policy), and financial institution-
al systems, suitable for supervision, and asked
for a rather high price for it, expressed with
high (at least two-digit) profit ratio, involving
also higher country risk premium.33

RESPONSE 5

The second important strategic decision of the
European intellectual elite was the enforcement
of national and continental permanent and
continuous financial disciplinary system, prima-
rily in the field of the budget, monetary policy
and exchange rates. The introduction and suc-
cessful distribution of the Monetary Union and
the euro was based on various programmes,
such as the Customs Union, the Common
Market, the Single Market and the European
Monetary System and the Economic Union
and the Treaty of Maastricht, the Lisbon
Charter, etc., prepared through gradual and
organic development. Naturally, these meas-
ures never achieved all their targets, but it was
not their main function either. The largest
merit of the European institutionalisation of
the financial institutional system through the
Treaty of Maastricht and the European Central
Bank is that with its professional bureaucratic
procedures it managed to prevent the control of

finances by political voluntarism and populism
(for a long time).34 The permanent and com-
mon (Community) attention and supervision
of growth indicators, inflation, budget deficit
and indebtedness, etc. always cruelly made all
politicians of any country inclined to deceive
their people face reality. (It is another issue to
be discussed later to what extent the inconsis-
tent sanctioning of the violation of voluntarily
accepted rules deteriorated the efficiency of the
whole system.) However, these measures
helped Europe to prevent the complete
destruction of budgetary discipline, unreason-
ably high national and household debts, the
destruction of multi-pillar large social systems,
which contributed to the retention of the high
household savings ratio and only flight over-
heating instead of the worldwide hysteric con-
sumption fever, as well as to retain the major
role of traditional financial institutional activi-
ties, products and organisations without their
mass integration into speculations with stock
exchange innovations (driven also be irrespon-
sible lending). 

RESPONSE 6

The transformation of the European production
and service system began on the basis of the
European historical and cultural traditions, and
the two decisions of fundamental importance
outlined above. 

Mass production was not outsourced to the
East as brutally as in America, partly because of
the strong resistance of the Western trade
unions and partly because of the limited absorp-
tion capacity of the new markets, and thirdly,
because of the limited privatisation opportuni-
ties in the former socialist countries and the
strong competition for them. The Western
European countries allowed the increase of the
import of products and workforce only selec-
tively, deliberately and intensively protecting
their own small- and medium-sized enterprises.
The large number of various quality, customs,
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health, etc. regulations and the establishment of
large shopping centres on the outskirts of
towns, preservation of and subsidies to publicly
owned production and mainly services (state,
provincial, regional, etc. ownership), as well as
the survival of the health, pension and social
policy orders of the welfare state together made
a great contribution to the alleviation of the
social tensions triggered by the gradual reduc-
tion and outsourcing of agriculture, food and
light industry, metal processing and machine
industry, as well as motor industry (for exam-
ple, in Germany, France and Italy).

The carefully implemented deliberate liq-
uidation of European mass production also
provided opportunities and time to the still
viable small- and medium-sized businesses of
the traditional sectors to gradually and contin-
uously transform their production and service
structure relying on their own and high savings
and investment ratios as own funds; the
process clearly supported the supply of prod-
ucts and service and components with a higher
added value and informally “rejected” the envi-
ronmentally polluting products and those with
a lower added value. In addition, concentration
on product and service development and produc-
tion control also appeared. The positions of
Western Europe strengthened again, (also out-
side Europe), primarily in the (traditional)
agriculture, animal farming, light industry, pub-
lic services, logistics, tour operation and finan-
cial services. The well-selected expansion tar-
gets – i.e. Eastern Europe – which were not so
distant in terms of work culture, language skills
and hygiene, yet was exposed due to many rea-
sons – in theory gave an opportunity to all EU
businesses to launch or reduce their Eastern
productions quickly with a relatively low adap-
tation cost. (In addition, just by referring to
potential new job creation in the dependent
East European countries based on ownership
or outsourcing, they could generate further
competition for tax benefits.)

The European Union also deliberately
thrived towards re-gaining its position in the
new economic and service sectors satisfying
the requirements of high technology and IT age.
Having overcome the difficulties resulting
from the cumbersome harmonisation of delays,
excessive financing and the legislation and stan-
dards of several countries, considerable results
were achieved in nuclear physics, biological
basic research, coordination or aircraft, public
transport means and motor production, pan-
European navigation, distance trade and logis-
tics, software development, entertainment lux-
ury electronics, quality assurance, R & D man-
agement, project organisation, (cultural) serv-
ice sector satisfying the latest requirements, as
well as fashion. 

Europe, and especially its English,
German, French and Spanish speaking parts,
have also recognised the importance of the
worldwide boom of the language teaching and
education industry. Apart from the well-known
European elite universities providing classic
and high standard educational training and
research services (English, French, German,
Swiss, Austrian, Italian) extremely high quality
colleges and institutions developed very fast
providing training in, e.g., public administra-
tion, finances, tourism and fashion. It was
more important though that they also recog-
nised in time the deterioration of quality of
mass secondary and higher education (the pur-
pose of which was to manage the unemploy-
ment peaks) and the quality balancing process
began with the two-level (Bologna) university
training, pan-European educational pro-
grammes resembling Erasmus and cultural pro-
grammes similar to PEEP, even undertaking the
difficult process of mutual recognition of
diplomas and accreditations. Consequently, the
European public education was not drastically
separated either. 

Each individual European country began to
eliminate the most obvious wasting practices of
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their own respective health and pension systems
(privileges, holy cows) moving along and contin-
uously testing the borderline of political stability.
The combination of public services with tradi-
tional financial institutional (bank and insurance)
technology resulted from the intention of
obtaining/preserving long-term and stable polit-
ical popularity. This facilitated, on the one hand,
careful and gradual transformation and some-
times even development in, for example, the
multi-pillar nursing care, rehabilitation or risk
capital regulations, as well as the acceptance of
the exchanges by the population (involving diffi-
culties, heated disputes and demonstrations).
The strong and fierce discussions between the
various groups of the intellectual and political
elite did not impede cooperation in major (cardi-
nal) issues, reflected, for example in occasional
cross-voting between parties, large coalitions
struggling with each other for years and perma-
nent transformation of governments. (See, for
example: Germany, Austria, Spain, France,
Slovakia). The basic principle of the unity of self-
care and Community responsibility has always
remained effective in these situations based on
the long historical European interpretation of
solidarity. The societies, which still had sufficient
free time, individual and community (financial)
resources not yet wasted on fashionable con-
sumption, moving also towards professional
sports management, found it especially ideal to
increase the importance of sports, primarily the
winter and summer Olympics, world champi-
onships and European championships, as well as
various cups. These events became a new (multi-
ple) production factor in public health, manufac-
ture of sports instruments, tourism and mass
entertainment, slowing gaining even political
importance. (See, for example, Great Britain,
Germany, France, Switzerland, Austria, Slovenia)

RESPONSE 7

It is not at all accidental but was the result of all
these European specificities that the high sav-

ings ratio was retained, and consumer loans
based on retail mortgage loans and several hun-
dreds percentage, usurious APR were used
negligibly and moderately, practically only in
Great Britain, representing its Anglo-Saxon set
of values. Thus, contrary to the American mid-
dle classes, the European middle classes saved
themselves from any major indebtedness.
Based on the often mocked European cumber-
someness, the overwhelming majority of
European investors and savers were satisfied with
the impressive yields of the traditional banking
and insurance products (increased with extra
profits from Eastern Europe). Some began to
invest, for example, into Far East or IT or envi-
ronmental, etc. financial innovations only for
the sake of a “deliberate gambling”. Practically,
only a small group of the largest banks and
insurance companies having also multinational
and generally American interests and involved
in special competition (ING, AEGON,
Deutsche Bank, Allianz, Fortis, Swiss Re,
Royal Bank of Scotland, HBSC, UBS, Anglo-
Irish Bank) was involved in the derivative prod-
ucts of the “Wall Street Gold Fever” described
earlier more intensively than just one adven-
ture35. 

The (artificial American) boom generating
concepts based on both clearly export-driven
(true Far East) and internal consumption gen-
eration could obtain only moderate support
among the population, the intellectual elite and
also the political elite on our continent because
of Europe's often mocked rationalism and the
strict Maastricht criteria.36 The fact that the
consumption fever and the related tragic
indebtedness (based on mortgage loans and its
derivative products) were concentrated within
relatively small groups was also the result of the
very same obsolete conservative European
approach. The same approach also prevented
the multiple and extensive success of extremely
aggressive (for example, Icelandic) financial
institutions, which attracted non-creditworthy
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people not having enough income for stock
exchange speculations, into adventures on the
stock exchange (through repo loans). 

RESPONSE 8

Fortunately, the set of values of not enough
innovative Europe was also reflected in the
financial and banking policies. The Maastricht
criteria remained signals and expectations of
desirable financial self-discipline and continued
to play a useful role even if the transforming
East European population and businesses,
forced to undertake their own excessive burden
and the burden imported from Western Europe
were justified to make critical remarks about
them based on their rigidity and selective
enforcement. However, the most important
and major feature of these criteria is that they
required continuous accountability from the
political elite of each individual country forcing
it to operate within a numerical framework in
their efforts to obtain popularity, understand-
able in a democracy and to coordinate with the
other countries. The development, expansion
and strengthening of EMS and ERM II and the
euro zone functioned as similar coordination
and self-disciplinary tools. The comparable and
controllable deficit, inflation, public debts, etc.
made it possible for weaker and small European
countries (and their currencies) to enjoy the
effective protection against stock exchange
speculations based on the power of the entire
European Economic Community. (The aggre-
gate importance and capital strength of the sin-
gle euro zone protected them even against
exchange rate speculations.)

RESPONSE 9

The (semi or quasi) publicly owned (public,
provincial, regional, etc.) financial institutions
(banks, insurance companies, development
institutions, special funds, etc.) performing
(social) political functions have remained
(also) in Europe. With the exception of one or

two special institutions, also recognised by leg-
islation (such as for example, political export
credit insurance institutions, disaster funds,
Lloyds etc.) no one dared removing them com-
pletely from the scope of general audit and finan-
cial supervision. 

Fortunately, the European banking supervi-
sory structure adopted the new financial risk-
based structure of fashionable American and
English (Anglo-Saxon) supervision only care-
fully, respecting the historic traditions, i.e.
renewed them half-heartedly. Following the pro-
hibition of the traditional, so-called material
supervision with more than 150 years of history
at the beginning of the 90-es, the supervisors
still knowing and quietly applying such meth-
ods and their organisational units surviving the
integrations have remained in the system.37

Having got rid off and liberated from the exces-
sively public (etatist) requirement of the com-
plex prior inspection and approval based prod-
uct licensing, product fee and risk analysis, and
operational intervention focusing on all six
basic factors of banking activities at each indi-
vidual bank,38 the continental Europe tried to
retain its best traditional supervisory meth-
ods.39 Consequently, the European supervi-
sions did far more than auditing the financial
statements subsequently. On the one hand, they
analysed the various geographical units and sec-
tors together (for example, in groups in the
form of consolidated and integrated supervi-
sion), to conclude whether or not the (majority
of) European financial institutions could per-
form all their obligations assumed at home and
in other countries (host), as well as in so-called
third countries outside the European Union. 

RESPONSE 10

This continental characteristic feature, unique
in the world's supervisory system gained a lot
of strengths in the evolution of the BASEL II,
CRD, Solvency II., MIFID, Crime II, etc.
methods representing the European adaptation
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of international supervisory standards against
banking, insurance, capital market and financial
crime (AML and anti-terror), which involved a
lengthy process of discussions, analyses and
considerations lasting for years.40 Thus, the
risk-based supervision concept began to retreat
from its original, only ex poste and only finan-
cial basis focusing rather only on capital and
guarantee capital. Apart from the financial and
the capital component, other factors, such as
internal corporate governance (operational
risk), product structure (concentration risk)
ALM (liquidity and sustainable profitability)
and risk management and risk distribution
were increasingly taken into account both in
the framework of a preliminary analysis and
concerning their correlations (Colleges;
Comply or Explain Mechanism, Dialog;
Supervisory Contract; Mediation;). This more
complex approach than the American superviso-
ry structure also meant that in Europe even the
mechanical and formal early warning models,
stress tests, crisis simulations and slowly devel-
oping inter-governmental and trilateral (min-
istry of finance, central and supervisions), as
well as official supervisory cooperation became
important and useful tools. The European
supervisions still tried to use the concepts and
methods of often informal cooperation pre-
venting the conduct of financial institutions
imposing risks on themselves and on the gen-
eral public, which were not really advertised
towards the public: for example, management
letter, security meeting, connection of (sanc-
tioning) measures, dismissal of unsuitable peo-
ple, leaking out information at conferences,
regular meetings with the associations of the
supervised institutions, active consumer pro-
tection campaigns, guidelines, information, cal-
culations, product comparisons, prior and
mandatory needs assessments, control of client
notifications (e.g., MIFID), and generally, con-
tinuous and attentive (with UCP seriousness)
and analysis of complaints. 

RESPONSE 11

As a result of deliberate moderation of the
social transformation of Europe, the strict con-
trol over the promising political populism by
Maastricht and the respect for (material) tradi-
tions in the financial supervisory system, the
hysterical consumption fever and stock exchange
speculation with artificial consumption and
derivative transactions based on mortgage
lending, which was very intensive overseas, had
only moderate effects in the (continental)
Europe. These opportunities were feasible and
interesting primarily for professional investors,
having also interest in America and their
(upper mid-) class clients. As a result of the
successful expansion towards Eastern Europe,
the high savings ratios could be maintained, the
budgets could be relatively disciplined and
inflation could also be controlled.

Factors contributing to the crisis (3):
crisis management

Europe's intellectual and political elite recog-
nised the need for social and economic (pro-
duction, export, import, balance of payment)
structural changes in time, and also recognised
the historic opportunity arising from the unifi-
cation of Germany and Eastern Europe. After
that, the social and economic disputes focused
only on the principles, institutions and meth-
ods of the least painful changes and the selec-
tion of the actors of the implementation of the
changes instead of the need and opportunity for
transformation. The European public life was,
therefore, affected a lot more by pragmatic and
professional technical arguments than the ideo-
logical arguments in the fight for life and death
and in emotional cultural battles. This also
meant that the national and financial policies
were also implemented and forced to be con-
sistent with each other without any major side
swings or actions reversed (regularly in every
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ten years), based only on ideological arguments
and cultural battles, i.e. without any major waste
of resources. 

This continuous, yet moderate democratic
need of the European intellectual and political
elite for self-corrections every four years man-
aged to smoothen the trends of the so-called
organic European social and economic devel-
opment. This is why European savers and their
financial institutions did not have to join in
large numbers the innovation tricks of banks
favoured in America or the worldwide deriva-
tive gambling, which was based on those
tricks.41

The balance of the European intellectual and
political structure never prevented these soci-
eties from making errors and mistakes though.
It is also true generally that the European inter-
est coordination and harmonisation is also ter-
ribly time and resource consuming (which clear-
ly terrifies the masses), as well as wasteful and,
unfortunately, unprincipled compromises
(resembling a horse fair) can also often
observed in it.42

In relation to the outsourcing of mass pro-
duction and services, the societies of the East
European countries found the brutality of being
used only as a tool shocking. The quickly
revealed disguised (export) market quota and
other preference purchases, the uninhibited use
of the outsourced factories partly as a buffer of
national production and partly as a more
favourable blackmail tool in their home coun-
try, the invoicing of the already replaced IT
software patents and machines at unreasonably
high prices, the stories of countries, regions and
towns forced to compete in the supply of pref-
erences in exchange for (re)investments had a
very adverse effect on the local acceptance of
the interests and wishes of foreign investors.
The budgetary “rag fair” for European support
(of agriculture, industry and food industry) for
years, the hardly concealed brain-draining, free
of charge in relation to the recognition of diplo-

mas and free flow of workforce and the lack of
assistance in the integration of people coming
from Eastern Europe resulted in an especially
large and unfavourable reaction. 

In the high-tech and IT industries, the
severe delays and failures, such as for example,
the Channel Tunnel, the new Airbus or
European astronautics seriously undermined
the authority of the European Union. The
“order for anything” type top-level govern-
ment actions and related corruption affairs, for
example, the termination of the Saudi investi-
gation in the UK or the “camping” of Libyans
in Paris, or the selection of Siemens and
Telecom from the large German companies
having write-off base for foreign acquisitions,
had similar destructive effects. 

In the market of language teaching and edu-
cation, the (at least) two-level mass education
and disappointment from illusions of students
completing the lower (bachelor) degree of higher
education did not support the Bologna process.
As the education policy was one-sided, hundreds
of thousands of young people completed uni-
versity education and were disappointed as they
were never told that their qualifications were
higher than secondary qualifications but lower
than the former consistent, true university qual-
ifications. (In fact, they completed secondary,
subprime universities.) Having adjusted to the
seemingly modern labour market requirements,
lots and lots of people acquiring so-called busi-
ness knowledge (business school) and higher
level (trained) technician skills had to realise
that they only had a chance in the globalising
competition for workforce in the whole Europe
(also), if they continued to save for more years
and invested into master degrees, obtaining
PhD, available at extremely extensive special
post-gradual courses.

Self-care besides high quality public care,
which was preserved even despite the rationali-
sation of the health and pension systems and
elimination of scandalous waste, was put to the
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forefront of attention without any coordina-
tion, very slowly, and only to a low extent both
in the various countries and on the whole con-
tinent. Due to the different regulations of the
countries, the migration of people for opera-
tions, rehabilitation and medical treatment, and
the regular 30-day shuttle-type journeys of
pensioners moving to the south and east
increased the costs of the society and private
insurance companies leading to lower than oth-
erwise possible savings and also a higher level
of corruption. This tendency led to a new pan-
European level (social) insurance waste. As a
result of these tendencies, most countries
could hardly control the rise of expenditure
related to the ageing crisis and integration of
children of guest workers. 

The moderate savings achieved in the
social care systems, which were transformed
only slightly and very slowly because of the
permanent and strong mass demonstrations
and the increasing expenses related to ageing,
integration and promotion of sports, together
imposed a lot of tensions on the budget of most
European countries. Consequently, the strict
Maastricht budget and debt limits were not
fully complied with by all countries of the
region, the euro zone in almost any year. It
caused an even larger shock and incomprehen-
sion that the bureaucracy of Brussels applied
completely different rigorousity to large coun-
tries (for example, France, Germany, Italy) for
violating the Maastricht criteria than to small
countries for violating the rules (especially the
transforming and realigning East European
countries). Thus, the budget policy, “tense”
because of social policy and limited by compe-
tition regulations and politics, could provide
less support to capital investment, R & D activ-
ities, acquisitions of small and medium-sized
companies outside Eastern Europe and revital-
isation of the existing middle classes less than
would be required based on the consistent
transformation.

The central banks of Europe, forced into
international competition, navigated them-
selves between the Scylla of rate increase, pro-
moting high individual savings and invest-
ments and the rate-cutting Charybdese serv-
ing the (sometimes clearly aggressive) upturn
generation of the political elite intending to
win the elections. The thus heavily limited
monetary policy found it difficult (for exam-
ple, in France, Austria, Switzerland and
Germany) to resist the assistance, as the last
resort, to banks (fully, partly or quasi) owned
by the state or province or trade unions and,
therefore, pursuing much more risky (irre-
sponsible) credit, investment and risk
assumption policy than generally accepted
both at home and abroad (for example, on the
derivative market of the USA). 

On the other hand, the insufficiencies and
errors of the European supervisions were also
involved in the slackening of the European
monetary and budget policy caused especially
by the (large companies and banks) of (large)
states. Following the innovation waves of the
“Wall Street Gold Fever” involving approxi-
mately one million financial products and
100,000 re-pricing actions a day, and the
robust and worldwide dissemination of the
derivative market, the anachronistic old super-
visory structure was demolished carefully first
in the Scandinavian countries, and then at the
British FSA, which was the result and a radical
solution for the British supervisory model,
(consisting of 8 institutions) and, based on
the bankruptcy of the Barings Bank, Lloyds
and Maxwell pension funds, began to impose a
threat on the prestige of the City as well. [It
was also typical that the German speaking
countries (Germany, Switzerland, Austria)
protected the segmentation of the still sepa-
rate sectoral supervisions “until the last bul-
let”, i.e. to the 21st century, although the
financial activities had already merged (inte-
grated) geographically and by content that
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they could almost no longer be specifically
identified.] However, the spread of the finan-
cial and technology revolution analysed earli-
er created a difficult situation also for the
European supervisions lagging behind by 10–20
years: the old (material) supervisory structure
was no longer known or applicable, and it was
obvious from the very beginning that the new
American (purely financial) structure was full
of severe theoretical and practical insufficien-
cies. In this situation they faced the task of
developing the new European supervisory
structure, the Basel II, Solvency II. and Crime
II. methodology, although in the meantime
their daily supervisory activities became
increasingly chaotic. 

“Collapse” of Europe (autumn of 2008)

The financial (political) management of the
American banking crisis spreading also to
Europe in the autumn of 2008 involved a lot of
mistakes described in textbooks and brought a
turn in the 60 years of successful European
cooperation struggling with smaller or larger
problems. 

PHASE I

At the beginning, the unfortunately necessarily
simplified one dimensional (anti-inflation)
classic theory-based central banks misjudged
the specificities and correlations of the vari-
ous crises, and therefore, refused direct partic-
ipation in the immediate crisis management
maintaining a certain distance, and therefore
reacted,typically excessively, only with a delay.
(See, for example, the story of Bank of
England and Northern Rock, SocGen and
Banque de France.) The quick liquidity gener-
ation through cash created by the central
bank, the base rate cuts, and the slow cumber-
some and gradual extension of the scope of
securities eligible for discounting were by far

not enough to overcome the increasing crisis
of confidence. On the other hand, the
European central banks “meditated” for long
weeks (unfortunately making also public
statements) about the need for “the perhaps
after all reasonable changes”; this created
uncertainties not only for the market actors,
but also for the political elite.

PHASE II

This process was supported by the mistake of
the panicking European political elite (sadly
known from history) when it rejected the pan-
European management of the financial crisis
affecting all financial sectors and all countries
of the world based on the proposal of the very
same Germany that was at that time studying
very thoroughly the financial policy mistakes
of the Weimar democracy, and accepted crisis
management based on “legitimate national
interests” (copyright by T. Steinbrück, German
minister of finance). Instead they should have
demanded a consistent policy from the
European central bank, creating consistent
European “protection lines” (for example,
deposit insurance, consistent liquidity evalua-
tion of European banks, identity of perhaps
temporary capital funds, consistent accounta-
bility of managers making mistakes and consis-
tent management of concentrating multina-
tional groups) and showing an example for the
entire financial world by preventing and easing
the panic of escaping from financial instru-
ments and disseminating the message of
“European Monetary Fortress”, which enhances
stability. 

PHASE III 

This opened a “European Championships”
between countries and their budgets (hardly)
organised in deposit insurance, and bank bail-
ing packages. The uncertain and now actually
frightened European savers then began to vote
in large numbers “with their feet”: they with-
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drew, sold and perhaps immediately trans-
ferred their savings in one particular savings
form or country into a different form and into
a different country. (However, it indicates the
high level of European financial culture that
even in this situation panic did not become
the overwhelming factor as banks were not
attacked by customers, there was no major
increase in cash kept in the mattress, and gold
coins and foodstuffs were not purchased in
masses either.) 

PHASE IV 

Luckily, soon after the confused political elite
turned the banking relations truly risky and
chaotic, partial sobering and corrections fol-
lowed: the basic deposit insurance limit was
defined consistently in Europe (EUR 50,000),
and intentions were declared at least for the coor-
dination of national banking bailing packages
involving sky-high amounts. On the other
hand, the efficiency of consistent deposit pro-
tection was slightly (incalculably) deteriorated
by the national definition of any further pro-
tection over and above the specified limit with
even theoretically different ratios. (This was
the price of the political compromise of the
consistent action.) 

PHASE V 

The national financial bailing packages caused
several serious problems. For any calm
observers and analysts, the European banking
system practically remained healthy (intact):
apart from the losses accumulated by a few
companies “venturing” also to America, and
expressed only in thousandths, the direct
exposure of the continental banking systems
(approximately EUR 30 billion) was negligi-
ble, and remained within the rounding ratio
when the crisis exploded. Consequently, there
was no banking or financial crisis in Europe at
least in the first round. For this reason, the
need for and the meaning of the original

“package forming fever” was questioned: it is
at least doubtful to what extent the assistance
of some hazardous large banks by the state
strengthened or destroyed trust in the thou-
sands of the European banks. (The further fall
of the exchange rate prices of shares of
European banks provided further arguments
for representatives of both views.) The hectic
actions arising from panic, involving “the
(mass) closing of positions even at a loss”
actually suddenly increased the “direct expo-
sure” of European banks through the devalua-
tion of assets kept in their portfolios in the
second round. 

PHASE VI 

In the unfortunately “created” panic situation,
it was difficult to follow any other path than
making a series of further mistakes. From this
time, nobody knew why, on what basis, when,
to whom and how, with what method and why
exactly that amount may be allocated from the
state aid?! The question must also be
answered: what will happen to those honest
national and foreign competitors who did not
take part in the “American adventure” and did
not require (through losses) additional liquid-
ity? The population and businesses of all
countries, especially those who faced the risk
of losing also their homes in relation to their
debts, were shocked and could not understand
why the bank owners and managers enjoying
huge profits and benefits earlier had to be pro-
tected (also) from losing even their total
assets due to their irresponsible actions during
the painful “rationalisation” of social policy,
budget investment, and R & D expenses
everywhere? It also became obvious for the
relatively highly educated average Europeans
that once the banks in difficulty were assisted
with central bank or other public funds,
Pandora's box was opened. It was inevitable
that after this time, all (strong) interest
groups facing difficulties applied for “aid”: the
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motor industry, aviation and all types of
freight transportation, agriculture, iron and
metal processing industry, ship building,43

which means that the queue will never end
lawfully in the thus spreading and growing
crisis.44

PHASE VII 

The perhaps gravest mistake of the crisis man-
agement of financial institutions was the silence
of European supervisions and governments about
the mass violation of contracts by banks because it
destroyed the pan-European trust of historic
importance. The initial rounds of the 2009
budget meetings between parent banks and
subsidiary banks held in the summer and early
autumn of 2008 still typically included growth,
increase in lending, turnover, market share,
parent bank's profit requirement and related
refinancing, currency, swap and reinsurance
promises. However, when the crisis began to
spread in Europe in the first days of September,
each national supervision allowed and tolerated
the home banks refraining from any activity
and terminate their ordinary activities on inter-
bank markets; with only one letter or tele-
phone call banks withdrew their promises made
a few weeks before, and, referring to the crisis,
completely abandoned their foreign (host) sub-
sidiaries, building and relying on that promise.
(Some parent institutions in difficult positions
even swept clean the cash of their subsidiaries
and branches with the help of cash-pool, liq-
uidity planning, etc. controlled by the multina-
tional centre.)45

The subsidiary banks, having landing in a
desperate situation in only a few days, tried in
vain to replenish their missing funds and cur-
rencies on the dried-up money and capital mar-
ket (accepting even usurious prices and inter-
ests). (They were forced to do so when loans
and reinsurance dried up and were frozen even
between parent banks and insurance companies
for weeks.) It was followed by an extremely

severe “attack against trust in banks and solidar-
ity”, when the top leaders of France and
Germany declared that their subsidiaries would
not receive even one euro cent from their
national packages, even if they obtained espe-
cially profitable positions earlier as a result of
the privatisation in Eastern Europe.46

PHASE VIII 

So, the “deceived and ashamed subsidiaries” did
not have any other choice but running to (con-
fused, panicking and hyperactive ) govern-
ments and/or central banks (looking for their
place and wishing to deal with supervisory and
monetary matters simultaneously) or saving
their lives and obtaining liquidity selling their
existing assets immediately at any price on the
market. The disappearance of banking flagships
(for instance, ING, Fortis, Deutsche Bank),
which were considered subsidiaries of major
world-wide companies even two weeks before,
from the national inter-bank market, the stock
exchanges and the market of government secu-
rities, and their desperate forced sales generat-
ing further selling waves made their difficult
position clear to the public immediately.
Naturally, this liquidation escape also contin-
ued to deteriorate all stock exchange prices
(also). (See, for example, the liquidity losses of
Société Générale, which are much higher than
its original problems.)

PHASE IX 

It became increasingly obvious in which coun-
tries the national economy (budget deficit) and
monetary policy options (capacities) could not
cope with the overall burden of the banking
losses and competition with international bank
bailing packages (for example, Iceland). From
this moment, the currencies of these countries
also became free prays: the complete bankrupt-
cy of the financial sector and financial crisis of
the particular country in that situation could
only be prevented by an international aid pack-
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age. However, this also put the currency and
stock exchanges of countries whose budgetary
and monetary policy already exceeded their
capacities, targets of the speculative intentions
of the world (aiming for almost certain profit
at any time).

The stake of the European crisis
(management) 

Based on their national focus, the current
European political elite, which overcame
itself for more than 60 years but was fright-
ened of the financial crisis, and their financial
supervisions are seriously responsible for the
launch and intensification of the financial cri-
sis of general economic, institutions, some
banks and a few countries caused by crisis
management in the second round.47 In the
increasingly concentrated European banking
world, the lack of patriotic solidarity of one
country was followed by the similar narrow-
thinking of the other country, i.e. desertion
created only losers to various degrees who may
be entered into the textbooks on gaming the-
ory. (We do not provide security to subsidiary
banks in your country, you did not give secu-
rity to your subsidiaries in our and their
countries, they do not provide security, etc.)
Consequently, the crisis of European finan-
cial supervisions led to graver consequences
than the frequently mentioned lack of coordi-
nation: in fact, the return to a national frame-
work and European solidarity in trouble and
the identical interest behind it were also gen-
erally questioned. 

If the European supervisions acted consis-
tently, strongly and on principle and if the gov-
ernments overcame the financial nationalism,
hundreds and thousands of banks could be in a
better situation than they are now. If not all
banks had been frightened of mutual and joint
(pool type, clearing type, etc.) cooperation,

then there would not have been so many and so
extensive exchange price falls triggered by
forced sales. The budget of each country could
have prepared a smaller bank bailing package
and the other sectors of the economy could
have had more resources stimulating their
demand. Thus, the lack of solidarity of the
European political elite and their subordinated
and exposed financial supervisions contributed
a great deal to the deepening and extension of
the European economic crisis, already affected
by the declining world economic demand. This
led to the temporary severe (hopefully only
temporary) devaluation of assets of millions of
honest savers and responsible investors also
here, as a result of which the crisis, which was
managed successfully until then, grew further
and reached a threatening size.48 The second
round of the financial crisis had unfavourable
financial impacts on all individual and corpo-
rate savers and also severely damaged the exist-
ing merits (unjustifiably underestimated
before) of the European monetary, budget, tax
and competition policies.

Europe had to make a choice: if it continues
moving along the current financial and banking
crisis following the Titanic strategy where the
frightened and desperately escaping people did
not cooperate but even pushed each other out
of the lifeboats, and moved into a selfish,
national fortress denying solidarity, then it will
soon destroy the results of the previous 60
years. The originally not excessively severe
financial crisis has already successfully been
turned into a true and severe financial crisis fol-
lowed by an even longer and deeper economic
crisis. At least in one or two countries and
regions of Europe, these may turn into life-
threatening social crises, which are unfortu-
nately known from the history of the 20th cen-
tury. (Compared to such historic devolution,
the projections about the euro zone, consistent
central bank policy and the collapse of the
commonly required Maastricht budgetary dis-
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cipline relates only to financial and technical
sub-issues of low importance.) 

However, if Europe recognises its common
responsibility, trusts its values, itself, and its
partners and returns to the jointly achieved
successful methods and solutions, which were
adopted in Europe following common strug-
gles,49 then the crisis can be tamed into a useful
warning with many lessons, confirming the
principles of European responsibility and soli-
darity with a sobering effect. (For example, it
will re-establish financial discipline, bring
resistance to the Christmas aid actions, which
are required by strong lobbies, although are
unjustified, will continue its transformation
support and enforcing policy (more) consis-
tently, and theoretically (than before) will
undertake more responsibility in managing the
problems of East European subsidiaries still
providing an extra profit, and will establish a
dual national financial supervisory system, no
longer forced into the dependence of public
servants, acting truly as an independent and
consistent agency relying on its professionally
revised latest practical skills involving the clas-
sical theoretical and continuously acquired new
skills, focusing on actors operating on the
international (pan-European) and only on the
local markets.50

Comparison of the various crises

The rather diverse processes of the two pillars
of the Euro-Atlantic culture led to very similar,
confusingly chaotic, yet fundamentally differ-
ent series and combinations of crises. The
intellectual and political elite of both regions
recognised the new global challenges arising
from the technical and technological revolu-
tions of the 1980-s followed by the inevitable
transformation of the world economy and their
fundamental importance for the society in time
and properly and they came up with a response

strategy that seemed satisfactory. However,
they chose different ways for implementation. 

The strategy that seemed good in the USA
was distorted from the very beginning. Wishing
to save the citizens from the difficulties of
transformation, the intellectual and political
elite groups, therefore, used the financial inno-
vation tricks developed during the “Wall Street
Gold Fever”, and the artificially maintained
boom based on the increasing dosage of such
instruments to overcome the crisis of the soci-
ety. The latest governments, which would not
face the constraint transformation but did not
undertake to destroy the illusions of the tradi-
tional American middle classes either, had to
conduct an increasingly risky financial policy,
which made it increasingly difficult even to
maintain the upturn based on the trust of the
external world despite the uninhibited use of
the opportunities arising from the role of the
USD as a key currency. As the financial crisis
extended and the engine had to keep turning,
the supervisory system representing the brakes
of the financial sector also had to be paralysed.
This opened the road to mass (subprime)
mortgage loans granted to people with worse
credit-rating, and the spread of hysteric and
unreasonable “(excessive) consumption fever”
and world-wide “stock exchange gambling
games” backed by the above mortgage loans
and excessive lending without any foundations
in the real economy. However, as the trust of
the “remaining world”, horrified by the addi-
tional financing in the US boom was shaken,
even the fall of housing crisis was enough to
make the derivative house of cards built on the
sand of subprime banking practice collapse. 

Thus, the financial crisis, aggravating for
years, was also accompanied with a sudden
financial institutional crisis. These two togeth-
er opened the latent severe economic crisis,
which had already existed for many years.
However, the American presidential elections
in 2008 seemed to support the idea that the
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majority at least felt the need to come out of the
one-way street and forget distorted set of values
of the previous decades, for which the basic
mentality had to be changed fundamentally. It
became clear from the principles, institutions,
methods and style of the American capitalism
applied in the previous fifteen years, but not
from those of capitalism, market economy, civil
democracy or the American model, that they
led to a historic one-way street. It became
absolutely obvious that even the USA's politi-
cal and intellectual elite could violate the fun-
damental rules of human coexistence, economy
and financial policy deliberately such extensive-
ly and for such a long time.

On the other hand, the strategic response of
Europe to the transformation of the world
economy was a serious success for many years
because it was based on the preservation of the
original and true European values learned from
the bitter lessons of the common past. The
extension of the European society, the relative-
ly successful integration of new and new coun-
tries and social groups, due to the many dis-
putes and bargains, as well as the integration of
new producers of resources and extra profits
made it possible to retain the welfare state,
which was shaken by the collapse of the former
external financing pillars and its careful and
gradual reconstruction. The European interest
harmonisation and the European rationalism,
preserved even during the artificially heated
“consumption fever”, the survival of the princi-
ple of self care and solidarity and responsibility
and the brutal bureaucratic and strict financial
discipline of Maastricht serving and enforcing
the previous principles, as well as the special
financial supervisory system and approach rely-
ing on the traditions of the previous 150 years
pushed the distributors of increasingly risky
financial institutional innovations spreading
from the USA into the background. The
majority of Europeans and European banks
were satisfied with their significantly increasing

(extra) profit arising from traditional econom-
ic and banking activities, and increased with the
successful “re-colonisation” of Eastern Europe,
and therefore, Europe, which remained loyal to
itself, successfully avoided any financial or bank-
ing crisis and prevented the breakout of any
economic or social crisis for 60 years from the
World War II until the American crisis broke
out in September 2008.

Unfortunately, the crisis which swept across
the Atlantic Ocean from America triggered
incomprehensible panic in the European intel-
lectual, political and financial elite, and since
then, it has made incomprehensible error after
error concluded on the basis of the lessons of
the 1929–32 crisis. This is how the individual
problems of a few financial institutions making
some adventures in America were turned in the
second round into a severe and general banking
crisis that pushed everyone under water. And
unless the anachronistic impossibility of
defence within a national framework and the
value and efficiency of pan-European actions
become clear within the very near future, then
this created banking crisis will lead to a finan-
cial crisis from 2009, followed by an economic
crisis (general depression), lasting for years. If
Europe continues its protectionist closing up
and destruction, which has risks on Europe and
its people, then certain regions will face severe
social crises in the near future, similar to those
observed in the 20th century.

We could see a paradox situation: the role of
the Euro-Atlantic economy and civilisation
could be strengthened and a new large world
economic depression could be avoided, natural-
ly taking into account the solutions proposed
by the other parts of the world, if 

•the American intellectual and political elite
forgot about the mistakes of the previous
10–15 years, and returned to the original
American values, 

•and Europe forgot its “collapse” starting in
the autumn of 2008 involving its unreason-
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able loss of values and self-confidence, and
returned to the set of values that brought suc-
cess in the previous 60 years very quickly. 

And what should we do then, in Hungary?
In order to come up with the right response,
we should consistently review the main charac-

teristics of the social, economic and financial
policy, in response to the global challenges of
the last 25 years. Luckily, in this area, we can
rely on a previous analysis, which can still be
used as an example: István Bibó – The misery of
small East European states.

1 Financial crisis: grave disorders (processes and
events) in the daily lives of the players of society
(individuals, families, local and central entities/budg-
ets, etc.) in relation to which masses of these players
are unable to meet the financial obligations that they
have undertaken, and as a result of which extraordi-
nary measures have to be taken in order to avoid even
higher losses

2 Crisis of the financial institutions: several socially
significant financial institutions such as banks, insur-
ance companies, securities distributors, pension
funds, etc. are unable to meet the obligations that
they have undertaken (in terms of time, extent, or
foreign currency, etc.) as a result of some correlated
facts and due to this, and in order to preserve their
solvency, external help also becomes necessary
besides the extraordinary (e.g. state, bank of issue,
etc.) measures and the ones taken by the ordinary
players of the financial institutional system (e.g.
interbank market, re-insurance, swap transactions,
discounting, etc.). 
This means that the concept and treatment of the cri-
sis of financial institutions should be sharply distin-
guished from the individual failure or bankruptcy of
a financial institution (be it of any size) as long as it
does not exert a spiraling effect, a chain reaction.

3 Economic crisis: a decline of such an extent in the
performance of the key producers and service
providers of a certain country or region which also
exerts mutual effects, which already significantly
affects the most important correlations of the
national economy such as growth rates, living stan-
dards and quality of life, unemployment rates, bal-
ance of payments, inflation rates, etc.

4 Social crisis: a change of such speed and extent in the
fundamental values and norms of a human commu-
nity locally or legally acknowledged as a single unit
which, already or as yet, cannot be understood or
accepted by the majority of this community. (The
mildest degree of a social crisis is when one part of
society in a country will not talk to the other part of

the same country's population, while the most
extreme degree is a civil war.)

5 By the concept of the Euro-Atlantic set of values, 
I mean the fundamental principles of the common
Jewish-Christian culture, the value ranking, style and
institutional system of the North-American,
Australian and New- Zealandian, Western-, Central-
and Eastern-European nations, as well as those living
in the area of Russia at the time of Peter the First,
accepted by 1 billion people at most, those which at
least set the aim of pursuing some kind of market
economy and democratic power. However, we tend
to forget that the actions taken in the name of our
values have sometimes shocked and/or outraged the
other 5 billion people.

6 On the various financial technical novelties and their
evaluation, see the excellent subprime summary in
issue 2008/5 of Hitelintézeti Szemle. 

7 For the traditional Euro-Atlantic, and especially the
American, public thinking, it is shocking to accept
that, in the current relocation of the weight of the
global economy, the development route of human
civilization is actually relocated from the East (to the
USA) and back (!) to the West, for example to the
Kingdom of Heaven, on the basis of the Far- and
Middle-Eastern (Chinese and Arabic) maps. To
compare the equally legitimate though contrary ways
of thinking, see Felipe Fernandez-Arnest:
Alternative World History I–III, Atheneum, 2000-
Pannonica, Budapest (2001); Francis Fukuyama: The
End of History and the Last Man, Európa Kiadó,
Budapest, (1994); FF: Trust, Budapest, Európa Kiadó
(1997) and FF: The Great Disruption, Európa Kiadó,
Budapest (2000); M. Huntington: The Clash of
Civilizations and the Remaking of World Order,
Európa Kiadó, (1998); C. Northcote Parkinson: East
and West, Terebess Könyvkiadó, Budapest (2000)

8 For the method of analyzing the American re-pro-
duction processes, which is exemplary up till now,
see Péter Erdõs -Ferenc Molnár: Infláció és válságok

NOTES
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a hetvenes évek amerikai gazdaságában (Inflation and
crises in the US economy of the 1970's), Budapest,
KJK, 1982, as well as for the modernization of this
method, see Imre Forgács: Mégsem éjjeliõr?
Adalékok az államról folyó vitákhoz a globális
pénzpiacok viharos napjaiban (Still not on night
patrol? – Thoughts on the disputes on the state in
the stormy days of the global monetary markets),
Európai Tükör, October 2008, Year XIII, issue 10,
pp. 3–22. The pushing into the background of the
analysis of the re-production processes, which is also
traceable in the subject matters of the Nobel laure-
ates in economics in the past decade, thus hid the
serious theoretical question of whether it is possible
at all (where, by which country and when, etc.) to
permanently replace the balanced and sustainable
growth policy founded by development and invest-
ment policy with the consumer- and export-driven
economy and monetary policy. To re-ignite the dis-
pute that cannot be postponed for too long a time,
especially in Europe, see for instance John R. Hicks:
“Crisis of the Keynesian Economics”, in: Érték és
tõke (Value and Capital), KJK, Budapest, 1978; pp.
381–431; James Tobin: “Pénz és gazdasági
növekedés” (Money and Economic Growth), KJK,
Budapest, 1984, pp. 219–321; Milton Friedman:
Inflation,Unemployment and Monetary Policy,
KJK, Budapest, 1986, pp. 53–180 and pp. 221–239;
Franco Modigliani: Money, Savings and
Stabilization, KJK, Budapest, 1988, pp. 19–230,
János Kornai: Erõltetett vagy harmonikus
növekedés (Constrained or Harmonic Growth),
(Gondolatok a gazdasági növekedés elméletérõl és
politikájáról, i.e. Thoughts on the Theory and
Politics of Economic Growth), Akadémia kiadó,
Budapest, 1972; Péter Erdõs: Adalékok a mai tõkés
pénz, a konjunktúraingadozások és a gazdasági vál-
ságok elméletéhez (Ideas on the theory of today's
capital money, fluctuations in the boom, as well as
economic crises), KJK, Budapest, 1974
As an ideological history background, attention
should also be called to comparing the ideas repre-
sented by Péter Erdõs, Malthus, Ricardo and Keynes,
which are worth considering even today, Bér, profit,
adóztatás? (Salary, Profits, Taxation?), KJK,
Budapest, pp. 292–342, Gottfried Haberler: The
great economic crisis of the 1930's- may it be repeat-
ed? in: Változások, váltások és válságok a
gazdálkodásban (Changes, shifts and crises in the
economy), KJK, Budapest, 1982, pp. 64–83, as well
as the brilliant article written by the “old liberal”
Aladár Madarász analyzing Adam Smith's sentences
commenting the 1772-es Scottish bank crisis. 
A szabadság tûzfalai (Firewalls of Freedom), the
daily Népszabadság, October 31, 2008; p. 14, on the

same topical opinion, see P.J. O'Rourke: Adam
Smith gets the last laugh, Financial Times,
February 11, 2009, p. 11

9 It was Júlia Király and Márton Nagy who analyzed
the loosening of the US credit policy at great length
in their study published in the issue 2008/5 of the
journal Hitelintézeti Szemle who drew attention to
the inventful parallel between non-first ranking but
second- and upteenth-ranking creditability and the
“fish of second-ranking freshness” in Mikhail
Bulgakov's The Master and Margarita: “There is no
such thing as second-ranking freshness! There is
only one kind of freshness, which is first-ranking and
at the same time the last. If the fish is of second-
ranking freshness, this means that it stinks and is
gone off”.

10 Michael Taylor expressed the double nature and
dialectics of the processes from a supervisory aspect
by the pun in the title of his article: Originate and
Disintegrate, Financial Regulator; March 2008,
Volume 12. Nr. 4, pp. 19–24. On the same topic, see
also Peter Hahn's article, which also starts with a
(multiple) pun: Time to dismember (ibid. pp.
25–32) and Hans Blommestein: Grappling with
uncertainty (ibid. pp. 33–40).

11 Thus, it was the revolutionary development of the
derivative market that made it possible to conceal
and postpone the American financial and the threat-
ening economic and social crisis. However, it was
the special role of the US dollar as a key currency,
which by now practically only ensures incredible
volumes of external resources for the USA that was
necessary for distributing the related risks in a way
that even generated continuously increasing profits
all over the world, in a productive way. The copying
of the American model can thus be recommended
and followed by all those countries which have key
currencies and the same economic, military and
political power as the USA.

12 The latest protection of the American mentality was
consistently defined for example by Brian
Atchinson, previous chairman of NAIC and the
International Association of Insurance Supervisors
(IAIS) in “Self Regulation and the Insurance
Industry – a Viable Proposition”, Progress, Geneva
Association, 2008, No. 48, December, pp. 1–5) . For
its evaluation, see Ines Holzmüller: “The United
States RBC Standards, Solvency II and the Swiss
Solvency Test: A Comparative Assessment”, The
Geneva Papers; January 2009, Volume 34; pp.
56–77). Similarly useful is the story of how earlier
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New York Fed chairman Gerald Corrigan's well-
known third report promoting self-regulation lost
credit. See Klaus Engelen: “News Analyses”,
Financial Regulator; 2008, September, Volume 13,
Nr. 2, pp. 16–20 

13 The name of risk-based supervision serves ideologi-
cal and business purposes and is consciously mis-
leading.. (And the (constitutional) legal implemen-
tation and practice of the so-called principle-based
supervisory paradigm is even more confusing (They
make it seem as if the earlier supervisory methods
had not been “risk analyzing” but as if they had only
examined the formal observation of the laws (rule-
based). In fact, the interesting thing is how differ-
ently the (different) subjects, their (different) risks
are treated by the organizations, methodologies and
legal services built on the basis of the different
supervisory paradigms, and how the potential viola-
tions of law are disregarded, and what is even more,
and how they (do not) sanction the latter. See
details in László György Asztalos: Biztosításügy és
felügyelet -hármas “szorításban” (Insurance and
Supervision – in a triple hold) (A felügyelet-szabá-
lyozási normák újkori fejlõdéstörténetének vázlata,
i.e. Brief outline of the new age history of the devel-
opment of the supervisory regulation norms), the
journal Biztosítási Szemle; 2007/9; pp. 3–40

14 The original concept of financial supervision rested
on two ideological assumptions: 
a) The shareholders and managers of the financial
institution are entitled, on their own right, to sell
products that threaten with any level of risk and
loss, and this is why the state bureaucrats should
not interfere with this at all, because they are inter-
ested in keeping their own enterprise sustainable
and profitable in the long run, and they know it
(better than anyone else) what they should do and
how, since 
b) they even promise, at the time of obtaining their
licenses, that they are willing and able to repay the
potential losses subsequently, or get the product
paid (by others) by applying an unlimited level of
cross-financing between the products or by involv-
ing supplementary (warranty) capital. 
The recent years have unfortunately proven, on a
mass scale, that neither of these two assumptions is
valid, not even in the case of the world's largest
companies. And at the same time, it pointed to the
impossibility of the theoretical dogma and practical
manageability of the generation of losses that is
highly disproportionate to the risks, as well as the
unlimited cross-financing that hurts the other
clients. 

It is food for thought that this recognition was
pointed out the most clearly by a Milan-based pro-
fessor, who has so far been an “outsider” to the
world of supervision called Marco Onado in his
work entitled “Regulation after 'the Big One'”,
Financial Regulator, September 2008, Volume 13,
Nr. 2, pp. 53–59

15 At the 25th Budapest general meeting of IAIS, the
International Association of Insurance held in
October, the representatives of AIG and UBS told
to several hundred participants on the stage that
unfortunately, in the case of certain purchases that
incurred losses there was not even one person in
their respective boards who exactly understood
what they were actually buying. This is what is con-
firmed by the comment made by perhaps the
world's richest person, Warren Buffett, who has
already won several 10 billion dollars from the crisis
and who has been asked to be a consultant to both
Bill Gates and B. Obama, as well as J. McCain: “I
only invest into such schemes whose operation even
I can understand”.

16 Actually, it was already as early as at the time of the
1987 portfolio insurance crisis that the experts rec-
ognized the problem and around the millennium,
numerous publications warned about the unavoid-
able burst of the ever increasing bubble. See Avinash
Persaud: “The light that failed”, Financial Regulator;
June 2008, volume. 13, Nr. 1 ; pp. 27–31 

17 Warren Buffett's other famous sentence referred to
this: “derivative transactions are weapons of mass
destruction”. The empty housing estates, the home-
less people, which stand vacant with the furniture
and toys left behind and reminding of the
Chernobyl conditions, for example the canvas
town, which is already spreading in the middle of
the casino town Reno, the thousands of tenants
moved out of the flats due to the owner's stock
exchange speculations, etc. prove these harsh words
by bitter facts. In 2008 as many as 2.3 million fami-
lies lost their homes and this year even more people
may become homeless, unless help comes.

18 One of the brilliant puns of today's Anglo-Saxon
journalism which refers to the very second-ranking
collateral is the reference to the “gilded edged” peri-
od. In the period of classical supervision (1694-
1984), it was primarily the first-ranking, thus also
supplied with a “gilded edge”, securities that were
regarded as a bank collateral equivalent to gold. On
the history of the development of the supervisory
systems, see László György Asztalos: A “világi felü-
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gyelet”, avagy a “felügyelt világ” kialakulása (The
evolution of “worldly supervision”, or the develop-
ment of the “supervised world”), in: Pénzügypoli-
tikai stratégiák a XXI. század elején (Monetary
Policy Strategies at the beginning of the 21st centu-
ry); Budapest, Akadémia, 2007, pp. 443–462

19 The opposite example of the Low Countries,
Great-Britain, France, Belgium, etc., which did not
go bankrupt but got rich from the extra profits
flooding in the colonies points at the classical and
key rule of modern and market economy finances
(budgetary and monetary policy). The community
which squanders the (natural, labor force and
financial, etc.) resources and assets available to it
(which are always limited, however rich anyone
may be) on (luxury) consumption, stock exchange
speculations, foreign aids and the adventures of its
military “armada”, etc. which do not generate any
added value (either in the near, or at least in the dis-
tant future) will not have sufficient resources left
for increasing the (human capital and other) invest-
ments required for effectively responding to the
challenges arising from the continuous renewal of
the world economy.

20 We would often like to forget about our own pecu-
liar double-heartedness of the “popular capitalism”
of the Galbraithian modern Euro-Atlantic model. It
is hundreds of millions of financial savers who have
expected their managers to treat their funds with
caution but to generate at least such an amount of
yields and exchange gain, etc. as those who under-
take to conduct even the highest risk transac-
tions?!” (Logically, the duplicity of globalization is
also enforced in the area of finances which we can
sense every day at the shopping centers, for exam-
ple, all over the world: it would be nice to buy the
goods of domestic producers in order to keep our
jobs but still, we still often put those products into
our basket which have been imported from several
hundred kilometers but which are still cheaper).

21 The mass-scale risk- and loss-minimizing closing of
the stock exchange positions, which is by now
mostly automated, digitalized, i.e. cannot be con-
trolled by anybody, and by this, the tumbling of the
price of a certain kind of securities and currencies, in
fact only mean the opposite side of the earlier
assignment of risks through the derivative products,
as well as their mirror image (also distorted by spec-
ulation), as well as the (unsuccessful) delivery or
return of the risks (which never disappeared). The
thing is that risks can never be obliterated by using
financial institution tricks unless the latter is trans-

formable, or transferrable elsewhere, to others,
unless it is returned. 

22 For example, Hyman Minsky's seven-phase crisis
model is perfectly valid for the sinking of America
into the crisis during the past fifteen years. See its
interpretation by Dr. Doom, i.e. Nouriel Roubini,
who became world famous by his forecast of the
crisis in József László's article entitled “Válság, akit
régen tép” (“Those who have been long torn by the
crisis” – re-phrasal of a famous line from the
Hungarian national anthem, translator's comment) ,
Manager magazine, 2008/11; pp. 44–52

23 The uncertainty of today's circumstances is well
illustrated by the fact that this sub-chapter of the
series of studies which had been forming for sever-
al years and completed in as few as 3 weeks in
November 2008 was rewritten four times by the
author; in the meantime always moderating his ini-
tial optimism.

24 We can better understand the bank-saving packages
of the end of the Bush Era in 2008 if we know that
besides the Masters of Universe, which means the 5
investment banks removed in 2004 from the twelve-
fold capital leverage rate and sometimes working
with a forty-fold leverage, Citicorp, JP Morgan and
the Bank of America contributed most to the
financing of the election campaign of both the
Republicans and the Democrats. See Klaus Engelen:
News Analysis, Financial Regulator, December
2008, Volume 13, Nr. 3; pp. 16–22

25 As to the supervisory systems of 196 countries of
the world, see the latest Freshfield-Dehringer:
“How Countries Supervise their Banks, Insurers
and Securities Markets”, 2008 (Central Banking
Publication, London, 2008). In order to analyze and
evaluate their publications of the earlier years and to
learn about the five kinds of basic models of inte-
grated supervision, see László György Asztalos:
“Hogyan felügyelik a világban a bankokat, biz-
tosítókat és az értékpapírpiacokat?” (“How
Countries in the World Supervise their Banks,
Insurers and Securities Markets”) (Freshfield
Revisited) In Sorsfordító esztendõk (Years
Reversing Fate); Hungarian Economic Association
and TAS Publishing House; 2005; pp. 166–2007

26 As examples for the expected changes in the para-
digm and organizational structure of the US super-
visory system, see Mark Plotkin: “America's blue-
print for change” (Financial Regulator, June 2008,
Vol. 13, No. 1, pp. 36–45); Mark Plotkin: “After the
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Storm” and Mark Shoemaker: “Resolving the stabil-
ity trilemma” (Financial Regulator, December 2008,
Volume 13 , Nr. 3, pp. 35–52); Carmen Reinhart –
Kenneth Rogoff: “We need an international regula-
tor” (Financial Times; November 19, 2008, p. 11);
the opinion of Nobel prize holder Robert Solow
and Eric Maskin “Economists join drive for rethink
on regulation”, FT, December 16, 2008, p. 27

27 The concise opinion of 15 key personalities of the
global world on today's global problems is well
reflected by the circular question in the 1 st. issue of
2009 of the journal “Figyelõ”, pp. 23–37

28 Adair Turner, FSA president expressed his thoughts
and arguments in a similar structure at the
Economist conference on 21 January, 2009.
(http:///wwwfsa.gov.uk/pages/Library/Communic
ation/Speecshes/2009/0121_at.shtml)

29 The critics of the European Union often forget that,
for example, in the USA, Russia, China, India,
Middle-East, etc. only one expert group is entitled
to or trying to coordinate all compromises and dis-
cussions concerning the various problems of the
society: this exclusive expert group is the expert
staff of the monarch, the president or the secretary
general.

30 However, the critics of the undisputable facts of ill-
sounding national interest protection within the
European Union forget the very sad historic fact
that this is the first and unique large economic and
political space in the history of the world, which was
established gradually and voluntarily through peace-
ful discussions and agreements bringing changes at
an acceptable speed. (It is also true that understand-
ing of the lessons of the two terrible world wars was
also necessary for the recognition of the need for
such an organisation.) Every other large economic
and political unit of the world, such as the ancient
empires or the current USA, Russia, India-Pakistan,
China, etc. were established in “blood and chain”.

31 For the special ordo-liberalism representing the
basis of the European social market economy and
welfare state, which are different from the American
set of values, see Ludwig Erhard: Wohlstand für alle
(Econ V., 1975, Düsseldorf); Walter Eucken:
Grunjdsaetze der Wirtxshaftspoltik (Rowohlt,
1965, München); Grundtexte zur Sozialen
Marktwirtshcaft; (Fisher V.; 1981, Stuttgart-
NewYork); Heinz Lampert: Die Wirtschafts- und
Socialordnung der Bundesrepublik Deutschland (G.
Olzog V; 1981; Joseph A. Schumpeter:

Kapitalismus, Sozialismus und Demokratie
(Francke V.; 1980; München. – Wien). For the
Anglo-Saxon foundations, see Mihelics Vid: The
Beveridge Plan (K. Keresztes , 1943; Budapest)

32 It is a shocking correlation, which deserves brief
contemplation that these days the world and reality
of the European Union, continuously arguing and
disputing inside but finally reaching a compromise,
tolerating the freedom of religion and various views
is these days closer to the original “American
dream” (as generally described by Toqueville) than
the “neokon” United States of American permitting
traditional campaign finances accompanied with a
threat of open corruption, “accepting anti-terrorist
and war type domestic security measures, and toler-
ating the existence of the Guantanamo base and
Abu Dhabi?! See: Péter Balázs: Future vision of the
European Union, Pénzügyi Szemle, 2005, consoli-
dated issue; pp. 48–55

33 The fate of the southern and eastern successor
states of the previous Soviet Union, from the
Ukraine through Georgia to Kazakhstan, illustrates
well the potential consequences, which could have
occurred, if Western Europe had not decided to join
the development of Central and Eastern Europe
leaving these countries to the interest and to
become the targets of other interested world pow-
ers and cultures.

34 The establishment of organisations that often truly
pedantically controlling and sometimes even reveal-
ing the concentration of financial bureaucracy poli-
tics and the business sector, protesting against the
enforcement of European financial discipline
reflects the deliberate self-restriction of the
European politicians of the 80-s and 90-s, and the
deliberate acceptance of the control system (check
& balance) , which also applied to them, which must
definitely be recognised by the subsequent genera-
tions. It is clear, especially in relation to their French
and Italian successors that politicians intending to
win elections found it extremely difficult to tolerate
the inflexibility (i.e. consistency), “growth restric-
tions”, “fiscal discipline and monetary regularities”
imposed by the financial (public, central bank,
supervisory, etc.) apparatus. For details, see: Elemér
Terták : On the 2007–2013 financial framework plan
of the European Union, Public Finance Quarterly;
issue 2006/2, pp. 147–167

35 The (new) senior risk manager of one of the best
known financial institutions of Europe and the
world was asked during a plenary round-table dis-
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cussion of the International Association of
Insurance Supervision (IAIS) in Budapest,
November 2008, why his company had a loss of
EUR 3 billion. The response was shocking: the loss
resulted from the purchase of two American deriv-
ative products in relation to which no member of
the board of directors understood the essence of the
product. “But if the rating company and the (old)
management both argued that it was good, and
promised such a high profit as a lot of other, also
non-understood products purchased earlier, than
why not …”

36 The “Maastricht Criteria” must be considered as
traffic lights, whereby the road can only be crossed,
if the lights are “green”, but sometimes people can
also cross when the lights are “amber”.

37 For the history of development of the banking
supervisions of the world and Europe, see
Freshfields-Bruckhaus-Deringer: How Countries
Supervise their Banks, Insurers and Securities
Markets, Central Bank Publications, London,
2004), BAV: 100 Jahre materielle Versiche-
rungsaufsicht in Deutschland (Berlin, Bun-
desaufsichtsamt für Versicherungswesen, 2001);
László György Asztalos: How are banks, insur-
ance companies and securities markets supervised
in the world? (A Freshfield Revisited) (In: MKT:
Fate turning years (42nd itinerary congress pre-
sentations, TAS Kiadó, Budapest, 2005); László
György Asztalos: Development of “worldly
supervision” or the “supervised world” (In:
Financial policy strategies at the beginning of the
21st century (Akadémiai Kiadó, Budapest, 2007;
Insurance and supervision – in a treble “grip”
(Biztosítási Szemle, 2007/9. issue)

38 It applies to all types of financial institutions that
each component of the Magic Hexagon must be in
place: (1) risk proportionate pricing of the most
important main products, (2) reasonable distribu-
tion of risks (with refinancing, re-insurance, CDS,
etc.), (3) risk proportionate (banking or product-
based, so-called technical) reserves, (4) asset and lia-
bility management (ALM) in line with the order of
importanace of liquidity, solvency and profitability,
(5) internal corporate governance maintaining cost
management at a competitive level, and if all of them
are in place, then finally (6) satisfactory capital ade-
quacy and guarantee capital. 
It is obvious that the main fault of the (original)
Anglo-Saxon structure of “financial and capital
position supervision”, promoted for two decades is
that (a) it focuses only on one aspect of banking

operation instead of the required six aspects; (b)
that one aspect can be analysed only after the mar-
ket processes have taken place (ex post) with
doubtful certainty, often involving manipulation,
and (c) unfortunately even this one aspect was not
chosen well because the gearing between risks and
(guarantee) capital is often 12–33-fold in various
banks even without any special tricks. (The tradi-
tional continental supervision, also focusing on
one component, concentrates on the first initial
aspect of the banking process, with which it was
able to protect that market actors against product
innovations imposing risks on themselves and the
general public.)

39 The contradiction bringing tragedy to millions in
the current days developed after 1992 whereby
while in Europe any hazardous product, (e.g., phar-
maceutical drugs, electronic article, chemicals,
motor vehicles, etc.) are subject to preliminary, reg-
ular quality control, based on which the launch of
the product on the market can also be prohibited, if
the process results in findings suggesting any risk
on consumers, in the case of “banking products”
that can potentially lead to masses of people losing
everything the same, previously defined “product
quality control” function was officially prohibited.

40 For details, see for example: Robert Mosch – Janko
Gorter: The appeal of Twin Peaks (Financial
Regulator; June 2008; Volume13; issue. 1, pages 53–
60; Martin Cihak – Alexander Tieman: European
supervision in the spotlight (Financial Regulator;
March 2008, Volume 12, issue 4, pages 59–68);
Balázs Varsányi: Current issues of the Community
regulation of financial services (Európai Tükör,
February 2007/2, pages 54–68); István Farkas: The
depositors's money was safe in 2004 (Ellenõrzési
Szemle, 2005/2, pages 25–29); Bábor Hámori:
Insolvency projection with a logical model
(Bankszemle, 2001/1–2, pages 65–87); László
Seregdi: Moving towards single supervision?
(Ellenõrzési Figyelõ, 2008/3. issue, pages 7–16);
István Farkas: Supervision of financial markets:
Quo vadis domine? (Public Finance Quarterly,
2006/1, pages 79 –92); Péter Steiner: New structure
in combating money laundering (Public Finance
Quarterly, 2006/3, pages 320–335); Zsófia Papp –
Mrs. Ujvári Renáta Fejes – Gábor Simonka: New
acts on the prevention and combating of money
laundering and terrorism financing (Public Finance
Quarterly, 2008/2, pp. 293–316).

41 For this reason, all explanations for the current cri-
sis based on greed and eagerness simplify the facts
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and are wrong. Since the theses of K. Marx, M.
Weber and J. Schumpeter , which have by now
become commonplaces, capitalism has always had a
driving force towards a higher profit and towards
the ideal combination of production factors and
internal efforts for permanent renewal (driving
force; invisible hand). It seems that in certain soci-
eties (e.g., USA 1990–2008) this concept temporar-
ily managed to achieve an unreasonable extent and
has managed to become dominant as a result of a
special correlation of a lot of conditions. However,
elsewhere, (for example, the European Union), it
could be controlled by welfare, while in other areas
(for example, Far East and Russia) this aim was sub-
ordinated to historic and civilisation traditions, and
there are places where it cannot be enforced even to
the required extent or with the applicable method-
ology, providing peace and supporting general
development (for example, Africa). The diverse
development of South America involves excellent
examples for the various methods (which can also
be valuated differently) of coordination of natural
and social traditions and globalised world economy
and politics.

42 Contrary to the typical historic characteristics of
the (unconditionally self-trusting) American
mentality, which combines pragmatism with con-
ceptual (self)-dogmatism, divided and distributed
in the many small states, the pragmatism of
Europeans (who rarely trust themselves) is a lot
more related to sceptic flexibility (towards every-
thing), i.e. frequent lack of principles and com-
promise in constraint situations, which is the
result of a different historic development and can
be observed practically from the split of the
Enlightenment into Anglo-Saxon and continental
tendencies. (Unfortunately, this historic and con-
ceptual thesis had another important role from the
autumn of 2008.)

43 In theory, the “economy saving and stimulus” pro-
grammes created day by day for assisting those in
difficulties must be reported to the European
Commission and a long, “regulated” approval pro-
cedure also applies to them; however, nobody takes
this seriously, and nobody collects or classifies
these requests. On the other hand, the theme-
based articles of the daily and technical papers
clearly reflect the national and international
inconsistency, and absolute chaos, as well as the
complete failure of the European competition
policy. See, for example, “Unclear bailing actions”
(Világgazdaság, 8 December, 2008. “Packages in the
package” (Népszabadság, 28 November, 2008)

44 For each current aid package at least the following
three requirements should be met (at least) for
achieving a net profit: (1) the aid can only be pro-
vided for capital investment and never for con-
sumption, where (2) “there is no free lunch”: the
assisted party must also assume obligations (for
example: job retention or job creation, limitation of
the ownership and management rights, additional
investment, development, and (3) the “non-assist-
ed” companies must not be pushed into an uncom-
petitive position. In this aspect, the specialisation of
aid provided by Barack Obama's team for the recon-
struction of the American infrastructure and public
services (roads, railways, pipelines, schools, etc.)
reminding of Roosevelt, or the support provided by
N. Sarkozy for the development of only energy effi-
cient cars, or the German motor purchase stimulat-
ing package in line with environmental protection
are good examples. 

45 Using a well-known simile: the financial crisis
revealed that the “parents” and “daughters” did not
have a “family” relationship, only “coexistence”.
Unfortunately, it seems that the principle of “for
better or for worse” does not apply at all; instead, if
things are going well, then we are together, but if
things are bad, then everyone is left to his own
devices to solve his problems. However, a shocking
consequence of all this is that from now on the East
European supervisions should deem the (refinanc-
ing, reinsurance, guarantee, etc.) relations with the
“parent” companies not slightly, but rather risky,
requiring also additional capital and “provisions for
them”(?!) Compensation claims may be set forth
against contracting partners violating their promis-
es on the money and capital market hoping for suc-
cess; on the other hand, any action by “subsidiaries”
against their “parent institutions” abusing their
ownership rights is absolutely impossible.

46 Interesting: in the last twenty years, when “every-
thing was flourishing”, it was never mentioned
that there could be no financial relationship
between a “parent bank and its subsidiary” when
the funds transferred by subsidiary banks into the
French and German budget were used for their
respective economies. At the beginning of 2009,
the total loans placed by East European banks
with parent companies in Western Europe were
estimated around EUR 1,100 billion, of which set-
tlement will be made based on Austrian national
interest in 19.5 percent, German national interest
in 15.8 percent, Italian national interest in 15.6
percent, French national interest in 11.5 percent,
Belgian national interest in 9.5 percent, Dutch
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national interest in 8.1 percent, and Swedish nation-
al interest in 7.1 percent, whereby most experts can
accept 10 percent default ratio reasonable. See:
“Regional bank bailing plan” (Világgazdaság; 12
February, 2009, page 4). However, referring to
Moody's, the article of the Financial Times on 18
February, 2009 estimated these assets at USD 1,500
billion (p. 19)

47 For the new macro-economic populism, see the arti-
cle by László Csaba (Pénzügyi Szemle, 2008/4.
issue, pages 592–606.). For the current and East
European interpretation of common European
interests, see the academic inaugural address by Béla
Kádár: Our deficits (Public Finance Quarterly,
2008/2. issue, pp. 171–182)

48 It is worth noting as a rare coincidence in the world
history that in February 2009 Strauss Kahn, IMF
Managing Director, raised in various schools of
English, French, Austrian and American diplomacy,
G. Brown British Prime Minister, Feydmann
Austrian chancellor and R. Zoellick, World Bank
President all indicated that any social disorder
would most probably occur in the former socialist
countries if Western Europe denied assistance and
solidarity towards them.

49 One of the most thought-provoking proposals was
made by G. Amato, former Italian prime minister.
In his opinion, the European Council should imme-
diately create and lead two task forces for the inter-
national coordination of measures applicable to
financial institutions and the bank bailout packages.
The task forces should be controlled in the same

way as the crisis was managed in the 1970's and
1980's based on the European Coal and Steel Treaty.
[Guiliano Amato – Emma Bonino: How to avoid
the ruin of the European market (Financial Times,
12 February, 2009, p. 9)]

50 It is difficult to select the really important positions
from the turbulent discussions concerning the
unavoidable transformation of the European super-
visory system. Perhaps the most important are the
following: “Commission Decision of 23. 1. 2009.
establishing the Committee of European Banking
Supervisors”; “Proposal for Decision of European
Parliament and of the Council of establishing a
Community Programme to support specific activi-
ties in the field of financial services, financial report-
ing and auditing (23. 1. 2009, Brussels); FSF: “Work
underway int he FSF and member bodies on the G
20 Action Plan” (16 January, 2009; Basel); “IAIS
Response to the Financial crisis – contribution to G
20/FSF/Joint Forum” [24. 1. 2009, Basel) 2009],
and see also the memos of the official meetings of
ECOFIN, CEIOPS and CSAR. The paper reflect-
ing the position of the Czech presidency of the
European Union at the beginning of 2009: “Main
theses of the CNB's position to the new European
regulatory and supervisory framework” (12
February, 2009), the article by Dirk Shoenmaker
combining the theoretical basis and East European
expansion “Resolving the stability trilemma”
(Financial Regulator; December 2008, Volume 13,
issue 3, pages 45–53) and the proposals of the
“Report of The de Laroisiere-Group” (Brussels;
25/02/2009) could be especially interesting and
important.
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T

Tamás Gábor 

Conceptions or misconceptions
about China's exchange rate
policy*

Is the undervalued yuan indeed detrimental to the global
economy as a whole?

The international economic literature makes pri-
marily China responsible for the evolution of a
global disequilibrium. According to this view,
China's current account surplus and the growth of
the resulting Chinese official exchange reserves to
almost two thousand billion dollars were ren-
dered possible by holding the yuan at a low
exchange rate. In this paper, I intend to highlight
that the appreciation of the yuan, which began
through American government pressure, did not
push world economic processes to the direction of
global correction. Appreciation, in the short run,
leads to unleashing inflation and to further build-
up of official exchange reserves. I shall demon-
strate the above with the example of the Japanese
economy in the 1970s. The appreciation, so often
referred to, can only exert its effect in the long
run. I shall also point out that foreign exchange
rates have a direct impact on the balance of trade.
Current account surplus merely reflects the extent
of domestic saving exceeding domestic invest-
ments. How a discrete appreciation of China's
currency will affect its current account surplus is
neither obvious nor unambiguous. To sum up, 
I arrive at the conclusion that there is a need to

put a stop to the crawling appreciation of the
Chinese currency and to develop an exchange rate
with a narrow currency band in order to ease
world economic tensions.

China's current account surplus (net saving
surplus) has spiralled up since the turn of the
millennium, its overall current account surplus
rose to USD 371 billion by 2007.1 This almost
covers half of the US current account deficit of
USD 731 billion.2 Looking at recent years'
trends, if this continues, it could cover more
than half of the US deficit. The imbalances in
the financial system of the world economy
basically originate from the above-mentioned
imbalance. The tension could be lessened in the
long run, if the net saving of China falls, and
the inverse occurs in the United States.

Because of political pressure from the
United States, since 21 January 2005, the
exchange rate of the Chinese currency, the ren-
minbi,3 has been steadily appreciated unilater-
ally against the US dollar by about 6 per cent a
year. 

At the same time, China's exponentially rising
official exchange reserves are in contrast with
other large surplus-saving countries, such as
Japan and Germany. The reason behind this is
presumably that these countries' surpluses on
current account are matched by private short-

* The author expresses his appreciation to associate

professor György Kovács for his comments made

during the preparation of this paper.
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term and long-term capital outflows. Could
foreign exchange restrictions that are still in
place in China cause the discrepancies? By
2007, China had eliminated foreign exchange
controls on capital outflows by industrial cor-
porations and financial institutions, while indi-
viduals have generous allowances for foreign
travel. Although the “gates” are gradually
opening up to investments outside of the coun-
try, nevertheless, the private (non-state) sector
refuses to do so. On the contrary, the State
Administration of Foreign Exchange of China
(SAFE) is still struggling with “hot” money
inflows.

What can be behind such an abnormality?
Since all participants now expect that the ren-
minbi will continue appreciating against the
dollar, there is a declining trend to hold dollar
assets. This declining trend is accentuated even
more when American interest rates continue to
fall, as the base rate of the dollar was decreased
to 0.25 per cent by the FED Open Market
Committee in December 2008, referring to
fears of a world economic recession. In this
international financial environment, McKinnon
and Schnabl (2008) distinguish between two
different interpretations of the concept of
global imbalance. According to the first inter-
pretation, global imbalances are caused by the
great saving imbalances across countries that
are reflected in the trade deficits generated by
saving imbalances across countries that result
from the great current account deficit (negative
net saving) of the United States and large trade
(saving) surpluses of China, Japan, Germany,
oil exporters. Second, the further massive
imbalance in the financial relationship between
China and the United States is the explanation
behind global imbalances. As opposed to other
creditor countries, financing China's trade sur-
plus is not matched by private capital outflows.
Instead, we witness processes as a result of
which China's central bank accumulates vast
amounts of foreign exchange – some of which

is invested in American treasury bonds and fur-
ther increases the current account deficit and
debts of the world's largest debtor, the United
States. 

In the past decade, saving and investment
imbalances grew especially between two large
economic powers: the USA and China. Chart 1
shows that by 2007, China's current account
surplus exceeded 10 per cent of its GDP, reach-
ing 11.4 per cent by the end of the year. In the
same year, the USA's current account deficit
was 5.1 per cent of its GDP,  but due to size dif-
ferences it was also in contrast with the trade
surplus of several other countries. By 2006, the
financing of the USA's current account deficit
absorbed more than three-fifths of the overall
international account surpluses of 67 creditor
countries (Greenspan, 2008). By now, as the
analysis of Bracke, Bussiére, Fidora, Straub
(2007) shows, this value has reached 75 per
cent. 

Balance can be achieved in the long run by
reducing excess saving in the creditor economies,
while stimulating net saving in the United
States. Such a scenario would make it unneces-
sary to change nominal exchange rates, which
is considered necessary by the majority of
researchers representing the traditional view
of global imbalances (Gábor, 2008).
According to McKinnon and Schnabl (2008),
who reject global correction by means of the
nominal appreciation of the renminbi's
exchange rate, global net saving balance is
subject to the stability of the currencies of
economic powers. In the following pages, I
focus on the unbalanced international finan-
cial intermediation and loss of monetary con-
trol in China. Because of the one-way bet on
renminbi appreciation as aggravated by the
extraordinary cuts in U.S. interest rates since
the summer of 2007, the People's Bank of
China (the PBC) has had to intervene mas-
sively in the domestic market to buy dollars .4

In order to understand China's current mone-



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

409

tary impasse, I shall give a brief overview of
China's foreign exchange policies since its
start of the open door policy which had trig-
gered the 1979 economic liberalisation.

THE DIFFERENT PHASES OF THE 
RENMINBI-DOLLAR EXCHANGE RATE
AFTER THE ECONOMIC LIBERALISATION

The movement of the yuan's exchange rate
against the dollar after the economic opening
can be divided into three phases (see Chart 2).
Phase 1 was the period of currency inconvert-
ibility and exchange depreciation, Phase 2 –
was characterised by a fixed dollar exchange
rate from 1995 to 21 July 2005 – while the last
phase represented the beginning of apprecia-
tion by a predictable upward crawl. In the
forthcoming, I provide a detailed description
of the above three periods, and then I discuss
the misconceptions about the unilateral ren-
minbi appreciation.

Phase 1: between 1979 and 1994

Before 1994, the yuan was an inconvertible cur-
rency in the strong sense of the word. Before
moving towards an open world economy in the
1980s, the Chinese currency was fixed to the US
dollar at the rate of 2.5 yuan per dollar. This
exchange rate did not reflect the purchasing
power parity of the currency, but back then the
role of foreign trade was still negligible in the
economy. After the launch of the open door pol-
icy and economic reforms, there was a downward
pressure on the Chinese currency – it was down
to 1.5 yuan per dollar – which resulted in a slight
current account deficit. In order to restrict the
black market – where the exchange rate of the
yuan was much lower – it became indispensable
from 1984 to gradually devalue the yuan. In par-
allel with this, so-called “foreign exchange cer-
tificates” (FECs) were issued to foreign trade
partners for the purpose of settlement. These
certificates were much more stable, but their use
was limited. Only organisations engaged in for-

Chart 1
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eign trading and foreign multinational compa-
nies were allowed to trade with these certificates
in “swap centres” specifically set up for that pur-
pose. The conversion ratio was much lower in
these swap centres than the official rate. 

There were exchange controls on both cur-
rent and capital account transactions, and on
both exports and imports as a result of which
any economic transactions with foreign part-
ners had to be conduced by state trading com-
panies. As a consequence of the double
exchange rate, domestic relative prices were
still determined by the central financial man-
agement, while in the special economic zones5

on the East Coast, relative prices were influ-
enced by world markets. Chart 2 shows only
the official exchange rate's path from 1.5 yuan
per dollar back in 1979 and gradually increased
to 5.8 yuan per dollar by the end of 1993. Due
to a strict currency control, “hot” money
inflows were prevented, but it implied that the
official exchange rate was not efficient eco-
nomically. 

Phase 2 – between 1994 and 2005

In 1994, the yuan was in effect devaluated by
unifying the official and swap exchange rates.
This new, weaker exchange rate allowed for
even better performance of the export sector,
which became the number one source of the
country's growth. From 1994, financial
reforms accelerated in China. The tax reform,
foreign trade liberalisation, the abolishment
of exchange controls on current-account
transactions contributed to the unification of
the double exchange rate. By 1996, China had
formally satisfied the International Monetary
Fund's Article VIII on current account con-
vertibility. 

The new consolidated official rate was set at
8.7 yuan per dollar, which was closer to the for-
mer swap rates. This represented a substantial
devaluation of the official rate compared to the
dollar, which was however justified by high
inflation in the period between 1993 and 1995.
Chart 3 shows that with the nominal deprecia-

Chart 2

RENMINBI/DOLLAR EXCHANGE RATE BETWEEN 1980 AND 2008

Source: State Administration of Foreign Exchange of the People's Republic of China

Yu
an

/d
ol

la
r

Phase 1 Phase 2

Phase 3



PUBLIC FINANCES – The global economic crisis and the Hungarian national economy 

411

tion of the official rate, the price differential
between China and the United States decreased
in the same extent. At the same time, with the
currency unification – and the accompanying
devaluation – real depreciation was negligible.
As Chart 2 demonstrates the renminbi
exchange rate had settled down to about 8.28
yuan per dollar and was held there  by the mon-
etary policy-makers for 10 years. The main
motivations for so fixing the exchange rate
were twofold. China had suffered from a
“roller coaster” ride in the rate of real output
growth and in inflation rates-peaking out with
the high inflation of 1993–95 (see Chart 4).

With only an embryonic domestic capital
market and with the progressive relaxation of
central planning and direct price controls, the
PBC had great trouble anchoring the overall
price level by domestic means alone. Pegging
the yuan presented an opportunity to adopt a
more stable external nominal anchor. Chart 4

shows that as the exchange rate was unified
and remained fixed, cycles of inflation and the
fluctuation of real output growth were
smoothed- while inflation came down to 10
per cent. In addition to fixing the currency, the
monetary policy had numerous other instru-
ments to prevent the economy from overheat-
ing, for example, through regulating bank
loans – and by establishing reserve obligations,
credit quotas and credit limits granted to vari-
ous sectors. However, the most effective way
to curb inflation has in any case proved to be
pegging the currency to the dollar. China's
underdeveloped bond market and the rigid
interest rates fixed for credits and deposits
played an important part in curbing inflation,
as well ass China's refusal reluctance to use
various open market transactions that would
have allowed to better control the macro-
economy. Without it, it is clear that currency
pegging was the only certain means of keeping

Chart 3
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price levels stable. In Japan between 1949 and
1971, when the economy underwent the same
economic reform and real output demonstra-
ted the same levels, the yen was fixed at the
360-dollar level, thereby stabilising the growth
of the economy.

To summarise Phase 2, the 10-year fix at 8.28
yuan per dollar was seen as the main instru-
ment of implementing monetary policy, made
possible by the currency unification in 1994
and the move to current account convertibility
in 1994–96. Currency pegging seemed highly
successful in anchoring domestic levels up
through 2004 (Chart 3) and smoothing fluctu-
ations in real economic growth (Chart 4).
Contrary to what is often held by economic
researches who investigate the reasons for
global imbalance,6 I believe that the fixed
exchange rate was not a device to “cunningly”
undervalue the renminbi so as to create artifi-
cially incentives for trade, rather, it was an
instrument of stabilising the economy and
keeping the price level low.

Phase 3 

We can see that Phase 2 was a period of unin-
terrupted growth and macro-economic stabili-
ty. It is justified to raise the question what then
pushed made China's monetary policymakers
off the break with the fixed-rate anchor.

First, after 2003, current account surpluses
began to rise exponentially, which – coupled with
inflows of foreign direct investment – led to bal-
ance of payments surpluses. Chart 1 illustrates
that China's current account surplus went up
from 2 per cent to 11.4 per cent of its GDP by
2007. The United States became the largest buyer of
China's manufactured exports on which China's
growth rested. During that process, by 2006,
China's bilateral trade surplus reached 1.1 per
cent of U.S. GDP – twice as large as Japan's. The
resulting loss of jobs in U.S. manufacturing
makes American politicians more and more wor-
ried (McKinnon, Schnabl, 2008). Second, China's
increasing trade surpluses were misinterpreted and
disapproved by international economists and

Chart 4

REAL GDP GROWTH AND CPI INFLATION IN CHINA, 1980–2007

Source: IMF
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politicians as they thought the renminbi was arti-
ficially “undervalued” as a means to support
exports. China's significant build-up of official
exchange reserves between 2003 and 2005 was
taken as per se evidence of unfair currency manip-
ulation by international – but, in particular,
American – economic experts.

Then, under American political pressure,
China's monetary leaders began appreciating the
renminbi from 21 July 2005. These decisions
were directly preceded by “threatening” of the
U.S. government, led by Senators Charles
Schumer and Leslie Graham, to sanction China
by imposing import tariffs. In response, on 21
July 2005, the yuan was appreciated discretely
by 2.5 per cent, and since then the Chinese cur-
rency has been appreciating against the dollar
by about 6 per cent a year. By the end of
October 2008, the exchange rate of the curren-
cy declined to 6.8 yuan per dollar, but seemed
to be stagnant in recent months as a sign of
adjusting to the world economic recession.7 As
further renminbi appreciation was expected,

the Federal Funds rate fell from 5.25 per cent
August 2007 to just 0.25 per cent by December
2008, and it became the crucial determinants of
the huge accumulation of official exchange
reserves in China (Chart 5).8 Despite massive
sterilization efforts by the PBC, the monetary
base continued to grow to an extent exceeding
GDP which carried the risk that inflation could
not be fully contained.9

Chart 6 demonstrates that from 2001 when
America's central bank made gradual interest
cuts in order to stimulate the economy – by
lowering the prevailing federal exchange rate
to 1 per cent on 25 June 2003 – the Chinese
consumer price index (hereinafter called CPI)
began to rise. After that, from June 2004 up
until June 2006, as the FED started to raise
interest rates foreign capital inflow into China
dropped, leading to a fall in Chinese CPI. At
the same time, from September 2007, when
the FED implemented interest cuts again in
response to the emerging American sub-prime
mortgage crisis, inflation expectations signifi-

Chart 5
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cantly grew in China and in the whole world.
As a result, China's official reserve accumula-
tion further accelerated. The further growing
monetary base due to the increased dollar pur-
chase could no longer be fully contained by
the PBC's sterilisation measures by the first
half of 2008. On top of monetary oversupply,
soaring raw material and food prices represent-
ed further pressure (cost inflation) by the
summer of 2008. By May 2008, the Chinese
consumer price index had climbed above 8 per
cent.10

Chinese consumer prices have apparently been
on a gradual decline since the summer of 2008
due to the world economic recession and
slumping global demand (Chart 6). This fall,
however, cannot be justified by the previous
arguments – the opposite movements of the
U.S. interest rate and Chinese CPI – because
the American prevailing interest rate has
remained practically unchanged, i.e. 0.25 per
cent, since December. China's inflation in the
month of November 2008 was down to 2.4 per
cent at an annual level.11 The explanation
behind the fall of over 6 per cent is the slump-
ing demand caused by the deceleration of the
economy. In 2008, due to the present econom-
ic world crisis, Chinese GDP-growth shrunk to
a one-digit chart, i.e. 9 per cent, unseen for a
long time. According to the forecast of the
World Bank, it is going to be down to 7.5 per
cent in 2009. The deflationary impact resulting
from the yuan appreciation could not be felt in
this period, because the yuan appreciation has
temporarily been suspended by the Chinese
monetary policy since autumn 2008.12 While in
the first half of 2008, the Chinese monetary
authorities attempted to contain inflation,
today they are confronted with a downward
deflationary spiral produced by falling prices.
This is shown by the fact that the high Chinese
central bank base rate of 7.47 per cent at the
beginning of the year was cut several times by
the monetary authority, fighting inflation, in

the second half of 2008, and was reduced to
5.31 per cent by December.

Let us now disregard the cyclical changes –
namely falling raw material prices, narrowing
demand and the resulting decreased inflation-
ary expectations – produced by the world eco-
nomic recession. China's consumer price index
reached 8.4 per cent in April 2008. It is very
likely that the Chinese price level would have
continued to rise if it were not for the global
recession that erupted in the summer. But in
that case, now with inflationary pressure on the
world, China – which until 2007 had a defla-
tionary force on the world – would have made
the fight against global inflation even more dif-
ficult.

With domestic consumer prices rising,
Chinese wage increases are putting additional
upward pressure on the international dollar
prices for Chinese manufactures. From July
2007, China had been transformed from being a
deflationary force on the world economy into
an inflationary one. The combination of internal
inflation and an appreciating renminbi is now
raising the world price level. Chart 7 shows that
while before 2007 the prices of goods imported
from China had a downward pull on the world
price level, from mid-2007, however, the prices
of exported Chinese goods were putting a gra-
dual inflationary force pressure on the world.

The current economic recession may contin-
ue – according to preliminary calculations –
until 2010–2011. As a result of the subsequent
stabilisation and new business cycle, the above-
described inflationary force may gain promi-
nence again. Investments aimed at boosting
supply postponed due to low oil prices, the
increasing Chinese population, the ever grow-
ing domestic demand by the population and
rising real wages will definitely represent a
great challenge to China and the world econo-
my in the decades to come.

To sum up Phase 3 of the yuan exchange
rate, we may conclude that the short-term
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inflationary forces developing due to the uni-
lateral appreciation pressure essentially nar-
rowed the scope of the PBC's set of monetary
instruments. As a result, there is hot money
inflow into the economy, the PBC appears con-
tinually as a dollar buyer on the foreign
exchange market, price level increases cannot
be prevented by the monetary policy, and final-
ly, a further growth in the surplus of the bal-
ance of trade can be observed, still uncovered
by private capital outflows.

MISCONCEPTIONS ABOUT THE 
ARTIFICIALLY UNDERVALUED YUAN

Until the summer of 2008, China was charac-
terised by a monetary and exchange rate impasse
with a unilateral appreciation pressure on the
currency. Its economy was threatened by over-
heating induced primarily by a rate of inflation
in excess of 8 per cent. Thus, China's monetary

policymakers were inhibited from taking
appropriate actions to reduce its ballooning net
trade (saving) surplus. Obvious steps for
reducing net saving – such as cutting taxes and
increasing government social expenditures –
would have a near-term inflationary impact.
Meanwhile, China's growing current account
surplus, uncovered by outflows of private cap-
ital, continually worsens the monetary impasse.
The build up of official exchange reserves,
which rose by USD 40 billion a month on the
average in 2008, was much higher than the
monthly trade surplus (see Chart 8). By
September 2008, the build-up of exchange
reserves exceeded USD 1900 billion!13

Because foreign experts misinterpret the
trade surplus and rapidly accumulating official
exchange reserves, they call for further appreci-
ation of the yuan. This foreign pressure
strengthens the expectation that – according to
McKinnon és Schnabl (2008) – a stronger cur-
rency may cause more inflows of hot money.

Chart 6

CHANGES IN CHINA'S INFLATION AND THE US FED FUNDS RATE IN PERCENTAGE, 
1998–2008

Source: National Bureau of Statistics of China, Fed, Bloomberg
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What is the best way to escape from this
empasse? It seems obvious that China cannot
end its exchange rate impasse, and the world-
wide monetary turmoil that goes with it, on its
own. Currency stabilization, which could be
successfully carried out with proper foreign
cooperation, should in any case be preceded by
measures to correct the saving-investment
imbalance which may take months or years.
Nevertheless, to be successful, China must
also commit itself. Definite fiscal measures are
needed that are aimed at eliminating its future
saving surpluses and result in boosting domes-
tic consumption.

Despite all the above, there are three miscon-
ceptions about the Chinese exchange rate poli-
cy in international literature, which have to
date inhibited the efficient treatment of the
problem. In the following pages, I describe the
misconception of the international literature
about the Chinese exchange rate outlined by
McKinnon and Schnabl (2008) .

MISCONCEPTION 1: The exchange rate can
affect the trade balance.

The majority of economists dealing with the
international exchange rate mechanism believe
that a country's net trade balance can be con-
trolled by manipulating the level of its
exchange rate. However, a current account sur-
plus just only reflects a surplus of saving over
investment at home and the converse opposite
abroad. Thus, how a discrete appreciation of a
creditor country's currency will affect its cur-
rent account surplus is neither obvious nor
unambiguous. It is however true that its
export goods would become more expensive
to foreigners-the relative price effect. But, in an
economy open to international capital flows,
domestic investment would fall because appre-
ciation makes production in the country much
more expensive. Also, because China owns
huge stocks of dollar claims, a negative wealth
effect from having the dollar fall against the
renminbi would further reduce domestic

Chart 7

THE IMPACT OF IMPORTS FROM CHINA ON THE AMERICAN PRICE LEVEL, 2005–2005

Source: McKinnon és Schnabl (2005)
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expenditures-including imports. This decline
in imports offsets the dampening effect of
higher foreign currency prices for exports so
as to leave any change in the net trade balance
small and ambiguous (Qiao 2007). To illustrate
this exchange rate-trade balance misconcep-
tion, it is instructive to examine the example of
Japan after 1971. Similarly to the Chinese cur-
rency, there was a foreign appreciation pres-
sure on the yen at the time. As a result, in
1971, the yen was no longer fixed to the dollar
and the yen rose from 360 to the dollar to
reach 80 yen to the dollar in April 1995!
Despite this enormous cumulative apprecia-
tion, Japan's net trade surplus rose from about
2 percent of GDP in the 1970s to 5 percent in
the 1980s, and today it remains 4–5 per cent of
GDP with the yen at 90–110 to the dollar.
Consequently, the massive currency fluctua-
tions had no systematic impact on Japan's net
trade (saving) balance. However, the great

nominal appreciations of the yen against the
dollar, which Japan more or less welcomed
during the worldwide inflation of the 1970s,
eventually unhinged Japan's macro-economy.
In the late 1980s, the syndrome of the ever-
higher yen provoked bubbles in Japan's stock
and land markets. When the bubbles broke in
1990–91, followed by a further sharp rise in
the yen up until 1995, Japan was thrown into
deflationary slump: its infamous “lost decade”
of 1992 to 2002. Foreign exchange risk created
a near zero interest liquidity trap that renders
monetary policymakers virtually impotent for
stimulating domestic spending. (Krugman,
1998). Although Japan has had modest export-
led GDP annual growth of 2 to 3 per cent since
2002, the economy continues to suffer from
the deflationary consequences: wages and per
capita consumption are stagnant.

MISCONCEPTION 2 Ongoing exchange rate
appreciation reduces inflation.

Chart 8

MONTHLY CHANGE OF CHINA'S FOREIGN RESERVE BUILD-UP, 2004–2008

The black and white areas indicate the change in reserve accumulation, while the white areas indicate the change in the trade balance.

Source: People's Bank of China, Customs General Administration of China
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The second misconception is that ongoing
exchange appreciation can reduce domestic
price inflation or, at the very least, insulate the
economy from international inflation. It is
almost taken as a fact that appreciation is an
effective device in fighting inflation. This is cer-
tainly true in the long run, as Japan's unfortu-
nate experience with eventual deflation from
yen appreciation attests makes it clear to us.
However, for a country emerging from a fixed
nominal exchange rate where domestic and for-
eign rates of price inflation had been more or
less aligned, the near-term effect of appreciating
currency can be highly inflationary – as seen in
the cases of China and Japan. In the near-term,
the inflationary impact from the loss of mone-
tary control can overwhelm the deflationary
impact of a higher level of the exchange rate
(McKinnon, Schnabl, 2008).

Again, let us refer to Japan's earlier experi-
ence with this problem. Under the Bretton
Woods system of fixed exchange rate parities,
the yen had been successfully fixed at 360 to the
dollar from 1949 to August 1971, so that price
inflation in tradable goods (WPI) between the
U.S. and Japan was similar. In the spring of
1970, however, market participants began to
project that the dollar might be rapidly depreci-
ated. Hot money began to flow which would
have resulted in hot money flowing out of the
United States into European countries as well
as Japan. As it had  actually happened, as a
response, the Japanese monetary management
intervened heavily in the foreign exchange mar-
kets with a rapid build-up of foreign exchange
reserves and surge in domestic money growth.
By 1974, annualized WPI inflation in Japan
became higher than in the United States: 31.3
per cent versus 18.9 per cent in the U.S. Only in
the late 1970s did Japanese inflation fall below
American CPI when the deflationary effect of a
higher yen made its effect felt. But the length
and strength of the near-term inflationary tran-
sition was beyond any expectation. 

China is still currently in the same situation
where Japan was in the 1970s. As a result of the
external appreciation impact, the near-term infla-
tionary impact is more and more overheating
China's economy.14 Are there circumstances
where China should acquiesce to the external
political pressure and to continual renminbi
appreciation? Clearly, if the United States
under the world dollar standard continues to
inflate too much, the People's Bank of China
would have little choice but to acquiesce to
appreciation of the renminbi against the dollar. 

MISCONCEPTION 3: Floating the rate would
equilibrate the foreign exchange market. 

China's fragile banking system, its underde-
veloped foreign exchange market and the lack
of instruments to treat exchange risk make us
come to the conclusion that a more flexible
exchange rate system can only be introduced
step by step starting with widening the
exchange band which would pre-fix the yuan's
daily value. 

China's monetary policymakers are very
unwilling to adopt a more flexible exchange
rate system, because floating would cause seri-
ous disturbances in the Chinese economy
(Makin, 2008). In the event that the central
bank allowed floating the currency from one
day to the other with the abolition of its con-
trols of private capital outflows, it would trig-
ger capital flight which would undermine the
ever so fragile banking system.15 Therefore,
full-scale reform of China's exchange rate sys-
tem will have to await completion of the
reform of its banking system, which will take at
least several more years. According to C. Fred
Bergsten (2007) – who as opposed to the pres-
ent author's view believes that the present glob-
al imbalances can be corrected by appreciation
of the yuan and depreciation of the dollar – the
reform is yet several years away. He thinks that
the adoption of a flexible exchange rate regime
in China can be only a second stage which
should be preceded by the reform of its bank-
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ing system and the continued appreciation of
the yuan.

Opinions hugely differ on this issue in the
international economic literature. The research
staff of the Peterson Institute as well as repre-
sentatives of the traditional school dealing with
the sustainability of global imbalance propose
an immediate yuan appreciation in more than
one step to ease tensions (Gábor, 2009).

In this professional debate Tatom (2007)
belongs to one of the few who is optimistic and
states that the undervalued yuan exchange rate
should not give cause for concern, because the
real exchange rate is going to return to the
long-term average through purchase power
parity mechanism. McKinnon and Schnabl
(2006) go even further and fundamentally
question that yuan appreciation would lead to
global correction.

China is unable to abandon foreign market
intervention, and thus it cannot allow floating
its currency – as did European countries after
the collapse of the Bretton Woods system. For
this step would require the existence of a deter-
minate foreign exchange rate that could only
evolve if the PBC were to exit the foreign
exchange market. Unlike the European situa-
tion, however, China faces an ongoing currency
mismatch leading to the syndrome of “conflict-
ed virtue” – a term introduced by McKinnon
and Schnabl16 – that prevents private market
players from clearing the excess supply of dol-
lars.

What causes the mismatch that undermines
floating? The renminbi, like the currencies of
other developing economies, is not used signif-
icantly widely for international borrowing or
lending; but China couples this “gap” in its
capital markets with an enormous saving
(trade) surplus. The surplus thus accumulated
is less and less acceptable for the country's
commercial partners who believe that the arti-
ficially undervalued yuan creates an inequitable
market situation. Natural private market players

such as Chinese banks – or even insurance
companies and pension funds – all have their
liabilities denominated in renminbi. Thus, even
if the yuan per dollar rate fluctuated only ran-
domly, Chinese financial institutions would be
exposed to too much exchange risk, which
explains why they are reluctant to pile up dol-
lar assets. At some point, local market partici-
pants would try to get rid of their dollar asset,
while their official exchange reserves continue
to accumulate. Consequently, a free float would
result in an indefinite upward spiral of the ren-
minbi against the dollar – with no well – defined
balance point where Chinese financial institu-
tions become buyers of dollar assets to stop
their further depreciation. “Conflicted” mani-
fests itself for the PBC when the ongoing
appreciation, which generates serious defla-
tionary forces, drives the economy into a zero
interest rate liquidity trap as local market partic-
ipants want to “get rid of ” their dollar assets on
a large scale. On the other hand, if appreciation
is not carried out – either because it is not suc-
cessful or not desired – it will lead to trade
sanctions against the country. So it is evident
that, falling victims to the conflicted virtues,
Chinese monetary leaders were forced to aban-
don the peg to the dollar as of 21 July 2005.

The third misconception is closely linked to
the first. A floating and gradually appreciating
renminbi would not predictably reduce China's
trade surplus, and dollars would continue to
pour into the economy. On the other hand, if
China was not a creditor country because fo-
reign trade (net saving) was close to being ba-
lanced, then no internal currency mismatch
would exist. This would give a green signal to
the monetary authorities to float the currency.
However, even in this case, floating would raise
serious problems and it would be inhibited by
the underdeveloped Chinese stock market and
capital controls on private individuals. Then
forward markets for private hedging against
currency risk becomes difficult to organize and
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expensive. So if the monetary policymakers
decides to float the rate, it would soon be drawn
back to a narrow band in order to reduce the
risks of exporters and importers. (McKinnon
and Schnabl, 2008).

TOWARD A CREDIBLY FIXED EXCHANGE
RATE

Overcoming these three misconceptions about
the exchange rate is crucial for stabilizing
China's monetary system. For a developing
country like China, the exchange rate is best con-
sidered just an extension of domestic monetary
policy – and not an incentive instrument of
trade policy. In McKinnon's and Schnabl's view
(2008), the key to China's monetary policy and
solution of the global economic tensions could
be if China had a yuan per dollar exchange rate
at which its currency could be kept stable.
Although a fixed rate is not considered desir-
able, since in today's liberalised world economy
fixing exchange rates is not acceptable – espe-
cially for the world's forth largest economic
power – it is nevertheless proposed that a nar-
row currency band should be used. In this case,
China's economy would be stabilised similar to
what has been described about Phase 2 of the
yuan. The precise level of the new rate is much
less important than having it credibly stable in
the long run. However, for any new fix to be
sufficiently credible to achieve this it is  first of
all necessary to end international pressure on
China and to eliminate the one-way bet on
future requirement of renminbi appreciation. 

According to the proposal, the first step
should be to cease external political pressure,
then the PBC could reset the yuan per dollar
rate and stick to it in the future. As a result, the
yuan appreciation would come to a halt. If such
an action were to take place today, this
exchange rate would very likely be 6.8 yuan per
dollar. A massive outflow of private capital,

largely intermediated by Chinese banks, insur-
ance companies, pension funds, would surely
follow, which would be welcome by all financial
intermediaries because of the advantages
offered by diversification. With the narrow cur-
rency band system, the PBC could stop pur-
chasing dollar assets on the foreign exchange
market. Indeed, if the new capital outflow
exceeded the current account surplus, the PBC
should intervene by selling dollar reserves to
keep the renminbi fixed against the dollar near
the middle rate. In any event, the PBC could
regain control over the domestic money supply,
and inflation would come down and the effi-
ciency of domestic financial intermediation
would improve. 

Once its domestic monetary and exchange
rate system was stabilized, China could then
proceed deliberately to reduce excess domestic
saving relative to its huge domestic investment
without worrying about exacerbating near-
term inflation. 

INSTEAD OF A SUMMARY

In this paper, I wished to present China's
exchange rate policy differently from the main-
stream international economics. As opposed to
most researchers of global imbalances, I have
attempted to highlight that the wave of appreci-
ation created by external political pressure will
not necessarily move the Chinese economy
towards the desired goal, and will in no case lead
to global corrections in the short run. My inten-
tion was to demonstrate the views represented
by the “other” side. By giving a detailed
description of the three phases of the Chinese
exchange rates following the country's open
currency policy, I have shown that it was in
Phase 2, i.e. the period of fixing the exchange
rate to the dollar, that China's macro-economy
became the most stable. In view of the above,
the designation of a narrow band exchange rate
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would be desirable both for the Chinese econ-
omy and global corrections instead of the
ongoing crawling appreciation of the yuan.

I believe that western economic powers
regard their own economic and social interests
when applying pressure on the Chinese econo-
my to carry out yuan appreciation rather than
respecting the interests of the global economy
as a whole. The United States is concerned
about its current account deficit which has
surged to record highs in recent years and
about the substantial American manufacturing
job losses, a source of social tensions, due to
Chinese exports – i.e. global-scale competition.
In order to reduce global turbulences, Chinese
monetary policymakers should stop buying up
dollar assets. It can however only be accom-
plished if Chinese market participants do not
convert the huge amounts of dollars flowing
into the country through exports in fear of
appreciation. On the other hand, if they hold a
part of their revenues in dollars, there would be

an outflow of capital to American and
European markets for better capital recovery.
There would be! For neither the American nor
the European governments welcome the inflow
of Chinese private capital. It is thus obvious
that it is a vicious circle. Leading economic
powers are threatening China with restrictions,
but they are unwilling to make concessions.
However, without concessions yuan apprecia-
tion cannot be expected to yield the desired
result.

Although the current financial world crisis
has suppressed the problems of the overheated
Chinese economy for a while through changes
in cyclical factors – falling raw material prices,
narrowing global demand – I still believe that
having overcome the crisis, the problems
addressed in the paper will resurface. It may be
critical for the global economy as a whole to
handle the problem at the earliest stage, and as
a first step the pressure to appreciate the yuan
could be ended.

1 International Monetary Fund, World Economic
Outlook Database, October 2008

2 CIA The World Factbook, 2007 data 

3 The term renminbi is used in the American profes-
sional language for denoting the Chinese yuan. 

4 Up until 2005, PBC had no choice but purchasing
dollar , since Chinese enterprises had to convert their
export dollar revenues into the local currency. After
2005, the more and more revaluated yuan made it
unreasonable to keep dollars, which led to further
dollar sales by the private sector.

5 As a result of the favourable environment in the
so-called Special Economic Zones, more than 83
per cent of FDI inflows were received by these
provinces in 1999. The most attractve provinces
were: Guangdong (28 per cent), Jiangsu (12 per
cent), Fujian (12 per cent), Shanghai (5 per cent),
Beijing (4 per cent) és Tianjin (4 per cent) (Fu,
2004).

6 See, for example, Dooley, Folkerts-Landau and
Garber 200 4, according to which the Asian coun-
tries deliberately keep their currencies undervalued
relative to the dollar as an attempt to attract local and
foreign capital investments into the export-oriented
sectors. It leads to long-term current account surplus
and the accumulation of further piles of dollars in
Asian central bank reserves.

7 Source: State Administration of Foreign Exchange of
the People's Republic of China

8 The liquidity surplus due to the low American feder-
al base rate led to record high private sector con-
sumption – with record low saving – as a result of
which Chinese exports to the United States substan-
tially grew. As a result, there was an even larger dol-
lar inflow into the China which explains its further
rising official exchange reserves.

9 While the value of GDP at current price grew by
205 percent between 2002 and 2007, the M2 mon-
etary aggregate showed a 256 per cent increase in

NOTES
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the same period. Source: National Bureau of
Statistics, China

10 As a consequence of a slump in raw material and
food prices from the summer of 2008 and the
decreased world economic demand, the Chinese
CPI inflation was 6.3 per cent in 2008, a cause for
further concern. Source: National Bureau of
Statistics of China 

11 Source: Bloomberg 

12 The suspension was of such an extent that the
Chinese currency depreciated to 6.87 yuan per dol-
lar from 6.81 between July and September 2008. The
sudden strengthening of the dollar since the begin-
ning of summer has also contributed to this process.

13 Source: State Administration of Foreign Exchange,
People's Republic of China

14 Upward inflationary forces from near-term impacts
have been reduced with the escalation of the global
economic crisis. Nevertheless, when escaping from
the current recession the former trend is likely to
continue where it was suspended unless interna-
tional agreement is reached in connection with an
appropriate exchange rate policy.

15 For the fragility of China's banking system see Lin
X., Zhang (2006).

16 The term “conflicted virtue” is not translated by this
author word-by-word into Hungarian.
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I

János Benkõ – Gyula Pulay

The efficiency of the measures
taken to improve the situation
of Hungary's Roma population 

In line with the international trends, in the activ-
ities of the State Audit Office (SAO) more and
more weight is given to the advisory services pro-
vided to the National Assembly and the govern-
ment. The work conducted in the Research
Institute of the State Audit Office, earlier in
SAO's Development and Methodology Institute,
has an important role in founding this advisory
role. It was at the initiative of the National
Assembly that the institute prepared a study on
how the public funds that were used for the
improvement of the situation of Hungary's Roma
population have been utilized since the Berlin
wall came down. In lack of appropriate data, this
question could not be answered by using a classi-
cal efficiency analysis. This is why the authors
have tried to draw conclusions regarding efficien-
cy on the basis of the multilateral analysis of the
circumstances of making the decisions on using
the funds.  

In the course of the National Assembly har-
monization of the 2007 audit plan of the State
Audit Office, it came up as a proposal that an
audit should be conducted with regard to the
extent and efficiency of the subsidies used for
the improvement of the situation of Hungary's
Roma population. As a result of the nature of
the topic, it made sense to perform this task by
research efforts rather than the traditional
audit performed by the audit institution. The

research was carried out by the legal predeces-
sor of the Research Institute of the State 
Audit Office, i.e. SAO's Development and
Methodology Institute (hereinafter referred to
as: the Institute). The resources of the Institute
did not allow that independent research be
done on the situation of the Roma population.
This is why the Institute ventured to prepare a
summary, investigative study, which primarily
describes the magnitude and utilization of the
subsidies but which fails to touch upon several
issues which are important for the Roma.

The living conditions and social status of
Hungary's Roma population count as an area
which is researched and analyzed in detail. It is
an opinion shared by researchers, politicians
and legal aid experts that the situation of the
Roma population is significantly worse than
the national average. The majority of the Roma
do not get employed and they are in an unsta-
ble, exposed situation, concentrated in the cri-
sis-hit regions of the country, in small villages
that provide unfavorable living conditions. The
problems listed here, which also affect the
majority population in these regions, mostly
appear jointly and they jointly contribute to
the marginalization of the Roma population.
Being aware of all these, it is legitimate to ask
the question what extent the subsidies used for
the improvement of the situation of the Roma
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population have reached in the past fifteen
years and how efficient they have proven to be.

PURPOSE AND METHOD OF THE
RESEARCH 

In the period since the collapse of communism,
the efficiency of the subsidies used for the
improvement and rising of Hungary's Roma
population can only be assessed with scientific
thoroughness if we are able to measure the
results and we can compare these with the
extent of the subsidies. Of course, we have to
examine, even in this case, whether the subsi-
dies and the results have been in a causal rela-
tionship with each other.

This is why we have set ourselves the goal of
answering the following questions at the begin-
ning of our research. 

Are there any such data or analyses avail-
able which objectively describe the living con-
ditions (demographic, health care, employ-
ment, education characteristics, housing situa-
tion, etc.) of the Roma population, and the
changes thereof? 

What shifts (into the positive, or negative
direction) are indicated by the available data
and analyses in the demographic, health care,
education and employment characteristics, as
well as housing conditions of the Roma popu-
lation?

What major state measures have been taken
since 1990 with a view to improving the cir-
cumstances of the Roma population? 

What amount of public funds, including
the subsidies received from the European
Union, have been allocated to the financing of
these programs? 

In what form were the representatives of
the Roma involved in the preparation, execu-
tion, monitoring and evaluation of the state
measures aimed at improving the living condi-
tions of the Roma population?

Have the state measures taken with a view
to improving the living conditions of the Roma
population reached their goal?

In order to answer these questions, 
•we have evaluated the situation by review-

ing the state publications, government pro-
posals, ministry reports and scientific pub-
lications in which the living conditions of
the Roma population are described;

•we have studied the programs of the govern-
ment and the various government organs
which are aimed at improving the living con-
ditions of the Roma population, as well as
the reports and evaluations thereof;

•we have reviewed the conclusions and pro-
posals of the SAO reports related to the
subject;

•based on these documents and the budget-
ary and final accounts acts, we have
attempted to sort and summarize the budg-
etary appropriations and utilizations aimed
at the improvement of the living conditions
of the Roma population.

We did not obtain the necessary documents
and information in the framework of a tradi-
tional audit but we requested the affected min-
istries to present the relevant documents that
are at their disposal. 

As a result of the research, we planned to
prepare a study which

•based on the available data, gives detailed
and objective answers to the questions, or,
if this is not possible, then

•presents the limits of giving objective
answers to these questions;

•formulates proposals:
on facilitating the monitoring of the
spending of public expenses meant to
improve the living conditions of the
Roma population,
on increasing the efficiency, effective-
ness and success of the state measures
aimed at improving the living conditions
of the Roma population.
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After the start of the research, it became
clear that no comprehensive situational assess-
ment objectively depicting the circumstances
of the Roma population was prepared either in
the early 1990's, or ever since. Since 1993, no
official minority data have been recorded, with
reference to the data protection rights.1 It is
only inconsistent data from small sample
recordings of approximate accuracy prepared
by researchers that are available about the situ-
ation and living conditions of the Roma. In
judging the key social-economic characteristics
of the Roma population, there is no complete
professional consensus because of the differ-
ences in the data recordings, calculations and
estimates prepared for various purposes. In
lack of information of appropriate detail, which
is also capable of measuring slight changes, it is
impossible to accurately quantify the changes
that have taken place in the situation of the
Roma since the collapse of communism, or in a
shorter period of time. 

Consequently, the efficiency of subsidies
meant to improve the living conditions of the
Roma cannot be judged by using the traditional
tools of economic analysis. This is not changed
by the fact that the changes in certain aspects
of the living conditions of the Roma popula-
tion, or the lifepaths of certain groups of the
Roma are analyzed by several high-standard
studies, on the basis of which the general state
of affairs can be outlined. However, the latter
was not in the scope of this research. 

Due to the lack of objective data necessary
for the quantification of the efficiency of the
subsidies, the efficiency of the subsidies could
only be examined indirectly. In economics, we
use an approach according to which, once the
outcome of a process cannot be projected, then
the process itself will be analyzed for whether or
not it satisfies certain (expediency, fairness, effi-
ciency, etc.) requirements. For example, if it
cannot be measured due to the lack of data
whether the distribution of the food aid has

been fair, then it will be examined whether the
distribution rules themselves have been just,
reasonable and fair, i.e. the reasonability of the
result and the procedure are distinguished. We
assume that the same approach is applicable in
the case of efficiency as well: if we are not able
to measure the result, then the procedure has
to be measured against the requirements of
efficiency. This is why, somewhat modifying the
original objective of the study, in our research we
have paid special attention to assessing what the
subsidy system aimed at improving the situation
of the Roma population was like, i.e. to what
extent it was able to ensure the efficiency of the
subsidies on the basis of its target-setting, deci-
sion-making procedures, control and monitoring
methods, etc. 

Based on the above, according to our partial-
ly modified objectives, we sought answers to
the following questions: 

•what the key characteristics of the Roma
policy have been, how its goals, tools and
institutions have changed over time;

•how the Roma population participated in
the definition and implementation of the
Roma policy; 

•funds of what size and what composition
were used in supporting  the implementa-
tion of the Roma policy;

•how the utilization of the subsidies was
tracked (control, reporting, monitoring).

THE CHARACTERISTICS OF THE ROMA
POLICY

In the course of formulating the individual
government concepts and plans, the issue of
the rising of the Roma population was
approached from various angles. The main
dilemma is how the state should handle the
matter of the Roma: whether it should be treat-
ed as a human rights-minority issue, or as a
social-employment question. In the latter case,
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there are again two perspectives, namely
whether the state should pursue a uniform
poverty policy, or a specific Roma policy, i.e.
whether the situation of the Roma population
should be attempted to be improved by using
the general tools of social policy, or whether
the state should also apply targeted programs
and subsidies which are only available for the
Roma.

The expressly ethnical-minority approach
was typical for the Roma policies of two gov-
ernments that ruled between 1990 and 1994.
Since the issuance of the first government
decree (1995) aimed at the comprehensive
improvement of the situation of the Roma
population, the Hungarian governments have
been treating the problems of the Roma popu-
lation both as a minority and social issue. By
doing so, they follow the European approach.2

None of the governments have been able to
consistently resolve the dilemma of Roma policy
versus poverty policy. It was defined as a long-
term goal that the social and minority policy
issues should be clearly separated from each other
in the course of taking measures that affect the
Roma minority. In the short- and mid-term,
however, this clear separation could not be real-
ized. The fact that the dilemma has not been
resolved and the changes in the shades of the
various approaches are well indicated by that in
the government decrees aimed at the improve-
ment of the situation of the Roma population
approved between 1998 and 2005, the wording
“underprivileged, including Roma” is used the
most frequently, while in the government
decree passed on this subject in 2007, the order
“Roma and underprivileged” is consistently
applied. 

The sharp contrast between the different
approaches, as well as the often partial solu-
tions that also change by time, have often hin-
dered the continuity and sustainability of the
government measures, and have deteriorated
their effectiveness.

GOVERNMENT MEASURES, PROGRAMS,
FINANCING

This twofold approach has been reflected in
regulation and financing as well. As opposed to
that of the other minorities, the treatment of
the situation of the Roma population has main-
ly required a social approach besides the ethnic
one, so Act LXXVII of 1993 on the Rights of
National and Ethnic Minorities (hereinafter
referred to as: the Minority Act) did not offer
a solution to the problems of the largest minor-
ity. According to the government that took
office in 1995, “The crisis situation of the
Roma ethnic group has made it critically
important for the government to take crisis
management measures. The unique and com-
plex problems of the Roma minority cannot be
treated within the framework of the general
minority policy.”3

The measures aimed at improving the situa-
tion of the Roma developed gradually. Up to
1995, individual programs were typical. In
1995, a short-term government program was
drafted. By July 1997, the first package of
measures was developed, in which the tasks
required to be performed for the social integra-
tion of the Roma were defined. This was fol-
lowed by further government measures up
until 2005. The package of measures ordered by
the government decree was the government
control tool that the governments at any time
considered to be the most suitable for improv-
ing the situation of the Roma. The mid-term
programs were usually broken down to annual
action plans. In this respect, we may come
across a high level of similarity in the Roma
policies of the individual governments. At the
same time, it is also noteworthy that neither of
the governments ventured to commit itself to
the solution of the problem in a more “time-
proof ” form of regulation, i.e. in a law.

It is a common feature of the packages of
measures that the individual ministries, quite
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often on the basis of the residual principle,
used to determine absolutely by themselves
what kind of programs, also available to the
Roma, they wished to implement, and how
much of the budget of the ministry they would
assign to this purpose. It can be concluded for
the entire period under review that the total funds
were not provided for this purpose, the concentra-
tion of the funds was not resolved, and what is
more, not even the appropriate coordination of
the funds was realized.

As regards the mid-term packages of meas-
ures, we can state that a high number of tasks
was determined in these but

•the definition of numerous tasks is too
general, so those responsible for them are
difficult to be called to account;

•there are several ministries responsible for
certain tasks, no partial tasks are defined.
The complex responsibilities defined in the
government decrees (the main ownership
of a certain ministry and the joint responsi-
bility of several ministries affected by this
topic) were not fulfilled in practice. The
main responsible ministry had no genuine
control and coordination opportunities,
financial influence, especially for joint
implementation, so each ministry tried to
contribute something to the performance
of the task in their own ways and compe-
tences;

•the size and source of the funds required
for the fulfillment of the goals are not indi-
cated, all these responsibilities are assigned
to the individual ministries, this is why the
budget resources have dispersed between
the individual ministries, the ministries
have planned and used notional amounts
for certain partial tasks in several cases; 

•the use of funds is not transparent, difficult
to control, there are certain tasks whose
resources are defined but there are others
which are to be performed from the minor-
ity budget. No methods were developed for

the use of funds for actual Roma support
purposes and the control thereof, and the
implementation of the programs was espe-
cially non-transparent in the eyes of the
Roma social organizations;

•in spite of the measures taken in order to
realize uniform reporting, no progress
resulting in a genuine change was made in
the efficient and controllable use of budget
resources;

•no indicators were applied.
After examining the results of the realization

of short- and mid-term programs, it also
becomes obvious that a genuine improvement
in the circumstances of the Roma population can
only be achieved by harmonized developments
going on for several years and pointing in the
same direction. In the late nineties, the develop-
ment of long-term social and minority political
strategies commenced. The draft strategy
defined milestones for the Roma policy.
However, the issue of financing the integration
of the Roma population continued to remain
an open one. The coordination of the draft
strategy was protracted, and it was finally not
approved.

In 2003, at an international initiative, the
preparation of a new strategic program began.
The document called the Strategic Plan for the
Decade of Roma Inclusion Program, which was
developed as a result, was accepted by the
National Assembly in 2007.4 The government
approved a two-year action plan to execute this
strategy.5

The government decree No. 1105/2007.
(XII. 27.) on the government action plan for
2008–2009 related to the Strategic Plan for the
Decade of Roma Inclusion Program contains
more specific, and due to the more accurate
deadlines, more accountable tasks than the ear-
lier government measures, with a view to exe-
cuting the strategy. In principle, it can be
regarded as a leap forward that the resources
for the execution of the individual measures are
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also specified in the decree. In the decree, the
development of a monitoring system is also
prescribed, with the participation of the Roma
Integration Council and the Roma Governing
and Monitoring Board, which works within the
framework of the former body. 

The I. National Development Plan (Hunga-
rian acronym: NFT) offered a further opportu-
nity for defining the strategic tasks related to
the rising of the Roma population, then the
same was done by the drafting of the New
Hungary Development Plan (Hungarian
acronym: ÚMFT), in which tasks for the
development-aimed cooperation between the
European Union and Hungary for the period
between 2004 and 2006, as well as government
tasks for the period between 2007 and 2013
were defined. The Roma population as a target
group was mentioned in several contexts such
as employment, health care, regional develop-
ment, education, etc. but almost exclusively in
the already familiar form of “underprivileged,
including the Roma”, in the same line as the
disabled, and the equal opportunities for men
and women. The development plans have no
special Roma chapters, this priority has to be
enforced as a “horizontal” goal in the individual
development areas.

THE INSTITUTIONS OF ROMA POLICY 

In the past nearly two decades the intermediary
system of the assistance aimed at improving the
situation of the Roma has continuously
increased and changed. Before the Minority
Act took effect, the support of tasks related to
the national and ethnic minorities had been
ensured in the budgets of two chapters, this
support appeared in a decentralized but sys-
tematic form in the budgets of as many as 
7 chapters in the period between 2001 and
2004, and in a further 2 chapters in 2003–2004.
When the Union funds also came to be

involved, the National Development Agency
(Hungarian acronym: NFH) also joined the
ranks of the “supporting” organizations. In our
view, the frequent changes usually had an
adverse effect on the evolution of the efficiency
of the assistance aimed at improving the situa-
tion of the Roma population. 

Similarly, the system in charge of managing
and coordinating the integration of the Roma
also changed, almost continuously. Since the
change in the political system, the management
tasks have been owned by 6 organizations or
persons in turn, while coordination was done
by as many as 5 organizations. Up to 2004, the
institutions responsible for Roma integration
were characterized by the separation of the
management and coordination responsibilities.
After 1995, the facilitation of the rise of the
Roma population was not regarded as a strictly
minority issue any longer. This change, howev-
er, was not followed by the modification of the
government coordination. The latter task con-
tinued to be performed by the Office for
National and Ethnic Minorities in Hungary
(Hungarian acronym: NEKH), which lacked
the competence and capacities to perform this
task. In 2002, after the change in the govern-
ment, significant strategic and organizational
changes took place in the organizational sys-
tem of managing and financing the Roma poli-
cy. The Roma integration tasks and programs
came to be handled by the Office of Roma
Affairs managed by the newly appointed
Political State Secretary responsible for Roma
Affairs, by which step the coordination tasks of
the Roma integration were ultimately separated
from NEKH. After 2004, the management and
coordination of Roma-related tasks first
belonged to the Ministry of Youth, Family,
Social Affairs and Health (Hungarian acronym:
ICSSZEM), then to the Ministry of Social
Affairs and Labor (Hungarian acronym:
SZMM), i.e. these tasks came to be handled by
one and the same organization.
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It is a common feature of the Roma policy of the
governments to date that they have established
interministerial committees for the coordination of
execution such as the Roma Affairs Coordination
Committee, the Roma Affairs Interministerial
Committee, the Roma Integration Council).
However, these were not given significant adminis-
trative competence. Consequently, they were not
able to exert strong pressure on the affected min-
istries when they did not perform their tasks, or per-
formed them with delay, or when they used lower
than planned funds for the purposes of Roma inte-
gration. No political intentions could be seen either
for exerting strong pressure, or for demanding the
complete performance of the tasks.

The representation of the Roma, and their
participation in the coordination bodies was
realized through the President of the National
Roma Self-Government, and the person dele-
gated by the latter. From 2006, by the establish-
ment of the Roma Integration Council, the
direct representation of the Roma was increased
by seven members, who are requested to be the
members of the Council by the competent min-
ister, at the proposal of the organizations that
represent the Roma communities.

After the change in the political system, the
trade union system of the Roma has developed,
although the representation of the minorities,
including the Roma, in the Parliament, is still
not a resolved issue. However, by now every
ministry has an apparatus involved in Roma
affairs, with managers and staff of Roma origin
in more and more places. 

RESOURCES OF THE IMPLEMENTATION
OF ROMA POLICY, AS WELL AS THE
STRUCTURE OF SUBSIDIES 

The financing of Roma integration has several
channels. Besides the state, the private sector
and certain international organizations also
contribute to funding. State financing is also

characterized by a multichannel solution, with
the participation of many organizations. The
public foundations and funds established by
the state also play an important role. The funds
from the European Union that flow through
the public finance system also play an ever
increasing part in financing. 

The governments assigned the task of financing
the implementation of the action plans drafted for
the improvement of the situation of the Roma
population to the individual ministries but they
failed to demand that the resources be specified.
The ministries then planned and financed the
obligations that they were meant to fulfill from
resources that were partially earmarked but most-
ly unspecified. The unspecified funds generally
meant the appropriations earmarked for minor-
ity purposes, or certain underprivileged target
groups. The financing system that evolved in
such a way did not only become a multichannel
one but one that was also unclear. The financing
system meant to improve the living conditions of
the Roma population was not compliant with the
requirements of a modern and transparent man-
agement of public funds.

In its 2005 audit, the SAO6 collected the
opinions of the minority governments on the
financing system of the national and ethnic
minorities, and they thought that the assistance
system was too complicated, bureaucratic, dif-
ficult to understand and one whose manage-
ment takes extra efforts. 

The subsidies aimed at supporting Roma
integration are contained by the budgetary acts
of any time. We should distinguish between the
following types of subsidies:

•the subsidies specifically aimed at Roma
integration in the budgetary act, and not
those where the basis of eligibility rests on
the minority laws,

•the budgetary resources that jointly sup-
port the national and ethnic minorities, 

•the funds that affect the underprivileged
stratum of society (including the Roma),
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•resources obtained, mostly through ten-
ders, from international organizations
(PHARE programs, NFT (the National
Development Plan), ÚMFT (the New
Hungary Development Plan), the World
Bank, the Council of Europe Development
Bank, donor countries).

The funds received from the four groups of
resources can basically reach those affected in
three forms: 

•as subsidy appropriations earmarked indi-
vidually,

•through per capita support, 
•through tenders (sometimes in the form of

individual applications). 
The legal titles for earmarked subsidies aimed

at Roma integration have frequently changed
during the years. These funds were usually part
of the budget of the ministry in charge of Roma
integration, the amount of which did not even
reach 3 billion Forints at its highest, in 2004.
The most important appropriations, which
existed for several years, were the following: the
National Roma (Minority) Self-Government
and its institutions, the Public Foundation for
the Hungarian Roma (Hungarian acronym:
MCKA), the Roma coordination and interven-
tion budget, the Roma Cultural Fund, the
Roma Training Fund and the Roma Conflict
Management and Legal Aid Fund.

Of these, MCKA fulfilled a key role
(between 1999 and 2004) in the intermediation
of state subsidies provided to the Roma. Since
its foundation, MCKA received budgetary
assistance of more than 4 billion forints until
2006. The amount of annual subsidies increased
from 275 million forints in 1999 to 1,135 mil-
lion forints in 2003 and it also amounted to
1,105 million forints in 2004. The amount of
subsidies fell significantly to 459 million
forints, then to 125 million forints in 2005 and
2006, respectively.

The key elements of the unspecified subsidies
(those granted to the Roma and the national

and ethnic minorities) were, among others, the
appropriation to cover for the annual operating
expenses of the local minority governments,
the subsidy budget of the takeover and mainte-
nance of minority institutions, the minority
coordination and intervention budget, as well
as the subsidy appropriations of the Public
Foundation for the Hungarian National and
Ethnic Minorities (Hungarian acronym:
MNEKK). From these appropriations, the
Roma received assistance of a varying extent
each year, usually amounts proportionate to
their weight (although in the case of certain
appropriations, it cannot be precisely deter-
mined to what extent the utilization affected
the Roma). The magnitudes are shown by two
appropriations as an example. 

The normative support aimed at the gener-
al support of the operation of the local minori-
ty governments per one minority government
was 396 thousand forints in 1997, while 640
thousand forints in 2006. The estimated share
of the Roma minority governments increased
from 164 million forints in 1997 to 660 million
forints in 2006.

In the relevant chapter of the National
Assembly, the budgetary limit of the annual
operational support to be provided to the
national and ethnic minority organizations and
associations is awarded on the basis of tenders.
The limit has been 110 million forints for sev-
eral years. Of these, the share of the Roma
organizations was 39 million forints both in
2005 and 2006.

Furthermore, in the budgets of the individ-
ual chapters, appropriations which contributed
to Roma integration to a significant extent
were regularly planned, but these were also spec-
ified only partially, or not at all. Of these, on the
basis of their significance and magnitude, we
will highlight the subsidies aimed at employ-
ment and training.

In the financing of Roma integration, the
subsidies facilitating employment have played a
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critical role (some 70–75 percent) for several
years.7 The initiatives aimed at increasing
employment and the reintegration of those
who have been pushed out from the labor force
increased year by year, as well as the service
network developments that ensure these, along
with the support provided to the Roma enter-
prises and the businesses that employ Roma.
The funds that facilitated reintegration into the
labor force belonged to different ministries.
The subsidies aimed at such purposes already
exceeded 3.6 billion forints back in 2002, 10.4
billion forints in 2004 and 18.4 billion forints in
2005, while 17.6 billion forints in 2006.
According to the estimated data, a total
amount of 74.7 billion forints was used for this
purpose between 1997 and 2006.

Since 2003, the Ministry of Economy and
Transport (Hungarian acronym: GKM) has
been supporting the technical and technologi-
cal developments and investments of micro-
and mid-size companies that are owned by, or
that employ Roma, in the framework of the
tender program for increasing entrepreneurial
competitiveness. In four years, more than 200
businesses have received an approximate grant
of one billion forints.

Equal opportunities and talent management
are in the center of the educational support pro-
vided to the Roma. These tasks were meant to
be performed by supporting the schools on the
one hand, and by providing scholarship to the
Roma students on the other hand. (In an annu-
al average, 10–15 percent of the funds were
used for these purposes between 2000 and
2006.)

For the maintenance of the public education
institutions for the minorities, the state pro-
vides supplementary per capita financial assis-
tance besides the general per capita support in
accordance with Note a), Paragraph (2),
Section 55 of the Minority Act, and they also
provide subsidies in the framework of tenders
to the minority government sponsors of the

institutions in line with Paragraph (14), Section
47 of the same act. 

The financing system of minority education is
difficult to follow, it is a multichannel system, in
which the elements of per capita education fund-
ing are mixed with those of separate minority pro-
gram financing. In this system, the financing
and subsidizing of the education of Roma stu-
dents is not separated from the education-
related expenses of the educational spending
for all the minorities. According to the SAO
report prepared in 2006, the system of per capi-
ta state contributions and subsidies that help
provide public education services has changed
in the recent years, the annually modified
requirements of the legal titles for eligibility of
the normative support, as well as the condi-
tions of using and accounting for these subsi-
dies make up a system which is non-transpar-
ent with regard to application, accounting and
control.8

Supporting students of Roma origin by
granting scholarships counts as one of the most
successful areas of the Roma integration pro-
grams, which system has worked since 1996
but the multichannel solution is typical for this
area as well. The majority of the scholarship
tenders was conducted by MCKA up to 2004,
however, they were managed by the Public
Foundation for National and Ethnic
Minoroties in Hungary (Hungarian acronym:
MNEKK) from the academic year 2005/2006.
In the academic year 2005/2006 and in the pre-
ceding two school years, some 18 thousand
students received scholarships for their pri-
mary school studies, about 12–13 thousand for
their secondary school studies, while 4–5 thou-
sand for their higher education studies, in an
annual average. The number of scholarship stu-
dents was the highest in the academic year
2003/2004, it exceeded 35,600, while the period
since then has seen a fluctuation between 32
and 33 thousand. The budgetary expenses grew
from 591 million forints in 2001 to 1,102 mil-
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lion forints by 2004, while they reached an
amount of 1,095 million forints by 2005.

The magnitude of PHARE-funds support-
ing Roma integration between 1999 and 2006
was significant, i.e. a total of 34.5 million euros,
which was supplemented by a co-funding of
26.6 million euros, thus the total amount
approached 15 billion forints, which came from
two different groups of funds. 

The first budget to improve the situation of
the Roma minority was provided by the
European Union in the period between 1999
and 2002 for the pre-accession Central-
European countries.9 Of this, Hungary's share
was the highest (17.5 million euros), which
means that it became possible to use 30.7 mil-
lion euros, including co-funding. Actual uti-
lization thus came to be 32.3 million euros. The
6 projects that were launched (whose average
size was 5.2 million euros) served the improve-
ment of the employment and education situa-
tion of the Roma and treated anti-discrimina-
tion efforts as a high priority.

Besides the Central-European projects, there
was another PHARE-project that was meant to
improve the situation of the Roma. The pur-
pose of the program called 'Fight against exclu-
sion from the world of labor' (No.'s 2002/000-
315.01.04 and 2002/004-347.05.03) was to
employ those persons who were out of jobs
permanently (with special regard to the Roma),
their complex labor market (re)integration, as
well as to support the endeavors aimed at
extending the capacities of the local and
regional social and community services co-
funded by the European Community and the
Ministry of Employment and Labor
(Hungarian acronym: FMM). The total budget
of the program was 28.8 million euros (7.4 bil-
lion forints), 44.44 percent of which came from
co-funding, and 55.56 percent was PHARE-
support. In 2003, an amount of 10.1 million
euros, while in 2004, a sum of 18 million euros
could be applied for. The first (so-called social)

element of the program wished to provide
assistance for the development of the social
supply system by involving those who are per-
manently unemployed, while the second com-
ponent was aimed at the employment of the
Roma and the improvement of their living con-
ditions. 

EVOLUTION OF THE MAGNITUDE OF
BUDGETARY SUBSIDIES USED FOR THE
INTEGRATION OF THE ROMA 

No accurate data are available on the funds that
have been used for improving the situation of the
Roma since 1990. No such data collection took
place at all at the beginning of the 1990's. The
reporting system for such purposes was only
developed by 2000 and has been finetuned ever
since. In spite of this, the extent of the subsidies
used for Roma integration can mostly be deter-
mined by estimates even today, which is due to
the structure of the budgetary appropriations and
the nature of the individual programs. The thing
is that the vast majority of the Roma programs
are not financed from separated funds, as the
ministries do not have budgetary appropria-
tions especially defined (planned) for the
implementation of the tasks specified in the
government measure packages. Roma integra-
tion is mostly financed from appropriations
and funds for broader purposes (hereinafter
referred to as: unspecified funds). Unspecified
funds come from the appropriations planned
for the entirety of the minorities on the one
hand, and from those earmarked for support-
ing the underprivileged, on the other hand.
When the unspecified funds are planned and
used, the amounts used for supporting the
Roma are estimated by the ministries. From the
budgetary appropriations earmarked for them,
the ministries provide assistance for the volun-
tarily undertaken tasks as well, besides the
implementation of the measures determined by
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the government. This practice has been
described by the reports prepared for the gov-
ernment for several years.10

The fact that the definitions of the target
groups for the programs to be implemented by the
ministries were rather different does not allow
the accurate determination of the extent of the
subsidies either. For example, while the OKM
(Ministry of Education and Culture) provided
support to underprivileged children and those
with multiple handicaps, the GKM (Ministry
of Economy and Transport) invited tenders
expressly to support the Roma. In the latter
case, a certificate issued by the National Roma
Minority Self-Government had to be attached
to the tender application. In the employment
programs, the tenders were first of all invited
for the underprivileged, the permanently
unemployed and those with low qualifications.
In these, a high number of Roma took part,
which is also due to the fact that those respon-
sible for implementing the programs involved
the Roma minority self-governments and
Roma NGO's in the process of selecting the
participants. The health care programs also pri-
marily focused on the underprivileged. It can
be concluded from the reports of the ministries
that in almost all the areas (except, for instance,
culture and anti-discrimination), the target
groups were determined on the basis of region-
al and social viewpoints in the first place rather
than along ethnic lines. The minority self-gov-
ernments and/or the Roma grassroots organi-
zations took part in the implementation of a
part of the programs in some way, or another.11

We can get the most accurate picture of the
budgetary subsidies aimed at improving the sit-
uation of the Roma population if we distin-
guish between

•the subsidies earmarked to support the
Roma,

•the assistance provided to the Roma minor-
ity through the subsidy system of the
national and ethnic minorities,

•the subsidies that serve the integration of
the Roma but not specifically earmarked
for supporting the Roma population. 

The Hungarian budget has contained appro-
priations expressly aimed at supporting the
national and ethnic minorities since 1992. The
information on the utilization of these was
contained by the laws on final accounts, thus
the information on the extent of the actual
annual financial support can be gathered from
here. However, what we do not have reliable
data on is the proportion of these appropria-
tions that reached the institutions of the Roma
and the persons that belong to the Roma
minority. 

The annual amount of the public funds used
for supporting the Roma could be concluded
from the data of the final accounts laws in the
case of those appropriations where the usage
for Roma support is also indicated by the name
of the appropriation (earmarked appropria-
tions). The evolution of these broken down to
years is summarized in Table 1. The Hungarian
budget has contained appropriations ear-
marked for supporting the Roma since 1996. 

The amount of earmarked subsidies did not
reach 3 billion forints even at its highest in
2004, the evolution of their size was deter-
mined by the scholarships and the funds pro-
vided to the MCKA.

The aggregation of those subsidies which
are not earmarked for supporting the Roma
but in the target group of which the Roma rep-
resent a higher proportion has meant greater
difficulty. In the case of these appropriations,
we could only rely on the data of the govern-
ment reports, which, in turn, had used the esti-
mates made by the ministries that control the
appropriations. Unspecified Roma-aimed
appropriations serving the integration of the
Roma population have existed since the gov-
ernment decisions related to the integration of
the Roma were passed. However, no reporting
system was linked to the first action packages.
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This is why only estimated data in a national
aggregation are available with regard to the
subsidies provided between 1996 and 1999.
Unfortunately, it has not been clarified either
whether at the time, these estimates had or had
not contained the appropriations specifically
earmarked for Roma support. (Probably they
had.) This means that in the period between
1996 and 1997, an amount of 3 billion was used
for the integration of the Roma, the relevant
amount was 4.3 billion in 1998, while it
amounted to 5.5 billion forints in 1999.

The reports prepared for the government
on the implementation of the government

decisions on Roma integration have con-
tained detailed information since 2000, based
on which we have compiled the following
Table 2.  

Utilization was 24.4 billion forints in 2006.
The increase in funds was especially strong
between 2002 and 2005. In this period, the
expenses grew from 7.6 billion to 21.8 billion
forints, mainly as a result of the rise in the
amounts of EU subsidies in both 2003 and
2004, and also, due to the rapid increase in the
funds aimed at facilitating employment. One
can conclude that in the past few years, the
evolution of the size of, and increase in the

Table 1

EVOLUTION OF BUDGETARY SUBSIDIES EARMARKED FOR SUPPORTING 
THE ROMA BETWEEN 1996 AND 2006 

(million HUF)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 Total
OC(K)Ö(National Roma

Minority Self-Government) 96 120 135 149 171 188 215 215 203 226 1,718

Institutions of OC(K)Ö 70 70

National Roma Information

and Cultural Center Kht. 180 35 35 35 35 34 354

Scholarships received by

Roma students 88 88 86 591 710 938 1,102 1,095 378 5,076

MCKA* (Public Foundation

for the Hungarian Roma 150 170 250 272 273 350 349 1,135 1,105 459 125 4,638

Roma Coordination 

and Action Budget 69 69 54 30 222

Roma Cultural Fund 165 134 80 60 439

Roma Education Fund 20 20

Development of institutions

facilitating Roma integration 175 59 173 173 580

Roma Conflict Management 

and Legal Aid Fund 56 60 68 58 242

Housing program for those

living in Roma Settlements 177 627 804

100-Member Budapest  

Gypsy Orchestra 34 26 60

Total 150 266 638 495 543 1,147 1,282 2,788 2,812 2,335 1,767 14,223

*The MCKA assistance includes some of the scholarships given to Roma students.

Source: Own document compiled from the NEKH reports called 'Minorities in Hungary' and SZMM-data
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funds aimed at Roma integration has been
determined by the labor market expenses. 

Besides pointing out the above reservations,
it can be concluded that, as suggested by the
estimated figures, the various governments
spent a total amount of appr. 120 billion forints
on the improvement of the situation of the
Roma between 1996 and 2006. There may be
some overlaps between the figures of Tables 1
and 2, and the tables do not comprehensively
contain the Hungarian budgetary contribu-
tions to the co-funding of the programs real-
ized with the support of the European Union.
As compared to the weight of the problem, the
budgetary support of 120 billion forints can be

regarded as a low sum, even by taking into
account that the sum of 120 billion forints does
not automatically include those benefits (such
as family allowances, social aid) that the mem-
bers of the Roma minority received under the
general conditions.  

There are considerable structural differences
between the minority-aimed and Roma integra-
tion funds both on the income and the expense
sides of the resources, as was concluded by
SAO's 2004 report. According to this docu-
ment, the critical and increasing part of the
minority-aimed state subsidies, which was as
much as 90 percent in 2003, was distributed
directly (on per capita basis and by individual

Table 2

ESTIMATED AMOUNT OF THE BUDGETARY SUBSIDIES USED FOR THE MEASURES 
AIMED AT THE FINANCING OF ROMA INTEGRATION BETWEEN 2000 AND 2006 

(million HUF)

Organization 2000 2001 2002 2003 2004 2005 2006 Total
Ministry of Education and Culture 897 442 765 2,127 1,907 1,032 3,935 11,105

Ministry of Children, Youth and Sports 150 160 107 480 897

Ministry of National Cultural Heritage 98 120 118 99 43 25 503

Ministry of Economy/Ministry of Economy 

and Transport 280 2150 200 200 218 250 3,298

Ministry of Employment and Labor/ Ministry 

of Social Affairs and Labor 3,622 8,560 10,464 18,400 17,600 58,646

Ministry of Youth, Family, Social Affairs and 

Health/Ministry of Social and Family Affairs 2,300 1,720 192 2,975 872 872 8,931

Ministry of Agriculture and Rural Development 330 400 273 281 174 – 100 1,558

Ministry of Environment and Water 10 229 504 831 2,344 3,918

Ministry of the Interior 15 25 602 1 145 61 14 27 1,889

Ministry of Justice 599 790 1,528 56 60 68 72 3,173

Ministry of Health 43 159 38 266 107 613

Office for National and Ethnic Minorities in 

Hungary 40 176 156 40 16 16 444

Ministry of Foreign Affairs 9 4 1 1 15

Ministry of Defense 0 15 28 28 71

Ministry of Informatics and Telecommunications 189 550 104 – 14 857

National Development Office 5,546 5,546

Supplementary normatives 2,329 3,102 5,431

TOTAL 7,081 9,244 7,571 16,761 20,017 21,771 24,450 106,895

Source: Reports to the government, 1999–2007
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judgment), while 10 percent was distributed by
inviting tenders. The majority of subsidies used
for minority purposes (60 percent in 2003)
served education purposes, besides which there
was a considerable (16 percent) share of
expenses used for self-organization and trade
union activities.12

As opposed to this, the largest part of the
funds meant to encourage Roma integration,
based on the estimated figures, was used for
labor market integration, which meant 70–75
percent in the average of the 2000–2006 data,
10–15 percent went to education, while less
than 10 percent was used for the operation of
organizations. Among Roma-aimed subsidies,
the funds that can be won through tenders are
assigned an ever growing role, which has espe-
cially been the case since the PHARE-, NFT-
and ÚMFT-programs were launched, in 2005,
their proportion exceeded 80 percent. As the
size of the funds keeps growing and as the
scope of support monies that can only be won
through tenders is extending, however, grave
problems should also be reckoned with, as is
suggested by the experience gained from the
audits. According to the lessons learnt from
the audits to date, the dominance of tender-
won funds may lead to ever more uncertain (or
even stopped) financing, especially for those who
are underprivileged. The reason for this is sim-
ple, as those who are underprivileged are not
even aware of the tender opportunities, or they
are not able to prepare “winning” applications.
This, however, means that the sustainability of
financing the individual programs may become
doubtful.

UTILIZATION OF THE ASSISTANCE 

The assessment of the efficient utilization of the
funds meant to be used for the improvement of
the situation of Hungary's Roma population, and
the rise of this minority, is mostly prevented by

the lack of the definition of accurate goals and the
unclear assignment of the financial resources to
the individual goals. In the case of the major ele-
ments of the resources such as employment, edu-
cation, or EU subsidies, it can only be deter-
mined by rough estimates what proportion of the
the beneficiaries of the financial assistance were
of Roma origins. This problem was presented
to the government with absolute openness by
the report on the implementation of the pro-
gram meant to facilitate the social integration
of the Roma: “The forint amounts mentioned
in the report, as well as the affected headcount
figures are estimated data in most cases. The
reason for this is that the amount actually
spent on the Roma cannot be accurately spec-
ified as a result of the nature of the individual
programs, or the structure of the budget. We
can distinguish between two kinds of Roma
programs; an earmarked Roma program on the
one hand, and a program targeted at the
underprivileged, or those living in deep pover-
ty, on the other hand. In the case of the second
model, the amount used for the Roma partici-
pants involved in the program could of course
only be estimated by the competent ministries,
so the funds that are indicated should be treat-
ed as estimated data. Furthermore, the lack of
quantitative data and indicators does not allow
comprehensive evaluation in many cases,
where the underlying reason is partly that the
individual programs were not financed from a
separated fund in many cases, i.e. the min-
istries did not have a separate line in their
budgets for the execution of the tasks defined
by the Government Program.”13

It was established in SAO's report prepared
in 200514 that at the payment organizations, no
uniform monitoring system was linked to the
subsidy system. The organizations that provide
the budgetary subsidies did not define any per-
formance criteria or efficiency and effective-
ness requirements, and the user organizations
also failed to measure the effectiveness of the
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utilization of the funds. The reports and
accounts were mostly about the use of money,
which was not followed by any evaluation of
the efficiency, effectiveness and economy of
the use of the financial resources by the organ-
izations that provided the support. This is why
no conclusions regarding the effectiveness of the
use of the funds can be drawn.

The fact that the extent of the financial assis-
tance cannot even be defined by approximate
accuracy does not only deteriorate the trans-
parency of the subsidy system but in such cir-
cumstances, there is no real planning and strict
accountability. This situation is well illustrated
by a table compiled on the basis of the min-
istries' and other government organizations'
own reports. The figures show that planning
is random, while actual utilization is absolute-
ly independent from the planned values. It is
noteworthy that planning is the least
“planned” element of the subsidy procedure.
As compared to this, actual utilization shows
some system of planning and regularity (see
Table 3).

The transparency of the subsidy system is
further deteriorated by that the target groups
of the programs of the individual ministries
were defined in different ways. Refusing the
data collection on the Roma, the uncertainties
about the determination of the target group all
made it impossible to define measurable per-
formance requirements and the establishment of
a monitoring system on this basis, and this was

also hindered by the lack of organizational and
financial coordination. The lack of quantitative
data and indicators does not allow real evalua-
tion. 

The other factor that deteriorated the effec-
tiveness of the subsidy programs was weak
coordination. Neither NEKH, which was
responsible for the coordination of Roma inte-
gration programs between 1995 és 2002, nor
the Office for Roma Affairs doing the same job
between 2002 and 2004, nor the Government
Office for Equal Opportunities had the capaci-
ties necessary for doing so. The organizations
on the level of government offices were not
authorized to coordinate the activities of the
individual ministries, which were at a higher
step of the official hierarchy.

The interministerial bodies established for
the implementation of the government action
packages were not able to fulfill a real coordi-
natory role, in lack of a genuine decision-mak-
ing authority. The related dissatisfaction is
well illustrated by the fact that the ensuing
governments established ever newer coordina-
tory bodies (besides terminating the old
ones). The authority and composition of
these bodies, however, have basically remained
intact. Consequently, the standards of coordi-
nation did not considerably improve. The
coordinatory bodies did not receive the neces-
sary political support from the governments
at any time, as these always acknowledged,
without any consequences, when the individ-

Table 3

BUDGETARY RESOURCES USED BY THE GOVERNMENT 
ORGANIZATIONS FOR THE PROGRAMS AIMED AT FACILITATING THE SOCIAL 

INTEGRATION OF THE ROMA 
(estimated figures, million HUF)

2004 2005 2006
planned actual planned actual planned actual

Total: 10,571.4 20,984.5 49,132.2 21,770.7 557.2 24,454.2

Source: SZMM (Ministry of Social Affairs and Labor) (2007)



PUBLIC FINANCES – Social Policy Outlook 

438

ual ministries did not fulfill, or only partially
fulfilled the tasks assigned to them by the
government decision. The accountability of
mid-term measures, at the same time, was
made very difficult by the frequent changes in
the government structure as well. As regards
the future, we can see two possible solutions.
The first one is that the body that currently
performs coordination will be given genuine
decision-making authority in certain issues.
The other one is that one of the departments
of the government should regularly take care
of the implementation of the measures aimed
at the integration of the Roma population,
and it should make meaningful decisions in
the issues that emerge in the course of the
implementation of the program.

The improvement of the situation of the Roma
population also required such complex measures
whose execution required the close cooperation
of several ministries. It was at this point that
government coordination practically went bust.
The system of responsibilities between the affect-
ed ministries was not established, the tasks were
interpreted differently by the individual min-
istries. The individual governments have tried
to remedy situation that had evolved by stipu-
lating meticulous rules that do not suit a gov-
ernment decision, or by imposing cooperation
between the individual ministries from above.
The implementation of complex measures
would have required up-to-date project man-
agement coupled with a clear allocation of
funds and the unambiguous separation of
responsibilities. However, modern manage-
ment was missing from the set of tools of
implementing the Roma integration pro-
grams.

The task of establishing a uniform reporting
and follow-up system was first dealt with by
government decree No. 1051/ 2002. (V. 14.).
Following in its footsteps, the preparations for
the establishment of a Monitoring Office start-
ed from May 2003. In March 2004, the govern-

ment ordered that a uniform professional
reporting system should be built up for the
execution of the government program, further-
more, a uniform professional and financial fol-
low-up system should also be established for
the evaluation of the execution of the tasks.15

The Monitoring Office started its operations in
April 2004. The operation of the monitoring
system and the development of the indicators
were methodologically founded, however, the
monitoring system was not comprehensively
introduced. The Monitoring Office worked
under the aegis of the ministry responsible for
government coordination until mid-2006, then
it ceased to exist.

There was little continuity between the
ensuing action packages, in spite of their simi-
larity in form. The experimental programs were
never evaluated. Rather than spreading the suc-
cessful programs in a broader context, new pro-
grams were launched all the time. The complex
small regional and regional sample programs did
not become generally valid, the good examples
were not followed by continuous and permanent
financing, nor by a feasibility plan that could be
spread in a wider scope, the experience gained
was only disclosed in a few cases. In the lack of
these, their long-term sustainability was not real-
ized. It often happened that some similar pro-
grams were financed from various resources in
parallel (for example, scholarhips, or business
development). The budgetary institutions, or
those established by relying on international
support were not maintained in many cases,
this is why some important institutions ceased
to exist.

In many cases, the programs aimed at improv-
ing the situation of the Roma population failed to
reach the very strata of the Roma population in
the most disadvantageous position. It is especial-
ly true for the programs that can be won through
tenders, or those operating with very strict condi-
tions of execution. The majority of the pro-
grams which are implemented with the sup-
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port of the European Union are executed in
this way, and they are trying to appropriately
prepare the organizations that represent the
Roma for applying for the tenders and con-
ducting the tender procedures. Several organi-
zations were established for this purpose, by
using government support. This, however, is
only one of the solutions of the problem,
which is in many cases not the most expedient
one. As attention to this was also called by
TÁRKI's ex-ante evaluation16, there are only a
few of ÚMFT's operative programs in which
the multi-dimensional nature of the disadvan-
tageous position of the Roma is reckoned
with. This is why the one-dimensional tenders
that only serve the achievement of a single goal
such as training, or the creation of jobs, are not
suitable for providing genuine help to the
Roma in the most difficult positions. In their
case, it is not the tender system but special
purpose support which allows the complex
management of their situation and which may
result in a real solution.

WHAT KINDS OF PROGRAMS ARE NEEDED?

On the basis of the evaluation of the subsidies
used for the improvement of the situation of
the Roma population, the question arises:
when does it make sense to launch such a pro-
gram whose earmarked target group will be the
Roma? One should be able to give a deter-
mined answer to this question both on the level
of principle and on that of practice. In princi-
ple, it would make sense to launch earmarked
Roma programs if the disadvantage that we wish
to eliminate has ethnic types of reasons. If, how-
ever, the purpose is to mitigate such disadvantages
which do not have a causal relationship with eth-
nic characteristics but at the same time, they affect
a high number of Roma inhabitants, then it will
not be justified to implement them as a program
earmarked for Roma purposes. 

In our opinion, it is practically this principle
that is followed by National Assembly resolu-
tion No. 68/2007. (VI. 28) on the Strategic
Plan of the Decade of Roma Integration
Program when anti-discrimination and culture
are indicated as areas where it is possible to
define the Roma as an independent target
group in the individual measures. At the same
time, this resolution also argues for the justifi-
cation of defining tasks based on social view-
points (such as disadvantaged position, perma-
nent unemployment, low qualifications) with
regard to education, employment, housing and
health care, as well as on regional aspects (for
example, disadvantaged regions and settle-
ments).

However, we have to call your attention to the
serious practical threats inherent in this theoreti-
cally right approach. Scientific research has con-
firmed the practical experience that, if the target
group of a subsidy is broadly defined, then those
members of the target group who are in a rela-
tively advantageous position with regard to access
to the subsidy, will push out those members of the
target group who are in a more disadvantageous
position. It is a further problem that the most
disadvantaged groups of the Roma population
are not able to use certain forms of support
such as training without using supplementary
services (for example, organizing travel or
babysitting services), consequently, it is gener-
ally only those complex programs in which the
complexity of their disadvantages is reckoned
with that offer an appropriate solution. 

It is typical for the Roma to belong to the
group of those in the most unfavorable posi-
tion even within the groups with multiple dis-
advantages. Consequently, in the case of pro-
grams launched for target groups defined on
the basis of regional and social aspects, supple-
mentary measures that provide equal access to
the Roma are needed, and it should also be sys-
tematically monitored whether the subsidies
reach the Roma population in the right propor-
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tion. In the National Assembly resolution that
we have referred to and the related government
decree No. 1105/2007.(XII. 27.) that contains
a two-year government action plan, such tasks
are also defined. Besides, the National
Assembly resolution also specifies such indica-
tors as the qualification level of the Roma, the
level of special education attained by the Roma,
the number of Roma employed in state admin-
istration and civil services, the number of
Roma women and men who attend health
scans, which, in our view, cannot be determined
without targeted data collection.

However, the execution of the National
Assembly resolution may be hindered by that
there is still no uniform government stand-
point as to the necessity and method of imple-
mentation with regard to the data collection.
The ministry in charge of the coordination of
Roma integration does not agree, from “pro-
fessional policy” points of view, with the idea
of collecting ethnic data in relation to educa-
tion, health care and housing. The reason for
this is that, on the one hand, in our opinion, the
linking of the data collection to a specific pur-
pose is questionable in the areas mentioned
above, i.e. getting the subsidies and develop-
ments to the target group does not require any
data collection on the Roma. In other words,
there are no Roma normatives or programs in
social policy and employment policy. On the
other hand, starting out, for instance, from the
census data, in which only 193 thousand people
declared themselves Roma, even in spite of the
anonymity of the data collection, as opposed to
the 600–700 thousand headcount that turns out
from the sociological surveys, we would prob-
ably receive an inaccurate picture of the num-
ber of Roma involved in the programs. The
participants of the employment, social, health
care, etc. programs will probably declare them-
selves to be Roma in a similar proportion as in
the course of the census, this is why these data
will not be suitable for realistic planning.

SUMMARY CONCLUSIONS

The assistance to be used for the improvement
of the situation of Hungary's Roma population
and the rise of this minority has multiplied
since the collapse of communism, and the sub-
sidy system and the support programs have
become ever more complex. However, this
change did not go hand in hand with the evolu-
tion of the system of subsidy planning, execu-
tion and monitoring. The traditional tools of
government coordination were, in turn, not
suitable for the efficient management of the
comprehensive government programs. The
resources that can be indirectly used for the
improvement of the Roma minority are again
multiplied as a result of the assistance received
from the European Union. The efficient use of
these requires that the subsidy system and the
form of government coordination should be
reconsidered. 

Based on our status assessment, we can iden-
tify two serious risks about the future.

The assistance addressed to the most dis-
advantaged regions and settlements and the
groups with multiple disadvantages, which can
most often be won in the form of a tender appli-
cation, will not reach the most disadvantaged
groups of the Roma population, or, in lack of
appropriate complexity, they will not achieve a
meaningful improvement in their situation.

The government coordination of the
measures aimed at the social integration of the
Roma by the use of traditional tools will not be
suitable for the efficient management of these
problems whose handling requires a highly
complex approach.   

Based on the above, we proposed that the
realization of the programs aimed at support-
ing the disadvantaged strata of society should
be evaluated by the involvement of independ-
ent researchers, with regard to whether these
subsidies have reached the needy groups of the
Roma population. It should also be assessed
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what coordination mechanisms, forms of sup-
port and supplementary services have best
ensured that the support had indeed reached
the right targets, in the case of the successful
programs, what factors have led to the failures
of certain programs; and how the factors that
lead to success can be extended to as broad a
range of the programs as possible.

Complex programs that reckon with the multi-
dimensional nature of the disadvantages and
which provide targeted support should be
launched in order to improve the situation of the
most disadvantaged groups of the Roma popula-

tion. The conditions of official data collection
on the Roma persons who are affected in the
various programs should be created, by taking
data protection norms into account. A plan-
ning, reporting and control system which ear-
marks, and allows the monitoring of, the public
funds that are used for the improvement of the
situation of the Roma population, as well as
their route and utilization, should be estab-
lished. In the implementation of the govern-
ment measures that affect several ministries, it
would make sense to apply the tools of project
management.

1 According to benchmark opinions, an anonymous
data collection aimed at statistical purposes and pub-
lic policy objectives would not violate the data pro-
tection act (Report on the Activity of the National
Assembly Commissioner for the Rights of National
and Ethnic Minorities, 2005). 

2 The relevant draft EU-recommendation also high-
lights that “the Roma population has a double
minority status: they represent an ethnic minority
and a socially underprivileged community” (Tabajdi,
2004).

3 Constat (1996), p. 17

4 National Assembly resolution No. 68/2007. (VI.
28) 

5 Government decree No. 1105/2007. (XII. 27) 

6 Report on the Audit of the Subsidy System of the
National and Ethnic Minorities of Hungary (0468)

7 In the average of the data of 2000–2006

8 SAO, 2006, p. 19

9 Source: Review of the European Union Phare
Assistance to Roma Minorities, December 2004, p. 4

10 SZMM (Ministry of Social Affairs and Labor), 2007,
p. 9

11 SZMM (Ministry of Social Affairs and Labor), 2007,
p. 10

12 SAO, 2005, p. 27

13 SZMM, 2007, p. 9

14 SAO (Ministry of Social Affairs and Labor), 2005,
p. 16

15 Section 5 of government decree No. 1021/2004.
(III. 18.) on the government program facilitating
the social integration of the Roma and the related
measures 

16 TÁRKI (Social Research Institute) (2007):
Horizontal ex-ante evaluation of the Operative
Programs of the New Hungary Development Plan,
Budapest 2007, http://www.tarki.hu/adatbank-
h/kutjel/pdf/b006.pdf
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Zsolt Aradi 

The new regulation on the
legal status and financial
management of budgetary
organisations

The regulation and practical operation of the
financial management of budgetary organisa-
tions – including, in accordance with the classic
approach, planning, the modification of appro-
priations, financing and reporting – have come
to a crossroad again. This statement is justified
by the mere fact that the theoretical and tech-
nical principles that once yielded fundamental
changes go back one and a half decades, and in
many aspects as many as three decades.1 The
frequent modifications were usually not sys-
temic in nature, and they also meant changes in
orientation. Instead of the thorough examina-
tion of requirements, the need for and orienta-
tion of the new regulations can be more suc-
cessfully determined if adaptation to the
changing boundary conditions and compliance
with the modern and long-term requirements
are set as objectives. 

In relation to the nature and manoeuvring
room of this financial regulation it has been
considered an as-is condition that public
finances operate at macro-level and are admin-
istrative/arithmetic in nature. Further regula-
tions that determine the processes and the
implementation of public finances are assigned
to other competences. The Act on Public
Finances2 is adjusted to this approach since the
very beginning, and specifies – in conjunction
with the enforcing government decree3 – the com-

petencies and procedures (the “operation”) of
public finances. At the same time, the Act
assumes that the policy acts and the annual
budgets specify requirements, conditions and
methods appropriate for the sustainable opera-
tion of public finances, and “take back” expen-
ditures. (This is like a breakdown of the plan-
ning tasks assuming that budgetary fund users
comply with the control limits by themselves,
as if they were business partners.) 

The comprehensive and reform-scale change

launched in 20024 – which was also administra-

tive in nature and concentrated on a few impor-

tant subject matters – again and again got stuck

in the “drift-sand” of disinterest in, and hostili-

ty towards reforms due to the lack of a complex

vision, as it happened to attempts and passing

ideas from even earlier times. At other times the

energy and time constraint of the current fiscal

tasks represented an obstacle.

The recently adopted legal regulation that
became known as the Public Debt Ceiling Act5

has also become part of the regulatory environ-
ment. This act can effectively and efficiently
adjust public finance expenditures to the vari-
ous macro-level processes relying on mezzo
and micro regulations (i.e. not by causing
spontaneous cutbacks, but through the
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processes of the real economy, in a systemic
manner). If the public tasks, as well as the oper-
ational and financing models of the institutions
remain unchanged, it is impossible to properly
enforce the – otherwise unavoidable – require-
ments and stipulations specified in this act.

The tools used by the state and the institu-
tions are insufficient and not expedient enough
for keeping the financial impacts of public task
performance under control. The scope, size,
quality requirements and conditions (personal
and material resources, capacities, etc.),
processes (the method of task performance)
and the performance of the institutional sys-
tem should be influenced in a manner that can
ensure quality, yet financeable public services.
Since these attributes are the fundamental caus-
es (cost factors) that generate expenditures,
and thus the need for support from public
funds, and eventually these factors exercise
pressure on the limited resources on the side of
real processes. The comprehensive approach,
the representation of public interests and effi-
ciency are present in the public sector depend-
ing on subjective endowments, and not due to
being extorted by the system. This is how the
rights, techniques, approaches, regulatory
mechanisms, risks and self-controls of the mar-
ket sector could gain space in the budgetary
sector, without any commitments towards the
“general public”.

The regulation and control of the level of costs

and performance are neither sufficiently con-

scious, nor cost sensitive. The regulations, deci-

sions and techniques of leadership, manage-

ment, organisation, task-solving technology,

financing and financial management do not

express markedly enough that public funds and

public assets are being used. The public interest

in the given tasks and cost levels must be

proven, for which specific methods are available.

The role, operation and appearance of market

mechanisms are obviously different from those

in the competitive sector. Some of the require-

ments cannot even be directly interpreted by the

micro-sector alone.

The employment relationships and the
remuneration conditions are regulated in
another approach despite the fact that they
influence more than fifty percent of the current
costs, and through live labour they also affect
the quality of services. 

This means that the fiscal, professional,
employment and wage policy requirements are
not unidirectional, the enforcement thereof is not
coordinated by regulation. 

Policy regulations – which yield direct benefits

by allocating funds – are being worked out irre-

spective of the fact whether the required funds

are available in the annual budgets, or not.

Specific decisions are also made in the spirit of

similar professional task performance.

Therefore, the institutions struggle between the

professional requirements and their own initia-

tives on one hand, and actual financial condi-

tions specified for them concretely in the budg-

et only – i.e. not directly from the professional

point of view – on the other. 

It is irrational to assume that self-regulation,
i.e. efficient adjustment to the changing macro-
and micro-financing conditions, will work in
the management and operation of the institu-
tions. Preference is given especially to schemes
and automatisms counteracting such abilities,
and distribution based on the declaration of the
importance of the “goal”. On the other hand,
the initiatives act against the regulation and
measurement of the costs and performance.
Therefore, profusion and scarcity necessarily
exist side by side.6

This type of management of the institution-
al sector has contributed to the fact that the
real processes, as well as the professional oper-
ation and maintenance of the institutions have
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altogether become impossible to finance. At
the same time, “underfinancing” seems to be
evident. The recurring tensions are resolved on
an ad hoc basis. The system cannot resist a
greater trial, especially due to being too frag-
mented (and consequently, due to the high
overhead costs, material supply needs and pro-
fessional deficiencies) and due to its need for
live labour. The quality of public services falls
short of the potentials, and is also out of pro-
portion to expenditures. The ambient condi-
tions (economy, public finances) are becoming
more and more stringent, however there are no
organised and efficient adaptation mechanisms
in place.

From another approach: the representation
of the “general public” – i.e. the users of servic-
es – in the regulations and real processes is weak
compared to the representation of institutions
and the staff of such institutions. It seems that
public institutions exist for the sake of the lat-
ter, and legislation and financing should also
serve these interests. (This is reinforced by the
often determining influence of people that are
directly affected professionally, as employees,
on the preparation of policy acts.)

The taxpayers' interest in the public institu-
tional sector grows in times of necessary austeri-
ty measures in order to lay the foundations for
tax cut moves. However, this is not accompanied
by real, competent, systemic and long-term
suggestions for the reduction of the evident
profusion in financial management, and for the
cancellation of professional and thus financial
commitments requiring excessive means.
(Astounding information circulates in profes-
sional circles, too, in relation to “over-finan-
cing”, i.e. the size of certain expenditure items.)

Professional and common knowledge about the

micro-sector of the budget is much less abun-

dant than that about macro finances, the partic-

ipants of the competitive sector, non-profit

organisations and local governments. Budgetary

institutions are tacitly regarded as underdevel-

oped enterprises, or as parts of the local govern-

ments, and the presumably modern direction of

change is set either without giving any explana-

tion, or under the pretext of emergency. 

“Outsourcing” some of the public tasks
financed from public resources to business asso-
ciations and foundations has been going on for
one and a half decades. This is a dysfunctional
solution, incompatible with the boundary condi-
tions. However, it can also be justified with the
fact that the budgetary institutional form did
not provide a simple and efficient framework
for the operation and financial management of
this well-definable group of institutions. The
same was suggested by the liberal (global)
method of the allocation of subsidies, and the
minimalist nature of the related regulations. It
must be added that this organisational status is
accompanied by the civil service status of the
employees, as well as systems of employment
and remuneration that are not sufficiently per-
formance oriented. These systems acknowl-
edge excessively the abilities, skills and circum-
stances of the employee, and through this the
assumed performance in those activities, too,
where greater institutional independence
would be required for the cost-efficiency and
effectiveness of employment. Tools available
for incentives and sanctioning in practice are
limited (which is why several budgetary organ-
isations opted for “outsourcing”).

Instead of the competent interpretation
and “venturesome” management of these prob-
lems it is easier to quote the scarcity of funds as
a pretext. As a result of the given – but not nec-
essary – concrete requirements, conditions and
task performance (when those are being trans-
lated into costs) this may even be true arith-
metically. On the other hand, so far it has been
neither welcome, nor proposed in a compre-
hensive manner to provide this sector with a
bigger room for manoeuvre and tools with real,
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adequate reforms in order to enable it to pro-
vide systemic and sustainable solutions in com-
pliance with the lawfully set fiscal and profes-
sional requirements. The expectations and the
tools are not in harmony.

Finally: the practice and regulatory approach of
the financial management of the institutions are
outdated. What is more, they have become non-
transparent as a result of the multi-directional
and ad hoc attempts to resolve the various ten-
sions described above. The individual attempts
and solutions to break out are based much
more on the local institutional and consultative
knowledge and interests than on compliance
with the attributes and expectations of the
field. The unsustainability of the situation is
evident at this point, too. 

The scope of the required regulation is
characterised by the fact that there are 560 cen-
tral budgetary organisations and there are
around 12,700 institutions supervised by the
local governments. Employees total around
280 thousand, and 470 thousand, respectively.
The expenditures of the central and local gov-
ernmental organisations totalled HUF 2.4
thousand billion and HUF 2.9 thousand bil-
lion, respectively, in 2008. The regulation influ-
ences around one third of public finance expen-
ditures (public spending equalling one fifth of
the GDP), and affects nearly 20 per cent of all
employees.

However, based on the spirit of the new reg-
ulation, as well as its system of tools that
strongly support financeability and efficiency it
can be stated that the scope of the regulation in
fact extends to taxpayers and the users of pub-
lic services, too.

Several attempts have been made to devel-
op new regulations in the past years.

The Act on Public Finances has been regularly

amended in support of/under the pressure of

the convergence programme (and its predeces-

sors) as well as the sectoral reforms managing

the real processes. However, as I mentioned it

above, the act is not suitable to implement these

objectives due to its original aspect. 

The policy acts are not sensitive enough to the

requirements of public finances: they are often

counterproductive, they generate unidentifiable

budgetary burdens, and occasionally neglect the

requirements and rules of public finances.

The annual budgets, the ad hoc interventions serv-

ing the restoration of the balance can evidently be

one-sided fiscal techniques. They cannot perma-

nently influence the operation and cost needs of

the public sector, and are especially insensitive to

the quality and efficiency of services.

The spontaneity of processes, the ad hoc and

merely fiscal management of the accumulated

liabilities have led to the fact that the public

institutional sector is no longer able to fulfil the

performance expectations, while the dimensions

of public finances have also exceeded the rea-

sonable and tolerable level.

In 2006 the Government increasingly
focused on the restoration of the sustainability
of fiscal processes, and on enhancing the effi-
ciency of public services. The possibilities to
harmonise the funding needs of the institution-
al sector with the available funds with the help
of fiscal techniques – without the deterioration
of public services – have been depleted. A sys-
tem enforcing both approaches in a coordinat-
ed manner needs to be developed. In this sector
cost generating real processes, operational
modes and performances cannot come into
being merely through adjustment to the mar-
ket conditions. Therefore, differentiated, task
and cost sensitive regulations are needed.

This task is undertaken not because of the

“reform rage” of the government or the staff of

public institutions. The streamlining of the func-

tions of public services, as well the guaranteed,

sustainable and efficient performance and financ-

ing of public tasks are in the public interest.
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Otherwise – without a reform – the interests
of the taxpayers can be manifested on an ad hoc
basis, one-sidedly, by confining to the financial
possibilities, cost saving, restrictions and oper-
ative interventions. In the meantime these
techniques trigger criticism (and are labelled as
“fiscal terror”, “across-the-board cuts”). There
is no doubt that these techniques require less
extensive preparation, and imply more easily
manageable tensions in the short run than the
understanding and assumption of systemic
reforms. 

Unchanged system inputs, processes and
“software” regularly yield the same results.
These elements make public services unfi-
nanceable, and prevent the enhancement of
performance.

The legal foundation for the reform of finan-
cial management was created by the so called
Status Act II, i.e. the proposal prepared by gov-
ernment commissioner professor Tamás
Sárközy by early 2005 (published in 2006). This
proposal contained an extremely rational and
clear standpoint in relation to financial man-
agement, too. The clarification of the legal sta-
tus of the budgetary organisations relying on
this proposal also required the amendment of
the provisions of the Act on Public Finances
and its enforcing decree on the financial man-
agement of institutions. In addition, the pro-
posal of the government commissioner was
used as a basis for the widely publicised
“Theses on the regulation of public finances”
issued by the State Audit Office of Hungary
(SAO) in 2007, as well as the study titled State
reform, public finance reform.

The documents also encouraged that the recon-

sideration of the rules of the financial manage-

ment of budgetary organisations should be

taken out from the efforts that were launched

for the formulation of the financial require-

ments pertaining to the operation of public

finances. Later on the results of the background

work – both the above documents and the pro-

posals formulated in a series of reports – were

forwarded to the public administration organi-

sations, and the SAO, i.e. one of the creators of

the regulations.

These systemic approaches and experiences
unanimously pointed to the fact that correc-
tions – that may be significant in solving day-
to-day problems and tasks, yet only in the
short run – should be replaced with a compre-
hensive, reform-scale re-regulation, i.e. instead
of changing a series of rules, the system itself
should be changed. The act7 was prepared rely-
ing basically on the draft of “Status Act II”,
however some elements were changed (due to
financial regulatory requirements, among other
things), and the requirements were formulated
in a more detailed manner, as the proposer
found it necessary. The specifically financial
management related parts of the act are con-
nected to, but naturally show well beyond
these elements.

Finally, among the “foundations” of the act
I must mention the government decision8 on
the restructuring of the system of the central
budgetary institutions, which was started in
2006. The main part of the transformation
schemes specified in that decision concretely
assumed that organisational and financial
management models would come into being
to directly support the evolution of the
impact of administrative saving-like measures
that would also trigger the enhancement of
efficiency. The adoption of the act has on one
hand made it possible – albeit with delay – to
internally “fine-tune” and organisationally
further develop restructuring at the level of
organisations (e.g. through the establishment
of an organisational unit vested with a legal
personality), and on the other hand to imple-
ment decisions that were postponed for the
lack of an adequate model (e.g. “reversed out-
sourcing”). 
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THE LOGIC OF THE ACT

The current situation

The former regulation of the financial manage-
ment and accounting of budgetary organisa-
tions specified in acts and government decrees
has become obsolete. 

The substantiation of budgetary planning
and reporting by the definition of tasks and
performances, as well as by organisation, and
the derivation thereof from the set of con-
tentual (professional) requirements and condi-
tions is usually very much indirect.
Consequently, transparency and traceability are
limited. The allocation of appropriations focus-
es on the direct distribution of resources and
mechanically checkable aggregate figures (rev-
enues-expenditures-staff). (Professional sub-
stantiation is independent from the set of fig-
ures of the budget, while arithmetic justifica-
tion is nothing but a document of “counting”.)
On the other hand, the regulation of financial
management aims at the administrative
“enforcement” of the limits (the mere enforce-
ment of the budget) throughout the year, and
at best specifies the related responsibilities. 

In the meantime sufficient guarantees exist
for the completion of neither the original fiscal,
nor the professional requirements. The execu-
tion of budgets that are not substantiated and
organised professionally (on the activity side)
typically relies on professionally oriented man-
agement. The function of distribution, and
then in the execution phase the operative man-
agement is disproportionate in the activity of
supervisory bodies.

In terms of authorised business activities
and approaches budgetary institutions are too
homogeneous. The system is neither struc-
tured, nor transparent, regulation is not suffi-
ciently stringent, where this could be possible
under the given conditions, and is not flexible
where such regulation would be more effi-

cient; a registration-type and institution-level
(not activity based) information system is in
place.

For the lack of mandatory orientation it is
uncertain whether the different public tasks are
performed by budgetary or business organisa-
tions. (Tangible local benefits and the lack of
control give preference to the latter in contrast
with public interests.) There is no registration
system relying on effective decision-making
and operative procedures that would ensure
sufficient transparency and legal certainty. 

This regulation, and the even more obsolete
practice are not competitive with the regulation
and practice of the business sector. (In the
meantime some of the public tasks are per-
formed by non budgetary organisations.) At
the same time, this system does not profound-
ly enforce the specific features of public task
performance from public funds either. These
specific features include in brief:

•the difference between demand and liquidity, 
•the community nature of some services,
•the forced nature of task performance, 
•general professional requirements and

guarantees, 
•system operation, plannability, measurabil-

ity and protocol of tasks, 
•calculable and prescribable costs, cost ele-

ments and wage policy, 
•evaluability of results and expenditures, 
•need for transparency, 
•specific way of resource acquisition by the

state.

The aspect 

In the past decade standpoints managing fiscal
problems directly, through administrative tech-
niques and standpoints representing the princi-
ples of competition and individual (group)
benefits have been equally formulated in rela-
tion to the development of the new regulation.
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A comprehensive model or regulation has been
elaborated for neither of them. However, it
must be noted that all of the disclosed concep-
tional ideas were based on a differentiated sys-
tem. The difference presumably existed in the
institutional extension of the different system
elements (regulators linked to the individual
groups of institutions), in the application of
the market model, as well as in the fact that the
pronounced specific rules are detailed to vary-
ing extents.

During the elaboration of the bill various
starting points were kept in mind: on one hand,
the general fiscal requirements related to the
operation of public finances, on the other hand,
the identity and natural endowments and func-
tions of the budgetary institutional sector.
Greater incorporation of the management of
the real processes and activities into the envi-
ronment of financial requirements naturally
goes beyond the direct regulation of spending
money, and the schemes thereof based on
administrative restrictions. What is more, the
proposed solutions are differentiated, too.
However, putting professional services and
performance in the foreground does not lead to
the full-scale application of the market model
or the elements thereof; tools and techniques
are adopted and a range of transitional schemes
is introduced. This means that the multilevel
regulatory model that acknowledges the specif-
ic characteristic features of the real sector – i.e.
here the public sector – can be found between
two approaches and concepts.

The system of public finances must implement
three basic objectives. These are the following:

•creation and maintenance of fiscal disci-
pline (keeping the gross sums of the budg-
et under control in order to facilitate the
reduction of public dues and to improve
the competitiveness of the economy), 

•allocation deficiency, distribution of the
funds according to the priorities (due to
prioritisation the funds are regrouped from

former priorities, determinations, actual
and possible issues to the new priorities,
from the less successful programs to the
more successful ones), 

•promotion of the cost-efficient perform-
ance of public functions (reduction of costs
required for the effective completion of
tasks to the minimum, putting performanc-
es in the focus).

The interdependence of these three objec-
tives can be formulated as follows: “If we can-
not count the money, we cannot distribute it,
and if we cannot distribute it, we cannot use it.”
The act builds on the correlations of this state-
ment, and focuses on the very last from among
the above written.

The act supports the reinforcement of fiscal dis-

cipline not by the description of the directly

related techniques. (That happens in other rules

of law.) This objective (too) is served by a con-

tent oriented set of tools, i.e. by the wide-rang-

ing regulation of the need for public funds and

the reduction of such need, the mitigation of the

inherent risks, as well as by the regulation of

performance.

The regulation contained in the act is also
compatible with the Act on Business
Associations9, it applies the approach and tech-
niques of the competitive sector in relation to
interpretable subjects and in an interpretable
manner. At the same time, it is in general of a
markedly budgetary nature, supporting order,
discipline and public task performance, ensures
management/supervisory control and execu-
tive responsibility, and gives preference to the
legal status and financial management solution
developed for budgetary institutions for the
performance of public tasks. 

Furthermore, the regulation in general calls
for the extended interpretation of the financial
culture: a complex (financial and professional)
system of objectives, systemic nature, trans-



PUBLIC FINANCES – Budgetary Management 

450

parency, being of public interest, performance
oriented management and financial manage-
ment (managing organisation, institution).

The new approach 

After considering the situation that had
evolved, and the characteristic features of the
public sector, a new system came into being –
with reform-scale changes. This means the
introduction of significant new schemes, as
well as the supplementation of the existing
schemes with elements of similar orientation. 

On one hand, fiscal and professional guaran-
tees have become stronger in the planning and
execution of the budgets. First of all, planning
takes its proper place in the operation of the
institutions. Specific budget planning is a
determining link between the budgets distrib-
uting the given resources and regulated task
performance, which also has a definite profes-
sional content. This type of planning is repre-
sented on one hand by the budget document
proper, which contains the figures, and on the
other by professional, organisational and per-
formance plans that lay the foundations for
the contents, and also support the execution
thereof. This is also the basis for accountabil-
ity. This means that regulation must be suffi-
ciently sophisticated for the joint manage-
ment of professional activities and financial
management in institutions that perform
public tasks from public funds: a thoroughly
elaborated, organised solution must be pro-
vided for that case too, when funding must be
cut back in the public interest, and additional
resources may also be granted in the same
manner. (I.e. not by the “distribution” of
funds, which serves daily, partial successes
not necessarily through prioritisation.) This
is in fact about the further development of
the classic budgetary logic on a broader
approach.

On the other hand, a differentiated system
has come into being from the homogeneous
group of budgetary organisations, which is a
significant novelty. Within this, bureaucratic
rules based on traditional and more stringent
planning remain characteristic, what's more,
at certain significant points they become even
stronger in the “classic” institutions that rep-
resent a determining proportion within budg-
etary organisations as a whole. These institu-
tions include public power organisations (e.g.
organisations of public and justice adminis-
tration, as well as the armed forces), and pub-
lic institutions (e.g. public education and
social institutions, public collections). At the
same time, for efficiency considerations
“more market-like” rules that take into
account working capital costs, too, may be
enforced at certain types of service providing
organisations. Here the requirement of
adjustment to the demand and the situation,
as well as the enforceability of the principle of
performance require flexibility in planning
and financial management alike, as well as
independence without the curtailment of
responsibilities. These are the public institu-
tions (e.g. research, healthcare, higher educa-
tion and arts institutions), entrepreneurial
public institutions (institutions selected from
the former group of institutions through
legal regulation and case-by-case decisions),
public utilities (e.g. settlement management
by the local governments). 

The 'entrepreneurial public institution' is not an

“original” category. It rather means that certain

institutions representing certain professions and

selected on a case by case basis may be governed

by separate rules based on different acts. This

structure is competitive with the structure of

similar business organisations, but enforces the

requirements arising from the use of public

funds and public assets, and keeps the institu-

tions within budgetary organisations. 
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The duality and connection of the financial
and real processes are different in the various
types of budgetary institutions, and differ from
the market sector due to the very nature of
such processes. 

However, this dual approach implies risks,
too. Due to being different and due to the
restricted competencies of the financial regula-
tion, structures and rules that are directly relat-
ed to the performance of special tasks cannot
appear concretely enough in the act, and they
cannot fully implement the above approach. So
the question is whether those concerned are
willing to undertake sectoral and institutional
regulations and decisions, the extra work and
struggles inherent in the transition for the sake
of long-term efficiency and fianceability bene-
fits, or want to try to mitigate the increasing
tensions and achieve results in an ad hoc man-
ner, with the usual daily techniques of conflict
management, by passing on responsibilities, by
acquiring additional resources, and by passing
costly policy acts and decisions “lined” with
these extra funds.

The theoretical aspects of regulation

The theoretical and economic basics
The specific characteristics of the public sector
that are taken into account in this respect are
the following. 

Public functions are usually fulfilled from
resources to be planned by the state in the
budget, mostly from public funds, relying on
the provisions of the sectoral regulations. The
tasks – as public services – are determined in
terms of content, and shall be performed in the
public interest. Therefore, the professional and
economic requirements and conditions, as well
as the costs and revenues can be regulated
directly in an interrelated manner, and unique
management interventions are also possible in a
broad range. (In practice it cannot be predicted

which attempt will yield success at the expense
of the other under the given circumstances.)
Therefore, in theory not only allocated
resources (resources that were available from
the budget) are available for financial manage-
ment. Cost generating processes and perform-
ances can be predictably managed and checked
based on the specific characteristics of the
given activities and expectations. In case these
elements are managed in a conscious and respon-
sible manner, funds that are “due” as resources
are in fact available. This procedure of planning
and use, a well as this content are mandatory in
institution models that spend public funds, and
that basically lack market mechanisms and are
based on bureaucratic control.

Withdrawals by the state from the primary
sources of income and from income owners by
virtue of power require – just like the rate of
withdrawal – convincing and detailed explana-
tions, and specific measurability both towards
the entities hit by the withdrawals and the ben-
eficiaries (as well as towards those entities that
were not allocated resources). The explanation
must specify the objectives, legal titles and
extent of use, and all this must be accounted
for. Consequently, measurement in this field
cannot be reduced to the measurement of prof-
its, growth in assets and markets, etc.

When applying for subsidies, the benefici-
aries and their background entities name a cer-
tain social need [requiring significant state
(public) financing] as a reason.

The budgetary institutional sector is not a
part of public finances seen as a set of mere fig-
ures and calibrated to a much smaller scale,
which in this manner can be arbitrarily and
directly changed merely on the resource side.
The processes are necessarily determined by
the multitude of sectoral rules related to public
tasks, professional and economic aspects, the
institutional system, and decentralised deci-
sions made at several points of the institution-
al system and the management/supervisory
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organisations. Therefore, the strong fiscal con-
straints can be really enforced through these
elements. 

Processes that are deemed to be as-is ele-
ments during budgetary decision-making, and
that can be re-regulated only in the longer run
have already been extensively used.

It is basic requirement that macro-economic
aspects should be taken into account when
deciding on the size and structure of public
finances. However, this is not an end in itself,
and it shall not serve other partial interests. Its
designations and fundamental functions
include the cost-efficient financing of the sys-
tem of budgetary institutions. Public finances
is not a sack the opening of which should be
held so that the least possible amount could go
into it (the smaller the loss or the possibility of
loss), but it is also a guaranteed system of con-
ditions for public task performance by the
institutions.

As a result of the aforementioned, the
operation and financial management of public
finances and its organisational system are regu-
lated by detailed legal, financial management
and accounting principles with specific con-
tent.

At the same time, there is rightful demand
for the proven market type, rational and per-
formance proportionate resource acquisition
and use, as well as solutions for planning and
accounting based on the working capital costs.
This means that market control also appears in
part of the budgetary institutional sector.

Public funds are expected to be used effi-
ciently, cost-efficiently and effectively.
However, according to the above written, the
regulation of the public sector operating under
non-market boundary conditions, i.e. not rely-
ing on the actions of the “invisible hand”, can-
not be business-like in nature. Yet, the comple-
tion of the requirements cannot be fully trust-
ed to the knowledge, versatility, mentality and
bona fide sacrifice of the individuals working in

the public sector – that must be achieved
through the operation of the system.
Administrative, absolute financial limits are
one-sided. They are justified to be used exten-
sively in this sector, but by no means every-
where. At the proper points the relevant,
authentically interpretable elements of the
rational economic approach and tools must be
built into the institutions' “own” system (that
manages and controls the characteristic fea-
tures in a special way). This means the applica-
tion of the performance and responsibility
principles, the financial management and work-
ing capital cost centred approach, as well as the
planning, reporting and accounting techniques
of the market sector, where such can be inter-
preted. The “separation” of the institutional
sector and its financial management rules rep-
resents this approach.

Transparency
Transparency is a fundamental precondition for
the operation of the public sector. The act specif-
ically refers to the enforcement and supervision
of the existing rules (e.g. the “glass pocket”
act). However, it is especially the new rules of
the act that formulate several elements in sup-
port of transparency expected by the “general
public”. The comprehensive nature of the reg-
ulation itself serves this objective by systemis-
ing the wide-ranging institutions. These ele-
ments include: 

•budgetary and financial management
organisational criteria and organisational
expediency, 

•varied division of the institutional system
into subsystems, 

•related relevant and differentiated financial
management rules (from planning to
reporting), and the related documents, 

•economics-based revenue system (from
those that are related to public power in
nature to those designated to carry out dif-
ferent tasks), 
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•the role of management organisations in
system operation, structured functions and
responsibilities of institution management
(from single-person management to colle-
giate management), 

•detailed rules for the establishment, liqui-
dation and registration of organisations,
procedural and responsibility rules, stan-
dard content of documents, 

•creation of cause and effect relations in
general among the various processes and
regulatory elements.

Systemic nature
Relying on a new approach and decades-old
experiences the subject matter of the new
regulation is much more comprehensive and
wide-ranging, and is systemic, too. 

The act does not endeavour to solve unique
and day-to-day issues. It expects that the rules
and the system would provide efficient solu-
tions complying with the fiscal requirements
and the public interest. It provides compre-
hensive and highly differentiated regulations
for state and local governmental institutions
providing public services, as well as the inter-
nal structure, professional operation and
financial management of such institutions,
with regard to the various functions. It ma-
nages the multitude of interrelated regulatory
points in a uniform process. With regard to the
emerging security issues of the users of public
services and suppliers – while the act takes this
into account, too – the comprehensiveness and
significance of the new system are even more
evident. 

The act creates a new mode of operation and
new responsibility systems keeping in mind the
performance of public tasks and the interest of
the general public, the citizens and the users of
services. In other words: the regulation was not
prepared in the interest of certain interest
groups, institutions or persons. 

The following description of the framework-

like nature of the system presents the further
aspects of the systemic structure.

The framework-like nature
Despite the above written, the act does not
directly regulate the policy actions. However, it
calls for and authorises the reconsideration and
modernisation of their requirements and con-
ditions. Without questioning the so called lex
specialis doctrine, the act makes it possible to
manage activities and other legal regulations in
a systemic manner, and points to the cause and
effect correlations derived therefrom (correla-
tions that generate costs or performance ori-
ented correlations). Naturally, the commit-
ments of public finances, and indirectly those
of taxpayers are generated not only by financial
management and spending taken in the narrow
sense of the word. 

In the act this appears in that several refer-
ences are made to the provisions of special acts
or legal regulations. This is not an indication of
the uncertainty of regulation. Rather, it comes
from the fact that the area to be regulated: the
system of public task performance, the dual,
professional and economic objectives thereof, as
well as the management of the sector are hetero-
geneous. Therefore, despite the “legal beauty” uni-
form regulation thereof within a single legal regu-
lation is impossible. All this would only result in
the prescription of meaningless elastic rules or
the tacit acceptance of the fact that different re-
gulations may be adopted in other fields.

However, reference to the special acts (usu-
ally to policy acts) is not merely “authorisa-
tion” for different regulation. On the contrary:
it calls attention to the fact that by taking on
the general requirements enforcing the sectoral
specialties policy acts must provide regulation
(for example when determining the various
requirements pertaining to public tasks and the
operation of budgetary organisations, in cer-
tain issues of legal status, in relation to employ-
ment by and management of the organisa-
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tions). It must be apperceived that the direct
financial and administrative rules of public
finances by themselves do not provide a rele-
vant framework for the operation and financ-
ing of the public sector. The latter very much
depends on the compliance of policy acts with
the financeability and efficiency requirements.

Organisational expediency in public task
performance
The original subject matter of the initiative for
the elaboration of the act was the restructuring
of the legal status, operation and financial man-
agement of the budgetary organisations.
However in the meantime it became necessary
that by the formulation of more comprehen-
sive and general regulatory elements pertaining
to the conditions of public task performance it
should provide momentum for actions that
were launched independently during the prepa-
ration of the act, but which have not yet yield-
ed mature results. Therefore, the comprehensive,
detailed and differentiated regulation of budget-
ary institutions is supplemented to the required
and possible extent with rules pertaining to the
other forms of public task performance.

The decades long efforts that aimed to define
public and market financing partially on the
basis of insufficient knowledge, and which
resulted in the large-scale “outsourcing” of
public task performance had to be readjusted.
The efficiency of the public sector is not a busi-
ness requirement (as it would be assumed from
the market conditions), but the expectation of
the general public in relation to the use of pub-
lic funds. This can manifest itself through spe-
cific, non-market mechanisms. There is no
doubt: the former regulatory system did not
offer sufficiently high-quality and versatile
solutions for the operation and financial man-
agement of the budgetary organisations.
Therefore, from time to time the performance
of public tasks from public funds and public
assets by business organisations was given pref-

erence, while the 'budgetary organisation' form
is available for especially this purpose. 

The act resists the excessive and fashionable
marketisation and outsourcing of public task
performance, as well as the association of the
concepts of cost-effectiveness, efficiency and
performance exclusively with the competitive
sector. In relation to the performance of public
tasks from public funds the act gives preference
to fundamentally modernised budgetary insti-
tutions. 

In this sense the two types of financial man-
agement converge, and that of the budgetary
organisations becomes competitive. The above
mentioned duality – i.e. that the objective of
operation cannot be simplified to a few busi-
ness indicators that would provide a compre-
hensive evaluation – does not only remain, but
becomes stronger. Policy activities and finan-
cial management together provide the system
of requirements. This also requires that the
tasks, performance and responsibility of the
managing organisation and the management of
the institution should be interpreted, regulated
and called to account in a dual system.

By interpreting its subject matter in the
broader sense, the act also aims to resolve the
situation in which public tasks are also per-
formed by non-budgetary organisations, and
are also funded from non-public financial
resources. Therefore, in a separate work
process the characteristic features and condi-
tions of operation as a non-profit business
organisation were specified, and the opera-
tional conditions, rules of business organisa-
tions, as well as rules of “transformation” were
also incorporated into the act.

Hence, the budgetary institutional model is
supported from three sides. On one hand, on a
case by case basis and pursuant to specific legal
regulations budgetary organisations that in part
function under market conditions may trans-
form into budgetary organisations of a specific
structure (these are the so called entrepreneur-



PUBLIC FINANCES – Budgetary Management 

455

ial public institutions). A “strange” result of
this transformation is when an organisational
unit (or organisations units) of a budgetary
organisation that structurally remains to be
public institution is/are vested with a legal per-
sonality and is/are transformed into an entre-
preneurial public institution. On the other
hand, the “transformation” of budgetary
organisations that are engaged in a significant
amount of business activities into state or local
government owned business organisations, and
the continued performance of public services
are supported by further procedural rules.
Finally: the “re-transformation” of business
organisations and (public) foundations that
currently perform public tasks practically from
public funds into an adequate form of opera-
tion becomes regulated. All this means the
requirement of “organisational expediency” in
public task performance, for which the act stip-
ulates various standpoints. It is not difficult to
discover the directions of the above mentioned
government decision on “restructuring” in the
central budgetary organisations.

Another aspect of organisational expediency
is functional task organisation within the indi-
vidual institutions, the development of a struc-
ture corresponding to the organisational units.
This means that some of the organisations
maintain separate organisational units for the
performance of the professional basic func-
tions, and the related intellectual and physical
supporting tasks. However, in other institu-
tions it is sufficient to employ persons directly
engaged in the professional activities, and other
persons shall by no means be employed in a
separate organisational unit. In this manner the
concentration, cost-efficiency and professional
standards of the fragmented institutional struc-
ture can be – at least in part – enhanced. This
means that the new model goes beyond the
widely used consolidation of the financial appa-
ratuses, and offers a new scheme for the
enhancement of efficiency.

Finally, there is another solution: the pri-
mary, activity-based categorisation of the insti-
tutions and the related regulation of financial
management should not be handled rigidly.
Deviation from the former determination is
possible in two directions, too. This means that
financial management rules pertaining to either
more stringent or flexible types of activities can
also be applied if the actual characteristics
(especially the resources) of the institution sig-
nificantly differ from the characteristics of its
own type. This is what we call “reclassification”
in terms of financial management.

Rules of employment and remuneration 
Before going into the details let me refer to
another boundary condition that the act does
not deal with for the lack of competence. The
regulation of personal conditions generates
actual costs, which cannot simply be regarded
as determination. On the other hand, live
labour (task performance by the employed per-
sons) is mostly identical with the provision of
public services, in relation to which profession-
al and performance requirements can be set. 

Some of the problems of these regulations
are wage policy problems. However, efficiency,
expenditures, performances and the related
financial regulations need to be harmonised
(not to mention the eternal pressure related to
the resolution of the tension among the bene-
ficiaries of the different wage systems through
the use of additional resources). Tension
between the employment and remuneration
system on one side and the various financial
management systems on the other have existed
even before, since the former systems think in
terms of “persons”, while the latter think in
terms of institutions and/or normative units
and wage bill management. The aim of the act
to make the result and efficiency of service pro-
vision an objective of institutional operation
makes the management of differences impor-
tant.
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The task is to make techniques that are more
sensitive to the characteristic features of the
activities (continuity or task-based nature,
daily, etc. time requirements, measurability and
financing), and to quantitative and qualitative
performances appear in the (mostly career path
principle based) employment and remunera-
tion systems, similar to and supporting capaci-
ty financing and resource allocation. The room
for manoeuvre, which – no doubt – is present
in the rules even today, must be made more vis-
ible and reference-like. Therefore, the solution
is not the total and mechanical adoption of the
system applied in the business sector under
market conditions – but, similarly to the finan-
cial regulation – the incorporation of “custom-
made” (various), performance oriented public
service rules (elements) adjusted to the specif-
ic requirements and differentiated conditions
of the sector. This is all the more possible, since
there is no comprehensive “public service
remuneration system”.

III. THE STRUCTURE OF THE ACT –
THREE DISTINCT PARTS

The first part (the further development of
Status Act II) contains sui generis regulation
about the status of the budgetary organisa-
tions. It fills a void in the regulation of the legal
status and characteristic features of budgetary
organisations; as well as in the modernisation
and systemisation of the powers of the manag-
ing and supervisory organisations. After the
adoption of the act this part of the legal regula-
tion will function as a separate act, it will be
incorporated neither into the Act on Public
Finances, nor into other existing acts.

This regulation stipulates
•the definition, characteristic features and

general legal status of budgetary organisa-
tions; 

•the procedure and content elements of

establishment, transformation and liquida-
tion, as well as registration, 

•the general requirements and conditions of
establishment, operation and categorisa-
tion (in the Act on Public Finances), and
mostly the specific requirements and con-
ditions of regulation (in the form of policy
acts and government decrees), 

•the content of the management and super-
visory functions, 

•the requirement of the institutional inter-
nal regulation of task performance and the
conditions of task performance, 

•the emerging institution of the organisa-
tional unit vested with a legal personality, 

•the major types of budgetary organisations
and the types of tasks to be performed
depending on the nature of the activities
and the functional structure of the organi-
sation.

The second part modifies the Act on Public
Finances. This is in part carried out by the
complete replacement of one chapter (Chapter
VII) of the Act on Public Finances. It includes
the fundamental and systemic modification of
the regulation of the operation and financial
management of budgetary organisations along
standard principles, and mostly with standard
general rules, however in a differentiated man-
ner with consideration to the different types of
institutions. On the other hand, in general in
connection with this, several requirements
contained in other chapters are modified or
transferred into other chapters.

The regulation extends to 
•the general principles of the operation and

financial management of the budgetary
organisation, 

•the resources of the budgetary organisation
and the management thereof, 

•the head of the budgetary organisation
(typically financial management related
requirements), the specific solutions of
internal management, 
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•the general and specific types and subtypes
of financial management, including

•the need for making planning more sub-
stantiated and task-based; for making rev-
enues cost-proportionate, and for the dif-
ferentiated management thereof, 

•other important elements of financial man-
agement (modification of appropriations,
financing, staff and wage bill management,
reserve management, etc.).

Finally, the new Chapter VII/A contains the
framework rules pertaining to the requirements
and conditions of public task performance by
state-owned business organisations, and of the
transformation of budgetary organisations into
business organisations (and vice versa). (One
of the conditions of public task performance
by public foundations is regulated in another
rule of law.)

EVALUATION OF THE FORMER 
REGULATION, THE NEW CONTENT 
AND IMPACT OF THE ACT10

PERFORMANCE OF PUBLIC TASKS

The definition of the requirements and
conditions is fragmented and deficient. A com-
prehensive system of tools designed to specifi-
cally manage and replace the lack or partial lack
of market conditions in the institutional sys-
tem is non-existent.

Tasks are formulated for the development
of requirements and criteria for each type of
institution. On this basis, the professional,
financial and cost-efficiency requirements set
for the establishment and operation of institu-
tions, and the individual public services can
appear in a systemic, coordinated manner, and
in this case such requirements will be set by the
state. 

Financeability and the quality of services
will improve on a permanent and well-founded
basis, since the different public services need to

meet quantitative and qualitative expectations,
and systemic (non mechanical) relationship is
established between the budget constraint and
the performance of public tasks. The principle
of performance also appears, however this is
not identical with the application of the differ-
ent corporate forms. The level of “fundedness”
becomes manageable on this basis.

THE DEFINITION, CHARACTERISTICS AND

REGISTRATION OF BUDGETARY ORGANISATIONS

The definition is deficient, and not com-
pletely adequate for the expression of the legal
(e.g. sectoral) background and the characteris-
tic features – specific compared to other types
of organisations. Registration is neither trans-
parent, nor measurable, and it does not provide
legal certainty.

The regulation is to be supplemented with
the term “public interest nature”, the clarifica-
tion of management/supervision, the formula-
tion of state requirements and conditions rela-
ted to task performance, as well as with the con-
dition of comments with a specific content.
Consequently, the characteristic features are
separated at several points from entrepreneurial
and private law schemes (in terms of activity,
interest and management). Registration is based
on the criteria, through a clear-cut procedure,
with expanded and expandable data content.

The requirement for the management and
organisational expediency of public task per-
formance appears. The content and differenti-
ated nature of the criteria and the legal status
lay the foundations for the regulation of finan-
cial management. The organisational forms and
the related financial management rules support
efficiency. Registration is fair, reviewed and
authentic. 

TYPES OF ACTIVITIES

In the regulation, and especially in practice
the types of activities are not completely sepa-
rated, and the consequences are not clear.
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Marked criteria are formulated. The relat-
ed financial rules are differentiated (resources,
calculation: cost and profit content, price, plan-
ning and financial management requirements).

The basic functions are protected, the
ability to pay the overhead costs improves.

TYPES OF BUDGETARY ORGANISATIONS

Categorisation of the activities is designed
to support operative financial functions, how-
ever in practice it serves a somewhat different
function.

The new system is broken down by pro-
fessional task types (subtypes) and functions
(in accordance with the organisational solution
of task performance within the institution).
This latter classification is based on the fact
whether the institution includes all the sup-
porting intellectual and physical organisational
units, or just the first one.

The new system lays the foundations for
custom-made regulation for a great variety of
activities, the level of management, the
resource structure, the internal organisational
structure and the elements of the financial
management process, and is efficiency orient-
ed. Regulation, which has so far been homoge-
neous, and therefore did not follow reality, and
regulation, which was developed individually
for the different professional activities will be
replaced by heterogeneous, yet systemic and
transparent regulation able to adjust to the
conditions of the market economy and a great
variety of public tasks. The differentiation of
the internal organisational solutions will also
influence the structure and streamlining of the
entire institutional system.

THE MANAGING/SUPERVISORY ORGANISATIONS

The current managing and supervisory
organisations are not sufficiently regulated,
They focus more on the enforcement and rep-
resentation of individual rights and interests
than on the liabilities arising from (public)

orders, as well as governmental and social inter-
ests taken as a whole.

Management and supervision will be dif-
ferentiated and supplemented – with regard to
other rules of law as well. A new element – in
connection with the provided rights – is liabili-
ty for the debts of the institutions. The institu-
tional categorisation of the middle-level man-
agement organisation is specified in the act in
order to support the network-like operation of
institutions.

The operation of the system is reinforced:
it will become a more responsible and active
function ensuring the definition of tasks,
requirements and conditions, financing, con-
trol, evaluation and publicity, in line with the
(unique) legal status of the task performer.

METHOD OF PUBLIC TASK PERFORMANCE

There is no direct provision in the com-
prehensive financial regulations.

The managing organisations are mandated
to enforce and regularly review organisational
expediency; continuous monitoring to ensure
operation complying with the foundation deed
and the by-laws; laying the foundations for
budgetary planning with various professional
techniques. (The exact definition of public
tasks is yet to come).

The act ensures guaranteed, transparent
and financeable public task performance in effi-
ciently functioning budgetary organisations
and adequate types of organisations.

THE LEGAL PERSONALITY ORGANISATIONAL

UNIT OF THE BUDGETARY ORGANISATION

Exceptional, legally unique solution.
Its new structure ensures (without a sepa-

rate act, within the scope of the founder) control
by the founder, and institution-level solution
with specific internal and external links, while
maintaining the financial management unit. 

It provides a solution for the rational, cen-
tralised, yet professionally independent opera-
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tion of a priori complex institutions and net-
works; in addition, simple (consolidated or
independent) institutions may also acquire a
legal form, without the operation of small-scale
institution. The applicability of business
licences within institutions that are categorised
as public institutions provides further possibil-
ities to ensure that although the state and mar-
ket relations of the institution and its organisa-
tional unit are at different levels, the partially
common professional and financial base can be
utilised efficiently, serving common interests.

THE BASIC REQUIREMENTS OF OPERATION

(COST-EFFECTIVENESS, EFFICIENCY, EFFECTIVENESS) 
The so far theoretical phrases have been

clearly defined in the act.
The basis for the use of public funds for

public purposes, yet by certain institutional
independence is the definition of requirements
that pertain both to the professional activities
and financial management.

THE REVENUE STRUCTURE

The revenue structure is merely for regis-
tration purposes, and is technically coordinated
at the level of implementing regulations.

Revenues are categorised into distinct
groups that provide evaluable data both at
macro and micro levels. (In fact, the system,
which came into being a few years ago, is rein-
forced at statutory level). The different types
of revenues are linked to economically ground-
ed, differentiated financial management
licences and liabilities (usability, payment) and
calculation requirements (cost and profit con-
tent), since the revenues concerned are rather
varied (and only part of them are market rev-
enues).

Revenue planning and calculation become
substantiated, transparent and adjusted to the
expenditures; financial management becomes
more flexible, accumulation (i.e. the appear-
ance of the same revenue and expenditure

items in several phases in the institutional sys-
tem) and the restructuring of funds become
traceable. In the case of identical activities it
can be ensured that the cost structure is identi-
cal with that of the enterprises, too.

MANAGEMENT OF THE BUDGETARY

ORGANISATIONS

The requirements and expectations rely
on policy acts, and in general they are unrealis-
tically too broad, covering anything from pro-
fessional activities to statistical and financial
management knowledge and responsibility
(and therefore they exercise no impact).
Altogether they do not sufficiently support the
protection of public funds and public assets.

The regulation reflects real life, through
solutions realising the specific professional and
economic function of the institution and its
management it also includes the possibility for
the division of functions and responsibilities in
a differentiated manner, separately for each
type of institutions. For this purpose single-
person or collegiate decision-making and con-
sultation models have been defined.

It gives competence guarantees alongside
the complexity, professional and economic
independence, and various personal endow-
ments of the institutions. It serves as a founda-
tion for the actual scope and responsibility
from the aspect of public finances, too.

THE BUDGET

It contains a large amount of (arithmetic)
data, and although being fiscal in nature, it does
not manage unsubstantiated allocations. Its
structure does not reflect goods-producing
industries, it has no links with professional
tasks and task organisation.

The approval procedure that complies
with the requirements of “order” or “commis-
sioning” is restored (reconciliation, mutual lia-
bility). It focuses on those appropriations that
are of major importance in terms of economics
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and the regulatory consequences (constraints)
(this is where administration becomes smaller).
Preparation and reconciliation are adequate for
the nature of task performance; the budget is
substantiated in terms of tasks, organisation
and performance. The documents that can be
evaluated and checked include the protocol, the
performance plan and the task performance
agreement. 

Planning must take into account the
resources and costs of activities performed
with institutional capacity.

The annual fiscal limits are to be loosened in
institutions that are not run on a calendar year
to calendar year basis.

Major restructuring in procedures and
content is taking place in order to reinforce the
fundamental role of the budget in part with
enforceability, and in part with professional,
supply and performance guarantees (in addi-
tion to the avoidance of debt generation). The
budget, taken in the broader sense of the word,
can play its role, if supported by proper tools.

PRICE REGULATION

It systemises the calculation of various
activities, usually starting out from the princi-
ple of cost levels. It defines the cost content
and regulatory levels in a differentiated manner.

In the different activities the level of cost
bearing can be based on measurements, and can
be linked to interests. Own revenues from
non-core activities must cover the costs even
beyond the variable element. This makes it pos-
sible to avoid cross-financing from the budget-
ary subsidies. The calculation of price revenues
also supports the principle of non-competition
(for example by the accounting of depreciation
in the case of certain activities). 

EXECUTION OF THE ANNUAL BUDGET, 
MODIFICATION OF THE APPROPRIATIONS

The regulation of the amendment and
regrouping of the appropriations is still complex.

It strengthens the role of planning, and
the necessary guarantee of operation and serv-
ice supply by restricting the possibilities for
amendments, where the planning conditions
(tasks, resources, etc.) are known in due time;
it also fosters flexibility where this is justified
so by the dynamism and market dependence of
the resources. (The categorisation of the insti-
tutions appears at this point, too.) The rules
also address wage policy issues and the security
of funds for renovations (with a longer-term
interest) by restricting in general deviations
from the originally planned expenditures.
Special features and restrictions are enforced in
the use of revenues of the organs of public
power (i.e. these revenues can be used on the
basis of separate regulations and depending on
the conditions, through the proportionate
enforcement of interests and disinterests). 

THE FINANCING METHOD

The solutions mostly express time pro-
portionateness.

Practice is increasingly adjusted to the
nature and endowments of the activities
through the guarantees of differentiated, task-
based financing. Global institution financing
and normative financing can be time propor-
tionate, however when financing costs propor-
tionate to the tasks, it is necessary to make dif-
ferent scheduling possible. 

Financing supports fiscal discipline, liq-
uidity and task performance.

REPORTING

Reporting is formal and arithmetic in
nature.

Its dual, professional (tasks, performance)
and financial content becomes stronger and
interrelated. Interest and publicity are based on
this.

It becomes crucial in the preparation of
planning and in the reinforcement of the prin-
ciple of performance. Its significance increases
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especially in institutions that prepare perform-
ance plans.

RULES PERTAINING TO THE ACCOUNTING

OF RESERVES

The regulation continues to sanction the
commitment of resources without a cause:
resources committed due to delayed task per-
formance shall be withdrawn entirely, resources
that are not burdened by commitments can be
withdrawn or used on the basis of differentiat-
ed regulations.

In order to prevent squandering and to
support savings the regulation acknowledges
rational and standard reserve formation, and
the efficiencies of institutions that function
more like market organisations. 

PRESENTATION OF THE PUBLIC POWER AND

PUBLIC SERVICE ACTIVITY IN FINANCIAL

MANAGEMENT

The general legal regulations hardly con-
tain provisions that would fit this differentia-
tion. Even upon authorisation, in certain fields
rules that are law unto themselves and are
incompatible with the otherwise standard fiscal
and efficiency requirements have come into
being.

In relation to the legal status, the regulation
is “drawn apart” from the theoretical aspect: at
the organs of public power activities and finan-
cial management are mostly separated, while in
public service organisations the relationship
between activities and financial management
becomes differentiated (also by subtypes).
Pursuant to the regulation, institutional inde-
pendence becomes more pronounced in certain
types of institutions depending on the emer-
gence of market relations and the principle of
performance, and on the different management
of the various revenues.

Different elements in the financial manage-
ment of the different types of budgetary organ-
isations: scope of activities, governance and

management, definition of the financial frame-
works (resources), protocol, performance plan,
task performance agreement, personal remu-
neration, staff planning and management, per-
formance incentives, regrouping of appropria-
tions, scheduling of financing, reserve manage-
ment, treasury loans and utilisation of savings
(same place), accounting, auditor, “reclassifica-
tion” in terms of financial management versus
activities.

A major, differentiated, but theoretically
structured and transparent system of tools will
come into being for the improvement of the
fiscal discipline and efficiency of operation and
financial management. 

MANAGEMENT OF STAFF AND PERSONAL

REMUNERATION

Wage bill management will be fully or par-
tially strengthened and made clear-cut. Staffing
levels will also be determined at the central
organisations of public power and at public
institutions.

At public power organisations well-found-
ed and direct planning of staffing levels and
remunerations will get into the focus, while at
the more business-like subtypes of public serv-
ice organisations (public institutions, entrepre-
neurial public institutions, publicly owned
companies performing public services) the
employment and remuneration conditions fos-
ter services and performance (with unchanged
public service pay structures).

BOOK-KEEPING

In addition to the (former), modified
cash-based book-keeping in more business-like
subtypes it is necessary to collect, or make it
possible to collect expenditures and revenues
on an accrual basis (supporting task based plan-
ning and financial management that take into
account working capital costs), and independ-
ent audits (to compensate the limited manage-
ment functions). 
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PERFORMANCE OF PUBLIC TASKS

BY STATE-OWNED BUSINESS ORGANISATIONS

The conditions are not regulated: what
basic requirements must be met when public
tasks are performed by business organisations;
what requirements must be set, and what pro-
cedure must be followed when “outsourcing” a
budgetary organisation as a business organisa-
tion, as well as in the case of restructuring in
the other direction. In practice, organisations
are established and public funds are used with-
out principles and conditions, concrete deci-
sions are made on an ad hoc basis.

The detailed description of the criteria,
conditions and procedures (including require-
ments for restructuring in both directions) will
follow in a suppletory manner. It is specified in
detail when (in the coexistence of which condi-
tions) public tasks can be performed by
state/local government owned business organi-
sations: 

•the performance of public tasks and public
services is ensured, there is no state liabili-
ty for reorganisation, 

•the fairness and freedom of economic com-
petition is ensured, the number/type of
service providers is not restricted, informa-
tion is available, 

•cost-effectiveness, efficiency and trans-
parency are ensured, 

•market resources play a dominant role,
budgetary support can be won by competi-
tive bidding, manager control is in place, 

•the professional background for cost- and
task-based planning is available, and the
value of performance is defined, 

•beneficial in terms of financing from public
funds.

It is specified unanimously that no back-
ground institution can operate as a business
organisation. 

Organisational expediency is developed in
the performance of public tasks, with real mar-
ket control. Business organisations concentrate

on the area yielding real benefits, under mana-
gerial responsibility, and aspects that provide
orientation (alternative solutions) mostly to
local governments.

ESTABLISHMENT OF BUSINESS ORGANISATIONS

In the reinforced, new regulation the cri-
teria are formulated in the following area
(progress is evident primarily in the local gov-
ernmental sector): limited liability, majority
influence, ban on further restructuring, legal
regulation, licensing (necessity, cost-effective-
ness, content), resource proportions (that
reflect the actual manifestation of the market
nature of the activity), supervisory committee,
auditor.

Regulation protects public funds and pub-
lic assets. 

OTHER ASPECTS, IMPORTANT ISSUES

PARTICIPANTS, EXPECTED IMPACTS

Citizens as taxpayers will benefit finan-
cially, since the field and organisational expedi-
ency, and method of public task performance,
as well as the rules for financial management
will keep public funding obligations, and con-
sequently, public dues within reasonable limits.

The state acquires tools for the adjust-
ment of the cost and resource needs of the
institutional system to the budgetary macro
limits, and to the provision of extra services
from the resources. 

The tasks imposed on/undertaken by the
budgetary organisation, as well as the public
and other resources are coordinated in a sys-
temic and predictable manner. 

The head/management of the budgetary
organisation is competent, efficient and
responsible; it supports the enforcement of
public and organisational interests. 

The operational and employment require-
ments and conditions are predictable and
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encouraging for the employees of budgetary
organisations (with the limitations indicated
above), the users of public services receive
higher quality services in a more transparent
manner. 

The guaranteed terms and conditions of
the supplier increase security. 

THE EFFECTIVE DATE is 1 January 2009 with the
following conditions: 

Certain provisions of the act (practically the
legal status and organisational elements) can/shall
be implemented by the middle of the year.

With regard to the labour intensity of
preparation, as well as to the given topicality of
the regulated economic events, it is justified to
apply the provisions on financial management
for the first time during budgeting for and
financial management in 2010. It was a distin-
guished aspect that entities engaged in the
operation of law and further legislators should
be given sufficient time to understand the pro-
visions of the act and to make preparations.
Legislation first of all focuses on sectoral laws,
as well as on the government decree enforcing
the act.

An important element is the “three-year”
rule for the different “modifications”. This
means that the form of organisation and finan-
cial management can and must be changed
either immediately, or only in the third year
after the conditions exist for two years, both in
case the type of the budgetary organisation is
changed, and in case budgetary organisations
are transformed into business associations or
public foundations.

The preparation of the act protracted –
mostly due to the fact that new subjects were
included in the regulation – and the fate of the
bill was uncertain until the very end. The rea-
sonable extent and form of the preparation of
enforcement were developed with regard to
these circumstances, as well as the scheduled
application of the rules.

Tasks that arise directly from the text of the
act, as well as other related tasks are stipulated
in a government decree.11 “Task plans” are also
given by the authorising provisions. All these
are summarised by the central guidelines
(issued by the Ministry of Finance independ-
ently for the ministries and local governments)
in order to ensure compliance with all items of
the act, and to keep “introduction” under con-
trol, coordinated and balanced. On this basis a
management action plan shall be prepared, and
a similar plan shall be drawn up at institutional
level, too. The standard interpretation of law is
also supported by centrally organised educa-
tion and consultation series.

MODERNISATION OF THE SYSTEM OF SPECIAL

TASKS TO BE PERFORMED AT THE LEVEL OF PUB-
LIC FINANCES The modernisation of the system
of special tasks to be performed at the level of
public finances (and also institutions) is con-
nected – through a government decree – to the
task and performance orientation of the act, to
planning based on measurability and reporting.
Its objective is to lay the foundations for finan-
cial regulation, planning, funding and financial
management, performance evaluation, as well as
information supply and the generation of real
data. On this basis one can determine, describe
and define the relationship of the state and
other financing entities with the activities, the
expenditure and revenue legal tiles of individual
tasks (task groups), the resource structure of
the tasks: the burden to be borne by the state
and other players, the expenditure (and sup-
port) needs and the possible revenues (profes-
sional and maintenance requirements, condi-
tions, performances). The system supports the
improvement of the relationship between task
performance and financing by modifying the
quantitative or qualitative parameters (supply);
by withdrawal or progress; by the amendment
of legal regulations, by changing the organisa-
tional frameworks or improving efficiency.



PUBLIC FINANCES – Budgetary Management 

464

CLOSING ARGUMENT

The framework rules have been created for the
establishment, operation and financial manage-
ment of an efficient, transparent, measurable
state/local governmental organisational sys-
tem, which ensures legal certainty and has been
functionally adjusted by the act. On one hand,
budgetary organisations that mainly perform
mandatory public tasks by using public funds
and public assets, and are basically considered
as non-market players undergo major moderni-
sation together with the related support and
financial management system that provides
supply, financeability and efficiency guarantees.
In the case of the given, above described
boundary conditions this form of task per-
formance and financial management is clearly
given priority in the organisation. On the other
hand, the requirements and conditions of the
separate model of financial management organ-
isations are also stipulated in detailed regula-
tions, in order to avoid ad hoc solutions lacking
any concept. As a consequence of “organisa-
tional expediency” it was reasonable to regulate
“transfers” between the above forms.

The act intends to lay the foundations for
the sustainability and transparency of the
budget at the macro level, too by ensuring the
same at mezzo and micro level. This objective
is served by several major elements of the reg-
ulation. At the same time, the act does not
address the question of public tasks as such,
however, the issue is naturally being touched
upon in several requirements from the organi-
sational aspect. Assets and employment related
issues appear in the text only as reference to
other acts, without their own regulatory func-
tion.

The implementation of the provisions speci-
fied in the act requires corresponding govern-
ment decrees on financing and accounting, as
well as a series of mostly sectoral rules of law
(amendments, supplements).

Naturally, the transition may sometimes take
months or even years in practice. However,
inefficient task performance, organisational,
financial management and responsibility sys-
tems and the financing constraints (in terms of
capacities and processes between and within
the organisations) that are incompatible with
public interests can no longer be sustained.
Legislation must also prevent and reverse the
introduction of solutions that contradict public
interests. 

The requirements and tools of financial reg-
ulation have come closer to the nature and
processes of the real sector. It becomes clear
what conditions, decisions are in fact missing
and necessary for the efficient performance of
public tasks. This will make it possible to attain
the impacts described above. However, for the
same reason the number of factors on which
the renewal of the practice depends has also
grown. In order to avoid conflicts, the intro-
duction and application of the new schemes can
be avoided and postponed with decisions made
along other interests and ad hoc solutions. [For
example by the forced implementation of the
lex specialis doctrine, the formal completion of
planning/accounting/reporting commitments,
and managerial requirements; by neglecting
more developed requirements and opportuni-
ties (which of course contain greater expecta-
tions)] The “introduction” of the act outlined
above is designed to confine the predominance
of these and other disturbing factors.

Obviously, some entities having direct con-
trol over the institutions and this system will
initially continue with the old practice even
under the new rules, and will not use the possi-
bilities provided by the long-awaited up-to-
date model. (It is common knowledge that the
entities engaged in the operation of law always
come to support the otherwise continuously
criticised and neglected regulations once they
experience an incentive for change.) In this
case the current situation will remain in place,
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however fiscal aspects must continue to be
enforced separately. 

However, from now on references to uncon-
cerning, unifacial, technical type financial regu-
lations and decisions, as well as references to
the absence of general requirements, guidelines
and instructions for professional fields, institu-
tional systems and managing organisations will
lose credit. The representation of public inter-
ests, the accomplishment of the reforms will
sooner or later, hopefully, receive more
favourable judgement than day-to-day deci-
sions serving local interests only, or than inac-

tion, either because of sound judgement, or
favourable interests. The question is not about
the amount of extra thoughts and work
required for the transition, but about how long
the ad hoc practice legalised by the former reg-
ulations can prevail over a rational model that is
strictly based on principles. This means that in
terms of the operation and financial manage-
ment of budgetary institutions the country
must make a choice between splashing or
pulling at the public service and executive level,
and between rowing or navigating at gover-
nance level.

1 The regulation was elaborated by Pál Tucsni, a staff
member of the Ministry of Finance. His proposal
was enforced by Decree 19/1980. (IX. 27.) issued by
the Minister of Finance.

2 Act XXXVIII of 1992 on public finances

3 Government Decree 217/1998. (XII. 30) on the
rules of operation of public finances

4 Government Decree 280/2001. (XII. 26), see Zsolt
Aradi: Modernisation of the financial management
of budgetary organisations, Public Finance
Quarterly, 6/2002, pp. 587–606

5 Act LXXV of 2008 on cost-efficient public financial
management and fiscal responsibility

6 A recurrent finding in the SAO reports.

7 Act CV of 2008 on the legal status and financial man-
agement of budgetary organisations (hereinafter:
Act)

8 Government Decree 2118/2006. (VI. 30) on the
restructuring of public administration in order to
improve effective operation of public finances

9 Act CXLIV of 1997 on business associations

10 The text is usually subdivided in accordance with
these three subjects: situation before the adoption
of the act, situation after the adoption of the act,
and finally the impact of the act.

11 Government Decree 1013/2009. (II. 10) on tasks
related to the application of Act CV on the legal
status and financial management of budgetary
institutions

NOTES



SCIENTIFIC REVIEW

466

I

Mariann Csipai – András Vigvári 

International experience 
concerning the development
of local finance

In Europe, the decentralization of the exercise
of public functions has been a marked tendency
since the early 1980's. A related phenomenon
was the wide acceptance of the European
Charter, adopted within the framework of the
Council of Europe. The Charter is a fine exam-
ple of the process now called “open method of
coordination”, whose objective was to define
the framework of this decentralization process
without intervening in the internal affairs of
individual states. The political structure, the
constitutional model and the historic traditions
of the countries produced highly variegated
subnational governmental systems. In the
European Union, there is no specific model of
local government; however, it is indisputable
that a Europe undergoing the process of unifi-
cation can offer several models to be followed
in the field of subnational government. The
present essay sheds light on the activity of some
forums which serve as a basis for the above-
mentioned “method of open coordination”, and
which, nonetheless, deserve attention. We find
it regrettable that Hungarian decision-makers
do not investigate good international practices
carefully enough; what is more, they do not
even share those experiences be gained within
the framework of international relations. We are
glad to have the opportunity to present our
experience to the professional public in this

journal. In the section below, we provide infor-
mation about those events in the Council of
Europe, the OECD and the French Presidency
of the EU, which dealt with the issue of mod-
ernizing the financing of local authorities. Most
probably, this is not accidental.

As for Hungarian experts, they display an
enthusiastic attitude towards reforms; there are
numerous ideas concerning the development of
the local governmental system. However, pro-
per reforms take place and long-term solutions
are reached not as a result of short periods of
enthusiasm but when reforms involve those
“details” in which, the proverbial devil is. 
A standpoint frequently adopted in debates in
Hungary is that financial matters of local author-
ities are just “servants” while substantial changes
can be brought about exclusively by systemic
transformation (of tasks, competences and
organizations). As for us, we do not agree with
this approach. The financial system plays a key
role in the economy – in the context of local
authorities, too. To put this in another way, the
financial system can be regarded as the blood cir-
culation of the economy that carries not only
energies required for functioning but in certain
cases the effective agents of medicines, too. That
is, the financial system plays a role far more
important than generally assumed. The functio-
ning of the local governmental system of
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Hungary illustrates this fact, as in the last 25
years the internal imbalances of the system have
been corrected by the financial system, especial-
ly by the regulation of funding. This is why
financial risks1 are regarded as an important sign.
Furthermore, major structural reforms can rarely
be realized; in addition, their planning requires
extreme accuracy. A financial system equipped
with adequate instruments can contribute to the
correction of the system or to the successful
adaptation to external conditions. This is why we
are convinced that sharing the experiences
obtained in the above-mentioned forums is
useful for all. A report cannot substitute for a
thorough examination of related material. The
collection certainly contains some subjective
elements yet they may work as “appetizers”.

WORK WITHIN THE COUNCIL OF EUROPE

In Strasbourg, under the guidance of the
European Committee on Local and Regional
Democracy (CDLR) of the Council of Europe, a
dedicated committee of experts (Committee of
Experts on Governance and Resources – LR-
GR) deals with, among others, issues related to
and challenges resulting from the modernization
of the financial systems of local government.
The committee, as a rule, defines the challenges,
explores their background and draws evaluative
conclusions; as for the latter, a report is prepared
for the Committee for adoption.

The study and report by Jorgen Lotz has
been last year's most interesting topic and has
generated heated professional debates.2 The
document, prepared on the basis of a question-
naire survey completed by member states
beforehand on a voluntary basis, gave a quite
clear and comprehensive picture as to what
extent the policies and practices of certain
member states (including Hungary) in the con-
text of the financing systems of local authori-
ties are in harmony with the relevant directives

of the Council of Europe. As for the directives,
the most significant ones are dealt with; name-
ly, the following regulations on financial
resources in Article 9 of the European Charter
of Local Self-Government (ECLSG)3:

“3. Part at least of the financial resources of
local authorities shall derive from local taxes and
charges of which, within the limits of statute, they
have the power to determine the rate.”

“7. As far as possible, grants to local authorities
shall not be earmarked for the financing of specif-
ic projects. The provision of grants shall not
remove the basic freedom of local authorities to
exercise policy discretion within their own juris-
diction.”

The analyses published in the report offered
defined and standardized viewpoints, which, on
the one hand, made it possible to compare ele-
ments of the financing local authorities in vari-
ous countries and the degree of resource
decentralization, and, on the other hand, gave a
process-like presentation of member states
through an examination of the period from
1994 to 2004.

As there was a demand for interpreting the
financial data under review in a way that is
unambiguous for everyone, and as points rep-
resenting delicate issues for some member
states were raised, the debates and opinions –
on the basis of the principle of “the devil is in
the details” – centred around the following
major topics. 

The “degree” of the freedom of decision
of local authorities in terms of producing the
sources of revenues required for the function-
ing and for the maintenance of public services,
as well as in terms of defining the scale of these
resources and their utilisation.

According to the interpretation of the
Netherlands, the Charta does not have the sole
purpose of providing local authorities “only”
with adequate freedom of decision and auton-
omy. When formulating the Charter, the prin-
cipal objective was to offer the possibility to
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impose taxes that are needed for producing
adequate resources for the performance of the
tasks of local authorities and thus, in turn, to
create a “healthy” balance of non-earmarked
and earmarked grants. As Lotz says, nowadays
it is not enough to lay emphasis on the free-
dom of decision of local authorities for the
sake of their ability to raise and increase
resources, but it is of even greater importance
that this freedom should be relied on when
spending funds.

Taxes defined and imposed by local author-
ities, as well as charges, fines and levies imposed
and collected in the territory of the local author-
ity, need definition and clarification in terms of
meaning and concept in order to avoid divergent
interpretations by member states that exist
regardless of the fact that international statistics
employ a uniform terminology.

In the financial system of local authori-
ties, two main categories of grants are differen-
tiated: non-earmarked and earmarked grants
(that is, grants that can be spent only for a spe-
cific purpose). 

As the report points out, the definition “the
provision of grants shall not remove the basic
freedom of local authorities to exercise policy dis-
cretion within their own jurisdiction” (in Article
9 of the Charter, cited above) unambiguously
declares the requirement of non-earmarked
grants. Earmarked grants exercise a negative
influence: they motivate local authorities to
increase spending and lead to weakened budget
positions. Without disputing these arguments,
we – together with some other member states –
pointed out other aspects and conditions that,
in our opinion, are necessary to be taken into
consideration. They are as follows:

•in our judgement, other provisions of the
Charter (“Local authorities shall be entitled,
within the national economic policy, to ade-
quate financial resources of their own, of
which they may dispose freely within the
framework of their powers”4 or “As far as pos-

sible, grants to local authorities shall not be
earmarked for the financing of specific proj-
ects”5 suggest additional aspects to consider
in the issue of the exclusive legitimacy of
non-earmarked grants;

•earmarked grants are justified not exclu-
sively in relation to development grants.

The latter idea was supported by the individ-
ual Hungarian position which emphasized that

•as a result of compensation costs resulting
from the centralization of tasks and
resources,

•in the case of grants oriented towards
cooperation and task performance at
micro-regional level,

•for the safety of public service offered for
the population by local authorities as stipu-
lated by law,

the application of a general, non-earmarked
budgetary grant is not yet adequately efficient. 

The author of the report accepted
Hungarian remarks and incorporated them
into the study. As a consequence, in the case of
Hungary it was positively established that, in
the ten-year period under survey, the degree of
decentralization increased while local authori-
ties were successfully “put on the right track”
towards a wider-range local taxation. At the
same time, the ratio of local taxes as compared
to the volume of revenues of local authorities is
regarded as low. Furthermore, the report classi-
fies Hungary as a country where the ratio of
earmarked grants in the financing system of
local authorities is exceedingly high.

FISCAL RELATIONS ACROSS 
GOVERNMENTAL LEVELS – THE OECD
NETWORK OF EXPERTISE

Around 2000, the Secretariat of the OECD
realized that decentralization processes of the
previous decades posed a challenge. Therefore,
in 2003 the OECD established a working party
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dealing with the operation of fiscal relations
across governmental levels; the working party
was established with the participation of three
Directorates and functions as a network.6 A
glance at the participating Directorates makes
it evident that the joint expertise and efforts of
the divisions specialized in taxation, economic
research as well as governmental and local
development may result in a strong synergy
effect. Seventeen member states participate
officially in this work; eight others (including
Hungary) contribute to the successful activity
of the network by reporting data. Beside the
General Secretariat of the OECD, the
European Commission, the IMF and the World
Bank take an active part in the network.

The activity of the network of expertise is
characterised by a bottom-up construction.
With the clarification and unification of statis-
tics concerning local authorities, an opportu-
nity was created to have an insight into the
issues we are dealing with. Thus, as a result of
expert work, the information environment of
reforms of local governance improved signifi-
cantly. The second stage of the activity of the
working party was to analyze issues related to
performance-oriented functioning. This step
could rely logically on the first phase and, in
our opinion, it constitutes another pillar of
rational reforms.

In May 2008 in Vienna, the working party
opened up another dimension of the issue:
within the framework of a two-day workshop
discussion, the participants discussed the cen-
tral issues of sub-central government financing
at the level of the governmental sector.
Adopting a remarkable (yet, in the context of
the expert work of the OECD, by no means
unique) working practice, they discussed the
ratio of local taxes and central grants, the level
of taxation independence of local authorities
and the efficient financing of obligatory tasks
(whether ear-marked or non-earmarked grants
are adequate to be used; whether task-financing

or grants allocated for task-financing offer a
better solution). The working practice involved
presentations on national practices in terms of
all the three main subjects, comments made by
an opponent invited beforehand, and finally
questions, remarks or, sometimes, heated
debates. In the Vienna workshop, Japanese,
South Korean and US experts also participated.
The limited coverage of this study does not
allow for a summary of the results; neverthe-
less, it is quite possible to draw some important
conclusions for Hungarian experts. First, it can
be deduced from the debate that the grass is
not necessarily greener on the other side of the
fence. More than once, it became apparent that
other countries are facing exactly the same
problems as we are. The debate that evolved on
the issue of fiscal equalization, more specifical-
ly, on its objectives and instruments, (albeit by
that time the first signs of the crisis were not
perceptible at the level of local authorities)  was
very illuminating. This, among other reasons,
leads to the statement that it is highly recom-
mended to examine international experience on
the basis of the principle “the wise can learn
from the experience of others”. Another
remarkable experience was the tolerance
between experts; despite the heated debates,
nobody put forth a standpoint saying that a
certain solution is the best one. Another positive
effect of the working party's activity was that
those participating spoke the same language –
and not only because the working language was
English but also because the efforts of recent
years have contributed to the gradual evolution
of an international terminology.

It was interesting to see that several coun-
tries (e.g. Japan and Turkey) encourage local
authorities to borrow as a reaction to inade-
quate resources. In relation to the Japanese
presentation, a stormy debate took place
between the Japanese ministry of finance and
the ministry of internal affairs on the proper
degree of fiscal independence to be given to
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local authorities. Federal states (especially
Switzerland) and recently regionalized states
(Spain, Italy) attribute a more significant role
to local taxation and regard central grants as a
hindrance to local independence. For the latter
countries, strong low-level governmental fiscal
autonomy and meeting the criteria of the
Stability Pact pose a considerable challenge.
Spain meets the challenge with adequately
developed mechanisms, while in Italy the prob-
lem has not yet been fully solved. 

LOCAL FINANCING AND FISCAL 
AUTONOMY IN THE EUROPEAN UNION

The issue of financing local authorities, and of
local fiscal autonomy, was dealt with by experts
from the EU member states within the frame-
work of the Paris seminar in December 2008.
The conference was a unique event, partly
because it was the last official event of the
French Presidency, but also because partici-
pants had an insight into the influence of the
crisis on systems of self-government. It became
evident that even the strong French system of
self-government could not stay intact against
the fiscal shocks caused by the crisis. The pres-
entation given by the representative of the
European Court of Auditors was remarkable; it
shed light on new approaches to the control-
ling of EU resources.

The working group Financing of local gov-
ernments in the European Union made three
essential summary statements.

In the majority of member states, decen-
tralization resulted in a modification of the
financing systems of local authorities.

The EU is characterized by a “uniformi-
ty” and a diversity at the same time: there is no
one-size-fits-all financing model that offers a
solution for every problem, yet

The questions to be raised in terms of
financing are the same everywhere:

What should be the local tax revenues of
local authorities?

How to guarantee the fiscal autonomy of
local authorities? 

How to operate more efficient equalizing
mechanisms? 

In the member states of the European
Union, 47 per cent of revenues of local author-
ities come from taxes. Out of this ratio, 27 per
cent derive from local taxes and 20 per cent
from shared taxes.7 Now it seems to be a gen-
eral stand-point that a most reasonable way of
modifying the financing systems of local and
regional authorities is to increase the ratio of
local taxes as much as possible. Among others,
this is a factor that can contribute to the
strengthening of the fiscal autonomy of local
authorities. Thus the working party defined
revenues from local taxes as the primary
resources of local authorities. In the individual
member states, the importance and scale of
revenues from local taxes are highly variegated.
In the majority of the states, characteristic tax
types are real estate taxes, asset-based taxes
and taxes imposed on certain economic activi-
ties8. As for the latter, in certain member states
there are debates about its possible negative
effects on the competitiveness of taxpayers
and, thus, about the reason for its existence. In
Spain, the burden is regarded as disproportion-
ate; in France, the objective of reforming local
business tax was defined. Besides the tax types
mentioned, there are other kinds of local taxes
that vary from country to country, such as the
environment tax imposed on car owners in
Spain, or the tax imposed on real estate activi-
ties in Portugal.

Basically, the powers of the local authorities
to impose taxes and the definition of the scale
of taxes is stipulated by law; the autonomous
communities of Italy and Spain are exceptions
as they have the powers to create new tax types
independently yet they do not exercise these
powers often.
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Out of the 27 member states of the EU, 209

have shared taxes of different levels of impor-
tance. They play a highly significant role in
Germany, Austria, Poland and Romania, while
they are less emphasized in Finland and
Cyprus. 

In terms of shared taxes, the member states
fall into three categories.

Federal states, where the system of
shared taxes is quite developed. Shared taxes
make up a significant part of taxes in general
yet the distribution between local authorities
takes place in a differentiated way.

New member states of EU, where shared
taxes are very widespread yet, as a rule, are cal-
culated on the basis of a defined part of the
income tax of individuals.

Countries where there are shared taxes
yet they are of less significance or the emphasis
is on other tax types.

In the budget of local authorities, besides
resources from tax revenues state grants are
also crucial. The decentralization of the scope
of duties and powers in self-governmental sys-
tems of the Union calls for a reconsideration of
the nature and structure of state grants. In rela-
tion to this, obviously, the issue of the scope
and application range of non-earmarked and
earmarked grants has arisen once more.
Opinions were similar to those formulated by
the expert committee of the Council of
Europe.

In the EU, there are various ways of interpret-
ing the relation between state support (or the lack
of it) and the fiscal autonomy of local authorities.
In the opinion of certain countries (including,
for instance, the Netherlands) the calculable
and adequate resources given by the state to
local authorities is of great importance while
according to the judgement of others (for
example, France), the fiscal autonomy of local
authorities should basically derive from the
strength of local democracy. All agree, howev-
er, that in terms of expenditure (i.e. using the

resources) local authorities should enjoy a cer-
tain degree of autonomous freedom.
Obviously, it is to be taken into consideration
whether a given public service is an optional or
compulsory task of the local authorities; never-
theless, the general opinion is that in the con-
text of spending on healthcare or social welfare,
local authorities should be given a certain scope
for action. In addition, the fact that the
“degree” of autonomy is measurable at nation-
al, regional and local level, is not to be ignored.

It is not only the degree of autonomy that
can be different at the various levels; also,
demographic, geographic and economic poten-
tials may vary within each level. As a conse-
quence of territorial unevenness, local authori-
ties cannot offer public services of the required
standard; therefore, it is indispensable to oper-
ate an equalizing mechanism or mechanisms in
the financing systems of local authorities so
that the population may have access to public
services of the same quality everywhere.

In the EU, there are two models for the reduc-
tion of differences of revenues of local authorities:
a vertical and a horizontal model. In the vertical
model (which is the most widespread one in
Europe) the state uses the instrument of grants
or other financial transfers to decrease the
(negative) difference between the resources at
the disposal of a local authority and the
resources required for the performance of its
functions. In the horizontal model, an equal-
ization mechanism operates between the local
authorities: from “richer” local authorities
resources are channelled to “poorer” ones,
either in proportion to the population or in a
way defined on the basis of expenditure needs.
Germany, Austria, Denmark, Poland and
Lithuania are examples of this model, while
Latvia, the Nordic states and Hungary com-
bine the two models. 

A remarkable event of the conference was
the evaluation of the instruments of the perform-
ance-oriented functioning of local authorities.
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The issue was in the focus of attention within
the framework of a plenary presentation (given
by a leading expert from the United Kingdom)
as well as of a separate dedicated section. It was
beyond dispute that an adequate method to
solve the problem of a generally increasing
amount of local tasks and relatively limited
resources, is performance-oriented functioning
– especially in the present critical situation.
However, there was no agreement as to
whether the British practice (which, in several
respects, resembles the planned economic sys-
tem combining the breakdown of plans and
financial incentives) is the most efficient
method. Several participants voiced their
doubts about the functioning and the long-
term effects of the system. The debate made it
evident that looking for a “universal” solution
would lead to a deadlock. The realization of a
performance-oriented system depends on the
nature of the tasks of local authorities (i.e.
from the features of the given field) as well as
on the general conditions of financing and
incentives. As debates in the section made it
evident, there are such reserves in the self-
governmental systems of the EU member
states.

Another remarkable question debated in the
Paris seminar was how to guarantee the regular
and transparent accounting of local authorities
and the high quality of accounting reports in a
way that would, at the same time, make it pos-
sible to compare EU member states. The com-
plex issue indicated and postulated different
practices on the part of the member states,
which differences exist regardless of the adop-
tion of the International Financial Reporting

Standards of the budgetary sector. To facilitate
high-quality reports from local authorities, the
seminar pointed out three of the instruments
currently in use in the EU:

Legal norms and regulation of accounting,
generally prescribed by the state.

Internal control, functioning as specified
in the international recommendations and pro-
posals of the COSO10.

External control, normally by public
supervisory bodies or auditors. 

In 2006, in 25 member states of the EU,
expenditures of local authorities amounted to
EUR 1,374 billion, that is, 12.7 per cent of the
EU's GDP. These figures may support efforts
made towards an EU-level harmonization of the
regulation of bookkeeping of local authorities.
The standardization of the International Public
Sector Accounting Standards (IPSAS) was
marked as a possible method. As for the feasi-
bility and necessity of the proposals, opinions
varied. Yet everyone agreed that reliable and
valid reports of local authorities should also
serve as an instrument for making decisions
which, in turn, will lead to an efficient econo-
my.

The work in international expert workshops
and the experience gained thereby point to the
fact that we, Hungarian experts, must define
those questions that are most relevant for us
and then we must look for and find the
answers. Neither the Council of Europe nor
the European Union offer a “tested and tried
recipe” in the possession of which we can get
what we want from an international organiza-
tion; nevertheless, demands and recommenda-
tions remain there…
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1 Állami Számvevõszék Fejlesztési és Módszertani
Intézet (2008): Értékelõ tanulmány a 2009. évi költ-
ségvetési törvényjavaslat makrogazdasági megalapo-
zottságának néhány kérdésérõl (The Court of
Auditors' Institute for Development and
Methodology (2008): Evaluation study on certain
matters related to the macroeconomic foundations
of the 2009 budget bill. October, www.asz.hu 

2 Final draft report on the pilot study concerning the
degree of conformity of member statespolicy and
prctice with council of Europe Standards for local
finances, Strasbourg, 14 November 2008. An essay
by the author of the report is published in the pres-
ent journal. http://www.coe.int/t/e/legal_affairs/
local_and_regional_democracy/main_bodies/steer-
ing_comittee/CDLR(2008)_EN.pdf 

3 Act XV of 1997 on the declaration of the European
Charter of Local Self-Government adopted on 15
October 1985 in Strasbourg

4 Act XV of 1997 on The European Charter of Local
Self-Government, Article 9, Section 1

5 Act XV of 1997 on The European Charter of Local
Self-Government, Article 9, Section 7

6 OECD Network on Fiscal Relations Across Levels
of Government – unfortunately, Hungary has not
joined the network officially.

7 Les collectivités territoriales dans l’union
Européenne – Organisation, compétences et
finances (Collection Europe, DEXIA, November
2008, p. 94) 

8 In Hungary: local business tax

9 DEXIA (p. 115) 

10 Committee of Sponsoring Organizations of the
Treadway Commission – it was established in 1985
by five big American private organizations and
worked out a complex framework of internal con-
trol to be used in the private sector in the United
States of America. 

NOTES
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T

Jorgen Lotz

Is there conformity with the
Council of Europe Guidelines 
for local finances?

This paper describes some recent work by the
Council of Europe1 on local government finances
in European countries. 

The work of the Council of Europe on local
finances in Europe is grounded in the text of the
European Charter of Local Self-Government
resulting in a difference in emphasis than similar
analytical work by the OECD and other inter-
national organisations. The Council of Europe
basically seeks to register and overlook conformi-
ty with the guidelines of the Charter. 

On the observed use of “own” local taxes – i.e.
taxes where the local authorities set their own
rates – it is found that they are a significant part
of local finances thus being in conformity with the
Charter. But the data suggest an increase in the
use of earmarked grants to local authorities – i.e.
grants that cannot be used in accordance with
local priorities. This is not in conformity with the
Charter. Exploring the reasons for this, it is found
that European governments as a rule follow a pol-
icy of funding new competences for local author-
ities, and that many governments prefer to use
earmarked rather than general grants for such
funding. 

In spite of this the studies conclude that mem-
ber countries are in acceptable conformity with
the Charter, and that governments follow respon-
sible and sound decentralisation policies of fund-
ing new local competences.

INTRODUCTION, THE EUROPEAN
CHARTER

The European Charter 
of Local Self-Government

In 1985 the European Ministers agreed on the
text of the “European Charter of Local Self-
Government” (hereafter referred to as “the
Charter”). This Charter has since then been
ratified by the national parliaments. 

The Charter describes a set of guidelines for
the relations between central governments and
their local authorities. The conformity of two
of these guidelines has recently been tested in a
pilot study by the Council of Europe2.

One is article 9, paragraph 3 of the Charter:
“part at least of the financial resources of local
authorities shall derive from local taxes and
charges of which, within the limits of statute, they
have the power to determine the rate”. The word-
ing of this paragraph does not reject the use of
grants and tax sharing but only requires that
own tax resources should be a not specified
part of local financing. 

The other is article 9, paragraph 7 of the
Charter: “as far as possible, grants to local
authorities shall not be earmarked for the financ-
ing of specific projects. The provision of grants
shall not remove the basic freedom of local
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authorities to exercise policy discretion within
their own jurisdiction”. This strong wording
signals that earmarked grants should in general
be avoided.

Why does the Charter promote 
own local taxation and discourage 
earmarking of grants?

The arguments in favour of the Charter recom-
mendations relate to the issue of local
“accountability”. The local councils should,
when they decide on public expenditure, also
be held responsible for financing their expendi-
ture decisions. 

“Own” local taxes are assumed to promote
local accountability. If local authorities want to
improve the level of local services they are
obliged to increase their own tax rates, and if
they manage to find budgetary savings they can
translate these into local tax reductions. This
way the electorate, if they find the local taxa-
tion is too burdensome considering the bene-
fits from the local services, gets clear signals for
reactions at the next election or for deciding to
prefer to have residence in another local
authority (“voice” or “exit”). As said, not all
local taxes need to be “own” in order to ensure
accountability. Accountability depends on a
one-to-one relationship between new local
spending decisions and local taxation on the
margin. This explains why the Charter advo-
cates only that “part at least” of the financial
resources of local authorities shall be own tax-
ation. 

The reasons for objections to the use of ear-
marking of grants are their assumed effects of
distorting local priorities and – when they are
conditional (matching) – of giving incentives
for increased local spending. The use of match-
ing grants (conditioned by local spending) is
seen as weakening accountability and softening
local authorities' budgetary constraint. 

DEGREE OF CONFORMITY WITH
COUNCIL OF EUROPE STANDARDS FOR
LOCAL FINANCES

The test

The test of conformity with the guidelines of
the Council of Europe was in a pilot study that
included 14 countries including Hungary who
volunteered to participate (for the full list of
countries see table 1).

What is meant by local freedom? 

The testing gave rise to discussions in the com-
mittee of some basic issues. 

One was how to interpret the concern of the
Charter relating to “freedom” for local author-
ities. There was agreement that local authori-
ties must have sufficient freedom and autono-
my but some argued that more emphasis is
today on the freedom to spend compared to
the freedom to finance. The committee con-
cluded that the freedom on the financing side is
still vital for local democracy.

Another issue discussed was whether tax
sharing revenues, when the local share is annu-
ally negotiated with the local authorities, could
be considered to have similar effects for
accountability as an “own tax”? The conclusion
of this discussion was that tax sharing under no
circumstances promotes local government
accountability the way intended by article 
9, paragraph 3 of the Charter. 

When are “charges” similar to own
taxes? 

Article 9.3 speaks of “local taxes and charges of
which, within the limits of statute, have the
power to determine the rate”. There was some
discussion of the interpretation of what is meant
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by the word “charges”. The decision on this was
based on international statistical definitions. 

It was decided to interpret the Charter text
in art. 9.3 to include as local tax revenues such
local charges that are in the international defi-
nitions counted as local taxes. 

Some member countries argued that charges
could also be counted as own local revenues
when local authorities were free to charge less
than the cost price. In such cases, it was argued,
the public sees the price tag and is free to sub-
mit complaints to the municipal council, and
such charges should therefore in the sense of
the Charter equal to own taxes. The conse-
quences of this argument would be that, for
example, the existence of local cost-related
charges for garbage removal could become a
valid excuse for a government to deny its local
authorities the right to collect any other own
taxes as part of their financial resources. This
argument was not accepted. 

Categories of grants

The statistical categories of grants are based on
the international classification4 originally

designed by the Council of Europe5 and adopt-
ed by the OECD5. 

The classification distinguishes between ear-
marked and non-earmarked grants. 

Earmarked grants are such that can be used
only for a specific purpose, that is: to cover the
costs of specific services. Non-earmarked (gen-
eral) grants can be spent freely like own (non-
earmarked) tax revenue of local authorities. 

The Charter text gives quite clear directions
on the use of these statistics saying that “as far
as possible, grants to local authorities shall not
be earmarked” meaning that group B grants
should be avoided and group A grants are
acceptable. 

During the discussions it was argued that the
Charter fails to distinguish between different
kinds of group B grants. Some earmarking
schemes are more broadly based than others
and permit the local authorities more freedom.
It was argued that such differences should be
taken into account when deciding the degree of
conformity with art. 9.7. However, interna-
tional statistics fail to distinguish between nar-
rowly defined earmarking and more broad-

The OECD definitions of grants to local

authorities: 

A. Non-earmarked grants

A1. Mandatory 

(A1a) general purpose or 

(A1b) block grants

A.2.Discretionary grants

B. Earmarked grants

B1. Mandatory

(B1a) non-matching or 

(B1b) matching grants

B2. Discretionary

(B2a) capital grants or 

(B2b) current grants

The distinction between local taxes 

and charges according to international 

definitions

According to international definitions some revenue-items,

that are in the local budgets described as charges, are actu-

ally local tax revenues. This is the case when3: 

•the charge exceeds the costs of providing the services;

•the payer is not the receiver of the benefit (e.g. a

slaughterhouse fee for the benefit for farmers);

•there is no specific service in return for the levy (e.g.

fees for a license for hunting or fishing);

•the benefits received are not in proportion to his pay-

ments. 
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based earmarked grants. The committee agreed
that this is a point worth developing further. 

Another argument put forward in favour of
earmarked grants by a number of countries was
that earmarked grants are needed to compen-
sate local authorities for the cost of new com-
petences. This line of argument appears to take
issue with the Charter, and it was made subject
to a separate exploratory examination of the
extent and necessity of this use of earmarked
grants. This study6 is described in the next
chapter of this paper.

Finally, it was argued that earmarked match-
ing grants are necessary for development
grants. This use of earmarking is generally
accepted by the Council of Europe in the
explanatory report on the Charter. 

Comparison of levels in 2004

The pilot study found looking at European
countries an average share for own taxes of 36
per cent. (See Table 1, column 9). The recent
OECD study (OECD 2006) found a similar
pattern, own taxes amounted to 40 per cent of
local financing.

The highest proportion of earmarked grants
(column 8) was found for Albania, the Czech
Republic, and the Netherlands. The lowest pro-
portion of own taxation (column 9) is found
for the Czech Republic, Estonia and in Norway.
By approving the report the committee accept-
ed that these borderline performances are still
in conformity with the Charter.

Comparison of developments 
over time 

The development in the sum of grants to local
authorities and their tax revenues (Table 2, col-
umn 7) suggests a general trend toward more
decentralisation. 

On the use of own local taxes (column 9) the
situation has not deteriorated, but none of the
countries ranking with the lowest proportion
of own taxes in 2004 have reported improve-
ments. 

During the discussion of this some countries
reported that they have given freedom for local
authorities to impose their own taxes but that
local authorities hesitate to make use of it. The
OECD (2006) notes on this issue that such
“unused taxing power” invites a deeper look
into fiscal institutions and the incentives they
generate for tax competition.

The use of earmarked grants seems to have
increased. Four out of these best performers in
2004 (Table 1 column 8) had seen an increase in
the importance of earmarked grants. Did these
countries feel that it had been necessary to
increase the use of earmarked grants in order to
fund new local competences, that it so to speak
is only the other side of the coin of more
decentralisation of competences? This is the
question to be taken up in the next section.

FUNDING OF NEW COMPETENCES 
OF LOCAL AUTHORITIES, A EUROPEAN
MODEL7

The hypothesis

Recent years have seen a trend towards an
increase in the relative importance of the sum
of local tax revenues and grants (Table 2, col-
umn 7) suggesting a general trend toward more
decentralisation. Over the same period there
has been an increase in the relative importance
of grants to local governments, and in particu-
lar the use of earmarked grants. Both these
trends were confirmed by recent OECD data
(OECD 2006).

Several participants in the Council of Europe
pilot study (2009a) the combination of these
developments saw this as an indication that the
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trend toward more competences delegated to
local authorities necessitated funding by centre
in the form of increases in grants and in partic-
ular in earmarked grants. 

The Council of Europe decided to examine
this hypothesis in a survey of the practice of
funding new local competences in 23 voluntary
countries (document 2009b, op.cit.). 

Are local authorities compensated for
new competences?

Local governments often complain that central
governments tend to burden them with new
functions but without making the financing
available. This picture was not confirmed by
the study. Fifteen out of 23 countries answered
that they nearly always funded new local com-
petences and 6 did it “most often”, only 2
countries answered that hey did “most often
not” make funding available. 

In a recent survey the Council of European
Municipalities and Regions looked more close-
ly at the local claims. Their report8 – based on
information supplied by European local gov-
ernment associations – recognised the policies
to fund new local competences. But also some
dissatisfaction was expressed with the compen-
sations and with the consultation procedures as
being too late and too summary. 

How are local authorities compensated
for new competences? 

What is meant by “funding” or “compensa-
tion”? Compensation, it appears from the sur-
vey by the Council, may take other forms than
just increasing a grant. 

For example, the Walloon region of Belgium
has in some cases compensated for transfers of
competences to local authorities with transfers
of the staff that used to work on the functions

concerned. In another case they have compen-
sated by employing an advisor to assist local
authorities (on environmental questions). 

In other cases central governments seem to
consider it to be “compensation” that they per-
mit local authorities to raise new taxes. The
Committee saw this as a questionable method
of compensation. Permission to raise new local
taxes to finance centrally mandated new func-
tions places the political responsibility for the
financing at local level. This goes against the
objective of accountability, and local politicians
may not accept this as compensation (unless
the new taxes like in Norway are tax sharing
revenues and not own taxes). 

The evaluation may not be much different in
respect of the method reported by one country
to compensate with permission for local
authorities to collect new local user fees
(Sweden is an example). 

Why does the centre compensate for
the costs of new local competences? 

A very essential question is why it is preferred,
when new local competences are decided upon,
to finance it by grants from central government
instead of relying on local tax increases? 

One argument brought up was the desire
for accountability. If new functions are creat-
ed by the centre, and they are mandatory for
local authorities, it is desirable that the cen-
tre is politically responsible also for the
financing in order to insure accountability at
the central level. There are even possibilities
for better internal central government
accountability if the burden of the compen-
sation is borne by the ministries responsible
for the new legislation as is the case in
Denmark, France, Latvia, Sweden and in the
Flemish Region of Belgium.

It was also asked if one reason for the wide-
spread use of compensation could perhaps be
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that it makes decentralisation of new functions
easier. Without financial compensation local
authorities may oppose acceptance of new
mandates. Such resistance against more decen-
tralisation might be seen as preventing decen-
tralisation of functions even where, according
to the principle of subsidiarity, they ought to
be administered at the local level. However, the
a great majority in the committee reported that
local governments in general are eager and
ready to accept new competences – though the
view was also heard that this willingness is not
so much because local authorities thought that
they were better in delivering the new service as
it is based on the lust for getting their hands on
the compensation. 

The difficulties of using general grants
for compensation

General grants are grants that local authorities
to may use freely the way they prefer. They are
most often distributed to local authorities
according to objective indicators like size and
composition of the population, in many cases –
depending on which functions are decentralised
to local delivery – supplemented by some socio-
economic indicators. A problem using such
grants for compensation for new local compe-
tences is that it may be difficult to find objec-
tive indicators that result in a distribution of the
compensation exactly corresponding to the dis-
tribution of the costs of a fulfilling a new com-
petence. Compensation by general grants will
often leave some local authorities overcompen-
sated and other without full compensation. 

Does earmarking help to a better 
distribution of the compensation?

Earmarking grants does not help much in this
respect. To earmark (ring fence) compensation

for a new mandate may still result in the same
imprecise distribution as using general grants,
there is the same difficulty of finding objective
indicators. But earmarking may have the attrac-
tion for the central government as it is an
instrument of control. 

However, the conditional (matching) type of
earmarked grants works much better from the
point of view of distribution of the compensa-
tion. Conditional grants, i.e. grants where the
central government (co-)finances the local
spending, by definition distribute the funds to
where the costs are. They may also be seen as
an instrument of control as they offer incen-
tives for the local authorities to supply the
functions in accordance with the central expec-
tations. The other side of the coin is that, when
local spending is subject to refund from the
centre, there is a risk that the local authorities
spend more than needed. 

The conclusion is that the most effective dis-
tribution of compensation for new compe-
tences may be achieved through matching
grants. But such arrangements may involve a
risk of distorting local priorities and to encour-
age excessive local spending. 

Further examination of the policies revealed
that the earmarked grants used for compensa-
tion are often conditional (matching). In other
cases they were for investment purposes. Both
of these types of grants give a good correspon-
dence between the distribution of grants and
costs. 

The organisation of funding new 
competences, a European model

The findings of the study give new knowl-
edge on the way most European countries,
sometimes by legally binding rules, require
compensations to be paid for new compe-
tences. 

France has a constitutional requirement of



SCIENTIFIC REVIEW

482

compensations. Several other countries refer to
commonly accepted procedures. The size and
the design of the compensation is most often
subject to negotiations with local government
associations. 

Only three countries reported that normally
no such negotiations take place. And in the 20
countries where negotiations are always or usu-

ally the rule, negotiations typically result in
some agreement.

In nearly all cases a permanent body is creat-
ed for discussions between the government and
local government associations. All this
described some common features that may be
called a European model for negotiated com-
pensations. 

1 The European Committee on Local and Regional
Democracy (CDLR)

2 Based on Council of Europe (2009a) and (2009b)

3 See OECD Revenue Statistics, recent years

4 Council of Europe (1986)

5 OECD (2006) 

6 See Council of Europe (2009b) 

7 This section is based on Council of Europe (2009b)

8 Council of European Municipalities and Regions
(undated)

Council of European Municipalities and Regions
(undated): “Consultation Procedures within
European States”, Brussels

Council of Europe (1986) “Policies with Regard to
Grants to Local Authorities” 

Council of Europe (2009a) “The degree of
Conformity of Member States' Policy and Practice
with Council of Europe Standards for Local Finance” 

Council of Europe (2009b) “Members States'
Practices for the Funding of New Competences of
Local Authorities” 

OECD Revenue Statistics, recent years.

OECD (2006) Network on Fiscal Relations Across
levels of Government, Working Paper No. 2: “Fiscal
Autonomy of SubCentral Governments”
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NNothing proves better that events are accelerating
and that the world is becoming a village than what
can be read on the second page of the book
reviewed here and of its Hungarian translation
(Soros 2008a, 2008b). The two books were pub-
lished in the same year. The Hungarian public
could not only read the book in Hungarian
already in the year of its publication in the United
States and the United Kingdom but this review,
too, has followed shortly afterwards, in the first
months of the following year.

INTRODUCTION, BACKGROUND

What is stated above proves not only the great
and increasing rapidity with which ideas can be

spread but also the enormous importance of
the events dealt with and the ideas pre-sented
in this book. The importance of these cannot
be better described than by the author in the
first sentences of the Introduction of his book.
“We are in the midst of the worst financial cri-
sis since the 1930s1. In some way it resembles
other crises that have occurred in the last twen-
ty-five years, but there is a profound differ-
ence: the current crisis marks the end of an era
of credit expansion based on the dollar as the
international reserve currency. The periodic
crises were part of a larger boom-bust process;
the current crisis is the culmination of a super-
boom that has lasted for more than twenty-five
years. To understand what is going on we need
a new paradigm. The currently prevailing para-
digm, namely that financial markets tend
towards equilibrium, is both false and mislead-
ing; our current troubles can largely be attrib-
uted to the fact that the international financial

George Soros

The credit crisis 
of 2008 and what 
it means*

SCOLAR KIADÓ, 2008

* This reviewer is indebted – with the usual reserva-
tions – to László Csaba and Dóra Gyõrffy for their
valuable comments and help

or
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system has been developed on the basis of that
paradigm. The new paradigm I am proposing is
not confined to the financial markets. It deals
with the relationship between thinking and
reality, and it claims that misconceptions and
misinterpretations play a major role in shaping
the course of history” (p. 7). 

In the further parts of the Introduction the
author describes his subjective reason for writ-
ing this book. Already in his first book, The
Alchemy of Finance (1987), he “expounded the
theory of reflexivity”, but it “was not taken
seriously in academic circles” (p. 8). “It is diffi-
cult to gain attention for an abstract theory, but
[…] the current situation provides an excellent
opportunity to demonstrate its relevance and
importance.” This “consideration” was what
“weighted most heavily in [his] decision to
publish his book” (pp. 9–10). The reasoning
expounded already in the former book is sim-
ple. “Contrary to classical economic theory,
which assumes perfect knowledge, neither mar-
ket participants nor the monetary and fiscal
authorities can base their decisions purely on
knowledge. Their misjudgments and miscon-
ceptions affect market prices, and, more impor-
tantly, market prices affect  the socalled funda-
mentals that they are supposed to reflect.
Market prices do not deviate from a theoretical
equilibrium in a random manner, as the current
paradigm holds. […] There is a two-way reflex-
ive connection between perception and reality
which can give rise to initially self-reinforcing
but eventually self-defeating boom-bust
processes, or bubbles.” (p. 10) The attempt to
evaluate the book will follow at the end of this
review, but these few sentences seem enough to
support the statement that the approach pre-
sented in these few sentences is realistic.

The Introduction is followed by a second
introduction bearing the title “Setting the Stage”
and describing the course of events beginning
August 6, 2007 when “American Home
Mortgage, one of the largest U.S. independent

home loan providers, filed of bankruptcy after
laying off the majority of its staff ” (p. 13),
which is considered generally as the setting off
of the crisis. “The crisis was slow in  coming,
but it could have been anticipated several years
in advance. […] For thirty-one consecutive
months, the base inflation-adjusted short-term
interest rate was negative. […] When money is
free, the rational lender will keep on lending
until there is no one else to lend to. […]
Investment banks on Wall Street developed a
variety of new techniques to hive credit risks
off to other investors. […] From 2000 until
mid-2005, the market value of existing homes
grew by more than 50 percent, and there was a
frenzy of new construction. […] Credit stan-
dards collapsed. […] The bankers and the rat-
ing agencies grossly underestimated the risks.
[…] Securitization2 became a mania. […] It
was bound to end badly. […] Once the crisis
erupted, financial markets unraveled with
remarkable rapidity. Everything that could go
wrong did. […] Distress spread from residen-
tial real estate to credit card debt, auto debt,
and commercial real estate. […] Over the past
several decades the United States has weath-
ered several major financial crises, […] but the
current crisis is of an entirely different charac-
ter. It has spread from one segment of the mar-
ket to others, particularly those that employ
the newly created structured and synthetic
instruments3. […] Both the financial markets
and the financial authorities have been very
slow to recognize that the real economy is
bound to be affected. […] One cannot escape
the conclusion that both the financial authori-
ties and market participants harbor fundamen-
tal misconceptions about the way financial
market functions. […] I shall argue that the
global financial system has been built on false
premises. […] In Part 1, I shall lay out the con-
ceptual framework. […] In part 2, I shall apply
that framework to the present moment in his-
tory.” (pp. 15–28)
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PERSPECTIVE

THE CORE IDEA The first chapter of Part I,
“Perspective”, Chapter 1 describes “The core
idea” presented already in the earlier works of
this author. “We are part of the world we seek
to understand,” and “the fact that we are part
of the world poses a formidable obstacle to the
understanding of human affairs” (p. 3). He dis-
tinguishes the “cognitive function”, our attempt
“to understand the world in which we live” and
the “participating function”, our attempt “to
make impact on the world and change [it to
our] advantage”, which latter may be “more
appropriate to call” the “manipulative function”
(id.). The obvious consequence of this is that
“the phenomena do not consist only of facts
but also of intentions and expectations about
the future. The past may be uniquely deter-
mined, but the future is contingent on the par-
ticipants' decisions. Consequently the partici-
pants cannot base their decisions on knowledge
because they have to deal not only with present
and past facts but also with contingencies con-
cerning the future” (p. 4) This leads to the
notion of reflexivity to be dealt with in more
detail later on: “In reflexive situations each
function deprives the other of the independent
variable which it would need to produce deter-
minate result” (p. 5). The demand and supply
curves are not independently given but inter-
fere with each other and therefore they are not
predetermined facts. “Take the stock market,
for example. People buy and sell stocks in
anticipation of future stock prices but those
prices are contingent on the investors' expecta-
tions. The expectations cannot qualify as  knowl-
edge” (id., italics added by reviewer). 

This leads to sharp criticism against conven-
tional economic theory. “Classical economists
simply assumed that market participants base
their decisions on perfect knowledge” (id.). “I
contend that rational expectations theory
totally misinterprets how financial markets

work” and therefore “is no longer taken seri-
ously outside academic circles” (p. 6). This is
followed by philosophical argumentation lead-
ing to the conclusion that humans “are obliged
to form a view of the world, but the view can-
not possibly correspond to the actual state of
affairs” (p. 11).

AUTOBIOGRAPHY OF A FAILED PHILOSOPHER

Chapter 2, “Autobiography of a failed philoso-
pher” deals with the personal experiences of
the author and his father and also with the
author's contact in Vienna with Karl Popper
and his views. The reason for the inclusion of
this chapter, which cannot be dealt with here in
de-tail for lack of space, is indicated in the last
sentence of Chapter 1. “I learned at an early age
how ideologies based on false premises can
transform reality” (p. 11). Europeans and par-
ticularly Eastern Europeans can best under-
stand the inherent validity and also the impor-
tance of this statement that underpins, very
obviously, the author's ideas. This chapter,
however, is not a digression of personal charac-
ter inserted into the text of this book but a
description of the origin and development of
his ideas.  

THE THEORY OF REFLEXIVITY Chapter 3
expounding the author's views on “The theory
of reflexivity” can also be dealt with here only in
lesser detail, emphasizing only what this
reviewer considers the most impor-tant. The
author himself introduces it with the following
remark: “Readers may find this chap-ter some-
what repetitive and hard going. Those who are
only interested in the financial mar-kets may
skip it” (p. 25). 

In this reviewer's view, the most interest-
ing element of this chapter is the parallel
drawn between Enlightenment and postmod-
ern thinking. “The philosophers of the
Enlightenment put their faith in reason; they
saw reality as something separate and inde-
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pendent of reason, and they expected to pro-
vide a full and accurate picture of reality” (p.
32). The postmodern thinking sees the fallacies
of this reasoning, but “the postmodern attitude
towards reality is much more dangerous. While
it has stolen a march on the Enlightenment by
discovering that reality can be manipulated, it
does not recognize the pursuit of truth as a
requirement. Consequently, it allows the
manipulation of reality go unhindered” (p. 38).
This statement leads him to a frontal attack on
his archenemy, the Bush administration: “I now
see a direct connection between the postmod-
ern idiom and the Bush administrations' ideol-
ogy” (p. 41). One of this administration's sen-
ior advisers (and, consequently, the administra-
tion itself) “did not merely recognize that the
truth can be manipulated, he promoted the
manipulation of truth as a superior approach”
(pp. 42–43). “This leads to the paradoxical con-
clusion that the higher standards in politics
were based on an illusion, and they were under-
mined by the discovery of truth, namely that
reality can be manipulated” (pp. 45–46). This,
in my opinion most important part of this
chapter is closed with the following statements
of moral character: “I believe political dis-
course used to abide by much higher standards
of truthfulness and respect for the opponents'
opinion in the first two hundred years of
democracy in America than it does today” (p.
45). “To reestablish those higher standards that
used to prevail, people must come to realize
that reality matters even if it can be manipulat-
ed” (p. 46).

REFLEXIVITY OF FINANCIAL MARKETS In Chapter
4, “Reflexivity of financial markets” the author
leaves “the realm of abstractions” in which he
has “delved” (p. 51), and begins to deal with
realities, the veritable problems of financial
markets, problems in which the readers are
probably more interested than in the philo-
sophical speculations of the first three chapters. 

The first few pages discuss equilibrium theo-
ry and rational expectations theory and add
only some details to what has been written pre-
viously. The fundamental theorem is presented
rather bluntly in the first sentences of the sec-
tion on “A contradictory theory”. “I contend that
financial markets are always wrong (italics added
by reviewer) in the sense that they operate with
a prevailing bias, but in the normal course of
events they tend to correct their own excesses.
Occasionally the prevailing bias can actually val-
idate itself by influencing not only market
prices but also the so-called fundamentals that
market prices are supposed to reflect. […] The
change in the fundamentals may then reinforce
the biased expectations in an initially self-rein-
forcing but eventually self-defeating process.
Of course such boom-bust sequences do not
occur all the time. Most often the prevailing
bias corrects itself before it can affect the fun-
damentals. But […] they can occur […]. When
they occur, boom-bust processes can take on
historic significance. That is what happened in
the Great Depression, and that is what is
unfolding now, although it is taking different
shape” (pp. 57–58). As we can see, in this analy-
sis already, a reference is made to the current
problems to be dealt with later on, in Chapters
5–8, while this chapter primarily focuses on past
events rather than current problems. 

The first such past event was the conglomer-
ate boom of the 1960s. At this time companies
“could attain a higher multiple simply by going
on an acquisition spree” (p. 59), i.e. buying
other companies. “The misconception […] was
the belief that companies should be valued
according to the growth of their reported per
share earnings no matter how the growth was
achieved”, i.e. by assuming that “equity lever-
aging4, that is, selling stock at inflated valua-
tions can generate earning growth” (p. 60).
“When stock prices started to fall, the decline
fed on itself ” (id.). This was therefore a classi-
cal boom-bust process: the boom was built on
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the increase of stock prices that, eventually, had
to come to a stop and at this point the collapse
of the boom was unavoidable. The second such
event was the case of the real estate investment
trusts. The shares of the first such trusts “near-
ly doubled in price in the space of a month or
so. Demand generated supply, and a host of
new issues came to the market. When it became
clear that the supply […] was inexhaustible,
prices fell” (p. 62), and the boom collapsed. 

The most important was, however, “the
international banking crisis of the 1980s” (p.
64). The author's fundamental contention is
that in case of private loans “bubbles arise when
banks treat the value of [the collateral, of] the
real estate as if it were independent of the
banks' willingness to lend against it” (pp.
64–65). The value of the real estate, however, is
not given, as conventional theory and also
banks assume, but the willingness of the banks
to lend against it increases its value. This is
therefore a process that feeds on itself and
must come to a stop; the stop, however, leads
to collapse. When “the debtors were sovereign
countries, [banks] pledged no collateral” (p.
65), and credits were given on the basis of the
creditworthiness of the countries. The coun-
tries' creditworthiness was, however, increased
by the banks' willingness to give credit, which
was therefore again a process that fed on itself
and had to come to a stop and collapse. The
thesis is therefore clear: the banks' activity
influences fundamentals, the valuation of real
estates and the economic state of the countries;
credits are given because the banks' activity
increases the value of the real estate and
improves the position of the countries. This
process must, however, come to a halt sooner
or later, followed by a collapse, if this self-rein-
forcing process surpasses a certain limit or an
adverse outside shock occurs.

BOOM/BUST MODEL The boom-bust model pre-
sented in the next section is a generalization of

what has been written above and, according to
it, “the drama unfolds in eight stages” (p. 65).
It “has a pecu-liarly asymmetric shape. It tends
to start slowly, accelerate gradually and then
fall steeper than it has risen” (p. 66). A theo-
retical and three empirical charts are presented
and the empirical ones are obviously conform
to the theory and the theoretical charts. Other
forms of reflexivity are also possible, and “in
free-floating exchange rate regimes the reflex-
ive relationship tends to generate large multi-
year waves” (p. 70).

The economic policy consequences of the
above considerations and of the empirical evi-
dence are straightforward and farreaching.
“Because financial markets do not tend towards
equilibrium, they cannot be left to their own
devices (italics added by reviewer). Periodic cri-
ses  bring forth regulatory reforms” (p. 71). In
sharp contrast to the above, “the prevailing par-
adigm asserts that financial markets tend towards
equilibrium. That has led to the notion that
actual prices deviate from a theoretical equilib-
rium in a random manner. While it is possible to
construct theoretical models along these lines,
the claim that those models apply to the real world
is both false and misleading. It leaves out of
account the possibility that the deviations may
be self-reinforcing in the sense that they may
alter the theoretical equilibrium. When that
happens, risk calculations and trading techniques
based on these models are liable to break down.
[…] This is at the root of the current financial cri-
sis” (italics added by reviewer, pp. 73–74.)

A “new paradigm” is therefore needed, and
its theoretical point of departure, as has been
stated before, is that “by applying the postulate
of radical fallibility to financial markets, one
can assert that instead of being always right,
financial markets are always wrong. […] To be
specific: financial markets cannot predict eco-
nomic downturns accurately, but they can cause
them. […] Bubbles often lead to financial
crises. Crises, in turn, lead to the regulation of
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financial markets. That is how the financial
markets are best interpreted as a historical pro-
cess, and that is why this process cannot be under-
stood without taking into account the role of the
regulators. In the absence of regulatory author-
ities financial markets would be bound to break
down, but in reality breakdowns rarely occur
because markets operate under constant super-
vision. […] Most of the reflexive processes
involve an interplay between markets and regu-
lators, [but] it is important to remember that
regulators are just as fallible as the partici-
pants. […] That alone is sufficient to justify
my claim that the behavior of markets is best
regarded as a historical process” (pp. 76–77,
italics added by reviewer).

This is something fundamentally different
from traditional theory and it is easy to under-
stand that the author's criticism of the classical
theory is annihilating. “Market fundamental-ists
blame market failures on the fallibility of the
regulators, and they are half right: Both markets
and regulators are fallible. Where market funda-
mentalists are totally wrong is claim-ing that
regulations ought to be abolished on account of
their fallibility. That happens to be the inverse of
the Communist claim that markets ought to be
abolished on account of their fallibility. […] It
will advance our understanding of reality if we
recognize the ideological character of market
fundamentalism. The fact that regulators are fal-
lible does not prove that markets are perfect. It
merely justifies re-examining and improving the
regulatory environment” (p. 77). 

After these considerations of mostly theo-
retical character let us now turn to Part II: “The
current crisis and beyond”.

THE CURRENT CRISIS AND BEYOND

THE SUPER-BUBBLE HYPOTHESIS Chapter 5: “The
super-bubble hypothesis”, which may be consid-
ered as the central chap-ter of this book, tries

to apply the theoretical apparatus shown above
to the present situation and also to point to
future developments that may be expected. It is
therefore of necessity to review it in a very
detailed form.

The chapter begins with very important and
very explicit statements: “We are in the midst
of a financial crisis the likes of which have not
been seen since the Great Depression of the
1930s. To be sure, it is not the prelude to
another Great Depression. History does not
repeat itself. The banking system will not be
allowed to collapse as it did in 1932” (p. 81).
Nevertheless, “this [crisis] will have farreach-
ing consequences. It is not business as usual
but the end of an era” (id.). This is followed by
the concept to be developed in this chapter, i.e.
that in the present situation “there is not just
one boom-bust process or bubble but two: the
housing bubble and what I shall call a longer-
term super-bubble. […] The two bubbles did
not develop in isolation: they are deeply imbed-
ded in the history of the period” (p. 82).
Finally, the statement that no new Great
Depression will develop is supported by the
following considerations: “The current situa-
tion cannot be understood without taking into
account the economic strength of China, India,
and some oil- and raw material-producing
countries; the commodities boom; an exchange
rate system that is partly floating, partly tied to
the dollar and partly in between; and the
increasing unwillingness of the rest of the
world to hold dollars” (p. 82). These views will
be expounded in a more detailed form later, in
Chapter 7.

The emergence of the “U.S. housing bubble”
(p. 82), according to the views of the author,
can be traced back to a number of longer term
developments that are shown in Charts 1 to 7.
The U.S. saving rate declined to practically
zero and housing prices increased enormously.
The growth of U.S. household debt and the
ratio of structured finance within total rated
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revenue was also enormous. Credit quality
declined, which can best be shown by the
“growing share of subprime and Alt-A origina-
tion”5 (p. 83). “Toward the end, houses could
be bought with no money down, no questions
asked” (id.). Under such conditions the crisis
was foreseeable and practically unavoidable as
already stated in the second introduction
“Setting the stage”; the details can be found in
the book.

As to the super-bubble hypothesis, “superim-
posed on the U.S. housing bubble there is a
much larger boom-bust sequence which has
finally reached its inflection, or crossover,
point. It consists of an excessive reliance on the
market mechanism. President Ronald Reagan
called it the magic of the marketplace. I call it
market fundamentalism. It became the domi-
nant creed in 1980 when Reagan became presi-
dent in the United States and Margaret Thatcher
prime minister in the United Kingdom,
although its antecedents go back much further.
It was called laissez-faire in the nineteenth cen-
tury. Market fundamentalism has its roots in the
theory of perfect competition. […] In the post
World War II period it received a powerful fillip
from the failures of communism, socialism, and
other forms of state intervention. That impetus,
however, rests on false premises. […] Financial
markets do not necessarily tend towards equi
librium; left to their own devices they are liable
to go to extremes of euphoria and despair. For
that reason they are not left to their own
devices; they have been put in the charge of
financial authorities whose job is to supervise
them and regulate them. Ever since the Great
Depression, the authorities have been remark-
ably successful in avoiding any major break-
down in the international financial system.
Ironically, it is their success that has allowed
market fundamentalism to revive. When I stud-
ied at the London School of Economics in the
1950s, laissez-faire seemed to have been buried
for good. Yet it came back in the 1980s. Under

its influence the financial authorities lost con-
trol of financial markets and the super-bubble
developed” (p. 92).

“The super-bubble combines three major
trends, each containing at least one defect. First
is the longterm trend towards everincreasing
credit expansion. […] This trend is the result
of the countercyclical policies developed in
response to the Great Depression. Every time
the banking system is endangered, or a reces-
sion looms, the financial authorities intervene,
bailing out the endangered institutions and
stimulating the economy. Their intervention
introduces an asymmetric incentive for credit
expansion also known as the moral hazard6.
The second trend is the globalization of finan-
cial markets, and the third is the progressive
removal of financial regulations and the accel-
erating pace of financial innovations. […]
Globalization also has an asymmetric structure.
It favors the United States and other developed
countries at the center of the financial system
and penalizes the less developed economies at
the periphery. The disparity between the center
and the periphery is not widely recognized, but
it has played an important role in the develop-
ment of the super-bubble. And […] both
deregulation and many of the recent innova-
tions were based on the false assumption that
markets tend towards equilibrium and devia-
tions are random. The super-bubble ties
together the three trends and the three defects”
(p. 93).

If what has been told until now on market
fundamentalism is a dethronement, what is
told on globalization is a blasphemy. “The
globalization of financial markets was a very
successful market fundamentalist project. If
financial capital is free to move about, it
becomes difficult for any state to tax it or to
regulate it because it can move somewhere else.
This puts financial capital into a privileged
position. Governments often have to pay more
heed to the requirements of international capi-
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tal than to the aspirations of their own people.
That is why the globalizations of financial mar-
kets served the objectives of the market funda-
mentalists so well. […] Globalization did not
bring about the level playing field that free
markets were supposed to provide according to
the market fundamentalist doctrine. […] The
way the system works, the United States,
which enjoy veto power in the Bretton Woods
institutions, […] is 'more equal' than the oth-
ers. […] As the barriers to capital movements
were removed the savings of the world were
sucked up to the center and redistributed from
there” (pp. 95–96).  

The above statements may appear as populist
utterances but they are followed by thorough-
going analysis. The gradual lifting of restric-
tions and the asymmetry of the system des-
cribed above “combined with the asymmetric
incentive for credit expansion in the developed
world, sucked up the savings of the world from
the periphery to the center and allowed the
United States to develop a chronic current
account deficit. […] This was a perverse situa-
tion because capital was flowing from the less-
developed world to the United States and both
the current account and the budget deficits of
the United States served as major sources of
credit expansion. Another major source was the
introduction of new financial instruments and
the increased use of leverage by the banks and
some of their customers, notably hedge funds
and private equity funds. Yet another source of
credit expansion was Japan. […] These imbal-
ances could have continued to grow indefinite-
ly because willing lenders and willing borrowers
were well matched. There was a symbiotic rela-
tionship between the United States, which was
happy to consume more than it produced, and
China and other Asian exporters, which were
happy to produce more than they consumed.
The United States accumulated external debt,
China and the others accumulated currency
reserves. The United States had low saving

rates, the others high ones” (pp. 96–97). “This
situation became unsustainable with the devel-
opment of a housing bubble in the U.S. and the
introduction of financial innovations based on a
false paradigm. [The housing bubble] is follow-
ing the classic boom-bust pattern, but, in addi-
tion, it has also set in motion a flight from the
dollar and an unwinding of the other excesses
introduced in the financial system by recent
innovations. That is how the housing bubble and
the super-bubble are connected” (p. 98, italics
added by reviewer).

There is therefore the fundamental “differ-
ence between this crisis and the periodic crises
that have punctuated finical history since the
1980s. […] Those who kept insisting that the
subprime crisis was an isolated phenomenon
lacked a proper understanding of the situation.
The subprime crisis was merely a trigger that
released the unwinding of the super-bubble”
(pp. 98–99). This is followed by a longer argu-
mentation posing the question whether the au-
thor's thesis is valid or not, but the author,
returning to the “three major trends” (p. 93)
shown above, comes to the conclusion that
“these three factors render an economic slow-
down virtually inevitable and turn [what has
happened now] into the end of an era” (p. 101).
Nevertheless, he adds that “we must beware of
laying too much emphasis on the super-bubble.
We must not endow it with magical powers the
way President Reagan did with the market-
place. There is nothing predetermined or com-
pulsory with the boom-bust pattern. […] 
I want to caution against the pitfalls that await
those who seek to fit the course of events into
a predetermined pattern. […] The right way to
proceed is to fit the pattern to the actual course
of events” (pp. 101–102). The author empha-
sizes therefore that the future is not predeter-
mined and human foresight is limited but
leaves no doubt that, in his opinion, we are at
the end of an era and at a turning point of
human history. 
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This chapter is closed with similar statements.
“I believe that the theory of reflexivity can
explain the current state of affairs better than
the prevailing paradigm, but I have to admit that
it cannot do what the old paradigm did. It can-
not offer generalizations in the mold of natural
science. It contends that social events are funda-
mentally different from natural phenomena,
they have thinking participants whose biased
views and misconceptions introduce an element
of uncertainty into the course of events” (p.
103). It can therefore be assumed that we are at
the end of an era and at a turning point of human
history, but it cannot be assumed that we can
foresee the future with certainty.

AUTOBIOGRAPHY OF A SUCCESSFUL SPECULA-
TOR Chapter 6, “Autobiography of a successful
speculator” is even less a digression of personal
character inserted into the text of this book
than Chapter 2, “Autobiography of a failed
philosopher” was. It is a description of the
development of the banking sector in the
author's active lifetime, since 1950.  “At the end
of World War II […] banks and markets were
strictly regulated. […] International financial
transactions were subject to strict regulation by
most countries and there was very little inter-
national capital movement. […] Banks at the
time were considered the stodgiest of institu-
tions. Managements had been traumatized by
the failures of the 1930s, and safety was the
paramount consideration, overshadowing prof-
it and growth” (pp. 106–109). This is followed
by the description of the two oil shocks, of
“the technology bubble that burst in 2000 and
of the terrorist attack of September 11, 2001”
(p. 116) and their consequences, as well as the
“shocking abdication of responsibility on the
part of the regulators” (p. 117). Even the activ-
ities of FED presidents Alan Greenspan (p.
118) and Ben Bernanke (p. 119) are evaluated,
and the chapter ends with the author's follow-
ing revelation: “when the crisis erupted in

August 2007, I considered the situation grave
enough that I did not feel comfortable leaving
the management of my fortune to others, [and]
I resumed control” (p. 121). In  my opinion
this chapter does not explicitly state but
implies – if other parts of the book are also
taken into consideration – that the banking
industry will be led in a much more conserva-
tive way in future and it will be put under effec-
tive control once again.

MY OUTLOOK FOR 2008 Chapter 7 bearing the
title My outlook for 2008 is subdivided into sec-
tions headed by the dates when these sections
were presumably written. 

The most important statements can be read
in the first section dated January 1, 2008, and it
seems reasonable to cite them.  

“1. A sixty-year period of credit expansion
based on the United States exploiting its posi-
tion at the center of the global financial system
to control over the international reserve cur-
rency has come to an end” (p. 122).

“2. One can expect some longerlasting
changes in the character of banking and invest-
ment banking” (p. 123).

“3. There are no grounds, however, for pre-
dicting a prolonged period of credit contrac-
tion or economic decline in the world as a
whole because there are countervailing forces
at work. China, India and some of the oil-pro-
ducing countries are experiencing dynamic
developments which may not be significantly
disrupted” (p. 124). 

“4. The United States during the Bush
administration failed to exercise proper politi-
cal leadership” (id.).

These statements are followed by the
author's conjectures about the state and future
of the most important participants and deter-
minants of the world economy. As to the
United States, “both investors and the general
public suffer from a misconception. They
believe that the financial authorities […] will
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do whatever it takes to avoid a recession. 
I believe that they are not in a position to do so
partly because of the commodity boom and
partly because of the vulnerability of the dollar
(the two are mutually self-reinforcing)” (p.
125). The obvious consequence of this is that
“I believe that the renminbi will be allowed to
appreciate at a faster rate” (id.). “Europe is
liable to be affected almost as badly as the
United States” (p. 128). “China is undergoing a
radical structural transformation, and the asset
bubble engendered by negative real interest
rates is facilitating the process. […] No doubt
a bubble is in formation, but it is in a relatively
early stage, and there are powerful interests at
work to keep the bubble going” (p. 129).
Nevertheless, “China will sail through the cur-
rent financial crisis and subsequent recession
with flying colors and gain considerable relative
strength. […] China is likely to challenge the
supremacy of the United States much sooner
than could have been expected when George W.
Bush was elected president” (p. 131). Of
course an utterance against this archenemy is
not spared: “What an ironic outcome for the
Project for a New American Century!” (Id.) In
India “the growth rate has now more than dou-
bled. […] The discovery of offshore natural gas
promises to make India energy self-sufficient
within the next few years” (pp. 131–132).
“Another source of strength for the world
economy is to be found in some of the oil-pro-
ducing countries of the Middle East (p. 133),
[because] these states are accumulating
reserves at an impressive rate, […] [and] are
likely to favor investing in the developing
world […] [which] is likely to reinforce the
positive performance of the developing
economies” (pp. 133–135). The ensuing sec-
tions do not modify this picture in any sub-
stantial way. 

SOME POLICY RECOMMENDATIONS Chapter 8
presents “Some policy recommendations” which

follow directly from what has been written pre-
viously. We must not be surprised that the first
statement and the first rec-ommendation are
the following: “Only a Democratic president
can be expected to turn things around and lead
the nation in a new direction”, and, respective-
ly: “Clearly an unleashed and unhinged finan-
cial industry is wreaking havoc with the econo-
my. It needs to be reined in. Credit creation by
its nature is a reflexive process. It needs to be
regulated in order to prevent excesses” (p.
142). This does not mean, however, any exces-
sive state interference: “Markets should be
given the greatest possible scope compatible
with maintaining economic stability” (p. 143).
As a “specific measure that could help relieve
the credit crisis is the establishment of a clear-
ing house or exchange for credit default swaps”
that seems necessary as “forty-five trillion  dol-
lars (!!!) worth of contracts are outstanding”
(p. 145). The next question is: “What is to be
done about the mess created by the bursting of
the housing bubble”, considering that “about
40 percent (!!!) of the 7 million (!!!) subprime
loans outstanding will default in the next two
years” and that “the human suffering caused by
the housing crisis will be enormous” (pp.
146–147). The detailed discussion of the con-
crete proposals is impossible here but it can be
seen that the “mess” is extreme and the way out
is far from being obvious.

CONCLUSION

The Conclusion repeats the most important
elements of the previous argumentation and its
last paragraph shows best the veritable prob-
lem. “I should like to end with a plea. Let this
not be the conclusion but the beginning of a
concerted effort at better understanding the
human condition. Given our increased control
over the forces of nature, how can we govern
ourselves better? How is the new paradigm for
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financial markets to be reconciled with the old
one? How should financial markets be regulat-
ed? How can we deal with global warming and
nuclear proliferation? How can we bring about
a better world order? These are the questions
for which we have to find answers. I hope to
participate in a lively debate” (pp. 159–160.) 

This conclusion shows best that the sub-
prime crisis, which first appeared to be an iso-
lated problem the likes of which could be
solved in the past with no major consequences,
triggered a US credit crisis which, in turn, trig-
gered an international financial crisis that
brought to the fore a number of fundamental
problems which were known but were shelved
for fear of facing them. We must suppose that
the world order of the years before this crisis
will never return, it will take a long time until
the new a new world order is shaped, and that
this time will be hard for all of us. The greatest
merit of this book is to show the depth of the
problems before us and the weight of the task
facing us.

This looks like the end of this review but I
have some remaining tasks to solve and some
questions to answer. 

The first question is whether the author's fun-
damental theses that “financial markets do not
tend towards equilibrium, they cannot be left to
their own devices” (p. 71, italics added by
reviewer), and that “financial markets are
always wrong” (p. 76, italics added by reviewer)
are valid, considering that traditional economic
theory and the practice built on it hold that
speculation is beneficial and even unavoidable.
My contention is that these theses of Soros are
not only valid but they can be supported by
means of neoclassical analysis, and that finan-
cial markets are wrong not only in the sense
that they bring disruptive forces to the fore but
also in the sense that they distort prices. This
claim can be backed in the most simple way by
referring to a book published sixty years ago,
Abba P. Lerner's Economics of control (1947).

This book draws all its conclusions from the
thesis that the general prevalence of perfect
competition is the best possible state of affairs,
and devotes a whole chapter to competitive
speculation.

The summary of this Chapter is the follow-
ing: “The social utility of competitive specula-
tion is more certain than that of simple pro-
duction. It is beneficial for the rest of society
even if the speculator is mistaken and incurs a
loss, and even when he sells short. Hostility to
speculation is mistaken and arises in part from
identifying productive or competitive specula-
tors with aggressive or monopolistic
Speculators [written in this case with capital S].
The profits from speculation are best eliminat-
ed by increasing the amount of speculation” (p.
13). This is, obviously, the classical and neo-
classical view on which the prevalent system of
stock and merchandise exchanges are built.

In Lerner's book, the title and the first para-
graph of the first Section of the Chapter
“Competitive speculation” are the following:
“The social utility of competitive speculation is
more certain than that of simple production” (p.
88). “All perfectly competitive speculation is in
the social interest whether the optimum divi-
sion of each factor between the different prod-
ucts is reached or not. It always improves on
the situation, bringing it nearer to the opti-
mum. It is strange that this should be more cer-
tainly so in the case of speculation than on the
case of production in the ordinary sense which
usually receives much grater social approba-
tion. Simple production of a particular good
may be perfectly competitive and yet not con-
tribute at the margin to bringing out the best
use of the factor. It may be harmful socially
because there is an aberration from the opti-
mum in the production of the alternative prod-
ucts. […] But perfectly competitive specula-
tion cannot have its good works nullified by
what gets on anywhere in the economy because
it completes the whole cycle by itself in taking
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goods from points where they are cheaper to
others where they are dearer and so from
points where the value of the alternative use,
the marginal social cost, is lower than the value
of the actual use, the marginal social benefit.
Thus it always tends to bring marginal social
cost closer to marginal social benefit (id.).”  

To express this argumentation in a more
concise way, in the case of ordinary production,
marginal social cost is equal to marginal social
benefit only if this condition is fulfilled eve-
rywhere, as a price distortion anywhere may
cause distortion everywhere. This problem
does not arise in the case of speculation as
speculation involves only a single piece of
goods in some place at some time and is there-
fore unaffected by distortions related to other
goods. Speculation can be harmful only if
“speculators are able, because they are very rich
or because they can organize many people into
combinations, to affect the price and thus to
frustrate any attempts to bring about an opti-
mum allocation of goods. […] We may call this
aggressive or monopolistic Speculation” (p.
69). The moral is simple and it is in full con-
formity with or is even the best expression of
the teachings of classical economics: perfect
competition is good and monopolies are bad
because they distort prices. Monopolies are not
bad because they exist but because they distort
prices. 

This is where the Soros theory enters the pic-
ture. Speculators can affect prices not only if
they are very rich or if they organize them-
selves into combinations but if they behave in a
uniform way, led by the Keynesian animal spir-
it, without organizing themselves into combi-
nations. A large unorganized group led by the
same misconception distorts prices just as well
as organized monopolies do. As a result, the
theses of Soros that “financial markets do not
tend towards equilibrium, they cannot be left to
their own devices” (p. 71, italics added by re-
viewer), and that “financial markets are always

wrong” (p. 76, italics added by reviewer) are
therefore valid even within the context of clas-
sical economics as unorganized groups led by
the same misconception act and distort prices
in the same way as monopolies do. This means
that speculation is not only wrong because it
involves excesses of exuberance and despair
and consequently leads to crises but also
because it distorts prices. 

This contention is very similar to the
Keynesian thesis that free markets do not nec-
essarily bring about full employment, and, if
they do not, state intervention is necessary.
This raises, however, the second question. If
state intervention is necessary when financial
markets run amok, how is this state interven-
tion to be effectuated? The answer that can be
given is also very similar to the Keynesian case.
In a closed economy both countercyclical fiscal
and monetary policies and the regulation of the
financial markets are rather simple. In closed
economies, taxes and interest rates can be
raised or lowered by well-known methods rela-
tively easily. Similarly, financial markets can
also be regulated in closed economies relatively
easily and without damaging consequences. If
some financial inventions as structured and
synthetic instruments are too complicated to
be controlled, they can be prohibited.
Problems arise in open economies, and they are
the greater the more the economy is open. 

This leads to the favorite topic of Soros: the
lack of political leadership in the United States.
Even now when the relative power of the U.S.
is much smaller than it used to be in the previ-
ous, post World War II. decades, only the
domestic problems of the United States can
cause world-wide problems, the domestic
problems of the other countries remain isolat-
ed problems which can be solved by themselves
or by the international agencies. The theoreti-
cal problems of the control of international
finances are difficult or perhaps impossible to
solve if the partners are equal. The fact that the



BIBLIOGRAPHY REVIEW – Books

495

U.S. is “more equal” makes the problem man-
ageable, because the problems of international
finances can be reduced to the problem of U.S.
domestic finances as it is obviously true now.
The international financial crisis is therefore
the consequence of the U.S. domestic financial
crisis. This reasoning can also be extended to
the fundamental imbalances of the world econ-
omy, the origin of which can also be traced
back to U.S. domestic problems: the lack of
domestic savings, etc.

The historical analogy is obvious. Lack of
political leadership under President Herbert
Hoover led to the Great Depression. Lack of
political leadership under President Bush led to
the present turmoil. This is not my analysis;
this is the logical extension of the Soros analy-
sis. This reasoning leads to the obvious conclu-
sion. Worldwide financial problems are the
consequence of U.S. domestic financial prob-

lems and if the latter could be solved, world-
wide financial problems would cease to exist
and financial problems appearing elsewhere
would be reduced to local problems. This, in
this form, is obviously a simplification but a
simplification that facilitates the grasping of
the core of the problem and pointing to its
solution.

This reasoning goes against the current trend
of decreasing the role of politics because of the
obvious deficiencies of politicians. Rudiger
Dornbusch stated that “money is something
too serious to be left to politicians”, to which it
is added now that budget is also too serious to
be left to them. This, however, deprives society
from the means to control the economy, which
leads to crises like the present one. The way out
therefore is not undoing the role but raising the
level of politics and politicians.

György Szakolczai

NOTES

1 An excellent description of the crisis can be found in
Gyõrffy (2008).

2 Securitization means the creation of tradable securi-
ties from the nontradable assets of the banks by
bundling, unbundling and rebundling the different
financial assets. This allows the separation of
exchange rate, interest rate and most recently also
credits risks. The risks connected with the individual
and non.tradable assets can be concealed by using
this technique and this technique can therefore
increase the value of the combined assets created in
this way above the value of the original nontradable
assets. See also note 3

3 Structured and synthetic instruments are the securi-
ties created in the way described in footnote 2. These
new derivatives reduced or seemed to reduce the
overall risk of the whole system. 

4 Equity leveraging means buying stock and other
securities for speculative purposes from credit
taken up to finance this activity. If the value of the
stocks and other securities increases, as it was
assumed, the credits taken up can be paid back eas-

ily. If the speculator's expectations are not fulfilled
and he incurs losses and particularly heavy losses,
the credits cannot be repaid and the loss of the
bank is unavoidable.  

5 According to Gyõrffy (2008): “Highrisk, subprime
borrowers can be classified into two groups: Alt-A
and subprime. In the Alt-A category, risk derives
from the fact that loans were taken out at a very low
level of documentation, e.g. the income certificate
was missing or no declaration was submitted on any
other mortgage that may have encumbered the prop-
erty. In the subprime category, risks were signalled by
a poor credit history or the complete failure to repay
a former loan. In 2000, the aggregate ratio of these
two categories within total mortgage loans repre-
sented 4 per cent only. This figure rose to 25 per cent
by early 2007 and nearly 40 per cent of mortgages
issued in 2006 fell in these categories.”  

6 Moral hazard appears when the person or institution
bearing the risk differs from those ob-taining the
profit expected from the transaction. Such a situa-
tion certainly involves excessive risk-taking and may
lead to heavy losses.
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TThe subject of István Magas' book makes it not
only possible but in fact unavoidable to consid-
er it based on the latest developments of the
world economy. The current financial crisis
came like a bolt from the blue on countries,
economies and individuals: consumers and
employees alike. The crisis has been increasingly
deepening and nobody can see the end or even the
deepest point of it. The financial crisis that was
set off in the financial system of the United
States has developed into a global crisis in a
year; it has spread beyond the US borders and
seriously affected the real economy as well. The
cause of the crisis, a disorder in the American
mortgage lending system, has by far not been a
unique phenomenon in the past 15–20 years.
From Argentina to Japan, from Russia to
Mexico, numerous countries have suffered
most serious financial crises. The United States
itself has experienced severe stock exchange
drops on several occasions (e.g. in 1987 and

1997). There have been other warning signs,
too, like the collapse of NASDAQ, the high-
tech stock exchange, or the last breaths and
collapse of the American energy giant
ENRON due to severe misuse and interpene-
tration, which have shattered confidence in the
American corporate governance model.

Among the warning signs of crisis, mention
must also be made of the increasingly fast and
mobile speculation manifested in increasingly
huge transactions. In many cases, this has
caused serious damage not only because of the
mass psychosis, i.e. the flight in herds in the
same direction (e.g. at the times of the above
disorders of American stock exchanges). Even
conscious individual action by some specula-
tors may gain a size of importance in the glob-
al financial system that may cause the devalua-
tion of currencies or even the absolute bank-
ruptcy of companies; what is more, of whole
national economies. There have been examples

István Magas 

Globalisation and
national markets

NAPVILÁG KIADÓ, 2007 
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for these latter as well. Yet, what makes the
intolerability of the lack of inner and outer
control, a self-regulatory mechanism of the
global financial system clearer than sunlight for
all is that reckless or even conscious misuse by
individuals punishable under the law may cause
similarly  gigantic damage (Szanyi, 2009). 

It is thus imperative to do something since
in the environment hallmarked by globalisation,
the institutions of capitalism have started to fail
one after the other. Under the conditions of
globalisation, the practical application of the
neoliberal ideological system proclaiming the
policy of non-intervention has been unable to
trigger the establishment of effective self-regu-
latory mechanisms for the global market.
Mechanisms that could have adequately man-
aged or restricted the growing number of oper-
ational risks and the increasing potential losses.
The now quasi renationalised bank systems of
developed countries indicate a sharp turn: a
kind of return to an earlier mainstream eco-
nomic philosophy, neokeynesianism. For the
time being, this return has been merely an obli-
gation. It is not sure at all that the omnipotent
state will once again get a decisive role in the
economic political practice since this main-
stream, too, was taken over by the process of
globalisation unfolding in the 1970's and
1980's. What else is then there to replace the
neoliberal mainstream? No one knows the
answer yet, I believe; the economist to create
the economic paradigm by which the processes
of globalisation and its negative effects can be
satisfactorily interpreted and treated has prob-
ably not even been born yet.

The book by István Magas can be read and
interpreted from this long-term forward look-
ing perspective, too. When the book was born
in 2007, the mortgage market problems trigger-
ing the crisis had just started in the American
economy. Yet the book, from the beginning to
the end, is about the risks the potential nega-
tive consequences of which could be predicted

by the author in their order of magnitude only.
Also at a professional debate organised by the
Committee of Economic Sciences of the
Hungarian Academy of Sciences in December
2008, the author emphasised that the serious
operational problems of the system elements
had been apparent and yet no analysts had
expected that the problems would set into
motion like an avalanche, spreading beyond the
border of the United States and the financial
sector, and get global. This extension of the cri-
sis, however, makes the system-level manage-
ment of the anomalies outlined also in this
book definitively pressing.

Globalisation and national markets is not an
easy to read book. As is mentioned in the
introduction already, this book assumes famil-
iarity with the basic principles of international
economics, comparative economics and world
economics. It was made for the needs of mas-
ters level economist training and it offers no
description of the major institutions or
processes of the global financial system, of
international capital movement or the model-
ling theories describing the operation of these.
It should rather be treated like a logical experi-
ment based on the knowledge of the above and
merging the approaches of the above disci-
plines. The goal of the experiment is to get
closer to understanding the interactions
between the global financial system and, in
close correlation with that, the globalising real
economy. The revelation of interactions will
lead to the causes triggering operational disor-
ders. It will help understand that global prob-
lems, be those either short-term operational
disorders or long-term, global processes (in
other words, various issues of sustainable
development), have outgrown the frameworks
of national economic policies by far and
demand global solutions. Unfortunately,
although this is not a novel realisation, its prac-
tical application has been prevented in almost
all aspects by partial interests.
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In the analysis of the financial and real eco-
nomic processes of globalisation, the attitude
of the book merging several approaches has
generated interesting and novel revelations.
Two of these fields can be highlighted on here
even within the narrow framework of the
review. The correlation between the global capi-
tal market and operating capital movement
described in the first part of the book and the
analysis of the contradiction between global
processes and the regulation- and economic
political efforts restricted by national boundaries
in the second part of the book are most inter-
esting. 

As regards the first issue, a system
approach to international corporate operation
as well as the presentation of the fact that
multinational companies are able to establish
and operate global systems are especially
important. Through the system guarantees
(useful redundancies) thus incorporated, they
get much more tolerant to errors and conflicts
than national companies. According to the
author, an important function of international
operation is upgrading operational safety,
which significantly increases stability and com-
petitiveness. Such “useful redundancies”, in the
author's approach, are generosity observed in
global strategic planning or, as regards actual
measures, the extremely enhanced costs of
advertising, for instance. Multinational compa-
nies “try to prevent all disturbing factors in
advance or draw them to their field of influence
by generous spending, thereby maximally serv-
ing the basic system function, the operation of
the company, and ensuring a high and reliable
influx of incomes to their shareholders … By
this generosity (which may seem a useless
waste to outside observers), … the company
mostly protects itself …” (p. 30) In this case, it
is with respect to the whole global network of
the company that this “strategic generosity”
gets in balance with the basic cost-benefit atti-
tude determining corporate operation. The

principle of profit maximisation becomes
apparent in an increasingly relative way, as one
of the company's success indicators. The
motive of profit maximisation is increasingly
replaced by an effort to attain “sufficient prof-
it”, besides which there are other important
strategic goals, such as expansion or stability
and safety, significantly influencing corporate
leaders' decisions (Chikán, 2003).

Multinational companies as organisations are
among the major players of global economic
operation. The other global force that is less
transparent and not easily predictable in its
behaviour is the system of international money
and capital markets that provides the environ-
ment of corporate operation. It is most impor-
tant to highlight upon the fact that the develop-
ment of global corporate operation and that of
global capital and money markets are interdepen-
dent and simultaneous. Without the financial
services of the latter, multinational companies
would be unable to establish and operate their
global systems or   enforce the above highlight-
ed positive redundancies. It must also be noted
at the same time that the financial system does
have its significant own movement as well. It car-
ries out the individual momenta of its activity
no longer as a mediating agent of real process-
es; these are rather determined by its inner laws
and development processes (in a bad case, by
the personal interests of its certain participants
and agents misusing opportunities, sometimes
even violating prudent behavioural norms or
even the law). 

There have been many to draw attention to
the existence or necessary development of
these anomalies before. A prominent
Hungarian representative of this view has been
Kamilla Lányi (Lányi, 1997). In the debate
triggered by her article, those emphasising the
positive effects of the global development
processes of the financial sector argued for the
necessity and usefulness of financial globalisa-
tion in view of the demands of the real sphere
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(Csontos – Király – László, 1997). István
Magas points out in his book objectively that
the beneficial effects of globalisation should
not be ignored but nor should be the dangers
following from the lack of control of global
processes. The book makes allusion to many
kinds of potential sources of danger, only one
of which should be mentioned here, which has
played a key role exactly in the formation of
the current crisis. “Since the involvement of
international sources has become remarkably
easy from the technical point of view, the tra-
ditional commercial bank positions specialised
in judging the solvency of national, corporate
and individual solvency have become increas-
ingly risky.” (p. 38) It is not difficult to find a
parallel here with the bank practice causing the
collapse of the American mortgage loan mar-
ket. Magas also makes reference to the correla-
tion to be observed between the looser loan
placement conditions at times of source abun-
dance and the growth of the real economy,
which leads to oversized real economic capaci-
ty (p. 39). 

Through the above, the author draws atten-
tion to the inignorable fact that, since the
beginning of the 1990's, in Southeast Asia as
well as in the Central-European countries in
transition, extra capacity has developed, the
demand for the issuing of which has been
ensured by global money markets, too,
through using abundant liquidity under soft-
ened conditions, widening consumption. The
above thus means that the current crisis is also
an overproduction crisis at the same time
(Szanyi, 2009). This course of ideas generates
another conclusion as well, i.e. that, absolutely
contrary to the principles of the neoliberal
mainstream and against the economic political
efforts applying these, global capital and
money markets have provided the financial
sources of the artificial demand expansion nec-
essary for sustaining growth themselves. We
can say that, by using the room granted by the

neoliberal economic policy which bans the
means of the Keynesian demand expansion and
puts the rational decisions of markets and mar-
ket players in the foreground, the global finan-
cial system has, paradoxically, ensured the appli-
cation of Keysian demand expansion itself!
Moreover, it has done so in an essentially
uncontrolled, uncoordinated and unrestricted
way, since international financial organisations
have prevented state intervention. With some
exaggeration, it can be stated thus that, as an
effect of the neoliberal economic policy, the
problems that have developed in the world
economy are similar to those generated by the
use of Keynesian measures!

In relation with the other highlighted
issue, Magas provides detailed criticism of the
theorems of the neoliberal mainstream and
points out rightly that, although direct state
involvement in the economy has decreased in
form and in many fields, it has increased in new
areas, on the other hand. The hardly falling or
sometimes even growing extent of state reallo-
cation in a number of developed countries in
itself proves the above (pp. 130–131). While
the state as an owner has lesser presence in
developed market economies, it does have per-
manent presence in income reallocation and in
regulation-stabilisation. Novel areas of inter-
vention or those of growing weight are
decreasing regional inequality, subsidising
innovation and creating employment, while
bailing out crisis branches and regions contin-
ue to be areas of state involvement. It can thus
be stated that in the period influenced by the
neoliberal mainstream, the role of the state has
not shrunk, only the methods applied and the
areas of intervention have changed. 

The author justly points out also that even
the international financial organisations most
supportive of the practical application of the
neoliberal mainstream have come to the realisa-
tion that capital market regulation today is indis-
pensable even at the global level! The problem is
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mainly that the financial organisations that
exist today are neither suitable for nor willing
to deal with this task. IMF and the World Bank
are unable to guarantee the security of global
capital and money markets meeting the arising
needs. They lack the capital strength to do so
and their management does not make them
suitable for the task, either. Since it is the
United States that is their largest shareholder
by far, it is only when and where there are seri-
ous American economic interests at stake real-
ly that they intervene fast and efficiently. But,
from this point of view, the financial structure
of the European Union has not proven more
efficient, either. It is national governments that
have taken the first serious steps in managing
the current financial crisis. (Inotai, 2008)

Coordination and control arranged at an
international level or carried out within the
framework of international cooperation are
indispensable not only for the solution of the
current crisis but also in the joint provision of
the conditions necessary for sustainable devel-
opment. This is pointed out also in this book
(pp. 133–138), similar to the works of other

authors on the crisis (Simai, 2008). The serious
economic effects of the current crisis directly affect
the societies of developed countries, which is thus
a more dramatic call than ever for joint action.
The way out of this crisis can most probably be
found through serious international negotia-
tions and by restricting the implementation of
national interests. These will all the more be
necessary because the crisis equally affects all
developed countries: there is no engine among
them to get the other, stuck economies moving
again. Besides, the crisis itself is of global origin
and its causes do include a change of economic
power relations in the world. This in turn
demands that developed countries give bigger
room and influence to regions and countries
with a fast growing economic and political
weight (Simai, 2008). If, during the treatment
of the crisis, there is some efficient interest
coordination system established in the world
economy, joint and implementable solutions
could be found for other long-term and global
problems concerning the future of humanity in
similar ways.  
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TThe study under scrutiny below has earned
Balázs Pálosi-Németh his PhD degree. The the-
sis addresses a very intriguing and relevant sub-
ject, the development of the financial systems
of emerging countries of the European Union
amid the financial globalisation, focusing on
the stock market among the components of
their system of financial institutions, compar-
ing it against the banking sector, the other main
player in financial intermediation. 

The author believes that the models devised
by representatives of the mainstream (such as
Cass, Stiglitz, Boyle, Smith, and Bose), under-
lining a positive correlation between econom-
ic development and the expansion of stock
markets, cannot be applied in emerging coun-
tries, because the strength of this connection
varies in different phases of economic
progress. “The main statement of the study is
that the system of financial institutions in
emerging countries has not only fallen behind

that of developed countries but is different as
well”. (p. 12) 

The author built his study on the
Schumpeterian research methodology, which
says “Scientific economists are distinguished
from others who think, talk, or write about
economic problems by their possession of cer-
tain methodologies. These are related to three
scopes: theories, statistics, and history. These
three components form what is widely called
economic analysis” (p. 14)

The chapters of the book are built on six
theorems defined by the author. In brief, they
are: Chapter One is a summary of literature
and a compilation of results to date in a new
approach, followed by an historic overview
where lessons in economic history are drawn.
This is followed by a comparative analysis in
the third chapter where an overview of the
development of standardised equity markets is
given along with a potential outlook. In

Balázs Pálosi-Németh

Equity markets of 
emerging economies
amid financial 
globalisation
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Chapter Five, his own alternative model is set
up and tested, followed by measurements in
Chapter Six along with proving and discarding
some of the hypotheses. Finally, in Chapter
Seven, results are compiled, conclusions drawn
and recommendations put down.

In a noteworthy effort, the author describes
the logical structure of the book in an amazing
and reader-friendly chart for the sake of easy
navigation. (p. 17)

The entire book is characterised by the
author's efforts to summarise the textual con-
tent with visual components, such as charts,
tables and graphs, making the book much more
comprehensible even for layman readers. 

In Chapter One, the author first scrutinis-
es the impacts financial intermediation has on
economic efficiency. He deems it important
because, as he says, literature typically assesses
inappropriately or superficially the operational
mechanism of the role of financial instruments
and institutions to reduce market imperfections
and dead-weight welfare loss, because it usually
focuses on the allocation function of financial
institutions even though it has other functions
as well. As a result, what can be drawn are not
clear conclusions. With money appearing as a
vessel of exchange, its functions have been
expanding throughout economic history. 
A major breakthrough was achieved by Keynes1

in 1930. Mobilisation of savings and long-term
thinking led to the development of additional
functions in the scope of investments: 'appro-
priate allocation of resources and risks, as well
as the monitoring of corporations' (p. 19). To
manage this latter efficiently, the institution of
companies limited by shares evolved. 

Schumpeter says (1980) 'the financial system
makes economic progress more efficient
through its selection mechanism'. Miller (1998)
regards the positive correlation between the
sophistication of financial intermediation and
economic growth as a “cliché”. Lucas (1988)
regards all this as being overreacted, assessing

the quality of the correlation as limited. In an
empiric scrutiny King and Levine (1993) found
financial sophistication in any given time to
give a good indication of subsequent economic
growth. Jayaratne and Strahan (1996) say com-
petition in the financial sector is increasing and
the depth of financial intermediation may
become deeper due to deregulation. According
to Rajan and Zingales (1998), countries with a
deeper level of financial intermediation have
shown a faster growth rate in industries with
external funding need than wherever the
demand for external funding is lower, ceteris
paribus. Based on a comprehensive empirical
analysis by Levine and Zervos (1998), a rule of
thumb can be defined that the sophistication of
a country's financial system gives a good fore-
cast of its economic growth. 

Summarising literature, the author under-
lines financial intermediation as 'a catalyst in
the outbreak of the second economic revolu-
tion in the second half of the 19th century, then
it was developing simultaneously with real
economy since neither of them was independ-
ent of the economic environment. On the one
hand, real economy demands various financial
solutions, and the towing effect of arising
demands urges the financial sector to develop
new features….” (p. 24)

In the following section the author defines
the core functions of financial intermediation,
emphasising that the way these functions are
fulfilled greatly determines the development
of the system of institutions. Five functions
are defined, which support economic growth
by increasing allocation efficiency and adaptive
efficacy. The former is practically means effi-
cient allocation of resources, the latter, pro-
moting capital accumulation and liquidity. The
author underlines a sixth function, a behav-
ioural design – a new concept in international
literature – which ensures neutral approach in
case market players' expectations are not
homogenous.
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Management of risk components – such as
liquidity risk, diversification among sectors, and
timely risk spreading – plays a prominent role in
the operating mechanism of financial institu-
tions. By using the tools offered by equity and
financial markets, risks can be accumulated and
distributed, adapting to the preferences of indi-
vidual investors. The financial system has a key
role in making it possible for individuals to
maintain diversified portfolios, which at the
same time defines the distribution of savings.
At times of financial crises, however, this type
of (cross-section) diversification proves unfea-
sible. At these times the most prudent thing to
do is spread the risks among generations by
employing dedicated, long-term institutions. 

Liquidity risk – increased by information
asymmetry and transaction costs – means the
risk that exchangeability to the common
instrument becomes unavailable. Due to trans-
action frequency at financial markets and prod-
uct standardisation, however, this kind of risk
can be reduced considerably. Financial interme-
diation increases liquidity for long-term invest-
ments, in lack of which many large-scale proj-
ects could not be implemented, because capital
owners are reluctant to give up control over
their savings for long term. run. In the event of
external shocks, chances of 'escaping into liq-
uidity' increases substantially, which has
become manageable with the appearance of
financial institutions, thus the operation of
corporations implementing long-term invest-
ments decouples from the liquidity attitude of
individual investors, which in turn greatly helps
the development of a rational and predictable
system. It is to be noted of the effects of finan-
cial intermediation on adaptive efficacy that
innovation and product development are under
severe pressure because of a cut-throat race
among market players. 

Another function is represented by the gath-
ering, processing and dissemination of informa-
tion, as well as the allocation of resources. The

market-maker role of information is empha-
sised even in the works of Menger, chief repre-
sentative of the Austrian school. “The role of
market price mechanism is information media-
tion, information concentration and, conse-
quently, reduction of transactions costs,
because market prices reflect the price of capi-
tal currently invested in production”. (p. 33)

Controlling mechanisms (monitoring) and
simplification of exchange processes are also
part of the operations of the financial interme-
diary system, with the latter representing the
most ancient function of money as a means of
exchange, as defined by Adam Smith.

Attitude neutrality, the sixth function, reflects
individual psychological factors in financial
market prices and corporate decisions.
Contrary to the assumptions made by neoclas-
sical models, the expectations of market players
are not homogenous, but could be optimistic,
neutral, and pessimistic based on individual atti-
tudes, which are definitive in an individual's
approach to risks. And the latter defines the
ratio of risk-free assets and those with various
levels of risks in individual portfolios.

Consequently, the necessity of banks in the
financial intermediation system seems
explained, because they fulfil the function
more efficiently than stock markets do. In a
structural approach an answer is sought to the
question whether the continental banking sys-
tem or the Anglo-Saxon capital market pro-
vides better financing options for a country.
The answer lies somewhere in between. On the
one hand, the banking system seems to be
more efficient to exercise control over corpora-
tions and to transmit attitude neutrality in a
credible way, and on the other hand, the capital
market is more advanced in promoting innova-
tion than banks. However, the author under-
lines that the efficiency of these institutions
may be different at various stages of develop-
ment in different countries, which again tips
the theoretical scales to the financial system.
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The optimum financial structure always
changes in time and in terms of economic
development. At the end of Chapter One, the
author sets his first theory, saying 'The relation
between the sophistication of financial inter-
mediation and the impacts of financial interme-
diation on economic growth can be plotted as a
non-linear curve that takes a positive incline.
(p. 45).

Where an initial low level of financial culture
is coupled with a low economic growth, then
the effect becomes strongly positive, and final-
ly its effect on economic growth declines again
when the financial system has reached a high
level of sophistication. 

The next three chapters analysise the special
features of capital markets of emerging coun-
tries from the perspective of economic history.

Chapter Two begins with a comparative
analysis where developments in globalisation in
the past 150 years are in the focus, seeking an
answer to the question why capital markets in
emerging countries were playing entirely dif-
ferent roles in terms of financial globalisation a
hundred years ago than now. 

The pre-WWI development of capital mar-
kets goes back to Renaissance, the time when
banks appeared in Italy and joined trade with
the Levant. Then, financial innovations mush-
rooming in the transactions of the Low
Countries and Hanseatic cities also meant a
huge step forward in the development of finan-
cial markets, whose centre was Amsterdam
since the 17th and 18th centuries, to be replaced
by London subsequently. However, the con-
cept that knowledge was concentrated in this
narrow geographic area before 1914 is wrong.
Granted, 'a global economy formed between
1870 and 1914 with its core being the
economies of the Atlantic region, and the
progress, starting from Western Europe, trig-
gered an explosion-like economic boom in the
United States of America. However, the British
Colonies and Eastern Europe also joined the

progress of this centre, particularly with an
intensifying supply pressure in commodities.”
(p. 48). The catalytic effect of financial markets
thus contributed greatly to the development of
globalisation processes in financing trade and
infrastructure. 'After 1870, at the time of liber-
alism and “laissez faire”, the monetary system
of the gold standard – lacking any exchange
rate risks – as well as technological break-
throughs in transportation and communication
created the first global marketplace, which pro-
moted the flow of capital further. (…) As a
result of the process, an increasing part of the
local and global economy monetised and
became sensitive to the signals sent by capital
markets….' (p. 49) 

The period between the two world wars,
however, brought total destruction for the
global economic regime, and, besides the
Keynesian approach, a non-competition, pro-
tectionist economic policy came to rule that
even controlled the flow of capital. the ensuing
interim economic setup as well as Bretton
Woods, regarded as an attempt at restoring
global processes, can be assess as successful
despite their internal contradictions. Real
processes were started, triggering unprecedent-
ed economic growth in the more developed
countries, but financial processes took much
longer to react. After 1971, side by side with a
high level of innovation in financial instru-
ments, a surging improvement occurred in cap-
ital mobility with no decline in the integration
of real processes. 

In literature, many have explained the ups
and downs of the economic policy history of
capital markets by the role of the exchange rate
regime. However, it has been clear since
Mundell (1963) and Fleming (1962)2 that it's
not the quality of the currency rate that's
responsible for the historic development of
capital flow, but whichever two conditions of
the 'Impossible Trinity' are prevalent at the time.
Apart from that, technological innovation,
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political factors, and the impact of economic
theories should also be emphasised, of which
technological changes had an impact on an
upswing of capital markets directly and indi-
rectly – through the integration of mercantile
markets – in the 19th century. This, however,
presents a tough challenge for the analyst,
because the degree of financial integration
should be measured some way in order to
establish any correlation between these two
factors. Of the numerous methods available,
the author opted for the analysis of the corre-
lation and volatility of stock and bond yields
among various capital markets, two factors that
give the highest indication of the capital mar-
kets of emerging economies. Hence, the
impacts of diversification can be split into two
factors, a structural one between sectors, and
another, this one geographical. This latter is
again divided into two by the author: diversifi-
cation among new (emerging) capital markets
and diversification in central (developed) mar-
kets (Chart 10, page 63). In the course of his-
tory, the ratio of the components of diversifi-
cation has changed. While a hundred years ago
geographic diversification was dominant, it has
changed by now. Before World War 1, investors
could ditch considerable individual risks by
geographic diversification, proven by the fact
that the development of stock returns were not
as connected as they are now. This means that
the role of the then emerging market were
more substantial than previously thought, and,
on the other hand, this role could increase due
to endogenous progress. As a contrast, the cap-
ital markets of today's emerging countries have
been developing exogenously, on the back of
external effects. Among others, this is the
reason these capital markets have been unable
to perform such a global role than in the peri-
od before WWI. This represents the author's
second thesis.

Chapter Three involves an analysis into the
strength of the relation between the sophistica-

tion of the capital markets and the economic
performance of emerging countries, seeking
answer to the question whether any country
could be launched to a path of steady growth
by developing its financial institutions. The
answer is negative, for a liberalised financial
intermediation system is just one of the factors
of economic growth. Nevertheless, establish-
ing such a system is unavoidable. Experience
gained by transition economies indicates, how-
ever, that the transformation hasn't been auto-
matic or free of bumps along the way due to a
distorting effect of asymmetric information
and moral risks. In order for the necessary but
positive effects of competition to come into
play, an appropriate degree of institutional
development has to be achieved. When the
two-tier banking sector had developed in
Central and Eastern Europe, it was not in all
these countries that new banks could enter the
competition. In the early '90s, many of the
newly established banks remained in state own-
ership. And demonetisation processes were
evident in most former Soviet Block countries.
Obviously, the transformation of the financial
intermediary system in itself is insufficient,
enforcing macroeconomic stability and fiscal
and monetary discipline in countries success-
fully taking a growth path is inevitable in order
to curb the impacts of the aforementioned neg-
ative factors. Consequently, there was no
strong correlation between financial intermedi-
ation and economic growth in new, emerging
economies in the '90s. Besides, these countries
started to establish their systems of institutions
from very different initial positions, they've
travelled special paths, applied various methods
and reaped different levels of success in terms
of the most important measures, including the
policies of bad loans restructuring, bank pri-
vatisation, permitting foreign ownership, and
developing equity markets. In the scope of
bank consolidation, Estonia and Hungary
proved the most successful, while the Czech
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Republic, Slovakia, Lithuania, and Romania ini-
tially gave their stock markets priority, includ-
ing them in the process of privatisation as pri-
mary intermediaries. But with time the trading
volume dropped considerably. In the mean-
time, a peculiar process of intertwining
between political and economic interests in
Russia, as a consequence of which 'banks creat-
ed artificially by decoupling them from the
financial divisions of former state-owned banks
and (…) kept in dependency of public adminis-
tration became  the biggest capital owners'. (p.
85) Apparently, development courses have
been largely different in the past 15 years.
Nevertheless, the structure of financial systems
have been converging on the basis of two key
factors.

The role of banks dominates financial
intermediation, its depth is much larger than
that of intermediation by equity markets.
However, due to the initial low degree of retail
lending and the dominance of lending to gov-
ernment and other financial institutions, the
banking systems had limited functions in the
early '90s. 

The development of capital markets is
hampered by a negative scope; namely 'the
ownership structure of corporations is concen-
trated, thus shares have a low trading volume.
On the one hand, the capital market is unable
to lower liquidity risks, and on the other it fails
to fulfil its control function efficiently, forcing
the owners to do so'. (p. 87) In most countries
of the survey, market capitalisation represents a
mere 35 per cent of GDP, as opposed to 127 per
cent of EU15 in 2006. 

According tot the authors, however, the
banking system is necessary to dominate the
capital market in the early stages of economic
development. Results found by researchers
addressing this issue and published in literature
are compiled in Table 4 (p. 92), listing the
impact factors of the banking sector and capital
market. Apparently, the banking system corre-

lates with factors at a higher degree that are
typical of emerging markets (traditional sec-
tors with high demand for intellectual capital).
However, measurements were broken down
into various data types, periods, and countries,
urging the author to make additional research.
In his analysis the author addresses the advan-
tages and disadvantages of relation-oriented or
bank-controlled systems and those driven by a
market-oriented capital market in terms of
financing various industries (Table 5, page 98)
and finds that while the concentration of infor-
mation has become a real limitation in the rela-
tion-oriented system, capital markets have
gained comparative advantages in more com-
plex industries. Though it may seem that mar-
kets are more efficient than banking sectors in
a number of cases, the simultaneous presence
of both systems are best. A background system
of contacts is needed for the market to operate
efficiently or for the coordination of contact to
be viable. A capital market that operates well
could be a significant and efficient component
in the reduction of higher financial risks of
emerging countries, but this would require
market-driven intermediation to play a defini-
tive role. In these countries, foreign banks ful-
fil this 'task' by diversifying risks not in a single
country, but by linking emerging countries
with developed capital markets, lowering the
possibility of local crises, thus intensifying
competition among local banks. Summarising
the lessons learnt from the chapter, the third
and fourth theses are put down.

'In the early stages of financial intermedia-
tion, a structural homogenisation is necessary.
Its main impacts do not originate from the spe-
cial features of the transition in former central-
ly planned economies (even though they
enhance the process), because they occur in
other emerging countries as well, the difference
is the speed of the phenomenon'. (p. 106)

'…The state of development of the institu-
tions (…) becomes a relevant task to be sup-



BIBLIOGRAPHY REVIEW – Books

508

ported by economic policy as well: the coun-
tries of the region are currently in that stage of
development when the impact of financial
intermediation on economic growth can be
accelerated by increasing its depth. Mixed-type
financial intermediation is inevitable in this
goal, therefore the development of capital mar-
kets is especially important. Hampering capital
markets creates long-term growth sacrifices.'
(p. 107)

Chapter Four shows that the development
of stock markets of the countries in the survey
cannot be simultaneous with the deepening of
general system of institutions because of the
impacts of financial globalisation. The author
analyses this from the aspect of the three major
economic sectors – government, corporations,
households – seeking answer to the question
whether how much each sector requires the
activities and services of the local stock
exchange. He finds that even though the gov-
ernment has affected the progress of standard-
ised market directly (for instance, by dedicated
capital market reforms, financial liberalisation)
and indirectly (general improvement of macro-
economic fundamentals), corporations and
households have been less responsive to it. The
development of regional stock markets have
been characterised by a 'wave movement' in the
past 15 years (Chart 23, page 119), and these
rallies and plunges occurred completely inde-
pendently of business cycles of real economy.
In the scope of households, the financial cul-
ture of the population is characterised by a
marginal disposition to take risks and by exten-
sive use of the banking sector as financial inter-
mediary. A weak demand by households and
corporations for services offered by capital
market does not mean capital markets would
not be viable in the CEE region, but it does
mean the change, development, and conver-
gence of these roots of financial culture to the
Western European attitude could be a very slow
process that might span centuries.

All this lead to the question of what strategy
the securities markets of emerging countries
should purse, namely whether they could sur-
vive and/or they could actually foster economic
growth by increasing their functional efficacy. 

Four models can be discerned in terms of
their intensity of building international rela-
tions 

Seeking an individual path. This strategy
is pursued by the stock exchanges of Prague,
Bratislava, and Ljubljana, but it is optimal for a
narrow scope of investors and should not be
subsidised by the government. 

Establishing a loose regional federation
among the stock exchanges of neighbouring
countries in the region, which, however,
requires a high level of capital market institu-
tions and infrastructure. 

Establishing a strategic alliance with a lead-
ing stock exchange is a task not without some
problems, because it requires a similar level of
macroeconomic sophistication and political-
social view of the capital market. 

Full integration means that the merging
stock market is totally and unconditionally
consumed by another system. Aside from ini-
tial problems, this strategy yields maximum
cost efficiency in the long run. 

For emerging countries, giving up their inde-
pendence at least partially seems inevitable, and
an optimum solution could be delivered by the
establishment of a regional stock exchange,
which could achieve the best impacts by joining
a Western stock market.

Fifth thesis: 'The capital market of a country
cannot be considered mature by any means
unless it is working with the functional effi-
ciency expected of financial institutions, irre-
spective of how close it comes to the indicators
of developed countries in terms of liquidity and
market capitalisation. In this sense, the stan-
dardised equity markets o EU member states
are to be regarded definitely underdeveloped.'
(p. 134)
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Chapter Five is dedicated to showing that
a capital market is a significant economic play-
er without which a corporate ownership struc-
ture and corporate governance would develop
that would hamper economic growth.
Additionally, the government is more apt to
interfere with market processes in these cases.
Here the author introduces the concept of twin
income extraction, which is 'a market activity
that reduces efficiency and originates from an
opportunistic collective behaviour connecting
in macro and micro level'. (p. 36) As the
essence of this behaviour, individual distribu-
tion coalitions influence corporate cash flow in
line with their selfish interests. This phenome-
non is relevant both on the corporate and gov-
ernment level, and the two are in interaction
with one another. On the micro level, insiders
of a corporation can learn ways of manipulate
part of the cash flow, and on the macro level the
government can distort cash flow by taxes,
contributions, and legislation. The problem
inherent in twin income extraction is that in
this case the fragmented ownership structure is
unable to work efficiently, in other words the
individual risk of a corporation cannot be
spread among typically international investors,
hence insiders have to take it. This, in turn,
hampers the development of the financial sec-
tor, reduces the amount of foreign capital
invested, causes fluctuations in consumption
and decelerates economic growth. When this
phenomenon is relevant, the institutional
structure and the impact of legislation in coun-
try have a substantial impact on the trading of
financial instrument and the ownership struc-
ture in the corporate scope. In other words,
this is a country-specific phenomenon. This
could provide an explanation as to why the
impacts of financial globalisation – as opposed
to neoclassical models – have had limited
effects in emerging countries. Mainstream the-
ories give a good description of the general
trends of globalisation but tend to project

faster-than-actual processes. Special compo-
nents of the behaviour of individuals influence
the diversity of processes that take place local-
ly alongside global trends. On these bases,
using the models designed by Stulz (2005), as
well as Shleifer and Wolfenzon (2002), and fine-
tuning them at lots of spots, the author tests
the phenomenon in a single-period model.
Based on the findings of the model, light is
shed on the exchange between government and
ownership lobbies, and on the fact that if
investors' legal protection is ensured, the distri-
bution costs of insiders increase but their dis-
tribution profit does not decrease, provided
both sides manage to increase their income at
the cost of minor investors. Which means that
coalitions on opposite sides of the twin income
extraction problem manage to reach an agree-
ment. In this case, financial intermediation is of
key importance, since this is the only design –
and at its most market-oriented form, that is –
that is able to offset the distorting effects
caused by distribution coalitions, provided it
meets the requirements of functional efficacy.
Consequently, the problem of twin income
extraction hampers the development of finan-
cial globalisation. However, the connection
between cause and effect can be switched over;
this way it is financial globalisation that
reduces the extent of distribution by various
lobbies and its negative effects on the level of
national economy. This important recognition
leads to the sixth theory, which says 'The only
way to reduce the problem of twin income
extraction, originating from the close entwin-
ing of this macro- and microeconomic phe-
nomenon. and to improve the competitiveness
of corporations of emerging countries is to put
the positive impacts of financial globalisation
to good use. And to achieve this goal, intensi-
fying transparency and publicity are inevitable.'
(p. 157). The capital market is its most power-
ful tool. This provides the basis for analysing
how relevant is the phenomenon of twin
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income extraction in emerging countries. The
author defines three categories: Quality of gov-
ernment, the extent of ownership concentra-
tion, and the extent of investors protection. All
three aspects imply that the phenomenon and
consequent distortions are substantial in
'emerging Europe'. 

Chapter Six is designed to underpin
empirically the theses and novel thoughts
described in the preceding five chapters or to
deny them, splitting the scrutiny into three
parts. First, the issue of efficiency is addressed
and the fifth thesis is tested. To measure func-
tional efficacy, the author conducts an analysis
of cross-section independence of share prices.
The results show a very poor functional effica-
cy for the stock exchanges in all eight transi-
tion economies in his survey (the Visegrád
Four, Estonia, Lithuania, Bulgaria, and
Romania), nor do the figures indicate a defi-
nitely improving trend. The results of the first
part of the test projects the insignificance of
the next measurement, yet it can define in
which stage the progress of financial intermedi-
ation is currently in emerging countries. The
postulation in the first thesis is tested by regres-

sion analysis, which finds that intermediation
via the capital market cannot be connected to
economic growth either in linear or quadratic
form even though the connection is strong in
terms of statistics. This statement underlines
the assumption that the impacts of financial
intermediation on economic growth is special
in transition countries. Finally, the author tests
his second thesis by a confirmation quantity
analysis, and shows that the role the markets of
the countries in the survey is gradually dimin-
ishing from the aspect of international portfo-
lio investments. 

Overall, the detailed nature of this disserta-
tion has to do with the deep message of the
book, the new approach to the correlations,
and the sophisticated and high-quality work of
the author. The results of his research shed
some light on a special development path of
financial systems in emerging countries, the
acceptance and understanding of which may
give fuel not only to additional research work
in this filed but may influence rational invest-
ment decisions in practice, promoting more
efficient asset allocation. 

Ágnes Halász

1 Keynes defined the four functions of money used in financial textbooks: settlement, sales, payment, wealth. 

2 According to the second hypothesis of the Impossible Trinity, fixed exchange rate, free capital flow, and sover-
eignty of national monetary policy cannot be maintained at the same time.

NOTES
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WWhile reading the excellent, informative book
on László Ladó compiled by editors Gyula
Erdõsi and Katalin Kádár and being a one-
time student of the professor, I was seriously
tempted to submerge into my personal mem-
ories which relate to what I learnt from László
Ladó and to his work as an educator. I was
tempted to recall those memories instead of
writing about the thought leadership and the
professional values of the professor who
deceased in 2007, or instead of reviewing the
excellent writings of the many authors who
contributed to the referenced book. And I
would have a good reason for a recollection of
that kind. As a young student, struggling with
the difficulties of a career start in road con-
struction design with aspirations to become a

specialist engineer, I gained first hand experi-
ence about the professor's humane approach
and sensibility to the problems of a career
starter. Perhaps it is forgivable to recall just
one personal implication: My subsequent
career change, triggered by my attraction to the
harmonies in financial budgeting and control-
ling, was also a result in part of all the novelties
which I could learn from professor Ladó. Then
some decades later I had another chance to
marvel at his ability of professional renewal,
seeing the level of agility which characterised
his participation in the work of the Chamber of
Hungarian Auditors.  

However, I believe it would be inappropriate
on my part to use the occasion of a book
review to come up with a belated piece of writ-
ing that commemorates the professor and
thereby follow the authors of the referenced
book who produced excellent essays on the
topic. Furthermore, it is perhaps more impor-

Professor 
László Ladó, 
a visionary
thought leader*

PONTUS KFT., 2008

* The article was originally published in the Febuary
2009 issue of the Számvitel, Adó, Könyvvizsgálat
[Accounting, Taxation, Auditing] periodical.
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tant to touch on the deeper reason which made
a systems-thinking approach in profitability
calculations, complex business budgeting, cost
and profit structure and breakeven calculations
attractive to so many young, open-minded
engineers decades earlier. I am convinced that
it was professor Ladó's sensibility to econo-
mic problems, his broad horizon as an educa-
tor and the radiation of his will to improve
things what made these topics embraceable
and learnable to many of us, for these are
undoubtedly dry subjects that are easy to look
down on as partial matters of organizing and
managing businesses.

The book published by Pontus Kft. is aptly
subtitled as “Recollections”. After an introduc-
tion that is as short as it can possibly be, the
editors chose to give the floor to professor
Ladó's many friends, followers, associates and
students – and rightly so. In accordance with
the editors' approach, there are no “main” and
“side” studies in the book. Each piece of writ-
ing is short and properly edited. The reader has
the impression that the studies are comple-
menting each other, as if they were to comply
with the teachings of László Ladó. What an
excellent editorial approach! Still, what makes
this well-edited, 150 page, enjoyable book of
recollections memorable is not this and not the
personal feel that shines through the pages, but
the fact that they inevitably provide a great
reading not only on László Ladó, a thought
leader, excellent person and educator and
accomplished scholar, but also render an illus-
trative description of the era he lived in. This
aspect explains why the spiritual heritage of
this outstanding personality, who sought and
found scholarly partners and was not lonesome
at all, is especially valid today.  

Just like the scholarly and human heritage of
László Ladó, the true topic of the memorial
book is staying in the race and preparation that
helps adaptation and continued existence. It is
about how important (and feasible) it is to find
harmonies and optimum solutions, pointing
out that there are equilibriums and optimums
in every consensus, that there are limits to
enforcing one's will and that successful leader-
ship takes more than effective and efficient
cooperation and pushing one's interests
through. Although it was never mentioned in
discussions, this approach quietly became an
integral part of our thinking at the lessons of
professor Ladó, as he spoke quietly and nearly
without accentuation about the actual subject
while also regarding us as partners in seeking
and supporting change. At his courses, while
we studying technical and operational research
solutions with varied affinity and diligence,
there was one thing we learnt clearly and well:
There is always a chance for improvement – as
there was even amidst the narrow boundaries,
rigid, political and economic structures of the
time which we thought were unchangeable.
That even under such circumstances, it is worth
learning and embracing new methods and tech-
niques and prepare for a future when scientifi-
cally established organizational approaches can
be adopted beyond factory gates at levels that
encompass all layers of society and the econo-
my, both on a small and on a large scale. 

Unfortunately, the message of the book is
just as valid today as it was decades ago. Yet let
us not give up hope that things can change:
there is a need for creating lasting values and to
build harmony between short-term and long-
term considerations.

Árpád Kovács
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