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T

László Csaba

Keynesian renaissance?*

This article mostly deals with issues raised on the
basis of the publications written by Paul
Krugman and Gregory Mankiw. The authors of
works that are used as basic textbooks in
Hungary, too, are making theoretical, while the
economic politicians of Germany, France and
England are making practical efforts to raise the
duality of state intervention and demand expan-
sion to the level of theoretical requirements. After
the introductory part of this study, attempts are
made to enumerate the facts, to compare them
with former similar situations, and to describe the
elements of the possible remedy. It is shown that
globalisation and EU regulations, as well as the
changed role of expectations do not justify the
revival of Keynesian solutions.

In the 1970s, when Keynesianism was a
mandatory element of good manners in eco-
nomics, in Western Europe and the United
States the so called “anti-crisis” policy designed
to protect jobs and production, as well as to
counteract the structural changes of the world

economy led to permanent stagflation, which
had earlier been defined as something impossi-
ble by the textbooks. A similar phenomenon
evolved in Japan, too, in the 1990s. Under the
influence of these phenomena, solutions called
“neoclassical synthesis” lost their appeal.
Economic politicians turned to other direc-
tions. The sizable group of economists inter-
ested in reality, who were called the engineers
of the economy by the new Keynesian Gregory
Mankiw (who is known as a textbook writer
and also as the senior economic advisor of
President Bush /2006/), turned towards anoth-
er school. While in theory there was a sharp
divide between the fronts, e.g. between the
neoclassical and the Austrian schools, or the
new Keynesians and the followers of new insti-
tutionalism, a specific agreement was reached
in the everyday life of the OECD countries.
The essence of this agreement is the unique
pragmatic approach resulting from the mixture
of monetarism and new institutionalism,
known as the period of “great moderation” in
financial literature. This means that the govern-
ment refrains not only from the classical gener-
al boom-regulation envisioned by Keynes, but
also from large-scale programmes, great
deficits, and the accumulation of state debts,

* Based on the talk given at the conference titled
“Can unsustainable growth be sustained?” of the
Debrecen Committee of the Hungarian Academy
of Sciences and the University of Debrecen on 17
April 2009.
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preserving price stability as a value in conjunc-
tion with the central bank, and expects a
growth spurt from the private economy, while
it ensures compliance with the rules of the
game, as well as environmental and social sus-
tainability. This means that – contrary to the
minority concept of developmental states
(Csáki, ed., 2009) – the state is characterised
more by what the government refrains from
than by what it does. And while there are plen-
ty of writings and proposals praising and urg-
ing nannyism by the state, it was beyond any
doubt that compared to the self-regulation of
the market these measures could be only sup-
plementary or subordinate to the government's
refraining behaviour outlined above.

IS THE GENERAL PROFESSIONAL 
AGREEMENT TO BREAK UP?

However, under the influence of the financial
crisis, which started with the collapse of the
British real estate developer Northern Rock in
2007, and which presumably became open after
Lehman Brothers was let to go bankrupt in
September 2008, things went wild. Concepts
that had earlier been considered obsolete for a
long time became accepted not only in govern-
mental practice, but also in the economic jar-
gon. Solutions that were generally ignored, like
the nationalization of large banks that serve as
the nervous system of the market economy,
have initially emerged as coercive, and then as a
forward-looking measures. And especially in
respect to the latter the intellectual turnaround
of the 1930s seems to be repeating itself, when
state intervention and the direct forms thereof
were considered as the determining, or even
inevitable direction of the future not only by
Marxists.1

There are at least four fields in relation to
which 2008 is regarded as “the year of turn-
around” by many. 

On the one hand: there is no doubt that
the central power must do something against the
dramatic drop in demand – induced by external
and internal causes, fundamental and psycho-
logical factors reinforcing one another.
Whether this is a Keynesian turn is not evident,
not even in the first step, since the monetarist
concept has always started out from the fact
that while money is neutral in the long run, in
the short run fluctuations of the economy are
induced and intensified by the discretionary
activity of the government and the central
bank. This is exactly what Milton Friedman and
Anna Schwarz (1963) show empirically in their
classic work in relation to the economic histo-
ry of the United States, and this is from which
they derive the requirement of a budgetary and
monetary policy restricted by rules or institu-
tionally indifferent towards the short-term
processes. In other words, the idea is that the
task of monetary policy is to smooth out fluc-
tuations in the economic cycle, which can now
be considered as an axiom.

The second field that requires to be
reconsidered according to many people is that
of regulation. Today it is commonplace to
state that non-intervention characteristic of
the Greenspan era, or – according to others –
investment friendly, targeted intervention
aiming to prevent each market bubble from
popping no matter what, was the direct cause
of the financial crisis of 2007–2009. Many
people – including a few Nobel laureates –
conclude from this the need for the rein-
forcement of governmental intervention, and
this opinion was shared by the participants of
the G20 Summit held in May 2009, among
others. However, the devil is in the details
here, too. On the one hand: in today's world
regulation is less and less governmental, and
increasingly trade and profession related, and
horizontal (see, for example, blacklisting by
the banks). On the other hand: the exact time
of the emergence of a bubble on the money
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market, and when it swings into “exorbi-
tance”, can be known only afterwards, but
never in advance. And last but by far not
least: among the major elements of the devel-
opment of the US stock market bubble the
culprit was less the non-existence of state
regulation and more the concrete absence and
deficiencies thereof, i.e. it was a case of gov-
ernmental failure (for more details see
Gyõrffy, 2009).

The third area where changes have
occurred in practice and then in theory, too is
related to the ownership relations. If the past
three decades were about privatisation and
deregulation under the aegis of conservative
revolution and the change of the political
regime, then now direct and targeted govern-
mental intervention, and even the thought and
solution of nationalization have been deployed.
What is more, this has happened in England
and Germany, where these measures were earli-
er most sharply criticized, and especially in the
financial area, which is considered to be the
most detrimental, last but not least due to the
great variety of coordination problems charac-
teristic of the field.2

Finally, the notion of market protection,
which is known as protectionism by its maid-
en name, and has long been considered obso-
lete, seems to be gaining ground. There
emerged a range of solutions reminiscent of
the “impoverish your neighbour” type politics
of the great depression, and subordinating the
requirements of multilateral and balanced
international trade to short-term election
interests under the disguise of “patriotic eco-
nomic policy”. And while it is barely neces-
sary to rewrite the books supporting the
advantages of multilateral trade and freely
convertible currencies, in practice – especially
in France and Germany – old-fashioned mar-
ket protecting and trade restricting measures
have become prevalent. Initiatives aiming at
the global regulation of offshore centres rep-

resent only the visible level of this intention,
however, sending migrant workers home,
transferring manufacturing capacities to the
main business address, or lay-offs at the
“peripheral” companies – without regard to
the profitability and market perspectives of
the latter – can be listed among the cases well-
known from the daily press.

If we do not wish to share the doctrinarian
standpoint of the intellectual level of the intro-
ductory textbooks – which decision-makers
could not allow themselves in any country, not
in any concrete situation or any period of eco-
nomic history – then we must not stop at blam-
ing the “ugly bad world”. It must be acknowl-
edged at theoretical level, too that there are sit-
uations and occasions when the enforcement of
“principality” does more harm than good.
Obviously, the question in each case is duration
and extent. We agree with the related opinion of
Tibor Erdõs (2009, pages 248–251), in which
analysing Hungarian anti-crisis measures and
recommendations he cautions against hasty
generalisations, the application of theses that
are true in an abstract sense without considera-
tion of the circumstances, and against taking
widely spread recommendations offering
“surefire type of solutions”. At the same time
we think it is worth pondering whether the
theoretically unprepared measures taken under
pressure in each country would indeed form a
new spiritual and economic policy trend – a
paradigm – as it could be witnessed by the
1930s. Since if this was the case, not only the
textbooks, but also the determining policies of
the European Union – such as the Maastricht
and the Nice Treaties, as well as the Stability
and Growth Pact  and the underlying basic
treaties of the EU – would have to be urgently
re-written. Since public recommendations and
calls of this kind are plentiful, it makes sense to
briefly summarise the events before trying to
answer this complex question with scientific
rigour at the end of this study.
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FACTS BEFORE ANY GENERALISATION 

Research institutes and international institu-
tions regularly publish analyses covering the
EU-27, which I do not intend to repeat. All the
more, since a theoretical summary shall not
attempt to continuously comment on current
data. Therefore, I would only like to draw
attention to a few facts that are ignored – as far
as I see – in the crisis related debates conduct-
ed on the level of historical philosophy. The
most important of these facts is perhaps the
“so many countries, so many customs” phe-
nomenon. This means that for very different
reasons one can observe processes involving
various elements and consequences, the com-
mon feature of which is that at the level of the
national economy – i.e. not in the different
companies or sectors – economic downturn
seldom lasts for more than one calendar year.
Since the ECB had all right to decide that for
the recession – which justifies intervention by
the central bank – it would use as a yardstick
four quarters (instead of the two proposed by
the US press), which contain fewer statistical
uncertainties, we will also go by this unit. In
this respect, the first and foremost remark is
that in 2007, and even throughout 2008, pro-
duction/GDP still grew: in the euro zone by
2.7 percent in 2007, any by 0.7 percent in 2008.
The same figures equalled 2.9 percent and 0.9
percent, respectively, for the entire EU. In 2007
and 2008 the consumer price level/HICP grew
by 2.1 percent and 3.3 percent, respectively in
the eurozone, i.e. to a greater extent than the 
2 percent target figure set by the ECB. The
same figures for the entire EU equalled 2.3 per-
cent and 3.7 percent.3 This means that at the
time of closure of this study all that could be
known is that neither recession, nor deflation,
let alone depression occurred. Of course, the
future is unknown to all, but in July 2009 all
forecasting organisations, even the OECD,
which is considered as the most pessimistic of

all, expected growth in 2010.4 There have been
serious sectoral crises, unemployment jumped
to an average level of 8.3 percent calculated for
the OECD area according to the latest publica-
tion of the organisation5. Obviously, this is
nearly twice the natural rate, however it can
hardly be compared to the slump of the 1970s.
If the decline of the global economy is 3–4 per-
cent as expected by most of the institutions, it
will remain true that this is the worst result in
the past 60 years, and also that the bad result of
a single year – as summarised above – does not
justify the doomsday spirit characteristic of
public life. It is true though that certain EU
member states closed already year 2008 with a
setback. According to the statistical figures
released by the ECB, such countries included
Ireland –2.3 percent, Italy –1.0 percent,
Denmark –1.1 percent, Estonia –3.3 percent,
Latvia –4.6 percent, but these slumps did not
make the total performance of the EU nega-
tive. This means that preserving the adequate
extent is important here, too.

Let us briefly see what problems may arise in
the individual states!

The most common problem is the pop-
ping of the real estate bubble. This cannot be
regarded unprecedented in history, either in
terms of size, or in terms of mechanism. This
situation is typical for Spain, Ireland, the Baltic
states, Romania and Bulgaria. The regular
booms and busts of the real estate market can
be listed among the thoroughly investigated
elements of the over two hundred year old lit-
erature studying the fluctuations of the market
economy, one conclusion of which is that fluc-
tuations can be nowhere and never prevented,
not even by strict state regulations.
Fluctuations are linked neither to financial
innovations, nor to deregulation.

In the second place sectoral crises, pre-
sented in detail in the press, can be mentioned.
Some of these crises emerge in the financial
sector itself, and some are the reflection of
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these crises in other sectors. Investment bank-
ing is less wide-spread in Europe than in the
US, wherefore the sector's self-liquidation and
the collapse of the mortgage market implied
less loss of jobs and capital. An interesting fea-
ture of this crisis element that especially the
rather overregulated German and Italian semi-
state banks – that were occasionally presented
as examples – suffered great losses, because
they strongly invested into the overseas busi-
ness. However, it was not their “core activities”
that suffered a blow, even if the loss of capital –
irrespective of the underlying cause – is always
embarrassing. The exposure of pension funds
and of the construction industry is obvious.
However, this is the side-effect of the global
village, and does not show unique and system
specific features. The financial institutions of
the Netherlands and Belgium paid a very high
price, while the prudent Scandinavians suffered
a minor loss. It seems that the tension does not
appear at the level of the EU. 

The collapse of oil and gas prices – the fall
of quotes from over 155 dollars in the summer
of 2008 to below 50 dollars, and the stabilisa-
tion thereof at around 60 dollars after a year –
had a double effect. On the one hand, this must
have been the most effective “anti-crisis poli-
cy” if it is a rather strong and comprehensive
tool for boosting demand, it has automatic
effects and does not raise inflation, and
requires neither tax increase, nor governmental
decision. At the same time, however, “what's
food for one is poison for another”. The econ-
omy of Russia slumped back into recession
after one decade, which pointed out the rather
ad hoc nature of Putin's economic policy and
the dominance of boom elements (OECD,
2009). Baltic states that are strongly involved in
the re-exportation of Russian natural
resources, as well as other CIS countries spe-
cialised in other primary products were also hit
hard by the fall of prices. And of course, the
proportionate amount of the well-accustomed,

significant excise tax is missing from the public
finances of each country. 

Relatively many articles discussed the fact
that in 2008 and 2009 the activities of the bank-
ing system were formed by the counteracting
effects of psychological and real factors. On
the one hand, according to the balance sheets
and the preliminary reports that were already
available at the closure of this study, in the
banking sector, taken as a whole, neither capi-
tal loss, nor loss-making financial management
was typical. While certain entities miscalculated
themselves thanks to their speculations –
including such politically prominent companies
like the Dutch Fortys, or the German BLB and
Hypo RealEstate – the sector as a whole accu-
mulated significant income. At the same time,
the crisis, and especially the hysterical process-
ing thereof induced a classical panic reaction.
In certain cases, large financial institutions
failed to provide loans to their booming sub-
sidiaries, started major down-sizing, and with
the exaggerated, almost abnormal prudence
they aggravated – sometimes induced – the
contraction of the real economy. And in a crisis
of trust, the stimulation of demand by the state,
and the pumping of money into the economy are
hardly helpful. In the short run – as long as the
panic wears off – money is not spent6, howev-
er, later it may appear as unsecured demand
raising inflation (which can happen even before
the recovery of the economy).

Talks of the great depression have become
so frequent that a significant portion of ana-
lysts – and unfortunately of economic players –
seemed to forget about the presence of auto-
matic stabilisers. In most countries – especially
in continental European states with extensive
welfare systems – fluctuating booms and busts
are not accompanied by the regular and auto-
matic shrinkage of wages in most sectors, pri-
marily in the public sector. The automatic and
significant curtailment of pensions and other
transfers that significantly influence consump-
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tion in the aging societies comes into play even
less. There is no decline in state investments
projects. “Nonconventional” employment, i.e.
part-time work, e-work, work from home, sub-
contracting and outsourcing have become
wide-spread. And while these phenomena are
surely below the American level, where they
account for a larger share of employment, they
are not as negligible as they were seven decades
ago. And then it may happen that orders
decrease, but not to zero, and people do not get
laid off.7 Since neither depression, nor infla-
tionary explosion is in sight, neither an
increase, nor a decrease in savings can be
observed. It is common knowledge that the
service sector, which currently gives 71.6 per-
cent of the GDP of the EU member states on
average (ECB, page 7), can tolerate crises more
than agriculture, which traditionally produces
the largest fluctuations, and the share of which
in the EU's GDP shrunk to barely 1.8 percent
by 2008. The much coordinated measures of
the governments – in part through Ecofin, and
in part the G-8 – fortunately differ from the
unique attempts experienced in the period of
the great depression, which also makes the
economy withstand the crisis, and eliminates
short-term advantages from the circumvention
of the rules.8

As we could see, in 2008 production was
still growing in most EU Member States, and
hence in the European Union as a whole. We
could also see that global and European growth
was forecasted to resume in 2010. According to
the preliminary data, the world economy still
has growth hubs such as China and India, and
more and more financial leaders can see the
signs of recovery. Since shares that have
become cheap for our income generating abili-
ty make good companies the targets of invest-
ments, and the disintegration of bad ones
would trigger productivity surpluses, the whole
process indicates the acceleration of structural
adjustment. This means that growth has

reserves both in the real and the financial sec-
tors.

It must be noted that forecasts – including
our own one – are highly uncertain. Today even
meteorologists know that a forecast for one
time unit requires good quality data from three
time units in the past. And yet the outlook is
burdened with significant risks. In contrast
with this, forecasts that made world historic
projections emerged one after the other under
the influence of the panic. What is more, it is
not uncommon – especially among financial
investors – that speaking in public is motivated
by one's own market positions, and the need
for random futures transactions. On this basis
we have never shared the once highly publi-
cised opinions forecasting the collapse of the
global processes of the world economy and the
European Union (for more details see Csaba,
2009). Recovery, although it is a fragile process,
does not reflect a self-exciting, disintegrating,
plummeting economy, even if it is received by
the general public with doubts throughout
Europe due to “jobless growth”, and the dis-
comforts of the 1.5–2 year delay in labour mar-
ket expansion.

HAVE WE SEEN ANYTHING SIMILAR?

The current crisis, especially the psychological
and communication definiteness thereof,
should make the authors of curricula think
about how proper and effective was the “mod-
ernisation of curricula”, which took place in
the United States in the 1970s, in England a
decade later, and in Europe two decades later.
Then, under the aegis of practicality, almost all
opinion-shaping, historical and theoretical sub-
jects were eradicated, and the narrow practical
need for a first job was confused with laying
the foundations for lifelong learning. To cut it
short: most decision-makers studied hardly any
economic history and theoretical history,
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wherefore they were surprised to see the
extremely high demand for the experts of these
two disciplines in the months of recession and
panic.

In the following we are going to summarise,
without making claim for completeness, and
ignoring the documentation commonly used
during the presentation of new subjects, the
conclusions that the experts of international and
domestic economics have drawn from studying
the multi-year economic recessions of former
periods, which implied significant social costs. It
is obvious that the detailed presentation of this
topic would require a separate volume. At the
same time, however, I think that the dramatic
power of the events studied in the short run can-
not justify the avoidance of the question formu-
lated in the subheading, since the basis of each
effective remedy is case history.

The first and maybe the most important
conclusion is that recessions that emerge at dif-
ferent times are different in nature and mecha-
nism, i.e. cannot be managed well with the
cycle theory popular in theoretical modelling,
too, since the nature of the recurring phenom-
ena is different. The well-remembered features
of the years 1929–1933 include uncoordinated
and hasty state intervention, isolation, and the
crisis generating nature of the spread of anti-
market solutions (see Berend, 2008), as well as
the acceptance of the transient and temporary
nature of the success of budget policy inter-
vention. According to the analysts of the era
(Navratil, 1934/2008), the economic crisis will
clear up by itself, by the regeneration of the
market processes, there is no other way. The
government may assume a helping or aggravat-
ing role, but it does not hold the trump card.

During the process induced by the oil
price explosion in 1973 and 1979 – and which
was also called the dawn of a new era – it turned
out that the Keynesian tools used for smoothing
out short-term fluctuations are useless against
structural changes. What is more, the artificial

inflation of demand and the protection of jobs
lead to stagflation. In theory this was interpret-
ed differently by many, and by the 1980s it
became a common axiom of various economic
policies, since the defeat of the French and
Italian economic policies of the time by the
German and later the Thatcherian solutions
was striking.

The stock exchange crash of 1987, which
originated in the United States, made the deci-
sion-makers realise that it was neither possible,
nor reasonable to calibrate the macroeconomic
variables in a closed economic model and by
ignoring the flow of capital. It also turned out
that while in the short run the money markets
were efficient, in the longer term they got sep-
arated – already then – from the real processes,
and were not always able to approach the gen-
eral balance, not even by their own standards.
The adjustment costs of balance swing-overs
are destructive and often exorbitant, and do
not necessarily lead to market cleaning in the
traditional sense of the word. Therefore, the
role of public power is to mitigate money mar-
ket swings and to prevent bubbles from pop-
ping. Although this practice is linked to the
name of Greenspan, the concept was widely
spread and accepted in Europe, too.

Following the establishment of the
European Monetary Union and the debates
about it, the economic cycles, and the money
and budgetary policies of the Member States
significantly converged, and former swings
diminished (Andrikopoulos et al., 2007). The
cited analysis does not state that this was
achieved by the EU regulations. Instead it
claims that the debate about the development
of the European Monetary Union resulted in a
community of thoughts and actions. As a
result, the period of unique solutions – popular
in the 1930s – ended once and for all. Decision-
makers do not only speak the same language,
but in the best case scenario they think on the
same wavelength, too.
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An extensive and exquisite system of basi-
cally private market tools has been developed for
the global distribution of financial risks. On
the one hand, this has allowed for much more
development than before in all countries, but
especially in poor ones, and on the other hand,
it restricted the efficiency of regulatory tools
deployable by the governments. This was made
evident by the collapse of the Barings Bank in
the early 1990s, or the dominance of derivate
transactions.

The crisis of 1997–1999 opened a new
chapter (Lamfalussy, 2000/2008). This series of
events is often associated with the term conta-
gion, since unrelated players who seemed com-
pletely innocent to the external observer also
became victims. And although the two main
explanations of the crisis – the one built on
unrealistic exchange rates and expectations,
and the one condemning crony capitalism – are
still up against each other in literature, it is gen-
erally accepted that a new model of financial
crisis came into being at that time. Namely, the
type where the “fundaments”, i.e. the funda-
mental growth and balance indicators of the
national economy no longer play crucial roles.
Since no matter which theory is accepted, the
one based on a specific institutional system, or
the one based on expectations, these processes
can only rather indirectly be linked to changes
in indicators concretely and regularly observed
during the research of booms. And it is even
less possible to interpret the intertwining of
the crises of countries that maintain hardly any
trading and investment ties, and have different
business cycles.

The world has created a uniform, mostly
electronic money market which operates on a
24/7 basis, which requires no “circulating
medium”, which is not linked to a specific
place, and is dominated by derivative transac-
tions and risk funds. In this relation globalisa-
tion is neither a swearword, nor a metaphor,
but reality. This global financial network func-

tions as a type of reinsurance system. In peace
time – i.e. during the dominating part of the
development stage, in ten years out of 11–12
years – it ensures that the weakening of certain
players would not automatically and necessari-
ly bring down other players. Especially not like
in the days of Marx, or during the years of the
great depression. As a result, development
became faster, more extensive and less fluctuat-
ing (Mishkin, 2009). Last but not least, it is
especially due to this process that there has
been no deflation (the general and permanent
reduction of price levels), no devaluation com-
petition (one-sided currency devaluation com-
petition with a view to increase exports) in the
past 50 years, and therefore there has been no
depression. In economics the latter is defined as
a multi-year process characterised by an annual
decline of 5 to 10 percent. For this reason, this
expression could only be applied in relation to
the specific – transformational – recession fol-
lowing the change of the political regime, and
only for the Commonwealth of Independent
States and the Baltic states, and hardly in rela-
tion to the entire global economy.

Finally, we must recall what is highlighted
by the above cited work by Lamfalussy, i.e. the
role of the generational factors. The dominance
of young decision-makers and players who are
not familiar with the experiences of the former
era, not even from textbooks, has become typ-
ical both in the financial world and in econom-
ic communication. This goes together with the
electronic revolution, the acceleration of
events, burning out from working 14 hours a
day, and many other factors that can explain
this factor either in part or in full.

From this the author draws the conclusion
that the market, and often the market players
have no memory. Therefore, they are prone to
repeat mistakes made earlier.

It stands out from these issues that from
time to time corporate management develops a
cult for incremental interest despite the fact that
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the only thing that can be known about the
market is that its growth is not infinite.
Similarly, in good times the regulatory authori-
ties are willing to interpret the framework
more leniently, and do not necessarily enforce
the valid requirements in order “not to keep
breaking the flow of the game”, as said in foot-
ball jargon. All what is stated in the quoted
book in connection with the crisis of
1997–1999 could be witnessed a decade later,
too. For example, the Sarbanes–Oxley Law,
which was developed in response to the Enron
scandal of 2001, mandated very strict require-
ments and a system of responsibilities in the
financial sector and for auditors, too, highlight-
ing the element of personal responsibility. As
we know, until the autumn of 2008 no attempt
was made for the application of these regula-
tions, although there is no doubt that with ade-
quate circumspection the most abject failures
could have been avoided. This includes the
spread of investment solutions reminiscent of
pyramid games, unsecured mortgages or the
spread of investment schemes built on the
assumption of incessant growth.

It is worth recalling that articles that were
published well before the crisis (Frydman –
Goldberg, 2007) drew attention to the fact that
the novelties of the money market would make
this area crisis sensitive even more than before.
In part because the economy has certain rules of
thumb, with which one can sense the overval-
uedness of a product or service, or its distance
from its income generating ability. And in prac-
tice this is followed by engineers, traders and
other practical people on the basis of experience,
who instinctively take adjusting and restraining
measures. In contrast with this, on the monetary
market of the past decade self-serving and unre-
alistic modelling was at its peak. The less a
scheme was understood the more elegant it was
thought to be. The less it had to do with reality,
i.e. the less transparent and controllable it was
for the customer, the “cooler” it was.

And this contributed to the disappearance of
the market players' sound sense of danger. The
role of the Greenspan practice preceding these
fluctuations as well as that of modelling that
presented the elimination of risks as a real pos-
sibility – which money owners accepted with
pleasure – are issues of dispute in literature. In
relation to the latter presumably we have more
right to ponder about the spread of incompati-
bility – which was prohibited by law earlier too
– than complaining about character deficiencies
that are as old as mankind (such as the lust for
profit) in a manner dishonouring to the clergy.
Yet, the vocabulary of financial analysts was
surprisingly enriched with this type of empty
moralising.

In conclusion of this subsection we can con-
firm that while the current crisis naturally dif-
fers from the previous ones, not all elements,
extent and mechanisms of the series of events
are totally unprecedented. And in this case it is
not evident that we must get rid of the founda-
tions of European economic policy thinking,
too, and that we should produce a new theory
for each new event as it is done by the repre-
sentatives of the media. At the same time there
is no doubt that the old practice – the propaga-
tion of the general non-intervention strategy,
which in fact is followed by very much target-
ed interventions in politically sensitive areas –
cannot be maintained any longer.

THE REMEDIAL FRAMEWORK – OR WHAT
CAN WE NOT KNOW?

The question raised in the above subtitle is
important, since if the knowledge of the for-
mer era did not completely lapse, in a prudent
approach it is advised to start out of the fact
that there are many things about which we
know that we CANNOT know, and therefore
CANNOT turn them into actions. Since one
of the most frequent dangers of economic poli-
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cies accompanying democratic policy is that we
would transfer to the decision-makers tasks –
often under the pressure of the media, and
often due to carelessness – for the implementa-
tion of which the government is not equipped,
or even if it received these mandates, it would
be detrimental to the free society and econom-
ic development. The few positive proceeds of
the 20th century include especially the fact that
the failure of governments following diverse
ideologies and encompassing the entire society
and economy, i.e. the total governmental failure
could be experienced in so many forms and cul-
tural environments. And under democratic
conditions those realisations that are consid-
ered as milestones and therefore recognised
with the Nobel Prize, such as the neutrality of
money (Friedman, 1968/1986) or the Lucas
criticism (1976) based on the forward-looking
and adaptive nature of expectations, or the
Kydland-Prescott model (1977) which empha-
sised the extremely harmful nature of case by
case political consideration – the “concrete
analysis of a concrete situation” – and which
made the observance of rules the norm, all cau-
tion us from listening to sirens demanding “as
many inspectors and policemen as possible to
the commanding posts of the economy”.

It can be known for sure that it is neither
necessary, nor possible to develop an interna-
tional financial “architecture” that could be
called the “new Bretton Woods”, i.e. that would
follow the paths specified by the governments,
as it was urged by the G-20 and mostly by the
EU at several of its summits during 2008–2009.
As we could see earlier – in part directly, in part
from the cited literature – the governments lost
control over the new operational order of the
money market at the latest by the creation of
the euro currency markets in the 1970s, and
after electronic transactions became generally
accepted. Since then both technical develop-
ments and the changes in the transaction types
have spread the practice of “bodiless” money

and trading not linked to certain places. There
are no tools or procedures with which one or
more governments could eliminate the compe-
tition for sites, and – using the wording of old
textbooks – could adjust the amount of money
put into circulation to the “need of turnover”.
Since the latter has been for a long time creat-
ed and regulated by private actors instead of
the central banks. The national economy – as a
close unit – exists only in the descriptions of
introductory textbooks. Therefore, demand,
which plays a central role in Keynesian think-
ing, cannot be “calibrated” either, since it
evolves from the decisions made by hundreds
of millions of players all over the world. Not to
mention the fact that due to the discrediting of
governments, the expectations are neither
naive, nor retrospective. The demand – mostly
derivative demand – established by the money
markets is neither theoretically, nor partially
related to the “needs of turnover”, and does
not seem to follow the signs of the govern-
ment's interest rate policy. For example, at
times of zero interest rates it flees to commod-
ity exchange and real estate transactions, it cre-
ates artificial bubbles for the multiplication and
rechanneling of incomes. The genie cannot be
returned to the bottle.

Due to the above written we are extremely
sceptical about the proposal that has been urged
by the German Finance Ministry for many
years, according to which “order could eventual-
ly be restored” by the liquidation of tax heavens
and the development of a certain global tax
police, no matter what this expression means.
We hereby note that such efforts failed even in
the eurozone, which follows a coordinated eco-
nomic policy, and not only Switzerland, but
Luxembourg, Austria, Great Britain and Ireland
also objected to the noble thought of the tax
straight-jacket. Consequently, due to the differ-
ences in interests and the competition for sites,
the possibility for the introduction of such a
measure is even less elsewhere.9
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There is no doubt that in several cases it was
especially the transformation of the financial
arena into a global village that made seemingly
sound, financially strong, market leading finan-
cial institutions – external in respect of the
home country – the victims of the collapse of
the American mortgage market. At the same
time, this mishap does not annul the fact that in
the previous decade especially these companies
accumulated income and wealth not through
their hard work often praised in the press, e.g.
through loans to family-owned companies, the
management of the employees' bank accounts
and their health insurance. The significant part
of this income has been invested in gold, cor-
porate stakes, government bonds, i.e. it can in
no way be regarded as “perished” according to
the wording widely used in the media. On the
contrary, financial assets come to life again in
the emerging boom, wherefore they themselves
induce recovery and make a great portion of
the companies creditworthy.

President Sárközy called – most vividly
perhaps at the Extraordinary Council Meeting
in Brussels in March 2009 – for concerted EU-
level actions for the recovery of the economy,
which call has been received favourably by
many. However, it is not a secret that in most
cases, 99 percent of what is called “EU pro-
gramme” include investment projects initiated
and implemented at regional level funded from
national resources, within national governmen-
tal or chamber frameworks. And this cannot be
otherwise, since the reform intentions of the
EU developed since 1999 have regularly lacked
plans that assume larger-scale federalism or
greater community. Most recently, especially
the creation and acceptance of the Lisbon
Treaty required abstention from federalism,
which the Irish Government stipulated in a
separate protocol in 2008 as a precondition for
the repeated referendum. However, there is no
jubilation without money: in its current form
the EU is not a superstate that could run to the

rescue of its members, and this in great part
due to France.10

The demand for an anti-crisis policy has
multiplied the calls for trusting the develop-
ment of each major element of permanent eco-
nomic growth to the government all over
Europe. A good part of these questions has
been answered negatively by economics in the
past decades. This includes the socially most
important factor, i.e. job creation. In this issue
complicity is of course unacceptable, saying
that “there is no market economy without
unemployment”, the rate of which was 8.4 per-
cent at the closure of this article according to
the above cited OECD study, 8.6 percent at
EU level, and 9.2 percent in the eurozone,
which has presumably not hit a record high yet
– the cited rates can be regarded twice the nat-
ural rates. At the same time it is not question-
able either that using the tools of the 1930s –
e.g. public works and transfers, and pay rises in
certain groups11 – the government can achieve
only short-term results. Employment – espe-
cially longer-term presence on the labour mar-
ket – cannot be directly influenced, since this is
the result of various, only partially overlapping
factors. The latter includes the level, quality
and distribution of education – according to
age groups, regions and ethnic background, the
match of education to job offers, the readiness
to learn and cooperate, the achievement of
growth via labour saving or labour intensive
technologies, the level of regulation of public
dues and of the labour market. It can be seen
from the above written, too that public power
has tasks and possibilities in the improvement
of the level of employment, however by itself is
not able to create permanent and productive
jobs other than those for the so called “cotton
people” employed only for statistical purposes.
Most governmental measures exert their
impacts only in the medium and long run, and
through many transmissions. For example, it is
to no avail if the level of education of young
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people is good, if micro and small enterprises
are not willing to hire new employees due to
the contraction of the market and for the lack
of trust in the future.

Similarly, the majority of the people expect
the government to restore public trust. There is
no doubt that the state has tasks to solve in this
respect, even if they are indirect and become
visible in the long run only (Sajó, 2008).
However – as can be seen from the quoted
research reports – direct order-making, the
pseudo-actions characteristic thereof, the loud
vows and the infringement of the rules of the
game several times during the year, i.e. the gov-
ernment's busy-bodiness experienced again in
the past years trigger and may trigger a coun-
terproductive impact. Although the survey per-
tains to the Hungarian empirical material, it is
valid in a broader context. The development of
the rule of law requires the convergence and
cooperation of the state and the market players
through common learning, which cannot be
created unilaterally. 

It is often said, especially in relation to the
EU, that the state should ensure the accelera-
tion of innovation. And while it is not doubted
at all that there is nothing to build on without
basic research and state financed universities, in
the international literature dynamism is indi-
cated by the fact when the ratio of technical
development funded by the companies
(BERD) exceeds that of financed by the gov-
ernment (GERD).12 And the reason behind
this is that innovation relevant for economic
development, i.e. technical development mani-
festing itself in technological progress is possi-
ble through the involvement of and control by
the market players. This can be witnessed even
in state controlled models such as South Korea
and Sweden.

There are some people who alluding to the
developmental states of East Asia, and strick-
en by the collapse of the money markets,
would trust the state with the distribution of

resources at the level of the national economy,
too. This idea is based on a multiple misun-
derstanding. On the one hand, the efficiency
of the distribution of resources has surely not
improved with the expansion of the money
market, and this has had a beneficial effect on
less developed countries, too (for more details
see Mishkin). On the other hand, it is also evi-
dent that the developmental states of East
Asia emerged from the crisis of a decade ago
having undergone a major transformation. An
important feature of these countries – which
is documented in the above cited volume (edi-
tor: Csáki, 2009) in detail for several countries
– is that contrary to the former direct distri-
bution of resources, the financial mediating
system has more independence, and the allo-
cation of scarce resources has been increasing-
ly carried out on the basis of market condi-
tions.

Finally, from these things it can be well seen
that the pace of economic growth can be made
dependent on the government neither in theo-
ry, nor in the medium run – as it was first point-
ed out by the classical paper written by Robert
Solow (1956) almost sixty years ago – since it
mostly depends on the above written, as well as
on the efficiency of the financial system. In
other words, it is not reasonable to expect
recovery from the actions or inactions of the
government, while in the formation thereof the
role of central governmental coordination is
not negligible. It can be easily seen that coun-
tries with major spending, such as Ireland and
Germany, emerge from this decline, too, with a
larger, not smaller, growth sacrifice. 

Many expect the solution in all fields of
life, ranging from finances to corporate devel-
opment, from the reinforcement of govern-
ment level regulation. We have cited the rele-
vant initiatives of the G-20 and the EU, which
grow in number day after day. In literature it
can be taken as a general agreement that the
efficient operation of the markets require the
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reinforcement of regulation, and the improve-
ment of the quality of regulation.

However, it is worth recalling the fact that
(Vörös, 2004) during the past decades in the
regulation of economic processes the role of
solutions initiated and enforced by nongovern-
mental, horizontal, professional grass-root
organizations has regularly and significantly
grown, while the effectiveness of intergovern-
mental measures represented by the UN seems
smaller than even before. The failure of the
peace processes in Rwanda and Darfur is a
good illustration for this. At the same time, the
attempts of the Republican government, which
tried to “restore order” with unilateral inter-
ventions, with slogans against preventive and
humanitarian intervention and against the war
on terror, has also yielded little permanent
result. In relation to the subject of this article
this means that public figures who are trying to
find a way out through the busibodiness of the
order-makers delegated by the public power
instead of the horizontal self-regulation of the
different professions. Since most questions are
so complex both technically and by themselves
– no matter if they are about risk assessment or
the side-effects of the remedies – that they sur-
pass the information processing ability of lay
decision-makers. And then we must accept that
although “the war is too important to be left to
the soldiers”, the all-encompassing regulatory
momentum of democratic public power cannot
be the yardstick of success.

Finally, we must express our concerns
about the fact that the intentions summarized
so far – the common feature of which is the
augmentation of short-term interventions
under the guise of “anti-crisis politics” without
consideration to the consequences – have on
the whole led to the freezing of reforms urged
in relation to the Lisbon programme of the EU.
While the Lisbon programme aims at the sig-
nificant, albeit gradual restructuring of the
social model of the European Union by cou-

pling growth with the improvement of jobs in
number and quality, at the closure of this study
it was still unknown whether a new ten-year
programme would be approved. And it is even
more questionable whether national and EU
level reforms aimed at the introduction of
measures ensuring the flexibility of the labour
market, the increased involvement of employ-
ees, and the sustainability of the pension sys-
tems will be continued or not. 

Earlier we have argued in several forums that
such restructuring is needed by both the old and
new Member States of the European Union.
What is more, this could lay the foundation for
the successful operation of the European Union.
Therefore, in conclusion of this subsection it
must be noted: it is important that the plans for
the future be based on the acceptance of the lim-
itations of governmental interventions and institu-
tional knowledge. Although we do not believe
that the crisis has not raised new and exciting
economic theory issues, so far we have proved
that instead of getting rid of all former knowl-
edge and tools it is more reasonable to outline
the path of the future on the basis of such
knowledge and tools.

THE NEW POLITICAL ECONOMICS 
OF THE NEW ECONOMIC POLICY

The economic approach, in which efforts are
taken to integrate the institutional, political,
legislative and communication tasks that foster
or hinder the practical implementation of solu-
tions considered to be right in theory in a sin-
gle package. The novelty of this intention is
implied in the fact that it regards the economy
neither a black box (like mainstream, neoclassi-
cal economists), nor the servant of public
power (like the German Historical School,
Marxism, or the various nationalistic and envi-
ronmental-friendly approaches). Therefore,
the new political economics does not strive to
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search for and support solutions contradictory
to the solutions developed by general econom-
ics. The emphasis is rather on how economic
rationality could be adjusted according to the
criteria of social acceptability, and therefore sus-
tainability in the broader sense of the word. 

It is apparent from the above rough overview
that one of the biggest problems of the current
period is that the gap is growing between the
general opinion, and the issues raised and solu-
tions proposed by decision-makers following
the general opinion, as well as the approach of
economics that was developed in the past 50
years and that processes and summarises the
experiences of the former period. Even those
decision-makers – such as Ben Bernanke,
Chairman of the Federal Reserve, who is
regarded to be the best student of Friedman and
Schwartz – who have something to draw on,
have often chosen the slippery road of improv-
isation. And it seems that improvised decisions
are not able to and cannot formulate an anti-
market paradigm like the one witnessed in the
1930s. The products of scientific publishers,
and the articles of the leading journals show no
sign of this – contrary to the daily and electron-
ic press that operates on the basis of the princi-
ple of “anything goes in competition”. It is edi-
fying that with the exception of the Journal of
Economic Perspectives intended for policy-mak-
ers there have been hardly any attempts to
interpret the crisis at the level of theory, and
detailed analyses that are mostly available in
working paper format all follow the proven path.
This holds for the employees of the interna-
tional organisations – ECB, BIS, OECD, IMF –
as well as the economists of research institutes
and universities. While the articles emphasise
the significance of tax reduction, targeted and
restrained government spending, as well as of
competent regulation, none of the articles cited
at the beginning of this study represent a radi-
cal break from the former theoretical and eco-
nomic policy standpoints of their respective

authors. On the other hand, politicians them-
selves regard the unusual measures – such as
nationalisation or the drastic growth of govern-
ment debts13 – as temporary derailment, and not
as the beginning of a new era.

Therefore, we accordingly formulate and sum-
marise the normative conclusions which can
serve as a basis for the development of the new
European economic policy practice. Non-
European countries are not the subject of this
article, but it can be stated that the economic
policies and macroeconomic statistics of the
United States, Australia, Canada, China or Korea
do not show such a considerable change as some
of the EU member states. Therefore, if we study
the not yet closed question of the change of par-
adigm, it can only result from the phenomena
witnessed on the European continent.

It can be regarded as a general conclusion
that basically all analysts agree on the need for
the reinforcement of regulation and the improve-
ment of its quality. However, there is by far no
agreement – as we could see – on the identity of
the regulators, as well as on methods and objec-
tives of regulation. As a starting point we
should accept the idea of the German ordolib-
eralists and of the constitutional political econ-
omists of the US, according to whom regula-
tion must never aim at the improvement of the
relative position of the individual players.
Instead, it should always focus on a certain pub-
lic interest or general objective, such as trans-
parency, prudent banking behaviour, balance
between the interests of lenders/depositors and
borrowers/deposit holders, public dues and the
like, including personal responsibility.

Governmental intervention, especially in the
three large EU member states, has so far exclu-
sively served the temporary settlement of the
situation of certain depositors and other inter-
est groups, wherefore it obviously failed to
comply with the above theoretical require-
ment, and failed to create the preconditions
required for the prevention of reoccurrence.
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The real total amount of the rescue packages is
little known, however the explosion-like
growth in the government debts of several
countries, such as Great Britain and the Baltic
states already makes it perceivable. This raises
much less concern for the common budgetary
rules of the European Union, since they them-
selves stipulate that in times of recession
expansive behaviour must be exhibited. The
foreseeable consequence would much rather
be the fragility and weak sustainability of the
emerging boom, coupled with the risk of
reigniting inflation.

It can be easily seen from the above writ-
ten that within Europe in the forthcoming
years regulation of the state would presumably
be more necessary than regulation by the state. It
can be easily seen that under the pretext of the
assumed and real social requirements of crisis
management most EU member states have
adopted a practice based on case-by-case con-
siderations and random decisions that lack
any principle – such as financiability, trans-
parency, predictability, public benefits and
sustainability, as well as the general public
finance principles. And while in Europe the
rescue packages do not generally exceed 2–2.5
percent of the GPP – according to the often
cited June forecast of the OECD, which can
be regarded acceptable given the recession
being 3–4 percent, soaring actual costs are no
longer confined to the exceptional cases in the
US, Ireland and the Baltic states. The ava-
lanche of corporate rescues, transfers, indem-
nifications and the undertaking of guarantees
pursuant to ad hoc political bargains cannot
be stopped for the time being, although the
adverse nature of these solutions became
common knowledge already in the 1970s, and
became unsustainable in the 1980s. It is high
time to stop overspending and prepare plans
to confine costs, and to prepare plans for the
prevention of the inflationary effect of
unspent income in the economy.

It would be extremely important to
sharply distinguish between growth and systemic,
structural measures in accordance with the tra-
ditions of German and English economics. It
would be especially important to mitigate the –
not illusionary – threat (as we could see) that
one-off measures can become system forming
measures having been raised to the level of
principle. It is quite evident – and net saving
countries ranging from China to Saudi Arabia
have even indicated it – that the market will not
finance any debts at any yield levels. This again
predicts the fragility of the boom in Europe,
unless the markets are reassured by serious
plans that indicate the reestablishment of
financial discipline. Multiannual budgetary
adjustment plans could provide a macroeco-
nomic framework for the various concepts for
restructuring and modernisation.14

Because of the above written it can be
stated that little by little it would be necessary to
stop managing the crisis and develop sustainable
policies both at national and EU levels. For
example price stability should be kept in mind,
and instead of the imaginary disease of defla-
tion attention should be paid to the confine-
ment of the inflationary pressure, which is not
at all unusual in the periods of boom. The for-
mer policy of the ECB – which focused on the
stability of the eurozone as a whole, and not on
the short-term stability of individual
regions/sectors – must be preserved and shall
not be transformed (as indicated by much of
the English language literature). It is advised to
develop long-term policies for the protection
of the natural environment and the creation of
the security of energy supply. An important
part of the latter is the creation of the single
European energy market. It is advisable to
extend the Lisbon Strategy for another decade,
and to include the resulting new major expen-
diture items in the financial figures beginning
with 2014. A programme must be developed
for the reduction of excess government debts,
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evidently within the frameworks given by
growth and balanced public finances, i.e. in an
organic, slow pace.

It should be made clear that in a market
economy based on private ownership the risk of
bankruptcy is systematically a private matter,
since it results basically from the private nature
of economic decisions. For example, it cannot
be declared as public interest if significant
amounts are invested on the basis of obviously
deceitful promises (Baumag), or if certain
financial institutions collapse due to sub-prime
lending. In the given case interventions
referred to as “governmental aid” concretely
mean the compensation of private errors by the
taxpayer community. Therefore, such interven-
tions must be avoided as much as possible. And
in the case of exceptions it must always be
made sure whether the rescuers can formulate
the usual reasons for community intervention,
i.e. public benefits, public good, avoidance of
larger bad costs, temporariness, getting over
the crisis relying on own resources, as well as
the concrete enforcement of the basic princi-
ples of adequate own resources. In the mean-
time it is reasonable to make sure that despite
the demand of the electronic media, and against
the urging of some representatives of econom-
ics, the criteria of micro and macrolevel consid-
eration should not mix. This is the most com-
mon mistake as a result of which most errors
were made both in the 1930s and today, on the
basis of the “my story is history” notion. For
example, the continuation of mining “pursued
for generations”, the protection of the heritage
of “national cake making” against foreigners, or
the prevention of dismissals by external owners
– regarded adverse by the current management
of the company (but only by them!) – are not
human rights.

It results from the above written, too that
transparency, and the related personal account-
ability – and holding concrete persons account-
able – are elements of market cleansing, and

also dynamic and renewing growth factors in
the European market economy. Here this tool
is being used less frequently than by the United
States, Australia, or even Korea and Malaysia. 

In fact, here we state nothing more than
what has become evident in connection with
the formulation of the Sarbanes-Oxley laws.
The current corporate management and financ-
ing solutions tend to be based on the theory
and practice of divided responsibility. This
made it possible that no concrete person was
ever responsible for wrong decisions – especial-
ly in large companies like Deutsche Bank or
Fiat. This does not necessarily involve public
property, although temptation is even bigger in
the public sector. In the American example per-
sonal responsibility does not only mean legal
consequences. The loss of the pension fund
and savings deposited in the investment fund
of the bankrupt company obviously hit the
management harder.

One of the several benefits of the current
crisis is that it has boosted the interest of pro-
fessionals in studying the long-term manoeu-
vring room of growth, the growth potential and
the output gap. Unfortunately, though, this
mostly methodological and statistical trend has
not yet aroused the interest of public figures
despite the fact that the question “when shall
we catch up with the West?” can be interesting
not only in the new Member States, but, in
relation to the Lisbon programme – and due to
the growing gap between the US and the EU –
at the level of the EU as a whole, too.

It is known from economic literature (Antal,
2004) that due to their nature such calculations
imply a high degree of uncertainty, assump-
tions and methods significantly influence the
results. What is more, there can be effects that
overwrite the factors taken into account when
developing the model. Yet, it is not fully coin-
cidental that each of the calculations made and
partially published – wherefore not much cite-
able – in the past one or one and a half years
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consider the growth potential of the Visegrád and
Baltic states to be much lower than before both in
the short and the long run.

Different authors highlight different factors,
such as the slow pace of technical development,
the lopsided involvement in the international,
intercorporate division of labour, the fragility
of the financial mediating system, the melting
away of the former advantages of the educa-
tional system, which is further deteriorated by
the weakening of the social connective tissue
and of the system of values. Some people com-
plain about the low level of investments, or
about the dynamism of small and medium-
sized companies, while others find the govern-
ment's performance unsatisfactory.

As far as we are concerned, we do not wish
to take a stand about the details of these com-
plex and technically demanding issues. In
accordance with the genre of this study we can
only confine ourselves to the summary remark
that if all forecasts available to us project the
permanent weakening of the growth potential,
the growth of around four percent traditional-
ly expected on the basis of the convergence
models must be taken with precaution.
According to our current knowledge this can
be even twice as much as the growth we can
expect assuming unchanged circumstances.
This means that growth in the new Member
States is not an endowment, but a task. What is
more, it is a central task. Since in this decade the
growth rate of the old EU member states
dropped below two percent, it is probably to
no avail to wait for the European impulse that
would induce Hungary's economic upswing.

A FEW CONCLUSIONS

In this summary of thoughts we studied
whether a change of paradigm is in the shaping
in the economic policies of the EU Member
States. The task was provided by the literature

as well as statements made by authoritative
public figures, such as heads of governments
and finance ministers. In relation to the four
fields outlined in the introduction – demand,
regulation, ownership and market protection –
we found nothing that would have urged us to
sweep out all former knowledge. Based on the
facts, the decline in 2009 can be said neither
unprecedented, nor interminable. A significant
part of the events witnessed now emerged also
during the shocks of 1973, 1979, 1987 and
1997–1999. Therefore – as it was explained in a
separate section – the current setback can be
interpreted on the basis of information then
obtained, as well as unhasty generalisation that
has stood the test of time. What is more, we
can tell the difference between the effective and
wrong steps of the economic policy on the
basis of this set of information.

Our answer is therefore, as it could be seen
from the fourth part, is negative. Each disci-
pline develops a new paradigm when it encoun-
ters significant events that cannot be explained
within the framework of the old paradigm. This
was not the case, therefore a change in paradigm
is required neither in terms of science, nor at
the level of economic policy analysis.

However, it is required that several elements
of practice be significantly modified. Our norma-
tive statements in connection with this issue
come from the proven, almost generally
accepted concepts of economics. The two most
important conclusions are the following. On
the one hand, the method and costs of crisis
management count both in themselves and for
future growth. On the other hand: excessive
debts and growing state intervention coupled
with the inactions of the former decade have
adversely affected the future growth potential,
too. Therefore, the time has not come for our
societies to “settle for less”, since the gap
between Hungary and the EU average, as well
as the most developed countries of the world
has lately widened even more. Therefore we act
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responsibly and with professional rigour
towards the society if we take long-term meas-
ures serving the public interest and as the foun-
dation for sustainable development more seri-

ously than before, and make decision-makers
accountable for such measures even if they are
hardly popular at the political level – in any
European democracy.
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Dóra Gyõrffy

Catching up in the wake 
of the crisis?*

The quality of fiscal policy and economic growth

With a view to its economic policy during the
2007–2009 financial crisis, Hungary – for the
first time in many years – has been one of the
most disciplined countries. In this context, the
author seeks to find out whether this relative
improvement in fiscal policymaking is sufficient
to lay the foundation for future convergence and
whether it contributes to putting Hungary's econ-
omy on a track of sustainable growth. In answer-
ing this question, the study first reviews the liter-
ature of theories regarding correlations between
the quality of fiscal policy and economic growth,
highlighting six impact mechanisms. Then the
interrelations of mechanisms between fiscal poli-
cy and growth and their impact on real economy
processes are presented using the experiences of
Portugal, where – due to euro-area membership –
the central budget plays an especially important
role in fostering economic growth and adaption
to various shocks. The main conclusion of this

paper is that the mere quantitative change of fis-
cal policy elements cannot yield lasting results
unless the quality of fiscal institutions is improved
as well.

Contrary to the deficit spending of recent
years, Hungary became one of the model coun-
tries of fiscal discipline during the financial cri-
sis. The 7.7 percentage point restriction in
2008–2010 which has focused primarily on
expenditures is actually the second strictest
austerity package in all OECD countries. The
only place where an even greater correction is
planned is Ireland where an 8.3 per cent restric-
tion is envisaged, principally due to tax raises
(OECD, 2009a, page 64). As a result of these
steps, Hungary's budget deficit and govern-
ment debt will be significantly below both the
OECD and the euro-area averages. What is
even more important, however, is that accord-
ing to an OECD forecast, Hungary will be the
only country besides Norway out of the organ-
isation's 30 member countries where no further
restrictions will be needed in 2010–2017
(OECD, 2009a, page 231). 

The progress in establishing fiscal discipline
is not invalidated by the fact that this correc-
tion was obviously undertaken under com-
pelling force. Due to the deficit spending in

* This essay is based on the lecture titled "Roads to
the Euro", delivered at a  conference staged by the
Debrecen Committee of the Hungarian Academy
of Sciences and the University of Debrecen on 17
April 2009. I owe gratitude to László Csaba and
László Muraközy for their comments and to the
Bolyai Scholarship of the Hungarian Academy of
Sciences for their support. 
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former periods, Hungary was one of the first
countries cut off from foreign funding oppor-
tunities upon the breakout of the financial cri-
sis. As a precondition to accessing the joint
bridging loan of the International Monetary
Fund, the European Union and the World
Bank, the Hungarian government was forced to
take measures that would have been politically
unbearable just a few months earlier.1 As alter-
native financing channels were missing, any
plan to reduce the depth of the recession by
stimulating demand with fiscal means was illu-
sory.2

The current consequence of restrictive meas-
ures carried out during the crisis is the deep
setback which is expected to exceed 6 per cent
in 2009 when this manuscript was closed.
Regarding the future, however, both the gov-
ernment and analysts (in Hungary and abroad)
expect these measures to boost GDP growth
and Hungary's competitiveness once the crisis
is over.3 Another benefit of these steps is that
they may bring Hungary closer to Euro-area
accession by restoring budget equilibrium.
Finally, it may be particularly important for the
future that the painful experience of the crisis
and the correction steps made both politicians
and citizens aware of how severe the conse-
quences of undisciplined fiscal policy can be.4

Amidst the general optimism that surrounds
the crisis, however, it is necessary to ask the
question whether the fiscal policy measures
taken so far are sufficient to ensure sustainable
economic growth. In other words, does the
restoration of equilibrium in itself lead to
growth? Although this has been one of the
evergreen topics of Hungarian economic policy
in recent decades, it will be even more signifi-
cant in the future: with the giving up of mone-
tary policy upon accession to the Euro area, fis-
cal policy will be the only remaining means for
the government to influence economic trends.
Therefore, it is of particular importance that
fiscal policy is turned into an effective tool for

managing the challenges deriving from mone-
tary union membership before accession
already.  

To answer this question, first I briefly
overview the literature of interrelations
between fiscal policy and economic growth,
focusing on six impact mechanisms. Then
using Portugal as an example I present the rela-
tions between the various mechanisms and
their real-life manifestation after Euro-area
accession. The main conclusion of my study is
that the impact of fiscal policy on economic
growth cannot be limited to equilibrium at all
and that the negligence of other qualitative
considerations may become a barrier to sus-
tainable growth and may lead to the reproduc-
tion of disequilibria sooner or later. What it
means is that stabilisation that focuses merely
on equilibrium considerations is not sufficient
and changes that ensure high quality and effi-
cient public services in the long run are indis-
pensable for economic convergence. 

FISCAL POLICY AND ECONOMIC
GROWTH IN THEORY

When discussing the relationship between fis-
cal policy and growth, the first thing is to point
out that economic policy cannot determine
directly the growth rate of a country's econo-
my (Erdõs, 2003, page 15). However, it does
not mean that economic policy cannot have a
role in economic growth, as in an indirect man-
ner it can play an important role in shaping the
factors that determine a country's growth
potential. According to the endogenous theory
of economic growth (Romer, 1986; Lucas,
1988; Barro, 1991), it is the productivity
improvement of human and physical capital as
enabled by technological development that
brings on per capita GDP growth and prevents
the decrease of the marginal productivity of
capital to zero.5 Based on this theory, the indi-
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rect impact of economic policy can take effect
in two ways. First, it can influence, but not
determine, the quantity of growth resources
(labour, human and physical capital). Second, it
can impact the efficiency of their utilisation.
Below I apply the classification used in a study
by Barrios and Schaechter (2008) to present
briefly6 the mechanisms through which the
various qualitative dimensions of fiscal policy
can indirectly impact growth drivers. When
discussing the specific mechanisms, I always
address how the crisis calls for the refinement
of the presented theoretical considerations.

The size of the state

One element of the relationship between fiscal
policy and economic growth which has
received the most attention in recent decades is
the size of government redistribution.
According to the critics of large government,
excessive fiscal redistribution may reduce eco-
nomic growth through the following mecha-
nisms (Tanzi, 2005). 

By providing public services (e.g. free
education, healthcare, mandatory pension
insurance), the state reduces the pressure on
citizens for self-care and thereby decreases
their willingness to save. Without savings,
investment funding opportunities shrink. 

Revenues that finance government spend-
ing distort economic decisions and taxation
may discourage employment and investments.

Government expenditures crowd out
similar private sector expenditures. If we accept
that competition makes the private sector more
efficient, the increase of redistribution by the
state conveys efficiency losses. 

Naturally, the arguments listed here do not
mean to suggest that there is no need for a state
at all, as there are a number of duties which the
private sector is unable to perform: Defence,
legislation, law enforcement (safety of private

property) or the guaranteeing of the efficient
operation of markets. The representatives of
institutional economics confirmed by way of
theoretical and empirical studies that good
institutions reduce transaction costs in the
economy by protecting private property and
the freedom of contracting and thereby they
make the redistribution of resources more effi-
cient (North, 1995). What is more, institution-
al quality is not simply one of many factors.
Instead, as pointed out by Rodrik, Suramanian
and Trebbi (2004) or Acemoglu, Johnson and
Robinson (2005) among others, it is the num-
ber one variable that explains economic devel-
opment. If we accept these findings, it is also
obvious that the state is definitely needed for
sustaining a quality institution system and that
it must take resources from the private sector
to finance the fulfilment of its responsibilities.
It is important to underline that as the private
sector and the public sector share the labour
supply of a country, these drained resources
may be substantial, since the public sector can
only attract trained and motivated workforce if
it offers compensation that is competitive with
comparable private sector offerings. 

Therefore, the correlation between the size
of the state and growth is presumably not lin-
ear but rather resembles a “U” turned upside
down: by fulfilling certain duties, the state may
actively contribute to the increase of economic
efficiency, while above a certain level of redis-
tribution, wastage and the discouraging effects
listed above become dominant. If we accept
that the correlation between the size of the
state and growth resembles an upside down
“U”, the main question is the whereabouts of
the threshold beyond which counter-effects
come into play. Empirical literature does not
provide a satisfactory answer to this question.7

Furthermore, the level of development, histor-
ical traditions and openness among others
obviously play also a decisive role in setting the
optimal redistribution level for a country.8
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Therefore, only rules of thumb can be set. As
for Barrios and Schaechter (2008, page 12), the
optimal size of the state is around 35 per cent
for small and open economies and around 40
per cent for large countries. Tanzi (2005) put
the desirable rate of government redistribution
to an even lower level, about 30 per cent.
Having analyzed the effectiveness of public
spending in emerging economies, a study by
Afonso, Schuknecht and Tanzi (2006) confirmed
the same figure. 

Developed countries reached these levels by
the 1970s already,9 i.e. since then the decrease
of economic freedom and the resulting count-
er-effects dominated over the potential positive
aspects of a large state. It is not only coinci-
dence that studies examining developed EU
and OECD countries using time series that
begin in the 1970s almost without exception
found a significant negative correlation
between the size of the state and growth and
the findings stood testing against a number of
factors.10 The same is evidenced indirectly by a
study of Schuknecht and Tanzi (2005), present-
ing convincing arguments that on nearly every
scale (fiscal and economic performance, human
development, institutional quality), reform-
focused EU 15 countries that have decreased
fiscal redistribution significantly definitely
outperform countries that have not changed
the size of the state. The slight negative impact
in income redistribution is offset by better eco-
nomic performance, decreasing unemployment
and more focused social expenditures. A case
study by Hauptmeier, Heipertz and Schuknecht
(2006) on eight countries showed similar
results. That study used the examples of
Ireland, Spain and Sweden to demonstrate that
countries which carried out radical reforms
through a program of reducing transfers, subsi-
dies and community consumption had much
better equilibrium and economic indicators
than countries which only touched expendi-
tures cautiously.

The apparently unambigous results may be
altered by the crisis somewhat as a larger state
enables the more powerful operation of so-
called automatic stabilisers11 and thereby it can
dampen the setback. It is not by coincidence
that during the 2007–2009 financial crisis, a
negative correlation could be observed between
the size of the state and that of the required
stimulus packages (OECD, 2009b, pp.
117–118). While this finding does not invali-
date the counter-motivation effects of exten-
sive redistribution, it may supply another argu-
ment for the upside-down “U” correlation
between size and growth – i.e. the purpose of
economic policy cannot be simplified to the
dogmatic approach of “the smaller the state,
the better it is” which neglects qualitative and
sustainability considerations.

Sustainable budget position

Once the financial crisis passes, budget sustain-
ability is expected to be in the focus of discus-
sions on fiscal policy and growth issues.12

Although like with the size of the state and
growth, empirical literature did not come to
clear-cut conclusions regarding the correlation
between budget sustainability and growth13

either, theoretical literature suggests that last-
ing budget disequilibria and large government
debt may have a negative impact on growth
through a number of mechanisms.

General government deficit and a high
debt rate force companies out from the loan
market as it is always less risky to lend money
to the state than to companies (Chalk and
Tanzi, 2002, page 187). What is more, increased
demand for savings drives interest rates
upwards which also make corporate invest-
ments more expensive.14

According to the Ricardian equivalence
(Barro, 1979), a high government debt leads to
anticipations of high future taxes which
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changes profit expectations and thereby decre-
ases investments.

Disequilibria and high indebtedness nar-
rows elbow room for anti-cyclical fiscal policy,
i.e. it exposes the country to inevitable restric-
tion in times of recession which thereby under-
goes bigger fluctuations.15 The reason of pro-
cyclicality is that loan resources usually shrink
during setbacks and lowering confidence in
budget sustainability immediately triggers a
high interest premium which can undermine
the potential positive impact of a budgetary
expansion. (Spilimbergo at al, 2008, pp. 7–8).

Measures taken to correct disequilibria
can be damaging for growth on their own.
Increased inflation reduces dependability in the
economy while the increase of revenues (due to
increased government redistribution) may
result in the counter-motivation effects
described above.16

Disequilibria are typically accompanied by
greater fiscal policy swings which also have a
negative impact on growth as the decreased cal-
culability of the economy affects both propensi-
ty of saving and investment decisions. Fatas and
Mihov (2003) presented this correlation based
on findings that involved 91 countries. Afonso
and Furceri (2008) came to a similar conclusion
based on the experiences of the EU-15.   

It is important to note that while these find-
ings seem to be overlooked especially in devel-
oped countries during the crisis for the sake of
recession-mitigating efforts, this does not
mean that underlying theoretical considera-
tions are challenged. Writings that propose
temporary loosening of the budget regularly
mention the inevitable need for correction in
the medium run (Spilimbergo et al, 2008;
Cottarelli and Vinals, 2009; OECD, 2009b, pp.
105–134).17 In summary, even if differences of
opinion18 may exist regarding desirable fiscal
policy during the crisis, they do not impact the
consensus on the importance of long-term sus-
tainability. In this respect, theoretical consider-

ations need even less adjustment than in con-
junction with the size of the state. 

Composition and effectiveness 
of public spending

Beyond the size of the state and sustainability,
the composition of expenditures is another
consideration that received intense attention
recently. Barro (1990) was the first to differen-
tiate productive and non-productive expendi-
tures based on whether a government expendi-
ture directly contributes to output growth in
the private sector. As per the theoretical defini-
tion, productive expenditures usually include
investments in education, research and devel-
opment and infrastructure while non-produc-
tive expenditures include social transfers. The
latter not only fail to contribute to growth, but
they may be counter-motivating for employ-
ment and have negative growth impact through
the decrease of labour supply. Results of empir-
ical literature support these considerations sig-
nificantly (Kneller et al, 1999; Romero de Ávila
and Strauch, 2003; Afonso and Allegre, 2008).   

Besides the differentiation between produc-
tive and non-productive expenditures, another
vital aspect of the correlation between govern-
ment spending and growth is the effectiveness
of productive expenditures. In empirical litera-
ture, this issue receives particular attention in
conjunction with government investments.
Findings on the growth impact of these invest-
ments are rather controversial, sometimes even
the same author comes to different conclusions
based on different samples. While based on the
examination of the EU-27 countries the study
by Afonso and Allegre (2008) found that public
investments stimulate private investment and
growth, Afonso and Furceri (2008) did not
find any significant correlation between public
expenditure and growth in OECD countries.19

The extension of the analysis to the developing
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world may shed light to these controversial
results: as pointed out by Tanzi and Davoodi
(1997), countries with widespread corruption
have a higher rate of public investments but the
effectiveness of those projects is lower.
Therefore, it is not sufficient to differentiate
simply between productive and non-productive
expenditures. The efficiency of public spending
is also a vital issue. 

The measurement of the effectiveness of
public spending received increased attention
from economists in recent years. Examining
the experiences of emerging countries, Afonso,
Schuknecht and Tanzi (2006) confirmed the
assumption that the efficiency of the public
sector varies significantly by country. This is
well visible in education where only a weak cor-
relation exists between expenditures and effec-
tiveness (see Chart 1).

Needless to say, few doubt the importance of
the efficient utilisation of public funds. The
likely reason for the many analyes that focus

on the extent of expenditures is more the fact
that the measurement of public spending is far
from being a clear-cut exercise with commonly
accepted standards. One common statement in
studies on the subject is that neither effective-
ness nor any of its components can be quanti-
fied entirely (Mandl et al, 2008).20

However, even though effectiveness consid-
erations might be overlooked somewhat in
econometrical analyses due to the difficulties of
measuring, it is not a valid reason for neglecting
quality aspects when making economic policy
decisions. After the financial crisis, the compo-
sition of budget expenditures and the related
quality considerations are likely to become
more important as the purpose and effective-
ness of available public funds will be critical as
funding options are narrowing. Therefore, the-
ory does not need adjustments in this area, but
a shift of emphasis is expected in analyses from
a purely quantitative approach to increased con-
sideration of qualitative criteria. 

Chart 1 

GOVERNMENT EXPENDITURE PER STUDENT AND SCORE ON THE PISA SCIENCE 
COMPETENCE TEST IN OECD COUNTRIES, 2006

Source: OECD, 2008a, page 307
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Structure and effectiveness 
of the income side

Besides the composition and effectiveness of
expenditures, another similarly important
growth factor is the way of financing the state,
i.e. the structrue of the income side. The
already quoted study by Barro (1990) differen-
tiates between taxes that distort investment
decisions and taxes that do not, is it is impor-
tant to fund government expenditures with the
lowest possible distortion. Consequently, pref-
erence is given to tax systems that lean towards
consumption taxes versus labour, corporate
and property tax. The first reason is that con-
sumption taxes rely on a broader base than
other tax types. The second reason is that these
taxes are not levied on contribution to the
economy but rather on actual consumption and
thus they do not have a counter-motivating
impact. Another important consideration is
that consumption taxes are far more difficult to
evade than taxes on capital gains and corporate
profits. High taxes on labour, however, in par-
ticular excessive progressivity, have a negative
effect not only on employment but also on
investment into human capital, as they narrow
the wage premium associated with education.
From this viewpoint, the position of secondary
earners on the labour market is especially
important. While the labour supply of primary
earners responds less elastically, the willingness
to work of other members of the household
depend greatly on the tax system (Barrios and
Schaechter, 2008, page 22).21

Similarly to the previous parts,  empirical
results regarding taxation and growth perform-
ance are less clear than theoretical considera-
tions. Concerning tax wedge and employment,
statistical results are far from being significant
and many countries have a high employment
rate and a high tax wedge at the same time
(Lackó, 2009, pp. 528–529). Although several
studies mention that high taxes on labour and

high social security payments have a negative
effect on growth (Kneller et al, 1999; Afonso et
al, 2005; Afonso and Allegre, 2008), different
methods and different samples may lead to the
opposite conclusion: Afonso and Furceri
(2008) point out the negative growth impact of
indirect taxes in EU-15 countries. 

Similarly to the previous topics, the contra-
dictions of empirical results regarding the cor-
relation between growth and the structure of
the tax system highlight two findings: First,
growth cannot be examined on the basis of a
single factor. Second, like with public expendi-
tures, effectiveness considerations may play a
significant role on the income side as well.
Today, besides the actual tax rates, the adminis-
trative burdens on taxation also receive special
attention in the various competitiveness rank-
ings. This administrative burden is largely
dependent on the transparency and stability of
the tax system (World Bank, 2008). An effec-
tive tax regime enables the payment of taxes at
low cost and its stability ensures the calculabil-
ity of the economic environment. Both are
important considerations in investment deci-
sions and thereby impact growth performance
as well. As shown in Chart 2, the tax wedge and
tax administration burdens practically do not
correlate at all, thus a high tax rate in itself does
not explain high admanistrative burdens. What
it means is that the decrease of revenues (and
the size of the state simultanously to that) is
not necessarily the only possible way of improv-
ing competitiveness. Significant progress can be
achived by ensuring effectiveness and calcula-
bility as well. 

Like with the previous topics discussed here-
in, the correlations identified between the
income side of the budget and growth are not
voided by the experiences gained during the
crisis. If the international community indeed
takes more powerful steps against tax havens
than before, it can even facilitate tax collection
and limit tax competition. Nevertheless, as the
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shrinking of resources is likely to result in
fiercer competition among countries, the
importance of quality aspects will definitely
grow in the exploitation of growth potential. 

Fiscal institutions and growth

The role of fiscal institutions received
increased attention in recent years in conjunc-
tion with macroeconomic discipline. Since the
1992 study of Von Hagen, several research
efforts dealt with the correlation between fiscal
rules and fiscal performance. In this context
fiscal institutions mean quantitative limits, pro-
cedural rules (budgeting, approval and imple-
mentation phases), transparency rules and
independent institutions. The primary role of
these institutions during the budget process is
to reduce the participants' opportunities to
pursue policies that serve individual or partial
interests as such opportunities emerge due to

the complexity of the process and the limited
nature of information. E.g. politicians tend to
use the budget for retaining power which cre-
ates political business cycles, while various
pressure groups strive for maximising their
share from and minimising their contribution
to budget resources. Rules serve to narrow the
elbow room for such endeavours and thereby
reduce the propensity of democracies to
spend23.

The growth effect of these rules are indirect
and relates principally to the factors listed ear-
lier. Based on already mentioned literature
sources, key impact mechanisms are as follows. 

By taming the propensity of democracies
to overspend, rules reduce the formation of
disequilibria which have a negative growth
impact. 

Rules regarding budget expenditures
(budget ceiling laws) prevent the increase of
the state which could also have a negative effect
on growth. 

Chart 2 

TAX WEDGE22 AND TAX ADMINISTRATION IN OECD COUNTRIES, 2008

Source: OECD, 2008b és World Bank, 2008, pp. 53–55
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Rules on budgeting and transparency can
also help the effectiveness of expenditures and
incomes by e.g. stictly requiring impact studies
or a financial plan with a several years outlook.

Budget transparency can be an especially
important element of reinforcing trust in the
government. First, it can increase the willing-
ness to pay taxes (Scholtz és Lubell, 1998).
Second, it enables perspectivic decision-making
that focuses on long-term considerations and it
reduces the temptation of populism for politi-
cians (Gyõrffy, 2007b). While the first factor
has a favourable growth impact through a
broader tax base and the resulting lower taxes,
the latter increases the effectiveness of both the
expenditure and income side. 

The significance of a credible institution sys-
tem is expected to grow after the financial cri-
sis. Concerning the handling of disequlibria
generated by efforts to manage the crisis, near-
ly all researchers underline the importance of
reinforcing fiscal rules and procedures
(Spilimbergo et al, 2008, pp. 8–9; Cottarelli and
Vinals, 2009, page 13; Lane, 2009, page 248).
For a stricter institution system guarantees to
investors that fiscal disequilibria are not origi-
nating in pressure group-driven policymaking
and that budget sustainability will not be at risk
once the situation is back to normal. If this
message is credible, the government may have
far more room for handling the cyclical fluctu-
ations of the economy than with the financial
markets suspecting political motivations
behind every fiscal loosening. 

Fiscal policy and business 
environment

A relatively rarely mentioned but rather
important area of the correlation of fiscal pol-
icy and growth is the impact on the business
environment. International competitiveness
rankings put a great emphasis on the time and

money requirement of setting up a business
and obtaining the necessary licenses which
may affect investor decisions. Although these
administrational reforms do not cost much
and may offer great benefits according to the
World Bank (World Bank, 2005, page 7), the
difficulties of implementing them show well
that these reforms may hurt many interests.
Török (2007, page 1072) points out that
whenever the budget is in need of fee revenues
from administrative procedures, the chances
of simplification are scarce. Bureaucracy may
also be counter-motivated in a similar manner,
as endeavours to bypass the complex and
expensive rules offer vast room for corrup-
tion. The ineffective regulatory environment
can exercise a negative growth impact through
a number of mechanisms (Erdõs, 2003, pp.
123–125).

Expenses on administration, be they in
the form of fees or corruption, increase the
cost of investments and make investors look
for alternative locations for their businesses.

Complex regulations which trigger cor-
ruption and the change of rules reduce the cal-
culability of the economy, make business cost
benefit calculations difficult and thereby
reduce the level of investments. 

Decreasing investments as described in
point 1–2 narrow employment opportunities.24

First, it means unused resources, and second, it
means a shrinking tax base and the need for a
higher tax wedge. We discussed the negative
growth impact of the latter earlier. 

Complex and expensive regulations spur
corruption which distorts market competition
and thereby results in lower economic produc-
tivity. 

Chart 3 confirms the points presented above.
It is apparent that the ratio of administrative
expenses to the GDP varies significantly
between 1.5 and 7 per cent across European
Union member states. It is also clear that as
described in relevant theories, a close negative
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correlation exists between administrative expen-
ses and perceived corruption. 

Like with the previous criteria, the financial
crisis does not call for the revision of theoreti-
cal considerations in this area either. Although
cross-border financial transactions are likely to
be bound by stricter rules, business founding
and licensing costs in individual countries and
administrative burdens of taxation (which are
important for the players of the real economy)
are likely to be significant competitiveness fac-
tors in a time when global competition is
fiercer due to lack of funding. 

Fiscal policy and growth in theory:
summary

Having reviewed the correlations between the
quality of fiscal policy and growth, the single
most important conclusion is that the various
impact mechanisms are closely interrelated and
are hardly separable. The key linchpin is insti-
tutional quality in a broad sense, i.e. the effi-

ciency of public administration which simulta-
neously impacts the size of the state, the effec-
tiveness of public spending, the payment of
taxes and the business environment. As it
turned out in previous sections, these consider-
ations are not only left unchallenged26 by the
crisis, but their significance is expected to grow
thereafter as competition for investments will
intensify due to decreasing liquidity on capital
markets.

With the recognition of the pivotal role of
institutions in the relationship between fiscal
policy and growth, the six mechanisms
described herein can also be summarized with
the analogy of angelic and diabolic circles. A
well-functioning public administration ensures
the dependability of the legal environment and
the effective provision of public goods, creat-
ing a good environment for investments and
maintaining a high level of employment. This
guarantees a wide tax base and thereby the effi-
cient financing of the public sector with an
acceptable tax wedge. Contrary to this, corrupt
public administration is unable to provide for

Chart 3 

ADMINISTRATION EXPENSES AND CORRUPTION IN THE EUROPEAN UNION, 2006

Source: European Commission, 2006, page 3 and Transparency International, 200625
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public services efficiently which means an
unfavourable environment for investments and
spurs tax evasion. The resulting proliferation of
the black economy distorts market competi-
tion and calls for a higher tax wedge for decent
taxpayers which has a negative impact on
growth. 

If we accept the metaphor of angelic and
diabolic circles and the fact that correlations
are extremely complex, it also becomes clear
why the conclusions in empirical literature
are not identical regarding the growth impact
of specific indicators – be it the size of the
state, public spending or the distribution of
various tax types. The reason is that numeric
indicators are unable to capture the underly-
ing effectiveness and the interworkings of
various factors in any of these areas although
they are decisive regarding the growth
impact. In order to understand the dynamics
of the complex interrelations described
above, it is better to look at a case study
instead of analysing static indicators to see
how the various mechanisms take effect in
practice. Below I analyse the experiences
gained in Portugal, a country that failed to
converge to the EU average in the past ten
years despite their accession to the euro-area.
The quality of fiscal policy played a vital role
in this (under)performance and thus Portugal
may provide a number of important lessons
to both theoretical approaches and Hungary. 

Fiscal policy and growth 
in practice: the case of Portugal

As mentioned in the introduction, the correla-
tion between the quality of fiscal policy and
growth is especially significant in the monetary
union where monetary policy tools are unavail-
able for managing various economic difficulties.
I.e. during a crisis there is no way to reduce
interest rates or improve competitiveness27 by

decreasing relative wages costs through infla-
tion or the devaluation of the domestic curren-
cy. Without the availability of monetary policy
tools, fiscal policy plays an especially important
role and the mechanisms listed in the previous
section may be critical regarding the economy's
ability to adapt to shocks. 

The example of Portugal may serve as a good
illustration for the impact mechanisms of fiscal
policy, for although the country joined the
Euro-area in 1999, the convergence envisaged by
inflation theory failed to happen and Portugal
stagnated at around 75 per cent of the EU aver-
age in the past decade. What also contributed to
this poor performance was that Portugal slid
into a deep recession in the early 2000s and got
on a slow growth track afterwards (see Chart 4).
Even though that recession was negligible com-
pared to the depth of the current crisis, lastingly
slow growth is an even graver problem than a
big, one-time setback. Furthermore, the adap-
tion mechanisms provided by fiscal policy are
not different in these two cases either. Below we
will look at how the poor effectiveness of
Portugal's fiscal institutions prevented the coun-
try's adaption to external shocks and thereby its
growth in the past decade. First I will provide a
brief review of the period of growth and reces-
sion and then outline in detail the role of fiscal
policy in this performance. 

Overheating and setback at the turn 
of the millennium

Portugal joined the European Community in
1986 and began to grow dynamically from
then on. Far exceeding the average of other
EU countries, its growth rate was over 4 per
cent in each year during 1986–1991 (European
Commission, 2008, page 48). Albeit the ERM
crisis also hit Portugal severely in 1992, apart
from the 2 per cent setback in that year, the
country grew above the average rate in all
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other years of the decade. As shown in Chart
4, this period ended after the launch of the
euro and after a brief period of recession, the
country's economy grew at 1 per cent for
years. 

The starting point of growth problems was
financial liberalisation. The financial sector
which used to be mostly in government owner-
ship in the 1970s was liberalised in the 1990s in
conjunction with EU integration, i.e. banks
were privatised, and barriers to the cross-bor-
der flow of capital were abolished along with
various interest rate regulations.28 The main
threat conveyed by liberalization is usually the
possible formation of a credit bubble and then
a financial crisis. What it means is that due to
the growing availability of resources, lending
expands considerably which overheats the
economy. It generates a high growth rate in the
beginning which is then followed by a signifi-
cant setback. This is clearly perceivable in con-
junction with the 2007–2009 crisis. Still, as a
study by Kaminsky and Reinhart (1999) out-

lined, this is one of the key common roots of
various financial crisis types.29

Although initially in Portugal it seemed that
credit growth impacted households only and
there is no bubble (IMF, 1998), by the 2000s it
became apparent that a bubble took shape –
like in other countries. The underlying reasons
were numerous. In the early 1990s, extremely
high interest rates and a strong domestic cur-
rency were needed to decrease inflation which
was about 10 per cent at the time. After 1993,
however, higher credibility resulting from
ERM membership and the Maastricht conver-
gence process triggered a decrease of interest
rates (Constancio, 2005, page 208). On top of
that, liberalisation generated fiercer competi-
tion and made foreign resources accessible. As
a result, long-term interest rates dropped from
1990's 15.4 percent to 4.9 per cent in by 1998
(Európean Commission, 2008, page 126). Due
to easier access to funding, both household and
corporate indebtedness expanded significantly
(see Chart 5).

Chart 4 

GDP GROWTH IN PORTUGAL, 1986–2008

Source: European Commission, 2008, page 48 and Eurostat30



STUDIES

36

The phenomenon that took shape in
Portugal31 as a consequence of this develop-
ment was way too familiar from the literature
of former financial crises. A significant portion
of additional funds flowed to the real estate
sector or financed consumption (IMF, 2000,
pp. 25–27). First it generated considerable
growth (Chart 4) and was accompanied by the
decrease of unemployment from the 1996 level
of 7.2 per cent to 4 per cent (European
Commission, 2008, page 34). The shrinking of
the labour market triggered a salary increase
that surpassed the growth rate of productivity,
leading to decreased competitiveness and dete-
riorating current account figures. Overviews of
these trends are provided in Charts 6 and 7. 

The decrease of productivity became truly
apparent when the bursting of the technology
bubble and the 2001 terror attacks triggered a
setback in the global economy, resulting in a
significant decrease of demand for Portugal
exports (see Chart 8). The increase of domestic
demand could not offset the significant drop of

exports, as the formerly developed indebted-
ness of the private sector could not be aug-
mented any further and as the budget deficit
which Portugal failed to reduce sufficiently dur-
ing the boom years had to be settled during the
recession due to pressure from the EU (we will
discuss it in more detail in the next chapter). 

As shown in Chart 8, not only the growth of
exports decreased but also Portugal's share in
the aggregate exports of the EU-25. This is a
clear indication that the underlying trends not
only included the global setback but the signif-
icant deterioration of competitiveness as well.
The combined effect of these processes was
reflected in the lower growth rate (Chart 4). In
2006 and 2007, economic growth accelerated
somewhat but still failed to reach 2 per cent. As
the detailed analysis of data revealed, this
improvement did not originate in structural
factors but in the temporary increase of
demand in Portugal's main export destination
markets (IMF, 2007a, page 5). However, the
global economic crisis halted this process as

Chart 5 

HOUSEHOLD AND CORPORATE INDEBTEDNESS IN PORTUGAL

Remark: for households (continuous line), the left scale shows the debt rate as a percentage of disposable income while for businesses (dotted
line), the right scale shows the debt vs. shares. 

Source: IMF, 2004b, page 4
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well and according to a Eurostat forecast, fol-
lowing years of weak growth, Portugal will
slide back into a 3.7 per cent recession in 2009.

Having discussed the growth issue of
Portugal, let me return to the main question of
this study, i.e. the role of fiscal policy in this
entire process. 

The role of fiscal policy 
in the difficulties of adaption

If Portugal was not a member of the European
Monetary Union, the easiest way of managing
the competitiveness problem caused by eco-
nomic overheating would be to devaluate the
domestic currency. This was the very purpose
of the crawling peg devaluation applied after
the 1970s which intended to offset Portugal's
inflation which exceeded that of its competi-
tors (Basto, 2007, page 12). The same approach
was applied during the recession in the early
1990s, devaluating the escudo significantly in

three steps between 1993 and 1995 . Naturally,
devaluation is definitely not a long-term solu-
tion. This type of measures becomes part of the
anticipations of market players, making it diffi-
cult to keep inflation under control and trig-
gering speculation attacks against the domestic
currency. Furthermore, disguised exports sub-
sidies help sustain outdated economic struc-
tures. Therefore, the loss of this intervention
opportunity upon euro introduction is not nec-
essarily a problem in the long run, as without
other available options it enforces structural
changes and restores competitiveness. According
to Blanchard (2006), adaptation can take place in
two ways: through the decrease of wages or the
increase of productivity. 

Below I review the impact of Portugal's fiscal
policy weaknesses (which we discussed above)
on these adaption scenarios. However, first I
examine the role of fiscal policy in stabilising
the economic cycle which may complement or
replace monetary policy to some extent and
reduce the size of cyclical fluctuations.

Chart 6 

UNIT LABOUR COST IN THE EURO AREA (1995=100)

Source: IMF, 2007a, page 8
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Chart 7 

PORTUGAL'S CURRENT ACCOUNT BALANCE, 1995–2008
(GDP %)

Source: European Commission, 2008, page 116

Chart 8 

GROWTH OF PORTUGAL'S EXPORT AND SHARE 
IN EU-25 EXPORTS, 1999–2006 

(%)

Source: IMF, 2007a, page 5
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The elbow room of fiscal policy during
recession
As mentioned earlier, under certain conditions,
fiscal policy can reduce economic fluctuations
through automatic stabilisers or active anti-
cyclical policy pursued by the government.
This way, the external demand shock in the
early 2000s could have been offset theoretical-
ly by a less tight fiscal policy approach. These
preconditions, however, were not fulfilled in
Portugal. The reasons were as follows.  

Although the size of the state is growing in
Portugal, it is still among the smaller ones.33

Consequently, automatic stabilisers do not func-
tion as extensively as in e.g. a Scandinavian coun-
try. Second, Portugal is a small open economy
where a potential fiscal policy loosening can easi-
ly lead to current account deterioration and
therefore budgetary expansion can only play a
limited role. Besides these objective factors, how-
ever, economic policy failures also contributed
significantly to the fact that fiscal policy hindered
recovery from the setback instead of helping it.

As shown in Chart 9, Portugal hardly ful-
filled the 3 per cent budget deficit ceiling set
out in the Maastricht criteria while its debt
began to grow extensively from 2000 on. As an
especially serious problem, the budget deficit
was hardly below 3 per cent even in boom
years, leaving no space for fiscal loosening at
the time of recessions. As pointed out by
Constancio (2005, page 213), savings deriving
from lower interest services were not spent on
balance improvement but on primary expendi-
tures, more specifically government wages.
Consequently, the budget balance had to be
improved in the very course of recession in
order to comply with the provisions of the
Stability and Growth Pact and thus the
decrease of external demand was accompanied
by that of domestic demand, too. 

On top of all that, the structure of correc-
tion was not optimal which also hindered the
adaption of the economy. Consolidation basi-
cally consisted of four elements (IMF, 2004b,
page 11): i. increase of value added tax, ii.

Chart 9 

GOVERNMENT DEBT AND BUDGET DEFICIT IN PORTUGAL, 1991–2008 
(GDP %)

Source: European Commission, 2009, pages 142, 154

Debt (left scale) Deficit (right scale)



STUDIES

40

reduction of government investments, iii.
freezing of government wages, iv. one-off
items. One common feature of these measures
is that they are easily reversible which means
they do not offer a lasting solution. What this
means is that even at the time of forced cor-
rections, the country failed to implement
structural changes whereby the two other
available adaption mechanisms were blocked
as well. This is the topic of the next two sec-
tions. 

Fiscal policy and the wage decrease option
One of the key advantages of the Euro area is
that it has successfully ensured price stability
since its formation, i.e. it kept inflation around
2 per cent. Although this factor can be consid-
ered a very important prerequisite of economic
calculation and thus growth, one of its conse-
quences is that inflation cannot be applied any
longer to offset lower competitiveness by
reducing real incomes. If prices are stable and
the increase of wages exceeds that of produc-
tivity, short-term correction is only feasible
through the reduction of nominal wages, for
the increase of productivity requires a longer
timeline as we will see in the next section. 

The decrease of nominal wages usually meets
tough resistance from employees, for they do
not necessarily agree with the primary impor-
tance of increasing competitiveness and they
tend to trust productivity growth instead. As
Blanchard points out (2007, pp. 7–8), these
considerations are especially valid in the case of
Portugal because existing laws prohibit the
decrease of wages without reason. Not only the
explicit reduction of wages is excluded, but
employees are protected against dismissal by
the strictest rules in the EU which again nar-
rows the elbow room of employers regarding
wages policy as the threat of unemployment is
limited anyway.34 Beside the strict rules, how-
ever, special fiscal policy features also pose dif-
ficulties to wage cuts. 

Earlier we discussed that government
salaries went up considerably in Portugal in the
1990s. Albeit this increase was successfully put
under control in the early 2000s, Chart 10
shows that in 2005 Portugal's spend on gov-
ernment wages in percentage of the GDP was
still by far the highest among the original 12
Euro area countries. What makes it a problem
in particular is the relatively low effectiveness
of public services which we will discuss later.
In terms of wage reduction, high government
salaries pose a problem because the country's
labour supply is shared between the private
and public sectors and therefore a wage cut
limited to the private sector will drain quality
workforce from there.

Besides high government wages, another fis-
cal factor is the growing level of social transfers
paid in cash which also acts against the decrease
of nominal wages. In percentage of the GDP,
the value of these transfers grew steadily from
9.5 per cent in 1991 to 15.6 per cent in 2008
(European Commission, 2009, page 76).
Benefits of this kind, e.g. high unemployment
benefits cause problems because they may
function as attractive alternatives to accepting a
wage decrease. 

Fiscal policy and the barriers 
to productivity growth
The third and probably most forward-looking
element of adaption to recession and efforts to
mitigate the decrease of competitiveness would
be the improvement of productivity. In
Portugal, the productivity of labour reflected a
decreasing trend since the 1990s and equalled
only 55 per cent of the euro area average in
2004 (IMF, 2005, page 6). One direct reason of
this divergence is the slow pace of structural
changes in the economy. According to Lains
(2007), the main reason for the productivity
gap between Ireland and Portugal is that indus-
tries that produce and use advanced info-com-
munication technologies gained much less
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ground in Portugal while traditional sectors
(textile and shoe manufacturing) lost signifi-
cant market share due to Asian competitors. As
for this author, the deeper reason is that Ireland
is ahead of Portugal in terms of both physical
and human capital accumulation. While the
improvement of these factors does not purely
depend on the public sector of course, citing
McKinsey the IMF (2006, page 4) says that
roughly two thirds of the gap can be eliminat-
ed by way of public policy measures.  

According to the IMF, nearly half of the
deceleration of productivity derives from the
lack of capital investments (2005, page 5).
Nearly each qualitative dimensions of fiscal
policy affect the magnitude of investments. 

Investments are fundamentally affected by
the dependability of the economy. As men-
tioned earlier, Portugal's budget balance is con-
stantly negative which assumes a growing tax
burden. Although the country's approximately
37% tax wedge is not extraordinary, growing
tax burdens and poor performance regarding

stability and simplicity (IMF, 2007a, page 17)
definitely contribute to low investments. The
causes of low productivity, however, lie deeper. 

One key factor of investments, especially in
high-tech sectors, is the quality of human cap-
ital which highly depends on the effectiveness
of education and expenditures on research and
development. Portugal underperforms devel-
oped OECD countries in both areas. Within
the EU-15, Portugal is the only country that
spends less than 1 per cent of the GDP on
research and development and only Greece
scores worse in the PISA tests that measure the
effectiveness of education (IMF, 2006, page
20). These factors illustrate the importance of
budget structure and that of the effective utili-
sation of public funds.    

As pointed out by Blanchard (2007, pp.
14–15), the solution to the productivity issue is
not necessarily the increase of research and
development expenditures. Besides advising to
ease labour market regulations e.g. in order to
facilitate seasonal employment in tourism,

Chart 10 

GOVERNMENT SALARIES IN THE 12 EURO-AREA MEMBER STATES 
(GDP %)

Source: European Commission, 2009, pp. 58–59
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Blanchard underlines the significance of the
informal economy as one of the key productiv-
ity decreasing factors. What makes the infor-
mal economy an issue is that it enables small,
inefficient companies to survive, making it
more difficult for businesses in the formal sec-
tor to increase their market share. This way,
economies of scale are not utilised sufficiently
which causes problems in the construction
industry in particular. Another problem is tax
evasion which makes the use of labour cheaper
instead of capital investments which is another
productivity decreasing factor. All in all, the
informal economy distorts the operation of the
market selection mechanism, i.e. it reduces the
pressure to improve productivity. 

As discussed above, the informal economy is
very closely related to the quality of fiscal pol-
icy. Excessive regulation and the resulting cor-
ruption both encourage the bypassing of laws
and thus strengthen the informal economy.
What is more, Portugal's poor public services
are expensive as reflected by the extraordinari-
ly high wages in the public sector (Chart 10).
This leads to higher taxes than justified by the
quality of services provided and therefore dis-
courages investments.  

Summary

In a monetary union, adaption to external
shocks is far more difficult than outside the
Euro area where cost-based productivity can be
improved temporarily by devaluating the
domestic currency or accelerating inflation. In
order to adapt successfully to external shocks
that occur time to time, a country in a mone-
tary union must inevitably improve the quality
of its fiscal policy. This compelling force in
itself is an argument for joining the monetary
union, for as described in the previous section,
fiscal policy affects the value of growth drivers
and the effectiveness of their utilization

through a number of channels, either negative-
ly or positively. However, the case of Portugal
illustrates that it can take even a decade for this
pressure to take effect and an ineffective fiscal
system can be a substantial road block regard-
ing adaption to external shocks in the mean-
time. What it means is that the improvement of
credibility and the jump in growth which fol-
lows accession to the Euro area is temporary
only, i.e. in itself it does not provide for the
preconditions of sustainable growth. 

LESSONS FOR HUNGARY

The question which served as a starting point
of this paper was whether the steps taken to
restore budget balance after the crisis are suffi-
cient to set Hungary on a sustainable growth
track. To answer this question, I first reviewed
the correlations between fiscal policy and
growth in the light of relevant theories then I
used the example of Portugal to illustrate how
these mechanisms work in practice. Based on
the findings reviewed herein we can now pro-
vide an answer to the main question of this
paper.

The answer is already evident from the theo-
retical review: Equilibrium and sustainability
are important and necessary to ensure that fis-
cal policy does not become a barrier to growth,
yet they are far not sufficient to make fiscal
policy contribute to it. In the case of Portugal
it is apparent that the most important conse-
quence of the budget deficit (which was high
even during booms) is that the government
cannot pursue an anti-cyclical fiscal policy at
the time of recessions. Yet qualitative fiscal
weaknesses proved to be an even greater prob-
lem as they hindered the long-term adaptation
of productivity and thereby fundamentally
contributed to lastingly slow growth. 

In summary, both theory and practice high-
lighted the fact that the improvement of insti-
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tutional quality in a broad sense is indispensa-
ble if fiscal policy intends to actively contribute
to sustainable economic growth. For this is the
factor which determines whether angelic or
diabolic cycles take shape in the economy and
accordingly, if the economy diverges or con-
verges. Therefore, the question is, to what
extent did the recent changes help this qualita-
tive improvement. If we look at the six dimen-
sions that determine the quality of fiscal policy
and see how they were changed in the recent
past, we can put the current achievements into
perspective. 

Size of the state: despite the restrictions, the
size of the state not only failed to decrease but
rather increased during the past years. Based on
data in the review prepared in relation to the
stand-by loan of the International Monetary
Fund (IMF, 2009, page 21), while revenues of
the central budget made up only 42.3 per cent
of the GDP in 2005, they grew to 46.8 per cent
by 2009 and no significant decrease can be
expected in the coming years either. In the
same period, expenditures went up from 50.1
per cent to 50.7 per cent. Therefore, it is fair to
say that nothing has changed regarding redis-
tribution by the state and if we consider exces-
sive redistribution a problem, then it is still
there in Hungary. 

Sustainability: Indeed, significant progress
has been made in respect of budget deficit com-
pared to prior years. According to the
International Monetary Fund's forecast, despite
the crisis, Hungary's budget deficit will have
remained under 4 per cent since 2008 (IMF,
2009, page 21). However, this improvement is
still not sufficient to reduce government debt
perceivably which is expected to exceed 80 per
cent by 2010. High government debt will con-
tinue to have a negative impact on growth,
mainly because of the crowd-out effect and
high taxes that are needed for debt financing. 

Structure and effectiveness of expenditures:
Correction efforts focused to restore equilibri-

um in recent times pushed into the background
the reform endeavours that were aimed at
restructuring public finances and improving
the quality of public services. Based on the lat-
est statistical data, social benefits paid in cash
(which have a negative impact on employment)
continued the trend of recent years and grew in
H1 2009 as well (Central Statistical Office,
2009, page 3). The rate of productive expendi-
tures, however, is decreasing. In the 2010 budg-
et bill, 50 per cent of the reduction of funding
to local governments is planned to be imple-
mented through development cuts while
another 31.5 per cent is planned to come from
lower public education financing (State Audit
Office, 2009, page 31).35 The combination of
these trends is completely conflicting with
growth considerations, especially with a view
to the fact that funding cuts without structural
changes are more likely to cause further financ-
ing gaps instead of quality improvement.
Therefore, what the steps taken in this area
facilitate is rather divergence than convergence. 

Structure and effectiveness of budget
incomes: The changes to the  income side seem
to be more favourable. The increased ratio of
VAT and the simultaneous decrease of income
taxes and contributions within budget revenues
(IMF, 2009, page 22) can be regarded as steps
to improve willingness to work. The decrease
of taxation channels and the resulting mitiga-
tion of the administrative costs of taxation are
also positive. These favourable changes, how-
ever, are put into perspective by the fact that
according to the latest survey by the World
Bank, Hungary's biggest competitiveness prob-
lem still relates to its tax system and thus the
country ranks no. 122 in the competitiveness
rank of a 183 countries, falling 8 positions since
last year (World Bank, 2009). Therefore, the
measures taken by the current government are
assumed to be sufficient only for mitigating
Hungary's competitiveness gap and slowing
down its divergence.
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Fiscal institutions: Like with the income
side, progress has been made in this area
recently. Act LXXV of 2008 on Budget
Liability ordered the establishment of the
Budget Council and set balance limits regard-
ing government debt and expenditures.
Although these measures should definitely be
welcomed, they must be evaluated bearing in
mind that the setting up of formal institutions
in itself did not prove to be a wonder substance
in any country and a number of examples show
that they did not bring about fiscal discipline
(Kopits, 2007, pp. 205–207). Therefore, it is
still to be seen whether the new rules can
change real-life practices in Hungary. In any
case, it is a warning sign that in their assess-
ment of the 2010 budget bill, the State Audit
Office (SAO) mentioned the continued lack of
impact studies for decisions with a long-term
effect as a fundamental deficiency – just like in
previous years (SAO, 2009, page 8).    

Business environment: Based on interna-
tional competitiveness surveys, the business
environment in Hungary kept deteriorating in
the past few years (Chikán, 2009). For small
and medium enterprises, even the latest sur-
veys name high pubic burdens and administra-
tive costs and the undependability of econom-
ic regulations as key barriers to growth
(NGFM, 2009, page 16). Although the lower-
ing of taxes levied on labour and the steps
towards simplification will bring some
improvement in this area, too, these measures
are often subject amendment or withdrawal
right after they enter into effect (Ministry for
National Development and Economy, 2009,
page 21). What it all suggests is that the cur-
rent set of measures did not help much in
improving dependability which is a prerequi-
site of investments while its other impacts can-
not be judged yet.  

Regarding the qualitative dimensions of fis-
cal policy, the main conclusion is that only two
areas (sustainability and budget incomes) show

perceivable improvement out of the six areas
examined. These two areas are undoubtedly
important as that is where the most severe
problems evolved and eroded Hungary's com-
petitiveness in recent years. While acknowledg-
ing these merits, however, we must not forget
that these are partial areas only which are insuf-
ficient to ensure convergence on their own.
What is more, without any improvement to the
quality of public services, these accomplish-
ments can easily vanish as the overall lack of
confidence generates considerable pressure to
withdraw the austerity measures and to com-
pensate various pressure groups (Gyõrffy,
2007b). As it turned out already from the the-
oretical review, another important assessment
consideration is that after the crisis the effec-
tiveness of the public sector might be even
more important for a country's competitive-
ness and growth performance than before. 

One common feature of the measures that
we have been missing in the qualitative dimen-
sions of fiscal policy is that they cannot be
implemented overnight as the improvement of
the quality of institutions is a long and complex
process. A government with a limited mandate
is obviously not in a position to carry out such
measures. Despite the acknowledgement of
this circumstance, however, we must continue
to consider unrealistic all opinions which sug-
gest that the rearrangement of taxes and some
expenditure cuts will put everything into order
after the crisis and enable Hungary to converge
to the EU average. These apparently easy and
fast solutions do not work and the issue of
development cannot is not so simple – this is
what Csaba (2008) warned about earlier in con-
junction with the Baltic “miracle”. 

Naturally, fiscal policy inefficiencies deriving
from the poor quality of institutions will not
prevent either cyclical growth periods or Euro
adoption. As illustrated by the example of
Portugal, we will actually face the real conse-
quences of weaknesses after Euro adoption
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when fiscal policy will be the only available tool
for the government to manage potential
shocks. Therefore, it is only a hope and oppor-
tunity, but definitely not a forecast that the
practices of recent decades, i.e. one-size-fits-all
reductions and reform attempts based on ad-
hoc brainstorming will be replaced by a series

of measures that are designed with a multi-year
horizon in mind and focus on the improvement
of institution quality. Without this transition,
lasting relative stagnation is definitely a realis-
tic expectation for Hungary even within the
Euro area, meaning that convergence will
remain a daydream.

1 Examples of these measures include the elimination
of 13th-month pension and the introduction of
stricter conditions on family support. See measures in
detail in the letter of intent sent to the IMF.
Downloadable at: http://www1.pm.gov.hu/web//home.
nsf/portalarticles/58EE632FC53453D6C125758A0
04EDE65?OpenDocument Downloaded 29 Sep-
tember, 2009. 

2 This statement is proved thoroughly by Erdõs, 2009,
pp. 224–227

3 During the negotiations on the stand-by loan, both
the government and the International Monetary
Fund predicted that the austerity measures would
bring about a boom (IMF, 2009, pp. 8-9). The posi-
tive opinion of specialists is also reflected in the first
report of the newly established Fiscal Council, say-
ing that the measures will raise the GDP by 1-1.5 per
cent in the long run (Fiscal Council, 2009a). In the
2010 budget bill, the government calculates with a
growth rate of 3.9 per cent for 2011 while the Fiscal
Council forecasts a 3.2 per cent figure for the same
period (Fiscal Council, 2009b, page 9).

4 This learning process is one of the decisive prerequi-
sites of lastingly sustainable fiscal policy. See more
based on the experiences of “old” European Union
member states in Gyõrffy (2008).

5 For a detailed discussion of the endogenous growth
theory in Hungarian please refer to monographs by
Erdõs (2003) and Czeglédi (2007).  

6 The in-depth discussion of this topic would obvious-
ly call for an entire monograph and therefore the
scope of the sections below must be limited to
reviewing the key criteria as opposed to outlining
them in detail.  

7 Empirical literature is reviewed and the lack of robust
results is presented in e.g. IMF, 2004a, pp. 3–4.

8 Another difficulty with determining optimum redis-
tribution is that the role of the state is never limited
to promoting economic growth. There are other
decisive considerations like the mitigation of social
inequalities or the protection of those in need. 

9 Concerning the trends of government growth see
details in Tanzi, 2005, pp. 619–620

10 An clear and concise summary of related literature
is provided in Afonso et al, 2005, page 23 and
Barrios and Schaechter, 2008, page 11 

11 Automatic stabilisers can dampen GDP fluctuations
associated with economic cycles without any explicit
intervention by the government. E.g. in a time of cri-
sis, less tax income is received by the government and
more money is spent on unemployment benefits.

12 In 2010, weighted average government debt is
expected to exceed 100% and 84% of the GDP in
OECD countries and in the Euro area (OECD,
2009b, page 122). Csaba (2009) points out the polit-
ical and interest group-related aspects of crisis man-
agement measures. As these implications suggest a
lasting stagnation similar to that of the 1970s in the
medium run already, the return to a sustainable
growth track requires the abandoning of these “cri-
sis management” practices.  

13 Easterly (2005) found that the negative correlation
between deficit and growth is only there in case the
budget deficit exceeds 12 per cent. Based on find-
ings in developing countries, however, Adam and
Bevan (2005) found statistically significant negative
effects with a deficit over 1.5 per cent already.  

14 The issue of the crowd-out effect is discussed in
detail in Erdõs, 2003, pp. 170–176 

15 About further conditions of anti-cyclical economic
policy, see Benczes, 2009, pp. 6–8
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16 For a more extensive summary of various budget
consolidation methods, see Gyõrffy (2007a) pp.
17–21. An immense amount of literature was gener-
ated on budget correction on the income and expen-
diture side in recent years. A monographic review of
this literature is provided in Benczes (2008).

17 The same applies to the budget strategy of individ-
ual countries. E.g. in Ireland, crisis management will
trigger a debt increase from the 25 per cent in 2007
to nearly 80 per cent in 2010 (European
Commission, 2009, page 164). Budget consolida-
tion is a clear goal in the medium-term budget strat-
egy. See Lane (2009)

18 A summary of this is provided by Csaba (2010).

19 For a more comprehensive review of debates regard-
ing the correlation of growth and public invest-
ments and for a summary of former empirical liter-
ature, see Afonso et al, 2005, pp. 25–27

20 The difficulties of measuring effectiveness are
described by e.g. Török (2008) who wrote about
methodological problems of higher education rank-
ings.

21 Naturally, it is important to note here that similarly
to other economic policy elements, decisions on the
tax system are not purely driven by growth and
effectiveness considerations. Equity aspects also
play a role, even they are not necessarily enforceable
in the tax system. See more on this issue in Erdõs,
2006, pp. 101–108.

22 Tax wedge: shows the percentage of total labour
cost (including levies on both employee and
employer) that us taken away by the state in the
form of various taxes and contributions.

23 The deficit spending propensity of democracies was
first mentioned by Buchanan and Wagner (1977)
and later became a widely accepted axiom of the
theory of public choices. About the types of rules
designed to keep deficit spending propensity under
control and about their impact on fiscal perform-
ance, see the summary of the European
Commission, 2006, pp. 121–168, Gyõrffy, 2007a,
pp. 43-67 and, in Hungarian, Kopits, 2007.

24 According to Lackó (2009, pp. 529–530), the corre-
lation between the tax wedge and employment is
not significant in itself, but the correlation between
the combination of corruption and tax wedge and
employment is significant. 

25 Figures are available at the Transparency
International website: http://www.transparency.
org/policy_research/surveys_indices/cpi/2006.
Downloaded: 22 August 2009

26 This supports the arguments of Csaba (2010) on
the fact that the crisis does not necessarily have to
bering on a paradigm change in economics. Only
the dogmatic interpretation of mainstream text-
books must be challenged in real-life economic pol-
icymaking. 

27 As I will discuss in detail later, these tools obvious-
ly provide only a temporary solution to managing
competitiveness issues. 

28 About financial liberalization in Portugal, see IMF
(1998)

29 Naturally, it does not mean to suggest that financial
liberalization must be avoided. Instead, the conclu-
sion should be that financial liberalization must be
implemented with the simultaneous reinforcement
of risk management regulations. See more details on
this in Prasad et al (2003). 

30 http://epp.eurostat.ec.europa.eu/tgm/table.do?tab
=table&init=1&plugin=1&language=en&pcode
=tsieb020 Downloaded 24 August 2009. 

31 Concerning bubbles originating in excessive lending,
see Mosolygó and Szabó (1998) in the context of the
Asian crisis, and Drees and Pazarbasioglu (1998) in
relation to the Scandinavian crisis of 1991–1993. 

32 November 1992: –6 per cent, March 1993: –6.5 per
cent, May 1995: –3.5 per cent. Source: Constancio,
2005, page 208

33 In Portugal, government revenues compared to the
GDP went up from 1985's 30.1 per cent to 43.2 per
cent in 2008, while expenditures grew from 38.8 per
cent to 45.9 per cent in the same period. Source:
European Commission, 2009, pages 118, 136. 

34 About the toughness of laws protecting Portuguese
employees and the adaptability of the economy see
more in IMF, 2007b, 22–31.

35 In conjunction with the fiscal adjustments of 2007,
Szakolczai (2009) criticised the decrease of invest-
ment into human capital and that of capital forma-
tion, plus the increase of social expenditures paid in
cash. Thus his conclusions also apply to the current
corrections.
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S

Csaba G. Tóth

Boosting demand by the state
and automatic stabilizers*

Since the global economic crisis broke out in
2007-2008, the theory of boosting demand by the
state has again come to the focus of attention.
Besides deploying the monetary tools, the indi-
vidual governments and international organiza-
tions announce one after the other, sometimes
even outbidding each other, what amounts from
their respective budgets they plan to assign to the
moderation of the economic recession. In many
cases, the fiscal stimulation of demand is looked
upon as a messiah, they talk about it as a magic
weapon that helps everybody who has the chance
to use it. What is less talked about, however, is the
price of the wonder weapon, as well as the condi-
tions required for its effective operation. Besides,
the theory of stimulating demand by the state
leaves its mark on all the discussions of the crisis
to such an extent as if this were the most efficient
tool of recovery and the only factor that con-
tributes to becoming indebted for sure. 

In this study, we primarily strive to examine
these phenomena. We are seeking to answer the
question whether the boosting of demand by the
state is in fact such a wonder weapon, to what
extent the time and pace of recovery depend on

this. Furthermore, we will try to illustrate, by
describing the probable impacts, what weight is
represented by the central stimulation of demand
within the fiscal policy and to what extent it is
responsible for the increase in state debts.  

In the first part, we will summarize those con-
ditions the existence of which may contribute to
the success of boosting demand by the state, by
giving an overview of the theoretical literature
and the experience gained to date. After the theo-
retical overview, we will present the result of
practical experience and model calculations.
Then we will briefly sum up the direct effect of the
economic crisis on the national budgets. We will
describe and compare in detail the fiscal demand
stimulating packages of the economic powers and
the EU states, as well as the role of the automatic
stabilizers. Besides the estimated impacts and
results, we will also show those projections which
quantify the long-term costs of boosting demand.1

THEORETICAL SUMMARY OF THE FISCAL
STIMULATION OF DEMAND 

At the time of an economic crisis, the state can
influence the processes through several differ-
ent channels. Fiscal policy is only one of these
but this can also be divided to at least two
important components. In the technical litera-

* The article was prepared in the framework of the
joint research program of ECOSTAT KSKI and
MTA Világgazdasági Kutatóintézet (the Institute for
World Economics of the Hungarian Academy of
Sciences).
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ture, discretionary measures, i.e. those deci-
sions of economic policy which are capable (or
incapable) of supporting economic growth in
the short run, play a more significant part.
However, at the time of crises, it frequently
happens that the role of automatic stabilizers is
more important than the above measures.
These stabilizers include all such stabilizing
features of fiscal policy which exert their influ-
ence without any specific intervention by the
economic policy. Most frequently, it is the pro-
gressive taxes and the various unemployment
benefits that are listed in this category but
these are not the most important ones. The
most significant automatic stabilizer is the
helplessness of the expenses themselves. The
thing is that the GDP-rated extent of the gov-
ernment expenses automatically increases at
the time of a receding economy, while it
decreases at times of upturns (Deroose et al.,
2008). In the long run, however, the border
between discretionary and non-discretionary
measures may easily blur, since what is not the
responsibility of the economic policymakers in
the short term may be something that they can
change in the long run.

As compared to the automatic stabilizers,
the efficiency of discretionary fiscal policy is
the subject of a louder dispute (see Barro, 2009;
Krugman, 2008). In the opinion of Keynes
(1936), who argued for an active government
policy necessary for achieving total employ-
ment, outputs are determined by aggregated
demand in the case of inflexible prices, unused
resources and partial employment. However,
the value of the fiscal multiplier2 is significant-
ly moderated by the crowding out effect. The
direct form of this is when the state offers such
products and services which compete with the
goods offered by the private sector as replace-
ment articles. In an indirect way, on the other
hand, it is through the exchange rate and inter-
est rate channels that the crowding out effect
can be sensed.

In open economies (in the Mundell–Fleming
model), the extent of the crowding out effect,
and through this, that of the effectiveness of fis-
cal expansion, are influenced by the exchange
rate policy, as well as the extent of capital mobil-
ity. With flexible exchange rates, the crowding
out effect reduces efficiency through the
strengthening of the exchange rate, however, it
improves the situation if capital mobility is lim-
ited, or if the prices flexibly react to the move-
ments of the exchange rates. With fixed interest
rates, the efficiency of fiscal expansion does not
deteriorate through the exchange rate channel
but the real appreciation of the foreign
exchange worsens the current account balance.
In this case, it does not matter whether we
assume limited or perfect capital mobility.3

The efficiency of fiscal expansion is affected
by the Pigou effect (1943) as well, this is why it
makes a difference how sensitive consumption
is to the changes in the available income, and to
the proportion of the net savers and net bor-
rowers. The role of expectations is similarly
relevant for the multiplier. If we assume, as
opposed to the adaptive expectations assumed
by Keynes, that those are rational, then a tran-
sitional fiscal expansion has no long-term
effect, however, a permanent one may exert a
further crowding out effect, as long as the
households and the companies can count on a
durable increase in the interest rates and a
strengthening of exchange rates. In the case of
a perfect Ricardian equivalence, however, the
tax cuts financed from the decrease in govern-
ment savings are fully compensated by the
increase in the savings of the private sector
(Barro, 1974), thus aggregate demands will not
change. In such cases, the value of the fiscal
multiplier is zero.

The evolution of debts affects the fiscal mul-
tiplier also through the risk premium that is
added to the interest level (see Miller et al.,
1990). As state debts rise as a result of fiscal
expansion, so do the risks related to the issuer
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and the risk premium that indicates inflation
the crowding out effect, through the interests.
From this respect, credibility is of critical
importance. If there is a high level of distrust of
the government and there are fears that the lat-
ter will not be able to stop/reverse government
spending and tax cuts later, i.e. the short-term
fiscal expansion communicated by the govern-
ment will be replaced by expectations of a long-
term expansion, then risk premium will appear
in the interest rates. It is because of the indebt-
edness, partially generated by fiscal expansion,
and affecting several generations that the fiscal
restriction that involve expansion effects are
discussed more and more often.4

On the supply side, the most important
thing is how labor supply is affected by the
changes in state burdens on labor, as well as
how the evolution of investments and savings
is influenced by the changes in the taxes on
capital. The form of financing is also an
unavoidable issue in assessing the effectiveness
of fiscal expansion: in the case of financing
from credits, the effect of fiscal expansion on
real output is stronger than if the amounts
required for this are provided by the state
through raising taxes (Haavelmo, 1945). In this
approach, however, the long-term threats
inherent in indebtedness are disregarded (see
the risk premium). From among the fiscal
expansions financed from raising taxes, howev-
er, those which chanell income from those with
higher incomes to those with lower incomes
may be more effective in the short term, since
the marginal propensity to save is definitely
higher in the first group of citizens (see
Bessenyei, 2007).

The impact of fiscal policy on economic
activity is influenced by institutional factors as
well. The more slowly a government measure is
taken, the lower the value of the short-run fis-
cal multiplier will be. In the case of fiscal meas-
ures, internal lags5 are not uncommon, since
both the process of planning and acceptance,

and that of implementation may be protracted.
The case of external lags is more diverse, usual-
ly they are the lowest in the case of transfers
and the income tax reductions provided for not
perfectly liquid individual persons.

From the theories on the fiscal stimulus of
demand described up till now, it turns out that
the effect of the budgetary expansion on
increase, as well as its effectiveness depend on
several circumstances that mutually affect each
other. This was summed up by Hemming and
his colleagues (2002a) as follows.

The fiscal multiplier is positively affected if 
•there is unused capacity, the economy is

closed, or if open, then there is a fixed
exchange rate system in place, and the
households have short-term perspectives
and/or are faced with liquidity limits.

•the increase in state expenses does not
replace private consumption, while it raises
the productivity of labor and capital, while
the changes in taxation stimulate the labor
supply and the activity of investments.

•the state debt is low and the government
has no financing problems.

•all this is coupled with monetary expansion
with limited inflation.

The following cases exert a negative effect
on the fiscal multiplier and decrease the effect
of the fiscal stimulus of demand:

•the crowding out effect is significant both
directly through the state services and the
imports, and indirectly through the
exchange rate and interest rate channels.

•the households behave in the Ricardian way,
this is why the long-term fiscal expansion
results in the decrease of consumption.

•due to the problems related to debt financ-
ing, the risk premium added to the interest
is high, and in this case, the interests would
only decrease as a result of a credible bud-
getary adjustment. 

•a fiscal expansion implemented in an uncer-
tain environment leaves its mark on the
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investment decisions of the companies and
the households will also save more, out of
caution. 

EXPERIENCES AND MODEL 
CALCULATIONS

The practical observation of the effectiveness
and efficiency on the fiscal stimulation of
demand is a rather cumbersome task from a
methodological aspect. One of the most thor-
ough and comprehensive research was com-
pleted in the framework of the IMF in 2002.
Hemming and his co-authors (2002b) then
examined in detail as many as 61 recession peri-
ods,6 in 27 developing countries between 1971
and 1998. In 80 percent of all the cases, there
was fiscal expansion, which resulted in average
2.5 percentage point deteriorations in balances,
while in the remaining 20 percent, the position
of the budget improved by an average 0.75 per-
cent of the GDP. However, if the extent of
decline is looked at, hardly any difference was
found between the two groups of countries
(recession was 4.5 and 4.25 percentage points,
respectively). After those (measurable) factors
which may influence the value of the fiscal mul-
tiplier according to theoretical literature and
practical experience, had been involved in the
survey, it was found that the fiscal boosting of
demand will usually be more efficient if the lag-
ging of the GDP from the trends in the year
that precedes the recession period indicate the
lack of utilizing the capacities. Similarly, the
efficiency of the fiscal stimulation of demand is
improved by the fact that it is done in an econ-
omy that pursues a fixed exchange rate policy.
From the aspect of efficiency, it is important
that the state debt is low before the stimulation
of the demand, however, the status of the
budgetary balance does not necessarily matter.
In harmony with the expectations, the fiscal
multiplier was only higher in those cases where

the demands were boosted by increasing the
expenses. 

As regards the correlations defined, howev-
er, the authors themselves call the readers for
caution. By way of control, their descriptive
statistics were supplemented by a regression
analysis. As a result of this, the statement was
developed that the fiscal boosting of demand
may be efficient if the above-described condi-
tions are met but in general, in the case of open
economies due to the crowding out effect, the
value of the fiscal multipliers is very low, and in
the case of a floating exchange rate, it is most-
ly zero.  

One of the most important conditions of the
basic Keynesian model, i.e. the role of unused
capacities was examined in Benczes's (2009)
new study. After analyzing twenty-five years of
experience (1980–2005) gained in the old EU
member states, he came to the conclusion that
the probability of the success of fiscal expan-
sion will grow if the value of the output gap is
low or negative, while if the economy is already
“overheated” before the expansion, this will
reduce the efficiency of fiscal expansion.
Furthermore, the experience of the European
countries under review suggests that the
income-oriented or mixed (those which build
both on the income and the expense sides)
stimulation of demand, especially if it is real-
ized through the reduction of direct taxes, will
aim at success with slightly higher chances that
the expense-side stimulations.

A large-scale international survey that was
conducted on the turn of the millennium
reports on the overwhelming power of the
crowding out effect. Within the OECD, it was
by using the model called INTERLINK that the
effects of (fiscal) shocks on the economy were
examined (Dalsgaard et al., 2001). Our experi-
ence suggests that the durable increase of com-
munity consumption results in the immediate
growth of domestic demand and the real GDP.
The initial increase of GDP reaches its peak in
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the first or second year, depending on when the
accelerator effect is the strongest from the side
of the investments. Unemployment decreases
under the equilibrium level, demand grows, and
both the salaries and the inflation rate increase.
Due to the real and nominal inflexibilities, infla-
tion usually reaches its peak after output. 

However, the growth of inflation decreases
surplus output through two channels: the dete-
rioration of competitiveness (with an
unchanged nominal exchange rate) reduces net
exports and consumption also declines. In the
long run, real GDP, unemployment and infla-
tion will all go back to the original levels, while
the price level will remain high. Briefly, the
increase in community expenses will fully
squeeze out the growth of private expenses. 

Beyond the uniform conclusions, the model
has also explored significant differences
between the individual countries and groups of
countries. As a result of the sensitivity of the
investments, in the year that follows the
growth of expenses, the value of the fiscal mul-
tiplier is the highest in Japan (1.75), while it is
substantially lower in the United States and the
eurozone (1.1 and 1.2, respectively). In the

mid-term, however, the crowding out effect is
the strongest in Japan as well, since it is on this
island that exports react most sensitively to the
real appreciation generated by internal infla-
tion. Contrarily, the authors of the study state
that the United States are able to moderate the
deterioration in competitiveness by their
power to define prices (see Table 1).

The impact of tax cuts as compared to that
of the growth of expenses is more moderated
both with regard to the GDP and to inflation.
According to the model, a tax cut equivalent to
one percent of the GDP increases the GDP by
0.5–1 percent. 

A more complex picture on the short- and
long-term effects of fiscal policy is depicted in
Ardagna's study (2000). The author examined
the macroeconomic data of some Western
European OECD member states of the period
between 1965 and 1995 by applying the dyna-
mic equilibrium model. She studied the effec-
tiveness and efficiency of the following five dif-
ferent fiscal measures: increase in community
consumption, increasing employment in the
public sector, growth of transfers, raising the
taxes on labor and capital. The findings suggest

Table 1

EFFECTS OF THE INCREASE OF STATE EXPENSES (BY 1% OF THE GDP) 
IN THE FIRST FIVE YEARS

Year 1 Year 2 Year 3 Year 4 Year 5
USA GDP change 1.1 1.0 0.5 0.2 0.1

Inflation rate 0.2 0.7 1.0 1.2 1.2

Japan GDP change 1.7 1.1 0.4 0.2 0.5

Inflation rate 0.5 1.4 0.5 -0.1 0.4

Germany GDP change 1.1 0.7 0.2 0.0 -0.2

Inflation rate 0.2 0.3 0.5 0.7 0.7

Great Britain GDP change 0.2 0.2 0.0 –0.1 –0.1

Inflation rate 0.4 0.5 0.4 0.2 0.0

France GDP change 0.6 0.6 0.5 0.4 0.2

Inflation rate 0.1 0.4 0.6 0.6 0.6

Italy GDP change 0.9 0.6 0.3 0.2 0.0

Inflation rate 0.3 0.7 0.5 0.5 0.4

Source: Daalsgard et al., 2001
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that from among the five measures, it is only
community consumption that is capable,
although to a small extent, of increasing the
GDP, while in the four other cases, output
decreases, although to different extents.
Although the positive effect is slight, this
measure does not deteriorate the GDP-rated
balance of public finances even in the long run.  

The raising of the taxes on labor is the most
detrimental to the economy, while in the short
run, exactly because of its impact in hindering
growth, deficits will even grow in spite of the
raising of the taxes, and they will only be mod-
erated in the longer run. As compared to this,
raising the taxes on capital is more favorable,
both with regard to growth, employment and
the budgetary balance. The “extension” of the
public sector, as well as the increase of the
transfers are the factors that deteriorate the
balance the most strongly, while they also exert
a negative effect on growth (see Table 2).

A finding similar to the latter research was
reached by the co-authors Blanchard – Perotti as
well (2002), who studied the evolution of the
U.S. economy between the Second World War
and the turn of the millennium by relying on a
VAR model, and they found that the increase of
expenses was the most suitable tool for raising
output.

DIRECT FISCAL EFFECTS 
OF THE GLOBAL ECONOMIC CRISIS 

The global economy grew to a rate exceeding 
5 percent in 2006–2007. The peak of the growth
was the third quarter of 2007, then the growth
rate of the global GDP started to decrease grad-
ually, and it slowed down to 3.1 percent by 2008.7

The process continued in 2009. In the first
three months, the rate of the decrease reached
4.2 percent in the OECD member states, while
in the second quarter, it was 4.6 percent as
compared to the same period of the previous

year. The economy shrank by 4.7 percent in the
European Union in the first quarter, while this
rate was 4.8 percent in the second quarter. The
decline was 2.5 percent in the U.S.A. in the first
quarter, while 9.1 percent in Japan, while it was
3.9 and 6.5 percent in the second quarter,
respectively. Although the rate of recovery can-
not be accurately forecast, there are more and
more signs that suggest that the crisis reached
its bottom in the middle of 2009. According to
the forecast of the European Commission,
global decline was 1.4 percent in 2009, while an
increase of 1.9 percent is expected for 2010 (for
more details, see Rácz, 2009).

The financial and economic crisis, due to its
global nature, affects each country in some way
or another. However, the effects on the budget
should be divided into two parts. The financial
crisis brought about the reduction of the liquid-
ity of the money markets. The price of credits
increased, which has sensitively affected on all
such countries which are compelled to finance
their budget deficits from external resources.
Besides, as a result of the crisis of the real econ-
omy, tax incomes have substantially decreased,
while the management of the social problems
arising from the decline of the economy
increases the burdens of the expense side.

Distrust in the market, as well as the liquidi-
ty deficit arising from this affect the various
countries in very different ways. This typically
causes financing problems in those states
against which distrust has grown (see Chart 1).

In the case of the Baltic states, it is very vis-
ible how the decline in the real economy gener-
ates further problems, namely the increase in
the benchmark yields of state bonds, which
makes the funding of the public finances more
expensive. Although the rate of the economic
decline in the two Balkanese states that joined
the Union later (Romania and Bulgaria) is
much lower than in the Baltic states, the simi-
lar recipes of economic policy (Csaba, 2008)
and the external indebtedness that developed as
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a result have significantly increased the burdens
of financing in these two Southern European
countries as well.

The differences within the eurozone are
smaller. In Ireland, which perhaps was most
affected by the crisis, as well as in Greece,
which had long been struggling with structural
problems, the state bonds can be sold with
higher than average yields, while financing did
not become more expensive in Germany. This
also indicates that this phenomenon is not gen-
eral. Those countries which were the targets of
the escape route of capital could even profit
from this. This is mostly true for the U.S.,
which functioned as a “safe haven” for a long
time, due to its key currency and its economic
hegemony. 

The taxes missed by the crisis are more diffi-
cult to quantify. What we can be sure about is
that the slowdown of the rate of economic
growth, and even more so, the recession itself
considerably moderated the tax incomes.
However, it is difficult to separate the effect of
this from the tax cuts announced as part of the
fiscal stimulation of demand. We have mean-
ingful data mostly on the countries of the
European Union. In 2008, the total income of
the states of the community was 5,563 billion
euros, which is 44.5 percent of the GDP
(roughly 90 percent of which comes from
taxes). According to the estimates of the
European Commission, in 2009, the total
income will be 187 billion euros lower, i.e.
5,376 billion euros. According to our estimates,

Chart 1

BENCHMARK YIELDS OF LONG-TERM STATE BONDS IN SOME COUNTRIES
(%)

Note: The U.S. figure indicates the benchmark yield of the state bond with a 10-year term, the others mean the yield of the long-term state bonds
quantified according to the ERM2 criteria.

Source: EUROSTAT
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without recession, if the economy of the
Union grew by 2.7 percent, similarly to the
year 2007, then the total tax income would be
more than 350 billion euros higher than the
amount planned for 2009. The difference
makes up roughly 2.8 percent of the EU's GDP.
Although we cannot accurately quantify how
much of this is missed tax income, the con-
scious tax cuts aimed at the boosting of
demands do not even reach one fifth of the
missing tax incomes.

DISCRETIONARY MEASURES 
AND AUTOMATIC STABILIZERS

The various countries attempt to reduce the fis-
cal effects of the crisis in different ways. As com-
pared to the global crisis of 1929–1933, protec-
tionist economic policies receive much less

emphasis now, and this in itself will moderate the
damage caused by the decline in the long run, as
well as reduce the time required by recovery. On
the other hand, the fiscal stimulation of demand
enjoys ever greater popularity, in spite of the fact
that it is suggested by both theoretical literature
and the experience gathered to date that a very
high number of conditions is necessary for its
success (see Leduc, 2009) (see Chart 2).

Most of the major powers of the global
economy deploy fiscal policy tools as well, in
some way or another, to alleviate the effects of
the crisis. The G20 countries used an average
0.6 percent of their GDP on the boosting of
demand in 2008, while this figure reaches 
2 percent in 2009, and will be 1.5 percent in
2010. From among the superpowers, it is Saudi
Arabia, the South African Republic, China,
Korea and Japan that spend the most GDP-
rated money on demand-boosting purposes.

Chart 2

FISCAL PACKAGES OF THE G20 COUNTRIES, GDP-RATED (2008–2010)

Source: IMF (2009a)
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From among the discretionary fiscal tools,
infrastructural developments are one of the
most commonly used, and 17 out of the coun-
tries of the G20 endeavor to prevent the
decline of production and trading in this way.
19 countries were compelled to increase their
social expenses, which is clearly the conse-
quence of the rising unemployment and other
social tensions arising from the decline of the
economy. On the expense side, the state sup-
port given to home building/renovating is rela-
tively popular, which obviously affects one of
the sectors that require most labor and thus,
supports the strengthening of the construction
industry. On the income side, most of the
countries decided to cut the personal income
taxes of private individuals but in almost the
same number of states, corporate income taxes
and consumption-related taxes were also
reduced. It is true for the significant majority
of the countries that besides the tax changes
announced to be final, the majority of the
measures that concern the expense side are
planned to be transitory.

In the study of the OECD published in June
2009, the demand-boosting packages are
described in a three-year period (2008–2010).
From among the countries under review, in
four, i.e. in Hungary, Ireland, Iceland and
Greece the circumstances do not allow the
moderation of the effects of the crisis by
demand-stimulating tools. As regards the oth-
ers, they will use an average 2.9 percent of their
GDP for this purpose in three years. Of this,
an average 1.4 percent will go to the income
side, the largest part of which will affect private
individuals but the burdens of the entrepre-
neurs and consumption taxes will decrease to
some extent as well. The majority of the aver-
age 1.5 percent affecting the expense side is
mostly represented in state investments, as well
as transfers provided to households and private
individuals (see Chart 3).

As compared to the leading economies of

the world, the member states of the European
Union spend less on the fiscal boosting of
demand, on average. According to another
study (Saha–Weizsäcker, 2009), the 13 largest
member states8 of the community spent an
average one percent of their GDP on the stimu-
lation of demand in 2009. Of these, Germany,
Austria and Great Britain spent most money
on this purpose, while Italy, whose state debt
exceeds 100 percent, bewared of doing so to
such an extent that in their case, the income
hoped to be reached from the tax increase is
planned to exceed the expenses aimed at boost-
ing demand. However, the difference is signifi-
cant not only between the sizes of the packages
but also between their structures. 

In Austria and the United Kingdom, it was
mostly the income-side measures that were
dominant in 2009, while in Sweden, Poland,
France, Spain and Belgium, the emphasis was
laid on the expense side, and in Holland and
Germany, the measures taken on the income
and expense sides were roughly fifty-fifty per-
cent.

In the United Kingdom, the majority of
the expenses on this purpose were “used up” by
the temporary reduction of the value added tax
(until 2009). Besides, they spent on state
investments, slightly reduced the income tax
burden, and increased the pensions. 

Austrians fought against the crisis by
implementing a comprehensive income tax
reform (which was brought forward), as well as
smaller moderations in other tax types. On the
expense side, it was the state investments that
were dominant.

In Sweden, the income-side stimulation
was exclusively limited to the tax cuts on the
renovation and building of homes. On the
expense side, the largest item was the support
given to R&D activities in the automotive
industry and the increase in the benefits pro-
vided to the unemployed, aimed at encouraging
activity.
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In Poland, there were no tax cuts but the
co-funding of projects financed from the EU's
structural funds was increased. 

In France, the salary costs of small com-
panies were reduced. On the expense side, the
greatest emphasis was laid on the investments
of the state (central or local government), as
well as the state-owned companies.

In Spain, several different but small-scale
tax cuts were implemented on the income side,
while the majority of boosting demand took
place in the form of state investments and sector-
specific support. The main beneficiaries of the
latter were the automotive industry, environmen-
tal protection and research and development. 

In Belgium, the main beneficiary of the
tax reduction was the construction industry,
the sector was supported by the state by the
moderation of the VAT rate. On the expense
side, the increase in welfare costs was meant to
offset the effects of the crisis.

In Holland, it was the tax reductions for
small and medium enterprises that meant the
most significant item on the income side, while
the expense side of the package contained
infrastructural investments, benefits in the
labor market such as a reduction of work
hours, as well as smaller scale measures.

In Germany, the tax cuts were extended to
almost all the tax types, the largest of which was
the reduction of the personal income tax and
the contributions. On the expense side, it was
the infrastructural investments that stood out. 

In Italy, the balance of the changes is posi-
tive for the income side of the budget, accord-
ing to the plans. The tax cuts mainly affected
the companies but the income missed as a
result of this will be by far compensated by the
income arising from the planned stricter tax
reviews, as well as voluntary self-revision. 

In the above-mentioned countries, the
aggregate fiscal stimulation of demand reached

Chart 3

STRUCTURE OF THE FISCAL DEMAND STIMULATING PACKAGES 
AS A PERCENTAGE OF THE GDP (2008–2010)

Source: OECD (2009)
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an amount of 104.8 billion euros. This means
an amount of 117.3 billion euros projected to
the Union as a whole, which is equivalent to
0.91 percent of the Union's GDP. If we add the
9.3 billion euros planned for this purpose on
the community level of the EU, which was
obviously only implemented through the
expense side, then we will get that the volume
of the fiscal boosting of demand was 126.6 bil-
lion euros in the European Union in 2009,
which makes up 1 percent of the GDP. 

More than one and a half times of this, i.e.
1.7 percent of the GDP was used for the boost-
ing of demand in the USA in 2009. Out of the
242 billion dollars, the tax cuts amounted to
122 billion dollars, which primarily affected the
corporate income tax, and secondarily, the per-
sonal income tax. The other side of the package
aimed at increasing the expenses partially relied
on environmental, infrastructural, construction
industry and agricultural investments, while
the social transfers also rose. 

According to the estimates, automatic stabi-
lizers play a more significant role than discre-
tionary measures, in their magnitude (see
Derooese et al., 2008; European Commission,
2009). However, as opposed to the fiscal pack-
ages, it is not only the effects of these that are
difficult to quantify but also, the size of the
tool itself. When examining the operation of
automatic stabilizers, it is worth starting out
from that the more significant role the state
takes on, the greater the anticyclical effect will
be, due to the “helplessness” of the expense
side. 

If we measure the size of automatic stabiliz-
ers based on this, significant differences
between the individual countries will be out-
lined. In general, in the European countries and
mostly, in the Northern part of the continent,
the state undertakes a more significant role.
The average of the European Union (a GDP-
rated 45.7 percent in 2007) is nearly ten per-
centage points, i.e. one quarter higher than in

the United States, and the difference is even
bigger if the EU figures are compared to those
of Japan, China or Korea. All this may perhaps
explain the earlier statement as well, i.e. that in
general, the key states of the EU spend less on
discretionary measures than the other coun-
tries of the G20.

In one of the earlier publications of the IMF
(IMF, 2009a), a different standpoint is taken on
the issue. In this study, an estimate has been
made on what extent the effect of the automat-
ic stabilizers will deteriorate the budgetary bal-
ance. This depends on the decline of the econ-
omy and the size and helplessness of the
expenses. The former is measured by the
experts of the monetary fund by assessing how
much the output gap, i. e. the difference
between the real and potential GDP, has
changed from one year to the other in a certain
country. According to the latest calculations, in
the case of the G20 countries, the budgetary
balance deteriorated by an average GDP-rated
0.2 percent as a result of the automatic stabiliz-
ers in 2008, while the deficit grew by 1.8 per-
cent in 2009, as a result (see Chart 4).

In another study (IMF, 2009b), the experts
of the monetary fund calculated the amount by
which the budgetary balance deteriorated in
each country as a result of the automatic stabi-
lizers. The findings suggest that in general, this
phenomenon affects those developed countries
most where the extent of state involvement is
higher, while those of the G20 states which
belong to the emerging economies are usually
towards the end of the list. 

RESULTS AND COSTS 

The analysis of the impacts of fiscal policy is
made difficult by several factors. First of all, it
is very difficult to filter those results from the
growth data which may be put down to the dis-
cretionary, or the non-discretionary measures.
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If we knew accurately to what extent e.g. a state
investment contributed to growth, we would
still have enough questions to ask. On the one
hand, the short-and long-term impacts of the
measure in question should be divided from
each other. On the other hand, it should be
estimated how the fiscal measure under review
has affected the behavior of the players of the
economy, besides the growh (see the crowding
out effect). 

Because of all this, we cannot talk about fac-
tual experience even in relation to the fiscal
demand-boosting packages deployed in the
current crisis. Those calculations which come
to be published, especially within the circles of
the international financial and economic organ-
izations, are usually estimations. OECD
(2009), for instance, tried to estimate the effec-
tiveness of the fiscal demand-boosting pack-
ages by estimating the size of the fiscal multi-

plier for each country on the basis of an econo-
metric model called INTELINK, which had
been prepared earlier, and has already been
mentioned in this study (see Chart 5).

According to calculations, the fiscal package
is the tool that is most capable of contributing
to economic growth, or the moderation of
decline in Australia and the United States.
Although the effect is not necessarily propor-
tionate to the costs involved by the measure, it
is obvious that it is mainly those non-European
countries, except for Poland, which spend rela-
tively much on this purpose that are actually
successful in moderating the decrease of the
economy. Those, mainly European nations,
which use smaller amounts on the fiscal stimu-
lation of demand, cannot expect too much suc-
cess according to the estimates of the model.

The findings of the OECD are in harmony
with the conclusions drawn by the European

Chart 4

THE EFFECT OF AUTOMATIC STABILIZERS ON THE BUDGETARY BALANCE 
IN THE G20 COUNTRIES (2008–2010)

Source: IMF (2009b)
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Commission. According to their estimates, in
the European Union, the automatic stabilizers
contribute to growth by 3.2 percentage
points, while the fiscal boosting packages will
increase the GDP to a much smaller extent,
i.e. by 1.8 percentage points in two years, i.e.
in 2009–2010. 

It is obvious from the above that the crisis
iteslf and the crisis management measures exert
a significant effect on the budget. As a result of
the decline of the economy, the tax incomes are
decreasing, the social expenses are growing,
just like the interest burdens of financing, and
besides all these, we also have to take the price
of the fiscal stimulation of demand, the costs of
monetary measures, as well as the so-called
“below-the-line items” into account. The latter
group contains those bank rescue acts and
other measures taken in order to ensure the
liquidity of the money market which are not

specifically represented in the budget but
which increase the state debt. 

The joint effect of the above-listed factors,
however, can be traced in the evolution of the
budgetary balance. The latest forecasts sug-
gest that the balance of the public finances in
the eurozone would deteriorate by 6.3 per-
cent between 2007 and 2010, while in the
average of the OECD member states, this fig-
ure is 7.4 percent, and in the G20 countries,
5.9 percent. 

The public finance deficit will evolve
between GDP-rated 7 and 9 percent in the
above-mentioned countries in 2010, according
to the forecasts. The fact that it is not a tempo-
rary increase in the deficit is confirmed by that
IMF's long-term forecast indicates that in the
countries of the G20, the deficit will be 3.4 per-
cent even in 2014, which is more than three
times the size of the 2007 deficit (see Table 3).

Chart 5

CONTRIBUTION OF THE FISCAL PACKAGES TO THE CHANGES IN THE GDP
(in brackets, the GDP-rated price of the package)

Source: OECD (2009)

Au
st

ra
lia

 (5
.4

)

US
A 

(5
.6

)

Sp
ai

n 
(3

.9
)

Po
la

nd
 (1

.2
)

Ca
na

da
 (4

.1
)

Ja
pa

n 
(4

.7
)

Ko
re

a 
(6

.1
)

Ne
w 

Ze
al

an
d 

(3
.7

)

Lu
xe

m
bo

ur
g 

(3
.9

)

Ge
rm

an
y 

(3
.2

)

Fi
nl

an
d 

(3
.2

)

Sw
ed

en
 (3

.3
)

Un
ite

d 
Ki

ng
do

m
 (1

.9
)

De
nm

ar
k 

(3
.3

)

Cz
ec

h 
Re

pu
bl

ic
 (2

.8
)

Be
lg

iu
m

 (1
.4

)

Au
st

ria
 (1

.2
)

Fr
an

ce
 (0

.7
)

Sl
ov

ak
ia

 (1
.3

)

Ho
lla

nd
 (2

.5
)

Sw
itz

er
la

nd
 (0

.5
)



STUDIES 

65

The deterioration of the budgetary balance
affects almost all the countries, except for
Hungary, which continues the budgetary
adjustment that had been started earlier.
According to the latest estimates, the balance
will deteriorate by more than 10 percent in
Ireland and Iceland, where this is the clear effect
of the decline of the economy, and in their case,
similarly to Hungary, it is not possible to boost
demand by fiscal tools. The deterioration of the
Spanish, British, New Zealandian and Latvian
balances is also two-digit, while the size of the
fiscal package does not reach 2 percent in
London, and it is below 4 percent in Spain and
New Zealand as well. With Norway, where even
in spite of a worsening balance, an 11 percent
surplus is anticipated for 2010, as the only
exception, the deficit will exceed 2 percent in
each EU, OECD and G20 member state, and it
is only in three countries, namely Switzerland,
Korea and Bulgaria, where a deficit that is lower
than 3 percent is expected.

The budgetary balance leaves its mark on the
evolution of the state debt as well. It turns out
from the latest statistics of the European
Commission which factor mostly accounts for
the expected growth of the state debt in each
member state. In the EU, it is mostly the Irish,
the Latvians, the Brits, the Spanish, and the
French whose public debt is rising, by more
than 20 percent of the GDP for each. An aver-

age 20.7 percentage point increase is expected in
the European Union, while the same expecta-
tion is 17.8 percentage points in the eurozone. 

It is usually forty percent of the indebtedness
estimated for the last three years of the period
that can be traced back to the deterioration of
the primary balance, roughly half of it results
from the increased interest rates of the credits
required for financing, as well as the slight
increase in the denominator. The average pro-
portion of the below-the-line items is 10 percent. 

The increase in public debts is of course not
only typical in the European Union. According
to the latest surveys, the state debt in the
OECD member states is increasing by 26.7
percent, while this growth rate is 18.8 percent
in the G20 countries. In the United States, for
instance, the GDP-rated state debt will rise
from 63.1 percent to 97.5 percent, i.e. by 34.4
percent between 2007 and 2010 (see Table 4).

IMF (2009b) draws the readers' attention to
that the stopping or reversal of the trend of the
growth of debts will probably last for a long
time. Their estimates suggest that the GDP-
rated state debt of the U.S. mentioned above
will already reach 106.7 percent in 2014, while
this figure will go up to 84.6 percent in the next
four years in the case of the G20 countries.

Based on all the above, it can be taken for
granted that the first thing to be done after
recovery from the crisis will be to handle

Table 3

EVOLUTION OF BUDGETARY BALANCES EXPRESSED AS A PERCENTAGE OF THE GDP
(2007–2010)

2007 2008 2009 2010 2010–2007
Eurozone –0.6 –1.9 –5.3 –6.5 –5.9

EU27 –0.8 –2.3 –6.0 –7.3 –6.5

OECD –1.4 –3.2 –7.7 –8.8 –7.4

G20 –1.0 –2.8 –8.0 –6.9 –5.9

G-20 (developed countries) –1.8 –4.3 –9.8 –8.4 –6.6

G-20 (emerging countries) 0.2 –0.4 –4.8 –4.2 –4.4

Source: OECD, European Commission, IMF
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indebtedness. This seems to be a painful
process from several aspects. The affected
countries will be compelled to adjust their
budgets, as they will have to improve their
budgetary balances by raising taxes or reducing
expenses. If we come to think of it, and as we
have referred to it earlier, it would not be
unprecedented if consolidation was dominated
by the non-Keynesian effects, i.e. it was accom-
panied by economic expansion but this is tied
to some conditions at least as much as a suc-
cessful boosting of demand by the state. In
many countries, the decline in domestic
demand will be unavoidable, which will again
result in the moderation of the growth of the
economy.

Furthermore, the globally increasing state
debts may also cause financing difficulties. It is
especially the financing of the state debts of
smaller states that may become more expensive
if the indebted “large” ones, which are more
reliable in the eyes of the investors, siphon off
the capital from them.

SUMMARY

In the first part of the study, we have described
how the fiscal stimulation of demand works.
Earlier experience and the theoretical literature,
which partly relies on the former, suggest that
the fiscal boosting of demand can only be suc-

cessful if a highly complex set of conditions
exists.

After reviewing the discretionary measures,
we examined to what extent the economic poli-
cies of the individual countries adjust to this
theory, as well as the regularities defined on the
basis of the previous years. As regards the bal-
ance of public finances, the signs are favorable.
In the case of the G20 countries, for example,
the states that announced the widest fiscal
expansion are the countries with the lowest
state debts. In the majority of these states, the
state debt does not exceed 40 percent of the
GDP even in 2009. From this respect, Japan is
an exception, which has strongly committed
itself to the fiscal stimulation of demand in
spite of the fact that its GDP-rated state debt
exceeds 200 percent. The examination of the
OECD member states shows a similar picture:
learning from the experience of earlier stimula-
tions of demand, it is those countries which
had lower state debts that mostly brought
themselves to moderate the effects of the crisis
in such a way.

The situation is different if we examine
another important condition, i.e. the existence
of unused capacities. As has been pointed out
in Benczes's (2009) study as well, due to the
structural problems, the output gap was posi-
tive as early as in 2007, not only in all the
member states of the European Union but also
in the United States. This considerably

Table 4

EVOLUTION OF STATE DEBTS EXPRESSED AS A PERCENTAGE OF THE GDP (2007–2010)

2007 2008 2009 2010 2010–2007
Eurozone 66.0 69.3 77.7 83.8 17.8

EU-27 58.7 61.5 72.6 79.4 20.7

OECD 73.5 78.7 91.6 100.2 26.7

G20 62.8 65.9 75.7 81.6 18.8

G-20 (developed countries) 77.6 83.4 87.7 106.4 28.8

G-20 (emerging countries) 37.8 36.4 38.7 39.9 2.1

Source: OECD, European Commission, IMF
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decreases the chances of the stimulation of
demand by the state.

With regard to the structure and composi-
tion of the packages, the overall picture is more
refined. The majority of theoretical literature
and model calculations go for the boosting of
the expense side but we cannot talk of a con-
sensus. This is why the role of the fact that on
average, the packages announced to date rely
on the income and the expense sides to the
same extent, should not be overemphasized.
What is generally true, however, is that this
means substantial differences in the case of the
individual countries. From among those coun-
tries that spend a lot of money on the boosting
of demand, i.e. the Czech Republic, Sweden,
Korea and New Zealand, primarily lean on tax
cuts, while Denmark and Australia rely more
on the expense side. Most of the states, howev-
er, including the USA, Germany, Spain,
Canada, have come out with mixed packages.

It is in line with the statements of technical
literature that infrastructural investments
dominate the expense side. On the income
side, the overall picture is more diverse, but
what is definitely to be pointed out is that the
taxes on income are decreasing primarily, and
the deductions from consumption are reduced
secondarily. 

CONCLUSION

One of the purposes of the study was to give a
clear picture of the significance and role of
boosting demand by the state. Although the
state stimulation of demand financed from
public funds is an important and efficient tool
in crisis management, it cannot be regarded as
a wonder weapon. On the one hand, it should
not be considered one because it can only be
successful in a certain environment, so some of
the countries cannot use it at all. On the other
hand, even if it is a success, it can only alleviate
the effects of the crisis to a limited extent.
Their annual average contribution in the
European Union is lower than 1 percent of the
GDP, which means nearly half of that of the
automatic stabilizers. 

Recovery depends at least this much on
countless other factors, let us just think of the
restoration of financial stability, or the arsenal
of tools applied by monetary policy. The role of
state stimuli in this is not dominant in either
recovery or indebtedness. The changes in the
primary balance have caused nearly 40 percent
of the indebtedness in the EU and the tax
income missed because of recession represents
at least twice as much weight within this as the
boosting of demand by the state. 

1 I owe gratitude to András Balatoni, László Csaba and
Tamás Gáspár for their useful advice. It is of course
exclusively the author who will be held liable for any
errors or mistakes.

2 A fiscal multiplier indicates how a one percent
change in the balance of the public finances, or
another fiscal variable affects the evolution of the real
GDP.

3 On more details, see the study by Mellár (1997).

4 As opposed to the Keynesian and neo-Keynesian
approaches, the non-Keynesian approaches empha-

size the positive effect of the reduction of budgetary
expenses on outputs. From the eighties onwards, it
has become obvious from the examples of several
European countries that those adjustments that suc-
cessfully implement the stopping or merely the
moderation of the increase in the debts, which main-
ly focus on the expense side of public finances, stand
good chances of resulting in expansive effects
(Benczes, 2006). In another study (Gáspár, 2005),
however, the readers' attention is called to the fact
that budgetary corrections based on the reduction of
expenses were generally performed in the case of sig-
nificant problems in the equilibrium. In other words,
unfavorable starting positions increased the willing-

NOTES
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ness of the private sector to consume and invest after
the credible adjustment. (See also Párkányi, 2006;
Horváth et al., 2006)

5 Internal lag refers to the time while the policymakers
recognize the necessity of changing the fiscal policy
and take the appropriate measures. External lag indi-
cates how long it takes for the fiscal measures to
exert their effect through the aggregated demand.

6 According to the authors' definition, a recession
period is the year or those years when the increase of
real GDP lags behind the growth trend in an extent
that exceeds the variation.

7 On the factors contributing to the crisis, see more
details in the works of Gyõrffy (2009) and Magas
(2009).

8 Together, they produce over 90 percent of the
GDP of the European Union. From among the 13
countries, it was in Greece and Ireland that no dis-
cretionary fiscal measures aimed at boosting
demand were taken. As opposed to the OECD, the
study does not list the measures taken in Denmark
among the packages aimed at the fiscal boosting of
demand. 
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A

Miklós Losoncz – Gyula Nagy

How banks responded to the
global financial crisis – 
international experience*

A legion of analyses have addressed the develop-
ment, reasons and implications of the global
financial crisis. Public interest has been particu-
larly heightened toward central banks' policies
aimed at alleviating the unfavourable effects of the
crisis and also toward various forms and tools of
government involvement. Drawing from interna-
tional experience, this essay analyses the responses
given by banks, especially commercial banks, to
the crisis. The essay has a future-oriented
approach, trying to reach conclusions for the future
from historic trends and the challenges presented
by the current environment wherever possible. 

MAIN CHARACTERISTICS OF THE CRISIS,
CHALLENGES BANKS WERE FACING 

The price bubble that had ballooned in the U.S.
subprime mortgage market eventually burst,
causing a severe crisis in mortgage lending in
the United States, which cascaded into global
markets. The price bubble had swollen as a

result of a process that had spanned years,
including a global abundance of liquidity,
investors' deep hunger for risks and increasing
propensity to take risks, as well as processes on
financial markets, and overly optimistic expec-
tations of future prices in equity markets. The
combination of all these factors led to the crisis
that started in July–August 2007, which first
affected U.S. banks that had considerable
mortgage portfolios and mortgage-backed
securities, named structured financial instru-
ments. According to an IMF report,1 struc-
tured lending designs had been growing expo-
nentially until the crisis, their combined issue
price had increased from USD 500 billion in
2000 to USD 2,600 billion. Of them, CDOs
(Collateralised Debt Obligation) accounted
for USD 1,200 billion and MBSs (Mortgage-
based Securities) totalled an even USD 1,000
billion. A fast-paced fall in real estate prices
caused a heavy depreciation in these asset-
backed financial innovation products, and
financing leveraged designs, based on loans,
have become increasingly hard and costly as a
consequence of a deepening financial crisis.

This phase of the crisis was characterised by
major American and European banks heading
toward bankruptcy or going under entirely.

* In this study we made use of the analysis of Miklós
Losoncz prepared for the report of GKI Economic
Research Co. entitled “Narrowing liquidity in the
banking sector” commissioned by the Hungarian
Financial Supervisory Authority. 
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Bankruptcies in the banking sector undermined
the stability of the entire global financial sys-
tem, triggering direct government interven-
tion, primarily in various forms of providing
distressed banks with capital. The consolida-
tion of financial institutions – the strengthen-
ing of their capital positions – has been supple-
mented with liquidity bolstering measures
(concerted reduction of prime rates, easing the
conditions of obtaining funds from central
banks, etc.). The crisis identified weak spots of
the system and gradually spilled over to other
areas of the financial market and other coun-
tries, making an increasing impact in produc-
tion as well. 

The banking sector of most countries have
been affected most severely by the second phase
of the global financial crisis which started with
Lehman Brothers, one of the largest invest-
ment banks in the world, going bankrupt in
September 2008. As a consequence, confidence
in the banking sector has dropped to an all-
time low, on the back of which the abundance
of liquidity has swung to the other extreme as
the liquidity of interbank financial market has
shrunk dramatically on global level, actually
drying up in October 2008, while interbank
interest rates surged and have permanently
stayed at a high level.  

As the crisis deepened, confidence in the
entire system of financial intermediation suf-
fered a very severe blow. In particular, players
in the stock market and financial innovations
they employed, fuelled by obvious losses that
various investment funds, structured products
and stock markets themselves incurred.
Financial intermediation where banks are also
involved has also suffered from the crisis, part-
ly because, in spite of deteriorating returns,
banks themselves preferred using instruments
that later proved toxic, and on the other hand a
general downsizing of leveraged positions led
to severe liquidity problems, culminating in a
credit squeeze and, ultimately, in a credit

crunch as lending was all but crippled. Panic-
stricken capital extraction by investors, as they
swiftly ditched risky instruments, has affected
Central and Eastern European converging
countries severely, particularly Hungary. 
A staff note2 made by the IMF for the
Ministers and Central Bank Governors of the
G-20 in London in March 2009 underlined loss
of confidence as a key component to the current
crisis, and restoration of confidence as the pre-
condition to recovery. It requires the establish-
ment of a global financial system that operates
transparently and upon a new basis to be go-
verned by a new international regulatory coop-
eration. The Economist was even  more to the
point when it said in an article: “confidence in
future values is everything for a financial product:
if confidence is lost, the market collapses.”3

Provisioning requirements regarding risky
instruments as well as a growing bulk of
impairments made it unavoidable for banks to
strengthen their capital positions, but they did
not have sufficient funds to do it. In addition
to ad hoc bailout packages devised for financial
institutions, government efforts in the USA
were mostly aimed at managing risks in the
financial system that had caused lending mar-
kets to freeze.4 Government action first took
the form of capital injections, liquidity provid-
ed by the central bank, and guarantees on
accounts receivables, and subsequently designs
were devised for bad loans to be purchased or
guaranteed by the government. 

The gravity of the crisis is well reflected by
the fact that practice has defied the axiom-like
canon 'too big or too interconnected to fail'.
Following Lehman Brothers' bankruptcy,
Merrill Lynch and  Bear Stearns have been
acquisitioned, but Washington Mutual also fell
victim to the carnage. All-American mortgage
institutes Fannie Mae and Freddie Mac were
rescued by a life-line thrown by government,
but insurance giant AIG5 also had to be saved
by a USD 85 billion loan from the FED. It
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was not before long that the crisis spilled over
to Europe. In Germany, Sachsen LB and sub-
sequently Hypo Real Estate had to be bought
out by the government; and the UK govern-
ment first had to provide Norther Rock and
subsequently Bradford & Bingley with liqui-
dity and later nationalise them. The same
occurred with the Dutch government and
Fortis Bank. But major players like Citi,
Merryl Lynch, and UBS also had to swallow
huge write-offs. In respect of the measures
implemented in European countries, The
Economist said 'the continent nearly became a
laboratory of bailouts'.6

The crisis that crippled global financial mar-
kets and institutions of the intermediation sys-
tem soon began to affect real economy.
Financing problems of enterprises deepened,
and the downturn of production degraded out-
looks for economic growth, and all this led to a
tumble in growth and public expenditures
became harder to finance. In the critical situa-
tion that developed in the autumn of 2008, the
risk of a liquidity crisis in the global market of
government securities represented the biggest
threat. Estimates made at that time indicated
that the public finance system of the USA
alone would have to borrow USD 1,750 billion
in that budget year. The loan demand of EU
member states with regard to financing budget
deficits and bank bailout packages was estimat-
ed at an even USD 1,000 billion.7 On global
scale, the volume of government securities
issue is projected at USD 3,000 billion, three
times as high than in 2008. In the Economic
and Monetary Union 16 sovereign issuers with
different credit ratings are competing. The real-
ities of the liquidity crisis were driven home as
a massive quantity of Irish government securi-
ties were sold by foreign investors. Nearly 90
per cent of Irish government securities were
held by foreigners. They pulled out their capi-
tal from the country to meet payment obliga-
tions in their home countries. 

Tension in financial markets had abated by
January 2009, and further consolidation has
occurred since, but is doesn't mean the end of
the crisis by any means. The situation contin-
ues to be quite uncertain in spite of an obvious
improvement. Although recovery from the
global recession has started, also reflected in
increasingly favourable growth figures in a suc-
cession of prognoses, the durability of the
process is still an issue. The IMF's latest report
on global economic outlooks, for the first time
in 60 years, expects global economy to shrink
1.1 per cent on average in 2009, which will switch
to a 3.1-percent increase in 2010. Developed
countries are to expect above-average econom-
ic downturn of 3.4 per cent in 2009, including
the USA with 2.7 per cent, Euroland with 4.2
per cent, and Japan with 5.4 per cent. In 2010
the USA and Japan are looking to a growth of
approximately 1.5 per cent and 1.7 per cent,
respectively, but contrary to earlier expecta-
tions a 0.3-percent GDP growth is expected in
eurozone as well. Emerging markets and devel-
oped countries are projected to expand by 1.7
per cent collectively, and a 5.1-percent
dynamism is forecast for next year. This is a
promising sign, but still falls short of the 6.0
per cent growth registered by the group of
countries in 2008.8

Banks have had to face different sources of
losses in various phases of the crisis. The first
stage of the crisis was characterised by write-offs
for assets that had depreciated. Their magnitude
was unknown, bad debts were falling out of
closets on after another, thus the process could
not have been forecast. Due to the complexity
of structured products, it was hard to estimate
at what extent securitised banking assets were
compromised. Due to lack of information on
subprime and even lower-rated debtors, it was
hard to give even an educated guess on the
ratio of debts going bad in this scope, and, con-
sequently, the extent at which loan portfolios
were deteriorating. To make matters worse,
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banks valuated illiquid assets at prices that
reflected a severe scarcity of buyers in addition
to the quality of the assets in question.
According to the October 2009 report of the
International Monetary Fund,9 the total of
potential write-offs in banks' financial assets
(loans and securities) is estimated at USD 2.8
trillion globally. 

Additional impairment shocks cannot be
ruled out, either, but potential or actual losses
that banks are facing in the current second phase
of the global financial crisis are much more cal-
culable, because they are related to the deterio-
ration of loan portfolios. Correlations between
recession and the development of loan portfo-
lio quality are well-known, as there are historic
data to the connection between the two. With
the rise of unemployment, a particularly sub-
stantial plunge is to be expected in credit card
and mortgage business, but the situation will
not be any better in respect of auto loans or
leasing finance, either. 

MAIN FEATURES OF BANKS' RESPONSES
TO THE CRISIS 

It turned out that scores of leading interna-
tional banks of the world needed to be given
capital injections in order to ensure prudent
operation, and their operation also needed to
undergo radical changes. It is best to start the
analysis of what responses banks gave to the
crisis from the fact, however, that the future of
most financial institutions in developed market
economies looks secure, because their govern-
ments will not let them go under lest they dis-
rupt financial stability. Nevertheless, banks
given government bailout money in the
restructuring process and also financial super-
visory authorities will have to answer the ques-
tion in the future whether in what time horizon
and under what conditions the government
should terminate its ownership positions. The

government's appearance in financial interme-
diation raises competition concerns and pricing
problems10 in the longer term due to its newly
acquired ownership position in banks, there-
fore market logic would dictate that the gov-
ernment should withdraw from financial mar-
kets as soon as possible after the crisis has
gone. Obviously, this could only be done grad-
ually, otherwise another steep plunge may be
triggered. The analysis of this problem would,
however, rupture the quantity confines of this
essay.

The general terms and conditions of banking
loans have changed radically, the market, basi-
cally driven by demand earlier, have developed
a shortage in supply due to the crisis and a con-
sequent increase of risks, which means today
supply is the bottleneck in lending. Due to an
increase in provisioning to offset huge write-
offs incurred in financial innovations in stock
markets (“toxic instruments”) and lending
losses (bad mortgages, deteriorating loan port-
folios, etc) and the deterioration in the quality
of banks' outstanding assets, financial institu-
tions have trimmed down their loan offers,
downscaled their business activities, or in other
words reduced their total assets. As a conse-
quence, bargaining power of banks in pricing
has increased considerably. 

Of course, general demand for loans has also
diminished due to the crisis, particularly in the
scope of US households, but at a lesser extent
than the supply. Due to their financial prob-
lems, households no longer focus as much on
borrowing than on reducing their debts, repay-
ing their loans, but at least lowering their debt
burden (interest plus repayment). First and
foremost, this statement applies to the first
stage of the global crisis even though  in the
current phase of the financial and economic
crisis the core problem in the corporate sector
continues to be a poor demand for loans, par-
ticularly in Western Europe, which indicates a
higher level of prudence in the corporate sector
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than in the banking market. For corporations
do no start investments in a recession environ-
ment or one susceptible of recession right away
when they see falling interest rates, or at least
they do when they expect the interest rates of
variable-rate loans to stay low or remain on a
downward path in the longer run. In order to
slow the drop of economic performance and
bolster growth, various designs devised by the
EBRD and the European Central Bank aim to
give corporate lending a boost. However, there
are lots of companies, particularly in the sector
of small and medium enterprises, that need
loans to survive, yet they are not given any.

In the past decade when capital was cheap,
banks' business strategies focused on the asset
side of their balance sheets. Financial innovations
(securitisation, structured loans, etc.) also
affected assets, securing high yields in the long
run while risks are spread across global finan-
cial markets by said innovations. International
ratings agencies were “partners in crime”,
because then methodologies had not been
ready to assess actual risks inherent in struc-
tured investments and loan designs or their
interaction and consequences. Excellent grades
were given to products and designs of financial
innovation despite the fact that, due to a high
multiple leverage, financial risk management
faces a more complex task in detecting and
managing the actual extent of risks than in
other more traditional business areas. Credit
ratings agencies had had no experience in reli-
able risk assessment of those special designs,
particularly not in estimating the impacts they
would make in unfavourable economic envi-
ronment and stress situations. In the scope of
structured investments they could not proper-
ly gauge the interaction between risks in vari-
ous tranches, and therefore assumed there was
a low level of correlation between excellent-
grade senior tranches and riskier ones. Ratings
outfits were focusing on credit contracts basical-
ly, even though securities are subject to liquidity

and market risks, and investors were prone to
neglect or at least underestimate this latter.
Discussing the responsibility of ratings agencies
also goes past the limits of this analysis.

Since the outbreak of the global financial cri-
sis, a shift in banks' focus to the liabilities side
has been increasingly evident as the size and
quality of capital to provide protection against
impairments and also the maturity of liabilities
have become more important.11 Capital
requirements of banks have been on the rise not
only because of changes in legislation but also
because of the requirement to have enough
coverage for occasional losses. Due to a current
and relative scarcity of capital as well as its
higher price, total assets are hard to increase,
and banks have even been trying to reduce
them. Additionally, innovative designs (securi-
tisation) that put loan risks off balance sheet,
virtually improving banks' compliance with
capital requirements, can no longer be used.
This is evidenced by banks' having relinquished
this practice that was widespread earlier.
Additionally, capital at banks' disposal must be
utilised more efficiently than before. Some
activities have a high capital demand with low
return, but gearing is also lower due to delever-
aging, and risks are higher and capital costs are
up. The capital requirements of Basel II. and
additional tightening of regulations launched
on the back of the crisis have left banks with
smaller and smaller space for manoeuvring. The
regulations about new capital requirements,
formulated by the Basel Committee, have been
implemented as directives in the European
Union legislation as well.12 Compared to previ-
ous rules, this is much more comprehensive
and flexible, and links capital needs much
tighter with risks potentially arising with
banks, particularly risks related to loans, mar-
kets, and operation. The latter is also managed
in Hungarian legislation separately.13

Amid the global financial and economic cri-
sis, a different light has been shed on the liq-
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uidity of assets. At times when markets are less
liquid, assets are held in balance sheets longer.
This increases risk for bank and ties up capital
which could be utilised more efficiently else-
where, urging financial institutions to focus on
less capital intensive business areas. For
instance, Credit Suisse wants to keep up its
activity in the American market of mortgage-
backed securities, a deep and liquid market,
but plans to withdraw from the European mar-
ket of the same securities, where banks are
compelled to hold onto these assets longer.
Banks are striving to reduce the risks they can
take, which also means they are downscaling
own-equity deals, relying on customers at a
greater extent. 

There is a growing interest on the part of
banks for activities that do not tie up consider-
able capital or come with great risks, such as
investment banking consulting, depository
services, asset management (in this latter case
banks risk other people's money). Demand for
advisory services is expected to be fuelled in the
longer run by the fact that a lots of companies
need capital influx or have to restructure their
debt portfolios because of the crisis. 

Banks are now devoting greater attention to
assets that provide coverage for additional
loans. Accordingly, they split their activities
into two. The first group consists of business-
es that require collateral also accepted by cen-
tral banks (high-quality mortgages, for
instance) or inherently provide adequate secu-
rity (certain blue chips, for example). The
other group contains activities that do not
require coverage, therefore allow financing
without collateral. 

Banks aim to reduce their exposure to
wholesale banking finance, relying at a greater
extent on deposits rather than on securing
funding through interbank markets and equity
market instruments. A sectorwide endeavour
of decreasing loan/deposit ratios is seen in an
attempt at providing larger coverage for dis-

bursed loans by collecting more deposits. 
A long-brewing structural change played a
prominent role in the current severe financial
crisis, which meant the significance of long-
term deposits delivered by the customer base
had decreased in banks' liquidity in comparison
to investor-provided funds. Banks were at for-
eigners' beck and call at an increasing extent.14

Loans combined with financial innovation
products were implemented by many banks in
the past decade with the intention of securitis-
ing their accounts receivables and selling them
to investors (originate-to-distribute model).
Consequently, a simple loan took the form of a
bond, then, rebundled as a structured product
in an investment fund, it was sold to another
investor. From this point, the dynamics of
lending depended not on predictable deposi-
tors but much more on the willingness of
investors to buy securities, which is much
harder to forecast. On the back of the crisis,
deposits have become appreciated higher in
securing funding, and experience indicates that
banks with extensive branch networks have
been much more successful in attracting and
collecting deposits than banks that focused on
other sales channels (the Internet, etc.).
Nevertheless, relying too much on deposits has
its own risks and dangers, if not necessarily
comparable to those of lending. Deposits are
easy to withdraw, and government guarantees
designed to protect depositors do not prevent
depositors at all from discriminating one finan-
cial institution from another. 

As one of the impacts of the crisis, a peculiar
phenomenon has emerged, namely supermar-
kets are trying to enter the retail banking market,
thus banks have to face new market players
beside their old and traditional competitors.
Supermarkets have low customer acquisition
costs, because throngs of shoppers visit their
points of sale. Supermarkets' good reputation
has not been jaded in the crisis, which could
ensure them a significant edge against banking
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brands that have been messed up in the crisis.
TESCO is the most serious pioneer in this kind
of diversification.15

Changes in consumer behaviour, especially
an increase in the savings portfolio of households,
created subsequent opportunities for retail
banks. In the USA, banks with retail business-
es are considering offering households struc-
tured savings products that allow stock invest-
ment while providing protection for the invest-
ed capital. Also in the United States, demand
for savings designs denominated in foreign cur-
rencies is on the rise. 

An interesting change, banks earlier were
afraid of  corporate customers going bankrupt,
but now banks' corporate customers want to take
out insurance in case the bank folds. In fact, cor-
porations now demand banks to issue official
statements about what will happen to services
provided by them in case they go bankrupt.
Similarly, guarantees for access to services pro-
vided by banks at the agreed prices are demand-
ed in case a bank would merge with or into
another financial intermediary. 

As for the future, various types of banks
have different options. Outlooks are gloomier
for minor banks that fall outside the scope of
government involvement (deposit insurance,
central banks' lender of last resort protection,
bank bailout packages) or have less diversified
loan portfolios. The weight of these non-guar-
anteed financial institutions increased at a fast
pace in the US financial system until they rep-
resented a systemic risk,16 because they had
not had the safety net until 2008 that had
worked for other banks. But the position of
US regional banks and Spanish savings banks
are still very unstable, because they incurred
huge impairments in their commercial real
estate portfolios. On the back of the crisis, the
number of banks in the United States is
expected to drop to 2,000 from current
8,000.17 IMF experts say the outbreak of the
current crisis was also caused by the fact that

in the scope of financial intermediation pru-
dential requirements did not apply to non-
banking market players (investment banks,
hedge funds, mortgage bond issuers, venture
funds, etc.) at all or with less stringency than
to banks. The importance of this matter is
well-reflected by the fact that the assets held
by such bank-like institutions at the end of
2007 in the United States were estimated at an
even USD 10,000 billion,18 virtually identical
to the total assets held by the regulated bank-
ing sector. Commercial banks themselves ben-
efited from the unregulated nature of this
shadow banking system by circumnavigating
capital adequacy requirements through its
players or by transferring risks to them. 

Due to low interest rates, the yield curve has
become steeper, which means the spread
between short- and long-term interest rates has
increased. This also affected interest margins,
the gap between deposit and lending rates. At
times when prime rates are close to zero, banks
are supposed to lower their lending rates, while
they are unable to reduce their deposit rates
due to a race in securing funding. These factors
cause interest margins to contract. Banks'
manoeuvring space gets very limited when low
rates persist.19 Banks are interested not in high
rates but high margins – the gap between
deposit costs and lending rates – which they
can achieve also with generally lower deposit
and lending rates, reflecting a lower risk level,
and with a diminishing level of mandatory pro-
visions. 

Banks secure their income and earnings not
by the interest margin alone, but by various fees
and commissions. A significant risk, the bank-
ing sector is being subjected to an increasing
level of political pressure as their reputation
deteriorates and the general public gets irate by
high banking profits and outstanding remuner-
ation of bank bosses, they sooner or later fall
under scrutiny whether the fees and commis-
sions charged by them for various services are
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fair or not. Demands for fairer, in other words
cheaper, fees and commissions affect banks' fee
income adversely. 

BANKS' RESPONSES IN SPECIFIC
REGIONS AND COUNTRIES 

Banks' responses to the crisis show different
specifics in various regions and countries. In
the United States, the decisive majority of
banks used the funds (USD 700 billion) pro-
vided by the government-financed TARP
(Troubled Asset Relief Program) to disburse
new loans. A smaller percentage of banks used
the government funds to acquire competi-
tors.20 But their buy-up actions are frowned
upon by US authorities. 

The magnitude of bank relief packages
implemented by some EMU countries amount-
ed to approximately 22 per cent of their com-
bined GDP21 with Germany and France being
close to that level with their individual ratio
close to 20 per cent. In proportion, the
Netherlands spent exactly twice as much on
bank bailout as the European Union, but
Austria's 30-percent support in terms of GDP
is also way above the average, indicating a much
higher risk exposure for he banks of these
countries.

The Canadian banking sector sports many
features that call for a little more detailed
analysis. The largest banks of Canada posted
profits for the three months preceding 31
January 2009, exactly at the time when market
conditions were worst across the globe.22

Canadian banks pursue much more conserva-
tive business strategies, their risk propensity
is considerably lower than those of US banks.
Consequently, “toxic” products – designs
financed with very high leverage,23 using
external funds – were basically absent in the
portfolios of Canadian banks. It was also due
to the fact that one of the largest Canadian

banks had withdrawn from the market of
structured products and others had followed
the example, and also that the Canadian cent-
ral bank had limited the contribution of equi-
ty businesses to profit in a range between 20
and 30 per cent. 

The structure of the Canadian banking sec-
tor is an oligopoly with the involvement of five
dominating banks. On the one hand, it limits
price competition. Independent brokers inter-
mediated only one-third of all mortgages in
Canada, a sharp contrast to 70 per cent in the
USA. On the other, it makes it easier for banks
to back out when things start turning too risky. 

Since banks in Canada with dominant mar-
ket positions are too large to go under, the
banking supervisory authority is much more
stringent, too, which is also apparent in the
regulator defining the maximum leverage ratio.
Also, a standardised system for commercial
and investment banks is applied. Less austere
and much more fragmented systems in other
countries facilitated an explosive increase of
banks' total assets. According to a survey,24

Canadian banks use a much lower leverage
ratio than international competitors. They have
a 78-percent loan/deposit ratio, while the cor-
responding indicator is 83 per cent in the USA
and 96 per cent in the United Kingdom. The
most significant financial difference between
the USA and Canada lies in the way how mort-
gage lending is regulated. In the USA, the
interest on mortgages are tax deductible, stim-
ulating borrowing at a considerable extent. In
Canada, the interest may not be deducted from
the tax. (However, it's not justified to overrate
the significance of it. In this context, the sys-
tem employed in the United States is identical
to the Canadian, yet the mortgage market is in
dire straits). 

If the loan amount should exceed 80 per cent
of the value of the real estate that serves as col-
lateral, borrowers in Canada are obligated to
take out an insurance with state-owned Canada
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Mortgage and Housing Corporation (CMHC).
Banks also insure the rest of their portfolio with
CMHC. As a result, strict standards are applied
for mortgages guaranteed by CMHC. Unlike in
the USA, these factors do not make banks
interested in securitising mortgages. 

As the economic situation deteriorated, the
operating conditions of lots of banks became
harsher in many emerging countries, especially
in Asia. At the same time, few of them have had
to terminate no or just a few leveraged posi-
tions, because they either had a low volume of
those assets or had not invested in those instru-
ment at all. Therefore, regulatory changes are
not necessary at such an extent in other mar-
kets that have been hit by the crisis harder.
Asian banks have contained their exposure to
cross-border equity flows. Consequently,
structural changes are necessary only in a com-
paratively narrow scope. 

The situation is much more contradictory in
Central and Easter Europe.25 This region is
characterised on the one hand by the fact that a
large percentage of the banking sector is owned
by foreign entities, mostly Western European
financial institutions. Total assets of domestic
commercial banks in Hungary, owned by for-
eign parent banks amounted to 93.1 per cent of
GDP in 2007. The only higher ratio were regis-
tered in Croatia (157.2 per cent), Estonia
(142.2. per cent), and Lithuania.26 On the other
hand, due to a large number of factors, forex
loans (mostly denominated in the euro and the
Swiss franc) spread fast both in the corporate
and retail sector (but with the exception of the
Czech Republic). The forex debt portfolio of
households is exposed to unhedged foreign
exchange risks. Thirdly, in lack of sufficient
domestic savings, Hungarian banks under for-
eign ownership were given short-term forex
funding by their parent banks, which they then
disbursed as long-term loans, however (for
instance, in the from of home loans with real
estate acting as collateral). 

Earlier, in a favourable economic landscape
the EU was supportive of Western European
banks' expansion in the newly accessed mem-
ber states, because recipient countries were
given access to more sophisticated financial
facilities and a higher level of financial security
that way. That Central and Eastern European
countries had been included in a close circle of
developed EU economies by the EU enlarge-
ment and financial and economic integration
had supported the market belief that they had a
bigger chance of being given support in case of
a crisis. Due to this assumption, their CDS
spreads were lower than without it. Markets
had priced the government securities of these
countries 50 to 100 basis points lower than jus-
tified by economic fundamentals,27 which
meant they could pay less for external funds
despite their vulnerability. Initially, it seemed
these countries would be spared the crisis that
developed in the United States in 2007, because
they had practically no exposure to “toxic
assets”, but capital influx to the region dropped
as the crisis deepened, which made it harder for
the sector to maintain the dynamics of loan
financing, which had relied less on domestic
savings and deposits than on foreign funds. At
the same time, the exports opportunities of
these countries deteriorated, particularly in
their position as auto industry suppliers. 

According to Basel-based Bank of Interna-
tional Settlements (BIS), banks registered in
the members states of the Economic and
Monetary Union (particularly in Austria, Italy,
and Belgium) and in Sweden have a combined
loans exposure of nearly USD 1,500 billion in
Central and Eastern Europe (total foreign bank
loans in the region amount to USD 1,656 bil-
lion). The exposure of Austrian banks in
Central and Eastern Europe reaches 70 per cent
of Austria's GDP and 26 per cent of the total
asset of the banking sector. Austrian banks had
EUR 187 billion exposure in Eastern Europe at
the end of the first quarter of 2009. The
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Austrian government has given leading
Austrian banks (Erste, Raiffeisen, Bawag PSK,
Volksbank, Hypo Alpen-Adria) capital injec-
tions amounting to EUR 6.4 billion in total.28

A tacit agreement said an occasional crisis
should not impact recipient countries more
adversely than the parent country would be
affected. As a result of their expansion in the
region, banks registered in EMU countries had
been reaping huge profits in recent years the
majority of which they had relocated back
home.29

The global financial crisis has questioned the
operation of the above business model. On the
one hand, Western European parent banks were
facing liquidity problems after Lehman-
Brothers had gone bankrupt in September
2008, on the back of which they could not
finance their Central and Eastern European
interests like before.30 On the other hand, a liq-
uidity and forex crisis descended on Central
and Eastern European countries – particularly
affecting Hungary as she had accumulated a
considerable bulk of external debt in interna-
tional comparison – manifesting as deprecia-
tion of their currencies. Some of these coun-
tries, including Hungary, could only contain
the liquidity and forex crisis with support from
the loan package provided by international
organisations (IMF, World Bank, European
Union). 

International examples of crisis management
show that governments tried to mitigate the
impacts of the crisis by deploying monetary
and fiscal tools  simultaneously. Bailout pack-
ages explicitly focused to rescue banks, coun-
terbalance the economic downturn, consoli-
date companies, maintain employment, and
rescue industries and corporations of strategic
importance that had been affected by the crisis.
Since these interventions lacked international
alignment, national protectionism gained
growing importance on the back of the crisis,
and government put pressure on market play-

ers to spend the crisis management funds they
were given on retaining domestic jobs. 

Financial protectionism has an even more
severe consequence, when banks rescued by
their governments start preferring  – partly
upon political pressure – the interests of their
home country's taxpayers in lending and reduce
their international loan disbursement, includ-
ing finances, forex funds to be more exact, that
they provided for their foreign affiliates,
including those in Central and Eastern Europe.
Consequently, maintaining their business activ-
ity is very closely related for affiliated banks
operating in the region to what results they can
produce in deposit collection. In the scope, an
intensifying price competition has been appar-
ent in recent months among banks operating in
Hungary.31 It cannot be documented in detail,
but it may not be a too far-fetched assumption
to say parent banks do no want to increase
their exposure in Central and Eastern Europe,
lest they end up having to inject capital in their
affiliates. Their stand-by approach indicates
their prudential considerations are much
stronger than their earnings expectations,
which could be one of the reasons for the fact
that lending activities of commercial banks has
diminished at a dramatic extent.

The downturn in the business activity of par-
ent banks in the CEE region is attributed to the
write-offs they incurred on toxic assets and to
fears of deteriorating loan portfolios. One of
its manifestations is a reduced demand even for
the refinance designs offered by Magyar
Fejlesztési Bank [Hungarian Development
Bank]. It has to be noted, however, that the
players in the demand side, companies in the
sector of small and medium enterprises, con-
tain rather few really marketable and therefore
creditworthy players. Nevertheless, the finan-
cial protectionism mentioned above was in
total contradiction to the European Union
directive that parent banks are responsible for
the operation of their foreign affiliates. 
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However, Western European banks involved
are not interested in giving up their hard-
earned market positions in the region because
of the crisis and abandon their affiliates in
Central and Eastern Europe. It is a much graver
argument than the moral reasoning mentioned
earlier – 'You made a mint at times of boom,
now you are expected to stay on board in crisis'
– especially when the costs and toil of re-enter-
ing a market is considered to take perhaps years
after the crisis has gone. Nine banks holding
interest in newly accessed EU countries started
lobbying early 2009, aiming to persuade the
European Union and the European Central
Bank to extend the anti-crisis measures outside
the boundaries of the economic and Monetary
Union and even the European Union (particu-
larly to Ukraine and certain former countries
of Yugoslavia). 

At the moment, in addition to the Baltic
States, foreign-owned banks of Romania,
Serbia, and Hungary have been assured that
their Western European parent banks will meet
their obligations. MKB [Hungarian Foreign
Trade Bank] has been given a capital injection
by its Bavarian parent bank, itself having been
rescued by the German government; and
Raiffeisen Bank has been cemented by EUR 20
million of loan capital. CIB Bank received a
HUF 42 billion bailout package from its parent
banks. Nevertheless, foreign banks apparently
are not considering increasing their exposure in
Central and Eastern Europe. 

SUMMARY, CONCLUSIONS 

Even though the turbulence experienced in
international financial and equity markets in
the autumn of 2008 has abated considerably by
now, the situation remains quite uncertain.
While additional write-offs cannot be ruled
out, what banks could be facing in the future is
impairments occurring from the deterioration

of loan portfolios, driven by the crisis in real
economy. 

Contrary to the era of cheap money when
the asset side of the balance sheet was in focus,
banks are now concentrating on the liabilities
side as a response to the crisis, in other words
the size and quality and/or the maturity of
assets have become increasingly important. In
order to meet strict capital requirements imple-
mented by regulators, banks deploy tools on
the asset side (selling assets, reducing lending
activity, terminating open positions) and the
liabilities side alike (capital increase, lower div-
idend, subordinated loans).32

The drive to increase total assets stemmed
from the pre-crisis banking model (originate to
distribute). Now quality aspects have become
important, for instance as efficient and prof-
itable utilisation of capital as possible, risk
reduction by self-financed transactions,
improvement of asset liquidity, specialisation in
less capital-intensive activities, boosting the
ratio of unhedged deals, or to provide quality
collateral for transactions that require coverage.
In line with the Basel II agreement, capital
requirements are expected to be tightened, and,
consequently, much greater attention will be
given to the enhancement of applied risk assess-
ment methods, as well as connections and inter-
action between global and local financial regula-
tion. Governments should terminate ownership
positions they acquired in the course of risk
management as soon as they can, because their
permanent presence in financial intermediation
could trigger competition distorting impacts.

One of the top priority components in bank-
ing strategies is the reduction of loan/deposit
ratio by encouraging deposits, but it has its
inherent risk, too, because deposits are easy to
withdraw. 

Consolidation and development options are
limited for banks that have not received rescue
capital from their governments or hold less
diversified loan portfolios. 
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Due to tight interest margins, resilience of
low interest rates affect the banking sector
adversely. For political goals, a heavy pressure
is expected on banks that have been bailed out
by the government to lower their various fees
and commissions. 

As for country-specific features, the majori-
ty of US banks are using the capital received
from the federal government to expand their
lending activities. Due to their peculiar charac-
teristics that are not present elsewhere, the
Canadian banking sector has not suffered from

the global financial crisis. In the scope of
emerging markets, Asian banks have not been
affected by the global financial crisis other than
the impacts of the recession. In Central and
Eastern Europe, the crisis has questioned the
sustainability of the pre-crisis lending model.
Following a long-winded hesitation, the
Western European parent banks of foreign-
owned local affiliates confirmed their ability to
ensure liquidity for their CEE interests.
However, it is barely enough to keep lending
level, let alone ensure growth.
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T

Gábor Kutasi

U.S. interest rate policy 
in the 2007–2009 crisis 

The 2007–2008 U.S. financial crisis brought
about a peculiar situation in the interest rate pol-
icy. From December 15, 2008, the prime rate of
the American central bank (FED) went into the
0–0.25 percent interest rate bracket. By this, the
space to maneuver provided by the reduction of
interest rates practically ceased to exist in FED's
policy. This is not a unique case, as Japan applied
the 0.25 percent interest rate for more than a year
from the last quarter of 2001. This means that it
is worth examining the parallelisms. On the one
hand, we should explore how the interest rate
policies could get to the point of losing their space
to maneuver, on the other hand, we should find
out whether the practically zero interest rate level
is suitable for the handling of the financial and
economic crisis.

SPACE TO MANEUVER FOR MONETARY
POLICY AT THE TIME OF CRISIS 

Starting out from the theories of economic sci-
ences, the appropriate economic policy for
reaching the Solow stationary condition
(Mankiw, 1999, pp. 122–142) is characterized
by anti-cyclicity, i.e. at the time of economic
growth, the development of an overheated sta-
tus is avoided, i.e. when the growth rate of pro-

duction starts exceeding the growth of sales
opportunities, and so, the development of a cri-
sis is attempted to be prevented, while at the
time of a crisis, it is expected to offset reces-
sion. At the time of dynamic growth, economic
policy is able to ensure long-term growth
reserves by curbing consumption and encour-
aging accumulation, while at the time of reces-
sion, this is done the other way round.

On the other hand, according to the mone-
tarist equilibrium approach, which is based on
the Ricardian equivalence proposition (in the
case of budgetary policies, the non-Keynesian
approach that believes in the positive effects of
restrictions), the expectations of the players of
the economy are not adaptive but rational.
Thus, their expectations also incorporate the
idea that through successful consolidation,
there will be opportunities for future tax cuts.
In other words, the future private incomes will
increase, which may cover the consumption of
the households already in the short term, and
this is called the Ricardian behavior. (Friedman
1968; Szentes 1995; Bhattacharya 1999)
Looking at the 2008–2009 status of the U.S.
economy, however, it makes no sense to rec-
ommend restrictions, since, as it turns out
from Table 1 and the analysis of the market of
government bonds, the international credit
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supply turned to the investment tool regarded
as the most secure one, i.e. to the U.S. bonds,
exactly because of the financial fears caused by
the global crisis.

For the anti-cyclical monetary policy, at the
time of a crisis, it is basically the increase of liq-
uidity that may be a solution to offset the cri-
sis, as in such a way, this policy encourages the
banks, which are reluctant to lend, to increase
the interbank loans and the portfolios of client
credits, and motivates the households to con-
sume rather than save. (Tarafás, 2001) The
American central bank, as well as the budget
policy, have been compensating for the eco-
nomic recession in an anti-cyclical way since
2008. At the same time, it should also be con-
cluded that the U.S. economic policy was pro-
cyclical between 2000 and 2007, as the growth
period (2003–2007) was also heated by the tax
cut program and the war-related expenses. This
twofold economic policy behavior, however,
was a very hazardous game for the long-term
sustainability of public finances. 

As it turns out from the joint examination of
the IS-LM system and the AA-DD-curves
(Samuelson – Nordhause, 1985, pp. 320–321;
Mankiw, 1999, pp. 318-325; Krugman –
Obstfeld, pp. 492–550), the reduction of the
central bank base rate increases the need for
keeping cash in the monetary market, i.e. the
demand for money, along with which the
demand in the goods market also rises, bring-
ing about inflation and/or the depreciation of
the exchange rate in the short run. In other
words, increasing liquidity can be attained in
such a way that the central bank is able to increase
the money supply and decrease the yields on the
savings. One of the tools to do so is the
decreasing of the interest rates, which also
moderated the real yields of the savings.
However, this tool is faced by obstacles in as
many as two cases. What practically happens is
that a reversed liquidity trap1 is created, i.e. the
interest rate may decrease to zero but this is not

sufficient for releasing such an amount of money
and channeling it to the economy whose spending
would be able to reignite the growth of the econo-
my. Or, in spite of the minimum value of the
base rate, the available cash partially flows to
the savings that bring a minimum amount of
yields, rather than to consumption and invest-
ments. On the one hand, the nominal interest
rate may be reduced to zero at most, which
level will of course result in a negative base rate
in an inflationary environment but even this
negative base rate has limits depending on the
zero nominal interest rate and the inflation.
The other constraint is the lack of inflation, i.e.
the direction of the price change. In the case of
a deflation (decrease in the price level of the
goods market), the price change offsets the
reduction of the nominal interest rate, i.e. a
positive real interest rate is possible also with a
zero nominal interest rate. This phenomenon,
in turn, will weaken the efficiency of the eco-
nomic policy even more, which policy responds
to decreasing consumption by a reduction of
interest rates. (Erõs, 1998) As is seen in Chart
1, the central bank may sustain a certain inter-
est rate level in vain if the consumer and pro-
ducer price levels of the products and services
change, as this will change the purchasing
power of the savings anyways, independent
from the central bank's interest rate decisions.
At the time of the crisis, when consumption
falls back, or the prices of the global market
decrease, the households can be encouraged to
increase their current consumption less and
less successfully, when the nominal interest
rates fall. In other words, the limited efficiency
of the interest rate reductions executed by the
central bank with a view to boosting consump-
tion will deteriorate when inflation slows
down, or deflation grows. All this means that if
the central bank is late in decreasing the inter-
est rates that are aimed at boosting consump-
tion, then the slowing price increase or acceler-
ating price decrease developing as consequence
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of the fallback in consumption can only be
counterbalanced by a higher-risk, higher-extent
cost cut, which would consequently cause a
larger swing in the monetary market. In turn,
the regularly delayed interest rate reductions
will always induce another reduction in interest
rates, which is, however, limited by the zero
nominal interest level. 

If the interest rate reduction by the central
bank reaches the zero interest rate level, then
the chances to reduce interest rates are
exhausted. However, there are several alterna-
tives presented by direct money supply. The
central bank is also entitled to sell their own
money for foreign currency, or they may also
pump extra cash volumes into the economy
through purchasing securities. However, by
doing so, they undertake higher risks related to
the inflation-related threats following the cri-
sis, since it is a question how the value of the

securities or the foreign exchange will evolve,
from which financial assets the later cash with-
drawal should be covered (see the costs of ster-
ilization, Jakab – Szapáry, 1998).

FED'S INTEREST RATE POLICY 
SINCE 2001 

The interest rate policy followed by FED
between 2001 and 2009 can be strongly criti-
cized if seen from a perspective of a decade.
Before we say anything about the zero interest
rate, we should be aware of the fact that FED's
fluctuating interest rate-related decisions played a
very important role in the collapse of the market
of mortgage bonds in the United States. In the
early 2000's, the interest rate that was reduced
to as low as 1 percent (from June 2003) was
meant to contribute to the indebtedness of the

Chart 1 

EVOLUTION OF REAL INTEREST RATES (r) DEPENDING ON THE NOMINAL INTEREST RATES (i)
AND THE PRICE CHANGES OF THE GOODS MARKET

The individual curves in the diagram illustrate the value of the real interest rate in the case of a predefined nominal interest rate, not lower than
zero, as long as the price change in the goods market has various directions and extents.

Source: own edition 
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households and the expansion of the mortgage
loan market. With a few percent interest, the
U.S. households got the opportunity to take
out loans with 20–30-year terms, to be covered
by the real estate that they owned, or had just
purchased. FED is also somewhat responsible
for that, through the process of securitization
(the mixing of the bonds that provide the funds
for the mortgage loans into complex securities
portfolios), high-volume mortgage lending
became possible, although responsibility pri-
marily rests with the supervisory authority
SEC, i.e. the U.S. Securities and Exchange
Commission. Due to the latter, the wide supply
of credits allowed that the clients to be exclud-
ed on the basis of traditional credit rating
receive credits (subprime), or that a second
mortgage can be registered on already pledged
real estate (Madura, 2007; Király et al., 2008).
Then, when several million U.S. households
became indebted in such a way that the mort-
gage registered on their properties only cov-
ered 80–90 percent of their debt, due to the
inflationary effects, FED started to increase
the interest rates and in the period of
2006–2007, they gradually took the values up
to 5.25 percent. What is more, the interest rate
fluctuation strengthened the cash flow increase
that arose from the repayment of credits,
which was the result of the fact that the indebt-
ed households had to fulfill a debt service that
was initially of a low amount, then gradually or
exponentially increasing, and becoming inter-
est rate-adjusted after the first two years.

However, in the last quarter of 2008, the
interest rate was decreased in giant steps down
to as low as 0.25 percent. These significant
changes of direction shook the trust in the
interest rate policy both amongst the indebted
and the saving players of the economy. The
bond issuer of the U.S. State Treasury is cur-
rently in a lucky position from the aspect that,
due to the global nature of the financial crisis,
it is still the American government bonds that

are the lowest risk investment in the world, the
result of which is that substantial savings
flowed to the market of U.S. government bonds
in the global economy. As consequence of this,
the American state debt can be financed with a
minimum nominal interest rate. (See Table 1)

Table 1 

YIELDS OF THE U.S. TREASURY NOTES AND
GOVERNMENT BONDS DURING THE CRISIS

(percent)

Term March 2009 April 2009
6-month Treasury notes 0.42 0.32

1-year Treasury notes 0.62 0.49

3-year bonds 1.31 1.33

5-year bonds 1.82 1.89

10-year bonds 2.86 2.92

30-year bonds 3.64 3.79

Source: U.S. Federal Reserve

From a money market perspective, what
happened in the recent years was that FED
first created substantial money supply and indi-
rectly, the indebtedness of the households, then
they started the prevention of the increased
inflationary threats of the increased money
supply but by doing so, they made the indebted
households insolvent. Finally, they attempted to
manage the crisis that evolved in such a way by
a repeated oversaturation of the money supply
(liquidity).

What does a zero interest rate actually mean?
In fact, FED's prime rate is not exactly one sin-
gle value but it targets a so-called interest rate
bracket between 0 and 0.25 percent. Interest-
free money is of course not valid for all credits
but it refers to the money issued by FED to the
commercial banks, interbank lending. Thus, if
an entity repays their debts not in their capaci-
ty as a financial organization, the individual
risks of these entities will continue to be added
to the 0.25 percent. This means that at the
moment, the corporate credits are charged by
interest rates of about 4.5–5.5 percent but there
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may be even as high as 14 percent interest rates
among the mortgage loans (see Chart 2).

On the other hand, the zero interest rate
bracket can be interpreted in such a way that
FED issues as much money as the banks need
for their own liquidity. The situation is that one
of the gravest problems of the financial crisis is
that the commercial banks did not dare lend to
each other in the last quarter of 2008, thus the
supply side of the credit market was practically
paralyzed. Liquidity-aimed money supply is
well-characterized by that, while between
January and August 2008, a total of 900 billion
USD extra money supply was issued, this value
soared to 2,000 billion dollars by the end of
December.

Furthermore, lower interest rates also serve
the purpose that FED could make the consoli-
dation or buyout of the defaulted mortgage
loan sellers cheaper. This becomes possible
because the bond returns in the secondary mar-
ket decreased in general as well, due to the

lower prime rate. Those “junk bonds” from
behind which the coverage and repayment
practically disappeared are attempted to be
withdrawn from the central bank and the gov-
ernment funds. Up to the first quarter of 2009,
FED used appr. 600 billion dollars, while the
central administration spent 700 billion dollars
on crisis management. 

PARALLELISMS BETWEEN THE U.S. 
AND THE JAPANESE FINANCIAL AND
ECONOMIC CRISES 

From a financial perspective, quite a number of
similarities can be drawn between the
1989–2002 financial crisis of Japan and the
2007–2008 crisis of the USA, which can be
summed up as follows: fundamental mistakes,
delays, overheatedness, real estate bubble, zero
interest rate paradox, the vicious circle of defla-
tion, recession.

Chart 2 

FED PRIME RATES JANUARY 2000 – MARCH 2009
(fund interest rate - interest rate of lending to the commercial banks) 

Source: U.S. Federal Reserve

January
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In the protraction of the Japanese financial
and economic crisis to fifteen years, the funda-
mental errors related to economic policy, pri-
marily those of the institutional kind, played a
significant role. The strong intertwining of
political and economic management is the rea-
son for the slow and distorted adjustment
process of the Japanese economic policy and
the Japanese corporate sector. In the Japanese
bank sector, bad loans of a total value of 1200
billion USD, which later the debtors were
unable to repay, could accumulate because on
the one hand, the owners of the banks and the
production companies were strongly inter-
twined (keiretsu system), on the other hand the
companies that had strong informal ties to pol-
itics were able to achieve wide-ranging state
guarantees for the credits. In the same way, it
was the consequence of these intertwinings
that the Japanese economic policy first tried to
save the market players like banks and compa-
nies and only took the required adjustment
measures (interest rate decision, privatization
of the Japanese Postal Services (Japan Post),
etc.) with delay. The Japanese crisis was pre-
ceded by a dynamically growing upturn in
exports, the income from which generated
overpricing in the domestic consumption/
investments. The crisis presented itself in the
overvaluation of the real estate market assets in
the Japanese case as well, then the prices of
shares also got unrealistically far from the asset
values of the companies, which resulted in a
price bubble and eventually the real estate and
stock market prices collapsed (Ozsvald – Pete,
2003).

The first mistake was made by the Japanese
bank when it decreased the interest rates
between 1985 and 1988 and it only started
increasing the interest rates too late, in 1989,
thus it was not able to prevent the bubble that
evolved in the market of fixed assets. A similar
phenomenon can be observed in the U. S. case
as well. The reduction of interest rates, which

was aimed at boosting the economy, and which
can be seemingly maintained with a low infla-
tion rate of consumer articles, resulted in that
the significant part of cash savings flowed into
the stock and real estate markets, which assets
are not taken into account when price stability
is measured. Thus, the real estate market may
see the evolution of overvaluation, price bubb-
le, and credit risks, with almost marginal mon-
etary attention. All this will become unsus-
tainable when the increase in incomes over-
heated by the low interest rates and other pro-
cyclical tools applied by the economic policy
causes inflationary threats in the market of
consumer goods as well (see Chart 3, in the case
of Japan, 1988–1989, in the case of the USA,
2004–2006), to which the central bank will of
course respond by increasing the interest rates
and withdrawing the oversupply of money. By
then, of course, the real estate market will have
undergone a certain level of speculative price
increase, just as the real estate market will have
gone through the allocation of cheap credits,
this is why the increasing interest rates and the
indirect or direct money withdrawal by the
central bank will cause a collapse both in real
estate sales and in credit repayments.

The Bank of Japan reached the zero interest
rate level (which technically means the above-
described interest rate bracket) in 2001, and
FED in the last quarter of 2008. In both cases,
the purpose was to inject such cheap money
into the economy and to make it worthwhile
for the households to save incomes to such an
extent that it should make internal consump-
tion grow, as a result of which the economy will
start growing again, after the recession. (Of
course, besides these steps, both in the
Japanese and in the American cases, there were
significant budgetary bank rescue efforts and
an increase in state investments, to offset the
missed consumption of the households.) 

However, what monetary policy should face is
that even if it reduces the interest rates to zero,
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with which the commercial banks get money
almost for free, this in itself does not guarantee
that the households will spend all their income
rather than saving them, what is more, that they
would even take out further consumer loans. In
the American case, it was also the fluctuating
central bank base rate that caused the excessive
risk-taking of mortgage lending in the real
estate market, and economic policy got to the
level with the central bank base rate that it was
not able to define a real interest rate that was
low “enough” for the market to prevent the
decline of consumption and investments.
According to the method governing FED
introduced by two of their analysts Wang and
Wu (2009), the Taylor Rule, in 2009, it is
already a negative nominal interest rate that
would be ideal for reaching the growth target.2

This phenomenon of the zero interest rate
has several explanations. On the one hand, it is
very probable that the central bank gets to the
limit of interest rate opportunities because they
keep responding to the changes in the econo-
my with constant delays or to an insufficient

level, so a new adjustment will always become
necessary, which is the reduction of interest
rates in this case. This also holds true for the
two specific cases. On the other hand, the
money provided to the commercial banks for
free will not automatically become free money
to either the households and the companies, or
in the interbank credit market. Especially if a
slowdown or narrowing of the economy is wit-
nessed, as at such times, it is the individual risk
of bankruptcy of the market players that will
grow. Orders may decrease, jobs may be termi-
nated. The interest rates of the consumer and
corporate loans will not necessarily decrease as
a result of this, what is more, they may even
grow, as has already been mentioned in relation
to the U.S. interest rates. Third, the house-
holds may start counting on years of poverty,
due to which they will start accumulating their
money even in spite of minimum deposit inter-
est rates. In the Japanese case, this is even more
so because of the protraction of the crisis and
the high willingness to save even in normal cir-
cumstances but this saving behavior can also be

Chart 3

THE JAPANESE CENTRAL BANK BASE RATE, 1985–2004

Source: Bank of Japan
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discovered in the American case by the end of
2008, although in the long-term analysis pre-
pared by Magas (2008), a continuously increas-
ing level of indebtedness and decreasing net
saving trends were visible in the period
between 1998 and 2007. In 2008, consumption
still fell by almost 4 percent and by December
of that year, the net saving position of the
households reached +3.6 percent as compared
to the GNP, it was already at a level of 4.2 per-
cent in March 2009, while in 2007 it was barely
1 percent (data source: U.S. Bureau of
Economic Analysis). True, as compared to the
15.1 percent net position of the eurozone, this
is still low. (Eurostat, December 2008)

Deflation is the fourth contributing factor.
Economic recession also arises from the decrease
in consumption. The reduction of demand in
the goods market involves the falling of the
prices, which is able to trigger a deflationary
spiral. Declining consumption and decreasing
prices encourage the producers to moderate
output, which at the same time also eliminates
some of the jobs and/or the paid salaries. The
incomes of the households that are narrowing
in this way will further reduce consumption
and prices, which, in turn, will strengthen the
above-described willingness to save money,
since the households see their negative expec-
tations in the effects of the deflationary spiral
as justified. By this, the deflationary trap (or
the vicious circle of deflation) will develop,
from which the only way to get out is for the
producers to sense an increase in the total
demand from any (state or private) funds.

In the case of Japan, in several quarters
between 1998 and 2001, there was an absolute
decline in consumption, which coincided with
the deflationary periods and it actually created
the deflationary trap (Ozsvald – Pete, 2003). In
the fourth quarter of 2008 and the first quarter
of 2009, the USA also saw a decrease in prod-
uct prices, i. e. deflation. In November 2008,
the monthly price decrease was 1.7 percent. By

2009, the forecast on the annual level (e.g.
IMF) anticipated a 0.4 percent price reduction
in the U.S. economy. Of course, the substantial
decrease in oil prices was an important cause of
deflation (in the course of one year, i.e. from
2007 to the end of 2008, the oil prices
decreased from 147 USD per Brent barrel to a
level of 36–46 dollars, which already rose to a
value of around 56 dollars in the second quar-
ter of 2009 with an appreciating dollar), and
besides this, the price level of motor vehicles
and services also went down. This was only
strengthened by the appreciation of the U.S.
dollar in January, since the, perhaps transition-
al increase in the purchasing power may mean
further USD price decrease in the American
market. The joint decrease in consumption and
price levels set off a self-generating spiral in the
earlier Japanese case, the point of which was
that as consequence of the decreasing prices
and consumption, production also declined. As
a result, quite a number of jobs, i.e. further
sources of income of the households ceased to
exist. This was sensed by the Japanese house-
holds as the deepening of the crisis, this is why
they further increased their savings to the
detriment of consumption. This vicious circle
also set off in the USA in the last quarter of
2008 as consumption and borrowing by the
households declined, the prices fell, the termi-
nation of as many as five million jobs, which
process did not even stop in the second quarter
of 2009, although some slowdown can already
be experienced. And it is a fact that if the U.S.
households do not increase their consumption,
then the export-oriented Europe, Japan, China,
etc. will all suffer from the American stagna-
tion.

The final outcome of the crisis in the case of
Japan meant that the Nikkei Stock Exchange
index fell from the 40,000 to the 6,000–8,000
range by 2002, and it could only rise up to the
13,000–15,000 range by 2008. As for the bank-
ing sector, several banks merged and a high
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number of banks were saved by the central
budget after the panic was over, thus the bank-
ing sector got rid of defaulting loans and banks
that had bad credit portfolio structures. The
most important development, however, was
that monetary policy became ineffective, and
the liquidity trap and the deflationary spiral
came to exist. In other words, the Bank of
Japan could not make access to money even
cheaper, while they pumped more money into
the economy, this money did not appear in the
market of consumption articles and production
tools as demand and inflationary pressure
(Ozsvald – Pete, 2003) (see Chart 4).

On the basis of the Q2 2009 figures, the
same holds true for the American situation and
the Japanese crisis with regard to monetary
policy. A substantial amount of toxic credits
came to exist, which also adversely affected the
bond market through the indirect impacts of
securitization, and, through the bond market,
the portfolio of sovereign wealth funds also suf-
fered significant impairment. The U.S. federal

government had to carry out a bank rescue act.
Some banks were compelled to merge. The
interbank credit market froze between
September 2008 and February 2009, i.e. the
commercial banks did not even dare lend to
each other because of the bankruptcies of the
banks, due to which the bank transactions of
the non-financial companies also became par-
tially impossible. This solvency trap, in turn,
already had an adverse effect on trading
between the companies (Soros, 2008).

FACTORS OF OVERCOMING THE CRISIS 

As regards the way out of the crisis, when this
study is being written, the U.S. economy is far
from recovery. In the case of the Japanese
economy, three fundamental factors con-
tributed to overcoming the crisis (Ozsvald –
Pete, 2003). The first factor was the improve-
ment of the financial reliability of the banking
sector, as well as the application of stricter

Chart 4 

ANNUAL INFLATION OF THE USA AND JAPAN, 1985–2010

Source: IMF World Economic Outlook database, April 2009, f = forecast

Japan USA



STUDIES

94

credit supervision and lending rules. This
process was launched in the case of the U.S.
money market as well, in a natural way. The
second factor was the structural transforma-
tion of the corporate sector, which is primarily
aimed at attempting to transform the inter-
twining of the non-financial and banking par-
ticipants of the keiretsu system by rendering
the Japanese commercial banks less interested
in the high-risk lending to companies that
belong to their groups. On the one hand, the
crisis compelled the Japanese corporate sector
to become open to foreign investors. In a cer-
tain sense, this process also started off in the
U.S. economy, since in this case the structural
problem is that, numerous such global market
oligopolies have operated in the U.S. corporate
sector so far whose problems of cost efficiency
and competitiveness had been familiar for a
long time. This purification is the most con-
spicuous in the U.S. automotive industry, at the
General Motors and Chrysler groups. The
third contributing factor to the Japanese recov-
ery was the acceleration of export growth,
which made up for the missed internal demand,
increased the demand for labor and spendable
incomes, which, as an external factor, could
reverse the anticipations of the Japanese house-
holds. No such external factors can be counted
on in the case of the U.S. economy, as it is the
USA that is the largest commercial market in
the world, while otherwise they spend 85 per-
cent of their national income on internal con-
sumption. Thus, after monetary policy had
become ineffective, nothing else but budgetary
intervention remained. As consequence of
this, the U.S. Treasury Department plans a 12
percent GDP-rated budgetary deficiency in
2009, which means that roughly half of the
federal expenses, which were raised to 25 per-
cent of the GDP, are planned to be covered
from credits.

The 2009–2010 plans for boosting the economy
follow the so-called Keynesian guidelines of eco-

nomic policy almost to the textbook level
(Keynes, 1926; quoted by Szentes et al., 2005;
Mátyás, 1996), according to which the missed
market demand should be offset by increasing
the incomes of the households through raising
state consumption and investments, or through
tax cuts. There is no other short-term opportu-
nity that would present itself for the modera-
tion of the impacts of the crisis, anyway. To put
it very simply, the thing is that the U.S. econo-
my is sustained, or its growth is driven by its
own internal market consumers. The crisis
management program focuses on stopping this
self-generating process. One of the key objec-
tives of the program is to keep as many as 4
million jobs. This is attempted to be achieved
primarily by launching infrastructural invest-
ments through the construction industry and
saving the car manufacturing companies from
bankruptcy. And here we have come to discuss
the limitations of the program as well. Neither
the bank consolidation nor the saving of the
automotive industry will boost the U.S. econo-
my, since they are only sufficient for keeping
the companies, which are otherwise in a bank-
ruptcy situation, alive. Infrastructural invest-
ments will increase the economy in the long
run not because they are realized, either but
they create opportunities for more cost-effi-
cient or higher capacity economic solutions. In
the short run, however, the decline of produc-
tion can be witnessed, so there is no need for
increasing capacities. The crisis management
package is based on the goal that the U.S. econ-
omy should weather the transitional crisis with
relatively low losses. The key to success is the
restoration of trust in the money market as
soon as possible, ensuring continuous money
and credit supply (i.e. liquidity), the restora-
tion of the banks' courage to lend to each
other, so that the clients of one of the banks
could get access to such credit funds which
have been saved by the customers of another
bank. If this process starts, then it will really
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make sense that the administration creates
demand through capital investment projects,
for which it will be worth increasing construc-
tion industry resources and jobs. The income
generated in such a way will, in turn, reverber-
ate to other sectors in the form of orders, or to
the households as consumption. The next step
of key importance will be to ensure that this
reverberating effect should boost the other sec-
tors before the state investments are complet-
ed. The biggest problem of the U.S. economy is
the very fact that demand in the internal mar-
ket is decreasing. The increasing of the dispos-
able income through the moderation of the
taxation of personal incomes will only be cap-
able of halting the economic slowdown if this
covers the consumption of the American prod-
ucts rather than that of the imported goods.
Through tax cuts, however, the administration
loses the very control over the spending of the
national income. The program also contains the
extension of health insurance and rendering the
pension savings more secure, as well as the
rescheduling of real estate loans but these will
not exert short-term effects.

In the case of the American recovery, we can
count on the following. While consumption is
not growing and the opportunities of industri-
al production keep narrowing, not even the 8
percent unemployment rate in the second quar-
ter of 2009 is likely to decrease. (In the labor
market of the USA, an unemployment rate of
5–6 percent is typical in the years of normal
economy. In September 2008, it was 6.1 per-
cent, while already 6.8 percent in November.)
This means that in the first quarter of 2009, the
aggregate purchasing power of the American
households came to be lower than in the last
quarter of 2008, which will now probably result
in the reduction of consumption.

If the deflation to be protracted for the
whole year should still not occur, the U.S.
economy will then have to face the destructive
effects of inflation itself. The situation is that

the extra money supply of over 1,000 billion
dollars issued in the past few months may
appear as demand in the product and invest-
ment market at any time. There is of course a
central bank remedy (money market steriliza-
tion) in place for such an event but in this case,
it is the very prime interest rates paid for the
one-day deposits that should be raised, so that
these amounts should be put aside through the
commercial banks' deposits, instead of unnec-
essary spending, thus avoiding the pushing of
prices upwards. This, however, acts against the
0–0.25 percent interest rate bracket objective.
This means that the American zero interest
rate unfortunately resembles the earlier
Japanese interest rate policy also in that it was
extorted by a mistaken series of decisions taken
by the central bank and at the same time, the
interest rate was also reduced too late, so the
central bank practically resorted to desperate
means and did not have any actual room left for
maneuvering in boosting the economy.

Perhaps the missed consumption of the
households could be replaced from the budg-
etary funds, though the U.S. budget policy of
the past 8 years could weaken public finances
in such a way that crisis management with fis-
cal tools now involves a significant increase in
the country risk. (The Bush administration
started their activities by significant tax cuts
back in 2000, the Iraqi war cost the U.S.
approximately 3,000 billion dollars according
to Joseph Stiglitz's calculations, and the man-
agement of the financial crisis to date incurred
the public finances costs of at least 700 billion
dollars. The total U.S. GDP is 14,300 billion
USD.)

During the years, FED has practically
maneuvered itself into a position that leaves no
space for movement, in which only very short-
term problems can be handled by quick fixes,
although the problems are partially due to
FED's subsequent decisions on interest and
money supply.
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RISKS INHERENT IN PUMPED-UP 
LIQUIDITY

The mid-term evolution of the increasing money
supply is the key risk factor. The first step in the
management of the 2007–2008 U.S. financial
crisis was to give the banks, and through them,
the economy, access to money through the
central bank rather than the interbank money
market. This action was meant to counterbal-
ance the deflationary trends but it is a question
what will happen to the extra cash supply of
several hundred billion US dollars issued in the
framework of the bank rescue package. In all
probability, withdrawal will be completed by
increasing the interest rates, which will further
strengthen the threats related to the U.S. inter-
est rate volatility.

As long as the willingness to save funds,
because of the crisis situation, develops and
grows as a trend in the American households as
well, which will probably happen in the case of
a protracted recession lasting for several years,
the increase in money supply may not result in
growing consumption but rather, in the
increase in bank deposits and investment
funds. In this case, monetary stimulation
would, in turn, remain ineffective, however, the
coverage for buying the new U.S.government
bonds would increase, which brings up the
risks posed by the increase of the gross GDP-
rated 87 percent state debt in 2009.

In the short run, the fulfillment of the
above-mentioned goals such as the cheap buy-
out of the bad bonds from the market and the
pumping up of liquidity will be successful but
FED has sown the seeds of serious risks for
2009 and 2010 in the American economy.

First, it is a question whether the increased liq-
uidity will be able to sustain consumption and
capital investments. One of the paradoxes of the
2001–2003 Japanese near-zero interest rates
was that even with the free of charge credit
funds and the zero yields, the Japanese house-

holds increased their savings and decreased
their consumption. As a result, not even the
implementation of capital investments that
increased production in the internal market
made sense in this period, thus the Japanese
economy actually stagnated for several years. 

What we can currently also see in the
American case is that the low rates are not able
to boost business developments and the con-
sumption of the households, as both sectors
have become considerably indebted since 2001.
Those, on the other hand, who did not lose
their incomes or jobs, or are not indebted, are
also waiting both with regard to capital invest-
ments and consumption. In the second half of
2008, consumption stopped growing, and
industrial output decreased by 7 percent. What
is more, as has already been mentioned, it is not
all that cheap to receive credits, since the indi-
vidual risks keep the interest rates of the cred-
its high. Although it is true that the willingness
of the Japanese and American households to
save and consume generally greatly differs
from one another, in the upcoming few years
the U.S. households will actually be compelled
to save high amounts and to consume less, only
in this case the present “savings”, in fact, the
debt obligation, is meant to cover past rather
than future consumption. 

It is a short-term problem of the interest rate
reduction and the increase of liquidity that the
interest rate applied in the market did not fol-
low the reduction of the central bank base rate
(the interest rate that refers to the one-day cen-
tral bank credit provided to the commercial
banks) from 5.25 percent to below 0.25 per-
cent. The interest rate of the bank credits and
mortgage loans provided to the households and
companies still preserved the 2007 level. The
situation is that as a result of the money market
and real estate market crisis, the decrease in the
base rate was offset by the decreasing volume
of orders and the increasing default risks aris-
ing from the growing rate of unemployment. 
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IMPACT OF FED'S ZERO INTEREST RATE
ON THE OTHER NATIONAL BANKS'
SPACE TO MANEUVER 

The American crisis and the related interest
rate reduction affect the interest decisions
made by other national banks as well. On the
one hand, in order to boost the economy, the
prime rate was reduced where possible, on the
other hand, FED as the central bank of the
economy issuing the lowest risk government
bonds had set the minimum interest rate level
low, thus, also in order to avoid the unneces-
sary strengthening of exchange rates, which
occurred because of the excessive interest rate
differences and which narrowed the export
opportunities, the interest rates had to be cut,
for example, in the case of the EU or the
United Kingdom. Japan applied a mere 0.5 per-
cent interest rate level even before the crisis
(see Chart 5).

Thus, it is a side effect of FED's zero interest
rate that a very high number of other central bank
base rates also started to approach the zero level,
so practically the nominal interest rate's room to
maneuver is starting to disappear not only in the
USA but also in the other developed economic
areas.

At the same time, there are some economies
where the interest rate level is seemingly far
from zero (for example, Poland applied a 4 per-
cent level, while Hungary and Romania one of
9.5 percent in May 2009). In fact, however, the
room to maneuver for such countries in the
reduction of interest rates aimed at boosting
the economy also ceased to exist, as these
national banks are compelled to keep their
interest rate levels, due to the excessive depre-
ciation of their national currencies and in order
to ensure the sellability of the government
bonds. Thus, by the middle of 2009, the space
for movement of the interest rate policy, which

Chart 5 

CENTRAL BANK BASE RATES 
(USA, EU, UK, Japan, the Czech Republic)

Source: ECB, Bank of England, FED, Bank of Japan, Czech National Bank
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was aimed at offsetting the crisis, ceased to
exist not only for the U.S. economic policy but
also for all the developed regions. In fact, the
central banks are not able to encourage the
market players to transform the extra funds
into spent incomes by direct cash generation
either (such as overnight credits, purchase of
securities). In such a sense, the inability to act
from a monetary aspect transitionally harmo-
nized monetary policy by itself on a global
scale. 

MONETARY GOVERNANCE 
OF THE WORLD?

Having seen how lax regulation used to be at
the time of the 2008 financial crisis, those claims
that concerned the rethinking of the authorization
of the international financial institutions, and the
extension of their competences, gained renewed
strength. On the other hand, in the past few
months, it was the system of interstate institu-
tions such as IMF, EBRD, the EU, etc. that
helped out several countries at the time of the
fluctuation or collapse of their respective
national money markets. As a consequence of
this, the voice of these institutions in the
national economic policies became stronger.
We wonder whether the time when control
over the globalized economic, first of all, finan-
cial processes can be taken over by the interna-
tional economic organizations, has come. Is it
possible that international cooperation will be
replaced by supranational governance?

It is not easy to answer this question, which
is also indicated by the fact that a theoretical
dispute between the believers in the market
and those who are for institutional gover-
nance has been going on for several decades,
on the issue of whether more or less global
supervision would be necessary (Gilpin, 2001;
Kindleberger, 1988; Minsky, 1982) Joseph
Stiglitz (2008), who has been urging the struc-

tural transformation of the international
financial institutional system since the late
1970's, also identifies the fundamental roots
of the 2008 crisis in that nobody has done
anything to eliminate the imbalances (i.e.
against the lax lending regulations of the
USA, the hectic FED interest rate policy and
the lack of control over the credit rating agen-
cies). Thus the market pays the price for the
unmanaged problems that have accumulated
and mutually strengthened each other. It is
side by side to this international institutional
control that it is usually mentioned that the
behavior of the market players is driven by the
alternating conditions of greed and fear rather
than rational consideration, which, using
Susan Strange's expression, has led to the
development of “casino capitalism”, with sub-
stantial fluctuations, uncertainties and
responses difficult to forecast. Based on this,
those who are for the institutions have come
to the conclusion, not only now but also in
relation to the earlier global financial crises,
that the global financial system should be
transformed in a direction that will make the
regulatory system perfect and uniform, one
that will harmonize the monetary policies and
the financing programs. Besides, a global
reserve currency that would be capable of
replacing the US dollar would be necessary,
whose value is not exposed to the errors of the
U.S. economic policy and the recession of the
U.S. economy. The uniform regulation would
also be suitable for changing the fundamental
features of bank accounting and to make it
avoidable that the players of the bank market
keep masses of the bad debts, now called
“toxic”, hidden by applying various book-
keeping techniques. 

On the national level, the U.S. Securities and
Exchange Commission (SEC) is responsible for
several failures in the execution of its crisis pre-
vention task. First, it was not able to ensure the
observance of the transparency rules and laws
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that were meant to protect the investors and
reduce the risks inherent in the decisons.
Practically, the managers of the investment
funds and financial companies were “allowed”
to beguile the investors with false figures.
Within a single decade, this was already the
second significant act of deceit, since the
Enron scandal started off in the very same way
in 2001. Second, SEC did not enforce its regu-
latory and control rights in order to ensure the
observance of the accounting rules and the
truthfulness of the financial statements. It was
first of all the financial companies AIG,
Lehman, Bear Stearns, as well as the Fannie
May and Freddie Mac funds that were able to
roll on their financial weaknesses in secret for
a long time (Soros, 2008). Among others,
these are the financial players whose bankrupt-
cy in September 2008 destroyed the interbank
confidence of the financial markets. SEC
proved to be a total failure during the supervi-
sion of the credit rating agencies as well, since
it the false ratings issued by the latter that
allowed the mixing of actually unsecured
mortgage bonds into bond portfolios, and the
sale of these bonds in high volumes. The key
failure was that SEC did not manage to protect
the small investors, who are the least capable
of getting comprehensive information on the
risks by themselves, this is why it would be the
responsibility of the investment protection
institutions to call their attention to the mis-
takes and risks. It is also an institutional failure
that such pilot game-like businesses like
Madoff Investment Consulting were allowed
to operate for several years/decades. The
responsibility for the failure should be shared
by the U. S. central bank (FED, i.e. the Federal
Reserve) as well, not only on account of the
mistakes of prevention but also for those of
crisis management, during which they saved
certain financial companies like AIG, while
they let others like Lehman Bros go bust, so
eventually the freezing of the interbank mar-

kets because of the loss of trust could not be
prevented.

If we assume that appropriate regulation is
capable of preventing crises, as it signals to, and
what is more, compels to correction, in due time,
all those state and market players who make erro-
neous decisions, then global financial governance
has never been more justified than at the begin-
ning of the 21st century, in the period of acceler-
ated globalization, in which there are practical-
ly no isolated national money markets. It
should be noted that the need for this kind of
transformation of the international institution-
al regulation is nothing new, as it emerged as
early as almost forty years ago. The current cri-
sis has only significantly increased the chances
for the key players of the global economy to
bring themselves to execute the reform of the
international institutional system. Henry
Kissinger, for example, is already considering
the possibilities of a substantially new global
(economic) order. Of course, it depends most-
ly on the United States whether there will be
any meaningful shifts. It is exactly because of
this that those who believe in the strengthening
of institutional regulation are positive about
practical implementation, as the U.S. economy
is one of those that are the most severely
affected by the current economic downturn.

There are, however, such questions which do
not make the path of global governance all that
smooth for the very United States which has so
far strongly believed in the efficiency of market
mechanisms, even if President Obama would
like to move away from this direction with
regard to the social supply system. In general
terms, the institutional problem arises whether
it is possible to create such an organization
which is capable of fully handling and monitor-
ing the money market processes and move-
ments that involve values of several thousands
of billions of dollars on a daily basis, one that is
able to make the appropriate decisions of inter-
vention. At the moment, not even the IMF is
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able to do that, as confessed by its own man-
agement. As regards the forecastability of the
2008 financial crisis, the analysts are wise only
in retrospect. There were very few who could
anticipate at all, or even voice this opinion of
theirs, that there were very serious problems in
the U.S. real estate market and lending regula-
tions, and there was in fact no one who under-
stood that the collapse of the American real
estate and bond market would act as a firebomb
and trigger the collapse of all the elements of
the money market, which had each been
regarded as low risk separately, which would
eventually ruin the real economy as well. In
other words, the doubt arises whether a global
financial regulatory organization equipped
with a wide competence and an arsenal of tools
will distort rather than correct the market
processes.

As regards the threats inherent in global gov-
ernance with regard to the curbing of national
competence, it should be pointed out that par-
ticipation in each international coooperation is
the voluntary decision of the individual states.
From the experience gained in integration and
internationalization to date, it can be conclud-
ed that international organizations with wide
competences have basically been established in
those areas where international regulation
results in more efficient solutions for the indi-
vidual states than the national framework. The
European process of integration is an excellent
example for this, which shows that the states
have already made up their minds on the
regional level to establish international regula-
tory institutions in the area of controlling
monetary policy, bank regulation and financial
services. This seems to be a followable path for
the totality of the developed and rich
economies as well, even if there is no single
currency to replace the national currencies but
a reserve currency consisting of the combina-
tion of international currencies will dominate
the money supply (technically, this has existed

for several decades, as SDR established by the
IMF). Even if there is no single prime rate,
internationally harmonized decisions may be
made. Obviously, only those national money
markets which may incur risks to the global
money market are worth involving in even
tighter cooperation than that of today.

However, it is absolutely improbable that the
states should establish not an international but
a supranational financial regulator, one that is
detached from the representation of the
national interests and delegates. There is no
willingness to do that at all. Not even the
European Central Bank, which has the widest
competence, and is a non-state level financial
governance organization can be considered
supranational, as in its Governing Council,
which is responsible for making the decisions,
besides the independent chairman and vice-
chairmen, the president of the national bank of
each member state in the eurozone represents
the national interests.

What seems to be more probable in the fore-
seeable future is the strengthening of the
national financial supervisory bodies. It is not
their authorizations that will be extended
because they are wide enough but not appro-
priately utilized, but the tools and drivers of
executive efficiency will be strengthened. It is a
double institutional problem that should be
resolved. On the one hand, there is a “princi-
pal-agent” problem, according to which the
U.S. government authorized SEC to execute
comprehensive control, to get the players of
the economy comply with the regulations, to
issue warnings and to launch actions against
those who violate the rules. However, it seems
like so far, there had been nothing to encourage
SEC to act with utmost prudence. In this
respect, it is practically a stricter accountability
and control of SEC that could improve the effi-
ciency of prevention. The other institutional
problem is a simple increase of capacities,
which first of all means headcount increase and
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the development of forecasting models focus-
ing on the supervision of the financial markets
and forecasts related to them.

On the international level, harmonization is
more conceivable than a global controller,
which had already been applied in the EU's sys-
tem of financial supervision, the point of which
is that the national supervisory authorities
mutually recognize the efficiency of each
other's supervisory activities but in return, they
also give each other strict guarantees to ensure
genuinely efficient operations (see EU single
licence in the bank sector). In 2009, each gov-
ernment is dealing with the quick fixes and is
managing the economic recession but in the
economic disputes, inquisitions about the
responsibility of the supervisory bodies have
already commenced. What is more, the U.S.
Congress is in the process of calling the senior
managers of SEC and FED to account. After
the crisis, new action plans on the regulation of
financial services are likely to appear both in
the EU and in the USA in order to strengthen
regional/national level supervision.  

SUMMARY

The 2008 U.S. and the 1989–2003 Japanese fail-
ures of economic policy are excellent illustra-
tions of the phenomenon that delayed recogni-
tions and responses by the decision-makers, on
the one hand, gradually eliminate the space for
movement and effectiveness arising from the
tools of the economic policy. On the other
hand, through these delayed responses (the
excessively belated anti-inflationary measures),
economic policy misleads the market, the play-
ers of which can accommodate to the new situ-
ation at the time of the delayed adjustment only
by making significant sacrifice. The interest
rates that decreased to the zero level as a result
of the procrastination annulled the anti-cyclical
room to maneuver inherent in the interest rate

decisions, thus practically there was no other
monetary solution left for stopping the defla-
tion that emerged simultaneously, and which
further strengthened the recession.

It is also an important conclusion to be
drawn that the institutional supervision of the
money markets is not to be neglected. The
improvement of institutional regulation and
making rules stricter are unavoidable.
Although it is true that doubts may arise about
the durability of this, as numerous earlier
regional or global financial crises had made the
institutional regulators realize that the strength
of financial supervision was a key success factor
in avoiding crises. The last examples that cast
light on it were the 1997 Thailandian crisis and
the Latin-American crises of the 1990's.

It becomes absolutely clear from the U.S.
financial crisis that errors in the economic pol-
icy, the corporate information system and the
institutions may also occur independently
from each other, while they jointly undermine
and destroy the global market.

It is increasingly clear that the stability of the
global money market made up by the national
markets is to be regarded as a global public
asset or public service, this is why national reg-
ulation is not efficient, as this may create exter-
nal impacts (for example, investment funds
outside America were lost entirely or partially
because the overheated U.S. real estate and
mortgage loan markets). In other words, it
would be necessary to assign the “ownership”
of the money market supervisory services to a
global level, by following the recommendation
of the Coase school of ownership (Mátyás,
1996) that can be applied in the international
organizational theory, i.e. to establish an inter-
national financial supervisory system and to
develop uniform international standards in the
area of regulation. These needs were identified
in relation to the American crisis as well but the
willingness of the states to implement these
ideas is scarce as yet.
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A

János Kun 

The hen lays no golden eggs –
thoughts about the pension
funds

As opposed to what was assumed at the inception of
private pension funds in 1998, the funds do not
facilitate economic growth; on the contrary, they
increase the general government deficit, deteriorate
the image of Hungarian economy, and hinder com-
pliance with the Maastricht criteria for euro conver-
gence. Private fund members are far from being
secured a higher pension compared to non-mem-
bers. The world is witnessing a paradigm shift:
countries are restricting or terminating their private
pension fund systems, and the World Bank has
reassessed its position that was clearly supportive of
the establishment of such funds. To its current
knowledge, it would not recommend that Hungary
establish private pension funds. The hen lays no
golden eggs, and the most beneficial action would be
to discontinue private pension funds. Discontinu-
ation would result in a HUF 500 bn annual reduc-
tion in the general government deficit shown, as a
minimum, and would decrease government debt by
eight and a half percent of the GDP. Should there be
no opportunity to discontinue them, the second best
option is voluntary membership, allowing members
to return to the social security system. 

EVOLUTION OF THE SYSTEM – SAVINGS
AND DEFICIT

The Hungarian system of private pension
funds was established in 1998, as part of the

process whereby in the second half of the
nineties a range of former socialist countries
adopted private pension funds at the World
Bank's suggestion,1 following Latin American
examples. Figures of the first six months of
2009 reveal that 19 private pension funds are
run in Hungary with a total membership of 
3 million, and the funds managed by them
amount to HUF 2,200 bn.2 At the inception of
the system, the employees of the time were
offered a free choice in joining the system.
Currently, all career starters are required to join
a fund and their employers are similarly
required to transfer the equivalent of eight per-
centage points of the employee's pension con-
tribution to a private pension fund, which
equalled one quarter of the pension contribu-
tion as of the system inception. When these
employees retire, they will be eligible to a 25
percent less pension compared to non-mem-
bers of private pension funds.

The pensions of the current pensioners did
not decrease with the emergence of private
pension funds; consequently, social security
runs a deficit, because the contributions paid to
the private pension funds do not cover the cur-
rent pensions. The deficit would be avoidable if
active wage earners agreed to pay the full pen-
sion of the current pensioners, in addition to
saving up for their own future pensions, which
means they would pay twice. The continuous
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accumulation of deficit is discontinued when
all the pensioners are fund members, around
2040, because at that point, reduced contribu-
tions will need to cover reduced pensions only,
which amount to 25 percent less compared to
those of non-members.

Social security is compensated from the cen-
tral budget for the deficit generated as a result
of the contributions being transferred to pri-
vate pension funds. This in 2009 – according to
figures in the central budget – amounts to
HUF 354 bn, approximately 1.4 percent of the
GDP. 

If the central budget had a surplus, it would
not be a problem; however, it is not the case.
For this reason, compensation of the social
security for the deficit resulting from private
pension funds adds to the general government
deficit, resulting in government securities
being issued. Currently, the government debt
incurred on these grounds accounts for some
8.5 percent of the GDP and is expected to
grow, through continuous generation of
deficit, to as high as 40–50 percent of the GDP
of the time around 2040. In addition to com-
pensating the deficit of social security, the cen-
tral budget is also burdened with paying an
interest on the general government  debt accu-
mulated on account of the private pension
funds, which currently3 amounts to HUF 180
bn, 0.6 percent of the GDP annually. On the
whole, existence of the private pension funds
adds approximately 2 percent to the annual
general government deficit. 

The annual deficit will keep growing in the
years to follow, as, for a few years, masses of
employees who are not fund members will
retire, which means that they paid their entire
pension contributions to, and will receive their
full pensions from social security, and will be
replaced by employees who are fund members,
meaning that they pay a portion of their pen-
sion contributions to private pension funds. In
the continuation, when also masses of fund

members retire, the deficit will discontinue
growing on these grounds; however, by that
time, the interest burden of the government
debt accumulated in the meantime will have
reached a significantly higher amount. 

The funds invested in private pension funds
on an annual basis equals the deficit incurred
by the social security system due to private
pension funds, or, it is slightly less than that,
given that a portion of fund revenues is used to
cover the funds' operating costs. The relevant
law and government decree provide detailed
regulations for the types of investments per-
mitted for funds to keep assets in.4 Until 2007,
the funds purchased government securities for
approximately three quarters of their assets. At
that time, rules were modified to require mem-
bers' funds to be classified in various portfolios
based on the time remaining to until retirement,
and to set up a portfolio for young members
with a higher ratio of shares. Consequently, the
ratio of government securities dropped to 50
percent and that of shares increased.5

INVESTMENTS OF THE FUNDS, 
AND THEIR IMPACT ON THE ECONOMY

The main motive behind establishing private
pension funds was that the funds improve the
economy's performance through their invest-
ments. Let us examine the impacts of each form
of investment on the Hungarian economy. 

Purchase of Hungarian government
securities

Let us suppose that the funds invest their assets
in Hungarian government securities in full.
Apart from their operating costs, the funds
purchase as many government securities as the
budget issues to finance the social security
deficit incurred due to the existence of the
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funds. The funds receive a yield of the govern-
ment securities, and reinvest it in government
securities. In effect, they also purchase the gov-
ernment securities issued by the budget in
order to finance the interest on the deficit gen-
erated on account of the funds. When a fund
member retires, his/her assets accumulated in
the fund to be converted to a life annuity will,
on average, equal precisely the government
debt incurred as a result of him/her joining the
private pension fund. 

As the assets of the fund member is are offset
against government debt, which, or the interest
of which is to be repaid by the next generation,
the fund member's pension will invariably be
paid by the next generation, just as if he/she
did not join the private pension fund at all.
His/her pension will not be the same, as the
valorisation rules applicable to the expected
pension to be paid by social security will not be
equivalent to the interest rates of government
securities and, similarly, conversion to life
annuity is subject to different rules. It cannot
be predicted which pensioner will be better off,
the one that voluntarily joined a pension fund,
or the one that did not. Nor can it be foreseen
whether those that started their careers after
private pension funds were established and
were required to join a fund will receive a high-
er pension compared to that considered with-
out the existence of private pension funds. One
thing is for sure: if the pensioner is better off,
the next generation must pay more. 

In a fortunate case, the next generation's
contributions to the pension funds will cover
private pensions payable. In such a case, the
next generation purchases the securities sold to
cover payment of pensions to the pensioners'
generation: the securities change hands like a
baton (Cesaratto, 2006). If the payments of the
next generation are insufficient to pay the pen-
sions, the securities must be sold external to
this circle, which means that pensions will need
to be funded from non-pension savings. That

leads to higher interest levels and restricted
investment facilities of the next generation.
However, at the same time, higher interest lev-
els decrease security prices, and, accordingly,
the value of pensions. (International Labour
Office, 2001) 

Funding Hungarian companies

One of the objectives of setting up private pen-
sion funds was to generate extra capital for
Hungarian companies through their invest-
ments in shares and purchase of bonds, and to
bring about higher performance of the econo-
my. Small and medium enterprises (SMEs) in
Hungarian ownership do suffer from under-
capitalisation, but are too small to increase
their own capital through public issuance of
shares or bonds. Evidence to this is the fact
that new companies are rarely listed on the
Hungarian stock exchange, involving only a
negligible amount of capital. Corporations for
whom raising capital at the stock exchange is a
valid option are in foreign ownership, and the
owner is not interested in being listed on the
Hungarian stock exchange. Due to the charac-
teristics of the Hungarian corporate structure,
no change is expected in this respect in the
future. A good illustration of the failure is the
fact that the Budapest Stock Exchange used to
have 45 shares listed prior to the adoption of
the pension fund system at the end of 1996 and
43 at the end of 2008. 

In their study on the Hungarian private pen-
sion funds, Impavido and Rocha (2006) put it
politely: “Pension funds have played a modest
role in the development of the capital market.”
(page 26) As a positive example, they mention
the development of the government security
market and the mortgage bond market.
Development of the government security mar-
ket cannot be considered as a positive sign, as it
signifies growing government debts. Pension



STUDIES

107

funds could but slightly contribute to the
development of the mortgage bond market:
their investments in mortgage bonds are not
detailed in the statistics; they keep altogether
less than five percent of their portfolio in bank
and corporate bonds. 

The Hungarian experiences are also under-
pinned by international studies. San Martino
(2007), as well as Raddatz and Schmukler
(2008) arrive at similarly detailed conclusions
by examining Argentinean and Chilean pen-
sion funds. Chan-Lau (2004) states that, as a
general rule, pension funds in emerging
economies have a limited role in the develop-
ment of the capital market. In his opinion, it is
rooted in the fact that domestic investment
facilities are few, and the regulations applicable
to fund investments are strict. He also men-
tions that a certain herding behaviour domi-
nates pension funds in the capital market,
which intensifies the vulnerability of capital
markets. 

Let us examine a case where the funds invest
a portion of their assets in Hungarian shares.
Shares yields on an average of years tend to be
higher than those of government securities, but
are considerably more volatile. If pension funds
purchase the right shares at the right time, and
sell them at the right time, fund members'
assets convertible to life annuities will be high-
er than as if the fund only invested in govern-
ment securities. In such cases, the portion of
the fund member's pension represented as gov-
ernment debt equals only the amount that
would be generated as a result of investment in
government securities, and the pension surplus
represented as the difference in the yields of
investments in government securities and
shares is the profit. 

This profit, however, is not seen at the level
of society. The number of shares traded in the
market does not increase as a result of pension
funds emerging as buyers, only a rearrange-
ment is seen among the owners of shares.

Because the private pension funds do not pur-
chase all the government securities issued to
compensate for the social security deficit gen-
erated by their establishment, demand for gov-
ernment securities decreases, resulting in a
growing yield of government securities, and
the government will only be able to issue secu-
rities with a higher interest rate in the future –
assuming all other factors remain unchanged.
Concurrently, demand for shares will rise, as
the pension funds appear on the share market
as buyers. It increases the price, yielding a prof-
it to those that have invested in shares earlier.
Subsequently, however, a higher price reduces
the yield of shares. The next generation must
purchase the shares that will cover the pensions
of their time. If demand for these is insuffi-
cient, share prices will decrease, and the pen-
sions available will be less in value. Even if the
yield of shares is higher in the long run com-
pared to that of government securities, certain
age groups would have been better off choos-
ing an investment in safer government securi-
ties, due to a higher volatility of shares. 

Foreign investments of private 
pension funds

The rules applicable to investments of private
pension funds allow pension funds to purchase
foreign shares, too. And so they do, consider-
ing that the choice of Hungarian shares is
insufficient to make up portfolios with a high-
er ratio of shares only using Hungarian shares.
According to calculations considering 26 coun-
tries by Pfau (2008), the yield of pension funds
is 21.3 percent lower if they do not invest
abroad, but the volatility of a portfolio of pure-
ly domestic shares is 20.1 percent lower,
because the volatility of foreign instruments is
increased by changes in the exchange rates.
Based on figures relevant to the period between
1995 and 2006, he does not recommend foreign



STUDIES

108

investments for Hungary, on account of the
outstanding performance of the Hungarian
capital market. 

PRIVATE PENSION FUNDS 
AS A CALL FOR ATTENTION

With the establishment of private pension
funds, a portion of the earlier implicit debt in
the pay-as-you-go pension system is converted
into explicit debt. Cesaratto (2006) cites parts
of the World Bank's suggestion concerning
establishment of private pension funds, which
identify conversion of a portion of implicit
debt into explicit debt as an objective of estab-
lishment, in order to direct attention to the
problems of the pension system, and to urge
political decision-makers to be economical. 

This intention does not consider the need
to distinguish between net and gross implicit
debt. Gross implicit debt on pensions at a
given point in time is the present value of the
social security's total pension liability
(Németh, 2009). According to calculations
made by Orbán and Palotai (2006), it amount-
ed to 228 percent of the GDP in 2005, but
through a recommended higher age of retire-
ment proportionate to an increased life
expectancy, it would decrease to 115 percent.
High gross implicit debt on pensions, howev-
er, poses no problem, provided the pension
contributions paid by future generations
cover future pensions, it only indicates that
the pension system includes a broad range of
the population, and provides decent pensions.
Establishment of private pension funds makes
a portion of this debt explicit. What poses a
problem is net implicit debt, being the present
value of the difference between future pension
liabilities and pension contributions. Making a
portion of the gross implicit debt explicit is
not a suitable method to establish the exis-
tence and amount of such debt. 

PRIVATE PENSION FUNDS 
AND THE MAASTRICHT CRITERIA 

The EU sets compliance with the Maastricht
criteria as a condition to adopting the euro.
Out of these criteria, meeting the criteria con-
cerning a government debt limited to 60 per-
cent of the GDP (or at least decreasing) and of
a maximum 3 percent budget deficit poses sig-
nificant problems to Hungary. Meeting these
criteria is important for the EU because an
excessive budget deficit of a country crowds
out capital from the others, due to the free
movement of capital. 

The reason and expediency of these criteria
is not analysed in this study; nevertheless, it
must be noted that the general government
deficit caused by private pension funds does
not crowd out any capital, as capital supply
equivalent to the deficit turns up at the private
pension funds. The newly acceded EU member
countries running such pension funds have
proposed not to consider the deficit generated
due to the pension funds on establishing com-
pliance with the criteria, i.e. to consider pen-
sion funds as a part of public finances. EURO-
STAT did not accept this reasoning, and classi-
fied pension funds to belong to the private sec-
tor (European Commission, 2009). The out-
come was a compromise that lacks economic
sense: the deficit that falls short of compliance
with the criteria is allowed to be compensated
by the deficit generated by private pension
funds only up to 2009, at an annually decreas-
ing rate, in 2009 by 20 percent of the deficit
generated due to the pension funds. It means
that in the coming years, which are crucial for
adopting the euro, no adjustment will be
allowed; not even  for compliance with the
Stability and Growth Pact applicable after the
euro has been adopted, which is, in theory, even
stricter than the Maastricht criteria.

Creditors to Hungary and international
credit rating agencies examine the figures of
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general government deficit and government
debt including the deficit generated due to the
pension funds. All these would not cause a
problem if the public finances were in surplus,
and government debt would only amount for a
maximum of 20 percent of the GDP. But the
case, unfortunately, is different. 

THE IMPACT OF TERMINATION 
OF PRIVATE PENSION FUNDS

If private pension funds were terminated, and
the contributions currently received by them
were to be added to the social security's
income, the general government deficit would
be reduced by 1.4 percent as the social security
would not incur a deficit due to the private
pension funds, and it would not need to be
compensated from the central budget. If the
assets accumulated by the pension funds
reverted to the state, general government  debt
would be reduced by approximately 8 percent,
and the government's interest payment obliga-
tion on that portion of the government debt
would be cleared.6 That would improve the
general government deficit by an additional 0.6
percent. 

A lower rate of general government deficit
and government debt is crucial not only for
compliance with the Maastricht criteria and the
Stability and Growth Pact: these are also impor-
tant indicators for determining country risk.
Lower government deficit and government debt
account for a lower country risk and, accord-
ingly, a lower risk premium, less expensive
financing for government debt. (I have not
quantified its impact.) The country risk that
improves due to the termination of pension
funds results in more inexpensive credits for
Hungarian banks and companies as well. 

In their years of retirement, members of pri-
vate pension funds will receive a pension 25
percent less from the social security system

compared to those that paid all their contribu-
tions to the social security system. In the event
pension funds are terminated, former members
of the funds also receive their full pension from
the social security, similarly to those that never
joined private pension funds. A higher pension
from the social security, however, will not cause
a deficit, as the required extra income will be
available from the payments made by the con-
tributors of the time, considering that the con-
tributors of the time will not direct a portion of
their payments to private pension funds.

In order to reorganise the pension system,
the Round Table for Pension and Old Age
Issues7 prepares proposals. They work to
develop a system that eliminates the net implic-
it debt of the social security pension system
and, accordingly, to ensure that three quarters
of pension contribution payments and three
quarters of the pension are in balance in the
long term. Development of a new pension sys-
tem would not be affected by the termination
of the private pension funds: if three quarters
of payments in and three quarters of payments
out are in balance, one hundred percent of pay-
ments in and one hundred percent of payments
out will also be in balance. 

Due to the confidence crisis evolved as a
result of the international financial crisis,
Hungary is to take fast action to reduce gener-
al government deficit. The recently adopted
proposals, such as increased VAT and excise
tax, as well as reduced support to local govern-
ments reduce demand, thus further intensify-
ing the decline in production, further deterio-
rating the situation of Hungarian enterprises,
and increasing growing unemployment. In the
event the funds are terminated, the balance of
public finances would improve by a minimum
of HUF 500 billion without any decline in the
standard of living, consumption and increase in
unemployment. 

In the event private pension funds were liq-
uidated, operating and funds management
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costs of the pension funds would be eliminat-
ed, which in 2008 amounted to a minimum of
HUF 37 bn.8 It is also significant savings for
society, however, it is only a by-product of the
proposal. The essence of the proposal is to
improve the general government  balance. 

OTHER EXPECTED BENEFITS AND REALITY

We have seen that the key benefit expected in
the wake of establishing private pension funds
– a positive impact on the development of the
economy – has not been achieved. Now, let us
examine whether the other expected benefits
have been materialized.

Discipline of contribution payment 

Considering that all contributors can see their
contribution paid on their individual account,
it was hoped that they would be interested in
payment, and the discipline of contribution pay-
ment will improve. It has not been achieved, as
the payment of contribution to a private pen-
sion fund entails payment of other contribu-
tions and of personal income tax. Moreover, a
central element in the proposal being prepared
by the Round Table for Pension and Old Age
Issues is to reinforce the link between contri-
butions and future pension. If it is accom-
plished, the discipline of contribution payment
will improve even if private pension funds do
not exist.

Similarly, improved discipline of contribu-
tion payment was expected to ensue from the
heritability of private pension fund accounts.
This facility also failed to improve payment
discipline. It is to be noted here that although
social security pensions are not heritable, they
contain elements similar to inheritance:
widow(er) pensions and orphan benefits.
These are more beneficial from a social aspect,

and provide greater social security compared to
the heritability of the amount kept on fund
accounts.

Transparency and security 
of the system

Transparency of operation was deemed as an
advantage of private pension funds, whereby
the membership will always be aware of their
savings and expected pensions, as opposed to
the variable rules applicable to the social secu-
rity system, and the non-transparent system of
determining pensions. In addition, the private
pension system was also expected to be free of
political caprice. 

Fund members do receive a statement of
their savings once a year; moreover, certain
funds also provide a facility for fund members
to follow their respective account balances via
the Internet, but the system is still not trans-
parent, and investments and costs deducted
under various legal titles cannot be followed.
Since its inception, the act on private pension
funds has been amended at over two hundred
points, which shows that the operation of pri-
vate pension funds is not independent of the
current political intention, either. A fundamen-
tal element, the minimum pension guarantee of
private pension funds has been eliminated. The
Hungarian Parliament adopted the act on pri-
vate pension and its institutions on December
24, 2009, which reregulated the private pension
system. According to the new act, private pen-
sion funds will cease to exist on December 31,
2013, and new institutions, i.e. private pension
insurance companies will be formed. The
largest opposition party announced that if it
comes to power, it will execute further changes.
The amount of pensions to be disbursed can be
modified even without the modification of the
act on private pensions due to the tax rules and
the financial regulatory system. The new act
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prescribes that a “designated” annuity provider
be established by a separate law that will prob-
ably be a state owned organization, This will
further reinforce political dependence. By the
way, the Round Table for Pension Issues envis-
ages transparent and stable rules free of politics
for the social security system as well. 

Competing pension funds

No justification is seen of the assumption that
members will shift to funds with better per-
formance, which will cause pension funds to
compete in order to maximise their yields. In
reality, minimal movement is seen among pen-
sion funds, and not even the newcomers select
a fund on the grounds of performance; adver-
tisement, agent activity and recommendation
of the employer weigh more. The financial cul-
ture of the population is insufficient to assess
fund performance. It is desirable to provide
financial training education to the population,
through teaching basic finance at school, but
on a social scale, it is more useful for all to train
themselves in their respective professions and
let their pensions depend on the success they
have achieved in their professions instead of
their knowledge of finance. Moreover, assess-
ment of a financial service provider's perform-
ance is a demanding task even for a financial
expert, and the result is ambiguous.

Higher pensions 

On establishing private pension funds, the
decision-makers considered higher pensions to
be generated through the operation of the pen-
sion funds, compared to the system purely
controlled by social security. A recent research
paper by Orbán and Palotai (2005) does not
support this assumption. The paper states that
sustainable pensions (i.e. not calling for any

other public finance support other than the
compensation of the deficit generated by the
existence of pension funds) provided by the
pension funds at a rate equal to that provided
by the social security system require a real yield
of 2.7 percent. That yield rate provides a pen-
sion equal to the one within the social security
system only to the employees that were mem-
bers of a private pension fund all through their
lives. Those that had worked before private
pension funds were established, and joined one
voluntarily, need a higher rate of yield in order
not to lose on it. Considering that the real yield
of pension funds for the past ten years is nega-
tive for the time being, it is highly questionable
when they can meet the yield requirement.
Moreover, even if some private pension funds
do achieve the expected yield on average, some
will be unable to ensure pensions equal to that
purely controlled by the social security system. 

International experience suggests that the
costs of providing life annuities may reach as
high as 15–20 percent of the funds' capital con-
verted into annuities, (The present value of the
expected life annuity is so much lower than the
accumulated funds.) Though the act adopted in
December 2009 permits to charge only 5 per-
cent, it determines a zero percent technical
interest rate which is unfavourable for the
annuitants. Orszag and Stiglitz (2001, page 31)
report on a study stating that the costs may
reach as high as 40–45 percent of the invested
funds.9

It is imaginable that in twenty or thirty years,
when the system will have reached maturity, and
masses will convert their accumulated receiv-
ables to annuities every year, a crisis similar to
the current one might sweep through the world.
(Members of private pension funds lost HUF
466 billion last year. Almost all members had
less funds on their accounts than what they had
paid in over the years.) In such a case, the ones
that retire in the wrong year will receive consid-
erably lower annuities until the end of their
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lives compared to the ones that will retire a few
years earlier or later. This cannot be helped by
the requirement of the current regulation to
transfer the funds to a lower-risk portfolio five
years prior to retirement because – as it is cur-
rently seen – even lower-risk portfolios may
generate a significant deficit and if the law
requires transfer of the funds at a point when
the stock exchange is in low depression, the
transfer will not help either. Orszag and Stiglitz
(1999, page 17) publish a calculation whereby a
stock index portfolio converted into an annuity
in 1968 would have generated an annuity
amount over twice as high compared to the one
converted in 1974. Injustice is also possible in
the social security system due to the ups and
downs of politics, but nothing on this scale.

INTERNATIONAL ENVIRONMENT, 
PARADIGM SHIFT

A system of private pension funds similar to
the Hungarian one was first adopted by Chile
in the early 1980s; later, a range of Latin-
American countries followed suit. In the
nineties, the former socialist countries intro-
duced this system on the recommendation and
with the technical support of the World Bank,10

under the neoliberal economic policy it repre-
sented, except for the Czech Republic and
Slovenia, where financial culture was the most
developed of all. Similar funds exist also in
developed countries, with the significant dif-
ference, however, that these evolved on their
own, instead of being established by reorgani-
sation of the state controlled pay-as-you-go
social security system. The Hungarian volun-
tary pension funds are comparable to the funds
of the developed world. 

The international literature of economics has
never been undivided concerning the useful-
ness of adopting a mandatory funded pension
system corresponding to the Hungarian sys-

tem of private pensions. The paper by Orszag
and Stiglitz (1999) gives an excellent summary
of a debate that took place in the United States
in the nineties. (As a result of the debate, the
system recommended by the World Bank has
not been adopted in the USA.) 

In a huge study published in 2005, the World
Bank (Holzmann and Hinz, 2005) reviewed its
earlier stance on mandatory funded pension
funds. It is emphasised at multiple points that
the World Bank's concepts on pension systems
cannot be considered as blueprints, only as
benchmarks. A whole chapter (pages 63–70) is
dedicated to proving that the World Bank has
never forced its concepts on the pension sys-
tem upon any country. The essence of this evi-
dence is that only 43 of the 204 loans provided
to 68 countries between 1984 and 2004 to sup-
port development of their pension systems
were used to help establish mandatory private
pension funds, and most of these were lent
only after the system had been adopted in the
respective country. 

The theses of this report were discussed by
the World Bank's Board of Directors in 2007,
and the summary produced from the debate
minutes (Holzmann, Hinz and Dorfman,
2008) basically repeats the theses of the earlier
report. Both reports state that countries with
high public debts and pay-as-you-go pension
systems, which represent high implicit public
debts, are not recommended to adopt the pri-
vate pension system. Hungary is one of these
countries. Rudolph and Rocha (2009) add to
the above that transition is particularly harmful
for countries where interest on the public debt
is higher than the implicit yield of the implicit
debt resulting from the pay-as-you-go pension
system. Hungary also falls in that category. We
can establish that, to its current knowledge, the
World Bank would not recommend that
Hungary adopt private pension funds. 

In November 2008, Argentina terminated
private pension funds with reference to the
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problems in public finances and the poor per-
formance of the funds, as a result of which the
need for funding the state pension system from
the central budget decreased by one percent of
the GDP, and the public debt by 10 percent of
the GDP. Subsidiaries of financial giants such as
ING or HSBC were forced to discontinue
operation. Both when the government's deci-
sion was announced in October and after the
parliamentary vote in November, the stock
exchange dropped by 25 percent but in both
cases it recovered in a few days, and showed
equal performance with other stock exchanges
in the region for 2008. 

At the end of 2008, return from private pen-
sion funds to the social security system was
made possible in Slovakia, and career starters
will not be forced to join a fund any more. A
similar step has been taken in Croatia. In
Romania, a formerly decided increase in the
contribution channelled to private pension
funds has been postponed. Rudolph and Rocha
(2009) report that in Bolivia and El Salvador
political debates have been conceived on reduc-
ing the role of private pension funds.
Holzmann, Hinz and Dorfman (2008) state
with a general validity that the role of private
pension funds will decrease in the world in the
future. 

EXPECTED RECEPTION IN HUNGARY,
COUNTER-ARGUMENTS

The Hungarian population in general has an
indifferent attitude to pension funds; many are
not even aware which one they belong to. Due
to the poor yields in 2008, the overwhelming
majority would probably not object to the ter-

mination of the funds, particularly if it is car-
ried out entailing fewer measures that would
decrease the standard of living and increase
unemployment, than heralded. 

Termination of the pension funds, however,
could raise constitutional worries, because it
may be interpreted as nationalisation of the
members' property. It is doubted whether
receivables from a private pension fund can be
considered as property in the first place, as the
notion of property includes the right of free
disposal, while members do not have free dis-
posal over their private pension fund receiv-
ables, they can only convert them to a life
annuity, under strict rules. In exchange for los-
ing their receivables, the members receive dam-
ages: a state pension one third higher in
amount, which is abundant compensation. 

THE SECOND BEST SOLUTION

Should the legal arguments against terminating
pension funds prevail, there is still a chance.
Based on the Slovakian and Croatian examples,
voluntary return to the social security system
could be permitted until a certain deadline, and
rules could be changed not to force career
starters to join a pension fund in the future.
(Those opting for joining would be required to
remain in the system for life.) The poor yields
of 2008 would probably induce masses to
choose to return, and only few career starters
would opt for the pension funds. It would also
ease the burdens of public finances. If, for
instance, half of the current members chose to
return, it would still reduce the annual general
government deficit by HUF 250 billion and the
public debt by four percent of the GDP. 
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I

Zoltán Pitti

The operational efficiency 
of tax burden sharing systems
and experiences with the 
completeness check on VAT
Motto: What is not measured, will decline!

It is a frequently expressed opinion of experts that
the distribution of the tax burden is dispropor-
tionate and cuts down on efficiency and, besides
all these, the tax burden sharing system works
with low efficiency. These opinions are, however,
mostly subjective and contain few particular
arguments. The author of this research article, a
scientific researcher at CORVINUS University
of Budapest, Hungary, as well as an external
expert of IOTA, will now make an attempt to
compare and contrast the theoretically possible
and the actually realised tax- and contribution
revenues and explore the phenomena potentially
causing the differences between them, relying on
data on consumption taxes from the EU-27. Our
editorial office considers this RA as a piece for
debate and gladly invites you to give your opin-
ion on the subject matter.  

In the professional debates about tax burden
sharing, a growing attention is paid to the
development of the total tax burden and to the
distribution thereof.  While representatives of
the competitive sector point out to the great
extent of tax and contribution liability, the
decline in international competitiveness, the
lengthiness of financial settlements and the
increase in the administrative burden, natural

persons (taxpayers) feel aggrieved at the fre-
quent changes in the rules and the dispropor-
tionate distribution of burdens, and both parties
often complain that tax burden sharing systems
are not performance-incentive and do not
operate with the expected efficiency. This is a
warning signal in the case of a single country
already, however, this may be especially so if
the tax burden sharing practice of a given coun-
try does not stimulate but restrains the expan-
sion of international connections. At the same
time, it is rather difficult to judge the authen-
ticity of these claims nowadays since the meth-
ods by which the operation of the tax burden
sharing systems can be objectively measured
are either not mature (or familiar) enough or
are not suitable for international comparison.

In this RA, we will first have an overview of
the operational characteristics of the tax bur-
den sharing systems in the EU-27 countries,
then we will attempt to carry out a completeness
check on the consumption taxes, with special
attention to VAT, in other words to measure the
differences between the theoretically attainable
VAT revenues and those actually attained. In the
course of this completeness check comprising
the period 2000–2007, we will touch upon the
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changes in the tax burden sharing systems only
to an unavoidable extent, focusing our atten-
tion on the results measurable at the macroeco-
nomic level as well as on the presentation of the
lost performances from a methodological point
of view. Through this research article we hope
to contribute with useful information to law-
makers and law users, while it may also serve as
a good starting point for researchers investigat-
ing the operation of the tax burden sharing sys-
tems. 

THE EXTENT OF TAX BURDEN AND ITS
DISTRIBUTION ACCORDING TO THE
MAIN TYPES OF TAX BURDEN SHARING

The most often used method for comparing
and contrasting the tax burden sharing systems
applied in different countries is to compare the
taxes and contributions collected in a country
in one year to its GDP produced in that partic-

ular year. According to this indicator, the tax
burden compared to GDP shrank in almost all
of the EU-27 member countries after the turn of
the millennium and it reached its lowest at
39.8%1 in 2004, however, in the following peri-
od the decrease stopped and movements in
opposite directions could be observed.
According to our research, during the period
between 2000 and 2007, tax burden compared
to GDP increased in 14 countries and
decreased in 13. It is remarkable that in all of
the newly joined countries – with the exception
of Romania – the tax burden increased, while
among the old member countries the burden
went up only in Ireland, Italy, Portugal, Spain,
and the United Kingdom.2 (See Chart 1)

As a result of the changes, the tax burden is
above the Community average in Austria,
Denmark, Finland, France, Italy and in
Sweden; the ratio compared to GDP is to be
considered average in Germany, Hungary, the
Netherlands, Portugal, Slovenia, Spain and the

Chart 1

TOTAL TAX REVENUE AS PERCENT OF GDP, 2007

Source: European Economic Statistics, EUROSTAT, Database
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United Kingdom; while the tax- and contribu-
tion burden is well below the average in Greece,
Ireland as well as in the majority of the newly
joined Community member countries. 

The above-average, average or below-average
labels for tax burdens are not unchanging cate-
gories; due to changes in the role of the state, in
economic development strategy requirements
or in the socio-political aims, the analyses look-
ing back to longer periods indicate continuous
changes in the burdens. It is more than interest-
ing that in the years immediately following the
turn of the millennium it is not the intentions
to directly increase or reduce taxes that were
the determining factors in the changes of tax
burden; the main role in the shaping of the tax
revenues was played primarily by economic
performance as well as by changes in law-abid-
ing behaviour. (See Chart 2)

Based on experiences gained from longer
periods, changes in the tax burden do not pro-
portionately affect the different types of tax
burden sharing, thus the shaping of the ulti-

mate result; especially regarding the period
after 2005, a distinguished role is assigned also
to the structural changes in tax burden sharing
systems. The gradual moderation of corporate
tax rates (cf.: Belgium, Finland) in order to
improve the ability to attract and/or to reserve
capital, or the decrease of labour burdens (cf.:
Romania, Slovakia) in order to improve inter-
national competitiveness, have played such
roles. The lost incomes have been basically
replaced by an increase in consumption taxes,
while there have been several examples also for
the introduction of new types of taxes. The
expanding and increasing tax burden on envi-
ronment pollution activities, which may
become the source of financing of a future
“green reform” (cf.: Germany), could belong to
this category, among others. (See Table 1)

According to data provided by EUROSTAT,
the ratio of tax- and contribution revenues
within budget revenues and the structural dis-
tribution of tax burden sharing show significant
differences. This can be well experienced among

Chart 2

CHANGES IN TAXATION RATES IN THE EU-27 COUNTRIES IN 2000–2007

Source: European Economic Statistics, EUROSTAT, Database
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the old and the new EU member countries,
which can be explained partly by historical tra-
ditions (cf.: payments kept at a low level), part-
ly by differences in the regulatory policy (cf.:
handling of capital gains), partly by the slow-
track changes in the performances of the com-
petitive sector (cf.: specific productivity index-
es), and partly with the heavy polarisation of
society. Thus, whilst income types of taxes have
a decisive weight in the EU-15 countries and so
do social contributions shared proportionately
by employers and employees, in the EU-12
countries, due to the lower income level, it is
consumption taxes as well as the social contri-
butions increasing employers' costs primarily
that take the main burden. However, the grow-
ing significance of consumption taxes and within

this especially the revaluation of the VAT is gen-
erally characteristic. The natural consequence
of the structural differences is the contradicto-
ry effectiveness of the economic effects of taxes
and contributions. (See Table 2)

The tax burden sharing system that has devel-
oped in the EU-27 countries until the present
day is caught in a Catch-22 trap. The essence of
the problem is that the standard of communal
services operated by the nation states of the
EU could only be maintained at increased
expenses, while strengthening the centralisa-
tion of income would, however, seriously
threaten international competitiveness. Under
these circumstances, the tightening of public
services by shrinking the contents thereof
seems to be a natural solution, but already the

Table 1

TOTAL TAXES AND SOCIAL CONTRIBUTIONS AS % OF GDP IN THE EUROPEAN UNION
(Percent)

Indirect Direct Capital Social Total tax
taxes taxes taxes contributions revenue

2000 2008 2000 2008 2000 2008 2000 2008 2000 2008
EU-15 13.4 13.0 14.0 13.4 0.2 0.4 14.0 13.9 41.6 40.7

EU-12 13.0 13.4 7.7 8.5 - 0.1 12.7 12.1 33.5 34.1

EU-27 13.4 13.0 13.7 13.1 0.2 0.4 13.9 13.7 41.2 40.2

HU 16.1 15.7 9.5 10.7 0.1 0.1 12.9 13.8 38.6 40.3

Source: Government finance statistics, Summary tables 1/2009, EUROSTAT

Table 2

THE DISTRIBUTION OF THE TAX- AND CONTRIBUTION BURDENS ACCORDING 
TO ECONOMIC FUNCTIONS*

(Percent)

Labour tax and Comsumption tax and Capital tax and Total tax
contribution burden contribution burden contribution burden revenue

2000 2008 2000 2008 2000 2008 2000 2008
EU-15 20.6 20.2 11.4 12.1 9.6 8.4 41.6 40.7

EU-12 19.1 18.6 11.9 12.3 4.4 3.2 33.5 34.1

EU-27 20.4 20.0 11.4 12.1 9.4 8.1 41.2 40.2

HU 19.1 19.4 15.1 15.9 4.4 5.0 38.6 40.3

Source: Government finance statistics, EUROSTAT, Summary tables, 2009
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mention of the intention of such measures has
triggered immediate and heated social reac-
tions. The single way out of this contradiction
is the broadening of tax- and contribution lia-
bilities; the further refinement of tax burden
sharing systems (cf.: besides consumption,
imposing taxes also on assets, as well as a more
forceful taxation on environmental polluting
activities), but the most serious expectations are
connected to the improvement of the operational
efficiency of tax burden sharing systems. We
would like to continue with a review examining
whether and to what extent these expectations
are justified. 

THE COMPARABILITY OF TAX BURDEN
SHARING SYSTEMS AND THE MEASUR-
ING OF THEIR OPERATIONAL EFFICIENCY 

Improving taxation efficiency has been an old
demand, although the conditions needed for
measuring operational efficiency have evolved,
for objective and subjective reasons, only at a
slow pace. Within national frames, the homo-
genous interpretation of concepts, the develop-
ment of the methodology and IT conditions of
accounting and the provision of the human
background for the professional analysis are
still relatively easy to solve, but the development
of the conditions necessary for comparative
analyses and efficiency examinations comprising
more countries has presented a more complicat-
ed and time-consuming task.

International organisations and international
financial institutions started to develop a uni-
fied methodology and an information system
relatively early, but the conditions for cate-
gorising the legal titles of tax burden sharing,
varying from country to country, according to
the same philosophy, summarising the tax-and
contribution payments kept in various curren-
cies according to purchasing power parity, and
publishing the results in accordance with com-

parability requirements, have developed only in
the last decade. The difficulty of the task is
indicated by the facts that, for instance, in the
European Union there are 27 types of taxation
systems in operation, the number of legal titles
related to tax burden sharing varies from 38 to
232 and the financial and procedural rules are
also relatively diverse. In the case of OECD
countries, due to the lower level of harmonisa-
tion, the task is even more complicated. It is
basically due to the above that the information
systems in operation at present are far from
being perfect, but even in their current state
they are suitable to enable cooperative coun-
tries not to remain merely at the server level
but to become users of the large information
systems. 

Such utilisation possibilities are the role
assessment of tax and contribution revenues
within budget revenues, the structural analysis
of the tax systems varying from country to
country and the assessment of the operational
efficiency of tax burden sharing systems with
indirect methods. However, beyond the possi-
bilities mentioned, the international informa-
tion system, taking the national characteristics
into account, provides opportunity for measuring
the international “setting level” of a given coun-
try, qualifying the law-abiding behaviour of its
taxpayers and, what is probably most impor-
tant, assessing the effectiveness of the opera-
tion of the tax authority. In order to achieve
this, new approaches and methods are needed,
at the same time (see Chart 3). 

It has been well known for a relatively long
time that, in order to qualify the operational
efficiency of tax burden sharing systems, it is
important but not sufficient to be familiar with
the GDP proportionate value of tax- and contri-
bution revenues. We gain a lot more informa-
tion about efficiency by comparing the real tax-
and contribution revenues to the tax potential
calculated according to the top statutory tax
revenues.3 The easiest method for this, calcu-
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lated for various tax types individually, is the
comparison of statutory tax rates and real aver-
age tax rates (calculated from the total yearly
tax returns), referred to as “tax gap”4 in the
international literature. This method can be
well-used in the cases of personal income taxa-
tion and corporate income taxation.

The difference between the statutory tax rate
and the average tax rate calculated according to
the real performances is an important “symptom-
atic” characteristic of a country's behaviour in
compliance with the law; therefore more atten-
tion should be paid to the temporal changes in
the deviations as well as to discovering the phe-
nomena behind them. This is justified even
despite the knowledge of the fact that the
changes between the rates could also be effect-
ed, besides objective circumstances, by numer-
ous subjective factors. Such subjective ele-
ments could include lax regulations on the con-
ditions for benefits and exemptions, deficient
or unsubmitted tax returns, unfulfilled pay-

ment obligations or even the lack of sanctions
by tax authorities. Exactly for the latter rea-
sons, an increased attention should be paid to
the examination of tax rates.    

A basic condition for calculating the statuto-
ry tax rates and the real average tax rates is to
develop a purpose-built information system,
incessantly follow the economic trends, and
comprehensively assess the factors influencing
the results. This method, however, can be applied
only to a limited extent, as the method of calcu-
lation builds on voluntary and enforced tax
returns and can draw conclusions merely from
the data provided by taxpayers which, to tell
the truth, deviates significantly from the values
displayed by the National Accounts.

Results more reliable than those gained by
investigating the differences between statutory
and real average tax rates can only be guaran-
teed by using the completeness check that is
applied in the international practice and which
is under continuous development. The essence

Chart 3

GAP BETWEEN STATUTORY AND REAL CORPORATE 
TAX RATES, 2007

Source: European Economic Statistics, EUROSTAT, Database
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of the method is that, building on data provid-
ed by national accounts systems and with a
professional correction method adjusted to the
various types of taxes, it develops the value of
the so-called theoretical tax base and then, cal-
culating with the statutory tax rates and the
revenues maximally attainable under tax laws, it
determines the theoretically attainable rev-
enues and compares the real revenues to these
values. The advantage of the method is that the
completeness check, based on the data provid-
ed by the national accounts, does not only take
the performances and taxes reported in the tax
returns into account but it also comprehensive-
ly investigates macroeconomic performances.
From the results obtained, relatively precise
conclusions can be drawn regarding the
processes ongoing in the “informal sector” as
well as on shortcomings in law-abiding behav-
iour, and the logic of the calculations can also
be well used in the risk analyses carried out by
the tax authority. Its indisputable drawbacks
are, however, that it only operates if the nation-
al accounts and the taxation information are
matched and that its use requires serious pro-
fessional competence as well as an analytical
routine. 

COMPLETENESS CHECK ON VALUE
ADDED TAX

One of the most interesting questions consid-
ering the operation of the tax burden sharing
system is the operational efficiency of the VAT,
which accounts for almost two thirds of all
consumption taxes. The VAT balance (net
return), which is to be paid into the budget
according to turnover or which can be deduct-
ed by producers by the right of utilisation,
made up 7.0–8.0 per cent of the annual GDP in
the average of the years 2000–2007, so it pro-
vided almost one third of the tax- and contri-
bution revenues. Inferring from this propor-

tion, the operation of VAT accurately reflects
the “added value” performances of different
countries, the development of domestic con-
sumption as well as the safety in the formation
of budget revenues, arising from the consump-
tion- based philosophy of tax burden sharing.
(See Chart 4)

On the basis of a longitudinal study it
deserves attention that the tax burden on con-
sumption as a proportion of GDP is signifi-
cantly higher in small and medium-sized coun-
tries than in more developed countries with a
higher GDP performance and higher final con-
sumption. There are several factors playing a
role in the deviation: in Central and East
European countries, due to the historically low
level of the incomes, only consumption could
serve as the basis for tax burden sharing and
this distorting effect of the regulation was
even further strengthened in the period fol-
lowing the political and economic change
when the propensity to consume increased.
Besides the extreme characteristics of house-
hold and communal consumption, there are
also other factors playing a role in the phe-
nomenon. Thus, the VAT rates ranging between
wide extremes should not be left out of consid-
eration (one extreme is Denmark and Sweden
applying the maximum normal rate, the other
extreme being Spain, the United Kingdom and
Germany until 2007). Other influential factors
include the special characteristics of foreign
trade (cf.: foreign trade surplus or deficit),
since the positive or negative balance either
increases or decreases the basis of VAT. And
the law-abiding behaviour of the taxpayers as
well as the operational efficiency of the control
mechanisms5 of tax authorities even exceed the
above factors in importance. It is hardly by
chance that international organisations pay a
growing attention to the operation of VAT and
strive to provide methodological help to
national tax authorities as well as foster the
efficient operation of the control mechanisms
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of the cross-border movement of goods and
services.6

The method applied for the characterisation
of the operational “efficiency” of VAT is to
introduce a ratio between the values of real VAT
revenues and final consumption within the con-
sumption of the gross national product
(GNP). The advantage of the method is the
availability of the information base (cf.: pieces
of information accessible from the National
Accounts) as well as the direct international
comparability. The drawback of the method is,
however, that it is only suitable for “sympto-
matic diagnosis”, which means that it is not
capable of demonstrating what factors influ-
ence the results and to what extent or what
measures should be taken in order to improve
the ratio. (See Chart 5)  

The method that analyses the operational effi-
ciency of VAT more deeply and comprehensively
is the so-called completeness check. This
method, also relying on data provided by the

National Accounts but already taking the cor-
rection factors into account as well, determines
the so-called calculated VAT base according to
the compounds of the value added type of tax
and then, considering the normal rate according
to the regulation in force (in some cases, the
weighted average VAT rate calculated after con-
sumption) it calculates the value of the so-called
calculated VAT revenue, which is also to serve as
the benchmark afterwards. Although the
method of the completeness check is primarily
used for the analysis of the tax burden sharing
practices of individual states, in what follows, we
will overview the procedure of the calculations,
relying on preliminary data from the year 2007,
using the summarised data of the EU-15, EU-12
countries and EU-27 countries. (See Table 3)

It can be seen also from these data that the
completeness check on VAT revenues builds
also on the summarised data of total consumption
but, with regard to the VAT free nature of
social benefits, it deducts the value of the non-

Chart 4

VALUE ADDED TAX REVENUE AS % OF GDP IN THE EU-27 COUNTRIES

Source: European Economic Statistics, EUROSTAT, Database
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cash compensations paid to households from
the value of the communal consumption meas-
ured within total consumption. This way we
get the value of the final consumption correct-
ed according to VAT liability, the technical
term for which is “purchased” consumption.

In the case of taxes based on turnover,
besides final consumption, gross capital forma-
tion (and, within this, the value of gross fixed
capital) also has a base extending function, but
also in this case it should be considered that the
participants of the competitive sector, apart
from an inconsiderable minority, are VAT pay-
ers and, as a consequence, have the right for
deduction (reclaim) according to their invest-
ments of production nature. This means that,
from the point of view of the VAT base, only
the budget accumulation, households and the
investments of the non-profit sector are to be
taken into account. (See Table 4)

The data on fixed capital from the years
2000–2007 indicate that the investment per-

formances affecting the VAT base have contra-
dictory effectiveness in the EU-15 and the EU-
12 countries: while in the old member states
the capital rates ranged between 20–22 per cent
of the GDP, in the EU-12 countries, with the
exception of Cyprus and Malta, the correspond-
ing rates fluctuated between 26–30 per cent.
And considering the fact that the majority of
the investment took place in the competitive
sector, it made a downwards modification to
the VAT base.

From the point of view of the development
of the single European market, a distinguished
role is assigned to the broadening of production
and sales relations, to an increase in the turnover
of goods and services. At the same time, while
the foreign trade asset plays a positive role con-
sidering the current payments balance, from the
viewpoint of the VAT base it has a negative
effect. As a consequence, sales inside the com-
munity or the external export, owing to the
application of the zero rate VAT, decreases,

Chart 5

VAT REVENUE AS % OF FINAL CONSUMPTION IN THE EU-27 COUNTRIES, 2007

Source: European Economic Statistics, EUROSTAT, Database
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while purchases inside the community or the
import, owing to the tax burden imposed on the
import, increases the VAT base. (See Table 5)

After the ahead-mentioned corrections,
depending on the total value of the corrected
final consumption, the corrected gross fixed
capital as well as the balance of the foreign
trade and payments transactions applied as a
correcting item, we obtain the so-called calcu-
lated VAT base as a result. The next step is
determining the calculated VAT revenue, which
is considered to be the benchmark for the real
VAT revenues, and which is obtained as the
multiplication product of the calculated VAT base
(to be calculated according to the ahead
explained way) and the normal VAT rate
applied in the given country.

The determination of the value of the calcu-
lated VAT revenue according to the normal
VAT rate produces a higher revenue value than
the application of an average VAT weighted to
consumption but, in the course of internation-

al comparative analyses, the requirements of the
neutrality criterion are also to be observed. This
in fact means that we cannot make the results
of the calculations dependant on what types of
preferential rates are used in the different
countries tailored to the national characteris-
tics, or on what types of products and services
are classified under preferential rates.
According to the logic of the completeness
check we cannot determine anything else but
the fact that by applying a broadened version of
the preferential rules, countries voluntarily waive
a part of their potential revenues. Nevertheless,
in the course of a single country's assessment
of its VAT performances, it is not only possible
but is absolutely necessary to fine-tune, in
other words to apply the VAT rate weighted to
consumption. (See Table 6)

In the current calculation, however, hoping
that the simplification of the calculation does
not threaten the acceptability of the methodol-
ogy, we applied a compromise solution, i.e.

Table 3

DETERMINATION OF THE CORRECTED VALUE OF THE FINAL CONSUMPTION, 2007
(at current prices, billion Euro)

Denomination EU-15 EU-12 EU-27
1 Actual final consumption, total 8 928.6 666.7 9 595.3

2 of which Final consumption of households 6 569.9 509.1 7 079.0

3 General government final consumption 2 358.8 157.6 2 516.4

4 of which Social benefits 1 753.0 109.9 1 862.9
5 Corrected (("purchased") ffinal cconsumption //5=2+(3-44)/ 7 1175.7 556.8 7 7732.5

Source: European Economic Statistics, EUROSTAT, Database

Table 4

CORRECTED GROSS FIXED CAPITAL FORMATION
(at current prices, billion Euro)

Denomination EU-15 EU-12 EU-27
6 Total gross fixed capital formation 2 416.1 214.1 2 630.2

7 of which Business investment 2 107.2 173.7 2 280.9
8 Corrected ggross ffixed ccapital fformation ((8=6-77) 308.9 40.4 349.3

Source: European Economic Statistics, EUROSTAT, Database
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instead of the very diverse normal rates of the
member countries, we took the mean of the
VAT rates of the EU-27 countries as a calcula-
tion basis and multiplying the thus calculated
average VAT rate by the calculated VAT base,
we determined the theoretically realisable VAT
revenue at the Community level. (See table 7)

Between the theoretically realisable and the
actually realised VAT revenues, regarding both
the absolute values and the completeness rates,

there is a surprisingly great difference, which
immediately raises the question whether this
extent could be real, and if so, what factor
could explain this significant deviation. The
first question has to be answered with a definite
“yes”, despite the fact that the completeness
check outlined with methodological intention
is only the result of a calculation reflecting
average values. So as to support our argumen-
tation, in what follows we will present the VAT

Table 7

THE THEORETICALLY REALISABLE AND THE ACTUALLY REALISED VAT REVENUES 
(at current prices, billion Euro)

Denomination EU-15 EU-12 EU-27
18 Theoretically realisable VAT revenue* 1 462.0 121.7 1 583.7

19 Actually realised VAT revenue* 787.6 69.0 856.6
20 Real VVAT aas %% oof ppotential rrevenue ((19:18) 53.9% 56.7% 54.1%

* preliminary data

Source: European Economic Statistics, EUROSTAT, Database

Table 5

THE BALANCE OF THE FOREIGN TRADE AND PAYMENTS TRANSACTIONS 
AND ITS MODIFYING EFFECT ON THE VAT BASE

(at current prices, billion Euro)

Denomination EU-15 EU-12 EU-27
9 Export (sales inside the Community and external export) 4 487.5 484.6 4 972.1

10 Import (supply inside the Community and external import) 4 386.7 521.1 4 907.8
11 Balance oof tthe fforeign ttrade aand ppayments ttransactions ((11=10–9) –100.8 36.5 –64.3

Source: European Economic Statistics, EUROSTAT, Database

Table 6

THE VALUE OF THE CALCULATED VAT BASE AND THE POTENTIAL VAT REVENUES 
(at current prices, billion Euro)

Denomination EU-15 EU-12 EU-27
12 Value of corrected final consumption 7 175.7 556.8 7 732.5

13 Value of corrected capital 308.9 40.4 349.3

14 Balance of foreign trade and payments transactions –100.8 36.5 –64.3
15 Value oof tthe ccalculated VVAT bbase 7 3383.8 633.7 8 0017.5

16 Extent of VAT rate (arithmetic mean) 19.8% 19.2% 19.5%
17 Theoretically rrealisable VVAT rrevenue 11 4462.0 121.7 1 5583.7

Source: European Economic Statistics, EUROSTAT, Database
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effectiveness indexes calculated per member
country during the completeness check of the
year 2007. (See Chart 6)

The effectiveness indexes calculated in the
member countries show a 15–20 per cent devia-
tion – downwards or upwards respectively –
from the average values in the EU-15 and EU-
12 countries. One explanation for the relatively
wide extremes is that the volume of the theoreti-
cally realisable VAT revenues, especially in the
newly joined countries, increases at a slower pace
than the values of the actually realised VAT rev-
enues; the other explanation, however, is the
fluctuation of the revenue efficiency between
wide extremes. And having said this, we have
arrived at the second question raised previously,
i.e. at the question how the difference between
the theoretically realisable and the actually
realised VAT revenues can be explained. 

The phenomenon is a consequence of complex
reasons, including: deficiencies in the statutory
regulations, hectic changes in the economic
performances, a decay in the composition of

taxpayers and in their law-abiding behaviour,
and last but not least a slower than required
improvement in the control mechanisms. The
following points deserve to be mentioned in
detail: 

Deviations to be traced down to
Community directives, statutory requirements:

• Survival of the VAT “destination principle”
introduced temporarily (cf.: the effect of
foreign trade and payment transactions on
the VAT base); 

• the value limit of taxpayer exemption and
the broad range of taxpayers using the
exemption;   

• the varied application of preferential rates
at a larger than justified scale; 

• a lenient ranking of the products and ser-
vices classified under preferential rates;

• a wide range of activities exempt from
invoice issuing obligation and VAT pay-
ment (cf.: agricultural producers);

• the settlement system of the services and
inconsistent changes in the regulations

Chart 6

CALCULATED VAT EFFECTIVENESS INDEXES IN THE EU-27 COUNTRIES, 2007

Source: European Economic Statistics, EUROSTAT, Database
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As a way of summary, 15–20 percent of the
deviations can be traced down to deficiencies
in the statutory regulations (lack of regula-
tion, distorting effects, problems of consis-
tency).

Deviations to be traced down to economic
processes and to the structural characteristics of
the economy:

• the indicators of fixed capital calculated as
a ratio of GDP fluctuating between wide
extremes (cf.: the effect of FDI); 

• a dynamic broadening of activities spe-
cialised in the further processing of
imported raw- and semi-finished materials
(cf. paid processing), as a consequence of
which the VAT balance, generated on the
basis of the import and reclaimed on the
basis of the export, is steadily and increas-
ingly negative at the budget level;  

• the atomised nature of the economic par-
ticipants (98 percent of the enterprises can
be classified as micro- and small enterpris-
es), due to which the enforcement of law-
ful operation presents itself as an outside
control task.

As a way of summary, 25–30 percent of the
deviations can be traced down to the distorted
nature of economic strategy, to the operation
problems arising from the structure of the
economy; all in all, to the extent of the infor-
mal economy. 

Taxpayers' Behaviour
• fictitious trade issues and real VAT settle-

ments with several countries involved;
• commercial distribution without issuing

invoices, due to which the turnover of
both goods and services and VAT liability
remain hidden;

• invoicing by deviating from the usual mar-
ket prices (application of transfer pricing); 

• the extensive practice of unlawful VAT
deduction and reclaim, whose “most fre-
quented” techniques include fictitious
invoicing as well as the settlement of the

costs of personal consumption as entre-
preneurial costs; 

• the practice of “carousel invoicing” among
companies belonging to the same owner
circle, which distorts VAT results as well as
corporate performances. 

As a way of summary, 35–40 percent of the
deviations may be put down to the conscious or
unintentional tax avoidance of taxpayers, as
well as to the intentional deception of the
authorities.  

Deviations owing to the operation of the tax
authorities or to other circumstances   

• large companies are organised in a network
system reaching beyond borders, while the
operation of tax authorities, their authori-
ty to take measures, is bound to national
borders; 

• the control capacity is insufficient com-
pared to the revaluation of the taxes on
turnover, which comprise the majority of
government revenues, and to the growth
in the number of enterprises; 

• instead of the assessment of macroeco-
nomic processes and the analysis of the
information of tax returns, a mechanical
summary of the returns still dominates
today, while risk analysis methods are still
immature.   

As a way of summary, 15–20 percent of the
deviations can be traced back to the weakening
of the law enforcement power of tax authori-
ties, the disadvantage in human resources com-
pared to the competitive sector and the imma-
turity of risk analyses.  

Some of the items listed as explanations for
the difference between the theoretically realis-
able and the actually realised VAT revenues
have been known previously already and the
termination of these reasons could be the
result of an organic development. Other cases
are, however, thought-provoking and require
governmental or Community measures. Thus
governmental measures are required in the
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refinement of statutory regulations (cf.: nar-
rowing of loopholes), the moderation of the
disproportionality of the consumption-based
tax burden sharing, the modernisation of the
structure of the economy (particularly
improving the foreign trade balance calculated
at the macroeconomic level, with regard to
both the current payments balance and the
VAT base), as well as the repression of the
“informal or black” economy. The national tax
authorities face the tasks of developing informa-
tion systems for measuring the efficiency of
tax burden sharing systems, and risk analysing
methods, improving the organisational and
HR conditions of international cooperation
and strengthening control mechanisms. Cases
reaching beyond national borders and thus

requiring Community measures are the correc-
tion of the VAT settlement principle (instead
of applying the destination principle planned
for temporary application, the application of
the original principle), the extension of the
VAT, similar to the trade of goods and servi-
ces, to international cash flow (cf.: Tobin tax),
as well as the widening of the organisational
framework of cooperation among tax authori-
ties and the improvement of  international
relations. It is time we moved from the
mechanical summary of information onto the
substantial utilisation of the summarised
information; in the knowledge of the past,
onto the consideration of the risks concerning
the future, and from monitoring the events,
onto taking preventive measures. 

1 However, already at that time, the average tax bur-
den exceeded the extent of the tax burden in the
USA or Japan, the greatest rivals, by 10–12 percent-
age points. 

2 According to the preliminary data of 2008 also other
countries will have to increase the centralisation of
income.

3 Tax potential is all the return that can be realised by
keeping all the tax rules perfectly.  

4 Tax gap is the total amount of the voluntarily unpaid
taxes in a given financial period.

5 Through the technical development and broadening
of VAT fraud, EU member countries experience a
loss worth of  260–280 billion, a proportion exceed-
ing one fourth of the total revenue.     

6 OECD Forum on Tax Administration Compliance
Sub-Group, European Union Contact Committee.

NOTES



STUDIES 

130

T

Ms. Katalin Fülöp Braun

Reflections on the interpretation
of uncertainty and risk based
on the example of PPP scheme 

There is not one single sector of the world econo-
my and not one geographical region of the world
that has remained unaffected by the global finan-
cial collapse that took place in the recent past and
the long-term crises which it triggered. We can
only speculate today how this crisis is likely to pro-
voke changes in economics, a branch of science
most directly affected by the above processes. From
the very beginning of its existence, economics –
unlike other disciplines – strives for objectivity
while allowing a variety of ideas to surface and
clash. Although both diversity and dynamism are
coded on micro- and macro-levels in economic
theory, a feature that enables researchers to choose
from among different building blocks in order to
lay the foundations of their theories, the economic
policy of developed countries as well as the busi-
ness policies of enterprises are usually based on the
principles of the very same mainstream trend.
Many already hold the view that some basic prem-
ises of the mainstream concept have already been
disproved by experience. Certain emphases and
research directions – if not the basics – are quite
certainly going to be influenced both by the events
of the world economic crisis and also by its known
or estimated consequences.

It seems necessary to offer a new interpretation
for the concepts of uncertainty and risk, whereas
their weight among the content elements also needs
changing. It is clearly proven by the experience of

the recent past and the present that various dimen-
sions that have often been neglected in theories
dealing with risks representing different levels as
well as various factors so far treated as residual ele-
ments may in the future play a role of key impor-
tance with a dramatic impact on actual economic
processes. This anomaly is even more relevant to
business calculations. Let me refer to the question
as to how much weight a possible international
financial disaster or a possible state bankruptcy
had in the business calculations of a European or
an American business enterprise as recently as two
years ago, and how much they weigh today.

The present study is designed to analyse what
techniques are applied by the business and public
sectors to manage risks and how they are associat-
ed with the known interpretations of uncertainty
and risk. The best possible example to illustrate
the present practice is to analyse the risk manage-
ment of PPP schemes, schemes that are based on
a partnership agreement between the private and
public sectors, because by using this particular
example the attitudes of both the business and
public sectors can be analysed at the same time
and also because in this particular scheme risk-
sharing clearly plays a key role. The example used
in this study is the risk matrix recently applied in
a higher education project offering a case of
flawed risk interpretation and its consequent
potential losses. 
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UNCERTAINTY AND RISK 

The theoretical importance 
of distinction

In everyday speech the terms risky and uncer-
tain are often used as synonyms, both of them
often applied as adjectives with a negative con-
notation. The best we can expect is a slight dis-
tinction of degree in which the notion of dan-
ger is even stronger when the term risky situa-
tion is used. In economic science and especial-
ly in business thinking the concept of risk may
involve not only the prospect of a loss but also
the prospect of a large profit, whereas the con-
cept of uncertainty seems to indicate problems
associated with business foresight. 

So the first step of clarifying terminology is
to define certainty. 

“We speak of certainty if expectations lead to
the assumption of one single occurrence. In such a
case, decision-makers can describe the expected
future profit by using one single value rather than
by offering a series of alternative outcomes.”
(Bélyácz, 2001, page 92)

Based on the above definition, a risky or
uncertain situation means that the possible
outcomes can only be established with some
degree of certainty. As business decisions
belong to this domain, risk and uncertainty
represent regular components of the business,
however, there are quite diverse views as to dis-
tinguish between the two. These views are
summarised in the following. 

According to traditional definition, the
distinction lies in the fact that a risk can be
established on the basis of objective probabili-
ty distribution, because it rests on the former-
ly observed outcomes of recurrent events in
the past, as well as on statistical data.
Uncertainty can also be approached based on
the probability of occurrences, however, the
results are concluded from subjective estimates
without an empirical database behind them.

Probabilities are categorised into a priori, sta-
tistical and estimated probabilities, whereas a
risk is basically a type of uncertainty which we
can measure, while all other types of uncertain-
ty are only estimated. This school of thought is
associated with the trend-setting work of
Knight (Knight, 1921) whose concept played a
dominant influence on Van Horne's investment
theory,1 on Hicks profit concept2 or on Stigler's
economic interpretation of information.3 The
advocates of Keynesian economics also use the
above concept as a point of departure for their
interpretation of risk.

The proponents of the modern technicist
thinking believe that risk can be calculated,
hence an optimal risk allocation is possible.
They hold the view that risk equals to the prob-
ability that a certain unfavourable event will
take place within a given timeframe or as a
result of certain challenges. In other words, in
business calculations risk is manageable, risk is
to be managed. According to the interpreta-
tions of W. Sharpe4 and J. Lintner5, business
actors can freely choose from among any com-
bination of risky and risk-free investments. In
this context, we speak of uncertainty if the
probability of its occurrence is unknown, con-
sequently, it is inevitably ignored in economic
analyses.6 It goes without saying that this
approach to risk is particularly favourable for
construing mathematical models.

The third alternative interpretation which
also serves the purpose of eliminating flaws of
the previous two approaches may be if we
define risk as the chance of detrimental out-
comes, while we speak of uncertainty if there is
a number of possible outcomes, regardless of
the fact whether such outcomes are assessed as
favourable or unfavourable ones. (Bélyácz,
2001, page 93)

Keynes's concept of this subject is very
close to the classical interpretation of Knight.
The reason why we find it desirable to mention
the two separately is Keynes's emphasis which
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differs from that of the original concept. In his
best-known treatise on this subject7 Keynes
makes no differentiation in content between
what is known and what is probable, because in
his view uncertainty represents a category of
differentiation only if such a situation arises
from the lack of knowledge. In this concept
something is uncertain if it is unpredictable,
unique and unprecedented; a truly uncertain
situation not only means that the probabilities
of outcomes are immeasurable and unpre-
dictable, but it also means that the alternatives
of outcomes are unknown.8

The post-modern interpretation of risk is
associated with the world famous sociologists,
such as Beck9 and Giddens10, who introduced
the notion of risk society. They are of the view
that the traditional concepts of risk are no
longer capable of managing the new types of
risks emerging as a result of modernisation.
Compared to the risks characterising the
industrial societies in the past, the new risks
can be described with the following features:
they are less limited to time and space, so they
can transgress geographical or generational
borders, they are of macro-economic or global
character and quite often they are linear conse-
quences of an earlier decision, they can cause
enormous damage, and therefore they cannot
be compensated by a risk mark-up and cannot
be covered by private insurance. Uncertainties
of this type, which cannot be calculated, can no
longer be handled by using the methods of the
past. Sociologists include in this list of risks
nuclear disasters or pandemics as well as a glob-
al financial collapse. These are the new types of
risks that cannot be handled in a traditional
way, the traditional mechanisms of central state
decision-making are inadequate. The only solu-
tion is to involve the largest possible group of
citizens in the individual phases of decision-
making. Apart from high-risk projects, the
above risk interpretation does not explain what
the most appropriate procedure should be in

the case of – let us say – a state investment
designed to implement a medium-term tradi-
tional public service project, such as a school or
a hospital.

The subjectivist school of thought repre-
sents a new approach in risk concept, it uses
both the theory and the empirical results of
cognitive psychology together with traditional
decision theories. Concerning the problem
area of the risk of uncertainty, the above
approach emphasises the recognition of the
risk of the decision-maker as well as his atti-
tude towards the risk. The most renowned
economists representing this approach are co-
authors Kahneman11 and Tversky, who are best
known for the renewal of decision theory, and
whose basic premises appeared earlier in the
works of Ramsey, Fisher and Good12. They
offer an interpretation of risk with a psycho-
logical and sociological background, in which
the degree of risk is influenced by the available
information and decision-making experience as
well as by a number of additional subjective
factors, such as the cultural background, the
assessment of the decision's magnitude, the
self-assessment of the individual and his possi-
ble false illusions about his knowledge, etc.13

Froud refers to the approach of post-
Keynesians as a radical risk management con-
cept, they reintroduced the category of uncer-
tainty along with risk already in medium-term
analyses. Among these economists, Davidson14

and Kaldor focused on this subject area. They
accepted the Keynesian concept that decisions
are not necessarily supported by weighted
profits multiplied by probability estimates, but
they are sometimes instinctive choices. The
traditional risk calculations may prove especial-
ly insufficient in the state of political and eco-
nomic instability, but they are just as inade-
quate when individual or rare decisions are
taken and when decisions lead to system
changes, to scale effects or when the effects of
decisions are felt after a longer period of time.
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The growing dynamism of economy and the
society gradually undermines the relevance of
traditional calculations. This also means that it
is possible to intervene, in other words, new
prospects open up when good decisions push
the economy into a favourable direction.

In the century-long debate of scientific
theory on risk and uncertainty there is a new
school of thought surfacing according to which
risk is a value drive rather than something that
decreases value as presumed earlier. The chang-
ing of the negative sign to a positive one in the
interpretation is based on an option assessment
model which indicates that the greater the
uncertainty the higher asset value can be
realised, in other words, the margin of a possi-
ble future value becomes wider. This school
links uncertainty to time and leads to the con-
clusion that “with the passing of time new infor-
mation and the adjustment capability of decision-
makers can enhance the growth potential of a
given company and reduce the losses.” (Bélyácz,
2004) Risk becomes something like a new play-
ground and thus a potential source of addition-
al profits rather than a negative condition
which is to be counterbalanced by risk premi-
um or whose impact is to be accounted for in
calculating future yields by increasing the
denominator of the discount factor. 

This is not the end of the list, it is quite con-
ceivable that, as a result of the recent events of
the world economy, the concepts of uncertain-
ty and risk will soon be approached in the eco-
nomic science with further refined definitions.

The theoretical basis is considered of great
importance, because this is what the adequate
practice of risk management and the methods
to be applied derive from. Assuming a case of
conventional risk management or a case of an
uncertain situation of decision-making which is
based on the third type of interpretation, it is
sufficient to adjust the expected net yields by
using estimated probabilities of occurrence in
order to find an optimum choice among the

available investment alternatives. Nevertheless,
the actually realised yields and expenditures
may significantly deviate from the estimates. If
we use the Keynesian concept as a point of
departure and accept the arguments of his fol-
lowers, the given problems can be remedied by
increasing the level of information or by delay-
ing decisions that carry a large degree of uncer-
tainty, because uncertainty is linked to time and
to the decision-makers' lack of information. 

The sociological or psychological approach
to risk and uncertainty introduces new factors
in risk interpretation, factors whose application
in business calculations is practically impossi-
ble. On project level, it is impossible to handle
the risk of events whose occurrence carries a
very low probability, events which are associat-
ed with landslide disasters in the world econo-
my, in society or in the environment, etc. Even
an individual state on its own may not be able
to handle such a risk. The prospect of such
events actually taking place and the chances of
a carry-over effect have recently grown so
much that risks associated with them can no
longer be neglected. The psychological
approach involves – for other reasons – an
impossible difficulty for risk management in
the domain of business calculations, because
the variants that define the degree of risk are
lowered to the level of individuals. 

If we use the mission statements and partic-
ular features of business enterprises and public
institutions as a starting point, it is sensible to
assume that business organisations will use the
second or possibly the third interpretation of
risk as a basis of their calculations, while public
institutions will find them insufficient, because
they are also obliged to take into account
macro effects – including effects outside the
economy – which are indicated by concepts
listed under points five and seven. The concept
mentioned lastly is more relevant for business
decisions, since it relies on factors such as the
following: a large degree of adjustment capabil-
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ity and flexibility among decision-makers, their
aspiration to broaden the available information,
a low level of aversion towards risks, etc. These
factors are not characteristic of the public sec-
tor. (Stiglitz, 2000, p. 204) Nevertheless, the
application of the above interpretation cannot
be general even in the business sector, because
in the case of urgent or irreversible decisions,
the risk does not carry a self-correctional
impact, and the losses arising from the lack of
information remain part of the project. 

Business risk management

Business risk management is a central question
of professional business literature. It is a well-
known fact that the systematic and non-sys-
tematic components of corporate risks require
different handling. While the latter one can be
reduced close to zero by diversification, the
continuous management of systematic risks is a
key element of business operations. 

Business risks fall into the following cate-
gories15: interest rate risks, purchasing power
risks, market and marketability risks, manage-
ment risks and bankruptcy risks and other
unspecified risks. 

Understandably, it depends on the individual
enterprise or project what weight the above risk
categories have within the total risk. Similarly,
the part of the risk that can be diversified – the
so-called individual risk – also depends on the
individual enterprise or project. In a well-func-
tioning and extensive capital market practically
only systematic market risks represent a source
of danger for the investors who concentrate on
the covariant of the different investments while
diversifying their portfolios. Diversification is
less feasible on corporate level – it would not be
appreciated by the capital market – consequent-
ly, in such cases both individual and market
risks need to be managed in an intensive and
efficient way. This difficulty is somewhat com-

pensated by the fact that while an individual
investor can protect himself by using a broad
portfolio, an enterprise has at his disposal a
number of means to handle individual risks – or
at least risks linked to a project.

The time interval of business decisions vary
although most decisions are relevant only for a
short period of time. The businesslike econom-
ic activity of enterprises usually contains iden-
tical or very similar transactions which, due to
specialisation, recur one after the other and
which are carried out mostly within a short
time interval. Business organisations usually
have a relatively permanent list of market part-
ners. In the case of such business deals, indi-
vidual risk can be held at a relatively low level
due to routine, specialisation and a consider-
ably lower cost value, the risks of such business
deals are also well-manageable. Business organ-
isations, however, are regularly confronted
with individual decisions which represent
unusually large values, decisions that go
beyond routine and which have a defining sig-
nificance for a long period of time. Typical
examples of such decisions are major invest-
ments and acquisitions in which the following
factors play an especially important role:
assessing and evaluating the risks, determining
potential outputs and associated probabilities
of occurrence as well as considering other busi-
ness consequences.

When business organisations identify risks
related to serious, non-routine decisions, they
usually endeavour to form a complex picture,
however, risks do not influence their decisions
in the same degree. In such cases, project risks
are generally decisive, while macro impacts are
regularly negligible. Enterprises do not have
much chance to exert an influence on macro-
economic risks, from corporate point of view,
they are considered fully external impacts.
Macro-economic risks, however, may be
included in calculations, although they seldom
have an influence on choosing between invest-
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ment alternatives, because such risks have an
equal effect both on investment alternatives as
well as on each of the competitors. Inflation is
regarded as a risk of such type, as the future
changes in inflations can only be estimated.
Some companies may find it insufficient to
limit their calculations to nominal net present
values (NPVs) and may want to include an
inflation rate or inflation rates in their calcu-
lations, thus counting the real value for both
the yields and financing costs. (Hutchinson
1995, p. 157) Macro risks play a more signifi-
cant role in multinational companies, because
when they select, for example, the site of an
establishment they are expected to compare
the potential national economies and legal
systems. 

We should also mention the notion of sec-
toral risk which equally applies to each and
every enterprise in a given sector, consequent-
ly, it is quite usual to take sectoral ß also into
account. Admittedly, however, in the assess-
ment of investment risks, corporate size and
category – micro, small, medium, large and
multinational companies – are usually more rel-
evant than the sector they belong to.

Individual corporate risks play a bigger role
in investment decisions, because such risks are
influenced by certain specific features of the
enterprise, such as the quality of management,
the technology applied as well as its strengths
and weaknesses. Similarly to project risks, cor-
porate risks are also viewed with a critical eye
by creditors and investors who also do their
best to reduce such risks by using their own
means and methods.

In the case of investment decisions, the pro-
ject's own risk is an additional component of
total risks. Most often a given investment will
suitably fit into the company as a whole, con-
sequently, the ß of the investment more or less
equals to the ß of the company. The project's
own risk represents the risk which only occurs
if the project itself is the enterprise. This risk is

naturally going to be in the focus of the busi-
ness organisation in its investment decision.

In order to quantify the risks described
above, the following indicators are used: the
square deviation or variance, standard devia-
tion, band of dispersion, average absolute devi-
ation, semi-variance or relative variance.
Despite the availability of a number of indica-
tors, they are still not always sufficient to
measure risks with great certainty. The relative
risks associated with the compared alternatives
are relatively easy to define. In addition, com-
panies usually set certain limit values for the
indicators in order to screen the prospective
projects. In the course of screening the alterna-
tive options, some additional parameters,
which are somewhat more difficult to quantify,
are also taken into account, such as the macro-
economic exposure of the investment, i.e. how
far the success of the project is dependent on
macro trends, the option of abandoning the
project or the combination of fixed and vari-
able costs relating to estimated yields, i.e. the
magnitude of the gearing of the working capi-
tal.16 A similarly critical point is the project's
financing method, because the tax advantage
offered by the credit financing interest is not
necessarily sufficient to compensate the risk of
bankruptcy that may arise for the very same
reason. As a result, the actual outcome of the
project depends on possible future changes in
the tax regime, in interest rates, in exchange
rate risks for foreign currency credits and in
bankruptcy law. The reason that financial lever-
age does not make efficiency calculations
excessively complicated is explained by the fact
that it has an equal influence on possible
investment alternatives which makes it negligi-
ble in the selection process. 

Business decisions related to risky invest-
ments are naturally also influenced by the atti-
tude of the decision-maker towards risks.
Depending on whether the decision-maker is
risk averse, risk indifferent or perhaps risk-
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seeking, the risk premium expected by him will
be quite different, and the return-utility func-
tion of the possible investment alternative,
which serves as a basis of his decisions, will also
vary. (Bélyácz, 2001, page 247) 

When corporate managers assess the risks
they can use a great variety of methods to eval-
uate, for instance, the potential investment
alternatives. A recent survey, which reviewed
the most favoured methods to be used among
British, American, Canadian and Australian
managers, came to the following conclusions.
Most managers used a sensitivity test and
either increased the expected rate of return or
shortened the time period of return, they also
used the tools of modifying future cash flows,
and often drew up several scenarios in which
they compared the optimistic and pessimistic
scenarios to establish the degree of risk. In
addition to the above, unspecified non-quanti-
tative assessments were also applied.17 Quite a
few managers chose to use the capital asset
pricing model which classifies projects,
depending on their features, into three or four
categories according to the expected yields.
Consequently, the discounted interest rate (r)
is expressed as follows:

r = rf + * ( rm – rf ), 

where
rf = risk-free rate indicates the expected yield

of safe investments,
= indicates the project's own expected yield

(which can vary from project to project), and
rm = return on the market portfolio indicates

the financing costs of the company as a whole.
(Brealey – Myers, 1999, page 195) Various solu-
tions are available for managing – decreasing,
sharing, shifting – the calculated and specified
risks: insurance, securities and leasing transac-
tions, contractual arrangements for risk-shar-
ing between partners and other solutions are
widely used by enterprises. 

In summary of this chapter, it can be stated
that business risk management has great tradi-
tions both in theory and in its methodology,
and the risk management tools are well-known
and widely applied by managers. 

RISK MANAGEMENT OF PPP PROJECTS 

About the scheme in brief

Public-private partnership is not a new devel-
opment, if we look at it in a broad sense it has
existed throughout human history so it is evi-
dent that the modern state and the business
sector are also linked together is a number of
ways. Outsourcing is one of the globally estab-
lished means of co-operation in which a public
institution, while preserving its basic func-
tions, outsources certain complementary
activities to the economic actors of the private
sector. The voucher system also represents a
certain type of co-operation in which the state
finances certain services, which are fundamen-
tally public in nature, while users of those
services can choose the service provider most
suitable for them. The so-called user charging
system, which is limited to financial co-opera-
tion, is also functioning today in a number of
areas. Concession contracts, which have a cen-
tury-old history in Hungary and played a role
especially in establishing and operating trans-
port infrastructure, is widely regarded as the
direct predecessor of PPP, which is the main
subject of this study. The common elements in
these various modes of co-operation are the
following: the business sector is gaining
ground in areas which previously were domi-
nantly state-controlled activities; however, the
state does not withdraw from the provision of
such services entirely, i.e. there is no complete
privatisation as organising and operating such
services – or at least their financing – remains
partly a state task.18
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Public-private partnership as a new type of
co-operation between the public and private
sectors represents a step closer to privatisation
even though the conclusion of the contract
does not mean a final transfer of assets. PPP
transactions can be described as “a long-term,
contractually regulated cooperation between pub-
lic authorities and the private sector to carry out
public assignments, in which the requisite
resources are placed under joint management and
project risks are apportioned appropriately on the
basis of the risk management skills of the project
partners” (2006/2043 EP resolution). 

The above definition contains the important
distinctive features of this scheme, such as
“long-term” which usually means 15–20 years
but can represent an even longer period of time
depending on the character of the project.19

Another important feature is that co-operation
is maintained throughout the carrying out of
public assignments, i.e. the final transfer of the
service is not an objective. A project firm may
also be set up to coordinate interests and objec-
tives. Another important feature is risk-sharing
between the partners in a way which is
designed to make risk-taking and payment of
fees proportional and predictable. 

The basic model derives from the United
Kingdom where the Tory government, in 1992,
legislated the Private Finance Initiative law
which provided a legal framework for such co-
operations and launched the fast spread of PPP
in English-speaking countries and later all over
the world. Today, this scheme is applied in a
great variety of areas, and following the initial
schemes in transport, health and educational
infrastructures, at present, it covers the full
scale of public services, including government
institutions and even penitentiary establish-
ments. In the different models of co-operation
we can find a mixture of the following basic
components: Design-Build-Develop-Finance-
Operate-Transfer.20 Accordingly, there are a
number of varieties for different types of co-

operation, DBFO being the most common in
Hungary. In a typical contract the central
authorities assign private sector actors to
design and build an infrastructure suitable for
providing public service. When the service is
put into use the operating function will be the
task of the business organisation according to
the criteria specified by the assigning state
authority. Projects are often financed by the
private sector with state guarantees and to
compensate private financing the state authori-
ties are charged a fee which is significantly
higher than the costs during the decades of
operation. The contracts are very seldom limit-
ed to two partners only, because in addition to
the contactor and operator, on the one hand,
and the state institution fulfilling public duties,
on the other, other partners – such as the
supervisory body of the state institution, the
capital investor, the financier, the project firm
as well as the treasury asset management com-
pany – may also be contracting parties. 

Anticipated profits and risks

A co-operation which is duly prepared and
properly completed offers the parties obvious
advantages. One of the most important advan-
tages is perhaps that in this scheme the con-
tracting public institutions are compelled to
pursue a businesslike thinking, whereas the pri-
vate sector can benefit from business ventures
representing significant values. As a result of
this scheme, there is no need to burden the cen-
tral budget, so the necessary establishments can
be built without further increasing budgetary
deficit. These establishments will serve the pub-
lic and the burden of its cost will be borne by
the central budget, i.e. by taxpayers in a consid-
erably long period of time and at a relatively
even rate. The total budgetary cost will amount,
in nominal value, to several times of the cost
value of the investment, but bearing the costs
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starts jointly with the commencement of oper-
ation, consequently, there is no need for a large
initial capital expenditure which is characteristic
of traditional state investments. 

Quantifying risks based on a risk matrix
plays an outstanding role in calculating settle-
ments among the partners. In this sense, PPP
does not really differ from any other type of
business co-operation as economic rationality
always demands that the parties should clarify
the risks involved in implementation. Risk aver-
sion, an attitude regarded as a most common
one, means that economic actors endeavour to
manage the assessed risks by reducing or shift-
ing it as well as by charging a risk premium. 

The techniques applied in risk-sharing may
also contain some hazards as calculations relat-
ing to the efficiency of investment may be seri-
ously distorted by a risk matrix which is misin-
terpreted, incorrectly assessed or deliberately
manipulated. In this case, PPP represents an
option which seems more favourable than it in
reality is, a phenomenon which is cited by
Shaoul among others. (Shaoul, 2005, p. 453)
Another common mistake is when certain risk
elements are included in the calculation in an ad
hoc manner. A similar mistake is when the con-
tract contains the shift of a risk which finally
must be accepted by the state, because – for
instance – the service provision obligation for
the public is based on constitutional law. 

The prerequisite of a PPP contract, which is
successful and beneficial for all, is very thor-
ough preparatory work as only reliable and
extensive information can compensate the par-
ticular feature of the scheme that due to the
tendering process, parties, who have not met
before, make commitment for a long-term rela-
tionship without a trial period, i.e. there is a
lack of trust (Baretta -Ruggiero, 2008). It is a
part of this preparatory work that the partners
clarify the risks of the project and the scheme
as well as the uncertainty factors present in the
calculations and make an effort to reduce them.

By studying the literature dealing with the
risk management problems of PPP/PFI con-
tracts, it seems that there are more serious
interpretation anomalies than the problems
tackled so far, as risk, uncertainty and the
unknown are conceptually overlapping in the
case of the projects (Froud, 2003, p. 569).
Without clarifying the concepts and without
laying down the theoretical bases, there is no
chance for efficient risk management. The next
chapter enumerates the risks of PPP projects
mainly from the public sector perspective.

PPP risks

The PPP scheme naturally represents business
from the perspective of the private sector, so its
risks can be interpreted and managed by the
established means and methods. The considera-
tions related to calculations are simple, they are
basically governed by the enterprise's interest to
generate profit, and all other tactical or strategic
objectives – accession of property, market seek-
ing, long-term competitive advantage, good
corporate image, etc. – can be linked to that
fundamental interest. The public partnership
itself carries hardly any additional risk for the
business organisation, while it offers consider-
able advantages. Such advantages include, for
example, the negligible chance for the public
partner's bankruptcy, advantages deriving from
receiving state references, a business deal bigger
than usual, the public partner's weak ability to
enforce interests, including all weaknesses of
the red tape that can be exploited. 

Business risk management is a concept alien
to public institutions, the profit is missing
from the institution's set of objectives. Instead,
complex objective functions, which cannot be
concentrated into one single indicator, are
determined, and risks are not limited to busi-
nesslike items, since the state stands behind the
institutions with its unrestricted economic and
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social responsibilities. For this very reason, the
justification of using the NPV can be ques-
tioned. For the primary task of public institu-
tions and governments would be the provision
of the possible highest quality service for the
citizens rather than the maximisation of the
asset value or the favourable figure of the bal-
ance sheet total (Shaoul, 2005, pp. 448–451). 

Despite all what has been described above,
business risk management is pursued in the
PPP scheme even if with several weaknesses. 

Froud proves that when public sector invest-
ments are analysed a technicist risk manage-
ment is suggested by public institutions pro-
viding the guiding theoretical principles. Only
the outcomes in which the probabilities of
occurrence can be assessed are included in the
calculations. This approach can be seen in the
guidelines – including the Green Papers consid-
ered as standard works – issued by the UK
Treasury and Department for Trade and
Industry which manage the British PFI proj-
ects. Although the definitions of risk and
uncertainty do not appear in the guideline,
based on what is presented in it, risk is viewed
as a chance for things to turn out for the worse,
and when risks are then quantified in the
course of a project, there is a need for risk-
sharing among partners. The essential elements
of the procedure suggested by the guideline is
that the risk expressed in pecuniary value
should in part be transferred to the private
partner, a risk which the public institution is
expected to compensate by a proportionate rise
of the fee in the contract. This is the logic
behind the public institution's decisions to pur-
chase a service with a higher price. “An efficient
risk allocation is realised when it is transferred to
a partner that is capable of managing it at a lower
cost.” (Treasury Taskforce, 1997, p. 9)

Risk management has an outstanding impor-
tance for PPPs for two reasons:

Project classification is itself subject to
risk-sharing. In 2004, Eurostat specified the

principal rules for the settlement of PPP proj-
ects, saying:” An asset built within the frame-
work of a PPP project is treated as an asset out-
side the government sector, which makes it an
off-balance sheet item if it meets the following
two criteria.

The construction risk is assumed by the
private company.

The availability risk as well as at least one
element of the demand risks are also assumed
by the private company. Consequently, if the
construction risk is transferred to the state and
the private company's obligation is limited to
the acceptance of the construction risk, the
asset is treated as a government asset. In such a
case, the cost value of the asset will have a neg-
ative impact on the two indicators specified in
the Maastricht criteria: it will have a detrimen-
tal effect on the budgetary balance and will
increase national debt (it is qualified as a credit
received from a private company).” (Karakas,
2004, p. 57)

The second reason that makes risk-shar-
ing so important is the following: it is the risk
premium that helps meet the principle of Value
for Money, i.e. this is what justifies the decision
that a project is implemented within a PPP
scheme as it is described in the equation pre-
sented below.

There were changing practices in Hungary
concerning the calculation of risk management
until 2005, when the equation used for the
method to be mandatorily applied was regulat-
ed in a Government Decree, defining the calcu-
lations relating to net present value (NPV –
NJÉ in Hungarian), and thus adjusting the
Hungarian practice to the British standard. The
mandatory equation is the following:

“where all expenditure and revenue values are
without VAT, and:

∑ = +
+=

n

Oi iri)(1
KNPi)(KPi–Bi

NJÉ

2

1
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NJÉ = the Hungarian abbreviation of net
present value, NPV;

i: = the time calculated from the date of
evaluation expressed in year (it may also be the
fraction of a year);

Bi = direct and assured revenue, both in its
amount and in terms of the probability of
occurrence (e.g. revenue from the sale of a con-
cession right; revenue from the sale of a piece
of land required for the construction of a real
estate, rental charges, etc.), revenue which is
known at the time of preparing the evaluation
of a given project, which is realised by the pur-
chaser of a service/investment in connection
with the project;

KPi = all expenditures incurring in each year
' i', to be borne by the state or by the purchas-
er of a service/investment in connection with
the given project, in particular,

– service fee payable;
– direct state subsidy provided in connection

with the project;
– interest subsidy related to loans on prefer-

ential term; 
KNPi = all expenditures and losses of profit

incurring in each year ' i', to be borne by the
state or by the purchaser of a service/invest-
ment in connection with the given project, in
particular,

– the value of the assets transferred to the
project;

– loss arising from the a failed utilisation of
the asset transferred to the project (e.g.
rental fee);

– public tax concessions (e.g. taxes, contri-
butions, duties, etc.) ;

n = expiry of the contract calculated from
the date of the evaluation;

ri = discounted rate to be applied for the
year ' i', whose value is to be defined based on
the yield curve specified under paragraph
(2).”21

The mandatory equation essentially means
that a discounted cash flow is estimated for the

total term of the project with the conditions of
a future PPP contract and with the conditions
of an alternative option: that of an exclusively
public investment; the latter one is known as
the public sector comparator (PSC). 

In addition to the well-known shortcomings
of the NPV method – such as problems related
to yield estimates and to interest rate calcula-
tions – the use of PSC is also the subject of
critical comments, as it is indeed not a good
benchmark for the simple reason that it is not a
real alternative. In the majority of the projects
the feasibility of a project financed exclusively
by state resources is simply not an option due
to the shortage of state resources. (Ismael –
Pendlebury, 2006, p. 381) 

The calculation of applicable interest rates –
which in Hungary are required to gradually
decrease until the end of the project term – is
not available, consequently, it is not clear what
elements they are made up of, whereas it would
be very important to be aware of them espe-
cially because it is interest rates that usually
generate repayment levels which in nominal
value amount to 2.8–3.5 times the cost value, a
phenomenon quite characteristic of Hungarian
PPPs . 

On top of that, PPP represents certain addi-
tional risks for public institutions in addition
to the usual ones. Long-term partnership goes
with mutual interdependence and the project
will contain all risks of the business organisa-
tion regardless whether they are specified or
not. A partnership agreement views the state
institution as equal to the private partner,
namely, deprives it from the advantages a non-
business actor usually enjoys without compen-
sating it for the weaknesses it has in its role of
functioning as a business actor. As a general
rule, the rights and obligations of public insti-
tutions are regulated by the establishment via
the legal system, as a result, the relevant legal
regulations can be changed to serve the interest
of the state – and in ideal cases – in the interest
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of the public to be served. PPP-contracts com-
pel the state to act within the legal framework
of private law, despite the fact that it is the
business partner that is under the pressure of
contractual security. Preparing, monitoring and
possible modifying contracts with a term of
several decades usually involve considerable
costs, and while the practice of business con-
tracts is an integral part of the operation of
business organisations, this is somewhat alien
territory for public institutions when private
interests have a preference over public inter-
ests.

A partnership based on business principles
creates uneven positions for the participants
from a number of other aspects as follows. 

While a business organisation's responsi-
bility extends to civil liability involving its
assets, this financial limitation is non-existent
in the public sector.

A business organisation is accountable
vis-a-vis the owners only if its operation serves
the expected profits provided it abides by the
law. A public institution is expected to pay
attention to economic, social and welfare, etc.
consequences and is accountable for adverse
results of any type.

In most services provided under a part-
nership agreement, the state authority is com-
pelled to continue its duties even if financial
considerations would dictate otherwise, where-
as private organisations are entitled to with-
draw.

Quite frequently, a public institution
practically does not have any other realistic
chance of implementing a project, and due to
the unfavourable positions of the state, this is
the only form it can choose.

The management of a public institution
and even its internal and external advisors do
not necessarily have the required business
expertise.

In the bureaucratic maze of public invest-
ments the risk of corruption, abuses and indi-

vidual interests is always present – something
that is a natural risk in exclusively public
investments as well – and such weaknesses may
very well be exploited by business partners.

The acceptance of a long-term contract
which runs for decades involves disadvantages
for a public institution as a principal, a partner
which assumes such commitments. For the
private agent a long-term contract represents
contractual security it can rely on in its busi-
ness.

The system of PPP contracts is compli-
cated, its preparation and administration take a
long time and considerable expenses, most of
which are covered by the public sector.

The position of the public institution as a
principal is usually frozen at the time of com-
mencement of the contract, whereas a business
organisation will be able in later stages of the
project to successfully utilise technological and
technical developments still unknown when
the contract was signed.

The state, conscious of the fact that in
theory it could finance the project under more
favourable conditions, still shifts the task of
financing to the business sector. Excluding
extreme cases, the state is a better debtor and
its debts carry lower costs than that of a private
organisation. In this situation, the financing
risks of the business partner represents an addi-
tional burden for the partnership.

The withdrawal of a public institution
from a PPP contract is quite burdensome,
especially if it wants to guarantee the service,
because the service provision is then out of its
control to a considerable extent, and because
irreversible transformations may take place.
For this very reason, the public institution may
find itself stuck in the contract even though it
has proved to be disadvantageous for it.

Business organisations are usually pre-
cisely aware of their risks, concluding business
contracts is a daily routine for them, a strength
that is successfully emphasised in their PPP
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contracts. A public institution, however, is not
necessarily aware of these aspects either from
its own point of view or from that of its busi-
ness partner.

The term of public contracts may stretch
so long that the very relevance of the assign-
ment may become questionable, consequently,
the partnership form itself may become irrele-
vant throughout the decades.

Public sector decision-makers – unlike
the owners of a business organisation – have a
mandate limited in time. This limited mandate
is an incentive to encourage short-term results
brushing long-term consequences aside.

The reaction time of a public institution
is several times longer than that of a business
organisation since most modifications have to
go through long, complicated public adminis-
tration procedures, making the two partners'
status also uneven.

The list of the above points can go on, but
despite all arguments listed, we can formulate a
simple counterargument saying: if the state
were not willing to assume civil law obligations
and instead, it were to implement the project
“out of force”, it would certainly fail to find a
private partner, or alternatively, it would have
to include the price of uncertainty in the pri-
vate partner's fee, a step that would make the
accomplishment of projects excessively diffi-
cult. There is no doubt, the state is in great
need of the business sector's capital potentials.
Similarly, the private sector is also in great need
of profitable investment opportunities. The
two partners are thus equally interdependent
on each other.

The next chapter deals with the methodolo-
gy of risk-sharing relating to partnership agree-
ments between the public and private sectors, it
also deals with the practice and contains critical
comments based on data of certain British con-
tracts published in professional literature and
on data characteristics for recent contracts
signed for higher education projects.

The technique of risk-sharing based
on the example of a higher education
investment 

The essence of the risk matrix is the following:
the contracting parties quantify and make a list
of the risks that are relevant for them and by
shifting some of the public sector risks to the
private partner they create a better chance to
provide a service which is more efficiently
managed and is available at a lower cost.
Although originally the basic logic behind
choosing a partnership was not risk manage-
ment, today it is quite frequent that the scheme
itself is legitimised by the risk matrix.
Preliminary efficiency calculations, which sup-
port the implementation, as well as settlements
made in the course of operation, are fundamen-
tally influenced by risks. What seems to be
even more important for the state is that the
statistical classification of the project is also
based on risk-sharing.

Below the risk-sharing matrix of a PPP proj-
ect designed to build a university campus in
Hungary is presented. Based on the review of
several similar PPP contracts, the matrix below
can be regarded as a typical one, consequently,
there is no need to refer to it by name. It goes
without saying that the public tender was invit-
ed by the university and the bidder was the pri-
vate enterprise that won the PPP contract. (See
Table 1) 

The above project serves as an example to
investigate whether the principal objective has
been met, i.e. did the public sector partner
manage to shift most of the possible risks to
the private sector partner in order to make sure
that the various risks should be assumed by the
one which can manage them more efficiently
and effectively at a lower price.22 At first sight,
this primary expectation seems to have been
satisfied as the bidder accepted to assume risks
in 22 points, whereas the contracting authori-
ty's risks are limited to 17 points, of which four

15

14

13



STUDIES 

143

Ta
bl

e 
1

RI
SK

-S
HA

RI
NG

 M
AT

RI
X

1 
Ri

sk
s 

em
er

gi
ng

 d
ur

in
g 

pr
ep

ar
at

io
n 

an
d 

im
pl

em
en

ta
tio

n
Bi

dd
er

Co
nt

ra
ct

in
g 

au
th

or
ity

2 
Sp

ec
ifi

ca
tio

n 
of

 te
ch

ni
ca

l p
ar

am
et

er
s 

(O
ut

pu
t s

pe
ci

fic
at

io
ns

)
x

3 
Co

m
pr

eh
en

si
ve

 d
es

ig
n 

(c
on

fo
rm

ity
 to

 s
pe

ci
fic

at
io

ns
, a

dm
in

is
tra

tio
n 

of
 d

es
ig

n,
 e

tc
.) 

x
4 

De
liv

er
y 

of
 w

or
k 

si
te

, s
ui

ta
bi

lit
y 

of
 w

or
k 

si
te

 (s
oi

l, 
en

vi
ro

nm
en

ta
l s

ol
ut

io
n,

 a
rc

ha
eo

lo
gi

ca
l f

in
ds

, h
id

de
n 

de
fe

ct
s,

 e
tc

.)
x

x
5 

Li
ce

ns
in

g 
(b

ui
ld

in
g 

pe
rm

it,
 o

cc
up

an
cy

 p
er

m
it,

 e
tc

.)
x

(x
)

6 
Co

m
pr

eh
en

si
ve

 c
on

st
ru

ct
io

n-
ex

ec
ut

io
n 

(q
ua

lit
y, 

co
st

, a
va

ila
bi

lit
y 

of
 c

ap
ac

iti
es

, e
tc

.)
x

7 
Co

nt
in

ge
nt

 e
xt

er
na

l f
ac

to
rs

 d
el

ay
in

g 
ex

ec
ut

io
n 

(s
tri

ke
, w

ea
th

er
, e

tc
.)

x
x

8 
As

su
m

pt
io

n 
of

 ri
sk

, l
ia

bi
lit

y 
fo

r t
he

 E
st

ab
lis

hm
en

t
x

(x
)

9 
En

vi
ro

nm
en

ta
l r

eq
ui

re
m

en
ts

x
(x

)
10

De
la

ye
d 

pe
rfo

rm
an

ce
 (p

en
al

ty
)

x
11

Co
st

 o
ve

rru
ns

x
12

Ri
sk

 o
f i

nt
er

es
t r

at
e 

ch
an

ge
 o

f t
he

 in
ve

st
m

en
t l

oa
n

x

13
Ri

sk
s 

em
er

gi
ng

 d
ur

in
g 

op
er

at
io

n,
 m

ai
nt

en
an

ce
Bi

dd
er

Co
nt

ra
ct

in
g 

au
th

or
ity

14
As

su
m

pt
io

n 
of

 ri
sk

, l
ia

bi
lit

y 
fo

r t
he

 E
st

ab
lis

hm
en

t
x

(x
)

15
M

ai
nt

en
an

ce
 c

os
ts

x
16

Hi
dd

en
 c

on
st

ru
ct

io
n 

de
fe

ct
s,

 d
iff

er
en

ce
s 

(in
cl

ud
in

g 
de

si
gn

 fa
ul

ts
)

x
x

17
Av

ai
la

bi
lit

y, 
pe

rfo
rm

an
ce

 o
f s

er
vi

ce
x

18
Ch

an
ge

 in
 o

pe
ra

tio
na

l c
os

ts
 (m

at
er

ia
ls

 a
nd

 w
ag

es
, a

dm
in

is
tra

tio
n,

 p
ro

je
ct

 o
pe

ra
tio

na
l c

os
ts

)
x

19
Ch

an
ge

 in
 p

ub
lic

 u
til

ity
 c

ha
rg

es
x

20
Ri

sk
s 

re
la

te
d 

to
 u

se
 (r

is
ks

 in
 c

on
ne

ct
io

n 
wi

th
 o

pe
ra

tio
na

l a
nd

 m
ai

nt
en

an
ce

 c
os

t i
nc

re
as

es
 d

ue
 to

 a
 u

se
 s

ig
ni

fic
an

tly
 e

xc
ee

di
ng

 
th

e 
us

e 
de

fin
ed

 in
 th

e 
Ou

tp
ut

 s
pe

ci
fic

at
io

ns
)

x
21

De
m

an
d 

ris
ks

x
22

En
vi

ro
nm

en
ta

l n
or

m
s

x
23

M
ai

nt
en

an
ce

x
24

Ch
an

ge
 in

 b
as

e 
in

te
re

st
 ra

te
s

x

25
Fi

na
nc

ia
l a

nd
 le

ga
l r

is
ks

 a
ris

in
g 

du
rin

g 
th

e 
w

ho
le

 te
rm

 o
f t

he
 P

ro
je

ct
 

Bi
dd

er
Co

nt
ra

ct
in

g 
au

th
or

ity
26

Ex
ch

an
ge

 ra
te

 (r
en

ta
l f

ee
)

x
27

Ch
an

ge
s 

in
 g

en
er

al
 ta

xa
tio

n 
co

nd
iti

on
s 

(d
ut

ie
s,

 c
or

po
ra

te
 ta

xe
s,

 lo
ca

l t
ax

es
, e

tc
.)

x
x

28
Ch

an
ge

s 
in

 g
en

er
al

 ta
xa

tio
n 

co
nd

iti
on

s 
(p

ub
lic

 d
ue

s 
on

 e
m

pl
oy

m
en

t r
el

at
io

ns
hi

p,
 g

en
er

al
 a

dm
in

is
tra

tio
n 

fe
es

, d
iv

id
en

d 
ta

x)
x

29
VA

T 
(s

co
pe

 a
nd

 e
xt

en
t)

x
30

Sc
op

e 
an

d 
co

st
s 

of
 in

su
ra

nc
e 

(p
ro

pe
rty

 a
nd

 li
ab

ili
ty

 in
su

ra
nc

es
) a

nd
 b

an
k 

gu
ar

an
te

es
 (c

om
pl

et
io

n 
an

d 
op

er
at

io
na

l g
ua

ra
nt

ee
s)

x
31

Ch
an

ge
s 

in
 th

e 
ge

ne
ra

l l
eg

al
 fr

am
ew

or
k

x
x

32
Fo

rc
e 

m
aj

eu
r

x
x

Si
gn

 (x
) i

n 
th

e 
ta

bl
e 

in
di

ca
te

s 
th

e 
ris

k 
as

su
m

pt
io

n 
of

 th
e 

Bi
dd

er
 in

 s
pe

ci
fic

 c
as

es
 in

 a
cc

or
da

nc
e 

wi
th

 th
e 

Se
rv

ic
e 

Ag
re

em
en

t
Da

te
: 2

9 
Ju

ne
 2

00
7

Si
gn

at
ur

es
 o

f B
id

de
r a

nd
 C

on
tra

ct
in

g 
Au

th
or

ity



STUDIES 

144

are assumed by it only with certain conditions.
A more detailed analysis, however, will offer a
more nuanced picture.

Risks of the business partner 
and the state

By citing the above concrete example, we can
analyse which are the factors that the business
enterprise assumes responsibility for, and in
what way.

The full scale of implementation. These
items that carry the risk of potential losses are,
however, very close together in time and are
expected to be closed within one or two years,
whereas the total term of the project extends to
25 years.

Factors that may arise in any type of
investment. In managing these items the busi-
ness organisation certainly does have a routine.

Risks associated with assets. For a busi-
ness enterprise these are more efficiently man-
ageable than the risk of providing the service.

Often, the same risk is repeated under
different points: for example, what is included
under point 11 is already addressed under point
6, and the same is true for points 15 and 23.

The private organisation assumes respon-
sibility for risks whose occurrence is very
improbable, for instance, under point 28 it
accepts that it will not shift additional public
dues on wages to the principal if wages happen
to rise. But if they happen to go down, it will
understandably pocket the resulting profit. On
the list of public taxes Hungary ranks second
on the European table, so understandably,
there is a continuous public debate today – as
there already was in 2007 – on the inevitable
necessity to reduce public dues. Clearly, the
business organisation did not take a great risk
by accepting point 28.

The business organisation assumed certain
risks that belong to the responsibilities of the

operator under points 8 and 14. These risks are
logically not transferable, because in a PPP con-
tract the public institution only assigns the pri-
vate enterprise to provide a service, but when the
service is actually provided it no longer has any
control of it, for example, the contract specifies
the provision of building with heating but the
public institution has no right to enter the boiler
room. It is obvious that it is impossible to shift
this responsibility to the users of the service.

The methods of risk management are also
classified as risk elements, see – for example –
point 30.

Under points 10 and 16, the business
organisation accepts the risk of its own imple-
mentations, which certainly do not represent
any additional risk-taking.

Under points 15 and 19, it shifts certain
partial components of the risks to the other
party, for instance, it accepts maintenance costs,
but does not accept public utility charges which
probably represent the largest portion of mainte-
nance costs due to the very nature of the project.

For what factors does a public 
institution assume risk responsibility
and in what way?

Points 2, 20 and 21 contain real and high
risks, especially because the term of the project
is so long that the detailed specification of the
service cannot be defined with a great certainty,
and because actual demand cannot be effective-
ly estimated for a time well into the future.
Although it is indeed a risk which is quite dif-
ficult to manage, however, a public institution
is more likely to be able to exert an influence
on this factor. 

Changes in the base rate and foreign
exchange risk – covered under points 24 and 26
– also represent actual risks. Since the date of the
signing of the contract practical experience has
supported the view that the university is totally
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incapable of managing such risks. Assuming the
foreign exchange risk without any coverage has
proved to be an irresponsible decision which has
caused serious damage to the parties concerned.
Even a theoretical argument for the given solu-
tion is impossible since financing was undertak-
en by the business organisation, and for the pub-
lic institution to accept the inherent risks of
financing is but an incredible solution.

The risk of changes in the tax regime,
especially in VAT – e.g. more stringent rules
regulating VAT refund – was indeed a reality,
however, its consequences would have been
less burdensome for the public institution than
for the investment organisation which could
have suffered considerable damage due to the
very size of VAT. In this case, the public insti-
tution was generous to assume a risk which is a
risk assumed by the investor in practically all
other types of business contracts.

The usual sources of risks incorporated
in business contracts, such as changes in legal
regulations, delays caused by weather condi-
tions, force majeur, are equally borne by the
partners, despite the fact that, as a general rule,
a public institution is less vulnerable to changes
in legal regulations than a business organisa-
tion, consequently, the public institution would
be less affected even without risk-sharing.

The wording of the contract also shows that
all additional liabilities not specified in the con-
tract will be borne by the public institution.
For example, non-business risks are clearly not
identified as they fall outside standard business
thinking. If the contract is cancelled the public
institution is obliged to accept another serious
burden, i.e. to pay all damage caused to the
business organisation in one lump sum, includ-
ing the estimated profit lost throughout the
whole tem of contract. These conditions pro-
vided for in the contract make it practically
impossible for the public institution to with-
draw before the end of the term. Although the
risk matrix makes no reference to it, there is an

annual inflation index applied for the service
fees, in other words, the business organisation
does not even accept the considerable macro-
economic risk of inflation, whereas conceivably
there is no guarantee to index the norms of the
public institution, or to increase its revenues in
proportion to the service fee rise.

Similarly, the risk matrix makes no reference
to the well-known fact that the financing of
investments in higher education is shared
between the institution and the competent
ministry. The higher education institution usu-
ally calculates its own proportion of the fees,
and includes it in its budget even thought the
project is expected to cost twice as much for
the national economy.

The risk matrix usually varies from project to
project, but most of the above critical remarks
often reoccur not only in Hungarian contracts
but also in contracts worldwide. Typically, risk-
sharing has two disadvantageous outcomes
from the perspective of the state. Firstly, the
public institution accepts risks which it cannot
efficiently manage, which leads to unjustifiably
great additional expenses in the PPP scheme.
Secondly, the state transfers too much of the
risks to the business organisation which will
incorporate these risks in its pricing, and conse-
quently in its fees, which drives the PPP service
fees unreasonably high for the state.23

A number of recommendations have already
been published to offer a solution for the
reduction of the above-described real risks. It
would be reasonable for the state to collect the
experience of recurrent transactions, to learn a
lesson from them, to elaborate standards and to
convert foreign expertise. Practically each and
every report dealing with this subject published
by the British National Audit Office (NAO),
as well as the State Audit Office (SAO)
encourages the state to do the same. According
to Froud, the risk can also be reduced by using
the same private partners in different projects,
although this practice may pose the danger of

13

12
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creating monopolistic positions which is cer-
tainly to be avoided. (Froud, 2003, p. 582l)

As due to the public procurement regula-
tions there is no opportunity to build long-
term partnerships of trust, the public institu-
tion may very well find itself in an uncomfort-
able position in which it obliged to sign a con-
tract with a term of several decades with a part-
ner it has never met before. This particular risk
for the public institution can be somewhat
compensated by collecting large amount of
additional information about the private part-
ner, i.e. the absence of a traditional spirit of
trust can be substituted by some sort of calcu-
lative trust. (Baretta, 2008)

The risk exposure of the state can also be
reduced by keeping the assets generated by the
project in state ownership, however, this is
contradicted by a much stronger consideration,
i.e. the assets of the project represent off-bal-
ance sheet items for the state and the commit-
ments must remain an item outside the budget
deficit. In contrast, the private partner is
specifically interested in incorporating the new
assets among its total business assets as it is
also interested in financing the project from
expensive bank credit to make use of tax con-
cession.

CONCLUDING REMARKS

The picture would not be complete without
making the point that the additional risks in
PPP are partially compensated by certain
advantages. The co-operation between the pri-
vate and public sectors does strengthen the
public institutions concerned in three impor-
tant areas provided the focus is placed on oper-
ation based on efficiency, is placed on competi-
tion and contractual relationships. These are
beneficial side effects which have a direct influ-
ence on the public institution concerned, but
they are not taken into account in investment

efficiency calculations. The carry-over effects
of investments cannot be easily included in the
traditional decision-making mechanism,
although the practice of making estimates on
the level of the multiplier goes back to a tradi-
tion of several decades. These effects go far
beyond the public institution that implement
the investment, the impacts exerted on regions
or the national economy as a whole may also be
felt; this is evidently determined by the magni-
tude of the project described by various param-
eters. Beyond the above, all major investments
have other – not directly economic – conse-
quences which are also not project-dependent,
but their quantification is even more difficult.
These may include, for instance, impacts exert-
ed on the health state, the qualification level
and mobility of the society, but they may also
extend to changes in environmental load and to
political consequences. It is generally easy to
classify the effects into the category of positive
or negative externality, nevertheless, they can
only be taken into account in the judgment of
investments if their extent can be expressed at
least in a natural unit of measurement, and if
there is a ranking or a list of preferences for
registering the interrelation of extern effects. 

Consequential impacts also appear in the
business sector and are in all probability taken
into consideration before a long-term partner-
ship co-operation is stipulated in a contract. In
this sector, however, only the side effects,
which concern business organisations, are
reviewed because the factors going beyond the
enterprise are likely to have an influence on the
competitors as well, consequently, they do not
represent a competitive advantage or a disad-
vantage. Business organisations are generally
indifferent towards other consequences which
point beyond economic impacts.

It is apparent that the business sector has
already taken steps to reinforce its economic
interests in risk management, and it also
endeavours to strengthen its position in other
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aspects of the partnership. It is certainly able to
adjust to the present environment whose regu-
lation is somewhat contradictory. The weak-
nesses of the public sector in enforcing its
interests were taken notice of by the public,
too. The problems were often addressed in
reports drawn up the State Audit Office, whose
recommendations also relied on the experience
of its British partner organisation, the NAO. If
the government becomes determined to sup-
port the remedying of the systemic deficien-
cies, a major work of several years may com-
mence even in Hungary as a result of which the
state will be capable of more strongly enforcing
the public interest within the framework
offered by PPPs. Standardisation is still under-
way even in the United Kingdom, although the
first legal regulation of PPP was introduced as
long as fifteen years ago. The identification of
deficiencies, such as the adaptation of the
accounting and taxation frameworks is still far
from being closed. (Khadaroo, 2005) In a care-

fully structured and updated legal environ-
ment, both the probability of abuses and mis-
takes can certainly be reduced by using highly
standardised solutions and by applying a multi-
layer control system. 

Unfortunately, the above-mentioned efforts
do not extend to the shortcomings in the theo-
ry of risk management. As long as PPP contin-
ues to be a controversial tool for the state and
as long as large-scale state projects are judged
exclusively through business perspectives,
decision-makers will continue to consider risk
as the possibility of a calculable business loss
only, and macro-dimensional components as
well as aspects of hardly quantifiable uncertain-
ty will not be taken into account in the govern-
ment's considerations. If risk management con-
tinues to be handled in the future the way it is
handled today and public institutions continue
to operate only as quasi-equal partner in a play-
ground alien to them, their ability to represent
their interest will continue to lack force.
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Lessons from 
the 2009 roaming convention
of economists 

The Presidency of the Hungarian Economic
Association releases a summary of the annual
roaming convention of economists year by year.
The 2008 conference focused on the Lisbon
reforms and their implementation in Hungary.
We believe that the main message was that
although the Lisbon strategy of the European
Union is definitely not perfect in terms of either
quality of concept or implementation, it could
spur many important reforms in Hungary. These
reforms are and have been necessitated by the
position and operational deficiencies of the coun-
try's economy and society, along with economic
policy mistakes and failures. Thus the global
financial and economic crisis was not the cause of
Hungary's economic weaknesses, only made them
more visible. The key message at the 2009 roam-
ing convention was that despite the crisis man-
agement measures that are undoubtedly effective

in the short run, hardly any progress had been
made regarding reforms.

WHY DID A CRISIS EVOLVE IN 
THE GLOBAL ECONOMY?

Accompanied by the decline of the institu-
tion systems, concepts, ethics, values and tech-
niques of social-economic governance, the cri-
sis in international finances and many other
subsystems of the global economy is a decisive
element of today's international economic
environment. The neoliberal economic policy
(leaning towards deregulation as opposed to
strengthening regulations) of recent decades at
least tumbled, sending out a warning that no
economic policy or macroeconomic regime
should be left without regular control, supervi-
sion and built-in correction mechanisms.

While in strict technical terms it is only a
recession, the severity of the current crisis is
only comparable to the Great Depression of
1929–1933. Recovery is expected to take con-
siderable time as upturns after banking crises
usually come slowly (the current crisis started
out in the financial institutions sector in 2007
and caused extremely high losses). Lending is

2

1

* The 47th roaming convention of the Hungarian
Economic Association was held in Zalakaros, Hun-
gary, between 24 and 26 September 2009. More than
80 presentations were given at the three plenary and
ten section sessions. Reviewed and discussed by the
Presidency of the Hungarian Economic Association
at its 19 November 2009 meeting, this compilation
highlights the main conclusions drawn at the con-
vention.



WORKSHOP

151

predicted to return sluggishly to former levels
while country risk premiums will remain high
and competition for borrowing opportunities
resources will intensify.

Due to the diverse roots of the crisis,
recovery will be a complex process that will call
for comprehensive renewal. A new way of
thinking and a rebirth in terms of values are
needed in developed countries and thus in the
European Union as well.

The upturn is expected to begin in pro-
duction, but the chance(s) of a repeated set-
back (even in the near future) cannot be ruled
out. Unemployment decreases at a rate much
below output growth and employment will
increase even slower. Therefore, most coun-
tries (including Hungary) must prepare for a
lasting social crisis.

A strange asymmetry evolved in the glo-
bal economy: in the decades preceding the crisis,
the power centres held by large corporations
clearly gained dominance over national govern-
ments. Opinions claiming that government
interference in the economy is unnecessary
became louder and louder. Regulation increas-
ingly lagged behind market requirements. The
privatisation of profits generated in the econo-
my increased in a manner that hurt people's
sense of justice but only to be followed by the
socialisation of losses once the crisis burst out.

An asymmetry evolved between large
regions in the world. An increasing portion of
industrial production was moved to Asia, in
particular to China, causing significant disequi-
libria in international payments. (Certain coun-
tries in Southeast Asia accumulated unprece-
dented foreign currency reserves.) This process
triggered an in-depth geographical shift of
employment: while industrial jobs disappear
quickly in developed countries, emerging coun-
tries (again China in particular) create millions
of new industrial positions.

Contrary to the paradigm that ruled until
recently, market approaches, market tools and

processes do not necessarily lead to positive
results either in economic policymaking or in
the development, care and preservation of
increasingly precious human resources.
Education, training and healthcare are primari-
ly not business activities but factors that serve
a good public cause. At the same time, the
underlying institutions must operate along
viable business models of course.

The values of the consumer society dan-
gerously crowded out other human values that
are deeper and more important. The pursuit of
immediate gratification, i.e. the prompt satis-
faction of physical needs challenged values like
the reasonable management of finances, frugal-
ity, performance and cooperation.

Periodic crises are not unusual pheno-
mena of market economies (and the global
economy). Yet they shake economies diffe-
rently depending on the specific circum-
stances and actual position of individual
countries and the quality and quickness of
their response. It is a responsibility of eco-
nomic policymakers to look beyond “putting
out the fire” and prepare the grounds for
medium and long-term measures regarding
the institution system and regulations which
enable a meaningful and lasting improvement
of economic performance.

THE ROOTS OF THE HUNGARY'S 
ECONOMIC CRISIS LIE DEEPER 
AND THEREFORE A FIRMER RESPONSE
IS NEEDED

The severe crisis of the Hungarian econo-
my stems from a number of causes: on top of
our decades-old issues came the consequences
of recent economic policy mistakes, all aggra-
vated by the international financial, payment,
employment and economic crisis that unfolded
in 2008. Hungary has been struck by simulta-
neous economic, political, social, value and

10

9

8

7

6

5

4

3



WORKSHOP

152

leadership crises and therefore the remedy
must be diverse as well.

The vast majority of developed countries
chose Keynesian ways of stimulating demand to
prevent the disastrous deepening of the crisis.
This economic policy approach was undoubted-
ly successful in many countries in the short run,
enabling them to avoid the collapse of their
national currencies and economies. The sustaina-
bility of these accomplishments, however, is
unknown. Unfortunately, Hungary's economy
cannot follow the successful international
examples: 

• Stimulating measures usually bring good
results in large, closed economies;

• As indirect and direct causes respectively,
the position of Hungary's public finances,
the indebtedness of the country and its
dependence on external financing (includ-
ing official loans) make the increase of fis-
cal expenditures for economic stimulus
purposes impossible.

In a time of recession, reforms that
decrease the fiscal centralisation of national
income are usually inadequate. While such
reforms undoubtedly improve the relative posi-
tion of the private sector, companies and
households are likely to spend only a part of
additional revenues that are left with them. The
consequent streamlining of the general govern-
ment deepens economic setback through the
decrease of aggregate demand which is not
good for the private sector either. In Hungary,
however, government bankruptcy was an
immediate reality in late 2008 and early 2009,
thus economic policymakers had to take
prompt action to restore the equilibrium of
public finances. Nevertheless, the unavoidable
draining of incomes from the economy and
households should be carried out along a well-
devised, thoroughly elaborated and properly
communicated reform concept.

The disequilibrium of Hungary's balance
of payments was not only caused by the deficit

borrowing of the government. It was also
fuelled by the unprecedented growth of house-
hold indebtedness in foreign currencies.
Companies (especially exchange rate-sensitive
small and medium businesses) expect monetary
policy to weaken the forint while households
with foreign currency debts expect just the
opposite. We must accept that both the forint
exchange rate and the interest rate are shaped
by international money and capital markets
ultimately and that Hungary's elbow space is
limited also in respect of monetary policy
measures. Economic recovery and upturn are
impossible with the current level of the forint
real interest rate. Its decrease, however, will
only be a realistic option after international
confidence (and financing willingness) in
Hungary is restored and will depend on the
extent of that confidence.

The reduction of burdens on companies
is a welcomed fiscal policy step which is
expected to be beneficial for small and medium
businesses resting in Hungarian ownership.
For foreign-owned companies, however, the
expansion or sustaining of the physical and
human resources of production/services is
more dependent upon market demand than on
the tax wedge.

In the short run, the crisis management
steps of the government have undoubtedly
produced results: Hungary managed to avoid
bankruptcy and insolvency. With this, however,
only one set of threats have been neutralised.
Real and effective measures to combat eco-
nomic setback are still to be seen. The fact that
the decrease of economic performance already
stopped in the United States and in many
European Union countries does not mean that
Hungary is over the crisis already and that any
kind of fiscal policy loosening is possible.

At the same time, increased attention
must be paid to ensure that crisis management
measures take into consideration the tolerance
and burden-bearing capability of the popula-
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tion. How the burdens of the crisis are distrib-
uted is a matter of economic policy decisions –
though within certain limits. It is advised that
these decisions should be made with a higher
involvement of society and interest-representa-
tion organisations.

Hungary needs a particularly profound
change and renewal. Not only to resolve the
tensions in its economic structure, but also to
establish the invisible institutions and basic
infrastructure of a market economy. Today the
majority of entrepreneurs want to play a fair
game and make a living on the market. Yet due
to the current tax wedge and the underlying
regulations, they view the state as foreign
invaders. Entrepreneurs feel they are not treat-
ed as partners in exchange for the taxes they
pay. They have the impression that their con-
tributions are not spent on fairly and transpar-
ently operating public services.

The improvement of the country's com-
petitiveness is (also) a fundamental responsibil-
ity of economic policymakers, for Hungary
dropped in many relevant rankings during the
most part of the past decade. However, com-
petitiveness must not be strengthened exclu-
sively by short-term expenditure cuts, for
besides competing successfully for existing
resources, we must also lay the foundation for
successful future development.

The transformation and upgrading of the
taxation system is underway in many devel-
oped countries as governments need more
funding resources due to the crisis. The ratio of
tax types within the overall tax wedge that pro-
duces these revenues is not indifferent regard-
ing either growth or social justice. The decrease
of the (effective) rate of income taxes and the
planned narrowing of tax evasion opportunities

in 2010 are steps in the right direction. Tax
decrease as an overall endeavour is correct but
it has to rest on the reduction of public spend-
ing or else government debt and the related
burdens will grow.

Most of the economic debates in
Hungary are about the functioning of the state
and the deficiencies thereof. However, it is
important to note that local companies (espe-
cially small and medium businesses in
Hungarian ownership) also struggle with hur-
dles and difficulties that should not be expect-
ed to be resolved by the government: Issues in
this category include low performance, weak
capital adequacy, insufficient innovation, lack
of familiarity with or improper application of
modern business management methods, exces-
sive focus on the domestic market.

The crisis is expected to trigger a consid-
erable change in the operating model of market
economies but the exact direction of this
change is not clear yet. What we know for sure
is that education, research and development,
innovation, investments into human capital and
the ability to respond will play an even greater
role in the future.

Recovery from the crisis and the period
after it can only be a success for Hungary if
finally a comprehensive national strategy
evolves and gains dominance. A strategy that is
based on joint thinking and serves as a starting
point for various partial strategies, one that has
motivating power. The elaboration and imple-
mentation of this strategy would be helped
greatly by the establishment of a (planning)
institute dedicated to this objective.

Presidency of the Hungarian Economic
Association
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Gusztáv Báger

Third OECD World Forum
on knowledge and policy

The Third World Forum, an OECD event so far
with the largest number of participants in the his-
tory of the organisation, was held in the city of
Busan, South Korea, between October 27–30
2009. Two thousand two-hundred participants
from 103 countries dealt with the issues of chart-
ing progress, building visions and improving life
at the time of global crisis at plenary meetings and
in 37 working sessions with the contribution of
200 speakers.

EVENTS PRECEDING THE THIRD FORUM 

Only a few of the participants at the First
World Forum (Palermo, 2004) could foresee
how strong interest the event will generate.
The Second Forum (Istanbul, 2007) represent-
ed already a great step forward with 1200 par-
ticipants exchanging views on how to measure
and foster the progress of societies. Their com-
mitment was affirmed in the Istanbul
Declaration. The Declaration revealed an inter-
national consensus on the need to

•undertake the measurement of societal
development, going beyond conventional
economic measures such as GDP per
capita;

•promote evidence-based decision making
to increase the societal well-being ;

•strengthen citizens' capacity to influence
the goals of the societies;

•increase the accountability of public poli-
cies.

The Global Project was formed in the wake
of the two OECD forums in 2009. It is coordi-
nated by the OECD, its members include
international organisations (European Union,
ILO, INTOSAI, UNDP, World Bank, etc.) as
partners and various national advisory organi-
sations (statistical, civil, communication, etc.
organisations) as associates or correspondents.

In order to promote the goals of the Istanbul
Declaration, the Global Project 

•encourages communities to be involved in
determining the content of development in
the 21st century;

•contributes to become acquainted with the
“best practices” in connection with measur-
ing societal development;

•gives impetus to national and international
debates on this subject matter, and

•supports the development of statistical capac-
ities, particularly in the developing countries.

The work of the OECD Coordination
Group, an organisation assisting the work of
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the Global Project which plays an important
role in organising the Third World Forum,
commenced officially at the beginning of this
year. It also serves as a forum for discussing
experience about the measurement of societal
progress.

It represented an important political step
towards the Third World Forum that, an inter-
national commission dealing with the measure-
ment of economic performance and societal
progress (the Stiglitz Commission) has been
created at the initiation of the French President
Nicolas Sarközy. It also represented an impor-
tant step when the leaders of the G-20 coun-
tries called upon the participants to develop
measurement methods which can better
express the social and environmental dimen-
sions of economic development.

OPENING OF THE WORLD FORUM 

In his opening address South-Korean President
Lee Myung-bak announced that the administra-
tion will develop an index that can measure
people's happiness/contentment and quality of
life and will activate several public welfare pro-
grammes. These steps are crucial for South-
Korea to become an advanced nation. In con-
nection with the latter remark, it should be
mentioned that the latest OECD Happiness
Index showed South Korea ranking only 25th
out of the 30 member countries. Only Poland,
Slovakia, Mexico, Hungary and Turkey were
behind Korea in the list, while Japan ranked
highest among the Asian countries in the 11th
place.

The South-Korean President also reaffirmed
that the existing paradigm of economic devel-
opment was no longer effective in resolving
global issues and that South-Korea will actively
participate in international efforts to establish a
new world order reflecting the interests of
emerging countries. An important component

of these efforts is to develop a new growth
model that can benefit not only advanced
counties but also developing nations.

In his welcoming address Angel Gurría,
Secretary-General of the OECD, expressed his
view about globalisation – as a driving force for
development – that in addition to new oppor-
tunities, it also creates new risks and tensions
as there is a danger of unequal development. In
this context, it represents a major challenge
today that there is a growing gap between what
official statistics say about economic perform-
ance and people's perceptions of their own liv-
ing conditions. This gap was already evident in
the “good” years before the current crisis, but
it will be especially critical as the consequence
of the crisis in the years to come if we consider
the growing unemployment and the effects of
government emergency rescue packages. The
question of the gap referred to earlier is also
important from the perspective of social trust
as there is a major risk that people will lose
confidence in markets and institutions.

In these politically challenging times – he
emphasised – the gap between the measured
performance and people's perceptions does not
result from poor quality of official statistics but
from their inappropriate use. This can lead to
biased analysis, wrong policy targets, and with
policy actions may be damaging to the confi-
dence in the very functioning of democracy.
For instance, GDP is suitable for measuring
market production.

However, the process that it has been
increasingly used as a metric for households'
consumption possibilities, as a proxy measure
of well-being was a wrong and unreliable
approach.

Today, two significant trends support the
increasing need for “going beyond GDP”. 

In many countries we witness the emer-
gence of grass-root movements to define and
measure specific aspects of people's well-being
and societal development. 
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There is almost an abundance of research
projects and programs in international organi-
sations that are designed to produce indicators
on various aspects of well-being and societal
progress, such as peace, security, gender equity,
social cohesion, governance and human rights.
These indicators are day after day used by the
media and policy actors. 

As an invited speaker, Dr. Danilo Türk, the
President of the Republic of Slovenia, offered a
keynote address on the subject of measuring
social progress and development from the per-
spective of human rights, national policy-mak-
ing and implementation of the Millennium
Development Goals. In connection with
human rights, he pointed out that the broad
legal norms and procedures can only be imple-
mented in governments' action if they are com-
bined with economic and social indicators, and
if legal standards and statistical information go
hand in hand. Although GDP and GDP per
capita were generally useful in economic poli-
cy-making, they were clearly insufficient for
measuring social development, let alone for
assessing the implementation of economic,
social and cultural rights. 

As regards the effects concerning national
political policy-making, he pointed out that
while in the developing world, GDP growth
may continue to be an essential indicator of
social development, in the developed industri-
alised countries this indicator does not meet
the requirements of sustainability: it only
measures income growth today without indi-
cating appropriately growth expected in the
future. Dr. Türk also underlined that in policy-
making after the present crisis, there is a need
to take a fresh look on paid work and other
personal activities, on the question of organis-
ing work (for example, unpaid domestic work )
and the role of the civil sector.

The Slovenian President indicated that the
implementation of MDGs has been uneven and
generally below expectations. However, from a

methodological point of view, the range of indi-
cators showing the achievement of the goals is
much wider than the sole application of GDP
or GDP per capita.

NEW PARADIGMS TO MEASURE 
DEVELOPMENT

In his keynote speech Nobel prize winner pro-
fessor Joseph Stiglitz, as chairman of the Stiglitz
Commission, addressed the new paradigms
required to better measure social progress
(development).1 The goal of the Commission
chaired by Stiglitz was to determine the limits
of GDP – as an indicator of economic per-
formance and societal development – and to
study what additional information can help
better measure this development. As a point of
departure, the already-mentioned phenomenon
of the gap between measured performance and
people's perceptions was used which has under-
mined the confidence in official statistics main-
ly in France and the United Kingdom where
only one-third of the population trusts official
figures.

Joseph Stiglitz gave a comprehensive demon-
stration of the distortions arising from the use
of GDP in the work of the Commission, on the
one hand, and consequently applied the
approach of making a distinction between the
requirements and assessment of sustainability
and the present societal well-being, on the
other hand. An important message of his activ-
ity is that it is high time to change the meas-
urement system of economic activity so that it
can better reflect structural changes taking
place in modern economy, with special regard
to the increased role of the public sector
through the provision of public goods, such as
security, health-care and education. The chal-
lenge is that – while GDP is suitable for meas-
uring the value of products and services – this
is not applied adequately in the government
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sector, because output is often simply meas-
ured by inputs. Consequently, with the increase
of government expenditure output also rises
even if public funds are spent lavishly. For
instance, in the past 60 years, the GDP ratio of
the government sector was up from 21.4 per
cent to 38.6 per cent in the USA, from 27.6 per
cent to 52.7 per cent in France, from 34.2 per
cent to 47.6 per cent in the United Kingdom
and from 30.4 per cent to 44.0 per cent in
Germany. The problem, which was relatively
small earlier, has thus grown into a problem of
a larger scale by now. 

The Commission made the following find-
ings and recommendations:

•when financial well-being is assessed,
income and consumption should be taken
into account rather than production;

•there is a need to examine households'
future prospects from many aspects;

•in addition to income and consumption,
great attention should be paid to wealth
(assets);

•examining the distribution of income, con-
sumption and wealth (assets) is of special
significance;

•there is a need to extend the measurement
of income to non-market activities;

•considering that well-being is a multi-
dimensional concept, taking account of
both its objective and subjective dimen-
sions is equally important: 

quality of life indicators should also assess
inequalities in a comprehensive way,
reports should establish connections
among the various components of the
quality of life specifically relevant to
individuals, and this information should
be used in the course of defining policies
for the different areas,
statistical offices should provide infor-
mation for aggregating the various
dimensions of the quality of life, enabling
the compilation of different indices,

beyond conducting researches, the activ-
ity of statistical offices should also
extend to the examination of people's
subjective quality of life;

•it is justified to apply pragmatic approaches
in the course of defining the economic and
financial indices to measure and assess sus-
tainability;

•it is necessary to apply a well-selected
group of physical indicators in the interest
of environmental sustainability.

The discussants of the keynote speech and
most speakers agreed with the Commission's
message and recommendations as well as
with the direction of the necessary changes.
Although – as they stressed – there is no per-
fect system of measurement, nevertheless the
recommended changes make it possible to
take a significant step towards better measur-
ing and assessing social and economic devel-
opment both from the human perspective as
well as considering the environmental con-
ditions and political and economic sustain-
ability. 

One of the discussants, Executive Director
of the Macroeconomic Group, the Australian
Treasury, David Gruen, in agreement with the
Commission's recommendations, reported that
the well-being framework represents the core
of the Australian Treasury's activity and, by
recognising the limits of GDP, it already applies
alternative measurement methods for measur-
ing social progress. 

According to sceptic opinions voiced by
some of the discussants – for example, Pali
Lehohla, Statistician General of South-Africa –
despite the recommendations, it is difficult to
interpret the content of social progress, partic-
ularly its human components, i.e. social cohe-
sion and spiritual values. Everybody shared the
view, however, that the Commission's efforts
should be continued both at international and
national levels in order to concretise the rec-
ommendations.
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NEW POLICIES, MEASURES 
AND BEHAVIOURS

The speakers as well as numerous active partic-
ipants of the Forum welcomed the paradigm
shift set out by the Stiglitz Commission –
according to which paradigm shift, the addi-
tional information listed above necessary for
the indicators, which can better measure social
development, and the statistical information
should be presented in a different and appro-
priate manner. They also exchanged views
about a large number of relevant cases, pro-
grammes and recommendations for changes.
Only a few of them can be described briefly
within the framework of this report. 

Geoff Mulgan, Director of the Young
Foundation based in London, looks upon the
debates about the relevance and limits of GDP
as part of a broader paradigm shift in which
societies seek indicators which reflect the
things that are valuable to them. So there is
increased attention paid today to integrating
measurement results into government policy
which led to new developments: quantitative
targets are used in strategic plans (for
instance, in the USA and in the United
Kingdom), open co-ordination methods are
applied by the EU, performance-based man-
agement methods are used more and more
extensively by the public sector and deeper
conversations are carried on with the public
about the priorities. 

László Pintér, Director of the Measurement
and Assessment Programme of the International
Institute for Sustainable Development in
Canada, also interprets – based on the Bellagio
principles – the task of updating the measure-
ment of social and economic performance
broadly keeping in view the requirements of
sustainable development, and assumes that a
new domain of science, the “science of sustain-
ability”, is being borne. Its major components
are the following: 

guiding vision; 
essential consideration; 
adequate scope; 
practical focus; 
transparency; 
effective communication; 
broad participation; 
continuity and capacity.

Jon Hall, Director of the OECD Global
Project on Measuring the Progress of Societies,
regards the following as the three contentual
characteristics of the notion of indicators: the-
oretical framework of indicators, the indicator
itself and the value of the indicator's usefulness.
The usefulness increases if the objective of the
indicator is clear, it its value is real, if it can be
used integrated in the policy-making process
and if it is flexible and has a long-term validity.
From the perspective of use, the indicator must
be capable of shaping policy, on the one hand,
and expressing people's opinion, on the other. 

Mark Orkin, Director General of the South
African Management Development Institute
(SAMDI), pointed out – as an important gen-
eral experience – that there was a proliferation
of indicators generated by the desire to elimi-
nate the shortcomings of the Millennium
Development Goals. Instead of an indiscrimi-
nating methodological eclecticism that can be
witnessed, he recommended that transparent
and attainable indicators should be developed
which reflect the requirements of sustainability
both at global and national levels.

Andrew Ellis, Director for Asia-Pacific,
International Institute for Democracy and
Electoral Assistance (IDEA) highlighted that
in many developing countries national objec-
tives were not issues decided by the platforms
of political contenders, but instead it is the
international support factors that played an
excessive role. Consequently, in the measure-
ment process of social and economic perform-
ance reflecting development, dominant role
should be given to country-specific, compre-
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hensive analyses rather than applying the wide-
ly used methods of national institutions and
international rankings. 

The speakers and discussants often touched
upon the role of statisticians in the proposed
measurement reform. Although no explicit
criticism was addressed to statisticians, there
were naturally some participants who felt it
necessary to protect them. The majority, how-
ever, held the clear-cut view that it is necessary
and advisable for statistical offices to update
their measurement in order to reduce the gap
between the official and socially relevant infor-
mation. Such updating is needed in a number of
areas, such as measuring human rights, democ-
racy and governance.2 Another area is the
application of the approach of subjective meas-
urements, which reflect the quality of life,
together with the generally indirect objective
measurements. In connection with this subject,
Insill Yi – Commissioner of Statistics Korea,
leader of the local Organising Committee of
the World Forum – gave report on some valu-
able and exemplary efforts. The quality of life
index referred to above is developed based on
using 480 indicators broken down into 10 areas
and by determining the subjective index in
addition to the objective one. The subjective
index is expected to help reduce the gap
between official and socially relevant informa-
tion.

Ulla Rosenström, Project Manager of the
Prime Minister's Office in Finland, reported on
a successful programme which combined sta-
tistical and research indicators. Encouraged by
the Second OECD World Forum (Istanbul),
the Prime Minister's Office launched a new
indicator project linked with the efforts of the
Finnish Government to strengthen the evi-
dence-based decision-making culture. Based on
the recommendations of the feasibility study –
as a result of joint efforts of the Prime
Minister's Office and the Finnish Statistical
Office – a new FINDIKATOR information

service was launched in 2009 which contains
the most frequently used indicators, keeps
them updated and provides accessibility to
them at any time. 

At the World Forum the chairman and experts
of the Working Group on Key National
Indicators of INTOSAI (International Orga-
nisation of Supreme Audit Institutions) could
give an account of their activity (the experts
meeting in a separate section also reported on
their work). Sergey V. Stepashin, President of
the Accounts Chamber of the Russian
Federation and chairman of the Working
Group, presented the objective of the
Working Group: to develop key national indi-
cators that improve the efficiency of the
supreme audit institutions' work and promote
objective assessment of risks. Based on an
agreement concluded between the OECD and
the INTOSAI, this work is conducted in close
co-operation with the OECD's Global
Project.

Bernice Steinhardt, Director of the Strategic
Issues Team, United States Government
Accountability Office (GAO), emphasised
that an important prerequisite of accomplish-
ing US government objectives is the strength-
ening of co-operation among public institu-
tions as well as between the institutions and the
private sector. The systems of key national
indicators can largely foster this co-operation
as well as enhancing transparency and account-
ability. Therefore, GAO gives active assistance
to these efforts. Steinhardt described the
results of a survey conducted on SAOs in 2007
aimed at identifying, assessing key national
indicator systems and familiarising the charac-
teristic features of their use.

Alexander A. Piskunov, auditor of the
Accounts Chamber of the Russian Federation
and Head of the Secretariat of the INTOSAI
Working Group, argued that the assessment
criteria of development strategies, scenarios
and well-founded performance audits make it
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necessary to develop the key national indicator
systems.

The author of this paper – Senior Advisor to
the President of the State Audit Office of
Hungary, scientific advisor of his Research
Institute and a member of the Working Group
– outlined the conceptual framework, indica-
tors of one of his projects dealing with the indi-
cators of knowledge-based economy and socie-
ty as well as described the necessary directions
of indicator development based on the experi-
ence of the European Union, Finland and
Hungary.

In her speech Ulrike Mandl, economist of
the Department of Strategic Planning at the
Austrian Court of Audit, overviewed the key
indicator system of the EU Lisbon Strategy,
while Wojciech Misiag, Advisor to the
President of the Supreme Chamber of Control
in Poland, dealt with the role key indicators
may play in control.

ADDITIONAL OECD COMMITMENTS3

The OECD will continue its strong support of
the Global Project as a movement to advocate
for the importance of progress and well-being.
The OECD also looks forward to organising
another similar World Forum. 

In addition, the final Report of the Stiglitz
Commission has given renewed impetus and
concrete direction to the process initiated by
the OECD. The Organisation commits to play
a leading role, particularly in the following
three areas:

Setting priorities for the statistical develop-
ment: the OECD will put in place a process to
prioritise the recommendations of the Com-
mission. Relevant OECD Committees (and

therefore member countries and observers)
will be invited to consider how their work
relates to the measurement of social progress,
development and how they can contribute to
implementing the recommendations of the
Stiglitz Commission. 

Developing measures, methods and tools: the
OECD is called upon to advance methodolo-
gies and tools to produce new indicators of
well-being and to present existing measures
under a well-being perspective. Concrete deliv-
erables, namely statistical compendiums and
working papers, are foreseen for 2010 and
2011. 

Improving and enhancing policy-making:
the OECD will use improved measures of
well-being to enhance policy-making. The
OECD will promote the use of indicators to
inform policy-makers in various fields about
the impact of policies on key dimensions of
well-being. The OECD is considering creat-
ing a series of monographs with a common
title, structure and approach. Each mono-
graph will deal with one of the main areas of
well-being (for example, health) and discuss:
(1) the outcomes of the area in question (e.g.
health status of different parts of the popula-
tion); (2) the drivers behind these outcomes
(e.g. medical services, life styles and environ-
mental factors); and (3) the various policies
that bear on these drivers and outcomes (e.g.
health-care delivery systems, environmental
policies). 

The above-mentioned work by the OECD
will be carried out in co-ordination with both
OECD and non-OECD member countries
(via the relevant Committees) and with other
international organisations. It will be linked to
other horizontal OECD projects, in particular
the Green Growth Strategy. 
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1 The World Forum consciously used in its work the
term 'social progress' instead of the earlier used
notion of 'social development' which is associated
with GDP. In spite of this, the present report is using
the term 'development' although 'progress' would
better reflect the change on the content of the
notion.

2 In order to develop the necessary methodology, the
OECD launched, in 2004, the so-called METAGO-

RA (Measuring Democracy, Human Rights and
Governance) project, which forms a part of the
Partnership in Statistics for Development in the 21st
Century (PARIS21).

3 Source: Measuring and Fostering Well-being and
Progress: The OECD Roadmap (Summary) Busan,
29 October, 2009

NOTES
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I

Gabriella Lamanda – Alíz Zsolnai

A moving target – 
the first pillar of the capital
requirements directive

In the summer of 2006, the Capital Requirements
Directive was approved by the European Union
based on the Basel recommendations, which
determines, among others, such actions, rules and
guidelines for the risk management and capital
generation of the credit institutions that are under
the effect of the accord which are better suited to
the dynamically changing operating environ-
ment. As compared to the preceding regulation,
the Capital Requirements Directive contains sig-
nificant changes with regard to the management
of lending risks. The various kinds of methodolo-
gies allow the institutions of various sizes and
profiles to choose the methodology that best suits
their activities and sizes. Getting prepared and
applying the methods are important tasks, howev-
er, the considerable decrease in the capital
requirements, which arises from the sophisticated
nature of the method, encourages the shifting of
the institutions in this direction. Operating risks
are a new element of the regulation, which is
quite difficult for the institutions to tackle. The
primary reason for this is explained by the char-
acteristic features of operating risks. It is a rele-
vant question how those events which occur with
a high frequency but incur low losses and those
events which occur only seldom but involve seri-
ous consequences can be detected, forecast and

with which tools they can be managed. Since the
banks are now only taking the first steps in the
management of operating risks, it is impossible to
give a clear answer to this question but it is obvi-
ous that if we wish to keep the risks within a con-
trollable limit, we should apply new methods
besides those that have been well-proven and
well-established to date, and a kind of new
approach will also be necessary.

In our article, we will examine the issues relat-
ed to the management and regulation of these
risks by also taking the circumstances of the
Hungarian financial market into account.  

When money appeared in the world, an
increasingly dynamic development need arose
in this respect. The initial simple banks and
bank-like institutions, which performed the
most elementary task of money exchange,
gradually came to be replaced by increasingly
advanced financial institutions that were able to
satisfy more and more needs. All this has
grown to such an extent by now which had
once been inconceivable. By now, the credit
institutions, banks and financial institutions
perform such versatile and high-risk tasks that
comprehensive and efficient regulation
requires a high level of attention by the legisla-
tors. It is very important because, for the rea-
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sons defined above, the measurement and man-
agement of risks are indispensable for the
implementation and maintenance of a secure
money and bank market. As the supervisory
authorities of the individual countries are also
the depositaries of this, the supervisory author-
ities of most of the countries need a changed
attitude with regard to their practices, and they
need to master a risk-oriented approach. 

The other perspective has also received a
very important role, especially in the past few
decades and years. This other approach means
the strengthening of uniform regulation. An
increasing number of countries endeavor to
join the institutions and organizations that
develop uniform regulations, as this is sort of
required by a world and its processes that are
more and more liberal and offer an ever
increasing range of opportunities. Thus, global-
ization also demonstrates itself in the area of
financial organizations, and it leads these insti-
tutions to the path of standardization.

The financial sector is one of the corner-
stones of the economy, as this is the sector that
provides the basis for the operation of the
other sectors as well, since money is one of the
key drivers, the starting point for the financing
of the projects. Domestic corporate financing
typically means funding provided by credit
institutions, which system rests on continental
bases. This is why the role and stable operation
of the credit institutions are especially impor-
tant. Since the capital market is still not a key
player in the overall financing of our country,
the financing role of the credit institutions is
cardinal. Stable operations and reliability are
not only classically in the interests of the own-
ers and the depositors but are also a main con-
cern for the debtors, in other words, the bor-
rowers, as far as a lasting partnership between
them and the bank is concerned. However, a
financial institution whose operations are sta-
ble and well-established may be more in
demand in the credit market as well, which will

also push the role of prudent operations into
the foreground, besides the key role of profit
interests. It is exactly this “conflict of inter-
ests” that makes it necessary that besides self-
regulation and corporate governance, the statu-
tory regulation should also be well-adjusted
but one that sets limits at the same time.

The Basel Committee on Banking Super-
vision, i.e. BCBS1, whose name is associated
with the Basel II Capital Accord, which was
finalized in 2004 and attacked a lot of times due
to the financial crisis, plays a key role in regu-
lating the credit institutions. The accord con-
tains significant changes as compared to its
predecessor the Basel I. It allows the banks
greater space to maneuver in determining their
capital requirements, through the applicability
of their own experience, their internal models
and methods. The point of this accord is that it
aims to encourage the financial institutions to use
methods that adjust to the risks more flexibly, to
ensure that the sensitivity of their risk manage-
ment systems increases, and to take into
account the risks of the activities that they per-
form to a higher extent than now, as well as
comprehensively. 

Basel II is built on the following three pillars: 
• minimum capital requirement related to

the credit, market and operating risks,
• control by the supervisory authority,
• the disciplinary power of the market.
The institutions have to create capital to

cover for the risks defined under the first pillar,
i.e. not only for the credit and market risks but
also for the operating risks. The banks may
choose from the methods of determining their
capital requirements in accordance with their
own risk measurement and management pro-
files and levels of development, and/or, if cer-
tain predefined criteria are met, they may apply
their own models for determining risk expo-
sures and the related capital levels. It is a com-
mon feature of the methods that they reflect
the risks more credibly than before, while the
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difference lies in the extent of standardization;
i.e. which  risk parameters (probability of
default, loss rate, etc.) the bank is free to define
(on the basis of validated measurement and
estimation methods) and which are predefined.
The second pillar of the new capital accord dis-
poses of the extension of the competence and
responsibility of the supervisory authorities.
The supervisory authorities have to regularly
supervise the capital adequacy calculation
processes and risk positions of the banks, as
well as the proportions of the calculated capital
requirement to the undertaken risks. The third
pillar is aimed at strengthening the market dis-
cipline, as well as the moderation of the asym-
metric level of information provided to the
market players. With a view to achieving these
goals, the scope of information that is to be
publicly disclosed has widened and the criteria
of the disclosure obligation have also changed.
The contents of the three pillars, which mutually
strengthen each other, encourage the institutions
to ensure more transparent and secure operations,
and to apply more advanced risk management
methods, thus allowing more efficient supervision
than before. 

It was on the basis of the Basel rules that the
Capital Requirements Directive (hereinafter
referred to as: CRD)2, which was approved in
2006, was developed , the contents of which are
effective in all the member states of the EU.
The rules have partially been in effect since
January 2008 and in the case of certain applica-
tions, they took effect in January 2009. The
new rules are applied by the United States only
to a limited extent: they will only be imple-
mented by the largest institutions and only the
most advanced methods will be applied there
from April 1, 2010, according to the expecta-
tions, in a three-year period. 

In the next sections, we will focus on the first
pillar of the capital requirements directive. Since
the regulation contains no substantial changes
with regard to the market risks, the character-

istic features of managing lending and operat-
ing risks will be examined in detail.3

LENDING RISKS 

Lending risks are fundamental risks that are
incurred during the activities of credit institu-
tions, they are a basic element in their opera-
tions. The point of lending risks can also be
determined as the chance of the partner who is
in an official lending relationship with the cred-
it institution failing to meet its payment obli-
gations by the deadline. Thus, lending risks
arise from the loans and positions that exist at
the financial institutions. In the past period,
the numbers and types of financial products
and instruments have considerably changed,
and their individual and aggregate values have
significantly increased. Through this, the
approach to, and the measurement of lending
risks necessarily had to change both in their
structures and in their elements, in adjustment
to this.

The efficient definition and management of
lending risks are a critical element in the long-
term success of a financial institution. The fun-
damental purpose of handling lending risks is
to maximize the risk-adjusted recovery rate of
a credit institution in such a way that the expo-
sure to lending risks is kept within acceptable
limits. 

The approach to lending risks 
in the recent past 

The great disadvantage of earlier capital regula-
tion lay in that the capital adequacy ratio failed
to reflect the risk profiles arising from the
activities, business and clientele of the credit
institution in question. A few typified cate-
gories and divisions were associated with a
rough risk value and the actual risk with regard
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to the clients and the transactions could not
appear. This most often had a negative effect
on the financial institutions, since a lot higher
risk level was determined than the actual value
could have been. At the same time, however,
we can mention counter-examples as well, since
the negative features of some transactions and
clients were not reflected in the earlier risk
weights. On the institutional level, such an
example may be that of a credit institution
which typically finances agricultural activities,
since the credit allocation structure of the insti-
tution is not diversified, thus it carries a higher
risk. This is why the conclusion that risks
should never exclusively be measured by the
individual loans and transactions but they
should also be considered in their entirety, in the
overall portfolio is important. What is more,
earlier not even the country risk reflected the
real risk level adequately, since an approach that
defines whether or not a certain country is a
member of the OECD has not been appropri-
ate or sufficient for a long time by now. We
have witnessed for several years that the risk
ratings of the individual countries by the cred-
it rating agencies and the changes thereof are
based on several hundred characteristic fea-
tures, indicators and events, and they ensure
appropriate guidance and divisions for the fin-
anciers of the companies that are rated.

Measurement of lending risks on the
basis of the new opportunities 

Lending risk is not a new risk category but it
has undergone substantial changes from both
the aspects of approach and calculation. The
use of much more sensitive models has become
possible, thus the institutions are able to deter-
mine the extent of the risk much more accu-
rately on the basis of their activities, portfolios,
sizes and the correlations of the latter aspects,
as consequence of which they can define the

value of the capital to be created much more
precisely as well. 

As a result of lending risks, the obligation to
create a minimum amount of guarantee capital
gives the core element of the new capital regulation
principles. This is embodied in two main lines in
the two key methods of calculation, as well as in
that, on the basis of the risk and rating cate-
gories that belong to the method in question,
which are to be applied as categories, sharp
dividing lines appear with regard to the expo-
sures as well (divisions according to institutions,
conditions and characteristic features). Earlier,
the risk reduction approach of risk management
could only be enforced to an extraordinarily lim-
ited extent with regard to capital calculation.
The ability to reduce lending risks is treated as a
high priority by the new capital calculation rules
and accordingly, they are also placed in the fore-
ground. In the new regulation,  

• on the one hand, adequacy principles to be
taken over were defined (which parameters
the tool aimed at reducing lending risks
should meet in order for the financial insti-
tution to be able to apply it), 

• on the other hand, the potential tools of
reducing lending risks are also represented
in separation and regulated in detail. 

Since the calculation methods are extraordi-
narily different from each other, the modera-
tion of lending risks also appears in adjustment
to these methods, in a sophisticated manner
and highlighting the differences. 

Calculation methodologies at 
the individual institutions 

In the case of lending risks, depending on the
size of the financial institution, the complexity
of its activities and the type of the risks that it
undertakes, it is basically possible to apply two
types of calculation methods. The simpler one is
what we call the standard method, which, also
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arising from its simplicity, is relatively close to
the earlier methodology in its primary
approach (more strictly defined categories and
divisions) but it shows substantial differences
as to the details. As the more complex method,
the method based on internal rating will also be
introduced. For the application of the latter
method, a complex mathematical model should
be developed, for which the availability of the
time series with regard to actual data of the
individual institutions is also vital. 

The effect that the changes in the regulations
exert on the Hungarian financial institutions
can be determined only in light of examining
which methods the individual institutions use
for the calculation of their capital requirements
for lending risks. It appears as a new risk that
operating risks and the capital requirement
arising as consequence of these basically
increase the capital requirement of the financial
institution in question. As a result of this, the
institutions are fully encouraged to apply as
advanced methods as they possibly can for the
definition of lending risks. The situation is that
the more advanced and more complex method
is applied by an institution, the more accurate-
ly the extent of the risk can be determined, and
the creation of a lower capital requirement will
become possible. 

However, the credit institutions that are small-
er in the size and value of their activities apply
the standard method for the definition of their
lending risks. There are two fundamental rea-
sons for this. On the one hand, their portfolio
does not meet those requirements which are
expected by the methodology based on internal
rating, according to which 

• during using the method, the institution
takes into account all such methods,
processes, controls, data collections, data
management and  IT systems which ensure
the measurement of lending risks, as well
as the classification of the exposures into
rating categories or pools;

• the client rating scale should contain at
least seven categories with regard to the
performing clients and one category for
the defaulting clients.

On the other hand, a larger scale IT develop-
ment and its regular maintenance, expansion
and updating would not be more favorable for
them from a cost-efficiency aspect either, as
the potential reduction in the capital require-
ment could not be considerable. In view of
these, these financial institutions should defi-
nitely reckon with an increase in their capital
requirement. The initial cost factors have
shown an even higher increase, since prepara-
tion (developments, data management modifi-
cations and training) incurs significant start-up
costs but this is not a lasting disadvantage. Of
course, we cannot mention the institutions that
apply the standard method without indicating
the novelty of the method, and in the case of
some institutions, their advantages. The situa-
tion is that the financial institutions that typi-
cally serve consumer clients are faced with a
significant decrease in the capital requirement
as compared to the amounts required by the
earlier regulation, as the weighting of consumer
and retail clients will decrease to 75 percent
from the earlier 100 percent.

However, we should not disregard either
that the standard method greatly relies on the
credit rating categories of the external credit rat-
ing agencies. This is an important element of
the expectations of a changing world but only
if we start out from the nature of the rule, it
should be an expectation that an independent
authority should check which ratings can be
applied. As consequence of this, the regulation
assigns an important and serious role to the
national supervisory authorities, since the cred-
it rating agencies that they recognize will be the
ones that are free to operate. Nevertheless,
even the individual rating categories should be
based on a uniform basis according to standard
principles, so the national supervisory authori-
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ties (and regulators) have important responsi-
bilities in this respect as well. 

The application of the ratings defined by the
external credit rating agencies carries inherent
problems. This rating requirement incurs sup-
plementary costs for the counterparties, and
the deliverables, i.e. the ratings of the credit
rating agencies should get recognized in as
wide a scope as possible. The risks and credibil-
ity of the credit rating agencies should also be
discussed. This was an especially critical issue
at the time of the crisis, as when the financial
crisis was analyzed, the roles and responsibili-
ties of the credit rating agencies came up as an
issue in several aspects. This is why the pres-
ence and the role of the national supervisory
authorities are important, which gain signifi-
cance in prevention as well, besides control and
licensing in this case, as besides the general
applicability of the external credit rating agen-
cies, Pillar 2, i. e. the supervisory review gives
further opportunities for correction. 

To sum up: the definition of lending risks by
relying on the standard method is a stride for-
ward as compared to the 1988 Basel regulation,
as a more complex level of defining risk levels
and capital requirements is thus ensured for the
financial institutions. The standard method is
more accurate and is better adjusted to the
changing world but it means a lower level of
development and operating costs for the insti-
tutions as compared to the methodology based
on internal rating, however, the lower level of
methodological sophistication also results in
slightly higher capital requirements.

During the application of the method based
on internal ratings, the institution's own inter-
nal data and knowledge allow the credit institu-
tion to define, as accurately as possible, the
actual risks with regard to the institution, its
activities and clientele. The collection and pro-
cessing of data, the development of the IT
background, the development and testing of
the models, as well as regular maintenance all

incur significant costs and workload.
Nevertheless, the financial institutions are
made interested in, and they do endeavor to get
access to the application of this method as soon
as possible, since a substantial and genuine
decrease in the capital requirement can only be
achieved by using this method. 

Within the internal rating approach, we
should separate the basic and the advanced sub-
methods. Both sub-methods and their rating
systems contain the procedures, controls, data
gathering and information technology as well,
since all these are indispensable for the quanti-
tative estimation of loss, or risks. The funda-
mental reason for this is that both methods, as
is shown by their names, are based on the inter-
nal rating and assessment of the data, and sep-
aration is demonstrated in what this extends to.
The basic method of the internal rating only
ensures the internal estimation of the probabil-
ity of default, while the advanced method of
internal rating ensures not only the value of the
probability of default but also the loss given
default (LGD), as well as the maturity and indi-
rectly the value of the expected loss.

Due to the limitation of our space, we are
not in the position to discuss a number of indi-
vidual problems and critical remarks in detail
but one general remark of criticism cannot be
disregarded: seen from the aspect of the crisis
of our days, it is the very basics of the method-
ology that are questioned. The situation is that
the basis of the approach that is built on inter-
nal rating rests on historical data, which, how-
ever, is difficult to adapt to the current crisis
without errors. The thing is that currently, the
historical data show a more favorable picture
with regard to the risks and the capital to be
created on the basis of these risks but the more
unfavorable indicators that will surface after
recovering from the crisis will show an unjusti-
fied extent of increase in the level of risks, thus
kind of demonstrating a lag in time. This is why
Mihály Erdõs and Katalin Mérõ both say that
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the capital requirement that is based on the
probability of default and loss given default val-
ues according to the Basel logics and one that
spreads over several cycles is not suitable for
covering the potential losses that are developed
on the basis of the realistic assessment (Erdõs
– Mérõ, 2008). 

It is again the Pillar 2 that seems to be a
potential solution for the problem mentioned
above, as is also pointed out by Erika Marsi.
The incidental procyclicity of Pillar 1 (which
has now come to the foreground) could be par-
tially handled through Pillar 2 but such inten-
tion of the supervisory authorities (i.e. the
application of Pillar 2 for the adjustment of
procyclicity) would be made much more diffi-
cult if the regulation did not support the mod-
ification of the much too low capital require-
ment obligation in the case of the individual
items such as mortgage exposures, in the
future, with regard to Pillar 1 (Marsi, 2008). 

Moderation of lending risks 

The credit institutions had the opportunity to
reduce their credit risks already at the time of
the issuance of the Basel I recommendation of
1988 but it was only possible to a rather limit-
ed extent. The new regulation has undergone
such significant changes both with regard to its
principles and its details that the tools aimed at
moderating lending risks can be applied in a
wider spectrum and for a wider range of types.
All this is only conceivable if a system of strict
conditions is developed and observed with
regard to the accepted tools of risk moderation.
Of course, the conditions should contain not
only the expectations from the tool but also,
the detailed requirements from the operations
and procedures followed by the institution that
applies it. In the case of the standard methods
and those based on internal ratings, more pre-
cisely, the basic and advanced sub-methods,

different tools aimed at reducing the lending
risks are to be applied, as the definition of what
is to be considered and to what extent will be
very different for the various methods.

Since it is possible that in the course of
determining the extent of the risk, it is directly
the risk-reducing factor and its weighting that
is reckoned with, instead of the basic exposure
(basic liability), the critical remarks can be
partly made here as well. In other words, in the
case of the standard method, the problem of the
credibility of the external credit rating agencies,
while in the case of the method based on internal
rating, the contrast of historical data series and
procyclicity may cause difficulties in determining
the value of the risk-reducing factors as well, with
regard to the definition of the appropriate cap-
ital level and thus, the maintenance of stability.
This means that in this approach, the function
of the national supervisory authorities with
respect to Pillar 2 should be assigned an impor-
tant role in this approach as well.  

As a critical remark, it should be mentioned
that in Hungary, at the moment it is not yet
possible for the financial institutions to apply
all the risk-reducing factors, since the applica-
bility of these tools is not supported by a civil
law background (for example, the receivables
are not publicly registered, so they cannot be
taken into account either). This does not mean
that these do not appear in the aspect of activi-
ties but they are to be disregarded in the defi-
nition of the capital requirement.

The role of the supervisory authority

The national authorities, and consequently, the
Hungarian Financial Supervisory Authority
should take important preparatory steps in
order to be able to comply with the new regu-
lation to a maximum extent, from the very day
of its taking effect. As a result of the fact that
the definition of the capital level was based on
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sophisticated methods and at the same time,
the very same models were applied at the vari-
ous credit institutions against the backdrop of
very different portfolios and profiles (i.e. a
seemingly equivalent product shows totally
different results), the roles and responsibilities of
the national supervisory authorities increased.
Since the financial institutions are obliged to
create a lower level of capital in accordance
with the new regulation, especially in the case
of the more advanced methods, the national
supervisory authorities have a significant role
in ensuring that this reduction should appear
on the basis of the real risks and that the stabil-
ity of the institution should not decrease.

We have mentioned the role of the supervi-
sory authorities with regard to the external rat-
ing agencies, which is extraordinarily impor-
tant and carries several risks. Recognizability
and acceptability on the practical level were
already defined earlier on the basis of the agree-
ment between the national supervisory author-
ities but the relevant question these days is the
assessment of the real acceptability and the poten-
tially occurring uncertainties. In general, the
issue cannot be settled in such a way that the
creation of supplementary capital is required by
the supervisory authority as part of a supervi-
sory review and it is difficult to judge as well
which rating items are supported by incorrect
ratings based on inaccurate or insufficient
information (which has occurred and has been
proven several times in relation to the crisis).
Perhaps regulation and application will only
have to face a short period of transition until
the credit rating agencies are appropriately reg-
ulated and supervised and until their results are
also demonstrated in real life.

Pillar 2, i.e. supervisory reviews assigned to
the competence of the national supervisory
authorities provides a great opportunity for
adjustment with regard to the capital require-
ments of the institutions. This is important
from the aspect of the already mentioned regu-

latory deficiencies and problems of principle
(credibility of external credit rating agencies,
effect of procyclicity on the applicability of
historical data series, etc.) but it also carries
risks. Can the supervisory authorities fully
meet this expectation? It is not the level of
preparation that is questioned but whether the
supervisory authorities have sufficient and
appropriate data for being able to determine
the increased capital requirements for the insti-
tutions not only on the basis of the general
framework. Consequently, the final result may
perhaps be that in order to ensure stability, the
risks will be outlined by a more superficial, bet-
ter to say, wider framework, which would not
be desirable, as the earlier principles that
require modification should not be brought
back. Thus, hopefully it will be everyday prac-
tice that will explore a treasury of possible
solutions as appropriate as possible and such
that will cause as little harm as possible.

OPERATING RISKS 

The strict regulation of financial institutions is
not surprising if one thinks of their role in
monetary intermediation and financial transfor-
mation. Operating risks are a new element of
this regulation, which, similarly to other types
of risks, does not only accompany and affect
the activities of the credit institutions, financial
and investment firms but presents itself both in
the goods and service, non-financial corporate
sector and the public sector. On the statutory
level, the handling and moderation of operating
risks and the losses that can be put down to
these risks are the strictest and developed to the
most detail for the financial organizations,
although to a varying level country by country.
Before we start discussing the cornerstones of
the regulation, we will sum up what operating
risks actually mean, and what factors and risk
events are covered by this category.
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Operating risks in practical terms 

Finding the meaning of operating risks and the
definition of their elements are not a simple
task, since we are talking about a high number
of factors, whose occurrence is ad hoc; and cer-
tain phenomena do not even occur in some of
the institutions but if an event that carries
operating risks still occurs, then even signifi-
cant risks may be incurred. The definition that
is accepted by the financial institutions, which
also appears in the laws, can be associated with
the Basel Committee on Banking Supervision
(BCBS). According to this definition, “operat-
ing risks are incurred as a result of inappropri-
ate or failed internal processes, human and sys-
tem errors, as well as external events.” 

Any errors and problems that are related to
the handling, storing of information, the IT
infrastructure of the organization, as well as its
communication system are to be classified
under process and system errors, which cause
interruptions in continuous and reliable, as well
as secure daily operations. The probability of
occurrence of such types of risk events can be
minimized by the appropriate protection of the
IT system and the stored data (virus protection,
regular savings, running of parallel applications)
and the regular control of these defence lines.
From among human errors, it is first of all the
errors committed by the employees and the
managers by accident or on purpose that can be
highlighted; i.e. errors arising from mistakes,
the lack of professional knowledge, the errors
caused by negligence, the lack of discipline or
attention, willful damage to property, which are
typically aimed at the unlawful appropriation of
information and money, such as obtaining busi-
ness secrets, the modification of authentic
information, or the capturing of false informa-
tion, theft, fraud or bribery. The damage caused
by persons and the probability of the occur-
rence thereof can be considerably reduced by
putting in place appropriate human resources

management within the organization (including
fair remuneration, promoting identification
with one's job, internal training, accurate defini-
tion and separation of the positions and respon-
sibilities). The role of the human factor as an
external source of danger also plays a critical role.
Let us just think of the terrorist actions such as
the attack against the WTC, the robberies such
as the murder and robbery at the Mór branch of
Erste Bank), vandalism like the destruction of
cash machines, or the hacking of the IT systems
of the organizations. Besides, the system of
outsourcing that has become popular in the
recent years, or the facility repair and mainte-
nance companies that perform the maintenance
jobs also pose potential threats. The environ-
mental and natural effects also mean external
sources of danger such as floods, earthquakes,
lightnings, which primarily damage the fixed
assests such as buildings, equipment and IT sys-
tems but they indirectly cause interruptions in
the operational processes as well. From the
attacks on an organization from the outside, the
institutions may defend themselves by develop-
ing and practicing emergency plans, by con-
cluding various contracts, taking out property
insurance and introducing physical defence
measures such as access control, or entry and
exit systems with passwords and cards. 

We can see that operating risks cover count-
less events, rendering the handling of such risks
more complicated. Besides the high number of
potential risk events, it means a further diffi-
culty that certain events occur with high fre-
quency but they cause low losses individually,
while other phenomena are either not typical
for a certain organization at all, or their occur-
rence may incur significant losses.

Accordingly, the factors of operating risks
should be assessed according to their frequen-
cy and weight, in a two-dimensional matrix.
(See Chart 1)

The diagram suggests that there are certain
events where the losses incurred by their occur-
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rence are more “worth” suffering, by taking into
account the costs of the prevention of such
events; while the areas that are affected by fre-
quently occurring events and involving more
serious consequences, exactly because of the size
of the incurred loss affects even the survival of
the company, should definitely be downsized.
From the perspective of managing operating
risks, the remaining two groups of events, i.e.
those that occur frequently but incur lower loss-
es individually, and those that occur rarely but
involve significant losses, are relevant. A regular-
ly repeated error may cause considerable losses in
the long run. Let us just think of the notorious
embezzlement scandals, which, besides having
incurred substantial losses, greatly ruined the
reputation of the affected institutions. Whatever
type of risk we are discussing, it is relevant for its
handling that besides the risk event itself and its
impact4, the reasons for its occurrence5 should
also be taken into account.

If we focus on the risk events, we may dis-
tinguish between seven categories, on the basis

of the recommendations of BCBS and the EU
practices, which you can see in Table 1 below. 

In the past few years, several surveys6 have
been conducted, which relatively uniformly
represent that, with regard to frequency, it is
the external frauds and the errors occurring in
execution and process management that stand
out; while with regard to the size of the loss
incurred, besides the outstanding number of
execution and process management-related
errors, it is the errors and deficiencies in the
area of clients, business practices and product
policies that are significant. 

The new tools of risk management 

The Capital Requirements Directive and the
national laws that become effective, or are
amended on the basis of this directive require
that the financial institutions create capital not
only for credit and market risks but also for
operating risks. For generating the capital to be

Chart 1 

MATRIX OF OPERATING RISK EVENTS

Frequently occurring 
events that incur 

low losses

Frequency

Weight

Frequently occurring events
that incur significant 

losses: activities to be 
downsized

Rarely occurring 
events that incur 
significant losses 

Rarely occurring events 
that incur low losses: 

to be neglected 
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created for operating risks, the institutions may
choose between several methods of varying
complexity. Which method is chosen by which
institution depends on several factors such as
the size, the scope of services provided, the
preferences of the parent bank, etc. Logically,
the more sophisticated solutions are also more
risk-sensitive, i.e. they reflect the operating
risks undertaken by the company more credi-
bly, thus, they can be regarded as more accurate
in defining the capital amount that is deemed
necessary as well. The so-called Advanced
Measurement Approach, i.e. AMA, built on the
institutions' own measurement and modeling
methods assumes the consistent gathering of
loss data, as well as the development and appli-
cation of a mathematical, statistical apparatus
based on the data, through which the risk expo-
sure of the financial institution and the extent
of the capital to be put aside can be determined.
In the technical literature on the subject, one
may come across a high number of models

aimed at identifiying and quantifying risks and
built on loss data. However, the practical appli-
cability of these is not proven in each case,
besides, it should also be taken into account
how far back such data are available, and how
reliable these data are. This is important,
among others, because the institutions that
currently apply or those that mean to apply
AMA should also focus on qualitative methods
besides the quantitative tools. Such is, for
example, the development of “if …, then …”
types of scenarios, which are also required by
law. In the context of scenario analysis, what
usually happens is that an expert group that
knows both the institution in question and the
operating environment well enough takes into
account those potential future changes (stress
situations, changes of the regulatory environ-
ment, the application of a new strategy) which
will affect the activities and goals of the institu-
tion, including the undertaken risks. The prior-
ity opportunities and their potential conse-

Table 1

RISKS

erroneous data entries, problem related to 
suppliers 

inappropriate handling of activities and tasksExecution, process 
management

server errorerrors in the IT and telecommunications 
infrastructure 

Interruption of business 
operations, system error

in documentation and registration 
flood, lightning, vandalism, terrorism

natural disaster  or human action damaging
physical assets like real estate and movables,
deteriorating their value

Damage done to physical
assets

missing of deadlines, deficiencies an action unintentionally committed against a
client out of negligence, or loss arising from
product features or design 

Client and business 
practices, product policy

harassment, discriminationnon-compliance with employment, health and
labor safety rules, violation of equal treatment
requirements 

Employer's practices,  
work security

hacker attackact committed by a third party External fraud

misappropriation, non-compliance with laws or
regulations,  embezzlement

intentional action, in which at least one party is
an employee of the organization 

Internal fraud

ExampleDescriptionTypes of events
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quences and impacts are analyzed in detail,
either according to their probability, their
weight, or any other criteria, and those “fac-
tors” which indicate if any of the tendencies
outlined in the context of one of the scenarios
are anticipated in the future are determined. In
the course of the scenario analysis, it is not
only the potential changes and the effects
thereof that are assessed but also the responses
that may be given to the changes, as well as
some preventive and corrective types of meas-
ures are also developed. The outstanding sig-
nificance of the scenarios is demonstrated on
the one hand in the exploration of the potential
threats, on the other hand in the efficient sup-
porting of decision-making. It is imperative
that the individual scenarios should be regular-
ly updated and reviewed. 

In the avoidance of critical situations,
Business Continuity Planning, i.e. BCP, and
Disaster Recovery Planning, i.e. DRP, play a
key role. In these action plans, those activities
through which continuous availability can be
ensured are defined and summarized; i.e. what
is to be done in order to avoid permanent inter-
ruption when certain events that indirectly
jeopardize the banking infrastructure occur.
The controlled restoration of the original appli-
cations and services can be ensured through the
business continuity plans. 

Since the losses affecting execution and process
management are outstanding both with regard
to their weight and their number, a process-
based approach (the networks of organizations
and processes) may contribute to the early
detection of the increase in risk exposures, and
through this, to more efficient risk manage-
ment and control.7 The situation is that
through the process-based approach, i.e. the
definition and sorting out of processes, the
activities of the institution, some business
units, or organizational units will become more
transparent, thus the critical points will be eas-
ier to identify. This approach, among others,

would be useful in applying the risk indicators,
as, due to the criteria defined for them such as
efficiency, objectivity, comparability, simple
use, etc., it is important that they should be
gathered and applied on the basis of a uniform
system of criteria. Today's Hungarian practice
suggests that in this area, it is rather fast pro-
duceability than the above-mentioned charac-
teristics that are treated as priorities. The tech-
niques that exclude the system approach do not
make sense, as the indicators that are gathered
at random (only because they are easy to pro-
duce), which do not focus on the critical risk
points, do not realistically reflect the risk pro-
file of the institution.  

Responsible internal governance

As the majority of the risk events affect the
internal, operational processes, the internal
lines of defence, as well as the management
controls built into the processes have an out-
standing significance in the efficient handling
of operating risks, among others. The bank's
internal defence lines are made up by responsi-
ble internal governance and internal control
functions (PSZÁF, 2006). 

If one thinks of the bank and corporate scan-
dals of the past few decades (Barings, Xerox,
Enron, Worldcom, SocGen, etc.), the majority
of which can be put down to internal opera-
tional problems, the lack of, and non-compli-
ance with the rules and regulations, we may
rightly claim that responsible internal gover-
nance has a critical role in preventing similar
situations. Responsible internal governance
assumes a transparent organizational structure,
clearly defined responsibilities, decision-mak-
ing competences, and authorities, as well as
such corporate systems which ensure the inde-
pendent, efficient and prudent fulfillment of
the governance, control and supervisory
functions. Ensuring the existence and obser-
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vance of all these is the responsibility of se-
nior management (directors, executive man-
agers). Responsible internal governance and
responsible corporate governance differ from
each other in that the latter is a wider category,
as it comprises the owners' and other partner
relationships as well. Responsible internal gov-
ernance is only possible through the develop-
ment and operation of appropriate internal
control mechanisms. The internal control func-
tions include risk control, compliance and
internal audit functions. The core of financial
intermediation is risk assumption, thus it is not
the avoidance or minimization of the risks that
the companies should strive to but the keeping
of the risks within a manageable limit, as well as
the definition of the risk exposure as compre-
hensively and accurately as possible, and the
conditions of the latter should be created. The
compliance activity, besides ensuring statutory
compliance, includes the monitoring and adap-
tation of the recommendations, guidelines,
methodological guidances, market standards
and ethical rules. Internal audit contains the
controls built into the process, management
control and the independent organization of
internal audit. 

The profitable operations of the financial
institutions greatly depend on the efificiency of
their governance systems. The truth is that no
efficient governance exists without a well-func-
tioning internal control system. The function-
ing of the internal control system on an appropri-
ate standard directly affects the operation of the
institution in question, it is an important factor
in its competitiveness. In an up-to-date system
of controls, besides its comprising risk man-
agement, the risk factors are regularly assessed
and an ever increasing weight is given to pre-
liminary risk analysis and ensuing planning
(Vigvári, 2001).

In the recommendation published by the Basel
Committee on the prudent practices of the man-
agement of operating risks, attention is called to

the importance of the commitment of senior
management, emphasizing, among others, that
the creation of an appropriate risk management
environment is a fundamental condition to effi-
cient risk management. The point of this is that
the executive managers should be aware (have
good understanding) of the operating risks
undertaken by the institution, i.e. of the nature,
extent of these risks, the actions to be taken
and already taken for their prevention and cor-
rection, as well as the related threats and
opportunities. It is also the responsibility of
the management to ensure that the tasks and
objectives are clear to each staff member (train-
ing, further training courses). Senior manage-
ment should take responsibility for the consis-
tent extension of the operating risk manage-
ment system to the whole institution (BIS,
2001).

Several relevant requirements and recom-
mendations emphasize the importance of
responsible corporate and internal governance.
Such are, among others, the Sarbanes–Oxley
Act (SOX, 2002) that took effect after the
breakout of the Enron scandal, the CRD, the
Markets in Financial Instruments Directive, i.e.
MiFID, the guidelines developed by CEBS (the
Committee of European Banking Supervisors,
GL03) but the recommendations of the BSE
on responsible corporate governance (FAT)
can also be quoted (Marsi, 2007). These basi-
cally summarize those guidelines whose aim is
to make the institutions more transparent both
from the accounting and financial aspects and
with regard to their structures, and to ensure
that their managers are more controllable.
Parallel to this, the creation and preservation of
the management's commitment to reliable
operations and their professional competences,
as well as those of trust between the institution
and its clients and partners are also key aspects
of responsible governance, accordingly, they
receive attention in the above-mentioned rec-
ommendations and requirements. 
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Taking the characteristics of operating risks
(correlations of weight and frequency, the role
of the human factor as the most subjective
chain, factors that affect the course of business,
etc.) into account, we may point out that the
adaptation of the above-mentioned guidelines

and approaches (managerial responsibility, risk-
oriented control system, independent auditing,
etc.) into the banking practices may greatly
contribute to the reduction of the risk exposure
and the related capital requirement, to efficient
risk management and reliable operations.

1 The guidelines developed by the Basel Committee
are merely recommendations, thus it is to the discre-
tion of the individual countries how they adapt them
to their own legislations and legal practices. The rec-
ommendations mentioned in the article have at least
partially been adopted by each country in the world,
including the EU countries, Japan, Canada and the
USA.

2 The bases for the changes in the Hungarian regula-
tion are made up by two directives: Directive
2006/48/EC of the European Parliament and the
Council (June 14, 2006) on the taking up and pursuit
of the business by credit institutions, and Directive
2006/49/EC of the European Parliament and the
Council (June 14, 2006) on the capital adequacy of
investment firms and credit institutions.

3 During the crisis, it turned out that CRD had quite a
number of weaknesses, whose elimination is in
progress. The Basel Committee said that one of the
most critical area was the inappropriate accounting
and coverage of risks related to the items of the trad-
ing book, practically those of the market risks, to
which it greatly contributed that such complex
financial instruments had become increasingly com-
mon which were less transparent and assessable,
qualifiable, which increased the risks of the financial
system. Basel II failed to deal, for example, with the
securitization, which appeared in the activities per-

formed by the banks to a high extent, and which
played a key role in the deepening of the crisis. 

4 Among the impacts, it is primarily financial losses,
missed income and yields, fines and penalties, costs
of legal proceedings, as well as the costs of replacing
physical assets that can be highlighted.

5 The reasons that contribute to the risk event may be
very diverse. Just to mention a few examples, defi-
ciencies of control, inappropriate recruiting or selec-
tion processes may result in the “embedding” of pro-
fessionally incompetent, unreliable persons in the
organization (in this case, the risk event in question
may be embezzlement, inappropriate handling of
client data, negligence, etc.). Any breakdowns in the
banking infrastructure, deficiencies in maintenance,
the inaccessability of external databases may also
cause interruptions in the normal daily business
operations. 

6 Among others, it was BCBS (2002), the Bank of
Japan (2006), the Federal Reserve (2004) that con-
ducted surveys and analyses on the losses that can be
put down to operating risks. On these and the expe-
rience gained in Hungary based on the HunOR data-
base, see Homolya – Szabolcs (2008).

7 Be it risk-related monitoring (tracking of planned
and actual risk levels), or internal auditing.
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Aranka Baranyi – Zsuzsanna Széles

Risk taking of a credit 
institution and the limits 
of the basel framework

This paper is a compilation prepared in the style
of case studies, with the ultimate goal of present-
ing the possibilities of a credit institution in terms
of risk-taking through an example, exploring ele-
ments of capital requirement in the Basel accord,
as well as the capital situation of the domestic
financial sector. 

BASEL II – 
COMPLEX RISK MANAGEMENT

Regulation of the capital levels needed for safe
operation has had a long history. Basel I1 was
the first accord on capital standards that regu-
lated measuring the long-term solvency of
banks. It was justified because the capital rep-
resented in the accounting did not provide suf-
ficient cover for losses generated by banking
risks, which gave rise to the notion of capital in
the broad sense, in other words, eligible regula-
tory capital, and that of risk-weighted assets
(adjusted balance sheet total). 

The ratio of the regulatory capital and the
adjusted balance sheet total must reach 8 per-
cent, as a minimum. A key risk component
measured by Basel I is credit risk. One of the
fundamental problems with it was that it
focused on credit risk, ignoring the characteris-

tics of the credit institution. By 1992, the sol-
vency indicator became a globally used indica-
tor for assessing banks' solvency.

In 1996, a change was adopted in terms of cal-
culating the indicator, meaning that market risks
were also to be considered in addition to credit
risk on calculating capital requirement. Basel II
is a new legal framework equally applicable to all
banks, which, since its adoption in 2004, has
determined the capital requirement for opera-
tional risk. With the earlier calculation of capital
modified, complex risk management is now used
in terms of interest rate, credit, operational and
legal risks. Consequently, the ultimate goal is to
achieve convergence between the economically jus-
tified capital requirement and the regulatory capi-
tal requirement, and to protect stability in the
financial sector by way of adopting a comprehen-
sive assessment of credit risks, among others. 

The philosophy underlying this new capital
requirement demands capital adequacy to be
calculated in a way that it provides adequate
capital levels (regulatory capital) even against
rare (extreme) risks. 

At the inception of Basel II, the expected
impacts were summarised as follows:

• stronger risk preference,
• development and expansion of risk miti-

gating techniques,
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• changes in asset risk categories,
• involvement of international and external

rating companies in the rating process,
• making clients interested in data supply.
On adopting the framework, countries,

including Hungary, faced problems that
stemmed from the shortcomings of the system
of institutions and the legal background. 

The European Parliament adopted the regu-
lation of the new capital requirement for credit
institutions and investment enterprises in 2006,
followed by three government decrees to regu-
late the three pillars of Basel II individually. 

THE STRUCTURE OF BASEL II

Compared to its predecessor, Basel II uses var-
ious approaches to the issue of capital adequa-
cy, and is built around the following three pil-
lars: 

• Pillar 1: minimum capital requirement,
• Pillar 2: internal capital adequacy assess-

ment process,
• Pillar 3: information to the public (regula-

tory capital, risks, risk management, etc.).
Before addressing the individual pillars in

more detail, let us look into the methods.
Applicable methods for determining the mini-
mum (pillar 1) and the internal capital require-
ment (pillar 2):

• internal ratings-based approach (advanced
method) 

In such cases, banks must have an estimate
for their key risk components, such as the
probability of default, average loss in the event
of default, the value of risk exposure in the
event of default. The objective of the rating
system is to pool risk exposures with identical
risk characteristics into the same category. 
A condition to setting up this system is to pos-
sess relevant data series on clients and the
transactions performed by them. In the aggre-
gate, this method, considering the rate of risk

exposure, may certainly determine a lower or
more realistic capital requirement for the bank
in comparison with the use of the general
method; in spite of that, few financial institu-
tions use it, most prefer the standardised
approach, which appears to be simpler.

• standardised approach (general method)
This paper presents the latter method on

examining each risk component, except for
operational risk management, where all the
approaches will be presented.

In the continuation, we will look into how
each pillar and the risks of Basel II are imple-
mented in the practice of a domestic financial
institution.

PILLAR 1: 
Minimum capital requrement

On determining minimum capital require-
ments, credit institutions must hold capital for:

• credit,
• market and 
• operational risks.

Credit risk management
The credit risk weights used with the standard-
ised approach were regulated pursuant to
Government Decree 196/2007. Basically, this
approach is similar to calculating the former
adjusted balance sheet total. In terms of credit
risk management, the following groups are
formed.

Exposure to the central government and the
central bank:
credit rating 1 2 3 4 5 6

risk weight (%) 0 20 50 100 100 150

• regional governments and local authorities:
0–150 percent, if they have a sovereign right
to impose taxes, it equals the risk weight
applicable to the central government. The
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rating is published by the Hungarian
Financial Supervisory Authority (HFSA);

• public institutions: a 0-100 percent weight
applicable to a credit institution or the cen-
tral government, for example Hungarian
State Holding Company (ÁPV Rt.),
Hungarian State Treasury (MÁK), social
security funds, public foundations, etc.;

• multilateral development banks: 0–150 per-
cent, except for e.g. African Development
Bank, European Investment Bank, Asian
Development Bank, etc., which are assigned
0 percent;

• international organisations: 0 percent,
International Monetary Fund, Bank for
International Settlements, European
Community.

Credit institutions and investment enterprises
The exposure risk weight is 20–150 percent, if
the term of exposure does not exceed three
months; otherwise it is 20 percent.

For enterprises, if rating is performed by a
recognised credit rating company: 
credit rating 1 2 3 4 5 6

risk weight (%) 20 50 100 100 150 150

If no recognised credit rating company is
involved, the applicable risk weight is the high-
er of 100 percent and the risk weight associat-
ed with the central government of the enter-
prise's registered seat.

Exposure to retail portfolios
With the examined credit institution, an expo-
sure belongs to the class of retail exposures
with a risk weight of 75 percent, if: 

• exposure is to a natural person, micro,
small or medium enterprise,

• exposure can be pooled with a significant
number of exposures sharing the same
characteristics, which facilitates mitigation
of lending risk,

• the risk exposure of the credit institution
or the given group to the debtor or group
of debtors does not exceed EUR 1 million,

• the claim is other than securities,
• it is exposure secured by property that

does not meet the conditions stipulated in
the decree (for residential or non-residen-
tial property),

• portions of exposure not secured by prop-
erty,

• the claims are not fully secured by residen-
tial property.

Typical products: revolving credits, lines of
credit, credit cards, overdraft, personal term
loans, leases, student and educational loans,
personal finance, small business facilities.

Granularity criterion: the portfolio must be
sufficiently diversified to reduce the risks in
the portfolio, warranting a 75-percent risk
weight; one way of achieving this may be to set
up a limit that no client exposure can exceed
0.2 percent of the portfolio. 

Claims fully secured by residential property: 35
percent

General conditions to eligibility of claims
secured by property:

• at the time of contracting, it is enforceable
in front of all jurisdictions,

• the contract allows for enforceability of
the claim secured by mortgage within a
reasonable time,

• it is properly registered in the real estate
register at the proper time,

• frequency of reviewing the market value: for
residential property, once every three years,
for non-residential property, once a year. An
independent property appraisal is needed if
the property price significantly decreases in
comparison to the market price, the loan
amount is over EUR 3 million, or it reaches
5 percent of the regulatory capital,

• the property insurance against damage is
monitored,
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• rating of the client and independence of
the property's loan-to-value ratio,

• at least 80 percent of the repayment
depends on other than revenue from the
property, 

• the exposure cannot exceed 70 percent of
the residential property value,

• the residential property is/will be occupied
by the owner or is/will be let.

Claims secured by real estate other than residen-
tial property: 50 percent

The exposure value does not exceed 50 per-
cent of the market value or 60 percent of the
mortgage lending value of the property. (On
determining the value of risk, the lower is to be
considered.)

Exposure to past due items
The risk weight associated with the amounts of
individual provisions continuously over ninety
days and of material obligations reduced by the
amount of risk provision is 50–150 percent. In
the event of exposure to residential property, if
the provisions are below 20 percent of the
gross value, the risk weight is 100 percent, if
they are over, it is 50 percent, or if it is non-res-
idential property, the risk weight is 100 percent.
For other items, if provisions are below or over
20 percent of the gross value, the risk weight is
150 percent and 100 percent, respectively.

A case of material exposure to a retail port-
folio is where the exposure amount is higher
than the monthly minimum salary valid at the
time when the due date passes, or is higher than
2 percent of the total contractual client obliga-
tions or higher than a monthly instalment. In
the event of other exposures, it is HUF 250
thousand, 2 percent of the contractual client
obligations.

Other items
Investment in venture capital companies: 150
percent, for other than past due items with

provisions or risk provision accumulated: 100
percent or 50 percent, for tangible assets: 100
percent, for accruals, if no specific client can be
assigned to them, it is 100 percent, for cash and
cash equivalent items, it is 0 percent, for items
being collected, it is 20 percent, for the value of
participation not deducted from the regulatory
capital, it is 100 percent, for gold held in own
vaults or on an allocated basis, it is 0 percent,
for repurchase transactions and forward pur-
chases, the risk weight of the asset prevails.

Off-balance sheet exposures
Exposure is categorised from 0 to 100 percent.
Off-balance sheet exposures generally fall in
the 100 percent category. For other cases, the
following categories are set up:

• 50-percent exposure: other than credit sub-
stitute guarantees, underwriting related to
securities issue, promissory notes related
to underwriting, unutilised promissory
notes and credit lines with an original
maturity over a year for lending, for securi-
ties purchase, for granting bank guarantee
and banker's indemnity, for bill discount-
ing, for granting bill guarantee and for
assuming other risks, letters of credit
issued, irrevocable standby letters of credit.

• 20-percent risk weight: documentary cred-
its, where the underlying shipment is post-
ed to the credit institution, unutilised
promissory notes and credit lines with an
original maturity of one year for lending,
for securities purchase, for granting bank
guarantee and banker's indemnity, for bill
discounting, for granting bill guarantee
and for assuming other risks, which cannot
be cancelled unconditionally, or where
deteriorated borrowing capacity of the
borrower does not automatically result in
termination of the agreement.

• 0-percent exposure: claims from credits
extended at other than the credit institu-
tion's own risk, unutilised promissory
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notes and credit lines with an original
maturity less than a year for lending, for
securities purchase, for granting bank
guarantee and banker's indemnity, for bill
discounting, for granting bill guarantee
and for assuming other risks, which may
be unconditionally cancelled at any time
with immediate effect, or where a deterio-
rated borrowing capacity of the borrower
automatically results in termination of the
agreement; standby letters of credit that
may be revoked at any time.

Capital requirement for market risk 
Risk components to be included: foreign
exchange rate risk, commodities risk, interest
rate position risk, equity position risk, excess of
high-risk limits. Financial institutions not
required to keep a trading book are only
required to accumulate capital for foreign
exchange rate risk: with the net and gross long
and short positions determined by currency, the
capital requirement is 8 percent of the net posi-
tion of the higher of the two, if the net position
exceeds 2 percent of the regulatory capital.

Operational risk
The capital requirement may be calculated
using the basic indicator approach regulated in
Government Decree 200/2007. In the event the
standardised approach is used, the basic indica-
tor is calculated pursuant to the relevant
decree.

PILLAR 2: 
Internal capital adequacy assessment
process (ICAAP)

Internal capital assessment can be divided into
two major parts; the capital requirement is deter-
mined per risk, and a capital buffer is quantified. 

In this case, risks that are not considered or
considered differently for the minimum capital

requirement are also included; such risks are
established by the financial institution by
exploring its own risks. 

Components of internal capital adequacy
The types of risk to be considered on calculat-
ing the internal capital adequacy: 

• concentration risk, 
• market foreign exchange rate risk, 
• country risk, 
• credit risk, 
• risk in the market trading book, 
• operational risk, 
• other than interest rate risk in the trading

book. 
By quantifying these risks, the internal capi-

tal requirement less the capital buffer is
received. The credit institution summarises the
capital requirement applicable to these risks,
which yields the internal capital requirement
less the capital buffer.

Calculating the capital requirement for
each risk type

Concentration risk: 
• high risk: exposure to a client or a client

group reaches 10 percent of the regulatory
capital. The limit is specified in the Act on
credit institutions and financial enterprises
(htp); 100 percent of the portion above the
limit is to be funded by capital;

• debtor concentration at the level of port-
folios: the internal capital requirement of
the 20 top exposures (debtors) under htp.
The limit is 2.5 times the regulatory capi-
tal;

• the capital to be accumulated for concen-
tration of top debtors at the level of port-
folios is the higher of the limit excesses,
increased by 10 percent.

• Sectoral concentration: the exposure is
classified according to activity (TEÁOR)
code 99 or into one of the 20 categories
published by the National Bank of
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Hungary (MNB); the sectoral limit is 250
percent of the regulatory capital;

• collateral concentration: the limit applica-
ble to the direct and indirect exposure to a
client equals 75 percent of the regulatory
capital.

Market foreign exchange rate, the same as for
pillar 1.

Country risk: the risk rating changes on a con-
tinuous basis.

Credit risk: same as the value determined
under pillar 1, except for the portion assumed
by HG Zrt. and AVHGA at its own risk for
aval, the risk weights according to Government
Decree on the management and capital require-
ment of credit risk (HKR) are 50 percent and
100 percent, and the preferential weight permit-
ted on calculating internal capital requirement is
20 percent. If the financial institution does not
intend to use the preferential risk weight, the
value equals that of the capital requirement cal-
culated using the standardised approach.

Risk in the market trading book is the same as
for pillar 1.

Operational risk 
The approaches to handling operational risk are
the following:

• basic indicator (prevailing indicator),
• standardised,
• advanced measurement approach.

BASIC INDICATOR APPROACH

This indicator can be calculated using the
profit and loss statement. The capital require-
ment to be held is 15 percent of the amount
specified as the basic indicator.

Items to be included in the basic indicator
amount:

The arithmetical average of three years in
terms of the following amounts: the difference

between interest and interest type revenues
received and interest and interest type revenues
paid, and the difference between revenues from
shares purchased for trading, from participa-
tions, commission and fee revenues received,
net profit from financial operations and other
revenues from business activities, as well as the
commission and fee expenses paid (payable)
and net loss of financial operations.

For the calculation, the previous three annu-
al reports certified by an auditor must be con-
sidered. If the financial institution does not
hold three years' data, the estimates used in
their business plan must be used. Also in the
event of mergers, demergers and changes in the
scope of activities, data must be obtained from
the business plan approved by the HFSA.

On calculating the indicator, only positive
figures are to be included. If figures for a year
are negative or zero, the average of the positive
figures of the remaining two years must be
used. If the figures are negative or zero for two
years, only the figures of the year with positive
figures must be considered.

On calculating the prevailing indicator, the
following must be excluded:

• loss in value and write-back, and the
expenses and revenues related to the accu-
mulation and utilisation of provisions,
except for the profit or loss from the valu-
ation of all balance sheet items and off-bal-
ance sheet items recorded in the trading
book (loss in value and write-back, positive
or negative difference of valuation, provi-
sioning and release of provisions for
expected loss from derivatives for trading);

• general administrative costs;
• amount of dividends or quotas received

from credit institutions or financial enter-
prises;

• the contractual consideration paid for out-
sourced activities, except if no parent and
subsidiary relationship exists with the
institution;
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• revenue from the sale of items not con-
tained in the trading book, except for for-
eign currency;

• revenue from damages on insurance
claims.
STANDARDISED APPROACH

The capital requirement for operational risk
equals the value of the prevailing indicator for
the bank's business lines as weighted with vari-
ous percentages.

If the basic indicator for a business line is
negative, it can be considered on calculation. If
the weighted basic indicator is negative for a
given year, the negative figure is to be replaced
by zero on calculating the three-year average.

Business lines in the bank, and the associat-
ed weights:

• corporate finances: 18 percent;
• underwriting, services related to under-

writing, investment consulting, securities
issuance and consulting, consulting pro-
vided to companies concerning leverage
and business strategy, organising acquisi-
tion of influence in a company through
public purchase offer and related services;

• trading and sales: 18 percent;
• financial agency in the interbank market,

trading in financial instruments and com-
mission agency, securities lending, inter-
bank deposits;

• retail intermediary activity: 12 percent;
• commission agency with financial instru-

ments;
• commercial banking: 15 percent;
• raising deposits and accepting other

repayable funds from the public, extending
credits and loans, financial leases, guaran-
tees and bank guarantees, other banker's
commitments and money exchange;

• retail banking: 12 percent;
• raising deposits and accepting other

repayable funds from the public, extending
credits and loans, financial leases, guaran-
tees and bank guarantees, card services

provided with the cooperation of card
companies, other banker's commitments
and money exchange;

• payments and settlements: 18 percent;
• cash transfer to third persons not qualify-

ing as clients, clearing and settlements,
electronic money, as well as issuing cash
replacement means of payment, and relat-
ed services;

• agency to intermediate financial services:
15 percent;

• safe-keeping of securities and keeping the
related records, safe custody of securities,
agency for credit institutions or invest-
ment enterprises;

• property management: 12 percent;
• unique management of individual portfo-

lios, deposit safe custody for collective
investments, property management for
voluntary insurance funds, property man-
agement for private pension funds.

Major conditions of using the standardised
approach
The bank's operational risks are easy to
explore, the relevant system is integrated in the
institution's management information system,
the system provides for control, the credit
institution develops and operates an internal
reporting system, and regulates the system and
conditions of classifying services in the various
lines of business.

Each service can be classified in a single busi-
ness line. If at least 90 percent of the financial
institution's activities stem from retail banking
and commercial banking, and at least 50 percent
of retail banking and commercial banking con-
tain credits with a probability of default reach-
ing 3 percent on average, and credits are priced
for a high credit risk, the earlier weighting
method can be replaced by an alternative indica-
tor, subject to permission issued by the HFSA.

Calculating the indicator: a three-year average
of the outstanding contractual amount of cred-
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its extended – drawn down from the credit line,
and still unrepaid –, multiplied by 0.035. The
capital requirement for the retail and commer-
cial banking lines of business equals the indica-
tors of business line obtained as above, weight-
ed by 12 percent and 15 percent, respectively.

ADVANCED MEASUREMENT APPROACH

Conditions of use
• the credit institution's system for assessing

and measuring operational risk must be
fully integrated with the day-to-day risk
management process;

• risk management must be elaborate and
documented;

• risk management is controlled by an inter-
nal auditor or an auditor;

• the risk management system is transparent
and controllable, and the data are accurate.
Risks must be explored and provisions
accumulated to achieve an accuracy of 99.9
percent;

• the credit institution's risk management
system must identify the factors influenc-
ing low probability events that involve
serious losses;

• the system must be based on loss figures
of at least 5 years;

• events that entail credit risk in addition to
operational risk must also be considered
for operational risk, and capital must be
accheldumulated. 

Interest rate risk other than in the banking
book: a 200-base point interest rate shock and a
duration gap analysis constitute the basis of
calculating capital requirement. It is not done
for each item, only for the ones that exceed 
5 percent of the balance sheet total. 

Stress tests
Stress tests are also carried out in order to cal-
culate the internal capital requirement: 

• credit risk stress test, 
• concentration stress test, 

• foreign exchange rate stress test, 
• interest rate risk stress test, 
• liquidity stress test. 
The results of these tests are used to formu-

late a capital buffer. Out of the stress test sce-
narios, the one calling for the highest capital
requirement must be considered (i.e., values do
not add up).2

Stress tests are carried out on a quarterly
basis, and they may result in increased amounts
of special provision and loss in value provision,
and the capital requirement underlying past
due claims may increase. The objective of the
credit institution's operation is to accumulate a
credit portfolio that entails minimum risk. The
question is only the extent to which financial
institutions are able to follow this objective in
the current economic situation, considering
that many of the previously good clients strug-
gle with payment difficulties.

Types of stress tests 
For credit risk, any increase in past due items

over 90 days + changes in Hungary's credit rat-
ing are examined.

Concentration risk: is a risk that stems from
aggregate risks arising from various contractu-
al relationships with clients sharing the same
characteristics, e.g. failed return of 20 percent
of the claims. 

Foreign exchange rate risk: capital require-
ment of open foreign exchange positions (e.g.
in the event of a 40-percent depreciation of the
Hungarian forint).

Interest rate risk not included in the trading
book: it is examined when the ratio of the
weighted net position to the regulatory capital
exceeds 20 percent.

Liquidity risk: quantifying the impacts of
liquidity distress, i.e. if clients intend to with-
draw a certain amount of deposit from the
credit institution, the amount of liquid assets
the bank needs to provide, and if the bank has
insufficient primary and secondary liquid
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assets, at what price the bank can obtain
resources, and at what price the bank can liqui-
date its assets.

Capital requirement for self-assessment for
risk 
Self-assessment for risk: once a year, the credit
institution assesses the adequacy along the
guidelines issued by the HFSA. Depending on
the ratio of responses, a 20-percent capital
buffer is determined. Possible responses: com-
pliant, partly compliant, non-compliant. If the
ratio of “partly compliant” and “non-compli-
ant” responses exceeds 30 percent of all
responses, capital must be accumulated. 

Possible areas for self-assessment for risk 
Macro-environment (risk of external factors

– impact of economic cycles, concentration
risk – geographical concentration risk).

Corporate governance: 
• management risk (qualifications, profes-

sional reputation, market judgement, man-
agement qualities),

• strategic risk – dividends policy,
• reputational risk (declined confidence,

handling of complaints in the organisa-
tion),

• administrative risk: compliance with
supervisory recommendations, production
of audit reports.
Market appearance: compliance of the

offered services and products with the market,
launching new services, change in market share,
concentration of the institution's client struc-
ture, unauthorised activities, acquisition, mar-
keting and publishing policy.

Business processes and capital
• credit risk: asset quality compared to simi-

lar financial institutions, significant credit
loss (5 percent of the regulatory cpital),
ratio of interest in suspense, management
and control of credit risk in the system,
counterparty with credit risk above the

average based on ratings and sectoral risk,
compliance with prudential limits.

• residual risk: ratio of real estate among col-
laterals, per portfolio,

• country risk,
• foreign exchange risk,
• liquidity risk,
• operational risk.

PILLAR 3: 
Disclosure requirements 

The regulation is built on Government Decree
234/2007, with a view to using the disciplinary
force of publicity to encourage continuous
review and increased transparency of the strat-
egy, risk management and governance system
of the credit institution.

Areas of disclosure: 
• principles and methods of risk manage-

ment,
• application of prudential rules,
• information related to the regulatory capital,
• capital adequacy of the institution,
• standardised approach,
• internal ratings-based approach,
• credit risk mitigation,
• trading book,
• shares and positions not included in the

trading book,
• securitisation,
• counterparty risk management,
• operational risk.

CAPITAL SITUATION IN THE FINANCIAL
SECTOR

The framework of Basel II is mandatory for com-
prehensive use in the domestic financial sector as
of 1 January 2008. The traditional solvency
indicator has been replaced by the new capital
adequacy indicator, the solvency rate, which
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must cover at least 8 percent of the risk-
weighted exposure amount even after the sepa-
rated capital requirements are deducted from
the adjusted regulatory capital, as well as by the
capital adequacy index, where the amount of
minimum regulatory capital requirement is
compared to the eligible regulatory capital
amount 

(8 percent of the eligible regulatory capital / minimum 

regulatory capital requirement)x100

According to the HFSA report for the year
2008, the situation of the financial sector
reflects a high level of stability; although
decrease is seen in terms of the capital adequa-
cy level over the years, it is caused by the new
capital regulation, which lead to an increased
minimum capital. 

The average capital adequacy situation of
financial service providers was relatively slightly
involved in the financial crisis that evolved in
2008. The regulatory capital available to the
entire financial sector increased by 13 percent
during the year, while the total capital require-
ment by 15 percent. 

In the banking system (banks) bearing
largest weight and most risked by the reces-

sion, the capital adequacy index slightly
decreased, similarly to the sectoral average
(from 145 percent of the previous year), and
reached 142 percent in 2008. The capital ade-
quacy index of cooperative credit institutions
decreased to a higher extent but from a signifi-
cantly higher level.

On evaluating the developments in the capi-
tal situation in 2008, it must be considered that
the mid-year adoption of the rules set forth in
the European Capital Directive (CRD) had a
strong influence on credit institution service
providers. Adoption of the CRD: 

• decreased the capital requirement related
to credit risks, 

• introduced capital requirement for opera-
tional risk, 

• required consideration of the capital
requirement related to market risk in the
basic regulatory capital indicator. (See
Tables 1 and 2)

For institutions subject to the capital ade-
quacy requirement, the increment of the ability
to accumulate internal capital and that of capi-
tal requirement in 2008 were in balance, simi-
larly to the previous year. For banks, a deficit is
seen in the internal capital surplus of banks

Table 1 

REGULATORY SOLVENCY RATE AND CAPITAL ADEQUACY
(INSTITUTIONS ON A SOLO BASIS, PERCENT)

Period-end figures 2003 2004 2005 2006 2007 2008
Solvency  rate

Banks 12.29 12.80 11.95 11.54 11.60 11.43

Cooperative credit institutions 15.40 15.95 15.57 15.32 15.82 13.67

Investment enterprises 59.2 61.15 94.38 37.39 30.24 n.a.
Capital  adequacy*

Banks 153.7 160.0 149.4 144.3 145.0 142.2

Cooperative credit institutions 192.4 199.4 194.7 191.5 182.2 170.9

Investment enterprises 451.1 310.9 441.8 200.4 204.1 n.a.

Insurance entities 176.5 167.8 182.5 216.6 223.5 234.2

Sectoral average 160.0 163.2 155.6 152.8 153.1 149.9

* Based on regulatory capital requirement

Source: Operation and risks of the supervised sector, HFSA, May 2009 (p. 34)
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supervised by the HFSA, which means that the
annual return on equity grows to a smaller
extent than the regulatory capital requirement
does. 

At this point, however, we must consider
again a previously mentioned circumstance,
namely, that the return on equity for banks
was improved by one-off items of significant
amount in 2008. Without these, the bank sys-
tem and all the institutions would have faced
an internally induced capital shortage of near-
ly 7 percentage points and nearly 4 percentage
points, respectively. Similarly, the internal
capital shortage of cooperatives is only appa-
rent, because, as mentioned previously, the
fast increase in the capital requirement is
attributable to a one-off impact of adopting
the CRD.

Despite the tough business circumstances,
the bank system is significantly profitable,

which means an annual return on equity
(ROE) of 15.7 for the period January to May
2009. The banking profit and the ROE figures
are highly seasonal, because return in the first
half of the year is generally higher, whereas that
in the second half – mostly due to a peak in
provisioning and operating costs in the last
quarter – is typically considerably lower. Return
in the period of January to May 2009 shows a
firm decline compared to 2008, and even with
the trend unchanged, a single-digit ROE fig-
ureis expected for the whole year. 

SUMMARY

A credit institution's eligible regulatory capi-
tal must cover the credit, market and opera-
tional risks defined in the provision of law
specified in pillar 1, as well as the capital

Table 2  

ABILITY TO ACCUMULATE INTERNAL CAPITAL

Period-end figures 2004 2005 2006 2007 2008
Annual  ROE  (percent)

Banks 23.4 22.3 23.0 17.9 14.3

Cooperative credit institutions 15.8 13.4 10.7 10.8 10.2

Investment enterprises –6.2 –1.7 29.6 30.4 33.8

Insurance entities 25.5 29.0 23.9 20.2 18.0

Total 23.0 22.7 22.6 18.0 14.8
Increased  capital  requirement  (percent)

Banks 16.5 17.4 19.2 19.8 16.8

Cooperative credit institutions 22.2 15.4 7.9 8.9 16.2

Investment enterprises –34.3 –13.7 95.0 2.4 n.a.

Insurance entities 25.2 7.4 6.1 9.9 2.2

Total 17.2 16.1 17.7 18.4 15.0
Internal  capital  surplus  (percentage  point)/1

Banks 6.9 4.9 3.7 –1.9 –2.5

Cooperative credit institutions –6.4 –2.0 2.8 1.9 –5.9

Investment enterprises 28.2 12.0 –65.4 28.0 n.a.

Insurance entities 0.3 21.6 17.7 10.3 15.8

Total 5.8 6.7 4.9 –0.4 –0.2

* The difference between the increase in ROE and the capital requirement, as a percentage

Source: Operation and risks of the supervised sector, HFSA, May 2009 (p. 35)
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requirement explored in pillar 2, i.e. quantifi-
able and less quantifiable risks, limit excesses,
results of stress tests and self-assessment for
risk. Never so far has the development of the
Basel framework and its practical application in
the banking practice had so much justification as
it has nowadays. Evidence for this is the fact
that the financial institutions were not forced
to face the impacts of the financial crisis made
on their capital situation unexpectedly
(although the international financial processes
were presumable), owing to an adequate regu-
lation. An increasingly acute market competi-
tion, acquisition and retention of clients at
almost any price, profit orientation, strife for
efficiency and owners' expectations lead to the
fact that the financial sector – although com-
pliant with the domestic and international
standards – was forced to include transactions
and clients representing increasing risk. A true
benefit of the Basel II framework is that it offers
complex risk management instead of just focus-
ing on one or two significant risk segments.
Stress tests allow for quantification of events
that the financial sector did not reckon with
earlier, and these, unfortunately, did not take

place as test items only during the financial
crisis. The new regulation represents a kind of
defence system, where clients are also
assigned considerable roles, i.e. the rule does
not only focus on the inside, but also
approaches efficient risk management, and
thus also loss control, from the client side. In
our opinion, adoption and use of the surplus
capital requirement and the new risk manage-
ment approaches for banks will surely yield
long-term results. More efficient exploration
of risks, more accurate mapping of compo-
nents may represent less loss and lower
requirements of reserve, which may improve
confidence in the investment market, and may
result in mitigated liquidity problems.

Concerning the Basel II framework, the Basel
Committee put forward an amendment propos-
al, which the Committee developed expressly
with respect to the financial crisis and the factors
that shook the capital situation of banks, and in
response to the risk management factors deemed
insufficient. It lays a great emphasis on the rules
of properly managing the risks of securitised
products, and of calculating the capital for cover-
ing these.

1 The Basel Committee on Banking Supervision,
BCBS was established in 1974 as an association of
the central banks of 10 countries, and by 1988, it
developed a regulation called Basel I, with a view to
quantifying banking risks.

2 The capital buffer amount: the higher of the stress
test results and the quantified self-assessment for
risk. Internal capital to be actually accumulated: if
the pillar 1 value is higher than the pillar 2 value, it

will prevail, whereas, if pillar 2 is higher, it is to be
actually accumulated.
The regulatory capital covers risks defined in pillar
1, plus the capital requirement of risks defined in
pillar 2. Limits are set up for quantified risks, where
the capital requirement is the portion above the
limit. On defining the capital buffer amount, the
stress test results must be considered, as well as the
result of the self-assessment for risk.
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I

József Simon 

Public accountancy 
regulations and SAO audits
Why cannot the utilisation of public funds 
be efficiently audited?

In a democratic state citizens expect that those cur-
rently in power should give a detailed account on
spending and utilising the public funds trusted to
them. The enforcement of accountability has sever-
al preconditions, out of which this study focuses on
the characteristics arising from the accounting sys-
tem, since accounting requirements significantly
influence the audit system's room for manoeuvring.

THE INFORMATION SYSTEM OF PUBLIC
FINANCES

The information system of the public sector
plays a significant role in the solution of the
above written. Studying the information sys-
tem in a systemic manner is important because
the quality of the audit system is influenced not
only by public accountancy, but also by the
other two elements of the information system.
This article presents the structure of the infor-
mation system, and locates the accounting sys-
tem within that. It must be emphasised that the
information system must meet differentiated
needs. The interested parties require different
information on certain fields of the public
finances, and look at the information system
from different perspectives. Decision-makers

typically want to know in which fields public
funds have been used, but at the same time
cost-efficiency is shifted to the background. In
contrast with this, the operative implementers
of tasks are driven by the aim to make the
effectiveness of utilisation of public funds
measurable. The society requires comprehen-
sive information about the utilisation of public
funds. In this respect the structure, under-
standability and information content of the
report are of crucial importance.

The quality of the audit system cannot be sep-
arated from the system in which the audit activ-
ity forms only a portion. The information system
of the public sector consists of three main parts: the
budgetary information and control system, the
statistical system and the accounting system.
The systemic overview of the information sys-
tem requires the presentation of the subsystems.

The budgetary information 
and control system

The budgetary information and control system
registers appropriations and the fulfilment there-
of by matching them to voting units (Kassó,
2006). The goal of the control system (which
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appears in the “Final accounts” at the local gov-
ernments) is to check whether the executive
power utilises public funds and public assets in a
transparent manner within the framework speci-
fied by law. Furthermore, it is responsible to
restrict excessive influence by the executive
power to ensure that political decision-makers
retain their competence in relation to the utilisa-
tion of public funds, and to prevent that a few
elements of this power be returned to the scope
of the government. The basic element of the
budgetary information system is the “voting
unit”1, a group of tasks and budgetary frame-
works that are approved by the National
Assembly, and the fulfilment of which is manda-
tory upon authorization by the Budget Act. The
basic principle is that the tasks must be imple-
mented within the budgets specified by the
National Assembly. Apart from this, the National
Assembly has an exclusive right to modify the
voting units, and the executive power has no say
in this. When defining the voting units too broad
or too narrow definitions should be avoided.

In order to achieve the goals set in the budg-
et it is necessary to create possible transfers
between the voting units and the governmental
functions. Practically this means that it is advis-
able to collect budget data according to supply
functions, too, since the fact and extent of the
achievement of the set social objectives can be
determined on this basis. The main tool for the
preparation of these data is the so called
COFOG2, which stands for the Classification
of the Functions of Government in Britain.
The Ministry of Finance is making efforts to
introduce this method, but comprehensive
application is still to come. 

The statistical system

The goal of statistical methodologies is to meas-
ure the financial transactions of public finances,
and to process them in a unified structure.

According to the statistical concepts, the basic
feature of public finances is that the state sup-
plies services to the society, and covers the costs
of such tasks from taxes and other revenues,
while it also redistributes income and assets.

Due to their significance, the SNA, the GFS
and the ESA95 methodologies  stand out of all
the other statistical methodologies3. The
methodologies can be distinguished according
to the following characteristics:

• temporal relationship between income and
consumption – according to which either
the cash flow or the accrual based
approach is used,

• the conceptual interpretation of public
finances,

• assumptions related to the income owners'
behaviour – whether they are characterised
by short or long-term thinking.

In the period of preparation for the EU
budget supervision procedure Hungary was
required to prepare its fiscal policy report in
accordance with the ESA95 requirements with-
in the Pre-Accession Economic Programme,
already from 2001. According to the 2002
amendment of the Public Finance Act, the
ESA95 rules need to be taken into account in
the annual budget acts. The GFS type data of
the budget had to be supplemented, corrected
and re-classified so that the public finance
deficit and debt data could be determined
according to the ESA95 methodology.

The accounting system

The accounting system must reliably and accu-
rately reflect changes (growth and reduction)
in public funds and public assets. The account-
ing system of the public sector must be in line
with the fact that the primary goal of the pub-
lic sector is the provision of a public task, the
profit motive is generally not typical, a signifi-
cant portion of resources for most institutions
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come from subsidies, and the effectiveness of
financial management cannot be assessed sim-
ply on the basis of changes in assets in the given
period. It is more difficult to establish relation-
ship between the input and output units, and
last but not least differences in the principal's
and the consumer's entities also reinforce the
specific features.

The accounting system of the public sector
must not only provide information on the
sources and value of public funds, but must
also be able to present the costs of the provi-
sion of public goods, as well as the costs spent
on individual goods and services.

Tasks of the accounting system of the public
sector (Kassó, 2006): 

• recording data derived from the monitor-
ing, measurement and evaluation of the
events occurring in relation to the econom-
ic systems, and of the resulting situations,

• processing and comparison of the infor-
mation in a closed system,

• mediation of the reproduction process in
organisations that economically separate
the sub-processes of production, distribu-
tion, replacement and

• satisfying the need for information of the
interested parties, 

• enforcement of the interests of the affect-
ed parties.

From among the elements of the public
accountancy system two areas deserve utmost
attention, the book-keeping and the reporting
systems. The characteristic features of these
two subsystems determine to which extent the
public accountancy system is able to fulfil the
tasks specified above.

Public finance institutions keep modified
performance approach records about events
affecting their assets and financial situation of
their activities in the system of double book-
keeping, and in fact they apply the principle of
the cash flow based approach. On this basis
those economic events are recorded that imply

actual money movements, and actually realised
transactions. Hence, the expense and cost cate-
gories cannot be differentiated in the account-
ing system, and the revenues and revenue
appropriations are not differentiated either.
(Szabó – Szamkó, 2001)

The two main advantages of the cash-flow
approach are simplicity and inexpensiveness.4

CHARACTERISTIC FEATURES OF 
THE PUBLIC ACCOUNTANCY SYSTEM

The biggest problem of the budgetary information
and control system is the lack of definition of the
voting units. In the budget approved by the
National Assembly titles and appropriations
play a crucial role. Under the term voting unit
the budget typically means budget titles, which
appear in different forms. In certain places the
budget title means an institution, while in other
places a task or a type of transaction. Yet, the
system of titles changes from year to year, and
the accounting system is unable to follow. For
the time being there is no methodology that
could ensure the comprehensiveness and accu-
racy of the performance data. (Kassó, 2006)
On a “small scale” this holds for the budget of
the local governments, too. Here it would also
be necessary to define voting units and build
the budget accordingly. The individual local
governmental tasks could be interpreted as vot-
ing units, or in the case of larger local govern-
ments the breakdown of the individual tasks
would also be possible. The situation that has
emerged is further complicated by the fact that
the chapters and titles change year after year,
and that the National Assembly renounces a
significant portion of its budgetary right and
transfers it to the executive power branch.
Therefore the National Assembly makes only
apparent decisions about the distribution and
utilisation of public funds, the real decision-
making power is vested to the Government.
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In the financial and statistical system of the
government serious methodological, and
information system development tasks must
be completed so that EUROSTAT conform
data could be supplied by the Ministry of
Finance during the preparation of the notifi-
cation report, by the National Bank of
Hungary during the preparation of the finan-
cial accounts, and by the Hungarian Central
Statistical Office during the preparation of the
government accounts. (Novák – Vámos,
2008) As far as budgetary accounting is con-
cerned, the Hungarian practice continues to
follow the principles formulated in the GFS
model. ESA95 accounting is used only in the
case of data supplied to the European
Commission.

All this causes problems in relation to the
fact that running the two systems in parallel is
costly and absorbs extra resources. At the same
time, due to cash flow based accounting, the
statistical system encounters major difficulties
during the generation of ESA95 conform data.
During the development of the statistical sys-
tem it cannot be ignored that more and more
countries tend to apply the ESA95 methodolo-
gy, and in relation with that, a version of the
accrual based approach.

It can be asked to which extent the current
accounting technique complies with the needs
of modern financial management. It can be
stated that the cash-flow approach does not
meet the requirements set against efficient
financial management.

Arising from the basic principle of the cash-
flow approach, liabilities and claims do not
appear explicitly in book-keeping, since they do
not imply actual money movements. (Kassó,
2000) Consequently, one of the most impor-
tant accounting principles, the principle of
entirety is not enforced. Although the institu-
tions may decide to keep separate analytical
records about their liabilities and claims, but
this cannot be regarded as a good practice for

two reasons. On the one hand, the utilisation
of information from this source is not ensured,
since as long as no actual money movement is
made, claims and liabilities are factors outside
the system, and on the other hand keeping any
additional records imply costs. What is more,
these costs accumulate as time goes by.
However, in reality, claims and liabilities carry
important information, since the actual finan-
cial situation can be determined only with the
joint consideration thereof. Seemingly, liabili-
ties can be increased without consequences, at
least in the short run, as long as the aggregate
financial burden thereof appears.

Book-keeping fails to show the economic con-
tent of depreciation, too. Although it is specified
for the institutions what depreciation rate they
can use for the different assets, however the
real value of depreciation is a factor outside the
accounting system. On the other hand, if
depreciation is not shown at the real value in
accounting, in reality there is a big discrepancy
between the market and book values of the
assets. Consequently, asset management also
gets into a hopeless situation. As a result, it is
impossible to accurately determine the time of
asset replacement, and at the time of selling the
asset the sales price falls short of the market
value, which may cause a significant loss for the
local government. Due to the restricted nature
of asset management the quality of task per-
formance by the given institute cannot be guar-
anteed either.

Arising from the cash-flow approach the insti-
tutions are not able to determine the actual costs
of the tasks they supply, since only those eco-
nomic events are recorded that imply immedi-
ate money movements. However, this tech-
nique causes problems during budgeting, too,
because several events of the accounted trans-
actions burden a year other than the budget
year, and vica versa, several items are not
included in the budget for the subject year
despite the fact that they should form integral
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parts thereof. However, without knowing the
entire costs no decision can be made about the
optimum organisational framework of the
completion of the given task, about its imple-
mentation in an entrepreneurial or another
organisational form. Effective financial manage-
ment is impossible without knowing the entire
costs. Neither the owner's, nor the investor's
approach can be enforced, since public funds
cannot be cost-effectively and efficiently
utilised with this registration method.

The cash-flow approach makes it possible to
cover financial management problems experi-
enced in the public sector, the bad economic
situation can be presented as favourable. The
objective assessment of the financial management
of the public sector is further hindered by the defi-
ciencies of the reporting system. Due to the inac-
curacy and incompleteness of the basic data on
financial management the reports prepared on
the financial management of the institutions do
not give a real picture about financial manage-
ment. The balance sheet is unsuitable for laying
the foundation for any asset related decision.
The asset balance sheet contains a lot of mis-
leading information. The principle of evalua-
tion is not only intransparent and incompre-
hensible, but it is explicitly suitable for mis-
leading the decision-makers. The supplied
information can be evaluated according to the
objectives, and can be taken both as favourable
and unfavourable values. For example, in 2009,
in a final accounts summary of a town with
county rank it was formulated rather praisingly
and positively that the budget of the local gov-
ernment was positive for the first time in many
years, while the budget of the town fell into a
debt spiral. Furthermore, it happened at this
local government that due to the above the
final accounts presented an increase in the
assets of the local government, as if they did
not know that own assets can be defined as a
difference between assets and liabilities.
Ratings related to misunderstandings could be

further listed. Such misunderstandings can
result from the fact that the valid legal regula-
tion does not include the mandatory separation
of the operational and the development budg-
ets. As a result it often happens that develop-
ment funds are channelled to the other budget
to cover operational expenses. This makes the
evaluation of the financial management of the
processes more confusing, less transparent and
inaccurate.

Measuring the effectiveness of financial man-
agement is almost impossible. The calculation of
the economic indicators used in the business
sector is hindered, and the yielded results must
also be taken with reservations. This problem is
encountered by, for instance, the economic
partners of the local governments, who must
assess the financial situation of the local gov-
ernment in order to reduce their risks, but this
is not possible in the absence of relevant infor-
mation. The financial evaluation of the public
sector is an especially important and topical
issue for Hungarian financial service suppliers,
since the local governments are becoming
increasingly indebted. The strategy formerly
used by credit institutions, according to which
it is worth lending to local governments, since
in case of non-payment the state will support
local governments in need of help, is beginning
to change. Credit institutions are more prudent
about lending to local governments, since it has
become clear for them, too, that most of the
Hungarian local governments have insufficient
resources, and two thirds of the nearly 3,200
local governments are unable to fulfil even
their mandatory tasks, i.e. the overwhelming
majority of the local governments lack ade-
quate financial capacities to secure or repay
loans.5

For political decision-makers application of
the cash-flow approach may seem advanta-
geous, since it can be easily seen from the
budget which institutions and in what amounts
receive public funds, and after the closure of
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the subject year the reports reflect spending
the given resources. In other words, the desired
objectives may seem to have been achieved for
the decision-makers.

The institution-centred cash flow financing
technique does not allow for tracking the spend-
ing of public funds, and only shows the amounts
spent by the individual institutions during the
given year. Therefore, the actual performance
of the institution performing the task cannot
be measured, and on top of that, the adequate
quality of task performance cannot be guaran-
teed either. However, political arguments for
the cash-flow approach represent only half of
the truth. In the short run, within a year, the
above political interests can prevail, however, in
the long run, over more than a year, not only
the path of financial resources, but the cost-
efficient utilisation thereof would matter
equally for politicians committed to public
affairs. In the case of limited resources efficient
utilisation is a key question.

Information on revenues yielded and costs
spent in a given budget year is provided by the
final accounts in order to make the executive
power and the assembly of the local govern-
mental give account of the utilisation of pub-
lic funds trusted to them, as well as of changes
in the value of public assets. (Mariska, 1900)
However, for the time being the content of final
accounts is not defined exactly, requirements
exist only for the structure thereof.
Presentation of the statements and balance
sheets required to be attached to the final
accounts represents a rather sizeable problem
at the level of public finance institutions and
local governments alike. The major elements
of the established table system are defined,
however the concrete content thereof is not
clear. It is in part due to the confusion of
requirements that the individual organisations
or units mandated to prepare reports are
either unable to create this table system, or
enter erroneous data, or make mistakes when

filling in the form. These deficiencies are
highlighted by the audits conducted by the
State Audit Office (SAO) every year6. It
would be extremely necessary to provide clear
regulations for the table system, and tables
showing non-relevant information should be
deleted from this set of tables.

The accuracy of data contained in the final
accounts can be questioned. This comes from
the fact that on one hand almost all revenue
items are presented without compliance with
centrally regulated financial reporting rules,
while on the other hand the basic financial
reports contain only hardly over 50 percent of
the expenditures. It poses a further problem
that hardly more than 30 percent of the basic
reports are subjected to financial audits. 

Another problem related to the reports is that
they are prepared according to the institutional
approach, i.e. data are specified at the level of
the institutions. The other problem is that the
accounting system includes the appropriations,
too. Hence, the accounting records become
even more detailed, which considerably hinders
the interpretation of voting units. It can be
noted that the local governments could calcu-
late other data, too, from the mandatory regis-
tration and accounting systems, from which
information relevant to them could also be
generated.

The reports reflect the exclusion of depreci-
ation from the system. Asset related informa-
tion show a false picture without the inclusion
of this category in the system, wherefore asset
related decisions cannot be rational. 

The Public Finance Act and the government
decree issued for the enforcement thereof list
in detail what statements the local governments
are required to attach to their final accounts.
However, these statements cannot be automat-
ically generated using the accounting system.
The compilation of these statements puts a lot
of added burden on the local governments,
since each local government must determine
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the structure and method of generation of the
required tables, while usability can be very
much questioned.

The greatest problem of the current regula-
tion is that cash flow based book-keeping and
the related reporting practice do not serve the
interests of public finance management, the
pieces of information are often inaccurate, and
therefore they too generate the possibility of
squandering. 

EXPECTATIONS OF THE AUDIT SYSTEM
TOWARDS PUBLIC ACCOUNTANCY

For the time being public accountancy cannot
produce the appropriate information for the
affected parties, including the audit system. To
prove this statement we must first of all inter-
pret the type of information required by the
audit system, and then we must explore the
causes due to which the public accountancy
system is unable to generate the required infor-
mation. The inspection of all connection points
between the audit and the public accountancy
systems would be beyond the scope of this
study, wherefore in this article the subjects of
analysis are SAO audits within the audit sys-
tem, and the accounting systems of the local
governments of settlements with the public
accountancy system. 

Pursuant to the law in effect, the SAO is
responsible for the audit of the financial man-
agement of the local governments, however the
concrete content of this task is not specified.
The SAO is free to decide on the method of
task performance, as well as on the subject and
method of such audits. 

Due to its limited capacity the SAO is
unable to audit the financial management of
all local governments each year.7 Therefore,
the SAO focuses its so called comprehensive
audits on the local governments of the capi-
tal, the counties, towns with county rank, and

of the districts of Budapest, which have more
significant assets at their disposal. Comp-
rehensive audits affect around 300 local gov-
ernments a year, and on top of that a few hun-
dred other local governments can be audited
within a given year using other audit types.
(Lóránt, 2007) Consequently, in a given year
the financial management of more than 2,000
of the 3,200 local governments is not subject-
ed to an external audit. Typically small local
governments are left out of the audits. This
requirement is a typical example of legal
underregulation. 

The information needed for SAO audits in
the local governmental sector can basically be
derived from the characteristic features of
comprehensive audits. The main objective of
comprehensive audits is to provide a systemic
evaluation for a given period of whether the
development and operation of the internal con-
trol systems in the public sector provide suffi-
cient security for the adequate, lawful, cost-
effective, efficient and/or effective completion
of state and/or local governmental financial
management tasks, for the protection of
resources, and for ensuring reliable financial
and non-financial information supply and
reporting systems.

During comprehensive audits the internal
management system becomes assessable
through the evaluation of the control system.
The most important areas of the analysis of the
control systems are the following (SAO, 2006):

• the budgeting and the final accounts
preparation processes,

• the level of regulation of the financial and
accounting activities of the mayor's office, 

• whether or not the IT system used during
financial and accounting tasks is regulated.

SAO audits must collect information on
these areas. However, practical experience
shows that the accounting system is not suit-
able for the generation of the required infor-
mation.
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Why does the accounting system used
by the local governments fail to meet
the audit needs?

The problem is caused by the inadequacy of the
public accountancy system. Not only has
Hungary got no public accountancy act, con-
sistency among the elements of regulations is
not ensured either. Under- and overregulation
are present at the same time. The applied book-
keeping technique, i.e. the cash-flow approach
is not able to meet the needs of the affected
parties. The features arising from the cash-flow
approach hinder the efficient performance of
SAO audits, too. 

Certain part of the generated information is
unnecessary, these pieces of information can be
used neither during the decision-making
process, nor during the audits. The accounting
principles are not fully enforced in the accounting
and the registration systems, and consequently
the public accountancy system cannot be
expected to be efficient. Another feature of the
system is that the data can be generated only at
significant costs. Due to the cash-flow
approach local governmental decision-makers
cannot determine the exact actual costs of the
individual tasks, without which rational finan-
cial management is inconceivable. Transparency
is also hampered by the fact that the local gov-
ernments do not separate their operational and
development budgets, although this can be
regarded as a golden rule in public finances. In
many cases separation is not effected due to the
financial problems of the local governments,
since in this manner the balance of the budget
can be seemingly ensured. However, the risks
that will appear in the budget later on may
jeopardise task performance by the local gov-
ernments. Even if separation is carried out for-
mally, it often happens that the operational and
the development budgets include “rows” that
belong to the other budget type contentwise,
and where operational and development expen-

ditures are mixed. The basic principles of budg-
eting are not enforced during the compilation
of the budget or the final accounts, wherefore
accountability is almost impossible to main-
tain. 

Another problem is institution-centredness
in financial management, which does not serve
efficient task performance. Institution-level
financial management itself hinders task-level
financial management, and the definition of
expenditures at task level. The cash-flow
approach and institution-level financial man-
agement do not allow for financial management
on the basis of the cost-benefit principle, not
even where it would directly be possible.
Institution-centred financial management fur-
ther aggravates the situation arising from the
application of the cash-flow approach, since
most of the available information can be inter-
preted at institutional level, and due to the
cash-flow approach the reality content must
also be taken with some reservations. The
books of the institutions, similarly to those of
the local governments, do not clearly show the
actual expenditures, wherefore breakdown by
tasks is not possible either, which would be of
utmost importance. It causes further problems
in the system that due to the established finan-
cial system the players are not interested in
maintaining transparency. In most cases the
financing local government obviously knows
that the resources provided are not sufficient
for the quality operation of the institution, but
has no adequate funding ability.

The rules of local governmental reporting are
not well thought after, the data tables required
to be attached to the reports contain little
information. Due to the basic principle of the
accounting system the reality content of the
basic institutional reports can be questioned,
what is more, the external, independent audit
thereof is not ensured either. External audits
cannot rely on internal audits either. The
asset management of the local governments is
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not efficient, the asset balance sheet contains
unreliable data, mostly due to the improper
handling of depreciation. The accounting and
the registration systems are unable to func-
tionally classify book-keeping data, which
would be the starting point for external
audits. Changes in and non-compliance with
the rules result in the fact that it is impossible
to create multiannual data series, and audits
are unable to do comparisons. 

The situation is further complicated by the
fact that public finance institutions can also
establish economic organisations. These organi-
sations have significant public funds at their
disposal. According to some estimates, in the
local governmental system such funds account
for around 15–20 percent of local governmen-
tal expenditures (Hegedûs – Tönkõ, 2007),
whereby they significantly influence economic
processes. In fact, these organisations form a
quasi-sector where the public sector (commu-
nity policy aspects) and the private sector
(market economy aspects) are present at the
same time, and separation of the public area is
ensured neither theoretically, nor empirically.
The applied accounting logic is of utmost
importance from this point of view, too, since
the book-keeping and reporting obligations of
institutions belonging to the quasi-sector are
stipulated by the Accounting Act, while other
public finance institutions are governed by
Government Decree 249 of 2000. This means
that in the system of double-entry book-keep-
ing organisations belonging to the first group
apply the rules pertaining to business organisa-
tions, while public finance organisations apply
the cash flow based approach. Consequently,
aggregation of the data is hindered, and not

only the methodology is unavailable, but
unfortunately, the desire for transparency is
also often missing. Audits by the owners must
evidently be reinforced.

Apart from the lack of information audits
are also hindered by the lack of definition of
audit tasks. As an example one can cite the
budget proposal, the content of which is not
specified in the Act on the SAO. The SAO gets
into a difficult situation at the local govern-
ments, too, since the law appoints the SAO to
audit the financial management of the local
governments, however it is not clear whether
other organisations may also perform checks,
and if yes, with what content. The relationship
between SAO audits and book-keeping at the
local governments is an especially topical issue. 

CONCLUSIONS

In today's Hungary public accountancy does
not provide an appropriate registration and
accounting basis for audits to follow the move-
ments and utilisation of public funds in a com-
prehensive and continuous manner. Therefore,
audits are primarily able to examine the validi-
ty and lawfulness of the utilisation of public
funds.

The accounting system used in the public
sector needs to be transformed. The most
important step is that a shift must be made
from cash flow to accrual based accounting.
This improves the conditions for financial and
SAO audits to have an adequate manoeuvring
room, and to be able to assess the legality, eco-
nomic rationality and efficiency of the utilisa-
tion of public funds.
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1 The voting unit contains the tasks associated with
the appropriations, about which political decision-
makers form opinion. The term was coined by
Zsuzsanna Kassó.

2 Based on the classification system not only budget-
ary, but accounting type information can also be pro-
duced. The only precondition is the availability of
the IT background.

3 A similar process can be observed in the case of the
statistical systems as in the public accountancy sys-
tem, i.e. accrual based methods are given preference.
The production of deficit figures has become more
complicated, however, the underlying accounting
figures reflect reality much better by the partial or
comprehensive application of the accrual based
method, and consequently the information content
of the data has also improved significantly.

4 At the same time, these two main advantages of the
cash-flow approach erode due to the disadvantages
of its application, as a result of which information on
the financial management of the system of public
finances cannot be generated.

5 The irresponsible lending practice of credit institu-
tions has significantly contributed to the indebted-
ness of the local governmental system.

6 However, the realisation of the findings and recom-
mendations of the State Audit Office is ad hoc, and
only little progress is made in this area.

7 Studying the practice of SAI audits in other
European countries it can be determined that in
most European states the local governmental sys-
tems are audited not by the SAIs, but somehow by
the central government.
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TThis book, published as the second volume of
the Economic Political Round Table, is dedicat-
ed by the co-authors and the publisher to the
memory of László Antal, who passed away in
December 2008. Antal was an emblematic char-
acter among reform thinkers in Hungarian eco-
nomics as well as a decisive figure of the round
table as a professional community. In the vol-
ume, it is in their writing entitled “The head of
the table is empty” that the co-authors bid
farewell to László Antal. This title is justified
also in the figurative sense, while it was Antal,
too, who delivered the keynote lecture of the
Round Table of the year 2008, the title of which,
“The long march”, is characteristic of the whole
career of László Antal as well. The painful and
early death of László Antal left a void hard to
fill in Hungarian economic science. 

In the foundation of the now traditional
Economic Political Round Table and the organ-
isation of its annual events, it is László

Muraközy who obtained imperishable merit
and he has performed a huge and excellent job
also as the editor of this volume. In his
Introductory study (pp. 17–68) he highlights on
the main goals of the book, while also review-
ing the individual studies published therein. “It
is sustainable growth and reforms that are in
the foreground of the studies of this volume so
it is our hope to contribute through this to
finding a way for Hungary from the current
not very encouraging economic, social and
political situation to the future” – page 21 of
the book reads. The most important common
question shared by the seven authors is: “how
far Hungary has got, what characterises the
country and what future will or may await it; to
what direction should we or could we move”,
considering international experience and world
economic processes. (p. 24)

The key to the future is sustainable growth;
the level and dynamics of potential output sus-

The present is the
future's past
Untravelled highways – travelled
byways

Edited by: László Muraközy

AKADÉMIAI KIADÓ, BUDAPEST, 2009
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tainable in the long run. As regards the factors
influencing the former, changes in savings and
investments, the condition of labour force, the
institutional factors of the economy, the behav-
iour of economic players, the role of the state
and the development of economic policy, along
with a number of other factors, all play a sig-
nificant role. These fields will continue to pro-
vide inexhaustible tasks for economists for
considerable time ahead. So will the duty to
determine the focal points of the necessary
changes and profound reforms. The question
of unavoidable reforms is a recurring issue also
in the studies of this book.

A basic work in the volume is the keynote,
the last study of László Antal bearing the most
expressive title, as mentioned above, The long
march. (With the subtitle: The turns and effects
of fiscal policy after the turn of the millennia)
The line of thought of the study begins with
the presentation and critique of the Hungarian
proposals (of the year 2008) advocating a sub-
stantial reduction in the tax burden, at a rate
beyond taxpayers' “stimulus threshold level”
and, at the same time, promising an immediate
and spectacular stimulation of growth, a revival
of positive expectations and, concurrently, a
sharp rise in tax and contribution revenues and
a general improvement in taxation discipline.
As the author points out: “All proposals prom-
ise an immediate and almost painless escape
from the current trap or at least an illusion
thereof: »the big hit«. The side of offsets, on
the other hand, is treated superficially. All of
them flirt with the idea that, if the proposal is
implemented, much of the hoped for excess in
income (and tax revenues) can be reallocated
underway already (hence the painlessness).
They also imply the hope that taxpayers will be
more willing to (honestly) pay the reduced
taxes. (…) The expenditure side of the tax
reduction is weakly founded, being restricted
to strongly optimistic estimations based on
requirement-like formulations basically. At the

same time, experience from the past years has
proven the erosion of the expenditure cuts
already decided by the state and the softening
of decisions in almost every field.” (p. 72) “(…)
the essence of these proposals is, I believe, the
making or sustaining of illusions; the implica-
tion that all this could be done in a much bet-
ter way (by following the respective propos-
als). Even by suggesting that there is not a sin-
gle significant social group that may become a
serious loser even in the short run. This is
clearly not true but is something many certain-
ly want to hear. So, at hard times, it may create
a cohesive force in the case of players with a ten-
dency for self deception. The intention, of
course, is easy to understand. A growth sacri-
fice that seems to be greater and longer lasting
than expected may make such an expectation
general not only with politicians but also with
the wider public.” (p. 73)

The author contends we should not start
thinking only when trying to find the right way
out of the current situation but one step before
that already. The system (to be) constructed is
characterised by a uniform logic even without
conscious planning. It is necessary to explore
the special characteristic features of the system
ranging from the direct, well-describable caus-
es to the tendency of reproducing imbalances.
A suitable conceptual framework for this is
offered by the “new political economics”, in
which the approach and analysis inventory
based on the mainstream paradigm couples
with the analysis of institutional and communal
decisions. This approach explores, among oth-
ers, potential tendency towards instability, the
transgression of balance restrictions and the
spreading of crisis phenomena. It tries to cap-
ture trends, cyclical effects and ad hoc factors,
separating the essential from the non-signifi-
cant; the changeable from the unchangeable. 

The study summarises the main experiences
of successful and failed fiscal consolidations.
The key to successful consolidation is, the
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author says, “the availability of regulations
transforming “outside pressure or short-lived
response reactions based on the collective recogni-
tion of temporary shock effects into a permanent
effect, to a legitimate, primary coercive force,
since success depends on the development of
permanent effects. This is usually a bitter learn-
ing process not only in Hungary but in catch-
ing up countries in general. What is more, it is
no triumph march even in some of the devel-
oped EU countries, as has been proven by the
long stalemates in the withdrawal of retirement
and taxation privileges in certain professions or
the bargaining power for retaining the status
quo, for example. (The differences are apparent
in the lengthening of the learning process, in
instability and the frequency of retreats and
stalemates primarily.)” (pp. 80–81)

The author devotes special attention to sys-
temising the mechanisms of the processes leading
to the internalisation of the forces and pressures
necessary for respecting critical borders. One by
one, he examines the “illness symptoms” mark-
ing the strengthening of crisis symptoms, the
special characteristic features of structures with
pro-cyclical (destructive) rather than stabilis-
ing effects, alternatives to restrict these mecha-
nisms and the dominance of expenditure as the
determinative factors of permanent balance
improvement. Correction often involves
growth sacrifice. However, there increasingly fre-
quently occur corrections involving only short
backslides and a recovery starting soon after-
wards. In the case of a successful consolidation,
the role of rational expectations grows, the
trust in the ability of the state to act is restored
and the driving force of the private sphere
overtakes the role of that of the state. 

Antal throws special light upon the signifi-
cance of the application of the budgetary respon-
sibility framework systems (numerical rules,
procedural requirements, institutions). He per-
suasively underlines at the same time that even
a rule-based budgetary system may be effective

only if its introduction couples with a political
commitment to keeping its rules. (p. 85)

The author profoundly analyses the Hungarian
experiences of the years 2006–2008 in the light of
the successful international consolidations. He
emphasises that the state budget tensions that
have developed in the past years, unlike in the
beginning of the 1990's, are to be led back to
the applied economic policy primarily. Thus,
the situation in Hungary is absolutely unique
among newly joined member states of the EU.
The main processes characterising the econo-
my have been formed by discretionary resource
allocation decisions causing an artificial fluctu-
ation. He convincingly proves that despite the
considerable burden of the debt service, the
development of the state budget imbalance can
be traced back to a change in the primary bal-
ance, i.e. to factors immediately influencing
aggregated demand. The improvement after
2006 was also related to the primary balance,
i.e. also to the factors directly forming ultimate
demand. This, “since autumn 2006, has in fact
meant a radical decrease in the primary balance
and a turn-like change in the fiscal demand
effect deserving attention even by an interna-
tional standard, but also forecasts at the same
time what the majority of experts did not real-
ly see in advance, at least not to the true extent
of it, i.e. that a radical correction involves a
serious growth sacrifice.” (p. 90)

The author establishes that the characteris-
tics of the Hungarian stabilisation policy
strongly differ from those of the countries suc-
cessful according to international experience.
The extent of redistribution has grown even in
the latest years. The structure of budget expen-
diture in Hungary differs from those of EU
countries. Its efficiency is extremely low. But
even the reasons of the growth of deficit can-
not be localised to a restricted area of expendi-
ture or revenues and cannot by any means be
blamed on just one or two important econom-
ic political decisions. 
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The first lesson to be learned form the analy-
sis is that the sustainable position of the state
budget cannot be granted without regulations
binding decision-makers' hands or without insti-
tutions guaranteeing the operation of regulators.
The growing number of signs indicating a per-
manent fall in growth potential may be alarm-
ing. According to international experience, the
reversion of the process would require putting
the economy back on track, governed by the
private sphere, and a slow and patient advance. 

In his study written in August 2008, László
Antal expected a “long march”; a slow and ago-
nising balance improvement process. All this,
however, could lead, depending on the incalcu-
lable outcome of various political alternatives,
to the development of a fast action skill, to the
acceptance of the idea of some major change, in
a short time, the author expected. 

According to the closing conclusion of the
author, “the economy can hardly be put on the
growth track of the private sphere without
breaking the rising trend of the societal costs of the
so-called major distribution systems but, at the
same time, the example of success models based on
the spectacular reduction of welfare costs cannot
be followed, either. Breaking the dynamics of
social expenditure is a most serious task, too
(and would require a reduction corresponding
GDP 2 per cent approximately, on a ceteris
paribus basis); beyond this, there is no oppor-
tunity, or need, in my opinion, to abandon the
principle of the distribution system covering all
society. There will be no economic miracle and
no great shock, either, but time does not work for
sustainability unless it facilitates the realisation of
the unavoidability of changes. This is where we
are today, I believe.” (p. 98) It should be under-
lined once more that the study was written in
August 2008. Despite the changing conditions
internationally and in Hungary, the relevance of
the ideas has not diminished in the least.

The study of László Muraközy entitled
“The state and economic freedom” analyses the

development and institutional conditions of
economic freedom. Economic freedom is one of
the key features of the market system. At the
same time, modern market institutions require
adequate regulation and a legal system in which
the state has a determinative role.

The first part of the study revises the results
of three wide-scale international comparisons,
especially considering how economic freedom
is institutionalised in developed countries and,
compared to these, in Central East European
countries, including Hungary. International
experience also confirms that, in modern
economies, freedom does not mean the lack of
rules or the lack of state, but exactly the high
standard of these both as well as their harmony
established with the market. The right synergy
may result in efficient operation in the case of
various institutional constructions. (For the
case of developed European and overseas coun-
tries, cf. p. 124.)

The second part of the study examines the
correlations of economic freedom, the market
and the state from a theoretical point of view,
devoting special attention to the explanation of
the situation in Hungary. It requires special
emphasis that the long decades of the over-
weight state and the ruling paternalism had a
decisive effect on the way of thinking of people
in Hungary. 

As the author graphically summarises: “In
Hungary, the bad “combination”, mutation, of
the state and the market developed within formal
institutions couple with the contradiction
between formal democratic, free institutions and
the behaviour and habits of the population, i.e.
informal institutions. The two bad circles mutu-
ally strengthen and sustain each other. The big
state continues to feed the paternalist depend-
ence of the population, while their dependence
gives reason for the survival of the big state. “
(p. 158)

The study by Dóra Gyõrffy (Economic
policy without trust) analyses the divergent
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roads of two post-socialist countries, Hungary
and Slovakia, in the period before the outbreak
of the financial crisis. These roads, the author
points out, may serve as a lesson for the eco-
nomic politicians of the future.

In the author's line of thought, the “anti-
reform sentiments” often experienced in the
two countries in the period discussed are con-
sidered as the lack of trust, i.e. “the lack of
faith in that the currently suffered sacrifices
will indeed bring the better life promised for
the future. In an environment of no trust,
deep-cutting changes are unlikely and their
implementation requires exceptional circum-
stances; when these are no longer available,
populism focusing on the present and using up
the future is expected to return to economic
policy.” (p. 163) Serious pressures may lead to
reforms. But the introduction of the reforms
does not produce sustainable growth in itself. For
the attainment of the latter, it is an unavoid-
able task in both countries to create social
trust and an economic political consensus
within the elite. 

Within the framework of this line of
thought, the author first discusses the rela-
tionship between trust and structural reforms in
a theoretical approach. As the roots of the
resistance against the reforms, it is the organ-
isation of losers, however limited in number,
into groups, the great weight of short-term
psychological preferences and the uncertain-
ties about the outcomes of the reforms that
are the most significant. The implementation
of the reforms and the lifting of the restric-
tions mentioned require some kind of a com-
pensation for the losers, measures facilitating
adjustment to the new environment and the
provision of a wide range of information.
With respect to all these, the role of authen-
ticity is decisive: regarding both the uncer-
tainty of the promised compensation or the
long-term advantages and the reliability of the
information. To the explanation of the devel-

opment of authenticity, it is research on polit-
ical trust that may bring closer. According to
some research, “the trustworthiness of the
government has two kinds of composites: one
is the belief that the government strives to
take measures to the benefit of the public
good (trust), and the other is the belief that,
beyond good intention, it has the ability to
facilitate public good (confidence)” (pp. 167–
168). In an environment of low trust, when
citizens have had bad experience with deci-
sion-makers, it is very difficult to make
authentic promises on the future and thus to
defeat the resistance against the reforms. Yet,
even in an environment of low trust, structur-
al reforms are possible if (1) society considers
the policy followed until then as no longer
possible to follow or (2) if some politician is
able to markedly differentiate himself from
the other members of the political class that
has lost people's trust, (3) if the political class
is able to reach a consensus on the necessary
reforms or (4) if an autocratic system forces
the changes through. This latter is certainly
no alternative at all under democratic condi-
tions. At the same time, under the conditions
indicated, one of the three factors (or several
of them simultaneously) are prerequisites of
the structural reforms. For the government
therefore, their costs are likely to be much
higher than their potential advantages, which
latter can probably be enjoyed by the next
government only. 

In 2001–2006, the two main features charac-
terising Hungary were the typicality of an “elec-
tion-focused economic policy” and the absolute
lack of structural reforms. The main factors of
the fiscal cycles ruling economic policy were
constant over-expenditure (which, from being
an exception, became a norm), the fiscal illu-
sion of the public and the lack of an institu-
tional framework or external disciplinary
forces for the budget. The latter condition
changed fundamentally by 2006, and the cor-
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rection of the state budget became inevitable.
But, as the author convincingly underlines,
strategies primarily based on boosting revenues
do not produce permanent results or facilitate
growth. 

The study analyses the reform processes in
Slovakia in detail. It underlines that, while
there is a strong mistrust in the basic institu-
tions of this system also in Slovakia, no
vicious circle similar to that in Hungary has
developed there. Although essential reforms
were postponed in the 1990's right until 1998,
from 1998 onwards and, especially in
2002–2006, basic structural reforms were
implemented. These were fostered by EU
accession and the fear of being left out on the
one hand and later by the preparation for the
introduction of the Euro on the other hand.
The authenticity of the reformers proved to
be decisive in 1998–2006. At the same time,
the consensus of the elite made it possible to
sustain the main elements of the reforms also
after 2006. (The consensus meant commit-
ment to the introduction of the Euro.)

An overview of the economic policy of the
past decade throws light upon the importance of
the determinative role of authentic and commit-
ted decision-makers in the changes. “The sacri-
fices necessary for the reforms are tolerated by
society only if they can trust the promise that
these will serve the interests of the country as a
whole (rather than just some groups) in the
long run; this can thus be considered the pre-
requisite of trust as regards the success of eco-
nomic political changes.

Since trust can neither be forced out nor be
baselessly expected, (…) so as to construct
trust, the government must send very strong
signals proving that there has been a change
in its behaviour. This means that the govern-
ment will proceed correctly, following norms,
applying these norms to everybody, including
its own officials and the governing party.” 
(p. 192)

In the beginning of his study entitled
“The critical mass of reforms”, Lajos Bokros
points out the following. While Hungary was
still a pioneer reformer country for a long time
in the nineties, in the long decade which has
passed since 1998, subsequent governments in
Hungary have never dared to initiate any
important reform. The country's twentieth cen-
tury reform age ended in 1998. Between 2001
and 2006, Hungary conducted an extremely
profligate economic policy, based on an artifi-
cial attempt to boost domestic consumption,
financed by external and internal borrowings,
and destroying the livelihood of future genera-
tions.

This economic policy had serious conse-
quences, on the one hand, on the balance of the
economy. Concurrently with the foreign trade
deficit, there developed a continuous and seri-
ous twin deficit (i.e. a simultaneous budget and
a current balance of payments deficit) as well as
steadily growing twin debts (state debt and
external debt). Twin debts, using the expres-
sion of Lajos Bokros, produce “twin mistrust”:
twin debts are generally far less sustainable
than state debts or external debts. Finally, and
this is the most substantive point in today's
tragedy in Hungary, “(…) a pro-cyclical eco-
nomic policy cannot be replaced by an anti-cycli-
cal economic policy in bad times despite the fact
that the extent of the recession is made worse
by a deteriorating external environment.” (p.
199)

The “vicious trio” of twin deficit, twin debts
and twin mistrust pushed the country to the
verge of collapse. The collapse could be avoid-
ed with the financial assistance of the EU and
the IMF. The basic question is, however, how
to restart permanent growth.

The restart of growth not only requires the
right economic policy with its elements being
in accordance with one another but profound
structural reforms and comprehensive institu-
tional reforms as well. The most important



BIBLIOGRAPHY REVIEW – Books

206

piece of evidence among those proving the
necessity of structural reforms highlights “the
bad and poor, what is more, in certain areas even
deteriorating quality of public goods and services
produced and/or financed by the state” and it is
considering this that the author regards the
amount of resources spent by the state on the pro-
duction of these public goods and services as too
high, sometimes enormous.

In fiscal terms, the problem with the state
budget in Hungary is not only that it tends to
have excessive deficits and, accordingly, large
debts. These two factors only reflect the unsus-
tainability of the state budget caused primarily
by its size much larger than desirable (i.e. the
excessive extent of national economic redistri-
bution), and by its unmodern structure.” (pp.
201–202)

The excessive extent of budget redistribu-
tion and its unfavourable structure are a hin-
drance to growth: they are a strong drawback on
performances, alongside the limited circle of
actual taxpayers there is a high number of
“legal” free riders, the system hinders the
growth of employment, etc. All in all, the rea-
son why it is impossible to “achieve permanent
economic growth in Hungary without pro-
found and comprehensive structural reforms is
that the dominant behaviour, value system and
everyday culture of state companies and budget-
ary institutions (offices, hospitals, schools, etc.)
as well as, primarily but not exclusively, of their
chief administrators and employees, are against
quality and competition and in most cases are
also wasteful, parasitical and corrupt. In this
respect, the state of Hungary is increasingly
similar to the culture of certain declining, dan-
gerously tired societies (Italy, Greece) which,
from a world economic point of view, also
belong to the newly lagging periphery of
Europe.” (p. 205)

Lajos Bokros rejects the covertly widespread
assumption of the nation's anti-reformist atti-
tude. According to that logic, he explains, since

reforms are always unpopular, the introduction
of any reform would only be possible in a
democracy by misleading, deceiving or bribing
people. This approach, never mentioned in
public, has in fact become part of the anti-
competition and anti-quality cynical culture
that underrates people and one of the most
important characteristics of which is that every-
body says something different from what they
think. Bokros is not selling a cat in the sack,
however. The main characteristics of his study
are straightforward speech, the overt explo-
ration of the main problems and the honest
presentation of the potential solutions. 

The reforms, just like the underlying eco-
nomic, societal and cultural processes, are
closely intertwined. Through the interconnec-
tion of the reforms, their impact can be
strengthened and multiplied; it is a critical mass
of reforms that may change the dominant culture
of society. The author underlines that the true
guarantee of success is the almost simultaneous
introduction of the main elements of the
reforms.

The author claims that there is a need for a crit-
ical mass of reforms in at least five areas (health
care, education, the pension system, public
administration and tax burden sharing). The
elements that should be highlighted from the
elaboration of the conceptual aspects of the
reforms in these areas (pp. 208–235) are the
following.

In the field of health care, the construction
of an open, clear and well regulated but basical-
ly market-led competition through the estab-
lishment of the two-tier competitive model; in
addition to the first pillar of social security, the
establishment of a mandatory private insurance
as a second pillar. 

The completion of the pension reform by
transforming the pay-as-you-go (PAYGO)
social insurance pension system; by the intro-
duction of the Swedish notional defined con-
tribution, NDC system, the balance of the
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system can be established and it can be made
clear for society that the financial stability and
sustainability of the state pension system is a
more important public political goal than the
preservation of the real value of individual
pensions. 

In the field of public education, the estab-
lishment of real equal chances is of decisive
importance, which requires, among others, a
basic structural change in the public education
institutional system.

Special attention is devoted to higher edu-
cation as “the Achilles heel of development”;
based on a serious critique of the current sys-
tem, the author formulates the cornerstones of
a higher education model comprising much
fewer institutions than the current system,
including, first of all, the direction of the desir-
able transformation of the management struc-
ture, as well as ideas on the performance-based
salary calculation for higher education employ-
ees, the future of financing and the ranking of
higher education institutions.

In the transformation of the tax burden shar-
ing system, widening the circle of taxpayers and
broadening the taxable income (tax base) (by
introducing a tax, however low, on minimum
salaries), facilitating investment through signif-
icant benefits and, at the same time, raising
taxes on dividends, are of decisive importance.

Finally, Lajos Bokros summarises his main
conclusions the following way. The main func-
tion of the reforms is “to radically change the
dominant behaviour patterns, value system and
everyday culture of society. This requires, howev-
er, a critical mass of reforms.

The anti-competition and anti-quality, para-
sitical and corrupt culture wasting social
resources must be replaced by an attitude put-
ting quality work and, based on that, human dig-
nity centre stage, and managing public goods,
at all levels of society, with responsibility and
greater care than our own, private goods. This
requires transparency in the state budget and

clean hands in the case of its representatives. The
economic policy using up the future and the
culture destroying it must be replaced by a
future-building behaviour and attitude. This is
the key not only to economic growth and eco-
nomic catch-up to proceed in its wake but is
also one of the most important guarantees of
the balanced, patient, solidary and cooperative
society of the future.

For Hungary, the first decade of the twenty-
first century has been lost. It depends on us to
make sure that the second decade should not
be a wasted one.” (p. 240)

The study of Ádám Török, with an
impressively broad basis, examines the issue of
performance measurement in a specific field,
which is of key importance for the reforms:
higher education. (The title of the study is:
“Competition in higher education – That's the
way you measure”.) In sectors of the economy
producing intangible goods and services (like
higher education), the application of any suc-
cess and performance measurement method,
however simple it may seem, requires special
care and carefulness. 

The study convincingly proves that behind
the continuing global integration of higher
education, “there is, for the time being, no
uniform measurement system, and there will
not be one in the near future, either. Until
today, no professionally acceptable conditions
have developed either for relatively simple
forms of measurement, like higher education
rankings, or for a global accreditation system
acceptable in a broad circle internationally,
and their development should not be expected
for considerable time in future, either. The
revision of international and Hungarian rank-
ings reveals that there can be various perfor-
mance requirements set up for higher educa-
tion. The arrangement principles of these will
be missing until it becomes clear what society
and the economy expect of higher education
(p. 245).
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Since the end of the eighties, university rank-
ings have been published increasingly frequent-
ly. Although no uniform methodology has
been developed yet, some important common
methodological elements can be discovered in
them. The study presents the main characteris-
tics of the two major international rankings
and of the Hungarian ranking attempts made
so far, in detail. It is pointed out that the rank-
ings have not applied the methods of competi-
tiveness measurement so far. 

According to international comparisons,
universities in the European Union are not at
all or hardly present in the current global high-
er education elite. Thus, in the renewal of the
Lisbon Policy, the fundamental reform of
European higher education, far beyond the uni-
formisation efforts of the Bologna Process,
should be put on the agenda. (p. 275)

The author is especially critical about
Hungarian higher education rankings, behind
which you can feel a conceptual uncertainty sim-
ilar to the one in Hungarian R&D and higher
education policy. 

Finally, the author examines two potential
scenarios affecting higher education in
Hungary. In the first case, the conditions do
not change and strict quality requirements con-
tinue not to be implemented. The second sce-
nario includes a Hungarian higher education in
transformation, with a new quality assurance
and evaluation system. It is this second scenario,
assuming an underlying fundamental reform that
may hold a more serious professional future for
the higher education “ranking industry” in
Hungary. 

The study of Júlia Király (with the title
“The tornado and the hurricane – the crisis
effects of the year 2007”) characterises the
issue examined with a witty allusion to one of
the most famous catastrophe films (Category
6: Day of Destruction). “(…) In summer 2007,
it was by this film that the Hungarian economy
could be most precisely characterised: the sub-

prime crisis was advancing from the left (torna-
do), the incredibly accelerated raw material
price rise (hurricane) from the right, while
there were the effects of a drawback-consolida-
tion package (power-cut) being felt right at the
time. Sometimes it was the one storm, other
times the other that felt stronger, but when
they finally hit the country simultaneously,
their strength surpassed all previous predic-
tions.” (p. 296)

In an excellent summary of the mechanism of
the 2007 financial crisis (the “tornado”) (pp.
297–232), the author convincingly underlines,
among others, the permanent rise of the risk
premium and the effects thereof on the real
economy. At the same time, her conclusions are
most thought-inspiring. “Money markets can-
not “make trouble” anywhere where there is no
trouble, no imbalance, no mispricing in the
first place. It is injured economies struggling
with non-equilibrium that are intensely affect-
ed by the infection. The crisis spreading
through money markets is not the cause, only
the accelerator of existing tensions: it calls
attention to imbalanced, for some reason easy
to injure areas operating with much friction.
From time to time, this causes a serious shock,
a backslide, which would, however, take place
in all of the economies affected even without
the “sparkle” spreading through financial mar-
kets” (p. 312).

The explosion of raw material prices (the
“hurricane”) had further significant effects.
Permanently worsening terms of trade “reduce
potential output levels and moderate the disin-
flationary effect of the output gap. Moreover, it
also has indirect and second circle effects on
the level of inflation: in the past year, the infla-
tion level of almost all regions has risen signif-
icantly. “ (p. 316)

In the wake of the “tornado” and the “hurri-
cane”, banks of issue were caught in a trap. The
first and tough attack hit the liquidity of inter-
bank markets. Besides, banks of issue did not
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have to react only at the disturbance of finan-
cial markets, however. On the one hand, the
“tornado” strongly held back economic expan-
sion and, on the other hand, the “hurricane”
that developed concurrently exercised a mas-
sive inflationary pressure on the economy. 

At the beginning of the “post-Lehman period”
of after September 15, 2008, an avalanche of a
thus far unexperienced intensity swept through the
world. Everybody closed positions, sold and
fled. “Panic and irrationality: movements
became chaotic; correlations nonlinear.
Liquidity did not diminish; it disappeared. The
world of investors was crashed by the flight of
outvestors. Stock exchange indexes plunged,
both at developed and at emerging markets.
(…) the risk premiums and risk indexes of
countries considered vulnerable skyrocketed,
on the other hand.” (p. 326)

The collapse of the financial system has
begun. The destructuring of the financial medi-
ation system would paralyse the economy.
Under such circumstances, financial stability is
beyond all other goals. Leading banks of issue
have implemented a harmonised interest reduc-
tion on several occasions. “The system of the
inflationary target that seemed to be working
before, needs rethinking now: at times when
price signals do not work, when the system is
moved by quantitative, liquidity restrictions,
the role of interests and banks of issue is reval-
uated. By the time the crisis is over, a new mon-
etary political paradigm may be born.” (p. 330),
the author points out.

The measures taken in Hungary in autumn
2008 and especially the assistance of the EU
and the IMF proved efficient in the direct man-
agement of the crisis. In the witty formulation
of Júlia Király: “We have won the Battle of
Nándorfehérvár. And, for the first time in his-
tory, we must try not to lose the Battle of
Mohács, either (the Battle of Nándorfehérvár
was a major victorious battle of the Hungarian
Army, while the Battle of Mohács was a signif-

icant battle lost, with harsh consequences in
Hungarian history – the translator). Because
we do know that the financial crisis, as we were
aware at the time of the March 2008 lecture, is
far from being over, and the real economic cri-
sis is only just beginning.” (p. 331)

In his study entitled “Growth, the Euro
and nonequilibrium”, László Csaba examines
the puzzle why EU membership, contrary to
expectations, has failed to lead to the speedy
introduction of the single currency and, simul-
taneously, to the permanent sustainability of the
catch-up process. The development of new
Baltic and Balkan EU states, which were char-
acterised by fast growth for a long time in the
years following accession, has proven unsus-
tainable. In small, open economies, growth
cannot become independent from the foreign
balance of payments even in the medium run.
In the countries examined, there developed a
double digit current payments deficit in most
of the years following accession. Thus, growth
was based on foreign sources to a significant
extent. 

Despite the fact that in the group of the
countries concerned, contrary to the policy
based on constant fiscal overspending followed
in Hungary in most of the first decade of the
2000's, a much simplified version of the supply
side approach advocated by the American
Republican governments in the 1980's and, at the
same time, the ambition to follow the political
public mood, became characteristic. As a conse-
quence, the governments practically lack the
means to put a halt to these processes. In these
countries, the boom that has unfolded was led
by the private sector; primarily by private con-
sumption. The banks of issue have, to a signif-
icant extent, lost control over the monetary
base. An active fiscal policy reducing demand
during an overheated period has proven inap-
plicable. All these, together with the unfinished
institution building, have contributed to the
inflation pressure. 
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Therefore, it was not the speedy accession to
the Euro zone to be the real focal point of the
economic policy considering either Baltic or
Balkan EU states: “the complex developmen-
tal-economic, institution building and
Europeanisation challenges are given simple,
almost simpleton responses. These are speed-
ing up growth and, in order to do so, keeping the
tax burden low. (…) Long-term development
(…) should not be targeted at the all-times
highest growth but at what is best in the long
run and what is principally sustainable and thus
of high quality, while keeping the balance in
the environment, the society and in finances
(…) in the two country groups examined,
these requirements have not been implement-
ed.” – László Csaba points out on page 345 of
the study quoted.

Among other factors beyond those men-
tioned above playing a significant role in the
economic derailment of the two groups of coun-
tries examined, the author mentions the spirit
of governmental non-intervention, a passive
budget policy and the almost missing role of
the state. At the same time, regulations, essen-
tial also under market economic conditions,
especially the establishment of modern regu-
lations for financial life, were also missing. It
is an important point furthermore how seri-
ous a loss of authenticity the derailment that
developed in the years 2007–2008, prior to the
financial storms in the world, due to inner
causes originally, involves. Is this incorporated
in the expectations or do market players con-
sider it a temporary phenomenon? But even in
the latter case, the vulnerability that makes
non-participation in the single currency union
risky is left behind as a consequence. Finally,
the governments of the examined countries
failed to use the period of fast growth and of
EU accession for launching long-term structur-
al reforms.

In the political economic explanation for the
failure to act, László Csaba highlighted, among

others, the following factors: the tendency of
being drifted by events, partly due to the lack
of public consensus, the strengthening of the
ideology of redistribution, the pressure of con-
sumption postponed in previous years, and
finally the fact that, because of the budget bal-
ance or excess, it seemed possible to postpone
reforms. 

The validity of the author's conclusions reaches
far beyond the groups of countries examined. On
the one hand, the tendency to treat institution
building as non-urgent leads to a permanent
slowdown of growth. On the other hand,
besides exaggerated economic activism, non-
action may also become a source of problems.
(Especially if the latter couples with a regular
excess in the state budget. Unlike in the coun-
tries examined, such a case certainly cannot be
considered typical in Central Europe.) Finally,
a permanent exchange risk and higher interest
levels in the countries left out of the Euro zone
lead to a permanently lower growth potential.
The protection and the lower interest level fol-
lowing from the uniform currency system as
well as the lifting of the balance of payments
restriction are important conditions of sustain-
able catching up in small, open economies.
Therefore, the question of “Euro or high-
ways?”, familiar also in Hungary, is not a real
dilemma. Reducing economic policy to a few
simple rules and neglecting more complex
tasks, as is apparent also from the example of
the countries examined, may bring only short-
term results. 

* * *

The studies in this high-standard volume
were written in 2008. Still, their timeliness has
not changed. It is a book that not only eco-
nomic politicians of the future but economists
of the present and even a wider public interest-
ed in economic issues can learn from. 

Despite the approaches of the authors
inevitably different in several aspects, the book
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seems to offer a consensus in the forming on sev-
eral fundamental issues. A demand for deep and
profound reforms and a critical economics aspect
are strongly characteristic of all studies. 

While acknowledging the rich thematics of
the book, it should be noted at the same time
that the volume could not discuss several fun-
damental and interrelated problems of growth
and reform. Moreover, the consequences of the
global crisis that has unfolded since the studies
were written also require comprehensive con-
sideration. There is thus ample task left for the
economists researching these issues and let us
hope that the Economic Political Round Table
will also continue operation. 

The joint thinking would probably be even
more efficient if the subjects to be examined
were identified more tightly. Besides, a debate
between the authors is an important element of
the genre of round table discussions. It would
be interesting to learn the opinions of the indi-
vidual authors about each others' studies and
the approaches therein. This discussion part of
the meeting is less apparent from the book.
The synergy hoped of the settlement debates
may greatly contribute to more precisely iden-
tifying the fundamental problems and to deter-
mining the focal points of the unavoidable
reforms.

Péter Halmai
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TThe works of László Csaba are always awaited
with interest by those interested in economics
since the author chooses to discuss important
and debated issues and writes in an enjoyable
style, characterised by a special irony. A volume
of his recent writings completed in autumn
2008 was published by Akadémiai Kiadó in a
most exciting period, in spring 2009. 

Today, the word 'crisis' makes one think of
the convulsions in the international financial
system and the real economic decline follow-
ing as a consequence, but it is justified and
timely to ask, as the author does in the title of
the book: what is the situation with econom-
ics? Has it also got into crisis by now? It is
the introduction and the second study in the
volume devoted to the situation of econom-
ics, although the validity and reliability of the
discipline are discussed in other chapters as
well. The two studies in Part Two focus on
the transition in our region and the current

slowdown and halt of the transition process;
on the reasons of macroeconomic populism.
The writings corresponding the subtitle of
the book make up Part Three, with the
progress of the European integration process
(and, once again, its stagnation) as the central
topic. In the closing chapter, the author
examines the conditions of balanced growth
in this region.  

This is a broad selection of topics, giving the
reviewer the right to choose according to his
taste. In what follows I will highlight upon
three main question clusters from the book: to
what degree is economics apt for today's eco-
nomic reality; for what reasons was the mod-
ernisation and catch-up of our region and espe-
cially of Hungarian society and economy with-
in that, more successful before and appears to
be less successful now; and finally: where is the
European integration process heading to (and
does it make any advance). 

László Csaba

Crisis in economics?
Studies in
European political
economy 

AKADÉMIAI KIADÓ, BUDAPEST, 2009
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THE STATE OF ECONOMICS

As regards the state of economics, it does not
follow from the analysis of László Csaba that
there is as deep, fast and paradigmatic a change
round the corner as the one triggered by the
1929–1933 world crisis. Even though it is true,
at the same time, that the time factor here is
even more critical than usual: his analysis pre-
sented in March 2008, which served as a basis
for this chapter, could not yet count with the
new world economic situation to set in soon.
Indeed, after September 2008, there was a lot to
change in the public thinking about the econo-
my, in the economic political practice, com-
pared to just some six months before. Let us
just consider the facts what huge state aid pack-
age the conservative Bush government brought
forward in its last weeks of office to bail out
private money institutions and insurance com-
panies, or that in Germany, for the first time
for sixty years, a bank has been nationalised,
and that protectionism has once again
reemerged among member states of the
European Union. Several European govern-
ments have tried to spur the economy by bud-
get expansions of an unusually large scale,
almost in an orthodox Keynesian way. By this,
it is the Keynes seeming to return to the main-
stream of economic political thinking (but not
of economic theory) who questioned the valid-
ity of the then economic doctrine 80 years ago
by his epoch-making work General Theory of
Interest, Employment and Money. 

This unique return of the economic and
finance politicians of the developed world to
Keynes, does not necessarily say much about
the valid view system of economics as an aca-
demic science and discipline. And indeed: this
sudden practical turn does not for the time
being couple with a turn in the discipline. Bank
of issue leaders often emphasise nowadays that,
with regard to the unique situation, they apply
unconventional methods as well, failing to
reveal, however, why, once there is a new situa-

tion, a conventional theory (i.e. one adequate
according to the monetary theory; verified and
accepted as reliable and relevant) tailor-made
for this situation, which could be a secure basis
for a new set of tools, has not yet appeared. 

It is a fact in any case that a work comparable
to Keynes' magnum opus published in 1936 has
not been written yet. It is illuminating that the
work of Galbraith on the Great Depression in
America (The great crash), a book of major
influence, was written twenty five years after
the event. At the same time, even prior to the
unfolding of the current international financial
crisis it was absolutely justified to ask the
question chosen as the title of this book on the
situation of economics. Even without a mag-
num opus  by a new Keynes there is a chance
for economics, by following the general exam-
ples of paradigm change in scientific disci-
plines, to undergo a crisis bringing quality
change. In this chapter, it is certain processes
of this change that László Csaba indicates,
revising the mainstream line of thought of eco-
nomic theory. 

In the case of economics, comprising several
economic theoretical books and trends, it is
not easy to determine what actually the main-
stream is. The author avoids charges of subjec-
tivism by reviewing articles of The Journal of
Economic Literature and The Journal of
Economic Perspectives. Scientometrics has pro-
duced a citation culture, in which, in turn, it is
publication in high prestige and frequently
referred to (mainly American) journals that
counts. As for the other hard-to-attack indica-
tor of this branch of science, this is the Nobel
Prize in economics; the oeuvre of the Nobel
winner scientists also authentically marks the
peaks of the discipline. The two indicators do
not correspond, however; László Csaba points
out exactly on the basis of the list of Nobel
Laureates that, in recent times, there has been a
growing number of scientists given the award
who are outside the mainstream, the Zeitgeist.



BIBLIOGRAPHY REVIEW – Books

214

The Zeitgeist of economic theory, the author
points out, has been characterised by a techni-
cist orthodoxy since the end of the nineteenth
century already. One reason for this was prob-
ably the effort of the cultivators of economics
to make the discipline similar to the high-pres-
tige natural sciences of the age. The Keynesian
oeuvre was influential in replacing the trend
ruling in the first decades of the twentieth cen-
tury which, as a mainstream, clearly proved
irrelevant in the interpretation and solution of
the world economic crisis, yet, according to
László Csaba, the process of the methodologi-
cal homogenisation of economics could only
be slowed down by Keynes. By emphasising
human motivations, expectations and other
psychological factors in the 1930's and 1940's,
he indeed introduced several factors into eco-
nomic theory which later were represented
rather by institutional economics and other
non-mainstream trends. Yet, the Keynsianism
developing from the work of the followers of
Keynes (or of those making references to his
oeuvre) itself merged into the mainstream that
can be referred to as technicist, not independ-
ent of the fact that, after World War II, eco-
nomic theory based on several national schools
was replaced by the US dominant economics
with its own methodological hegemony. By
time, the Nobel Prize in economics started to
show a remarkable geographical concentration
in that it was a few American universities and
the USA by all means that were home to the
operation of most Nobel winners. 

The American overweight in the discipline is
clearly to be connected to the dominant role of
the American economy. In fact, the period of a
unique methodological and thematic concen-
tration in economics which, the author argues,
has gradually led economics, striving at techni-
cal sophistication and model-orientedness, to
be drifted away from economic and societal
reality by today, lasted from the 1960's to the
turn of the millennium. The increasingly

nuanced models became independent exactly
from the relations of real life. It is the positive
(i.e. non-normative, avoiding advice-giving),
sterile economics that became dominant and
has stayed dominant in the editorial offices of
leading journals and at the most important
(American) universities until today. 

In finances, at the same time, certain models
failed exactly at critical times even before the
current crisis. It is no surprise therefore that
critique against the mainstream has been flow-
ing from various directions now. The growing
number of inner contradictions in the
American economy, the problems accumulat-
ing in the system of world finances and the
related shakiness of market economies will,
over time, clearly affect the prestige of the rul-
ing trend in economics: the mainstream is
starting to lose space.

László Csaba calls attention to the fact that,
in recent years, several scientists who are out-
side the usual methodological trend (he men-
tions the names of Thomas Schelling, Daniel
Kahneman and Douglass North) have received
a Nobel Prize, while about Paul Krugman he
notes that, by the new economic geography he
has brought back a dimension to economics
which had been long lost through the victory
of the “formalisation revolution”. He under-
lines the advance of neuroeconomics and eco-
nomic psychology, the real-life research find-
ings of which have revealed a human image
much different from the one (homo oeconomi-
cus) the usual microeconomic preconceptions
of the methodological individualism are based
on. 

Today, when influential and standard setting
circles, too, blame excessive greediness, the
misrealisation of risks and the weakness of
institutions controlling individuals and enter-
prises for today's problems, what is needed is
an intensifying activity of trends within eco-
nomics which treat the discipline as a social sci-
ence beyond doubt. As a science that does not
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explain (and predict) models independent of
space and time but which takes the historical
and geographical determinedness of human
economic activity into account. 

SYSTEMIC CHANGE

AND ITS DOCTRINAL BACKGROUND

The second major issue discussed in the book is
the systemic change and its doctrinal back-
ground. László Csaba highlights upon the con-
tradiction that, as a result of two decades' fast
transformation process, former planned
economies have shown up surprisingly great
differences by today. What is more, today's dif-
ferences between the countries are often of a
very different nature than what would follow
from the logic of path (course) dependence. 

The simplified, unilinear development con-
cept of international financial institutions (like
EBRD) does not offer a really good explana-
tion for today's dissimilarities and divergent
development paths. EBRD gives good transi-
tion index values to economies that open to a
great extent towards the world economy,
strongly liberalise and privatise and are van-
guards in involving foreign operating capital. In
the world of transition indexes, the Hungarian
economy had very good marks in the 1990's, as
did the three small Baltic economies later on.
In the meantime, however, Slovenia, with its
economic policy not lacking even neo-corpora-
tive elements and opening towards the world
more carefully, became, in reality, the most suc-
cessful of all in many respects. It is the GDP
per head that indicates the success of the
unique (almost third way) Slovenian develop-
ment model; it is by no chance at all, either,
that Slovenia was the first in the region to join
the Euro zone. 

Based on the decisive economic indicators
the author does not only confirm that the for-
mer planned economies do not form a homo-
geneous block (the way there was no real
“Eastern block” in the economic or societal

sense). He establishes various country groups,
at the same time; and in the fact which coun-
tries belong to which groups, course depen-
dence, i.e. past similarities and the development
level at the outset, is decreasingly relevant as
time passes. In the evaluation of László Csaba,
the trio of Hungary, the Czech Republic and
Poland, plus Slovenia, belong to one and the
same group. Based on the common growth pat-
tern, the three Baltic states plus Slovakia make
up another group. The third group comprises
the Bulgarian, Romanian and Croatian
economies, while the Newly Independent
States may be defined as the fourth group. 

As a commentary it could be added to the
above that in the past years, we have seen sud-
den rises and, unfortunately, similarly fast
declines within historically short times. An
example for this was the change of directions
in Slovakia: when the social elite realised that
the country would not be admitted into the
EU with Meciar and his policy, following their
well recognised interest, they successfully got
rid of the leader and his populist trend. The
economic growth and convergence of the
Baltic states was historically fast but, as the
current events in Latvia reflect, a growth pat-
tern based on FDI makes an economy
extremely vulnerable. Furthermore, the rela-
tively fast fall behind of Hungary in the past
half a decade is an interesting, and, for us, sad
illustration proving how diverse and versatile
transition can be. It is comforting to see, on
the other hand, that just as there are examples
for the fast loss of positions, we can similarly
draw the other conclusion from the (so far
not so long) history of the transition that it is
indeed possible to change directions within a
few years in this region. 

From the examples of populism, a phenome-
non not rare in the region, the author high-
lights upon the case of Hungary after 2002:
with the massive state budget overexpenditure,
Hungary is categorised as a country of old-
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fashioned type populism. It is strange indeed
how massively high, and even rising, state
redistribution has been in the period, while, say,
in Slovakia, the rate of budget redistribution
has radically moderated in the same years.
Poland, which has never been an example of
financial orthodoxy, under the leadership of
various politicians mocked in Hungary, got
very close to meeting the Maastricht require-
ments before the crisis and the situation of the
Polish budget is downright enviable compared
to that of Hungary. The questions why it is
exactly Hungary where populism has been set
loose and for what reason to such a great
extent, will surely be debated for a long time
ahead. 

The essay at the end of the book (Economic
conditions for shared growth) is also devoted to
interpreting transition, the economic theoreti-
cal bases thereof and the reform tasks to be car-
ried out in most of the former planned
economies. The author's call for the realistic
evaluation of the earlier state of education and
knowledge in the region (and, within that, in
Hungary) is especially worth paying heed to,
since, unfortunately, earlier clichés on the
allegedly cheap and well-trained Hungarian
work force have not been justified by recent
data or the opinions of employers. 

Also of interest was the short reference to
the neo-Weberian public management advocat-
ed by the author (and, as part of it, the de-
politicisation of state administration). Two
decades ago it was beyond dispute during the
systemic change discussions in Hungary as well
as in the concept of the first freely elected gov-
ernment that party politics should be restricted
to ministers, political state secretaries and their
immediate staff, while under that level, admin-
istrative work should be carried out by the civil
service per se. This did not happen, and it was
easy to see who used what practices and, later
on, even laws, to re-politicise the extensive
state apparatus. It is probably herein where the

surprising fact that even after two decades of
privatisation and deregulation, the Hungarian
state apparatus is so extensive, is rooted... 

THE EUROPEAN INTEGRATION PROCESS

The biggest portion of the book is devoted to
the analysis of the European integration
process, certainly taking mostly the example of
Hungary to illustrate that, although measured
historically and observed a from sufficient
height, the latest enlargements of the EU may
qualify as successful, but membership itself and
the economic political institution system of the
EU do not provide sufficient protection for
member states against their own serious and
systematically recurring mistakes. One reason
why the case of Hungary may have become an
interesting issue at international conferences
and study volumes is that the processes of
European adjustment, catchup and internal
modernisation (i.e. reforms) were derailed
exactly at the time when Hungary became a
member state of the Union. Was it a cause and
consequence or a mere coincidence in time, the
author asks.

One thing that is for certain is that the
Stability and Growth Pact designed for the eco-
nomic political (mainly budget political) con-
trol of member states has not become strict
enough either in its original form or after its
reform in 2005, and what has been unfolding in
the budget deficit of member states recently
does not have any good implications for the
near future. Except if, our East European pes-
simism makes us think, another financial crisis
coming soon (originating in the state rather
than in households or banks) makes it neces-
sary to design and implement a new SGP. 

The analysis of László Csaba on the institu-
tions of the Union before the crisis (on EU
transfers, the mechanisms of the development
and the common agricultural policy, the
European Central Bank and the operational
order of the Commission) forecast to the read-
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er to some extent what materialised from
autumn 2008 onwards. To be more specific: at
times of crisis, the implementation of national
interests by governments is more overt and
blunt. The EU's own institution system, char-
acterised by much internal balancing and
rationing, is, unsurprisingly, able to operate
only “by good weather”, and even unexpected
referendum results in some member states may
cause difficulties.  

It is also very illuminating how small the
budget of the EU in fact is  compared to the
GNI or the central budget of member states.
This small budget (and the integration concept
behind it) did not make it possible for
Hungary, drifted to the verge of insolvency, to
receive a sufficient bridge loan from the Union.
It happened thus that Hungary was signed out

to the International Monetary Fund. We had
known before that IMF was the ultimate lender
for developing countries and those in transi-
tion; it has now been proved that the EU is
unable or unwilling to take on such a role even
in the case of medium-developed member
states. Although this circumstance is clearly to
be seen from EU law, it is one thing to partici-
pate in a theoretical discussion on the principle
of “no bail-out” and another to see it with our
own eyes that, even if the EU wanted to, it
would not be ready for the financial bailout of
sovereign debtors. It should at least be then
more forceful and efficient in blocking the
ways leading towards trouble. 

But this could serve as the topic of a new
book by the author. 

Ákos Péter Bod
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SSince the beginning of the 1980's until recently,
the neoliberal-monetarist doctrine, considered
the mainstream of economic science, could be
harshly criticised or attacked only by those
outside the “upper circles” of economics, for
such criticism was generally regarded unscien-
tific and populist in the first place. This situa-
tion changed with the financial and economic
crisis that began in 2007. Today, even presti-
gious economists doubt the correctness of the
mainstream attitude and demand a fundamental
change both in science and education as well as
in economic policy. The recently published
work of Tamás Szentes, to be reviewed here,
belongs to this latter category. 

The spirit of the book is well illustrated by
its subtitle already: “A critique of simplified
views and attitudes”. The author claims, and 
I fully support his view, that a textbook atti-
tude simplifying reality to an intolerable extent
has become dominant both in education and in

the consideration and decision of practical,
economic political issues. I also share his view
that this is not only intolerable but may even be
of a destructive effect. 

The fact that this introductory and sum-
marising interpretation of the spirit of the
book is correct is justified by the Foreword
already, which starts with the words “The
world economic crisis”, and a paragraph of
which should be quoted word by word here. 

“In my view, the attitude that quite pene-
trates the domestic debates and economic
political concepts on the current crisis,
although there are some respectable excep-
tions, seems alarmingly or even annoyingly
simplifying and mistaken. It is not only the
budgetary, fiscal attitude of crisis management,
especially the views focusing on the expendi-
ture side of the budget (…) that I blame but
the economist view in general which disregards
societal correlations, the distorted consumer

Tamás Szentes

Who and why
is in crisis?
A critique of simplified views
and attitudes 

NAPVILÁG KIADÓ, BUDAPEST, 2009
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culture, the role of ostentation tendencies and
the distortions in moral behaviour, and I espe-
cially condemn the ultraliberal attitude which,
contrary to that of the creators of the idea of
liberalism, is rather, sometimes even shameless-
ly, antisocial in crisis management and in
reforms.” (p. 8) The issue of “the problem of
the non-equilibrium of the world economy fol-
lowing from the uneven relations thereof and
related to the international development gap,
which problem is the root of crises”, also
appears in the Foreword already. This is already
a reference to the concept of “asymmetrical
interdependence”, which, although in this form
appears only in a later part of the book, is in the
focus of the analysis of the book from a theo-
retical point of view. 

The hardly longer Introduction continues in
the spirit of the Foreword, blaming the role of
“simplifying views” and “the unilateral, what is
more, mainly ideological attitude in textbooks
of economics feeding these views” (p. 11) for
the fact that “while there has been significant
advance in the prediction of the expected
appearance and direction of, for example,
weather fronts or, what is more, of earth-
quakes, hurricanes, tornados and even epi-
demics, the outbreak of the crisis was an unex-
pected surprise for practitioners of economics,
including even the most prominent ones, on
both earlier occasions and this time.” (p. 12).
The cause of the problems is thus that “in eco-
nomics, especially in the past three decades, it
is a neoliberal monetarist trend (italics in the
original; the reviewer) that has become domi-
nant, i.e. decisive in the mainstream, which, in
the field of education, puts more focus than
earlier schools on concepts, theoretical theo-
rems and trends of an economist attitude,
abstracted from reality, while in economic pol-
icy, it represents the simplifying, unilateral view
more forcefully, claiming exclusiveness for
itself ” (p. 13). There is no way to express an
opinion more straightforwardly than the

above. Moreover, the “new political econom-
ics” and “new institutionalism” that have
recently appeared against or for the correction
of the “mainstream” do not sufficiently break
with the main trend, either, the author adds.
While, despite the above, a change of attitude
has been apparent in the United States, in
Western Europe and, what is more, even in the
crisis management concept of the International
Monetary Fund, “this, unfortunately, has not
been the case in Hungary, where the neoliberal
attitude and the restrictive economic political
recipe rooted in the (somewhat misinterpret-
ed) monetarist theory are still in fashion”
(Ibid.). Such a detailed review of the Foreword
and the Introduction was essential, I believe,
for the reader to see exactly where to place and
how to receive this work. 

Part I discusses the responsibility of edu-
cation for the wide-spreadedness and domi-
nance of simplifying views but goes much fur-
ther than that. 

Chapter 1, initially discussing really the ques-
tion of education only, considers a historical
approach, a holistic view and a critical attitude
as essential; these are indeed missing from con-
temporary standard textbooks and are essential
in my opinion, too. In my own practice as a lec-
turer, I try to make up for this obvious and
serious shortcoming of textbooks by adding
oral or even written complementary notes. At
this point, however, the author immediately
turns to the problem of the current crisis and
raises the questions “the crisis of what are we
speaking of, why do we consider it global and
what historical antecedents and roots does this
crisis have, what are the determinative general
reasons and the immediate causes of its out-
break?” (p. 17). The author does not hesitate to
give the answer: the crisis is global not only
because it has spread to the whole world geo-
graphically, i.e. horizontally, but also because
even vertically there has developed a “bulk of
crisis phenomena affecting all aspects of human
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existence, the survival of human society and
the sustainability of development, what is
more, of life as a whole” (p. 18). This is fol-
lowed by a harsh critique of the views of the
neoliberal school in Hungary, with the names
of its representatives listed one by one, after
which the author notes, addressing it to the
representatives of neoliberalism within the
socialist circles, what a “strange paradox” it is
that the idea of the reformed version of capital-
ism “has been raised by some enlightened
rightwing politicians like Angela Merkel and
Nicholas Sarkozy rather than by leading repre-
sentatives of socialist or social democratic par-
ties” (p. 23).

It is inevitable to quote, even if omitting cer-
tain parts, the dramatic lines of the author best
reflecting his views. 

“What kind of a (»public«) economic way of
thinking is that which expects every citizen (be
they children or elderly, university graduates or
untrained) to monitor the development of
interest rates, securities and currency prices
and, considering money market risks, to decide
(…) what currency loan to take up and on what
conditions?” – or in what currency to keep
their small savings, we could add.

“What kind of a sociological way of thinking is
that which expects every citizen (…) to act as
an entrepreneur considering economic risks,
instead of allowing them to (…) merely expect
a fair pay (…) for a job decently done?” 

“What kind of a politological view and concept
is that which, so to speak, runs down on »the
mass of people living on the state«, including
not only those living on aid but also pensioners
as if they were the representatives of some
»nation of beggars« of a weak character and a
mistaken way of thinking?”

And after that: “Can we ignore the historical
and empirical fact that in Hungary (and other
former »socialist« countries) (…) the accumu-
lated public wealth was dispersed through the
misuse of relations and corruption within a

short time and the social stratum of the new
rich, the billionaires, came thus into existence
from state funds?” 

And finally: “There have been remarks like
“the traditional values of social democracy have
become outdated”. Do they mean by this that
social sensitivity, the care for disadvantaged
people and the strive for equal chances and
societal fairness have become outdated?”

Such word by word quotations, even if some
parts were left out, seemed essential as the best
way to give the reader an idea about the spirit
of the book as a whole. The latter quotation is
followed in the book by the analysis of the
Bokros austerity measures, single rate taxation
and some other questions in the above spirit. 

Chapter 2 returns to the economics textbook
literature of an ideological nature, the effects
thereof and the crisis of education as well as to
specific issues related to this. It underlines that
“in the (current) textbook literature there is a
much sophisticated and refined ideology making
the impression of objectivity and even mathe-
matical precision” (p. 34). It approves the pres-
entation of the subject matter of Western text-
books in Hungary but disapproves of the fact
that, instead of writing our own books for stu-
dents in Hungary, “we have simply started to
translate and adopt standard American text-
books without critique” (p. 35) and also with
reference to Baron Loránd Eötvös he says that,
at universities, science should be cultivated
instead of the mere interpretation of scholarly
achievements. Standard textbooks are oversim-
plifying, unhistorical, presenting only main-
stream views and considering the circum-
stances of only the most developed market
economies, almost totally ignoring welfare
effects and, what is probably the most impor-
tant, they present theoretical theorems (…) as
the ready elements of “knowledge”, feeding the
belief in students that (…) what they have
learned will be applicable in practice without
any difficulty” (p. 39), while education, on the
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contrary, should awaken the critical spirit of
students. These general remarks are followed
by the discussion of several questions of detail,
as well as the critical of the book by Krugman
and Obstfeld entitled International Economics,
widely used in education. The author closes
Chapter 1 with the following sentence: “The
above critical remarks may be regarded as exag-
gerative by some and even offensive by those
concerned but the urging of changes and the
realisation of the defects apparent in education,
determinative for the future of society, justifies
even exaggerative, provocative remarks.” (p. 51)

Part II, bearing the title Crisis historical
antecedents and theory historical lessons, is, in
my opinion, a historical and theory historical
introduction to the author's theoretical com-
mentaries and ultimate messages, which are
presented in detail in Part III but the main ele-
ments of which appear in this part already. 

Chapter 1 discusses economic cycles and the
world economic crisis of the 1970's. On the
second page of this chapter, you can read the
paragraph which, in my opinion, is the central
concept and central theorem of the book. “In
the world economy, on the ground of develop-
mental inequality, i.e. of what is referred to as
the “international development gap”, and of
the deepening asymmetrical interdependence,
moreover, even beyond the consequences of
these (including consequences apparent in the
distribution of the population, resources and
incomes as well as the spatial distribution of
the exploitation of natural resources and the
consumption of products made from these,
etc.), significant imbalances have developed,
disturbing the harmonic operation of the sys-
tem.” The central concept, I believe, is the
deepening asymmetrical interdependence,
which plays a major role in Part III, and the
central theorem is that significant imbalances
have developed, which disturb the harmonic
operation of the system; and there is some-
thing that does not appear in this paragraph

yet, which is that the self-correction of the sys-
tem, the automatic restoration of imbalances
and the restoration or rather the development
of the harmonic operation of the system
should not be expected. 

This paragraph which, I believe, is of critical
importance, is followed by the review of the
theories of long-term cycles and that of the
events of after the first oil crisis in the year
1973. Regarding the latter, the author says that
“this was the structural and institutional crisis
(italics in the original; the reviewer) of the
world economy as a whole already, which had
been ripening in the processes of the previous
years, in the changes of the world economy and
international politics (…) and was brought to
the surface by the explosion of oil prices as the
»last straw«” (p. 58). This view is supported by
the fact that the Breton Woods system col-
lapsed two years before. The author's remark
that “the division of labour between developing
countries specialised in raw material produc-
tion and developed industrial countries exclud-
ed the possibility, in the first place, of a mutu-
ally adjusted, proportionate growth of these
two sectors of the world economy through
which both could have provided suitably grow-
ing markets for each other” (p. 60), is also in
accordance with the above. Therefore, the ear-
lier division of labour was replaced, “through
some simplification, by a division of labour
between countries developing-researching and
partly producing technology and countries
overtaking the ready technology, i.e. techno-
logically dependent countries” (p. 62).
Vulnerability was further increased by “the
international flow of private capital, mainly
short-term foreign investment and fast-moving
speculative hot capital” (p. 67).

From the above analysis of the processes the
final conclusion of the chapter directly follows,
i.e. that “until structural disproportions are
managed or at least mitigated, the international
division of labour with an uneven structure,
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which has a major role in deepening the inter-
national development and income gap, is trans-
formed and basic institutional reforms take
place, crisis phenomena of various kinds, what
is more, even international crises, will continue
to develop” (p. 68). At the end of the chapter,
there appear already the elements of the solu-
tion that are outlined in more detail in Part IV.
The words “world state” and “world govern-
ment” appear, as do the ideas of “amending the
rules of international trade, controlling and
regulating transnational corporations and
imposing international control and taxation on
money markets and crediting policies”. These
are merely raised here and are discussed in
detail in Part IV. 

In Chapter 2, the author looks for support
for his views in earlier economic theories
instead of the neoliberalism firmly rejected
according to the above. He presents timely
excerpts with a morale from the history of eco-
nomic theories, going back to Marx, Keynes,
the post-Keynesian reformist trend and the
views of the most famous theoreticians of lib-
eralism. 

The only detail I wish to highlight from the
lengthy analysis on Marx is that, according to
the author, it directly follows from Marx's
interpretation of the labour value theory that
“it is not sufficient to merely strive for the pro-
duction standard of export sectors with the aim
to improve world market competitiveness, and
it is especially wrong to do so at the detriment
of other sectors or branches” (p. 79), because
this adversely affects the development of inter-
national exchange ratios. The similarly lengthy
analysis devoted to Keynes also comes to the
final conclusion that from the assumption of
the co-apperance of the multiplicator principle
and the accelerator effect it follows that this is
not about a self correcting process but rather
about a self-strengthening one, that is about a
process not heading towards the state of equi-
librium but one moving increasingly further

from it. A direct consequence of this would be
the original instability of the international
economy, which correlation was, however, not
worked out by Keynes or his contemporaries
assuming that “if the governments of individual
countries (…) guarantee a domestic equilibri-
um (…) alongside full employment, the equi-
librium of the international economy can be
also guaranteed” (p. 97). The part devoted to
the post-Keynesian reformist trend revises the
views of the most important representatives of
the growth theory of after World War II. It
arrives at the conclusion that, as is emphasised
especially by Myrdal and Balogh, every market
economy left to itself, and thus also the world
economy necessarily, increases inequality not
only between partners but also within individ-
ual countries. This is clearly identical with the
view of the author and it has, unfortunately,
been unmisunderstandably confirmed by the
experience of the almost three decades that
have passed since the 1980's. The author also
points out, even if avoiding to use this expres-
sion, that his view according to which there is a
need “for the regulation of spontaneous market
mechanisms also at the level of the world econo-
my” (p. 101), appeared in the works of some
representatives of the growth theory, Furtado,
Singer, and Prebisch already. 

The above is followed by the review of the
views of the neoliberal-monetarist school, the
most interesting part of this theoretical chapter
being the last one, however, which, using quo-
tations from the works of Smith, Ricardo,
Malthus, Mill and Marshall proves that “all of
them had a strong social sensitivity” and “had
no intention at all to subordinate everything to
market rules” (p. 106). The author points out
with cutting irony that: “When economists and
economic politicians in Hungary with neolib-
eralist views, including advocates of the mone-
tarist and neoclassical theories, what is more,
even some socialist politicians, argue for anti-
social economic political measures, they often
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make the impression that they are hardly at all
familiar with the views of the most famous the-
oreticians of economic liberalism. The same
impression is supported by their effort to
diminish the role of the state even in public
spheres like public health care, public educa-
tion and culture.” (Ibid)

The central part of the book, in my opin-
ion, is Part III, discussing the reasons of the
world economic imbalances causing the crises. 

Chapter 1 argues that “instead of the gener-
ally used expressions »dependence« or »unilat-
eral dependence« (...) it is more correct to use
the expression asymmetrical interdependence”
since a dependence relation obviously has two
sides, the stronger side also depending on the
weaker, the creditor also on the debtor and
because in the world economy today there are
no economically independent states, there is a
multilateral economic dependence, interde-
pendence, between them. The use of these
terms and the argumentation, as pointed out
before, are more than supported. 

The chapter hereafter lists the various ele-
ments or fields of asymmetrical interdepend-
ence. The concept and consequences of inter-
national ownership relations need no explana-

tion. As regards the solution, we can read the
following: “Whatever the consequence of the
asymmetrical ownership relations caused by
the international capital flow should be, for a
country unilaterally accepting foreign capital
and probably allowing it to have key positions,
thereby being unilaterally restricted in eco-
nomic sovereignty, the realistic solution taking
ahead is not the policy of nationalisation (...)
but the making of the mutual dependence rela-
tion concerned as symmetric as possible. “ (p.
114) The concept of asymmetries in the rela-
tions of international trade, the international
turnover of services and the international divi-
sion of labour needs no explanation, either.
“Making this interdependence more symmetric
requires structural changes in general. [Its
alternative (…), autarchy, is deemed to failure
in the first place].” (p. 118) The most impor-
tant of these relations, especially today, are the
international creditor-debtor asymmetries and
those of monetary interdependence. The
author especially highlights here the most dan-
gerous form of indebtedness when it becomes
a self-strengthening, cumulative process. 

György Szakolczai
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