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T

Public policy challenges 
in the new decade

The aim of the conference organised on 10 May
2010 by the Research Institute (RI) of the State
Audit Office of Hungary and the Hungarian
Economic Association under the title Public
policy challenges in the new decade was to give
the wider professional community an insight
into the professional activities of the nearly
ten-year-old RI1 in connection with the shap-
ing of public policies. The top priority research
activity of the RI is the modernisation of pub-
lic finance regulation. From this point of view
it examines whether or not the operation of the
state, and of its different subsystems support
the efficient utilisation of public funds. Last
autumn the RI issued a publication on the
expedient role of the state, and in April this
year a collection of studies came out under the
title The public sector and economic competitive-
ness – empirical results and lessons, which pres-
ents the results of multidisciplinary research
conducted in conjunction with the
Competitiveness Research Centre of the
Budapest Corvinus University. A study written
during two ongoing research projects also
formed part of the conference materials. The
organisers of the conference decided to present
and discuss the studies through thematic panel
discussions instead of choosing the classic
form of lectures/consultations.

The first panel discussed the study titled

The concept of the renewal of national economic
planning, during which the members of the
panel2 investigated how the planning system
could be modernised to be able to promote the
establishment of a strong and efficient state.

The basis for the second panel discussion
was the RI study analysing the financial situa-
tion of the local governments. The subject mat-
ter of the panel discussion is telling, too: Is the
conflict container full? The question refers to
the fact that in the past two decades the local
governments have been assigned several diffi-
cult public tasks without receiving the
resources required for the completion of these
tasks at the appropriate quality level. The mem-
bers of the panel discussions3 were seeking the
answer to the question whether or not the local
governmental system still contained some eco-
nomic and financial reserves, or the situation
can be saved only through the radical transfor-
mation of local governmental regulations.

The participants of the third panel4 dis-
cussed the impact of the public sector on eco-
nomic competitiveness on the basis of the col-
lection of studies published by the RI and the
Competitiveness Research Centre of the
Budapest Corvinus University, seeking a way
to make this impact even more positive.

The Public Finance Quarterly now under-
takes to convey the messages of the confer-
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ence, as much as possible, even to those people
who could not attend the event in person.
Therefore, we did not simply prepare a brief
summary, but published the edited versions of
the two opening speeches of the conference, as
well as the initial contributions to the first two
panel discussions. The background for the
third panel discussion was provided by the
study volume titled The public sector and eco-
nomic competitiveness – empirical results and
lessons, which can be downloaded from the
SAO website. Therefore, here we briefly pres-
ent the studies of the volume, and as a sample
we publish an article written jointly by Árpád
Kovács, former President of the SAO and
Gusztáv Báger, former director general of the
RI,  which sums up – based on the studies
included in the volume – the major modernisa-
tion recommendations outlined pursuant to
the SAO audits and consulting activities.

The conference was made more lifelike by
the fact that instead of lectures the experts that
had been asked to contribute covered the most
important issues of the studies in the form of
panel discussions. It is difficult to render such

an effervescent discussion in writing, so we
asked the panel members to make their contri-
butions available to our editorial staff. Some of
them wrote down their concise answers to all
of the questions raised, while others elaborated
on certain topics. Therefore, by publishing the
brief but versatile writings of the panel mem-
bers we could transfer not only the content,
but also the climate of the discussions.

Naturally, the organisation of such a confer-
ence is not an end in itself. By presenting and
discussing the RI studies the senior staff mem-
bers of the State Audit Office and the RI
intend to provide assistance to those people
who will prepare the public policy decisions at
the level of the national economy, or at the
individual local governments in the coming
years or in the coming decade. The editorial
staff of the Public Finance Quarterly dedicates
most of this issue to the presentation of the
messages of the conference also in the hope
that they would get to an even wider group of
experts, and would thus contribute to the more
effective forming and implementation of the
public policies.

1 Between 1 January 2001 and 31 December 2008 the
institute functioned under the name Research and
Development Institute (RDI) of the State Audit
Office of Hungary 

2 Éva Palócz, General Director, TÁRKI-KOPINT,
Tamás Halm, Secretary General, Economic and
Social Council, László Faragó, Deputy General
Director, Centre for Regional Research Studies of
the Hungarian Academy of Sciences, Pál Becker
Director General, SAO, moderator: Gusztáv Báger
Scientific Consultant, RI

3 Ilona Kovács Pálné, University Professor, Director,
Centre for Regional Studies of the Hungarian
Academy of Sciences, Transdanubian Research

Institute, Gábor Péteri, Institute for Local
Governmental Development (Open Society
Foundation), János Atkári, Manager for Local
Governmental Issues, Financial Research Plc.,
Zoltán Lóránt, Director General SAO, moderator:
András Vigvári, Scientific Consultant, RI 

4 Árpád Kovács, University Professor, President of the
Hungarian Economic Association, Erzsébet Czakó,
Director, Budapest Corvinus University, Institute of
Business Economics, Ádám Török, full member of
the Hungarian Academy of Sciences, member of the
Fiscal Council, András Vértes, Chairman, GKI
Economic Research Co., moderator: Gyula Pulay
Director General, RI

NOTES
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A

Pál Csapodi

Challenges for State Audit Office
control and the advisory role
of the State Audit Office

As an introduction to our conference, I wish to
briefly talk about the well-known challenges
that decisively influence State Audit Office
control, the related research activity as well as
the contents of the advisory role. 

The mission of the State Audit Office is, as is
laid down in its strategic documents, to strength-
en the transparency of public finance processes,
the accountability of managing public funds and
public property, and to serve the secure and bal-
anced operation of public finances. The SAO
control assists and facilitates the National
Assembly to exercise its budgetary right and
meet its legislative and control function. 

So as to meet the above mission, the State
Audit Office has in the past years, beyond its
basic function: the audit activity, and also in
compliance with that, developed its advisory
activity, enhanced its analysing and assessment
work directed at certain key areas and neuralgic
points of public finances, contributed to the
research and analysis work ongoing within the
framework of the state reform and cooperated
with the activities of various anti-corruption
state committees. 

The basis of the research-advisory activity
meant to assist the work of the members of the
legislation primarily is the rich experience accu-
mulated during the audit activity of SAO. It
was for the targeted utilisation of this knowl-

edge that the President of the State Audit
Office established the SAO Institute for
Development and Methodology in 2001, which
has operated under the name SAO Research
Institute since January 1, 2009. By utilising the
audit experience of SAO and using the latest
domestic and international research findings,
the Institute has made 4–5 major evaluative
studies per annum in the past almost 10 years.
Through its research activity, it has been close-
ly connected to the SAO targets of strategic
advising. 

The studies have analysed the operation of
respective fields of the economy (e.g. in-
patient care, environment protection, adult
training) and examined decisive economic
processes (e.g. research and development, pri-
vatisation). Considering both the state of pub-
lic finances in Hungary and the State Audit
Office strategy formulated in view of the for-
mer, public finance regulation was chosen as the
priority field of the research-advisory activity.
The first milestone of this work was mapping out
the theses on the regulation of public finances.
The document was submitted to the National
Assembly by the SAO President in April 2007
and discussed by the budget committee still in
the same month. In their Resolution No.
41/2007 (of May 23), the National Assembly
expressed their acknowledgement of the docu-
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ment and requested the Government to make
use of the theses during the public finance
reform. Related to the theses, the past three
years have witnessed the birth of several stud-
ies at the Institute that can serve as the basis for
a comprehensive modernisation of public
finances. 

It should be pointed out that the evaluations
and studies published within the framework of
the advisory activities are by no means SAO
audit reports. At the same time, the analyses rely
on the findings of audits to a great extent. They
systemise and weight these according to vari-
ous criteria, also connecting them to various
literature findings and research results. 

Our research findings have been dispatched,
in the form of publications, to National
Assembly officials, the government organs
concerned and to professional workshops in
hundreds of copies. The studies are all public
and free to download from the homepage of
the National Audit Office. 

Today's global economic crisis has broken
the almost unfolding consolidation process of
public finances and has made it clear once again
that the economic and budget policies of the
past two decades have not been consistent
enough and have failed to prevent budget over-
spending. The unfolding also requires the grad-
ual elimination of structural weaknesses caus-
ing efficiency and competitiveness problems,
which is unimaginable without a reform-scale
modernisation of public finances and of the
major community supply systems within the
former. Considering the magnitude and the
manifold nature of the problem, the solution of
the tasks, the transformation, may only be
gradual, wide-scale and multi-level. 

Today, Hungary faces new adjustment tasks.
The earlier target-focused and restriction-ori-
ented approaches must be replaced by dynamic
models suitable for receiving changes. In the
course of this we must rely also on factors able to
harmonise and accelerate economic and social

development like cooperation, new partnership
relations, an up-to-date public administration,
high-quality legislation and consistent law
enforcement. 

The renewal of the regulation of public
finances serves a double purpose. Its immediate
goal is to establish a system of regulations and
institutions and find the technical solutions by
which public finance management can be made
more transparent, reliable and efficient at the
levels of the national economy, local govern-
ments as well as the institutions, while also
considering arising risks. The ultimate goal is
to achieve that, through the better operation of
the public finance system, the approximation
and later establishment of financial balance
and, through these, by the restoration and
strengthening of confidence in Hungarian pub-
lic finances, the external and internal condi-
tions of competitiveness and sustainable devel-
opment significantly improve. 

The regulation on public financial planning,
the management and accounting process as
well as public financial control similarly deserve
reconsideration. Many of the countries ahead
of us have proven that the performance
requirements demanded of the public sector as
a whole, of its branches and individual players
produce welfare benefits. It is especially
important to implement the principle of per-
formance orientedness in the planning phase
already since this phase of management deci-
sively influences the rest of the management
process. 

It is thus evident from the above that the
modernisation of the regulation of public finances
should not be narrowed down to the amend-
ment of certain acts on the operation of the
state budget; this is a series of several intercon-
nected tasks from defining the model of state
involvement to making public administration
more competitive. Thus, the advisory activity of
SAO and its research activity serving the for-
mer inevitably affect several fields. For several
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years we have urged, for instance, the clear
identification of public tasks, the renewal of
the state budget information system and the
establishment of transparent and measurable
target systems for public money expenditure.
This is how we have reached the subject of this
conference, the public policy challenges of the
new decade. 

The immediate goal of the conference is to
make the professional public as well as colleagues
interested in the formation of public finance reg-
ulation familiar with the activities of the SAO
Research Institute; more closely and quite pre-
cisely with three studies of the institute (and
the cooperating workshops). This is not a goal
for its own sake, at the same time. The actual
goal of the conference is to contribute, through
our studies and by expert debates on them, to
enhancing the substantiation of public policies. 

It was in autumn last year that the SAO
Research Institute released a publication on
reasonable state involvement in the economy.
The part of the study analysing the Hungarian
economic policy of the past 20 years points out
that it was the failure to choose a model that
posed one of the greatest problems: the inten-
tion to construct social market economy and
forced liberalisation were difficult to har-
monise and in the end produced a dual econo-
my and an extensive public sector operating
with low efficiency. Accordingly, the greatest
challenge for public policy making is to devise
a realistic vision that is able to mobilise the
majority of society. 

By this, we have arrived at the first topic
of our conference: national economic plan-
ning. What justifies the need for it? What
could be its role? How can the current frag-
mented planning system be transformed in a
way to serve social-economic development in
Hungary? How can national economic and
regional plans be joined; how can the develop-
ment of individual settlements be made more
purposeful?

The latter questions take us over to the
second panel of our conference, which ana-
lyses the financial situation of local govern-
ments. The State Audit Office and its
Research Institute have repeatedly noted it
was time the financial-public finance regula-
tion regarding local governments was
changed. By today, it has become considerably
easier politically to pass the necessary quali-
fied majority laws. This is why it is especially
important to provide a comprehensive profes-
sional basis for these decisions, to which, we
hope, this study and the related debate may
significantly contribute. 

It is a big question how the Hungarian
economy can be made more competitive
through the formation of public policies. We
formulated this question in late 2005 already
when our institute signed an agreement on
cooperation with the Competitiveness
Research Centre of Corvinus University for
research on the relationship between the pub-
lic sphere and the competitiveness of the
economy. The first findings of the research
were made public in 2007. The second volume
of studies published this April explores this
system of correlations from various
approaches and by several methods, formulat-
ing the necessary recommendations. Now 
I do not want to let the cat out of the bag yet.
I can tell you, however, that, through the
research, the fields most in need of a change
so that the competitiveness of the Hungarian
economy could be enhanced could be clearly
identified. 

In addition to the studies of the SAO
Research Institute, another product of the
SAO advisory activity is the Public Finance
Quarterly. The publication of the public
finance journal with half a century's tradition,
now available to read also in the English lan-
guage, has been in the authority of the State
Audit Office since autumn 2005. The coming
issue of the Public Finance Quarterly, to be
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released this autumn, is to be devoted to this
conference, i.e. we will publish the lectures
delivered at the conference and the opinions
represented at the panel discussions in an
edited form. 

I hereby open this conference in the hope
that it will not only give participants useful and
new information but some of the recommenda-
tions discussed here may also be incorporated
into the process of public policy formation.

BÁGER, G. et comp (2010): A közszféra és a gaz-
daság versenyképessége – empirikus eredmények és
tanulságok (The competitiveness of the public sphere
and the economy – empirical findings and lessons),
State Audit Office Research Institute, April, pp. 1–178 

CSAPODI, P. (2007): The key messages of the theses
on the regulation of public finances, Public Finance
Quarterly, Issue 2, pp. 324–334

CSAPODI, P. (2009): Advisory activities in the State
Audit Office, Public Finance Quarterly, Issue 1, pp.
136–151

CSAPODI, P. (2009): Legal regulation of public finan-
cial management, economy of the external audit of
public funds, Szent István University, Gödöllõ, theses of
PhD dissertation

LITERATURE
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T

Gyula Pulay

The necessity of reforming 
the role the state plays 
in economy
Essential experience gained from ÁSZKUT research

The efficiency of public finances, and in a wider
envelope the efficacy of the operation of the pub-
lic sector, is one of the most significant research
areas of Állami Számvevõszék Kutatóintézete
[State Audit Office Research Institute] (hereon
referred to as the Institute).1 Thus, we need to
ask the question time after time in the course of
our research projects: How much can the state
and the entire public sector contribute to
improving the competitiveness of the economic
sector and, ultimately, the entire country? In this
opening study I would like to present the results
gained from nearly 10 years of work of the insti-
tution that has been seeking answers to that
question.

First, I want to mention our multidiscipli-
nary research project carried out in collabora-
tion with Budapesti Corvinus Egyetem
Versenyképesség Kutató Központja [Corvinus
University of Budapest, Research Centre for
Competitiveness] which set out to explore
connections between the competitiveness of
public sector and private sector. Started in
2005, the results of the research were detailed
in the studies published in 2007 and May
2010, respectively.2 Complemented with the
results of similar researches carried out by the
Institute, this research delivered important

lessons is respect of further development of
public policies.3

Perhaps the ultimate lesson: Based on multi-
lateral analyses – which were also diversified in
terms of research methodology – including
comparative assessment of international com-
petitiveness rankings; polls by questionnaire at
corporations, municipalities and NGOs; in-
depth interviews; comparative analyses based
on statistical data; evaluation of Audit Office
reports, very similar conclusions were reached:
Analyses carried out with different approaches led
to conclusions that reinforced one another in
many respects. To display that, areas regarded
the most problematic by the responders in the
corporate questionnaire poll (see Table 1), as
well as indicators where Hungary has in recent
years been awarded the lowest points in inter-
national competitiveness rankings (see Tables 2
and 3) were pitted against one another. The
similarities are glaring. 

Based on the three “blacklists”, some areas
can be pinpointed where the most urgent and
deepest changes are necessary. Table 4 dis-
plays the areas, blending them a bit, that are
in one of the Top 10 spots in at least two of
the three negative rankings with similar
names.
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Table 1

AREAS REGARDED BY POLLED CORPORATIONS AS MOST PROBLEMATIC
IN TERMS OF THEIR COMPETITIVENESS

Ranking Areas Average
1. Tax regulation (extent, structure, transparency) 6.48

2. Corruption 6.27

3. Efficiency of educational system 6.25

4. Impacts of government economic policy 6.22

5. Black (illegal) economy 6.19

6. Extent of public taxes and contributions 6.17

7. Public administration, ethical standards of public institutions 6.05

8. Extent of R&D expenditures 5.92

Table 2

MOST UNFAVOURABLE INDICATORS OF GOVERNMENT ACTIVITIES
IN 2005 THROUGH 2008 AS PER IMD COMPETITIVENESS RANKING4

Ranking Indicators Place in average of four years
1. Personal Income Tax rate 54th 

2. Budget deficit 51st 

3. Size of budget expenditures 51st 

4. Size of social security contribution to be paid by employers 50th 

5. Impact of National Bank of Hungary policy on development 46th 

6. Transparency 45th

7. External debt of government 43rd

8. Risk of political instability 43rd 

9. Black (illegal) economy 42nd 

10. Corruption 35th 

11. Consistency of government policy 30th 

Table 3

TEN MOST UNFAVOURABLE INDICATORS REGARDING GOVERNMENT ACTIVITY IN 2008
ACCORDING TO WORLD ECONOMIC FORUM GCI RANKING5

Ranking Indicators Place in 2008
1. Extent and impact of taxes 133rd 

2. Budget deficit 123rd 

3. Transparency of government decision-making 117th 

4. Public procurement of technologically up-to-date products 116th 

5. Public debt 110th 

6. Full tax rate 105th 

7. Training of employees 101st 

8. Public confidence in politicians 94th 

9. Quality of education system 87th 

10. Corporate R&D spending 83rd 
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IMPROVEMENT OF BUSINESS LANDSCAPE

In addition to carrying out a diagnosis, the
research outlined a proper method for therapy
and some of its components, as well, affirming
the well-known theory that what enterprises
need most to improve their competitiveness is a
stable business environment and access – free of
major obstacles – to resources they need for
progress. Within this scope, we have bundled
our recommendations to two target areas :

•human capital, development and exploita-
tion of human resources; 

•fostering the diffusion of scientific results
and technology.

In the target area 'human capital, development
and exploitation of human resources', the corpo-
rate survey indicates that access to specialised
skills is greatly hampered by the fact that the
systemic operation of three components of
education – vocational training, higher educa-
tion, and business training – have become dis-
rupted, the quality of education and training
has declined, hence market demands have been
met incompletely, if at all.

Based on our corporate questionnaire survey,
it is also apparent that competitive operation of
economic entities is hindered most by the system of
vocational training. Urgent reforms are needed in
this scope. Higher education received a good
grade, but primary and secondary education got
mediocre grades. Data gained from the survey

indicate that deficiencies in these scopes have not
yet weakened corporate competitiveness directly.

Feedback given on the quality of business
training, however, gives food for thought. The
average grade (3.89 on a scale of 5) reflects pos-
itive judgement. However, satisfaction with the
quality of business training is in direct correla-
tion with corporate size. Apparently, it's hard
for micro businesses to acquire employees that
have received business training that meets their
demands, and it's hard for their employees to
access business training that can be utilised in
the small-business scope. Lack of up-to-date
business knowledge, however, could be one of the
reasons why Hungarian micro businesses and
small enterprises fail to develop with proper
dynamics. Market supply is able to meet the
demands of large and medium corporates for
business training, but government measures are
needed for micro businesses and small enter-
prises to access business training of their needs
at affordable prices. Programs implemented
with support from the European Union pro-
vide an appropriate frame to that goal. 

Critical areas are very well identified in
responses regarding the availability of trained
workforce. The case is worst regarding skilled
labour, but corporations are not satisfied with
highly educated specialists, either. Interestingly,
enterprises whose majority are held by foreign
entities are more satisfied with the standards of
higher education and degree-holders and the

Table 4

AREAS TO BE IMPROVED MOST URGENTLY TO BOLSTER HUNGARY'S 
COMPETITIVENESS

Ranking Areas
1. Extent and structure of public taxes and contributions; transparency and stability of regulations

2. Extent of public finance deficit and government debt

3. Transparency and consistency of political (governmental) decision-making process

4. Efficiency of education system

5. Corruption, black (illegal) economy

6. Extent and structure of R&D spending
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quality of education in general than other cor-
porate entities are. All this might suggest their
ability to attract the most skilled recruits by
being able to offer them higher wages.
Consequently, small businesses are hit hardest by
recruits' deficiency in skills, because they are less
competitive in the labour market (because they
offer lower salaries and benefits). Therefore,
they face mounting disadvantages. 

With regard to assessment of labour market
regulations, the fact the economic entities are
less satisfied with the benefit system for the
unemployed than with the rules of employment
has to be underlined. Laws and regulations rele-
vant to recruiting and dismissal of employees as
well as the official minimum wage etc. are not
regarded by enterprises as a hindrance to busi-
ness activities an average (at 3.32 points on aver-
age). However, small and medium enterprises
perceive serious problems in the unemployment
benefit system (giving 2.78 points on average).
It is also assumed here that lower wages to be
earned at smaller companies are not attractive
enough for the unemployed, thus it's not worth
“giving up” their job-searching benefit.

A related research was carried out by the
Institute to identify the macroeconomic risks
of the budget for the year 2009.6 The study
established that a large-scale decline in the
standards of employment of young demo-
graphics between 2003 and 2007 – besides an
increase in demand for schooling – had been
the result of deteriorating chances for young
people to find jobs. Due to dropping out of the
public education system and/or their inapti-
tude for higher education, an increasing number
of youths enter the labour market without usable
skills or competencies required for employment.
Lacking appropriate bases, it is very hard to
provide them with access to jobs even via
employment policy tools. The number of
unemployed startup job-seekers with second-
ary education has also risen considerably. The
employment shock due to the global financial cri-

sis has made young workforce's weak competi-
tiveness in the labour market even more obvious:
Hungary's 7.7-percent jobless rate in Q3 2008
increased to 10.5 per cent by Q4 2009, and the
unemployment rate of young demographics
(between age 15 and 24) surged to 27.7 per cent
from 6.9 per cent in the same period. 7

Our study underlined a seldom analysed
phenomenon that approximately one-third of
youths admitted to higher education will never
obtain a degree, entering the labour market
with secondary education. Data suggest that
the increase in the jobless rate of youth is at a great
extent owing to their inappropriate vocational
skills.

Against this backdrop it would be of partic-
ular importance that active tools of employ-
ment policy8 help the unemployed to find per-
manent jobs. Active tools, however, fulfil this
role quite partially. In 2006, 46.6 per cent of
new entrants to various employment-support
programs were involved in public-use service
only, which represented temporary employ-
ment only. Those employed in public and com-
munity service, also temporary jobs, are not
included in that figure. By launching the pro-
gram Út a munkához [Road to Work], the
number of permanently unemployed who get
some jobs every now and then via subsidised
temporary employment has increased further
(66,403 were involved in public-use employ-
ment in 2006, while the number of those par-
ticipating in public-use and public-purpose
works was 123,854 in 2009)9

Jobless individuals with a lower level of edu-
cation and consequently worse positions in the
labour market are underrepresented among
unemployed supported by active employment
tools that really foster employment, and over-
represented in the scope of public-purpose work
that offers temporary jobs only. A large percent-
age of the unemployed have a very low level of
employability, in other words they are unable to
be gain a permanent place in the open labour



Public policy challenges in the new decade 

423

market due to their low level of education, inap-
propriate skills, poor mobility factor, health or
life management problems. In order to offer a
short-term remedy to the problem, Hungarian
employment policy spends outstanding amounts in
international comparison on supporting various
temporary public employment designs. These proj-
ects operate with extremely low efficiency in terms
of permanent employment of those involved,10 at
the same time deny funds from financing active
employment tools that ensure better efficiency.

In the scope of intra-corporation develop-
ment of human capital and human resources – as
a supplement to what is mentioned above with
regard to access to specialised skills – the biggest
challenge state-run economic organising activity
is facing these days is to create a better align-
ment of education and labour market. The con-
ditions of obtaining information, developing skills
and abilities, as well as knowledge conversion
should be ensured in a forward-thinking way on
the basis of competence to achieve this goal. 

In order to enhance economic competitive-
ness, further expansion of the frames of complex
development in lifelong learning is also seen as a
large-scale state-run task to provide a higher stan-
dard of knowledge and skills. The findings of a
relevant study11 by the Institute underline that 

•merely 3.1 per cent of the Hungarian demo-
graphics between the ages 25 and 64 get
involved in lifelong learning, a sharp con-
trast to a 9.6-percent average in the EU 25; 

•disadvantaged individuals – those that
would need to develop their competencies
most – are underrepresented in training.
The ratio of individuals with up to eight
grades in primary school (completion of
primary school) is 25 per cent in labour
market training, while their percentage
among job seekers is 42 per cent; 

•vocational training and vocational further
training are decisive in adult training. In
practice, there are few “general-purpose”
trainings for adults, although these formats

could fill in the gaps left by basic training
which would be a prerequisite to reduce
social disadvantages; 

•supply of training not flexible enough in
adjusting to changes in demand.

In Hungary, a major step forward is needed
in order to foster the diffusion of scientific
results and technology, also confirmed by three
studies in the book of analyses. According to
international comparison in competitiveness,
“the extent of corporate R&D spending” is
among the ten most unfavourable indicators of
government activities in Hungary (see Table 2).
State-run R&D is classified by the corporate
survey as a problem area but also a scope whose
development is demanded most (see Table 1).
Comparison analyses of international statistics
point out that a deep gap is indicated not only by
low R&D spending, but also by a low ratio of
companies in the services sector that introduce
innovation as well are low level of innovation
spending by small and medium enterprises. 

The Institution has analysed the situation of
R&D in two studies.12 Our publication A tu-
dásalapú gazdaság és társadalom [Knowledge-
based economy and society] gives a detailed
report of indicators used to identify knowledge
economy and the country rankings on the basis
of such indicators. In these pages all we can
highlight is how Hungarian performance is pit-
ted against the EU average as analysed along-
side some major factors (see Tables 5 and 6 ). 

Comparing the data of the two charts
reflects clearly that dual characteristics of econo-
my is also present in the scope of innovation in
Hungary. Capacities created by foreign direct
investments represent high-tech at a large per-
centage, like export goods manufactured by
those capacities. Consequently, the ratio of
workforce employed at those workplaces and
the weight of high-tech in exports are better
than in the EU-25. As a contrast, innovation
activities of small and medium enterprises that
have been established by Hungarian capital are
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less than half the EU average. The picture isn't
much better regarding the ratio of SMEs par-
ticipating in innovation. Among other reasons,
this dividedness of the private sector is one of
the reasons why Hungarian companies spend
so little on R&D in comparison to Europe. In
terms of state-funded R&D expenditures,
however, the country is somewhat less behind
(see Table 7). Line 3 of the chart should be
noted, because its shows the Hungarian gov-
ernment spends a major portion of R&D
expenditures on public sector finance, leaving
just a little to support corporate innovation.

Numerous recommendations have been out-
lined in our studies, and some of them have
been implemented. In the scope of innovation,
significant measures in legislation and institute
development have been implemented, but actu-
al results are far from satisfactory. 

ECONOMIC ROLE OF GOVERNMENT

Corporate experts say the competitiveness of
their respective economic entities is seriously
hindered by fiscal and monetary environment

Table 5

INDICATORS OF APPLYING INNOVATION IN THE EUROPEAN UNION 
AND HUNGARY (2006)

APPLICATION EU-25 HU
Employment in state-of-the-art technology services (as a percentage of total workforce) 3.26 3.37

Employees in medium-, high-, and state-of-the-art technology industries (as a percentage 

of total workforce) 6.63 8.41

Ratio of high-tech within total exports 16.7 20.2

Source: European Innovation Scoreboard, 2007. Published in A tudásalapú gazdaság és társadalom [Knowledge-based Economy and Society],
FEMI [State Audit Office, Research and Development Institute], 2008, page 144

Table 6

INDICATORS OF ENTERPRISES' INNOVATION ACTIVITIES IN THE EUROPEAN UNION 
AND HUNGARY (2006)

INNOVATION AND ENTERPRISING EU- 25 HU
Ratio of entities active in innovation within the scope of small and medium enterprises (%) 21.6 9.3

Ratio of entities cooperating in innovation within the scope of small and medium enterprises (%) 9.1 6.6

Source: European Innovation Scoreboard, 2007. Published in A tudásalapú gazdaság és társadalom [Knowledge-based Economy and Society],
FEMI [State Audit Office, Research and Development Institute], 2008, page 144

Table 7

INDICATORS OF FINANCING INNOVATION IN THE EUROPEAN UNION AND HUNGARY (2006)

KNOWLEDGE CREATION EU-25 HU
Government R&D expenditures as a percentage of GDP 0.65 0.50

Business R&D spending as a percentage of GDP 1.17 0.41

Ratio of medium-, high-, and state-of-the-art technology R&D spending against total 

R&D spending in industry 85.2 90.9

Ratio of companies granted public funds for innovation 9.0 5.7

Source: European Innovation Scoreboard, 2007. Published in A tudásalapú gazdaság és társadalom [Knowledge-based Economy and Society],
FEMI [State Audit Office, Research and Development Institute], 2008, page 144
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both. It is particularly true for taxation where
the responses underline an unacceptable state
of affairs – vis-a-vis the entire taxation regime.
Survey show small and medium enterprises are
overall the most dissatisfied with the perform-
ance of public sector, as they suffer most from
high taxes, unpredictability of the economic
environment, a public administration sector
which is less of a service-providing kind, and
inappropriate quality of public services.
Competitiveness of enterprises would be
increased by much if the public sector operated
more efficiently. 

Knowing these problems, the Institute set
out to explore the processes in the two decades
since the economic and political transition that
have led to a loss of balance in the Hungarian
economy. The findings of our study on the
matter13 are best explained by two paradoxes: 

•the integration of the Hungarian economy to
global markets has occurred without conver-
gence of the entire domestic economy;

•making the state weaker and postponing the
reform of public finance have collectively
caused a state to emerge that is large in size
but poor in efficiency.

The latter paradox has been addressed in
detail in an essay published in Issue 2, 2010 of
Pénzügyi Szemle [Finance Quarterly].14 Hence,
in these pages we would like to present some
trends that support the first paradox only. 

INTEGRATION WITHOUT CONVERGENCE15

Following the political and economic transition,
the Hungarian government strived to create as
soon as possible the institutions and property
relations that were typical of a market economy.
Therefore, the system of regulations were estab-
lished in a way that it led to an extremely fast-
paced privatisation. Designated as one of the
ultimate objectives of the political and econom-
ic transformation, privatisation would not have

been possible within a short time in terms of his-
toric periods without the involvement of foreign
direct investments. To that end, government
economic policy created an enticing set of con-
ditions with tax allowances, state subsidies, gen-
eral and individual benefits to promote foreign
market players – particularly large corporates –
to acquire market.16

Continuous maintenance and bolstering of the
level of foreign direct investments has become the
ultimate indicator for the success of the govern-
ment's economic policy. In this economic policy
mindset, competitiveness measured by the size
of foreign direct investment deployed in the
country has become the general objective of
competitiveness improvement. As a result of
large-scale FDI influx of a decade and a half, the
total of foreign capital in Hungary exceeded 60
per cent of GDP at the end of 2007. In line with
economic policy objectives, foreign capital has
played a deceive role in economic growth and in
particular in a dynamic expansion of exports. At
the end of 2007, companies under foreign own-
ership were producing nearly 50 per cent of cor-
porate total gross added value17 and over 75 per
cent of Hungarian exports. As a result of such a
strong involvement by foreign capital, the other
economic policy objective – export-driven eco-
nomic growth – has also been met.

The growth of Hungarian exports out-
stripped that of the economy at an increasing
rate and has become the engine of economy,
according to the views of economists and the
government's economic policy. This was true at
a certain time and at a certain extent. However,
the trend of Hungarian exports decoupled
from the path of Hungarian economy, and at a
much larger extent than in the scope of devel-
oped economies in general18 (see Chart 1).

Important facts lie beneath the difference of
the two growth paths. On the one hand,
import content of Hungarian exports has
remained high while domestic added value
attached to exports have stayed low. On the
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other hand, in the present structure of
Hungarian economy, appropriate economic
growth cannot be achieved without a signifi-
cant boost in exports. However, some of the
proceeds from Hungary's foreign trade have
been used outside the Hungarian economy, its
global results have only partially integrated
into domestic economy.

Apart from being very open and having a
weak domestic market, Hungary's economy is
also vulnerable to external economic boom.
This gives a partial explanation as to why the
downturn of Hungarian economy exceeded the
European Union average in 2009 (registering
6.9 per cent versus 4.5 per cent in the EU). At
the same time a high import content of exports
and low domestic added-value is reflected by
the fact that GDP declined by 6.9 per cent
“only” while exports plunged 10.1 per cent and
imports fell even deeper  by 16.1 per cent.19

Employment is greatly dependent upon
exports and domestic production of transna-
tional corporations. Compared to their overall

weight in Hungary's economy, however, for-
eign companies have a relatively low share in
employment. While the foreign (and decisively
multinational) companies have a share of a lit-
tle over 50 per cent in terms of gross added
value in Hungarian economy and 75 to 80 per
cent in exports, only one-fourth of all employ-
ees are working at foreign-owned companies.
Hungarian exports managed to reach and then
exceed 70 per cent of GDP in a way that added
value produced in Hungary, and consequently
related employment, has been very low. 

The European Commission has released an
important survey of the internal structure of
export.20 The analysis distinguishes between
four groups of export goods in terms of factor
intensity. The factors are raw materials, labour,
capital, and R&D.

Table 8 underpins the concept that
Hungary's export structure is basically differ-
ent from other groups and countries shown in
the table in terms of factor intensity. R&D
intensity of exports, a scope dominated by

Chart 1

DIFFERING TRENDS IN THE ANNUAL GROWTH PACE OF HUNGARY'S GDP AND EXPORTS
BETWEEN 2001 AND 2008 

(changes as a percentage of the preceding year)

Source: KSH
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transnational corporations, is highest in
Hungary among new EU recruits, but
Hungary's level exceeds the corresponding
indicators of the EU 15 (developed Europe). 
A large percentage of export-oriented invest-
ments effected by foreign capital has been
implemented at extremely high technological
standards and this is why their employment-
expanding impact has been relatively low. It is
also true in general terms that the productivity
of live labour at enterprises under majority for-
eign ownership boasts nearly twice as high as
the national economy average (See Table 9). As
a result of high productivity, however, their
demand for labour is relatively low, employing
just 24 per cent of the national headcount to
produce 50 per cent of gross added value. 

The relationship between economic growth
and employment should be examined separate-
ly. On the back of transformational changes,
the bond between employment and economic
growth has changed. This connection is well
reflected in Chart 2 below. 

It is a natural phenomenon that medium and
large companies that generally employ more up-
to-date technology – which makes them more
productive, too – contribute more to the GDP of
a country than they do to employment.
European comparison, however, indicates this
correlation is stronger in Hungary (see Table 10). 

It is to be underlined among the data in the
table that the weight of micro businesses in
employment is much larger in Hungary than
the EU average. However, the contribution

Table 8

EXPORTS IN TERMS OF FACTOR INTENSITY 
(in 2006, export with given intensity as a percentage of total exports)

Materials-intensive Labour-intensive Capital-intensive R&D-intensive

Old EU 15 member states 15 15 23 47

10 new accessions 14 20 25 41

Hungary 9 10 16 65

Poland 16 22 27 35

Czech Republic 8 18 29 45

Slovakia 12 16 36 36

Slovenia 6 22 32 39

Note: 10 new member states accessed in 2004 and 2007, excluding Malta and Cyprus.

Source: Krisztina Vida (2009), page 16 
Table 9

ADDED VALUE PER CAPITA AND HEADCOUNT IN 2008*

Added value per capita Headcount 
(HUF thousand) (1,000 staff)

Total  of  enterprises  in  national  economy 5,635.3 2,229.2

of that: 100-percent domestic ownership 3,752.8 1,630.0

100-percent foreign ownership 10,002.1 391.2

foreign ownership over 50 per cent 13,162.1 146.9
Foreign  ownership  (100%  and  50%) 10,864.8 538.1

Foreign  /  National  economy 193  per  cent 24  per  cent

* Enterprises with double-entry bookkeeping system

Source: Calculations made by the Ministry of Finance on the basis of APEH [Hungarian Tax and Financial Control Administration]: Flash report
on the data submitted by enterprises obliged to file corporate tax returns on 31 May 2009
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from them to GDP falls below the European
average. As an additional problem, a large per-
centage of micro businesses do not want to
step outside the scope of self-employment
and become employers. This way, however,
employment cannot expand. 

The level of employment in Hungary is very
low even in European comparison. The coun-

try's employment rate was 56.7 per cent in 2008
versus a EU average of 65.9 per cent. Poland is
the only country among EU member states in
Central and Eastern Europe with a lower
employment rate than in Hungary. Low eco-
nomic activity is the root of a number of social
problems and makes financing public services
harder.

Chart 2

DEVELOPMENT OF A GAP BETWEEN GDP AND EMPLOYMENT IN THE TWO DECADES SINCE
THE POLITICAL AND ECONOMIC TRANSFORMATION (1989 = 100) 

Source: Values calculated from various volumes of KSH Magyar Statisztikai Évkönyv [Hungarian Statistical Office, Hungarian Statistical 
Year-book]

Table 10

CORPORATE PERCENTAGE IN EMPLOYMENT AND GDP PRODUCTION IN TERMS 
OF CORPORATE SIZE CLASSES IN HUNGARY AND THE EU

Company size Ratio of employees Ratio of added value
Hungary EU average Hungary EU average

Micro businesses 35.8 29.5 15.8 21.1

Small enterprises 18.9 20.6 16.3 19.9

Medium-sized companies 16.2 16.9 18.1 17.9

Large corporates 29.0 32.9 49.7 41.1

Total 100.0 100.0 100.0 100.0

Source: SBA Fact Sheet Hungary, 2009. Quoted in: A kis- és középvállalatok és a vállalkozás helyzete [Status Quo of Small and Medium Enterprises
and Enterprising] (Statisztikai Tükör) [(Statistical Mirror)], KSH [Hungarian Statistical Office], August 2009, page 1

Number of employeesGDP
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Describing the processes between 1990 and
2008 quite well, the data shown above reflect
truly that Hungary could not have integrated
to developed Western economies that fast if
not for an efficient commitment from foreign
direct investments. Yet, even though two
decades have passed since the political and eco-
nomic transformation, the trend graphs of
exports, GDP, and employment show a gap
between them. In spite of a large-scale channel-
in to market economies, there still are areas in
the Hungarian economy that have failed to con-
verge so far. In Hungary, corporates established
by foreign capital and using high-tech as well
as domestic-owned micro business that are
working with a low efficiency as well as
throngs of jobless individuals and those with-
out access to the labour market are present
simultaneously.

As a result of a fast-paced restructuring in
foreign trade, capital market, and property rela-
tions, Hungary's domestic market has become
international, and changes, developments,
progress-supporting impacts of global econo-
my but also its downturn-causing disruptions
and crises have affected the entire Hungarian
economy in a direct way. 

The trends of some economic processes
selected from the past 20 years reflect that
basically interconnected paths have decoupled
from one another in Hungary: A dynamic
expansion of exports have given economic
growth a small boost only, and the advantages
of economic expansion have failed to be trans-
lated into growing employment. These trends
give fair evidence that Hungary's successful
integration to global markets has failed to cou-
ple with the rise of the entire economy and
society. 

In Hungary, it's not financial balance alone
that has been upset, but also the balance of
internal economic and social structures as well
as social security systems. In our view, the dis-
turbance of balance has been caused by mis-

takes committed in the course of market open-
ing and privatisation or by obsessive and badly
structured overspending in public finance at a
partial extent only. We believe the main problem
lies in the government's inability to have estab-
lished an economic environment that allows
Hungarian enterprises to progress rapidly also by
connecting to new industries created by foreign
capital and utilise an expansion in domestic
demand. Often-modified regulations and high
level of taxes and contributions have prompted
capital-hungry Hungarian enterprises21 mainly
to survive rather than grow and expand
employment. 

SUSTAINABLE DEVELOPMENT, 
AFFORDABLE STATE – SUSTAINABLE
STATE, AFFORDABLE PROGRESS

As this analysis is centred around two para-
doxes, the direction towards a solution is also
described by a paradox. It is a cliché nowadays
that every (European) country should identify
sustainable development as their objective,
which comprises three dimensions: sustain-
ability of economy, society and environment.
Sustainability of the budget is one of the cru-
cial components of economic sustainability.
For Hungary, this means fulfilment of the
Maastricht criteria and implementation of the
convergence program leading there. In order
to maintain fiscal balance, however, a hulking
but weak state of the past two decades should
be replaced by a smaller but more efficient
state. In first approach, public sector should be as
big as a publicly funded system may be financed
by the private sector. However, another approach
is also needed, one that does not regard public
sector a burden to finance, but an efficient public
service organisation that contributes to increase
the competitiveness of economy. Our theoretic
and empiric researches have addressed both
sides of this system of connections.
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Sustainable development requires a state that
makes developments but at least maintains
standards and creates favourable conditions
for the operation of the economy by providing
high-standard public services, crating a stable
economic environment, safeguarding fairness
in competition, and using taxpayer money effi-
ciently. An economy replenished this way with
resources – for instance, healthy, skilled labour
– will perform better, and thus be able to
finance a larger public sector (better pension
regime, and a social security system that offers
real security). This way both sides of the para-
dox come true.

But what is the right order of steps? Many
say you have to shrink the state to an afford-
able size first before you can make it suitable to
increase competitiveness. In our view, the right
order is not that, because both tasks have to be
carried simultaneously. The analysis reflecting
the most significant results of our research
shows that Hungary not only has to restore
public finance balance amid the financial crisis,
but to create balance within the frames of the
global world that ensures sustainable develop-
ment. New drivers of progress should be identi-
fied aside from economic growth fuelled by
exports based on the import of foreign direct
investments. The economy could be stimulated
and employment bolstered primarily by creat-
ing a more favourable and more stable econom-
ic environment for Hungarian small and medi-
um enterprises. Increasing employment level
and improving ratio of dependants/wage earn-
ers could create the conditions to remedy social
problems. 

Sustainable development requires a change in
values and deep structural changes that are not
simply a new structure of production and
financial sectors, but embrace the entire rela-
tion system in economy, redistribution, and
society. The boundaries and functions of the
state should be defined for that purpose. And
this includes modernisation of the system of

regulations, creation of a competition market,
as well the relation of the state to economic
entities, including large corporates, small and
medium enterprises, as well as the civil sector. 

The institute has neither the mandate nor
the capacity to develop a program for such a
grand modernisation project. It is obvious,
however, from corporate surveys, ÁSZ [State
Audit Office] reviews, and our own research
that it's not haphazard changes that's needed but
the creation of long-term harmony in public taxes
and contributions that can be collected without
crippling state-pledged public tasks or the econo-
my. As for the content of that harmony, it is
created by a series of decisions (in social policy
and economic policy, etc.). Their internal con-
sistency can only be assured by a further develop-
ment of the regulations for public finance that
clearly defines the boundaries of a sustainable
budget and makes them impenetrable.
Sustainable development can only be achieved
when these limits are observed. Of course,
there are complex interactions between various
components of sustainable development (such
as “inclusive labour market” and “green econo-
my”). As a result, the real art in governance is
to prevent these impacts from diminishing each
other and to ensure they give mutual support,
creating a positive spiral of development. 

SUMMARY OF PUBLIC POLICY 
RECOMMENDATIONS

Our research has identified six areas where the
state (the public sector) could contribute most
to improving corporate competitiveness by
providing them with better regulation and
operation. 

Regulation of public burdens: 
•reducing their extent, 
•restructuring them in a way to hamper

employment and competitiveness of
Hungarian companies at a lesser extent, 
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•increasing transparency and stability of
regulations.

Reduce public finance deficit and sover-
eign debt to Maastricht criteria levels.

Increase transparency and consistence of
political processes (government decision-mak-
ing).

Improve education system, including the
frames of lifelong learning; increase efficiency.

Reduce corruption.
Increase R&D expenditures, primarily by

encouraging corporates to spend in this area.
Items fostering innovation and subsequent
market entry should be given a greater weight
in the structure of expenditures. 

A comprehensive package of measures are
required for each of the six areas. Recommen-
dations for individual components have been
laid out by numerous workshops; we want to
add a few viewpoints to the work. 

Based on experience gained from our
researches and ÁSZ [State Audit Office]
reviews, it is to be underlined that social and
economic objectives for the country should be
defined prior to deciding on individual meas-
ures, outlining a vision that represents a har-
monised cluster of correlations, values, and
goals of public politics and specialised policy.

Next step is to design a development
strategy that focuses on country objectives and
the requirements of sustainable development.
It should not be a case of “creating papers” but
a planning system in national economy should
also be established that is designed to ensure
foundations, maintenance, and implementation
of the strategy.22

In possession of country objectives and
strategies, it is advisable to reconsider the con-
tent of state tasks, update their definitions, and
specify performance requirements they are to
meet. This step will allow, among others, 

•to establish clear and well-defined budget
frames whose funding needs are transpa-
rent; 

•to define performance indicators, improv-
ing the opportunities of control and
accountability; 

•to clarify state tasks (define them unam-
biguously), improving the conditions of
separating authority and responsibilities of
the central government and local munici-
palities;

•to make the operation of the state more
transparent for the public, increasing confi-
dence in politics.
Our researches into macroeconomic risks

of the budget have underlined that a drastic
reduction in some spending appropriations in
the central budget in itself will not result in an
improvement in public finance balance. If
budget institutions and enterprises to be
financed by such appropriations are unable to
adapt to scarcer funds, then the deficit remains
in the system in a more hidden way (e.g.
accrued losses or deferred payments), and
budget consolidation will be required sooner
or later to eliminate them. Permanent reduction
of public finance deficit, therefore, requires a
budgeting system with steadier foundations and a
more up-to-date approach. The opportunity to
create a better balance between tasks and funds is
inherent in a forward-looking budget and a pro-
gram finance based on it. This will make not
only the issue of “smaller or bigger public
finance” decipherable in the context of select-
ing an action plan, but also supports to dis-
solve today's transparency and accountability
problems in budgeting and budget manage-
ment. 

With regard to making the education sys-
tem more successful, we want to primarily
underline the problem that a large percentage
of youth leave or drop out of the education
system without skills or competencies that
they could use in the labour market enter the
labour. In this case it's not only a problem of
employability but also of trainability, because
they do not even possess competencies that
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would allow them to obtain specialised skills
in vocational training in their adulthood. In
spite of that, Hungary's adult education system
focuses on providing vocational training and
does not direct too much attention to make it
possible for disadvantaged individuals to earn
competencies required for trainability and
employability. A major change in the direction
is needed in this area. 

Based on our researches, we recommend
that a comprehensive action program designed
to update R&D regulations include the follow-
ing measures:

•develop aligned policies in technology and
research;

•increase government R&D expenditures; 
•ratings given to higher-education institu-

tions and research institutes should reflect
their results in R&D and achievement to be
utilised in innovation process;

•to enhance mobility in the market of scien-
tific labour in order to improve the success
rate of knowledge creation and flow; 

•to eliminate expensive bureaucracy related
to the system of applications and subsidy,
which is distorts the attitude of institutions
and enterprises, and to establish efficient
administration instead.
Integrity-oriented approach is the tool

that fosters a change in attitude in public
administration and the society in the fight
against corruption. Public employees are
characterised by integrity when they honour
the values and standards of good public
administration. According to the integrity-

oriented approach, public employees should
strive to use the responsibilities allocated to
them as well as the power, information and
resources vested in them to the good of the
people and to observe the interest of the pub-
lic and act honourably toward co-workers and
third parties alike. Countries pioneering in the
fight against corruption, the Netherlands for
example, enhance integrity to diminish corrup-
tion. In order to receive some of this experi-
ence, the Institute cooperated with experts
from the Dutch audit office and developed a
method to map corruption risks in the public
sector.23 In order to continue this work and
implement it in practice, ÁSZ [State Audit
Office] has launched an integrity-oriented
anti-corruption project24 financed by EU
funds. It would be expedient if a process of
paradigm change started in Hungary's public
administration, focusing on enhancing the
positive values of public service. 

In the course of deciding on any measure,
great attention should be directed at any and all
impacts the measure might have on micro busi-
nesses, as well as small and medium enterprises.
Our researches have provided ample evidence
that the pace of development in the SME sector
is not defined by the availability of subsidies
earmarked for the companies of the sector but
by the fact whether the regulatory environ-
ment in general and individual directives in par-
ticular observe special demands of micro busi-
nesses as well as small and medium enterprises,
and also whether the entire business landscape
of the country is enterprise-friendly or not.

NOTES

1 The name of the Institution was ÁSZ Fejlesztési és
Módszertani Intézet (FEMI) [State Audit Office,
Research and Development Institute] between 2001
and 2008.

2 A közszféra és a gazdaság versenyképessége [Com-
petitiveness of public and private sector], ÁSZ
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[Integration to global markets without domestic
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16 In 2008, enterprises fully owned by Hungarian enti-
ties used HUF 3,800 tax allowance per employee, a
sharp contrast to HUF 88,700 per employee grant-
ed to companies under at least 50-percent foreign
ownership. Source: Calculations made by the
Ministry of Finance on the basis of data supplied by
companies that were to submit corporate tax
returns on 31 May 2009. 

17 According to own calculation based on data pub-
lished on page 68 in KSH's [Hungarian Statistical
Office] publication Magyarország nemzeti számlái
2006–2007 [Hungary's national accounts in 2006
and 2007], 46.7 per cent of gross added value pro-
duced by the corporate sector in 2007 was generat-
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18 In the past 150 years, an increase in openness in for-
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omy. In 1870, exports against GDP was 4.6 per cent
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by the Ministry of Finance indicate that
Hungarian-owned companies paid the budget 36
per cent of added value produced in 2008,
whereas the same ratio was 29 per cent in the
scope of companies under majority foreign own-
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22 See in detail: Gusztáv Báger's essay in the present
issue of Pénzügyi Szemle [Finance Quarterly] 

23 Korrupciós kockázatok feltérképezése a magyar
közszférában [Mapping corruption risks in the
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Development Institute], Budapest, 2008. (authors:
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24 Titled Korrupciós kockázatok feltérképezése –
integritás alapú közigazgatási kultúra elterjesztése
[Mapping corruption risks in the Hungarian public
sector – Promoting integrity-based public adminis-
tration culture]
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Gusztáv Báger

The concept of 
the modernization of national
economic planning 

Based on the audits conducted by the State Audit
Office (SAO) and the analyses prepared by its
research institute, we do not think that Hungary has
such national economic planning in place by relying
on which the challenges posed by our global and EU
convergence can be met by comprehensive solutions.
This is why we aimed to prepare a study that pro-
poses concepts of modernizing such planning on the
basis of four basic principles. These are as follows: the
creation of the conditions required for developing the
logical system of planning; the creation of a higher
level of synchronicity with the EU's planning and
decision-making cycle from the side of domestic
planning; the development of a system of national
economic planning to replace the fragmented plan-
ning activities, as well as the creation of conditions
for an open and transparent,  comprehensively con-
trolled planning system, and the active participation
of the representatives of the civil sector in the latter. In
the article, the key directions of the actions proposed
for the realization of the concept are also described. 

During the audits performed by the State
Audit Office and in the programs organized by
its research institute, special emphasis has been
put on the new tendencies of state involve-
ment, the examination of the influencing fac-
tors, as well as the execution of state functions
and tasks, for several years. One example for
this is the publication of our public finance the-

ses concerning the reform of public finance in
2007, while the other example is the study enti-
tled The Sensible Involvement of the State in the
Global Economy of the Early 21st Century,
which was published in 2009. However, our
activities are aimed not only at public finances
but also, the processes of the real economy as a
whole and the social processes as well.

In doing so, our view that Hungary has not
got an appropriate planning system in place, by
relying on which we could give comprehensive
answers to the challenges posed by our global and
EU convergence and to those meant by the
strengthening of the social safety net, is becoming
increasingly stronger. This is why we have
aimed to prepare such a study in which the best
practices of some countries are described and
the reasons for the need to modernize the
planning system are summarized. On the basis
of the latter and based on analyzing the chal-
lenges posed by the new international environ-
ment, European integration and domestic
development, as well as the analysis of domes-
tic practices, a conceptual-level proposal for the
basic principles of planning and its potential
structure is made, on the national, local govern-
ment and regional levels alike.

In the SAO's 2010 audit plan, the audit called
Auditing the Operation of the Central Budgetary
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Planning System is identified as an audit to be
launched in 2010 and stretching over to 2011.
Our research effort is aimed to provide a scien-
tific background (information, international
benchmarks, analyses, hypotheses) for this audit. 

SOME INTERNATIONAL “BEST PRACTICES”

It would be desirable to see that the methods
and techniques of management sciences spread
in Hungarian economic management as well,
just like in the developed market economies. In
the past few years, those who used the words
“plan” or “planning” were often reprimanded.
However, the success of the prosperous coun-
tries was also rooted in their highly-developed
planning cultures. They use the concepts and
techniques of information representation, i. e.
those of plan and planning, accurately, since
their organizing power and usefulness have
been proven in multiple ways (the Hungarian
practices are misleading, as each individual uses
a different terminology, full of inconsisten-
cies). They are aware of the difference between
a goal and a program. There are no endless reli-
gious disputes on what we need more: the pro-
gram, the project, the plan, the forecast, or the
preconcept.1 It cannot happen either that they
would primarily use budgetary concepts listed
in categories for the exclusive expression of
forecasts. It is not the cashflows that have pri-
mary dominance but the specific problems that
are resolved and the results that can be demon-
strated in the world of the natural, human and
artificial spheres; so the financial sector is
adjusted to these natural spheres. The idea of
strategy can also be rightly interpreted in this
context, rather than in itself, or as some kind of
a jolly joker concept – it should rather be inter-
preted in the correlations of a context. This
means that in case that we are probably able to
control some sphere of phenomena, then the
following organizing ideas will be developed.

They will only establish a vision if they have
a relatively clear view of the current situation at
any time, including what should be changed
and what can be left unchanged. The result of
the change can usually be achieved according to
various strategies, to each of which realistic
timing is allocated. In general, it is a question
of political stances what kind of future they
envision and what kind of strategy they select
for that.

In Western Europe, it is usually mid-term
planning, for periods of three to five years that is
regarded as appropriate. This mid-term view of
problems and visions serves as the basis for the
annual government budgets within the time
horizon (especially in Denmark, Germany,
Spain, Ireland and the Netherlands). There are
some countries where the mid-term plan and
the annual budgets are prepared by a single
organization, which is usually the Ministry of
Finance, this is what happens in Spain, Ireland,
Norway and Finland. In Germany, the
Netherlands and Denmark, these two kinds of
jobs are done by different organizations but
the two tasks are well coordinated.

Prior to carrying out such tasks, it is gener-
ally the priorities of economic policy, i.e. the
goals and the strategies selected for the latter,
that are are defined. Countries following this
practice include, for example, France, Ireland
and Holland. These key subjects selected from
the vision are the bases for the negotiations
between the social partners and the govern-
ment. In Ireland, even the capital investments
are organized in accordance with this.

Based on the experience gained recently,
there is general satisfaction with these visions
of these key subjects (for instance, in Ireland,
Spain and in Germany before reunification).
This is the case even in Holland, where the
impact of external factors is highly enforced, as
a result of the extraordinary openness of the
country. The quality of future visions was
improved by Finland by its having been able to
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balance the unfavorable effects arising from the
dissolution of the Soviet Union in 1991–1992.

In reality, the mid-term visions are also harmo-
nized with the long-term ones, like, for example, in
France, Holland, Norway and Germany. The
majority of long-term visions are of the type
where a goal is identified and a wide range of soci-
ety and experts participate in its development.

The Norwegian and Finnish practices are
especially instructive, although these are also
typical in the other countries. They think in
terms of what they call value-creating activities.
The courses of development are required to be
such that the solution of the problems of the
present should not threaten the life of the
future generations. They think in terms of
“sustainable development” and “information
society”, within which they protect the increas-
ingly threatened environment, and they
encourage the spread of knowledge-based
thinking as rapidly as possible. This complex
forward-looking job includes several elements.
They cooperate with the international commu-
nity in developing a European vision and they
stress the significance of knowledge and
expertise, i.e. the human capital, in the internal
and European planning efforts.

Besides briefly highlighting the planning
practices of the developed market economies,
the international experience that planning is an
important tool of economic convergence in many
developing countries, should also be mentioned.
According to a 2009 survey encompassing as
many as 47 countries,2 it is in 32 countries that
planning is done on the level of the national
economy, from among which four are devel-
oped countries (Austria, Canada, Germany and
Switzerland), the others are converging ones.
According to the survey, in the countries that
are involved in planning, the documents that
envision the outcome of planning can be listed
in the following four groups:

• political (coalition) programs (Bulgaria,
Germany);

• mid-term development plans and econom-
ic programs (China, Tunisia);

• long-term development plans and econom-
ic programs (Russia, Lithuania), as well as

• programs related to the budget (Norway,
Malta).

STARTING PRINCIPLES 
OF MODERNIZATION 

Besides studying the best international prac-
tices and examples, the further basis for
research is the summary and evaluation of the
experience gained in planning that has been
developed in the past few years, since we aim to
develop our own planning culture that meets our
national needs and characteristics, which at the
same time meets the needs of international
cooperation, first of all those of the European
Union. 

The next chapters contain the detailed
description of the practical experience gained
in domestic planning in the past few years. In
this section, we have exclusively made summa-
ry conclusions on two significant areas of plan-
ning. 

As regards national development planning, it
can be concluded that neither the first national
development plan, nor the second one drafted
for the period between 2007 and 2013 has
proven to be satisfactorily efficient in the mod-
eration of regional discrepancies, or in increas-
ing the resources of  the entrepreneurial sector,
especially those of the micro-, small and medi-
um enterprises. This situation is made even
worse by that the regulation of the New
Hungary Development Plan (NHDP) does
not have a satisfactory statutory background,
the equal opportunities of the applicants are
not duly enforced and the calldown of the EU
funds is slow.

One of the gravest mistakes of Hungarian
budgetary planning practices is that baseline,
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institution-oriented planning is unsuitable
both for enforcing the performance require-
ments and for laying the basis for the required
structural changes. There is no alternative to
the pursuing of the goals of the financial bal-
ance. This practice also greatly contributes to
the regular reproduction of balance problems.
Many of the countries which are ahead of us
have proven that the performance require-
ments from the public sector as a whole, its
branches, as well as its individual players
result in a welfare surplus, for achieving which
Hungary does not yet have the right condi-
tions.

It can be stated that currently Hungary does
not have a planning system and coherent practices
in place, since the individual planning activities
and the already developed plans are not built on
each other according to predefined coordina-
tion logics, or at least they are not closely tied
to one another. What we can talk of is at most
a very loose system of connections between the
planning activities and plans, which are devel-
oped in an ad hoc way. “Everyone deals only
with their own responsibilities”, as is often
remarked. Thus, the existence of inconsisten-
cies in the contents is unavoidable, which ren-
ders execution, such as the compilation of so-
called action plans in the practice of the
NHDP, difficult. Without the existence of a
system, the development of parallelisms is also
the unavoidable accompaniment of the plan-
ning job, which leads to the unnecessary wast-
ing of resources.

In answering the question with a view to the
realization of what principles we encourage the
modernization of planning, or, more precisely,
that of the planning system, by which we mean
all three of its elements such as the preparation
of plans, their practical execution and the control-
ling, monitoring thereof, since planning cannot
be treated in isolation from the implementation
and control of the plans, we have the following
to say.3

Our four basic principles that serve as the
basis for modernization are the following, for
the purposes of the research. 

Creation of conditions necessary for the
development of the logical system of planning. 

Creation of better synchronicity with the
EU's planning and decision-making cycles
from the side of Hungarian planning.

Development of a national economic
planning system to replace the fragmented
planning activities. 

The creation of conditions for an open and
transparent, comprehensively controlled plan-
ning system, and the active participation of the
representatives of the civil sector in the latter.

CREATION OF CONDITIONS NECESSARY
FOR THE DEVELOPMENT OF 
THE LOGICAL SYSTEM OF PLANNING 

From among the numerous system errors of
our planning practices, it is only the three most
important ones that we are going to deal with
in this section, i.e. the lack of clarification of
the nature of planning (plans), the deficiencies
of legal foundations and the encouragement of
the execution of the plans. 

Concepts and nature of planning 
and plans 

According to Note e), Paragraph (1), Section
35 of the Constitution of the Republic of
Hungary, it is the government that takes care of
the development and execution of the socio-
economic plans. Pursuant to Note c),
Paragraph (3), Section 19, the National
Assembly is responsible for defining the coun-
try's socio-economic plan. However, it is not
defined in the Constitution what is meant by a
socio-economic plan, with what contents and
for what time horizon it should be prepared.
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We propose that the following be considered in
order to answer these questions.

On the one hand, planning is such a tool of
creating an efficient state, operated with the active
participation of the civil sector, by which the bases
of the definition of the country's vision of the
future, as well as those of the goals and tools of
social and economic policy can be laid, by work-
ing out the possible versions of the development
courses, in a professionally comprehensive way,
and one which supports the achievement of these
goals by creating a comprehensive development
policy and initiating state measures on an ongo-
ing basis. The process of planning does not only
mean the setting of objectives and the definition
of the necessary tools but it is also the institution-
al scene of the reconciliation of interests and insti-
tutional bargains between the stakeholders of
public policy decisions. The management of the
planning process, the acceptance of the plan, and
the control of execution are the competence of the
elected state bodies.

In a planning theoretical approach, this idea
of planning is close to the so-called postmod-
ern direction of the paradigms that affect plan-
ning, according to which this activity provides
a well-structured basis for social action with a
single-minded and forward-looking approach.4

This interpretation of planning, from the
side of practice, is close to the Dutch practices,
to the extent that, in the planning phase, it sup-
ports the definition of government objectives
by political decision-makers only from a “pro-
fessional” aspect, and it aims to establish a basis
for the selection of the most efficient solutions
(measures) with regard to the tools serving the
achievement of the goals. In the implementa-
tion phase, however, it makes sense for the
Hungarian planning sysrem to play a more
active role than that: it should receive wider
and more independent authorities than the cur-
rent ones in the allocation of the development
funds based on professional criteria, in order to
improve the effectiveness of growth and

employment, which are in harmony with the
development goals. In this sense, state plan-
ning, in a theoretical context, is an activity that
is targeted at fulfilling the functions of alloca-
tion, redistribution and stabilization, of the
four main economic functions of the modern
state. In this sense, planning is a synthetizing
state function, so-called coordinative planning.

As regards the contents and time horizon of
the plans, the preparation of national develop-
ment plans was required from the acceding
countries by the EU, the completion of which
is also the condition of receiving EU funds. In
relation to these plans, the deficiency that, in
the case of Hungary, the developments imple-
mented exclusively from domestic resources
are disregarded, although these play an impor-
tant role in several areas, is to be eliminated. 

The member states are obliged by the EU
requirements to prepare mid-term convergence
(stability) programs in order to enforce the
requirements of the general government bal-
ance. These play a key role in the compilation
of the development plans, as well as in the
development of the annual budget. However, it
is still an unclarified correlation whether it is
the development plan that has to be adjusted to
the state budget that meets the criteria of the
convergence program (CP), or it is the devel-
opment plan, which has been prepared and
accepted on the basis of the environmental
conditions, to which the convergence program
has to be adjusted. 

It is obvious that in these dilemmas, it is only
in possession of high-scale assumptions that
the side of one or the other option could be
firmly taken. The way to release the tension
that has developed, and exists, between these
plans (programs) is, in reality, most frequently
through the simultaneous and mutual harmo-
nization of the three sides (the development plan,
the convergence program and the budget), and in
the long term, it will only cause increasing
problems if the development plan “lags behind”
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in the change process, and does not follow the
changes in the external and internal conditions,
for which we have seen several examples in the
difficult period of the recent past. 

The sustainable development strategy of the
established planning practices for the long run
(for 15 years) was also developed as a result of
an EU initiative. This, however, is currently not
able to fulfill its function in outlining the coun-
try's vision for the future and in providing a
satisfactory basis for the effective harmoniza-
tion of the above-mentioned plans (programs)
by defining the priorities.

The legal foundations of planning 

Considering that the development policy of
any time has significance for the society as a
whole, its importance is also declared by the
Constitution.5 The elaboration of the law on
development policy was not prepared, although
its necessity was declared in the National
Assembly's resolution No. 96/2005 (XII. 25.)
on the National Development Policy Concept.
Thus, the definition of development policy, as
well as its connection to the national economic
planning system has remained without a statu-
tory background to date, its operation is deter-
mined in government and ministerial decrees.6

For these reasons, and witnessing the multi-
plying disputes and harmonizations about the
bills, it was proposed by the State Audit Office
in its June 2008 report that 

• the government should take care of the
preparation of the comprehensive statuto-
ry regulation of development policy in
accordance with the requirement set out in
the above-quoted National Assembly res-
olution issued in 2005; and

• the minister of national development and
economy should initiate the statutory clar-
ification of the criteria of classification and
the concepts of national and regional

interests in order to compile the priority
projects in a lawful and expedient way;
he/she should think over the composition
of the priority projects, the expedience
thereof and should propose their transfor-
mation in such a way that they should in
fact serve national social and economic
interests, at the same time ensuring equal
opportunities for the backward regions.

As a result of this, a government decision
was made on overviewing the wider correla-
tions of development policy and their legal
substantiation, which concept will be present-
ed to the government by the competent min-
ister, by identifying the issues that require
political decisions. In the process of develop-
ing the concept, only experts' meetings have
been held by now, in which the SAO also took
part as a guest, at which forums the following
key issues in relation to the concept were
brought up:

• with regard to the fact that in lack of a
statutory background to development
policy, the operation of the latter is
defined by government and ministerial
decrees, in which the regulation of some
elements is basically coherent but due to
the lack of a uniform statutory basis, there
is a hazard of the development of legal
loopholes and parallelisms, the manage-
ment of the development policy is the
responsibility of cabinet-level develop-
ment management bodies, thus the need
for the development and acceptance of a
law on development policy, or instead, one
on national economic planning, which
would also regulate the compilation of a
development policy, still exists;

• the level of statutory regulation is neces-
sary, since the fundamental rights and obli-
gations of the municipalities can only be
defined in a law, furthermore, due to the
fact that the civil sector is also affected, no
satisfactory regulation for the cooperation
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necessary for planning can be established
by issuing decrees;

• different from the attempts to date, rather
than encouraging the preparation of codi-
fied draft texts as part of the legislatory
activities, the focus should be placed on
the elaboration of analysing types of pro-
fessional studies and their comprehensive
discussion both within the professional
circles and in the society at large.

Based on all this, we propose that in the fur-
ther legislatory efforts affecting the subject, a
wider range of decision options should be consid-
ered and from among these, the most expedient
version should be elaborated in detail:

• only the development policy law in its nar-
row sense, i. e. not including the planning
aspects, or a law that also encompasses the
institutional system and processes of plan-
ning, should be developed;

• the elaboration of an independent frame-
work law that also regulates the institu-
tional system and processes of planning is
also justified besides the development pol-
icy law in its narrow sense;

• besides the framework law that encom-
passes the institutional system and
processes of planning, statutory regulation
should also refer to the plans that repre-
sent the result of planning;

• rather than having laws on development
policy and planning, or plans, regulation
on the level of decrees should also be
maintained, in the case of the development
of which decision-making, regulation, and
interim modification should be a sole gov-
ernment competence.

From the research, we came to the conclusion
that besides a development policy law in its nar-
row sense, the creation of an independent frame-
work law that encompasses the institutional sys-
tem and processes of planning would best con-
tribute to the modernization of national econom-
ic planning.

Creating interests in 
the implementation of the plans 

The effectiveness of planning is greatly influ-
enced by the commitment of the executing
institutions (persons) to the accepted prefer-
ences and the realization of the goals in the
phase of the implementation of the plans. The
participants were very poorly motivated not
only in the recent years (for instance, in the
utilization of the PHARE-programs and the
EU pre-accession funds) but practical experi-
ence shows that the level of motivation is cur-
rently not satisfactory either. Changing this
makes it necessary to apply the institution of
plan contracts. In the international planning
practices, examples for this can be found in the
cases of the Polish institution of voivode con-
tracts and the French uniform regional pro-
gramming procedure. 

The application of this is of special impor-
tance and is a task to be solved in the course of
creating responsibility for, and interest in plan-
ning and executing regional and rural develop-
ment. The tasks whose performance is under-
taken by the region and delegated by the center
should be summed up in the so-called regional
plan contracts, in which the funds, the measure-
ment indicators, the method of financing, the
frameworks of control, as well as the sanctions
involved by potential defaults would be
defined. This form of cooperation is already
specified in Act XXI of 1996 on Regional
Development but the execution decrees
required for the application of the law have not
been elaborated by the government to date.

In relation to this, we would like to note that
Section 400 of Act IV of 1959 on the Hungarian
Civil Code contained the plan contract from
September 1, 1966 until March 1, 1978, as a con-
tract whose contents had to be defined by tak-
ing into account the needs that arise in the
course of the economic activities aimed at exe-
cuting the objectives of the national economic
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plan. Plan contracts also appear in the legisla-
tion of our days, for example, it is stipulated
in National Assembly resolution No. 97/2005
(XII. 25.) on the National Regional Development
Concept that in order to ensure the regional
utilization of the decentralized development
funds, a system of public contracts (plan con-
tracts) between the government and the
regional players should be established with an
effect of several years. In government decree
No. 2011/2008 (II. 14.) on the Action Plan on
the execution of the tasks defined in National
Assembly resolution No. 67/2007 (VI. 28.) on
the subsidies for regional development and the
principles of decentralization, as well as the cri-
teria of classification of the beneficiary regions,
the development of the rules of a plan contract
system to be established between the govern-
ment and the regional development councils is
required, with a similar purpose. 

PRINCIPLE OF SYNCHRONIZING 
DOMESTIC AND EU PLANNING 

As we have seen earlier, the fulfillment of EU
requirements in planning is of critical impor-
tance. At the moment, we have not even got
one single country plan which was prepared
independently from the EU expectations, at
our own initiative. We can say that the EU is
the main driver of the establishment of an effi-
cient planning culture in Hungary and in the
other member states that have joined the EU
recently. What we have noticed here is a phe-
nomenon similar to the execution practices of
the Marshall Plan, as a result of which perspec-
tivic, mid-term, or rather, long-term planning
was established in the countries of Western
Europe in the Post-Second World War era.7

After the pioneer elaboration and implemen-
tation of the Széchenyi Plan in 2000–2002, it
was the compilation of the I. National
Development Plan (NDP I) for 2004–2006 that

triggered a planning practice with the involve-
ment of the entire government and in compli-
ance with the EU requirements. The experi-
ence gained from the execution of NDP I can
be summarized as follows, in three key points:

• the level of structure of the goals of NDP
I was not satisfactory;

• NDP I was of a technical and accounting
nature in many respects, several of its
chapters resembled those of the budget, i.
e. it was not target-oriented but excessive-
ly resource-oriented. In spite of this for-
mal similarity, we still cannot state that it
was coherent with the budget, but so-
called special bureaucratic deals were
noticeable in it in several cases; and

• there was no organic connection or proper
transferability between the individual
chapters of NDP I.

The New Hungary Development Plan
(NHDP) for 2007–2013 is also of outstanding
importance from the aspect of our develop-
ment policy. This plan contains the national
strategic framework program in which the
development priorities are defined and the
individual priorities are described in a separate
operational program. Each member state is free
to define their own development plans but
these should be approved by the EU, along
with the operational programs. 

It is the National Development Office, and
from 2006, the National Development Agency
(NDA) that is responsible for the coordination
of the preparation of the NHDP, in which the
government strategy is identified and the EU
requirements are met.

As one of the most important characteristic
features of the elaborated national plans such as
NDP I or NHDP, we can say that their contents
are one-sidedly focused on development policy,
they satisfy the requirement of being docu-
ments describing the areas to be supported,
besides identifying utilization, for the purposes
of winning the EU support but they do not
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meet the macroeconomic and economic policy
coordination requirements in the wide sense of
the words.

It should also be emphasized as an important
feature that the decision-making responsibility
with regard to the EU appropriations rests
with the president of the NDA in the planning
and reporting obligations concerning the
appropriations, while it is the minister of
national development and economy who has
the regulatory authority. Thus, it is not only
decision-making but also responsibility that is
shared, which makes transparency and
accountability difficult.

The plans and their elaboration are charac-
terized by the high number of priorities. It may
be related to that endeavor of the ministries
and the regions that they would like to get
access to as many EU funds as possible, how-
ever, this practice is still unfavorable, as it may
create unfounded illusions. This was, among
others, visible in the high number of proposed
operational programs at the beginning of the
elaboration of the NHDP, which had to be
considerably reduced, also to meet the require-
ments of the European Commission.

Overlappings and parallelisms between the
operational programs that played a key role in
the execution of the plan could not be fully
avoided. This problem arose in the case of plan-
ning entities affecting several operational pro-
grams such as the complex programs and the
priority development poles.

It is a further characteristic feature affecting
the connections between the established plans
and the planning practices that the decision of
the future (continuation, modification or termi-
nation) of the programs started in the context of
NDP I did not receive enough attention, in their
incorporation into the NHDP.

With regard to the elaboration of the NHDP,
according to the technical literature, it is also
noteworthy experience that the presentation of
the axes of development was not uniform. 

While the plan, within the axis of the com-
petitiveness of the economy, does not define
any priority axes (but lists areas of interven-
tion), the other development axes outline pri-
ority axes without any specific areas of inter-
vention, and in the case of the latter, the explic-
it presentation of the dimension of area is also
missing.

The axis of regional development outlines
several development areas which are also listed
in another development axis without referring
to them, or the avoidance of overlappings, or
the obvious necessity of a clear separation. As
regards the development axis of regional deve-
lopment, it is unclear how the regional devel-
opments that are of key importance from a
national perspective and require central coordi-
nation appear in the structure of the opera-
tional program.

In the case of some axes, reference is made
to the ability to incorporate them into the
operational programs, in some other cases,
there is no such reference. The description of
the axis of environmental development is the
briefest and the most concise.

It can be concluded on the basis of these few
examples of planning experience that besides
the need to improve the general professional
standards of planning, significant progress
should be made in several other respects in
order to ensure that this activity meets the rap-
idly increasing requirements.

Beyond the elaboration of the development
plan, the EU's planning strategy requires syn-
chronicity, or the improvement thereof in the
following areas as well. 

The Lisbon Strategy National Action
Program (NAP) should be developed and the
annual report on its execution should be pre-
pared in such a way that the application of
macro- and microeconomic policies, as well as
the measures aimed at improving competitive-
ness and increasing employment should receive
special attention.
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In line with the Göteborg Program, the
National Sustainable Development Strategy
(NSDS) was elaborated on the subject of the
key directions of the actions necessary for
achieving sustainability, with special emphasis
on the areas of environmental protection and
energy management.

Due to our participation in the Hague8 and
Stockholm9 Programs dealing with the issues of
security, organized crime and illegal migration,
these special policies should be developed, con-
sidering that this area has become a major area
of EU cooperation.

The member states had to develop three-year
strategic documents aimed at the realization of
the Lisbon objectives (National Action
Program for Growth and Employment, NAP) in
a wide-ranging partnership, especially by
involving the social partners, and this also had
to be discussed by the National Assembly.

Each member state had to prepare a report
on the execution of the action program and the
new measures taken in relation to the Lisbon
Strategy in 2006 and 2007, based on which the
other member states and the European
Commission evaluated progress jointly, on an
annual basis. The social partners also had to be
involved in monitoring the execution of the
action program. A new three-year cycle began
in 2008, by the elaboration of a new action pro-
gram. 

The first Hungarian action program (NAP)
was completed by the predefined deadline, i. e.
by October 15, 2005, and it was sent to the
European Commission by the Hungarian gov-
ernment, after its domestic approval. As part of
the compilation of the NAP, in October 2005,
a harmonization conference was held with the
participation of a wide range of social organiza-
tions, the experience from which was endeav-
ored to be taken into account in forming the
final version of the NAP. NFH (the National
Consumer Protection Agency), PM (the
Ministry of Finance), GKM (the Ministry of

Economy and Transport) and FMM (the
Ministry of Employment and Labor) invited
more than 500 organizations to comment on
the document, primarily those which had
already taken part in the efforts related to the
National Development Policy Concept, includ-
ing the professional bodies of OÉT (the
National Council for the Reconciliation of
Interests), the county-level employment cen-
ters and municipalities.

On January 25, 2006, the European
Commission published its annual report on the
Lisbon Strategy. In the report, the 25 national
reform programs (National Action Programs)
prepared in 2005 were evaluated, and based on
the conclusions that can be drawn from these,
the new results achieved in the Lisbon process
were comprehensively analyzed for the EU as a
whole, furthermore, the deficiencies were listed
as a guideline for the actions to be taken in the
next period. According to the analysis, the
Commission wished to draw the attention of
the Hungarian government primarily to

• the strategy of ensuring the general gov-
ernment balance,

• measures aimed at the strengthening of
competition in the network industries,

• the improvement of the business environ-
ment, including the financing background
of the SME's,

• better harmonization of the education and
further training sytem with the labor mar-
ket needs.

On October 15, 2008, Hungary's National
Lisbon Action Program for 2008–2010 was sub-
mitted to the European Commission, in which
program the Commission's country evaluation
and recommendations were also taken into
account.

Hungary's National Action Program was
prepared according to the strategic goals
defined by the EU's so-called integrated eco-
nomic and employment policy guidelines. The
key Hungarian challenges were defined as fol-
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lows, by taking the frame conditions of the
Lisbon Strategy into account.

The priorities are based on those defined in
the 2006–2007 National Action Program,
accommodating to the changing conditions
and taking the results achieved in the past peri-
od into account. On the basis of the results of
the convergence program, as well as due to the
initial moderating effect of the adjustment of
the budget deficit on growth and employment,
it was an important criterion that the public
finance deficit should continue to evolve
according to the course described in the con-
vergence program. Nevertheless, the govern-
ment actions aimed at increasing growth and
employment also received attention among the
priorities. 

The execution of the reform measures in the
macro- and microeconomy and in employment,
as defined in the action program, or the measures
specified in the New Hungary Development
Plan and the convergence program did not con-
tribute to the long-term growth of employment
and the economy, as a result of the lack of neces-
sary coordination, in spite of the fact that the
government conducted a social dialog on the
National Action Program with the National
Council for the Reconciliation of Interests, the
Economic and Social Council, the National
Rural Development Council, and the Hungarian
Academy of Sciences. A high number of com-
ments was received through the homepage of the
National Development Agency, besides which
several organizations submitted their opinions,
which were incorporated into the final action
program by the NDA. 

The National Sustainable Development
Strategy (NSDS) and the related member state
report on the execution of the European
Union's revised strategy of sustainable devel-
opment was approved and then sent by the
government to the European Commission in
June 2007, after its coordination with the soci-
ety. The strategy was also discussed and

approved in the form of a resolution by the
National Assembly in the autumn of 2007. The
government made a decision on that the strate-
gy would be reviewed by predefined frequency,
and in relation to this, specific, two-year action
plans would be elaborated and executed.

In managing the planning efforts of strategy
building, NFÜ (the National Development
Agency) and the Ministry for Environment
and Water took their share as equal partici-
pants.

The main objective of the long-term strategy
was to facilitate the transfer of the social-eco-
nomic-environmental processes in Hungary as
a whole, i.e. the development of our country to
a course that is sustainable in the mid- and long
term, by taking the Hungarian characteristics
and the wider processes and conditions into
account.

The strategy tackles a remarkably high num-
ber of important issues in a modern approach
but this is not typical for the whole document.
Some analyzing approaches that are widespread
on an international level are missing from the
document, for example a systems-based
approach to the institutional background and
responsibilities, the development of compe-
tences, as well as that of execution and follow-
up actions, and the structure of the text is built
in such a way which makes it difficult to under-
stand at several points.

In the strategy, no target hierarchy is
described. Thus, the reader cannot establish a
comprehensive vision from the document,
which, however, is indispensable in such a stra-
tegy. Within the 11 intervention subjects, the
targets are defined in no more than one sen-
tence each, so the strategy does not show what
social efforts (expenses) should be taken
(spent) in order to realize the individual objec-
tives. The lack of this does not allow the selec-
tion of the relatively low number of areas by
relying on which tangible progress could be
made in the sustainable course of development.
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The other significant deficiency in the strat-
egy is that it contains no programming, and it
fails to clearly identify the responsibilities and the
scope of executors on which it wishes to rely dur-
ing implementation, although there are several
references to the conditions necessary for this. 

As the third key deficiency of the strategy, it
should be mentioned, in agreement with other
experts,10 that it does not tackle the subjects of
agriculture and rural development in proportion
to their weights.

In spite of these main deficiencies, the great
significance of the preparation of the strategy
does not only lie in that the task required by
the European Union was performed but also
the chance that, by the elaboration of a com-
prehensive long-term program that was miss-
ing from the Hungarian planning culture, a
process that satisfies higher professional stan-
dards may be triggered, as a result of which
long-term planning may in fact become one
that creates a vision.11

In connection to these strategic areas, some
new planning tasks, or such that have not been
satisfactorily performed, can be identified.
Establishing the framework for our participation
in the Hague and Stockholm Programs means
new important tasks, since the NHDP does
not extend to this. It is true that the NHDP
tackles the subjects of the Lisbon Strategy and
the Göteborg Program but the affected areas
require more determined responses from
national planning, the foundations for which
may be laid by more detailed and coordinated
sectoral policies. 

The correction of these deficiencies, along
with other, yet unmentioned opportunities,
may facilitate the more efficient synchroniza-
tion of the planning activities of Hungary and
the EU. Due to getting closer to shorter term
budgetary planning and the elaboration of the
convergence programs, the reduction of the
budgetary time horizon of seven years, which
has been applied in EU's planning practices to

date, to five years, creates a favorable situation
for this modernization.

DEVELOPMENT OF THE SYSTEM OF
NATIONAL ECONOMIC PLANNING 

Systems may be built according to several dif-
ferent logics. We regard the creation of a sys-
tem as important primarily according to the
following three dimensions. These are

• differentiated by the levels of management
and planning: the levels of the national
economy, as well as the regional level and
that of the municipalities,

• the planning activities and plans different
according to the time horizons, as well as

• the planning activities and plans aimed at
the financial and real processes.

Management and planning levels 

From among the three elements of system
building by levels, it is on the level of the nation-
al economy that we can see the most extensive
planning activities.

Chart 1 illustrates a quasi-system of the estab-
lished correlations between the activities, plans,
programs, and institutions of national econom-
ic planning.

In this quasi- or virtual system, the relatively
close, dominant connections between the plans
(programs) are indicated by arrows in bold
type. We have highlighted strong institutional
(EU) dominance similarly, which is demon-
strated not only in commenting on the plan
(program) in question but also in its accept-
ance, in the case of the NHDP and the conver-
gence program (CP). With regard to the lead-
ing Hungarian state organizations, it would of
course be unnecessary to emphasize such roles.

As can be seen in the diagram, the correla-
tion between the NHDP, the NHRDP and
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the state budget is an issue of central impor-
tance.

The NHDP is highly selective: as a result of
its function, it does not outline a macroeco-
nomic course, the correlations of budgetary
and monetary policies, it only contains the
amounts of EU subsidies and the related
Hungarian co-financing from among the devel-
opment expenses that are meant to found eco-
nomic growth, its implementation is not evalu-
ated every year, the latter is partially done in
the context of the Lisbon Strategy National
Action Program only once in three years.

It is a further grave deficiency of the NHDP
that it “lags behind” in monitoring the changes in
the domestic and external conditions, as the
requirement of regular planning is not enforced
in connection to it. Since its acceptance in
2007, it can be regarded as a plan in an
unchanged status, in spite of the fact that the

system of two-year action plans, which is a
Hungarian methodological innovation, in prin-
ciple, allows the “correction” of discrepancies
between the plan and the realization of the
operational programs. An adjustment that also
affected the operational programs was per-
formed only because of the high-scale interna-
tional financial and economic crisis at the end
of 2008. 

At its meeting on December 17, 2008, the
government addressed the issue of its initiative
to reshuffle the operational programs of the
NHDP in order to alleviate the effects of the
economic crisis and boost the economy. The
intention is that the ultimate main beneficiary
of the rearrangement would be the SME's, since
they are the ones who employ most of the
employees, and it is from among them that
those applicants who are able to use the rapid-
ly utilizable development funds come, and by
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Chart 1

CORRELATIONS BETWEEN THE PLANS, PROGRAMS AND INSTITUTIONS ON THE LEVEL OF 
THE NATIONAL ECONOMY 
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doing so, they are able to promise the retention
of their employees, by the implementation of
complex capital investments if possible, thus
contributing to reducing the adverse employ-
ment effects of the economic crisis.

From the aspect of the operational programs
of the NHDP, in lack of a development policy
law, the National Development Policy Concept
plays an especially important role, which pro-
vides a basis for planning activities as allowed
by the opportunities available to it, and has set
a deadline of 2020 for the country's develop-
ment policy in the achievement of the strategic
goals. We have to note that this concept is very
much like a “basket of wishes” with regard to
the goals, and it is not broken down to pro-
grams, etc. However, it draws our attention to
such boundary conditions as the general
macroeconomic context of planning and the
need to harmonize the state activities like the
steps to be taken for preserving macroeconom-
ic stability, creating efficient state administra-
tion, or the consistence and predictability of
the regulatory system. The other important
factor for the NHDP is the National
Sustainable Development Strategy, which calls
the attention of the authors of the mid-term
plan to the significance of considering the
long-term processes.

The state budget is comprehensive in that: 
• on the one hand, it contains the co-financ-

ing need affecting the budget related to the
EU subsidies;

• on the other hand, it encompasses the
financial and key macroeconomic process-
es and by allocating the domestic develop-
ment expenses and the other state subsi-
dies, contributes to the realization of the
development policy objectives. From the
aspect of planning the budget, from among
the elements of the planning system, it is
the CP that is the most critical one, since
it contains the commitment of the govern-
ment to the improvement of the budgetary

balance and the public debt. The role of
the National Action Program is smaller
but it is still important from the aspect of
the sustainability of the macroeconomic
policy, the role of microeconomic policies
in shaping the economic environment, as
well as the boosting of employment.

It is true that the consequence of such a dis-
tribution of tasks between the NHDP and the
tasks of the budget would necessarily be the
continuous coexistence and mutual effects of
the two plans, but in reality, no such working
relationship has evolved to date, either from
the aspect of the official, legal frameworks, or
from that of practical operations, despite the
fact that the recent years have seen several
attempts to represent in the NHDP the state
capital investments specified in the budget. 

It is obvious from this brief outline of the
macroeconomic areas of planning as well that
Hungary needs a more closed and more homo-
genous planning system than the currently
existing one, from the aspect of professional and
content-related connections. Furthermore, what
we also need is that this quasi-system should be
complemented by the elaboration of currently
missing, important sectoral and socio-economic
strategies. On the basis of our social position, is
it indispensable that a well-considered planning
activity should touch upon the solution of such
acute problems as the effects exerted by the
aging of the population, the improvement of the
national health care system, the integration of
the Roma population, the support of culture and
education, the rebuilding of the state, or even
the military reform.

Similar requirements from macroeconomic
planning have been set by the recently published
Europe 2020 Program12 of the European
Commission, which calls the readers' attention
to the necessity of programs to be realized in
areas which increase economic growth such as
education and vocational training, R&D and
innovation, as well as investments into the
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broadband internet, energy and transport net-
works.

For regional and rural development planning,
the starting point is, on the one hand, NHDP's
5. priority of regional development (with the
system of the 7 key poles and the 3 priority
projects), on the other hand, it is the New
Hungary Rural Development Program
(NHRDP). However, this starting point is
made uncertain by the circumstance that the
NHDP and the NHRDP are scarcely coordi-
nated, in spite of such intentions, furthermore,
the circumstance that the amounts earmarked
in the NHRDP for the termination, or reduc-
tion of regional backwardness are not in close
correlation with the appropriations of the
annual  budgets.

Another problem to be solved is the current-
ly high level of central allocation of resources
and the assertion of interests in the planning
and implementation of regional developments.
The influence of the central institutions is so
strong that we can talk about central planning
and project implementation even if the realiza-
tion of a wider (let us say sectoral) develop-
ment effort is clearly a  regional or local issue
and its related allocation decisions belong to
regional competence.

It also causes problems that the undertaking
of regional and areal commitment or responsi-
bility, or such interests are of an extraordinari-
ly low level. Instead of such commitment of
the participating organizations of the area
(region, county, small region, settlement),
almost all of the problems are handled by the
NDA, which mostly operates with a resource
allocation approach, what is more, in such a
way that the requirement of result-oriented-
ness is missing from it. In this context, it caus-
es extra difficulty that, since the regions do not
have their own income, assets, etc., they cannot
take responsibilities or undertake obligations,
so it was the strong central influence that gov-
erned almost everything.

As a task to be solved, we would also like to
highlight that besides the missing or pushing
into the background of certain developments,
the squandering of resources can be witnessed
in the case of the invited tenders as well, which
arises from the view that “the funds have to be
spent”. It was such factors that contributed to
that, among others, the badly missing, appro-
priate Roma programs have not been complet-
ed, just like the rural development programs
aimed at reducing backwardness, while admin-
istration, in the case of the invited tenders, is
interested in tying up as many resources as
possible, as soon as possible, even at such cost
that perhaps the tenders cannot be fully imple-
mented. The bureaucratic, almost impossible to
handle, complicated tender mechanism is also
the source of several difficulties.

It is also an important task to strengthen the
planning-development system based on agree-
ments. For example, there is an expressed need
for the standardization of the complex pro-
grams (the Roma program, or other, for
instance, urban development programs), or for
the application of such methodological
processes which would found the development
of accountable efficiency requirements. The
key target areas of the agreements between the
center and the region, the region and the coun-
ty, the region and the small region, the county
and the small region, or the small region and
the settlement may be the promotion of job
creation, innovation and Roma integration. On
the level of the small regions, the results of the
local agreements can already be seen in their
initial form (of cost efficiency). For example,
the larger settlement(s) provide(s) services to
the smaller ones, and in such a way, it is suffi-
cient to develop the supply functions exclu-
sively in the main settlement(s).

In order to realize this direction of develop-
ment, it should be solved that, in order to
ensure the preparation of the decisions, such a
planning function which is focused on project

UP
 T

O 
DA

TE
 P

LA
NN

IN
G 

SY
ST

EM
 -

 A
 S

TR
ON

G 
AN

D 
EF

FI
CI

EN
T 

ST
AT

E

t
t
t



STATE AUDIT OFFICE CONFERENCE

450

planning built on the actual needs should be
established on the small regional level as well.
The significance of this function has also been
recognized by the “owners” of the individual
Operational Programs: more and more of them
try to plan the sectoral objectives in the form
of programs, or projects, on a sectoral level.

In relation to the development of small
regional planning, in order to achieve the allo-
cation of competences between the NHDP and
the NHRDP, the classification of the small
regions into basically urban and rural regions
should be considered. For the development of
these two types of small regions, different
development policies should be elaborated. In
the case of rural kinds of activities, the devel-
opment of agricultural activities will be critical,
while the competitiveness of urban types of
areas may be strengthened in another way. In
the case of both types of small regions, the city
and the surrounding regions should build new
types of connections.13

As regards the local government sector, it is
operated with a rather underdeveloped planning
culture. This problem is especially acute in
assessing and improving the absorption capaci-
ty required for the EU subsidies.

It is stipulated by Act LXV of 1990 on Local
Governments that each newly elected body of
representatives is obliged to prepare an eco-
nomic program for the political term.
Although the contents of the program, or the
strategy to be followed are decided independ-
ently by the municipality, this statutory obliga-
tion is not met by the majority of the munici-
palities either formally, or in the sense of con-
tent. 

It can be mentioned as another deficiency, in
relation to the laws regulating the utilization of
the EU subsidies, that a so-called bottom-up
planning philosophy in the legal sense is
applied in the regulation, since it is the local
initiatives that have priority with regard to the
funds that can be obtained both from the eco-

nomic program and through the applications.
This approach may even be right in itself but
we do not think that this is in harmony with
the needs of the Hungarian economy. On the
one hand, on the current level of the country's
development, it would be self-deception to put
the initiative in the hands of those who decide
on the local preferences, due to the difference
between the actual structure of public needs
and the existing resources. On the other hand,
the information background and human
resources (information on settlements or on
public finance) that would meaningfully run
this system are not available. Thirdly, the bot-
tom-up philosophy contradicts the require-
ment of budgetary sustainability.

It is also a key deficiency that there is no
content connection between settlement devel-
opment and regional planning. The “emptied”
regional governments are not able to integrate
these two viewpoints.

The mention of these problems also indi-
cates that the quality of the financial manage-
ment by the local governments, the efficiency
and effectiveness of performing the local pub-
lic tasks could be remarkably improved by
meaningful activities. An efficient local govern-
ment planning system would be capable of
moderating the above-mentioned anomalies
and losses, and promoting the more targeted
utilization of the available operational and
development resources. 

The realization of the above requires the
modernization of the current planning system
from several aspects. These are as follows:

• the incorporation of the mid-term plan-
ning obligation in compliance with the
obligatory and predefined professional
requirements, prescribed with contents
differentiated by the levels of local govern-
ment, to replace the general obligation of
preparing economic programs. In this
plan, the joint, “consolidated” presenta-
tion and planning of the task allocation
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between the budgetary limits and the non-
budgetary limits should be ensured, in
order to ensure that 

the completed plans are in fact the organ-
izing powers of the operation of the local
governments;
the municipality financial plans and the
goals defined therein are in harmony
with the development plans (programs)
of the relevant region and ultimately, that
of the country, and 
the “technology” of planning includes
the element of applying the program-
based planning method;

• the connection of settlement development
and regional planning in an institutional
form;

• development of the rules and methods of
public finance planning, including the
development of the planning background
of resource allocation between the individ-
ual levels and the application of modern
budgetary techniques;

• making the regulation of local government
funds more predictable by applying the
right financial techniques;

• ensuring the information conditions of
municipality planning such as the gather-
ing and accessability of statistics, as well as
the development of the public finance
information system;

• development of human resources, ensuring
the capacities and competences required
for planning in the local governments.

Timely harmonization of plans 

In discussing the second dimension of the buil-
ding of planning systems, we are starting out
from the idea that the satisfaction of the require-
ment of timely harmonization is also a significant
factor of the efficiency of the interconnections
between the plans, programs and planning
institutions, besides the professional contents.
This requirement was enforced only on a low
level in the Hungarian planning practices (see
Table 1). 

On the basis of international experience, it
can be stated that such a planning system in
which there is many-sided interactivity
between the short-, mid- and long-term fore-
casts and considerations will be able to support
state-level decision-making with a higher level
of security. 

In view of the harmonization requirement,
as is also illustrated by Table 1, the currently
virtual Hungarian planning system is character-
ized by several asymmetric “confusions of time
horizons”. 

The budget is mostly elaborated with a
short-term approach, the definition of the
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Table 1

DATES OF ELABORATION OF THE EFFECTIVE NATIONAL ECONOMY PLANS AND PROGRAMS 

Year of elaboration Year of modernization 
Lisbon Strategy National Action Program 2005 2008

National Development Policy Concept 2005 –

Convergence Program 2006 Annually (partial)

New Hungary Development Plan 2007 2008

New Hungary Rural Development Program 2007 –

National Sustainable Development Strategy 2007* (Early) 2010 

State budget Annually –

* Prepared after the elaboration of the NHDP and the NHRDP 



STATE AUDIT OFFICE CONFERENCE

452

expense limits of several years, in the back-
ground of the annual budgets, is still in its ini-
tial phase. This lack would have been moderat-
ed by the convergence program in the recent
period, had it been professionally well-found-
ed enough. In planning the budget, the lack of
a related development policy is still a blank
spot. This problem would be eliminated if,
based on the NHDP, by applying a regular and
revolving planning procedure, (decentralized)
development plans broken down to years, as well
as, by taking the latter into account, three-year
plans were also prepared, which would create a
natural bridge between the annual budgetary
and the seven-year (perhaps later, five-year)
development planning efforts (plans). These
new types of plans would be made especially
efficient contact points by such further mod-
ernization which would enhance the role of
the three-year period in the development of
the budget, ideally by the elaboration of a
three-year budget. A further argument for the
three-year period is that as a result of the
introduction of the budgetary rules, budgetary
planning has actually become a three-year
process. For such a modernization, it makes
sense to propose that the two-year time hori-
zon of the action plans prepared to date with
the method of rolling planning be increased to
three (2+1) years. In the case of the further
development of the combination of the plans,
which are in close unity with each other, an
appropriate control budget would be available
for the comprehensive tax cut program to be
shortly put on the agenda, the launching of
structural reforms, as well as the necessary
harmonization thereof with the macroeco-
nomic processes.

However, from the process of elaborating
the NHDP, which represents a mid-term
approach, those financial chains and systems
which are necessary for the efficient implemen-
tation of development policy, and which are
able to ensure operability even in a short-term

approach, are missing. The direction of mod-
ernization resting on an annual and three-year
basis proposed in the previous section would
also be an efficient way to fill this gap.

As regards the laying down of long-term
foundations for the mid- and short-term plans
and programs, as well as planning efforts, all
those attempts that could be built upon in the
past few years can merely be regarded as inci-
dental, initial steps. Recovery from the global
crisis and the EU's Europe 2020 Program14 ren-
der it necessary to strengthen the role of long-
term planning activities in such a way that
would create a solid basis for long-term strate-
gic governing and management. 

The development of long-term (10–15 year)
forward-looking plans is justified by the above-
mentioned decrease in the planning time hori-
zon in itself, which is represented by the
planned shortening of the current seven-year
allocation practices of the EU funds, besides
the global challenges such as the climate
change, the difficulties of energy supply, etc.

Harmonization of financial 
and real processes

As regards the third dimension of creating a
planning system, it is a key requirement from
the planning activities related to financial and
real processes that both aspects should receive
special attention and they should be harmo-
nized with each other. Attention to the impor-
tance of this is also called by The Europe 2020
Program of the European Commission when it
proposes the implementation of such budget-
ary consolidation programs which at the same
time give priority to the enhancement of eco-
nomic growth. 

This requirement is not met in the current
planning practice. The role of financial
processes is pushed to the foreground to such
an extent as if there were no more real eco-
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nomic processes in the Hungarian economy. In
such circumstances, we are only stumbling
among the ever-so-important factors that
determine economic growth and the evolution
of employment.

This should be changed in such a way, in the
narrow sense of planning, that we should start
exploring and analyzing the trends of the evo-
lution of product and service markets more
intensively and cautiously than before, both in
the business and public sectors. 

In a wider sense, the extensive application of
such planning models and methodologies
which are based on indicators suitable for fore-
casting effects and measuring performance may
mean a comprehensive solution.

The lack of these has been criticized by the
SAO reports several times, for example, in rela-
tion to the programs of the NDP I, where no
indicator and monitoring tools for measuring
implementation, controlling the utilization of
the subsidies and the meeting of reporting tasks
have been established. In the NHDP, a result-
oriented indicator system was already set up. A
multilevel system of indicators was developed,
which derives the hierarchy of the NHDP: in
the system, specific indicators were and are cre-
ated on the level of the NHDP program, oper-
ational program (OP), priority, scheme and
invitation levels. Except for the NHDP and
operational program levels, the indicators
defined on the different levels can be aggregat-
ed. The indicator system operates as the module
of the IT system managing the projects of the
NHDP (and earlier, those of the NDP I),
which is called the Standard Monitoring and
Information System (Hungarian acronym:
EMIR). In the indicator module, according to
the practice applied to date, it was the users of
the EMIR, typically the staff members of the
participating organizations who recorded the
plan and actual values of the indicators belong-
ing to the project in question (usually as part of
managing a certain project). 

An indicator system with a similar effect and
performance approach should also be applied
during the elaboration and implementation of
the budget. Considering that the current budg-
etary planning practice is characterized by
starting out from the given situation rather
than from performance orientation, the major
and increasing part of the expenses should be
planned on a program basis. Since this transfer
will require a longer time, it can be proposed
that a program-based budget should first be
introduced for the EU support programs and
most of all, at the ministries working with so-
called “chapter-managed appropriations”. After
planning, a performance-oriented approach can
be enforced in financial management by allo-
cating performance indicators to the utilization
of the budgetary appropriations and monitor-
ing their fulfillment on the organizational, sec-
toral and government levels alike.

* * *

Based on the overview of the areas of planning,
we can conclude that Hungary needs the estab-
lishment of a planning system that is closer from
the aspects of professional and content connec-
tions, the time horizons, as well as the financial
and real processes, and more homogenous than
the current one. 

THE ROLE OF AN OPEN, TRANSPARENT
PLANNING SYSTEM AND THE CIVIL 
SECTOR 

As transparency and accountability are the fun-
damental legal principles of the operation of
public finances, the validity of these should be
extended to the planning activity and the
implementation of the plans as well. Without
the transparent and accountable operation of
the planning system, the trust of the majority
of society and the professional circles cannot
be gained, neither can the willingness of the
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foreign partners and institutions to cooperate
be achieved, which is, however, an indispensable
condition for the selection of an efficient
socio-economic action scenario. 

Based on this principle, we cannot regard the
reconciliation of interests related to the
NHDP as satisfactory, although the participat-
ing NGO's evaluated it positively but this
referred to the formal characteristics (the pos-
sibility of participation) rather than the incor-
poration of the opinions into the decisions, as
the mechanisms thereof are not familiar. The
NGO's often felt, partly because of the brevity
of available time, that the state entities only
wished to meet the expectations of the EU
with the reconciliation.

We think that, as part of the process of estab-
lishing an open, transparent, controlled plan-
ning system, cooperation between the govern-
ment institutions, and civil society and its insti-
tutions should be strengthened, by transferring
the emphasis from “social dialog” to “civil dia-
log”. As a result of the deficiencies of efficien-
cy and civil participation, it is not enough to
institutionalize the consultative procedures
with the “social partners” such as the trade
unions or the employers' associations but it is
the comprehensive, institutional participation
of the civil organizations, a civil dialog that is
necessary in public policy decision-making and
implementation. The following three attributes
should be developed in order to achieve EU
conformity: 

• transparency, which is important in
demonstrating to the citizens the activities
of the public institutions and the individ-
ual responsibility of those employees who
work for the public institutions, and in
allowing the assessment and potential criti-
cism thereof;

• accessibility, which means that the services
and the information on the public institu-
tions should be accessible to the citizens;

• the ability to respond or react, which

requires that the public institution should
be able to react to the needs and ideas that
arise in the civil society. 

As it turns out from the above, the require-
ment of openness points beyond that of trans-
parency. (This has not been expressed so unam-
biguously before.) Accessibility and the ability
to respond mean two such further dimensions
which set new quality requirements from the
interrelations between the public institutions
and social groups and communities, also with
respect to national economic planning. 

DIRECTIONS OF THE REALIZATION OF
THE CONCEPT 

In order to perform the proposed moderniza-
tion of the planning system, a series of actions
in four directions are necessary, which are as
follows. 

The preparation of the legislation program
aimed at modernization, in the center of which
is the elaboration of the law on national eco-
nomic planning, and where the minimum
requirement is the creation of a law on develop-
ment policy. It is for the purposes of this that
we propose that such a law on national eco-
nomic planning be drafted which refers to all
the national decisions that qualify as socio-eco-
nomic plans, so it is the institutions and process
of planning that should be defined on the statu-
tory level. In this respect, the systematic review,
or “stocktaking” of the tasks to be performed in
the key planning areas is also vital.

In creating the responsibilities and institutional
procedures of national economic planning, the
first, critical step to be taken is the definition of
state institutions responsible for the conceptual
and methodological management of planning
activities. We propose that a State Secretariat of
Strategy (Planning) be established in the
Ministry of National Economy, which, in its
capacity as the central institution of national eco-
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nomic planning, would ensure the implementa-
tion of a high-level planning coordination activi-
ty. Furthermore, we propose that for the pro-
gramming of the utilization of EU funds, for the
management of its applications and those of the
Széchenyi Plan, such a planning expert apparatus
be established in the Ministry of National
Development which is responsible for the practi-
cal implementation of the development plans,
their control, as well as monitoring. Even if we
assume the strongest possible willingness to
cooperate from the side of the two ministries,
the evolvement of significant and regular ten-
sions whose professional release is not possible
through the short way of state administration,
seems to be unavoidable, and these will increase
the time requirement of coordinated decision-
making. In order to avoid this, we propose for
consideration that such a Strategic-Planning
Secretariat be established within the Prime
Ministerial Office which would continuously
ensure that the priorities of social and economic
developments be appointed and their harmoniza-
tion with the civil sector be organized on the
basis of the development goals determined in
harmony with the country's coordinated vision.

The second important step is the establish-
ment of the planning apparatus (organizational
unit) in the ministries again, with a view to
strengthening the creation of special policies. (As
is familiar, these departments have ceased to
exist/have been transformed/reduced in the
recent years – the number of sectoral planning
experts working there was 150–170 in 2004.) 

As the third step, such research programs
should be launched, with the participation of

several research institutes, which would create
the foundations of a usable, uniform planning
methodology, furthermore, would promote
training in this methodology at the institutions
of higher education.

A vital requirement for the application of
modernized national economic planning is the
development of an information system applicable
for planning purposes. The definition and regu-
lar “maintenance” of a vision, the harmonized
performance of state tasks require that its
development be started as soon as possible. 

Such a system should be developed whose
key feature is that the institutional harmony of
real development (the national development
concept and plan, regional development, rural
development, settlement development, eco-
nomic development, the development of the
social and cultural spheres) and financial plan-
ning (the convergence program and the annual
budgets on the central and local levels alike) is
ensured. Another expectation from this system
is that structural modernization should be
incorporated into the development plans by
taking the requirements of development policy
and economic competitiveness into account,
complexity should not be disregarded any
longer, which was typical of the reform
attempts to date.

Two operational programs of the New
Hungary Development Plan (the State Reform
and the Electronic Governing OP's) may pro-
vide direct resources for the purposes of the
establishment of a planning system that would
contribute to the creation of the bases for a
modern, developmental state.

NOTES

1 Gusztáv Báger: Planning as the Quest for Goals:
European Examples, Hungarian Tasks, in:
Sorsfordító esztendõ (A Year that Changed Our
Fate). Presentations of the 42. itinerant confer-
ence for economists, Tas-11 Kft, 2005, pp.
351–364

2 The survey was performed in the context of the pro-
gram of the INTOSAI Working Group on Key
National Indicators.

3 However, for reasons of space, our key focus is the
preparation of plans in this study.
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11 Jövõkeresõ (Searching for the Future), report of the
National Council for Sustainable Development to
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stronger, as a result of knowledge-based, efficient
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ing such a sustainable social market economy which
results in a high level of employment, productivity
and social cohesion.
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A

Pál Becker 

Perspective, vision 
and planning

All those who reached mental adulthood
before the regime change, and graduated from
the university of economic sciences often still
receive the word 'planning' with slight aversion.
They learnt so much about three and five-year
plans for the national economy, (not) meeting
them, or about glorious over-fulfilment dedi-
cated to one of the party congresses, that
macro or mezzo-level planning may evoke
unpleasant memories in them.

I share the opinion of Gusztáv Báger con-
cerning the fact that – probably also stemming
from the foresaid reasons – planning and strate-
gic planning have not been assigned their due
roles in Hungary. Although “navigare necesse
est”, it is necessary to navigate and plan at the
level of the national economy, the latter pre-
cisely because, contrary to Pompeius, we do
not accept the second part of the saying,
whereby “vivere non est necesse”, i.e. it is not
necessary to live.

Why is it necessary to plan, in the first place?
There are a large number of scientific reasons
for doing so, with its importance enumerated
in paragraphs on end. Now, however, a short
working definition will suffice for us: without
planning, optimal application of the resources in
the national economy is not ensured. However
good the planning, shortcomings, faults, insuf-

ficiently efficient or inefficient investments
may come up, but in the absence of planning,
wasteful utilisation of resources is almost cer-
tain. It is true for both the public and the com-
petitive sectors. 

In the public sector – I believe – this state-
ment requires no justification; it is clear that
expedient development helps avoiding situa-
tions like recent anomalies when one year the
headcount of the Tax Authority was centrally
required to be reduced by hundreds, and in the
next year to be increased by thousands, includ-
ing reorganisations. Setting a clear direction is
also indispensable to the competitive sector. In
such a case, it attempts to adapt to the priorities
determined by the economic policy, align its
profile to it, and expand its activity in this area.
For an economy that is centrally pushed and
pulled all the time and faced with continuously
changing priorities such adaption is impossible.

The State Audit Office published its report
on auditing the operations of the system of
government tools for developing the economy1

in 2008, which represents graphic support to
my statement. It reveals that a total of HUF
4600 billion was spent on development between
2004 and 2006, which represented approxi-
mately 15 percent of the annual general gov-
ernment expenses. 
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What we managed to achieve with this huge
amount was that Hungary got downgraded eight
positions in 2007 in the world competitiveness
ranking compared to 2000, according to the
2007 edition of the IMD World Competitive-
ness Yearbook. During the same period, it also
slipped three positions back among the 27 EU
member states, despite the fact that Hungary
provided the third highest subsidy in propor-
tion to the GDP after Malta and Lithuania
among the member states, according to the EU
Commission's report for 2006. As presented in
the report of the World Economic Forum in
September 2007, Hungary moved from the
35th position of 2006 to the 41st in 2007 in
terms of competitiveness. 

The global picture is then rather dark, but it
is inevitable. Without clear objectives and plans
built on unambiguous goals, no success can be
achieved. The synergy effect of isolated devel-
opments is practically zero, these are superflu-
ous or even harmful at times. It is clear to
everyone that the point of billions spent on
developing a centre for tourism is lost if further
billions are spent on building a power plant or
a waste disposal plant, etc. in the neighbour-
hood. The same goes for unsustainable invest-
ments implemented using “free” EU funds,
where the operating costs bankrupt the compa-
ny or local government in question.

What is a good planning system for the nation-
al economy like? It is like a matryoschka doll.
The various level strategies and plans need to
fit in one another as the growing-sized dolls
nest in ever larger ones. This is how harmony is
ensured between subordinated and superordi-
nated plans. What does that mean in practice?

First, a future vision for Hungary must be con-
structed, and the major target situations laid
down. It must be followed by creating a com-
plex strategy, which incorporates partial strate-
gies, and is further broken down to plans. The
correct selection of the hierarchy of ends and
means must be kept in mind all throughout.

On determining a future vision, the sur-
rounding political and economic environment
cannot be ignored. Probably the most critical
element of this is the European Union, as its
rules are also applicable to Hungary, and it car-
ries out a major reallocation of resources in the
medium term, of which we are beneficiaries.
On these grounds, the EU development plans
must be considered at all times, but basically, it
is the requirements of the Hungarian economy
and society that must be focused on. 

This may help avoiding the pitfalls that quite
a few Hungarian local governments, non-gov-
ernmental organisations and, less frequently,
companies fell into. On focusing on EU funds,
they assessed what was open for application
instead of what was needed. Often such devel-
opments that do not meet true needs will prove
to be the most expensive in the medium term
already, but what can be stated at no risk is that
their contribution to achieving the target situa-
tion is far from optimal. Therefore, utilisation
of EU and own funds must always be planned to
match the Hungarian possibilities and needs,
instead of considering the possibilities offered by
the EU as the starting point.

These two, however, are not in sharp contrast
with each other. I agree with the proposal set
forth in the study whereby domestic plans and
planning need to be better harmonised with the
decision-making cycle of the EU. The EU pro-
gramming periods, however, only formulate
goals in general terms, and allocate budget lines
to those. Within those, each member state is
practically free to decide what projects they wish
to implement using the available budget. In my
opinion, the EU practice should dominate in
terms of technicalities (we have relatively small
influence on EU planning cycles, key objectives,
etc., this is why it is worth adapting to them),
but in terms of content, the Hungarian needs and
plans should prevail in any case.

The tasks aimed at reviewing the planning
process include elimination of systemic errors.
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It is an important objective, although in the
event of implementing the recommended prin-
ciples, I assume that this item will automatical-
ly be fulfilled. If the other three principles (the
principle of synchronising domestic and EU
planning; developing a planning system for the
national economy; the role of an open and
transparent planning system and non-govern-
mental sector) are fulfilled in a reassuring way,
the system errors will have been eliminated in
parallel with them.

I recommend for consideration, however,
laying down a new principle that emphasizes per-
spective in thinking. It should not be permitted
to develop short or medium-term plans under
pressure from the EU, or at the request of the
IMF, or in line with an internal fiscal concept
without a firm link to reality or a direct link to
the accepted future vision and the related plans.
I intentionally use the word “perspective”,
because, to my experience, “strategy” as a
notion has been devalued. When even the pro-
fessional literature references 1 to 2-year
strategies, it is either education that needs to go
back to square one, or there is a need to intro-
duce a new notion. 

In order to construct strategies and plans in
line with the future vision, it is indispensable to
concentrate the planning process. Actual
results can be expected only when the direct
scopes of responsibility and competence are
clear in all cases. However, I would not consid-
er establishing an independent institute or
institution as an optimal solution. A significant
overlap between ministries and the institution
would result, competence-related problems
would be a permanent issue, and unnecessary
surplus capacity may be built. (For long years
following the regime change, dissonance – now
diminishing – between the employees of the
Ministry of Finance and the former National
Planning Bureau was observable.)

In theory, various solutions are available.
Due to the weight of the issue, I believe it is

necessary to set up the central coordination
somewhere in the close vicinity of the current
prime minister. It would lend due weight and
rank to the coordinating institution, on the one
hand, and would provide (theoretical) guaran-
tee that the objectives of the whole society are
preferred to the interests of the ministry or the
sector. The emphasis, however, is on profes-
sional coordination instead of implementation
or political control over the direct planning
task. The development council, for instance, as
known from the past, headed by the prime
minister and consisting of ministers is not least
a suitable organisation. Because of its composi-
tion, it is inadequate to carry out day-to-day
work, is insufficiently productive and is also
unsuited for political control, as it must be han-
dled by the entire government due to the com-
plexity of the issue. 

It would also be a task assigned to coordina-
tion working alongside the prime minister to
organise coordination with the civil society.
Eliciting opinions from the non-governmental
organisations and incorporating them in the
strategy and in the plans are a question of polit-
ical culture. Which is either in place or it is not.
In my opinion, it is unnecessary to impose legal
obligations and to set up various mechanisms
because these – unless politics require coopera-
tion with the civil society – can be easily cir-
cumvented at any time. Our current legal sys-
tem also contains similar mandatory require-
ments, but the constitutional court procedures
initiated because of violation of these have been
stranded so far in each case. It was because the
constitutional court – recognising violation of
the legal requirement to coordinate – has
annulled a law on these grounds only on a sin-
gle occasion, which, in a certain sense, has sub-
sequently approved this practice. 

Minor corrections are worth performing in
the legislation related to data of public interest,
in order to promote non-governmental organi-
sations' access to the necessary information in
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the broadest possible circle and in all cases. It is
a commonplace but it is still valid: information
is power. If government organisations are clear-
ly required to disclose data, it provides a great
opportunity to the civil society. Fortunately,
the judicial practice offers increasing support in
this issue. In the past years, most attempts at
concealing information have failed due to final
court judgements, and an increasing quantity
of data have been disclosed to the public. 

In possession of data, it is “only” a question
of steady work to force politicians to the nego-
tiating table even if they lack the willingness to
do so. If all data are public, it is much easier for
the civil society to enforce coordination with
the government, precisely utilising the strength
of publicity.

With the current technical facilities, I believe
that the current governments cannot “resist” a
well-organised civil society for long. Because if
they do, what happened in Reykjavík may
happen anywhere, namely, that the “Best

Party” delegates the most MPs, supported by
the will of the voters who are unsatisfied with
the political elite. Their key election message
was: “We do not keep any of our election
promises!”

I have similar thoughts about the legislation
on modernising planning. It is true also here
that in the case of the current government
being in parliamentary majority (that is, hold-
ing an authority to create and amend law), set-
ting up a fair planning process is a question of
political intention instead of a legal require-
ment. In my opinion, technical legislation can
help achieve the necessary goal. Such a law would
contain a theoretical framework, timeframe,
process, and persons responsible for planning,
etc. This should lay down the importance of
social dialogue, and a theoretical declaration
stating that plans can solely be produced fol-
lowing broad consultation, preferably a con-
sensus. It is up to the current politics to fill it
with content.

NOTE

1 Summary of the audit on the operation of government tools for economic development (0802)



Public policy challenges in the new decade 

461

Co
nt

rib
ut

io
ns

UP
 T

O 
DA

TE
 P

LA
NN

IN
G 

SY
ST

EM
 –

 A
 S

TR
ON

G 
AN

D 
EF

FI
CI

EN
T 

ST
AT

E

t
t
t

t
t
t
t
t

P

László Faragó 

Reasons and theoretical basics
of modernizing Hungary's
planning system 

Planning in the public sector is a must, a
process that is shaped by constant learning. It
is applied in every country regardless of social-
economic regime. There are hardly any opin-
ions today that would deny that governments
(meaning general governments or “the state”)
need to shape, direct and control the part of
social-economic processes that relate to the
public sector – while taking into consideration
the endeavours of other players. In every capi-
talist country, market players , central and local
government entities and other parties all per-
form budgeting,1 and then act on the basis of
those plans. One basic role of the general gov-
ernment is to do the planning work of matters
that concern the entire country, perform coor-
dination regarding sector-specific/thematic
issues that are for the state to handle and to
regulate lower level planning. Comprehensive
government planning is equally indispensable
for the efficient management of finances, for
orienting the market, for organizing public
services, for the simultaneous enforcement of
social, environmental and heritage protection
considerations and for accountability. This is
the most viable way of comprehensive problem
management, interest harmonization and deci-
sion making (managing the mix). 

Planning in the general government sector is

the basis of managing a country. It helps devel-
op the nation's vision, supports the specifica-
tion of objectives/priorities and the develop-
ment and implementation of a common strate-
gy. The enforcement of the national public pol-
icy calls for a harmonised system of regula-
tions, institutions and tools. Planning brings
order and a systemic approach into governance,
sets the themes for professional and social dia-
logues and makes these discussions manage-
able. A well-regulated and properly implement-
ed planning process can ensure “good gover-
nance”, openness, participation, accountability,
efficiency and coherence.

Planning in the public sector is a multi-play-
er and multi-level power game and plan docu-
ments are relatively cheap and effective ways of
exercising power. Public planning can be both
used and abused, thus it must be regulated at an
adequately high level to ensure transparency
and controllability. 

WHY DOES PUBLIC PLANNING NEED TO
BE ON THE AGENDA?

In the wake of the change of political system in
Hungary, public and social forms of planning
were often identified as “practices of the social-
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ist regime”. The related institutions were
wound up and public planning was removed
from education programs. Due to banal misun-
derstandings, the theory and (in part) the
methodology of planning disappeared from
mainstream macroeconomic thinking in the
past 20 years. At universities, only corporate-
level strategic planning is taught and technical
literature hardly pays any attention to public
planning. 

The efficient utilisation of scarce develop-
ment resources is highly dependent upon the
specific planning management system under
which it takes place. I agree with the state-
ment in the referenced study that a unified
and harmonised planning system is currently
missing in Hungary. Planning is carried out at
various places based on partial regulations that
are independent of each other. Any linking
among these efforts is incidental only and
synergies remain unutilised. Each sector and
functional area bases its development deci-
sions and planning documents of various
depths on sector-specific professional consid-
erations and nobody is coordinating these
endeavours. There are partial areas (like
regional development and environment pro-
tection) where planning is regulated by laws.
Still, the preparation of EU planning docu-
ments which have the highest impact among
similar papers is only regulated by govern-
ment decrees. Therefore, the government can
even align the system to its actual political
interests. In recent years, once our politicians
realized that EU funds can only be accessed
through appropriate plans, a fierce power bat-
tle broke out for control over EU-related
planning and implementation. An unprece-
dented centralisation and concentration of
power took place. Decision-making compe-
tences and institutions of implementation
were taken out from the traditional public
administration / power hierarchy and direct
(personal) political influencing was enabled.

Parallel to Hungary's EU integration, “tradi-
tional domestic planning” and the related
institutions were gradually downgraded and
lost significance. 

Today, there is no strategic planning in the
public sector at all, only budgeting. Our
National Strategic Reference Framework
(renamed as the New Hungary Development
Plan – NHDP) and operational programmes
were prepared in accordance with strict EU
directives. In hopes of accessing funds, we had
to follow every EU requirement. The objec-
tives, the priorities, the rules and potential
areas of utilisation, the institution system all
reflect EU (external) expectations. Regions
and local governments do not make real
strategic plans. Instead, they align their pro-
grams to actual funding opportunities at any
given time and assign their own resources
accordingly. Development funds are distrib-
uted exclusively through central application
mechanisms which diverts the preferences of
local communities. They do not implement
what they would want but help attain the
“supporter's” objectives. All this reinforces
central power and promotes centralization
(serving the will of fund distributors) and acts
against real decentralisation.

At central government level, the institution-
al and personal preconditions of planning are
missing. There is no institution (ministry or
office) that would have adequate mandates and
staff to perform global planning and coordi-
nate the planning efforts of other public enti-
ties. At the National Development Agency,
the organizational units in charge with plan-
ning were wound up and the last planners were
dismissed last summer. However, status
assessment (analysis), strategic and action
planning are responsibilities that require ongo-
ing work and e.g. the plans which should serve
as the basis of EU plans entering into effect in
2014 should be approved of in 2011 already
[National Regional Development Concept

Co
nt

rib
ut

io
ns

UP
 T

O 
DA

TE
 P

LA
NN

IN
G 

SY
ST

EM
 –

 A
 S

TR
ON

G 
AN

D 
EF

FI
CI

EN
T 

ST
AT

E
t
t
t

t
t
t
t
t



Public policy challenges in the new decade 

463

(NRDC, Hungarian acronym: OTK), National
Development Policy Concept (NDPC, Hunga-
rian acronym: OFK)].  

DIRECTIONS OF MODERNIZATION

I agree with most of the directions and
actions for modernization which Gusztáv
Báger outlined, but I would be more specific
on key action items. Existing planning
endeavours must be reinforced and built into
a multi-layer and multi-player planning sys-
tem that is based on the distribution of func-
tions. This can only be implemented with
regulation by laws and a strong system of insti-
tutions and means. Before the related bills are
passed and the new institutions are estab-
lished, however, the main concept issues
should be subjected to academic/profession-
al and social debate while open issues must
be brought to a quick conclusion. 

Naturally, Hungary's planning system must
be focused on the country's social and econom-
ic development and must also utilise EU fund-
ing opportunities. The latter is one of the opti-
misation criteria. In other words, we need a
comprehensive and harmonised planning sys-
tem in which each “part” mentioned in the
debate has a place/role. Likewise, at the various
forums of the European Union, Hungary must
represent an approach that assigns more weight
to macro-regional (Central and Eastern
European) and to country-specific considera-
tions in the national (decentralised) planning
of cohesion and structural fund utilisation.

The role of plans in governance must be
reinforced by laws and plan implementation
must be provided for. What it also means is that
fewer plan documents should be generated but
the plans should be feasible. Plans should be
prepared and practically approved of by people
who have influence over the subject area con-
cerned. Existing resources must be allocated to

plans in some form. No public spending should
be allowed unless it fits into an element of the
integrated planning system!

A revamped neo-corporatist planning sys-
tem/network would suit Hungary the best,
where the dominance of the general govern-
ment in public policymaking is guaranteed. 
A vertically and horizontally segmented sys-
tem (network) of cooperating institutions
must be established (appointed) in which
each unit has specific responsibilities that fit
into the greater system (functional distribu-
tion). The various plan types (e.g. concept,
strategy and program) and their scope must
be defined, then they must be assigned to
institutions that will be in charge with their
approval. E.g. comprehensive strategic direc-
tion should continue to rest with the
National Assembly, along with the right to
approve of the related concepts (e.g. NDPC,
NRDC), plans and reports. The government
should be responsible for approving medi-
um-term strategies and programs (not only
EU-related), for directing implementation
and for performing cross-sector coordina-
tion. A ministry should be appointed to be in
charge with government-level planning and
provided with an adequate number of plan-
ning staff on an ongoing basis. The National
Development Agency (and its chores) must
be reintegrated into the Hungarian public
administration system. (There is no room for
mentioning all the institutions here.) The
credibility of planning institutions must be
restored, the preconditions of professional-
ism must be provided for and the influencing
opportunities of various interest groups
must be channelled adequately. 

The interworkings of the different planning
areas must be clarified and their work should be
properly harmonised. In particular, harmony
must be ensured across the following:

•financial/budget planning and economic/
development (strategic) planning,
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•sector-specific and regional development
planning,

•EU-and and domestic (national) planning,
•and the plans of various levels. 
As outlined in Gusztáv Báger's principle of

open and transparent [planning] that actively
involves non-government entities, openness
and transparency are indispensable prerequi-
sites of participation. The planning process
and the depth of regulation must enable the
incorporation of new proposals and the differ-
ent, unique endeavours of stakeholders. In an
overregulated procedure like the preparation
of the EU's national strategic reference frame-
work (NHDP), participation can only be
nominal.  

Planning must be made an iterative, mutual
learning process where the output is not only a
plan document but a new level of knowledge
for all key participants. While participating in
the planning process, the various players can
get a better understanding of the issues to be
resolved, the possible solutions and the barriers
thereto. They can get to know rules, require-
ments and conditions and that serve the
accomplishment of jointly set objectives. If
participation in planning is ensured, players can
be rightfully expected to integrate the princi-
ples accepted at national level also into their
own endeavours.

Due to my specific area of expertise, I would
address in more detail the interworkings
between regional and sector-specific and
regional and local (settlement-level) planning.
Regional planning is not only one branch of
planning. As regions inevitably have an inte-
grating role, regional planning is also suitable
for harmonising different thematic/sector-spe-
cific planning efforts. It does not necessarily
mean the revaluation of regional plans, but the
regional viewpoint must definitely be strength-
ened in other plans, too. 

Regional development also includes settle-
ment development. Each regional development

action is implemented at a specific settlement
and any development action taken at a specific
point/settlement changes the structure of that
region, too. There are several larger regional
units/regions (levels) which are actually the
catchment areas of specific functions provided
at a single settlement (single point). Therefore,
as settlement-level and regional planning are
closely interrelated, they should not be separat-
ed institutionally either. 

The government approach followed to date
is wrong. In this approach, regional develop-
ment is a government-level and regional
responsibility while settlement development is
for local governments to handle. The develop-
ment of settlements and settlement networks
must also be dealt with at national level. This is
closely related to the vertical and horizontal
deployment of public responsibilities. When
due to economies of scale and certain minimum
professional requirements public services are
deployed in a concentrated manner, the loca-
tion must be selected from the list settlements
that are deemed suitable for the function with-
in the area. As the drivers of development,
cities must equally appear in comprehensive
national and sector-specific/thematic develop-
ment concepts. What also calls for the integra-
tion of regional and settlement-level develop-
ment is that with most government develop-
ment projects, services must be deployed in
regional hubs. Services which cover larger
regions must be deployed in cities but access to
them must be provided for simultaneously to
deployment. This kind of network planning
and network building requires a bird's-eye view
of the entire system and represent the only way
of optimizing the functioning of the settlement
system. 

In the vertical structure of planning and
development, the distribution of responsibili-
ties is a key issue. The current practice is not
appropriate in the sense that plans developed
at different levels address issues that belong to
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other levels. E.g. regional plans often decide
on matters that are for the small region or even
to the settlement level and they often fill in
gaps in local budgets. The same way, the

respective planning work of cities and of the
areas they integrate (i.e. the planning of the
functional regions of cities) needs to be har-
monized.

NOTE
1 Large companies that are increasingly decisive players in today's globalising world also plan and harmonise their

strategies which shorts out traditional market mechanisms in significant segments of the economy. Many
authors pointed out this issue already. See e.g. Gusztáv Báger: Strategic countdown (Stratégiai visszaszámlálás),
In: Figyelõ, 15 January, 1998
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Tamás Halm 

National economic planning
and its economic political
environment

The quality of the operation of the state, as
well as the desirable extent and limitations of
its involvement have been debated for many
years both by experts1 and heads of economic
interest representation bodies. (Naturally, the
latter condemn the large number of state
employees and the excessive rate of public
expenditures.) It is beyond any doubt that our
national interest is to make the operation of
the state more expedient and efficient – which
is urged by the European Union, too, with its
own tools, i.e. through the debate on good
governance, and the encouragement of the
appropriate attitude.

Macroeconomic planning is one of the fun-
damental conditions for the expedient, effec-
tive, efficient and predictable operation of the
state – even in a market economy. Gusztáv
Báger's study supports it with several exam-
ples that such planning is undertaken by sev-
eral developed countries (including a few
wealthier member states of the EU), and the
practice is rather widespread in former devel-
oping countries, or emerging countries as
they are more frequently called today.  In the
past decade some sort of macroeconomic
planning has been performed in Hungary,
too. The time has come to briefly evaluate
and utilise the lessons learnt!

A FEW EXPERIENCES 
OF THE PREPARATION OF HUNGARY'S
NATIONAL DEVELOPMENT PLANS 
(SUBJECTIVE2 REVIEW)

The authors of Hungary's 1st National
Development Plan (2004–2006) (NDP) were
profusely and often criticised for the fact that
instead of starting out from the actual situation,
the needs and bottlenecks of the Hungarian
economy and society, they started out from the
regulations and development philosophy of the
European Union – which are, by the way,
mandatory for all member states. Furthermore,
critics claimed that the document was compiled
for the EU rather than for Hungary. The accu-
sations contained a lot of truth: had we not
joined the European Union, had we not applied
for resources from the Structural Funds (and the
Cohesion Fund) of the European Union, such a
plan would have probably never been prepared,
or it would have looked completely different.

Yet, the authors of the plan need to be
excused: they would have been glad to compile
a plan that did not aim at obtaining EU subsi-
dies. However, they did not have sufficient
time for this. They set to work in the middle of
2002, and by the end of 2003 the National
Development Plan and the operational pro-
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grammes had to be approved by the European
Commission. What is more, these documents
had to be prepared using the “technology”
described in the EU regulations, which
implied, among other things, versatile and
multi-level cooperation. It must not be con-
cealed either that this work was undertaken by
young professionals without major experience
in national level planning; colleagues who had
serious professional experience in the develop-
ment of macroeconomic strategies and the
elaboration of plans were either in retirement
at the time, or were engaged in other activities
in other institutions. Naturally, the planning
technology required by the European Union
was not completely unknown: Hungary could
draw down subsidies for economic restructur-
ing (Phare) and pre-accession subsidies only
upon full compliance with the EU require-
ments, which was thoroughly checked by the
Budapest delegation of the European
Commission. (Although the system of rules
pertaining to planning and programming
before Hungary's accession to the EU, and the
one used “within” the EU were rather differ-
ent, the former was a good school for the
implementation of the latter.)

In 2002–2003 the planners themselves felt
the greatest need for a plan that strived to com-
plete tasks arising from Hungary's situation
rather than to comply with the EU regulations,
rules of law and expectations. This situation
was described by a phrase – much quoted by
planners at the time – as follows: It would have
been good to just take Hungary's comprehen-
sive development plan off the shelf (the prepa-
ration of which is mentioned in Article 19 of
the Constitution, which is still in force), and
take from it those parts and development proj-
ects the financing of which was made possible
by the rules of the European Union, too. After
the 1st NDP – which was prepared double
quick in the strictest sense of the word – was
approved in Brussels, the National Develop-

ment Agency did want to prepare a truly
“national” plan: the budget for 2004 appropri-
ated HUF 300 million for the preparatory
works of the so called Comprehensive
Development Plan. However, this plan did not
come through; most of the resources were
spent on the development of the complex IT
system supporting the planning process.
Finally, in lieu of the Comprehensive
Development Plan the National Development
Policy Concept (NDPC) was elaborated,
which could have become an excellent founda-
tion for a transparent, efficient planning sys-
tem, even according to the State Audit Office.
However, in December 2005 the National
Assembly adopted its resolution on the NDPC
to no avail: the compilation of the 2nd National
Development Plan was influenced by daily
political interests.

At the congress of the Hungarian Socialist
Party held in February 2006 the Prime Minister
announced that he had obtained the money
from the European Union on 13 December
2005 (the European Council approved the
financial framework for the period of
2007–2013 on this date), and that he had start-
ed to prepare the 2nd National Development
Plan on 2 January 2006 (!). Such work was
indeed carried out in the Cabinet of the Prime
Minister, too: the leaders of the larger cities and
counties under socialist governance were invit-
ed to put forward their wishes, i.e. the develop-
ment projects they would like to implement in
the period between 2007 and 2013. This wish
list was named “development policy invento-
ry”, and included classroom construction,
school renovation, road construction, city cen-
tre refurbishment, etc. The status of this docu-
ment is well indicated by the fact that the
National Development Agency, which was
responsible for the preparation of the develop-
ment plans, downloaded the supplement of the
daily Népszabadság (!) from the internet and
uploaded it on its own website. In other words,
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the planners learnt from the newspaper what
concrete elements they would have to include
in the plan.

This unique procedure (which can be called a
“bottom-up method” only in inverted com-
mas) was preceded by an interesting, presaging
event: in January 2005 the head of Government
paid a visit to all ministries, including the min-
ister without portfolio responsible for
European Affairs. [At that time this minister
was responsible for the National Development
Office (NDO) and the Office for European
Affairs.] At the meeting the Prime Minister
had an interesting request for the planners. He
wanted to know what he could tell the resi-
dents during his visit to Dombóvár, i.e. what
the residents of Dombóvár would get from the
2nd National Development Plan? At the meet-
ing the respondents did not answer this ques-
tion, but then the author of this article franti-
cally contacted the head and deputy head of the
Prime Minister's Cabinet and asked them to
convince the Prime Minister – as economists –
that such a question cannot be answered in an
allocation system that is mostly based on pro-
posals. This type of planning recalls one of the
anomalies of the economic planning system of
the 1970s and 1980s: the staff members of the
National Plan Office which was then in existence
feared the mandatory rural visits of the members
of the Political Committee of the Hungarian
Socialist Workers' Party during which the local
leaders often convinced them about the impor-
tance of certain concrete development projects.
According to the information that Gusztáv
Báger kindly provided, the planners were then
required to incorporate these projects into the
current national economic plans.

However, the “What will Dombóvár get?”
type of approach eventually took root in the
planning process: the focuses of development
and the priority projects circumvented the
uncertainties of the proposal system in a
unique way… It must be added that these solu-

tions by themselves are not damnable at all,
since – in theory – they opened up space for the
enforcement of “state will” (or macroeconom-
ic expediency with some good intent).

The introduction or reinstatement of real,
competent national economic planning is last
but not least justified by the fact that it can hin-
der voluntarism, which was illustrated by the
above examples.

In November 2003 the preparation of the 2nd

National Development Plan was started with
the statement that using the modern tools of
planning and assessment we would try to pri-
oritise the competing (and probably unlimited)
development needs. By this we practically
reached the basic formula of economics, since
according to a popular definition economics is
the science of the optimal distribution of limit-
ed resources among competing goals… At the
end of 2003 we hoped that we would manage to
introduce this type of rationality. Naturally, we
were not so naive to believe that only this
aspect would be enforced. But we thought that
our fight would be worthwhile if we could turn
away at least some of the demands put forward
by the different lobbies. In line with this, a very
strong assessing, analysing and modelling
department was established within the
National Development Office. We kept in
mind the rigour of the researchers of the
National Bank of Hungary, however it was evi-
dent that we had neither the resources, nor the
time to get anywhere near that standard.

PLANNING WITH THE EU METHODOLOGY
IN ACCORDANCE WITH THE HUNGARIAN
NEEDS

The question has been raised several times
whether planning can “serve” the needs includ-
ed in the community regulations of the EU's
Directorate General for Regional Affairs, or
Hungary should develop its own methodology
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and priorities. It can be surely stated that the
needs formulated by the European Union, and
the methods it applies and requires to be
applied by the member states too are right,
their application is expedient. In addition, the
EU negotiates with Hungary “from the posi-
tion of power”: if our planning documents fail
to meet the community requirements, we will
have no access to convergence funds. This cri-
terion is well understood by all EU member
states, and sooner or later all countries strive to
comply with it.

The development policy planning imple-
mented within the framework of the EU's
regional and cohesion policy has and is doing
good to the countries of Central and Eastern
Europe: it lends orderliness and competence to
their systems. On top of that, the common
objectives of the EU do not contradict the sit-
uation of these less developed countries, and
the subsequent requirements. Not even the
objectives of the much-damned Lisbon strate-
gy can be said to be out of line with the social
and economic conditions of the region.
Therefore, it is no wonder that the two main
objectives of the 2nd NDP – which was later
renamed to New Hungary Development Plan –
became the enhancement of competitiveness
and the increase of employment. But it is an
equally topical task to enhance the social and
economic cohesion, create the knowledge-
based society, as well as to ensure environmen-
tal, economic and social sustainability. The lat-
ter was encompassed by the Hungarian strate-
gy for sustainable development, approved by
the National Assembly. The Europe 2020
Strategy also provides a favourable opportunity
to arrange our own goals and tasks for the com-
ing decade while thinking together with the
other EU member states.

This means that in relation to the objectives,
forms and methods of planning we seemingly
do not need to follow a specific Hungarian
path. However, as far as the concrete contents

are concerned, the Hungarian situation, condi-
tions and the resulting tasks must be taken into
consideration to the largest possible extent.
For example, it is evident that in Hungary it is
worth spending relatively much more money
on the utilisation of our thermal waters than in
countries where such waters can be brought to
the surface from much greater depths.

However, this example is worth further con-
sideration and generalisation. One of the most
important, hardly answerable questions is to
decide on the activities the products and servic-
es of which can be successfully marketed by
Hungary on the global market; which are those
sectors and companies that generate the exports
required for the balance of payments? Earlier
this question was always swept under the car-
pet! According to one of the well-known
answers, Hungary's foreign trade (and current
payments) deficit is eliminated by the influx of
direct capital, and the external economic bal-
ance can be created by using so called non-debt
generating resources. The recent and current
global economic crisis has made it tangible what
was in fact apparent even before: nothing guar-
antees the influx of direct capital, at least not at
the former rate. Earlier a lot of people argued
that joining the eurozone would eliminate the
problems related to the balance of payments,
since the deficient performance of the
Hungarian economy would “dissolve” in the
total performance of the eurozone. This chain
of thoughts seemed correct – up until the emer-
gence of the Greek crisis. However, since then
it has become clear that during international
storms even the protective umbrella of the sin-
gle currency may tear, and even the richer EU
member states find it difficult (and first and
foremost do not want) to protect from bank-
ruptcy those member states that live far beyond
their means. (The current payments deficit is
especially a symptom of this overspending.)

The almost autocratic economic philosophy
of the past decade has not only not promoted,
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but straightforwardly criticised the develop-
ment and implementation of macroeconomic
“management” and a national economic strate-
gy. According to the well-known main argu-
ment, the really suitable and competent eco-
nomic decision-makers are not the politicians
or state officials, but the market players. The
philosophy that constrained the state to two
areas of economic management, i.e. institution
building and regulation (and which gave prefer-
ence to deregulation over regulation in the lat-
ter case) even earlier seemed to be an effective
choice for developed, mature countries that
were well integrated into the international divi-
sion of labour. However, the international
financial and global economic crisis that began
to evolve in 2007 has fundamentally redrawn
the frontlines and has made the weaknesses of
this approach apparent. Today even the most
loyal advocates of the former theories are com-
pelled to admit (albeit usually not with self-
criticism, but with the “offensiveness” that has
always been characteristic of them...) that
strong and efficient regulation is needed, and
that the cause of the crisis is nothing more than
the failure of state regulation.

However, less mature economies have always
needed well-considered and properly imple-
mented economic strategies; and there is no
doubt that Hungary belonged and still belongs
to this latter group of converging national
economies. Therefore, the Hungarian economy
requires not only the “fine-tuning” of regula-
tors, but also very serious, profound reforms
that affect the structure of the economy, too.
According to the mainstream economic views,
this way of thinking belonged to the category of
“moral insanity” for a long time, and the eco-
nomic policy debates were confined to mone-
tary and fiscal affairs; strategy development was
considered as a shameful legacy of the era of the
planned economy. Of course, the insufficiency
of “fine-tuning” has become obvious in the
more developed countries too: the Lisbon

Strategy of the European Union – which is
known to be rather unsuccessful – reflects espe-
cially this realisation. The renewal of this strat-
egy in 2005 not only required the member
states to implement the reforms (national
reform programmes), but also mandated them
to submit annual reports on such reforms.

Therefore, for countries that wish to achieve
convergence and are required (or even forced
by international organisations) to eliminate the
long-standing balance deficits of their
economies, the creation of economic strategies,
and then the development and preparation of
macroeconomic planning on these foundations
are inevitable tasks.

The preparation of Hungary's 2nd National
Development Plan justifies the statements in
Gusztáv Báger's study at several points. Here
we just note one of these: the lack of harmony
among the different – “sectoral” – strategies.
Strong, central will is indeed indispensable for
making economic management harmonised,
coherent and plan based. (More or less this is
what modern terminology calls a “top-down”
planning method.) We feel that the concept of
good governance, which has been mentioned
so often lately, includes clear governmental
(national economic) intentions. However, it is
obvious that such a governmental will requires
broad social foundations. And for this we must
largely rely on the versatile, thorough and hon-
est utilisation of partnership – defined also in
the EU regulations. The reason behind this is
that economic managers and planning profes-
sionals alike are always very strongly inclined
to regard partnership, and eliciting opinions
from those affected as a sort of mandatory
task, and want to meet this requirement only
formally.

At the level of objective setting this attitude
is well characterised by the elaboration of the
National Development Policy Concept. The
planning staff of the National Development
Office took the partnership process very seri-
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ously, and organised dozens of such forums
both at national and regional level. Yet, the
objectives contained in the NDPC were
derived not from this concept, but from the
Prime Minister's speech given at the national
partnership forum of the National
Development Office (NDO) on 15 January
2005. (To prevent any misunderstanding we
must lay it down: in his speech the Prime
Minister did not rely on the preparatory mate-
rials given by the NDO…) These objectives
were then included – practically literally –
among the top priority objectives in the resolu-
tion of the National Assembly approved about
the National Development Policy Concept
within less than a year. The “versatility” of the
objectives is well evidenced by the list of prior-
ities included in the text of the National
Development Concept (i.e. not in the resolu-
tion of the National Assembly), which the
planners put into three groups: investments
into human resources, investments into the
economy and investments into the environ-
ment. The number of priorities rose to twenty
due to the fact that the Government kept
rejecting them as long as all ministries – then in
operation – felt that their areas too had their
“own priorities” included…

SHOULD THERE BE SECTOR SPECIFIC
PLANS?

Naturally, the answer to this question reflects
well the respondent's attitude to economic phi-
losophy. The development of sector specific
concepts, strategies and plans is also character-
istic of the genesis of the 2nd NDP.

First of all it must be put down: according to
the expectations of the European Union, the
plans should focus on the facilitation of conver-
gence – which is why regional policy is more
and more frequently called cohesion policy. The
Directorate General for Regional Policy of the

European Commission, which “orders” the
national development plans and strategies of the
member states thinks not in terms of sectors,
but in terms of concepts such as competitive-
ness, employment and innovation. Energy and
climate protection affairs have also been added
to the agenda in recent years. (Although the lat-
ter cannot really be regarded as a sector specific
issue.) This approach is also characteristic of the
Europe 2020 initiative, designed to replace the
much-criticised Lisbon Strategy, which formal-
ly lost effect in 2010. However, certain priority
sectors do pop up here too: information tech-
nology, energy policy and industrial policy. It is
true that in the EU industrial policy is more
about corporate policy (support to small and
medium-sized companies, development of a
business environment adequate for such com-
panies, i.e. the reinforcement of their participa-
tion in public procurements).

Coming back to planning in Hungary it can
be said that the sectoral aspect gained ground in
a unique way. Neither the National
Development Policy Concept, nor the 2nd

National Development Plan wants to deal with
traditional sectors separately (with the excep-
tion of transport). The development of informa-
tion technology, telecommunication, biotech-
nology and the health industry, as well as that of
business and logistics centres, the vehicle,
tourist, the environmental and the entertaining
industries were all included upon the Prime
Minister's “order”. (The sectors were selected
not by the National Development Office, but
by the Ministry of Economic Affairs, which was
more of a competitor than a partner of the for-
mer.) The personal changes that occurred in the
summer of 2006, and the role of Gordon Bajnai
in the development policy pushed the sectoral
approach into the background – at one of the
partnership meetings the government commis-
sioner called the preferential treatment of cer-
tain sectors a clearly obsolete practice. However,
times changed quickly, and by October 2008
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“the preferential treatment” of certain sectors
was again on the agenda.

As far as the future is concerned: it is evident
that the sectoral approach of the planned
economies cannot (and should not) return!
Hungary will not have a leather and shoe indus-
try strategy or plan. However, there are certain
national economic branches, or even industries
and sectors the development of which must be
supported and facilitated by the macroeconom-
ic management – as it is stipulated in the study
referred to above. It may even be necessary to
determine the desirable capacity or output at
the level of concrete target figures. Examples
for the former can be certain research and
development intensive activities that contain
much added value (biotechnology, nanotech-
nology), while examples for the latter may be
material (energy production, distribution net-
work) and non-material services (hospitals,
surgeries, schools, university courses).

In an open market economy with free com-
petition,3 which serves as a foundation for the
economic system of the European Union, too,
it is naturally not the task of the government to
determine the desirable volume of output by
the companies, sectors and activities. However,
there is one area of the national economy – edu-
cation and training – where the state must play
a much more conscious and explicit role than
today. It cannot be stated that market laws do
not at all apply to these areas, however their
scope is rather limited. The low level of
employment and the high unemployment rate
typical of the Hungarian economy are largely
rooted in the deficiencies of “training” and in
the structural inadequacy of the workforce. If
we want to remove these obstacles from the
path of Hungary's economic development, it is
advisable to influence and orient the develop-
ment of the structure of occupations with all
possible tools appropriate for the market econ-
omy. It is evident that the state can exert only
limited influence on certified accountants and

tax advisors, since those interested obtain these
qualifications primarily in private educational
institutions. However, the state and the min-
istry of education can efficiently influence the
output of low current electrical engineers, com-
munication experts or psychologists – for
example by limiting admissions to the latter
courses. The availability of well-qualified higher
education workforce is an increasingly impor-
tant factor in attracting foreign capital. And
through this the government can indirectly ori-
ent the shaping of the economic structure.4

MULTI-LEVEL PLANNING

The relevant regulation of the European
Union5 mandates not only member-state, but
also regional level planning and programming,
wherefore it goes without saying that the strat-
egy development and planning process must
also be multi-level. This is how the 2nd

National Development Plan was prepared in
Hungary during 2005–2006, which was a con-
siderable step forward compared to the compi-
lation of the 1st National Development Plan for
the years 2004–2006. The latter was strongly
criticised by the representatives of regional sci-
ences, because the – only – regional develop-
ment operational programme was elaborated
centrally, and it often disregarded the different
characteristics of the individual regions.

The regions took the compilation of the 2nd

NDP very seriously: the strategies of the dif-
ferent regions were developed after long
debates, with reliance on assistance from scien-
tific workshops, and with the involvement of
partners in several rounds.

During the compilation of the 1st NDP the
European Commission did not consent to the
elaboration and implementation of separate
operational programmes for the different
regions. This was explained by the shortage of
administrative capacity, in a dual sense: on the
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one hand, the Commission believed that the
regions of the eight new Eastern and Central
European member states were not strong
enough, and on the other hand the personnel of
the EC's Directorate General for Regional
Policy would have been insufficient to manage
and instruct so many inexperienced partners
who did not really know the European proce-
dural rules. Probably both statements were
true, but by 2005–2006 the Hungarian regions
became professionally equal to the task. 

IS THERE A NEED FOR AN ACT ON
MACROECONOMIC PLANNING?

The Constitution mentions the social and eco-
nomic plan of the country in several places
(among the tasks of the National Assembly
and of the Government), but for the time being
there is no high level legal regulation in force
that would stipulate the contents of this plan.
Therefore, even for formal reasons, an act on
planning would need to be adopted. It is true
that currently we are in the middle of a long-
term cycle (2010 is exactly the middle year of
the 2007-2013 period), but the Europe 2020
Strategy will also give enough tasks for the
public administration systems of the member
states, including Hungary.

However, during the elaboration of the act
on planning we must not lose sight of the sur-
rounding world: the simplification of regula-
tion has been put on the agenda both in the
European Union and in Hungary. This means
that the act must be simple, “succinct” and it
must get to the point. With a full six years of
experience on EU membership we can now
clearly see: Hungarian legislation should not
deal with issues that the EU regulates (e.g. con-
vergence programmes, seven-year country
strategies, or sustainable development strate-
gies). More precisely: the Hungarian “proce-
dural rules” must be developed while keeping in

mind those issues. Upon the request of the
Prime Minister's Office KPMG6 developed an
excellent, well-founded guideline; probably
something similar should be included in the
planning act, too.

Of course, the act in question should deal
with at least one more important issue: it
should develop the system of cooperation
among the different public administration bod-
ies and offices, and the “rights” of the planning
activity should be reinstated. After a decade-
long break following the change of the political
regime some macroeconomic planning has
resumed, (which has obviously differed from
the planning of the former system both in con-
tent and format). However, after the discussion
and approval of the 2nd NDP (or rather the
country strategy – called National Strategic
Reference Framework by the EU – and opera-
tional programmes) in Brussels the ministries
closed their planning divisions one after the
other. Although the National Development
Agency did continue the operation of the
Development Policy Academy designed to
organise professional further training courses
(primarily for laying the foundations and
establishing a standard methodology for the
assessment activity, which is closely linked to
planning), in the absence of an adequate act
this can only be regarded as the gratification of
the participants' (otherwise praiseworthy) pro-
fessional ambitions.

A PLAN IS WORTH MORE THAN IS
IMPLEMENTED OF IT!

According to the common belief, a plan is an
action programme, but at least a compass. In
fact, it is much more than that: according to the
requirements of the European Union, a plan
elaborated in partnership mobilises the people
concerned already during the preparatory
process. This type of mobilisation is important
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for professional planners, too, since planning is
a sort of competition: who can have more of the
topics, ideas and developments important for
him/her accepted? However, planning can have
an even greater influence on the different groups
of local governments, voluntary organisations
and people: at the hundreds of forums held dur-
ing the preparation of the 1st and 2nd National
Development Plans thousands of contributions
and opinions were shared with the planners.

Professional voluntary organisations provid-
ed serious methodological assistance to the
planners in the development of the appropriate
partnership process, and they did hold them
accountable for the jointly developed time
schedule and the implementation of the
approved principles.7

Yet, planning mobilises not only full-time
employees and “competent” voluntary organi-
sations with an international professional back-
ground: the mobilisation of single issue volun-
tary organisations and their membership is
equally important. The latter could put forward
their requests – or occasionally demands – to
the heads of the local governments, as well as
to the staff members of the regional develop-
ment agencies at local forums. The develop-
ment strategies and plans of many cities, settle-
ments, small regions, counties and regions have
been elaborated in this manner. This activity is
an unsubstitutable tool for community devel-
opment, which will be extremely necessary for
the development of a national development
strategy.
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1 See for instance: The tasks of the modern state.
Lectures held at the conference of the Hungarian
Economic Association and the Economic and Social
Council, 2009

2 From 1 July 2003 until 30 June 2006 the author
worked as the planning and then partnership vice-
president of the National Development Office (and
its legal predecessor, the Office for National
Development Plan and EU Support within the Prime
Minister's Office).

3 Article 119 of Treaty on the functioning of the
European Union.

4 Several multinational companies have established
research divisions in Hungary. For example, Siemens
moved one of its research units to Szeged, because
the standard of maths education is outstanding there.

5 Article 35 of Council Regulation 1083/2006/EC

6 Governmental Strategy Development Requirements
(KSaK)

7 First of all I would like to mention the significant
contribution made by NGOs for the Publicity of the
National Development Plan (CNNy). (See: www.
nonprofit.hu/cnny)

NOTES
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Éva Palócz

Planning in Hungary 
and the EU requirements

We can agree with the statements of Gusztáv
Báger's discussion paper, according to which
there would be a need to develop a coherent
strategy combining different policies and sectors,
economic and social goals and creating harmony
between the different areas and defining a long-
term framework and instruments of Hungarian
economic development. Countless sectoral and
policy strategies have been drawn up in recent
years (and so often been changed). In summary,
less would have been more: the efficiency of the
separate and uncoordinated strategies, which
lacked a coherent, holistic approach and long-
term vision, was extremely low, they practically
aimed at ticking off the task. 

All plans are worth as much as they accom-
plish. Therefore, one of the most important
components of long-term planning is the exis-
tence of political will. It is not worth develop-
ing long-term macroeconomic plans which lack
the political will to follow and implement
them, even if in the given moment they contra-
dict current political (popularity) considera-
tions, or do not adjust to political cycles. 

Long-term planning amalgamating economic,
social and ecological aspects in a sustainable
manner would be essential, also because it could
bring predictability to enterprises and house-
holds when taking decisions. Of course, this is

only true, if there is trust towards economic pol-
icy, an endeavour which may however take a
long time. Economic policy zigzags, improvisa-
tions and frequent changes in economic courses
are harmful as even those enterprises and house-
holds that otherwise wish to make long-term
plans are incapable of adjusting to them. In this
sense, long-term plans (which are followed)
could also set a positive example to enterprises
that often have no business plan, live from one
day to the other and to households that became
indebted beyond their means in the past few
years. However, economic actors can only
develop a vision, if they know what direction the
economic and social policy is likely to take in the
various areas which determine their life and
operation, such as the state wage policy, tax pol-
icy, infrastructure development, handling the
problems of social groups and regions lagging
behind, changing the most important elements
of the business environment and taking account
of environmental perspectives. 

PLANNING AND CATCHING UP

Although it often comes up in professional dis-
cussions, I do not find the contrast justifiable
between EU programmes and planning that
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focuses on the requirements of the Hungarian
economy and society, as the two are of com-
pletely different character. EU programmes
merely provide a framework for national
actions, because 

•these programmes are rather general: a
number of noble thoughts are presented,
but few concrete proposals are put forward
as to how these noble objectives will be
implemented;

•the European Union has limited instru-
ments to get the Member States to carry
out the tasks, which are loosely worded
anyway. 

The above facts mean that although
European programmes have rather low effi-
ciency, yet they do not put an obstacle to but
assist Member States to formulate “tailor-
made” national economic plans.

In order to support the above statement, it is
worthwhile to provide a brief overview of the
relevant European Union programmes issued in
the recent past. 

The European Commission published the
first Lisbon programme in March 2000, which
sets the goal for the EU “for the next decade: to
become the most dynamic and competitive
knowledge-based economy in the world, capable
of sustainable economic growth with more and
better jobs and greater social cohesion” (EU,
2000). In 2001, the Göteborg programme
added an environmental dimension to the eco-
nomic and social elements. The programme,
however, failed to specify how and through
what kind of instruments the European Union
will become the most competitive region in the
world.

The fate of the first Lisbon Strategy is well-
known. The bluntest assessment was made by
the Commission, headed by Wim Kok, in 2004
stating: “This disappointing delivery is due to an
overloaded agenda, poor coordination and con-
flicting priorities in addition to what it views as
the key issue of a lack of determined political

action” (Kok, 2004). Since that time, the
Lisbon Strategy has seen numerous “renewals”.
The latest new strategy, Europe 2020 (EU
Comission, 2010), was formulated in March
2010, and it basically sets the same goals, word-
ed and grouped somewhat differently (intelli-
gent growth, sustainable growth, inclusive
growth). There is nothing wrong with that,
who would not like to live in a knowledge-
based, dynamic and competitive economy,
where equal opportunities and social cohesion
prevail. The only trouble is that the European
Union does not possess sufficient tools to
achieve that the Member States act towards
these noble goals. Being aware of this short-
coming, the 2010 Strategy already declares that
“country-specific recommendations will be
addressed to Member States. Policy warnings
could be issued in case of inadequate response”.
This policy warning, however, is not likely have
a deterrent effect, if the delivery of a target is
not in line with the given country's own (pre-
sumed or real) interest.

The Europe 2020 Programme has received
several critical comments lately, chiefly because
of its failure to address the severe structural
problems, which impede the competitiveness
of European countries (an excessive and risk-
averse red tape, an oversized public sector of
low efficiency, the absence of targeted social
aids, etc.) (Wyplosz, 2010). In recent years and
decades, these problems have been the subject
of numerous studies in professional literature,
but relatively little attention was devoted to
them in EU documents. The reason for the lat-
ter is that the European Union has no power to
intervene in the Member States' economic
institution system. If it intervened, it would
surely be confronted with strong resistance,
and that is why programmes are drawn up at
such a general level. 

A symptomatic example for the failure of
actions, accompanied with concrete, palpable
steps and changes, was the reception of the
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Service Directive in 2004 (EU Commission,
2004). This directive has been one of the very
few concrete and ambitious actions of the
European Union, which aimed to facilitate the
flow of services between Member States and to
reinforce the internal market. The result was a
complete loosening, practically the rejection of
the directive by the Member States: finally, all
important components, which were designed
to strengthen the internal market, were
removed from the adopted directive.
Paradoxically, even beneficiaries of the directive
(for example, Hungarian trade unions repre-
senting workers who are interested in provid-
ing services in other EU countries) joined
forces with the movements rejecting the direc-
tive (the “Stop Bolkestein” campaign).

The Hungarian Government has always duly
met its reporting obligations, and these reports
always contained the required terminology.
The National Action Programmes (NAP) had
no relationship at all with the local economic
policy. In fact, they had often even no relation-
ship with reality. For instance, the NAP sub-
mitted at the end of 2005 was built on an unre-
alistic fiscal path, already in 2006 deficit rose to
more than double the planned figure, which
made the whole plan collapse, and as a result,
the first adjustment package in 2006 (which
was later followed by a second adjustment in
2009) changed the whole macro path. The
Hungarian NAP, drawn up in 2008, tackled all
the 24 European priorities, both in its target
and wording it is in conformity with the then
expectations of the Lisbon Strategy; that is
more or less all we can say about it.

Nonetheless, European initiatives are, in
spirit, in concert with the interests of the
Member States (and thus Hungary). Since
hardly any concrete proposals are put forward,
it is also missing from them what specific con-
tent should be added by the Member States.
Consequently, the question is not either or, but
rather, what kind of economic and social prior-

ities Hungary should develop based on the
given extremely wide European framework.

THE PRINCIPLES OF PLANNING 

As opposed to the four basic planning princi-
ples recommended in the above-mentioned
study, I would propose a somewhat different
framework for planning. The reason is that, in
my view, creating better synchronicity with EU
planning and decision-making cycles (principle
2) is not an essential problem for – as I men-
tioned above – almost anything good can be fit-
ted into the the EU strategy can accommodate
everything good and proper, and, even so far, it
was not the lack of harmonisation with the EU
that hindered the formulation of a coherent
economic strategy. Moreover, cycles adjust to
EU planning also because this is the basis for
receiving development aids from the European
Union, so harmony between the cycles is given
(let us not mention now the quality of
Hungarian development plans).

Since in a market economy planning may
only cover state duties, and may define at most
the operational framework of the competitive
sector, I regard it absolutely necessary to clear-
ly identify the areas of state intervention. This
includes the following areas: 

Direct public functions: the diligent man-
agement of state finances, ensuring the opera-
tion of public institutions, implementing infra-
structure developments and creating their
framework.

Quasi public functions: providing public
services either through public companies/insti-
tutions or by outsourcing them to private
enterprises.

State regulation: defining framework con-
ditions that determine the behaviour of eco-
nomic and social players, defining the statuto-
ry conditions of the business and social envi-
ronment (taxation rules, licensing rules includ-
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ing environmental licensing rules, operation of
the legal system, etc.).

It is important to define these frameworks,
because from time to time there are aspirations
that aim to specify certain sectoral preferences
in the economy. Two main trends were notice-
able in the recent past: one urged the develop-
ment of the so-called high-tech industries, the
other prompted the better utilisation of
domestic economic potentialities. Before dis-
cussing them, it must be pointed out that any
efforts to prioritise certain sectors with gov-
ernment tools represent a market distorting
element and give rise to overcapacities, and
thereby to the squandering of resources. If
public funds are granted to market economic
actors for the development of certain sectors,
then the efforts of enterprises are inevitably
channelled into that direction even if their
potentialities supported the choice of another
course. 

As regards high-tech industries, a distinction
should be made between high-tech industries
and high-tech activities. High-tech industries
also have low-tech elements (standardised
work requiring no skilled labour) and the
reverse is also true: there are high-tech seg-
ments in nearly all industries, including those
that are expressly regarded as low-tech indus-
tries at sectoral level. The textile and clothing
industries can be mentioned as an example,
which are qualified as sectors with low techno-
logical capabilities, although they have innova-
tion potentials. Contrary to Hungary, some
Western European countries could retain their
competitiveness in certain segments of the tex-
tile and clothing industries, precisely because –
as a result of significant research activities –
they introduced new types of materials and
production technologies. 

It is important to recognise the above fac-
tors, because if, in the future, the Government
wants to re-channel the resource allocation of
the New Hungary Development Plan to pro-

mote economic competitiveness (a positive
effort in itself) to a larger extent than before,
then its must inevitably withstand the endeav-
ours aimed at setting sectoral preferences.

The risk of market distorting elements holds
for the economic course, which is based on sec-
toral preferences built on local natural and tra-
ditional features. One can and must obviously
agree with the efforts that aim, for example, to
raise the processing level (value-added) of
Hungarian agricultural products and to sup-
port food industry investments. The indirect
role of state regulation becomes relevant in this
case when state regulation is targeted at sup-
porting agricultural producers' associations and
co-operations. But autarchic efforts lead to
economic and social losses just like the desig-
nation of sectoral preferences. In addition,
even the definition of traditional sectors is not
clear-cut, as the Hungarian economy was char-
acterised by wide-ranging sectoral orientation
in the last century. It is questionable that, for
instance, the high proportion of the machinery
sectors today is determined by the presence of
foreign enterprises and by a relatively low
domestic raw material base. These sectors are,
however, by no means alien to the traditions of
Hungarian production, because the Hungarian
economy had very strong machinery traditions
with a large number of highly skilled employ-
ees before World War II . 

Gusztáv Báger's study refers to the involve-
ment of civil organisations, which, indeed, is
very important for compliance with the plans.
A plan that is not built on a large social basis,
which accepts the fundamental principles of
the plan, is sentenced to death. Of course, this
also requires the “art of proportions” for it is
impossible to take into account all civil
demands, because it would result in hybrid
solutions. 

There is, however, another prerequisite: to
bring about harmony and co-operation
between state institutions. Several state initia-
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tives with a positive outlook have been aban-
doned or distorted in the past years due to a
struggle for positions among ministries. An
example to illustrate this failure is the intro-
duction of single window administration,
which has dragged on for years (although it
would have been a basic component of improv-
ing the business environment), because min-
istries could not reach an agreement on where
the centre of the single window administration
should be set up. Shaping the priorities and
actions of the New Hungary Development

Plan is now characterised by a similar struggle
for positions between the ministries and partic-
ipating organisations. 

The premise of long-term planning is there-
fore that the state must first clear up its own
house through achieving transparent – and
reduced – red-tape, sustainable fiscal path,
which do not carry the risk of repeated correc-
tions, and through clarifying the objectives,
principles and decision-making mechanisms of
public development projects using EU
resources. 
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András Vigvári

Is the conflict 
container full?
Some financial aspects for the assessment of the situation
and the transformation of the system

It sounds like a cliché, and a fact proven from
several aspects1 to state that the Hungarian sys-
tem of municipalities that was established in
1990 is characterized by excessive decentraliza-
tion and the role of the conflict container,2 as
well as the contradiction between the constitu-
tional situation and the financial regulation.3

What can be concluded from all this is that the
advantages4 of decentralization described in
normative economics were not fully realized in
practice. Although it cannot be denied that the
Hungarian reforms of public finances based on
the decentralization of conflicts significantly
alleviated the pains caused by the crisis of tran-
sition, we also have to see that the reserves of
this public policy approach have been exhausted
and this does not only jeopardize the utilization
of the advantages of EU accession. The condi-
tion of the Hungarian system of municipalities
does not even allow the implementation of a
social policy that is able to prevent the peripher-
ization of the country, nor can it guarantee the
minimum level of social cohesion and the com-
petitiveness of the economy. If we narrow our
statement exclusively to the direct financial
threats, we have to see that the indebtedness of
the municipality sector is one of the threats to
fiscal stability. 

In this study, I wish to describe the financial

situation of the local government system. In my
study, I have strictly examined only the finan-
cial aspects, I have not analyzed the deeper rea-
sons leading to the evolution of the situation,5

I have only tackled the issues of financial risk
management in the narrower sense of the word,
also in the proposal section. The study is not an
audit report, although it has made use of the
SAO reports. It is not only so because it does
not contain any individual, micro-level analy-
ses and does not deal with the assessment of the
individual risks. The situation is that the genre
of audit reports is based on evidence gathered
by the activities required by strict audit stan-
dards, and mainly relies on the completed
processes. In the study, the statements are sup-
ported by methods, evidence and arguments
used in scientific research, in it, I also strove to
make forecasts. Scientific methods of research,
especially the proposed diagnostic methods can
not only serve the analysis of the past but they
are also suitable for forecasting risks and mod-
eling the impacts of the expected changes. We
hope that this approach does not only help the
audit activities performed by the SAO but it
also contributes to the substantiation of public
policy decisions and the development of the
financial self-knowledge of the individual local
governments. 
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FINANCIAL RISKS INHERENT IN THE
LOCAL GOVERNMENT SYSTEM AND THE
INDICATORS OF MEASUREMENT 

In our view, the financial risks of the munici-
palities may present themselves in the forms of
the lack of funds, the lack of liquidity and the
lack of creditability. The lack of funds in budget
management means that no funds from the rel-
evant budget resource are allocated to the tasks
required by law. The lack of liquidity means that
there is no harmony in timing between the
planned incomes and expenses of the player of
the economy. Liquidity risks may present
themselves in the lack of liquidity, or in excess
liquidity as the other extreme. The lack of cred-
itability6 means that the municipality is not
able to meet the financial obligations that it
undertook. In the municipality sector, due to
the diverse forms of service organization and
the high level of freedom in assuming financial
commitments, risks outside the budget (in the
case of the economic associations owned by the
municipalities and performing obligatory
tasks) and off-balance sheet risks also appear
besides the risks that are directly reflected in
the budget. The off-balance sheet risks are
mainly represented in the form of long-term
commitments in the PPP contracts, as well as
undertaking suretyships and guarantees. 

We are aware of that the profitability of the
operations of the municipality sector is indicat-
ed by the quantity and quality of the public
tasks that are performed and the public servic-
es that are provided. It is in this comparison
that efficiency and profitability can be assessed.
Due to the general functions of the public sec-
tor, cost efficiency as a goal of financial man-
agement is preceded by profitability. Thus, we
will narrow down the financial approach, we
will not examine the cost efficiency and prof-
itability issues.7 This narrowed approach is jus-
tified by that the structural transformation of
the municipality system is made difficult by the

tensions that have accumulated and continue to
accumulate in the system, with which difficul-
ties the new government will also have to reck-
on. The study confirms our statement made
one year ago8 that the financial situation of the
sector is a significant obstacle to the structural
reforms within the sector, even if there is cor-
responding political intention. 

As in the case of all financial analyses, it
makes sense to start out from the system of
financial reporting, also in the case of the
municipalities. In the Hungarian public finance
system as well, three levels of the information
system are distinguished between. These are
the system of financial reporting applied in pub-
lic finances and aggregating micro-level infor-
mation, the public finance control and informa-
tion system, as well as the public finance statistics.
These three information system elements are
closely related to each other. However, the
micro-level (accounting) reporting system
used in Hungary, as well as the information
control system of public finances are the sub-
jects of numerous critical remarks.9 The
changes in the pecuniary positions of the play-
ers of public finances (including the municipal-
ities, which are the subject of this study) are
not appropriately reflected by the accounting
reports, neither are the financial risks appearing
in the sector or its individual units10 represent-
ed by the information and control system of
public finances. 

We have two ways to go in analyzing the
finances of the municipalities. In analyzing the
sector as a whole, or its individual groups, we
may use the data specified in the forms that are
prepared in the framework of the information
and control system of public finances as a basis.
Supplementary data are provided by financial
statistics, the financial invoices of public
finances, monetary statistics11 and the records
of the Hungarian Financial Supervisory
Authority (Hungarian acronym: PSZÁF), as
well as KELER Zrt (the Central Clearing
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House and Depository Ltd). When we analyze
individual municipalities, we can rely on the
financial reports and final accounts decrees of
the municipality in question. In the practical
analysis, the municipality funds flow and the
public budget balance that are prepared annual-
ly are usually used. It is common practice that
the economic associations “question” these
statements by using methods and indicators
similar to the reporting system. Besides the
routine, the analysts are inspired to do so by
the similar reporting systems of the two sec-
tors. However, the analyzing methods typical of
the business sector are unsuitable for the financial
analysis of the municipalities. In the following
section, we are going to make a proposal for
such a system of indicators which we think can
be a starting point for a more suitable, although
not perfect, tool for analyzing the financial situ-
ation of the municipalities.12 In developing this
system of indicators, financial capacity13 is a
key concept. The concept means the amount of
credit in the case of taking out of which the
charges involved do not jeopardize the ordi-
nary operations of the entity. In applying the
concept of financial capacity for municipalities,
and in quantifying thereof, we start out from
the municipality's budget.14 In the course of
this, we distinguish between the aggregates
that describe the current and investment budg-
ets. The economic explanation for this distinc-
tion is that the total budget deficit15 that does
not exceed the investment (capital) expenses is
also permissible in the long run, since in this
case, the municipality's property will not
decrease. The other important element is the
definition of the concept of gross budget sa-
vings. Budget savings are defined as the differ-
ence between the current revenues and the cur-
rent expenses, where the latter includes interest
payments. If we deduce the repayments of the
credits taken out earlier from the savings, then
we will arrive at the amount of net budget sa-
vings. This chart indicates the value of the

“freely disposable funds” that remains from the
current budget of the municipality after per-
forming its obligatory and voluntary tasks and
meeting its debt service obligations. This value,
more precisely, its dynamics and forecast may
be the basis for the calculation of the limit of
any prudent borrowing by the municipality. 

In establishing the proposed system of indi-
cators, beyond the professional considerations,
we kept in mind two practical methodological
aspects. One was that they should be calculable
on the basis of such primary data whose relia-
bility and comparability are ensured. The other
consideration was that the components of the
indicators should be clearly definable. These
indicators are suitable for the analysis of the
municipality sector as a whole, its specific
groups of players and its individual entities. Of
course, the level of the analysis defines the
depth of the accessible reliable information. 

We propose that a financial situation in its nar-
row sense should be presented according to seven
criteria. These criteria at the same time define
the contents of the specific indicators as well.
However, we should distinguish between the
criterion of the examination and the contents of
the specific indicator. The situation is that we
regard the seven criteria as permanent,16 while
we are aware of the fact that as the financial
architectures of the municipalities change, the
contents of the indicators that characterize the
criteria will also change, of course. Thus, there
are two questions that arise in relation to the
structure of the system of indicators, which are
partially independent from each other. One is
whether the proposed seven criteria are applica-
ble for the overall financial situation, given the
specific financial architecture of the local govern-
ments. The other question is whether the 
criteria are properly measured by the specific
indicators, as long as the criteria are acceptable.

By the financial architecture of the municipal-
ities, we mean the combination of the following
five criteria: 

TH
E 

TR
AN

SF
OR

M
AT

IO
N 

OF
 T

HE
 L

OC
AL

 G
OV

ER
NM

EN
T 

SY
ST

EM
t
t
t



Public policy challenges in the new decade 

483

TH
E 

TR
AN

SF
OR

M
AT

IO
N 

OF
 T

HE
 L

OC
AL

 G
OV

ER
NM

EN
T 

SY
ST

EM

t
t
t

•the mechanisms of the financial relation-
ships between the government levels, the
tools of vertical and horizontal redistribu-
tion. This includes the rules of tax sharing,
the techniques of allocating state contribu-
tions to the obligatory tasks, the procedure
for the subsidies' delivery,17 the tools aimed
to moderate the inequalities of the fiscal
capacities, 

•the right of municipalities to impose local
taxes, the system of local taxation,

•the strength of the ownership right of the
municipalities,

•the specific rules of the capital market con-
nections, the rules of involving external
funds,

•the hardness of the budget constraint, the
transferability of the current and capital
budgets and the procedures prescribed for
financial difficulties. 

The proposed three basic and four supple-
mentary criteria are as follows.

Liquidity indicator18 that indicates imme-
diate solvency. 

Financial sustainability indicator that indi-
cates creditability and is based on the concept
of financial capacity. It is an indicator that
shows the municipality's financial space to
maneuver. This indicator may be applicable for
assessing creditability.

Indicators showing the degree of indebted-
ness. This is an indicator that expresses the
comparison and burdens of the debt. This may
be suitable for assessing creditability (the
endogenous component of debt limitation). 

Indicator of fiscal capacity. This compara-
ble indicator reflects a municipality's own
income-generating power.

Revenue flexibility. This indicator basical-
ly shows the size of a municipality's space to
maneuver in generating its incomes. 

Expense flexibility. This criterion shows
the level of a municipality's independence in
determining its expense policy. 

Sensitivity indicators showing the expo-
sure to market risks. Exposure to market risks,
which may present themselves on the side of
liabilities but also, on the side of receivables or
income items. 

Table 1 illustrates the proposed system of
indicators. The proposed indicators partly
show stock data, partly reflect flow data. In the
case of the stock variables, one should pay
attention to that these should refer to the same
point in time, while the flow variables in fact
refer to a certain budgetary year. 

One of the most serious methodological dif-
ficulties is the distinction between current and
cumulative expenses. In our world character-
ized by financial innovations and structured
financing solutions,19 it is not always easy to
tell one type of such expenses from the other.20

It is important to carefully think over the
budgetary aggregates interpreted as the starting
point for the creation of the indicators. In the
case of the analysis of the municipalities, a clear
distinction must be made between the current
year and what we call GFS system income/
expenses/balance. The former basically reflects
the total impact of the financing operations,
while the latter only contains the interest
expenses and income. The use of current year
aggregates may cause considerable optical illu-
sions, since the current year balance contains
the utilization of cash reserves and/or the cred-
it income. 

The indicators, as long as they are not com-
posite charts, can only reflect certain aspects of
the phenomenon that is examined. When
describing a financial situation, several types of
indicators should be simultaneously applied in
order to make the financial situation and the
risks tangible enough. 

In the creation of the specific indicators, it
should be taken into account (and this also
leads to compromises) how reliable the data
are, and whether there are any such data at all
which measure the phenomenon in question. 



STATE AUDIT OFFICE CONFERENCE

484

TH
E 

TR
AN

SF
OR

M
AT

IO
N 

OF
 T

HE
 L

OC
AL

 G
OV

ER
NM

EN
T 

SY
ST

EM
t
t
t

Ta
bl

e 
1

GR
OU

PI
NG

 O
F 

TH
E 

NE
W

 IN
DI

CA
TO

RS
 IL

LU
ST

RA
TI

NG
 T

HE
 F

IN
AN

CI
AL

 S
IT

UA
TI

ON
 O

F 
M

UN
IC

IP
AL

IT
IE

S 

* 
ow

n 
re

ve
nu

e=
 lo

ca
l t

ax
+d

ut
y+

m
ot

or
 v

eh
ic

le
 ta

x+
 in

te
re

st
 in

co
m

e
**

Th
e 

va
lu

e 
of

 th
e 

de
bt

 in
cl

ud
es

 th
e 

pr
es

en
t v

al
ue

 o
f l

ea
si

ng
 a

nd
 P

PP
 c

on
tra

ct
s,

 a
nd

 th
e 

su
re

ty
sh

ip
s 

an
d 

gu
ar

an
te

es
 u

nd
er

ta
ke

n,
 w

ith
 a

 w
ei

gh
t o

f 5
0 

pe
rc

en
t. 

**
*b

y 
us

in
g 

th
e 

m
et

ho
do

lo
gy

 a
pp

lie
d 

in
 th

e 
ra

tin
g 

sy
st

em
 o

f S
ta

nd
ar

d 
&

 P
oo

rs
  

**
**

by
 a

pp
ly

in
g 

th
e 

pr
in

ci
pl

e 
pr

op
os

ed
 b

y 
IN

TO
SA

I (
IN

TO
SA

I, 
20

03
)

Ch
an

ge
 in

 th
e 

va
lu

e

of
 th

e 
in

di
ca

to
r.

Ch
an

ge
 in

 th
e 

va
lu

e

of
 th

e 
in

di
ca

to
r a

s

co
m

pa
re

d 
to

 th
e

be
nc

hm
ar

k 
va

lu
e.

Ch
an

ge
 in

 th
e 

va
lu

e

of
 th

e 
in

di
ca

to
r.

Ch
an

ge
 in

 th
e 

va
lu

e

of
 th

e 
in

di
ca

to
r.

Ch
an

ge
 in

 th
e 

va
lu

e

of
 th

e 
in

di
ca

to
r a

s

co
m

pa
re

d 
to

 th
e

be
nc

hm
ar

k 
va

lu
e.

Ch
an

ge
 in

 th
e 

va
lu

e 
of

th
e 

in
di

ca
to

r, 
an

d 
its

va
lu

e 
as

 c
om

pa
re

d 
to

th
e 

be
nc

hm
ar

k 
va

lu
e.

Ch
an

ge
 in

 th
e 

va
lu

e 
of

th
e 

in
di

ca
to

r, 
an

d 
its

va
lu

e 
as

 c
om

pa
re

d 
to

th
e 

be
nc

hm
ar

k 
va

lu
e.

 

In
te

rp
re

ta
tio

n-
as

se
ss

m
en

t 

de
bt

 e
xp

os
ed

 to

th
e 

ris
k 

of
 e

xc
ha

ng
e

ra
te

s/
to

ta
l d

eb
t;

EU
 s

ub
si

di
es

/to
ta

l r
ev

en
ue

;

ow
n 

re
ve

nu
e 

pe
r

in
ha

bi
ta

nt
 *

;

lo
ca

l b
us

in
es

s 
ta

x

in
co

m
e 

pe
r o

ne
 e

nt
er

-

pr
is

e;

∆
cu

m
ul

at
iv

e 
ex

pe
n

se
s 

/∆
to

ta
l e

xp
en

se
s;

∆ 
ow

n 
in

co
m

e*
/

∆ 
GF

S 
in

co
m

e;

Pe
r c

ap
ita

 

de
bt

**
/o

wn
 re

ve
nu

e*
;

an
nu

al
 re

pa
ym

en
t

ob
lig

at
io

n/
op

er
at

in
g

in
co

m
e;

ne
t o

pe
ra

tin
g

in
co

m
e/

 o
wn

 

re
ve

nu
e*

;

ne
t o

pe
ra

tin
g

in
co

m
e 

pe
r o

ne

in
ha

bi
ta

nt
;

de
po

si
t +

se
cu

ri-

tie
s 

fo
r e

nd
or

se
m

en
t /

de
bt

 s
er

vi
ce

 +
 s

ho
rt-

te
rm

 li
ab

ili
tie

s ;

liq
ui

d 
bo

rro
wi

ng
 +

sa
le

 o
f s

ec
ur

iti
es

 fo
r

en
do

rs
em

en
t /

GF
S

ex
pe

ns
es

;

Pr
op

os
ed

 
st

ru
ct

ur
e

Ill
us

tra
tio

n 
of

 th
e 

lia
bi

lit
ie

s 
ex

po
se

d 
to

m
ar

ke
t r

is
ks

 (t
he

 ri
sk

s

of
  r

ev
al

ua
tio

n 
of

 th
e

in
te

re
st

 ra
te

s 
of

ex
ch

an
ge

 ra
te

s)
 

Th
e 

in
di

ca
to

rs
 

re
fle

ct
in

g 
th

e 
re

ve
nu

e-

ge
ne

ra
tin

g 
"p

ow
er

"

an
d 

th
e 

we
ig

ht
 o

f t
he

m
un

ic
ip

al
ity

's
 o

wn

re
ve

nu
es

 

Th
e 

in
di

ca
to

r u
se

d 
fo

r

ch
ar

ac
te

riz
in

g 
th

e

le
ve

l o
f f

re
ed

om
 in

de
ci

si
on

-m
ak

in
g 

on

ex
pe

ns
es

 

It 
sh

ow
s 

th
e 

we
ig

ht
 o

f

th
e 

bu
dg

et
 re

ve
nu

es

th
at

 a
re

 fr
ee

ly
 

di
sp

os
ab

le
 b

y 
th

e

m
un

ic
ip

al
ity

.

Th
ey

 c
ha

ra
ct

er
ize

 th
e

we
ig

ht
 o

f t
he

 m
un

ic
i-

pa
lit

y'
s 

de
bt

s 
an

d

su
sp

en
de

d 
fu

tu
re

 

lia
bi

lit
ie

s.
 

An
 in

di
ca

to
r r

ef
le

ct
in

g

th
e 

le
ve

l o
f f

re
ed

om
 o

f

th
e 

m
un

ic
ip

al
ity

's

fin
an

ci
al

 d
ec

is
io

ns
, a

s

we
ll 

as
 th

e 
ab

ili
ty

 to

pe
rfo

rm
 it

s 
de

bt
 

se
rv

ic
e 

ob
lig

at
io

n

(c
re

di
ta

bi
lit

y)

Ch
ar

ac
te

riz
es

 im
m

e-

di
at

e 
so

lv
en

cy
. T

he

un
tim

el
in

es
s 

of
 th

e

re
ve

nu
es

 a
nd

 e
xp

en
-

se
s,

 o
r t

he
 s

tru
ct

ur
al

pr
ob

le
m

s 
of

 th
e 

bu
d-

ge
t m

ay
 c

au
se

 li
qu

id
i-

ty
 p

ro
bl

em
s.

Fu
nc

tio
n 

of
 th

e
fin

an
ci

al
 

in
di

ca
to

r 

Se
ns

iti
vi

ty
 

in
di

ca
to

r
In

di
ca

to
rs

 
ch

ar
ac

te
riz

in
g 

th
e

re
ve

nu
e 

(fi
sc

al
) c

ap
ac

ity
 

Ex
pe

ns
e 

fle
xi

bi
lit

y 
in

de
x,

EF
I*

**
*

Re
ve

nu
e 

fle
xi

bi
lit

y 
in

de
x,

RF
I*

**

In
de

bt
ed

ne
ss

in
di

ca
to

rs
 

Su
st

ai
na

bi
lit

y,
fin

an
ci

al
 c

ap
ac

i-
ty

 in
di

ca
to

r 

Li
qu

id
ity

 
in

di
ca

to
rs

 
Ty

pe
 o

f 
fin

an
ci

al
 

in
di

ca
to

r



Public policy challenges in the new decade 

485

The indicators can be used for several differ-
ent purposes of analysis. They can be made suit-
able for forecasting system-level risks, and
examining certain types of municipalities, as well
as for analyzing the municipalities. The goals of
the analysis determine the technique of analysis,
and also, how we evaluate the calculated values.
The indicators can be calculated on the indivi-
dual level, for a group regarded as homogenous,
a type of municipality, or the sector as a whole.
In the case of the individual indicators, the val-
ues that can be interpreted and the benchmarks
can be of several types, depending on the type of
the indicators. Our proposal on interpretability
is contained in the last line of the table.

The proposed indicators start out from the
data that can be calculated from the public
finance information and control system.
However, we have to say that the current sys-
tem of forms that serves as the basis for the
data indicated in today's public finance infor-
mation system is both redundant and incom-
plete. It is probable that the majority of the infor-
mation specified in the forms is unsuitable for
performing such types of analyses, they are not
really utilized in financial planning either, so
their production and processing incur unneces-
sary costs. The lack of data on off-balance sheet
and out of the budget items considerably reduces
the transparency of the sector. Still discussing
the financial aspects, it would be important to
be familiar with the portfolios and composition
of suretyships and guarantees, as well as PPP
contracts. The off-balance sheet data bear signi-
ficance because they will represent themselves
as actual liabilities in a later period with some
level of probability. These items mean a kind of
“virtual bridge” between the present and the
future. In the case of the PPP contracts, these
expenses will be incurred with a probability of
almost 100 percent, this is why it is possible to
define the present value of the liability. In the
case of suretyships and guarantees, these
should be reckoned with at a proportion

weighted by the probability of redemption.
The risks outside the budget include the range of
economic associations that belong to the
“quasi-fiscal” scope, which count toward the
sector's deficit according to ESA95, as well as
the debt.

In the case of some of the proposed indica-
tors, the category of “own income” fulfills an
important role. This is highly sensitive to the
regulation at any time,21 as well as to the regu-
lation of funds.22 In principle, the local public
revenues,23 the institute's own revenue, the uti-
lization fees and the property utilization
income all belong here. Shared taxes can also be
listed here in a certain regulatory environment.
This means that one has to be careful when
defining this specific item.  

As a result of cashflow-based accounting,
there may be such “creative techniques” in
recording liabilities by using which, for exam-
ple, the law on the tax settlement of the munici-
palities can be evaded. The “concealment” of
liabilities overdue by more than sixty or ninety
days is established practice. 

By way of concluding this methodological
section, I would like to mention that, during
the testing of the proposed indicators, the fine-
tuning of the contents thereof, or the need to
generate new indicators will obviously come up
as an idea. The development of these indica-
tors, and those that may serve other goals of
analysis may play an important role in the mod-
ernization of the public finance information
system, since they contribute to the specifica-
tion of the requirements from the data “to be
delivered” by the information system. 

THE FINANCIAL SITUATION OF THE
MUNICIPALITY SECTOR 

The twenty-year-old system of local govern-
ments is ridden with a number of internal con-
tradictions. These stem partly from the exag-
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gerated solutions of the Local Government Act
adopted in 1990,24 and partly from the political
opportunism of the past twenty years. The
point of the latter phenomenon is that the
reduction of the state tasks arising from the
change of the political regime was usually real-
ized by the governments at any time through
the decentralization of the ensuing conflicts.
Paradoxically, the reduction of tasks was
accompanied by such a legislative process as a
result of which such professional laws were
adopted which stipulated excessive require-
ments as compared to the country's level of
development. This also means that in the local
government system as a conflict container,
such contradictions also appear whose treat-
ment is obviously not the responsibility of the
governments on the lower levels.25 It meant a
significant further burden that by weakening
the mid-level of the municipalities, the finan-
cial relations between the government levels
became excessively centralized. The tense con-
tradictions could be handled by the fiscal poli-
cy of the government at any time, which had an
increasingly destructive and erosive effect on
the operation of the system. The final outcome
of this was that the larger municipalities
responded to the situation by getting indebted,
while the majority of the smaller local govern-
ments can be kept on the verge of operability
by interfering individually.26 Due to these phe-
nomena, the financial situation of the munici-
palities came to the center of professional and
political public speech and in many analyses,
alarm bells are sounded.27 Within the available
space, we will deal with two issues. One is how
critical the level of indebtedness of the munici-
pality sector can be regarded. The other one is
to what extent the local government system
jeopardizes the country's fiscal sustainability.

In our opinion, the critical situation predicted
by the representatives of the more pessimistic
approaches already for the end of 201028 will not
necessarily develop. The financial hardships of

the small municipalities struggling with finan-
cial difficulties mostly in the villages would
already be treatable   by appropriately working,
transparent fund management as early as from
2011. The financial difficulties of the large,
highly indebted local governments may
become acute after 2013. Until then, there is
still some time for stabilization,29 which would
avoid the “rewarding” of the prudent munici-
palities, which have undertaken moral risks in
the past few years. During the transformation
of the municipality system of a reform scale,
besides the structural, organizational and
financial issues, the definition of state tasks, the
sharing thereof between the state and the munici-
palities, as well as the different types of munici-
palities are fundamental issues, along with the
definition of the minimum scope of necessary
local public services. The municipality reform
may turn out to be a process lasting for several
years, in which it will (also) depend on the
applied financial solutions how painless the
development of the new system will be.

The indebtedness of the local 
governments and financial stability

As is familiar, since the end of 2006, the munici-
pality sector has seen the beginning of an
indebtedness process, which can be regarded as
atypical from several aspects. The atypical
nature30 of the process was represented in that
it was characterized by a kind of political anti-
cyclicity after the local elections. The other
such sign is the instruments of indebtedness
and their denomination. The private, mostly
Swiss Frank-based placements prove that the
lending banks, making use of the then favorable
money market situation, similarly to what was
experienced in the retail segment, strove to
increase their business activity and through
this, their profitability in this market segment
as well. It can also be stated that the banks
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extended credits without taking the aspects of pru-
dence into account. This is shown by Chart 9 in
the later part of this text, and also, that the
municipality category (county municipalities),
which practically has no own income poten-
tials, was granted significant amounts of credits
by the banking system. The explosive nature of
the process is shown by Chart 1.

It is also true that, seeing the processes, the
financial government made an absolutely
unjustified announcement on the introduction
of tightening measures31 on taking out loans
first in April 2007, then in the autumn of the
same year. The unjustified nature of the
announcement is due to three reasons. In the
then political situation, there was no chance at
all for this cardinal statutory change. Second,
even if there had been any, such information
would necessarily have resulted in bringing the
issuances forward, at the time of the turn-
around of the amendments. This is what in fact
happened. Third, the regulation elaborated by
the Ministry of Finance and submitted in the
autumn of 2007 is strongly debatable from a
professional aspect, thus the legislator would
not have achieved its aim even in the case of
potential approval. 

Chart 2 shows the turnaround of the
issuances in time. It is noteworthy that the
issuance of the highest amount (including the
highest proportion of Swiss Frank denomina-
tion) took place in 2008, when the financial cri-
sis started to unfold. The other noteworthy
information is the 2010 data, which shows that
after the strong decline of 2009, new dynamics
are expected. This is not to be considered atypi-
cal any more, as 2010 is an election year. 

It is obvious from Chart 3 that these private
placements were performed with rather long
terms. From the point of view of political econ-
omy, such long terms mean the shifting of
political responsibility, especially if they
involve long grace periods. Responsibility may
be shifted to a later generation of the local

community in question and/or to a wider range
of taxpayers. In the latter case, local borrowing
is a typical “stowaway problem” (Balassone et.
al., 2004). From a financial aspect, we can also
say that, since at the time of the issuances, spe-
cific purposes for the loans were very rarely
defined, longer terms are bad rather than good
news. The situation is that if a capital invest-
ment is recovered from, say, fee income, during
20 years, then the term of the external fund will
also be around 20 years, expediently. As long as
no purpose is defined, then both from the nar-
row financial and the broader political and reg-
ulatory perspectives, longer terms will prove to
be a risk rather than an advantage.

The financial crisis that set in from the third
part of 2008 created a new situation for the debt
of the municipalities as well. The strong fluctua-
tion of the exchange rates was just the lesser
problem. This, though, deteriorated the munici-
palities' positive balance of the carry trade
operations32 performed with some of the funds
that flowed in from the issuances. Chart 4
shows the effects of revaluations. The real
problem was rather due to the fact that the sub-
scribed, long-term forex bonds were covered
by the banks from short-term, mostly a few
months' money market funds. The volatiliza-
tion of these funds caused liquidity problems
for the banks on the one hand, and made the
refinancing costs of the bonds permanently
higher. These changing conditions will exert an
unfavorable effect on the municipalities for a
longer term. The liquidity problems of the
lending banks (those subscribing the bonds)
were partially resolved by NBH by accepting
these bonds for the repo operations, and on the
other hand, some of these instruments were
bought by some specialized financial institu-
tions from other EU countries from the
Hungarian banks that performed primary sub-
scriptions. It should be noted that the market
risk of the bond debts denominated in the cur-
rency of the municipality does not only arise
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Chart 2

MUNICIPALITY BOND ISSUANCES BY YEARS

Source: KELER Zrt. 

Chart 1

TOTAL MUNICIPALITY BOND PORTFOLIO AT THEIR PRICE OF ISSUE 
(2001–Q1 2010)

Source: KELER Zrt. 
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Chart 4

REVALUATION OF MUNICIPALITY BONDS 
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Chart 3

DISTRIBUTION OF MUNICIPALITY BOND ISSUANCES ACCORDING 
TO MATURITY STRUCTURE

Source: KELER Zrt. 
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from the exchange risks but also from the
interest rate risks. Since these schemes have
variable interest rates, the increased refinancing
costs of the banks considerably increase the
financing burdens of these instruments. 

In the financing decisions substantiating the
involvement of external funds, the municipali-
ties have to take several viewpoints into
account in order to be able to make good deci-
sions on the selection of the instruments of
external funds. The two basic instruments are:
taking out credits from banks and issuing
bonds. In the framework of this study, it is not
possible to present the various versions of the
two basic instruments. However, from the
aspect of the Hungarian developments, two
issues should be highlighted33 related to the
issue of credits vs. bonds. On the one hand, in
Hungarian law, the issuance of bonds, for rea-
sons not exactly familiar,34 is not the subject of
public procurement, thus competition is less
transparent in this market. The other impor-
tant issue is that while the bank credits are only
available to the users on certain conditions,
even after the assessment of creditability, a
bond issuer that is qualified as creditable more
or less freely and immediately disposes over the
involved amount. Thus, an important institu-
tional control is missing35 from the process of
involving funds. Attention should also be called
to that besides the two basic instruments, there
are such which can be regarded as “concealed
borrowing”, which are thus also hidden risks.
These are the leasing and PPP schemes. These
financing techniques mean financial innova-
tion, and their function is, partially, to appro-
priately allocate the financing risks related to
the complex and long-term projects, and par-
tially, to circumvent the various regulatory
frameworks.36 It is common in both forms of
fund involvement that the assets that are
financed in such a way are not represented in
the balance sheet of the municipality during the
term of financing, the burdens of financing are

actually the lease fee and the PPP fee that for-
mally count as current expenses. This fact is
important because the representation of these
items among long-term liabilities37 is not obvi-
ous. From the aspect of contents, PPP is a mis-
leading name, as it is not in every case that 
genuine risk-sharing is established between the
private investor and the budget. 

However, the involvement of external funds
by the municipality always has such an upper
limit both from the side of the creditor and the
borrower, the reaching of which gravely jeop-
ardizes the creditability of the municipality in
question. This upper limit of indebtedness can
be measured and quantified by using the con-
cept of “financial capacity”.

Chart 5 shows that the increase of the funds
of the municipalities was typically due to the
“external funds” coming from the bond
issuances. This, however, may appear as “own
funds” in everyday financial management,
which may lead to serious “optical illusions”. It
also turns out from the chart that the munici-
palities reserve a decreasing proportion of the
issued bonds as bank deposits. 

The credit decisions of the commercial
banks that finance the municipalities are driven
by several factors at the same time, the motives
of which can be seen in the NBH lending sur-
vey.38 The lending decisions and those on the
subscription of the issued bonds are of course
preceded by a debtor rating procedure but the
decisions on the actual allocations are primari-
ly not driven by the conclusions reached in the
credit risk proposals. The situation is that the
banks regard the municipalities as the clients
with the lowest risks. Furthermore, the direct
and cross-selling39 revenues from account
management are an important aspect and a
competitive advantage40 in the market. Besides
all these, “questions of prestige” and strategic
aspects also play an important role, which are
caused by the strong competition on the sup-
ply side. Our research has shown that the
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debtor and credit rating systems of the banks
are not able to reflect the actual risks involved
by the allocations. This is partly explained by
the information asymmetries between the
banks and the municipalities, which limit the
clear sight of the creditors with regard to the
financial management of the municipality in
question. The main reason for this lies in the
current standards of the financial reporting
system and the public finance information sys-
tem.41 We think that the system of indicators
described earlier better supports risk assess-
ment in the current public finance information
system as well. A genuine solution would of
course be the modernization of the public
finance information system. 

The behavior of the creditors (the banks
subscribing the bonds) is characterized by a
certain level of irresponsibility as well. It also
turns out from the lending survey that they
count on the state to save them if the large local
governments face financial difficulties. The

municipalities that struggle with payment
problems may initiate the launching of a debt
settlement procedure, and they are actually
obliged to initiate such action against them-
selves if they have liabilities overdue by more
than 90 days. It is not only the municipalities
that may exercise this right but any of the credi-
tors or suppliers may initiate the launch of a
debt settlement procedure. This statutory pos-
sibility means that in the case of a debt settle-
ment procedure, the long-term liabilities will
also become the subject of the procedure,
which will deteriorate the position of the lend-
ing banks. Although it is stipulated by the Act
on Debt Settlement Procedure that the state
will not be held liable for the obligations
undertaken by the municipalities, the banks
still think that the funds allocated in this sector
are somehow covered by implicit state guaran-
tees. This is a typical case of the moral hazards
taken by the municipalities to the detriment of
the sovereign state level.
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Chart 5 

EVOLUTION OF THE FUNDS OF THE MUNICIPALITES 
AND THE ISSUED BONDS

Source: NBH
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From Table 2, you can see that in the banks'
allocations, direct municipality exposures have
almost tripled. It is not possible to make state-
ments on the indirect impacts, since we do not
know the borrowing data of the companies
owned by municipalities.42 All in all, what we
can say is that although the risk level of the
municipality client segment is rising, they do
not mean a critical factor for financial stability
at the moment. It is not to be excluded that in
the situation that has evolved, a need for con-
solidation will present itself with regard to the
direct municipality debts (bank credits, bonds)
within a few years. What is more, as a result of
the size and concentration of the exposure, this
also jeopardizes financial stability, due to the
deterioration of the banks' credit portfolios. At
this point, it should also be noted that long-
term indebtedness renders the structural
reforms in the municipality system difficult for
this reason as well. The significant transforma-
tion of the local taxation system (such as the
cancellation of the local business tax) directly
affects the creditability of the municipalities,
and through this, the quality of their liabilities.

In the case of a major reshuffling of responsi-
bilities and competences and the related
changes in fund structure, it is not only the
current ownership relations of the municipali-
ties that will cause problems but who will
inherit the earlier debts will also be raised as a
question. In the case of the transformation of
the Budapest municipality system and the
reshuffling of responsibilities and funds
between the county municipalities and those of
the cities with county rights, this will be an
important “question of detail”.  

The effect of the municipality system
on fiscal stability 

The sustainability of the Hungarian public
finance system should be jointly ensured by the
central and local levels of the budgetary sector.
The local government sector, which accounts
for almost one quarter of the expenses of pub-
lic finances, continues to carry fiscal risks,
which have even strengthened since our study
prepared in 2009.43 Some of the fiscal risks aris-
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Table 2

THE EXPOSURE OF DOMESTIC BANKS TO THE MUNICIPALITIES*

2002 2003 2004 2005 2006 2007 2008 2009
Forint credits (billion HUF) 91.9 115.5 135.5 167.3 263.9 267.9 239.9 276.1

Forex credits (billion HUF) 19.9 25.8 37.8 62.1 67.2 74.3 92.4 98.6

Bonds denominated in Forints (billion HUF) 1.7 2.0 1.9 1.5 2.2 25.4 47.4 79.0

Bonds denominated in foreign currency 

(billion HUF) 0 0 0 0 21.8 166.1 349.1 425

Total exposure (billion HUF) 113.5 143.3 175.2 230.9 355.1 533.7 728.8 878.6

Municipality exposure as the percentage 

of the balance sheet total 1.0 1.1 1.2 1.3 1.7 2.2 2.3 2.7

Exposure of the six banks that took part 

in NBH's lending survey – – – – 2.7 3.4 3.8 4.5

Proportion of foreign currency financing (%) 18 18 22 27 25 45 61 59.7

Proportion of long-term financing (%) 77.50 79.70 78.10 76.60 80.50 87.10 91.21 90.7

*The banking system excludes MFB (the Hungarian Development Bank), KELER (the Central Clearing House and Depository) and EXIM (the
Hungarian Export-Import Bank)

Source: NBH
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ing from the sector include the risks involved
by the increased GFS deficit and the unpre-
dictability of the deficit. Table 3 indicates that
it is also reckoned with in fiscal planning. 

The aggregated GFS deficit of the sector
improved by more than 100 billion Forints
from 2006 to 2007. In 2008, the position
improved by a further amount of 70 billion
Forints. This happened despite decreased cen-
tral support. We have to mention two such fac-
tors which had a one-time effect on the overall
balanced budget. One of these was the high
amount of interest income in 2008, the other
one was the nominal decrease in cumulative
expenses. While cumulative expenses amount-
ed to 682 billion Forints in 2006, the respective
amount was 583.7 billion Forints in 2007 and
550 billion Forints in 2008.

It turns out from the budgetary data that the
contribution of the municipality sector to the
consolidated public finance deficit is growing
both in the cash-flow and the ESA data. 

For 2010, the budget reckons with a munici-
pality deficit that will reach 0.6 percent of the
GDP (twice the amount of the previous years),
which will very probably be even higher. Two
factors that strengthen each other need to be
emphasized. One of these is that, due to the
bond issuances, a significant part of the liquid-
ity that has accumulated in the municipality
system is being spent. The probability of this is
strengthened by that 2010 is also the year of

local elections, and what is more, as has already
been mentioned, the past few years have seen a
nominal reduction in the municipality cumula-
tive expenses as well. These facts signify signi-
ficant postponed investments, which are in line
with the goals of the central government. It is
especially important to mention the spending
related to EU tenders here. However, it is hard
to imagine that this self-restraint will be exer-
cised again, as is explained in the 2010 budget.
It may mean a further negative effect, although
to a lesser extent, that the improvement of the
net interest position that showed a negative
value of 12 billion Forints back in 2007 to 15
billion Forints by 2009 is not continuing, and
what is even worse, the balance is expected to
be deteriorated by the net interest position by
2010. This group of factors means the effects
that are hard to control for the central govern-
ment. 

The other group of factors can be controlled
by the central government, in principle. It is
this group of factors that is usually taken into
account by the professional public opinion and
the analysts. The National Bank of Hungary
counts on that the central budget's expenses on
municipalities will exceed 0.3 percent of the
GDP. The underplanning of the expenses by
the “Way to Work” program (0.1–0.2 percent)
and BKV's (the Budapest Public Transport
Co.) need for extra support44 are considered to
be the main contributing factors to this. 
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Table 3

DEFICITS OF THE CENTRAL BUDGET, THE MUNICIPALITY SECTOR AND THE PUBLIC FINANCE
SYSTEM EXPRESSED AS A PERCENTAGE OF THE GDP 

Description 2008 2009 2010
Cash-fflow  Cash-fflow  ESA  Cash-fflow Cash-fflow  ESA  Cash-fflow Cash-fflow  ESA  

plan actual actual plan preliminary preliminary plan actual plan
actual actual

Central budget –4.2 –3.3 –3.6 –2.8 –2.6 –3.0 –3.2 – 3.3

Local governments –0.4 0 0 –0.5 –0.3 –0.4 –0.7 –0.8

Public finance, total –4.7 –3.5 –3.8 –3.2 –3.6 –3.8 –4.2 –3.8

Source: own edition on the basis of data from KSH (the Central Statistical Office) and PM (the Ministry of Finance)
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The reduction of the net financial property
of the municipality sector may be considered a
sign for concern, which is illustrated by Table 4.
This value was calculated on the basis of the
NBH data but differently from the methodolo-
gy applied in the SNA financial accounts. The
difference comes from the fact that from the
difference between the financial assets and the
liabilities, we deduced the value of other shares
and participations. These mean participations
in the economic associations owned by the
municipalities and performing obligatory local
government tasks. We applied the different cal-
culation method based on the consideration
that financial property (financial assets)
includes an item which is an asset in the formal
accounting sense but it is more a liability in the
economic sense. This item is the participation
of the municipalities in the economic associa-
tions that they own. The overwhelming major-
ity of these economic associations perform
obligatory local government tasks. The mar-

ketability of these business shares is limited,
the municipalities are obliged to perform these
tasks even when the economic associations face
financial hardships. These balance sheet items
are assets (positive assets) according to the for-
mal accounting approach, still, in the economic
sense of the word, they are not assets, they are
rather liabilities, since these companies per-
form such tasks with assets in deteriorating
condition whose provision the municipalities
cannot terminate. Whether we think of the
water utilities network or the city public trans-
port networks, or even the economic associa-
tions that run these, we can see material risks in
their operations. The potential credits of these
companies are usually guaranteed45 by the
owner. This is why we followed the line of
thought whereby we deduced the value of
other shares and participations from the differ-
ence between financial assets and liabilities.
Thus, we interpreted these participations in the
economic associations owned by the munici-
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Table 4

CHANGES OF THE NET FINANCIAL PROPERTY OF THE MUNICIPALITY SECTOR 
(HUF billion)

Description 2002 2003 2004 2005 2006 2007 2008 2009
Financial  assets 1  104 1  074 1  134 1  132 1  136 1  251 1  483 1  453

Cash, deposits 220.5 212.6 243.0 241.2 274.6 382.1 522.3 544.5

Securities other than shares 76.9 55.3 70.7 52.5 42.5 50.7 89.4 25.6

Credits, loans 70.6 71.3 79.4 84.2 82.8 60.8 63.9 79.3

Ownership shares 697.7 692.2 697.5 705.9 710.5 700.3 754.5 746.4

From these, shares on the Stock Exchange 19.4 25.6 36.3 45.4 45.4 25.6 18.7 4.3

Investment units 15.8 14.1 16.7 15.7 11.8 16.4 13.2 9.6

Other shares, participations 662.5 652.5 644.5 644.7 653.3 653.3 722.5 732.5
Liabilities 400 426 533 647 822 1030 1208 1.297

Securities other than shares 24.5 5.7 6.5 4.4 27.4 209.2 436.5 485

Credits, loans 241.6 276.7 366.6 415.4 543.8 576.8 564.8 594

From these, credits from Hungarian credit 

institutions  115.1 144.0 182.4 241.5 347.3 358.5 348.4 379

Credits taken from abroad 46.9 62.4 83.7 100.3 122.9 132.2 131.7 148
Net  financial  property* –5.0 –43.7 –160.0 –339.7 –427.2 –447.6 –576.5

*Value calculated differently from the SNA methodology 

Source: NBH
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palities and performing obligatory local gov-
ernment tasks as “neutral” items, i.e. ones that
do not increase or decrease the property.

It causes a problem in itself that practically
no information is available on the quasi-fiscal
sector of the local government economy. In Table
5, we have summarized those pieces of infor-
mation which was available from the public
finance information system for this scope of
the players of the economy for 2007. Since the
role of the economic associations is different
for the different types of municipalities, we
have shown the data in such a breakdown.  

We can only have suspicions on the financial
situation and role of the economic associations
owned by municipalities in the current public
finance information system and on the basis of
tax statistics.46 The magnitude of the signifi-
cance of the public utility companies owned by
municipalities is indicated by HVG's TOP 500
statements.47 What turns out from the situa-
tion of the capital is that the public utility com-
panies mean an important part of municipality
financial management, as only the number of
the employees of the 5 largest companies is
around 20,000. In 2008, the budgetary expens-
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Table 5

NUMBER OF ECONOMIC ASSOCIATIONS OWNED BY MUNICIPALITIES AND OWNER 
LOCAL GOVERNMENTS

Majority local government/economic  Municipality-owned in 0–50 percent
Type of municipality associations owned by multi-purpose associations owned by multi-purpose

small region associations small region associations
Capital

Companies  40 4

Owner local government 1 1

Capital district

Companies  69 40

Owner local government 20 20

Village

Companies  509 669

Owner local government 828 828

County

Companies  28 59

Owner local government 14 14

City with county rights

Companies  198 141

Owner local government 23 23

Town

Companies  52 54

Owner local government 61 61

City

Companies  422 431

Owner local government 201 201
Total

Companies    1318 1398

Owner  local  government  1148 1148

Source: Hungarian State Treasury
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es of the Municipality of Budapest calculated in
the GFS system amounted to 436.5 billion
Forints. The annual revenue of the largest pub-
lic utility companies fully owned by the
Municipality of Budapest was 38 percent of the
budget of the Municipality of Budapest (by
taking all the listed economic associations into
account, 51 percent). They also represent con-
siderable weight in the case of the cities with
county rights. Debreceni Vagyonkezelõ Zrt
(Debrecen Asset Management Co.) is at place
375 of the HVG top-list with its annual rev-
enue of 20 billion Forints. This is about 40 per-
cent of the city's budgetary expenses.

A FEW THOUGHTS ON THE MODERNIZATION
OF THE MUNICIPALITY SYSTEM 

The overview presented in the previous section
also confirms the majority professional opin-
ion that the 20-year-old system should be para-
digmatically reconsidered. In this section, we
have explained our thoughts on this subject in
such a way that we have established links with
the proposals of some other research programs
that took place at ÁSZKUT.48

We think that the key area of the meaningful
modernization of the public sector is the system of
local governments. This is so not because this is
what most of the money is spent on, and not
even because we think that it is here that we
have the highest amounts of reserves. The rea-
son is simpler, and at the same time, more com-
plex that that. We refer to the role of conflict
container49 fulfilled by the sector and also, that
the realized decentralization does not really
support the enforcement of the subsidiarity
principle. We firmly believe that the majority of
the problems to be faced in the upcoming peri-
od (in the area of the protection of the envi-
ronment, the meeting of the EU requirement
on sewage cleaning, the improvement of com-
petitiveness at the local sites, employment,

implementation of Roma integration, the treat-
ment of deep poverty, etc.) cannot be resolved
without the modernization of the system of
local governments either. 

It is a further important argument of ours
that the key issue of reconsidering state involve-
ment50 and the reshuffling of priorities is the
reshuffling of tasks between the central and local
levels. We think that the elaboration of sys-
tems-based reforms may be the result of the
cooperation between several professions and
politicians. We are also sure that several possible
and viable solutions exist. In the following part
of the article, we meant to show how the birth
defect of the current “Hungarian model” can
be avoided, namely that a new “mule” is born
by using the elements of the various interna-
tional “models”.

The paradigmatic and comprehensive mod-
ernization of the municipality sector should be
tackled in a systems-based approach in two
aspects. On the one hand, integration into the
Hungarian public policy situation is an impor-
tant question of consistency, i. e. the coherent
system of the distribution of tasks between the
individual levels of government, the clear defi-
nition of the contents of the undertaken public
tasks in a financeable extent.51 On the other
hand, the issue of sub-national governments
should also be tacked in a complex manner, in
at least four dimensions. Based on these dimen-
sions, a high, if not infinite number of good
solutions exists. One thing is for sure.
Disregarding any of the dimensions in the
course of the implementation of the structural
reforms will necessarily lead to inconsistencies.
When we are talking about complexity, we do
not mean that the problem needs to/may be
solved “in one rush”. However, the individual
partial reforms have to be consistent and they
should have in mind some kind of vision, which
is based on a professional and political consen-
sus. In the next part of the study, we would like
to bring up those main issues which have crys-
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tallized about the municipality reforms as a
result of the various research efforts.52 We find
it important to note that in the course of mak-
ing decisions, the legislators should endeavor
to establish a consistent system.53

With regard to constitutional status and pub-
lic administrative position, we will mention
three key issues. One is the public administra-
tive position and the allocation of the state
administration tasks performed by the munici-
palities. The other one is the necessity to
strengthen the municipality middle level. It
would also be an important issue to settle the
situation of the privileged and internationally
unknown status of the cities with county rights
and through this, the situation of the middle
levels with “gaps”. We should not forget about
the critical need to develop a cheaper and viable
capital model either. An issue that should be
discussed here is the limitation of the bound-
less owner's authorizations of the municipali-
ties, which is a major “technical” obstacle to all
kinds of public policy reforms. My opinion is
that withdrawing the right of the settlements
to self-government is not a condition to creat-
ing an effective and efficient performance of
local public tasks. The political and public pol-
icy costs of such a step would greatly exceed its
benefits. 

As regards the allocation of municipality
tasks, it is three issues that should definitely be
resolved. The first question to be decided is in
what scope the tasks should be decentralized
from the central level, and recentralized from
the local level. The second question is by what
legal technique the differentiated allocation of
tasks and competences between the settle-
ments (town, city, big city) and the regional
units (sub-region, agglomerate, region) is
doable. The third issue is to decide which
should be the tasks to be resolved by obligato-
ry cooperation between the settlements and in
what framework the obligatory association
should be realized in the case of the services

with very different “business administration”
characteristics (public administration, human
services, the operation of the infrastructure).
The solution is closely linked to the compre-
hensive question of what role the state should
fulfill in Hungary. 

As regards the modernization of the organi-
zational framework of the performance of munic-
ipality tasks, the scope of task performance and
operational rules of the budgetary institutional
frameworks and those outside the budgetary
sector (economic associations in private own-
ership, private firms, PPP's, non-profit organi-
zations54) should be reviewed. Besides the
modernization of the financial management of
the budgetary organizations, the special corpo-
rate governance rules of the economic associa-
tions that perform obligatory local government
tasks should especially be introduced,55 by
strengthening the control of the public funds
and community property used by the econom-
ic organizations that perform public tasks but
do not operate in the budgetary system. We
assign special significance to the better organi-
zation of investment activities by the munici-
palities. 

The question of the financial system covers
the financing system (fund structure and fund
allocation) and the institutional securities of
financial discipline. With regard to fund struc-
ture and fund allocation, the most important
issues include the proportions of funds of the
municipality's own right and those received
from other levels of government, the dilemmas
of tax or fee financing of municipality services,
the type of the system of local taxes, as well as
the allocation mechanisms of the central oper-
ational, balancing and development transfers.
Decisions should be made on the new rules of
tax sharing and the allocation tools of the state
contributions. It is a fundamental question
whether the logics of allocation should be
adjusted to the free use or earmarked subsidies,
and what kind of system for delivery we should
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apply. An adequate support system adjusted to
the broadening sub-national tasks is the subject
of sharp international disputes.56 There are dis-
putes about the proportion of free use or ear-
marked subsidies just like about the expedient
local taxation and tax sharing solutions. In the
case of delivery,57 several solutions seem to be
feasible as well. Thus, such is the subsidy sys-
tem based on the detailed review of tasks (this
is valid for some of the earmarked normative
grants), just like indicator-based delivery (the
normative state subsidies are typical examples
for this), or the system of self-appointment.
The latter is valid in the distribution of the
development funds in tenders, as well as in the
case of supplementary operating subsidies such
as ÖNHIKI, i.e. the subsidy given to munici-
palities struggling with problems beyond their
control. Selection from the techniques may be
based on considering the support objectives
and the allocation costs. It should also be taken
into account what stimulating effect is exerted
by the individual techniques. The invitation of
tenders, which is a classic self-appointing tech-
nique in many cases, as has been shown by the
municipality development financing of the past
20 years, is expressly dysfunctional. The costs
of allocation based on a detailed review of tasks
are high, so its application obviously needs to
be thoroughly considered. Also related to this,
the establishment of an information manage-
ment system that would create the basis for
better than today's financial management can-
not be escaped, nor can we avoid ensuring the
conditions for national economic, local strate-
gic and financial planning. 

There are two key issues related to the insti-
tutional system of financial discipline. One of
them is the hardening of the borrowing limit
for municipalities. The basis for this is the
elimination of the institution of the standard
municipality monetary fund. It is a further ele-
ment of regulation that the total borrowing of
the municipality sector for cumulative purpos-

es should not jeopardize the achievement of
the national economy level ESA deficit target,
or, if you wish, the deficit quota of the muni-
cipality sector should be defined. In other
words, we can say that the rules-based nature58

of the budget should be extended to the muni-
cipality sector.59 Last but not least, the extent
of borrowing should be adjusted to the finan-
cial capacity of the municipality, i.e. insolvency
should be avoided. 

The other important institutional security
for the financial discipline of the municipalities
is the modernization of the auditing system. The
limited and preliminary control authorization
of the Hungarian State Treasury, the possibili-
ties of the restoration of compliance audit and
the improvement of its genuine role, the roles
of special audits, the obligatory municipality
audits, as well as the independent audit office
controls should all be harmonized. 

The reform should contribute to task per-
formance that is more effective than today's,
operations that are considerably more transparent
than now and the reduction of wasting inherent
in the system. Effective reforms may be realized
as a result of systems-based changes. 

However, one must be aware of that, as a
result of the situation described in the earlier
sections of the study, there are two issues that
cannot be disregarded by any paradigmatic
municipality reforms. 

One of these is that the consequence of finan-
cial risks must be faced. The fund structure of
the municipalities, which is closely linked to
the government ideas on the tax system, should
be thought over, just like the handling of the
situation of settlements that lack funds, and the
management of the accumulated municipality
liabilities (debt represented in the balance sheet
and those off the balance sheet). The latter is
especially important if there is a change in the
responsibilities and competences, and thus, in
the fund structures of today's types of local
governments. 
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The other factor is that without the modern-
ization of the current information and planning
system of public finances, the intended public pol-
icy effects of the changes will not materialize.60

Both factors mean that after the relatively
quickly realizable symbolic reforms (changes
in the numbers of local government representa-
tives), the turnaround time of the steps that
will involve meaningful operational changes
may even be several years. 

Due to the complexity of the area, a big bang
kind of reform is inconceivable. A kind of
“symbolic reform” may be a possible starting
point but a paradigmatic transformation par-
tially depends on the distribution of tasks
between the state and the municipality, and
partially on the public policy solutions related
to the public administration system and the
welfare systems. The acute fiscal situation, in
turn, means further difficulty for the imple-
mentation of clear solutions.61

With regard to the financial system, it is justi-
fied to answer three questions that are unavoid-
able as early as when the transformation is started.

How can the balance between tasks and
funds be restored? This question brings up

the issue of the fund structure (proportion of
local taxes, shared taxes and state contribu-
tions) of the municipalities, which is closely
linked to the overall question of the taxation
system.

The issue of making the conditions of
financial management, more precisely, the
resource regulation system predictable and
transparent. Trust between the two levels of
government should be restored, the conditions
of cooperative behavior should be created. This
includes the enforcement of the offsetting and
stimulating effects of resource regulation much
better than today. 

The settlement of responsibilities for
asset management. The regulation of undertak-
ing long-term commitments, the reconsidera-
tion of ownership authorizations, ensuring the
harmony between the tasks and the assets that
is aimed to serve the performance of these
tasks, as well as the prevention of the using up
of the assets also belong here. 

The elaboration of paradigmatic reforms will
of course require wide-ranging and harmonized
action. I hope that the ÁSZKUT conference
will contribute to this process. 

NOTES

1 See, for example, Davey (2000), Horváth (2009),
Pálné (2008), Vigvári (2008).

2 The concept was introduced by Pálné (1990), based
on international literature, more precisely, Offe. See
also Ágh (2006) and Vigvári (2009). 

3 See Vigvári (2006a).

4 See Szalai (2002).

5 Related to this, see Lóránt (2009), Pálné (2008),
Varga (2004) and Vigvári (2008).

6 We do not use the expression 'solvency' that is usu-
ally used in the business sector because the muni-
cipalities cannot be dissolved without a legal suc-
cessor. 

7 This will happen in the next research program indi-
cated in ÁSZKUT's (Research Institute of the State
Audit Office) research plan. 

8 See ÁSZKUT (2009a).

9 Without aiming to give all references, I would like to
call your attention to the public finance theses of the
SAO, published by the State Audit Office (2007) and
the studies of Zsuzsa Kassó, Kassó (2006a) and
Kassó (2006b).

10 Besides, they are not suitable for supporting per-
formance-based budget planning and cost-sensitive
financial management either. 

11 The financial statistics are prepared by the National
Bank of Hungary. 
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12 See Béhm's manual (1997) on the financial indica-
tors.

13 The description of the theoretical background of
this concept would exceed the scope of the presen-
tation. See László -- Zsámboki (1995).

14 Since the reliability and long-term comparability of
the data specified in the funds flows prepared by the
municipalities is questionable (see Kassó, 2006a;
Kassó, 2006b), starting out from budget data means
an advantage. 

15 Gyõrffi – Vigvári – Zsúgyel  (2009) analyze the var-
ious concepts of the budget deficit in detail.

16 These seem to be crystallizing in international prac-
tice as well. See the methodologies applied by the
various  rating agencies, or INTOSAI's material
written by its work group involved in state debts
(INTOSAI, 2003)

17 By delivery, we mean whether the central subsidies
in fact finance the task to be replaced and/or exert a
stimulating effect. On the possible techniques of
delivery, see Chapter 6 of Barr (2009).

18 We do not propose that the standard indicators cal-
culated from the funds flow be used, due to the
unreliability of the information specified in the
funds flow.

19 See, for example, the different types of leases and
PPP, and as a unique”wilding”, even long-term bills
of exchange have appeared. 

20 The theoretical significance of this is given by that
the “budgetary golden rule” says that credit financ-
ing is permissible in the case of cumulative expenses.

21 Such a case is when it is defined by law what items
can be taken into account in the calculation of the
borrowing limit. 

22 The best example here is the continuous changes in
the rules of tax sharing. 

23 Local taxes, duties and fines 

24 The Local Government Act can be regarded as the
conclusion of the council reforms that had com-
menced earlier, with regard to the rules of financial
management. Numerous elements of the current
financial system had been prepared before the two-
third law. 

25 The employment problems arising from the deteri-
oration of the economy in the country and the con-
sequential deep poverty are typically such problems.

26 Well-known tools include the ÖNHIKI (subsidy
given to municipalities struggling with problems
beyond their control) (Appendix 6/1 of the Budget
Act) and the supplementary support given to
municipalites that are unable to operate (Appendix
6/3 of the Budget Act). 

27 See, for example, Price Waterhouse Coopers's study
entitled Indebted Municipalities published in May
2010. 

28 See PwC (2010).

29 This would be necessary not only for fiscal reasons
but also, to see the consequences of imprudent
financial management. 

30 We do not repeat the analysis and assessment pro-
vided in ÁSZKUT (2009a).

31 In April 2007, the then Finance Minister Mr. János
Veres projected the introduction of tightening
measures in one of his presentations, and in the
autumn of the same year, the government submitted
its proposed amendment for Section 88 of the Local
Government Act. 

32 These are special speculative operations that mean
the utilization of the different interest levels of the
different foreign exchanges for gaining profits.

33 On the involvement of external funds by the
municipalities, see El Daher, S. 1997; El Daher, S.
2004; Kopányi – Vigvári (2003)

34 Our public procurement expert does not think that
reference to the EU law is right. 

35 Of course, you should not take it as a statement of
absolute validity. 

36 Such regulatory arbitrage may be aimed at evading
some budgetary rule, or misleading the affected vot-
ers, or even political bodies. 

37 See the section on financial indicators. 

38 In order to provide a basis for its financial stability
reports, NBH has been asking the players of the
Hungarian banking system about their credit alloca-
tions in a questionnaire-based survey twice a year
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since 2003. Besides the corporate and retail credit
allocations, municipality lending has also become
the subject of the survey since the autumn of 2007. 

39 For example, the fact that the banking relationships
of the municipality employees and the companies
owned by the municipalities are also concentrated at
the account-keeping bank

40 If the Treasury proposed in ÁSZKUT's (2009a)
analysis was realized, the municipalities would prob-
ably mean a less attractive financing target, and/or
the banks would increase the risk margin of the
funding that they provide.  

41 This is partly why the earlier described new indica-
tor system is important. 

42 The already mentioned out of the budget risks are
not reflected. 

43 ÁSZKUT (Research Institute of the SAO) (2009a)

44 NBH (2010b), p. 78 

45 It is important because of these characteristics to
have more in-depth knowledge of this sector. We
have started this analysis in Section 4 of the study. 

46 There is an ongoing research program at ÁSZKUT,
which tries to “get closer” to this segment by pro-
cessing the Tax Authority data gained from the cor-
porate income tax returns. 

47 In the first issue of each year, the weekly Heti
Világgazdaság (HVG) shows the key charts of the
500 biggest companies based on the corporate
income tax returns.

48 We first of all mean the research programs sub-
stantiating the study entitled The Regulatory
Theses of Public Finances published by SAO
(Báger – Vigvári, (2007)), the research program on
state involvement (ÁSZKUT, (2009b)) and the
one related to the modernization of the planning
system. From the analyses of this subject in other

workshops, Stumpf (2009) and Századvég (2009)
deserve mentioning. 

49 See on this, ÁSZKUT (2009a) and Vigvári (2010).

50 See on this, ÁSZKUT (2009b).

51 See, for example, the Financial Research Institute
(2007).

52 Without aiming to give a full list of references,
Davey (2000), Horváth (2009), Pálné (2008),
Vigvári (ed.) (2007)

53 By using a simile: if in a Rubik cube game, we only
concentrate on completing the colors of one side,
we may face a situation where trying to turn the
other sides will destroy the completed side. 

54 Including the actual non-profit and church-spon-
sored institutions as well  

55 This proposal is not new, see Vigvári (ed.) (2007b)
but the scandals of the past few months have indi-
cated the absurdity of the situation. 

56 See the Council of Europe (2009). 

57 The behavior of the affected players largely depends
on the allocation techniques of the subsidies.

58 See on this, Kopits (20004) (ed.).

59 This was implemented on the central level of public
finances, at least on the level of statutory regulation. 

60 In other words, we are stating that the contents of
the document entitled Theses of the Regulation of
Public Finances submitted by earlier President of
SAO Mr. Árpád Kovács are still valid (State Audit
Office, 2007).

61 For instance, meeting the sensible requirement of
the management of depreciation costs is hindered
by the fact that in the current situation, there are no
funds for the replenishment of the property.
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János Atkári    

Creating a balance between
resources and tasks 

One of the ultimate requirements for policymak-
ers is to create and maintain a balance between
resources and tasks. There is always a chance to
accomplish the above goal either in an individual
case or in the system as a whole, both at local gov-
ernment and at central government levels, irre-
spective of the fact whether this is done within or
without a systematic structural reform. Those
who consider the above statement unacceptably
sterile or alien to daily practice may easily be mis-
led to indefinitely delaying the practical imple-
mentation of this requirement. As far as I am
concerned,  the only practical concession I can
allow policymakers is the following: the absence
of or distortions in the balance are to be remedied
within the timeframe of a political cycle rather
than within one budgetary year in order to make
sure that the verifiable results of the measures dis-
counted to the present should be immediately vis-
ible. I believe that any policy measure that fails to
treat and manage the above task in this manner is
irresponsible.

BALANCE IS AN ISSUE OF POLITICAL
RESPONSIBILITY

Demands for resources always exceed the avail-
able resources; consequently, if we approach
the issue of balance from the aspect of needs,

we are likely to be faced with a shortage of
resources. What is defined under tasks is far
from being identical with what may be needed.
Tasks can be specified exclusively in terms of a
balance relationship: only those components
can be accommodated which are reasonably
feasible and sustainable, needs which have the
necessary confirmation and are backed up by
available resources. A balance – let me repeat it –
is not a question of shortage or abundance of
resources, but an issue of political responsibility.

Imbalance, in the strictly material sense of
the word, reflects a situation in which financial
management in reality is impossible. Financial
management is feasible only in the case of an
existing balance, without which the regulated,
planned and structured operation becomes the
victim of spontaneous processes and volun-
tarism. Under such circumstances, even the
implementation of a professional, sectoral or
organisational concept, which looks rational in
itself, may go beyond the possibilities, and
counter-productive, contradictory hand-con-
trolled practices may develop. A “bottom up”
approach usually fails to address a situation in
which the different rational elements do not
add up to the rationality of the whole.

On the other hand, in a political perspective,
only the need for balance can enforce the
simultaneous co-ordination of competing
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needs, interests and values, as well as the con-
current and explicit representation of latently
present pressure of choices. In this context, an
imbalance – in the absence of such pressure of
choices – prevents the unambiguous articula-
tion and open manifestation of interests and
values, which results in a democratic deficit and
in the erosion of true autonomy.

In addition to the above general comments, 
I wish to voice a definitely negative answer to
the question whether a balance of tasks and
resources can be created within one political
cycle.

My negative answer is not be interpreted as
the suspension of an all-prevailing requirement.
It simply means that the necessary bases for a
positive answer are missing.

On the one hand, there is no critical mass in
our political life to support the above-outlined
approach, and a general shift in political atti-
tude is very unlikely to take place successfully
within one election cycle. 

On the other hand, the technical conditions
are also missing, i.e. the methods, data and reg-
ulations needed to handle balance or imbalance.
In this sense, even in the case of an immediate
shift in political attitude, the duration of an elec-
tion cycle only offers an opportunity to make an
attempt to elaborate and prepare its technical
conditions, not the actual implementation.

It cannot really be seen today whether there
is a balance with  regard to the system of local
governments as a whole or to the individual
local governments (which is, of course, also
true for the government), it is not known either
what the extent of the imbalance is and whether
it is a lasting or temporary one. I do not know
any Hungarian local government that would
have financial analyses to grasp the above, or
that would have an instrument to unite them in
a uniform financial management model. As a
consequence, I do not know any local govern-
ment that would have a truly relevant financial
management plan, strategic concept.

The present standard information system
relating to the above issues

•is cash-flow based instead of being accrual-
based;

•provides a static picture even in its compo-
nents under review, it is not suitable for
describing the processes in essence, or for
defining the proportions of the needs that
are to be corrected in view of the present
processes (i.e. the harmonisation of tasks
and resources);

•as a result, even in the best scenario, it is
only suitable for  managing the given situa-
tion, but certainly not for controlling the
processes, i.e. it is a tool that can be used
only for parametric rather than paradigmat-
ic corrections;

•manages assets not in harmony with the
operations, in other words, assets are not
handled based on real (relevant) criteria;

•does not manage development projects
linked to the concept of balanced opera-
tions;

•lacks the necessary complexity, because the
defining factors of operations are only
partly visible in the total picture;

•lacks consolidation, i.e. the relevant data of
economic interests that lie outside the
budget are not incorporated in it; and

•also lacks risk assessment and risk pricing.

THE MAIN FEATURES OF A UNIFORM
MODEL OF MUNICIPAL FINANCIAL 
MANAGEMENT

A uniform financial management model
(including technical features) is badly needed. 
I believe such a model must have the following
main features. 

Accrual-based accounting instead of a cash-
flow based system in each relevant aspect.

A mirror of financial management which
can serve as a basis for process control. One of
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its most important pre-conditions is to have
medium-term forecasts which cover at least a
political cycle and a half (with a past review of
a similar timeframe based on factual data). Such
forecasts would provide us with recognisable
individual, transitional and cyclical factors and
would also inform us about the direct and
cumulated impact exerted by the long-term,
structural factors on the processes as a whole.
Such forecasts are also expected to shed light
on the predictable developments of both exter-
nal and internal conditions (those that already
exist or that are known), i.e. instead of a static
mirror it would serve rather as a reflector, more
precisely, as a “bend lighting”  which is capable
of monitoring changes in directions. The well-
known problem of what is commonly referred
to as a “budgetary corner” can only be avoided
by means of such tools.

Complexity, i.e. the equal presentation of
all relevant actors of balanced operations.
Current expenditures (expressed in cash-flow
based accounting) are to be performed togeth-
er with rationalisation supported by an action
plan. In order to safeguard the value of assets,
which are necessary for the performance of
tasks, it is also a basic requirement that the
renewal needs calculated at depreciation rates
corresponding to real lifetime should be fully
taken into account. Adaptation needs that
guarantee a balance – needs calculated on a
normative basis – show a similar picture,
whether they require operational or cumulative
expenses (this is one of the essential pre-condi-
tions of a dynamic balance, because without
such adaptation needs even local governments
that can present seemingly balanced operations
may gradually lose ground and may face com-
petitive disadvantage due to their inflexibility
in a changing environment). A financial man-
agement model must also contain the appropri-
ately priced ongoing obligations as well as the
obligations outside the budget (sureties, PPP
schemes, etc.).

Consolidation, i.e. all relevant data which
are related to an ownership share of the local
government in business associations and which
have or may have a direct or indirect impact of
the local government's budget are to be also
incorporated in the model.

Assessment and pricing of risks.
The presentation of actual expenditures in

view of homogeneity (money) and “sector neu-
trality”. This is to be interpreted in the follow-
ing way: on the one hand, the various
allowances and exemptions are to be “account-
ed” in this model as pecuniary support, on the
other hand, equal public dues are to be calcu-
lated vis-a-vis public utility organisations in
private and public hands or owned by a com-
munity.

The model outlined above – briefly, due to
the limited space – may rely on existing experi-
ence, because there are already half a dozen
local governments in Hungary already func-
tioning on the basis of a model that can be
regarded as a partial predecessor of the above
model. The acquisition of data necessary for
the full operation of the model would require at
least a few years even if the necessary regula-
tions on data collection and data provision
were to be immediately enacted. The limitation
of this timeframe is another factor calling for
urgent action.

PROPOSED STEPS TO REVEAL AND
MOBILISE THE RESERVES OF FINANCIAL
MANAGEMENT  

The operational imbalance, which can be
defined by using the above-described model,
can be eliminated in one step. However, it
requires practically in each and every case a
drastic and painful screening of tasks based on
the establishment of a realistic priority order
together with its consequences. Many may find
this concept somewhat too sterile, neverthe-
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less, there is an explanation which is deductible
from the above: the successful identification of
the reserves of financial management is feasible
only after its basic pre-condition, i.e. balanced
operation, has already been created. Without this
pre-condition, adopting both systematic, para-
digmatic rationalisation and system-based
solutions without the pressure for hand-con-
trol remain just a dream. (This “painful” task is
generally performed by politics although not in
a conscious way, as a result of which, it does
not correspond to the original intentions and
to the desired values. The pain is not attributa-
ble to the extent of the measure, rather to
accepting the pressure of choice, while the con-
scious decisions relying on the model enable
local governments to successfully implement
what they deem as primary goals.)

It is suggested that rational partial solutions,
the improvement of efficiency, organisational
development, etc. can be intensively and sys-
tematically dealt with only after the primary
balance is established not only because of the
reasons mentioned above, but also because
political players are likely to avoid the per-
formance of the basic duties, they keep putting
off the establishment of the balance which can
guarantee the long-term performance of prior-
ity tasks by off and on satisfying the constant
need for the improvement of efficiency.

Let us review again the most important gen-
eral aspects and let us see the questions to be
answered both on the level of local government
and its whole system with a special view to
their room for manoeuvre:

•what fall and do not fall under public
duties;

•what is the systematic solution for the
multi-layer confusion concerning the roles
and functions of local governments;

•what activities and services are qualified
public duties, and which are to be directly
fulfilled by the local governments on the
basis of normative criteria either in a per-

manent or temporary manner, and which
are the ones in which an indirect fulfilment
of tasks may be considered either with an
immediate effect or alternatively after the
necessary conditions are created;

•if the alternative of an indirect performance
of tasks is to be considered, a normative
comparison needs to be conducted based
on homogeneity (money)  in order to
decide which organisational form is best
suited for performing this form of  task:
the local government's own organisation,
market players or non-governmental
organisations;

•in the course of the above normative com-
parison, the principle of “sector neutrality”
must be applied for each and every option,
and at the same time, the benefit-cost (sac-
rifice) factors must also be taken into
account.

THE FINANCIAL MANAGEMENT MODEL
IS ALSO A DISCIPLINARY FORCE

The financial management model outlined above
also represents an important disciplinary factor.
This model is capable of expressing the sustain-
ability of a local government's operations in one
single indicator and presenting its position of
balance expressed with a vector providing a clear
picture for the leadership of the local govern-
ment, for its electors and for its partners.
Confronting political players with the tasks
serves as the most important aspect of responsi-
bility, the most important disciplinary force.
Any external disciplinary regulation can only be
built upon this force in a systematic way.

There are some other additional steps that
can be taken to improve discipline, and here I
would like to highlight only one of them in
connection with the municipal indebtedness
and with the possible debt limit(s). The unsat-
isfactory nature of the present regulations has
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been amply underlined by the alarming devel-
opments of the recent few years. An attempt
may be made to improve the regulations by
fine-tuning the present approach, however, I
would personally find it more useful to introduce
an indirect limitation instead of the direct limita-
tion linked to various indicators. In this case, the
regulation contains one single requirement, the
obligation to apply the principle of “negative
pledge” for raising external funds requiring col-
laterals (primarily, raising credit and bond
issue). Project financing would be an excep-
tion. When the principle of negative pledge is
applied, the only coverage for the creditor is a
document certifying that the borrower has a
prudent financial management, otherwise the
same principle will prevail, i.e. no positive
pledge (assets, pledging revenues as collaterals)
can be made.

In reality, the application of the principle of
negative pledge provides the creditor with a
much stronger guarantee compared to a posi-
tive pledge. A prudent financial management,
together with actual creditworthiness, can only be
certified by records which, on the one hand, pro-
vide an authentic picture about the local govern-
ment's debt servicing ability, and on the other
hand, offer a proof about its reliability based on
actual experience. The clauses attached, in a
cogent way, to credit agreements signed
according to the principle of negative pledge,
such as the pari passu and the cross default
clauses, provide additional positive guarantees
for the creditors while requiring an equal treat-
ment vis-a-vis other potential creditor. In case
of a termination due to the breach of a credit
agreement, there is a threat of an immediate
automatic termination of all other credit agree-
ments, a threat which offers a further assurance
for the creditors that the borrower will main-
tain its prudent behaviour.

Let me return to the main subject of my
message: from technical point of view, the only
type of model for financial management that can

indicate prudent management and genuine cred-
itworthiness is the one that I have outlined above.
The model and especially its primary individual
indicator, i.e. the operating result, can  be used
much more efficiently than the ones relevant
today for attaching effective covenants either
on a regulatory level or on the level of the local
governments concerned for  “their own use”.
In the credit agreement creditors are obviously
keen on stipulating indicators in this context
that are more suitable than the current ones to
assess and monitor the status and the processes.

Finally, two comments. I am aware of the
reservations with which similar concepts have
so far been received, and critical comments
claim that the approach presented above and
also the technical requirements deriving from it
are far-fetched from real life saying that most
local governments would simply be unable to
further cut back their tasks in line with the
described balance requirements (their inability
is explained by the unusually wide range of
tasks and by the pressing needs and expecta-
tions).  There are also some who believe that
there are a number of small local governments
in which the minimum necessary personnel and
technical conditions cannot be provided for
this model to function.

Here is my first comment: as far as the
mandatory tasks are concerned, even without
changes in the regulations, the chances for cutting
back such tasks are much greater than it is gener-
ally believed. To my best knowledge, there is
no one single Hungarian local government
which would have methodically scrutinised all
tasks, which it regards as mandatory ones
based on a strict interpretation of the law, and
which would have answered the question:
where is the absolute minimum level of
mandatory tasks in terms of scope and quality.
In terms of the pressing needs and expecta-
tions, I can only repeat the clarifying effect of
simultaneous comparison: the priority order
of needs, values, expectations is surprisingly
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different if reviewed in a closed system com-
pared to an assessment in which only indivi-
dual needs, values are weighed together in an
extended timeframe. By all means (within a
finite system), it is much easier to accept that
the local government will abandon a task – or
a partial element of it –  which it considers a
public duty or alternatively to accept that the
expected quality will suffer when such a deci-
sion is taken compared with another task
deemed absolutely necessary.

Here is my second comment: although I am
convinced that even within the current regulato-
ry framework a balanced financial management
can be established in much more local govern-
ments than it is usually believed, I admit that in
a number of cases (and possibly even on the
level of the system) this goal cannot be accom-
plished even by means of the strictest consis-
tency. If it is indeed so, let us not delude our-

selves with false hopes: under the present regu-
latory framework, we cannot speak about local
governments in the strict sense of the word.
The same applies to local governments which
would not be able to use the financial manage-
ment model necessary for the process control
of balance operations, because they lack the
required personnel and technical conditions.
The question to be answered is this: do we want
to bring about genuine local governments by
changing the regulatory framework, or do we at
least stop deluding ourselves.

If we choose the first option, we will have to
go back to square one: the inevitable pre-con-
dition of any paradigmatic change either on the
level of the whole system or on the level of an
individual local government is to accept, as a
basis for planning, a type of credible financial
management model which I have outlined in
this paper.
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A

Géza Dankó – Zoltán Lóránt

Challenges of the local 
government regulation 

IMPROVING THE TRANSPARENCY OF LOCAL
GOVERNMENT FINANCIAL MANAGEMENT 

One of the major problems with the public
finance accounting and information system is
that, as a consequence of frequent amendments,
the opportunity for analysis and comparison has
much narrowed, while the long-cherished goals,
i.e. to enhance transparency and introduce per-
formance-based accounting, have not been
reached and thus the efficiency of the changes
has been very low compared to the complexity
of the system. Regarding the modernisation of
the public finance information system it should
be underlined in the beginning that, be it in the
field of accounting or in statistics, modernisa-
tion should always be shaped according to and
subordinated to certain planning and decision
aspects. 

As from 2008, Government Decree 249/2000

(XII.24.) on Specialities of the General

Government Organizations Reporting and Public

Accounting Rules, amended several times, adopted

revenues and expenses without cash flow among

the accounting entries within the framework of

economic classification initially. One year later,

functional classification accounting was added to

the decree and, under Annex 26, Performance

statement was also to take effect. Through the

amendment of the decree, the date of taking effect

of the functional classification accounting of items

without cash flow and of Annex 26 were changed

from the year 2009 to 2010 and were later repealed

as of the year 2010. The usefulness of the

Performance statement was disputed from the very

beginning, in spite of which its introduction was

kept a recurring prospect for two years. The

amendment of the Decree to take effect in 2010

prescribes the making of a result-oriented report,

although the range of public finance organs prepar-

ing such reports covers entrepreneurial public

institutions (currently, national institutions listed

under this category under the amended Act 140 of

1997 on the Protection of Cultural Goods,

Museum Institutions, Libraries and Archives)

which, in addition to and parallel with making

traditional cash flow oriented reports, have annu-

al reporting as well as bookkeeping obligations,

too, under the Act on Accounting. 

The budget reports, prepared through con-
siderable administration on top of the high
workload, provide no straightforward or compa-
rable information on the actual costs of public
services, partly owing to the cash flow aspect,
nor do they reveal the nature or expiration of
the debt service obligations involved in the pay-
ment obligations generated by the bonds issued in
the past years and by what are referred to as con-
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ditional commitments (PPP1 and other agree-
ments); the 2009 report provides information
only on their volume. 

Form No. 44 of the 2009 report “On the annual

changes in the debt portfolio of local governments

and multipurpose small regional associations”

does have some information on the debt portfolio

of the years 1–5 and years 6 and onwards after the

fiscal year concerned nevertheless. According to

this, development purpose foreign currency bonds

involve long-term debts of HUF 323.8 billion,

82 per cent of which comprise payment obliga-

tions due in the 6th year or later. Total foreign

currency long-term liabilities amount to HUF

654 billion, 96.4 per cent of which (HUF 630.7

bn) are debts beyond one year, 78 per cent of the

latter being liabilities due in the 6th year or there-

after. According to Form 53, “Data for informa-

tion”, PPP-related liabilities amount to HUF

8.3 billion, while the guarantee port folio to

HUF 22.2 billion.

Data collections on actual costs are unreliable
and are not supported by bookkeeping; in health
care, for example, they have been unsuccessful
for years. (At hospitals, data collections on the
actual costs of interventions – code mainte-
nance – have failed one after the other, which is
one reason why the revision of the weight
numbers of homogeneous illness groups, the
bases of financing, has failed to take place for
over a decade now.) 

The budget financial data of local govern-
ments are required not only for legislation
preparation but also at the local level; they
should foster the comparison of local govern-
ment data in space and time. This would
require comparable data (criteria), the practical
elaboration, approval and introduction of
which are still to be accomplished. In the
report, the data required for the application for
and the settlement of per capita support repre-
sent a great weight, the complexity and admin-

istration of which have been a subject for criti-
cism for years. (Complemented with the sys-
tem of preliminary survey, interim cancella-
tions and supplementary applications.)

The system of reporting and the bookkeep-
ing ignore the differing characteristics of the
central and the local government systems (cen-
tral budget organs are, for instance, customers
of the Treasury, with appropriation manage-
ment, while local government budget organs
have cash management).

Closing the topic, as a way of summary, it
should be mentioned that:

•there is no proper state accounting system
despite more than a decade's demand for it;
the state accounting lacks internationally
accepted standards regarding the book-
keeping, the reporting system or the
accounting policy. All these should natural-
ly be included in the long awaited moderni-
sation of state operation;

•the State Audit Office has formulated sev-
eral recommendations for amending the
imperfections of the financial information
system and for the implementation of
accountability and performance require-
ments. (Including comment proceedings
on annual budget proposals, for instance,
during the audits of water settlement and
rainwater drainage, green area, solid waste
management and social base service activi-
ties). There have been some changes made
in the information system on the basis of
our recommendations (like the registration
of PPP-related liabilities) nevertheless, and
the order of special functions, too, has
undergone positive changes. However,
these do not yet comprehensively provide
the information necessary for the substan-
tiation of central or local level decisions on
the financial management of local govern-
ments. (In several fields, e.g. green areas,
waste, energy, etc., the information system
of local governments is not in compliance
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with the data available for the measurement
of the implementation of sectoral strategy
or policy goals. Without this, the imple-
mentation of tasks cannot be measured,
either.);

•from the financial information system
available, the “real” situation of local gov-
ernment assets and finances cannot be eval-
uated comprehensively (in the case of local
government assets, the evaluation of non-
tradable or restrictedly tradable assets and
the statement of local government commit-
ments and indebtedness pose problems);

•Finally, it should be noted that the imper-
fections of the information system and the
local government budget data are made
public very late only. (In Poland, for exam-
ple, the budget data of February can be
downloaded from the homepage of the
ministry concerned in May already.) 

RISKS INVOLVED IN THE FINANCIAL 
SITUATION OF LOCAL GOVERNMENTS 

The financial situation of local governments is
most heterogeneous and cannot be judged
meaningfully or unambiguously also for the
lack of precise data or information, varying
according to types of settlements and even per
individual local government. There seems to
be an agreement, however, that the austerity
measures in force for years, meant to improve the
situation of public finances, have adversely
affected the local government subsystem as a
whole. The lack of harmony between the tasks
and resources of local governments, partly due
to cutbacks in per capita supports and other
subsidies and also for the lack of a comprehen-
sive revision of the range of tasks, authority
and financing, has been reproduced every year.
Beyond these, adverse trends with various
effective ranges have been experienced in the
financial situation of certain local governments

owing to some unique mistaken decisions of a
local government body or management (it is
unfavourable in the short run, for example,
that, due to unconsidered commitments, local
governments are able to keep their solvency
only through current account loans involving
high interest expenditure, while local govern-
ments overall, with their money reserves in the
bank system – a deposit portfolio of over
HUF 500 billion – constitute a cheap source
for banks.)

A new phenomenon since the year 2007, the
intensive bond issuing practice of certain local
governments, especially those of counties or big
cities, does not only reflect an effect of eco-
nomic constraints; it has been made possible by
the too liberal budget rules currently in force,
the now outdated definition of the debt limit
and the “generous” behaviour of banks. The risks
involved are not only caused by the fact that the
liabilities, surpassing the current debt bearing
capacity, are shifted to a distant date, the conse-
quences of which cannot be realistically taken
into account today, but also by the now simi-
larly unforeseeable consequences of the expo-
sure to exchange rates, the exchange rate losses
due to the issuing in foreign currency. 

The bond issuing by certain local govern-
ments in Hungary, partly a consequence of the
revenue maximising behaviour of banks, has
intensified not only due to the lack of balance
between tasks and sources. It is pieces of evi-
dence for the latter that a significant part of
local government funds obtained by bond issu-
ing in recent years are held as reserves in bank
accounts or in securities and that even local
governments with high industrial tax revenues
and residual funds have used the opportunity
of bond issuing. It is a similar phenomenon
when institutions (typically hospitals) accu-
mulating growing debts to suppliers have a sig-
nificant surplus in their budget accounts set
aside for liabilities carried over and for devel-
opments. 
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The current rate of local government indebt-
edness poses a risk mainly in the longer run; the
debt service burden (capital and interest pay-
ment obligations) is within the current debt
limit. The bonds issued in 2006–2008, mostly
Euro or CHF based, with a term of 20–25
years and payment deferred by 3–4 years, may
increase debt service burden in the coming
years already. According to Form 44 of the
2009 year report, the instalments due after
the fiscal year concerned amount to HUF
30.6 bn in the case of Forint liabilities and to
HUF 23.4 bn in foreign currency liabilities,
while the total debt portfolio is HUF 985 bn.
The high debt service burden may cause pay-
ment problems for certain local governments,
which may disturb the operation of public
services run by the local governments con-
cerned. It is the Act on Debt Settlement in
force that is applicable here but the govern-
ments in office also have underlying responsi-
bility in the problem. 

Considering the increasing indebtedness of
local governments, the rules on borrowing have
become stricter in several countries: it is obliga-
tory to guarantee the current operating budget
balance in the planning phase already.
Hungarian local governments approve their
budgets2 with considerable underfunding, with-
out any consequence; even though, as regards
form, operational and accumulation targeted
revenues and expenses are contrasted, in the
system of uniform funds there are practically
no restrictions. In the course of the year,
underfunding problems are then amended
through state support (by various forms of
what are referred to as 'subsidies to local gov-
ernments struggling with problems beyond
their control') or from other external sources
(like liquid borrowings).

Summarising this topic, it must also be
emphatically underlined that public finances as
a whole suffer from underfunding. The system
of local governments is naturally no exception.

The extent of underfunding actually depends
on the types of local governments and the
range of institutions supervised by them, i.e.
the range of obligatory public service commit-
ments. There is actually no adequate system of
indicators to show the costs of obligatory local
government commitments. (The parameters of
task performance are not well enough identi-
fied, either.) Even if there existed adequate
indicators, potential deficit would be indicated
at the macro level only, without the actual
examination of whether there is harmony
between tasks and sources per individual local
government. 

Considering that, from the 3200 local gov-
ernments only some 30 have faced bankrupt-
cy, the situation is not too severe. In view of
the continuous deterioration of the standard
of supply systems, however, or the fact that,
repeatedly over the years, there are some
1,000–1,200 local governments that have
struggled with problems beyond their con-
trol, which has been clear from liquidity indi-
cators as well, it can be established that all
these have indicated the deterioration of the
financial situation at the local level of public
finances.

BALANCING COMMITMENTS AND
RESOURCES A COMPELLING TASK

Without the revision of the range of tasks and
authorities as well as of financing, or a differenti-
ated delegation of tasks and authorities, the com-
mitments-resources balance can be improved
through significant central funds and can be
maintained with annually increasing support
only. Through the extra sources, the earlier bad
local decisions can be made legitimate but an
efficient utilisation cannot be guaranteed in an
unchanged structure; even in the case of a rising
GDP, a gradually worsening balance should be
expected. The balance could be permanently
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improved by reducing the number of tasks (small
settlements could be relieved of certain obliga-
tory commitments, for instance, which tasks
could be performed within the framework of
obligatory associations, applying the aspect of
economies of scale), reconsidering the division
of tasks between the state and local governments
(if the employment and payment of teachers
was not a local financing task, as is the practice
in neighbouring Austria), while it also depends
on local decisions. It is only by imposing the
possibility of sanctions, however, that prescribing
the sustaining of balance (adjusting operation to
the sources available) can effectively motivate
local decision makers. Without sanctions, polit-
ically motivated local decision makers, aware of
the shortcomings of the legislative back-
ground, take the risk of indebtedness again and
again, which, in turn, also increases the risk
from the point of view of meeting the conver-
gence criteria following from Hungary's EU
membership. 

As a way of summary: even in the period
ahead of us, the state funds spent on public
services and public administration cannot be
increased since, if there are extra sources avail-
able to be allocated either by increasing the
deficit or by higher economic growth, these are
to be spent primarily on fields able to spur eco-
nomic growth and make it permanent, like
small and medium enterprises, etc. Accordingly,
the source of balance must be found within
public finances. Partly by limiting certain
expenditure, in higher education, for instance,
which is the source of a growing number of
unemployed, and partly by a more healthy del-
egation of local government tasks. The place
and role of counties should be seriously exam-
ined, and so should the potential restoration of
the level of country districts by concentrating
current settlement-level tasks requiring more
expertise and higher sources. The latter would
also involve concentration in the currently frag-
mented source regulation. 

THE LOCAL GOVERNMENT SYSTEM HAS
LIMITED MOBILISABLE MANAGEMENT
RESERVES 

In addition to those outlined above, a recurring
problem of local governments is a lack of har-
mony between tasks and financing; the insuffi-
ciency of central funds. The state determines the
obligatory tasks of local governments, the size
of the staff for their performance and the pro-
fessional instructions and grants the necessary
financial conditions in the complicated system,
changing annually and unpredictably, of source
regulation. In the financing of obligatory tasks,
local governments' own revenues have been
used to an increasing extent. At the same time,
at a significant proportion of local governments
these are available to a limited extent only so, at
the majority of the local governments central sub-
sidies have been almost exclusively the only solu-
tion. From the appropriation of over HUF 100
bn meant to mitigate revenue differences calcu-
lated on the basis of the tax payment capacity,
more than 90 per cent of local governments
receive a personal income tax supplement every
year; in 2000–2009, about half of the settle-
ments have had a share of various forms of
'subsidies to local governments struggling with
problems beyond their control', of a total
amount of approximately HUF 200 bn. 

The reform of the major distribution systems
(education, health care, public administration)
has been on the agenda for several decades. In
1990–2009, the number of hospital beds fell by
30 thousand, the number of primary school
children dropped by 400 thousand, while the
number of health care, social service and educa-
tion employees has not decreased overall. The
number of employed doctors has risen by over
3 thousand, while nobody is satisfied with the
efficiency or financing of public financed ser-
vices. It is a basic problem that, given the cur-
rent income centralisation, the state is unable
to guarantee growing financing for the above
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systems and the unsolved problems fall back on
the maintainers responsible for task performance,
i.e. local governments. In order to sustain and
improve the balance, the state has expected
local governments to operate from less subsidy,
while local interests have pointed towards the
contrary direction: a simultaneous increase in
central funds and more freedom in decision
making. 

The practice of decentralising decisions (and,
through this, tension) has led to wasting in sever-
al cases, while deficit can also be proven.
Consequences of the former have included the
overdevelopment of certain institutions, their
unused capacity, duplications, local commitments
ignoring capacities (e.g. sports and tourism
investments beyond the demand of the settle-
ments concerned an thus maintainable only
with deficit). There have been several analyses
and studies attempting to present the econom-
ic reserves that could be used within the local
government system, on the basis of which
some initiatives have indeed been made, while
efficiency aspects have repeatedly been ignored
in the system as a whole.

There are hidden reserves in the following
fields:

•in the revision of the operation of bodies of
representatives and general assemblies, of
the number of officials, especially in cities,
county local governments, regions, coun-
ties and cities of county rights, 

•in eliminating duplications between the
capital and its districts, 

•in reorganising public administration by
eliminating current disproportionateness, 

•in transferring public administration tasks
from the independent offices of small set-
tlements to obligatory associations, 

•in reducing administration. 
While the transformation of small local gov-

ernments hardly capable of independent
administration and the rationalisation of coun-
ty-level administration have not even started,

the development of small regions has once
again led to wasting.

IT IS IMPORTANT TO IMPROVE THE
FINANCIAL DISCIPLINE AND PRUDENCE
OF THE FINANCIAL MANAGEMENT OF
LOCAL GOVERNMENTS 

It is several coordinated measures that could
foster the improvement of financial discipline
as well as considerate and provident manage-
ment at local governments. These include,
among others:

•revising the range of tasks and authorities;
unequivocally defining and separating the
financing obligations of the state and local
governments; making state subsidies and
other sources predictable at least in the
medium run;

•strictening budget rules (instead of, or in
addition to, a uniform fund, introducing
obligatory instructions regarding the bal-
ance requirements of the current opera-
tional budget; imposing stricter regulations
on borrowing and sanctioning their viola-
tion; strengthening external and internal
financial control and, last but not least,
restoring the legitimacy control of local
governments”;

•introducing indicators to help the public
and objective evaluation of the perform-
ance of local governments and public ser-
vices (from the aspects of effectiveness and
efficiency, including financial efficiency),
their obligatory application and continuous
assessment;

•making sure that the consequences of local
decisions ignoring efficiency aspects be
borne by local communities (and decision
makers – e.g. the extra burden involved in
the maintenance of the capacities made by
investments should be borne by the state
only if this was a condition agreed upon in
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advance; the adverse consequences of PPP-
investments or bond issuing prepared and
implemented without control are not to be
transferred to all taxpayers as a whole). 

It is not by itself that harmony is established
between the autonomous decisions of local
governments and public finance or, so to say,
general national interests, like improving the
balance requirements of public finances. The
decisions of local governments and their insti-
tutions, using 12–13 per cent of the GDP and
almost one fourth of public finances, may
aggravate economic problems and increase
state deficit and indebtedness. For years, there
has been considerable uncertainty on the sides of
both revenues and expenses. On the expenditure
side, the uncertainty can be put down to local
governments' conditional commitments also
ignoring risks, and sometimes to the institu-

tional structure ignoring economies of scale
aspects; on the side of revenues, it has to do with
the unpredictability of various subsidies (from
the central budget), contributions (referred to
as assigned revenues) and, last but not least, of
local sources, partly due to uncertainties in
economic growth predictions and changes in
regulation. Instead of implementing structural
changes that would produce savings, improve
efficiency but cause political conflicts, all the
above foster the attitude of shifting costs to the
future. In addition to central (state) measures,
it is necessary to strengthen the control on
local communities, taxpayers and the users of
public services which, beyond the regulation, is
primarily and decisively the task of local bodies
(especially of bodies of representatives, finan-
cial and economic committees, etc.) and the
local public sphere. 

NOTES

1 PPP (Public Private Partnership: a form of cooperation between the state and the private sector) programmes
can be considered as hidden loans.

2 Underplanning revenues, supported by factual figures, in view of applications for 'subsidies to local govern-
ments struggling with problems beyond their control' and for other reasons.
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Ilona Kovács Pálné

Consideretions for the debate
on the financial situation of
local governments 

THE ROAD LEADING TO THE CURRENT
PROBLEMS 

The most important thing to be emphasised is,
I believe, that it was not overnight that the
financial situation of local governments deteri-
orated significantly; their loss of position and
the discrepancy between duties and funds have
been standard phenomena in the past one and a
half decades. From this it follows that what is
needed is not merely crisis management but a
reconsideration of the basis of the system.
There is no question at the same time that it is
impossible to establish a model operable in the
long run without consolidating the current sit-
uation, which can be considered a situation of
crisis. The latter produces only a pseudo solu-
tion, however, unless the measures point
towards the solution of the de facto problems.
The reform is impossible to implement in one
step since comprehensive measures are
required and, in my opinion, we are not deeply
enough familiar with either the causes or the
effects.

For public administration or state reforms in
Hungary it holds in general that the well-
sounding goals have been based on depressing-
ly little information, analyses or model calcula-
tions and the reform concepts have especially

neglected implementability aspects. In fact,
unfortunately, governing itself has been charac-
terised by the same culture or rather lack of
culture, as András Vígvári pointed out in his
lecture; in many aspects you can call it blind
flying: the information systems, institutional
capacity or expertise required to precisely
know the circumstances, potential conse-
quences or actual effects, etc., of the govern-
ment measures or interventions have been
missing and, unfortunately, there has been no
political demand for these, either. 

While, if we are to subserviently follow
trends, the philosophy and instruments of New
Public Management no longer qualify as suit-
able for a strong or wise statehood, the truth is
that Hungary has failed to adequately acquire
the classic principles or instruments of Public
Management and Public Policy in the first
place. So as to return to the original question
discussed, the almost continuous changes in
the system of local government financing have
been made without decision makers facing the
actual problems. This has been made possible
since local governments have shown
respectable inventiveness in and made huge
efforts for sustaining their operability; it was
this 'homeostatic' quality that the government
has misused for a long time. I believe that by
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now, quoting András Vígvári once again, the
family silver has really run out; reforms cannot
be postponed much longer. 

What is the system we want to reform
actually like?

The biggest problem with the local government
model introduced in 1990 was that it uni-
formized: it failed to address the aspects of spa-
tiality or, to use an economic concept, those of
‘overflow’ or size-efficiency, and, in many
respects, it even went against the typical inter-
national trends. 

Today, the problems with the spatial structure
of Hungarian public administration seem to be
self-evidencies already.

In the regulation of the base level, effi-
ciency and professionalism have been subordi-
nated to the requirement of closeness to citi-
zens. The problem of the fragmented base
level should not be narrowed down to the fact
that even the smallest villages have an inde-
pendent local government. The essence of the
problem is not the former but the organisa-
tional-institutional fragmentedness in exercis-
ing local government functions: the high num-
ber of institutions providing base service; the
proliferation of cities of a too small size, hard-
ly meeting city functions; the undifferentiated
system of authorities; the weakness of inte-
grating elements; the low efficiency of financ-
ing mechanisms and the conceptual problems
experienced in the field of associations. The
over-fragmented local decision making system
results in a public service institutional system
struggling with capacity and quality problems,
the victims of which are not local authorities
but citizens who do not have access to high
quality services.

The management of the medium level
according to the leftover principle (which,
mistakenly, has been held for subsidiarity) has

led to excluding county local governments
from power. The exclusion of counties has
launched 'compensation' mechanisms in sever-
al directions: regional public administration
has proliferated, overlapping organisational-
institutional structures have been formed (in
regional development, tourism, etc.); the typi-
cal lack of coordination with cities with coun-
ty rights has been the source of especially
extensive wasting. Furthermore, various new
categories have appeared at the medium level
(various districts, small regions, regions), lack-
ing coordination, with elitism or 'corporate
regionalism' flourishing. 

The system of local government financing
has occasionally tried to amend these structur-
al problems (by fostering associations, for
instance), while, at other times, it has added
fire to the flames by the uncoordinated and
undifferentiated allocation of development
funds, by trying to adjust financing to the func-
tions alternating between county and munici-
pal governments and, lately, by an expressed
discrimination against county governments. 

It can be stated overall that in the past
decades, there has been a failure to establish a
constitutional guarantee for the economic
independence or a predictable or stable financ-
ing of local governments. As a consequence,
financial conditions have essentially been
bound to annual budget acts and regulations,
which have marked the extents and ratios of
state subsidies on the one hand and of local rev-
enues on the other hand. Obviously, local gov-
ernments are primarily affected by the rates of
state subsidies and shared revenues as far as the
central budget is concerned. In this respect,
too, regulation has been most importantly
characterised by an ever changing nature. Year
by year, there have been changes not only
regarding the extents but also concerning the
legal titles of state subsidies.

The deteriorating position of local govern-
ments can be put down to the joint effects of
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changes in the central redistribution of funds,
the exhaustion of own reserves and the lack of
rationalisation in the fields of management and
public services. The main problem with the sys-
tem of financing is not the extent but the
unpredictability, the “structural messages” of
revenue centralisation, as well as the way the
system has shrunk local governments' room for
financial management to the minimum. The
financing model is no longer source-based; the
essentially task financing model is settlement-
centred and, as regards its base, it fosters the
conservation of the institutional system. The
central influencing and determination of local
governments have reached an unhealthy extent
also in the fields of operation and development;
sectoral and regional aspects do not match.

A perfect evidence for the imperfections of
the normative financing system or the perma-
nent differences in local government condi-
tions, if you like, is the overweight role of com-
plementary subsidies meant to amend opera-
tional financing. The system originally designed
for the management of temporary disturbances
or start-up problems has been “organically
incorporated” into the local government financ-
ing system and, for a group of local govern-
ments of a substantial number, it has become a
continuous source of revenues. 

THE ROAD TO REAL REFORMS

In the past one and a half decades, public
administration in Hungary has developed, to a
great extent, spontaneously, through occasion-
al adjustments, being drifted along impromptu
reform directions. The lack of success of pub-
lic administration reforms is not a Hungarian
speciality, however. What is more, the estab-
lishment of an “optimal” model is not the
question of professional consideration exclu-
sively but that of the all-time political power
relations as well.

Yet, not even the above circumstance relieves
the governments in office of their responsibili-
ty to devote due attention, beyond launching
ambitious public political targets, to the compe-
tence of the public administration guaranteeing
the implementation. What is more, they should
also take it into consideration that the condi-
tion, structure and internal interest relations of
the public administrations in office have a deci-
sive effect not only on the implementation but
already on the formulation of targets. 

It is, however, not sufficient to establish a
technocratic, incremental base and background
in itself; a new consensus must be reached also
regarding certain political and policy base values
so that the performance of the Hungarian
state/political system could significantly
improve.

The first (and most important one consid-
ering our subject) is the consistent acceptance of
decentralisation/subsidiarity among state organ-
isational principles. The past two decades and
the preceding centuries have essentially proved
that the Hungarian state has always been 
centralised, distrustful of both communities
and regional players. There seems to be no
other realistic perspective for Hungary, either,
however, than to grant independence to regio-
nal and local governments, de facto decen-
tralise government level competences, thereby
enabling the national level to exercise its new
function, connected to the global systems. It is
thus not a mere structural change that is
required in the power model but a paradigm
change opening the way to de facto decentrali-
sation. 

It is time we did away with the political
illusions related to the local government sys-
tem. Local governing is not a goal but a means: a
means to organise public services and administra-
tion, to support the economy, to develop the
infrastructure; a means for everything needed
for the welfare of the population. The question
is what public administration structure best suits
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Hungarian society and economy, the public
service and administration functions to per-
form, in the longer run. 

The outlines of the structure 

Without consolidating the base level, it is
impossible to model the reform of the medium
level. Let me repeat that, from the point of view
of reasonable fund management, it is not small
settlements that pose the real problem, let
alone the size of local government bodies. If we
agree that the right for local governing must
not be restricted on the basis of settlement size
in future, either, other solutions must be
found. 

In my opinion, the system of subregions
strongly supported, what is more, even forced,
in the past few years, is not a cure-all solution
from the point of view of base-level self gov-
erning, however. For regions with typically
very small settlements, the current subregion
size is too large; it is by no chance thus that
what are referred to as micro regions are char-
acterised by more cooperation. (The scale of
these latter is most similar to the once “joint
council districts” which, in a democratic deci-
sion making framework, may be more suitable
for organising the base services in the longer
run as well.) On the other hand, integrating
some towns or boroughs from the Great Plain
into a subregion does not produce much added
value. However, not only the scale but the sta-
tus, too, is unfortunate, since voluntary associ-
ations can be no stable or primary bases for
tasks or authorities. 

Since the political change, unduly little
attention has been paid, from the players of
local level governing, to cities, even though the
regulated participation of cities in the field of
regional integration would have been an obvi-
ous alternative for the solution of structural
problems. Legislators have used the opportuni-

ty of a differentiated assignment of authority
to a limited extent only and even in operation
and development financing, they have not
straightforwardly supported that cities assume
responsibility in district supply systems. Thus,
in the consolidation of the local government
level, the confirmation of the roles of cities
would be equally important to the integration
of small settlements in administration and pub-
lic services so that, having been made interest-
ed, they should consciously assume a role in
the establishment of a spatially optimal system
of local and district level services, in partner-
ship with other settlements in the neighbour-
hood. Fortunately, what is referred to as the
system of functional city regions in the
National Settlement Network Development
Concept currently in formation, points
towards this direction. 

Another basic question of the structure is
the medium level, which harbours huge
reserves from the point of view of the oper-
ability and efficiency of the local government
sytem. While there is a great need to analyse at
the national level what spatial scale would be
optimal for exercising medium-level commu-
nity functions, considering the location and
capacity of institutions as well as the aspects of
access, etc., I believe, at the same time, that
immediate measures can be taken to signifi-
cantly improve the situation, which would not
require any dramatic amendments in the law,
either. A considerable confirmation of the
position of county governments can be carried
out by a simple revision of the act on authori-
ty and by the restriction of optional and over-
lapping responsibilities – with adjusted
changes in the allocation of funds – in the
budget itself. It is county governments that
should be made suitable for the organisation of
the majority of medium-level service func-
tions, with a coordination authority extended
to cities with county rights. Region integration
functions like strategic planning, the operation
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of public transport and the technical infra-
structure, environment protection, employ-
ment policy, etc., should also be transferred to
county governments.

STRUCTURAL REFORMS IN THEMSELVES
ARE INSUFFICIENT 

As András Vígvári points out in one of his
works, there are two marked opinions on the
scenario of a comprehensive reform, which is
essentially a hen and the egg problem.
According to one of them, a financial reform
must be preceded by the structural and func-
tional transformation of the local government
system while, according to the other, local gov-
ernments can be sent a message through the
regulation of sources already.

It is a fact that, so far, the government has
much more frequently “sent a message”
throough source regulation even about the
organisation of services and development-
related decision making at the local level. In
spite of this, until the latest years, financing in
itself has failed to force local governments to
implement comprehensive, local reforms. The
instability of source regulation has given no
opportunity for systematic local reactions, but
for retrospective corrections or patch-ups. On
the other hand, it is also true that changing the
financing conditions in itself is not a good
enough “message” for the implementation of
local service organisation reforms, for one rea-
son because the messages of the central bud-
get have often been manifested in curbing
sources merely, leaving “crisis management” to
local decision makers. Government orienta-
tions, concepts, for the long-term develop-
ment of the public service spheres concerned,
elaborated model patterns, professional sup-
port or a professional and social consensus
about the directions of changes have almost
always been missing, however. It is a serious

contradiction, let me add, that many, often
absolutely ambitious professional concepts
formulated in public service sectors have failed
due to the shrinking of the actual room for
action of local governments in financing, or
have led to the unconstitutional consequence
that masses of local government institutions
have operated for considerable time with tem-
porary accreditation. It is also a fact that the
dissatisfaction with source regulations and the
debate on the budget have mainly focused on
the volume, the scarcity of sources, while com-
prehensive debates on the inner contents,
structural amendments, coded professional
messages (obviously formed by the techno-
cratic aspects of government, mostly ministry,
civil servants) have failed to take place in the
majority of cases.

The solution that seems to work thus is if
the transformation of the local financial sys-
tem is closely related to changes in other
fields; with the transformation of the public
service, the taxation and development policies.
It must also be appreciated that the financial
difficulties of the local government sector
force out a fundametal innovation also in the
management practice and expertise of local
governments, beyond a reform in the central
distribution of funds. András Vígvári as editor
chose a well-fitting title for the volume of
studies on the reform of public finances: “Back
to the Basics”.

Such ambitions are easy to meet when the
policy of a new government is being formed. It
is true that the changes in the financial situa-
tion of local governments compared to the cen-
tral budget or to GDP has a clear message: local
governments have undoubtedly lost position,
partly due to the system of local goverment
interest representation. There is a danger, how-
ever, that the new basics, the pressure to solve
the crisis, will not support the arguments for
decentralisation but confirm stronger state
involvement instead. 
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This is why I would be careful also about the
financial control of local governments. While the
current situation is untenable and it can hardly be
accepted that local governments get indebted “in
front of the eyes of the state”, if toughening
results in unjustified restrictions, on the other

hand, the abilty of flexible adjustment inherent
in the local government system may be lost. 

Let me conclude by noting that, despite all
problems and critique, we should be careful not
to lose the advantages of the local government
system during the consolidation.
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Gábor Péteri

Is the conflict container full,
or which way is the container
trailer going?
Issues of the transformation of the system of local governments

In this article of his, András Vigvári undertook
to evaluate the public service system of the
local governments in a completely new light. In
his thorough analysis built on detailed financial
data, he first of all discusses the indebtedness
of the local governments. His starting hypoth-
esis, and at the same time, his approach, rests
on the measurement of financial risks: he
thinks that the credit portfolio is too high as
compared to the budget of the local govern-
ments, besides which the conditional commit-
ments of uncertain extents can also jeopardize
the operability of the local public service sys-
tem. 

In my comment, I will examine three issues.
Are the municipality financing problems

in fact so grave and can the solution of the
problems of the local government structure
and financing model be achieved by applying a
financial risk analysis for them?

At which points is intervention necessary
in order to be able to improve the allocation of
local government tasks, their structure and the
financing position?

Finally, I will briefly discuss what the
actual conditions of organizing a higher scale
program of local government restructuring are,
what we have been missing in this respect in the
recent years.

A PROBLEM, OR NEW PHENOMENA?

Taking out credits, 
indebtedness, undertaking conditional 
commitments 

If we look at the budgetary figures of the past
few years, we can see that the credit portfolio
of the municipalities has significantly increased
and by now, its value exceeds even a thousand
billion Forints. This taking out of credits,
which has grown rapidly since 2005, was real-
ized almost exclusively from the issuance of
bonds. Now as much as 63 percent of the cred-
it portfolio is foreign currency-based. This is
definitely a new phenomenon but the question
is whether the high volume of credits is in fact
such a big problem.

It used to be an often voiced criticism of the
city municipalities that the financial managers
in charge of managing the budgets of several
billion Forints do not utilize the modern mar-
ket and financial management tools to the full
and as a result of this, they miss potential rev-
enues. It was also criticized that in the area of
infrastructural developments, the fundamental
principle that the investments that pay off in a
longer period of time can be implemented from
credit financing much more rapidly, was not
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followed. Now that changes are at last in their
forming in both areas, this process cannot be
regarded as harmful. 

The larger municipalities only used the
opportunities of the pre-crisis period when
they accepted the funds offered by the mon-
etary market. These were obviously needed
for the financing of the EU subsidies and the
pre-financing of the projects. The issuance of
bonds was encouraged by that the mostly
private issuance was supported by the banks,
they could be performed without a public
procurement process and repayment was also
put off by the grace period. The majority of
the funds obtained in such a way were
reserved by the municipalities as deposits in
the banks at the beginning and in the middle
of the election cycle. By the way, the Polish
municipalities acted in a similar way in this
period.

All this is well reflected by the “net operat-
ing profits” indicator applied in the study as
well. In 2006–2007, this indicator got into a
slightly negative range in the case of each type
of the municipalities under review. However,
there is no clear process of indebtedness of a
dangerous extent, the trend seems to be
reversing by now. The level of the debt port-
folio of the municipalities is between 35–45
percent in the country as compared to the rev-
enues of the current year. (This is only 11 per-
cent in the case of villages.). The debt portfo-
lio is compared to the municipalities' own rev-
enues in the study but a genuinely accurate
indicator would be the comparison of the bur-
dens of credit repayment and the expected
evolution of the municipalities' own revenues,
of which, however, we do not have any data.
However, according to the available data, the
comparison of the portfolios also indicates
that the level of indebtedness of the munici-
palities is not alarmingly high if we take the
system as a whole and look at the national
averages. 

New public management in the crisis
period 

The subject of the financial risk analysis applied
in the study also covers the review of the guar-
antees undertaken by the municipalities as
owners. According to the study, the amount of
guarantees undertaken out of the budget is 11,4
billion Forints in the case of the 2,730 majori-
ty- or minority-owned economic associations,
which amount almost fully appears in the cities
outside Budapest. This amount may seem to be
high but if we create other indicators in the
course of risk analysis as well, we can see that
the situation is not that bad: the amount of
conditional commitments is 9–10 million
Forints if projected on one economic associa-
tion, only 134 million Forints in the average of
a city with county rights, while in the case of
other cities, it is 26 million Forints.

It is exactly because of this that it would not
be right to make far-reaching conclusions from
this single fact, and question the organization
system of public utilities services in the past
decade. The form of the economic association,
the professional investors, as well as the diverse
service organization and financing techniques
(concessions and other public/private partner-
ship solutions) brought capital, know-how and
improved efficiency into local water and waste
management, distant heat supply and other set-
tlement operational services. The integration of
services was realized by the market (for exam-
ple, the number of waste repositories decreased
from 2,600 to some 140). The settlement oper-
ational holdings of the big cities are built on
economic rationality, although of course the
large organizations carry their own operating
risks due to the more indirect nature of owner's
influence in the large organizations.

The phenomenon seen in the recent period,
i.e. that the operator companies of mixed own-
ership have been bought back by the munici-
palities, has always had unique reasons charac-
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teristic of the city in question. For instance, in
the case of Pécs, the spectacular “reoccupation”
of the waterworks was, among others, neces-
sary because the foreign minority owner had a
majority vote in the Board of Directors, and
they started to pursue a business policy of buy-
ing up smaller service providers and spreading
by getting indebted, which arose from the mar-
ket logics. This process could not be controlled
and prevented by the owner municipality but it
does not mean that the structure is wrong, it
only indicates that the influence and regulatory
competence of the majority owner were weak.

Thus, in the current period of budgetary
restrictions, it is not the organizational and
financing solutions developed in the system of
new public management that should be fully
disregarded but the proportion within the
model should be changed. This is a natural part
of the learning process, during which the regu-
latory system should be strengthened now.
And there is a lot to be done here. We do not
know the answer to even such basic questions
as, for example, exactly how many water supply
organizations there are in the country, what
kind of pricing policy is applied by the munici-
palities responsible for determining the prices
in the public utilities sector, how the central
water charge support of 4.5–5 billion Forints is
allocated. All these would mean relevant infor-
mation for the local governments. The partici-
pants of the decentralized service system can
learn best from each other, so a benchmarking
built on publicly available data would be impor-
tant for the local decision-makers, the owners,
the consumers and the managers of the compa-
nies alike.

BALANCE OF TASKS AND RESOURCES 

So, all the problems discussed in the study are
important and are burdened by considerable
conflicts on the municipality level. But in order

to be able to introduce solutions that affect the
local public services as a whole, it is some other
elements of the system that should be trans-
formed. As consequence of the significant level
of decentralization that was accomplished in
Hungary, the “conflict container” of the
municipalities is in fact full, as many problems
were delegated to the local level by the budget-
ary restrictions and certain steps of the trans-
formation of the public sector. But for the
development of the reforms, the following
issues should be examined: what the most rele-
vant problems are, what changes have taken
place in the past few decades of the municipal-
ity system, i. e. what the processes that deter-
mined the development of the “container” are
characterized by. 

Political independence – rational
approach to service organization 

The institutional system of local governments
that had developed by 1990 was built on local
autonomy and the political independence of
settlements. In the process of transformation,
these were unquestionable values, which, along
with the multi-party system and private prop-
erty, became the fundamental elements of the
new system. The municipalities with wide
authorities and significant own revenues helped
manage the problems involved by transforma-
tion, reduce the losses and utilize the develop-
ment opportunities to a great extent.

This basic political value, however, was par-
tially in conflict with the rationality involved
by the organization of services. The local inde-
pendence in selecting the forms of service
organization promoted the efficient perform-
ance of tasks and the giving of effective
responses to the diverse consumer needs. This,
in turn, took the system to the direction of
smaller decision-making units and stronger
local influence. The prevention of population
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flow to the cities and the utilization of the
opportunities still available in village agricul-
ture were promoted by the development of a
system consisting of small-size settlement-
based municipalities. Of course, by building on
the principle of economies of scale, it was nec-
essary to establish larger-size supply systems as
well. The establishment of a rational opera-
tional size both in planning and in the area of
human resource and public administration
services was made possible by the municipality
associations. On the other hand, this process
was driven by the market liberalization of serv-
ices in the public utilities-communal sector. 

So, if we are looking for harmony between
the political logics and the practices of service
organization, it is the new balance of the two
systems that should be created. This does not
mean that we should weaken one of the ele-
ments (political autonomy) to the benefit of
the other (the service system) but much rather,
it means that we should transform the internal
operational rules of the two system elements.
This, in turn, requires the further development
of the sub-regional and mid-level forms of
municipality in the current system of local gov-
ernments.

Multi-purpose sub-regional associations
control 2.2 percent of the local government
budgets. Half of the state subsidies that they
receive are used for public education tasks (16
billion), besides which they get considerable
state support (4.2 billion) for performing the
basic social support tasks. By now, these asso-
ciations of an average headcount of 47 thou-
sand have become stable elements of the local
public service system, as a result of the subsidy
system and the public administration-political
constraints. It would mean a great stride for-
ward here to expand the range of tasks to be
performed in the sub-regional association by
making the professional requirements and
standards of the settlement services stricter.
Also, own revenues should be allocated to the

regional forms of government, for which pur-
pose the local business tax could also be appro-
priate.

The other elements of the system that are
ready for structural change are the county
municipalities. In the development of the earli-
er regional government ideas, the goal was to
strengthen the performance of tasks on the
mid-level, extending to several counties and to
moderate the isolation of the cities with coun-
ty rights. For this, the dependence of county
municipalities on state subsidies should be
reduced. This can be achieved through ensuring
own funds and increasing participation from
the local, allocated revenues, or the assignment
of new kinds of tax revenues to the regional
municipalities.

Own resources and budgetary 
offsetting 

It is obvious from the above that the future of
task allocation and that of the financing system
are inseparable from each other. The answer to
the question what resources will be necessary
for the new tasks in a different kind of struc-
ture should be jointly sought. Several different
financing technical solutions can be applied in
the same public service-public administration
model. Anyway, today's municipality financial
system can be further developed in basically
two directions: the interests in the municipali-
ties' own, local revenues should be increased
and the methods of offsetting should be
improved.

Currently, 43 percent of the municipality
resources are made up by their own current and
cumulative revenues, which is a rather signifi-
cant proportion. Within these, the local taxes
and especially, the local business tax (15 per-
cent of the total revenues) are the key items.
Surprisingly, these own resources were not
even considerably decreased by the economic
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crisis, even if we take the delaying mechanism
of the regulatory system into account.
However, from a theoretical aspect, the local
business tax cannot be regarded as a good type
of tax. The taxpaying enterprise is usually not
entitled to take part in the elections, so it does
not even have an indirect effect on the purpos-
es or operation of the municipality that deter-
mines the taxes. As compared to the village
average, the per capita local business tax rev-
enue is 2.7 times of it in the average of the cities
in the country, and 3.7 times of this in the aver-
age of the cities with county rights. However, it
was exactly because of the significant weight of
the local business tax (472 billion Forints in
2009) that this own source of revenue could
not be transformed.

One of the potential alternatives would be
the introduction of the property tax based on
local values. However, despite several attempts,
it seems like it is not possible to spread it wide-
ly in Hungary. Thus, the dependence on local
revenues could only be strengthened by modi-
fying the extent of the assignment of taxes. The
new allocated tax, primarily on the level of the
regional municipalities, could be a stable and
foreseeably increasing VAT. On the other hand,
at the local municipalities in general, the
increase of the locally remaining Personal
Income Tax participation could create a
stronger interest in the revenues.

This, however, would require a different kind
of offsetting policy. In the current fragmented
municipality system of the settlements, there is
a considerable but not unmanageable differ-
ence between the average per capita Personal
Income Tax revenue of the villages and the
average of the cities: the city average is 43 per-
cent higher, while the average of the cities with
county rights is 94 percent higher than that of
the villages. The subsidy that offsets the local
revenue capacity well handles this problem by
its resource offsetting mechanism.

Changes are needed more in order to realize

a better offsetting policy aimed at the expenses
and to encourage more efficient operations.
This can be attained by modifying the internal
proportions of the subsidy system and trans-
forming the techniques of the central alloca-
tion of resources. From both the ÖNHIKI
(subsidy given to municipalities struggling
with problems beyond their control) and the
system of allocating per capita state subsidies, a
general purpose state contribution that sup-
ports the achievement of an average, estimated
level of expenses and not the actual, existing
service capacity, is missing. 

Today, ÖNHIKI is received by the individ-
ual calculation of expenses and revenues by set-
tlements. Per capita support (and the Personal
Income Tax allocated on a normative basis), on
the other hand, reach the local budget either
simply in proportion to the population, or pro-
jected to the capacity of the institution run by
the municipality. The latter form of support
makes the municipality interested in maintain-
ing the institution at all costs, rather than in the
sensible organization of services. The alloca-
tion of resources simply in proportion to the
population, on the other hand, disregards the
differences between the individual settlements,
in its system of unit costs.

These logics can only be changed by refining
the indicators measuring the service needs of
the settlements. This means that the subsidy
amounts are calculated on the basis of the fac-
tors determining the costs of the individual
tasks such as the population by age groups, the
area, the level of urbanization, the length of the
roads within the settlement, etc. By applying
this method, the freedom of choice between
the institutional forms will grow, and thus, the
efficiency of the service system may also
increase. If this system is further refined, the
average, standard expense level could be calcu-
lated and the amount of the subsidies could be
derived from this, after deducing the calculated
revenue capacity. 
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However, a local government subsidy system
is supposed to fulfill several objectives: guaran-
teeing a minimum service level, regional offset-
ting, ensuring interests in pursuing business
activities. In order to reach these goals, the var-
ious state contribution and assigned tax rev-
enue allocation methods should complement
each other. The changes can only be imple-
mented gradually, by modifying the internal
proportions of the resources. 

HOW TO REALIZE A REFORM?

The past few years have seem quite a number of
proposals for the modernization of the munic-
ipality system, which has basically been
unchanged for two decades. These professional
and political ideas, however, did not tackle the
methods of implementing the reforms, or the
program of preparing and introducing the pro-
posals of sectoral policy at all. Perhaps this is
exactly why they were not successful, since
several problems can be identified here.

First of all, those state research institutes
which used to be involved in applied research
and the preparation of decisions which could
deal with either public finances or the further
development of public administration, ceased
to exist. Of course, some other organizations
partially fill this gap but perhaps it is not the
background institution of the State Audit
Office that should develop the public finance
reforms of the government, or it is not the aca-
demic institutions of regional research that
should primarily undertake to perform the

tasks of modernizing public administration.
Earlier, both areas had research and develop-
ment institutes that supplemented the capaci-
ties of the relevant ministries. The consulting
firms in the market can help a great deal in
these efforts but they do not ensure the insti-
tutional continuity of the reforms and thus,
they probably do not represent the most effi-
cient solution. 

It is partially related to the lack of profes-
sional workshops that the system of public
budgetary information has not been estab-
lished. Today, the data necessary for municipal-
ity financial modeling can only be accessed in
possession of individual permits, and one has
to pay for the information, while these are data
of public interest, which should be disclosed in
a manageable (electronic) form. The various
professional proposals can only be tested in
this way, and this would mean a great deal of
help in the elaboration of government policies. 

Finally, besides research capacities and access
to information, the third key element of the
preparation of reforms is the existence of a
client that places orders. This, of course prima-
rily depends on the political intentions but the
formulation of government intentions is ren-
dered difficult by the uncertainties about insti-
tutional responsibility. Earlier, responsibility
for the modernization of the local governments
and the local public service system was shared,
and frequently changed, by both among the
ministries (PM (the Ministry of Finance)-ÖM
(the Ministry of Regional Municipalities)-sec-
tors) and within the government (programs
and ministries).
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Joint research by the Research
Institute of SAO and the
Competitiveness Research
Centre of CUB
BACKGROUND OF THE RESEARCH
RESULTS

The Research Institute of the State Audit Office of
Hungary (SAO) and the Competitiveness
Research Centre of the Budapest Corvinus
University started to cooperate at the end of
2005 with a view to researching the relationship
between the public sector and economic com-
petitiveness. The research was planned to be
carried out in two phases. 

In the first phase, in 2006–2007, we per-
formed a literature search and established a
concept. An overview of the results of these
research activities is provided in a collection of
studies published in 2007. The volume was
compiled by ten researchers and edited by
Gusztáv Báger and Erzsébet Czakó.

In the second phase, in 2007–2009, the
objective of our research was to explore – on
the basis of national empirical research – which
contact points, connections and interactions
can be identified between the Hungarian public
sector and economic competitiveness, and
what lessons they provide for the promotion of
the competitiveness of the economic sector. We
also aimed to formulate recommendations and
suggestions as a result of our research. This
volume [Báger – Czakó (ed.) 2010] summaris-

es the research results of this phase. Together
with the editors of the volume as many as 12
researchers were involved in the research.

STRUCTURE OF THE VOLUME

In the study volume we tried to present the
results of our versatile research activities in a
manner that is enjoyable both for the narrower
and wider professional audience, yet scientifically
accurate. The studies are structured identically
within the volume. First, we provide the method-
ological background of the subject matters to
give an overview about the scope of the results.
Then we present the results of empirical research,
during which we primarily focus on those SAO
findings that have not yet been published in
Hungary. Finally, we formulate our major conclu-
sions, recommendations and suggestions while
aiming to convey messages that are consistent
with the results and are relevant for those respon-
sible for developing public policy tools.

STUDIES INCLUDED IN THE VOLUME 

In the first study Gusztáv Báger and Árpád
Kovács start out from the macroeconomic fac-
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tors of the international competitiveness rank-
ings of IMD and WEF, and present the changes
that have occurred in said rankings in the past
years. In addition to unfolding the picture, they
evaluate the tendencies that can be read from
the analyses of the SAO and the Research
Institute of the SAO. Finally, based on a survey
they evaluate changes in the public policy tools
used in Hungary.

The second study in the volume, written
by Attila Chikán and Dávid Losonci, examines
the public sector in terms of corporate compet-
itiveness, broken down into segments. The
authors tried to review all issues that the litera-
ture and the professional community consid-
ered relevant to corporate competitiveness.

In the third study Erzsébet Czakó exam-
ined the performance indicators of companies
of different sizes on the basis of domestic sta-
tistical data series. Based on the research results,
she summarised which public policy tools can
be applied to which performance of which
company group according to the leading inter-
national experience.

The fourth study presents, on the basis of
Gusztáv Báger's research results, the compe-
tencies that the staff members of one public
sector institution, i.e. the local governmental
system possess, as well as what issues they find
important, and to what extent these issues
coincide with their customers' expectations.

The fifth writing in the volume deals with
the voluntary sector. The research conducted
by György Jenei and Éva Kuti outlines several
forward-looking developments and dilemmas
in the operation of voluntary organisations.
Based on the international literature and the
national situation the authors make several
noteworthy and feasible suggestions for the
development of the voluntary sector.

In the sixth study of the volume Gusztáv
Báger and Gyula Pulay summarise and draft in
the form public policy recommendations those
lessons and results of the research that we find

the most useful for public sector institutions
and organisations.

SOME OF THE MAJOR CONCLUSIONS OF
THE RESEARCH PROJECT AND OF THE
STUDY VOLUME

The question is raised what all-encompassing
lessons can be formulated at the end of the five-
year research programme, and how we could
contribute to the development of the Hungarian
professional and scientific community? 

First of all, we emphasise the actual and vir-
tual dialogue among the researchers of the differ-
ent fields of the economy and the public sector.
During this dialogue the possibilities and limi-
tations of the different fields became outlined
more sharply as a result of the different
approaches to both the subject matters and the
problems. We believe that this is an important
feature of interdisciplinary research, and its
knowledge is indispensable for the betterment
of the economy and the public sector.

Processing of the international and nation-
al literature, as well as empirical research
allowed us to compare the practice of the devel-
oped market economies with our own practice,
and to suggest possible causes for the differ-
ence. It was an interesting experience that
according to the national empirical research,
the corporate, the voluntary and the public sectors
alike were characterised by development in the
past 20 years. This development can be called
“organic” since it occurred under continuously
changing international and national political
and economic conditions – and the attitude of
the affected organisations was characterised by
versatile adaptation. We believe that while these
results are noteworthy, we cannot be content at
all, which we reiterate several times throughout
the studies.

Progress and the promotion of economic
competitiveness require longer-term objectives



STATE AUDIT OFFICE CONFERENCE 

532

TH
E 

PU
BL

IC
 S

EC
TO

R 
AN

D 
EC

ON
OM

IC
 C

OM
PE

TI
TI

VE
NE

SS
t
t
t

BÁGER, G. – CZAKÓ E. (ed.) (2007): The public sec-
tor and economic competitiveness. Study, Research
and Development Institute of the State Audit Office of
Hungary, Budapest

BÁGER, G. – CZAKÓ E. (ed.) (2010): The public sec-
tor and economic competitiveness – empirical results
and studies, Study, Research Institute of the State Audit
Office of Hungary, Budapest 

undertaken and implemented more consciously.
This is something that both the corporate and
the voluntary sectors are ready to accept and
work for together, and the fields of which have
already become outlined like mosaics.

Our research and study volume scrutinised
several phenomena, and hopefully they also serve
as a starting point for efficient treatment.

As researchers we see that it is indispensa-
ble to continue empirical research related to
the domestic practice. We have also outlined
several phenomena that we perceive, yet do
not sufficiently know or understand.

Efficient treatment of these phenomena is
doubtful without their deeper knowledge and
understanding.

Some of the recommendations and sugges-
tions are not new; they have been formulated
by many researchers and experts several times,
wherefore they should really be considered by
the decision-makers. Some of the recommen-
dations and suggestions may not have been for-
mulated so markedly before. Based on our
research results, we recommend that these
issues be subjected to professional debates and
verification upon further research.

LITERATURE
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Árpád Kovács 

Possible ways to improve
competitiveness – as seen by
the State Audit Office 
of Hungary
The State Audit Office (SAO) has not explicitly
audit competitiveness, but hundreds of its reports
on the operation of public finances discussed
many areas related to the improvement of com-
petitiveness and the underlying conditions. In
addition, while performing research activities, the
staff members of the SAO and of the Research
Institute of the SAO have also frequently
analysed the subject of competitiveness. Building
on this vast array, the following is a brief summa-
ry of recommendations for the improvement of
Hungary's competitiveness, in reference to the
problems of competitiveness identified on the
basis of international comparative analyses, i.e.

•the condition of public finances,
•taxation, 
•education and training,
•research development, and
•political and governmental activities.

REINFORCEMENT OF THE SUSTAINABILITY
OF PUBLIC FINANCES

Major problems of the operation of pub-
lic finances and the possible ways out

Although the financial and financing abilities
of the operation of public finances reciprocally
influence the values and objectives of the state

and of the governance, changes in financing are
rather the subordinated “what and why” conse-
quences of these systems of objectives, and the
concomitant tasks. In the past 20 years the
operation and path of public finances have been
shaped by the duality of external (environment,
adaptation requirements and patterns, orienta-
tion) and internal (mobilisable real economic
and institutional foundations, willingness for
social adaptation) conditions. In the transition-
al economies and societies, like in Hungary,
consolidation and recovery depend more on
the purposive harmonisation of interests and
on value generating responsibility than in the
more developed European countries. In
Hungary the external and internal determi-
nants affecting the safe operation of the state
organisation and the modernisation possibili-
ties of services have developed in a controver-
sial manner as the change of the political
regime has become more distant in time, and
their joint effect is rather constraining in
nature. This had an adverse impact on the sta-
bility of the regulation of public finances, the
predictability of financing, the prospect of
organising social transfers on the basis of nor-
mative support or need, and even on the possi-
ble paths of competitiveness that may trigger
real economic growth. The periods of over-
spending have been followed by consolidation
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– or rather “forced stabilisation” inconsistently,
only with long delays and only for short peri-
ods of time. Modernisation attempts have
yielded only partial results. Until recently the
rigid system of public finances, which came
into being already before the change of the
regime, and which could be maintained with
deteriorating efficiency despite the external
funds involved, practically remained
unchanged. Although Hungary did achieve
results in the more regulated economic man-
agement system, there remained unutilised
potentials in the “business administration”
solutions, and the system was unable to operate
efficiently. The financing problems of the pub-
lic finance system and deficient performances
are nothing but consequences.

Here we must mention the adaptation poten-
tial of the Hungarian society. The practical limi-
tations (e.g. timely implementation, reception
by the society, marked conflicts of interests)
faced during the creation of the shorter and
longer term harmony among the various real
economic, public finance and financial con-
cepts occur, and the necessary modernisation
programmes and reform steps must be imple-
mented under the real, and not under the mod-
elled conditions. In addition to the crisis of val-
ues and the political polarisation that can be
traced back to the general opinion on “person-
al pliancy” common in the period lasting until
1989, the society is burdened with several very
serious conflicts of interests that the
Hungarian public policy has been unable to
resolve for years. In fact, the conflicts that have
become even deeper as a result, and endanger
the foundations of harmonious and expedient
actions include: the conflict between the
entirely different objectives and interests of the
active and inactive groups of the society; the
conflict between people facing marginalisation,
and people who have already marginalised; the
conflict between employers and employees; the
conflict between people working in the public

sector and in the real economy; as well as the
conflict between “poorer and richer” people.
These fault-lines and gaps are getting deeper
due to the distribution of the burdens of the
crisis. Taking into consideration the fundamen-
tal thoughts1 of the studies written by László
Bogár, György Jenei, László Laki, István Stumpf
and others we note that the social reality that
significantly confines all actions taken with a
view to implementing changes is determined by
those aspects and attitudes (that often offset or
hamper one another, and overwrite rationality)
that have developed on purely emotional
grounds, or naturally, on the basis of the bur-
dens of bad experiences or mistakes.

Today's distrustful, and in many aspects
rightly disillusioned general public, the contra-
position of the dogmatised liberal, conservative
and social values can very adversely influence
the feasibility of actions that could be relative-
ly easily harmonised under different circum-
stances. The fractured social structure and
political dividedness imply further obstacles to
changes. For example, the fact that values that
are regarded as (or sometimes just believed to
be) social achievements, and the related financ-
ing obligations enjoy special protection in the
Constitution and in the so called “two-thirds”
acts irrespective of whether or not there exist
socially more equitable, technically and organi-
sationally more modern or more fundable solu-
tions than the solution regulated in a given act.
Despite the transitional period of 20 years the
Hungarian society is very reluctant to con-
sciously accept that market power becomes
administrative power, and that political and
administrative power can also be transformed
into economic power. All this constitutes a
dual obstacle to action. It represents the reality
of a rejecting host society for all those people
who would like to act either as politicians or as
financial or economic experts. 

Due to the contradictory nature of public poli-
cy the state is unable to act proactively, its behav-
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iour has been at best reactive only, adjusting to
and following the needs of the EU or the dif-
ferent bearers of social interest. The abandon-
ment of the path that Hungary was forced to take
requires changes in (mutually interacting) social
expenditures and transfers that cannot be imple-
mented without the reconsideration of the fun-
damental constitutional rights (pension,
healthcare, education and other tasks assumed
by the state), without reaching new social and
political compromises (regional administra-
tion, local governmental sector, reformulation
of the role of the state, “rebuilding” of the
state). Today the absence of public consensus
hinders the development of stable and long-
term programmes, while it is obvious that
spending more than we earn cannot be main-
tained, since the large community and social
supply systems have already reached their per-
formance limits. Changing this practice and 
the underlying causes requires a new approach
and real public consensus, on the basis of which
public finances can foster and not hinder the
performance of the real economy.

Among the professional guarantees the
framework system for budget responsibility can
be of great significance, i.e. the consistent
enforcement of the rule-based fiscal policy and
the gradual introduction and subsequent wide-
scale application of modern programme budget-
ing. Supporting the renewal and operation of
the budgetary system would open up a new
horizon and opportunities for financial audits,
too. These changes would definitely help over-
come and “overwrite” those constraints that
can be attributed to the lack of trust and the
professional mistakes made in the past nearly
20 years and that are now characteristic of the
forced-pace preparation and control of the
budget and the final accounts.

Hungary was hit by the crisis in the midst of
a budget stabilisation programme following a
period of endless overspending. The serious
public finance deficit that emerged in the years
of 2002–2006, and the resulting repeatedly high
level of government debts and debt servicing (see
Figures 1 and 2) do not make it possible to
carry on with the anti-cyclical economic policy.

TH
E 

PU
BL

IC
 S

EC
TO

R 
AN

D 
EC

ON
OM

IC
 C

OM
PE

TI
TI

VE
NE

SS

t
t
t

Chart 1

THE GROSS DEBT OF THE CENTRAL BUDGET AS A PERCENTAGE OF THE GDP 

Source: Ministry of Finance



STATE AUDIT OFFICE CONFERENCE 

536

In the short run budgetary expenditures must
be adjusted to the dramatically falling revenues,
after which economic growth can be promoted by
the implementation of structural reforms. Both
tasks require the reconsideration of the role of
state expenditures, state institutions, and even
that of the state. The fundamental question of
the future is how we will be able to unfold the
structural reforms (that affect the position of
the budget), especially the modernisation of
the large community supply systems, i.e. the
pension, healthcare and education systems, and
to accelerate developments that are designed to
improve competitiveness using EU funds, in
harmony with the reform-scale modernisation
of the system of public administration (includ-
ing the local governmental system) and of the
regions. Sustainable development and finance-
able growth requires fundamental, no longer
postponable changes and adaptation that com-
ply with the fundamental principles of the
social market economy, and at the same time
undertake financeable social subsidisation,
while fostering real economic performances.

The public policy, economic performance, and
last but not least the financing related causes of
the emerged situation are also their own conse-
quences. Under such circumstances the
Hungarian economic policy must cope with sev-
eral – often conflicting – priorities and funda-
mental tasks. The consequences of the financial
tensions and recession must be managed by
means of an effective crisis management method
while preserving the results that have been
achieved in the framework of the recent stabil-
isation and consolidation process, by prevent-
ing a further financial and currency crisis, and
concurrently by curbing the acceleration of
unemployment, and by improving the liquidity
and creditworthiness of the economic players.
Furthermore, the possibilities for finding a way
out, the conditions and opportunities of sus-
tainable and financeable growth and develop-
ment should be created as soon as possible
(should have been created much earlier) by
means of structural reforms.

Today it is especially difficult to make this
choice against the daily interests of the
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Chart 2

DEBT SERVICING EXPENSES

Source: Ministry of Finance
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extremely divided Hungarian society, which
has lost confidence as a result of unfeasible
welfare promises, and which is reluctant to
accept anything new. The subject of the debate is
the rate of restrictive measures, since earlier not
only contradictory promises, but also marked,
concrete measures could be seen in the world
of taxation, social security contributions, pen-
sions and wages. In the given situation it is nat-
ural that the measures taken (and not yet
taken) within the framework of a scenario
which was launched without sufficient financial
resources, which contained conflicting inten-
tions, which provided subsidies without linking
them to performance, and which did nothing
but promise the transformation of the obsolete
supply systems “backfire” in the first, most sen-
sitive period of the transition to the new path. At
the same time these measures bring about tensions
– often in the form of public distrust – that would
otherwise belong to one of the dominant choices
of values.

Renewal of the system of public
finances as a possible way out

The SAO audits have been repeatedly com-
pelled to state that the urgently needed struc-
tural reforms, as well as the renewal of the tax
system and of the large community supply sys-
tems have been postponed, and have been
replaced with more or less successful austerity
and restrictive measures. This issue has been
raised by the international organisations and
the competent bodies of the EU, too.
Following the review of the Hungarian budget-
ary system, the experts of the OECD and other
international organisations have also pointed
out that Hungary has no clear rules pertaining
to budgetary discipline, and that expenditures
are not maximised in the budget. In relation to
the underlying causes, including the Hungarian
society's above mentioned reluctance to adopt

anything new – its adaptation potential repre-
senting internal determinants – it is worth dis-
cussing the external determinants, too.2

If we start out from the fact that in theory
the conditions of the operation of public
finances are determined by the size of tasks
assumed by the state, and the money that can
be spent for this purpose – the performance of
the economy – then the external determinants
to be highlighted should first of all include the
external, real economic determinants triggered
by the transition from the plan economy to the
market economy, especially by the major com-
ponents of privatisation, as well as Hungary's
adaptation targets related to its accession to the
European Union, the consequences of acces-
sion, and finally the effects of globalisation.

In the major segments of public finances
adaptation to the European Union was a benefi-
cial constraint. As a result, and last but not least
due to regional-level thinking and attitude
shaping, significant modernisation changes
have taken place in several areas, including
development projects, the audit culture, the
possibilities of applications for funding and
fund acquisition. The balance is positive even if
in some areas – such as applications, public pro-
curement, allocation and direction of develop-
ments – actions were sluggish and occasionally
counterproductive (instead of constructing
much needed facilities at the right places those
facilities were realised for which funding could
be obtained).

It cannot be denied that in addition to these
(on the whole beneficial) effects the new –
European and overseas – partners did not share
the same way of thinking, and the solutions
they followed differed in relation to the inter-
pretation of state tasks, and the role of the state
in controlling the economy. This caused orien-
tation disturbances and uncertainties for the
unprepared Hungarian policy makers (who
were in short of adaptation abilities, yet full of
“honour student” ambitions) in setting the
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modernisation objectives, as well as in selecting
the model to follow already before the change of
the political regime, and since the millennium
the number of these disturbances an uncertain-
ties has increased even more.

For both the policy shapers and wide social
layers of the democratic Hungary the direct
models, the need for the approximation of wel-
fare services assumed and operated by the state,
and the subsequent determinants were provid-
ed by the European integration and the value
and interest system of the “social market econo-
my”3 it represented. In practice, this was imple-
mented through the mandatory system of
adaptation rules and institutions (acquis com-
munautaire), the support system of the EU
(pre-accession, cohesion and convergence
funds), and the development policy that was
influenced in this manner, too. As a conse-
quence, an increasing external – beneficial –
financial determinant emerged in the planning
and utilisation of public finance development
funds, including the tax and support policies.
At the same time, in the field of social services
(primarily social policy, healthcare and pen-
sions) such a clear model-following could not
be observed. This can in part be attributed to
the fact that the major driving force of the
increasingly unifying and unipolar world, the
USA, abandoned the Keynesian path at around
this time. The so called “mainstream” models
transmitted from the US, which emphasised
the efficiency of the “night-watch state”, the
advantages of the marketisation of social services,
and self-support by the citizens for a public poli-
cy shaping segment of the political and eco-
nomic elite, became the key, central dogmas to
joining the mainstream. Consequently, these
two imported, only partially conform adapta-
tion models, as well as the uncertainties about
following the European or the Anglo-Saxon
path caused zigzags, or rather inaction in rela-
tion to task performance by the state, the
intentions to modernise community services,

and thus the allocation of funds. All this fluc-
tuated not only during the political economic
cycles, but also due to the open or hidden shifts
in the focal points of the governments or gov-
ernment coalitions. It excluded the implemen-
tation of service reforms, and even the mod-
ernisation of business administration, since in
general it was not stipulated what community
services the Hungarian state was ready to
assume, and what action scenario it wanted to
choose for the sake of development.

Furthermore, the models transmitted by trade
and later financial investors during the process of
privatisation and greenfield developments had a
strong impact, too. These investors' require-
ments, corporate cultures, increasing economic
weight, as well as system of interests and con-
ditions4 more and more increasingly revealed
the slow and uncertain adaptation of the insti-
tutional system financed from public finance
sources, as well as the weaknesses of economic
organisation, legislation and the enforcement
of willpower. The modernisation of public
finances and the implied risks affect financial
audits, too. They set new requirements, and
lead to the fact that by today serving and
strengthening of the safety of public financing
have become a basic content and objective of
the SAO audits. The enrichment in the content
and increase in the value of SAI audits all over
the world can be attributed especially to this
requirement, as well as to the related profes-
sional commitment and responsibility.

Driven by such principles and objectives, the
SAO – in conjunction with its own Research
Institute – compiled its recommendations for
the renewal of the regulation of public finances,
which it submitted to the National Assembly
under the title Theses on the Regulation of Public
Finances in April 2007. The theses have fulfilled
their designated purposes. In relation to the
approval of the 2006 Activity Report of the
SAO a resolution of the National Assembly
called for the comprehensive renewal of the
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regulation of public finances, and stated that
the government should prepare this on the
basis of the theses prepared by the SAO.

During the elaboration of the theses the
SAO took into consideration that the anom-
alies of the budgetary system are not at all spe-
cial Hungarian phenomena. In the past decades
they have come to the surface in a range of
emerging and developed countries, too. And
each country has made conclusions and acted –
in line with the local endowments – under-
standing that fiscal discipline and macroeco-
nomic stabilisation can provide an adequate
basis for financeable economic growth and sus-
tainable development while mutually strength-
ening each other. The theses were also prepared
on the basis of this starting point, and in line
with the comprehensive approach they provide
suggestions not only on the application of
rules-based and programme-based budgeting,
but also on the fact that the budgetary system
must preferably be renewed in a comprehensive
and complex manner, and that the possibilities
and tasks of the state in the operation of public
finances must be clarified taking public
finances as a whole, and with consideration to
the social impacts. The SAO believes that an
expedient tool to aid recovery and the aban-
donment of the old path is raising the most
important pillars and regulators of public
finances to constitutional level.

During the elaboration of the theses not
only the regulatory solutions had to be consid-
ered, but also the fact that the budget deficit
and government debt related provisions of the
Maastricht Treaty and the Stability and Growth
Pact set strict requirements for the modern
structure of the budget.

With regard to the outlined correlations, the
“theses” find that the key issue is the modern
regulation of public finances, the solution of
which must be based on internationally accept-
ed principles confirmed by domestic political
consensus. The cornerstone of regulation is the

accurate specification of public duties. The
required regulation must cover all entities using
public funds and the entire management sys-
tem of public finances; it must distinguish the
central and local levels of public finances; it
must ensure that the National Assembly can
exercise its budgetary right, as well as the
responsibility of the executive branch of gov-
ernment; and it must ensure sustainability and
balance. The new modern regulation must sup-
port the transparency of the collection and util-
isation of public funds, the dominance of the
“value for money” principle. Within the frame-
works of the new regulation management and
financial control, as well as (financial) audits
will “take their deserved place”.

The SAO theses divided the areas to be reg-
ulated into five blocks:

•regulation of balance-related issues of the
budget, the system of budgetary responsi-
bility;

•budgeting and final accounts;
•information management and public

finance management;
•so called status issues;
•economic management of public assets.
The theses indicated that these issues can be

catered for concurrently, in a complex law,
however, since the number of problems await-
ing solution is high, and their economic and
legal elaborateness is not yet complete, separate
regulation for each block can be implemented,
too.

The government chose the latter option.
First it renewed the regulation of economic
management of public assets which was then
approved by the National Assembly in the
autumn of 2007. At the same time, elaboration
of the so called Status Act on the legal status
and financial management of budgetary organ-
isations was started. The Act took effect on 1
January 2009.5

Following the “fiscal alcoholism” of the peri-
ods of overspending and consolidation, self-
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restraining fiscal rules were formulated in 2008.
Act LXXV of 2008 on economical public spend-
ing policy and fiscal responsibility (the so called
Budget Ceiling Act) contains all those ele-
ments – with less common technical solutions
– that have been already successfully applied by
other countries. The legal regulation intro-
duces certain so called “ceiling rules” to cons-
train expenditures, and intends to achieve –
through detailed calculation provisions (and
the Fiscal Council) – institutional guarantees
that budget bills, and other bills affecting the
budget should be put up for discussion and
should be adopted only after the preparation 
of analyses, forecasts and impact assessment
studies.

The SAO theses indicated: it would be rea-
sonable if regulation as a whole would not only
become more modern, but would also become
more transparent. However, this has not fully
come true, since the subject blocks listed above
– as well as the Property Act and the so called
Status Act – leave the Public Finance Act as a
background or auxiliary regulation, as a result of
which the need remains for the concurrent
application of several acts in relation to the
individual issues.

The act stipulates the content and legal
nature of the final accounts, and specifies prin-
ciples for their preparation, similar to those
applied in budgeting. However, one of the
major regulatory deficiencies can be revealed
here. On the revenue side of the budget the
regulation of responsibility relations has been
created in an obvious manner, arising from the
nature of things. Natural persons and legal
entities that fail to comply with their obliga-
tions to pay public dues, or comply with such
obligations inaccurately or beyond the dead-
lines, are subject to various punishments.
However, the management of the expenditure
side, exceeding the budgetary expenditure appro-
priations is a fact different in nature and con-
tent, the confinement of which could and

should be implemented not only by constraints
applied during budgeting – this goal is served
by the rules-based budgetary system –, but it
would be necessary to allocate the legal conse-
quences to unexplainable, significant over-
spending in a much more differentiated manner
than before. This is how the content of the act
could be harmonised with its title: the regula-
tion of fiscal responsibility.

Furthermore, the SAO proposed that the
new public finance regulation should distin-
guish two levels of public finances – instead of
the four subsystems defined by the current reg-
ulation of public finances (central budget,
social security funds, off-budget funds, local
governmental budgets). The content of the
adopted act basically complies with the propos-
als formulated in the theses, however it pro-
vides detailed regulation only for the central
level. The act also fails to settle the financial
relationships between the two levels.

In summary it can be stated that the
approved act contains a lot of values, it
enforces most of the criteria laid down in the
SAO theses. However, apart from eliminating
the above mentioned deficiencies, public finance
regulation must cover more extensively the mod-
ernisation tasks of budgeting, including those
related to the introduction of programme-based
budgeting, information management, and public
finance management, too.

THE RATE OF TAXATION AND METHODS
OF TAX AVOIDANCE

One of the major issues influencing competi-
tiveness is what types and rates of taxes and
contributions constitute public dues, and how
these taxes and contributions burden the dif-
ferent layers and groups of society. In theory, a
well designed tax system must reflect the
income relationships of the society, and must
distribute the burdens accordingly – “in an
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equitable manner” – and must establish pro-
portions that provide an incentive for social
development.

The debates conducted about the rates, pro-
portions and types of taxes year after year do
not only imply what revenues can possibly be
counted on – with smaller or greater risks – in
the following year during the allocation of the
budgetary resources. They also provide a plat-
form for the confrontation of standpoints rep-
resenting the interests of various layers of the
society, societal management, action and sce-
nario selection aspects, social problems and
competitiveness objectives. For the improve-
ment of the competitiveness of the Hungarian
economy, for the promotion of crisis management
and growth the main important thing is to imple-
ment a change in the taxation system that may lay
the foundations for a more favourable path for
subsequent years.

In financial politics it is already agreed that
Hungary's current tax system is ready for
review. The question pertains to the method,
rate and scheduling of such a review. The prob-
lem is that there is no financial and political
consensus for fast and effective action, and
only short-term “half-way measures” are taken.
The only concept that seems rational is the one
that intends to review public dues in parallel with
the modernisation of public finances. As far as
revenues are concerned, it is justified to widen
the tax base – by reducing allowances and
exemptions –, and to reduce the tax rates in
parallel with that. This requires the critical
review of nearly fifty taxes or tax-like instru-
ments that can no longer be maintained due to
their inevitable bureaucracy, and ultimately
counter-productive effect. The review is also
necessitated by the deceleration of revenue
growth, which can be attributed to the central
taxes exaggerated both in number and weight,
as well as the recession of the economy. At the
same time the local governments of the settle-
ments keep local taxation within the rational

boundaries, and they not at all intend to “max-
imise” local revenue generation.

Revenue risks can be equally attributed to
technical causes (such as the clarity of regula-
tion, the level of preparation of the Hungarian
Tax and Finance Administration, the absence of
authentic records, etc.), as well as to economic
and social conditions (e.g. social resistance
against regulation, the economy is not capable
of the performance that would correspond to
the given revenues).

In general, but also in terms of competitiveness
the Hungarian public finance system operates
with an extremely high rate of income centralisa-
tion, and redistribution. Nearly one half of the
performance produced domestically (GDP) is
withdrawn in the form of taxes and contribu-
tions. 

At the level of public finances income cen-
tralisation was in the range of 42 to 48 per cent in
the 1995–2008 years. The around 48 per cent
income centralisation at the beginning of the
period dropped to 42 per cent by the middle of
the period, and then, following minor fluctua-
tions, it rose to a level of 45–47 per cent. The
change was influenced by the tax reductions
and tax hikes (decrease and increase of the VAT
rate, reclassification, raising the brackets in
personal income taxation, reduction of the
number of tax rates, introduction and elimina-
tion of tax allowances), introduced by the sub-
sequent governments, as well as related to
Hungary's accession to the European Union and
the convergence programme, and the weaker per-
formance of the economy – especially in the
last years of the period under review in relation
to the global economic crisis.

As far as the VAT is concerned, during the
term of the first government after the change
of the regime (year 1993) the preferential VAT
rate grew from 6 per cent to 12 per cent, and
then to 15 per cent in 2003. At the beginning of
2006 the normal VAT rate decreased from 25
per cent to 20 per cent.
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As far as the corporate income tax is con-
cerned, the tax rate was reduced in the early
1990s, and significant tax allowances were
introduced to attract foreign direct capital.
Before the EU accession, the transformation of
the system of allowances was a significant step,
which included, first of all, the introduction of
the tax allowance on development projects, and
the transposition of the relevant EU provisions
into the Hungarian legal regulations. It can be
regarded as a major move that the dividend tax
obligation on incomes taken abroad was abol-
ished in 2006. The 4 per cent solidarity tax
introduced at the end of the period was
designed to improve the public finance balance.

As far as the personal income tax is con-
cerned, the number of tax rates dropped from
five in the early 1990s to two, and the tax
bracket boundaries often changed. The highest
rate at the beginning of the period under review
was around 50 per cent, which dropped to 36
per cent by 2006. However, at the end of the
period a 4 per cent solidarity tax was intro-
duced.

The introduction of the simplified entre-
preneurial tax in 2003 served the elimination of
the underground economy in relation to all tax
revenues. However, it must not be forgotten
that the measure led to a reduction in VAT and
PIT revenues. Raising the tax rate from 15 per
cent to 25 per cent at the end of the period
under review reduced the number of such tax-
payers and constrained the growth of revenues
from this tax type.

Social security contributions decreased by
nearly 2 percentage points relative to the GDP
in the period of 1998-2006. Although the con-
tribution rates increased as a result of the meas-
ures taken in 2007 and 2008, they did not reach
the 1998 level.

In 2010 a new tax, the much disputed prop-
erty tax was introduced. Its proclaimed objective
was to increase the fairness of taxation, and to
make better off groups of the society pay more

public dues. Without going into detail about the
societal and social risks of introduction, we must
raise doubts about the reliability of the property
registers, the feasibility of control, as well as due
to the limitations of value assessment, which
serves as the tax base. 

With these tax rates tax centralisation in
Hungary – although it is close to the EU aver-
age – is significantly (by 40 per cent) higher
than the rates applied in competing countries.
The level of public dues levied on employment
is one of the highest in the European Union.
This competitive disadvantage is somewhat
mitigated by the recent reduction of the social
security contribution for a small group of low-
income people. At the same time, this change
contributes to the “whitening” of the informal
economy, but the containment of the informal
economy requires broader, more efficient steps
– affecting 20 to 25 per cent of the GDP. The
success of these steps will lead to a more pro-
portionate and equitable distribution of public
burdens, and consequently the reduction of
effects distorting competition, and the increase
of resources available for economic develop-
ment. Furthermore, apart from the steps
already taken, in the longer run it is inevitable
to significantly reduce taxes and contributions
by the major restructuring of the tax system.

EDUCATION AND TRAINING

The educational system and standards that have
evolved in Hungary in the past two decades can
only partially meet the needs of the economic
sectors. What is more, this deficiency appears
at a time – today and even more in the future –
when human capital and knowledge have
become, and are becoming extremely impor-
tant preconditions for the improvement of
competitiveness, and the knowledge-based econ-
omy is no longer a theoretical, but also a prac-
tical issue.
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Taking all this into account, the Research
Institute of the SAO published a study6 to sum-
marise the dual concept of the knowledge-
based economy and society, the system of
indices elaborated for the evaluation thereof, as
well as the status and tasks of the knowledge-
based economy and society in Hungary. The
topics of the study put special focus on educa-
tion and human resource training.

In this respect one of the greatest challenges
today is the creation of the harmony between
education and the labour market, the provision
of job opportunities for young professionals
after their study years. It is important to
emphasise that knowledge investment is more
than just adaptation to the structure of the
labour market. In fact, it implies much more
than that: it is to ensure the conditions for
knowledge and information acquisition, as well
as knowledge conversion in a foresighted
manner.

The most important task is the comprehen-
sive development of public education both in
terms of quantity and quality. The 20th century
results of the Hungarian primary and second-
ary education are well known. However, all
these are gone by now. Literacy and numeracy
deficiencies are now much more frequent than
at any time in the history of the modern
Hungarian educational system. The number of
people who do not finish primary school, or do
not go beyond the lower primary stage is on
the rise again. We may say that one of the most
fundamental conditions for Hungary's conver-
gence is the quantity of “educated minds”, but
this requires that the country's public educa-
tion system be able to fulfil its traditional func-
tions, and at the same time meet the new chal-
lenges of the 21st century.

Another fundamental issue is the explo-
ration of the correlations between higher educa-
tion and the labour market, as well as the clarifi-
cation of the related theoretical questions, but
first and foremost the qualification of the “out-

put” values (results) of the education system
on the labour market.

From this point of view a radical turn is initi-
ated by the target markets. The opinion and
judgement by the output, i.e. graduates and the
corporate sector employing them, get stronger. It
is increasingly demanded on both sides that the
opinion of companies employing graduates
should be fed back to the higher education insti-
tutions, and they would thus assist in adjusting
the content and quality of education to the
needs of the business sector as much as possible.

By joining the European Union, Hungary
became a member of a large, multilingual com-
munity that has a very complex structure,
encompasses many nations, nurtures a variety
of traditions, possesses a colourful and multi-
level economic background, and is regulated by
a complicated legal system. As a result, the
Hungarian higher education system directly
entered the international education market.
Students in Hungary must be supplied with
knowledge that can be immediately utilised in
any EU member state. In the field of regulating
higher education Hungary must adopt the rules
applied in the European Union. It must prepare
for competition not only on the international
higher education market, but also – sooner or
later – on the domestic market with the com-
peting European universities and colleges, as
well as with the professional workforce of the
other European countries.

Unique tasks must be completed in the voca-
tional training system. The former results and
outstanding traditions of the Hungarian voca-
tional system are well known. However, the
efficiency of the system considerably deterio-
rated after the change of the regime, important
trades have disappeared from the curriculum of
vocational training, and the quality of training
has been strongly influenced by the fact that
vocational training has been mostly chosen by
students who are not able for higher education.
Several efforts have been made in this field, too,
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to stop and reverse the unfavourable processes.
The task is to achieve a quality breakthrough in
this field, utilising the possibilities provided by
life-long learning, training and further training,
too. According to the statistical figures, two
million of Hungary's citizens fit to work have
no qualifications at all, while the demand side
of the labour market is increasingly looking for
professionals, and preferably people with mul-
tiple professions. According to the estimates,
by eliminating or minimising this “blot”
employment could rise by 5 to 7 per cent, since
the building and processing industries are expe-
riencing an obvious shortage of properly quali-
fied workforce. Naturally, this assumes the
intensification of adult education and further
training, and the radical improvement of its
quality. This is in line with the Lisbon Strategy
of the EU – and now of Hungary – renewed for
this decade, which focuses on the increase of
employment and the improvement of econom-
ic competitiveness, and which defines the para-
digm of life-long learning as the framework for
the complex development of human resources.

Naturally, finding solutions to these prob-
lems is not exclusively a state task. However,
the role of the state is determining, since it
extends to vocational training, retraining, the
creation of public benefit jobs, and labour mar-
ket regulation alike.

INNOVATION, RESEARCH 
AND DEVELOPMENT

The other weakness in the improvement of
competitiveness is the operation of the nation-
al innovation system, which is closely related to
education, primarily higher education. In rela-
tion to the system, in a former report7 the SAO
made several statements that refer to the unsat-
isfactory operation of the system. 

It is necessary to elaborate an innovation
policy, to review the R+D activity in a com-

prehensive manner, including the review of the
financing mechanism.

The state management and coordination
of the Hungarian research and development
sector was divided among the Ministry of
Education, the Hungarian Academy of
Sciences and the sectoral ministries.

In the R+D activity budgetary research
places involved in basic and applied research
played a dominant role (large share of state
resources compared to entrepreneurial
resources), and the entrepreneurial sector was
relatively subordinate.

The figures supplied by the Hungarian
Central Statistical Office on R+D activities
significantly differ from the aggregate data
obtained from the budget and the final account
on the budget.

These findings chime with the findings of a
later study prepared by the Research Institute of
the SAO.8 According to the evaluation of the
study, Hungary needs a significant break-
through both in terms of quality and quantity
in an important field of the knowledge-based
economy and society, namely in research and
development, as well as innovation. There is no
doubt that important measures have been taken
in legal regulation, institution development and
the improvement of the relevant conditions.
However, the implied conceptual change of
paradigm was only partially followed in prac-
tice. In addition to the measures taken so far,
further significant steps are needed to enable
Hungary to get on the path to convergence and
progress. Using the results of research con-
ducted in the field of knowledge-based econo-
my and society too, the following provides a
general and comprehensive framework of actions
for the areas that we find the most important. 

The increase in the risk-bearing and
growth abilities, as well as the innovative activ-
ity of businesses requires a predictable eco-
nomic policy that serves long-term efficiency,
competitiveness and modernisation. It also
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requires the enforcement of a monetary policy
that takes into account both the competitive-
ness of the economy and the stability of the
financial system. Furthermore, it requires the
reduction of the large-scale centralisation of
original incomes and large-scale redistribution
by the state, as well as the promotion of long-
term savings and capital investments.

It is indispensable to elaborate a coordi-
nated scientific, technological and innovation
policy at government level, the precondition of
which is the harmonisation of the different
policies. The situation of the Hungarian scien-
tific schools must be analysed in comparative
studies, with special regard to the EU's system
of preferences.

The increase of R+D expenditures pro-
portionate to the GDP must be linked to insti-
tutional reforms that show beyond the
Hungarian R+D sector and improve the effi-
ciency of the knowledge industry, as well as the
enforcement of the selection system of state
financing based on scientific and technology
policy priorities. (We cannot be competitive in
every field, but following the methodology of
the market niche policy we may rise to be
among the best.)

State financing for the R+D sector is a
strategic issue for the country's long-term
competitiveness. Therefore, there is a need to
modify the practice, in which state financing
for R+D has become a residual element of the
budgets. The system and time horizon of state
financing must adjust to the nature of the
R+D activity, which spans calendar years, and
must also indicate the social and economic
objectives of utilisation. The government must
examine the impacts of the existing taxation,
accounting, legal, etc. regulations on the flow
of knowledge, as well as innovation. Those
forms of state support that have turned out to
be ineffective must be eliminated.

In the R+D sector the possibilities pro-
vided by laws must be used to create situations

that on the one hand stimulate the competition
for state resources, and on the other hand
encourage cooperation among higher educa-
tion research places, research institutes and
enterprises.

The evaluation of higher education insti-
tutions and research institutions should con-
siderably be based on their R+D achievements
utilisable in the innovation process, their
patent activity, and cooperation in cluster(s)
and/or spin-off enterprises. The share of the
private sector in the financing of research
places (especially in the field of life, natural and
technical sciences) shall be an evaluation crite-
rion in order to decrease excessive dependence
on the state, too.

In the R+D sector the strongly discipline-
and institution-oriented financing must be
replaced with a financing and support system
that focuses on multi-disciplinary objectives
(projects) and that promotes the development
of the innovation net. To this end preference
must be given to the financing of consortium
projects led by enterprises directly interested in
the utilisation of the research results.

The Government's small company strate-
gy must include innovation as a competitive-
ness factor, and state financing shall not be a
capital replacement tool, but a factor promot-
ing innovation activity and encouraging corpo-
rate R+D and innovation expenditures. Steps
must be taken to enforce the provision of the
Act on the Innovation Fund for Research and
Technology, according to which the resources
of the Fund must be spent on research and
development implemented indirectly or direct-
ly by the economic companies.

The enhancement of mobility on the mar-
ket of the scientific workforce is also a precon-
dition for the success of knowledge creation
(“knowledge production”) and knowledge
flow. To this end one must utilise the opportu-
nity opened up by the Innovation Act, accord-
ing to which researchers may take up tempo-
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rary employment in the business sector (at
home or abroad) without losing their original
jobs.

On the market of scientific workforce the
precondition for creating equal competitive
conditions is the modification of the employ-
ment regulations in force in the state sector. In
the state institutions of scientific, technologi-
cal and innovation policies larger integration
and stability must be ensured.

It is required to eliminate red tape linked
to the application and support system, which is
not only costly, but also distorts institutional
and entrepreneurial attitudes. Furthermore,
administration focusing on the implementation
of the development and innovation objective
must be developed. Deregulation must be car-
ried out after the revision of the legal regula-
tions in force (Public Finance Act, as well as
government and ministerial decrees).

The country must create a social environ-
ment and economic conditions in which the
possible failure of an innovative enterprise
established for knowledge “production” and
utilisation does not imply stigmatisation,
exclusion or the prevention of a new start.

POLITICAL-GOVERNMENTAL ACTIVITY
AND PUBLIC TRUST

Transparency and accountability

Public finance decision-making and manage-
ment can fulfil its role if public policy sets a
direction, clear and transparent concepts moti-
vating for action, and the senior and junior
staff members of the public finance organisa-
tional system can identify themselves with the
major objectives set by the parliamentary
majority and the Government, and have the
possibility to contribute professionally to their
implementation within their scope. The other
precondition for successful operation is that

the society must have a good knowledge about
and must accept those financial possibilities
and constraints that must be taken into
account when organising and planning life.
Since the society, too, understands that the state
can spend only what citizens – entrepreneurs,
officials, workers – pay in the form of taxes and
contributions, it has all rights to expect a fair
and audited account of the use and utilisation of
their contributions.

These are nothing but additions to indicate
how much public discipline and trust con-
tribute to successful finances. As an example
we note that for this reason all budgets must
meet the criteria that serve the transparency
and accountability of economic management.
Naturally, these objectives appear in account-
ing and auditing, too, for instance through the
principle of clarity and detail.

The transparency of public finances and the
accountability of those bearing economic respon-
sibility is a governance tool of an efficient society
(efficient societies) living in a risk community,
since it is obvious both for the globalised world
and the individuals that we belong to a risk com-
munity (financially, too). Therefore, transparen-
cy and accountability represent the legal princi-
ples of the operation of public finances.

The former means that – at various levels –
the financial information system of public
finances is public, and the latter means that any
person who uses public funds must be ready to
have his/her activities be audited on behalf of
the general public, and must give an account on
how he/she complies with the rules, and how
effectively, efficiently and economically he/she
uses the available resources. (In the interna-
tional terminology this is called the principle of
the three Es: efficiency, economy, effectiveness).

Evaluating the practice of budget planning
and execution on the basis of these require-
ments and principles it can be stated that we
cannot be content with the transparency thereof.
Its absence is also a competitive disadvantage
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deteriorating trust indices as indicated by a
range of SAO audits.

The situation that has evolved must be
changed through multidirectional actions, too.
As a main course of action the order of bud-
geting, process scheduling and regulation must
be modernised. Furthermore, information
required for the completion of public finance
tasks, issues related to the statistical and
accounting system of public finances, as well as
the issues related to the regulation of the entre-
preneurial and treasury assets of the state, and
the assets of the local governments must be
clarified. Similarly, the tasks related to the
modernisation of the financial audit system of
public finances must be reconsidered.

Starting out from this fact, and taking into
consideration the theses of the new public
finance regulation, within the second course of
action the hardly transparent Public Finance
Act, which is still in force, but is amended on a
continuous basis due to the so called Status
Act, must be developed on new, modern foun-
dations to ensure greater transparency and
accountability.

The third course of action aimed to improve
transparency implies the changing of the rather
frequent practice when macroeconomic forecasts
based on unrealistic assumptions lead the fiscal
policy astray. In the name of objectivity both
over- and underplanning must be avoided in
the Hungarian practice, including the wrong
practice deliberately followed due to political
considerations. NGOs participating in fore-
casting must also be given access to all data and
parameters used.

As far as the budget process ensuring integrity
is concerned, a further course of action for the
enhancement of transparency includes the
determination and practical enforcement of the
budgetary procedure, the full-scale practising
of budgetary rights by the National Assembly
and the local governments, as well as social
publicity and comprehensive control.

The new public finance regulation to be cre-
ated must enable the National Assembly to
ensure that the deputies should make decisions
only in substantiated cases, and for definite
purposes. This requires that the so called vot-
ing units, i.e. tasks and appropriations on
which the deputies must actually decide, be
appropriately defined in the budgetary docu-
ments. Politics should decide about aggregates
that adequately ensure the enforcement of
political preferences and that make the imple-
mentation of these preferences accountable,
but do not hinder efficient implementation.

The integrity of the budgeting process
would also be strengthened by the introduction
of the practice according to which the
Government should prepare a report every four
years before the general elections. The report
would not only provide information about the
commitments for the coming years, but would
be an important tool in the confinement of
“over-politisation” affecting the budget by
restricting the competition of groundless elec-
tion promises.

Corruption

Transparency and accountability are not only
the strongly correlated fundamental principles
of the operation of the state organisation, but
also factors that influence and determine cor-
ruption risks. Since these two legal principles of
public finances represent the norm for the
activities of the SAO, too, in the past decade the
institution paid utmost attention to the fight
against corruption, which represents a significant
social problem. In addition to this, in the spring
of 2008 Section 2./c of Resolution No. 72/2008.
(VI. 10.) issued by the National Assembly spec-
ified for the SAO as a professional task “to pay
increased attention to the typical causes and
fields of corruption, and to highlight deficien-
cies in the application of the law”.
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The SAO is involved in the fight against cor-
ruption in three ways:

•during the SAO audits it pays utmost
attention to the identification and detec-
tion of corruption risks;

•prepares summary studies that explore and
analyse the causes, risks and tendencies of
corruption;

•in justified cases it initiates sanctions
against the crimes committed on the basis
of the SAO Act.

Similarly to the former anti-corruption gov-
ernmental bodies, the SAO was actively
involved in the work of the Anti-Corruption
Coordination Body established in 2007. The
body was the first to prepare an anti-corrup-
tion strategy on the basis of corruption phe-
nomena in Hungary, paying special attention to
the analysis of corruption risks, and defined the
preparation of corruption risk maps as a sepa-
rate special objective.

At the same time, in the spring of 2008 the
Dutch-Hungarian twinning project completed
in the Research Institute of the SAO indicated
the possibility for adopting and applying an
integrity approach based methodology, which
corresponds to the development priority of the
State Reform Operational Programme
designed to improve the “culture of public
administration”.

Having realised this, the State Audit Office
undertook to contribute to the establishment
of the methodological foundations of systemic
state measures against corruption by launching
a large-scale project and by implementing it in
the next two years. The aim of the project is to
explore, map and classify the corruption risks
of public administration, better substantiate
the audit plans, as well as to comply with a
more uniform audit practice and with the pub-
licity, legal and ethical norms. For the profes-
sional sustainment of the achieved results a
proposal is being prepared for the Government
on the project's experiences, and the amend-

ments to the legal regulations required for the
large-scale introduction of the method.

We expect and hope that we will be able to
achieve the three main results of the project:

•a certain area of the domestic administra-
tion system is going to be mapped for cor-
ruption mainly on the basis of a self-assess-
ment based survey; the database will be
accessible by the public on the internet;

•by utilising the results of the risk analyses,
better substantiation of future audit plans,
and consideration of previously assessed
corruption risk characteristics for the given
field in the course of planning; and

•at societal level, for the prevention of corrup-
tion situations the corruption risks burdening
the individual social and economic systems
become identifiable, which will promote
the expedient management thereof.

SUMMARY CONCLUSIONS

1In the first half of the decade Hungary was
successful in terms of export competitive-

ness. This was significantly due to the multina-
tional companies that came to Hungary, and
the major source of success was the rise in pro-
ductivity. Cost competitiveness also con-
tributed to this outstanding export perform-
ance. On the basis of labour costs per working
hour Hungary was in the mid-range among EU
member states. However, this situation has
changed since 2006–2007: Hungary's ranking
has perceivably deteriorated in terms of inter-
national competitiveness, and in 2007–2008
among the regional competitors Hungary was
preceded by the Czech Republic, Slovakia and
Poland, as well as by Portugal, Spain and
Slovenia as country groups.

2According to the sub-factors that make up
the overall competitiveness scoreboard of

IMD, Hungary is especially lagging behind in
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the field of business and government efficiency.
The setback could be witnessed in all of the
sub-factors that determine government effi-
ciency (public finances, fiscal policy, institu-
tional framework, business legislation and
social framework).

3For actions designed to improve the com-
petitiveness of the government an impor-

tant orientation may also be obtained by get-
ting to know the 10 most unfavourable indica-
tors of government activities on the basis of the
international competitiveness rankings.
However, there are three difficulties that ham-
per practical utilisation in this field. One diffi-
culty is that during the compilation of interna-
tional rankings subjectivity may play a strong
role, for instance when experts involved in the
surveys may “mark down” a country or a
region because of the prevailing general eco-
nomic and political situation. In the study we
wanted to counterbalance this effect by taking
into consideration both internationally
acknowledged methods (the IMD and GCI
indices), and on the basis of comparison we
could conclude that regarding the problems of
competitiveness, both methods lead to similar
results.

The other problem of practical usability is
caused by the fact that the group of the ten
most unfavourable indices changes year after
year, different indices are used because of the
two methods, and by the resulting increase in
the number of indices. This difficulty can be
eliminated by creating competitiveness problem
groups from the large number of individual
indices. 

The third problem comes from the following
question: For practical reasons should we
count with all of the critical indices – including
those that reflect the effects of the global crisis
– or only with those in connection with which
domestic actions can be taken? With our opin-
ion we support this latter procedure, therefore

we may ignore indicators that reflect changes
(rise) in capital costs, the expected level of
recession, or the impact of the policy of the
National Bank of Hungary on development –
just to mention a few.

4By taking into account these considera-
tions, for the improvement of competitive-

ness the following three problem groups are
regarded as the most important ones that require
urgent solution: 

•for the creation and strengthening of the sus-
tainable position of public finances (balanced
budget, government debt) renewal of the
public finance system, and in harmony with
that the reduction of high public dues
(taxes and contributions), income centrali-
sation and redistribution;

•improvement of the quality of education and
training, elaboration of an innovation policy
promoting research and development,
improvement of the efficiency of state con-
trol, as well as the creation of the strategic
nature of state financing for R+D;

•improvement of the quality of political and
government activities, for building public
trust, for the improvement of the negative
opinion formed about political decision-
makers, for reduction of corruption, for
the improvement of the consistence of gov-
ernment policies and the transparency of
governmental decision-making.

While in the first two groups finding a solu-
tion to these problems is equally important for
both the domestic and foreign economic
actors, in the third group the improvement of
competitiveness is currently of utmost impor-
tance for foreign political circles and investors.

In connection with the different groups of
indices we hereby note that the time during
which causes leading to deterioration occur,
and the time that is presumably needed for the
elimination (repair, mitigation) thereof are not
symmetrical, and differ from indicator to indi-
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cator. Furthermore, they include indices, like
trust in the political institutional system, which
greatly depend on emotional factors and atti-
tudes, too. Therefore it can be seen that mate-
rial changes can be expected to happen only in
the medium and longer run, even in case of
consistent and fundamentally efficient actions.

5After, or maybe concurrently with progress
achieved in the first three priority areas

•we find it necessary to create strategic
foundations that would provide a long-
term orientation for the improvement of
competitiveness; furthermore, for the
strengthening of governmental decision-
making we find it necessary to elaborate a
national economic planning system that
would allow for the well-founded develop-
ment of modernisation paths based on the
selection of strategic values;

•as a supplement to the former task it is rea-
sonable to accelerate the process of renewing
the budgeting process, with special regard to
the broadest possible application of the
programme-based budgeting system, as
well as to create the culture of “objective
setting – measurement – evaluation – feed-
back” in governmental activities, and

•through these modernisation processes and
other organisational restructuring in public
administration the quality of the completion
of public tasks, and that of the legal and insti-
tutional frameworks must be enhanced.

6As it can be seen, the brief programme out-
lined above for the improvement of com-

petitiveness is in agreement with the audit,
analysis and research results and recommenda-
tions that were presented on the basis of the
activity of the State Audit Office.
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Attila Chikán – Erzsébet Czakó 

The competitiveness of the
public sector – lessons from a
research

THE COMPLEX INTERACTION OF THE
PUBLIC SECTOR AND THE ECONOMY

The operation of the public sector must be
interpreted, examined and evaluated in a differ-
entiated way. This was one of our major con-
siderations when starting out on this research.
In the research plan study prepared in early
2006 (Chikán, Attila et al, 2006) we tried to
define, for the purposes of the research, what
we meant by 'public sector'. The clarification of
the concept was considered indispensable
because we believed that the researchers repre-
senting various professional branches had to
agree on the basics and we had to see which
slices and segments of the public sector we
would be able to examine considering our
capacity restrictions (see Table 1).

The Table draws attention to the fact that the
public sector is to be divided into two fields at
least: to public administration (in many cases,
the ‘bad, unsupporting environment’ among
the findings of corporate surveys can be put
into this category due to the frequent changes
in regulations) and to public services (the pub-
lic policies influencing and determining, in the
long run, the quality of resources determinative
for companies belong to this category, e.g. eval-
uations related to the education system or the
real infrastructure).

The players of the public sector can also be
described and characterised as organisations.
The factors characterising their organisational
operation include what management and direc-
tion solutions they apply, to what extent they
operate professionally, and how efficiently they
are able to use their resources for their purpos-
es. In the volume, it is the study of Gusztáv
Báger (2010) that describes, on the one hand,
what changes have taken place at the two pub-
lic administration organisations examined and,
on the other hand, how the clients of the
organisations evaluate their organisational
operation.  

THE IMPORTANCE OF A MULTIPLE
APPROACH  

The individual studies of the volume made on
the basis of the research analyse the relation-
ship between competitiveness and the public
sector from different angles and by different
methods. The study of Gusztáv Báger and
Árpád Kovács (2010) examined the subject
from a macro-level perspective. They made an
attempt to highlight the public policy fields
behind the phenomena marked critical by the
overall picture (the international competitive-
ness index). Based on national and interna-
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tional reports also on competitiveness, the
study of Attila Chikán and Dávid Losonci
(2010) attempted to reveal in what fields
respondents felt a need for a change from a
micro-level perspective, on the basis of corpo-
rate managers' opinions. In between the two
levels is the study of Erzsébet Czakó (2010)
which, examining corporate groups, formulat-
ed recommendations based on foreign experi-
ence. The comparative analysis and evaluation
of these three studies, for example, deserve
further research. 

There is also a need for theoretical and
empirical research that would boost our knowl-
edge by more theoretical or more abstract, if
you like, information than the findings of the
current research. There is one field we wish to
highlight here: coordination mechanisms. In
the first phase of the research, Attila Chikán
(2007) attempted to examine the issue in cor-
relation with globalisation, at the level of princi-
ples. We have found that the examination of
the five basic coordination mechanisms –
bureaucratic (or organisational), market, ethi-
cal, aggressive and cooperative – and the explo-
ration of their operational range, opportunities
and constraints, not only in correlation with
globalisation but also in the operation of the
Hungarian public sector, would require further
research.  Let us mention one example: the

phenomenon of corruption gets rarely into
focus as something originating in the short-
comings of bureaucratic, intra-organisational
coordination. While, in the majority of cases,
these are related to some contractual relation
where the signing of the contracts, the setting
of conditions and prices, the control of the
implementation of the contracts and the
implementation of the contracts are to be reg-
ulated under some intra-organisational order
of procedure and the managers in authority at
the organisations concerned (public institu-
tional or corporate) bear responsibility for the
observation of the latter. 

Three priority tasks 

The first key issue in enhancing the competi-
tiveness of a country is  strengthening the growth
potential of small and micro enterprises. The
most important tool to achieve this goal is edu-
cation. Both the central theorem of the popular
and fashionable resource-based corporate theo-
ry and the detailed analysis findings of the
three competitiveness surveys we have con-
ducted (in 1996, 1999 and 2004) have shown
that there are significant differences in compa-
ny performances on the basis of the application
of the management, direction and financial
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Table 1 

THE RELATIONSHIP BETWEEN THE PUBLIC AND PRIVATE SECTORS FROM 
THE VIEWPOINT OF COMPETITIVENESS

Transactions Interactions
Public ssector Regulations: ooperational fframework

• Public administration Operational conditions

• Public services Community services  Quality of resources 

(e.g. education, health care) (e.g. education, health care)
Private ssector Market cconditions: pproducts aand sservices

• Companies Products and services Employment

Taxation

Source: Chikán, A. et al (2006), p. 12
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management-methodology skills. We believe
there is a need for significant advance in this
field, where the role of the public sector may
comprise the creation of conditions and incen-
tives. 

In the field of education, the training of
skilled labour and of entrepreneurs to manage
and direct enterprises should be emphasised. In
the past over a decade, skilled workers and
skilled labour training have lost prestige, while
companies have seriously suffered from the
shortage of skilled labour. Management and
direction skills are underlined because it is nec-
essary, we believe, to increase the rate of con-
scious, economically rational entrepreneurs. It
can be observed in all  EU member states that a
significant part of micro and small enterprises
are what is referred to as subsistence enterpris-
es, the primary goal of which is to guarantee
the livelihood, the subsistence of the entrepre-
neurs and their families.  The rate of enterpris-
es with a conscious and growth oriented atti-
tude, focusing on the value of the enterprises
(referred to as “gazelles” in the Hungarian jar-
gon), is low, on the other hand. We believe that
the acquisition of enterprise management and
direction skills may contribute to a growing
number of subsistence enterprises becoming
“gazelles”.

The second important task is to promote
the acquisition of new competences in public
administration. The study of Gusztáv Báger
(2010) presents, on the basis of an empirical
survey, how the competences necessary for
efficient public administration work evolve.
This study may also be interpreted as one
examining a more professional operation of
public administration. As researchers spe-
cialised in corporate strategy and business pol-
icy, we believe the starting point of defining
competences is to understand and appreciate
what basic public administration and public
service tasks the public administration organi-
sation concerned has to perform. According to

international solutions and experience, the suc-
cessful implementation of these two functions
requires different approaches and compe-
tences. Let us note that the differentiated and
balanced management of the service role
increasingly demanded of both traditional
administration organs and public administra-
tion is in itself a management skill to be devel-
oped in the case of public administration
employees. 

Based on the research of György Jenei
(2005), it is worth noting that the operation of
traditional public administration, of efficient
bureaucracy, continues to be of outstanding
importance in the performance of public
administration tasks. As the range of public
service tasks widens, at the same time, and the
functions providing public services to clients at
public administration organisations increase
accordingly, the adaptation of some corporate
solutions becomes inevitable. The competence
analysis by Gusztáv Báger has explored several
such fields on the basis of his local government
research findings.

The third task is strengthening the role of the
civil sector in improving competitiveness. There
are two studies devoted to the civil sector: the
study by Chikán–Losonci (2010) examined the
opinions of company managers on civil organi-
sations specialised in the fields of environment
protection, legal protection or consumer pro-
tection, or those related to managerial or busi-
ness life.  The main question was how compa-
ny managers evaluated the work of these
organisations. From among the four groups of
civil organisations, it was those related to man-
agerial and business life that had the best eval-
uation.  

The study by Jenei – Kuti (2010) investigat-
ed the role and operation of two segments of
the civil sector. In the first part of their study,
the authors described the interest harmonisa-
tion mechanisms of the national development
plan, one of the base documents of competi-
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tiveness, i.e. they examined the segment of the
civil sector that takes part in interest harmon-
isation: in forming the concept of competi-
tiveness and determining the priorities. The
second part examined civil organisations
working in public services, performing public
tasks, with the help of statistics and inter-
views. In the latter field, the authors also com-
pared their findings to those of other empiri-
cal research made in Hungary. This segment
makes up 7 per cent of the 58 thousand non-
profit organisations and comprises some 3900
organisations, which employ 53 per cent of all
non-profit organisation employees. The data
are quoted here because they very well reflect
how many different kinds of organisations the
civil sector includes and what significant
weight those in the public services examined
represent. 

The study by Jenei–Kuti formulated two
kinds of proposal packages. The first refers to the
bases of principle of the relationship between the
public and the civil sectors, while the other is tar-
geted at the development of the operation of non-
profit organisations based on the operational
experience of organisations in the civil sector.
In our interpretation, the proposal package of
principle urges a change in attitude and behav-
iour rather than a need to work out a strategy.
The authors underline that, besides the state
and the market, the civil sector is similarly an
'ancient formation' in societies and draw atten-
tion to the fact  that, in civic democracies, con-
sidered as the most developed, the state tries to
create adequate conditions for this 'ancient for-
mation' to be able to cooperate, among others,
in the performance of public tasks for which
the state lacks resources. We believe that one of
the bases for the 'creation of adequate condi-
tions' is providing a predictable regulatory
environment, especially as regards operation
and taxation. And the goal of this should be
that the necessary resources be created and
made available and that civil organisations man-

age them in an economically rational way. With
reference to competitiveness, the issues exam-
ined by the authors present the fields to be
assigned partly to civil organisations, according
to government intentions. The list of these
fields requires no amendments; the role of the
civil sector may be a complementary and  sup-
portive one.

POTENTIAL STATE INVOLVEMENT TO
ENHANCE CORPORATE 
COMPETITIVENESS 

In order to create competitiveness, two kinds of
state or government involvement are required
basically, we believe. One of the two intercon-
nected roles is to establish, maintain and devel-
op resources necessary for the corporate sector
(especially human capital, adequately trained
labour force, enriched knowledge and exper-
tise, basic research and real infrastructure),
which is thus the establishment of conditions.
The other role is to foster corporate and enter-
prise behaviour through which they are able to
effectively and efficiently utilise their resources
under the conditions of international competi-
tion: this role comprises influencing the behav-
iour of corporations and enterprises by form-
ing their operational environment. The study
of Czakó (2010) identifies the major fields of
these two kinds of involvement on the basis of an
OECD survey: 

• promoting enterprise activities, 
• applying information-communication

technologies, 
• promoting the spreading of scientific

results and technologies and 
• developing human capital. 
In the government's work, these fields are

supervised by various public administration
organisations. One of the challenges in devel-
oping competitiveness is how the operation of
various public administration organisations can
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be harmonised in a country from the viewpoint
of competitiveness. This requires development
priorities as well as coordination during imple-
mentation and the evaluation of results. From
the point of view of the public sector, the

biggest challenge, we believe, is not the identi-
fication of the fields to be developed but the
consistent implementation of a coordinated
government management, adjusted to priori-
ties,  for several years.
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Árpád Kovács

Multilateral analyses and
derived lessons as reflected 
in the studies of the volume

When preparing the studies of this volume, the
starting point for all of us, whether overtly or
covertly, was the conviction that, if we really
intended to help, we should avoid and surpass
simplified problem identification, one-dimen-
sional data processing or analyses ignoring
interactions, or the far-reaching value judge-
ments made on the basis of the former. Having
examined the same phenomena, the grounds of
assumptions sometimes treated as facts, from
several angles, we have, I believe, attained new
knowledge. We have, however, not come to the
end of the task by far yet; having identified the
major correlations, cause and effect relation-
ships, we need to conduct multilateral per-
formance analyses on certain guiding and
implementation elements of public finances in
the context of their role played in competitive-
ness, their performance in this aspect and provide
a map of the points where intervention is
required or where the mutual effect of various
measures could be counterproductive or even
mutually extinguishing.

In our study examining the competitiveness
of the public sphere “in three mirrors” (Gusztáv
Báger – Árpád Kovács, 2010), we attempted to
examine the correlations of public administra-
tion and competitiveness from several angles
and thereby present all the fields where urgent
changes were required. One of the mirrors of

our investigations was summarising some of the
important experience of international compara-
tive studies and the second one comprised the
findings of a survey conducted at the State
Audit Office Research Institute on the per-
formance of the major state functions by the
application of what is referred to as the Delphi-
method (based on experts answering question-
naires in several rounds and at several levels).
The third mirror was the short summary of the
major recommendations outlined on the basis
of and related to the reports and advisory activ-
ity of the State Audit Office. 

There is no doubt unfortunately that the
information attained by our methods could not
indicate anything other, new or more encour-
aging than the general deteriorating trend: in
the past years, competitiveness in Hungary has
declined at a fast pace. Even on the “European
semi-periphery” we have drifted further out-
side. What we have presented has, however,
given a more detailed picture of the reasons and
connections than what the general public or a
considerable proportion of economists have of
the situation. Thus we can trust that the con-
sideration of the new information may help
more harmonised action and the transition
onto a new track. From the experience gained,
four correlations not focused on before should
be highlighted:
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•the quality of political and economic policy
direction plays a much greater role in com-
petitiveness than was earlier assumed by the
general public or even by entrepreneurs and
even the almost extreme deterioration of the
(public) administrational direction systems
experienced in the past years can be assigned
to the conceptual defects and economic
political inconsistencies led back to the
political direction reasons witnessed here;

•for the underperformance of the economy,
it is not simply the rate of the tax burden,
the inflexibility of the bureaucracy or the
limited abilities of the state in economy
organisation or the creation of an econom-
ic environment that are to blame but also
the structural composition of the entrepre-
neurial sector, their deficient knowledge of
the world and the market, the subsidy- and
rent seeking attitude of some entrepreneur-
ial groups as well as the shortage of tradable
ideas and products;

•it has been proven that ultimate perfor-
mance is always influenced by the combina-
tion of bottleneck factors so, for an essen-
tial change to take place, it is not sufficient
to lift one or the other bottleneck factors,
often criticised by group interests or public
opinion, unilaterally; 

•it has been made clear that, in the develop-
ment of competitiveness, the civil sector,
the readiness of society to accept novelties,
various expectations, emotions and tradi-
tional value factors (or those believed to be
such) have a much greater role than we
believed before and the development of
competitiveness should not be simplified to
the creation of rational, assertible interests.  

Considering the above it was absolutely cer-
tain that the generalisable experience of external
surveys, our own questionnaire research and
Audit Office reports could all reveal, regarding
the past years, nothing else but the fact that the
standard of the political-governmental activity

has most adversely affected the relative compet-
itiveness position of the country: in 2008, there
was a significant fall, of some 20 positions, in
the ranking of the indicators of both the trans-
parency of governmental decision making and
of public trust in politicians. The approach or
slogan that “it is no problem if politics is busy
with itself; at least it does not interfere with the
economy” has proven to be a mistaken
approach. We could make the conclusion that at
places where economic players as well as socie-
ty were ready to believe the above and tolerate
it, delaying action, in the icy climate of the
world economic crisis, sooner or later, serious
consequences pointing beyond country borders
were to be faced and, in this case, we should
think not only of Hungary but also of Italy, for
instance, and especially of Greece. 

We like to relieve ourselves of responsibility
with reference to the world economic crisis. In
Hungary, the crisis did not begin in autumn
2008, however. Even if we ignored it, despite fac-
ing competitiveness figures. And all we had
capacity for was, although unfortunately with a
delay only, to self-mutilatingly curb social servic-
es, repeat the slogan of modernising the outdat-
ed supply systems over and over again and start
destroying the “deadwood” of public administra-
tion, with reference to modernisation goals.

STRENGTHENING THE GROWTH POTENTIAL
OF SMALL AND MICRO ENTERPRISES 

One of the major lessons of the roving confer-
ences of the Hungarian Economic Association
in the years 2008 and 2009 already was that
there were serious problems not only with
budget overspending, public finances' eating up
money, but also with the underperformance of
the economy, the adjusting ability and market
ability of small and medium entrepreneurial
circles. The “egoism” of money institutions can
indeed be criticised and, by a more adequate
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regulation, they can be encouraged to “show
greater loyalty and a more enterprise friendly
behaviour” (the latter is an important actual
step taken, as part of an action series, to
increase competitiveness), but, considering the
reality of the market economy, the fact that
banks, following their own entrepreneurial
interests, provide loans only for purposes the
return of which seems to be guaranteed on the
basis of the substantiation of the applicants'
market expectations, can hardly be changed.
Similarly, public money, too, should be used to
support those who, “in return” for the support,
produce greater performance in the long run,
i.e. are indeed competitive. 

If public finances, taxpayers' money, are
spent, under the slogans of “decreasing the tax
and contribution burden on entrepreneurs”
and supporting entrepreneurs, on enterprises
with no marketability, the situation will obvi-
ously not improve but rather deteriorate. At
the same time, economic policy has the chance
to mitigate the distorting effects of the dual
economy. Beyond the reasonable correction of
the position of multinational companies, the
former can be fostered also by creating a new
basis for cooperation between the public and
private sectors because public finances, creat-
ing a market – and this is not about a fancied
attempt to boost the economy – can mitigate
the crisis also by ordering goods and services
from the private sector for its well considered
and prepared developments.

The efficient operation of the public services
meant to supply society can free resources for
the economy. Today, however, service organisa-
tions financed from public funds live in sym-
biosis with the private sector already; the tech-
nical provision of tasks is sector neutral today,
at least in theory. Naturally, reducing state
expenditure thus markedly affects not only the
users of services but also the players of the mar-
kets of these services. (These include, in health
care, for instance, functional privatisation, or

the world of small and micro enterprises living
from social care.) In the financing of social ser-
vices, the implementation of financial obliga-
tions, the obliged diet, may cause no anorexia
either in the supply itself or among the circle of
entrepreneurs living from it. Therefore it is a
reason for criticism also considering competive-
ness that, in the past years, the fragile balance
has been maintained by postponing unpostpon-
able expenditure often in the fields of services
(health care, transport, education), the per-
formance of which has directly influenced the
daily and especially the medium and long time
performance of the real economy. 

Although public finances today spend
almost two thousand billion Forints less than
before, this has not improved the situation of
small and medium enterprises and micro enter-
prises have not been able to prosper more,
either; on the contrary, the reduction of public
finances has struck the greatest blow on these
latter. It is for this reason worth analysing also
in the context of competitiveness what can be
considered a real micro enterprise and how
wide the circle is in the case of which the actu-
al situation is that people, lacking other oppor-
tunities more organised and efficient from
individual as well as societal-economic aspects,
are forced to sell their work capacity and abili-
ties in this way. It is risky to ignore economic
realities and make the illusion that small enter-
prises were a new engine of the economy.
These certainly also do have their functions and
it should be emphasised here also what strong
interdependences there are in force. 

In the wider sense, however, the unilateral
suggestion that it is the undeperformance of
the public sector that is responsible for the
weak competitiveness, ignoring the actual rea-
sons of the latter, is undeserving and unjusti-
fied. What is more, public opinion also sug-
gests that the nature of the situation is distort-
ed and governed by interests and entrenched
reflexes. The opinion that has stiffened into
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slogans and far-reaching judgements in the past
years was partly formed through the fact that
the ruling political elite, rather than admit the
low standard of management and direction,
blamed their failures on the weakness of the
implementation claiming it was the strong-
holds of “bureaucracy” that “overshadowed”
what was a most competition friendly attitude
according to (political) intention. The manage-
ment laden with disturbances reached entrepre-
neurs, inevitably, through the struggling of the
public sector in trying to follow the zigzags of
policy and the underperforming bureaucracy of
the demolished public administration, which
concealed the fact that the economy and public
finances were not two separate worlds. 

The underperformance of enterprises was
not exclusively caused by the fact that the
hunger of social expenditure “took away their
strength”. The market could not be perfect,
either; the stumblings of the private sector or
the faults of the money world could also be
most destructive, as we have seen. And the
“ultimate shelter” was the state bearing the
responsibility of maintaining economic stabili-
ty and the operation of society, while there was
little mention made of the fact that distrib-
utable revenues could be produced by econom-
ic performance only and, lacking the latter, aus-
terity could only be a temporary solution. If
the goal is something more than this, we can-
not avoid taking measures to develop the per-
formance of management, administration, law
enforcement, information or economy organis-
ing organisations operating within the frame-
work of public finances. The latter does not
require hiring more and more staff but the
establishment of an adequate public adminis-
tration structure with the necessary compe-
tences, a valuable starting point for which is the
study of Gusztáv Báger (2010). 

It is thus not enough to establish some new
ranges of responsibility and authority; what is
required is something more: to change the con-

tents and forms of appearance of political gov-
erning and to reorganise (or reconstruct, which
word is probably no exaggeration to use) public
administration. Putting public services on a new
basis and easing the cramps of the real economy
and of enterprises caused by public services,
stiffened into reflexes, as well as the prejudice
of the civil sector, are processes that will take
considerable time. Without these, however, a
permanent improvement in strengthening com-
petitiveness is not attainable.

THE ROLE OF CIVIL SOCIETY IN
INCREASING COMPETITIVENESS

As we gradually gained more knowledge of the
factors, reasons, cause and effect relations
shaping competitiveness, our conviction that
the earlier simplifying and fragmented “thera-
py” of trying to find a general solution by start-
ing out from one or another single factor only,
should be replaced by a new one, got increas-
ingly stronger. The approach according to
which the issue of competitiveness should be
managed (and solved) by “developing” one or
the other of its constituents held for “decisive”,
basically within the framework of regulation
and economy organisation as well as within the
responsibility of the state, cannot be main-
tained. Without strategic thinking, the exami-
nation of the orders of importance and time as
well as of interactions, or harmonised govern-
ing thinking in long-term perspectives based
on the former, we can hardly make any
progress. As we have seen, reducing one or the
other kind of tax or “eliminating” some of the
bureaucratic elements of enterprise founda-
tion, licensing, supervision or public procure-
ment procedures, giving preferential treatment
or state support to one or the other group of
entrepreneurs, etc., are insufficient for
progress. (Especially if the measures are taken
so as to yield to pressure by interest groups or
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political marketing, since it certainly does not
make an enterprise competitive if it is regis-
tered within an hour or if the per capita nature
of public procurement is ignored.) 

The defects of competitiveness and even
those of the operation of the public finance sys-
tem and of corporate performance may be
viewed as consequences of the operation of the
societal system. The practical limits – like imple-
mentation in time, societal reception, marked
clashes of interest – of establishing short and
longer term harmony between various real eco-
nomic, public finance and financial notions and
the necessary modernisation policies and reform
steps must certainly be implemented in reality,
through society, rather than in a modelled envi-
ronment. Competitiveness cannot be interpret-
ed without society and, in our own ways, all of
us are “civil”. The reality and certainly the devel-
opability of the “adaptation potential” of
Hungarian society are thus key factors. 

According to international experience, in
“generating changes” and forming public policy
in the modern world, spontaneous social forma-
tions, “civils”, have a growing role, including
professional and interest representation organs
like the Hungarian Economic Association, var-
ious entrepreneurial alliances or even financial
auditors with a worldwide network. It would be
a mistake to leave this strength and intellectual
capacity unutilised or, what would be even
worse, to underestimate its strength. The readi-
ness of society to accept novelties (the civil sec-

tor), their moral support and identification with
the policies constitute a much greater boost
power if these are consciously organised, in the
forms of consultations, feedbacks or “social
contracts” since, without public trust and coop-
eration or lacking broadly supported societal
perspectives, the goal of competitiveness itself
cannot be interpreted, either. 

Based on the above it can be established that
without creating the obvious, clearer public
finance and real economic conditions, we can
hardly make any progress. All this, the breakaway
from the established forced economic/social
track requires that interacting social expenditures,
social transfers, corporate group positions and
development allocations be changed, which is
impossible to solve without reconsidering the fun-
damental constitutional rights (pensions, health
care, education and other state commitments),
making new social-economic compromises
(regional administration, the local governmental
system, state involvement, the reformulation of
planning mechanisms, the “reconstruction” of
the state) and putting economic organisation
(taxation system, income and subsidisation poli-
cy, corporate market orientation) on a new basis.
And a fundamental requirement for all the former
is that the new rules, institutions, organisation-
direction solutions be governed, instead of exter-
nal pressure or “presentational interests”, includ-
ing the intention to rapidly improve some inter-
national competitiveness indicators, by a determi-
nation based on inner harmony. 
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Ádám Török

Six questions and six answers
regarding the relationship
between the public sector and
competitiveness1

The thematic diversity and thorough method-
ology of the study – or rather, the collection of
studies – oblige the reviewer to bring to bear a
multi-layered approach. This is a rewarding,
albeit a much more complicated task than
usual. As opposed to the oft-used modern
practice of blurring the most important areas of
criticism, here we divide the opinions formed
about the study into two parts. 

The first part gives a – brief – overview of the
theme selection and the approach, while the
second presents an evaluating opinion on the
economic policy and regulatory proposals
based on the answers given to the questions. 

The theme selection of the collection of studies
is highly topical, as it discusses the very area on
which the truly important economic policy debates
focused in 2010. Taking account of the research
results published in the study volume will and
may be of special importance if the Hungarian
government treats crisis management not only
as a narrowly interpreted public finance issue,
but also as a structural adjustment problem. 

The research leaders and editors of the study
volume placed the focus on analysing the rela-
tionship between the public sector and enter-
prises (more precisely, economic players). The
method they chose was to identify the major
research fields of the subject matter and to
begin separate analysis in each field. The

research programme results also appear in sep-
arate studies in the collection, and that is why
it is better to speak about a collection of stud-
ies rather than a unified examination. In my
view, both the significance of the subject mat-
ter and the value of the research results would
make it justifiable to organise the individual
chapters into a unified text and to publish this
material in a book.

The majority of the studies are closely linked
to the research objective indicated in the title.
The keynote papers of Gusztáv Báger and Árpád
Kovács take account of the competitiveness
effects of the Hungarian general government
performance, and – in a broader sense – public
sector performance, based on widely known
international competitiveness analyses and by
using the State Audit Office's experience. This
high-quality overview of the literature and the
package of proposals formulated on the basis
of them succinctly systemise the tasks associat-
ed with the modernisation of the Hungarian
government structure from the perspective of
competitiveness, and thus serves as an “initial
material” – as referred to it in the former
Hungarian government jargon – for further
analyses. 

Attila Chikán and Dávid Losonci examine an
issue of special importance from economic pol-
icy aspect, i.e. what impact the operation of the
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public sector has on corporate competitiveness.
This very clearly structured study, relying on
high-level methodology, offers professional
reinforcement for other research results as well
as highlights that there is plenty of room for
the improvement of not only Hungarian regu-
lation but also its institutional conditions. 

Erzsébet Czakó's analysis was centred on the
performance of Hungarian enterprises, which
is the second component of the relationship
between the public sector and enterprises as
well as its key performance indicator. In addi-
tion to systematically arranging and analysing
the enterprises' operational and performance
indicators according to size categories, this
research was also focused upon examining a
more important aspect. I would describe this
aspect as the sensitivity of the Hungarian cor-
porate sector to institutional and regulatory
anomalies based on size categories. This refor-
mulation of the research objective could per-
haps make it clear why this paper does neces-
sarily fit into the other pieces of the collection
selected with strict thematic consistency.

The possibilities of building a competence-
based public administration  structure is pre-
sented in Gusztáv Báger's study on the basis of
an empirical survey. The chances of its intro-
duction were tested both in the operation of
central state agencies and medium-sized
municipal governments, and the conclusion
was drawn that a major improvement can be
expected in operation efficiency and “buyer”2

satisfaction as a result of this new approach and
methodology. 

A special merit and significant result of the
paper written by György Jenei – Éva Kuti is the
survey of civil organisations already perform-
ing public functions today. The study reveals
that these organisations, which are otherwise
not specifically involved in entities of econom-
ic character, are indeed important players of the
economy, and only in the legal sense can they
not be regarded as business enterprises.3 I hope

it is not only because of my limited knowledge
of the literature of this domain that it seems to
me that this the chapter contains the most sur-
prising research results in the collection. 

The concluding – sixth – chapter, the work of
Gusztáv Báger and Gyula Pulay, sums up and sys-
temises the reform proposals set out in the study
volume. On top of summarising the results of this
study, other important research results of RI (the
Research Institute of SAO) are also presented. 

Before expressing an evaluating opinion, it is
worthwhile highlighting that one of the greatest
merits of the study volume is its communicatio-
nal genre – in the good sense of the word. There
is hardly any (if at all) professional publication in
Hungary in 2010 that would describe the main
courses of institutional and regulatory reforms urged
by the majority of economists in such a comprehen-
sive manner and in such a uniform structure. It
could therefore definitely be desirable that this
group of authors should present their reform
proposals to a wider professional audience. 

1The political elite, interest groups and
group of experts share the view that the
public sector fails to give sufficient sup-

port to improve corporate competitiveness,
however, there is a difference in the judge-
ment of this relationship. What further
details could you add for a fuller picture
based on the study?

In my opinion, there are no significant differ-
ences in the assessment of the relationship, dif-
ferences appear only in the assessment of
details. It is correctly pointed out in the studies
that the state's role in developing the economy
does not appropriately compensates (more pre-
cisely, hardly compensates) the expenditures of
and administrative burdens on the corporate
sector, and  this role is especially weak in the
case of SMEs. 

While SMEs are very likely to have an
increasing role to play in economic develop-
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ment in the future (this is also backed up
empirically by materials published in the study
volume), it would be important to define this
statement in the most subtle terms. Hungarian
SMEs represent not only a corporate category
capable of above average dynamics and innova-
tivity, but also a subgroup of enterprises in
which monitoring the fate of state funds is
more difficult than in general. That is why
Hungarian government institutions are espe-
cially cautious with SMEs, an attitude which is
interpreted as distrust by honest SMEs. It
would be expedient to make fundamental
changes in the legal system and to carry out IT
developments to reduce abuses that are usually
committed by SMEs. As regards changes in
legal provisions, it would be indispensable to
extend the scope of corporate responsibility
and to considerably increase the personal liabil-
ity of corporate managers and owners. It is
necessary to regulate the change of ownership
in enterprises much more carefully and to make
it subject to stronger conditions within the
given legal framework.

2To what extent did the multi-faceted
approach and the wide scale of methods
help better understand the relationship,

what methodological improvements are yet
to be made?

The scale of methodology demonstrated in the
collection of studies is modern and wide-rang-
ing. Macro-level modelling is perhaps the only
one missing from the set of tools, but due to
the absence of the necessary data with appro-
priate details, its application is rather question-
able in this field today. 

The inquiries and examinations conducted at
the companies were given a significant status in
the apparatus of methodology regarding the
studies. There is obviously no point in tiring the
readers with the technical details of the inquiry,
but it can perhaps be mentioned what “feed-

back” elements were used to improve the quali-
ty and credibility of answers, and how answers
intended as targeted “messages” were tried to
be eliminated. It is also advisable to raise the
question to what extent the answers given by
companies are influenced by the extremely neg-
ative mood and pessimistic expectations of
Hungarian enterprises, but the Hungarian
inquiries and examinations can hardly offer an
appropriate methodological solution of accept-
able costs to address this problem.

3A pivotal question of enhancing the
country's competitiveness is the
strengthening of the growth potential

of small and micro-sized enterprises. What
are the priority tasks to achieve this purpose? 

The first part of the task is evident and well-
known. There is a need for much wider and
much more extensive SME support systems
together with a considerable reduction of the
financial and administrative burdens on SMEs.
However, the other part of the task – clearly a
less popular one – should also be kept in mind,
in particular, that the transparency of the SME
sector should be increased, and legal and regula-
tory changes should be initiated to significantly
reduce the frequency of tax evasion and trans-
formation of enterprises into shell companies.

4When building the relationship
between the public sector and the com-
petitive sector on a new foundation,

new competences are required from public
employees. How could these competencies be
obtained, taking also account of the compe-
tencies mentioned in the study dealing with
the subject? 

I am not an expert on this topic, so I can out-
line only general proposals. New competencies
are indispensable, but they cannot be formulat-
ed within the output structure of the formal
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education and training system, for instance,
extending communication training is not the
proper solution for the improvement of com-
munication skills. Probably, separate training
programmes should be developed in order to
improve client service skills (such as empathy).
Attention should be paid, however, to the seri-
ous devaluation of further training pro-
grammes ordered by the government, which
would necessitate the introduction and applica-
tion of thorough and not only formal quality
control techniques.

5Do you agree with the need to develop
the proposed strategy that is designed to
strengthen the role of civil society?

What could be the main goals and instru-
ments of this strategy? What can be the civil
sector's role in enhancing competitiveness?

Of course, I agree with this set of goals, but I
cannot say much about the main goals and
instruments of the strategy, because I do not
know the given area in details. The civil sector
may have an important role to play in strength-
ening competitiveness by receiving tasks, prac-
tically with no cost to the state, from the gov-
ernment system based on social responsibility.
This process began in the early 1990s (for
instance, by setting up a professional accredita-
tion system based on civil society), but it huge-
ly decelerated or halted. Further research is
needed to explore the possibilities.

6Do you agree that the most serious
problems are to be found in the areas
indicated in the collection of studies?

What areas should the research focus on to
find solutions, taking account of the propos-
als formulated?

I agree with the proposals put forward in the
study, the most essential changes are to be
made in the areas referred to. In the next para-

graphs, I express my views in details about the
proposals.

The last chapter – Chapter 6 – formulates six
public policy proposals, each of which relies on
the earlier analyses of the study, but they are also
dealt with in the summary. The designation of
some general courses provides a framework for
the proposals. These are conceptions aimed at

• setting up again a system for planning the
economic policy, 

• developing a long-term development policy
that is really feasible (and which is finally –
very correctly – not only treated as a public
administration duty to be ticked off), 

• reconsidering the content of state func-
tions, and 

• better understanding the internal interrela-
tionships of the content of the budget,
assessing the actual, summary effects of
ostensible deficit reduction measures.

The proposals are likely to be met with
broad professional consent, which is only part-
ly due to the fact that a certain proportion of
these proposals are already deeply rooted in
professional knowledge, whereas other propos-
als are formulated in quite general terms.
Substantial professional support can be expect-
ed primarily due to the careful consideration
and justifiability of the proposals.

As far as its essence is concerned, the first
proposal is not new, but as opposed to most
earlier analyses, this study advocates the cause
with well-founded arguments, because the
arguments advanced came from the corporate
sector, the public administration and the scien-
tific circles. Here, the question is not only the
reduction of public dues, but also restructuring
them to improve competitiveness, and creating
notably better transparency of regulation,
which latter shows most pre-eminently that the
opinions of companies have been given serious
consideration. 

The emphasis on the latter aspect is of
utmost significance, because this can be the
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ground for refusing the defensive argument of
administrative bodies referring to the high
budget deficit against fiscal system reform.
Even with a moderate decrease in nominal tax
burdens, the business environment in Hungary
could greatly be improved by drastically reduc-
ing tax and other administrations. This would
also have a considerable additional positive
impact regarding the implementation of anoth-
er proposal, i.e. the mitigation of corruption.
When publishing the results, the authors of the
study volume under review should explicitly
stress the synergies expected from the imple-
mentation of interrelated proposals.

The second proposal persistently repeats an
economic policy requirement, which is perhaps
the most urgent one in Hungary, i.e. perma-
nently cutting back budget deficit and state
debts. In this question, there is an especially
strong professional consensus between the
business community and scientific circles.
Although competent officials of public admin-
istration keep voicing their agreement in prin-
ciple, but they also point out that the imple-
mentation of these tasks is much more compli-
cated in practice. Despite unquestionable tech-
nical difficulties, there is inevitably a need to
rise above these tactical counter-arguments.
This can be facilitated by revising the content
of the budgetary tasks.

The interdisciplinary nature of the researches
summarised in the study volume is first mani-
fested in the proposal aimed at enhancing the
transparency and consistency of the political
and governmental structure. This part of the
study deals not only with the economy, but
also with social policy focusing on the require-
ments of efficiency and transparency. It is an
issue of paramount importance, which should
be even more strongly accentuated by the
authors together with the supporting empirical
results. They could further refine this part of
their conclusions by stating that the applica-
tion of a Singaporean type of recipe for success

cannot be set as an objective in Hungary,
because in a European democratic country the
formulation of social objective function cannot
be based on purely economic criteria.

The need for the proposed comprehensive
reform of the education system is also often
and strongly stated by economic actors. The
wording in the concluding study is also accu-
rate, and emphasises the importance of setting
up a framework for life-long learning. This
subject is linked with the opportunity for dis-
advantaged members of the society to acquire
basic competencies, this being the number one
prerequisite of acquiring qualifications. 

The basic component of the proposal is to
improve the effectiveness of the education sys-
tem. It is worth, at this point, reflecting upon a
more detailed explanation of the concept. If
broadly interpreted, there is room both for fur-
ther expanding the theoretical content of edu-
cation and for increasing its practical relevance,
but finding a good strategic proportion
depends on a proper planning of the future
development of the labour market. The long-
awaited building of an appropriate system of
planning is also among the essential recom-
mendations of the study volume.

The requirement of curbing corruption has
almost become a mantra in Hungary, albeit – in
reality – mainly bureaucratic measures were
taken against it, especially through intensifying
control activities. The concluding study, quite
rightly, highlights the primary importance of
changing the culture if we want to fight effi-
ciently against corruption. Researching this
subject matter is, however, a truly interdiscipli-
nary area, where a comprehensive, new
research programme should be launched by RI
with the involvement of sociologists, psychol-
ogists and perhaps political scientists, but least
importantly lawyers.

Proposal number six also designates the
right direction by prompting that R&D expen-
ditures should be raised, but the content of
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this proposal should be defined somewhat
more precisely. Increasing R&D expenditures
cannot be the objective alone, because it could
lead to a similar situation, but on a larger scale,
than what we see today in connection with the
utilisation of innovation contribution by
enterprises, where unreasonable expenses are
charged by the legal title of R&D. Research
organisations of appropriate standard and – by
taking account of researchers' independence,

in the majority of the projects – carefully con-
sidered strategic directions represent the nec-
essary framework conditions for increasing
R&D expenditures. Of course, it is also true
that investments are required to create the
above-mentioned conditions, but one must
not be mistaken that the R&D policy
approach, which is based on the GERD/GDP
indicator, can be applied in Hungary without
further ado.

1 Answers to the questions posed by the organisers
of the conference at the panel discussion.

2 This is a term of my choice, because buyer natural-
ly refers to customers.

3 The competition policy literature, which is far
closer to my view, recently often deals with the
issue as to what extent NGOs that engage employ-
ees and generate revenues but do not operate in the
form of a business enterprise can be considered as
subjects of the competition rules.

NOTES
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Pál Csapodi – János Lévai 

Where is auditing performed
by supreme audit institutions
headed for?
International scene – a “snapshot”

Today, an indispensable concomitant of a democrat-
ic state anywhere in the world is that it controls the
entirety of management of public funds and public
property, utilisation of public good and operation of
the executive power through a constitutional institu-
tion independent of this power, on behalf of popular
sovereignty, and with the purpose of supporting the
parliament's work. Development of the (precursors)
of the current auditing performed by supreme audit
institutions and of financial auditing is linked to the
enlightenment as an ideal of statehood, the principle
of power distribution and the state serving the free-
dom of enterprising and citizens. What audit institu-
tions everywhere do is basically facilitate the
Parliament exercising its functions of legislation and
scrutiny, as well as its fiscal right.1 Supreme audit
institutions and their professional precursors look
back to centuries of history; such an organisation also
has considerable traditions in Hungary.2

THE GLOBAL ORGANISATION OF
SUPREME AUDIT INSTITUTIONS –
FACTS, EVENTS AND INITIATIVES

The objective and “constitution” of
INTOSAI

Currently, supreme (national, state) financial
control organisations or audit institutions are

operated in 189 countries, with professional
development motivated and harmonised by
INTOSAI (International Organization of
Supreme Audit Institutions), a global organisa-
tion founded in 1953 as a non-governmental
organisation with special consultative status
with the Economic and Social Council
(ECOSOC) of the United Nations.3

The Lima Declaration adopted in October
1977 at the IXth Congress of the international
audit organisation held in the Peruvian capital
has been considered as the constitution of audit-
ing performed by audit institutions.4

According to the declaration, supreme audit
institutions have fundamental duties: ensure
compliance with laws and rules; provide for
expedient, economical and efficient utilisation
of funds; inform the parliament of the lawful
utilisation of budgetary funds and the govern-
ment's financial management; monitor applica-
tion of rules concerning public funds and pro-
mote updating regulation. The document has
always had the primary goal to promote gener-
al access to the accumulated experience across
supreme audit institutions and to help them
perform their auditing relying on uniform the-
oretical fundamentals.

Experience that has been gained from apply-
ing the professional regulatory system built
upon the Lima Declaration and is still being
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formulated and developed to adapt to changes
(audit methodology) prove that it is necessary
and possible to formulate and apply principles
and rules for financial auditing across various
traditions, cultures and political regimes. 

Major stages of changes

At the XIVth Congress in 1992, a set of standards
for auditing by supreme audit institutions was
adopted, which has been practically in use since,
and – relying on these rules – the Washington
agreement was published. The latter called for
audits, as opposed to the current practice, to
attempt to influence the government's financial
management proactively and to offer sugges-
tions to eliminate faults in addition to revealing
them, instead of just being controls that
explore, describe and identify responsibility. It
was this conference where performance audits
got a very strong emphasis, although as early as
in 1986 at the XIIth Congress held in Sidney,
recommendations were approved to apply
these, and parliaments were called on to recog-
nise the necessity of audits performed by
supreme audit institutions in the government
sector. 

The strategic plan for 2005–2010 aimed at
modernising the organisation was assessed as a
milestone in INTOSAI circles, which was
approved at the XVIIIth Congress held in
Budapest in October 2004. It was the first time
that the organisation produced such a medium-
term modernisation programme. A key com-
ponent is the definition of tasks aimed at fully
renewing the professional regulatory system of
audits performed by supreme audit institu-
tions. 

The XIXth Congress held in November 2007
in Mexico City continued the line started in
2004. It specifically defined the key actions
needed to implement the strategic plan
approved by the previous congress. Around the

theme of improving skills to respond to the
effects of the global economy, spotlights were
turned on forced development of performance
audits, as well as on the full and systemic
renewal of regulation applicable to auditing. 
A congress declaration was published on the
independence of supreme audit institutions. 

It is not negligible from the aspect of the
professional weight and the future of INTOSAI
that on the 56th meeting of the Governing Board
on 5 November 2007 the Secretary General's
account had the opportunity to state that sub-
stantial organisations such as IMF, the World
Bank, IFAC and IIA would join the organisa-
tion as associate members – and so they did. 
A preliminary to this, which is worth mention-
ing, was a joint conference held by the World
Bank and INTOSAI in the spring of 2006 in
Washington, where they reviewed the opportu-
nities for cooperating to promote the efficiency
of the system of managing public funds. 

A major element in the chain of develop-
ment was that the European Court of Auditors
(ECA) set up the Contact Committee of the
Heads of the Supreme Audit Institutions of the
European Union pursuant to the Treaty of Nice
of 2001, headed by the President of the ECA.
First and foremost, the 2008 meeting (held in
Luxemburg on 1 and 2 December) and the
most recent meeting held in 2009 (in Budapest
on 30 November and 1 December) are signifi-
cant from the aspect of renewing the work of
supreme audit institutions, primarily necessi-
tated by the global economic crisis. 

Seeking responses to the challenges of
the financial and economic crises

As early as at the meeting of the Contact
Committee of the Heads of the Supreme Audit
Institutions of the European Union held in
Helsinki in 2007, it was considered important
to promote cooperation among European
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supreme audit institutions in terms of budget-
ing policy and audits supporting implementa-
tion of the Lisbon Strategy. 

As part of the implementation, a workshop
was held also in Helsinki in September 2009.
“Knowledge networks” for budgeting policy
and for the implementation of the Lisbon
Strategy. The former is hosted by the Finnish,
the latter by the Portuguese partner organisa-
tion. The knowledge network for implementing
the Lisbon Strategy defined three topics for
cooperation, these being: climate change,
employment and labour market, and e-govern-
ment. The working group emphasizes exchange
of information. Parallel or coordinated audits
may be carried out later. 

At the XIXth Congress of the INTOSAI held
in 2007, it seemed as if efforts were made to
anticipate the global financial and economic
crises of the recent years to a certain extent. At
least inasmuch as the (professional) agenda
included audit of the public debt and of the
performance appraisal key indicators. The con-
cluding document of the congress emphasized
that supreme audit institutions are to assume
an active role in auditing public debt, and to
motivate the development and application of
the set of national performance appraisal indi-
cators. 

At its third meeting held on 7–8 April 2010
in Astana, Kazakhstan, the INTOSAI Working
Group on Key National Indicators set up pur-
suant to the congress resolution came to dis-
cuss the draft terminology guidelines to key
indicators. In addition, they also discussed the
work aimed at establishing a knowledge base
for using the key national indicators for pur-
poses of performance appraisal. 

Due to the global financial and economic cri-
sis – as voted unanimously at the 58th meeting
of the INTOSAI Governing Board held in
Vienna in November 2008 – the INTOSAI
Global Financial Crisis Task Force was estab-
lished under the leadership of the United States

of America. Its first meeting was held – as a
phone conference – in February 2009; then, on
30 June and 1 July in Washington, the causes
and consequences of the crisis, as well as
supreme audit institutions' responses to it and
the possible ways of fostering cooperation – in
this field – between supreme audit institutions
and international financial organisations were
reviewed. In the discussion, the Vice President
of the World Bank, the President of the World
Bank's International Finance Corporation and
an IMF representative voiced their opinions. 

An expert taskforce was also founded for a sim-
ilar task by EUROSAI. Its first conference-level
workshop was held at the head office of
European Court of Auditors on 16 February
2009 in Luxemburg. Here the president of the
SAO acted as the moderator and also held a lec-
ture. This workshop was also a preparatory
event to the INTOSAI programme aimed at
implementing the activity of the foresaid task-
force set up by the global audit organisations to
address the financial crisis. The lessons learnt
from the questionnaire survey coordinated by
the German and the Dutch partner organisa-
tion were reviewed at the event, which sought
answers to what authorisations the European
supreme audit institutions have in terms of
auditing utilisation of public funds primarily
provided from government rescue packages
related to the economic and financial crisis.
(Approximately, 70 percent of all supreme
audit institutions directly hold such licences,
and have work experience in this field.) 

At the event, a forum for exchanging experiences
and a platform were decided to be set up. Their
formation meeting was held in May 2009. The
forum collects and organises audits related to
implementing the amended Lisbon Strategy and
information supporting the supreme audit insti-
tutions' activities related to crisis management
by the European Union. (It may be added that it
obviously also applies to the contents of the
document 'Europe 2020: A strategy for smart,



REVIEW 

571

sustainable and inclusive growth' released as a
communiqué by the European Commission.) 

On 30–31 March 2009, a joint conference
was organised in Paris by INTOSAI and ARA-
BOSAI under the title The role of supreme audit
institutions in boosting performance of govern-
mental organisations. At the event attended by
over 70 European and Arab supreme audit
institutions, the first, introductory presenta-
tion was held by the President of the SAO. At
the plenary session, spotlight was turned on
the pressure to modernise supreme audit insti-
tutions, and the social and economic changes
these organisations need to prepare for. There
was an agreement concerning the special dual
duty being formulated for supreme audit insti-
tutions; on the one hand, to facilitate keeping
the discipline of financial management, on the
other hand, to reinforce the advisory role,
which helps assigning audit experience to
macroeconomic trends. 

The latter tendency, advisory activity imple-
mented through synthesising audit experiences
has gained ground in the work of the supreme
audit institutions in a few countries – for exam-
ple Belgium, Denmark, the United States of
America, Finland, France, Germany, Russia,
Slovenia, Turkey. Among others, our British
partner, NAO stands out in this respect, for
the strategic mission of the organisation is to
help the nation towards reasonable and prudent
financial management: helping the nation spend
wisely.

At the latest meeting of the Contact Committee
of the Supreme Audit Institutions of the
European Union held between 30 November
and 1 December 2009 (also) in Budapest, the
global financial and economic crisis, and the
ensuing activities of the supreme audit institu-
tions were handled as a central problem, and a
seminar was also held on the official agenda.
(Seminar on the 'Role of an SAI in assisting the
government measures in response to the finan-
cial-economic crisis') In addition, the SAI's

duties arising from the Lisbon Treaty were
addressed separately. 

At the coordination meeting of liaison offi-
cers preparing the meetings in April 2010, prepa-
ration for this year's meeting of the Contact
Committee of the Supreme Audit Institutions
of the European Union commenced, which is
to be held in October with an analysis of the
changing role of national parliaments on the pri-
mary agenda. The liaison officers concurrently
agreed on a meeting for the heads of the SAIs
of the V4+2 countries (the Visegrád countries
plus Austria and Slovenia) in late September
2010 to review the responsibilities assumed by the
supreme audit institutions at the time of the eco-
nomic and financial crisis.

At the meeting of the INTOSAI working
group for privatisation, economic regulation and
PPP construction to be held in May this year in
London (attended by representatives of 27
SAIs, 9 of whom were presidents and 5 vice
presidents), similarly, the impacts of the global
financial crisis were analysed on the basis of
auditing experience. 

Compliance with the law, eliminating
corruption

At the IIIrd INTOSAI Congress held in Rio de
Janeiro in 1959, a resolution was passed on
cooperation to be developed with UN
Economic and Social Council. Joint profes-
sional seminars and symposiums were held
around this theme – generally, once every two
years in Vienna. The XIIth such seminar held in
the autumn of 1996, the agenda held an item on
what SAIs can do about corruption and eco-
nomic crime.

In the autumn of 1998, at the XVIth INTOSAI
Congress in Montevideo, the work of the fore-
said symposium was carried on at a higher level.
A key agenda iem at this congress was action
against corruption. There is nothing (much)
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new under the sun: at the conference, the areas
of public administration most “infected” by cor-
ruption were marked and the current corruption
map of (general) public administration was
drawn up.5 In the concluding document of the
congress, recommendations on a strategic scale
were formulated for SAIs concerning how to
carry our combat against corruption and fraud. 

More recently, on 11–13 February 2009 in
Vienna, at the XXth symposium organised by
UN and INTOSAI, attended by 180 experts
from over 70 countries, the agenda, again,
focused on exploring the reasons of and elimi-
nating corruption, with the participation of
representatives from international organisa-
tions such as OECD, the World Bank, INTER-
POL, IIA and OLAF.

Renewing and reorganising audit
methodology

Transformation and modernisation of audit
methods, procedures and techniques, has practi-
cally continuously accompanied the history (of
development) of the supreme audit institutions.
In the recent years, modernisation of standards
has got in the focus in various working groups
again – partly in connection with the develop-
ment of the quality management system. (In
parallel with that, development of the account-
ing and reporting systems also in line with the
EU requirements is observable also in the com-
petitive sector.) 

Among audit standards, a marked “opening”
took place in order to facilitate utilisation of
the methodological results of other interna-
tional audit organisations, relying on the fact
that the methods of financial regularity audits
of SAIs are in many respects similar to and
party identical with auditing methodology.
This is how the possibility of and need for
approaching and harmonising the standards of
SAIs and of accounting. Cooperation was built

primarily between INTOSAI and IFAC,
specifically with the latter's International
Auditing and Assurance Standards Board
(IAASB). In the survey conducted in 2007 by
the board of professional standards, over half
of the INTOSAI member organisations indi-
cated their agreement with the dual approach,
and they already use the IFAC standards. In
line with the strategic plan of INTOSAI for
2005–2010, by “building” the ISSAI system, the
methodological documents were transformed and
completed in line with new organising princi-
ples and internal logic, and supervised by the
foregoing board. IFAC's ISA standards of audit
type are strongly relied on. INTOSAI assigns a
Practice Note to each such standard, and these
collectively constitute a standard governing an
audit procedure for the SAI. 

The number of standards and related guide-
lines adopted already in the hierarchical ISSAI
system or planned to be developed in the near
future is over eighty. Although – for example in
line with the resolutions passed by the latest
Congress held in Mexico City – it is a central
effort to spread performance audits and system
audits as part of those, financial (concurrently,
growing emphasis may be assigned to financial
(regularity) audits and the related works of
methodology. Also because (“the king is
naked!”…) at the level of INTOSAI currently
there are no up-to-date and comprehensive
methodological guidelines that could be refer-
enced for financial / regularity audits. 

At the same time, compliance auditing is get-
ting to the forefront – as an independent new
audit type. It is not necessarily a regularity audit,
but is always represents control of compliance
with some (set) of legal or other criteria. In par-
allel – also as a result of the work carried out at
the XIXth Congress in 2007 – increased empha-
sis is placed on the audit standards of “good gov-
ernance” (which set principles regarded as the
professional minimum for organisations audit-
ed by the SAIs). 
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The European member organisation,
EUROSAI also pays special attention to rein-
forcing the methodological fundamentals. At
its meeting to be held in 2010, the Governing
Board of the organisation plans to approve
methodological guidelines containing “good
practices” of quality management to guarantee
professionalism and adequate quality of audits.
The preparatory working group is led by the
State Audit Office: the document was practi-
cally finalised at their most recent coordinating
discussion held in Luxemburg in April this
year. 

Moreover, it is a fact – also confirmed by a
survey conducted by the methodological
experts of the State Audit Office – that cur-
rently no uniform European practice is in place
concerning the system of professional
(methodological) documents for audits per-
formed by SAIs and publication of such. The
publicly accessible information (via the
Internet) is incomplete. 

Strategies of SAIs

Our methodological experts mapped the key
features of effective strategies of 22 partner
organisations, as well as those of the European
Court of Auditors and the International Board
of Auditors for NATO. They found short doc-
uments only few pages long, and documents
over 100 pages. 

Strategies generally overview the medium
term, 3–5 years, and were mostly produced a
few years ago. This is why they do not contain
potential responses to the most recent develop-
ments, such as the global financial and econom-
ic crisis. First of all, they contain values and
objectives. They are mostly focused inwards,
and add more weight to the methods address-
ing the organisation and auditing methodology
rather than specifically identifying the prob-
lems of the general government and focusing

on promoting resolution of such using audit
tools.6

It is mostly SAIs relying on Anglo-Saxon
traditions that materially consider processes in
their economic and social environments that
may influence the effectiveness of audits. 

The State Audit Office has compiled strate-
gies on three occasions, in 1998, 2002 and 2006,
for the terms of parliamentary cycles. In those,
specialisation to financial / regularity audits
and to performance audits was implemented,
and auditing the final accounts was made more
complete. Through thematic examinations
built on one another, evaluating opinion was
formulated of the utilisation of public funds
and public property in each area of the general
government. In the parliamentary cycle com-
menced in 2006 and concluded with the parlia-
mentary elections in 2010, its key strategic
efforts were focused on promoting transparent
and regular functioning of the public sector,
reinforcement of fiscal responsibility, support
to modernising the public finance system and on
facilitating efficient performance of state duties.

Is independence at risk? 

Back at the XVIth INTOSAI Congress in 1998
in Montevideo and in 2001 at the XVIIth
Congress in Seoul, the situation of and risks to
the independence of national supreme audit
institutions were raised as an issue.7

No further information is available of the
reasons for which it was considered necessary
to publish the document Mexico Declaration
on SAI Independence and the related INTO-
SAI Guidelines and Good Practices Related to
SAI Independence at the XIXth INTOSAI
Congress held in the autumn of 2007. The fact
that spotlight was turned on this issue again
three decades after the Lima Declaration, and
that the relevant declaration (that is also part of
the ISSAI system) was emphatically published
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as a congress document was presumably aimed
at calling attention to the risks to independ-
ence.8

Probably, a link to a special “trend”, i.e. fears
of external interventions may be sought, which
was also expressed in the spring of 2009 at a
Paris conference entitled 'The role of SAIs in
boosting the performance of governmental
organisations'.9

A few months later, on 5–6 November 2009
in Zakopane, at the meeting of the heads (execu-
tives) of SAIS of the Visegrád countries plus
Austria and Slovenia, the annual summary
reports of these organisations, the legislative
changes relevant to their functioning, as well as
their bilateral and multilateral cooperation
were on the agenda. The meeting emphatically
addressed also the factors risking the institu-
tions' independence.10

At the 59th meeting of the INTOSAI
Governing Board held in November 2009 in
Cape Town, a resolution was adopted related to
a review of the situation following the INTO-
SAI initiative concerning enforcement of the
independence of SAI auditing, which was
aimed at adding the Lima Declaration and the
Mexico Declaration on SAI Independence to
the official documents of the UN. 

At the most recent meeting of the Contact
Committee of the Supreme Audit Institutions of
the European Union held in 2009 in Budapest, a
separate (sub)topic was dedicated to debating
the sources of threats affecting the limitation
of independence – generating a number of con-
tributions (Threat of limiting SAI's independ-
ence in some European countries). A declaration
was also adopted, which urged EU institutions
and the member states' parliaments to make all
efforts to protect the independence of SAIs.
The declaration was sent to the Secretaries
General of INTOSAI and EUROSAI, in addi-
tion to the Chairs/Presidents of the European
Parliament, the European Council and the
European Commission. 

QUESTIONS AND CONCLUSIONS
(INSTEAD OF A SUMMARY)

Over a timeframe of decades, continuous efforts
to adapt to the renewing challenges have been
observable in the activity of INTOSAI, which
controls motivating and supervising profes-
sional cooperation among national supreme
audit institutions. It has been increasingly seen
in the past few years, when almost everything
“is in motion” (also) in the world of SAIs”. 

Which are the major trends and directions of
movement? 

In the professional organisations, commit-
tees, working groups / task forces of INTO-
SAI and EUROSAI as well as at various pro-
fessional events, SAIs seek answers to what
tasks, possibilities and limits the most recent
developments, including the global economic
crisis, the climate change, the demographic
problems, the tensions around public finance
balances, and – not by far least – the changes in
the EU and the “fortune” of common policies,
the Lisbon Strategy and the proposed Europe
'2020 strategy represent in the medium term for
SAIs, which primarily serve and support the
activities of parliaments. 

In addition, almost the entire SAI methodolo-
gy is being rearranged. Financial / regularity
audits practically “switch to” applying the
international accounting standards adapted to
the public sector. While modern financial / reg-
ularity audits are gaining attached value again,
the trend confirmed also at the two latest con-
gresses persists in order to increase the weight
of performance audits, which are (or may be
made) suited also for economic evaluations,
and, within those, that of system audits. The
hitherto bipolar system is being expanded, and
a third pole is being added in the form of a
compliance audit type. 

The methodological developments answering
the “how” question ultimately point towards
unification in the world of SAIs, the compara-
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bility and “interchangeability” of audits. In
contrast, the possible answers to the question
“what” concerning the subject, scope and inter-
nal content of audits influence the SAIs' posi-
tions, as well as the working and operating con-
ditions subject to the successes or failures to
resolve actions to be taken under the strategic
dimension, their auditing performance and
social and political acceptance. The audit sub-
jects, the centres of gravity of the task structure
also depend on the strategic efforts of SAIs – in
addition to legal requirements –, whereas the
latter depend on the social embeddedness and
recognition of the supreme audit institutions.

Decades retrospectively, it is evident that a
need for action against factors hindering legal
compliance and legal security, such as corrup-
tion, has been pushed to the limelight from
time to time, following a particular periodicity.
Today, a peak of such a wave is seen. The inter-
national audit organisation handles elimination
of corruption as a key problem again. 

Last autumn, the President of the SAO
emphasized the following – among others – at
a less public conference held in the Ministry of
Finance concerning the financial auditing tasks
getting more focus among the circumstances of
crisis management: “For a supreme audit insti-
tution for the public sector, it is increasingly a
core requirement to exceed regularity and
expediency audits, as well as performance
audits concentrated on a particular institution.
It must be capable of depicting the efficiency of
each complex area of social duties, as well as the
factors and underlying correlations influencing
it, such as the effectiveness of problem han-
dling by fiscal control / management, and the
standard of utilisation of the financial
resources used. It must be involved in develop-
ing the efficiency of harmonised problem man-
agement and financial management.”

The question is precisely how to identify the
most recent economic movements dominantly
influencing the near future, as well as cross-

border changes that – significantly – also have
strong social implications and their effects
influence the situations and duties of the SAIs
through economic and financial policies. 

Although it is possible that policy consider-
ations on a strategic scale may focus on the
foresaid orientation, it is far from certain that a
willingness to accept them is sufficient to
enforce them at any rate. It is only a seemingly
academic idea. In reality, the problem is actual-
ly very practical, as never has it been more true
than today that the world is changing, and finan-
cial and SAI auditing must also change. 

It cannot escape our attention that concur-
rently with in-depth economic changes with
hardly foreseeable impacts, or precisely in
response to these, to a certain extent, the exec-
utive power gains strength in terms of economic
control in the majority of developed economies,
and the intensifying tendency is that governments
have their own parliaments (and not the other
way around). In this sense, SAIs serve the par-
liaments, which lose their positions to a certain
extent, and in circumstances where changes
have taken place not only in the context of par-
liaments and governments but also within par-
liaments in the mutual relationships of govern-
ing sides and oppositions, similarly to the style
and, to a certain extent, content of the parlia-
mentary work. Let us highlight only one of
these this time: as opposed to the fact that the
result of SAI audits controlling the financial
management of the executive power were pri-
marily utilised by the opposition for decades,
today in most countries, accordingly, also in
Hungary, the conditions of pursuing the SAI's
activity and the possibilities and limits of utilisa-
tion are much more complicated and differentiat-
ed than they used to be, which is increasingly
dominantly influenced by the interior political
relations on a larger scale, in addition to the
changed parliamentary circumstances. 

All these may lead to a weakened position of
SAIs, which fundamentally support parlia-
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ments' exercising their functions of legislation
and scrutiny. It is questionable what they have
achieved relying on the Lima Declaration and
on the resolutions passed in the one or one and
a half decades at INTOSAI Congresses. Today,
it is not obvious any more that being (a) key
bearer of economic constitutionality, SAIs will
be able to fulfil their special role to balance the
branches of power and to guarantee democracy
also in the future, whereas – and it is crucial – in
case of the audit organisation of the Hungarian
Parliament, for example, it was strongly
emphasized throughout the negotiations
preparing the transition to democracy that the
state audit office to be established would not be
a strictly professional organisation but an
important institution guaranteeing implemen-
tation of democracy. 

Probably, the threat to limit SAI indepen-
dence was recognised, and an effort was made to
eliminate the threat at the level of INTOSAI as
a result of the outlined various global economic
and financial changes typical of globalisation, as
well as the ensuing rearranged (interior) political

relations of power. Presumably, they sought to
demonstrate this threat by publishing a declara-
tion on SAI independence as a high level, i.e.
congress document in the autumn of 2007 at
their XIXth world congress, and have emphati-
cally kept the issue on the agenda since.

Today, INTOSAI and auditing performed by
supreme audit institutions are in a special period
of drawing a balance and seeking a way. They
need to find answers to how to respond to the new
challenges using SAI tools, and primarily sys-
temic performance audits, concurrently also
maintaining or even modernising the traditional
financial / regularity audits aimed at various
accounts and reports. It is also subject to the suc-
cess of the INTOSAI level professional develop-
ment programmes currently underway, which
affect the main courses of audits in terms of con-
tent, the internal proportions and methodology of
auditing, how the national (state) supreme audit
institutions are capable of adapting to the changes
that materially influence their positions, work
and utilisation of their work, and that formulate
the future of SAI auditing itself.

1 The institutions independent of the government are
headed by presidents or auditors general, but certain
audit institutions are operated by boards, and some –
that predominantly perform regularity controls –
function as special judicial organisations and pass
court orders. Such “Latin” audit institutions are a
minority and declining, as opposed to the
“Northern”, “Anglo-Saxon” office type supreme
audit institutions, operating through audits, analyses,
recommendations and – recently – expert advice,
such as the State Audit Office. The dominance of an
office type institution and the spread of advising is
rooted in the fact that a new concept of planning,
coordination and changed accountability are necessi-
tated by increasingly complicated financial and eco-
nomic processes that cross the borders of national
economies in terms of drafting and implementing
economic and fiscal policies, which can be traced and
controlled only through audits that are suited to
explore and assess performance, efficiency and the
underlying correlations influencing them. 

2 Early traces of Hungarian state accounting and
accountability / auditing are found in the accounts
and documents of royal chambers. The oldest docu-
ment dates back to 1528. Following western devel-
opment, the requirement to control financial man-
agement of state income originated from the require-
ment of parliamentary constitutionality approxi-
mately two centuries ago. It gained increased ground
in the Period of Reforms, and the control of (public)
funds was made an integral part of the new parlia-
mentary system laid down in 1848. The control of
public funds was implemented after the
Compromise. After the financial audit organisation
of the Monarchy, the imperial and royal Supreme
Audit Institution was established in the autumn of
1866, and a Common Supreme Audit Institution to
control the funds flow of the common affairs of the
monarchy (foreign affairs, defence and finances) was
set up in the autumn of 1868. The Hungarian Royal
Audit Institution was founded in 1870, and termi-
nated in 1949. Later, a State Control Centre was

NOTES
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established pursuant to statutory rule No. 17 of the
same year (and after reorganising it in 1955, a
Ministry of State Control), and between 1957 and
late 1989, the function of a central state audit organ-
isation was fulfilled by people's control. 

3 The audit institution has been actively involved in
the activity of the international auditing professional
community, INTOSAI, ever since its inception: it
assumed a considerable role in the global organisa-
tion's management by delegating the SAO's
President to head the INTOSAI Governing Board
(which means the board and, accordingly, the whole
organisation) between 2004 and 2007, which entailed
organising the global organisation's XVIIIth
Congress in 2004 in the Hungarian capital.
Previously, between 1990 and 1992, the SAO's
founding president Professor István Hagelmayer was
a member of the INTOSAI Governing Board, and
also worked as the vice president of the European
regional organisation of the global organisation
EUROSAI until 1996. He was awarded the Jörg
Kandutsch prize in 1992 in recognition of the mem-
ber organisations' work in INTOSAI, bestowed
upon the SAI that gave the best performance in
terms of institutional development in the previous
three years, which was the SAO. 

4 The document that consists of 7 chapters and 25
paragraphs addresses all material elements of audit-
ing public funds. It determines the objectives and
main types of audits performed by SAIs, their rela-
tionships with the legislative and executive branches
of power, the key components of auditing compe-
tence and the audit methods. It defines the content
of independence for national supreme audit institu-
tions, justifies its necessity and lays down the condi-
tions of enforcing it. 

5 Comparable to this at the SAO currently is the work
being implemented under the title 'Mapping the risks
of corruption- spreading an integrity-based public
administration culture (project SROP 2009/1.2.4.).
On this subject, a study has been recently produced
in the SAO's research institute.

6 In the chain of values, typically independence,
integrity, expertise and cautious communication are
the most frequent. Out of the values to be consid-
ered on auditing, service of the state and society,
accountability and the 3E's (economy, efficiency,
effectiveness) are mentioned. 
Among objectives, the ones relevant to the function-
ing of our organisation are arranged separately. The
audit objectives they consider important and the fac-

tors that influence selection are enumerated distinct-
ly from them. Analysis of the external environment,
the need to adapt to it and the comprehensive
approach are mentioned in the latter group, and con-
nected to these, selection of the audit fields, expand-
ing the scope of their audits and improving the rela-
tionship with the audited entities are addressed.
Special emphasis is placed on compliance with social
expectations (in connection with this, four partner
organisations, curiously enough, none is European,
mention combat against corruption and fraud as a
strategic objective). In addition, assuming a role in
public administration is specifically identified among
target groups/objectives, including assistance to the
public sector and an advisory role related to good
governance; also in this group, action against corrup-
tion is mentioned – by two SAIs. 
Based on the experience gained from creating and
implementing a strategy, the core objectives (in tech-
nical terms, its mission) of domestic auditing per-
formed by the SAO were successfully matured and
clarified, relying on the core values of the organisa-
tion. These are contained in the strategy that has been
in effect since 2006, on the one hand, and, in a further
organised format, in the SAO's Audit Manual that
specifies the professional rules of auditing performed
by the SAO. The SAO's mission is to perform regu-
lar and efficient management of public funds and
public property, support safe operation of the state,
promote the Parliament in exercising its fiscal right;
the key principle is that audits, recommendations and
advice aim at improvement and help; and the key core
value is professional knowledge and experience. The
attitude or ars poetica characteristic to the SAO's
activity is that auditing performed in the present-
which, in addition to the present, necessarily refers
more to the past – always looks to the future, and also
has an active role in formulating the future. 

7 During the congress debate in Seoul, the Secretary
General to the organisation opposed to the proposal
made by Canada's auditor general to set up a work-
ing group to examine the situation of SAI independ-
ence. His argument was that focusing on the issue
may have political implications that may threaten
INTOSAI's impartiality. The ultimately adopted rec-
ommendation was whereby the issue of independ-
ence can and should be paid attention as part of the
committee for audit standards, expressly in connec-
tion with the objectivity of auditing. 

8 The documents referenced as ISSAI 10 and 11 are, by
the way, schematic, small compilations without any
particular news value, hardly covering 4 or 8 pages,
respectively.
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9 In his report of the event, the President of the SAO
interpreted it as: “The presentations, contributions
and discussions have it as a recurring and cautious-
ly circumscribed motive that intensifying authorita-
tive and bureaucratised interventions are to be
expected also in terms of the operation of SAIs.
Accordingly, harmonised development of the advi-
sory role and reinforcement of the institutions'
independence are attached increased significance.
In his closing address, the President of the French
Court of Audit added particular weight to calling
attention to this, indicating that governmental
objectiveness – even in the event of good coopera-
tion with the SAI – is limited.”

10 According to the travel report, “the Slovenian presi-
dent raised the issue that in the past one and a half
decades politicians recognised the impact SAIs may
have on society, as well as politics at both central and
local governmental levels. It is no accident that the
SAIs and their independence are attacked on numer-
ous occasions …”, moreover – the travel report reads
– “…With respect to the current EUROSAI presi-
dency fulfilled by Poland's SAI, under the last agenda
item, Jacek Jezierski gave information on the promo-
tions, actions and plans carried out or planned to be
carried out by the Polish party in order to support the
“campaign” initiated by INTOSAI to increase the
SAI's independence.”
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auditing in the 21st century', manuscript, November
2006 
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manuscript, November 2007 

Travel report on participation in the workshop of the
European Court of Auditors held in Luxemburg,
manuscript, February 2009 

Report on the conference held in Paris between 30
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uscript, April 2009 

Travel report on the work meeting aimed at develop-
ing guidelines to present good practices of quality
management arising from processing subject I. of the
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Travel report on the meeting of INTOSAI Global
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Travel report on the 13th meeting of the task force for-
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March 2010 
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International outlook for the strategies of national
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INTOSAI: 50 Years (1953–2003), INTOSAI, Vienna,
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International Standards of Supreme Audit
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Audit Office of Denmark, Copenhagen, November
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translated by chief consultant Endre Ákos, 2008,
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and Translation Proofreading of the Methodology
Committee, 2009)

Hand-out to accompany an introduction to the
INTOSAI Financial Audit Guidelines, The Financial
Audit Subcommittee, Swedish National Audit Office,
Stockholm, 8. March 2010

EUROSAI documents
Vth Congress of EUROSAI, Moscow, 27 May to 
1 June 2002: The supreme Audit Institutions and
auditing implementation of the state budget, subtopic
2: auditing then state budget during and after imple-
mentation – a collection of materials produced for the
congress, 2002 

The Contact Committee of the Supreme Audit
Institutions of the European Union: Workshop on
the role of EU SAI's in the context of the financial
and economic crisis, Country Profiles, based on the
questionnaire results, Bundesrechnungshof, February
2009 

The Contact Committee of the Supreme Audit
Institutions of the European Union: Preliminary
Draft Minutes, Meeting of the Contact Committee of
the Heads of the Supreme Audit Institutions (SAIs)
of the European Union, 30 November – 1 December,
Budapest, 2009, and out of the attachments to this
document: Acting Chair's Conclusions Summarising
the Presentations, Interventions and Discussions of
the Seminar on the 'Role of an SAI in assisting the gov-
ernment measures in response to the financial-eco-
nomic crisis' (Annex 2), and Statement on SAI's inde-
pendence (Annex 3) 
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Csaba Lentner 

A few historic and international
aspects of the Hungarian 
economic crisis and crisis
management
Because of the significant international embed-
dedness of the Hungarian economy formulated
over a period of two decades, the causes of the eco-
nomic crisis inflicted upon the country and the
potential methods of crisis management can exclu-
sively be assessed after an itemised examination of
the historical and international processes of inte-
gration in market economy. The study places a key
emphasis on the regulation of money markets and
accounting, which represents a formative influ-
ence on capital investments, lending processes in
banks and on consumer behaviour. Due to the fact
that the Hungarian economy and the system of
market mechanisms are considerably oriented
towards foreign markets, the potential solutions to
crisis management can only be successful if adapt-
ed from the major international trends.

The study mostly relies on the author's research
results, with special respect to his study tour taken to
Great Britain between 2007 and 2009 examining the
subject of the crisis in the secondary mortgage market.

THE ULTIMATE CAUSE OF THE HUNGARIAN
CRISIS LIES IN THE CONTRADICTIONS OF
TRANSITION TO A MARKET ECONOMY

The crisis generated by the British-American sec-
ondary mortgage markets found the Hungarian

economy devoid of efficient means of protection
and in a weakened condition, although the per-
manent integration in market economy going on
since 1987 was considered as exemplary, signs of
financial tension were observed at the turn of the
millennium. One reason for weakening is a lack of
sufficient internal capital accumulation and high
foreign capital dependence that temporarily com-
pensates for it, which at times of crisis entail a
decline in production at the level of the national
economy and emergence of budgetary, corporate
and bank liquidity problems. The other is that the
reform measures in the general government and the
related services sector have not been realised. The
corrective convergence programme of 2006
adopted in order to eliminate the significant
'sticky' general government deficit above 10 per
cent set the right course; however, in the fields of
correction, healthcare, higher education and
public administration reforms were aborted due
to the resistance of the Hungarian society. By the
time the economic crisis set in in 2008, which
grew international out of the British-American
secondary mortgage markets, the conditions of
efficient anti-crisis measures had not been cre-
ated in Hungary.

Knowing the current contradictory situation
of the Hungarian economic policy, it is crucial
to define and model the specific link of inte-
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gration that has evolved between Hungary and
the developed market economies in the past 20
years. Being one of the most successful Eastern
European states pursuing a planned economy,
Hungary definitively lost the potential of fur-
ther development by the late 1980s. After the
internal resources of the socialist system of
planned economy depleted, the foreign loans
borrowed in order to facilitate restructuring
were utilised unfavourably, and the standard of
living was artificially kept up, funded from
other than internal income generated, the
Hungarian economic policy – giving in to
social expectations – kept on seeking the possi-
bilities of economic growth and, on those
grounds, of raising the standard of living. It is
obvious for an economic policy that also seeks
to meet social expectations to prefer a social
medium that represents the least possible
resistance, and to strive for implementing the
objectives set as broadly and as fast as possible.
At the end of the 1980s, in the period of deple-
tion and then failure of the social and econom-
ic system of socialism, fast and spectacular
results were achievable through the investment
of capital arriving from the developed market
economies in search of good investment possi-
bilities, in a volume sufficient to dynamise the
conditions of the Hungarian economy – with a
view to avoiding full economic and social esca-
lation. The social aspect of this – particularly,
job creation and a chance of a more developed
industrial culture – was also anticipated to be
spectacular. Favourable to the need for fast
dynamisation of the Hungarian economy in the
late 1980s was the enforcement of an econom-
ic political environment seen across the global
economy, which facilitated more liberal and
easier capital investments, known as the
Washington Consensus. 

As of the late 1980s, the masses of working
capital investments flowing into Hungary, then
the portfolio capital investments aimed at
financing the general government were

favourably affected by the Hungarian regulato-
ry tax, finance and accounting environment,
sector-neutral handling of capital, which creat-
ed favourable conditions also in terms of con-
vertibility of capital and bilateral movements
(investments, profit repatriation) on both the
social and the investor side. A peculiar set of
relations developed among the Hungarian eco-
nomic policy, which was short of capital but
emphasised dynamic development objectives,
the Hungarian households, which preferred a
consumption level characteristic of the West,
and expected a consumers' paradise, as well as
the developed market economies or transna-
tional corporations, which – compared to the
Hungarian dimensions – were capable of
unlimited capital investment. On the one hand,
a continually growing level of needs, a pile of
expectations grew permanent on the recipient
side of the bilateral relationship of the Central
Eastern European system of post-planned
economy, which was seeking convergence with
the developed market economies (which shows
characteristics of economic and social semi-
periphery in a number of aspects) and the
Western European and North American
investors, while on the side of developed
economies, the constant abilities that facilitat-
ed transferring unlimited capital and developed
technologies were available. (See Chart 1) This
flow of capital, technology and consumption
transfer evolved 20 years ago. It dynamised the
Hungarian economy for a certain period and to
a certain extent, and increased social welfare.
After 20 years, however, it is a problem that the
Hungarian economy still formulates a similarly
structured range of needs and similar types of
expectations, i.e. the success of the Hungarian
economy continues to depend on keeping up for-
eign capital investments. Its development with-
out operating problems will last as long as the
level of capital investments does not decrease
considerably. Hungary has gradually become a
market economy driven by external resources
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over a period of two decades; the internal
processes of accumulation, however, did not
manage to steer the society's level of consump-
tion needs and the course of the budget perma-
nently towards a good and autonomous devel-
opment course. The volume of capital invested
and the accumulated production experience did
not become “internally self-boosting” produc-
tion factors, did not permanently stabilise the
budgetary situation, and did not broadly
improve the comfort of society. Another crite-
rion is that budgetary deficit became a system-
specific phenomenon in Hungary as early as in
the period of dynamic growth in the portfolio
of working capital; and even increasing rates
and figures of budgetary deficit became a spe-
cific characteristic of the system before the
corrective convergence programme of 2006
autumn.

In the life of a country that is shifting eco-
nomic and political arrangements and is seek-

ing a new development alternative, the model
selected and then integrated must be adapted to
the economic and historical past of the country,
to the development level of the existing eco-
nomic and social resources and to the potential
performance capacity of the existing economic
resources. Elimination of the socialist large-
scale industry and agriculture in Hungary was
practically completed by the mid-1990s.
Obsolete and discontinued production capaci-
ties were replaced by fresh and efficient foreign
capital. The majority of domestic strategic sec-
tors, vertical integration of production, new
technology branches, and services sectors were
transferred to or were developed through a cir-
cle of transnational corporations capable of
implementing more advanced technology and
more secure output, partly by way of privatisa-
tion and partly by way of green-field investors.
The inventory of the financial policy included
fiscal means of the government aimed at

Chart 1

A LINK OF INTEGRATION BETWEEN THE CENTRE AND THE CONVERGING SEMI-PERIPHERY IN
CENTRAL EASTERN EUROPE 

(during the growth period, capabilities and expectations mutually boost each other, in crisis, dysfunctionality)

Source: A model developed by Lentner, Cs. (2009)
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increasing the role of small and medium enter-
prises of domestic ownership in the national
economy, as well as direct means of monetary
policy until the mid-1990s;1 however, the vari-
ous government cycles, and sometimes even
measures taken during a cycle made supports
to the small entrepreneurial sector uneven and
their operation weak in terms of efficiency. 
A kind of “zigzag”,2 a lack of careful consider-
ation was seen in the supports to domestic
enterprises, which prevented the internal circle
of owners from gaining strength, and, conse-
quently, the evolution of a societal-scale middle
class (“middle-class status”) through the evolu-
tion of a domestic stratum of owners and
entrepreneurs. 

The key problem of the Hungarian transition
to a market economy is that in the period when
continuously growing and massive working capi-
tal was flowing in, the budget and the balance of
payments were constantly imbalanced – to a
growing extent at times –, while in terms of
households, a growing gap opened up between
the income expected from the new type of pro-
duction method and the actually achieved level.
The reform measures displaying a vision of a
permanent growth path (corrections in 1995,
2006, and 2008–2009), on the other hand,
shocked the public climate of the population
deeply influenced by politics; as a result, a sig-
nificant portion of the society became an
antagonistic opponent to reforms and ulti-
mately to resolving macroeconomic imbalance.
After 20 years, the results lend themselves to the
conclusion that the early economic successes and
the measures taken at the time of the regime
change in order to facilitate social welfare have
evaporated in the current decade that has nearly
passed by. A combination of weaker market and
profitability positions of and funding opportu-
nities to small and medium enterprises of
domestic ownership in comparison to those of
transnational corporations, as well as the crisis-
related decisions with a preference for nar-

rowed reproduction passed by the transnation-
al corporations that provide the majority of
Hungarian economic output have reduced the
total output of the national economy and, con-
sequently, the solvent demand of households
generated from labour income. The excessive
and unilateral dependence on foreign capital,
which evolved during the transition to
Hungarian market economy, coupled with the
unstable general government finances that
evolved as early as in the period of dynamic
capital influx after a while collectively result in
a reduced ability to attract capital, and, ulti-
mately, a reduced propensity of the resources
exclusively dynamising the Hungarian econo-
my to invest. Similarly to the decades of the
planned economy, the Hungarian society
socialised into an economic performance and
dynamism of wages perceive decelerated
growth already as a conflict situation. In the
current circumstances in Hungary, the majori-
ty population traditionally infiltrated with pol-
itics and rejecting the reforms offered so far
when expressing their political opinion and
when voting, combined with the economic sec-
tor displaying weaker performances along with
the set of economic conditions surrounding it
result in a deteriorated economic and social
competitiveness of Hungary.3, 4 This process,
or rather its final result – similarly to a chain
reaction – may lead to an extended crisis of the
democratic social arrangement, or to the twi-
light of the transition to a market economy and
the processes of democratisation seen so far.
(See Chart 2) The economic policy applied by
Hungary on the inception of the regime change
was considered as exemplary among the coun-
tries in transition from a planned economy to a
market economy, but also on a global econom-
ic scale.5 It can be justified subsequently that
the consequences of an economic and social
model adopted without deliberating each detail
of it are capable of wavering the achievements
of a Central Eastern European country that has
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run a fast but not fully organic development
course, like a chain reaction, accelerating after a
point. Adoption and application of a wrong
market economy model may generate perma-
nently chaotic conditions, in terms of both the
functioning of economic resources and the
social factor. 

THE ROLE OF TRANSNATIONAL 
CORPORATIONS IN THE DEVELOPMENT
OF THE HUNGARIAN ECONOMY

Transnational companies globally may number
77 thousand, holding 800 thousand foreign
interests in total, as opposed to the 45 thou-
sand and 280 thousand as at 1995. It is charac-
teristic of their size and influence that they
generate half of the total global export. At the
turn of the millennium, their share was 30 per-
cent. They employ nearly 70 million people,
hardly one per cent of the global population.
The share of transnational corporations in the
Hungarian export is a globally outstanding fig-
ure – 65 per cent –, while in the Czech Republic
at a similar level of development is as low as 15
per cent. 

In the past two decades of the transition to a
market economy, the Hungarian economic pol-
icy has expressed a key preference for investors
of foreign working capital; consequently, their
role and economic influence have been rein-
forced. It is crucial, however, to refer to the
business policies of transnational corporations,
which maintain autonomy in organising the
combinations of input resources of production
and commercial services. The transnational
companies seek to minimise payments made to
the national budget, and even require tax
allowances, or, as seen in the recent years,
direct state subsidies for their operations, and,
increasingly frequently, to their settlement.
Through their subsidiaries and global expan-
sion, they are capable of internationally opti-
mising capital factors, i.e. they invest where the
historical input costs and taxes are the lowest,
while profit, available economic benefits and
influence on interests are the highest. After a
while, a conflict of interest between the recipi-
ent country and the settled corporations
emerge, however, they are capable of using their
economic potential to restrict the governments'
possibilities of market supervision and regulation,
as well as their intention of interest enforcement. 

Chart 2 

A CHAIN REACTION OF WRONG CONVERGENCE TO MARKET ECONOMY
(through the example of Hungary)

Source: A model developed by Lentner, Cs. (2009)
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On the road out of the transformation crisis
of the regime change as defined by Kornai,
János,6 it appeared to be a simpler and more
spectacular solution to promote foreign
investors to gain ground in the privatisation of
former state-owned companies, and to moti-
vate transnational corporations to invest
through green-field investments than to
improve and even out the “zigzag” of the
domestic entrepreneurial sector by way of
rational and lasting developments. Today,
though, problems have emerged on a massive
scale in both transnational companies and
enterprises of domestic ownership, which
influences the efficiency and latitude of the
government's economic political measures. In
this way, the government is faced with a sector
that has been weakened or rather failed to gain
strength in the first place – in terms of the
domestic SME sector –, and with a sector pro-
ducing a restrained output, in terms of interna-
tional companies.

Transnational companies feature high profit
repatriation, high costs of job creation and a
low propensity to pay public dues in compari-
son to their financial muscle and the subsidies
received. In the event of deteriorated or uncer-
tain input conditions (such as the current crisis
is), they are capable of withdrawing their pro-
duction equipment from the country in ques-
tion, due to their high mobility, or to shift to
narrowed reproduction processes. In such
cases, state tax revenues are diminished, and
problems are faced in the field of employment
and the balance of payments. The domestic
enterprises, however, cannot replace transna-
tional corporations due to their weak financial
muscle, and cannot fill the economic gap left
by such transferring transnational companies. 

Transnational corporations may induce
dynamisation in the economic life and social
relations of the receiving country, but they are
also capable of generating decline through their
departure. Their role in the period of economic

convergence in Hungary has had a positive bal-
ance so far; nevertheless, we are not prepared
for a world without transnational companies. It
is undoubted that they have brought in a high-
er-standard production culture, creating hun-
dreds of thousands of jobs, and boosted the
national economy to a certain extent, but in the
event their economic activity permanently
decreases, plummeting economic output,
emerging social conflicts and wavering achieve-
ments of the transition to a market economy
and democratisation are anticipated. The
Hungarian governments were not careful enough
when focusing their development and fiscal poli-
cies mostly on transnational corporations.
Transnational corporations are far from playing
such a crucial role in the economic lives of
Slovenia, Slovakia, the Czech Republic and a
number of surrounding countries as they do in
Hungary. The domestic entrepreneurial sector,
and even the well-managed state-owned com-
panies have had a crucial role in Central Eastern
European countries other than Hungary, and
even in certain Western European countries. In
this way, the corporate business policy in place
in the countries of origin of transnational cor-
porations operating in Hungary is actually fully
mapped, and even has a formative effect on the
Hungarian social relations, too. It is material,
though, that the consequences of transnational
corporations' restricted production are more
severe in Hungary, which is strongly driven by
external fundamentals (i.e. is highly dependent
on foreign capital) and is in a weak budgetary
position anyway, compared to Western European
countries or some of the neighbouring countries
that feature better fiscal positions than Hungary
does. Governments in a more favourable situa-
tion than Hungary are able to provide more
resources in order to keep up the production
level of transnational corporations, consequently,
economic and social shocks are also smaller. 

A considerable part of the processing industry
that represents the main body of the Hungarian
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economy successfully stands the test of global
competition, too. It is well characterised by an
outstanding share – 21 per cent – of the export
of high technology products, which has
improved since the second half of the 1990s,
which is comparable to the figures of the
United States of America and the United
Kingdom at 27 per cent each, Japan at 20 per-
cent, Finland at 19 percent, and easily exceeds
the corresponding figures of the Central
Eastern European countries. The high technol-
ogy export, however, means assembly per-
formed for foreign companies, mostly from
imported parts, to a significant extent. The
import content of the entire Hungarian export is
60 percent, by far the highest among the OECD
countries.7 It is explained by the fact that the
export companies in developed countries retain
the most valuable phases of the value chain, the
ones that produce the highest added value, i.e.
the knowledge-intensive phases. In this way,
the knowledge deficit and the development gap
characteristic of the developed countries can
only be closed at a slow pace in Hungary. 

The philosophy of the Hungarian economic
policy that relied on transnational corporations
has ultimately generated an internal market
with a high propensity to consume, as a result
of growing production followed by an expand-
ed offer of products and services.

The output of the corporations producing in
Hungary and the increasing product export
practically provides the same product and serv-
ice offer as in developed market economies.
Further continuation of these is doubted, nev-
ertheless, and at the time of the credit crunch,
even bank financing of consumption faces
increasing problems. The Hungarian consumer
paradise built in a period of hardly 10 years on
the ruins of the planned economy is in ruins again
after another 10 years. The increasing income of
households decelerated as a result of the crisis,
the social transfers from the state kept ebbing
away, and the commercial banks achieving a 20-

per cent annual growth in loan disbursements
by subsequently crediting dynamically growing
consumption have faced a liquidity crisis since
the autumn of 2008. Both the production out-
put boosted by the transnational corporations
and the Hungarian consumers' paradise entered
a crisis, because the impetus of the Hungarian
economic policy relying on external resources
seen so far has broken. The propensity of
working capital and portfolio investors to
invest grew more difficult as a result of the eco-
nomic crisis and because of the rising market
risks, and it keeps generating the crisis.

INTERNATIONAL TRENDS 
IN CONSUMPTION

The economic vulnerability of the United
States of America was (also) caused by con-
sumption that permanently exceeded internal
production after a point. In 2007, Botos,
Katalin8 in her study on the permanently pas-
sive trade balance of the United States estab-
lished that the winning party was the one that
held the import surplus on real terms, provided
that funding it was not a serious obstacle. Until
the summer of 2007, practically until the end of
a “peacetime”, excessive consumption and
funding the deficit of the trade balances and the
balances of payment did not cause a serious
problem. 

A banking system that provided funding for cred-

its and a lending practice were also associated

with the consumption of an abundant choice of

products. Between 2003 and 2008, the deficit of

the USA's trade balance increased by 55.2 per

cent (see the analysis of Table 19), which repre-

sented a serious problem in the United States. In

Great Britain, the negative trade balance dou-

bled between 2003 and 2008, while in France, a

deficit of nearly USD 74 billion was generated by

2008, following a positive balance of USD 5.7
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billion in 2003 through a dynamic rise. It is to be

noted that the countries of the eurozone had pos-

itive trade balances in the years 2003 to 2005 and

in 2007, and again in 2009, while between 2008

and the first half of 2009 they were negative.

Underlying the favourable figures of the eurozone

compared to those of the United States – referring

to Botos, Katalin – was a slow strengthening of

the euro's economic role and its role as an inter-

national currency, i.e. “Europe could not afford

the luxury of shortage”. Saudi Arabia and Russia

owed their permanently positive balances to the

export of hydrocarbon derivatives, while

Germany, Japan and China to competitive

export that flooded the American and Western

European markets. As a result, basically two

country groups were formulated in global econo-

my: 1. countries that featured permanently nega-

tive trade balances, i.e. a society with a high

propensity to consume, a financial system that

transfers imported goods to consumers using less

inflexible financing techniques, and 2. countries

that are capable of a lasting export offensive due

to their competitive, marketable (partly strategic)

products. 

The crisis of the global economy developed
in the countries with a high consumption cul-
ture, and basically, these are afflicted by it,

although the traditionally “emitting” net
exporter countries are also affected through
the well-established “bilateral” trade relation-
ships, as the demand for their export decreases,
which curbs their performance and their
growth set to high rev. At the same time, the
figures in the balance of payments and the
trade balance are continuously improving in
the United States since the year-end of 2008,
which suggests a more economical consump-
tion practice of the American society moving
towards restriction, efficiency of the relevant
government measures, in parallel with a
decrease in the income available for consump-
tion, while an effect of the sectoral packages
aimed at rescuing banks and the automotive
industry weakening the budget is also marked-
ly present. The processes are worth watching.

The deficit in the American balance of payments

was USD 697.9 billion in December 2008 –4.5

per cent of the GDP –, while the deficit of the

trade balance was USD 851.3 billion.10 At the

end of June 2009, the deficit of the USA's balance

of payments in the latest 12 months was 3 per cent

compared to the GDP, which represented a USD

628.3 billion negative balance, while the deficit

of the trade balance amounted to USD 674.4 bil-

lion.11 At the end of 2009, the deficit of the bal-

Table 1

CHANGES IN THE TRADE BALANCE FIGURES IN A FEW COUNTRIES, 2003–2009 
(Data in billion USD)

Countries 2003 2004 2005 2006 2007 2008 2009
USA –549.5 –634 –767.8 –842.2 –806.4 –853.1 –517.0

EMU +84.3 +100.1 +47.3 –24.1 +51.7 –40.4 +33.1

UK –74.4 –103.2 –115.5 –149.4 –165.8 –182.6 –128.1

France +5.7 –5.2 –28.9 –36.3 –47.4 –82.7 –59.1

China na. na. na. na. +259.8 +278.8 +173.0

Japan +100.6 +135.8 +98.2 +76.7 +107.6 +64.8 +43.5

Germany +142.7 +189.1 +202.9 +194.6 +263.1 +283.3 +191.2

Russia na. na. na. na. +124.0 +194.6 +112.1

Saudi Arabia na. na. na. na. +146.6 +150.8 212.0 

Source: data gathered by the author, from The Economist 
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ance of payments kept on decreasing, and reached

USD 465.3 billion, which represents 3 per cent of

the GDP, while the trade balance was at USD

517 billion. At the same time, the budget deficit

equalled 9.9 per cent of the GDP (currently, as at

the end of March 2010 it is already 11.1 per cent).

The United States and a number of other
market economies that struggle with a negative
balance of payments conveyed their internal
production and permanent import surplus that
had been growing for decades to the end-con-
sumers through various banking credit prod-
ucts. This financing method – and the “lenient”
financial regulatory system facilitating it – was
also adopted in the Hungarian practice. The
consumer credit portfolio of the households in
Hungary and in similar transitional market
economies underwent a dynamic expansion,
which generalised after a point, and a perma-
nent excess demand developed in the credit
market. The expansion of the credit portfolio
far beyond realistic properties acts as a self-
motivating process affecting both production
and consumption. The low-interest credits
were used by bank clients to refinance their
mortgage loans, to purchase new real estate and
to buy consumer goods. A spectacular develop-
ment was seen in the construction industry,
which resulted in an over USD 300 thousand
excess supply of real estate in the American
market in early 2008, for example.12 The apart-
ments built from credit could not be sold after
a while, and due to the potential buyers losing
solvency and a growing number of people
struggling with repayment problems, the cred-
its borrowed by the construction companies
were not repaid either, and then the liquidity of
mortgage banks wavered. The chain of con-
struction – selling – credit repayment, which
functioned for decades, was broken. 

Similarly, the construction industry became a
chief propulsive industry for GDP in Hungary;
however, residential real properties lost 20-25

per cent from their market values due to the
dynamic and then drastic rise in the number of
newly built flats that could not be sold after a
time. In the past years, investments in the
futures markets of raw materials and energy
jumped due to the low interest rates. The
increasingly liberal regulation of financial insti-
tutions and the activity of hedge funds basical-
ly free of any regulation provided an opportu-
nity for multiplying huge amounts. With the
capital gearing ratios rising, the supply in the
money market has been continuously growing,
and the prices of products and services are
exposed to significant speculation effects (see
oil, biofuels). Through the households on the
demand side of the money market and the con-
sumption generated by them, the growth path
of the corporate sector has also seen an explo-
sive rise. Maintenance of the growing con-
sumption backed by bank loans, with natural
coverage increasingly provided by other coun-
tries, has become unsustainable by now. 

The phenomenon of sub-prime13 developed in
Hungary, too, which produced a huge credit
expansion through lenient lending rules, funda-
mentally on the basis of the deregulatory and
free market principles called into existence by
the Washington Consensus. Liberalisation
came to be the cornerstone of the Hungarian
economic policy and economic regulation that
were rapidly moving towards a raw system of a
market economy from an inflexible system of a
planned economy. A similar production base –
controlled from developed countries –, an
unreasonable propensity to consume and a
practice facilitating unlimited credit multiplica-
tion to finance it along with the necessary reg-
ulation has evolved in Hungary, too, similarly
to the developed countries that had been devel-
oping their systems of market economies for
centuries, applying the principles of deregula-
tion to this base a good two decades ago.
Cutover to neoliberal market relations, to
developing and supporting behaviours that pre-
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fer consumers' paradise took place without the
due transition, and without thoroughly testing
the domestic relations and potential social
responses; it can be stated that it was generated
as a result of other than organic development.
In addition to importing the production capital
crucial to developing its market system,
Hungary also “imported” the habits of the
western consumer society, and the regulations
applicable to accounting and credit institutions
needed to ensure the set of economic condi-
tions of accommodating a productive capital
and unlimited consumption. 

The working capital and the culture of consump-

tion imported from the west, as well as the import

of portfolio capital aimed at bridging the central

budgetary imbalance may lead to operating dys-

functions in the recipient country, once the region

capable of capital export loses some of its financial

muscle and impetus. In this situation, western

reception of the product export flowing out of

Hungary is also faced with obstacles, the manu-

factured products cannot be sold; consequently,

the companies that have moved in restrict their

output. In the first four months of 2009, the pro-

duction of processing industry sectors typically in

foreign ownership dropped by 25.4 percent14 in

Hungary, and continued to be caused chiefly by

limited orders of the sectors producing for export

and their domestic suppliers. The most consider-

able plummets – 41 per cent each – were seen in

vehicle manufacturing, metallurgy and produc-

tion of fabricated metal products. Continuity of

economic setback is justified by the fact that in

months 1 to 9 2009, industrial production was

19.1 per cent behind that of the corresponding

period in the previous year.15

Amidst the uncertainty of Hungarian state
subsidies and the difficulties of the market,
they do not take risks, and do not maintain the
level of production previously established in
Hungary, as a result of which the labour

income and then the purchasing power of the
Hungarian households get weaker. The diffi-
culties of lending for financial institutions, the
ebbing primary sources of household and cor-
porate consumption do not allow retention of
the current dynamism of the Hungarian con-
sumption and internal utilisation. Further alle-
viation of the borrowing facilities, i.e. expan-
sion of the sub-prime circle cannot be contin-
ued any further for reasonable reasons. All
these result in reduced consumption and fur-
ther recession in the production that caters for
consumption. 

The last general government reform before the
crisis is dated as of the autumn of 2006.
Reduction of the budgetary deficit permanently
stuck at 10 per cent became a primary duty. For
the period of correction announced to last until
2010, as a combined effect of funds withdrawn
from the owners of income, and taxes raised
would have generated a total HUF 2500 bil-
lion16 in retained state transfers and allocation
of surplus tax revenues. The processes of inter-
national financial crisis emerging since 2007
kept up the alteration of the convergence path
set a year previously, and even a firmer reten-
tion of the fiscal results achieved up to that
point prevailed with reference to the crisis.
Consequently, the elimination of excessive
consumer preferences17 commenced as early as
before the events spiralling in the autumn of
2008. During the crisis, the Hungarian econo-
my, being driven by external capital, has had it
balance positions in deficit, its internal produc-
tion system and banking system have struggled
with a liquidity crisis, and it is able to provide
the consumers with decreasing supply in the
long run; nevertheless, the related financing
limits for loans have also shown a decreasing
tendency. As opposed to the American and
British governments, which rescue vehicle fac-
tories and production plants by providing state
funds and support schemes, it is unable to
increase demand using governmental means. In
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this way, the Hungarian society experiences a
crisis that is more severe than the decline of the
western consumer society. With the production
and supply diminished, consumption will soon-
er or later drop permanently.

The fast integration of Hungarian society's
propensity to consume with the western con-
sumer society was not a unique phenomenon in
the former countries of the CMEA,18 which, as
research by Csaba, László19 shows, is repre-
sented by high deficits in the balance of pay-
ments. In the post-millennial years in the Baltic
states, deficits of the balance of payments
exceeding 12–13 per cent of the GDP were
seen, while in Bulgaria and Romania, the deficit
ran ever higher.20 The lending practice of
“western” financial institutions obtaining a
monopoly of commercial lending through pri-
vatisation of the former state-owned banks had
a crucial role in the formulation of the Central
Eastern European imbalance. The transnation-
al corporations considered Central Eastern
Europe as a new market. The parent banks
being deregulated and their subsidiaries in the
region did not hinder conveyance of the multi-
national corporations' dumping-priced prod-
ucts and services to the societies of planned
economies expecting a consumers' paradise.
Not even despite the fact that consumers
proved to be decreasingly creditworthy clients
in the absence of primary income. The system
of banking supervision was only slightly able to
prevent lending to clients with weak creditwor-
thiness. As described by Csaba, László: the
central banks considerably lost their power
over the monetary base. 

Based on audited data published by the HFSA,21

the bank loans to households in Hungary

amounted to HUF 9144 billion as at the end of

2008, which, compared to the figures of 2004,

represents a 143.8-per cent rise. Concentrating

the scope of analysis to a short time interval – the

period of austerity measures launched as of

September 2006 –, the intensifying activity of the

Hungarian households in the credit market can

be demonstrated even more expressively. In the

period of reducing the budget deficit

(2006–2008), the loans to households rose from

HUF 5713 billion to the foresaid HUF 9144 bil-

lion, which is 60-per cent dynamics. 

PROBLEMS OF MONEY MARKET 
SUPERVISIONS

After outlining the nature of the Hungarian
crisis, it is important to analyse the financial,
supervisory and accounting regulatory envi-
ronment that facilitated an insufficiently pru-
dent transition to a market economy and
unlimited lending, as well as to assess the inte-
gration thereof initiated in the international
region, in addition to unilateral dependence on
foreign capital and the formulation of a con-
sumption-centred value system. 

The economic policy of the Washington
Consensus announced as of the late 1980s basi-
cally considered liberalisation of money and cap-
ital markets as its goal, in the hope that the mar-
kets were capable of self-regulation. In this sys-
tem, regulation and supervision of money mar-
kets gained completely new contents, still, the
crisis that developed after 30 years in the
American secondary mortgage market and that
spread across the entire banking sector and has
also reached industrial companies today has
inflicted serious damage on the authority and
influence of the American stock exchange
supervision. This is because continuous and
significant confinement of the responsibility of
the state and of supervisory control, in parallel
with the increasing independence of money
and capital markets, topped with the employ-
ment of business consulting companies to per-
form supervision under the Washington
Consensus subsequently turned out to be an
insufficiently deliberated action. The Hungarian
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regulation of money markets originally fea-
tured a kind of conservative, continental view
that has in the past 20 years changed to
approach the British-American model, which
increasingly prevails in the global economy, and
a “mellowed supervision” and a more “lenient”
regulatory attitude conveyed by it also affected
the Hungarian conditions.

Among those evaluating the negative effects
of the economic policy laid down in the
Washington Consensus, John Williamson22 and
Lányi, Kamilla23 in Hungary were the first to
call attention to the dangers of excessive liber-
alisation. Their key thesis is that economic
policies are centred on growth, and they fail to
address distribution of income and social poli-
cy in their right positions; moreover, the
authors even referred to inconsistency of the
reforms. 

Lányi, Kamilla24 explains that the international

financial system is only able to integrate compa-

nies that operate along the same principles in

deregulated environments controlled identically,

which, not negligibly, prefer the American type of

corporate control and supervision that has the

weakest audit practice. In this financial structure,

opportunities are available to develop financial

products that yield extra profit but entail high

risk. 

Becoming integral parts of globalising
money markets, the new financial innovations
are not only out of state regulation but also out
of sight of financial control and of those that
intend to review financial processes globally.
Problems are aggravated by the fact that the
financial regulation of the United States of
America generated the processes leading up to
the current crisis not only by failing to ensure
enforcement of a thorough regulatory system,
but also directly. 

Ten years after the Washington scheme was
adopted, a proposal on regulating the increas-

ingly expanding and non-transparent derivative
products was submitted to the Congress of the
USA, at the suggestion of the Commodity
Futures Trading Commission. However, the
Congress rejected it, and opted for further
deregulation, thus facilitating further growth
of products transferring credit risk
(Collateralised Debt Obligation), credit deriv-
atives and work-out companies.

In the Hungarian practice, supervisory regula-
tion is laid on legal bases, and the Ministry of
Finance, the National Bank of Hungary and the
Hungarian Financial Supervisory Authority
even signed a stability agreement in 2004 to
promote harmony between the tasks and the
scopes of responsibility.25 The effectiveness of
the stability agreement and the supervisory
activities of the participating institutions – in
the light of the unfolding crisis-can be termed
as weak, similarly to that of the American
supervision and credit rating agencies. In the
past 5 years in Hungary, credit disbursements
of the banking sector rose by 20 per cent annu-
ally. Exceeding its labour income and social
benefits, society spent considerably more on
consumption. What is more, bank credit appli-
cations were topped by withdrawals performed
under the reform of the general government,
which did not restrict the households' propen-
sity to consume, and they even had a chance of
abundantly replacing lost income from the
banking market in the alleviated regulatory
environment; although HFSA called the atten-
tion of the relevant decision makers to its
unsustainability.26

Increasing the disbursement of funds with-
out sufficient funding – in the form of con-
sumer credits and housing loans – was also a
fundamental interest of the government, which
displayed weakening financial and political effi-
ciency, in order to avoid worsening of the social
climate. HFSA, which acted as a government
agency, although perceived the emerging problem,
could hardly take any action in the course of
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excessive lending, in the absence of specific
authority to intervene and to restrict the dynam-
ics of lending. The Hungarian supervisory sys-
tem – seeing the ultimate effect – was just as
much incapable of materially reducing risks
intrinsic to excessive lending, as the American
system failed to live up to the expectations,
although the operation of the Hungarian
supervisory system contains no contradictions
between the scopes of responsibility and the
financing model. The dynamics of the credit
overflow in past 2–3 years, as well as the lack of
consequences of the HFSA reports criticising
it represents an underlying conflict of contra-
dicting government interests. The Hungarian
government urged stabilisation through with-
drawals from the households and improvement
of the financial discipline, still it did not restrict
abundant credits disbursed to insolvent
debtors for social and political reasons.27

It can be established concerning both the
Hungarian and the American lending system
that the internal invasion of production and
imports generated by consumption led to an
unlimited credit disbursement practice that was
increasingly less secured after a while.

The supervisory curbs built into the system
did not function. As a result, the credit portfo-
lio and its derivative transactions overflowed,
and became largely unsecured. 

It grew to be a general banking practice that the

bank disbursed multiple times the amount of

loans generated by it through the involvement of

structured investment vehicles (SIV28) to other

actors in the financial sector, thus distributing risk

across the system. After a point, this model results

in barely transparent forms of investment that are

difficult to regulate, which also pushed the British

Northern Rock bank towards a crisis in

September 2007, because the value of the portfo-

lio previously securitised by it decreased, and the

bank was unable to securitise its new loans.

Serious liquidity problems emerged within a

short time,29 after the liabilities underlying the

assets represented in the balance sheet disap-

peared. It is observable in liquidity crises of this

type that the lack of funding in the SIV would be

replaced from the funding credit line provided by

the bank, which further deepens the liquidity cri-

sis of the bank. In addition, as the crisis spreads,

financial institutions acting as net lenders restrict

their activities; consequently, losses, the resulting

write-off and need for consolidation drastically

rise,30 and the state or an external investment

group interested in acquisitions have entered as

guarantors – in the absence of the bank's own

funding. Crumbling of the most frequent method

of crisis management prior to this crisis, M&A

(merger and acquisition) activity, was a direct

consequence of ebbing liquidity in the global

money and capital markets, caused by deteriorat-

ed repayment abilities of subprime American

mortgage debtors. Investment banks – not only

Americans – incorporated these liabilities in

investment products with various weightings to

be offered on the global money market with a

view to distributing risks; however, in the wake of

the severe waver of the American residential real

estate market, investor demand for these product

practically ebbed away with the deepening of the

crisis. Moreover, banks have also been in a tight

situation in the wholesale liquidity market, as

they were unaware of the various actors' involve-

ment in the market of securitised subprime liabil-

ities, and consequently were reluctant to provide

short-term financing even to one another in the

interbank money market.

In the period 2007–2008, the supervisions
did not have sufficient information on banks'
exposure on the mortgage market and the port-
folio of infected securities, which hindered cri-
sis management. The Basel-based calculation
method of capital requirements did not prove
efficient in this non-transparent situation, and
the practice of risk management could not live up
to the expectations. On riskier changes to the
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classic model of banking, the institution of
securitisation was assigned an increasing role in
parallel with the mortgage-based financing to
households expanding, whereby the credit risk
was partly or fully transferred to capital market
investors.31 The supervisory methods, howev-
er, were unsuited to manage risks and enforce
rules. The first capital regulation laid down in
Basel in 1988 already addressed riskier banking
activities, derivatives. The Committee adopted
the notion of credit equivalent amounts and
intended to secure off-balance sheet exposures
with capital. In 1996, the new set of guidelines
laid down by the Committee permitted banks
to apply their own most efficient risk manage-
ment practices. Adoption of Basel II in 2006
did not contain innovations from this aspect,
either, and recognition and comprehensive reg-
ulation of special risks were missing again. 

The regulation and supervision in Hungary
function in line with the norms of the European
Union, and reflect the quality of supervision in
developed market economies also in terms if
efficiency. The domestic banking system has
almost fully integrated with that of the devel-
oped market economies, and the Hungarian
banks are mostly owned by foreign (parent)
banks. As a joint consequence of all these, the
domestic lending processes and supervisory
modifications follow the trends evolving in the
developed market economies, even if they leave
much to be desired. In the summer of 2008, the
HFSA justifiably called the attention of the
domestic financial sector and their clients to
the increasing risk exposures,32 and, conse-
quently, to the increasing costs of money-mar-
ket and bond-market funding, the deteriorating
situations and decreasing support of parent
banks, as well as the worsening profit
prospects, in particular. It is expedient for the
supervision to pay special attention in the
future to the valuation processes and methods,
particularly the adequacy of VaR measure-
ments33 and management of liquidity risks.

More efficient regulation of leveraged financial
products and the financial institutions dealing
with them, as well as implementation of con-
trol over them are high-priority supervisory
tasks. 

The status of the Hungarian supervisory
authority is settled, its stability forecasts are
reliable; to what extent the government utilises
the information received is a different issue.
According to the concept of the previous
(Bajnai) government,34 the Hungarian
Financial Supervisory Authority would become
the consumer protection authority in the
financial sector, i.e. the consumer protection
act will become applicable in terms of financial
service providers and products. This measure
can be considered as a kind of sequel to the act
adopted in September 2008 on the prohibition
of unfair trade practices. Introduction of the
legal institution of a financial ombudsman,
however, is currently a mere plan, although
establishment of a new role would provide a
facility to raise general problems on the basis of
individual declarations, and present them to the
competent bodies and the public opinion.
Although, the real solution to the situation
would be filling the existing legal institutions
with true and effective contents, instead of
introducing a new one.

At numerous points around the world, for exam-

ple in the United States, too, reconsideration

combined with a discussion of the supervisory

roles is going on.35 By establishing a Consumer

Financial Protection Agency (CFPA), the con-

sumer protection duties currently assigned to a

number of authorities would be assigned to a new

organisation. CFPA would monitor compliance

with mortgage and bank card contracts. The

American stances are unified in their opinion

that the supervisory procedure insufficiently cov-

ers agents selling real estate loans and large finan-

cial corporations, and consequently, financial

institutions may gain dominance of power over
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consumers. It is still debated, however, whether to

assign the licences to the federal reserve banks

(FED) or to a new supervisory authority. In

Great Britain, a Financial Ombudsman Service

has been in place since 2001, which works in

cooperation with but independently from the

local financial supervision (Financial Services

Authority). The ombudsman is competent in all

products, and offers their services free of charge;

however, confidence towards them has been shak-

en since the crisis of the banking system.

ACCOUNTING REGULATION AND THE
FINANCIAL CRISIS

During the crisis, not only governments but also
enterprises faced serious difficulties. On restor-
ing market confidence, the auditors and conse-
quently the professionally audited annual
reports have received more attention, particu-
larly securitisation processes that proved to be
an efficient behaviour of loss control in the
past two decades.36 The issuer companies are
required to provide information that highlights
potential risk and the detailed properties of the
instrument. The auditors are required to issue
an opinion on the issuance brochures attracting
greater and more critical market attention com-
pared to the previous years. 

The International Auditing and Assurance

Standards Board (IAASB) published a practice

alert concerning the auditing challenges to esti-

mations based on fair value. The facts that affect

the principle of going concern emerge exponen-

tially, as the measures taken to restore the econo-

my can be measured through them. The liquidity

risks markedly raise the principle of going con-

cern, to see how it is represented, or, on the con-

trary, how endangered it is. In their audit reports,

the auditors need to highlight an evaluation of the

company management's work and decisions.

Should the auditor's opinion not agree with the

management's opinion, it is to be indicated in

order to provide correct information to the mar-

ket actors. The greatest loser in the crisis so far has

been the financial sector and the financial instru-

ments; consequently, the accounting profession

currently primarily focuses on settling and valu-

ing these. It is an international crisis manage-

ment measure concerning the accounting profes-

sion that IASB set up a group consisting of finan-

cial and accounting experts in 2008 (Expert

Advisory Panel), with the primary task of devel-

oping practical guidelines applicable to situations

of determining fair value when no active market

price is available.

As a result of amended international stan-
dards, the Hungarian accounting requirements
have also changed, particularly in the field of
reclassifying financial instruments. The amend-
ment to the Hungarian accounting act effective
as of the end of 2008 facilitates reclassification
of financial instruments for trading in the event
of using valuation at fair value, due to the
extraordinary circumstances. The areas to be
highlighted on auditing are assessments of the
company's crisis management, representations
and the business environment, disclosure of
the fair values, management of the risk of
fraud, as well as the principle of going concern.
The new challenges and effects arise in various
areas with varying severity within companies. It
is mostly companies with interests in foreign
markets, suppliers of the automotive industry
and construction companies that have been in
the epicentre of the crisis. On evaluation of the
annual reports for 2008 performed by auditors,
the procedures of establishing fair value, hedge
accounting and provisioning were paid special
attention. In order to assess going concern, the
auditor needs to devote special attention to
evaluating the dynamics of orders, changes in
the customer base, breaches of the agreements
between the bank and the customers, restric-
tion of bank financing and the circumstances of
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extending loan terms. On planning the audit
work, risk assessment, materiality, assessment
of the risk of errors and consideration of docu-
mentations are given more emphasis. 

By virtue of the Hungarian economy's
strong dependence on external capital and reg-
ulation, the anti-crisis measures of accounting
and regulation of financial institutions are only
conceivable under the umbrella of internation-
al regulation, i.e. stabilisation of the regulatory
environment of the Hungarian economy may
depend on the effectiveness of international
regulation or its efficient adoption. 

The G-20 summit convened in order to man-
age the crisis considered improvement in the
accounting of financial instruments to be a pri-
ority task, with the definition of the fair value
and the impairment loss of credits within it.
The G-20 summit confirmed the measures of
the Financial Stability Forum taken to enhance
accounting standards. In the light of this, it is
desirable to decrease complexity in the
accounting rules of financial instruments, to
consider broader credit information on
accounting credit impairment, to improve the
accounting standards applicable to provisions,
off-balance sheet items and valuation uncer-
tainties, to harmonise the activities of supervi-
sions in order to apply the valuation standards.
Not least, participation of regulatory organisa-
tions and emerging markets in the independent
system of setting up accounting standards
needs improvement with the help of the IASB.

HOW TO PROCEED? 

Two fundamental techniques exist for manag-
ing the crisis that reached the real economy by
the autumn of 2008. The central banks and
governments are regularly faced with the con-
flict that if they act against the economic reces-
sion – pumping extra state funds into the econ-
omy –, they risk a repeatedly increasing deficit

and accelerated inflation. If, however, they pre-
fer to act against inflation and to retain the
budgetary balance, they are to expect a reces-
sion in the economy. 

The United States of America and a number
of European countries seek to rescue dying
industries by way of state subsidies, and, where
it is viable, they reduce the tax burdens on
enterprises, in the hope of revving up produc-
tion, and then, consumption. Subsidies are
funded from budgetary expenses, while tax
cuts reduce budget revenues, and, in combina-
tion, increase the budgetary deficit. 

Hungary cannot repeatedly commit the mis-
take of adapting any of the practices without
due caution, although in the period close to a
national bankruptcy, there was not even a real-
istic possibility of these crisis management
actions. Crisis management and even utilisa-
tion of external assistance are hindered by the
fact that since 2001 Hungary has had no marked
strategy of organic convergence to the technical
and technological level represented by the devel-
oped world37. The Hungarian economic crisis is
not only a result of fiscal and central bank deci-
sions of poor efficiency spanning across gov-
ernments, but also a concomitant of the com-
pulsion to comply with the excessive expecta-
tions of the population, which anticipates the
shortage economy to turn into a consumers'
paradise immediately and permanently. The
Hungarian banking system has also created the
credit volume technically needed to meet con-
sumer needs, which was implemented as a more
lenient regulatory system for lending and funds
multiplication. 

The new path of convergence started as of
the autumn of 2006 in combination with the
aborted healthcare and higher education
reform measures as at the spring of 2008
brought about a difficult situation in Hungary
by the autumn of 2008. On the one hand, the
preferred profit targets of the convergence pro-
gramme in the narrow sense were justified, even
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if temporarily, whereas the social support to the
austerity measures grew disastrous. Nevertheless,
the consolidated cash deficit of the general
government deficit in the first ten months of
2008 – until the crisis set in – amounted to
HUF 454 billion less compared to the corre-
sponding period of the 2007. The improved
balance is basically attributable to the reduced
central budgetary deficit, which, at HUF 828
billion, is HUF 565 billion below that of 2007.
The social security funds had a positive balance
even at the end of 2008. With decelerated
macroeconomic growth combined with
improving balances, the positions of house-
holds had unfavourable tendencies. In the first
nine months of 2008, the gross financial assets
of households amounted to HUF 25 trillion
(HUF 25.7 trillion at year end), which is 6 per
cent more than the nine-month figure twelve
month earlier. The liabilities of households in
the same period, however, grew by 20 percent.
Within this, the foreign currency credits stated
on the side of foreign currency liabilities
increased by 40 per cent during a year.38

Unfavourable tendency of the household debts
and net financial assets, i.e. indebtedness kept
growing in the crisis-stricken year of 2008. The
surplus government revenues generated as a
result of the budget adjustment were used up
by the end of 2008, consequently, the govern-
ment funds that could be used to help the
household sector practically ran out.

Moreover, a combination of continuously
growing indebtedness of the households, the
measures of transnational companies that
restricted production and induced unemploy-
ment, as well as the freezing of the primary
bank loan market generated a situation close
to bankruptcy. In the autumn of 2008, the for-
eign investors in government securities with-
drew government bonds close to the HUF
equivalent of 1100 billion from the govern-
ment securities market, which created a disas-
trous situation. It was the standby credit of

EUR 20 billion provided by the World Bank
and the ECB for a term of 18 months that has
saved Hungary from bankruptcy, which also
further reinforces the fact that the Hungarian
economy depends on external portfolio capi-
tal – as outlined earlier in this paper. It is an
interesting point in the crisis management as
at the end of October 2008 that foreign
investors did not return to the Hungarian
government securities market despite a classic
rise in the central bank base rate (by 300 basis
points), although by February 2010, activity
in the government securities market was grad-
ually gaining speed, and today, foreign invest-
ments of the HUF equivalent of 2400 billion
are present in the government securities mar-
ket, along with an all-time low central bank
base rate of 5.75. 

The Hungarian economic policy may only
apply the crisis management techniques of
developed market economies only after careful
adaptation, due to its weakened positions in all
fields. From the non-existent budget reserves,
the Hungarian government is unable to sup-
port foreign automotive factories operating in
Hungary, currently short of market orders.
Neither can it expect a material impact that
would affect the whole of the national econo-
my from potential supports to the small and
medium enterprises of domestic ownership
that have been suffering from a market loss for
20 year on end. The measures taken by
Hungary against bankruptcy cannot accommo-
date considerable cuts on taxes imposed on
either production or consumption. Today, the
classic means of fiscal policy deployable against
the Hungarian crisis are restricted.

The use of classic central bank crisis manage-
ment measures (such as raising the base rate)
has been to no effect so far. Due to a weak
assessment of the government's fiscal policy, a
higher central bank base rate and, through it,
improved yields in the government securities
market failed to win back the investments of
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foreign investors to the market, which repre-
sents restricted applicability of Hungarian cen-
tral bank measures at the time of crisis. The
funds needed to keep up an ever-diminishing
general government system are expected to be
provided from the standby credit for a long
period, consequently, the recession of the
Hungarian economy in terms of production
and consumption is foreseen as longer than in
the case of developed and capital-strong mar-
ket economies.

In the British-American countries and in
Western Europe, it is a general supposition that
the budgetary funds spent on the crisis are not
aimed at helping banks and companies but at
avoiding the crash of national economies.

By the early 21st century, the economic policy
advocating stimulation of demand by the gov-
ernment, associated with John Maynard Keynes
is living its second renaissance in the economic
political practice of countries external to Europe.
The European countries are prepared to
increase the ownership share of the state –
even if temporarily only –, which may as well
generate new internal social and economic
political relations – even if temporarily. In
Hungary, however, using a growing ownership
share of the state as a means of crisis manage-
ment is yet to be awaited even at a conceptual
level. In the practice of the European countries
and the United States, budget reserves signifi-
cantly higher than that of Hungary, and even
state transfers provided to the debit of increas-
ing the deficit, and at times, decreased enter-
prise taxes may establish an adequate basis for
repeated application of the Keynesian ele-
ments of economic policy,39 which, however,
may result in additional problems. The deficit
of the United States' federal budget in the first
10 months of the financial year ended in
September 2009 was USD 1300 billion, which
is USD 880 billion more in comparison with
the first 10 months of the previous financial
year. The deficit increment results from pro-

grammes launched to rescue banks and from
the economy-boosting programme announced
in the spring of 2009 at a value of nearly HUF
800 billion, as well as from a decrease of federal
revenues due to the economic recession. The
cost of life buoys provided by the state and the
inflation effect of the resulting government
debt combined with the burden of financing
will hinder emergence from the crisis, and may
generate new tensions also in the credit mar-
kets. The American budget deficit in propor-
tion to the GDP may move in the range of 9 to
13 percent, which may be the highest since the
years following World War II.

The unfavourable processes taking place in
the Hungarian fiscal and monetary policy and
the nature of the crisis management provided
so far suggest restricted latitude for the new
government to be formulating in the summer
of 2010. No doubt, the Hungarian banking sys-
tem is stable, with capital adequacy above the
requirement; however, any increase in the cur-
rently 4-per cent budget deficit may be
received badly by IMF. According to the prom-
ise made to the International Monetary Fund
on signing the credit agreement,40 reduced
financing requirement of the state and
improved long-term maintenance of the budg-
et balance are items that the next government
cannot ignore either. Intensified credibility and
economical management of the fiscal policy,
production boosted concurrently with tax cuts
and the related concurrent improvement of the
domestic demand side using government meas-
ures, as well as intensified demand of interna-
tional markets may be factors to decrease the
country's dependence on the standby credit.
What is more, expansive external lending pro-
vided to finance productive investments
through an authentic new economic policy may
also be seen as a realistic alternative.
Diversification of external markets, finding
new segments and aiding the domestic solvent
demand through state measures – concurrently
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with boosting supply – using a similar tech-
nique as at the time of implementing Széchenyi
National Development Plan are of material
importance. At the same time, domestic
authors – Báger – Pulay41 – state that the role of
the state needed for emerging from the crisis is
more complex than in the countries capable of
spending huge amounts to alleviate the effects of
the crisis, or, let us add, even in Hungary 12 years
previously.

It follows from the Hungarian economy's
dependence on external fundaments and regu-
lation that the crisis may be controlled and the
national regulation reinforced through correct
and prudent adaptation of crisis management
procedures launched from the international
field, which may yield results also in a socio-
economic environment displaying a new
approach. 

The Hungarian money markets have a spe-
cific legislative background to regulation and a
system of mechanisms; however, with the
financial and economic political approach of
the Washington Consensus adopted, the
Hungarian governments did not have an
opportunity to practice supervision of money
markets with due efficiency and, chiefly, due
results. As a consequence, market based financ-
ing and credit risk of the general government
and the banking system are faced with a num-
ber of difficulties. Due to funding from fiscal
resources and the limited effectiveness of the
means of central bank intervention, effective-
ness of the Hungarian crisis management is
only possible in the short run through renewed
accounting regulation that facilitates presenta-
tion of the relations of money market supervi-
sion and correct business. In its current situa-
tion, Hungary may do the most for regaining the
confidence of market actors – either in the short or
in the medium term – by effectively adopting
anti-crisis measures and rules of international
financial organisations and bodies formulating
accounting standards. 

The decision-making bodies of the European

Union have presented multiple recommenda-

tions in the field of supervision and regulation.

The most specific of these is adoption of prompt

corrective actions,42 which is in theory suitable to

indicate problems to the authorities holding spe-

cial rights prior to the crisis, in order to facilitate

then to carry out the least expensive solutions.

This method of the Unites States has been adopt-

ed by multiple countries (Canada, Japan), but it

is in place only in Switzerland and Norway in

Europe, although they show only slight similari-

ties. A generally used feature of this system is nor-

mativeness that requires mandatory actions to be

taken when predefined conditions are met. Such

may be interventions affecting ownership rights

(replacement of the management even in the

event of the owners' resistance) or the institutions

of accelerated wind-up, liquidation of banks or

forced nationalisation. The toolkit of the

advanced PCA method contains an institution of

bridge banks, where the government accommo-

dates a financial institution in crisis, and where

the necessary measures of reorganisation are car-

ried out over a period of 1-3 years. The final

objective of the procedure is to restore the bank to

the market as an independent entity, or maybe to

sell it, but once it is unsuccessful, the bank is

wound up or actually nationalised. A difficulty of

using the PCA method is that it is insensitive to

managing confidence problems and the resulting

liquidity problems. A PCA method further devel-

oped and more limited in function, however, may

be a crucial element of future supervisory systems.

The work of supervisions primarily consists of
crisis prevention activities. Crisis management is
rarely performed, in unique cases only, and nor-
mally entails no more than assigning a superviso-
ry commissioner, or reviewing an already issued
licence. On winding up a multinational financial
group, however, even national controversies may
ensue, as based on the principle of home bank-
ing, the foreign supervision – associated with the
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parent bank – and the domestic authorities start
blaming each other. Although an EU directive is
in place concerning the wind-up and reorganisa-
tion of credit institutions, but these primarily
regulate the way the depositors are to be notified
in such situations. In addition to this, a require-
ment of an asset maintenance ratio also exists in
Hungary, with a view to keeping the assets held
in Hungary by a credit institution branch origi-
nating from a country external to the EU always
above the value of funds raised. 

On 1 October 2008, the European Commission
published a draft amendment to the capital
requirements directives (CRD43) applicable to
credit institutions and investment enterprises,
which was submitted for decision-making to the
European Council and the European Parliament.
According to the Commission's plans, the
amendment proposals are accepted by the
Council and the Parliament, and then, they need
to be adopted by the member states until 31
January 2010, and applied by credit institutions
and investment enterprises as of 31 March 2010.
The amendment proposals of the Commission
are particularly focused on modifying the frame-
works of supervisory cooperation, and, accord-
ingly, strengthening the home supervisory juris-
dictions in the field of requiring added capital
and data supply, and recognition of hybrid
instruments as tier 1 capital elements, as well as
reinforcement of the capital and risk manage-
ment rules for securitisation positions. 

Probably one of the key areas of anti-crisis
action in the European regulator work is regula-
tion of the operations of credit rating institu-
tions. Credit rating institutions are private com-
panies that pursue insufficiently regulated oper-
ation; they act upon a code of conduct only. The
rating agencies, however, play an important role
in market stability, and this is why it is important
to have them under authority control. In
October 2008, the finance ministers of the EU
formulated a joint position concerning the 
crisis, in which, among others, they made a
proposal to assess the role of credit rating insti-
tutions and to manage all discrepancies arisen
in connection with the crisis. At its meetings
held on 20 June and 16 October 2008, the
European Council addressed restoration of the
market confidence and proper operation of the
financial sector as a key issue, and, accordingly,
tightening the rules applicable to credit rating
agencies. A priority objective of the new rules
is to support establishment of credit rating
institutions that do not reflect conflicts of
interest characteristic of the rating business. In
the light of this, credit rating institutions are
not allowed to carry out business consultancy,
and they must provide information on the
models, methods and basic assumptions used
for producing their ratings, they must publish a
transparency report on an annual basis, as well
as establishing an internal review department in
order to control the completed ratings.

NOTES

1 Until the mid-1990s, the central bank opened a refi-
nancing credit line to support small and medium
enterprises and agricultural producers. The most
widely known are: E-hitel (E-loan), Start-hitel (Start
loan), a credit line for bill rediscounting, agricultural
bill rediscounting, green credit for spring farm work,
loans to replenish long-term revolving funds. The
central bank's refinancing policy supporting the pro-
duction sector was discontinued with the central
banks' stronger efforts at independence, i.e. with the
technical conditions of monetary integration gaining

ground. Separating the central bank positions from
the fiscal policy is a reasonable decision, however, in
the author's opinion, it happened too early – being
aware of the shortage of capital in the Hungarian
economy and in the circle of domestic owners at the
time. For more information on this subject, see
Lentner, Cs. (2003)

2 For more information on the “zigzag” in the fiscal
policy and its social consequences, see Lentner, Cs.
(2002, 2005)
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3 For more information on a scientific taxonomy of
competitiveness, see Török, Á. (2008a). For more
information on the (partial) forces affecting the
economy, healthcare, higher education and the soci-
ety within the competitiveness of the national
economy and their models, see Lentner, Cs. (2007
a, b, c) 

4 A more detailed discussion of the correspondences
of competitiveness is provided in Kovács, Árpád
(2005, 2007). According to his stance, growth and
development both assume and implicate that a coun-
try or even a social model is competitive.
“Measurement” of competitiveness, similarly, entails
a peculiar social aspect: “Competitiveness is also pri-
marily construed in terms of a nation's performance
and development”. 

5 For more details on deteriorating performance and
competitiveness of the Hungarian market economy,
see a paper by the former Minister of Economy in
the first Orbán cabinet, Matolcsy, György (2008), in
his book entitled “Éllovasból sereghajtó” (“From
front-runner to straggler”).

6 Definition of the transformation crisis is associated
with the name of Kornai, János (1993). In the inter-
im phase between the planned economy and the mar-
ket economy (when the old structure did not func-
tion anymore, and the new one did not start func-
tioning yet – in a “free approximation” by Lentner,
Cs.”) the GDP underwent a 30-per cent decrease,
which completely rearranged the current structure
and system of the economy and the society. 

7 The import contents of Japanese export are approxi-
mately 10 percent, but the Finnish indicator does not
reach 35 per cent either. In more detail:
Versenyképességi évkönyv (Competitiveness
Yearbook), 2008

8 Botos, K. (2007), the study presents a detailed analy-
sis of the difficulties concerning the balance of pay-
ments and the currency of global economic centres.

9 The figures in the table: issues of the British eco-
nomic periodical, The Economist, December 20th,
2003, December 18th 2004, December 24th 2005,
December 16th 2006, December 22nd 2007,
December 20th 2008, July 25th 2009, February 25th
2010. Consequently, I present the USA's trade bal-
ances as at the end of calendar years, i.e. those of the
12 months preceding the month of December (the
latest 12 months). In the USA, the fiscal year and the
calendar year are not identical. 

10 The Economist December 20th, 2008

11 The Economist, July 25th 2009, Febr 25th 2010 

12 Losoncz, M. (2008) identifies falling real estate
prices and the associated decline in housing con-
structions as one of the three interrelated factors
underlying the crisis.

13 Massive appearance of second-rate (i.e. often not
creditworthy) debtors on the credit market and
credits provided to them for mostly consumption
purposes, i.e. for unproductive lending purposes,
generally by “money lenders” or so-called non-tra-
ditional banks [for example, Provident
Magyarország Rt. (a subsidiary of the British
Provident), KP Hitel in Hungary]. The absence of
an income certificate or of an official employer rep-
resented no obstacle to credit disbursement.

14 Source of data: KSH jelenti 2009/4 (reported by the
Central Statistical Office (KSH) in 04.2009). KSH
Ecostat, Budapest. A dramatic and accelerating
plummet in the Hungarian industrial production is
justified by the data published in The Economist:
the setback in October 2008 was 7.2 per cent,
whereas in May 2009, 22.1 per cent. The flagship of
the domestic vehicle industry, being also one of the
largest Hungarian production company, Gyõr-
based Audi Hungaria Motor Kft. published its fig-
ures on manufacture on 31 July 2009 for the first
half of the year. The series of data reveal that until
the end of June 2009, 661 847 engines were manu-
factured in Gyõr. It represents a nearly 35-per cent
decline compared to the 1 023 228 units of the cor-
responding period in the previous year.
(www.origo.hu/üzletinegyed)

15 Export sales decreased by 20.5 per cent, domestic
sales by 12.6 per cent in comparison with the corre-
sponding figures one year previously. Decrease in
vehicle manufacturing amounted to 33 per cent.
KSH 2009/11.

16 Lentner Cs.(2007/a). The paper quantifies the joint
value of withdrawals and extra burdens of HUF
2500 billion planned for 4 years, with a starting
point of reducing the deficit in relation to the GDP.

17 Dynamic integration of latent needs with the effec-
tive needs is not visible in all fields of the standard
of living; at the same time, purchase of vehicles,
mobile phones, real estate and foreign holiday with-
out a self-financed portion became symbols of a
new feeling of life. A “lenient” lending practice in
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the last decade helped goods not necessarily needed
for living become “everyday reality”. Child mortal-
ity, data of increasing numbers of addictive patients
(and statistics referring to a number of other life
circumstances), however, do not reflect the fact that
people would live in more advanced circumstances
in terms of quality of life.

18 Analysts Backé – Égert – Walko (2007) show that
growth in small sized open countries cannot
become independent of the position of the external
balance of payments, even in the medium term.
Analysts of the imbalance seen in the Baltic states
and in Romania [Darvas – Szapáry (2008a, 2008b)]
explain the formulation of the deficit by the peculi-
arities of the system of a planned economy as of ear-
lier times (state investments, military industry), and
then by the boom driven by personal consumption
in the circumstances of a market economy. It must
be added, however, that Hungary is unique also in
this respect (it struggles with general comprehen-
sive problems), because of the fact that it is driven
by external fundamentals, which represent exclu-
siveness in its national economy, its set of exchange
rates is unstable (as opposed to that of Bulgaria,
Romania and certain Baltic states), its general gov-
ernment finances are unstable, and its “definition of
the identity of its economic policy” (Veress, J.,
2007) is yet to be awaited, while Bulgaria, for
instance, has significantly reduced its public debt,
uses a set of exchange rates fixed to the euro, and,
consequently, the national currency has no fluctua-
tions. Cf. fluctuations of the Hungarian forint:
HUF 317 (as in March 2009) and HUF 266.61 (as
at 4 March 2010).

19 Csaba, L. (2009 a, b). The author explains that
Hungary has lost its advantages gained at the time
of the regime change; consequently, it is consider-
ably out of line with the countries in a similar situa-
tion that acceded to the EU concurrently with it. 

20 The deficit in Bulgaria reached 17.8 per cent of the
GDP in 2006, 21.5 per cent in 2007, and is expected
to be at 14.5 per cent by 2008, and at 11 per cent by
2009. The corresponding expected deficit figures in
Romania for the same years are 10.4, 13.9, 14.2 per
cent, respectively, and 13.5 per cent by 2009.
[Figures by Csaba, László (2009 a)] 

21 Source of credit dynamics data: a report entitled
“Risk outlook” published by HFSA in May 2009

22 Being a reviewer of the Washington Consensus,
Williamson, John (2003) establishes a unilateral

growth-centredness and omission of secondary
reforms. 

23 Lányi, Kamilla (1997) presents the correspondences
of the North American and Western European eco-
nomic processes. 

24 Lányi, Kamilla (2000) refers to a probability of cer-
tain crisis processes as early as in the period of
unlimited ground gained by the processes of global-
isation.

25 In more detail about the Hungarian stability agree-
ment, see Lentner, Cs. (2006), and about an assess-
ment thereof, see Boros, A. – Lentner, Cs. (2008)

26 The activity of fast money lenders in the secondary
credit market was of unchanged intensity also in 2009,
although it is now a stipulation in their advertisements
that they are capable of providing still the fastest cred-
it available, although not at the lowest rates.

27 Correction of the fiscal path and elimination of the
deficit that was sticky until 2006 yielded consider-
able results by the end of 2008, as the deficit in a
percentage of the GDP hardly reached 3 percent. It
was chiefly due to rationalisation and deprivation
adopted in the public administration and in the
social area, as a result of which the disposable
income of households decreased, and on top of that,
the solvency and creditworthiness of households
and enterprises adopted a critical aspect as a result
of general weakening of the real sector's possibilities
in the foreign and domestic markets. Deterioration
of the income situation of households endangers
repayment of outstanding loans, and, ultimately,
prudent operation of the banking sector, which the
SAO and the HFSA regularly referred to in their
reports in the past years. In the absence of sufficient
primary and secondary income ensured, increase in
the retail loan portfolio “favoured” the government,
as the declining standard of living was not so strik-
ing in the short term.

28 Structured Investment Vehicle (SIV), i.e. a special
purpose business organisation specifically founded
to restructure and transfer asset-backed bank loans.
During such transactions, securitised credits are
financed by short-term asset-backed commercial
papers (ABCP). A proven practice was that the bank
that sold its assets to a SIV in order to avoid liquidi-
ty problems provided the company with a credit line.

29 In the autumn of 2007, long queues of depositors
were lining up in front of Northern Rock bank in
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order to rescue their savings from the bank in crisis.
Coming from Central Eastern Europe, it was aston-
ishing for me to see worried people in front of a
bank with a national branch network in a developed
market economy in 2007, i.e. 12 years after similar
events involving the Hungarian Postabank. The
activities of the British government and supervision
have been harshly criticised since, and neglected
control of the lending processes is a permanent
issue in the Parliament. The British government
resolved the crisis management of Northern Rock
in an exemplary fashion, by temporarily – and rela-
tively rapidly – drawing it into state ownership, and
appointed a new management that reduced further
loss of confidence.

30 According to data by Bloomberg, the ratios of
banks and insurance companies in total write-offs
are 80 and 20 percent, respectively. 70 per cent of
write-offs took place in the United States, 25 per
cent in Europe and hardly 5 per cent in Asia. 

31 Erdõs, M. – Mérõ, K. (2008): The subprime crisis and
supervision of financial organisations, Hitelintézeti
Szemle, Vol. VII. No. 5, pp. 491-519

32 Publication of HFSA entitled “Risk Outlook”, 2008

33 The theoretical bases needed to calculate VaR were
laid down by Harry Markowitz (1952, 1987). He
used a periodical standard deviation of return as the
unit of measurement for VaR, and built his recom-
mendation on portfolio selection around it.
Consideration of the standard deviation in addition
to the expected return or the expected portfolio
value was seen again in the 1980s, when the
American Securities and Exchange Commission
(SEC) required a version of VaR to establish capital
adequacy of brokerage firms. Use and wide spread-
ing of VaR started in the early 1990s – at the time of
financial bankruptcies. In 1994, investment bank JP
Morgan launched its service called RiskMetrics,
which could constitute the basis of any VaR model.
In 1995, the Basel Committee accepted the require-
ment concerning banks' capital adequacy, which also
necessitated an approximate calculation of VaR. On
testing the systems of VaR, however, it was proved
that it can fail just when the information obtainable
from it is needed most, for example, in the event of
financial crises. At the time of the Russian state
bankruptcy in 1998, the hedge fund considered as
the largest at the time lost solvency within a week
despite a sophisticated VaR system of Long Term
Capital Management. The bankruptcy of LTCM
also pointed out that the extremely disadvantageous

change in the correlations may be accompanied by
full draining of the secondary market of instru-
ments previously considered to have acceptable liq-
uidity. The approach of VaR, nevertheless, proved
useful, because it helps bringing the risks assumed
by the financial institution to a common platform. 

34 The government approved its decree No. 153/2009.
(VII. 23.) on increasing the efficiency of consumer
protection in the financial sector in June 2009,
which assigns broader licences to HFSA. 

35 Finance Minister Timothy Geithner and FED
President Ben Bernanke agree on the establishment
of a new federal authority (Consumer Financial
Protection Agency, CFPA), but the debate con-
cerning its organisation is animated. The question is
whether it is to function as a new independent
authority or as a part of the FED. The concept of
CFPA also matches the broader reorganisation con-
cept of president B. Obama aimed at financial
supervision. B. Bernanke regards FED as the most
suitable to control the new supervision, considering
that the monitoring of financial risks and consumer
protection are closely related, and accordingly, com-
bined management of the two duties may yield fur-
ther benefits. Nevertheless, Republicans and
Democrats were equally reluctant to assign further
authorities to FED. According to their position, the
federal reserve system has already failed on super-
vising banks and high-risk mortgages. 

36 The current tasks of auditing are addressed as a pri-
ority in the studies by Lukács, János (2009), Fekete,
Imréné (2009), Boros, Judit – Rakó, Ágnes (2009),
Ladó, Judit (2009) in the professional journal of the
chamber entitled Számvitel – Adó – Könyvvizsgálat
(Accounting – Taxation – Audit). 

37 Veress, József (2007) addresses the global and
European losses of the Hungarian economic policy,
annulations of economic theories and the lack of a
marked definition of identity in depth. In the light
of these, Veress states that the European Union did
not know as early as before the crisis which
Hungarian strategy to face. 

38 Source of data: KSH jelenti, No. 2008/9-10,
Budapest 

39 J. M. Keynes's textbook (1965) is a collection of
theses on various economic policies with political
overtones. At the time of general weakening of the
system of planned economy in 1985, the then single
party organised a theoretical conference in
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Kaposvár. The fundamental ideology adopted the
tenets of American economist Robert Heilbroner
on the general crisis of the capitalist production
method and on the business civilisation about to
crumble. In contrast to the crisis of the capitalism,
the system of planned economy formulated along
the state regulation was preferred. Presentations
held by my former professors, Kozma, Ferenc and
Kiss, Arthur referenced the possibilities of renewal
of the socialist planned economy, i.e. decreasing the
totalitarian nature of state intervention and more
liberal representation of market elements. For more
details on the subject, see Horváth, J. (1985), R.
Heilbroner (1994). Gáspár, T. – Varsádi, Zs. (2009) 

40 According to a letter written by leaders of the MNB
(National Bank of Hungary) and the PM (Finance
Ministry) to IMF CEO Strauss-Kahn on 4
November 2008, the government applies a strict
restrictive policy, where the primary objective is
financing capability of the country and reduced
deficit.

41 Báger, Gusztáv and Pulay, Gyula (2010) present
the peculiar transition of the Hungarian economy
to a market economy, with the adequate and rele-
vant finding stating that integration has taken
place but convergence of Hungary has been basi-
cally omitted.

42 Prompt Corrective Actions (PCA) – The system of
early intervention by supervisions was adopted in
the USA in the early 1990s, when a vast number of
banks went bankrupt. Adoption of the system in
America seemed to have achieved the desired effect,
after the number of bankruptcies of banks had fell
to one tenth, although the result was not exclusive-
ly owed to PCA, as the American business cycle and
M&A activities were surging in this period, which
added to the stability of the financial system. 

43 Capital Requirements Directives – CRD: A collec-
tive term for directives 2006/48/EC and
2006/49/EC that transferred the Basel II regulation
in the acquis communautaire.
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I

Kinga Marczell – Balázs Romhányi*

How to introduce result 
oriented budgeting 
in Hungary – a proposal

EXECUTIVE SUMMARY

In Hungary, as in many other developed and
converging countries, the revenue side of the
budget is expected to shrink and its expendi-
ture side to expand in the forthcoming decades
unless measures are taken to prevent this devel-
opment. International tax competition will
enforce the lowering of tax rates, e-commerce
will slash VAT revenues that can be collected,
the free movement of labour and capital will
facilitate tax avoidance, environmental prob-
lems will hike health expenditures and curb
economic growth while the heightened quality
expectations of citizens will boost the costs of
public services. In order to bridge the ever
growing gap between shrinking revenues and
increasing expectations and to prevent the

resulting continuous quality deterioration of
public services, governments need to address
the related problems at the root (e.g. the sus-
tainability of the pension system should be
assured primarily through changing the pen-
sion rules themselves). Nevertheless, improv-
ing the efficiency of public functions may also
contribute perceivably to alleviating the pres-
sure on the budget.

However, efficiency improvement is not
only important when the fiscal room of
manoeuvre becomes limited. According to
Wierts (2005), between 1998/99 and 2003/04,
Greece saved an amount corresponding to
approx. 10%, and Italy approx. 5%, of its
GDP on interest expenditures as the interest
rate differential disappeared after they joined
the Euro area. The weak system of budgetary
institutions may be one of the main reasons
why this suddenly increased room of manoeu-
vre was not used towards areas key to growth;
instead, all of it was absorbed by the expan-
sion of government consumption and trans-
fers. In the same period, the French, who have
a more advanced budgeting system and whose
expenditures declined by only one percentage
point of GDP, managed to increase their gov-
ernment investments and decrease the ratio of
transfers with the same amount. On the

* At the time of writing, the authors were working on
the staff of the Ministry of Finance, at present they
work for the Office of the Fiscal Council; nonethe-
less, the paper does not reflect the views of either
institution. We are particularly indebted to Richárd
Adorján, Dóra Benedek, Zsombor Cseres-Gergely,
Csaba Fehér, Levente Fejér, Csaba Fülöp, Mária
Juhász, Áron Kiss, Enikõ Kocsis, Istvánné Kormos,
Attila Kotán, Istvánné Kovács, Orsolya Lelkes,
László Ohnsorge-Szabó, Judit Rozsi, Ágota Scharle,
Gabriella Tésy, Balázs Váradi and András Vigvári for
their invaluable help.
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whole, based on the figures of old Member
States, Wierts concludes that the countries at
the vanguard of modernising their systems of
budgetary institutions, e.g. Denmark and the
UK, tend to be more successful in transform-
ing the structure of their expenditures to the
benefit of investment in physical and human
capital. Fortunately, Hungary has a good
chance of attaining as much as HUF 1000 bil-
lion of extra margin of discretion in the near
future through the expected decline of the
interest rate differential and also because the
recently adopted fiscal austerity measures will
provide additional room of manoeuvre in the
budget once growth recovers after the crisis.
It is imperative that the government take this
opportunity to reform the expenditure struc-
ture of the budget in accordance with long
term objectives. 

A possible method of increasing efficiency,
in addition to exploiting the opportunities
offered by information technology, is to
improve the quality of decisions through the
introduction of a result-oriented budgeting
system and performance-based institutional
management in public agencies. 

There are a number of approaches to the
result-oriented transformation of the budget-
ing system1 and, related to this, the concept of
the result oriented budgeting system. For
instance, Kim et al (2005) offer a very broad
definition:

“...the basic idea of program budgeting is
very simple: budget information and decisions
should be structured according to the objec-
tives of government.”

The result oriented transformation of the
budgeting system changes the circumstances
in which decisions are made regarding the dis-
tribution of public funds. It modernizes the
information system that supports decision
making as well as the documents that set out
the decisions (e.g., the Budget Act). In case of
certain types of decisions it also changes the

person of the decision maker so that attention
is directed to the real objectives of the per-
formance of public functions and incentives
for their achievement are introduced. In such
budgeting systems, public expenditures are
displayed in a functional breakdown, expendi-
tures are mapped to social objectives and the
attainment of these is measured by indicators.
All this also enhances transparency and effi-
ciency. Citizens may track the amount, pur-
pose and results of government spending
while decision makers may allocate resources
based on more extensive and more relevant
information. At present, political decisions
are often made groping in the dark. Who
could say, for instance, whether another
school milk program is necessary in a system
where it is impossible to tell if the previous
one was successful or not. Indeed, the objec-
tive against which we could measure success is
unclear itself; did the program increase the
actual milk consumption of pupils, did it edu-
cate for healthy nutrition or support milk pro-
ducers? In a result oriented budgeting system,
all this information is generated automatically
for every program, not just when an issue
comes to the limelight for one reason or
another.

In our proposal we do not wish either to
discuss the academic literature relating to
result oriented budgeting systems or to pres-
ent international examples; we merely note
that many elements of our proposal rely on
the performance based budgeting of the US
and Canada; furthermore, we also used the
Swedish, Dutch and French program struc-
tures as examples. 

Further information on theoretical over-
views and international analysis is provided in
State Audit Office research centre publica-
tions written by Gusztáv Báger and András
Vigvári and in the study The State is for 
us published by the DEMOS Hungary
Foundation
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THEORETICAL CONSIDERATIONS FOR
THE RESULT ORIENTED REFORM OF THE
PERFORMANCE OF PUBLIC FUNCTIONS

The general government can contribute to the
performance of its functions, varying from era
to era and from country to country, in one of
two ways: by financing and/or by executing
them. Table 1 presents examples of the main
forms of the performance of public functions.

Result oriented budgeting systems differ
from resource-oriented systems both in terms
of public funding – i.e., allocation of funds
among functions – and in terms of the per-
formance of public functions. The next two
sections will describe those differences. 

General description of resource- and
result-oriented financing

The result oriented transformation of the
budgeting system sets out to increase the effi-
ciency of public functions by changing the cir-
cumstances in which decisions are made on the
distribution of public funds. It changes the
information system that supports decisions as
well as the documents that contain the deci-
sions (e.g., the budget act). In the case of cer-
tain types of decisions, the person of the deci-
sion maker is different as well so as to direct
attention to the real objectives of public func-
tions and to introduce incentives for accom-
plishing them.

The latter means the following: While in the
traditional resource oriented model almost all
important decisions are made on the political

level, in the result oriented budgeting system
policy making is clearly separated from the
level of service provision and politicians dele-
gate technical decisions to the technical level. In
practice this means that decisions-makers on
the political level (e.g. Parliament) give more
margin of discretion to decision makers at the
technical levels (e.g. the staff of ministries), not
telling them exactly how and on what the funds
made available to them should be spent.2

Naturally, in this case politicians must use
other means to assure that they get what they
expect in exchange for the funding. This other
means, replacing the former tight control over
the resource-side (i.e., input-side control), is the
specification of outcomes (or outputs) of the
functions in the form of performance indica-
tors. In other words, in the result oriented
budgeting system, the most efficient mode of
attaining the outcome determined on the polit-
ical level is selected by program managers on
the technical level, who, making use of their
considerable margin of discretion, determine
the quality and quantity of the services neces-
sary to attain the outcomes, which then they
purchase from service providers. In this sys-
tem, the political decision does not directly
determine the amount of funds to be allocated
to an institution; instead, it specifies programs,
to which funds and attainable outcomes are
allocated.

This is also reflected in fiscal documents:
while the resource oriented budget makes
resources available to institutions, the result
oriented budget allocates resources to results.
However, political decision makers do not
define objectives for information purposes

Table 1 

MAIN FORMS OF THE PERFORMANCE OF PUBLIC FUNCTIONS

Public funding Private funding
Performance of function through public institution Foreign policy, municipal school Land registry

Performance of function through private institution Schools maintained by foundations Service obligation of public utilities



STUDIES

609

only; the attainment of these objectives (or
otherwise) has an effect on financing as well:
instead of the former incrementalism, now per-
formance information affects fund allocation
decisions, with successful programs receiving
more funding than their less successful coun-
terparts. 

There are different levels to the integration
of performance information into the budgeting
process. In the case of a purely resource orient-
ed budget, no performance indicators are gen-
erated and, accordingly, they cannot play any
role in funding allocation decisions, thus the
most important point of reference is the
amount of funding allocated in the previous
year (“baseline”). In the case of a minimal level
of integration, the processes of budgeting and
performance management are separated and
performance information is presented in docu-
ments other than the budget. Yet the structure
of the two documents (program structure) is
identical, which in theory facilitates the use of
performance indicators in the budget debate.
In the case of limited integration, the perform-
ance information is present in the budget and
thus it can influence decisions on fund alloca-
tion but the relationship between the two is
not function-like. This is generally called per-
formance-based budgeting or performance-

informed budgeting. In the case of full integra-
tion, the increase of funding to any task is the
“mathematical” function of the results achieved
and the function relationship can be deter-
mined in advance, when the outcome objec-
tives are set. (E.g. “Next year we shall increase
the funding of the crime prevention program
by 20 per cent if juvenile delinquency is
reduced by 5 per cent by the end of this year.”)
This is generally called performance budgeting.

The information systems that support deci-
sion making are also different in resource ori-
ented and result oriented systems. In the
resource-oriented budgeting system, the fore-
most objective of the information system, con-
centrating on cash expenditures, is to control
the annual fiscal deficit and to assure liquidity.
In the result oriented budgeting system, the
information system uses accrual based account-
ing data to calculate the total costs of pro-
grams,3 and contrasts them with the perform-
ance indicators measured in cash and physical
units so that different ways of attaining results
can be compared in terms of economic efficien-
cy while the value for money principle is
enforced. (See Table 2)

In addition to the above, the concept of 
evidence-based policy making is closely linked to
result oriented budgeting systems.4 This means in

Table 2 

FEATURES OF RESOURCE ORIENTED AND RESULT ORIENTED BUDGETING SYSTEMS

"Traditional" "New"
Resource oriented Result oriented
Line item budget Program budget

Location of technical decision political level delegated to technical level

Approach of political level decision input approach output/outcome approach

Budget presentation institutional approach program approach

Allocation of funds incrementalism performance based

Accounting method cash basis accrual basis

Basis of choice between alternatives financial outlay total cost

Purpose of budget document liquidity management efficiency increase

deficit control value for money
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essence that academic results (data accumulat-
ed in the course of domestic or foreign pro-
grams or their testing as well as the conclusions
drawn) and the opinions of stakeholders out-
side the government must be integrated into
decision making. Logically, decision making
consists of the following phases: (1) politicians
set the objective, (2) experts devise alternative
solutions based on academic knowledge and
measured data and collect the views of external
stakeholders, (3) if necessary, politicians nego-
tiate with external stakeholders then choose
from the alternatives, and finally (4) experts
implement the chosen solution. In the absence
of clear separation of politician and expert roles
and without respect for the dividing line, politi-
cians often communicate the solution to be
implemented without setting an objective, then
regularly interfere during implementation.
Politicians often communicate a number of
general, not clearly defined objectives and they
also set measures to be implemented as if inde-
pendently from the objectives. Even though we
do not need to look far to find examples, this
practice, which can be called ill-conceived
political governance, is not specific to Hungary.

Even though in result oriented budgeting
systems some of the decisions are delegated to
the technical level, their introduction tends to
change power relations to the advantage of the
legislator (Parliament) and in general strength-
en political governance because, by setting tar-
gets, Parliament may have a greater impact on
the outcome of the performance of public
functions than it could through the detailed
allocation of expenditures.

General description of the resource
and result oriented performance of
functions

In result oriented budgeting systems, decision
makers participating in policy making break

down the final policy outcome into outputs,
preferably at the end of an evidence-based deci-
sion making process, and order those from one
or more eligible organisations. These organisa-
tions may be owned privately (e.g. privately
owned highway construction and operation
companies) or by the central or local govern-
ments (e.g., budgetary institutions or state-
owned companies). Naturally, the institutions
may also purchase services from one another
based on a quasi-market rationale.

After the manager responsible for the pro-
gram unit has ordered a service from the
agency, the agency manager may decide to fur-
ther break down his target to intermediate tar-

INDICATORS FOR INSTITUTIONS WITH DIFFERENT
TYPES OF FUNCTIONS

The type of goods or, more often, services produced by the

various institutions affects the nature of these so-called

performance contracts and the scope of applicable indica-

tors. The functions performed by public institutions can be

classified into three main categories: supply of services,

law enforcement and policy making.

Indicators tend to be the most self-evident in case of insti-

tutions supplying services, e.g. education or health care

institutions, preparation of statistics, meteorological ser-

vice, etc. It is considerably more difficult to find appropriate

indicators for enforcement. Enforcement includes all forms

of law enforcement (e.g. police, the court, market surveil-

lance bodies, Hungarian Tax Authority, etc.), but it may also

include prior authorisation (such as the authorization of

placing medicinal products on the market). For example, in

the case of law enforcement bodies, the ratio of

exposed/detected cases to total committed crimes is a pos-

sible indicator but unfortunately, this data cannot be

observed in most areas. Policy making, either in the form of

legislation or one-off resolutions, is typically the task of

Parliament, the government or ministers,5 and they are

assisted in this function by a staff of experts for consulting

and decision preparation. In this area, it is practically

impossible to find appropriate output indicators.
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gets for the organisation units and employees
of his agency, facilitating his own managerial
decisions and also laying the foundations for
performance based compensation. The adop-
tion of a result oriented system, i.e., the con-
clusion of performance contracts and the per-
formance based transformation of the internal
operation of the agency are fundamentally dif-
ferent steps that can be taken separately; nei-
ther is a precondition for the other. 

What should be covered by the plan 
of the budgeting system reform?

Any proposal for budgeting system reform
should first and foremost take stock of the ele-
ments of existing budgeting systems. The
operators of budgeting systems, that is, the
actors in the process of budget planning,
approval, implementation and evaluation often
regard their own system as the only way of
doing their job. It is important to make deci-
sion makers and budgeting system participants
in general aware of the features that set apart
various national budgeting systems in the
world along with the decision points where
changes can be considered. Naturally, we will
not consider all possible changes here, for
instance, we will not address the length of the
budgeting period even though neither its dura-
tion nor its start date is the same in every sys-
tem; we will focus on elements that, in our
opinion, need to be changed.

Below, first we present the structure of the
proposed budgeting system. One element and
at the same time the starting point of the pro-
posed changes is the transformation of the cur-
rent order of budget chapters into a program
structure. Legally, each of the present
Hungarian budget chapters is the direct
responsibility of an organisation, with most
appropriations belonging to a single institu-
tion; the whole budget is organised around

institutions. This structure undoubtedly allows
the identification of the person or organisation
responsible for lawful and rational spending
regarding each single Forint. In practice, how-
ever, from the considerations of legality and
rationality, only the former can be examined
easily in this framework and, accordingly, the
State Audit Office also focuses on this during
its audits. Thus today we can tell whether
budget expenditures were made lawfully and if
not, who is responsible, but we cannot tell
whether the various expenditures were rational
and in the light of what objective they were
supposed to be rational. Yet this is the question
that may be the most interesting for citizens:
how much the state spends on a certain pur-
pose and what results are achieved with that
expenditure; in other words, what we get from
the state and at what price.

In a result oriented budgeting system,
budget items belong to programs organised in
a hierarchical structure around the set objec-
tives – instead of institutions and chapter-
managed appropriations, policy makers allo-

ELEMENTS OF THE PROPOSED BUDGETING 
SYSTEM
Structure of the budgeting system:

• Program structure

• Hierarchy of indicators

Mechanisms driving the budgeting system:

• Presentation and accounting rules

• Decision-making powers

• System of incentives

• Budgeting and program review cycle

The preconditions of the proper operation of the budgeting

system:

• Legal regulation

• Organisation building

• Staff training

• Information technology
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cate funds to main programs, programs, sub-
programs and activities, i.e., program units.
There are indicators for each program unit to
measure and assess whether the various pro-
gram units were successful and attained the
targets set for them.

In the system we propose, the program
structure covers the expenditures of the central
government, i.e. it excludes the revenue side
and the expenditures of local governments. At
the same time, we propose that tax expendi-
tures are included in expenditures through
gross settlement and that targeted and norma-
tive grants to local governments are also
included in the program structure, broken
down to the various social objectives. 

After the presentation of the budgeting sys-
tem that seems appropriate for implementa-
tion in Hungary, i.e., having determined the
objective to be reached, we will also discuss the
conditions of system implementation and
operation.

PROPOSED STRUCTURE OF THE 
BUDGETING SYSTEM

Programs instead of budget chapters

In our proposal, the structure of the budget
would be organised by policy making level: (see
Chart 1)

Main programs
Programs
Subprograms
Activities

We will call main programs, programs, subprog-
rams and activities collectively program units.
Each program unit has a manager, meaning, with
the exception of main programs, single-person
program unit managers, with a hierarchy corre-
sponding to that of the government.

The funds available for main programs, i.e.,
expenditure budgets, are decided by Parliament
in the Budget Act. As programs in the same
main program may not all belong to the same

Chart 1 

ILLUSTRATION OF THE PROGRAM STRUCTURE7

...
...

MAIN  PROGRAM
Labour market

Program  1  
Empl. capacity expansion

Program  2  
Promotion and support to employment

Subprogram  1
Informing and helping job seekers

Activity  1  
Creation of
integrated
social and

employment
database

Activity  2
Establishment

of labour
market

forecasting and
dissemination

system

Subprogram  2
Income supplement to job seekers

Program  n
Further training, vocational tr.
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minister, the regularity and efficiency of the use
of funds on the level of main programs is the
responsibility of the government.7 Based on
international (French, Italian) examples, the
number of main programs may be around 20–40.

Programs more or less correspond to the
100–150 permanent themes clearly visible in
the existing budget, from the operation of
Parliament through waste management and
sports to health care and employment policy.
The funds available for programs, i.e., expendi-
ture budgets, are also decided on by Parliament
in the Budget Act, but as opposed to main pro-
grams, programs have single ministerial-level
managers who are responsible for program
implementation as well as the regularity and
efficiency of fund utilisation. Parliament allo-
cates the budgets of main programs to pro-
grams, but this allocation does not need to
cover the entire available sum. Expenditures
not yet incorporated into the program struc-
ture are classified into the so-called “off-pro-
gram expenditure” category. Below each main
program there is an “off-program expenditure”
category containing expenditures that relate to
public functions not yet translated into inde-
pendent programs. Initially very large, this
“off-program expenditures” category will grad-
ually shrink as the system develops until, hope-
fully, only general administrative, non-ministe-
rial costs remain in it.

The allocation of funds to subprograms
within programs is the responsibility of the
program manager; however, just as he is not
obliged to organise all functions into subpro-
grams, he is not obliged either to allocate the
entire sum among subprograms: there will be
expenditures within the program but without
subprograms. Thus, some of the subprograms
are likely to be on the government or ministry
level while others, similarly to programs, may
be elevated to the level of legislation, i.e.,
included in the Budget Act. The amount of
funds allocated to such parliamentary subpro-

grams is decided by Parliament. Subprograms
may be permanent, like programs, or finite
(e.g., a railway reconstruction program or the
propagation of certain health screening tests8);
in this case, the expected duration of the sub-
program must be determined when it is
launched. Subprograms are headed by a minis-
ter, state secretary, manager of an agency con-
stituting a separate subprogram or, in the case
of finite subprograms, government commis-
sioner. The appointment of government com-
missioners is appropriate for finite subpro-
grams that require only limited inputs from
lower levels as the government commissioner
has not control over the ministry staff. The use
of funds allocated to subprograms is the
responsibility of the subprogram manager but
this does not relieve the minister supervising
the program concerned from political responsi-
bility.

In the case of activities, the rationale is the
same. The subprogram manager allocates his
subprogram's funds either in part or in full to
activities, for which activity managers, typical-
ly heads of department of ministries, are
responsible (in terms of the regularity and
rationality of the allocated funds). Ministerial
commissioners may also be appointed to head
finite activities. Thus there are two types of
expenditures allocated to subprograms: activi-
ty-linked expenditures and expenditures out-
side activities.

It is important to add that even though
Parliament does not need to specify the details
of the use of funds when determining the
expenditure levels of programs and subpro-
grams, if it wants, it may of course set further
requirements for the government in the Budget
Act regarding the use of certain funds.
Similarly, the government may also set require-
ments over and above the allocation of expen-
diture budgets in government decrees, for
instance limiting the personnel-related expen-
ditures in certain areas.
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The heads of the aforementioned levels of
public functions, that is, program unit man-
agers, are engaged in policy-making. They can
conclude contracts with public institutions
purchasing goods or services, i.e., the perform-
ance of certain functions from them. Naturally,
these contracts will typically be concluded by
activity managers, i.e. heads of department as
this is the level where most of the tangible,
concrete tasks are present. Nevertheless, this
option should also be left open to higher levels
because a program manager who has only par-
tially allocated his functions into subprograms
may want to spend from the unallocated
expenditure budget on something that can be
purchased from a public agency under a per-
formance contract. This is illustrated in Chart 2.

At this point it is worth discussing the “dual
nature” of ministries as policy-making bodies.
It is the program manager ministers, subpro-
gram manager state secretaries and activity
manager heads of department who establish
program units and thus create the hierarchy of
indicators. They represent the steps of the first
pyramid in Chart 2. At the same time, the min-
istry may also be part of the system as an
agency, in which case the minister is on top of
the second pyramid as agency manager. Thus,
there may be two series of indicators belonging
to a ministry: one devised by program unit

managers acting as policy makers (e.g., the pro-
gram unit indicators of the Health Ministry
derived from life expectancy), and another one
which the minister acting as the agency manag-
er establishes for his subordinates for manage-
ment purposes (e.g., the completion of the
budget bill by the deadline in case of the
Ministry of Finance).

For illustration we present a possible pro-
gram structure in Annex 1. Nevertheless, we
should emphasize that the establishment of the
program structure is not a one-off, unilateral
decision; instead, the Ministry of Finance will
compile the proposed list of main programs
with the involvement of line ministries. Then
Parliament will lay out this list in a law, just like
the list of ministries. After this, the program
structure will evolve gradually as program units
are established.

PRINCIPLES OF THE ESTABLISHMENT OF THE 
PROGRAM STRUCTURE

As much as possible, the allocation should be complete

and free of overlaps.

On the level of programs, the responsibilities of the vari-

ous ministers should be clearly separated.

Program units that we want Parliament to allocate fund-

ing to should be placed on the appropriate, parliamentary

level.

Chart 2 

POLICY-MAKING AND IMPLEMENTATION OF FUNCTIONS

head of department

agency manager

IMPLEMENTETION OF FUNCITON

POLICY-MAKING

state secretary

minister

government

Parliament
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Naturally, no program structure is perfect in
every respect as there are several, often mutual-
ly exclusive, considerations to observe in the
design phase. The breakdown must be com-
plete and free of overlaps as much as possible;
furthermore, it must also assure that, on the
level of programs, the responsibilities of the
various ministers are clearly separated. We are
of the opinion that it is not worth establishing
cross-cutting programs (extending over several
ministries) or subprograms extending to the
scope of responsibility of several state secre-
taries because that would compromise the
transparency of responsibilities to an unaccept-
able level. Therefore, if an indispensable pro-
gram makes sense only if it covers subjects
belonging to more than one minister, then it is
more appropriate to redesign the scope of
responsibilities of the ministries; if an indis-
pensable subprogram makes sense only if it
covers subjects belonging to more than one
state secretary, the organisation structure of
the ministry concerned must be revised. There
is another consideration related to the appro-
priate scopes of responsibility, namely that if
we want Parliament to decide the amount of
funding available to a program unit, we should
not put them on a level below (parliamentary)
subprogram (i.e., activity level). 

National indicators and program unit
indicators

Hierarchy of indicators

There are outcome indicators (so-called
national indicators) for each main program;
according to the current state of knowledge,
these indicators are expected to be able to grasp
quantitatively the position and achievements of
Hungary (and within this, the economy and
society) in the area concerned over a long peri-
od of time. 

National indicators are selected by
Parliament. They will represent the primary
objective which every program unit and
expenditure will serve to attain. As the main
programs cover the entire budget without
overlaps and each main program has its objec-
tives measured by outcome indicators, each
Forint collected and spent by the state must
serve some purpose. Naturally, the same
national indicator may belong to more than
one main program because several distant
measures may affect the same indicator. For
instance, one national indicator may be the
gross domestic product (GDP). This is likely
to be influenced by infrastructure develop-
ment and investment promotion as a possible
main program but it may also be influenced
through the labour market as the expansion of
employment boosts economic output.
Considering that the results of the main pro-
gram are the responsibility of the government,
this is not a problem in terms of the allocation
of responsibilities.

Eligibility to program or subprogram status
is limited to items that have an objective (and
outcome indicator) derived from one or more
objectives (and outcome indicators) of the unit

Interlinked program units also have interlinked indica-

tors.

Moving from higher-level program units to lower levels,

indicators become less outcome-type and more output-

type.

Indicators should be proposed on the level of program

units rather than centrally, but they should be in line with

the general, centrally set expectations.

PRINCIPLES OF ESTABLISHING THE 
HIERARCHY OF INDICATORS

Every program unit has performance indicators linked

with it.

There is a limited number of performance indicators

related to each program unit so that the mass of informa-

tion remains transparent to the decision maker.
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above them and that have a single manager on
the appropriate level of the hierarchy. The gov-
ernment responsibilities that have not been
converted into programs or subprograms
belong to the “other” category below the cor-
responding main program; in the absence of a
dedicated indicator, their performance is
described by the movement of the main pro-
gram indicators.

In terms of their nature, the indicators on
the various levels of the program hierarchy may
differ from one another. While the main pro-
grams, programs and in certain cases the sub-
programs must have outcome-type indicators,
most subprograms and activities can have only
output type indicators allocated to them.9

Achieving the target level of the indicator is
the responsibility of the program manager
(minister), who is the person to translate the
outcome type indicators of the program into
subprogram-level indicators. For instance, if
Parliament requires the law enforcement minis-
ter as the manager of the “public security” pro-
gram to reduce the number of car thefts by
10% in one year, it is the job of the law enforce-
ment minister to decide how much the number
of detected car thefts must increase in order to
have a sufficient deterrent effect on potential
future perpetrators, then to set this as an out-
put indicator target for the subprogram manag-
er, potentially one of the state secretaries.
Alternatively, the minister may choose other
means to reach the same end, for instance, the
introduction of more severe punishments or
the installation of surveillance cameras with an
eye to prevention, or else he may leave this
decision to a state secretary.

Similarly, the subprogram manager may
break down his tasks to activities which may
have their own output targets. Based on inter-
national experience, it is usually proposed that
each program unit has only few (2 or 3) indica-
tors as the setting of too many targets under-
mines transparency and accountability. Chart 3

shows examples of possible indicators linked to
the illustrative program structure (Chart 1).

When the program unit managers order the
performance of a public (sub)function from a
public agency, they use a performance contract
which expresses the quantity and quality of the
product or service to be purchased in terms of
output indicators and links remuneration on
actual performance. In the performance con-
tracts, activity managers are likely to pass on
their own output targets to the agency man-
agers that they contract with. For instance, the
police may receive a bonus budget for perform-
ing this function based on the output indicator
of the coverage of public areas with surveillance
cameras. Thus an agency may join the result
oriented system by concluding a performance
contract with a program unit manager, that is,
by undertaking to receive a fee for the per-
formance of its functions depending on the
quantity and quality of the goods or services
supplied instead of a fix cost budget. In the
hope of achieving higher remuneration, the
agency assumes greater responsibility for its
performance and undertakes the inherent risk.

The agency manager may further break
down the indicators to facilitate his own man-
agement decisions and performance-related
rewarding within the institution; however, this
proposal does not cover these intra-institution-
al indicators, only the ones supporting decision
making by Parliament and the government.

As shown in Chart 4, decision making and
the distribution of responsibility for imple-
menting the decision follow the same process
regarding indicator setting and the allocation of
funds. The same actor specifies the target for
the program unit who decides about the corre-
sponding funds, and the person responsible for
the regularity of the use of funds is also respon-
sible for efficiency, i.e., for the attainment of
the performance indicator targets.

The comparison of the levels of the program
structure is summarised in the table in Annex 3.
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Based on the aforesaid it is clear that in the
course of program structure elaboration, the
most severe constraint is the hierarchy of indi-
cators. The reason is that the indicators of the
specific program units must all be linked
closely to that of the program units above
them. This way, it is not possible to set up a
subprogram or activity that fails to contribute
noticeably to the achievement of the indica-
tor targets of the program or subprogram
above it.

National indicators
As national indicators help present the system
of objectives which every program unit and
expenditure serves to attain, their selection is
particularly important.

One of the most important requirements
regarding national indicators is stability, there-
fore their selection must be a one-off exercise
rather than the subject of continuous bargain-
ing. This is why we propose that once
Parliament has determined, in an act, the full

list of indicators available for main programs,
the replacement of a national indicator should
only be proposed (or a new one added) if a suf-
ficiently reliable and long (e.g. at least three-
year) data series is available for the new indica-
tor to serve as reference for the targets to be
set. Naturally, Parliament may change the list
of national indicators anytime but it would be
desirable to see this happen only rarely.
Furthermore, the government majority should
not express its political priorities by changing
the list of indicators but by altering their target
values. Naturally, by selecting the indicators we
do not predetermine the objectives of future
governments because it is the specific indicator
targets that matter on the level of government
programs. In the reform of the budgeting sys-
tem we merely determine the dimensions
which governments can use to express their
specific objectives easily, clearly and in a com-
parable manner.

One might ask why indicators are needed at
the top level of the target hierarchy instead of

Chart 3 

HIERARCHY OF INDICATORS10

MAIN  PROGRAM
Employment rate of working age population

Activity  1
Ratio of

municipalities
using the
database

Activity  2
Number of
forecasts

available to
job seekers

Subprogram  2
Ratio of participants
in active programs

Program  2
Probability of the unemployed entering

employment

Subprogram  1
Recognition of job-seeking informa-

tion prgrams among job seekers
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just objectives without figures. This is because
sooner or later someone will have to translate
every public policy objective into program
objectives, and if Parliament does not set spe-
cific and measurable targets for them, the actu-
al political decisions will be made by program
managers (or even lower level decision makers)
as they will be the ones to select targets for
their programs “arbitrarily” rather than deriv-
ing them from the main program objective.
Thus concrete and measurable top-level objec-
tives are needed in order to ensure that policy
objectives are actually determined by
Parliament.

For the selection of indicators recognised
on the level of legislation (rather than used
only in the internal management of institu-
tions) we recommend the use of a system of
criteria that contains minimum requirements
and desirable qualities. Naturally, acceptable
indicators must meet all minimum criteria and
they must have a certain ratio of desirable
qualities. 

PRINCIPLES OF THE SELECTION OF 
NATIONAL INDICATORS

Minimum requirements may include the following:

•the indicator is not open to manipulation, its measuring

methodology is simple, predetermined and public, its

value can be audited based on the measurements taken by

the SAO or, with the approval of the SAO, by another inde-

pendent body (even an NGO);

•the indicator should have had at least two different values

in the past 10 years (for instance, fortunately, the number

of terrorist attacks per year is not a good indicator for

Hungary at present);

•at least the approximate value of the indicator should be

available for a certain point in time or period with not

more than 6 months delay (or else it is not suitable for

auditing and discussion in Parliament);

•it should be possible to influence the indicator value with

the tools available under the program concerned in a sin-

gle government cycle.

Desirable qualities may include the following:

•it should be interesting for politicians, its relevance and

significance is clear, it contains meaningful additional

information compared to other indicators;

Chart 4 

PROGRAM STRUCTURE AND HIERARCHY OF INDICATORS
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HUF 30 Bn
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Parliament decides Minister/government decides Subprogram manager (e.g. state secretary) decides

funding
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funding
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funding
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Subprogram  1  (legislative)
OUTCOME/OUTPUT indicators

Subprogram  2
OUTCOME/OUTPUT indicators

Subprogram  2
OUTCOME/OUTPUT indicators

Subprogram 1
4 Mrd forint

Subprogram 2
13 Mrd forint

Subprogram 3
13 Mrd forint

PROGRAM  1
OUTCOME
indicator

Parliament DECIDES in the Budget Act, its
implementation is the RESPONSIBILITY of
the program manager (minister).

The program manager (minister) DECIDES
on the subprogram-level outcome or output
targets necessary for attaining the outcome
target of the program, the attainment of the
former is the responsibility of the subpro-
gram manager (e.g. state secretary).

Subprogram manager (e.g. state secretary)
DECIDES on the activities necessary to
achieve the target of the subprogram and
their output targets. Their achievement is
the RESPONSIBILITY of the agency man-
agers.

Agency manager generates the output using
the input.

The subprogram manager allocates the
input of the subprogram among activities,
which agency managers manage.

The program manager allocates the input of
the program among subprograms, which
subprogram managers manage.

Parliament allocates the input of the main
program among programs, which program
managers manage.
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Such indicators may include the index calcu-
lated from the results of an international PISA
survey in the field of education, the annually
published index of Transparency International
in the field of corruption, or life expectancy at
birth or the quality of life indicators of the UN
in the field of the quality of life of individuals.
We give further examples for possible national
indicators in Annex 2; furthermore, it is worth
looking at the collection of indicators titled
“System of indicators of social progress”11

compiled by the HCSO in cooperation with
the Academy of Sciences under an OECD
project.

We think that the number of national indica-
tors can be much higher than that of indicators
used by lower level program units. Their quan-
tity may reach 50–10012 as programs are easier
to fit into the system this way. The reason is
that it is easier to choose from a larger set a
national indicator that the program at hand can
affect either directly or through its own pro-
gram indicator within foreseeable time.
Therefore, the value of several national indica-
tors in itself is not important for the country
but it has a significant, though indirect and
slowly unfolding effect on another indicator
that is of interest in its own right. For instance,
some indicators of the PISA survey measuring
the academic achievement of students may be
included among the national indicators because

high-quality education is one of the most
important prerequisites of future economic
growth; this correlation can be shown only in
the longer term, therefore the quality of educa-
tion programs cannot be measured directly
through the GDP. Thus these indicators may
be necessary as measures of the achievement of
intermediate objectives. 

Naturally, national indicators will include
ones that are practically impossible to increase
simultaneously – a choice must be made among
them. One may think that the problem of indi-
cators demanding a choice could be solved by
applying composite indicators as they reflect
several weighted considerations. It is important
to see, however, that this would merely conceal
the problem rather than solve it. The relative
importance of the various considerations is the
matter of value choice, and as such, it belongs
to the political realm. Therefore, it would be an
easy but inappropriate arrangement to replace
the policy decision of Parliament with the
“arbitrary” weights of a composite indicator.
Essentially this is the reason for the high num-
ber of proposed national indicators; a larger
number of individual indicators can express
public policy objectives more clearly than a few
composite indicators.

MECHANISMS DRIVING THE PROPOSED
BUDGETING SYSTEM:

Establishment of the program 
structure and the hierarchy of indicators

We start from the assumption that the act lay-
ing down the result oriented budgeting system
contains the list of main programs and nation-
al indicators; however, lower-level program
units and the related indicators will be devel-
oped gradually, under a more decentralised
arrangement. As there are areas within the per-
formance of public functions where it is very

•it has been regularly measured for some time by the

HCSO or some other independent body (historical time

series);

•it is internationally recognised and its value is known for

a number of other countries as this enables the compari-

son of results with that of other countries;

•it has a low cost of measurement;

•it is based on the agreement of all stakeholders in the

area;

•it gives feedback directly from the final beneficiary of the

public service (which is important irrespective of whether

the service is supplied by public or private entities).
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difficult, if not impossible, to find indicators
that could capture adequately the success of
the activity concerned, we must find a way to
avoid forcing these areas into the framework of
a result oriented budgeting system. However,
as in many cases this issue cannot be decided
centrally from the Ministry of Finance, a mech-
anism must be selected where the heads of the
area concerned can make that decision.

Thus, we propose a mixed system which
equally contains functions performed under
the resource oriented institution system and
under the result oriented, program-based sys-
tem, and which is established pursuant to the
voluntary decisions of the line ministries and
agency managers. To this end, naturally, a sys-
tem of incentives must be created to assure that
line ministries correctly select the scope of
tasks to be included in the result oriented sys-
tem, and that only those agencies try to switch
to the performance based system which per-
form functions appropriate for that system.
Thus the proposed mixed system must rely on
self-selection.

When the program is launched, all activities
are on the institutional approach side and activi-
ties that can be meaningfully converted into
programs may be moved into the result oriented
system gradually, as decided voluntarily by the
heads of the areas concerned. Ministers have the
responsibility to propose programs and the
related indicators, which, prior to their accept-
ance by Parliament, must be approved by the
MoF so that ministers do not misunderstand the
task of program creation and think that all they
have to do is to regroup and re-label their usual
expenditures. The first reformed areas will be
the “pilot projects” which will thus select them-
selves for this task voluntarily. Their experiences
can be used for fine-tuning the system. Over
time, more and more public functions will be
moved to the result oriented system; however,
as explained above, the institutional and pro-
gram oriented approaches will have to coexist

for a long time, probably indefinitely. The pro-
gram manager ministers will also have to specify
the objectives and indicators of (non-parliamen-
tary) subprograms based on the objectives and
indicators of the programs while the competent
state secretaries will determine the objectives
and indicators of the activities based on the sub-
programs.

After the first year or two, when a lot of pro-
grams and parliamentary subprograms are
already running, the list of programs and par-
liamentary subprograms as well as the related
indicators and responsible ministers will also be
added to the substantive act that lays down the
foundations of the result oriented budgeting
system, just as the scope of responsibilities of
the various ministers are is defined in law now. 

Simultaneously, performance contracts will
be concluded with more and more agencies by
managers on various levels of the program hier-
archy (typically persons responsible for per-
formance), thus the majority of agencies will
make their performance measurable over time,
taking responsibility for it.

Presentation and accounting

The parliamentary presentation of the budget
is the end and the means at the same time. In
general, it is the reflection of the budgeting
system, the primary form of announcing the
fiscal decisions for the year and the framework
of parliamentary discussion about fiscal policy.
Transparency and credibility are compromised
if policy discussions are conducted in a com-
pletely different conceptual framework than
the one used in the act, or if the structure of the
act is not in line with actual decision-making
competences. Thus, when the new budget pres-
entation is devised, our objective is not less
than to assure that, as much as possible, both
political debates and parliamentary decisions
can be based on the categories of the budget act
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as presented and published in the official
gazette after voting.

As a set of rules, fiscal accounting deter-
mines how the various transactions affect the
recorded value of resources used in specific
areas and the entire budget balance. In most
cases, the value of transactions is determined
by accounting documents. Nevertheless, the
Budget Act presented to Parliament functions
as a management information system rather than
financial statements in the accounting sense.
Accordingly, decision makers (in this case,
members of Parliament) can determine at their
discretion what indicators they want to base
their decisions on. Within the limits of reason-
ability, Parliament is free to decide whether it
wants to see the maintenance costs of a public
building under the costs of state property
maintenance or under the costs of providing
the public function accommodated in the
building. However, such presentation decisions
will clearly affect the comparability of various
alternative arrangements and even the contents
of policy decisions.

Presentation

As a precondition of harmonising political
decisions and presentation, the budget act
should be prepared in a functional breakdown13

rather than along the present institutional
structure  Hopefully, in policy-level debates it
is much more important to see how much we
spend on education or health care than the
amount of transfers given, for instance, to
(unspecified) non-profit organisations subor-
dinated to the Ministry of the Economy.

As a second precondition, Parliament should
decide about the very figures and limits that
can really be decided in the framework of the
budget debate and which neither line ministers
nor the government may change during imple-
mentation. For comparison, we note that at
present Hungarian budgeting documents are
full of appropriations that are either decided on
by Parliament outside the framework of the
Budget Act or which are actually decided on
elsewhere. The former are the so-called manda-
tory items14 which are specified by sector-spe-
cific legislation (e.g., pension expenditures)
and thus in theory it would be sufficient to
include them in an informative annex instead of
a legal annex. As to the purchase of goods and
services by institutions, the final decision is not
made by Parliament as during implementation
lower level decisions makers are free to change
the values specified in the Budget Act. Thus the
objective is to have much fewer figures for
Parliament to decide on but those decisions
should represent real constraints during imple-
mentation.

Even though program managers are minis-
ters and a minister is almost certain to super-
vise more than one program, the grouping of
programs per minister should definitely be
avoided in budget presentation. Though inter-
national experience confirms the expectation
that the battle for funds will be fought between
politicians first (particularly “strong” politi-
cians) rather than programs, and programs
under the same minister will only start compet-
ing afterwards,15 we still think that classifica-
tion per minister would send the wrong mes-
sage and it would also undermine transparency

PRINCIPLES OF THE DESIGN OF BUDGET 
PRESENTATION

Both political debates and parliamentary decisions

should be based on the categories of the Budget Act as

presented and published in the official gazette.

The Budget Act should reflect a functional breakdown as

opposed to the current institutional structure .

Parliament should decide about the very figures and lim-

its that can really be decided in the framework of the

budget debate and which neither line ministers nor the

government may change during implementation.

In the budget presentation, programs should not be

grouped per minister.
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in the event of a government reshuffle. It is
important that the presentation should be pro-
gram-oriented rather than institution (min-
istry) oriented because on the one hand, the
program approach should be reinforced,16 and
on the other hand, performance indicators
should form an integral part of the plans and
these obviously cannot be added up minister by
minister.

The envisaged table of content of the budget
bill is presented in Annex 4, here only some of
the annexes to the bill are discussed in detail. 

Annex 1 contains the funds allocated to the
main programs, programs and parliamentary
subprograms. Even though in the case of
mandatory items actual decision on the funds is
made when the substantive legislation is
approved rather than during the budget debate,
we still recommend that they are also included
in the program structure as they contribute to
the achievement of objectives just as discre-
tionary items do.  We consider it important that
the program structure be stable and transpar-
ent, that is, apart from the addition of more
program units for a while as the system is built
up, the structure of existing program units
should not be changed too often. Therefore in
the hopefully increasingly infrequent cases
when seeking to favour his constituency, some
politician insists on the inclusion of some proj-
ect of immaterial size on the national level (e.g.,
a ring road) in the budget act itself, this should
be possible without upsetting the program
structure. The most obvious way to assure this
is for Parliament to incorporate any provision
beyond the level of detail of the program struc-
ture in the text of the legislation, outside
Annex 1. The amount spent on activities not
yet converted into programs is included in the
“off-program expenditures” line, broken down
by responsible minister to separate scopes of
responsibility. This does not mean that
Parliament has no power to determine more
precisely the way these funds are used, as it can

set any requirement for the government in this
respect in the text of the Budget Act.

Furthermore, the detailed budgets of the pro-
gram units belonging to Parliament (the Politics,
Legislation and Parliamentary control main
programs as well as the related program units)
will also be disclosed in legal annexes in a result
oriented approach, broken down by program
unit, as well as the detailed breakdown of off-pro-
gram expenditures belonging to Parliament.

The breakdown of budget items in any other
structure can be present in the form of inform-
ative annexes, e.g. the amount of funds spent
on various groups of society or the economic
breakdown of budget items. The latter should
certainly be available during the budgeting
process as the relatively accurate knowledge of
the wage expenditures of the government is
indispensable for generating the macroeco-
nomic baseline projection necessary for plan-
ning, and it is also imperative to be able to carry
the effects of a tax rate through the expendi-
tures of public institutions. Thus this informa-
tion must be available, but the decision by
Parliament on the budget must be adopted in a
different cross-section because the real policy
decision is not whether to finance wage or
operating expenditures but which objectives
should be achieved using the funds.

A separate volume would contain the data
sheets belonging to the various program units,
in a uniform format, which would contain the
name of the program unit, the manager, the
start time and in case of finite program units
also the end time of the program unit, the past
and future, actual and target values of the per-
formance indicators selected for the program
unit. In addition, the data sheets would contain
a brief description of what the expenditure
budget of the program unit would be spent on. 

Naturally, to assure consistent fiscal discipline
and efficiency, medium term budget plans and
the commitment limit system must also be pre-
pared in the new program-oriented structure.
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Accounting system
Measuring the efficiency of the performance
of public functions requires the calculation of
the cost of performing each function. In the
textbook form of the result oriented budget-
ing system, this is assured by accrual based fis-
cal accounting. However, we do not attempt to
introduce an accrual based budget; in our pro-
posal the budget (and the final accounts)
would continue to be made on an adjusted cash
basis. We propose that costs are disclosed more
accurately than at present by using, instead of
accounting adjustments, an internal pricing sys-
tem designed on the level of institutions and
programs that will assure that the data calcu-
lated on an adjusted cash basis and accrual
basis are not substantively different on the
program and institution level. Such arrange-
ment can be used, for example, in the form of
intercompany rent for real property used by
public institutions (the fee charged by the
state asset manager would be borne by the pro-
gram unit) or in the form of a guarantee fee for
most part of government guarantees and
sureties (e.g. a guarantee for exhibitions is
obviously linked with culture). Clarity is also
improved if the purpose of the various tax
expenditures is made clear by linking them to
program units. 

Special areas
As discussed earlier, public expenditures
include items that are certainly necessary but
cannot be linked to well-defined social objec-
tives that could be measured with indicators.
One obvious and, in terms of volume, signifi-
cant example is interest paid on public debt.
Interest payment undoubtedly has a purpose,
as this is how the bankruptcy of the state is
avoided and its access to international financial
markets is maintained, but bankruptcy as an
indicator clearly fails to meet the requirements
set for national indicators. The situation is sim-
ilar with fees payable to the EU or other inter-

national organisations, the operation of the
Treasury or the costs of tax collection. It is
advisable to put all these expenditures that
serve the interest of the state into a single com-
mon main program (called “Financing”), and
accept the fact that relatively few programs
would emerge in this main program.18 This
main program will also host expenditures that
have mixed economic and social objectives but
under the present regulations and accounting
systems we are unable to break them down by
objective. Examples include sureties, debt
assumption, or even the part of the PIT trans-
ferred to local governments as normative
grants, as normative grants to local govern-
ments typically fail to cover the total cost of
performing the function concerned and local
governments are not obliged to spend the
entire amount on the designated purposes,
therefore such sums cannot be linked unam-
biguously to specific tasks.

Another special area is state governance.
The effectiveness of the work of the legisla-
tive or executive powers is extremely difficult
to measure with indicators. One possibility is
to use broader outcome indicators, for exam-
ple, if we were to measure the success of the
policies of Parliament and the government
with GDP growth. The only type of indicator
that can be used for this purpose would be
based on opi-nion polls (e.g., the question by
Eurobarometer: To what extent do you trust
the following institutions: Parliament, govern-
ment, trade unions, political parties, army,
jurisprudence/Hungarian legal system, police,
media?); however, albeit important and they
must be measured and monitored, these ques-
tions can grasp only a very narrow and subjec-
tive section of performance. As these institu-
tions are also monopolies in their respective
fields (as opposed to most service providers,
such as hospitals), not only the identification of
the indicator but also the selection of a target
value would present difficulties in the absence
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of a benchmark. (Even though in certain cases
the performance of similar institutions in other
Member States could be used as a basis when
setting the targets.) In our proposed system
this means that the effectiveness of these func-
tions can be measured only at the level of
national indicators – and not only on the level
of a few selected national indicators as in the
case of the other main programs but by the
development of all national indicators in combi-
nation, as this is where all regulatory and key
fund allocation issues are determined, thus they
affect the development of every national indica-
tor. Therefore we propose that the work of the
government is put in a separate “Executive
power” main program, other expenditures
directly linked with state governance, for
instance to the legislative power, in “Legislation”,
and extra-parliamentary political activities (e.g.,
political parties) into the “Politics” main pro-
gram, while the expenditures of controlling all
of the above would go into a “Parliamentary
control” main program. These main programs
do not need be broken down to programs;
instead, all related expenditures will be “off-
program expenditures” and their detailed allo-
cation will be decided on by the main program
manager, i.e. the government for the “Executive
power” main program, and Parliament for the
“Politics”, “Legislation” and “Parliamentary
control” main programs. The common expendi-
ture budget for the operation of ministries must
also be specified within the “Executive power”
main program. (See Chart 5)

Among special areas, mention should be
made of the budgetary institutions that the gov-
ernment has little or no control over. We propose
to elevate all of these to the level of parliamen-
tary subprogram so that their budgets can be
decided by Parliament and the agency manager
himself can be the subprogram manager.
(Examples may include the Hungarian
Competition Office, the HFSA, the Office of
the Fiscal Council, etc.) 

Decision-making competences and
system of incentives

Decision-making powers

As discussed earlier, one natural conse-
quence of the result oriented budgeting system
is decentralisation, that is, the delegation of
decisions to a lower level while assuring
accountability. Managers on different levels
must convey the targets and indicators (per-
formance information) to lower levels and also
enforce the expenditure and commitment
budgets (financial constraints). This is condi-
tional on the transparent presentation of tar-
gets and budgets as well as the clear (but not
excessive) regulation of the allocation of tar-
gets and budgets on all levels of the program
hierarchy.

As seen in the above description of presenta-
tion, the Budget Act determines the funds and
the targets of performance indicators only on
the level of programs and parliamentary sub-
programs, while the data sheets of lower levels,
i.e. non-parliamentary subprograms and activi-

PRINCIPLES OF ALLOCATING DECISION-MAKING
POWERS

Everyone should be responsible for things that they can

substantively control.

The consistency of decision-making powers and

accountability must be assured, i.e., the broadening of

decision-making powers must go hand in hand with the

strengthening of accountability.

The decision-making powers of the legislative and exec-

utive branches must be clearly separated.

It should be noted that state secretaries, heads of depart-

ment and their subordinates cannot take political respon-

sibility towards voters.

The same decision maker should decide about the expen-

diture and commitment budgets and indicator targets of

the various program units.

Consistency must be assured between the legal and

budgetary status (level of independence) of public insti-

tutions.
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ties are not incorporated in the Budget Act;
that information must be published in decrees.
The funds, targets and indicators of non-parlia-
mentary subprograms as well as additional
information relating to “other” expenditures
not linked to programs are regulated in govern-
ment decrees to be drafted by the government
after the budget bill is approved. The funds and
indicators linked to activities must be disclosed
in ministerial decrees. (See Chart 6)

System of incentives
In the result oriented budgeting system, not
only the available budget is allocated to every
public function but also the related objective to
be attained, expressed by performance indica-
tors. Ideally, the assessment of the success of
program units directly follows from this: if a
program unit achieves the indicator target set
for it, it is successful, if not, it is unsuccessful.
Thus the heads of program units, the institu-
tions and staff performing the functions must
be urged to reach or at least approach the tar-
get values of the indicators. 

Based on the above, it seems natural to base
the incentive system of the actors, both indi-
viduals and institutions, in the performance of
public functions on the values of indicators
achieved by the relevant program units. In real-
ity, however, there are several problems that

would make such simplification of the system
impracticable.

On the one hand, if the indicator is measured
by the institution itself, it will be tempted to
round results in the direction favourable to it
and to make them look as good as possible.
This problem is solved if the indicators are
audited by an external body, in our proposal the
SAO, which could guarantee the reliability of
data.

There is a more difficult problem: the indica-
tors are unable to grasp fully the quality and
quantity of services supplied by the state even
in public function areas that are the easiest to
measure. Therefore it is undesirable that actors
blindly do, without taking anything else into
consideration, what is most efficient for meet-
ing the target set for them because this way they
could easily lose sight of actual objectives while
maximising imperfect indicators. Furthermore,
in the overwhelming majority of cases, the
development of (particularly outcome type)
indicators depends not only on decision makers
and staff but also on a number of external fac-
tors beyond the control of these actors.
Accordingly, we do not propose the establishment
of a strict, function-like link between the target
value of indicators and the remuneration of deci-
sion makers or persons performing the functions.
In effect, incentives should be based on the

Chart 5 

MAIN PROGRAMS IN STATE GOVERNANCE

Politics  Parliamentary  control
Office of the President of the Republic 
Protocol expenditures of the President of the Republic 
State awards 
Subsidies to political parties 
National elections and referenda 

Legislation  
Remuneration of members of the EP
Office of Parliament 
Constitutional Court

Parliamentary  control
Ombudsmen
State Audit Office
Fiscal Council

Executive  power  
Remuneration of high state officials
Current expenditures of ministries
Government HR
Government control
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effectiveness of the relevant program units, but
this effectiveness should be assessed in a more
complex manner rather than being based simply
on the value of the indicators. 

In addition to enforcing efficiency, the intro-
duction of the self-selection based system sets
another objective for the incentive system: to
create incentives that will maximise the number
of managers of suitable program units who join
the result oriented system and to make as many
agency managers as possible enter into per-
formance contracts with them.19 There are two
fundamental approaches to stimulating acces-
sion to the result oriented system: this decision
can be rewarded by one-off, direct measures, or
the reward may be the fact itself that from that
point on the decision maker would be subject-
ed to the rules effective within the result ori-
ented system which are more favourable to him
instead of the rules applicable outside the result
oriented system. It may also be an incentive if
the entire institution is given some benefit if
they switch, but we may have to link the remu-
neration or career prospects of the managers or
staff of the agency or program unit to the
accomplishment of objectives. 

For the sake of brevity we do not discuss
the details of the design of the individual-
level incentive system, we merely list the
principles that we propose to take into
account in the design of the system. We
should emphasize, however, that the alloca-
tion of public funds to the various objectives,
i.e., public functions must not be used as an
incentive, that is, a main program must not be
given more funding just because its managers
are better than average.

PRINCIPLES OF THE DESIGN OF THE 
INDIVIDUAL-LEVEL INCENTIVE SYSTEM

The operation of the institution should not cost (consid-

erably) more than what it would cost without system

introduction, that is, the bonus budget must not grow

(significantly) in parallel with the increasing number of

institutions that join the system.

The incentives of actors should not be dependent on

events beyond their control.

Everyone should be rewarded based mainly on their own

work, that is, persons doing their job well should not be

deprived of their bonuses because of the bad decisions of

their superiors.

Chart 6 
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We recommend the use of positive incentives
also on the institutional level because disincen-
tives would run into severe difficulties as most
public functions are not performed by compet-
ing institutions, thus “terminating the agree-
ment” would mean dispensing with the perform-
ance of the public function. One possible disin-
centive is “naming and shaming”, which means
the naming of institutions not performing suffi-
ciently or not joining the result oriented system
and their exposure in a “hall of shame”.

We propose the introduction of a separate
mechanism to encourage joining the result ori-
ented system. All funds that are not part of any
program are presented within the various main
programs under the heading “off-program
expenditures”, summarised by main program.
The objective is to minimize the total sum of
off-program expenditure items, but it is not
realistic to expect them to disappear complete-
ly. Regarding the various main programs, the
incentive system should assure that all poten-
tial program managers (ministers) have an
interest in removing as many programs from
the “off-program expenditures” category as
possible. Thus, to turn a function into a pro-
gram, incentives must be provided both to the
new program and to those remaining in the
“off-program expenditures” category, while the
absence of program creation should not yield
short term benefits to any participant.

As a relatively simple rule, it could be stated
(not necessarily in an act, perhaps on the level
of a government program) that in the first few
fiscal years after introduction, the additional
margin of discretion available as compared to
the previous years (in respect of discretionary
items) must be allocated in a way that 80%
should go to the programs, 15% could be dis-
tributed among the “off-program expenditures”
categories below the main programs and the
remaining 5% could be spent on the new pro-
grams recently removed from the “off-program
expenditures” category.20 Obviously, in this
system both the suppliers of functions remain-
ing in the “off-program expenditures” category
and the managers of new programs fare well
with the formation of a program, as the former
will have to share the extra amount with fewer
peers while the new program may partake of the
budget allocated to new programs. Thus the
size of off-program, discretionary expenditure
categories will shrink year by year as compared
to the total budget. If the staff of ministries
want to avoid the contraction of funds they can
allocate,21 they will gradually include into the
result oriented system all their activities that
can be converted meaningfully into programs.

Apart from incentives, there is another argu-
ment for reducing the ratio of funds available for
off-program expenditure categories. The objec-
tive of increasing the efficiency of public func-
tions can be achieved through stepping up the
target performance of activities with measura-
ble performance, while in areas without meas-
urable performance, we can require only the
cutting of expenditures rather than the increas-
ing of results, thus in these fields efficiency
increase can be enforced through this means.
This reasoning assumes that there is unexploit-
ed room today for efficiency increase in any
section of public functions and that this room
is similar in magnitude to the envisaged pro-
grams. If it was not so, neither the performance
increase without input expansion as expected

The incentives of subordinates should be decided on by

their superiors. Decisions on rewarding should not be

made centrally or in a centrally decided manner or based

on strictly defined formulae.

We do not recommend the systemic use of disincentives,

especially not through automatisms.

The system should lend itself to credible operation (e.g., the

reward should not frequently depart in any direction from

the level determined in advance based on performance.

The margin of discretion of agency managers must not be

reduced significantly below the current level; instead, it

should increase in parallel with accountability.
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in the case of measurable functions nor the
input reduction without performance deterio-
ration as expected in the case of non-measurable
functions could be achieved. On the other
hand, we think that the programs encompass a
sufficiently broad area so that each has some
room for efficiency increase somewhere. (For
example, in the Dutch system, the baseline
only allows the maintenance of the real value of
expenditures and not their increase in the oper-
ating areas. Taking into account the fact that
public and private sector wages grow at the
same rate there, this approach forces the
achievement of a kind of efficiency gain.)

In addition to expenditure budgets, the
establishment of commitment limits may also
be a tool to encourage participation in the
result oriented system. It may be required, for
instance, that outside the result oriented sys-
tem, commitments for more than three years
can only be undertaken without special politi-
cal authorization if the potential costs of early
contract termination can be covered by the
institution from its own expenditure budget.

Table 4 summarizes the listed categories of
the potential incentives. 

Program review cycle
Programs may be evaluated on several levels. In
the proposed system, the efficiency of pro-
grams is most frequently controlled by the pro-
gram manager minister, who can have his own
internal control unit review the programs at
any time, making sure that deficiencies are not
detected only in the assessment performed by
external actors. Thus potential errors can be
corrected in time, without losing face.

The next level of evaluation is the joint
assessment of the competent department of the
MoF and the competent line ministry, conduct-
ed each year for each program and each parlia-
mentary subprogram. This annual assessment
does not cover all details but it definitely
includes the presentation of the development

of performance indicators. In case of finite par-
liamentary subprograms, in addition to the reg-
ular annual assessments, the government also
conducts a more in-depth interim assessment on
one occasion, with an eye to ensuring that any
poor results are detected before the completion
of the finite subprogram and errors can be cor-
rected with a course adjustment. The program
sponsor has the responsibility to propose,
when the subprogram is launched, a date for
the interim assessment and the target indicator
value to be attained by that time.

As Parliament is not in a position to evaluate
every parliamentary program unit each year, it is
convenient to introduce a rotation system, under
which Parliament evaluates permanent pro-
grams regularly at predefined intervals that is
different from program to program, and evalu-
ates finite parliamentary subprograms upon
completion. Like the final accounts, the pro-
posal for the assessment (which is the basis for
the parliamentary review that is more in-depth
and thorough than the annual program assess-
ment) is presented by the government and the

STEPS OF THE BUDGET PLANNING PROCESS

In the present Hungarian system the government stage of

the budget planning process has the following main steps:

Based on medium-term baseline projection, fiscal

rules, most recent macroeconomic forecasts and proposed

revenue side measures, the Ministry of Finance calculates

the margin of discretion available next year.

Based on the three-year expenditure plans already

available (and published in a government resolution) and

on the margin of discretion, line ministries receive their

budget figures.

Based on their budget figures, line ministries pre-

pare their detailed plans (allocation of the budget) and send

them to the MoF together with any additional requirements.

Budget bargaining within the government (first with

the MoF, then, if necessary, with the Prime Minister).

The government decides on the submission of the

document to Parliament.
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SAO also comments on it. Due to the purpose
and nature of the program review system, it is
not linked to calendar (fiscal) years, thus the
related parliamentary debates should not be
timed to coincide with the busy time of the
budget debate in the autumn. It is much better
if the discussion of the programs tabled in the
particular year as defined in advance in the
medium term timetable takes place in the spring
session, allowing the government to reflect on
the conclusions from the assessments in the
budget bill it presents. As an exception, the
evaluation of finite subprograms should be left
to the autumn session as long as Parliament also
approves the final accounts at that time, as
under this arrangement assessment cannot be
moved to the previous or the following spring.
It cannot be done earlier because audited figures
may not be available, and debate makes little
sense later, after the final account is accepted.

The program evaluation mechanism should
be designed in a way which ensures that nega-
tive assessments prompt program managers to
improve their performance and, if required, to
implement the necessary changes as opposed to
defending themselves and deflecting their lia-
bility. One possible way of implementing this
approach is if the review body within the gov-

ernment communicates in advance the result of
the assessment to the program manager minis-
ter, who is thereby given an opportunity to
come up with concrete proposals to improve
the performance of the program by the time
the negative assessment becomes public.22

The efficiency of the program review system
can be greatly enhanced if a member of
Parliament who is an expert of the program
concerned is assigned to each program (mod-
elled after the French “rapporteur”) and who
monitors the program on an ongoing basis.
Furthermore, the program approach may be
strengthened if NGOs are also given a role in
the review system, for instance through the
independent auditing of indicators, because
these bodies clearly focus on specific causes or
objectives rather than individual institutions
and thereby they can help shaping the direction
of public discourse as well.

CONDITIONS OF THE INTRODUCTION
AND OPERATION OF THE PROPOSED
BUDGETING SYSTEM

One pillar of the result oriented budgeting sys-
tem is the delegation of some of the technical

Table 4 

INCENTIVES

Efficiency in the result Conversion
oriented system

INSTITUTIONAL  LEVEL

policy makers •"hall of fame", "hall of shame" • reduced margin of discretion for off-program 

expenditures

• limitation of commitments outside programs 

•"hall of shame"

institution •performance contracts •greater management margin of discretion
INDIVIDUAL  LEVEL

policy makers •staff in successful program units receive 

higher bonuses

institution •performance-related bonus, career •greater management margin of discretion for leaders

opportunities
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decisions to a lower level. This requires profes-
sional civil service staff, the efficient and inde-
pendent auditing of performance indicators,
functioning ethical rules, freedom of informa-
tion, as well as a predictable fiscal policy (Kim
et al, 2005).

In view of the current situation in Hungary,
we should particularly emphasise the necessity
of predictable fiscal policy. Managerial decisions
cannot be delegated in a situation where from
time to time fiscal imbalances require expendi-
ture cuts during the year because lower level
decision makers can only make use of their
extended decision-making powers efficiently
and without jeopardising fiscal targets if the
conditions set for them are not changed subse-
quently, after strategy building and implemen-
tation has started. Non-credible fiscal policy
that relies on austerity campaign not only cre-
ates an insecure environment for decision
makers but it also changes motivations.
Encouraging line ministries to cut costs is a
good example. As it is mostly line ministries
that know where substantive savings can be
achieved, the MoF wants to encourage them to
identify these potential savings. Line min-
istries, on the other hand, know that if they
disclose disposable funds, the MoF, irrespec-
tive of former promises, would take these
sums away from them to reduce the deficit. As
the ministries take this into account in
advance, such incentive-based, rather than
across-the-board system can only be intro-
duced credibly when the deficit problem is
gone. Due to this, one of the key precondi-
tions for the introduction of the result orient-
ed budgeting system is the achievement and
maintenance of macroeconomic stability and
fiscal discipline.

Another important prerequisite is the com-
mitment of the government and the ministers to
change, in the absence of which the introduc-
tion of the system would be doomed to almost
certain failure.23

The overall picture drawn from international
literature suggests that in countries with result
oriented budgeting systems the allocation of
public funds is more efficient and transparent
as evidenced by empirical experience, fiscal pol-
icy tends to be more predictable, information
flows more freely, civil servants are more effi-
cient and better qualified and technical issues
are decided on at the expert level. The causal
relationship is not always clear between these
features; nevertheless, we consider that if the
conditions listed at the beginning of this sec-
tion are met, the introduction of a result ori-
ented budgeting system would certainly take
Hungary closer to other desirable objectives as
well.

The first step of this transition can be the
publication of the currently available perform-
ance information (e.g. effectiveness of hospital
procedures) in a systematic format, possibly
accompanied by explanatory analyses. The
training of the required staff necessary for the
operation of the result oriented budgeting sys-
tem, i.e. the provision of information and train-
ing programs for the future operators and
actors of the system must also be among the
first steps. The elaboration of the details of
legal regulations may run simultaneously with
this, followed by the launch of the first pro-
grams (“pilot projects”). On the whole, the
process would take approximately three years
from the concept design to full-scale launch,
when programs could be started simultaneous-
ly in a significant part of public functions.

The example of other countries (e.g. the US)
raises the question whether the centre of oper-
ation of the result oriented budgeting system
should be in the MoF or in the Prime Minister's
Office (PMO). The PMO has the advantage
that it is easier to accept as a “superior”. On the
other hand, it is desirable for line ministries to
discuss programs with the MoF as they are the
ones ministries want to convince most about
the soundness of their funding requests and the
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MoF has the priority of keeping financial
processes under control. Therefore, in most
countries the Minister of Finance is the person
who has a vested interest in the introduction of
the result oriented budgeting system, with the
only exception of cases where the Prime
Minister treats this project as a high priority
and thus personally monitors implementation.
On the whole, we recommend that the task of
the MoF should be to assure compliance with
the fiscal system while the PMO should assure
compliance with policy objectives. 

In the longer term, it is not necessarily
worth introducing a separate efficiency unit in
each ministry, but in the first 2-3 years, in the
phase of the establishment of the basic system,
a team of experts with special knowledge and
personal commitment to the cause is essential
in every policy area and this team should func-
tion as a partner to the central MoF unit.
Among international examples, mention
should be made of Italy and the US. Italy has
been working on the introduction of program
budgeting since 2007. Based on their experi-
ence, they attribute a key role to the line min-
istries as partners. The PART (Program
Assessment Rating Tool) that has been in oper-
ation in the United States for years subjects the
launching and assessment of programs to dis-
cussions between the unit of the presidential
administration responsible for the budget
(Office of Management and Budget, OMB)
and the line ministry staff. The operation of the
entire system (including the assessment of the
work of the OMB) is supervised by the
Government Accountability Office on behalf
of Congress.

In addition to establishing units that are
responsible for the introduction of the result ori-
ented system in the ministries and in particular
in the MoF, the overall organisation of the
MoF must be changed. This proved to be a
stumbling block for reforms in several coun-
tries (e.g., Italy, Lithuania), but the reform can-

not be credibly rolled out to the entire central
government unless the responsible entity is
willing to change.

At present, in most cases the regulation of a
specific area and the management of their cur-
rent financial issues belong to the same organi-
sation unit within the MoF. These two func-
tions should be separated to some extent in
organisational terms as well in order to reduce
temptation for addressing short term financial
issues with regulatory amendments. If rules are
changed all the time, after a while the incor-
rectly accepted rules also call for repeated reg-
ulatory changes, annihilating the tracking,
functioning and transparency of rules and mak-
ing them partly unenforceable. Clearly, it is
important for legislators to be familiar with the
activities of bodies to be regulated but in our
opinion this should not be achieved by delegat-
ing the allocation of funds to the regulatory
department. Instead, the regulatory depart-
ment should employ persons who used to work
in the specific policy areas for years.

What would be an important objective upon

KEY PRINCIPLES OF THE RESULT ORIENTED
REFORM OF THE MINISTRY OF FINANCE

Separation of professional and organisational functions.

Separation of the regulation of budgetary agencies and

the annual fiscal budgeting decision on their funding.

Separation of the control (regulation, supervision, etc.) of

government programs and government agencies (prima-

rily budgetary institutions).

Equality and comparability of the various organisational

arrangements employed for the performance of public

functions.

Assuring the equality and comparability of the various

forms of funding public functions.

Reinforcement of the consistency of macroeconomic and

fiscal plans and forecasts.

Reinforcement of fiscal analysis and system develop-

ment.
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setting the budgets and modes of implementa-
tion of programs is to expand the role of tar-
gets and decrease that of the service providing
organisations compared to the present system.
The same public service can be provided
through central budgetary institutions, local
governments, state-owned companies, public
trust funds, private-sector companies or even
directly by the payment of targeted subsidies.
As an interesting feature of the present depart-
mental structure of the MoF, an education
financing issue may belong to different depart-
ments depending on whether the school con-
cerned is maintained by a local government, a
foundation or a church. We think that more
efficient arrangements could be devised in a
number of areas if someone (e.g. the head of
the competent department or state secretary)
looked at the issues from this angle.

Similarly to the various ways of performing
functions, the different forms of financing
(debt issuance, international project borrow-
ing, PPP, sovereign guarantee, etc.) are also
completely fragmented across the organisation.
It would be more appropriate to combine them
in a financing division and assure their compa-
rability.

CLOSING THOUGHTS

In the proposed system, the functions per-
formed by the state are organised in a hierar-
chical structure (program structure), with the
program being the basic unit of the perform-
ance of public functions. Programs more or less
correspond to the 100–150 permanent themes
that are clearly visible in the present budget,
from the operation of parliament through
waste management and sports to health care
and employment policy. Programs serving the
achievement of similar objectives belong to the
same main program. Subprograms can be creat-
ed within programs, and activities within sub-

programs. Each program, subprogram and
activity (program unit) has a single-person
manager, who manages the funds allocated to
him. There are objectives defined for each pro-
gram unit, expressed in terms of indicators to
measure and assess the success of the various
program units. Thus, indicators, like program
units, are organised into a hierarchy. Program
unit managers may purchase services from pub-
lic agencies, where the performance contract
concluded with the agency manager specifies
the quality and quantity of the expected service
expressed in quantitative indicators as well as
the performance related remuneration. The
value of the indicators thus affects the remu-
neration of managers and the persons imple-
menting the program unit concerned, thereby
offering an incentive for efficiency. We should
emphasize, however, that in our proposed sys-
tem, in contrast with personal incentives, the
allocation of funds between policy areas does
not show a pre-determined mathematical rela-
tionship with the value of indicators, because in
our opinion the funds should be allocated to
specific social objectives along policy values
rather than based on the achievements of man-
agers in the different areas. On the other hand,
the positive or negative changes of indicators
may be the most important argument for the
expansion, reorganisation or elimination of a
program unit. 

Even though there are areas and institutions
for which it is possible to decide centrally
(from the MoF) whether they are suitable for
incorporation in the performance measure-
ment system, this is not the case for every area.
As due to the lack of technical competence the
MoF is unable to decide about many areas and
institutions whether they can be converted,
this decision must be delegated to the line min-
istries and agency managers. Thus we propose
to base the establishment of the system on the
voluntary decision of ministers and agency
managers. This means that once the first step
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of converting clearly eligible fields into pro-
grams is ready, new programs can only be
launched by the program manager ministers. In
other words, the two systems will operate side
by side: some functions will continue to be
financed under the institutional approach while
others will operate in the form of programs.
Just like program managers, agency managers
are not obliged to join the result oriented sys-
tem either, i.e. they will not be required  to con-
clude performance contracts. As the system is
based on self-selection, with the ministers
themselves deciding whether to form programs
and agencies also deciding whether to conclude
performance contracts for their functions, the
related incentive system (besides fulfilling its
primary purpose of promoting efficiency) must
be suitable for making decision makers inter-
ested in joining the result oriented system.

The introduction of a result oriented budget-
ing system would not only mean technical mod-
ifications in the budgeting process but it would
also bring on changes in the roles of partici-
pants and in the government model. In such a
system, politicians decide about targets and the
designated resources rather than balancing
between institutions; they set objectives and
experts devise alternative solutions for achiev-
ing them, then politicians choose between the
alternatives, the implementation of which is
again delegated to the expert level. This alloca-
tion of responsibilities can be in the interest of
every participant. In addition to providing a
more efficient and more transparent general
government to citizens, the introduction of the
program budgeting system would also allow
Parliament and the government to make deci-
sions more consciously, based on more and bet-
ter structured information. All this enables
them to achieve their objectives more effective-
ly – be it policy objectives or the maximisation
of votes. Furthermore, not only the probability
of efficiency improving decisions is higher in a
program based system, also accomplishments

can be communicated more efficiently  as tar-
gets become visible, so will results. The opposi-
tion may also profit from the fact that political
debates will become easier to understand and
will relate to relevant issues. They will be better
placed to put forward and justify proposals for
changes as these proposals can be based on
actual performance information. For good man-
agers working in public administration, it may
be attractive that their targets are objectively
measurable; indeed, the jobs of public adminis-
tration staff will become more meaningful as
politicians define objectives and resources,
while the means can be determined on lower
levels and expectations are not changed again
and again during implementation.

Even though the attempt to introduce cer-
tain elements of program budgeting was not
successful in 2005 (see Adorján, 2009), it is far
from inevitable that steps towards a result ori-
ented budgeting are doomed to failure in
Hungary. In our opinion, if the present pro-
posal is introduced under the right external
conditions, the repetition of the mistakes of
2005 can be avoided.

We think that the system we propose is bet-
ter in several respects than the one tried out in
2005. On the one hand, it relies heavily on the
voluntary decision of ministries, which induces
improved cooperation between the MoF and
line ministries. On the other hand, result ori-
entation in the proposed system already
appears on the level of main programs.
Therefore, when the performance indicators of
programs are assessed, a baseline exists that can
be used for deciding which of the various pro-
grams with different goals contributed the
most to the fulfilment of main program objec-
tives. We also propose that cross-cutting pro-
grams are avoided; this can prevent a number of
problems that plagued the experiment of 2005. 

In addition to the qualities of the system to
be introduced, external conditions are of deci-
sive importance for success. These must be
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more suitable than in 2005 regarding two
aspects: First, predictable fiscal policy is an
essential precondition to change as it ensures
that the new system is primarily employed to
raise awareness of political decisions and for
the efficient use of the modest available
manoeuvring room instead of becoming a mere

means of cost cutting; this factor will also
reduce resistance to the system on the part of
the ministries. Another essential prerequisite is
political commitment to the introduction of
the result oriented system which may help shift
attention from competition between ministers
to the choice between social objectives.

1 Although "program budgeting" is the common term
in technical literature, we consider "result oriented
budgeting," which is also encountered, to be more
expressive.

2 It is a frequent concern in connection with the
increased operating freedom of institutions that
weakening direct control may increase propensity
for corruption. This correlation, however, is far from
clear-cut. In theory, mechanisms may be set up that
cause an increase, or decrease, in the likelihood of
corruption as a result of decentralisation (see
Carbonara, 2000). This issue has not been subjected
to empirical testing in the context of program budg-
eting systems but it has been tested in the context of
the relationship of central and local governments;
however, the outcome is not conclusive. 

3 In this respect, the most important difference is that
the cash-based approach measures capital expendi-
ture while the accrual-based approach measures
depreciation.

4 For more details on evidence-based policy making,
see Scharle (2007).

5 Here we disregard e.g. central banks which shape
monetary policy.

6 The example is based on Cseres-Gergely and Scharle
(2010).

7 In theory, the government may appoint one of the
ministers to be the main manager but considering
that in today's Hungarian public administration
cooperation between ministries is not very strong,
imposing a blanket requirement for adopting this
arrangement does not seem appropriate. As another
possibility, the manager may be one of the govern-
ment's cabinets (e.g., economic, social policy, nation-
al security, etc.), but in legal terms this is not feasible

because cabinets cannot take over the responsibility
for the decision from the government. 

8 Naturally, the costs of the subprogram are not the
screenings themselves; those may remain part of
the healthy lifestyle program, for instance; instead,
they consist in the awareness raising campaign that
the government uses to convince citizens to make
regular attendance at screening part of their
lifestyle.

9 That is because subprograms may also include large
investment projects that extend over several years.
The results (outcome) of these projects  may materi-
alize only years after the completion and evaluation
of the subprogram.

10 Example based on Cseres-Gergely and Scharle
(2010).

11 http://portal.ksh.hu/pls/ksh/docs/hun/thm/index.html

12 In the Canadian system that served as one of the
models for our proposed program structure, the
entire budget is organised under as few as 29 "top
indicators".

13 The functional breakdown means classification by
the functions performed by the state, e.g. health
care, education, defence, etc. An example for an
internationally accepted functional classification
system is COFOG.

14 The definition of mandatory items is given in
Section 3 of the Public Finance Act. Mandatory
items are primary budgetary items the development
of which is clearly defined by the substantive legis-
lation and the trends in the private economy and in
demography. Examples include tax revenues or, for
example, pension expenditures. For instance, annual
VAT revenues are determined by the VAT act and

NOTES
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economic developments, and pension expenditures
by the pension act as well as the number and contri-
bution history of retiring persons, rather than any
decision taken by Parliament during the budget
debate.

15 Expert remember that when, for example, French
president Nicolas Sarkozy was Minister of the
Interior in the Villepin government but he was
already suspected to run for president, in the budg-
et debates within the government the question was
not how much should be spent on e.g. law enforce-
ment but rather how much Sarkozy would get,
which amount he could then further allocate to his
own programs at his discretion. 

16 It is also better for influencing public discussion if
the media, despite its general inclination, analyses
which area, rather than which politician, fared well
or poorly in the budget debate. 

17 Despite the fact that we would also like to show
mandatory items in the legislative annex to the
Budget Act, we think that the amendment of the
values of these items should be initiated only by the
budget committee of Parliament. That is because
Parliament makes no effective decision about these
figures during the voting on the Budget Bill, it
merely acknowledges the forecasts of their develop-
ment. 

18 Naturally, this does not mean that such items would
not contribute to improving certain national indica-
tors or that lower level indicators could not be set
for the various institutions - for instance, the
amount of tax collected for the Hungarian Tax
Authority. (The amount of tax collected is clearly
not an indicator the increase of which could be set
as a national objective. Nevertheless, just because
the government and Parliament must not be
encouraged to maximise taxes, this could be, and
already is, a perfect objective for the tax authority,
which does not make the tax code, it merely con-
trols its implementation.)

19 The system must be designed so that both options
offered to the actors (i.e. joining the result oriented
system or remaining outside) have advantages and

disadvantages for them. The idea behind self-selec-
tion is that those should choose a specific category
for whom the advantages of the category concerned
are important and the disadvantages are not too
troubling, which clearly makes no sense if one
option has only advantages over the other for all
decision makers.

20 For example, in a year when the additional fiscal
margin of discretion available for discretionary
expenditures resulting from fiscal rules (the real
debt rule and the expenditure ceiling) is HUF 500
billion, only 75 billion could be spent on functions
not linked to the result oriented system, 400 billion
could be spent within the result oriented system and
the remaining 25 billion could be used to "reward"
new programs. Naturally, the 80%-15%-5% distri-
bution is meant as an example only; when deter-
mining the actual percentages, the percentage of
expenditures belonging to areas within the result
oriented system must be taken into consideration
and probably the ratios will have to be changed over
time.

21 The limitation of the budget for the "off-program
expenditures" category also puts strong pressure
towards the conversion of the related activities into
programs. The reason is that the ratio of downward
inflexible wage expenditures is higher than average
in the resource oriented areas that are ill-fitted for
the result oriented system.

22 Another option would be to stay away from pub-
lishing the results of the first assessment and pub-
lish only that of the repeated review which is con-
ducted after the adjustment measures of the pro-
gram manager minister have been taken; this solu-
tion, however, would increase the temptation on the
program manager minister to attempt to get away
from responsibility by reorganisation that affects
the indicator targets following an unfavourable pre-
liminary assessment.

23 In France, Sarkozy, as interior minister, visited more
than 1000 police stations to promote and explain
the changes relating to the LOLF (Loi organique
relative aux lois de finances), i.e. the new, program-
based budgeting system.
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Annex 2

EXAMPLES OF POSSIBLE NATIONAL INDICATORS

Indicator Measuring  organisation
Economic  activity GDP HCSO

Household consumption per capita HCSO
Value of investments in the national economy HCSO
Interest rate differential over Euro yields (yield of German capital market, ÁKK 
government papers) (Debt Management Agency)
Sovereign risk rating international rating agencies
Unemployment rate HCSO
Long-term unemployment HCSO
Unemployment of young persons HCSO
Employment rate HCSO
Ratio of contribution payers into Pension Fund Pension Fund Administration

Sustainable  growth Energy intensity (=Energy consumption/GDP) HCSO
Emission of air pollutants HCSO
Volume of hazardous waste HCSO
Air pollution by sulphur dioxide, nitrogen dioxide, settling 
dust, carbon monoxide or ozone HCSO
Size of area covered by healthy stock of trees HCSO
Water consumption per capita HCSO
Water quality indicators of our natural waters National Inspectorates for 

Environment, Nature and Water
Total fertility rate HCSO

Security Number of crimes subject to public prosecution HCSO
Ratio of crimes detected HCSO
Number of road accidents with personal injury HCSO

Health  and  full  life Average life expectancy at birth HCSO
Health-adjusted life expectancy at birth WHO
Survey: On the whole, are you very satisfied, fairly satisfied, 
not very satisfied or not at all satisfied with your life? Eurobarometer
Number of suicides per thousand persons HCSO
In the various regions, the concentration of chloride, iron, 
nitrate, manganese, nitrite, ammonium, arsenic, mercury, 
cadmium, nickel, lead, chromium, etc., in drinking water Water works
PISA OECD

Political  system Democracy index Economist Intelligence Unit
Corruption index Transparency International
Survey: To what extent do you trust the following institutions:
Parliament, government, trade unions, political parties, army, 
jurisprudence/Hungarian legal system, police, media? Eurobarometer

Social  solidarity Gini coefficient based on HCSO
Ratio of the average income in highest and lowest deciles HCSO, Tárki Social Research Instiute
Poverty rates among children HCSO, Tárki Social Research Institute
Objective indicators of financial deprivation: limitation of 
addressing essential needs = "subsistence poverty", ratio of 
persons living in households without essential consumer 
goods = "comfort poverty", ratio of person living in poor 
housing conditions = "housing poverty" HCSO, Tárki Social Research Institute
Ratio of person living in unemployed households HCSO, Tárki Social Research Institute
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Annex 3

DESCRIPTION OF THE LEVELS OF THE PROGRAM HIERARCHY

main program program subprogram activity

stability of target directions permanent finite

stability of allocation may change

finite
(definite time)

decision making level Parliament government/minister

prezentációs szint Budget Act
government decree

ministerial decree

type of indicator outcome output

type of manager
several ministers

one minister

may it be a single institution no yes

duration permanent (indefinite time)

state secretary, govt commissioner, head of dept

enshrined in law
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Annex 4

TABLE OF CONTENTS OF THE NEW BUDGET PRESENTATION

OFFICIAL GAZETTE 
Volume 1 

Text of the bill 
1 One-off rules governing the program 

1a New finite legislative subprograms (e.g. mega-project) 
1b High-volume commitment authorisations extending beyond the subject year 
1c Other express wishes of members of Parliament 

2 One-off rules for off-program expenditures
3 Other 

Legal annexes
1 The program based budget of the State 
2 Detailed budget of the program units under the authority of Parliament (result oriented, by program) 

2a Politics 
2b Parliamentary control 

3 Detailed allocation of off-program expenditures within the authority of Parliament 
3a Allocation of transfers required by the act on local governments 
3b Support to national minorities 

4 Detailed budget of organisations under the authority of Parliament (resource oriented, by organisation) 
4a Office of Parliament 
4b National Radio and Television Board 

INFORMATIVE ANNEXES 
Volume 2 (performance information) 

Explanation 
Main features of programs and legislative subprograms (objective, indicators, manager, main content elements) 

Volume 3 (arithmetic foundations)
Annexes for information

1 Assumptions 
1a Macroeconomic assumptions 
1b Baseline projection (at least 5 years)
1c Expected after-tax profits for the current year of majority state-owned companies (by company) 
1d Expected development of unspent appropriations 
1e Expected development of the financial relations of Hungary and the European Union 

2 Economic balance sheets 
2a Economic balance sheet of the State 
2b Economic balance sheet of organisations within the central subsystem 
2c Economic balance sheet of the central subsystem 
2d Economic balance sheet of the local government subsystem 
2e Economic balance sheet of the general government 

3 Cash based financial statements of public functions financed under fund-type arrangements 
3a Cash revenues and expenditures of the state pension fund in the current year 
3b Cash revenues and expenditures of the state health fund in the current year 
3c Cash revenues and expenditures of the Labour Market Fund in the current year 

4 Actuarial accounts of state functions financed under fund-type arrangements 
4a Actuarial balance sheet of the state pension fund 
4b Actuarial balance sheet of the state health fund 
4c Actuarial balance sheet of the labour market fund 

5 Expected development of public debt 
6 Budgetary risk assessment

6a Sensitivity analyses
6b Utilisation and risk value of guarantee facilities

7 Asset/liability balance sheets (only for final accounts)
7a Asset-liability balance sheet of the state
7b Asset-liability balance sheet of the central subsystem

Volume 4 
Draft of the implementing government decree of the Budget Act 

1 Detailed budget of the program units under the authority of the government (result oriented, by program unit) 
2 Detailed allocation of off-program expenditures within the authority of the government
3 Detailed budget of organisations under the authority of the government (resource oriented, by organisation) 

3a National Communication Authority
3b National Atomic Energy Authority

4 Commitment budgets beyond the subject year

Volume 5
Detailed information on the programs
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T

Zoltán Lóránt

Right and wrong paths – 
facts and data about local 
government management

The significance played by the local govern-
ments' economy within the national economy
and public finance is reflected not merely by the
total value of its assets worth more than HUF
11 thousand billion or by its expenditure and
revenue totalling HUF 3600 billion, rather its
significance is primarily represented by the total
volume of public services provided by them. Let
us only focus our attention on the most impor-
tant human services: in the 12 thousand budge-
tary organisations (half of which have inde-
pendent economic management), local govern-
ments provide care for 330 thousand children in
4 thousand kindergartens, for 790 thousand
pupils in three thousand primary schools, for half
a million students attending two thousand
grammar schools, specialised secondary schools
and vocational training schools, they must safe-
guard the management of 45 thousand hospital
beds, 30 thousand places in social welfare
homes. In addition to the above, it is the local
governments' responsibility to maintain a road
network of 166 thousand km (out of which 31
thousand km represent roads in built-up areas),
25 thousand hectares of green area, 3300 public
cemeteries, it is also their responsibility to main-
tain a drinking water pipeline network of 65
thousand km with several million cubic metres

of water together with the indirect service of
waste water disposal and treatment and also to
operate dump sites for the disposal of several
hundred million communal waste together with
other communal services. The average citizen
has a regular contact with the local governments
that act on behalf of the service state when man-
aging official affairs in various offices (office of
government issued documents, office for housing
and construction, tax administration, public
guardianship authority). We can say that the
economic management activity of the local gov-
ernments is part and parcel of our everyday life
“from cradle to the grave”.

In this article I intend to analyse the present
state of the local governments' economic manage-
ment – based on the experience of the State Audit
Office (SAO) – with a focus on the following
three questions: 

• the characteristic features of the local govern-
ment system, 

• regulations on the tasks and resources of local
governments,

• the asset management of local governments. 
Finally – instead of a detailed summary – 

I intend to describe why it is necessary to launch
and to consistently carry out the structural reform
of local governments.
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SOME MAJOR FEATURES OF THE
HUNGARIAN LOCAL GOVERNMENT SYSTEM 

The idea to transform the system of local coun-
cils into local governments already surfaced in
the 1980s. After the change of the political sys-
tem, the Constitution declared that local gov-
ernments exercise the community rights of the
electors, emphasising democracy and autono-
my as its focal points. The legal regulations,
however, failed to specify the detailed condi-
tions and procedural framework of exercising
the powers of local governments. The Act on
Local Governments belongs to the so-called
“two-thirds” parliamentary majority laws rep-
resenting a norm of constitutional character. It
does not only represent stability but also
reflects the difficulties and obstacles of amend-
ing the law. This difficulty is still palpable
because the system of local governments, which
replaced the former local councils in all settle-
ments, still carries the initial contradictions,
which have not yet been corrected (for example,
the contradiction between the fragmented sett-
lement pattern and a broad set of undifferenti-
ated tasks, and between decision-making
autonomy and limited economic and financial
conditions), contradictions which have lead to
future operational disorders. There is a separate
law regulating the local governments of the
capital city with the city districts operating side
by side as independent units. In addition to the

district local governments, the Municipality of
Budapest was also set up by the same law gen-
erating debates over competence. In 1994 the
clout of the capital city was reinforced, but the
main character of the system remained
unchanged. 

As indicated in Table 1, the system of
Hungarian local governments has a fragmented
pattern. I believe the crucial question is not
whether the number of local governments is
too high or too low. The principle underlying
local governments suggests that the municipal-
ities themselves should decide when and under
what conditions they wish to exercise local
executive power, including the employment of
the mayor in line with the labour law.
Accordingly, they should also decide what
remuneration and cost compensation they
want to offer to local government members
(whether or not the central government “from
above” provides financial assistance for them is
a separate question). From the aspect of eco-
nomic management, less than 10 per cent of local
governments represent genuine financial risk for
the public finance as far as budgetary and finan-
cial factors are concerned: in actual practice,
this applies to the Municipality of Budapest, to
the local governments of capital districts, coun-
ties, and towns with or without county rank. It
is this group of local governments that manage
75–85 per cent of the local governments' assets
and that of the annual budget allocated for the

Table 1

THE DISTRIBUTION OF LOCAL GOVERNMENTS ACCORDING TO ADMINISTRATIVE RANK 

Capital/counties Capital districts Towns with county rank Towns Large villages, villages Total
20 23 23 282* 2 846** 3 194

* of which:above 10 000 inhabitants 118 ** of which: above 10 000 inhabitants 2
between 5 000–10 000 inh. 103 between 5 000–10 000 inh. 42
below 5 000 inhabitants 61 between 2 000–5 000 inh. 625

between 1 000–2 000 inh. 477
between 500–1 000 inh. 668
between 200–500 inh. 698
below 200 inhabitants 334

Source: Hungarian State Treasury (HST), Central Statistical Office (CSO)
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whole system. It also means that the great
majority of local governments operate only one
or two institutions, and their tasks are limited
to providing the basic public services only.

The Act on Local Governments created new
forms of exercising local power with a broad
autonomy to replace the previous system of
local councils by focusing on the settlements. It
created new problems vis-a-vis the territorial
levels of the local government system, the per-
formance of local tasks, financing as well as the
territorial structure of central public adminis-
tration. If we compare the Hungarian model
with other European local government systems,
we find – with some simplification – that we can
consider its particular features reflecting a mix-
ture of the Scandinavian system (wide-ranging
tasks and powers with territorial concentra-
tion) and the Southern European system (rela-
tively large number of local governments with
varying tasks and powers at the different levels,
mandatory associations). There are significant
differences in the local government systems of
the EU Member States, they have different
resources for revenues in the public finance
system and the weight and proportions of indi-
vidual solutions for financing their tasks also
show considerable differences. 

CONTRADICTIONS IN TASKS AND 
COMPETENCES

According to the broad autonomy granted to
settlements, in the new system following 1990,
local governments were charged with operating
local public services or making provisions for
their operations. The Local Government Act
stipulated the general framework for mandato-
ry local government tasks, whereas the details
are regulated by sectoral, professional and
other legal provisions. The local governments
may fulfil these tasks directly in their offices,
through local government institutions and

local government-owned enterprises i.e. inde-
pendently, alternatively they may sign associa-
tion agreements with other local governments
or they may conclude service contracts with
civil organisations, churches or private enter-
prises. The central professional requirements are
usually laid down in the form of qualitative and
quantitative criteria defined by legal provisions.
These legal provisions have a significant impact
on the costs of providing these services. The
above conditions may be regarded as the
national minimum of fulfilling local govern-
ment tasks. Having said that, the question
remains: what should be the level of central gov-
ernment contribution. The relevant laws often
include high professional requirements reflect-
ing sectoral lobby interests with the intention to
generate future investment demands. Even in
the case of successful projects, the additional
operational and maintenance costs put added
burden on the local governments in which they
trigger financial tensions.

Efforts aimed at eliminating the disadvan-
tages arising from by the fragmented settle-
ment pattern, from the institution of voluntary
association formed to counterbalance the contra-
dictions that exist between the performance
capacity of settlements and their wide-ranging
tasks and competences failed to bring about thor-
ough-going changes despite the constantly avail-
able legal possibilities. District-notary offices
that represent an interest for the joint perform-
ance of tasks and for the improvement of effi-
ciency have received central financial support
since 1990. The total amount of the above sup-
port has gradually grew and in 2009 it amount-
ed to more than HUF 6 billion. Despite an
increase in the number of district-notary
offices, almost one-third of the local governments
with a population of less than 1000 people func-
tions outside such offices. The very concept of
the district-notary office remains unclear even
today! The professional set of criteria is yet to
be elaborated which could ensure that central
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financial support should be granted only to the
district-notary offices that comply with the
conditions specified in the relevant legal provi-
sions. Under such condition, it is not surpris-
ing that there is not much readiness for coop-
eration, and the associations among local gov-
ernments have remained a marginal phenome-
non. The total number of associations
remained considerably low even among villages
and towns and their action areas in which the
performance of institutional tasks usually
requires significant financial resources. 

The Act on Regional Development and
Physical Planning came into force in 1996, and
established two “new” levels: the regional and
micro-regional levels, at the same time, it intro-
duced the separation of regional development
and settlement development and territorial
administration. The amendment in 1999 of the
cited act further reinforced the regional and
micro-regional levels, as well as the county
level, because the offices of the county govern-
ments were charged with new tasks in regional
development. With the establishment of a sys-
tem of micro-regional managers, representa-
tives, distributional and control bodies of the
central government were set up also at this
level. To a certain extent, these new measures
and legal provisions were introduced to prepare
a new system of territorial administration in
which, in accordance with Hungary's accession
to the EU, the central government delegated a
number of tasks to the regional level and in
which service provision is organised on micro-
regional level rather than on settlement level.
This last phenomenon may have brought about
a reduction of settlement autonomy, but in the
given political climate no fundamental shift in
this direction was visible.

As part of Hungary's pre-accession prepara-
tory activity, a new territorial division was to be
set up, which in its structure could satisfy the
requirements of the NUTS system laid down in
community regulations on the Nomenclature

of Territorial Statistical Units. The second level
of this represents the seven planning and statis-
tical regions, which are of outstanding impor-
tance from the aspect of development funds.
The new division has not been fully put into
practice.

In the first half of 2003, the documents on the
reform of the public administration were present-
ed for public debate. These documents reflected
the requirements set for Hungary's future
approaching accession to the European Union
(such as, the establishment of public adminis-
tration levels suitable for support and the pro-
vision of own resources). They also included
the integrity of municipal autonomy and the
need for an efficient public administration togeth-
er with associated set of tasks (the endeavour to
develop an optimum level for performing
tasks). The documents in practice were in har-
mony with the spirit in which work had started
based on earlier government decrees and aimed
at furthering the tasks specified in those
decrees. Despite the gravity of the problem and
despite the recognition that the reform is nec-
essary, the programme failed to be completed,
because open opposition by politicians pre-
vented the adoption of laws that required two-
thirds majority in Parliament. 

The two preferential levels, the regions and
micro-regions, acquired a crucial role in develop-
ment policies. In the past few years, increasing
funds were allocated by the central government
to facilitate the micro-regional integration of
local authorities. These efforts were also sup-
ported by changing some legal provisions. The
provision of public services on a modern,
European level is not feasible if public duties by
more than three thousand local governments
are organised separately. Reservations and
doubts were raised especially about how broad
and deep the integration of local governments
should be, particularly concerning the opera-
tional size. By 2005, as a result of financial
incentives and resource allocation, a system of
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functioning micro-regions has developed. At the
early stage of this development, a large number
of local governments refused to join the associ-
ations, but later under financial pressure and
pressed by legal regulations, a national network
of multi-functional micro-regional associations
evolved. 

The newly built micro-regional system adjust-
ed itself to the central government objectives
both in public administration and organisation,
the question however remained whether or not
the existing structure is sustainable to serve
regional development and to fulfil public
duties, because the existing system is excessive-
ly heterogeneous (due to the diversity of
Hungary's settlement pattern, there are some
micro-regions which include only a few settle-
ments, whereas in Southern Transdanubia a
micro-region may be made up of 30-50 settle-
ments ). Consequently – contrary to the objec-
tives and endeavours of the central government
– it is difficult to draft a uniform regulation. At
the same time, the interests of local govern-
ments can be better represented in a form of
cooperation in which only a few settlements
form an association to fulfil public duties effi-
ciently. In this way, cooperation also seems to
be easier. These micro-regional co-operations
indeed represent the future road to the integra-
tion of local governments and to their genuine
cooperation based on real partnership. Micro-
regional co-operations, as a matter of fact, can
much better take into account the actual
demands, in view of the local economic and
social conditions and possibilities for action
than a micro-regional structure developed “top
down”.

The issue of local competences remains an
urgent question, its regulation is yet to be
finalised. The major problem is that the funds
allocated in the annual budget serve the purpose
of maintaining municipal services in small settle-
ments while also reflecting the interests associated
with the efficient fulfilment of duties. These two

are in opposition with each other and reflect
contradictory intentions. 

From 2002 on, a public debate was conduct-
ed about the reform of public administration
and its financing. The reform plan drafted in
2003 (Ministry of Interior, IDEA Working
Group) suggested that services should be provid-
ed on a new, more efficient level and organised
through (a compulsory) integration of local gov-
ernments. Small settlements are understandably
unable to operate and maintain investment
projects of large volume without subsidy, and if
such investments are nevertheless carried out
by small settlements with central subsidies,
they are likely to give rise to lavish spending.
The solution offered by the present system
means that investments are accomplished in
associations formed by settlements and the
system of services is operated jointly.

THE FINANCIAL AND LEGAL RELATIONSHIP
OF THE LOCAL LEVEL OF PUBLIC
FINANCES

Local governments operate as a sub-system of
public finances, their budget is part of public
finances with which they are linked with their
total cash-flow. Local government budgets are
separated from the central state budget, how-
ever, they are connected with it by state subsi-
dies and by other budgetary links. 

The revenues of local governments are con-
nected with the public finance balance in gross
amounts, in other words, the revenue side of
the public finance balance contains all the
resources of local government revenues,
whereas all expenditures of the local govern-
ments are incorporated in the expenditure side
of public finance balance. Naturally, altogether
it represents an accumulated (gross) balance,
the consolidated public finance balance elimi-
nates the cash movement among the individual
sub-systems. 
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The important role played by local govern-
ments in the national economy and in society in
general (in public finances) is underlined by the
fact that their share of the GDP amounts to
between 11–13 per cent and their share in the
total expenditure of public finances reached 25
per cent in the recent years.

The ratio of local government expenditures
in the current year compared to GDP is pre-
sented in Chart 1.

In 2009 the local level of public finance, the
local government sub-system incorporated
3194 local governments, 173 micro-regional
associations and approximately 12 500 budget-
ary institutions. Between 2001 and 2009, the
total assets shown in the accounting balance
sheet of local governments grew from HUF
3257 billion to HUF 11 269 billion. In 2009 the
local governments were managing a total rev-
enue of HUF 3600 billion. In performing local
government tasks, altogether 40 thousand pub-
lic officers and 360 thousand full-time public
employees were employed. (See Chart 2)

State subsidies from the central budget, cen-
tral contribution and allocations from personal
income tax continue to represent the decisive
proportion of revenues for local governments.
In the past 20 years, the relative proportion and
total value of central budgetary contributions
continuously decreased, while the so-called
operational and own revenues were on the rise.

The structural problems of the local govern-
ment system are not attributable to the large
number of local governments, rather it is
caused by the allocation of undifferentiated
tasks and competencies as well as by the unco-
ordinated individual components of the sys-
tem.

As the network of micro-regions failed to be
assigned with mandatory tasks, a further devel-
opment of the present incentives seems to be justi-
fied. Central subsidies and financial incentives
have been on the rise since 2004. In 2009 the
normative, targeted subsidies allocated for
micro-regions amounted to HUF 31 billion. In
the course of tender evaluations, the develop-

Chart 1

LOCAL GOVERNMENT EXPENDITURES IN % OF GDP BETWEEN 2001 AND 2010

Current operational expenditures in % of GDP
Subsidies and other current expenditures in % of GDP

Expenditures for cumulative purposes in % of GDP
Current year expenditure in % of GDP
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ment ideas of associations increasingly enjoy a
preference both in EU funds and also in the
case of state subsidy for domestic develop-
ment. In addition to government subsidies
applied as incentives, there is also positive dis-
crimination recognising local government co-
operations. 

REGULATIONS CONCERNING THE LOCAL
GOVERNMENT TASKS AND RESOURCES 

There have been no substantial changes in the
organisational structure of local governments
since the adoption of the Act on Local
Governments. The tasks of local governments,
which have accomplished considerable results
in organising public services and in developing
their municipal infrastructure, were assigned
with numerous new tasks in the past decade
based on the provisions laid down in various
sectoral laws, whereas these local governments
received only partial or no financial support for
shouldering these additional duties. 

In the recent years, there have been no major
changes in the laws regulating local govern-

ment resources. There has been no change in
the standard practice that the central budget
does not provide appropriate funds for the addi-
tional new tasks assigned to local governments.
The abolishment or joint treatment of titles to
individual state subsidies or normative contri-
butions -which are aimed at extending room
for manoeuvre for local governments – are pri-
marily of technical nature. In the absence of any
comprehensive review of the present system in
which the local government tasks, competences
and finances are defined, the budgetary risks of
the different local government levels remain
unchanged.

Approximately the budget of about one-
third of the local governments has faced with a
shortage of resources for years. Local govern-
ments are expected to make a manifold good
use of significant amounts of public funds and
public assets without the necessary compre-
hensive tasks, competences and resources re-
regulated.

The different sectoral authorities have issued
professional standards and requirements (such as
minimum requirements and provisions for
operational licenses) in order to guarantee the

Chart 2

DISTRIBUTION OF LOCAL GOVERNMENT REVENUES

institutions' operating revenues 
taxes, duties

personal income tax
other own revenues

budgetary subsidy
other revenues     
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provision of public services at an expected
quality, the financial conditions, however, are
not granted directly and comprehensively within
the framework of regulating resources of local
governments, a practice which is certainly not
substantiated by concrete data. In close rela-
tion with the above, the sectoral regulations
continuously raised the number of titles based
on which normative contributions can be
applied for from the central budget for per-
forming mandatory local government duties.
Additional resources for the total, nominal
amount of normative state contributions were
provided only subject to the general conditions
of the central budget, i.e. the funds available at
macro level were distributed among an increas-
ing number of titles. As a result of the introduc-
tion of numerous new conditions attached to the
utilisation of supports, conditions which were
aimed at protecting sectoral interests, the number
of titles based on which applications can be sub-
mitted by local governments for subsidies from
the central budget reached more than 200, and
due to the constantly changing rules the proce-
dures have become more beaurocratic, while
their application and control incurred addition-
al expenses. (See Table 2)

Let us see an example. From 2007 on, new regu-

lations were introduced for the financing of pub-

lic education duties of local governments.

Accordingly, the conditions of application for

normative subsidies together with specific values

attached to them are allocated for a school-year

rather than a budgetary year. After 2007, in the

application and settlement of public education

subsidies and contributions, the provisions of

budgetary laws applicable for two years must be

taken into account, a new system which resulted

in a further rise in accounting code numbers. The

funds serving as an incentive for multi-function-

al micro-regional associations are accessible from

the central budget under conditions of quite com-

plicated regulations. Multi-functional micro-

regional associations could satisfy the criteria of

their joint fulfilment of tasks simply by organisa-

tional activity, because the regulations did not

specify its concrete content. Application and set-

tlement of subsidy was done in the database

developed by the Ministry of Local Government,

a system which was too excessive and hardly

transparent. Its method of calculation concerning

the rules on the indicators' rounding off was not

in line with the provisions of the Budgetary Act

for 2008. 

Table 2

NORMATIVE CONTRIBUTIONS AND SUBSIDIES OF LOCAL GOVERNMENTS 

Year Normative contributions Normative earmarked subsidies
Number of titles Processing code Number of titles Processing code

2003 28 105 14 25

2004 29 143 14 29

2005 31 131 10 14*

2006 24 158 9 11**

2007 17 228 8 10

2008 13 244 8 10

2009 13 278 8 10

* from 2005 on, the support of local government fire brigades must be accounted with one code, but the application can still be submitted by
using several codes (~10–15) 

** from 2005 on, the support for multi-functional micro-regional associations must be accounted with one cod , but the application can still be
submitted by using several codes (~70) 

Source: HST
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A more extensive set of norms was also
attributable to the fact that the ministries and
sectoral representative bodies had reservations
concerning the use by the local governments
with full-scale autonomy of normative contri-
butions provided for the various institutions
performing public duties. This concept shifted
the direction of regulations from a resources-
oriented policy to a new policy which now
rather focused on financing duties and institu-
tions. The system which regulates the local gov-
ernment resources and subsidies has not substan-
tially changed since it was introduced. This sys-
tem is characterised by a massive concentration
of revenues and a decentralisation of tasks,
competences and responsibilities. In the recent
years, there has been no review of the local gov-
ernments' tasks and competences regulated in
government resolutions. 

The local governments' financial scope for
action is further limited by professional
requirements. The local government system
does not distinguish between municipal duties
based on the size or status of the individual set-
tlements. Legislators eventually leave it up to the
given local community to decide whether they
wish to perform certain duties, or whether they
are capable of doing so. This is a very clear exam-
ple of applying the principle of subsidiarity.
Another aspect, however, should also be taken
into account: namely, that due to the specific
features of the local governments' financing
system (due to sizeable government subsidies),
these communities undertake the relatively
higher financial burdens at the expense of a
larger community, i.e. it is not the local com-
munities' money that the local decision-makers
are managing. Only incentives built into the cen-
tral financing system can facilitate the develop-
ment of performing duties more efficiently.
Under circumstances in which certain institu-
tions (local governments) are permanently
underfinanced they are often under pressure to
compete for the favours of the community.

They are under pressure to provide better and
more diverse services (e.g. special forms of
education in schools), with which they can
offer more attractive and more efficient servic-
es. As a matter of fact, the local governments'
own contributions, which may in its propor-
tions amount to as much as 50 per cent of the
expenses, are often too much for a lot of small
local governments to shoulder. Because of the
declining number of children at primary
schools and also because of the growing tech-
nical needs, small municipalities find it very dif-
ficult to perform educational tasks.

Resources are regulated for the local govern-
ments – to an extent specified in the annual
Budgetary Act – in two different ways: through
state subsidies and contributions and through
transferred personal income tax (PIT). These
resources represent approximately one-third of
the total revenues on the local level of public
finances. The majority of revenues originating
from the central budget are allocated to local
governments as subsidies by subjective right,
and contributions and normative subsidies pro-
vided for performing mandatory duties. Other
operational and development supports also
represent significant funds: most of them
today come from EU funds. Since the estab-
lishment of local governments, within the
scope of state subsidies and contributions, nor-
mative subsidies – which, at first were referred
to as so-called general contributions – are of
defining nature. These so-called general contri-
butions were very soon replaced by normative
subsidies closely linked to specific duties
defined in the Local Government Act. The
increasing number of titles to subsidies is
attributable to provisions in the Local
Government Act and also to sectoral regula-
tions. 

When the Act on Social Welfare was adopted in

1993, the set of norms became broader and the

number of centralised appropriations with social
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objectives was also on the rise. After the adoption

of the acts on public education and on culture in

1997, the regulations became even more compli-

cated. Since 1995 the set of norms has also con-

tained the norms financed by personal income

tax. The proportions of PIT transfer has not

changed since 2000 (it is 40 per cent), but the

proportion of the amount of money retained at

the point where the tax arises did change. This

means a cut of 5 per cent between 2000 and 2002,

then a further 10 per cent between 2003 and

2007, and 8 per cent in 2008 and 2009, whereas

in the case of county governments it means a one-

time HUF 8 billion in 2010.

DEVELOPMENTS OF OWN REVENUES
AND LOANS IN LOCAL GOVERNMENTS 

In the past two decades, own revenues have
been calculated in an increasing proportion in
the financing of local government tasks. The
proportion of the local government revenues
coming from the central budget (state subsi-
dies and contributions, transferred taxes, and
other monies re-allocated for operational pur-
poses from other sub-systems of public
finances) fell from 72.7 per cent in 1993 to less
than two-thirds in 2009, while the proportion
of own current revenues grew from 18 per cent
to almost one-third, within which local taxes
and duties represent a dominant per centage,
which may show significant differences in the
different types of settlements.

The increasing role of own revenues to finance
mandatory tasks, together with a changing set
of tasks resulted in, first, the suspension and
then the abolishment of financing guaranteed
incorporated in the sectoral laws (public educa-
tion law, etc.). On macro level, the real value of
subsidies from the central budget has dropped in
the recent years, whereas the real value of own
revenues, especially local enterprise tax has
risen. As a result of the above developments,

the financial position of the local governments
represented a more diverse picture and
brought about the deterioration of their li-
quidity. Despite the mechanism introduced to
moderate the differences in revenues, addi-
tional subsidies provided to local governments,
which are in a disadvantageous financial posi-
tion beyond their own control, play an increas-
ingly important role.

As indicated by Chart 3, efforts by the local
governments to improve the balance were not
successful, because despite such efforts, the
total amount of the local governments' credit
and bond portfolios showed a drastic rise. At the
same time, most local governments generated
own revenues exceeding the original plans
while implementing their budgets: additional
revenues originated from the sale of various
assets and local governments also made good
use of various support schemes and additional
revenues accessible through tenders. On top of
the above, local governments also introduced a
number of austerity measures. We agree with
the general statement that these measures
resulted in a lower level of performing duties
and the renewal of tangible assets also suffered
a setback. 

The financial and legal consequences of bond
issues carried both economic and political risks
as both bond issues were made with a maturity
of 15–25 years and with a period of grace of 1-
10 years specified for the repayment of the
principal amount. The budget reports between
2005 and 2008 indicate that a growing number
of local governments used the issuance of
bonds for generating additional revenues. 

Bond issues in 2005 were of marginal values,

whereas between 2006 and 2008 bonds were

mainly issued by county governments, town gov-

ernments with county rank, the capital district

governments of Budapest and towns governments

either with the purpose of financing development

projects or for the purpose of repaying debts. The
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smallest amount of bond issue was HUF 0.2 bil-

lion, while the highest was HUF 12 billion.

Between 2006 and 2008, 6.9 per cent of all local

governments generated own revenues by bond

issues: in the county this proportion is 95 per cent,

in towns with county rank and in the capital dis-

trict governments of Budapest the figure was 56

per cent respectively and in town governments it

reached only 46 per cent. In 2007 and in 2008 the

majority of audited local governments issued for-

eign currency-based, floating rate bonds. 

As a result of this practice, borrowers are
likely to put pressure on the financial scope of
action for the next generations as (bonds
issued in foreign currency) carry exchange rate
risks and floating rate risks.

The extension of – i.e. more stringent – pro-
fessional minimum criteria also represented a sig-
nificant area of additional duties for local gov-
ernments. In the absence of appropriate studies,

the financial consequences of these increasingly
stringent conditions cannot be quantified. In
public services the increasingly strict require-
ments made it difficult for the local govern-
ments to satisfy the human and material condi-
tions (for instance, a lot of hospital wards oper-
ate only with a temporary license issued by the
health authorities to safeguard such services).
The fulfilment of the professional criteria –
depending on budgetary conditions – was also
facilitated by various central subsidies, tender
competitions and – following Hungary's EU
accession – by certain EU funds. These
resources, however, can only be used for devel-
opment objectives, operational expenses, and
the replacement of assets (amortisation) cannot
be financed within this system.

It has been a general practice in the recent
years that the increase of salaries in the public
sector (e.g. the salaries of civil servants) was
only partly financed from the central budget or it

Chart 3

LONG-TERM CREDIT AND BOND PORTFOLIOS AND SHORT-TERM 
CREDIT PORTFOLIOS

Source: HST

Short-term Long-term
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was not financed at all. The salary hikes were
supposed to be covered from so-called organi-
sational measures at local level (which practi-
cally means staff reductions). In 2003 and
2004, only 50 per cent of the central wage pol-
icy measures (affecting the salaries of civil ser-
vants and public employees) were covered by
the state budget (the other 50 per cent was
expected to be raised by local governments
with a long-lasting consequence for the budg-
et of local governments in the years to come).
The central salary increase of one per cent put
altogether approximately HUF 10 billion addi-
tional expenses to shoulder by the local gov-
ernments. Central state contributions also
failed offer coverage for either the price rise in
fuels (no automatic indexation) or for com-
pensating the VAT rate increase. The total
amount of central subsidies provided for the local
governments were reduced by the impact of
changing duties (reduction of duties) (for
example, by raising the number of teachers'
weekly hours and by reducing the central
health contribution and by suspending the
13th month salary in 2009), whereas in the
mixed financing scheme only 50–70 per cent of

the expenses incurred by the mandatory tasks are
covered by the central budget. 

The above developments have inevitably
resulted in liquidity problems – of varying
degree – in the local government system and in
a growing indebtedness of this sector as indi-
cated by Chart 4.

Based on the aggregate data of local govern-
ments, the debt ratio1 showed a gradual rise
between 2005 and 2008, and the joint ratio of
long and short-term liabilities was also on the
rise within total liabilities and equity. Within
the same period, out of the total payment obli-
gations the proportion of short-term liabilities
went down as a result of the increasing propor-
tion of long-term liabilities. Indebtedness is
expected to exert an adverse impact on the
financial position of local governments in the
long run. The cash liquidity ratio and liquidity
quick ratio showed a declining pattern between
2005 and 2006, but at then end of the period
between 2007 and 2008 both ratios were on the
rise, which is attributable to the developments
in which the monies raised by bond issues in
the last months of the year were deposited in
banks and the movement among financial

Chart 4

CHANGE IN SOLVENCY AND DEBT RATIOS
(National data)

Cash liquidity ratio
Liquidity quick ratio

Debt ratio
Maturity indicator
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assets was recorded. The increase in liquidity
ratios at the end of years 2007 and 2008 by no
means represents a permanent and favourable
direction in the future development of solven-
cy. When the grace period of 1 to 10 years
expires, the repayment obligation of revenues
originating from bond issues will surface as
short-term liabilities as a result of which the
solvency in the current year will considerably
deteriorate compared to previous years. The
financial indicators as a whole point to the
growing indebtedness of local governments
and to their worsening financial position.

There is considerable uncertainty in the local
governments concerning the planning of rev-
enues and expenditures. Unpredictable and con-
ditional commitments on the expenditure side
in local governments, which provide large-scale
public services, aggravate the risks caused by
the inability to forecast revenues. As a result of
these unpredictable conditions, local decision-
makers are obliged to avoid conflict, to transfer
expenses into the future or to accept risks without
due considerations, instead of introducing the
necessary structural changes. Budgetary rules
are far from being helpful to keep risks within
sensible and justifiable limits (loans can be used
also for purposes other than development pro-
jects, and the only stumbling block to prevent
debts from growing is the limited supply of
credit from banks, etc.). Under the present
economic environment, local governments find
it difficult to plan their revenues from personal
income tax and local enterprise tax!

Every year the revenues of local governments
depend on the central budget to a large extent,
which has a serious impact on their economic
management activity. According to the calcula-
tions made by the experts of the SAO, the bal-
ance showed a “gap” of about HUF 100 billion
when the draft budget bill of 2010 was elaborat-
ed. The different types of local governments are
considerably affected by the above gap and also
by the impacts listed below: 

•cuts in the central budgetary subsidies
(reduction of duties without reallocation of
resources);

•the absence of any measures to counterbal-
ance inflation caused by VAT increase;

•the expected decline of own revenues, espe-
cially the decline of local enterprise tax and
duties and – in some cases – the operating
revenues caused by the economic crisis;

•“operational” costs for development proj-
ects of both previous years and for 2010 as
well as the need to finance additional costs
originating from PPP schemes.

The local governments' asset 
management 

I believe that in a broad interpretation of asset
management, we must consider not only fixed
assets (e.g. property, plant, equipment and vehi-
cles), which ensure the performance of local
government duties, but also decisions that exert
an impact on local government assets, such as
bond issues, purchase of short-term securities
as well as cash management linked to any assets.
With an experience of two decades of SAO
audits, I focus on tangible assets. (See Table 3)

In the course of SAO audits, we focused on the

following subjects: !!!pöttyök!!!

• the implementation of investments necessary

for performing local government duties and the

management of tender procedures,

• the transfer of certain state assets into local gov-

ernment ownership,

• the asset management of local governments,

including the utilisation of assets and entrepre-

neurial activity,

• the asset structure of local governments with an

attention to the causes of changes in it as well as

its documentation,

• the utilisation of local governments' primary

assets which are only partly or not at all tradable.
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During the site audits conducted at the local
governments, we controlled the accounting
documents and the land registry of various
organisations (budgetary institutions, business
enterprises), which are direct cooperating part-
ners in the fulfilment of asset management
tasks assigned to mayor's offices and local gov-
ernments. In addition to the above, the audits
also examined budget reports, decrees on asset
management as well as submissions, resolu-
tions and decrees issued by the general assem-
bles or representative bodies of local govern-
ments on assets. 

Local government rights – including owner-
ship rights – belong to the community of the
local people eligible to vote. Electors exercise
their local government community rights both
by proxy of representatives elected to the local
government's representative body and by par-
ticipating in referenda. It is the community of a
given settlement that is the subject of local
government property, a community which can
directly exercise its ownership rights only
exceptionally in the case of referenda. A local
referendum is organised when the local govern-
ment issues a decree in which the decision to
sell or mortgage a certain asset or part of an
asset or any other utilisation is subject to the
outcome of a local referendum. The represen-

tative body or the general assembly of the
county or the municipity of the capital city
may issue orders concerning the exercising of
ownership rights.

According to the Local Government Act,
ownership rights may be exercised by proxy of
the representative body and the general assembly.
Certain competences of the local government
bodies – for instance, the owner's right of dispo-
sition – can be delegated to the mayor, to local
government committees or to the representative
body of a partial local government, to the repre-
sentative body of minority local government and
to a local government, association. It cannot be
delegated to a business enterprise.

According to the general management liabil-
ities set out in the Local Government Act, the
representative body (general assembly) is liable
for the security of asset management, whereas the
mayor (the chairman of the general assembly) is
liable for its regularity. Documentation and data
provision, which are integral part of regularity,
fall under the liabilities of the local government's
notary public.

The consequences of a loss-making asset
management must be borne by the local gov-
ernment. The central budget cannot be held
responsible for the duties assigned to local gov-
ernments even though the central government

Table 3

THE ASSETS OF LOCAL GOVERNMENTS ACCORDING TO THE BALANCE SHEET
(HUF billion)

Assets 2002 2003 2004 2005 2006 2007 2008
Intangible assets 9 11 16 21 25 26 25

Tangible assets 4 350 6 833 7 021 7 238 7 576 7 688 7 803

Financial investments 564 566 575 556 558 557 592

Assets transferred for operation, 

management 930 1 254 1 369 1 482 1 587 1 721 1 824
CURRENT  ASSETS 570 571 610 564 554 632 855

ASSETS  TOTAL 6  423 9  235 9  618 9  861 10  300 10  624 11  099

LIABILITIES 490 518 589 697 925 1  088 1  395

EQUITY 5  933 8  717 9  029 9  164 9  375 9  536 9  704

Source: HST
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– as we have often seen in the course of our
SAO audits – is prepared to mitigate or take
over such consequences. 

According to accounting records, the total
wealth (total assets minus liabilities) of the local
governments as a whole reached HUF 11,000
billion at the end of 2009 from HUF 369.5 bil-
lion in 1991. Within the total wealth of local
governments, the proportion of tangible assets
and financial investments represents the deci-
sive share. 

In the past 20 years, changes – to a different
degree – in the various groups of assets con-
tributed to a changing set up and structure in
the local governments' aggregated own assets.
This period is also characterised by the increas-
ing proportion of assets transferred into local
government ownership for operation and man-
agement due to large-scale infrastructural
development projects. 

The SAO audits have also highlighted the most
significant shortcomings in the statement of the
amount of assets, as a consequence of which the
asset value shown in the balance sheet cannot
be accepted a realistic value at the end of 2009.
The above-mentioned shortcomings are the
following: 

Since 1969 the gross values of tangible
assets, including property, plant, equipment
and vehicles recorded in the books have failed
to be adjusted to the changes in the market
value. 

According to a legal regulation, local gov-
ernments were required to appraise all of their
real properties by the end of 2003 the latest,
and include these values in their records.
Marketable real properties and all land proper-
ties (also land properties next to a road) are to
be appraised with the market-based appraisal
approach, whereas real properties with limited
marketability or non-marketable real proper-
ties – based on the issued guidelines – by using
the cost approach to value. This has also affect-
ed the accounting records.

Chart 5 describes the growth of the assets
mentioned earlier clearly indicating that
approximately 20 per cent of the total local
government assets belong to towns with coun-
ty rank.

The above chart shows that the asset evalua-
tion prescribed by law from 2001 on brought
about almost a threefold growth in the total
value of assets. This growth is attributable to a
past practice according to which a number of
real properties owned by the local governments
had no registered value or were alternatively
registered at an intangible value of HUF 100.
(In the balance sheet of 2004 more than 50 per
cent of the one million odd items of property
belonged to this category!) On the other hand,
95 per cent of local roads and bridges and
structures, open spaces, parks, woods, other
types of land, waterways and related public
water facilities were not recorded at value, and
the same is true for 80 per cent of the land areas
of built-in real properties and undeveloped re-
sidential and recreational land areas. The value
appraisal of most of the above assets was done
in an unprofessional manner, causing a signifi-
cant distortion in the value of local government
assets and their structure. 

A certain proportion of the infrastructure
facilities (gas, electricity, water and sewerage
networks) financed by local government
resources between 1992 and 1999 was not cap-
italised by the local governments, i.e. was not
registered in their accounting system, the facil-
ities were not taken into local government
ownership, consequently, there is no value
attached to them among the local governments'
balance sheets. Some assets jointly owned by
some local governments are not entered in the
balance sheet in harmony with the relevant reg-
ulations.

The amendment in 1994 of Act LXXXIX
of 1992 on Targeted and Labelled Subsidies
made it possible for local governments to use
their capitalised assets in public utilities as non-
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cash capital contributions even in business
enterprises in which they had a majority own-
ership. According to the law, business enter-
prises established by organisations other than
local governments were authorised to operate
public water facilities only under concession
contracts. However, Act LVII of 1995 on Water
Management no longer made it possible for
local governments to transform their public
water facility assets from the category of limit-
ed marketability assets into the category of
marketable assets, and thus use them as non-
cash capital contribution in business enterpris-
es. Under point b) para, (2) of Article 79 of the
Local Government Act, local governments are
not authorised to reduce their primary assets, a
prohibition which has been repeatedly reiterat-
ed in some resolutions of the Constitutional
Court.

In their accounting records local govern-
ments often fail to indicate their share in busi-
ness enterprises. Changes in the value of busi-

ness shares included in the balance sheet were
not always accounted for, and in certain cases
there is no accounting for various guarantee
agreements and surety agreements, which pro-
mote the borrowing of local government asso-
ciations.

In 2008 the total value represented by the
local governments' surety agreements in major-
ity-owned business enterprises reached close to
HUF 10 billion, while liabilities vis-a-vis busi-
ness enterprises with local governments'
minority ownership exceeded HUF 1.6 billion.
The total value of liabilities originating from
local government investments implemented in
PPP schemes will be first available in the 2009
reports.

The financial position, bond issue and
closing cash-in-hand are unevenly distributed
in the per centage of current expenditures.
Expenditures on investments were on the rise,
and the year-end amount of liabilities contin-
ued to grow, while the ratio of current assets

Chart 5

GROWTH OF LOCAL GOVERNMENT ASSETS

national towns with county rank
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that can help financial balance showed a
decline, developments which are all viewed as
unfavourable tendencies. As a result of the
above trends, the financial position of the indi-
vidual local governments is quite different both
concerning the types of local government and
the individual local government. Their debt
stock in 2009 amounted to more than HUF 1000
billion mainly originating from borrowing for
investment and development purposes and
from bond issues. The future risks associated
with the debt servicing of foreign currency-
based bond issues were significantly up because
of exchange rate exposure and fluctuating
interest rates. The total value of bond issues by
the local governments at the end of 2009
reached HUF 469.5 billion. (See Table 4)

Counties and towns with county rank have
the highest proportion of bond loans compared
to their budget. Some of the money raised from
bond issues was used primarily for accumula-
tion and to a smaller extent for operational pur-
poses, and considerable sums were also spent
on the repayment of loans received earlier.
Most of the money is currently used to
“replace old money with new” within the sec-
tor of financial institutions. For county gov-
ernments the highest risk is represented in
financial risks, because in this category of local
government typically there are no or hardly any
own resources – except for revenue generated

by operating institutions – and only marketable
assets can be used for mortgage, county gov-
ernments cannot use their primary assets for
covering loans.

Some of the local governments do not
have the necessary professional expertise and
the necessary financial resources to conduct
the case-by-case assessment required by the
legal provisions, consequently, the current
value of assets indicated does not correspond
to their market value. In the years to come,
local governments will need to pay more atten-
tion to the year-end consolidation of data both
in the balance sheet and the land register.

With a few exceptions, changes in the asset
structure of local governments are not the
result of deliberate and long-term planning by
the local governments and are often not in line
with the economic programmes adopted by the
local governments' representative bodies. 

In the analysis of local government asset
management it is also justified to dwell on the
new bankruptcy position of local governments
which is becoming a reality of today. In the
recent years, approximately 30 local govern-
ments were submitted to procedures under the
act on debt management.

When local governments or their budgetary
organisations enter the business sector in order
to perform their activities, they are obliged to
abide by market rules and meet their contrac-

Table 4

THE DEBT STOCK OF LOCAL GOVERNMENTS IN 2009 
(preliminary data, HUF billion )

Description Capital Capital Towns with Other Large Village Country Multifunc- Country 
districts country towns villages tional micro- total

rank reginal asso-
ciations

Total debts, 161.5 74.8 273.1 302.3 23.8 52.9 123.7 0.2 1  012.3

of which

debts originating 

from bond issue 0.0 38.3 111.8 194.4 19.2 10.5 98.3 0.0 469.5



STUDIES

660

tual obligations. Local governments and their
institutions cannot cite the performance of
public duties and insolvency as an excuse for
causing damage to contracted creditors. Act
XXV of 1996 on the Procedure of Settlement of
Local Government Debts sets out a procedure
which can guarantee that creditors are paid
their receivables and ensures that the mandato-
ry duties are performed by local governments
under the procedure of debt settlement as well.
Resolution No. 38/2000 (X. 31.) of the
Constitutional Court also reiterated this dual
function. It also reinforced the rules which
limit the scope of assets that can be subject to
debt management. Only assets outside the
non-marketable primary assets specified in the
relevant laws and those outside the assets nec-
essary for carrying out statutory duties and
basic community services can be subject to
debt management. Consequently, obligations
relating to the local governments' performance
of public duties based on public law remain of
primary importance even in the case of “bank-
ruptcy”, and the law excludes any possibility
for the liquidation of legal entities under public
law without legal succession. 

Local government reform is inevitable

One of the most important characteristic fea-
tures of local government management is that
although, from legal point of view, it enjoys an
almost unlimited autonomy, its financial condi-
tions are far from being guaranteed. Local gov-
ernment management covers a decisively large
proportion of public finances, handles large
amount of public funds and public assets,
whereas decisions on spending the funds and
using the assets are excessively decentralised in
a system which requires the operation of many
institutions.

Despite repeated modifications, some com-
ponents of the present local government sys-

tem have not been fully developed.
Characteristic shortcomings include the fol-
lowing: the weakness of regional self-govern-
ments to organise regional duties and public
services, the absence of public services per-
formed according to professional requirements
in small settlements. There is a conflict of
interest between local and regional duties. As
much as half to two-thirds of public services
are used by people living in other settlements,
whereas mid-level organisations, which are
responsible for organising regional tasks do not
possess the necessary means and tools to do so
(the counties are obliged to be limited to run-
ning various institutions under constantly
worsening financial conditions). With the
upsurge of regional institutions and with the
extension of micro-regional tasks, the role of
counties shows a decline. Another principle prob-
lem is that there is no harmony between the coun-
ty system and the tools available for regional
development, because there is no clear division
of work and no political consensus to establish
one. 

The following internal contradictions represent
further burden on the local government system:
overlaps between towns with county rank and
county governments, contradictory competences
which cause tensions between the capital and its
districts (for example, every year there are heat-
ed financial and political debates between the
capital and its districts about the allocation of
resources, an amount which totals more than
HUF 200 billion).

Following the establishment of the local
government system, each and every general
government made efforts to reform local gov-
ernments and public administration. Quite a
few government resolutions were issued to this
effect,2 but changing political values and inter-
ests always had a crucial impact on the fate of
such efforts and measures. There are three levels
of regionalisation: regional development, local
government and territorial state administration.
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The absence of a local government reform – based
on a consensus – brought about the uncoordinat-
ed transformation of the above three levels. The
current tasks and competences of the local gov-
ernment levels lack a clear definition (no clear
separation) and as a result – as it is demonstrat-
ed by SAO audits – none of these levels is capa-
ble of performing a comprehensive integrating
role, a role which is missing from the system.

According to a multi-annual practice, the
strategic directions of the development of regions
were translated into delegating again state
administration tasks to regional level and in
regional development into operating the level
of regional development. The measures aimed at
delegating county administration offices to
regional level were found unconstitutional by the
Constitutional Court, with the unfortunate
consequence that there is no legal control over
local governments for two years. In addition to
plans concerning structural changes, proposals
were also made to establish a “minimum pro-
gramme” which would modify and effectively
reduce the number of local representatives and
their remuneration.

For years now, there has also been a tension
between local government tasks and the available
resources for implementing them. Quite a few
SAO reports have already highlighted this ten-
sion. Since 2005, SAO audits have focused on
the various causes jeopardising the financial
balance of the local government system, high-
lighting the need to fully coordinate tasks and
the financing of resources, the need to create
financial stability and the long-term risks aris-
ing from the indebtedness in the local govern-
ment sub-system. Based on SAO experience,
we can state that rising tensions in local gov-
ernment management were also caused by
shortcomings in the governance: its internal
control mechanism failed to guarantee the
profitable performance of their tasks and activ-
ities as a result of which, among others, the
utilisation of institutional capacities remained

low, voluntary tasks often exceeded local gov-
ernments' abilities, various planning mistakes
were also committed and – last but not the least
– expenditures with accumulation purposes
were also undertaken beyond the local govern-
ments' means. 

As I mentioned above, there has been no
review of tasks and competences based on rele-
vant government resolutions. There has been
no review on the local governments' mandato-
ry task, there has been no reflection on or pre-
cise definition of state tasks, and the differenti-
ated delegation and comprehensive modifica-
tion of local government tasks and compe-
tences also failed to be accomplished. The
debate on mid-level self-government (region,
county, mandatory micro-region) is yet to be
closed. The further development of regulating
resources was also put off. The present system
is still characterised by the fact that there is no
full allocation of financial cover by the central
budget for local governments to perform the pre-
scribed new. There has been no major shift in
the regulatory principles and means of local
governments. Annual changes in the state sub-
sidies make it impossible for local governments
to predict revenues originating from the central
budget. One of the most important conditions
of transparency is a reliable and relevant finan-
cial information system, the absence of this
important condition in practically each and
every area is a stumbling block to accountabili-
ty and to the development and implementation
of performance requirements.

The local government system remains a frag-
mented one. The only change was brought
about by local government associations –
which are set up already on micro-regional level
– they are the only sign of concentration serv-
ing the purpose of professional and financial
efficiency and the purpose of performing tasks
in a sensible rational way. Financial incentives
played a key role, but decision-makers were
often strongly influenced by local economic
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pressures. A slow transformation – with con-
tradictions and often with wasteful spending –
is likely to bring about a sensible improvement
in the provision of quality public services only
in the long run.

There is no denying that a reform-type trans-
formation of the local government system already
in place for two decades is inevitable. The renew-
al of the financial system of local governments
(up-to-date financing solutions, the prevalence
of object-oriented resource structures and the

rationalisation of resource allocation as well as
the elaboration of guarantees concerning budg-
etary liabilities) is interlinked with the legal sta-
tus and tasks of the different levels of local
governments (delegation of tasks as well as reg-
ulatory and organisational solutions to support
them). The sensible reorganisation of the
above system into an up-to-date system of
public administration should be based on the
reconsideration of their relevant constitutional
status.

1 Debt ratio = (total liabilities – other accruals) / total
liabilities and equity
Maturity indicator = short-term liabilities/ (total
liabilities – other accruals)
Cash liquidity ratio = cash/short-term liabilities
Liquity quick ratio = (receivables + securities held
for trading + financial assets ) / short-term liabili-
ties

2 Government Resolution No. 1105/1995. (XI. 1.) on
the Main Directions of the Reform of Territorial
State Administration Bodies
Government Resolution No. 1052/1999. (V. 21.) on
the Plan of Governmental Tasks Concerning the
Continued Development of the Public
Administration System in 1999-2000
Government Resolution No. 1057/2001. (VI. 21.)
on the Plan of Governmental Tasks Concerning the
Continued Development of the Public
Administration System in 2001 and 2002

Government Resolution No. 2198/2003. (IX. 1.) on
the Task Concerning the Modernisation of the
Public Administration System 
Government Resolution No. 1113/2003. (XI. 11.)
on the Modernisation Programme of Public
Administration Services
Government Resolution 1075/2004 (VII. 21.) on
public administration tasks and competences
requiring regional and micro-regional organisation,
as well as on measures concerning the transforma-
tion of territorial state administration bodies
Government Resolution No. 1054/2006. (V. 26.) on
Tasks Related to the Preparation of the
Transformation of Public Administration 
Government Resolution No. 2118/2006. (VI. 30.)
on Organisational Changes Promoting the Efficient
Operation of Public Finances as well as on
Supporting Measures 
Government Resolution No. 2229/2006. (XII. 20.)
on the Supervision of Public Tasks

NOTES
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József Szûcs

The situation of real estate
funds in Hungary

This study1 is devoted to real estate funds, i.e. the
major participants on the market of investment
funds, which in the past years have become an
area managing nearly HUF 500 billion. True,
rapid boom was followed by a similarly rapid
bust in this sector, where the value of savings
dropped to half, i.e. to HUF 252 billion in
November 2009. After presenting the impacts and
factors of the financial crisis I will analyse in
detail the disputed step taken by the Hungarian
Financial Authority (HFSA) in November 2008
(suspension of real estate funds and the funds run
by real estate funds), as well as the consequences
of this move. During the analysis I am trying to
find out what decisions real estate funds and leg-
islators made in order to avoid the even more
serious consequences. Finally, I will write about
proposed operational and legislative changes to be
considered on the basis of experience.

THE “BIG QUESTION” OF REAL ESTATE
FUNDS

The enforcement of Act LXIII of 1991 on
investment funds (hereinafter Investment
Funds Act) made it possible for the funds to
gather the savings of (small) investors and cre-
ate diversified portfolios that individual

investors would have not been able to do.
Through the investment funds investors could
reap the benefits of properties into which they
could not have invested by themselves. On the
other side, this allowed property owners to use
resources that were less expensive than bank
loans or bonds.

The above written information can be found
in any textbook on investments, as the summa-
ry of the advantages and opportunities implied
in real estate funds. Therefore, we have all right
to ask “what went wrong then”, what happened
and why, when not too long ago real estate
funds suffered a very significant asset with-
drawal/loss of over 50 per cent compared to the
peak as shown in Table 1.

However, the real estate portfolio valued at
hundreds of billions of forints is still, almost
unchanged, in the ownership of the real estate
funds – at least according to the data available
at the closure of this paper (November 2009).
The Erste Real Estate Fund is the only real
estate fund where a loss of assets due to the sale
of real property could be observed. Of course,
the level of real estate exposure also shows that
the portfolio of quickly mobilisable assets of
the real estate funds has significantly dropped:
in many cases payments can and could be
financed from loans only. So what happened
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here? For a better understanding we must
review the effects of the global economic crisis.

THE CRISIS

“Fluctuation” in the portfolios of the
real estate funds

If we look at Table 2, which shows changes in
the net assets value of real estate funds in the
Q1 of 2007–2009, we can see that the real
estate funds were affected by the crisis in sever-
al stages. 

The first major drop in assets occurred in the
period between Q4 of 2006 and Q2 of 2007. 

After that one could witness another growth
in assets, which lasted until Q1 of 2008, and
which practically offset the loss of assets expe-
rienced in the preceding period.

However, assets continued to drop through-
out the next period, which can be explained in
part by the redemption of investment units,
asset withdrawal, as well as by the drop in the
value of properties and other assets in the port-
folio of the real estate funds. As a result of this
process, by 30 September 2009 the assets of real
estate funds decreased to less than 50 per cent of
the (peak) value experienced on 31 March 2008.

Reasons behind the situation that
emerged

It would be easy to explain the crisis that
evolved and all losses of assets with the “situa-
tion that developed as a result of the crisis”,
and attribute all these processes to a single
cause. Unfortunately, apart from the crisis sev-
eral other causes must be mentioned too, and
for the sake of fairness we should first “sweep
before our own door”.

The strongest factor among the general, non
crisis dependent causes was and still is the low

level of financial culture, which is apparent
both among customers' (investors') and fund
managers.

The other general cause is implied in the gen-
eral financing rules of real estate funds. The
environment that changed as a result of the
financial difficulties caused by the crisis explic-
itly brought these problems to the surface.

From among environmental changes the rad-
ical change in the domestic financial framework
conditions must be highlighted: the rise in
interest rates (both in the case of deposits and
state bonds), the extension of state guarantee
on deposits, unfavourable changes in real estate
market processes, loss of investors' trust.

Based on a brief analysis of the major corre-
lations between these “non-crisis related” fac-
tors in the first place it can be concluded that
the low level of financial culture on the cus-
tomer's or small investor's sides manifests (man-
ifested) itself in the fact that the customers/
small investors were not and are still not very
much aware of the time horizon of their invest-
ments: they are not aware of the fact that real
estate investment funds are for medium or
long-term investments that can yield adequate
revenues in 5 to 10 years in general.  In most
cases the increase in the quantity and quality of
properties in the portfolio yield the desired
result only in the longer run. However, such a
long investment period also implies that the
value of properties may temporarily fall, for
instance, in line with the economic cycles,
which also means a decrease in the value of
investments. Another problem is that investors
usually fail to assess their own way of life. They
do not assess how changes in the economic
processes could affect their investments. Nor
do they assess how soon they will/may need
their savings, and how that period correlates to
the optimum period of their investments. 

The lack of financial culture on the service
suppliers' side manifested (manifests) itself,
among other things, in that they failed to ask
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the customers about their intentions, and
sometimes failed to provide information about
the risks implied in the given investment.
Naturally, the appropriate references can be
found in all information leaflets, websites or
contracts. However, taken the level of the cus-
tomers' knowledge, as well as the time available
or spent on administration, this is not suffi-
cient. It is also related to financial culture that
real estate funds were most often established
by financially sound banks – in order to
increase their product line – that gave their
names to this form of investment. And this
made the investors believe that being part of a
group was also a guarantee for payments.2

The other general problem is implied in the
maturity periods of the financing of real estate
funds, as well as in the composition of the fund's
liabilities and assets. In the case of open-end real
estate funds resources contain non-fixed maturi-
ty investments (i.e. the customers may redeem
the investment units and withdraw their money
from the fund at any time). In contrast with this,
the assets side include real estate investments
that can be sold in the medium or long run only.
Therefore, open-end real estate funds carry
money market characteristics, too, which make
them rather vulnerable, as it has been shown by
the events of the past few years. In addition,
with a view to serve investors even better, open-
end real estate funds reinforced this money mar-
ket type feature – which in my opinion indicates
the lack of financial culture – by reducing the
maximum redemption period of T+90 days to
the shortest possible period of T+2 or T+3
days. And redemptions within two or three days
contradicted to the investment time horizon
shown in the information leaflet or the manage-
ment regulations. These short redemption peri-
ods suggested that such investments are liquid,
or can be made liquid, i.e. savings can be taken
out at any time with a significant yield. 

This attitude caused no problem as long as
investments flowing into the real estate funds,

and the liquid assets provided coverage for the
redemptions. Financing from current revenues
and liquid assets could be maintained for a long
time, since the real estate exposure of the
Hungarian real estate funds was low. (This level
was higher, reaching 50 to 60% before 2006,
too.) However, due to the large-scale tax opti-
mization related to the introduction of the
interest tax, the invested assets were insufficient
for the purchase of properties. Therefore,
based on the situation that evolved around the
real estate funds, it can be said in hindsight that
the low level of real estate exposure had a very
fortunate and “positive” effect: these “uncom-
mitted liquid assets” made it possible to nor-
malise the processes and avoid liquidation, as
well as an even greater loss of trust. On the
other hand, criticism is rightful: most of the
profits of real estate funds came from sources
other than properties, since they achieve
appropriate profits not (only) through their
real estate investments. (And it should have
been taken into account that there exist other
investment instruments for the investment of
funds into securities that are more appropriate
in certain aspects.3) 

After reviewing the general, non crisis relat-
ed causes it is also worth investigating the
processes triggered by the general economic cri-
sis stage by stage. 

The economic crisis first reached the
Hungarian economy through the financial sec-
tor, including especially the banking sector. The
abundance of resources disappeared, and for
financing former loans and assumed commit-
ments the banks needed additional resources.
On top of that, at the same time the state also
lay claim to additional resources on the market.
Therefore, the banks and the Hungarian state
cooperated, each working for the solution of
their own problems, and raised the interest level
higher and higher. Consequently, high interest
rates acted like a magnet in attracting small
investors who were only aware of the fact that
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banks were willing to give a 10 to 15 per cent
interest. (It shows the lack of financial culture
that the advertisements used at the time did not
mention other risks associated with a short
maturity period.)

The rise in interests reduced the demand for
investment units. This dried up fresh resources,
and significantly deteriorated the exchange rate
of the investments of real estate funds in gov-
ernment securities. Consequently, government
securities owned by the real estate funds also
considerably devalued. As a result, the market
value of real properties also dropped, or at best
remained constant. Therefore, the affected real
estate funds were forced to reduce the
exchange rate of their investment units.

As a result of the unfavourable changes,
capital withdrawal from the funds started,
too. When looking for new investment
opportunities the investment unit holders
also examined which of their existing invest-
ments yielded revenues or the least losses
when being liquidated. And these invest-
ments turned out to be the ones in real estate
funds, since the disadvantages arising from
the exchange loss of debt securities were sig-
nificantly mitigated by the unchanged value
of the real estate portfolio.

Fordítói megjegyzés, inkább nem nyúlunk
bele a formázásba, mert nem értünk hozzá:
Lévai kérése alapján, 4. oldalon alul, ahol az
Európa Ingatlanalapról kezd írni a szerzõ,
azután folytatja az 5. oldalon aza Erste, majd
pedig OTP Ingatlanalappal és a 6. oldalon
lezárja ezt a Raiffeisen Ingatlanalappal, ott az
ezekrõl szóló szöveget hozhatnánk oldalléniá-
val és kisebb betûvel, mert tele van részletekkel
és számokkal, mintegy illusztrációja a mon-
danivalónak.

This in turn shook the position of the real
estate funds; which I proved by examining four
real estate funds that were considered to be the
largest ones before the crisis (had a capital of at
least HUF 30 billion).4

EURÓPA PROPERTY FUND

In March 2008 the Fund had a net assets value

of HUF 40,575 million, the exchange rate was

HUF 1.5974 per investment unit, the real

estate exposure compared to the net assets value

was 89 per cent, and the value of the real estate

portfolio totalled HUF 36,237 million. The

fund owned liquid assets worth HUF 16,398

million, and had a debt of HUF 12,060 mil-

lion.5

By October 2008 the net assets value of the fund

dropped to HUF 26,665 million, which meant

a more than 34 per cent loss. At the end of the

month the debts of the fund totalled HUF 12

billion, the value of its real estate portfolio

equalled HUF 35,022 million, and despite the

debts of HUF 12 billion liquid assets hardly

exceeded HUF 3.6 billion. In October as much

as HUF 7.55 billion worth assets were with-

drawn, however, the net assets value hardly

changed compared to the previous months. The

0.84 per cent drop compared to the previous

year can be explained with the losses on state

securities, too.

In the past one year the fund did not regain its

net assets value, and its value in October 2009

was only little over 72.5 per cent of the value

accounted one year earlier.

THE LARGEST REAL ESTATE FUND OF HUNGARY

IS ERSTE REAL ESTATE FUND

At the end of Q1 of 2008 the Fund's net assets

value equalled HUF 150,325 million, and the

net assets value per unit totalled HUF 1.3902.

The fund's relative real estate exposure com-

pared to the net assets value was nearly 40 per

cent. The fund had HUF 119,946 million in

liquid assets and HUF 29,627 million in loans.

By October 2008 the net assets value of the fund

decreased to HUF 116,613 million, which

meant a net assets value loss of HUF 22 per

cent. By the end of the month the fund's debts

grew to HUF 32.5 million. The real estate port-

folio of the fund increased by nearly HUF 5
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billion to HUF 65.944 million, while liquid

resources exceeded HUF 83 billion despite a

debt of HUF 32 billion. Compared with other

real estate funds, asset withdrawal from this

fund was not significant in October. Even if the

growth of debts and the value of real estates are

calculated in combination with the drop in liq-

uid assets, reduction was below HUF 6 billion.

At the same time, the net assets value per unit

did not decrease either. On the contrary, it

slightly increased. On one hand, this can be

explained by the fact that Erste Bank backed the

real estate fund already before the crisis

emerged. On the other hand, the fund owns sev-

eral real properties that generate revenues on a

continuous basis. Therefore, while continuous

liquidity was ensured from uncommitted

resources and loans, the real estates did not have

to be devalued, which provided a favourable

position for the fund and the fund manager in

the market competition.

THE SECOND LARGEST REAL ESTATE FUND IN

HUNGARY IS OTP REAL ESTATE FUND

At the end of Q1 of 2008 the Fund's net assets

value totalled HUF 146,272 million, and the

per unit net assets value equalled HUF 1.5439.

The Fund's real estate exposure compared to its

net assets value hardly exceeded 34 per cent,

and the real estate portfolio was valued at HUF

54,319 million. The Fund had HUF 95,262

million in liquid assets, and HUF 3,309 mil-

lion in loans. 

By October 2008 the Fund's net assets value

decreased to HUF 90,483 million, which

meant that it had lost more than 38 per cent of

the net assets value. By the end of the month the

debt portfolio of the Fund grew to over HUF 16

billion. At the same time, its real estate portfo-

lio totalled HUF 58,096 million. Despite the

HUF 16 billion worth of debts, the Fund's liq-

uid assets exceeded HUF 48.5 billion.

However, in October HUF 40.6 billion worth

assets were withdrawn, compared to which the

assets portfolio of HUF 48.5 billion no longer

seems to be very big. However, at OTP Real

Estate Fund one could already witness a greater,

2.23 per cent drop in the exchange rate, which

could only partially be explained with changes

in the exchange rates of government securities.

RAIFFEISEN REAL ESTATE FUND

In March 2008 the Fund's net assets value

equalled HUF 90,751 million, while the per

unit exchange rate was HUF 1.7305. The

Fund's real estate exposure compared to the net

assets value totalled 56 per cent, and the real

estate portfolio was valued at HUF 50,820 mil-

lion. The Fund owned HUF 40 billion in liq-

uid assets.

By October 2008 the Fund's net assets value

dropped to HUF 66,128 million, which meant

a loss of 27 per cent of the net assets value. The

Fund's real estate portfolio totalled HUF

56,208 million, and its liquid resources

equalled HUF 9,919 million. In October as

much as HUF 18.573 billion worth of assets

were withdrawn, while the net assets value

hardly changed compared to the previous

month. The 1.18 per cent drop compared to the

previous month can also be explained with the

loss on the sale of government securities.

The picture looks more complex if we
examine separately cash withdrawals in the
last days before the “difficult decision”. The
HFSA issued its resolution on 7 November
2008 in which it suspended payments, where-
fore data for November reflect payments
made in the preceding five working days.
Unfortunately, the last column clearly shows
that based on cash withdrawals in the last five
days (see Table 3) certain real estate funds
could have become insolvent by the end of
November 2008.6

In summary, it can be said that had the above
processes continued, three of the four large
funds would have become unable to finance –
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without taking out additional significant loans
– the continuously growing number of
redemption orders in November 2008. Since
real estates could not be sold due to the short-
age of time. The market would have been
unable to absorb more than HUF 268 billion
worth of mostly specifically designed office,
retail and industrial real estate other than
through forced sales, or at unrealistically and
senselessly reduced prices, which would have
been harmful for everyone. On the other hand,
Erste Real Estate Fund, where real estate expo-
sure remained continuously at a low level,
could achieve a better position. Therefore, its
liquid resources were sufficient to finance
great demand. Yet, the debt ratio was extreme-
ly high at this Fund, too.

What opportunities were available?

In the legal environment effective in
November 2008 the various players – invest-
ment funds, owners, the Hungarian state and
the HFSA – had at their disposal, both in the-
ory and legally, well over a dozen of possibili-
ties to handle the “intensifying situation”. 

Where the fund manager, i.e. the organi-
sation responsible for the real estate fund

wanted to solve the insolvency related prob-
lems, the following solutions could be con-
sidered: 

taking out a loan, which cannot exceed
10 per cent of the equity, and can have a max-
imum maturity of 30 days. However, this pos-
sibility is available only in theory, since
almost all fund managers have already used
this possibility; 

lending 30 per cent of the securities held
by the funds, which could have provided addi-
tional liquid assets to the funds. The imple-
mentation of this option was hampered by the
fact that by the beginning of November most
fund managers had already sold their liquid
securities; 

the fund manager could have asked its
owner (group) to purchase the investment
units redeemed by the customers, and this
would have provided additional resources. This
method of resource acquisition was hindered
by the fact that the owners were also short of
free assets to inject cash into the fund by buy-
ing investment units;

the fund manager could have asked for the
suspension of the fund, but this was not possi-
ble due to the fact that there existed no
unavoidable external causes that would have
provided a legal background for suspension;

revaluation of real estates, setting prices
that reflect the economic processes, which is a
longer procedure requiring several days or even
weeks. In addition, this would not have meant
a real solution, since the expected devaluation
would have not significantly decrease the rapid

Table 3

ESTIMATED CASH WITHDRAWALS IN NOVEMBER 2008

October November Change Change in Liquid assets Number of days 
in assets assets per day in October of solvency

assets assets billion HUF million HUF billion HUF
Európa Property Fund A 26,668 23,474 –3,194 –639 3,676 6

Erste Real Estate Fund 116,613 113,831 –2,782 –556 83,127 149

OTP Real Estate Fund 90,483 77,773 –12,710 –2,542 48,576 19

Raiffeisen Real Estate Fund 66,128 53,134 –12,994 –2,599 9,919.2 4

Source: own calculations
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growth in immediate (prompt) payment
demands;

modification of the trading rules, i.e.
changing the T+3 days rule to T+90 days was
in theory a realistic option, however, due to the
time intensiveness of the modification, it
would have not solved the payment difficulties
in many cases;

the sale of real estates from the fund's port-
folio, which is a longer process requiring sever-
al months, and would have forced the owner to
incur a significant loss. During forced sales the
price would have been much lower than the one
achievable under normal market conditions.
However, it must be noted that another pre-
condition for this scenario is the existence of a
player that is willing and able to buy the prop-
erty at a realistic – or at any – price. In
November 2008 there were not too many such
applicants.

declaring insolvency, but only when the
fund manager is no longer able to comply
with its obligation regarding the redemption
of the fund's investment units. At the end of
the liquidation procedure that would start
afterwards the claims of the investment unit
holders would have been satisfied in part or
in full. However, this move would have trig-
gered negative and panic-inducing effects
that would have increased further redemp-
tions;

modification of the communication strate-
gy, enhancement of activities aiming to con-
vince investors. The managers of real estate
funds would have had the opportunity to give a
better presentation of their investments
through conscious communication and by
using the forums of the press, and thus they
could have suggested security and preserved
their strategic investors.7 This solution would
have been sensible since the real estates were
“good” and also available: they physically exist-
ed, and fund managers had long-term lease
contracts on them.

A number of possibilities were available for
the owner (group) of the fund manager, too:
it could have helped the fund manager by

purchasing investment units, which could have
ensured continuous liquidity, had the owner
financial institutions not been short of liquid
assets themselves;

however, purchasing the real estates owned
by the fund manager would have increased the
capital requirements of the financial institu-
tions at a time, when “money should have been
injected into them” for other reasons, too.

The Hungarian state would have also had
the possibility to
buy investment units from the fund man-

ager through its institutions – e.g. National
Bank of Hungary, Hungarian Development
Bank, Hitelgarantiqua, etc. – however, this was
hindered by the scarcity of available state
resources;

purchase the real estates owned by the fund
manager in order to maintain continuous liq-
uidity, for which even less budgetary resources
were available; 

modify the legal regulations in a manner
that would have enabled fund managers to
respond to the situation more efficiently.
However, this move would have required sever-
al weeks due to the need for legal amendments.

In this situation 
the HFSA
could have made the market players and

market processes solve the problem, which
would not have violated the law, and on this
basis the possible bankruptcies and acquisitions
would have led to the cleansing and strength-
ening of the market,

could have enforced responses to the sit-
uation that emerged by focusing on the fund
managers of the most hardly hit fund(s).
However, measures taken against the individual
institutions could have caused panic among the
investment unit holders, who would have
“stormed” not only the affected fund or fund
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manager: probably even greater cash with-
drawals would have occurred from all funds,

could have taken a common measure for
all real estate managers, which would have pro-
vided certain amount of time for the entire
fund managing sector to prepare and rapidly
take the necessary measures.

As it can be seen from the list of 17 pre-
sented above several market-based and less
market-based solutions would have been avail-
able for the management of the crisis situa-
tion, out of which only one known decision
seemed feasible, and – judging from the criti-
cisms related to this solution – in retrospect,
maybe one other realistic solution could have
come into play. The known solution was the
HFSA resolution, according to which in all
public or closed, open-end real estate funds,
or public investment funds investing in open-
end real estate funds trading with investment
units was suspended for ten days. Based on this
requirement of the resolution, for ten days
investment fund managers had to publish the
exchange rates of the investment units of real
estate funds on a continuous basis, and they
were mandated to accept orders for the
redemption or purchase of investment units.
However, investment units could not be tra-
ded, i.e. no payments were made into or out of
the funds. (In this case the emphasis is evi-
dently on the postponement of payments
made out of the funds). At the same time, the
HFSA resolution also required the modifica-
tion of the management rules, which meant
that the maximum time lag between the
acceptance of redemption orders and the value
dates of settlements had to be modified. In
the case of real estate funds it meant a period
of maximum 90 days, while in the case of
funds of funds (e.g. funds investing in real
estate funds) it meant a period of maximum
30 days. The resolution also made it possible
for the fund managers to modify the former
settlement deadlines of T+3 days to maximum

30 or 90 days. It is important to note that the
HFSA only created the possibility: the fund
managers could leave the settlement deadlines
untouched. However, such a decision was not
made, i.e. all market players extended the set-
tlement deadlines in their best interest. Most
fund managers set a deadline of 90 days, how-
ever some set shorter deadlines.8

WHAT CONSEQUENCES DID THE HFSA
DECISION ENTAIL? 

In this situation the old saying “time is life”
really held true. The immediate effect was that
after the publication of the HFSA resolution
(on a Friday) the investment units of open-
end, public real estate funds and of the “funds
of such funds” could not been redeemed. What
is more, redemption orders placed earlier, but
unrealised by 7 November could not be ful-
filled either. The resulting ten-day “trading
break” allowed fund managers to modify their
Management Regulations. Therefore, they had
some more time to thoroughly reconsider the
financial situation. 

During said break the fund managers took
several measures to reinforce their liquidity,
too. One of these measures was the exploration
of further borrowing possibilities, the basis for
which was created only by the amendment of
Act CXX of 2001 on the capital market (here-
inafter: Capital Market Act) effective as of 24
November 2008: according to this amendment,
securing liquidity can also be accepted as a bor-
rowing objective. On the other hand, it became
possible to sell real estates in a “sober” and well
thought through manner; however, such transac-
tions were made only in a limited number and
affected only a limited amount. Thirdly, in the
case of most funds the real estates owned by
the funds were revaluated, and their value was
radically decreased in several cases. As it can be
seen from the last column of Table 1, certain



STUDIES

673

real estate funds had negative yields of 15–20
per cent, which was significantly due to the
devaluation of properties.

The available time should have been suffi-
cient for the legislators to take the measures that
could have helped overcome the crisis.

For consumers and investors the HFSA
resolution and the subsequent decisions of
the fund managers were clearly adverse.
Suspension of trading and the modifica-
tion of the management rules protracted
the realisation of redemptions and made
the size of the redeemable amounts uncer-
tain, since the investments could be
turned into liquid assets only in 90 days,
and only at the exchange rate valid on that
very day. This step created a difficult situ-
ation for those who regarded real estate
investment funds as liquid resources and
wanted to use the paid amounts to meet
their fixed-term obligations. (Some small
investors who felt aggrieved attacked the
HFSA resolution in court.)

This also caused a problem in the insurance
sector. In the case of unit-linked insurance poli-
cies that invested into real estate funds the
redemption obligation undertaken by the
insurance company had to be fulfilled (a T+3
days deadline for settlements and redemptions
was also typical in that sector). Once the real
estate funds published their per unit net assets
value, the insurance companies could also dis-
close their exchange rate to their clients, and on
the basis of such exchange rate they also had to
comply with their redemption obligation. Due
to this uncertainty, some insurance companies
did not undertake, and in fact suspended the
redemption of their unit-linked insurance poli-
cies in the transitional period.

In the case of private and voluntary pension
funds that appeared as major investors in real
estate funds the suspension of trading and the
subsequent modification of the management
rules did not cause any major problem, since

the portfolios of these institutions can con-
tain only limited real estate related invest-
ments.

Real estate investment funds that were not
threatened by imminent insolvency, were also
critical about the HFSA resolution: they were
also affected by the loss of investors' trust that
“appeared” as soon as the decision was passed,
and this significantly influenced their normal
flow of business.

CRISIS MANAGING LEGISLATION

At last, legislators acted promptly when the cri-
sis became more serious. Amendments to the
Capital Market Act aiming at resolving the
problems took effect as early as 24 November
2008. (After the expiration of the ten-day sus-
pension of trading the amendments to the legal
regulations created a new set of tools for the
real estate funds and the HFSA to overcome
similar situations9.)

The provision that allows the HFSA to act in
favour of the investors was significantly sup-
plemented, as a result of which (real estate)
funds were also given the possibility to request
suspension. According to the legal regulations,
investment fund managers could now ask the
HFSA to suspend the trading of investment
units for up to 180 days, if this was justified by
the investors' interest. The Act provides for
such suspension after the 5th trading day fol-
lowing the “event”, in three cases specified
therein. (It is true, however that the HFSA
must make a decision within two trading days,
since these are the cases that most jeopardise
the security of the market.10) 180 days are a
very strict deadline for such a fund, since in
case suspension is not revoked within this peri-
od, the HFSA must order the liquidation of the
fund. However, within the 180-day period both
the HFSA and the fund manager can initiate –
independent of each other – the termination of
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suspension, and the resumption of trading with
the investment units of the fund. This allows
the HFSA to prevent the fund manager from
unjustifiably prolonging the non-trading peri-
od. At the same time, the manoeuvring room of
the HFSA reduced in other fields, since the
former provisions that gave cause to suspen-
sion ceased to include the reference to the
investors' interests: this provision was trans-
ferred to the competence of the investment
fund manager.

A significant change was brought about by
the option according to which an open-end
public real estate fund could be converted into a
closed-end real estate fund. The possibility of
conversion meant that real estate funds that
formerly issued open-end investment units, i.e.
ones that they were mandated to redeem could
be converted into real estate funds the units of
which became listed on the stock exchange.
This meant that trading could be continued,
however, the fund manager was bound by the
redemption obligation only after the expiry of
the maturity period.11

The third major modification was the
amendment of Section 271 of the Capital
Market Act, which allowed that for the sake of
ensuring liquidity fund managers could take out
loans equalling up to 50 per cent of real estates
taken into consideration during the calculation
of the net assets value of the fund.

LESSONS LEARNT, 
RECOMMENDATIONS

In my opinion, the greatest problem of legal
regulation is the form of the real estate invest-
ment funds. The legal provision, according to
which in the case of open-end public real estate
funds the investment fund manager must
assume a maximum 90-day redemption obli-
gation for the investment units hinders assets
and liabilities management. Due to the

redemption obligation, long-term investment
is financed from classic short-term resources.
(This problem could already be encountered
in the no longer existing real estate coopera-
tive sector.) This environment always implies
the risk of insolvency due to cash with-
drawals. The market of facilities included in
the portfolios of real estate funds is smaller,
consequently, the group of potential buyers is
limited, too, which on one hand prevents
rapid sales, and on the other hand, the “sal-
vage value” arising from forced selling can
cause losses for the investors.

This problem can be solved in two ways: 
•it must be banned to set up open-end real

estate funds (similarly to real estate devel-
opment funds),

•or the minimum time horizon of the
redemption obligation must be linked to
the average selling time of the real estate
investment in the portfolio, in contrast
with the current limitation setting the max-
imum time horizon.

A tool for retaining the open-end form is if
someone purchases a call option for the assets
of the real estate fund, or the fund manager
ensures continuous liquidity. In this case the
redemption period can even be short, for exam-
ple T+2, T+3 days, since the partner behind
the fund manager is obliged – and is hopefully
able and willing – to ensure the necessary liquid
assets at any time.

This decision would probably radically
decrease the appeal of real estate funds among
small investors. However, this could prevent
investors who are unable to assess the risks of
their investments from getting into situations
that would later cause significant losses. 

A significant problem with the funds of
real estate funds is that the redemption period
of the funds in which these funds invest may
differ from the redemption period of the
“funds of funds”. A solution to this situation
could be the adjustment of the redemption
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period to the fund with the largest share, or to
the one with the longest redemption period.

The reliability and independence of the
work of persons and organisations engaged in
real estate appraisals is a determining factor for
the entire industry. Therefore, it can be regard-
ed a bit anomalous that the value of real prop-
erty did not change until October 2008, and
then within two months radical losses of value
were accounted. The question is raised: are
appraisers really independent, and do they
really act in the interest of investors? Here we
encounter the typical “principal-agent” prob-
lem: property appraisal is ordered and paid by
the real estate fund manager. This implies the
risk that in case a dispute arises between the
fund manager and the real estate appraiser, the
former may cancel the contract and commis-
sion a new, “more flexible” real estate appraiser.
As a solution I could imagine a better segmen-
tation of the existing HFSA registry of real
estate appraisers: appraisers could be divided
by property type or size. The price of the job
should be fixed by regulation. Then, real estate
appraisers could be appointed to the job from
the category assigned to the given property
type or size, at random or on the basis of “card
distribution”. The fund manager should be
mandated to sign a 3–5 year contract with such
real estate appraiser, and should be allowed to
terminate the contract only in well justified
cases.

Transparency could be fostered by the
transformation of the current system of real
estate appraisal that would require the estab-
lishment of a real estate appraisal “council”. This
council would comprise of three real estate
appraisers, and only that value could be accept-
ed during the calculation of the per unit net
assets value, that is accepted by all three
appraisers. This would marginalise the “princi-
pal-agent” problem detailed above. (And real
estate appraisers would also check one anoth-
er.) Checking would improve if the real estate

appraisals they prepare were published or made
accessible for everyone.

The investment rules must be significant-
ly reconsidered. In 2008 several real estate
funds held most of their free funds in government
securities and other investment forms specified by
law. Thus they assumed the risks of the money
market instead of the real estates. Real estate
funds were made competitive in the short run,
too, by the new, non-real estate based invest-
ment possibilities, which broke away from the
risks of real property. Apart from making a
false appearance, this possibility also discour-
aged the funds from investing into real proper-
ty.12 Therefore, the investment possibilities
available for free funds must be reconsidered
and significantly decreased: for instance, such
funds can be put into bank deposits for maxi-
mum one year. On one hand, this would
encourage the real estate fund managers to
look for good real estate investment possibili-
ties, and on the other hand, it would refrain the
excess marketing and sales promotion activities
of fund managers. Since in case of excessive
inflows of money investments meeting the
investors' needs cannot be made either. The
reduction of the rather broad possibilities of
borrowing should also be considered (ensuring
liquidity). Loans necessary to maintain liquidi-
ty must be made available in the future, too,
however it is recommended to reduce the loans
taken out to finance investments. This would
ensure a type of gearing that would allow
organisations (e.g. banks) standing behind the
funds to implement investments that they
could otherwise be unable to finance due to the
legal provisions in force.

And finally: in the future greater atten-
tion must be paid to authorisation. With
regard to the framework rules specified in the
Capital Market Act, the conditions defined
there must be filled with real content by the
authority granting the authorisation, i.e.
HFSA. Within this framework the soundness
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of the business policy and business plan of the
real estate fund planned to be launched by the
fund manager, as well as feasibility under the
given micro- and macroeconomic conditions
must be examined. Furthermore, it must be
examined how realistic the market players'
expectations are compared to the general mar-
ket expectations. In case the authority
believes that the conditions formulated in the
management regulations cannot be met, the
negative decision must be firmly assumed, i.e.
the fund shall not be authorised.

* * *

The processes that happened could not have
been evaded, however their impacts should/
could have been handled better than in the past
period.

Only a few real estates will be sold due to the
delayed crisis of the real estate market and the
later recovery from the crisis, since none of the
managers of the major real estate funds would
undertake the loss. At smaller real estate funds,
where mere existence is at stake, sales may take
place in the coming period. 

I expect that in the next one to three years
only a limited amount of fresh capital will be
injected into the real estate funds by small
investors, in part due to the low rate of return
compared to the invested resources, and in
part due to the lack of trust that has emerged
and the long accounting deadlines. However,
due to liquidity problems, real estate fund

managers will presumably cut back on mar-
keting campaigns supporting the sales of
investment units, “in fear of ” a similar cash
withdrawal.

I judge certain groups of institutional
investors differently (pension funds, non-unit
linked products of insurance companies), for
which investments in real estate funds may be
profitable in the long run due to the favourable
exchange rates (which started to grow after a
significant devaluation). Institutional investors
may also stabilise the market, since they are
aware of the characteristics of medium-term
investments, and they are not expected to liq-
uidate their investments in response to a tem-
porary drop in the exchange rate.

However, my expectations are mixed for
the longer run. After the end of the crisis
everything will return “to the way it was”. For
me this means, on the one hand, that in paral-
lel with the decrease in the rate of return on
government securities and deposit interest
rates, and the recovery of the real estate mar-
ket, real funds will again be able to achieve
desirable rates of return for their investors.
On the other hand, the selling competition
will start anew, networks will offer such
investments to all again, independent of the
time horizon of the investments or the life
conditions of the investors. We will face sim-
ilar problems in 10 to 20 years unless legisla-
tors pass regulations for risk mitigation and
aversion.

NOTES

1 The study, which is based on a longer paper written
by József Szûcs – The legal regulation and economic
status of real estate funds (Budapest, manuscript,
December 2009) – reflects the author's private opin-
ion, wherefore it cannot be regarded as the opinion of
the HFSA.

2 For a long time this held true within the normal oper-
ational conditions of the money and real estate mar-

kets, since the financial groups are usually banks the
managers of which provided the real estate funds with
insignificant but necessary amounts and for a tempo-
rary period in order to tackle liquidity problems.

3 In the course of 2005–2006 the press heralded sever-
al times that the real estate funds – in order to
increase the yields despite their poor real estate port-
folio – used the borrowing opportunities provided by
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the law, and together with the resulting stock
exchange transactions they yielded significant prof-
its. Then the rightful, regulation related question was
asked by many: how different are then real estate
funds from bond investment trusts?

4 Unfortunately, my analysis is supported by the fact
that the problems discussed in connection with the
large funds were even more substantial in the case of
smaller funds that lacked support from financially
sound larger banks.

5 The available quick reports that contained month-
ly data did not always show the detailed composi-
tion of claims, liabilities and assets, wherefore I
used simplification during the calculations. Since
all quick reports indicated the level of real estate
exposure and debts, I started out from the fact that
the net assets value reduced by the real estate port-
folio and increased by loans gives a good picture
about the portfolio of net assets. I am aware of the
fact that this is a significant simplification, howev-
er it provides sufficient grounds and facts for the
general presentation of the situation of real estate
funds, since the additional information obtained
from the calculations offsets the inaccuracies of
estimation.

6 The situation was made even more complicated by
the fact that fortunately by that time the per unit net
assets value had significantly dropped only at the
Európa Property Fund (by 3.75 per cent).

7 In connection with communication it can naturally
be raised that in the mood experienced in October

2008 all press appearances could have backfired: both
the press and small investors would have started out
from the well-known saying of “there is no smoke
without fire”.

8 In the case of Erste Real Estate Fund the Erste Fund
Manager decided that the deadline for redemption
shall be T+31 calendar days from 1 December 2008,
and T+5 trading days from 11 May 2009.

9 The less than two page long Act LXXIV of 2008
amending Act XX of 2001 on the Hungarian
Development Bank Plc. contains only one passage
on the Hungarian Development Bank itself. The
other provisions significantly changed the manoeu-
vring room of the real estate funds.

10 Due to hasty law-making, a small error occurred.
The 15 per cent liquid asset ratio is a minimum value
in the case of real estate funds, i.e. if the ratio of liq-
uid assets decrease below this level, the HFSA shall
take measures to enforce the legal regulations, inde-
pendent of the fund manager's request.

11 The law is quite succinct in formulating the precon-
ditions for conversion into a closed-end fund.
Therefore, in CEO Letter No. 7/2008 the HFSA
defined further conditions that it found to be
important during conversion.

12 However, in the second half of 2008 low real
estate exposure was one of the fortunate and ne-
cessary preconditions for maintaining operability
and liquidity, and this must be especially high-
lighted.
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T

Klára Katona

Changing reasons of foreign
investment to Central and
Eastern Europe

The purpose of this study is to examine the
inward FDI (foreign direct investment) poten-
tial index in the Eastern European region. The
FDI index was elaborated by the UNCTAD and
serves to determine the ability of countries to
attract foreign capital. International and regional
findings show that capital investment decisions
are influenced by the following factors: market
size, openness and competitiveness of the coun-
try's economy, development of infrastructure,
quality of human capital, country risk, impact of
privatisation, tax policy, tax rate, cost and pro-
ductivity of labour. The actual values of these
variables before and after EU accession need to
be analyzed for the specific countries in the
region. The resulting benchmark exercise will not
only reflect the impact of these factors on the FDI
potential of the countries but also point out the
different effects which EU accession had on the
economies concerned.

MOTIVATIONS OF WORKING CAPITAL
INVESTMENTS PRIOR TO EU ACCESSION

Relevant technical literature sources basically
cite two reasons for capital influx to Central
and Eastern Europe during the period of market
economy transition: investors were attracted by

either the opportunity to gain new markets or to
reduce production costs (low labour cost, tax
allowances, etc.).

Most studies argued that market oriented
investments were dominant (Meyer, 1995;
Lankes and Venables, 1996; Tüselmann, 1999;
EBRD survey in 2000). The significance of cost
reduction was only detectable in the case of
export-oriented countries and tax allowances
alone did not prove to be an effective tool in
motivating foreign investors. (Beyer, 2002;
Sedmihradsky, M. – Klazar, St., 2002; Edmiston,
K. – Mudd, S. – Valev, N., 2003)

Analyzing the capital influx of the period
right before EU accession, Patkó (2003) found
that the factors which affected investor deci-
sions related either to regional characteristics
(geographical location) or to sub-regional
advantages. Regarding the former, the coun-
tries in the region are nearly identical while
they are different regarding the latter. Sub-
regional advantages can be broken down to fur-
ther sorting criteria like profitability (market
size, input costs, accessibility), country-specif-
ic features (political and economic risk, macro-
economic stability, stability of the institution
system) and the method, pace and extent of
privatization. According to Patkó's analysis,
the countries under review did not show any
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major differences regarding profitability and
country-specific features between 1999 and
2003. There were differences, however, in
respect of privatisation. Due to this single fac-
tor, working capital investments in the region
were as follows in the 1999–2003 period: com-
pared to the respective GDP figures, the high-
est FDI flowed to the Czech Republic and
Slovakia while this indicator remained
unchanged for Hungary and Poland. This way,
privatization was decisive for annual FDI flows
to the region.

Capital accumulation in the region's
economies played a key role in the economic
transformation and growth which preceded EU
accession. According to Dobrinsky (2007),
however, out of the three sources (domestic
savings, FDI, bank loans) that helped eliminate
the barriers to financial investments, banking
loans played a more important role than for-
eign investments in Central and Eastern
Europe, supposedly due to the quick establish-
ment of a high-quality banking system.

The time elapsed since accession (2004) is
relatively short for the analysis of capital flows
in that period. The analysis is also made diffi-
cult by the fact that for a long time now, the
region has not been regarded as a separate area
in international statistics but as part of the
developed countries category (where Western
countries belong).  Whether this classification
is valid in terms of capital market competitive-
ness is still to be seen. Below we seek an answer
to this question. 

CAPITAL MARKET COMPETITIVENESS 
OF THE REGION IN THE LIGHT OF UNCTAD
INDICATORS

For the purposes of its yearly reports (the
World Investment Report, WIR), the UNC-
TAD (United Nations Conference on Trade
and Development) elaborated a number of

indicators and indices to measure the impact
and significance of capital influx to different
regions of the world from the viewpoint of
host countries. Indices of this series that
deserve mentioning include the FDI
flow/gross investment (Gross Fixed Capital)
ratio, changes in the number of bilateral or
multilateral agreements, the transnationalisa-
tion index, FDI performance and FDI attrac-
tiveness. While the UNCTAD also tracks the
trends of these indicators per region, it con-
sidered Central and Eastern European (CEE)
countries a separate region only until 2004,
the year of their EU accession. Since that
year, the countries concerned have been
shown together with other EU member states
in the yearly reports and therefore data gath-
ering is only possible on an individual coun-
try level.

Below we set out to analyse the changes of
the transnationalisation index, FDI perform-
ance and FDI attractiveness in the region.
There are several reasons for picking these indi-
cators from the set described above. First,
these ratios provide the most information
regarding competitiveness. Second, in respect
of the other indicators, the trends in CEE
countries do not differ significantly from the
global average. Third, the historic figures of
these indices are available in UNCTAD's year-
ly reports for the past 15–20 years.

The level of transnationalisation can be
applied to international companies and coun-
tries. For the purposes of our analysis, the lat-
ter approach is of interest. The level of a coun-
try's transnationalisation is calculated as the
average of four ratios: the country's annual FDI
(flow)/gross capital investments, FDI
(flow)/GDP and the contribution of the local
subsidiaries of foreign parent companies to the
country's GDP and employment. Based on this
calculation, the average transnationalisation
index of developed countries was nearly 25
while the related figure equalled 20 in the
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developing region and 16 in CEE countries in
2003 (WIR, 2004). Underneath the average
points, however, significant differences were
found and the deviation of ratios was consider-
able even for specific countries. In 2003, the
four best scores in the region were achieved by
Macedonia, Estonia, Hungary and the Czech
Republic, with the other countries lagging far
behind. The level of transnationalisation in
these four countries was above 30 points or
close to it which is outstanding both on a
regional or global scale. 

This picture changed somewhat by 2005 but
the significance of foreign capital continued to
increase. As mentioned before, CEE countries
were transferred to the group of developed
countries in relevant statistics. However, their
exposure to international capital either remained
unchanged or increased after accession to the EU.
Following Belgium and Luxemburg, from the
third to the seventh in rank we find CEE coun-
tries. Their respective indices were between
33–49 points, significantly exceeding (actually
almost doubling) the group average of 25
points (WIR, 2008). This index value indicates
that foreign capital plays a decisive role in GDP
generation, capital investments and employment
in these countries.

The FDI performance index shows a coun-
try's share in global foreign capital investments
versus the country's share in the global GDP. If
the resulting figure is above 1, the country
attracts more capital than generated by its own
economic performance. Obviously, a figure
below 1 indicates that the country's attractive-
ness is the performance of its economy. In the
years 1988 through 2003, CEE countries consis-
tently achieved a figure above 1 and the average
index equalled 1.35 by the end of the period. This
high value is not surprising in the case of trans-
forming and emerging countries.

UNCTAD ranks the countries based on the
FDI performance index. Surveys carried out in
2001–2003 show that on a global ranking,

Estonia ranked 10th which was the best score in
the region. Slovakia and the Czech Republic
ranked 12th and 13th. Hungary, Lithuania
ranked 33rd and 41st respectively, while Poland
slid back to the 68th position. After EU acces-
sion, Estonia was the only country that could
retain and improve its position (to 8th). No
other new member state could make it to the
first 20 countries.

The decrease of the performance index does not
necessarily mean a setback. It rather shows that
similarly to other developed countries, the new
member states reached a quasi equilibrium
regarding foreign capital influx which matches
their actual level of development (market size)
and thus does not deviate from the group average.

The FDI attractiveness (inward FDI poten-
tial) index is a more complex indicator. These
twelve variables are needed for calculating it:
GDP growth rate, GDP per capita, share of
exports in GDP, number of phone lines and
mobile phones per 100 inhabitants, commer-
cial energy use per capita, share of R+D
expenditures in gross national income, share
of tertiary level students in the population,
country risk, exports natural resources as a
percentage of the world total, imports of elec-
tronics and automobiles as a percentage of the
world total, FDI influx as a percentage of the
world total. 

By the early 21st century, Central and
Eastern Europe caught up with the global aver-
age as its inward FDI potential index reached
0.221. (The global average was 0.220). At the
same time, with a view to the 1988–2003 aver-
age, none of the countries of the region made it
to the world's first 25 countries in terms of
inward FDI potential. This did not change after
EU accession either, as new member states
score between 33 and 53 on the global ranking.
(See table 1)

Combining the two indices (performance
and inward FDI potential), the UNCTAD
assigned each country based on its capital mar-



STUDIES

682

ket competitiveness into one of four groups
which thus created a matrix: 

Front-runners: high FDI performance –
high FDI potential

Above potential: strong capital market
performance – low FDI potential

Below potential: low capital market per-
formance – high FDI potential

Under-performers: low capital market
performance – low FDI potential

Based on 2006 data, practically all new
member states were in the front-runner catego-
ry in terms of performance and investment
opportunities (inward FDI potential). This fact
is definitely promising regarding the future of
the region and sends a positive message to
investors. 

Besides the overall inward FDI potential, it
is also important to see how the performance
of individual countries affects the investment
decisions of foreign investors and what factors
need to be strengthened or weakened to
increase capital market competitiveness. Below
we compare these factors for the period before
and after EU accession. We do not strive for a
comprehensive macroeconomic analysis as it
would exceed the scope of this study.

CHANGE OF VARIABLES IN THE INWARD
FDI POTENTIAL INDEX IN CENTRAL AND
EASTERN EUROPE

Market size

Several indicators are in use for measuring the
market size of an FDI host country. The most
common indices are GDP, GDP growth rate,
population and income per capita. 

In the first period (1996–2000), the growth
rate of CEE countries (except for Estonia)
changed more or less simultaneously in a 2-5
per cent range. In 2000–2001, GDP growth
decelerated not only in the region but in
OECD countries as well. After EU accession
(2004), breaking away from EU and OECD
averages, most new members demonstrated
impressive growth. The only exception was
Hungary where GDP growth fell from 4.8 per
cent to 1.1 per cent by 2007, following two
years of stagnation.

Due to the similarity of economic develop-
ment, population can also provide a rather
good indication of the region's market capacity.
As the timeline under review is relatively short,
the population of the individual countries can

Table 1 

POSITION OF CENTRAL AND EASTERN EUROPEAN COUNTRIES 
ON A COUNTRY RANKING BY INWARD FDI PERFORMANCE INDEX AND INWARD 

FDI POTENTIAL, 2005–2007 

Inward FDI performance index Inward FDI potential index
2005 2006 2007 2005 2006 2007

Czech Republic 31 34 41 39 39 ….

Estonia 6 9 8 35 34 ….

Hungary 40 38 45 42 41 ….

Latvia 47 33 31 43 42 ….

Lithuania 69 52 53 40 38 ….

Poland 56 51 60 44 43 ….

Slovakia 30 28 49 54 53 ….

Slovenia 95 98 94 32 33 ….

Source: UNCTAD, WIR, 2008
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be considered more or less constant. The dif-
ferences in market size between specific coun-
tries are apparent in Chart 1.

Regarding GDP per capita, each country
under review demonstrated linear growth. The
approximate rankings are as follows: Slovenia
and the Czech Republic hold the first two posi-
tions. Hungary, Slovakia and Estonia hold the
third place in a tie while Poland lags behind
slightly at the sixth place.

When examining the role of market size in
FDI inflows, the interworkings between these
two factors must also be taken into considera-
tion as pointed out in technical literature
(Agarwal, 1980; Choe, 2003), as working capi-
tal influx usually triggers a GDP increase in
the host country. Consequently, the direction
of the cause-and-effect relationship is difficult
to identify.

Openness and competitiveness of the
economy

The same way, the direction of causality is
unclear in respect of competitiveness and open-
ness in exports and imports as well. While
working capital influx may change significantly
the export-import structure and orientation of
a country, it can also affect the volume and bal-
ance of imports and exports. 

One of the best metrics of economic open-
ness is the exports-imports/GDP ratio. In the
countries of the CEE region (except for
Poland), this indicator significantly exceeded
the  OECD and EU average in the period
under review. While this ratio was high initially,
it grew consistently after 1996. After peaking
in 2000, it fell slightly at the beginning of the
new millennium. In the wake of EU accession,

Chart 1 

POPULATION OF THE COUNTRIES OF CENTRAL AND EASTERN EUROPE IN 
1990–2008

Source: OECD Factbook 2009, Economic, Environmental and Social Statistics - ISBN 92-64-05604-1 - © OECD, 2009
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however, the region's dependence on foreign trade
began to rise again and reached outstanding lev-
els compared to the OECD average which fluctu-
ated between 20 and 30 per cent in the past 12
years. Openness in foreign trade correlates with
country size and thus it is not by accident that
Poland's export-import/GDP ratio blends
smoothly with the EU average (see Chart 2).

Number of telephone lines, 
use of energy

The key role of infrastructure in capital invest-
ment decisions is getting more and more
emphasis in technical literature. In the
UNCTAD's approach, the significance of tra-
ditional infrastructure is measured by commer-
cial energy use while the presence of modern
IT and telecoms infrastructures is indicated by
the growth of telephone main lines. The impor-
tance of the latter is pointed out by Moosa et al.

(2005) in an article which suggests that out of
all reviewed and possible factors that determine
inward FDI potential, the role of telephone
penetration is generally proved. 

Regarding the number of telephone lines and
number of households with internet access and a
PC, CEE countries have shown a rather dynamic
development. While the telephone penetration
was 25–50 per cent of the OECD average in
1991, each new member state reached at least 90
per cent of the related OECD figure by 2007
while the Czech Republic and Slovenia even
exceeded it. The number of internet user house-
holds has grown at a somewhat lower rate but it
is also catching up with the European average.

R+D expenditures and share 
of tertiary level students

The quality of human capital and technology in
an FDI host country is equally important for

Chart 2 

EXPORTS-IMPORTS/GDP RATIO IN CENTRAL AND EASTERN EUROPE, 1995–2007

Source: OECD Factbook 2009, Economic, Environmental and Social Statistics -ISBN 92-64-05604-1 - © OECD, 2009
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enticing capital and for the efficiency of tech-
nology spillovers (Dimelis, (2005); Sanna –
Randaccio, 2002). Both investor and host can
only benefit from a capital investment project
if a sufficiently developed knowledge base is in
place for adapting the imported technology. In
technical literature, the share of R+D expendi-
tures as a percentage of the GDP and the ratio
of tertiary education graduates within the total
population are considered good approxima-
tions for determining the quality of this knowl-
edge base.1

Chart 3 shows the average share of R+D
expenditures in the GDP in the CEE region,
in the EU and in OECD countries. It is
apparent that the CEE region lags behind
both the EU and the OECD, only Slovenia
and the Czech Republic are close to the inter-
nationally expected expenditure level. (The
chart only reflects the relative backlog as a
percentage of the GDP but the absolute fig-

ures show an even wider gap.) Regardless of
EU accession, government support to
research and development ranged between
0.5 and 1.5 per cent in the past 10–12 years
and practically stagnated.

In the past 10 years, the quality of human
capital increased consistently when measured
by the share of students in tertiary education
within the total 25–64 year-old population. The
ratio of university and college graduates went
up by at least 27 per cent in the years 1997-
2006 and now ranges between 14–21 per cent in
the region. Despite the positive trend, the new
member states (except Estonia) fail to reach the
27 per cent average of OECD countries in respect
of this indicator.

A new human capital index which facilitates
international benchmarking is the ranking gen-
erated from the so-called PISA surveys.
According to this survey, the academic perform-
ance of CEE countries scored around the OECD

Chart 3 

SHARE OF R+D EXPENDITURES AS A PERCENTAGE OF THE GDP IN CEE COUNTRIES, 
1995–2007

Source: OECD (www.oecd.org)
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average in 2006. Ranking 10th and 15th respec-
tively, the Czech Republic and Hungary were
slightly above the average while Poland (17th)
and Slovakia (22nd) were slightly below it.
(OECD Factbook, 2009; Economic, Environ-
mental and Social Statistics – ISBN 92-64-
05604-1 – © OECD, 2009)

Country risk

We used Euromoney's data and methodology
to specify the extent of country risk.
Euromoney usually publishes two country risk
rankings per year, one in March and one in
September. As the volume of capital flows into
a country is affected more by trends that pre-
vail at the beginning of the year than the risk
factors published in the fourth quarter, we used
the March data as the starting point. (Except
for 1998 as only September data are available
for that year.) 

In Euromoney's methodology, country risk
is calculated from the weighted average of nine
categories. A higher score means a higher rank-
ing for a country and the higher the ranking the
lower the associated risk. The categories taken
into consideration for weighting are as follows: 

•economic performance (25 per cent
weighting),

•political risk (25 per cent weighting) prima-
rily includes the risk of non-payment or

non-repatriation. Scoring is performed by
specialists of local credit institutions,

•debt indicator (10 per cent weighting),
generated using ratios from the World
Bank's debt tables (current account deficit,
sovereign debt as a to GNP per cent),

•debt in default or rescheduled (10 per cent
weighting), based on the World Bank's debt
tables,

•lending ranking (10 per cent weighting),
based on Moody's ranking,

•access to bank finance (5 per cent weight-
ing), calculated with a view to the ratio of
disbursed loans vs. the country's GNP,

•access to short-term finance (5 per cent
weighting), based on OECD database,

•access to capital markets (5 per cent
weighting), heads of debt syndicate and
loan syndications rated each country's
accessibility to the international bond and
syndicated loan market,

•discount on forfeiting (5 per cent weight-
ing), showing the difference from the risk-
free alternative. 

The countries in the region demonstrated a
more or less similar trend of improvement and
stagnation in the period under review and their
respective risk ratings were not too different
either. 1998 was an extraordinary year as the
Russian stock exchange crisis triggered a deteri-
oration of risk ratings throughout the region.
(See Table 2)

Table 2 

COUNTRY RISK IN FIVE COUNTRIES OF CENTRAL-EASTERN EUROPE 
AS SCORED BY EUROMONEY, 1998–2008

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Hungary 55 65.8 61.8 72.1 70.2 71 67.7 68.82 68.50 – –

Czech Republic 52.3 62 60.2 64.2 68.5 67 66.5 69.38 68.82 70.24 70.67

Poland 52.1 62.1 61.7 63.4 65.8 65.2 62.8 65.24 66.26 67.80 68.32

Slovenia 55.4 70.1 71.3 71.8 73.8 74.3 76.7 78.69 79.62 81.75 81.14

Slovakia 48.3 48.4 56.9 62.5 59.3 62.4 64.73 64.87 66.70 67.37

Source: Euromoney
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CHANGES IN OTHER FACTORS THAT
DETERMINE THE REGION'S CAPITAL
MARKET COMPETITIVENESS 

Besides the elements of the inward FDI poten-
tial index, these two factors play a key role in
shaping the capital market competitiveness of
CEE countries: tax policy and the cost of
human capital. The individual countries made
serious steps to influence both. Although tech-
nical literature failed to prove the existence of a
significant correlation between the tax rate and
capital influx (Feld-Heckemeyer, 2009), CEE
countries are running a tax race for investors
and take turns in offering the highest benefits
and tax cuts to them. 

According to the cited technical literature
sources, labour costs are important for export-
oriented investments and therefore they must
be part of the analyses.

Tax policy

In the analysis of tax burdens, benchmarking is
based on the tax rates of both investing coun-
tries (typical EU member states) and capital
market competitors (i.e. CEE countries) in
order to reveal existing benefits and drawbacks. 

In competitor countries, the legal frame-
works already harmonised with EU legislation
before EU accession. Foreign investors
enjoyed the same rights as their domestic
peers. They were fully entitled to acquire equi-
ty stakes in companies and the common com-
pany forms were present throughout the
region. The freedom of capital inflows and cap-
ital and profit transfers were all provided for in
Central and Eastern Europe. Consequently, it
is taxes where a significant difference can be
captured in respect of competitiveness. 

Corporate tax is an outstandingly important
tax type both for investor and host countries.
From a macroeconomic standpoint it is a rev-

enue category while on a microeconomic level
it is a cost. The reason for its significance is
that the corporate tax rate has a fundamental
effect on the will to enterprise. Therefore, the tax
competition of host countries primarily focused
on this tax type.

Hungary set a corporate tax rate that was
extraordinarily low not only in comparison to
the EU average (30–35 per cent) but compared
to the tax rates of other Central and Eastern
European countries as well. After the initial 40
per cent, Hungary's corporate tax rate was
reduced dramatically from 36 to 18 per cent in
1995. This rate was the lowest in the region in
the late nineties. (From 2004 on, business only
paid a 16 per cent tax on their profits.) As
shown in Table 3,  Hungary retained its compet-
itive advantage in respect of corporate tax in the
21st century as well, since Slovakia and Poland
were the only rival countries that introduced a
similarly low tax rate. (Just to compare, the cor-
porate tax rate was 35 per cent in the USA, 30
per cent in the UK and 26 per cent in Germany
in 2007.)

Table 3 

CORPORATE TAX RATES IN CENTRAL AND
EASTERN EUROPE IN 2007

Country Corporate tax rate (per cent
Czech Republic 24.0

Hungary 17.33 (16.0)

Poland 19.0

Slovakia 19.0

Source: www.oecd.hu

After EU accession, however, a new challenge
emerged and the contest entered into a new phase
as many countries introduced a flat tax. Although
most of these countries are in Central and Eastern
Europe, Hungary is not among them. (Estonia,
Latvia, Lithuania, Romania and Slovakia intro-
duced a flat tax, too.) As a flat tax regime is
simple, easy to manage and last but not least
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involves a low rate, it provides the most attrac-
tive environment to companies.

On an international benchmark, CEE coun-
tries are below the OECD average regarding the
share of income tax revenues in the GDP. In the
early nineties, tax revenues as a percentage of
the GDP were in line with the OECD average
even in Hungary and Poland, but due to the tax
competition among the countries, these indica-
tors decreased significantly. By 2007, even
Hungary, the country with the highest figure
reached two thirds of the OECD average while
the Slovak Republic, the country with the low-
est tax revenues, failed to reach even half of
that level. (See Chart 4)

In the period before EU accession, the magni-
tude and scope of tax allowances and subsidies
also played an important role besides tax rates.
In the competing countries, tax allowances
and tax reliefs were available to foreign
investors on nearly identical terms (export-

oriented production, job creation, minimum
investment – usually 5 to 10 million USD –
for 10 years). 

The option to set up special economic zones
was still there after EU accession. These areas
are intended to help the development of certain
regions of a country by enticing foreign capital.

Cost of labour

In order to judge the capital market competi-
tiveness of a country based on the cost of
labour, changes of multiple factors must be
taken into consideration simultaneously.
These factors are as follows: net value of
wages, changes of income tax obligations and
social security contribution levied on wages,
other contributions payable by employers and,
last but not least, the changes of labour pro-
ductivity.

Chart 4 

PROFIT AND INCOME TAX AS A PERCENTAGE OF THE GDP IN CEE COUNTRIES, 
1990–2007

Source: OECD (www.oecd.org)
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The changes of labour costs in four CEE
countries are shown in Chart 5.

In these four countries, wages grew continu-
ously between 1995 and 2007. No significant dif-
ferences could be detected regarding average
hourly wages. The wages graphs of the Czech
Republic and Hungary were almost identical.
Out of the other rivals, Estonia and Slovakia had
more competitive wages than the other two.

Gross wages are fundamentally determined
by the rate of income tax and employee contri-
butions charged on net wages. In the region,
Hungary has the highest percentage rate of
taxes and contributions charged on average
wages. In the past 7 years, these rates have been
consistently above 50 per cent while counted at
an average, the related burdens are 10 per cent
lower in the other countries of the region. By
introducing a flat tax, the Slovak Republic
reduced the overall rate of taxes charged to

employees to 38.5 per cent by 2007 which more
or less harmonises with the OECD average
(37.7 per cent).

From the employer's (foreign investor's)
viewpoint, the rate of social security contribu-
tion and employer contribution are more
important as these levies are payable exclusive-
ly by the employer.  Social security contributions
charged on wages are nearly identical in the
countries under review and match the EU aver-
age (social security contributions in EU countries
range from 25 to 35 per cent). The Slovak
Republic continues to be an exception with reduc-
ing one of the highest rates, 38 per cent to less than
15 per cent over 10 years. 

If we were to pass a judgement strictly on
the basis of percentages, we could conclude
(especially for Hungary) that the overall per-
sonnel-related expenditures of businesses
operating in CEE countries is higher than that

Chart 5 

HOURLY WAGES IN THE ECONOMIES OF FOUR NEW EU MEMBER STATES, 
1995–2007 

(calculated in USD and purchasing power parity)

Source: OECD (www.oecd.org)
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of their Western European peers (Schlett,
2003). This approach can be especially damag-
ing for a “superficially informed” foreign
investor when making investment decisions.
It is a fact, however, that wages costs, i.e. the
calculation base of any income tax and other
employer contributions charged on wages are far
below the European level in the region. Average
gross wages in the euro zone were 8 times
higher than Hungarian wages. Then due to
economic growth, this multiplier dropped to 5
(Eurostat).

Chart 6 shows that only Mexico had “more
competitive” hourly wages than CEE countries
in 2007.

The significance of labour costs cannot be
analysed without examining the productivity of
labour. The correlation between the two can be
measured with the ULC indicator. ULC (Unit
Labour Cost) is the ratio of total labour costs
to productivity. Productivity can be expressed
approximately with the added value generated
by the domestic workforce (i.e. the GDP).
Obviously, the lower the indicator value, the
more competitive and attractive the country is
for investors. The ULC indicator enables the
comparison of different countries in terms of
labour market productivity without having to
struggle with the conversion of national cur-
rencies. (See Chart 7)

The ULC index improved (i.e. decreased)
consistently in 1995-2000. From 2000 on, wages
grew at a higher rate than productivity. After
2002, Poland's ULC index decreased the most,
then in 2005 Estonia's ULC figure deteriorated
suddenly. In the rest of the region, the respective
ULC indices changed together. 

In summary, we can conclude that as long as
the productivity of labour grows at a higher
rate than labour costs or as long as the ratio of
these two remains below the corresponding
figure of rival countries, changes in labour
costs do not affect adversely the region's FDI
potential.

TESTING THE IMPACT OF CAPITAL 
MARKET COMPETITIVENESS FACTORS
ON CAPITAL INVESTMENTS

We applied a regression function to test the
presumed effect of macroeconomic changes on
inward FDI flows (Katona, 2009). The formu-
la used in the linear regression test was as fol-
lows:

Where X is the set of explanatory variables
defined by the UNCTAD and Z is the set of
specific variables that affects the attractiveness
of Central and Eastern European economies.
The survey encompassed the analysis of corre-
lations between individual factors and working
capital flows and, by excluding autocorrelation,
examined the explanatory power of the entire
model (i.e. all factors combined).

The databases of the OECD and the UNC-
TAD WIR helped identify and assess the vol-
umes of affecting factors against an interna-
tional benchmark. Only variables that were
available in full for the entire period have been
added to the model. 

The explanatory variables reflect factors that
characterise the country's competitiveness and
the extent of economic policy interventions.
They are as follows: market size, openness in
trade, state of modern infrastructure, quality of
human capital, cost of labour and tax rate. 

The regression formula uses two working
capital data sets among output variables. One
set reflects short term effects and FDI changes
in a year (flow data) while the other set (stock
data) focuses on long-term effects (and the
ability to retain working capital). The periods
reviewed were 1995–2007 for FDI flow data
and 2000–2007 for stock data. 

The survey involved the following countries:
Hungary, Czech Republic, Slovak Republic and
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Chart 6  

HOURLY WAGES IN THE ECONOMY, 1995–2007 
(in USD and purchasing power parity)

Source: OECD (www.oecd.org)

Chart 7 

YEAR-ON-YEAR PERCENTAGE CHANGE OF ULC IN CENTRAL 
AND EASTERN EUROPE AND THE EURO AREA

Source: OECD (www.oecd.org)
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Poland. (Due to some missing labour cost data,
Poland was not added to every model.) (See
Table 4)

It is more efficient to assess regression test
results by examining the combined effect of
variables, i.e. if we project it to the entire
model, as this is the only approach that
excludes autocorrelation effects. With this
approach, three explanatory variables must be
excluded from the model, for their excessive
impact would overshadow the significance of
other equally important factors. The three factors
are as follows: volume of imports and exports and

hourly wages which represent the cost of labour.
(Available data sets only enabled an impact
analysis of labour costs for three countries:
Hungary, Czech Republic, Slovak Republic).
All three explanatory variables have so high
explanatory power that they force the other
factors out from the model. This fact alone
would not call for their skipping in model
analyses, but due to various reasons their revi-
sion is still necessary.

Regarding imports and exports, we may suspect
that these are not explanatory but dependent
variables, meaning that the growth of a coun-

Table 4  

RESULTS OF REGRESSION TESTS PER EXPLANATORY 
VARIABLE

FDI flow FDI stock
Pearson correlation R2 sig Pearson correlation R2 sig

Volume  of  imports  (USD) 0.825 0.681 0.000 0.980 0.961 0.000

Volume  of  exports  (USD) 0.775 0.601 0.000 0.950 0.902 0.000

Average  hourly  wage  (at  USD  purchasing  

power  parity) 0.668 0.446 0.000 0.912 0.831 0.000

Population  (number  of  people) 0.528 0.278 0.000 0.426 0.181 0.015

Number  of  phone  lines  /  capita  (percentage) 0.514 0.265 0.000 0.720 0.519 0.000

Ratio  of  tertiary  education  graduates  in  

total  population  (percentage) 0.499 0.249 0.001 0.789 0.622 0.000

GNI  (at  USD  purchasing  power  parity)/capita  

(percentage) 0.367 0.135 0.006 0.515 0.265 0.003

GDP  growth  rate  (percentage) 0.350 0.123 0.015 0.259 0.067 0.184

R+D expenditures/GDP (percentage) 0.063 0.004 0.659 0.269 0.072 0.143

Average taxes on wages (percentage) –0.103 0.011 0.575 0.149 0.022 0.451

Revenues from income and profit tax /GDP 

(percentage) –0.107 0.011 0.455 –0.006 0.000 0.977

Foreign trade / GDP (percentage) –0.283 0.080 0.042 –0.092 0.009 0.615

GDP (at USD purchasing power parity) –0.327 0.107 0.014 –0.325 0.105 0.070
ULC  (percentage)

(wages/added  value  of  labour) –0.362 0.131 0.010 –0.576 0.332 0.001

Social  security  contribution  on  wages  

(percentage) –0.387 0.150 0.003 –0.367 0.134 0.039

Public  spend  on  education  (percentage) –0.390 0.152 0.044 –0.428 0.183 0.042

Corporate  tax  rate  (percentage) –0.405 0.164 0.002 –0.486 0.236 0.005

Variables  printed  in  bold:  Significant  at  a  1  per  cent  significance  level  
Variables printed in italics: Significant at a 5 percent significance level
Variables in normal font: not significant
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try's import and export performance is induced
by FDI inflows and not the other way round
and thus the direction of causality is just the
opposite. While this very close, nearly deter-
ministic correlation highlights many things, it
does not help us understand the motivations
behind foreign investor decisions.

The increase of labour costs has a positive (!)
and very strong explanatory power regarding cap-
ital investment decisions which seems to contra-
dict with the fundamental assumptions presented
in technical literature. 

At the same time, empirical findings could
not confirm at all the assumed negative correla-
tion between the cost of labour and FDI inflow
which is considered all too obvious in theory.
Empirical facts reflect a very mixed picture and
encompass all kinds of effects from significant
negative through neutral to significant positive
correlation. Therefore, the increase of the cost
of labour may even trigger a contrary response
from investors and attract them instead of
chasing them away. Several explanations are
possible. Growing wages can generate a boom
in capital intensive industries and thereby help
capital inflows.  This phenomenon is not really
typical for FDI flows to the CEE region. 

Second, the effect of labour cost cannot be
separated from the productivity of labour. If
the productivity of labour in the host country
grows faster than labour costs, the country can
remain attractive for capital investors. The
lower the cost of labour per total output
(approximated in our model with the ULC
index), the more attractive the country is for
investors. (As expected, the ULC index is a
factor with negative or weak/medium effect in
the regression equation but it does not help
explain the whole of the model.) 

Last but not least, the cost and productivity of
labour strongly correlates with the quality of
workforce which is another decisive factor regard-
ing inward FDI potential.   

The strong correlation identified in the regres-

sion model for the Central European Region
mainly stems from this latter finding. In other
words, it probably relates to the fact that the
increase of wages reflects the region's economic
convergence in the quality and cost of human
capital. 

If we remove the impact of these three fac-
tors from the model (the data set for Poland
did not include the cost of labour anyway), the
following correlations can be identified regard-
ing FDI flow and stock volumes.

In all four countries, the telephone penetration
index provides the most powerful explanation to
the flow output variable which reflects the short
term impact. This finding harmonises with the
conclusion of a former analysis that was based
on an extensive database. Moosa – Cardac
(2003) tested the scope of the inward FDI
potential index in an empirical research project
that covered 140 countries. The survey found
that two index elements, the number of tele-
phone lines and the share of exports in the
GDP showed a significant and consistent cor-
relation to working capital influx everywhere.
(Our analysis confirmed the impact of exports
but the direction of causality is likely to be
reverse in the other countries reviewed as well.
This way, export growth is generated by FDI
import and not the other way around.)

The number of phone lines per inhabitant
which reflects the quality of modern infrastruc-
ture also appears among FDI stock data, but it
only ranks third in respect of explanatory
power. In Central and Eastern Europe, the first
and second most important factors behind long-
term capital investment decisions are the ratio of
tertiary education graduates to the total popula-
tion and the corporate tax rate. This result
underlines the related statements of the survey
which analyzed the motivators of FDI flows to
Hungary up to 2003 and rendered a nearly
deterministic significance to the growing ratio
of tertiary education graduates in determining
the FDI stock (Katona, 2007).
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CORRELATION OF MACROECONOMIC
FACTORS TO COMPETITIVENESS AND
PUBLIC SPENDING 

We assumed the presence of two latent factors
behind the 17 macroeconomic indices covered
by the model. The first is the capital market
competitiveness factor defined by the UNC-
TAD, the second is the role of government
influence which technical literature considers
important in Central and Eastern Europe. We
tested the relation of explanatory factors to the
individual components by way of a factor
analysis. Results are presented below in Table 5.

Factors that are strongly related to the first
component include average wages, telephone
penetration, GDP per capita, productivity of
labour, ratio of tertiary education graduates,
R+D expenditures and the GDP growth rate.
Without any simplification, it is fair to declare
that these macroeconomic variables do con-
tribute to the competitiveness of a country.
The variables behind the second component are
more interesting. The positive correlation
between the second component and the ratio
of social security contributions, the size of
profit and income tax revenues and even R+D

expenditures seem to confirm the existence of
government interference as a factor. The nega-
tive correlation to the GDP growth rate and
the share of exports, however, is surprising but
it does not prove wrong the the assumed latent
structure.

Then we examined the impact of these two
factors on foreign capital investments both in
respect of FDI flow and FDI stock and came to
an interesting but not surprising finding: Both
in the short and the long run, only the first com-
ponent (competitiveness) has a significant posi-
tive influence on foreign capital investment deci-
sions.

SUMMARY

This study made an attempt to reveal the pos-
sible drivers of inward FDI potential in Central
and Eastern Europe. In addition to the ele-
ments of the UNCTAD's internationally
accepted inward FDI potential index, we
reviewed how the factors that are deemed
important in Central and Eastern Europe (tax
rate, cost of labour) have changed in the past
10–15 years. The trends which individual

Table 5  

RESULTS OF FACTOR ANALYSIS PER COMPONENT

Component 1 Component 2
Average hourly wage 

(at USD purchasing power parity) 0.962 -0.114

Number of phone lines / inhabitant (percentage) 0.952 0.021

GNI (at USD purchasing power parity / capita (percentage) 0.888 -0.023

Ratio of tertiary education graduates in total population (percentage) 0.652 -0.057

R+D expenditures/GDP (percentage) 0.561 0.695

GDP growth rate (percentage) 0.508 -0.691

Revenues from income and profit tax /GDP (percentage) 0.426 0.837

Average tax burden on wages (percentage) 0.156 0.471

Social security contribution on wages (percentage) 0.013 0.936

Exports and imports / GDP (percentage) -0.045 -0.871

Corporate tax (percentage) -0.330 0.334

ULC (percentage) -0.678 0.388
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macroeconomic factors showed before and
after EU accession were very similar in the
countries concerned. EU integration had a pos-
itive effect on GDP growth in each country
except Hungary. The openness of the region's
economies in terms of foreign trade and the
share of exports in the GDP were far above the
respective OECD averages. With the exception
of relatively large Poland, this openness contin-
ued to increase in the region after 2004.
Telephone and internet penetration which rep-
resent modern infrastructure demonstrated
dynamic growth in each surveyed country and
enabled new member states to catch up with
the average of developed countries. R+D
spend as a percentage of the GDP lags behind
the level required in EU and OECD countries
– only Slovenia and the Czech Republic are
close to the related average figures. Despite the
significant growth recently, the ratio of tertiary
education graduates in the total population
fails to reach the 27 per cent level of OECD
countries. Regarding country risk, there is
hardly any difference in how the countries of
the region are viewed by investors. Changes in
tax policy, including corporate tax cuts were
the most significant in Hungary until 2004
when Slovakia and Poland followed Hungary's
example. By introducing flat tax, Slovakia, the
Baltic states and Romania created the most
favourable taxation environment for investors
in the region. While wages in CEE countries do

not differ significantly, tax and social security
contribution charges levied on wages are 10 per
cent higher in Hungary than elsewhere in the
region. At the same time, the ULC index is
roughly similar all over Central and Eastern
Europe.

We applied a regression model to test the
actual impact of the analysed macroeconomic
factors on FDI decisions in the entire region.
The outcome of the analysis pointed out that
the improvement in the quality of human capi-
tal had a fundamental, decisive effect on for-
eign investment decisions not only in Hungary
but in all CEE countries. Therefore, the indi-
vidual countries in this region must focus on
attracting products and services that have a
high added value. This is the area where these
countries can retain their competitive edge
over other regions in the world in attracting
FDI. What it also means is that the reduction
of production costs and thus labour costs must
not be primary objective. Instead, investment
into a highly educated workforce can increase
the region's attractiveness as a capital invest-
ment target. 

At the same time, the quality of human cap-
ital is a decisive element of the latent compo-
nent behind the explanatory variables of a
country's competitiveness, and competitive-
ness is the factor that affects foreign capital
investment decisions both in the short and the
long run.

NOTE

1 There are various approaches to capture the quality of human capital: number of students in primary edu-
cation, in primary and secondary education, in secondary and tertiary education, only in tertiary education
or in education in general, or their share in the total population. Each approach can be reasonable and inter-
esting on its own. We have chosen the number of students in tertiary education because this variable is used
in the UNCTAD model and because multinational companies often employ college graduates in positions
where a lower education would also be sufficient as practically this is the segment of the workforce that
speaks foreign languages. 
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C

Zsuzsanna Máté Galántainé 

The reality of a cash flow
based corporate tax system

Capital income, cash flow, or a mixture of the two
may serve as the corporate tax base. In the case of
companies, fundamentally, corporate income
serves as the tax base; however, in recent years,
there has been a growing interest in cash flow-
based taxation both in the research of taxation the-
ory and in practice. The present study outlines the
advantages and disadvantages of a possible cash
flow tax (CFT) in comparison with those of the
traditional corporate income tax (CIT), attempt-
ing to find out whether a cash flow-type tax may
become a realistic alternative to the currently used
corporate income tax, and whether the traditional
due date based income tax may be replaced by a
cash flow-based consumption tax? The main
aspects of the analysis are: the neutrality and effi-
ciency of the cash flow tax, the complexity of the
tax, and its performance costs. Also, we wish to
find out how a CFT would affect tax revenues
(provided that tax rates remained unchanged),
and whether it can be applied in a global environ-
ment (regarding international transactions)?

ON CASH FLOW TAX IN GENERAL

The notion of the cash flow base is very simple: the
difference between the company's revenue from
selling goods and services and the flow and stock

expenditures in the period examined. The practi-
cal advantage of applying the cash flow method is
that it is not necessary to operate complicated
accounting administration systems to deal with
depreciation and receivables, to adjust inflation,
etc. as only the cash flows of real transactions,
and – depending on the definition – the cash
flows of financial transactions matter.

The idea of cash flow-based corporate taxation
– an R-based tax in its original form – was intro-
duced by E. Cary Brown in the mid-20th centu-
ry. The related early literature examined what
effects different from those of the income tax
CFT had on encouraging investment and finan-
cial procedures. From the 1970's onwards, the
comparison of the relative economic effects of
the two methods was given more weight, with
special emphasis on the analysis of aspects relat-
ing to efficiency, fairness and simplicity. Those
studies examined the issue from the point of
view of industrialised countries and did not focus
on its international aspects or the transitional
problems of developing countries as yet.1 The
idea of corporate cash flow taxation can be spot-
ted e.g. within the Hall–Rabushka flat tax sys-
tems as, essentially, flat tax is very similar to the
real (R) base business cash flow tax.2 In recent
literature on cash flow, mostly issues relating to
international connections have been highlighted.
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While in most countries it is the income that is
applied as the tax base, its definition rarely corre-
sponds to actual capital income in practice, as
that, in effect, is given to shareholders. Several
developing countries have introduced invest-
ment boosting taxation systems which are only
nominally income-based. It is essentially a mix-
ture of different elements of income and cash flow
that defines the tax base, which feature can be dis-
cerned when considering that the application of
accelerated depreciation, investment tax credits,
allowances and other tax advantages is permitted.
This hybrid system – as interests are deductible
and capital expenditures can be applied as tax
reducing items when calculating the tax payable
– makes it possible to treat capital in a much
more advantageous framework than pure cash
flow taxation does. The deductibility of purchas-
es of tangible fixed assets encourages investment,
but, at the same time it may result in countries
losing significant tax revenues.3

The cumbersome implementation of income
taxes has made economists want to closely
examine the advantages of cash flow taxation.
The most striking characteristic of CFT is its
notional simplicity, while its most attractive fea-
ture is that it does not distort decisions relating to
capital expenditures and financing. So far, cash
flow taxation has only been introduced in a few
countries with partial scope or in marginal areas.
Such taxes are applied in Estonian corporate tax-
ation, under the “North Sea Fiscal Regime” in
the UK, in the taxation system of petroleum in
Norway, and as a regional business tax in Italy.
An R-based CFT has been applied in the mining
sector in Papua New Guinea since 1970.4

ALTERNATIVES OF THE MEASUREMENT
BASE OF CASH FLOW TAX

To examine possible corporate tax types it is
necessary to clarify two important questions:
what is being taxed (the definition of the tax

base), and where that is to be paid (the location
of the tax base).5 The calculation of the tax
base may be based on one of the following fac-
tors: 

•full return on equity of a company (includ-
ing both normal and business profits),

•full return on all capital investment (includ-
ing loan capital),6

•only the business profit.
Many economists emphasise the consump-

tion tax-like features of cash flow taxes, and
consider the main difference between CIT
and CFT to be related to the different treat-
ment of savings.7 Other experts (such as
Mintz, Seade, Zee, Auerbach, Devereux, and
Simpson) do not focus on that aspect, but on
the extent of the taxed capital income. The most
striking difference between traditional corpo-
rate income tax and cash flow tax is that
whereas CIT taxes the full return on equity of
a company, applying CFT means that only the
business profit is taxed. Cash flow tax operates
as a tax imposed on a simple business income
(i.e. the business profit) because it enables
companies to directly deduct their capital
expenditures, i.e. the sum of the actual depre-
ciation and financing costs at present value. If
losses can be fully deducted or refunded with-
out any time limit, it will also be possible to
(implicitly) implement the cost of taking
risks.8 The business profit is lower than the
reported profit of a company as equity costs
are not deducted from the latter. Taxing the
business profit can be advantageous because it
does not distort decisions relating to marginal
investment and production, as the fees expect-
ed to have to be paid to be able to conduct
certain activities have already been settled. In
other words, it has no effect on investment and
financing-related decisions because the com-
pany can deduct its real capital alternative
cost of the capital and labour that have been
availed of from its tax base. The business
income is the return on permanent (invested)
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production factors, and as such factors can
also be provided by the government, corpo-
rate cash flow tax may be considered the legal
price of those services. In the case of a busi-
ness cash flow tax, the measurement base of
taxation is the difference of actual revenues
and actual expenditures, the latter naturally
including sums allocated for investments and
payroll. According to Meade's suggestion, the
following may serve as alternatives to the cor-
porate income tax base: the real (R-) base, the
real and financial (R+F-) base and – essen-
tially the equivalent of the latter – the share
(S-) base.

R-BASED CASH FLOW TAX

R- (real) CFT makes it possible to deduct pur-
chases of tangible fixed assets in one sum, but
ignores financial operations, thus depreciation,
credits, and related interest expenditures have
no effect on the tax base.

The R-base9

An R-based cash flow tax – disregarding
cross-the-border transactions – is essentially a
value-added tax, from whose base all payroll
expenditures (including national insurance
contributions) have been removed. In the case
of R-based taxes, interests – like cash receipts
and cash payments – are ignored. Distributed
incomes and retained earnings are also irrele-
vant from the point of view of taxation. When
calculating the tax base, the economic and
accounting-related measurements of revenues
and costs are not indispensible. That eliminates

several problems that tend to occur in relation
to traditional income taxes, rendering e.g.
tracking depreciation unnecessary. There is no
need to take measures to avoid the taxation of
the so-called “profit on paper” (i.e. the profit
merely generated through accounting entries)
because the tax base is not based on accounting
settlements, but on cash flow. The R-based tax
does not affect the financing policy of the compa-
ny. Neither does it influence the size and range of
investments. Provided it is destination-based, it
does not influence the location of the capital or
the profit either.10

If the investor also avails of credit financing,
R-CFT may have the same effect as if the pro-
ject were provided a subsidy. That potential ele-
ment of support may be alleviated if it is possi-
ble to defer rather than provide tax credit (i.e.
to postpone it applying the prevailing interest
rate on the market). As a result of purchasing
tangible fixed assets of large values, the net
cash flow may turn negative. In such cases, the
role of the a government is similar to a that of
a sleeping partner in private investments as
state revenues are exposed to the same invest-
ment risks as those that private investors face.
Such a risk cannot even be fully eliminated by
not availing of the total net tax credit in the
given period, but deferring it for the next term.
That feature of R-CFT also characterises other
cash flow tax types.11

Applying R-based taxes necessitates the differ-
entiation between real and financial cash flows,
which is not unambiguous in each case, and
that may lead to abusive practices. A tax
imposed on such real economy income sur-
pluses would absolutely not – or only hardly –
affect banks and other financial intermediaries,
as their annual cash flow surplus mainly
derives from the balance of interest revenues
and interest expenditures. Consequently, the
introduction of an R-based cash flow tax
would necessitate the special treatment of
financial institutions.12

+ Revenues from selling products and providing 

services

– Intermediate consumption

– Gross investment expenditures

– Payroll (including national insurance contributions)

= R-based tax base
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THE S-BASED CASH FLOW TAX 
AND THE ASE-TAX13

R-based taxes only cover cash flows of real
transactions. If – besides real transactions –
the cash flows of financial transactions are also
to be taken into account, it is necessary to
apply an (R+F)-base tax. Its tax base is the net
cash-in-flow deriving from combining real
transactions and financial transactions, which
– considering the final sum of the settlement –
equals the net cash payments of share transac-
tions, known as S-base.14

Under traditional S-based taxation, theoreti-
cally speaking, shareholders' capital increase
directly results in a tax rebate, and distributed
dividends immediately become taxable. The
symmetrical tax procedure is to secure the tax
neutrality of investments by ensuring that the
after-tax net present value of investments is
always proportionate to their pre-tax value.
Usually, the same is not so simple in practice,

because, firstly, the opportunity to receive an
immediate tax rebate – like in the case of VAT
– may lead to seriously abusive practice, which
issue does need to be addressed. Secondly, it is
necessary to deal with the exploitation of tax
rate differences, which in this particular case
may manifest itself in shareholders' emigrating,
or the abusive transfer of share property. As 
S-based taxation practically exempts interest rev-
enues from taxation, it also ensures the neutrality
of intertemporal choices.17 Another advantage of
S-based taxation is that – unlike R-based taxa-
tion – it does not require special tax regulations
concerning financial institutions.

Howell H. Zee has demonstrated that S-
CFTs do not affect the rate of return of projects
even if an investment generates surplus prof-
it.18 It is absolutely clear that S-CFTs do not
only generate zero EMTR,19 but also zero
EATR.20 That surprising result derives from
the fact that there is no difference between the
treatment of real transactions and financial
transactions. However, that statement only
holds true for source-based S-CFTs. 

In this modern age – when the growth of the
financial sector is accelerated and its develop-
ment results in new and new financial products
– an S-based cash flow tax may prove far more
practicable. Financial innovations result in very
special financial instruments, the difference
between credit and equity is becoming blurred,
and even the differentiation between real and
financial transactions has been raising more and
more difficulties. Under such circumstances an
R-based tax – solely concentrating on real
transactions – would be unsuitable, and its
operation would cause several hard to deal with
problems. The advantages of cash flow taxation
are best merged together under S-based taxes.
Under S-based taxation there is no tax obligation
at corporate level, only the transactions between
the company and its shareholders are taxable at
shareholder level. As such a system does not
require that companies keep detailed tax

R-base = net cash inflow from real transactions

F-base = net cash inflow from financial transactions 

S-base = net cash outflow from share transactions

S/R+F

The S-base15

+ R-based tax base

+ Taking out credits

+ Interests received

– Credit payment

– Interests paid

= S-based tax base16

The S-based tax base equals the net distributable income,

which can also be defined as follows: 

+ Gross distributed income

– Incoming equity payments (sole partnerships, partner-

ships)

– Revenues deriving from issuing new shares (compa-

nies)

+ Outgoing equity payments

= Net distributed income
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records, it may further decrease their comp-
liance costs.

To maintain the decision neutral characteris-
tics of cash flow taxation and to ensure a con-
stant level of tax revenues, Knirsch & Niemann21

propose a deferred S-based tax called ASE tax.22

According to them, one of the main reasons of
the tax distortions that characterise investment
and financing decisions is that there exist two
tax bases at the same time: the tax base of
labour incomes is determined in accordance
with cash-based accounting, while in the case
of companies, the calculation of taxes follows
accrual-based accounting. Although the idea
does not appear in the EU tax reform plans,
they deem it necessary to eliminate that duality
in order to achieve tax neutrality. The most
obvious solution would be to apply the method
known in relation to labour incomes in relation
to capital incomes as well. Shifting the taxation
of corporate income to shareholder level has
been proposed by other researchers as well,
claiming that in effect tax burdens can only be
borne by individuals, and all forms of imper-
sonal corporate taxation realise harmful distri-
bution objectives.23

The most important characteristic of the ASE
tax is that business revenues are exempt from tax-
ation until they are distributed among the own-
ers, and only dividends are taxable pursuant to
the regulations of the tax system in effect in the
country where the individual shareholders are
domiciled. That could be relatively easily imple-
mented in the case of sole partnerships or
smaller companies, and – considering its corpo-
rate characteristics – it could be viable in
Hungary, too. Another characteristic of ASE,
i.e. that the incomes of companies need not be
distributed between labour and capital, may
also favour smaller companies to a larger
extent. But what about pyramid-like corporate
complexes where private individuals as ultimate
owners are very distant from parent compa-
nies? In the present globalised world it is more

and more common to find complicated and
reciprocal ownerships spread across several
countries, which would render it rather diffi-
cult to implement destination-based taxation
projected to shareholder level. 

LOCALISATION OF THE TAX BASE,
SOURCE/DESTINATION-BASED CFT

According to the location of the tax base,
experts differentiate between source-based,
seat-based and destination-based taxation sys-
tems. Due to their consumption tax-like fea-
tures, CFTs are best suited for destination-
based taxation.

In the case of destination-based CFTs the
base of the tax obligation is the value of domes-
tic sales, from which purchases from domestic
suppliers (including investment goods) and
labour costs can be deducted. Export sales are
not added to and import purchases are not
deducted from the tax base. Consequently, des-
tination-based CFTs tax the income of domes-
tic (domestically owned or foreign) capital (as
well as domestically owned foreign capital
incomes if consumed in the domestic market).
As for the source-based CFT base,24 it includes
the revenues of both domestic and foreign
sales, and, besides labour costs, purchases from
both domestic and foreign suppliers (including
investment goods) can be deducted from it.

Under destination-based R-CFTs, real trans-
actions entered into with non-resident taxable
entities do not count, which means that export
revenues are not taken into account among
incoming cash receipts and import expendi-
tures are not dealt with among cash payments.
Destination-based S-CFTs ignore all (real and
financial) transactions entered into with non-
residents.25 For instance, interest revenues
from non-residents are not included in cash
receipts, and interest paid to non-residents are
not included in cash payments. Loan and cred-
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it transactions are treated in the same manner.
It means that credits from foreign banks can-
not be deducted from the tax base, and their
repayment is not added to it. Consequently,
providing a loan for a foreign company does
not bring along tax reliefs, and the loan repay-
ment received does not constitute a tax bur-
den.26 In relation to that issue, it may cause
problems that transactions entered into with
residents and non-residents cannot always be
unambiguously separated from each other in
practice, and quite often they are not inde-
pendent from each other. If domestic inputs
are partly used to manufacture export products,
one of the destination-based taxes (R-CFT or
S-CFT) is to be relied on in order to divide the
cash payments of real transactions into two
groups – to see which ones are linked to the
export revenues and which ones to the rev-
enues of domestic sales. As for financial trans-
actions under destination-based S-CFTs, a
similar division is necessary: for instance, if a
bank uses non-financial type domestic inputs
(payroll, overheads, etc.) in relation to financial
transactions entered into with non-residents.
Such inputs would have to be divided based on
the ratio of cash receipts from financial trans-
actions entered into with residents and non-
residents within total cash receipts.

At a first glance, it may seem that domestic
companies under destination-based S-CFTs
(e.g. a bank) have the opportunity to decrease
their tax obligations by borrowing from a non-
resident (as that is not classified as a cash
receipt), and lending it to a resident (as that is
not classified as a cash payment). However
such transactions only seemingly offer tax
advantages: they only serve to postpone tax
payments on behalf of the companies as loans
to any residents become taxable once they are
repaid. Moreover, interests paid to non-resi-
dent creditors are not deductible from the tax
base, while interest revenues from resident bor-
rowers are taxable. Thus the transaction does

not provide a tax advantage for the company,
but the timing itself – the more advantageous
scheduling of payments – may enable them to
exploit the time value of money, which can
result in delayed arrival of tax revenues on the
budget side. Naturally, if the borrower is a res-
ident taxable entity, the amount borrowed (as a
cash receipt) becomes taxable upon receipt.

Experts have been considering the introduc-
tion of a (correctional) equalising tax to be
imposed on borders between countries, which
would be applied to financial transactions as
well as real processes. It remains a question
what exactly would be the base of the cash flow
tax – especially of the S-CFT – then, not to
mention the difficulties caused and the amount
of surplus administration imposed by the
necessity of determining borrowers' and credi-
tors' taxability status (in order to decide
whether they are residents) at company level. 

In summary: destination-based taxes – in
comparison with source-based taxes – alleviate
export taxation and impose a tax burden on
imports. Theoretically, the pure form of destina-
tion-based R-CFT 

•does not influence the choice of investment
locations,

•does not affect the choice between differ-
ent financing methods,

•does not influence the location of the profit,
•does not motivate the relocation of the

profit to countries with low tax rates.

ADMINISTRATION AND SOME ASPECTS
OF TAX AVOIDANCE

In connection with a modern tax – besides its
efficiency – the complexity of its administra-
tion, as well as issues of tax coordination and
tax competition ought to be analysed. Also, it
is important how easily the tax base can be arti-
ficially relocated outside the scope of domestic
taxation. It is important to pay attention to the
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integration and harmonisation of corporate
and individual taxation systems. Differences
between them create opportunities for tax arbi-
trage, which might distort market decisions
(i.e. different revenues and expenditures might
serve to achieve maximum tax benefit instead
of maximum yield).27 Naturally, upon imple-
menting a CFT, company and personal tax
bases need not be analogous from the begin-
ning, as the above objective can be achieved
through appropriate credit settlement, too (for
instance if taxes paid at a corporate level are
recovered to individuals when they are paid
their incomes).

In practice, there are numerous administra-
tional issues to be resolved relating to imposing
taxes on companies, the two most important of
which probably are how to ensure the determi-
nation of the tax base and how to eliminate the
possibility of tax fraud and tax avoidance. If a
cash flow tax is implemented, current adminis-
trational problems relating to corporate taxa-
tion practically disappear. Taking into consider-
ation the cash flows of different transactions
eliminates the necessity of business cost calcu-
lation, and exempts one from having to deal
with the issue of the optimal timing of profits,
stocks, depreciation, and capital gains. Cash
flow taxation does not use the notions of capi-
tal gain and depreciation, and as all purchases
are deducted in their entirety – upon comple-
tion thereof – it is not necessarily to record trans-
actions on an ongoing basis. Obviously, all capi-
tal withdrawals are to be treated as taxable
incomes within the system.28

However, cash flow taxation raises new
problems, the most important of which is that
the immediate deductibility of purchases of tangi-
ble fixed assets may easily lead to tax fraud and
may cause striking unevenness regarding tax obli-
gations. To avoid that, special regulations would
need to be implemented, but that would
increase the complexity of the system.
Naturally, in the case of an R+F-based cash

flow tax, i.e. if cash flows of financial transac-
tions are included in the tax base, fluctuation
may prove far smaller. 

On examining the administrative complexity
of the two types of cash flow taxation, it can be
found that the complexity of cash flow systems
is basically affected by two factors: the theoret-
ical base of taxation (the principal of source vs.
destination), and the treatment of real and
financial processes.

In the case of a real base cash flow tax, the first
obvious problem is the issue of taxing the finan-
cial sector. R-CFTs cannot be applied to finan-
cial institutions without certain modifications
because otherwise most such institutions
would not have any tax obligation at all. A rel-
atively simple solution to that problem is
offered by the experts, essentially that credit
revenues and credit repayments, as well as
interest revenues and interest payments ought
to be treated as real transactions in the case of
the group(s) of financial institutions where it is
deemed necessary. Naturally, that would not
solve every problem as defining relevant finan-
cial institutions might prove questionable in
itself. One can conceive several ambiguous sit-
uations, for example when a company whose
main activity is of a non-financial nature oper-
ates a business unit which is similar to a stan-
dard financial institution regarding all relevant
aspects. An even more important and more
common problem is that within the transac-
tions between financial institutions and non
financial organisations, real (e.g. financial ser-
vices) and financial (interest and capital) cash
flow elements are often mixed. From a practi-
cal point of view, compliance with R-CFT
requirements constitutes an almost insoluble
difficulty as financial institution would have to
divide all transactions with their customers
into real and financial elements. It is especially
alarming that that would entrust taxpayers with
the right to make decisions which can impact
their own tax bases. Another problem is that
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real transactions can be easily hidden by being
labelled as financial transactions to avoid taxa-
tion. Typically, such reclassifications of transac-
tions involve classifying revenues from the
sales of products and the provision of services
as financial transaction-related payments (e.g.
interests). In the case of transactions in the
course of which one side falls under R-CFT
while on the other side it is indifferent whether
the incomes and outgoings are deemed real or
financial transactions (e.g. in the case of tax
free or foreign transactions), there exist
numerous ways to avoid taxation, which could
be advantageous for at least one of the two
sides. In my opinion, countering the negative
effects and dealing with the problems relating
to the application of R-CFT mentioned above
would prove rather difficult tasks; therefore I
find it more viable to apply S-CFT instead of
having to differentiate between real and finan-
cial transactions. 

In the case of S-CFT, it is also necessary to
defer certain transactions, i.e. to differentiate
interest and dividend payments, which, howev-
er, would be simpler to implement as it affects
a significantly smaller circle (owners, creditors)
than the general differentiation of real or finan-
cial transaction. As in the case of S-CFT it is of
particular significance whether a cash flow is clas-
sified as interest or dividend payment, exploiting
transfers and arbitrage opportunities between
them can be expected. Reclassification of certain
interest payments as hidden dividends is
known in most corporate tax systems, and the
thin capitalisation rules serving to deal with
that problem are indispensible in the case of 
S-CFT, too. Still, it can be established that
regarding administration, S-CFT has a decided
edge over the other possible tax bases.

Moving on to the examination of tax avoid-
ance, the two most common situations allow-
ing it to occur are: where difficulties of track-
ing the tax base enable taxpayers to understate
their incomes, and where non-taxable cate-

gories may serve as legal tax havens if taxable
entities can channel their resources and rev-
enues towards such – tax-free or relatively
advantageously taxed – forms (e.g. through
transfer pricing). In the case of cash flow taxa-
tion, tax avoidance opportunities exploiting the
assessment difficulties relating to the tax base
are far less significant than in the case of tradi-
tional income tax, and would be smaller under
S-CFT than under R-CFT. In the course of
applying any cash flow tax, the biggest danger
connected to tax avoidance is created by the
opportunity to record losses. It is debated
whether a company which records losses in the
course of its operation should receive a tax
credit or a tax rebate with regard to it.
Providing a tax rebate is equivalent to the
implicit deduction of risk as if that happens,
the state effectively accepts a share in both the
profit and the loss of the company. Taxation
systems usually permit deferral, thus compa-
nies may use their losses to decrease their tax
obligation during the next (profit earning)
years. In the case of cash flow taxation, losses
are far more likely to be incurred especially in
the initial and growth stages of companies,
when current and capital expenditures exceed
revenues. Although that effect can be alleviated
by implementing alternative measures (e.g.
including financial transactions in the cash
flow, or permitting depreciation instead of cap-
ital expenditures), substantial losses may still
be incurred in the early years of an investment.
A suggestion has already been made to address
the above problem (by the name of modified 
S-CFT), aiming to render the collection of
budgetary revenues more even and more reli-
able. An important step of that modification is
the replacement of the cash payment of pur-
chases of tangible fixed assets with normal
depreciation. The other very important step is
that, parallelly, the (net) non depreciated value
of tangible fixed assets is deferred applying an
interest rate equivalent to the opportunity cost
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of the equity. Thus the modified modell is ren-
dered equivalent to the total tangible fixed
asset expenditure at present value (with regard
to határ investments). In other words, modified
CFT provides zero METR,29 i.e. only the surplus
income is taxed, and the decisions relating to
határ investments are not distorted.30 As the
modification implies the removal of the most
important characteristic of cash flow taxation –
i.e. the deductibility of tangible fixed asset
expenditures – from the system, the modified
S-CFT can be regarded as a mixture of income
tax and cash flow tax, i.e. a hybrid tax, which, in
my opinion, may serve to bridge the difficulties
that may arise during the transition from CIT
to CFT.

From the point of view of taxation, CFT
does not hinder investments. It is still question-
able whether the expenditures thus recorded
really serve a business purpose and whether
they are really necessary for the economic activ-
ity of the company. In the case of cash flow tax-
ation – due to the unevenness of investment
expenditures – incoming tax revenues are less
constant than in the case of income taxation,
which may render tax authorities somewhat
insecure and render tax avoidance easier. It is
possible to circumvent tax payment by turning a
taxable income into a tax free or more favourably
taxed activity under cash flow taxation, too.
Suppose a company makes an investment,
which – pursuant to the rules of pure cash flow
taxation – it deducts in one sum as capital
expenditure, remaining in the red and receiving
a tax credit. If the company can channel its
income into a tax free organisation (e.g. a pen-
sion fund), then it is essentially the tax credit
that “subsidises” fundraising. A widely used
method to minimise tax payment is to “push”
loss reserves towards a taxable entity with posi-
tive tax payment obligation (e.g. by mutually
invoicing each other or through mergers).31

Each taxation system has its tax avoidance
techniques, the system of income tax payment

as well as CFT, which is why it is not the best
idea to overemphasise tax fraud opportunities
regarding cash flow taxation. As cash flow tax-
ation has not been introduced in any countries
– as the pivotal element of their tax system – for
want of experience it is not known what other
administrational difficulties might arise.
Probably, they will be of a different nature than
under CIT; however, their extent is hard to pre-
dict. Consequently, it cannot be stated without
any doubt that cash flow taxation is definitely
more advantageous than income taxation from
the point of view of administration. 

SOME INTERNATIONAL ASPECTS 
OF CASH FLOW TAXATION

International aspects of tax policies influence
the decision for or against cash flow taxation,
too. Capital – especially new capital in search of
a location for company premises – is rather
mobile and will find its way towards the most
hospitable investment locations. The income of
a company is also quite agile;  companies may
transfer their profit from one country to
another – by regrouping financial assets and lia-
bilities – without moving actual resources from
one place to another. Exploiting differences
between the taxation systems of different
countries, multinational companies are capable
of minimising the corporate tax payable after
their profits generated worldwide by deducting
certain items in countries with high taxes, and
having their incomes taxed where tax rates are
low. Such tax avoidance can partly be placed
under control through international agree-
ments.32

In an open economy, tax policy needs to deal
both with the own tax imposed on the income
of foreign companies and with the tax burden-
ing the income of domestic companies generat-
ed abroad. From the budgetary point of view, it
is important to consider which tax provides



STUDIES

706

more investment at a given tax revenue level,
and more tax revenue at a given investment
level. The impact of the income tax of a foreign
company partly depends on how the income of
the company is treated in the parent country.
Provided that a parent country exempts incomes
earned abroad, cash flow taxation may be more
advantageous as an income tax may distort
choices of companies and may provide less
investment for the receiving country if tax bur-
dens are increased. In some cases a parent
country does not exempt incomes earned
abroad, but allows the company to avail of tax
credits (offsetting). Under such circumstances
paying income tax on sums transferred home is
more advantageous, because the tax credit of
the company makes investment possible irre-
spective of the tax system of the receiving
country, while cash flow taxation would open a
distortion opportunity between the tax paid in
the receiving country and the tax credit accept-
ed in the parent country. One major argument
against CFTs is that other commercial partners
(countries and regions) are not applying it. If a
country introduced cash flow taxation with
rates higher than those in other countries, sev-
eral problems could possibly arise.33

Firstly, easily deductible, depreciable fixed
costs are “prone” to be shifted to countries
offering the most attractive tax incentives. 
A company under cash flow taxation may even
lease its capital goods purchased in an environ-
ment that is advantageous from the point of
view of taxation to its parent company or a
subsidiary located in a country where less
advantageous investment incentives are
offered. In such sense, cash flow taxation may
discourage investors.

Secondly, if interest rates are not deductible
at all – or if deductibility is limited to real inter-
est rates – a company may decide to provide a
loan for its associated businesses in countries
where nominal interests are deductible. Then,
the debt can also be used to finance capital

acquisitions, and to conduct intercompany
transactions for further tax avoidance. That
typically favours large companies with better
access to international capital markets.

Thirdly, if tax rates are higher than in other
countries, it may motivate multinational com-
panies to underprice their export goods espe-
cially when sold to foreign partner companies.
Payments of interests, royalties, rental fees and
leasing fees between parent companies and
their subsidiaries also enable companies to
transfer their profits to countries with lower
taxation.

We can see that the problems of transfer pric-
ing cannot be eliminated by implementing
source-based cash flow taxation. From this
point of view, destination-based CFTs can be
regarded as more effective. However, arbitrage
opportunities are also affected by how incomes
earned abroad are taxed in the parent country
because if foreign taxes are fully credited in the
parent country, companies are unable to exploit
the tax rate differences. Then operating trans-
fer prices may also be rendered unnecessary. 

Cash basis taxation may also be made to serve
the unification of currently very different taxation
systems, even at EU level. ASE taxation does not
impose any taxes at company level, thus it would
render uniform tax accounting unnecessary,
which would lead to the substantial reduction of
compliance costs. Supposing that natural per-
sons' choices of domicile do not react (so) flex-
ibly to tax rate diversity, in the case of an ASE-
type taxation, permanent tax rate differences
within the EU would not significantly influence
decisions regarding the location of company
premises.34 However, the unification of taxation
at individual level would be a hard to implement
solution because personal income taxes – as the
strongest of strongholds of tax sovereignty –
have always been strictly the concern of nation-
al tax authorities, and they still are.

The biggest problem relating to cash flow
taxes is that for want of experience it is almost
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impossible to foresee what administrational
and other difficulties might arise in the course
of their operation. The introduction of the
value added tax needed several decades of
preparation, and, based on the experience gath-
ered, it is still being perfected. If uncertainty is
a cost element in economic decisions, then that
factor may represent the heaviest cost of cash
flow taxation.

THE EFFECT OF CFTS ON TAX REVENUES

CFTs – supposing that tax rates remained
unchanged – are very likely to reduce the corpo-
rate tax revenues of the budget. As no cash flow
taxation imposes a tax on normal return on
equity (taxing only business profits), cash flow
yields a lower tax base than the income tax.35

Moreover, as R-CFT, unlike the traditional cor-
porate tax, virtually exempts interest revenues
from taxation, the real cash flow tax base
becomes even smaller. Consequently, in order
to keep tax revenues at their current level it
may become necessary to raise tax rates.36

However, according to Becker & Fuest,37 the
implementation of this kind of a consumption
tax would only cause a slight decrease in state
tax revenues. It is also necessary to take into
account that in the case of source-based CFTs,
higher legal tax rates encourage profit transfers.
While S-CFTs do alleviate the fluctuation of tax
revenues – by including financial cash flows in
the tax base – they may increase its uncertainty
because they insert more tax avoidance oppor-
tunities into the system (through financial
transactions). 

SUMMARY

The main advantage of the traditional corporate
tax is that – as a prevailing form of corporate tax-
ation – its principles and rules are widely known

and accepted internationally. It provides a lot of
influencing opportunities for governments, and
may yield relatively stable budgetary revenues.

Limitations and disadvantages of the
traditional corporate tax38

The rules of the depreciation of tangible fixed
assets, together with timing sensitivity, generate
substantial taxation compliance costs. Also, tax
regulations that make structural changes and
property transfer possible increase the com-
plexity of the system. Traditional corporate tax-
ation handles own and external funds different-
ly, thus it is not neutral in view of financing deci-
sions. Most taxation systems tax ploughed back
and distributed profits differently. If the profits
tax treats various forms of tax payers differently,
it may influence the choice between them.
Traditional corporate taxation may have a dis-
torting effect on the size and range of investments,
and may have an effect on investment project
types. It tends to generate tax competition, and
may affect the location of tax bases. It imposes
taxes on the yields of savings, thus it may have
an effect on intertemporal decisions. There are
significant differences between corporate tax
regulations in different countries, as well as
between national and international tax regula-
tions. Also, corporate profit taxation makes
political manipulations possible.

Possible advantages of cash flow 
corporate taxation

It may be easier for companies and tax authori-
ties to assess tax bases. Also, cash flow taxation
may be characterised by simplified administra-
tion, unambiguous regulations, easier execution
and lower compliance costs. Another advantage
of CFTs is that the so-called “profit on paper”
is not taxable. They do not distort investment
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decisions; neither do they affect the size and
range of investments. Normal profit is not tax-
able; there is no tax wedge between pre-tax and
after-tax normal return on investment. They
treat equity and loan financing neutrally, do not
distort the choice between (interior and exteri-
or) forms of equity. R-CFTs have no effect on
the choice between profit retention and divi-
dend payment. Destination-based cash flow
taxation has a smaller effect on the location of
capital and profit, and may thus alleviate trans-
fer pricing problems. Under an R-based CFT,
the significance of thin capitalisation issues may
become lower. Under an S-based CFT, tax free
interests ensure the tax neutrality of intertem-
poral decisions, while ASE creates the opportu-
nity to treat different corporate and non-corpo-
rate forms in the same manner.

Possible disadvantages and limitations
of cash flow corporate taxation

Full scope cash flow-based corporate taxation
has not been implemented, thus practical expe-

rience is, as yet, lacking. It is a typical feature of
CFTs that purchases of tangible fixed assets are
immediately deductible, which greatly encour-
ages tax avoidance. A cash flow tax may result
in the striking unevenness of tax obligations,
and a larger fluctuation of tax revenues, thus
constituting a larger tax risk for the govern-
ment. Under destination-based CFTs it may be
necessary to monitor borders. As a source-
based tax form, cash flow taxation may be sen-
sitive to foreign tax competition. R-based
CFTs do not only require surplus administra-
tion in order to differentiate between real and
financial cash flows, but as a result, also create
abuse opportunities. S-CFTs may motivate the
ploughing back of the profit, which may have
an unfavourable consequence, i.e. the so-called
capital locking effect, and may cause taxpayers
to delay tax payment through credit transac-
tions. Another issue that should not be under-
estimated is that the introduction of a cash
flow tax would require complicated and very
special switching regulations, which would cre-
ate a transitional period with numerous uncer-
tainties. (See Table 1)

Table 1 

MAIN CHARACTERISTICS OF THE CORPORATE TAX AND CASH FLOW TAXES39

Deduction of results of foreign equity
interests from the tax base 

Exclusion of export revenues
and import payments from
cash flow

Taxable worldwide
income, but taxes paid
abroad are deducted

In accordance with the
destination principle

Dividends from abroad and share
investments abroad are not part of the
cash flow

Treatment of export and
import in the same way as
domestic sales and purchases

Exemption of profits from
foreign sources 

In accordance with the
source (origin) principle

Tax payment obligation only on dis-
tributed net dividends (usually <
increase of share capital)

Net interest expenditures are
not deductible.

__Main difference  (com-
pared to CIT)

Net cash inflow from real and financial
processes = net cash outflow from
share transactions

Net cash inflow of real
processes

Total profit of the compa-
ny

Basis of tax settlement

S-CFTR-CFTCIT
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APPENDIX

MODEL-LIKE COMPARISON OF THE IMPACT OF R AND S-BASED 
CFTS ON INVESTMENTS40

Imagine a two-part investment project, whose tangible fixed asset purchases are completed in
Period 1, costing 1 unit. The income of the project is received in Period 2 in the form of revenue
of an amount of (1+p). Assets have no subsequent realisable value. To keep it simple, it is also a
condition that producing the income of Period 2 needs no further input. The investment can be
equity-financed (in that case, equity from the equity market and equity acquired through self-
financing are not differentiated between), or credit-financed – at the effective market interest rate r.
The opportunity cost of the equity is also r as the investor could invest in credit products prior to
or instead of the project. Within the financing of the project, let credit ratio be α (and equity ratio
1–α), where 1 > α >0 is a given (ignoring the fact that the optimal source structure is mostly
determined by the investor's profit maximising efforts). The cash flows of the project in the two
periods are summarised in Table 2. 

In a world exempt from taxes, it would work out as follows.

As a result of the net cash payment (1–α) of the project in Period 1 as a real investment (which is
naturally equivalent to the amount of the equity), a net income of the amount of [(1–α)+(p–α × r)]
is created in Period 2. We can see that the surplus income over the return of the project is the same
as Component 2 of that revenue. Based on that, the estimated return rate (v) of the project is:

(1)

Equation (1) clearly illustrates that the return rate is composed of the sum of two components.
Its first component is the yield relating to the surplus income over the opportunity cost of the
equity, while the second component is the rate of the opportunity cost itself. Any time a surplus
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Table 2

CASH FLOWS OF A TWO PERIOD PROJECT, IF THERE ARE NO TAXES

Name Period 1 Period 2
v Real transactions

Purchase of tangible fixed assets –1

Revenues 1+p

Total 1+p

Financial transactions

Taking out credits Α
Credit repayment –α
Interest payment –α × r
Total α -α × (1+r)

Grand total –(1–α) (1–α) + (p–α × r)
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profit or income is generated (i.e. p>r), v can be increased by raising the credit ratio (α).
Naturally, in reality, investors set an upper limit to the extent of credit financing. In a competitive
economy exempt from taxes, a planned project is possible to undertake up to the point where p
reaches the level of r. In other words, the characteristic of a project – which has reached this limit
– is: p = r. Below, I wish to demonstrate the effects of taxes. Let the tax rate be t. For reference,
the next step of my examination concerns the traditional corporate income tax.

The traditional corporate income tax

In this system interest expenditure and the depreciation of tangible fixed assets (d) are deductible
from the tax base. Depreciation (d) is not necessarily equivalent to the actual loss of value (actu-
al wear and tear) of assets. (See Table 3)

After-tax net cash flow in the first period equals the former amount as the purchases of tangi-
ble fixed assets have no tax consequences here, while the net cash flow in the second period can
be determined based on the following deduction:

Revenue – credit repayment and interest payment – tax payment = 1+p–α–α × r–t × [(p–α ×
r)+(1–d)] = × (1–α × )+p–α × r–t × (p–α × r )–t × (1–d) = (1–α)+(1–t) × (p–α × r)– t × (1–d)

Under CIT, the after-tax return rate (vc) is:

(2)  

(calculation based on cash flows).
Based on Equation (2), it can be stated that the traditional corporate income tax does not only tax

the surplus profit but also the opportunity cost (normal return) of equity. From the comparison of
Equations (1) and (2) one can deduct the difference of the pre-tax and after-tax return rates (3):

(3)

The equation highlights the role of depreciation in affecting the profitability (the tax base) and
the tax of the project: the pre-tax return rate is necessarily higher than the after-tax return rate as
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Table 3

CASH FLOWS OF A TWO PERIOD PROJECT UNDER CIT 

Name Period 1 Period 2
Calculation of the tax base

Revenues 1+p

Deductible expenses

Interest –α × r
Depreciation –d

Taxable income (p–α × r)+(1–d)

Tax due t × [(p-α × r)+(1–d)]

After-tax net cash flow –(1–α) (1–α)+(1–t) × (p–α × r)–t·(1–d)
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long as the depreciation taken into consideration when determining the tax base does not exceed
the actual economic depreciation (i.e. 1$d). The value of d substantially exceeding 1 unit might
have the same effect as if the investor were granted an investment allowance serving as a tax incen-
tive. If the depreciation that can be taken into account for taxation equals economic depreciation
(d = 1), the tax wedge can be determined as the pre-tax return rate, which precisely equals the tax
rate: t = (v–vc)/v, which result is well-known in the relevant expert literature.

R-based cash flow tax (R-CFT)

In this case, the after-tax return rate is (vR):

(4)

The relationship (4) clearly illustrates an important feature of R-CFT, i.e. that it only imposes
a tax on the profit surplus; which also means that if a project that has reached the limit did not
have a tax burden to bear, METR would be zero then. Also, Equation (4) demonstrates that if the
investor can also avail of credit financing (α > 0), then R-CFT might have the same effect as if
the project were subsidised. To determine the possible subsidy elements, deducting “v” from “vR”,
we receive the following result:

(5)

For any project to yield a surplus profit, the return rate after tax under R-CFT has to be high-
er than the yield which is characteristic of the tax-free environment. That is necessary because the
prohibition of interest deduction does not fully counterbalance the advantage relating to expendi-
tures. The above potential subsidy element can be easily neutralised: instead of granting a tax cred-
it in Period 1, as a result of expenditures, the tax credit can be simply deferred at interest rate r. In
other words, the net cash-outflow of Period 1 is restored (1–α), while the net cash-inflow of
Period 2 is increased by [t (1 + r)]. After that the after-tax yield rate is:

(6)

We can see that a modified R-CFT always places a tax burden of rate t on any investment yield-
ing a surplus profit.
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Table 4

CASH FLOWS OF A TWO PERIOD PROJECT UNDER R-CFT 

Name Period 1 Period 2
Calculation of tax

Pre-tax cash flow from real transactions –1 1+p

Tax41 –t t (1+p)

After tax net CF42 –(1–α–t) (1–α)+(p–α × r)–t × (1+p)
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S-based cash flow tax (S-CFT)

In Period 1, the net cash-outflow provides the investor with a tax credit, while in Period 2 a tax
obligation is generated due to the net cash-inflow. In that case, the after-tax return rate is:

(7)

which is equivalent to the result of Equation (1) received under the conditions of a tax free envi-
ronment. Under such taxation, the part the government has in investors' risk is expressed even more
markedly. Under S-CFT, similarly to R-CFT, the tax credit of Period 1 can be deferred – at inter-
est rate r – to Period 2, counterbalancing the tax obligation imposed regarding that period. In
other words, the net cash payment of Period 1 is restored (1–α), while tax credit may be redeemed
with the amount of [t(1–α)(1+r)] in Period 2, thus decreasing tax payment obligation to [t×(p–r)]
in that period. With such deferral of the tax credit, the after-tax return rate is:

(8)

(8) precisely equals the result received under R-CFT (6) through a similar tax credit deferral. 

r
rptrptrp

s +
⋅

=
⋅⋅+

=′
αα

αα
–1

)–()–1(
1–

–1
)–(–)–()–1(v H H H

[ ]
r

rp
t

r(p–)t
s +=

⋅
⋅⋅=

αα
αα

–1
)–(

1–
–1()–1(

)–1()–1(
)

+v
H

H H

Table 5

CASH FLOWS OF A TWO PERIOD PROJECT UNDER S-CFT 

Name Period 1 Period 2
Calculation of tax

Pre-tax cash flow from all transactions = tax base –(1–α) (1–α)+(p–α × r)
Tax –t (1–α) t × [(1–α)+(p–α × r)]
After tax net CF –(1–t ) × (1–α) (1–t) × [(1–α)+(p–α × r)]

NOTES

1 Mintz-Seade (1989)

2 Hall – Rabushka (1995)

3 Zee (2006)

4 OECD (2007)

5 Auerbach – Devereux – Simpson (2007)

6 DIT (dual income tax), which has been introduced in
Belgium, and CBIT (comprehensive business income
tax), which was applied e.g. in Croatia between 1994
and 2001 as an experiment, tax the full return on all
capital investments (equity and loan capital).

7 Wilson (2002/8)

8 Mintz – Seade (1989)

9 Based on Boss (2004/13)

10 Auerbach – Devereux – Simpson (2007/50)

11 Zee (2006)

12 The cash flow taxation of financial institutions has
been examined e.g. by Chris, R. E. & Peter, R. M.
(1996), as well as English, M. & Poddar, S. (1997). A
solution for the majority of the problems raised by
them has been offered by proposing (R+F)-CFT,
and its equivalent S-CFT: those types of CFT do
not necessitate special tax regulations concerning
financial institutions.
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13 ASE=Allowance for Shareholder Equity, sugges-
tion regarding a deferred S-based tax.

14 Zee (2006/6)

15 Based on Boss (2004/13)

16 S-based tax has been called “Meade tax” since the
issue the Meade Committee Report in the relevant
literature.

17 Knirsch – Niemann (2007)

18 See Equations of (1) and (7) in the Appendix

19 effective marginal tax rate

20 effective average tax rate

21 Knirsch – Niemann (2007)

22 The proposed “Allowance for Shareholder Equity”
(ASE-) tax, modelled on “Allowance for Corporate
Equity” (ACE-) tax, often discussed in the relevant
literature.

23 Devereux – Sorensen (2005/35)

24 In the relevant literature, examples of source-based
corporate cash flow taxation include Hall &
Rabushka's flat tax, Bradford's X tax, and Zodrow &
McClure's two-rate progressive cash-flow tax.
(OECD, 2007/4)

25 Zee (2006)

26 Auerbach – Devereux – Simpson (2007)

27 Losoncz (2006/484)

28 Meade (1978)

29 marginal effective tax rate

30 Zee (2006/18)

31 Boadway – Bruce (1984)

32 Losoncz (2006/480)

33 Based on Mintz – Seade (1989/187)

34 Knirsch – Niemann (2007/17)

35 Wilson (2002/5)

36 Knirsch – Niemann (2007)

37 Becker – Fuest (2005)

38 Drawing on Balogh (2004a, 2004b)

39 Zee (2006/4–5) felhasználásával

40 Based on Zee 2006/7–12

41 A tax obligation preceded by a minus sign repre-
sents tax credit.

42 Let's suppose that (1– α–t) > 0. Otherwise, there
would be some net cash receipts originating from
taxation in both periods, which is economically
unrealistic.
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MMoney is the most serious issue in modern soci-
eties. Moreover, in democratic societies there is an
even more serious issue: public funds. In 2005 
I prepared a review on the book written by
András Vigvári, which I started with these sen-
tences. Unwittingly, the same thought
occurred to me when I took into my hands the
Comprehensive Manual of Public Finances,
which has been published in response to the
recently increasing professional and social
interest in and attention to public finances. It is
well known that public funds are key to the
successful functioning of modern economies,
since “developed and moderately developed
countries use 40 to 60 per cent of their gross
domestic product directly through the chan-
nels of public finances” (excerpt from the pref-
ace of the book). However, it is a question
whether utilisation also means financial man-
agement, and whether public funds are really
funds that belong to all of us, and should be

spent for the public good. In the past years
some “naive social astonishment” at the opera-
tion of the public sector in terms of public
funds, as well as the professional vigour that in
turn commenced in practice, research and edu-
cation alike could be witnessed in Hungary,
too. However, for the time being this can only
be called a brave beginning on the road to a
public finance culture expected to prevail in
any modern economy.

As a first reflex, the reader is impressed by
the immenseness of the undertaking: can a sin-
gle volume summarise everything that could be
known about public finances by 30 June 2009?
Then he is fascinated by the extraordinary
“parameters” of the undertaking: 1,103 pages
on the professional subject matter, 17 authors,
402 major concepts and topics, 130 legal regu-
lations affected and referred to in the explana-
tion; the explanation and definition of
acronyms alone occupy nearly seven pages. The

The comprehensive 
manual of public
finances
Content editors: 
Dezsõ Gyõrffi – András Vigvári 

Managing editor: 
János Zsugyel

COMPLEX PUBLISHING HOUSE, 2009
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number of tools designed to facilitate under-
standing is also impressive: 75 tables, 129 fig-
ures, diagrams and 20 sample documents.

In the preface to the book the editors them-
selves write that they have set a very ambitious
goal for themselves by writing and editing the
book. It may not sound as commonplace here
that we are witnessing a groundbreaking under-
taking. Knowing the above parameters of the
manual, the reviewer has his work cut out, too,
when attempting to review it. After consider-
ing the task, I have found that in terms of genre
the best solution is to try and present the major
elements of the rich content in an attention-
wakening manner in the preface. This helps
those interested in deciding whether they will
use this book as an aid in their job, or will set
to research and summarise different topics on
their own, sparing no time and pains. At first
sight the structure of the book seems to be a bit
complicated. However, once the reader is
familiar with the structure of the budget, he
will get used to the way the book is structured:
altogether it consists of nine parts, titles within
the parts, chapters within the titles, and finally,
within the chapters the framework of the
description is made up of definitions, topics and
correlations. In the following I will attempt to
present the contents of the different parts.

Part I presents the tasks of the state, as well
as the public and the governmental sectors. As a
starting point, changes in state tasks are
described in a historic context. The presenta-
tion of the basic functions of the modern wel-
fare state (public power, welfare and economic
functions) is followed by what the size of the
state should be. After the comprehensive
examination of the tasks of the state, as well as
regulatory and institutional questions, the def-
inition of the public sector is introduced: in
fact, it is defined by the book in the broadest
possible interpretation. The system of public
finances forms part of the public sector.

The system of public finances is the system

for funding state tasks. The tasks are completed
by public finance institutions (in 2009 by 13,300
institutions, including 12,700 at local govern-
mental level). In relation to the distribution of
tasks within public finances, the definitions of
decentralisation and deconcentration are
explained. I must specifically note that the book
presents the various governmental models
(Anglo-Saxon, Unitarian, Mediterranean, etc.).

After the presentation of state tasks, as well
as the definitions of the public sector and pub-
lic finances, the chapter describes the day-to-
day operation of the system. Starting out of the
fact that the financial management systems are
adjusted to the various constitutional systems
of the different countries, the Hungarian sys-
tem can be evaluated in this context. The book
states that “the current system reflects well the
needs related to the distribution of tasks imple-
mented by the state and the local governments,
as well as in conjunction with the private sec-
tor” (page 114). I find the presentation of the
international experiences of the treasury sys-
tem (i.e. the discussion of the German and
French treasury systems) praiseworthy in this
relation, too.

The presentation of the place and tasks of
voluntary organisations from the aspect of the
public sector as a whole satisfies a very impor-
tant professional requirement. The presenta-
tion of the principles of church financing is
equally successful.

Part 2 is about the financing sources of the
public sector. It discusses taxation from the
approach known from the economic literature,
which includes the presentation of the objec-
tive, the classic principles of taxation, as well as
the possibilities and limitations of the taxation
policy. The reader can find the comprehensive
classification of taxes present in the Hungarian
tax system, and in relation to this, the analysis
of taxes by functions, the correlations between
labour and capital load, and the concept of the
more and more frequently mentioned tax
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wedge. The comparison of the tax systems
operating in the EU-15 and EU-27 countries
constitutes a high profile part of the book.

Within the framework of public sector
financing the Manual discusses three other top-
ics that are major issues by themselves, too:

•issues of cooperation with the private sec-
tor, i.e. PPP (Public Private Partnership)
based financing,

•the economic foundations of the local gov-
ernments,

•the issues of the deficit and public debt.
Novel methods are being sought for solving

the financing problems of state tasks and pub-
lic services all over Europe. This is how we
could get to know the operational features of
outsourcing, PPPs, the voucher system and
other mechanisms, and this is how we could
examine the possibilities for domestic applica-
tion. During the presentation of the PPP
scheme the Manual describes the advantages
and risks of application, the legal regulatory
conditions and the concrete areas where this
financing scheme already seems justifiable.

In this part the local governmental system is
discussed in relation to the financing funds. It
is worth noting the discussion of the signifi-
cance and operational problems of local gov-
ernmental assets. The most frequent problem
of financing occurs when the harmony between
revenues and expenditures cannot be created at
the first attempt. The precise definition of the
deficit and public debt, the time series of the
numerical values of the gross public debt, the
presentation of the sizes of deficits calculated
in the various accounting systems help the
readers orient themselves in this issue, which
requires extensive professionalism. Knowledge
about the deficit and debt of the public sector
is significantly enhanced by the section of the
book that examines these concepts in the inter-
national setting, too. The history and strategy
of treatment of the issue in Hungary can be
easily followed on the basis of the definitions.

The presentation of the changes in local gov-
ernmental debts, as well as of the theoretical
and practical significance thereof for the public
sector and public finances as a whole is a good
conclusion for the section on financing.

Part 3 summarises the functions and plan-
ning methods of the budget, which is presumably
the best known segment of public finances.
The budget is a future oriented monetary fund,
a financial plan established for the achievement
of state objectives. The formulation of the
objectives to be met is always a political deci-
sion about the relationship between the state
and the society, as well as between public inter-
ests and public power. The state basically
strives to achieve five objectives: optimum
income distribution among income owners,
good balance of payments, optimum level of
employment, price stability, permanent eco-
nomic growth.

“In theory, the operation of the state and the
application of the decision-making mecha-
nisms of the budget are based on an invisible
social contract, in which the members of the
society, individuals and institutions give up
some of their economic independence for the
implementation of state tasks, and accept the
consequences and obligations arising from the
existence of the state”. (page 302) The discus-
sion of the functions and planning of the budg-
et starts out from the broadest possible defini-
tions, and from the presentation of the con-
cepts it gets to publication in a legal document.
One of the most important issues is the distri-
bution of responsibilities and powers within
the central government and among the differ-
ent tiers of government.

The modern principles and planning meth-
ods of budgeting are discussed in detail. This is
the section that also includes the discussion of
the role of transparency and impact analysis, as
well as the presentation of the fiscal golden
rule. The next important chapter of this part is
the description of budgeting techniques (zero-
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base budgeting, performance based budgeting,
and other planning techniques).

The international comparison of the proce-
dures of budgetary legislation starts out from
the fact that “in the European Union there are
no mandatory requirements regarding the
management and mechanisms of public
finances. Only the target system to be achieved
- the so called »Maastricht criteria« – are speci-
fied” (page 349). The Manual compares the
Greek, the Swedish and the British examples
with the Hungarian system in a versatile
approach.

This part ends with the very detailed presen-
tation of the budgeting of the social security
funds, and of local governmental budgeting.

Part 4 summarises the information system of
public finances. Public finance related data are
managed by three major information systems:
the budgetary information and control system,
the accounting system and economic statistics.
In relation to the development of information
systems two tendencies must be mentioned.
According to one tendency, the methodologies
used for the private economy and public
finances are becoming increasingly universal
both in accounting and statistics. The second
tendency is related to globalisation. There is
increasing demand for the comparison of infor-
mation among the countries, which leads to the
approximation and standardisation of statisti-
cal methods. This is why it is appreciated that
the authors enclose the English versions of the
terms in the definitions.

In state financial management the function
and approach of accounting differ from those
established in the world of business in many
aspects, wherefore their presentation from the
general accounting frameworks to the practical
characteristics significantly helps experts inter-
ested in public finances deepen their knowl-
edge. A significant chapter of this part
describes the basic characteristics of the
national accounts. The national accounts pres-

ent the effects of production, consumption and
accumulation on the income and financial
transactions, as well as on the financial stand-
ing. Knowledge of the difference in the calcula-
tion of individual indicators (such as the GDP)
according to the ESA or the GFS methodology
has by today become indispensable for experts
working in the field of public finances.

In Hungary, the provision of statistical serv-
ices is divided among the various public admin-
istration institutions. In terms of public
finances, the major roles are played by the
Ministry of Finance and the Hungarian Central
Statistical Office (HCSO). In relation to the
international approximation mentioned above,
the inclusion of Hungarian public finance
information in the EU processes (EURO-
STAT) must be mentioned.

The execution of the budget is in fact a set
of operative financial management tasks related
to the completion of state tasks, which includes
the collection of revenues and the realisation of
expenditures. Part 5 begins with the presentation
of the fundamental principles of execution. Then
the reader is introduced to the details of opera-
tional functioning, such as the assumption of
responsibilities, the content and format of per-
formance certificates, and even the presenta-
tion of the concrete form.

One of the most important requirements of
execution is the regulated, transparent and effi-
cient utilisation of public funds. Public pro-
curement procedures represent a milestone
towards the completion of this requirement.
The reader can get to know the rules governing
the public procurement procedures, the partic-
ipants, the forms of procedures, as well as the
rules pertaining to legal remedies. Hungarian
public procurement procedures are often criti-
cised for being too complicated. Here, one can
clearly see the logic and structure of the sys-
tem. The international correlations of the pub-
lic procurement procedures are shown through
the presentation of the public procurement
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principles and regulatory systems of the WTO
and the EU.

In the utilisation of public funds the most
important players are the public institutions,
the budgetary organisations, as well as public
employees and civil servants working in these
institutions and organisations. The appropria-
tions of budgetary organisations are mostly for
operational and wage costs. The development
of the Hungarian civil service system was an
important precondition for the establishment
of the modern public sector. International
experiences are important in this respect, too,
wherefore the authors also present the German
and English civil service system. Part 5, which
covers the execution of the budget, ends with
the presentation of the categories contained in
the public employee and civil servants acts, as
well as of guidelines assisting the analysis of
employment.

Part 6 presents the concepts and system ele-
ments of public finance level reporting in a uni-
form framework. The significance of reports
and accounts on the utilisation of public funds
is shown by the fact that they are regulated in
legal regulations of the highest level, such as
the constitution ad the act on public finances.
This part presents the legal and content
requirements of the reports, especially in rela-
tion to the central budget and the local govern-
mental system. The cash-flow based table of
the major characteristics of certain subsystems
of public finances, and the consolidated func-
tional balance sheet of public finances provide
a good illustration of the macro-level structure
of public finances.

The sample decrees prepared for the presen-
tation of the reporting system of the local gov-
ernments, and the sample statement of assets
are impressive additions to the explanation and
content description of the concept.

Due to their specific operation and role on
the market, budgetary institutions fulfil their
reporting obligations in accordance with the

provisions of the government decree on the
specific reporting and accounting obligations
of public finance institutions. The chapter on
the micro-level reporting system contains a
very detailed description of the types of
reports, the specific features of the accounting
balance sheet, as well as the indicators used for
the assessment of the realisation of revenues
and expenditures.

Compliance with the reporting obligation
arising from Hungary's EU membership
assumes the standardisation of the use of con-
cepts, as well as the knowledge of the transition
between the different concept categories. EU
analyses use different terms in reference to
budgetary finances or public finances (public
finances, government finances, fiscal develop-
ments, fiscal stance), to the budget deficit (deficit,
financial balance, budget position, budget bal-
ance, public deficit, government balance), as
well as to public debt (public debt, state debt,
government debt), which requires the cautious
use of terminology. The Manual presents the
principles and rules of the preparation and sub-
mission of stability and convergence pro-
grammes, as well as the rules, requirements and
practical steps of the excess deficit procedure.
The method of calculating government deficit
or surplus, and the computation of the ESA
deficit are made extremely tangible and under-
standable by the table showing concrete figures
for 2007.

The institutional system of public
finances is universally characterised by the fact
that public funds are used for the completion
of the tasks involved. During the audit of the
operation of public finances it must be present-
ed whether the institutions pursued regular,
cost-efficient and effective financial manage-
ment in the utilisation of public funds, in the
solution of state tasks, and in the provision of
public services. Part 7 is about the audit of pub-
lic funds. The presentation of the system of
audits requires the presentation of the complex
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institutional system and regulatory system.
Within this framework at least the following
questions need to be answered:

•what risks may occur during the utilisation
of public funds in practice, and what are the
possible means of risk management?

•on the basis of what audit standards and
guidelines can the audit be performed, in
compliance with the latest international
consensus?

•which organisations are involved in per-
forming the audits?

•how can the independence of the audits be
ensured?

All of these questions are answered in the
Manual. The reader can get to know the major
elements of the international audit standards
and the international standards of supreme
audit institutions, the structure of such stan-
dards, the role of the internal control mecha-
nism, as well as the logic and practical applica-
tion of ex-ante and ex-post financial manage-
ment controls.

A separate part, Part 8 discusses the charac-
teristics of the EU budget, as well as policies
funded from this budget. It is common knowl-
edge that the budget of the EU is not a kind of
integration of the budgets of the member
states. It is a budget having its specific features,
which naturally shows many formal similarities
with the national budgets. The budget is based
on principles that were developed and estab-
lished as a result of long-term discussions
(indivisibility, cohesion, subsidiarity, no deficit,
co-financing and measurement in a single cur-
rency). This part of the Manual gives a concise
summary about the process of development,
elaboration and approval of the common budg-
et, which involved a lot of discussions, as well
as the structure of revenues and expenditures.

This part also contains the Hungary-specific
features and concepts of the assistance policy
of the EU. In compliance with the current pro-
gramming period of the EU (2007–2013), the

2nd National Development Plan was complet-
ed. The plan specifies to which development
programmes Hungary intends to use EU subsi-
dies. On the basis of the development plan, one
can get to know the latest principles and direc-
tions of the assistance system of the EU, the
application thereof in the Hungarian setting,
and the institutional system of utilisation.
Subsidies can be used along a well-defined
strategy, which includes the following ele-
ments: enhancement of competitiveness, build-
ing of a knowledge-based society, supporting
sustainable growth, and contributing to the
building of a converging society. The detailed
presentation of the 2007–2013 programming
period allows the reader to get a full picture
about the content of the operational pro-
grammes and the concepts related to the utili-
sation of EU subsidies, and the correlations
between the different elements. A separate
chapter is devoted to the management and con-
trol system of the utilisation of EU subsidies.

The practical implementation of the support
policy is based on projects, with projects repre-
senting the smallest elements of subsidisation.
The project approach is gaining ground in the
Hungarian practice, too. In this part one can
find a good summary about the concepts of
project planning, project budgeting and project
management, as well as about the practical
application thereof.

The effectiveness of the utilisation of public
funds has been a central issue of interest and
debates since the formation of the welfare sys-
tems. Economic development is on the one hand
accompanied by growing social pressure to
increase the role of the state, while on the other
hand the limits of welfare systems become
explicit both in terms of the scarcity of
resources and competitiveness. The need for the
almost continuous reform of the welfare sys-
tems targets the elimination of these barriers. 

Part 9 reviews the main directions and inten-
tions of public finance reforms. The difference
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between the individual intentions within the
reforms is especially implied in the fact to what
extent the changes are systemic, and to what
extent they remain non-systemic in nature, i.e.
to what extent they aim to fine-tune the indi-
vidual elements of the existing system, or
improve the harmony among these elements.
Since the changes can be extremely costly, the
group of non-systemic changes is growing in
the practice of the individual countries. In this
approach the main elements of one of the
trends are the following: modernisation of the
financing systems, reform of the taxation sys-
tem, development of the budgetary procedures
and methods, strengthening of the budgetary
discipline. The other group of reforms focuses
on the enhanced organisation of services within
the implementation of state tasks, as well as on
the improvement of the quality of services. In
connection with this latter trend, the book dis-
cusses in detail the concepts and topics of the
new type of public management. In relation to
tax reforms, a detailed comparative account is
given about the tax reforms in Germany,
Sweden and the Netherlands.

The public finance reforms are affected by
the globalisation processes, too. These impacts
primarily manifest themselves in the standardi-
sation of the governmental sector, as well as in
the enhancement of open coordination.
Although meditation about the future of the
EU budget does not fit the genre of an ency-
clopaedic publication, presentation of the cur-
rent conflicts can still be squeezed into this
framework: the presentation allows conclu-
sions about the expected main trends of the
debates. In this large-scale learning process
Hungary as a member state will have a crucial
role to play, and this will be significantly sup-
ported by this part of the book.

From among the Hungarian efforts made to
the establish an institutional system serving the
reinforcement of budgetary discipline the book
highlights the areas in which progress must be

achieved compared to the current situation.
These areas include the following three impor-
tant fields: 

•structure and presentation of the budget,
introduction of performance management
and evaluation, promotion of integration
with financial management,

•modernisation of the operation of the
treasury, enhancement of the efficiency of
audits and reporting,

•establishment of an integrated, government
level financial information system.

In the preface the editors start the book with
the conviction that “no adequate remedy can
be given to Hungary's economic and social ills
without the strong development of the institu-
tions and culture of the management of public
funds”. However, when the reader is confront-
ed with the size of the task upon reading the
Comprehensive Manual, he will wonder
whether a perceivable quality change can be
expected in the spread of the culture of public
funds. A good answer to this question must be
the formulation of the tasks to be completed
from the level of professional decision-making
through education and research to promotion-
al actions. The Manual provides great assis-
tance in this, since it systemises public finances
from the basics to the multitude of details. This
is not a course-book, i.e. public finances shall
be no learnt from this. However, it contains
almost everything that can be known about this
world. 

The merits of this splendid undertaking are
not diminished by reviewer's feeling that the
different parts of the book contain noticeable,
but non-disturbing unevennesses in terms of
elaborateness. In addition to differences in
style, this unevenness manifests itself for
example in the fact that within public finances
financial management by the local govern-
ments is emphasised and detailed more than it
should be according to its monetary value.
Judging from the professional background of
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the editors, this may have well been a deliberate
move. However, such unevennesses are well
counterbalanced by the fact that the Manual
also presents the non-public finance organisa-
tions and utilisation rules of public funds, and
thus it discusses issues of financial manage-
ment by church affiliated and non-profit
organisations.

Again, I am calling to aid the introductory
thoughts of the editors before expressing my
second comment. They rightly claim that “the
subject belongs to the »jurisdiction« of several
disciplines. Weighting among the different dis-
ciplines of science was not a simple and obvious
task, wherefore the representatives of all disci-
plines can call the authors' attention to several
deficiencies”. The reason behind this is that the
world of public finances extends to communi-
ty economics, the theory of public finances,
economic statistics, accounting and several
institutional correlations. Of course, it could
be mentioned as a criticism that apart from the
402 concepts included the discussion of anoth-
er ten would have been justified. Or, approach-
ing from the other side, 10 of the 402 concepts
could be chosen for being not fully accurately
defined. I think that in this case such a criticism
could rather be regarded as professional com-
placency, or improper professional behaviour.
Yet, the merit of the book would not at all be
lessened by such a criticism. From the profes-
sional point of view, the authors and editors can
be credited for attempting to create a system in

this multidisciplinary cosmos, and for having
laid the foundations of a very serious structure
in a novel approach. The book contains sec-
tions that have been published in Hungarian
for the first time. The novelty of other sections
is given by systemisation and occasionally by
the practical approach. And it is a real profes-
sional “feast” that the description of public
finance practices is often enriched by showing
international examples. 

I wish this outstanding publication earned a
place among reference books accessible on a
daily basis, since it should be often used when
serving the above mentioned public finance
culture. Consequently, this Manual can be
equally recommended to taxpayers showing
interest in the topic, politicians, representatives
of the printed and electronic press, as well as
participants in educational programmes,
researchers and experts working in the midst of
public finance practices. 

The authors and editorial staff1 of the book
deserve acknowledgement for their outstand-
ing performance, and the publishing house is
given credit for including and publishing it in
the Meritum series. I am optimistic and hope
that the “Comprehensive Manual of Public
Finances” will contribute to the development
of the public finance culture, and thus will
enable public funds to serve the public good.
And hopefully, it will do so not only in words.

József Sivák 

1 The names of the editors were included in the title. The following is an alphabetical list of further authors: Zsolt
Aradi, Ferenc Bathó, Gizella Csonka, Péter Demeter, Sándor Farkas, Judit Fülöp, György Gyõrffi, Mrs. László
Hamza, Antónia Hüttl, Károly Jókay, László Klinga, Gábor Kozma, Mrs. Kõvári Ingrid Benkõ, Zoltán Pitti 

NOTE
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TThe combination of financial and geographical-
regional analysis is a new and promising devel-
opment direction not only in Hungary but also
at the international level, therefore deserving to
be presented by all means. The processing and
presentation method of the book is of a high
standard, making it useful for a wider profes-
sional reading circle. 

The monograph has added a geographical
dimension to the range of financial analyses,
having imported the most important character-
istics of spatial operation, in addition to the
temporal dimension, into scientific thinking. In
this approach, it aims at exploring the develop-
ment process of the globalising financial space,
the space forming processes of money markets
and the spatiality of financial markets and their
flows. The author has well captured the most
essential characteristic feature of the field
examined: the contradiction between the glob-
alising financial space relativizing distances and

the growing importance of the spatiality of
financial market operation. At the same time,
he refutes the simplifying theories on the 'flat-
tening' and virtualisation of the financial sector
and the lessening significance of the market
space, which gained popularity in the 1990's. 

By today, the role of spatiality has gained
importance in economic thinking and there is
considerable interest in the geographical rele-
vance of economic development as well as the
spatial expansion of economic activities.
Although it can be demonstrated in the case of
all major economic categories that they have
spatial characteristics ab ovo, mainstream eco-
nomic thinking used to model national
economies as 'points without a spatial expan-
sion', within which production factors could be
transferred from one place to another immedi-
ately and with no costs involved. Based on the
activity of American economist Paul Krugman,
awarded with the Nobel Prize in 2008 for lay-

Zoltán Gál

Financial markets
in the global space
The financial space disrupted 
by the crisis 

AKADÉMIAI KIADÓ, BUDAPEST, 2010
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ing the foundations of new economic geogra-
phy, new economic geography and, through
this, the 'rehabilitation' of the spatiality of eco-
nomic processes, have added an important new
colour to the economics of today. 

The 775-page book by Zoltán Gál proves the
strong spatial boundedness of finances, presents
the 'special' connection between globalisation
and the financial sphere and analyses the spatial
dimension of financial globalisation first of all,
describing the spatial expansion and geograph-
ical integration of financial markets. In this he
makes the reader see that today, market liberal-
isation and deregulation are intertwined with
financial globalisation, which at the same time
means the spatial expansion of the transnation-
al structures, models, standards and cross-bor-
der institutional players of financial markets, as
well as the strengthening interdependence of
national financial markets on a global scale. 

Within financial markets, it is undoubtedly
the integration of international markets that has
reached the highest level. In the early 1980's,
investors, be it institutional or private
investors, invested only 5 per cent of their
money in foreign securities. Today, in contrast,
rates of 15–20 per cent have become absolutely
frequent, while in some countries of a smaller
size but with a highly developed financial mar-
ket, the rate of foreign instruments may even
exceed one third of the portfolios. The author
has sensibly highlighted the fact that not only
the spatial concentration of financial activities
but the integration of international markets,
too, has market as well as geographical restric-
tions. On the one hand, the dominance of
domestic markets is still typical. Financial mar-
kets are characterised by an information asym-
metry that grows in proportion with distance.
Discussing the factors restricting financial
globalisation, the author proves the survival
and even the dominance of the preference of
domestic markets (national versus global mar-
ket). With a series of examples and case studies

(extracts) he proves the survival and dominant
role of distance and spatial differences.

In the composition of investment portfo-
lios, domestic instruments dominated over for-
eign ones (their dominance was 78 per cent in
the USA in 2004), which contradicts the large-
scale global diversification implied by modern
portfolio theory. Thank to this, investors try to
exploit their information advantage at the
domestic market when compiling their invest-
ment portfolios (home-bias). 

As regards the connection between savings
and investments, domestic investments continue
to be strongly dependent on domestic savings
and a further strengthening of self financing is
expected, especially at periods of crisis. 

Returns on equity continue to be more
strongly dependent on the country of head-
quarters of the issuing company than on the
industry concerned. This correlation is strong
also in highly developed countries but is even
stronger in the case of developing countries. 

The wide spread nature of electronic
stock exchange trading and the expansion of
the geographical borders of trading through
stock exchange integrations may make the
impression that geographical distance has lost
its significance. This is not so by far, however.
In contrast with the claim implied by modern
portfolio and financial globalisation theories,
which is based on the geographically wide
scale, i.e. global scale diversification of portfo-
lios, empirical analyses prove the underrepre-
sentedness of foreign stocks and investors'
preference for domestic securities. The reasons
for this are that investors (households) usually
like to invest in geographically close corporate
instruments in addition to which investors pre-
fer fund management companies in their geo-
graphical proximity. The market grants a kind
of yield premium even to the local investments
of the largest pension funds; what is more,
traders (brokerage firms) who operate geo-
graphically closer to the corporate partners



BIBLIOGRAPHY REVIEW – BOOKS

725

whose securities they trade in attain higher
operating profits. 

It is also due to differences in regulations,
corporate management systems and the differ-
ent time zones in trading that the time is still
far ahead when the financial markets of the
world can unite in a single global centre. In
addition to the distances between time zones,
however, geographical distance has significance
also within the respective time zones.
Furthermore, there is no evidence, either, that
the financial market instruments within the
respective time zones were concentrated at a
single centre. At the same time, even far away
stock exchanges compete with one another for
foreign companies, brokerage firms and for
attaining higher liquidity. 

The sizes of share markets and their GDP
proportionate capitalisation show strong dif-
ferences across countries. The explanation is
simple: investors' preference for the local share
market and the securities geographically closer
to them root in the reliability of the attainable
information.1 It is not only the value of infor-
mation that may decrease by distance but there
is also a growing danger of agent problems
between share issuers and investors. The infor-
mation restrictions of investors are much big-
ger in the case of companies based in small
towns and agricultural regions than in the case
of those in metropolitan regions. Geographical
distance is thus decisive in access to soft and
confident information, while only hard and
public information is accessible from greater
distances; what is more, soft information is also
difficult to transfer. The reason for this is that
an increase in cross-listing is limited by several
restrictions. Despite a higher potential rate of
return on foreign investment yields, home-bias
is explained by several factors: the higher
volatility of international investments, the higher
transaction costs of distant investments; the
administrative and regulatory restrictions of
cross-border investments; taxes, differences in

purchase power parity, cultural factors; the fact
that a significant part of foreign share markets is
not accessible. 

This monograph is the first one to apply the
regional and space economic approach in the
field of finances, in addition to which it gives a
comprehensive overview of the spatial frame-
work of the development of financial markets,
the new space economic theories describing the
financial space, the spatial organisation of mar-
ket segments and capital flows and the con-
centration and deconcentration processes of
centre formation determining the operation of
markets. It describes the global power 
centres in transformation due to the global
imbalances determining the development of
financial markets in the past decades and the
changes of directions of capital flows, the
decentralisation of traditional securities mar-
kets as well as the processes of securitization
and disintermediation, while keeping the focus
all the way through on the presentation of spa-
tiality and geographical characteristics. 

Among these, the book highlights in detail
upon the role of information in forming finan-
cial space. Money markets as they are can be
considered a huge information processing sys-
tem, in which not only the volume of informa-
tion, but also its costs and quality as well as its
spatial concentration are determinative.

Money can also be considered an informa-
tion product, partly because of the significant
information content of the various money
replacements, securities and electronic financial
products. The process of financial services is an
information process itself and, on the other hand,
the information incorporated into financial prod-
ucts is an end product at the same time.
Information can thus be considered a kind of
raw material for money and money replace-
ments in that these provide information on
markets, exchange rates, the rates of return on
investments and on creditability. Information
may, on the other hand, be also an end product,
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manifested in the added value created by incor-
porating the listed information inputs.
Electronic market products (e.g. derivatives,
exchange rates, hedge funds) appearing in addi-
tion to the traditional financial market media-
tion roles (source collection – crediting) have a
stronger information mediation content. 

Successful market presence requires the
acquisition of information on the local econom-
ic-social environment, labour market and the
local mediation channels. These include consid-
erable intangible, place specific information the
acquisition and application of which in the
business requires a many years' local opera-
tional experience and presumes the local
embeddedness of international capital.2

At the same time, paradoxically, the seem-
ingly more easily attainable information has
become one of the most important factors
influencing the selection of a company's seat.
The explanation for this is that only access to
general and standardised information has
become easier, while non-standardised infor-
mation with hidden knowledge continues to be
concentrated in a few centres. The more hidden
knowledge a transaction requires, the closer the
partners set up their seats to each other. The
value of the information generated here
decreases by distance. Today's informatics net-
works have created 'a virtual world without dis-
tances' and in this virtual space it is not evident
where the business partners are at the moment.
In other words, communication technology in
theory offers companies increasingly wide
opportunities in the choice of a geographical
seat. The big question is if real space can lose
position against virtual space.

The manifold argumentation of the author
clearly reveals that even virtual space has its
control centres, which are essentially the same
as the control centres of traditional geographi-
cal space. Totally virtualised markets, compa-
nies or economic sectors thus do not exist;
there are continuous interactions between the dig-

ital and real spaces of financial markets; the
processes of 'cyber space' continue to be deter-
mined by the economic and social processes of
real space and the control centres of virtual space
are essentially the same as the centres of tradi-
tional space. The more hidden knowledge a
transaction requires, the closer the partners
establish their seats to each other. The value of
the information generated here decreases by dis-
tance. (The costs of information growing pro-
portionately with distance are difficult to cal-
culate precisely, partly because of the hidden
knowledge content, partly due to the different
cultural and legal environment of the markets.)

The book confirms the theorem known
from the literature, i.e. that informational asym-
metry increases by distance: it continues to be
very expensive to attain high quality informa-
tion; it has remained to be a market premium
attainable through a refined organisational
background and at a high cost. It is only at the
international financial centres where locally
embedded key information is attainable. While
the conditions of technical infrastructure can
be created anywhere, the social connectivity nec-
essary for the acquisition and processing of high
quality information as well as the complex con-
trol function can only be provided at the largest
financial centres.3

The operation and further strengthening of
global financial centres are probably the best
pieces of evidence for the spatial concentration
of finances. The acquisition and processing of
locally bound information based on personal
relations, which makes it possible to exploit
special investment opportunities, have been
impossible to eliminate by any other forms of
communication at the global centres.4, 5

Chapter 7 of the book, in addition to dis-
cussing the establishment and operation of
global financial centres, also follows the inte-
gration process of the centres of emerging mar-
kets to the global network system of financial
centres. It presents the establishment factors of
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international financial centres and the signifi-
cance of path dependence and state subsidisa-
tion (regulatory environment) in the successful
operation of these centres. 

The past decade has not only been charac-
terised by a sharp rise in the turnover of liquid
instruments freely investable at financial mar-
kets, but also by an increase in the internation-
al flow of capital seeking ever newer investment
opportunities across borders. And as important
the knowledge of goods and capital flows in the
international economy is, as important it is to
understand the money flows of the financial
sector in the world economy serving as the
basis for its profit producing ability. The ques-
tion is not only where FDI comes from and
where it is invested – which is something dealt
with by international economics – but it is also
a huge question what significance portfolio
investments have and what spatial changes can
be witnessed in the world in this respect. Thus
the book of Zoltán Gál surpasses the unilater-
al, FDI-centred attitude of international eco-
nomics, trying to view the process in a complex
way, with the help of data series demonstrating
trend-like arrangement and maps implying a
geographical arrangement. 

The book highlights the restrictions of the
previous capital flow theories, which have
experienced at least the third paradigm change
now: we have witnessed capital flows from
developed to developing, from developed to
developed and, today, from developing to
developed countries. The way it was impossible
to understand the phenomenon contradicting
the 'schoolbook' theory, i.e. capital flow from
developed to developed countries, without a
detailed analysis of the roles of the institution-
al system, the infrastructure and human capital
in it, it is hardly possible to understand today's
money flow trends without the financial geog-
raphy of the global world.6

The author has revised the new economic
geographical literature on the paradox of capital

flows (pp. 242–244) and highlighted upon the
fact that analyses have not proved a close cor-
relation between growth rates and the volume
of capital investments. Considering developing
countries, the most capital flowed exactly to
countries characterised by low or medium
growth, while there was relatively less net cap-
ital flow into countries with the highest growth
(China), and at the same time these countries
have also become significant capital exporters.
From this it follows that exactly developing
countries that relied more on foreign capital
were characterised by slower growth. In con-
trast, as regards developed countries, countries
more dependent on foreign financing and
offering much more investment opportunities
to foreigners produced the fastest growth. (It
is an important correlation, which can be
applied also for the lessons of post-socialist
transition, that foreign operating capital is not
necessarily good for the national economy if
the repatriated profit is higher than the amount
of FDI invested to achieve it. If the influx of
FDI precedes the strengthening of the nation-
al capital furthermore, direct foreign capital
investments hinder the development of the
national economy.) 

The closing part of the book entitled
Financial globalisation on the decline? The glob-
al financial crisis of 2007–2009 and its conse-
quences (The spatiality of the crisis), which is
separate from the main corpus of the book, is
an important constituent of the monograph,
pointing towards the future. It provides a brief
introduction into crisis typologies, describes
the characteristics of system crises and, in rela-
tion with the crises of emerging countries, it
compares the institutionalist explanations of
the critical and financial globalisation theories,
highlighting upon the shortcomings of the ear-
lier crisis models based on the treatment of
emerging markets as sources of infection as
well as upon the constraints of the 'strong
Western institutions' recipe. 
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Here, the book is among the first attempt to
present the geographical expansion and
impacts of the global financial crisis of
2007–2009 and examine what are referred to as
perverse infection trends,7 different from earli-
er crises, exploring the regional differences in
the spreading of the financial crisis. The spatial
impacts of the financial crisis can be examined
from two points of view: considering the spa-
tial expansion and the seriousness of the impact
on the one hand and the future vision of the
globalised world on the other hand. By exam-
ining the expansion channels and mechanisms
of the financial infection and evaluating the
financial geographical lessons of the credit cri-
sis, the monograph has assumed a pioneer role.

Through revising the long-term impacts of
the crisis, presenting a literary critique of an
'institutional' attitude of financial globalisation,
the book shows why, in contrast to earlier
assumptions, the global integratedness of
money markets was unable to localise the cur-
rent financial and economic crisis in which the
infection shattered even the bank systems
believed to be stable. At the same time, using
the experience of the German neoliberal sys-
tem model, the pillars of which are the univer-
sal bank system as well as the existence of
developed, locally and regionally embedded
financial structures, deserves attention from
the point of view of scenarios meant to prevent
similar global crises in future as well as for the
reorganisation and future operation of the
'neoclassical' bank system. 

Based on the above it can be established
already that this monumental and valuable piece
of work will surely be used in the long run as a
handbook for those interested in finances. 

* * *

As a way of acknowledgement for the
author's accomplishment, in what follows the
reviewer is to compare the author's views with
the findings of two eminent scholars of the field.

THE RESEARCH FINDINGS OF ZOLTÁN
GÁL AND KRUGMAN'S NEW ECONOMIC
GEOGRAPHY

In his work, the author relied on the basics of
Krugman's new economic geography, while, from
a critical point of view, he also highlighted
upon some of the shortcomings of the theory:
first of all the fact that Krugman's investiga-
tions focused on industrial (innovation) spaces,
while an investigation into financial markets
was essentially left out of the basics of new
economic geography.8

The greatest achievement of new economic
geography (NEG) is that, taking traditional
economic categories as a basis, it tries to inte-
grate geographical characteristics into economic
theory; what is more, beyond this, it models the
impacts of the spatial concentration of eco-
nomic processes. Zoltán Gál critically notes
that in his works on international economics
and finances (crisis theory) Krugman failed to
build a bridge between new economic geogra-
phy and financial markets and failed to apply
his "new space economic" methods when inves-
tigating into international finances. 

In the focus of Krugman's theory, there are
the agglomeration and concentration processes of
the world economy that can be described by
the regularities of regional economics (compar-
ative advantages, increasing returns to scale,
transaction costs, centre-periphery balance,
externalities, regional agglomerisation, labour
force mobility, development path dependence,
etc.). Behind the spatial concentration of pro-
duction and services there are increasing
economies of scale (cumulative returns) as well
as spatial transaction costs between distant
locations. The concentration of activities tends
to be a self sustaining process, which also
means that the existing agglomerations attract
ever newer investors, services and industrial
companies (agglomeration theory). In parallel
with the concentration processes, the theory
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also emphasises the importance of deconcen-
tration processes. 

Krugman's new approach has not only
imported the problem of spatial location to the
central issues of economic science but, enrich-
ing the latter with this new aspect, it has recon-
sidered a series of issues believed to have been
solved before. 

Zoltán Gál could, however, not fully rely on
the methodological framework of new economic
geography in his investigations, for two reasons.
For one, because, apart from some general state-
ments on the spatial arrangement of markets,
NEG does not deal with the spatial arrangement
of the financial sector (even in Krugman's works
on international economics, only traditional
international financial theorems are formulated,
without a spatial approach). Secondly, so as to
agree with the critique coming from economic
geography and regional economics, NEG fails
to apply the full range of methodological
instruments of spatial investigations, because
of which 'NEG can be rather considered a
»kind of spatial macro economics in the guise
of new economic geography«, in which space
or spatial location is only one endogenous vari-
able among the many" (p. 154).

Krugman's model has failed to give an
answer to a series of questions related to the
spatial concentration characterising financial
markets also, including the problem of conver-
gence, centre-periphery changes as well as spe-
cial questions on the formation of financial
centres. The other major problem is that the
model is too much industrial production-cen-
tred and is on the ground of trade theories, so,
apart from a few evident observations, it fails to
look for an answer even for the spatial frag-
mentation of the service sector (pp. 151–156
and 162–165). In NEG, finances are only
important inasmuch as they contribute to oil-
ing up the machinery of global production and
distribution. Krugman's theory regards finan-
cial-business services that have a key role in the

formation of the global economic space (in the
concentration and fragmentation thereof)
merely among positive externalities which, in a
regular market environment, do not only
increasingly contribute to the added value of
the other sectors and in the case of which the
seat selection aspects are more specific than in
the case of other sectors. In NEG, financial
space is mentioned only in relation to the risk
capital oiling up the concentrations of innova-
tive core regions. Furthermore, the theoretical
framework applied in Krugman's NEG has pro-
vided no opportunity for investigation into the
impacts of transnationalisation and of informa-
tion-communication technologies, thus being
unable to interpret the new logic of agglomera-
tion, either. 

In contrast, the author relies on the theorems
of financial geography with a more complex
approach. This trend explains the concentra-
tions and strong home bias of the financial
space by information asymmetry and the diffi-
culties in treating the agent problem, growing
with distance, complemented with the spatial
dimensions of port folio theory. Financial
geography explains the spatial differences of
markets not only with the differing returns and
costs maps of global investment opportunities
but, in addition, it deals with the flow of simul-
taneous information integrating markets and
the institutional and behavioural theory risks
hidden in the evaluation of the information
concerned. On the one hand, the more hidden
knowledge a transaction requires, the closer the
partners establish their seats to each other. The
value of the information generated here decreases
with distance; its costs grow by distance. On
the other hand, in the case of distant invest-
ments, the division of the port folio on a geo-
graphical and sectoral basis serves reducing the
risk. In the case of investments in financial cen-
tres rich in information, information can be
weighted by the volume of the expertise
shared. 
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Zoltán Gál opines that, in the new NEG
with a financial dimension added, neither
finances, nor production can be concentrated
to a few centres merely. The proliferation of
agglomerisation, partly due to the rising factor
costs and the risk-weighted returns on assets, is
counterbalanced by the geographical dispersed-
ness and fragmentation of the activities. 

At the same time, the fragmentation involved
in the transnationalisation of financial activities
does not affect the control-power positions of
traditional centres; on the contrary, it fosters the
higher concentration of central control func-
tions and of quality (financial) information and
innovation, also determined by the local social
infrastructure and milieu. The information and
communication technologies we probably
expect to neutralise the significance of the tradi-
tional centres of financial space, actually con-
tribute to spatial polarisation.

Further developing the NEG model9 of
Ottaviano and Puga (1999), Zoltán Gál
described the spatial concentration of produc-
tion processes by an inverted U, which can be
applied to financial markets already (pp. 154–
156). This is suitable for the explanation of not
only concentrations10, but also the deconcentra-
tion processes of financial markets observable in
the past two decades as well as the rise of new
(e.g. the Asian) financial centres. This may
occur when turnover and transaction (e.g.
telecommunication) costs are too low and the
increasing costs (labour costs, high rental fees,
increasingly expensive line infrastructure) fol-
lowing from the over-concentratedness of
activities (e.g. the congestion of metropolises)
cause the dispersion and fragmentation of activ-
ities, their placement to the periphery, thereby
reducing the rate of agglomeration. In the new
centres, on the peripheries, the process of
agglomeration starts anew (the concentration
of quality information and control functions),
which leads to the formation of new centres11

(e.g. the Asian financial centres).

THE RESEARCH FINDINGS OF ZOLTÁN
GÁL AND LAULAJAINEN'S 'FINANCIAL
GEOGRAPHY12

In international technical literature, at least half
a dozen works have been published on the spa-
tial organisation of financial markets, of which
the 'financial geography' of Risto Laulajainen
(professor emeritus at Göteborg University)
was the first that, since the publication of Jean
Labasse's (French geographer and banker) work
in 1954, has provided a full-scale overview of
the various segments of financial markets. The
rest of the monographs mostly focus on one or
two fields only. Sassen's Global City, for
instance, focuses on financial centres, Cohen's
Geography of Money on monetary space and
the operation of currency systems and the
book The geography of finance by Clark, G. L.
– Wójcik, D. on the national/regional differ-
ences of corporate management systems.13

The major shortcoming of the book by
Laulajainen is that it lacks theoretical hand-
holds; the theoretical frameworks of neither
new economic theory nor modern (financial)
geography, nor political economics have been
incorporated in the work. In his work he uses
static data, thus providing a kind of static
description of regional differences and interac-
tions. Zoltán Gál, in contrast, has strived to
present time lines and trends, embedding the
formation of financial markets in the evolution
processes of financial system models and finan-
cial globalisation. He has examined the spatial
characteristics of financial markets embedded
in at least a two centuries' historical evolution-
ary process of financial globalisation. From the
book by Laulajainen, the theoretical frame-
works affecting the spatial operation of finan-
cial markets are missing, while in his work,
Zoltán Gál has devoted two individual chapters
(chapters 1 and 3) on the presentation of the
spatial attitude and the processes and theoreti-
cal frameworks forming the financial space.
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Even in the case of the selected segments, there
is considerable haphazardness in Laulajainen's
book. While it fails to provide a systematic
overview of institutional investors, it discusses
insurance companies and, at the same time, no
mention is made of pension funds, the greatest
allocators of international capital movements.

As has been mentioned above, the failure of
providing a theoretical basis for dynamic spatial
processes is a shortcoming. By the use of some
base models, the spatial dynamic of market
processes could have been easier to interpret
and an emphasis on seat dependence and path
dependence, for instance, would have helped a
better understanding of the formation and suc-
cess (dominance) of global financial centres
continuous until today. In his book, Zoltán Gál
devotes a special chapter on the factors deter-
mining the formation of financial centres and
the permanent sustainment of their central role,
including path dependences among others.14

This could have helped Laulajainen find an
explanation for the sustained dominance of
national stock exchanges in the age of financial
globalisation, which Laulajainen simply
referred to as the 'irrational national preference'
of market players. The real reason in fact roots
in the rational decision of investors, which also
makes the greater liquidity of traditional global
stock exchanges sustainable: the high number

of transactions involves a more flexible pricing
and faster dealings, which guarantee their force
of attraction compared to newer and cheaper
stock exchanges. Path dependence thus pro-
vides evidence why national stock exchanges,
for instance, have not lost their primary role. In
Chapter 6.3, Zoltán Gál gives a much more
refined formulation (pp. 333–334); by even
presenting various scenarios (pp. 348–350), he
predicts a strengthening of the stock exchanges
of major centres through integrations. At the
same time, this does not mean a clear loss of
significance of national stock exchanges (finan-
cial centres) since the future of stock exchanges
continues to strongly depend on the future of the
financial centres to which they have been
strongly bound for centuries. On the other
hand, the national fragmentedness of regula-
tions, the proximity to political decision mak-
ers and the emphasis on the national symbol
character of stock exchanges continue to
strengthen national financial (stock exchanges)
centres which mediate non-standardisable
information for domestic players.

In view of the works of these two interna-
tionally eminent authorities, it can be estab-
lished that the book of Zoltán Gál published by
Akadémiai Kiadó is significant also from an
international viewpoint. 

Gusztáv Báger

NOTES

1 The preference of domestic investment has several
other explanations beyond the attainability of infor-
mation: administrative and regulatory restrictions on
cross border investments; the higher transaction
costs of distant investments; the fact that a signifi-
cant part of the foreign share markets are not acces-
sible (closed limited companies, state owned compa-
nies); distant investors may face a stronger competi-
tion as regards the acquisition of local resources
(labour, real estate market, services). 

2 At financial markets, distance appears as an infor-
mation cost factor since delivery costs are marginal

here (while telephone and travel costs do occur). In
the past success decades of globalisation, not only
the restrictions to capital flow, duties and delivery
costs have eased and decreased but access to money
market information has also become easier and
some information (e.g. share prices) generally
accessible. 

3 The base functions of global cities are thus primarily
determined by their roles as financial centres and
their power roles. The concentration of financial
activities and of the centralised control functions is
one of the attributes of these centres.
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4 On the basis of their information content, financial
products can be put into three categories (transpar-
ent, translucid, opaque), and it is the information
content of the given product that determines the
hierarchy level and geographical characteristics of the
financial centre selling the product. 

5 The author examines the different spatial concentra-
tion levels of individual financial market segments.
While it is derivative and foreign currency markets
that show the strongest concentration, being con-
centrated to a few key centres only, bank loaning is
the least concentrated branch.

6 Hungarian-born post-Keynesian economist Thomas
Balogh, too, drew attention to the 'perverse' flow of
capital. (Thomas Balogh: The irrelevance of conven-
tional economics. New York, Liveright, 1982) This
means that foreign direct capital investment does not
clearly flow from developed countries to underdevel-
oped ones, but FDI is also directed at developed
countries where there is higher relative productivity.
Bad macro indicators and other risks, too, keep cap-
ital out of developing countries. The current
processes of capital flow radically refute traditional
capital flow theories. Capital does not flow from
developed to developing countries, neither does it
flow, according to the Lucas-paradox, from devel-
oped to developed countries; the latest capital flow
trends are characterised by the fact the capital flow is
directed from developing countries to developed
ones. [Cf. e.g.: Botos, Katalin (ed.): Idõsödés és
globalizáció (Ageing and globalisation), Tarsoly
Kiadó, 2009]

7 In contrast to the local or regional crises of earlier
decades, the current crisis is a real global crisis, one
the focal point of which is not among emerging mar-
kets but in the developed world: the United States
itself.

8 Krugman, P., (1991): The Geography of Trade.
Cambridge, Massachusetts, London, England. The
MIT Press. Krugman, P., (1999): The role of geogra-
phy in development. – International Regional
Science Review. 2. Krugman, Paul R. – Obstfeld,
Maurice (1994): International Economics. Theory
and Policy. Harper Collins, New York

9 Ottaviano, G. I. P. – D. Puga: Agglomeration in the
global economy: A survey of the 'new economic
geography'. World Economy, 21 (6), pp. 707–731 

10 The formation of the ratios of deconcentration and
concentration processes is a recurring issue in

today's literature on regional economics. In the
early 1990's, many predicted that, through the
spreading of electronic trade, market relations
bound to geographical locations would dissolve. In
addition to the reduction of transaction costs, they
predicted a decrease in the disorders of financial
trade, what is more, even the loss of significance of
traditional financial centres. Representatives of the
hyper-globalist theory believe to discover the
diminishing role of geographical space and the loss
of role of traditional centres in the worldwide
expansion of service companies free of spatial
restrictions. (Their assumption seems to be sup-
ported by the fact that today leading investment
banks or the biggest audit companies operate in
much more countries and the network of their sub-
sidiaries is much more extended than twenty years
ago). In actual fact, contradicting deconcentration
tendencies, a high concentration and agglomeration
of financial services and their institutions can be
observed, while deconcentration tendencies have
also become stronger through the global integration
of the centres of new emerging markets (the inter-
national network of financial centres has been con-
tinuously widening. The resources of some global
cities are sufficient for meeting the global functions,
while a network of secondary international financial
centres has also been formed). Since finances can-
not be concentrated at just a few integrated mega
centres partly because of the rising factor costs of
agglomerations, and also because risk weighted
returns foster the geographical dispersion of finan-
cial activities. In addition, technical innovations
have not only improved global communication and
reduced the optimal size of production units but,
combined with the techniques of risk management,
they have made the establishment of geographically
extended (dispersed) service networks possible and
in fact essential.

11 By the increase of transportation costs predicted
for the future, the cost advantages following from
the agglomeration of market players (increasing
return of scale, decreasing unit cost) may
decrease, which may involve the strengthening of
local markets.

12Risto Laulajainen: Financial Geography – A Banker's
View. By. London and New York: Routledge, 2003,
and Risto Laulajainen's CV: http://www.hgu.gu.se/
Files/kulturgeografi/personal/Risto/Risto-Short
Vita.pdf

13 Sassen, S.: The Global City. Princetown, University
Press, 1991, 2001
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Cohen, B.: The Geography of Money. Ithaca and
London, Cornwell University Press, 1998
Clark, G. L. – Wójcik, D.: The geography of
finance: corporate governance in the global market-
place. Oxford, Oxford University Press, 2007

14 For the survival of financial centres, see page 392.
The question may arise what is the reason why,
although the Internet and other communication
technologies could make the dispersedness of key
divisions possible, the majority of them are strong-
ly concentrated at the traditional international
financial centres of the world. It seems that, even
though technology would be no obstacle to a dis-

persion of financial activities, the predicted general
decentralisation has failed to take place. Despite the
connection through the electronic network, finan-
cial centres will continue to require physically
localised sites because, although the movement of
money capital has become increasingly free in the
past decades, social capital has remained to be
strongly geographically bound and furthermore
determined by development historical precedings
(path dependence). Another argument for tradi-
tional financial centres is historically determined-
ness, path-dependence (p. 395). At centres where
information flow was guaranteed in the past, this is
likely to be the same in future. 
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