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EU accession in 2004 has confi rmed Hungary’s successful transformation from a 
centrally planned economy into a functioning market economy operating within the 
framework of a multi-party democracy. However, the country’s output per capita 
is still well below the EU average, and public expenditures exceed revenues by 
a large margin. This report looks at ongoing efforts to restore fi scal balance and 
promote sustainable growth to accelerate the convergence process. Drawing on the 
experience of OECD member countries it proposes structural reforms to achieve 
these objectives, covering the following topics:

•  Fiscal policy: Defi cit reduction and making taxes and expenditures more growth 
friendly.

• Health care reform: Improving effi ciency and quality of care.

•  Pension reform: Providing old-age income security in the face of population 
ageing.

• Employment and social policies: Making formal employment more attractive.

• Education reform: Improving human capital formation.

•  SME promotion: Increasing competitiveness and fostering successful 
entrepreneurship.

• Innovation: Fostering rapid productivity growth.

• Energy policy and the environment: Responding to the threat of climate change.

• Public administration reform: Improving the performance of the public sector.

• E-government: Using technical progress to improve public service delivery.

An overview chapter synthesises the fi ndings, highlighting the interdependence of 
policy actions in the various areas.
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Foreword 

In today’s globalised economy, advancing economic reform is key to helping countries 
achieve faster growth and reach higher levels of well-being.  

Hungary, like many OECD countries, has embarked on an ambitious reform agenda, 
and its government has expressed the need for an evidence-based debate on critical reform 
issues. I was honoured when, last November, Prime Minister Gyurcsány asked us to look at 
challenges for growth in Hungary from an OECD perspective based on our international 
experience.  

This publication is the result of that request. It builds on OECD analysis and 
country-specific reviews of Hungary, as well as on specific thematic research. Additional 
insights were gained from the participation of OECD experts in three seminars organised in 
Budapest on taxes, pensions and education. The exercise contributed to building a better 
understanding of Hungary’s performance in different areas where reforms are under 
implementation or being considered. 

Our findings point clearly to the need to forge ahead with structural reforms. To start 
with, there is a need to persevere in the planned programme for fiscal consolidation, as this is 
key to creating more economic growth and greasing the wheels for further reforms and 
investments in the quality of public services. Addressing the urgent challenges facing the 
country – low employment rates, insufficient higher education, and low health status, among 
others – requires decisive action. 

The themes and the scope of the report were developed with the invaluable help of the 
Hungarian Delegation to the OECD, and with pertinent information from the Hungarian 
Government. This report is the result of a joint effort across a large number of OECD 
departments. It is released on the request of the Hungarian Government, under the 
responsibility of the OECD Secretary-General. 

The OECD stands ready to support its members in the identification, design and 
implementation of reforms, building on our working methods of analysis, peer review and 
policy dialogue. This sharing of experiences among countries represents an invaluable 
resource for designing sound policies. It is our hope that this volume will enrich the debate 
and create a consensus around the policy measures needed to foster sustainable growth and 
prosperity for the Hungarian people.  

Angel Gurría  
OECD Secretary-General 
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Chapter 1 
 

Overview: Reforms for Stability and Sustainable Growth 

Looking at the current economic performance and the actual reform issues, there is no 
doubt that Hungary needs to forge ahead with both fiscal consolidation and structural 
reform. Doing so will bring considerable dividends to the economy. The immediate 
gains will come through increased confidence and lower interest rates. They will be 
reinforced over the medium term by the growing prospects for reducing taxes and 
social security wedges as public spending reforms get entrenched. If these issues are 
tackled with speed and determination, the Hungarian convergence process should pick 
up once again, underpinned by a more balanced economic development. 

While the ongoing Hungarian reform efforts impress by their scope and thoroughness, 
the purpose of this report is to help Hungary benefit from the experience of other 
OECD countries, which are also in the process of enhancing their growth potential by 
implementing pertinent structural reforms. The main aim of the report is to provide a 
forward-looking perspective, pointing out potential areas for further improvement, 
indicating risks, and highlighting interactions and complementarities between reforms. 
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Hungary has established an enabling institutional framework … 

Since 1989 the Hungarian economy has been transformed from a largely planned 
system in which most productive enterprises were publicly owned into one in which market 
forces exert a decisive influence on resource allocation and most market production is in the 
private sector. It has also established a stable, competitive parliamentary democracy. A range 
of governance indicators confirm that basic framework conditions in Hungary, related to 
both economic and political institutions, are now well within the range covered by other 
OECD countries (Figure 1.1). These accomplishments were officially recognised with the 
country’s accession to the European Union (EU) in 2004, and like the other new members of 
the EU Hungary has a commitment to join the Euro area. 

These fundamental changes have paid off in improved economic performance: in terms 
of living standards, Hungary has made progress in narrowing the gap with the higher income 
OECD countries. It has also made remarkable progress in opening its economy: its external 
trade (exports plus imports) now represents 155% of gross domestic product (GDP) – a 
higher ratio than that of most OECD countries with a similar population – and foreign direct 
investment (FDI) accounts for about 60% of total value added in manufacturing, indicating 
international confidence in the country’s future development. 

Figure 1.1. Comparison of institutional indicators 
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Source: OECD calculations based on Kaufmann, D., A. Kray and M. Mastruzzi (2007), “Governance Matters, VI: 
Governance indicators for 1996-2006”, Policy Research Working Paper, No. 4280, World Bank, Washington, DC, 
available at www.worldbank.org/wbi/governance.  
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… but economic performance falls short of potential 

There is little doubt that Hungary’s success in creating the institutional infrastructure 
underpinning a democratic society and a functioning market economy as well as the 
significant increase in living standards compared to 1989 constitute a major achievement. At 
the same time the large remaining gap in GDP per capita relative to the better performing 
OECD and EU countries, and the slowdown in the convergence process, both absolute and 
relative to its neighbouring countries, indicate that the country is not fully exploiting its 
economic potential (Figure 1.2). On structural reforms, OECD indicators of labour and 
product market regulation suggest that Hungary has achieved a relatively large improvement 
over the years. Yet, it still scores quite some distance behind the best OECD performers. 

Figure 1.2. GDP convergence in the European Union 
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Source: Eurostat, http://epp.eurostat.ec.europa.eu/portal/page?_pageid=1996,45323734&_dad=portal&_schema= 
PORTAL&screen=welcomeref&open=/&product=STRIND_ECOBAC&depth=2. 

Various reforms can help to exploit growth potential … 

This report looks at a number of policy areas in which reform efforts are either 
underway or seem appropriate. It identifies major opportunities for Hungary to improve and 
fully exploit its considerable growth potential, institutions and policies to achieve this 
objective, and obstacles which stand in the way of further reform. The OECD has a useful 
role to play in helping to put Hungary on a faster growth path by providing evidence from 
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other member country experience and documenting best practices in many areas of structural 
reform and economic management. 

While each chapter looks at a specific aspect of the government’s reform agenda, the 
report also takes into account the synergies between policy areas and their importance in 
increasing the overall impact of reforms. For example, education reform affects both the 
labour market and entrepreneurship, while promoting e-government is intrinsically linked to 
administration reform – and (almost) everything is affected by changes in taxation, and so 
on. There are also several over-arching themes which emerge – the strategic importance of 
getting the framework conditions right; the need to promote a medium-term policy 
orientation and institutional stability, and the urgency of turning from opportunistic to 
“evidence based” policy conduct, informed by systematic monitoring and evaluation of 
results, to mention the most relevant. 

… but need substantial support … 

While the basic institutions for the market economy have been put in place, there 
remain ample opportunities for improving framework conditions as well as policies to 
facilitate more rapid convergence with the more advanced OECD economies. The structural 
reforms needed to accelerate this convergence process may face more political resistance 
than the fundamental systemic reforms undertaken after 1989, which enjoyed a large national 
consensus. Developing a coherent blueprint for structural reform and winning its acceptance 
by the electorate will constitute major challenges in and of themselves. Implementing 
reforms will also make significant demands on the competence and flexibility of the 
country’s public administration.  

Furthermore, given Hungary’s recent history of intense competition in the electoral 
area, reform is likely to require political parties and other stakeholders to put aside 
ideological differences in order to build a cross-party consensus in support of key reforms. 
Many important reform measures require a two-thirds majority in Parliament and can 
therefore be blocked in case of political deadlock. A case in point is the reform of budget 
rules to lock in the progress achieved regarding fiscal consolidation. OECD experience 
suggests that “reform institutions” – temporary consultation bodies that involve 
representatives from official bodies and various stakeholders and that are charged with a 
mandatory advisory function – can generate a “critical mass” of support for reforms (OECD, 
2007a). There are already positive examples of this in Hungary, notably the Competitiveness 
Roundtable (dealing mainly with tax reforms), the Pension Roundtable and the Education 
Roundtable. 

and perseverance in fiscal consolidation … 

Daunting as these challenges may appear, they are further magnified by the immediate 
need for fiscal consolidation. Indeed, Hungary’s achievements in the institutional sphere 
stand in stark contrast to its unstable public finances, which are characterised by large fiscal 
imbalances and high government debt. There is a pronounced electoral spending cycle, with 
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strong spending overruns and excessive deficits in advance of each general election 
(Figure 1.3). Post-election consolidation is inevitably hasty and typically relying on 
temporary cuts in expenditure and substantive revenue increasing measures. OECD 
experience shows that countries characterised by a strong electoral cycle are relatively more 
exposed to the risk of being trapped into a vicious cycle of stop-and-go fiscal policies 
(OECD, 2007b). 

Figure 1.3. General government deficit: history and goals1 
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1. The dotted line from 2008 to 2010 shows the deficit path as outlined in the Government’s Convergence 
Programme of November 2007. The figure for 2007 (5.7% of GDP) corresponds to the government estimate of the 
year’s outturn as of March 2008. This figure compares with an original target of 6.8% of GDP.  

Source: OECD Economic Outlook Database, 2007, and Updated Convergence Programme of Hungary 2007-2011. 

The next section looks at the current economic setting and how it meshes with 
Hungary’s ongoing reform efforts. 

The current economic setting and reform implementation 

A marked deceleration in growth … 

Following a decade of steady output growth Hungary’s economy started slowing down 
in 2005, in stark contrast to the growth acceleration experienced in the Czech Republic and 
the Slovak Republic (Figure 1.4). Signs of an erosion of the margins of growth on the Euro 
area and the OECD have also emerged. The performance of the public sector finances has 
played a key role in this development.  
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Figure 1.4. Quarterly growth in real GDP per capita (year on year)1 
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1. Data for 2007Q4 is preliminary. Euro area is the original 12 members. 

Source: OECD Economic Outlook Database, 2007, and websites of national statistical offices. 

… can be linked to public finance developments 

The current administration has engaged in a tough but necessary budget consolidation 
programme, aiming to reduce the budget deficit from 9.2% of GDP in 2006 to below 3% by 
2010. Because of a combination of sharp reductions in public expenditure and frontloaded 
tax increases, real output growth has slowed down, to some 1.5% in 2007, and it might take 
some time before it returns to trend growth. This temporary period of slower growth is a cost 
to be paid for the past fiscal laxness. Meanwhile significant progress has been made towards 
reducing the budget deficit. Current information signals that the government programme is 
on track and budgetary consolidation in 2007 has been better than initially expected, with the 
deficit falling below 6%. 

Monetary policy is working well …  

Monetary policy is anchored by the medium-term goal of euro accession and inflation 
targets.1. The weaknesses of the public finances have greatly limited the central bank’s 
options with respect to monetary policy. However, two cuts in policy rates in the second half 
of 2007 did signal the willingness of monetary authorities to stand ready to act as inflationary 
expectations abate. Continued fiscal consolidation can contribute to improve agents’ 
inflationary expectations and would enhance the capacity of the monetary authorities to turn 
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such achievements into monetary accommodation. Consumer price inflation (CPI) data 
indicate that despite slower growth this process is not yet firmly established. In addition to 
the second round effects of the increases in oil and food prices, this reflects the fact that 
regulated prices are now expected to increase quite markedly in 2008 (particularly, transport 
and electricity prices). As of the beginning of 2008, the CPI inflation rate was about 7%, 
considerably above the medium-term inflation target of 3%, and consequently monetary 
conditions remain tight for the time being. 

… and financial conditions are relatively favourable  

Up to now the Hungarian financial sector has not been hit by the US sub-prime crisis. 
The country still has a relatively undeveloped security market, arguably because the high 
interest rate premium encourages the demand of relatively conventional assets, like 
government bonds. More than half of bank assets are managed by foreign banks, which 
compete for clients and are increasingly willing to provide loans to the small and medium-
sized enterprise (SME) sector as well as private households. Moreover, banks appear to have 
considerable financial buffers: the capital adequacy ratio is a relatively safe 10%. Although 
competition appears strong among banks due to the presence of numerous foreign players, 
banking profitability is healthy, reflecting high interest margins. A possible reason for 
concern is that high interest rates encourage households to take foreign currency loans 
(typically in Swiss Francs). Borrowers may not fully factor in the exchange-rate risks of 
these loans, although no concrete problems have emerged so far.  

Long-term growth hinges on implementing an integrated reform strategy  

Although the current economic situation seems difficult, it actually offers an 
opportunity to shift from a regime where unstable fiscal balances tended to undermine 
economic performance, to one in which reduced volatility, better supply conditions and the 
resulting improved growth potential translate into sustainable increases in private investment 
and household consumption. The challenge confronting Hungary is to lock in structural 
improvements in various policy areas – public finance, employment creation, and social 
security – based on current reform. At the same time successful fiscal consolidation will 
restore market confidence and through the concomitant decline in risk premia stimulate 
productive investment.  

Fiscal sector reform can be particularly difficult to implement: politically as it impacts 
negatively on household incomes and constrains government expenditure programmes, and 
economically because it may entail temporary reductions in aggregate demand growth. This 
is precisely the reason why, just as important as regaining the balance of public finances, 
Hungary has to improve conditions on the supply side of the economy in areas with a 
potential to boost aggregate growth and labour incomes. A number of policy imperatives 
follow from these considerations: 

• An immediate challenge is for fiscal consolidation to stay the course. Over the 
medium term, however, government performance will not only be assessed with 
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regard to the maintenance of fiscal balance, but on the basis of quality of 
expenditures and the efficiency of the tax system to finance them. This report 
looks in depth at policies to raise the effectiveness of some key public services: 
health care, pensions, social welfare benefits and education, as well as efforts to 
reduce distortions imposed by the overall tax system, including the elimination 
of tax expenditures.(see Chapters 2, 3, 4, and 5). 

• In addition to these important reforms, much remains to be done to improve the 
environment for doing business, promoting – and creating incentives for – 
innovation, improving human capital formation, and boosting employment 
creation, including through strengthening the incentives for job search. These 
areas too are examined thoroughly inside the report (see Chapters 2, 6, 7, and 8). 

• Important questions concerning the sustainability of growth and environmental 
protection are addressed in the chapter on energy policy and climate change 
(Chapter 9).  

• Finally the report links these policy areas to public administration reform and 
e-government, exploring means to strengthen the effectiveness of public 
administrations at various levels to implement the various reforms and – more 
generally – deliver public services more efficiently (see Chapters 10 and 11).  

The following section summarises the chapters from the perspective of the overall 
reform effort and objectives, and highlights the interdependence of reforms in different areas. 

Chapter summaries 

Fiscal policy: deficit reduction and making taxes and expenditure more growth 
friendly 

A major requirement for a country to fully exploit its growth potential is the stability –
 and thus predictability – of the macroeconomic environment. By reducing risk and 
uncertainty, this encourages forward-looking entrepreneurs to make long-term commitments 
and invest in physical and human capital, facilitating innovation. 

While Hungary experienced a decade of strong growth once it came out of its 
post-transition recession, recent years have witnessed a resurgence of macroeconomic 
volatility, exacerbated by frequent policy reversals, as documented by the pronounced 
electoral budget deficit cycle (Figure 1.3) Under these conditions the central bank’s efforts to 
bring down inflation were less successful than in other countries of the region (Czech 
Republic, Poland, Slovak Republic) and more costly in terms of high interest rate 
differentials – the cost of an unstable macroeconomic environment.  
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The importance of regaining macroeconomic stability and more steady policy conduct 
in the future have been acknowledged by policy makers, and since 2006 a number of 
important measures have been introduced aiming to rein in the general government budget 
deficit and bring it within the limits set for Euro area accession, which remains an important 
policy objective, even though achievement of the objective has been repeatedly postponed. 

However, the fiscal deficit alone is not a satisfactory measuring rod for the adequacy of 
fiscal policy: both the level and structure of public expenditures as well as taxation are 
important for the quality of public economic management. Chapter 2 of this report looks at 
progress in regaining fiscal stability, the adequacy of both the level and structure of public 
expenditure, and possible improvements in the structure and level of taxation. It concludes 
that while initial progress in deficit reduction exceeded ambitious goals, the major policy 
challenge will be to maintain this momentum in coming years as the next election 
approaches, and temporary consolidation measures have to be replaced with permanent 
expenditure reductions. 

A major effort presently underway to simplify the tax system and make it less 
distorting is adopting several steps in the right direction, in particular measures to reduce the 
tax wedge affecting low income earners. In light of Hungary’s low employment rate (see 
below) and its comparatively heavy reliance on labour taxation, tax reforms should indeed 
focus on cutting the tax wedge on labour, particularly via lowering employers’ social 
security contributions. There also appears to be significant scope for better communicating 
the thrust of tax reforms. In general, measures to reduce tax distortions by changing the tax 
structure can be in conflict with equity goals, requiring political compromise in search of an 
acceptable trade-off. Notwithstanding this caveat, several revenue neutral opportunities to 
reduce tax distortions (by widening the tax base and switching to less distorting revenue 
sources, like property taxes) still exist and can be exploited. Reducing distortions further by 
lowering the level of taxation across the board – though desirable – should be attempted only 
if matching spending cuts can be secured, given the importance of maintaining stable fiscal 
balances, which allow for a reduction in the debt burden in advance of the expected 
expenditure increases associated with the ageing of the Hungarian population. 

In order to safeguard fiscal consolidation and break the electoral deficit cycle the 
government is also considering the adoption of fiscal rules in the context of the ongoing 
reform process. Although any fiscal policy outcome resulting from the application of fiscal 
rules can in principle be obtained by discretionary policy decisions, the adoption of fiscal 
rules can nevertheless play a meaningful role in communicating a policy shift to the public 
by “tying the government’s hands”. In fact, several OECD countries use fiscal rules to offset 
a tendency of governments to focus excessively on the short term, especially as elections 
approach. Given the historical experience of pronounced electoral deficit cycles in Hungary, 
some carefully designed fiscal rules seem indeed appropriate to secure greater fiscal stability 
in the future and are currently under discussion. Such rules can also reduce the risk of 
unintended policy failures due to various (recognition- , decision- and implementation-) lags 
in the conduct of fiscal policy, but should be flexible enough to allow the government to 
respond to significant economic shocks. 
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Healthcare reform: improving efficiency and quality of care 

Key indicators of health outcomes (mortality and morbidity) show that Hungary’s 
performance in this area is poor by international standards, even when adjusted for 
differences in per capita incomes. It is difficult to avoid the conclusion that these poor 
outcomes are causally related – at least in part – to the unsatisfactory performance of the 
national healthcare system. The need for reform of this system is indeed generally 
recognised, although there is only limited agreement on the basic structure of the reformed 
healthcare system to be adopted. Disagreement about key aspects of ongoing healthcare 
reform along political party lines has led to a highly politicised debate, often to the detriment 
of a rational search for optimal compromise. 

Given the pressing need for fiscal consolidation, improvements in the healthcare 
system must in the short run come mainly from efficiency gains rather than increased 
expenditure, although by international standards Hungary’s share of healthcare spending in 
GDP is not particularly high. Measures taken in the healthcare sector in the past two years, in 
particular the reform of the pharmaceutical market, made an important contribution to 
short-term fiscal consolidation. The longer term effect of these measures on efficiency and 
quality of care depends to a great extent on whether the government will be able to extend 
and fine tune the ongoing supply-side reforms. In the longer term, it will be necessary to 
widen the reform agenda to develop a long-term strategy to improve the population’s health 
status and to ensure sustainable financing and adequate human resources in the health sector. 

In the pursuit of efficiency gains, the government has opted for a mandatory health 
insurance system in which a number of regional insurance management funds under mixed 
public/private ownership compete nationally for customers by offering an identical service 
package. (In addition, there is a basic health service package available to all citizens 
independent of insurance coverage.) The objective is that by competing on cost effectiveness 
and responsiveness to patients’ demand, the insurance funds will induce significant 
efficiency gains in the provision of health care, with quality standards to be assured by 
pertinent regulation. The new system is expected to be established by early 2009. 

It is yet to be seen whether recent reforms based on market competition in compulsory 
health insurance (e.g. Netherlands and the Slovak Republic) will prove the merit of 
competition, as assumed by the government, in delivering affordable, good-quality health 
care. Research findings on competition between sickness funds introduced in the mid-1990s 
in Germany, Israel, the Netherlands and Switzerland show that, due to imperfect systems of 
risk adjustment, there are incentives for risk selection that may threaten solidarity, quality of 
care and efficiency.  

For the system to operate successfully, a number of conditions have to be met, 
comprising the adoption of a consistent regulatory framework (including an effective 
risk-adjustment formulae), and the design and implementation of corresponding monitoring 
and enforcement mechanisms. The government is currently allocating responsibilities for the 
various functions required to make the system work properly, and creating new entities (or 
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reorganising existing ones) as required to assume them. The tasks involved are demanding: a 
complex system will be introduced in an environment with lack of adequate information on 
quality of services, shortcomings in economic and quality regulation, and weak 
law-enforcement capacity.  

The introduction of co-payments for healthcare services has been part of recent 
reforms. It constitutes a symbolic break with the past principle of “free” health care, although 
the latter has long been undermined by substantial “under-the-table” payments by patients. It 
is hoped that the introduction of co-payments will be a first step in an attempt to eliminate 
the habit of under-the-table payments. Improving contribution payments and decreasing the 
number of free riders in the system was also an objective, and improvements can be seen in 
this respect. Co-payments can also be defended on efficiency grounds, since free availability 
of health services will lead to excess demand, and rationing through the price system in 
certain areas of health care can be more efficient than alternative methods to adjust excess 
demand to available supply. Their undesirable side effect of depriving low income people of 
essential medical care can be mitigated by means-tested compensation for medical 
expenditures.  

The process of health reforms itself can be further improved, including the way that 
conflicts are settled between the government and key stakeholders in the healthcare system, 
and setting up institutions to monitor and assess the reforms. 

Pension reform: providing old-age income security in the face of population 
ageing  

Like many other countries Hungary faces rapid population ageing, which entails 
serious challenges to the viability of its public pension scheme in the medium term. A 
significant reform of the pension system was introduced ten years ago, and the post-reform 
pension scheme rests on two main pillars: a public pay-as-you-go-scheme and a mandatory 
system of private pension funds. Voluntary private retirement savings constitute a potential 
third pillar. However, even taking all past and currently scheduled reform measures into 
account, the system appears unsustainable under current rules when subjected to projected 
medium- to long-term demographic changes. Moreover, there is an urgent need to address 
the problems of the payout phase before people begin withdrawing pensions. 

More changes are therefore required. A major cause of the projected imbalance in the 
finances of the public pension scheme is the low retirement age of Hungarians – among the 
lowest in the OECD area. This is also reflected in participation rates which are among the 
lowest in the OECD area as well, especially for men (see Chapter 5). From a welfare 
perspective there is nothing wrong with an individual choosing to retire early, or indeed late, 
if the decision is based on an undistorted evaluation of the benefits of retirement against the 
(opportunity) cost of the income losses it entails.  

However, there is ample evidence that the prevailing public pension scheme provides 
strong income incentives for early retirement, while imposing heavy (implicit) taxes on work 
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beyond the mandatory retirement age, thus distorting individuals’ retirement decisions. The 
system entails a large accumulation of pension wealth (relative to earned income) by the age 
of 60 (making it possible for people to retire), while a decision to continue working reduces 
pension wealth significantly. Reducing the implied distortions to individuals’ 
work/retirement decisions should therefore be a priority in any effort to make the system 
sustainable in the medium term. Further increases in the statutory retirement age are likely to 
be part of this approach; this would also be consistent with the projected increase in life 
expectancy and improving health status of people in their 60s and even 70s.  

The private defined contribution pension plans are by design funded and therefore do 
not risk future fiscal imbalances due to population ageing, bar gross economic 
mismanagement. Both their economic performance and system of governance has been 
subjected to scrutiny since their inception a decade ago. This report discusses a number of 
measures to improve the governance of these plans. In addition, regulation relating to the 
payout phase and appropriate annuity products was not fully articulated when the private 
schemes were introduced. This is now a matter of some urgency, as the first retirees will 
begin to draw their pensions from these accounts in the near future. The chapter stresses the 
importance of implementing reforms to smooth the transition from the accumulation to the 
payout phase and ways to strengthen annuity markets.  

Unlike most public pension schemes in other OECD countries, the Hungarian system 
embodies little income redistribution. This has the advantage that distortions of work- and 
saving- incentives caused by the system are relatively low: participants will view their 
contributions more like (forced) saving rather than a tax on earned income. But the lack of 
redistribution by the pension system also risks entailing an increased incidence of old age 
poverty for all those participants whose lifetime incomes are – for whatever reason – 
insufficient to accumulate the pension wealth necessary to provide an adequate 
post-retirement income stream. Lack of redistribution through the pension system will thus 
require increased reliance on the social assistance safety net (e.g. welfare transfers). Reliance 
on this safety net also risks to be large in view of the comparatively low employment rates of 
people of working age and the resulting low coverage of the pension system. 

Employment and social policies: making formal employment more attractive 

Hungary has one of the lowest participation rates among the OECD countries. 
Comparison with the experience of other OECD countries strongly suggests that this is not a 
reflection of citizens’ unconstrained choice between work (i.e. income) and leisure. Rather 
this result is importantly influenced by significant distortions entailed by the prevailing 
tax-transfer system and various regulations tilting individuals’ choice against formal labour 
force participation. Another effect of the distortions – in combination with weaknesses in 
public administration – is to drive part of the nation’s economic activity underground.  

Since labour – including human capital – makes by far the largest contribution to 
domestic output and thus real income, an obvious way to raise income per capita is to 
increase the share of persons actively employed in the population. One way of pursuing this 
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strategy is reducing existing distortions to the work-leisure choice of individuals. Such 
policies do indeed play a prominent role in the ongoing reform process initiated by the 
government. These do not only concern labour market measures: given the all-pervasive 
interdependence of reform policies, measures taken in the areas of taxation, healthcare, 
pension, and education reform all can be expected to also have significant impacts on labour 
market performance, and the more important of these effects are referred to in the pertinent 
chapters of this report. 

Regarding labour market policies proper, the analysis in the employment chapter 
covers disability and unemployment benefits, sickness pay rules, and the minimum wage. 
The common theme of policy recommendations in all these areas is to shift the focus of 
policy intervention from income support for persons out of employment to providing 
increased assistance for bringing the persons concerned back into productive employment. 
This shift in policy focus is clearly visible in recent policy initiatives, and the report makes 
several suggestions for how to strengthen it further. 

A necessary condition for the shift in policy focus to succeed is to clearly define 
responsibilities for implementing labour market rehabilitation measures. This will likely 
entail an extension of the tasks of the Public Employment Services and co-ordination (or 
even integration) of their work with that of municipal agencies in charge of traditional 
welfare administration. It will also require the introduction of transparent monitoring and 
appraisal mechanisms. Given the priority of fiscal consolidation, most of the resources 
required for these changes will have to come – at least initially – from savings in the various 
benefit payments affected by the policy change. Increased private sector involvement in 
rehabilitation and job placement can also contribute to the aspired efficiency improvements, 
but needs proper regulation to avoid cream skimming in case of public support.  

Family support policies (maternity leave options in particular), although not designed 
to influence labour markets, have an important impact on participation rates. Here the policy 
recommendation is to widen available choices for women with small children by increasing 
the supply of institutionalised child care, and providing families with vouchers which allow 
them to choose between family-based and institutionalised child care. 

Education reform: improving human capital formation 

Efforts to raise participation rates address the quantity component of labour supply. 
Equally if not more important in the determination of income levels and growth are the 
quality characteristics of the labour force and their steady improvement over time. Since 
formal education lays the fundaments for human capital accumulation, the education system 
plays an important role in any long-term strategy to raise the country’s growth potential and 
promote the convergence process. 

Recognising this pivotal role of education, Chapter 6 in this report looks at the 
performance of Hungary’s formal education system in comparison to other OECD countries. 
Relying largely on the evidence compiled by successive PISA (Programme for International 
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Student Assessment) studies, thematic reviews, and annual indicators, the following policy 
relevant characteristics of the Hungarian education system are identified.  

In the past Hungary has produced fewer university graduates (as a percentage of a 
given age cohort) than most other OECD countries, and this gap has grown despite a 
significant increase in such education in Hungary over the last ten years. Reflecting this 
finding, the “education income premium” in Hungary is the highest among the 24 OECD 
countries for which comparable data are available, suggesting that the expansion of 
university education represents a large potential source of future income growth. 

For a number of reasons detailed in Chapter 6 there is a presumption that resources are 
used sub-optimally in the selection and formation of the county’s teachers: Total supply 
appears excessive, while the training of teachers seems deficient in several respects. Various 
reforms undertaken recently promise to redress these problems. Increasing school 
accountability as well as giving schools the opportunity to determine the pay scales for the 
teachers they hire could help to improve the quality of teaching by rewarding good 
performance. Here as elsewhere, systematic monitoring and evaluation of performance 
subsequent to policy changes introduced should facilitate steady improvement based on 
tangible evidence. 

More generally, given the decentralised character of the education system, it is 
important to design monitoring and evaluation procedures that promote accountability of 
individual establishments as well as for the entire system. This creates peer pressure for 
improvement and allows clients (i.e. students and their parents) to make informed education 
choices. A voluntary professional control system exists in Hungary, which is overseen by the 
National Office of Education. Chapter 6 discusses various policy approaches to select and 
implement mandatory monitoring and evaluation procedures based on other countries’ 
experience. 

Last, but not least, a specific problem of Hungary’s education system is its limited 
success in integrating disadvantaged social groups into the formal education system – and 
society in general. Failure to do so is potentially detrimental to sustained growth by reducing 
social stability and leaving some human capital underutilised. The Hungarian Administration 
is fully aware of this problem, and Chapter 6 summarises OECD recommendations to 
address the issue.  

From the perspective of long-term sustainability and efficiency, it is desirable that 
policy efforts to increase equity in education concentrate on assuring equality of opportunity 
by aggressively removing specific obstacles encountered by disadvantaged groups to access 
educational opportunities, rather than aiming at equality of outcomes by affirmative action or 
similar approaches, which should be used only under exceptional circumstances. 
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SME  promotion: increasing competitiveness and fostering successful 
entrepreneurship 

While the government is responsible for creating framework conditions and conducting 
policies to facilitate economic activity, the actual process of value added creation is 
predominantly carried out in the country’s business sector. As elsewhere, the majority of 
enterprises in Hungary are small and medium sized, with those employing less than 
50 persons accounting for over 99% of all enterprises. The findings of general business 
surveys will thus be highly relevant for the SME segment of the nation’s business sector.  

The Ministry of Economy and Transport (MoET) annual entrepreneurial survey shows 
that the biggest perceived obstacle to operating a business in Hungary is high taxes and 
similar charges, followed by the unpredictability and complexity of economic regulation. 
While these obstacles are directly under the control of economic policy makers, the SME 
chapter presents a more detailed list of obstacles, many of them not directly subject to 
government control (like weak demand, lack of entrepreneurship, and clients defaulting on 
credit). 

Results of the “Ease of Doing Business” survey conducted annually by the World Bank 
largely echo the results of (and complaints in) the MoET’s national business survey. Ranking 
some 178 national economies regarding various obstacles to value added creation as 
perceived by business people, Hungary’s rank (127) is worst regarding government charges, 
investor protection (107), and dealing with licenses (87), all issues subject to government 
control and/or regulation. Significantly, the same World Bank survey ranks Hungary in 
67th place world wide for the ease of starting a business, and most of the pertinent obstacles 
responsible for this poor ranking can be traced to government policies.  

Many of the policy conclusions resulting from these findings are applicable to 
economic policies affecting business of all sizes. Better design of these policies is the 
responsibility of a wide range of ministries and agencies, and relevant reform measures are 
discussed in the various chapters of this report (e.g. Chapters 2, 5, and 8). Given the size of 
the SME sector with respect to employment and value added, improving its performance is 
of crucial importance for attaining the government objective of accelerating growth and 
income convergence with the rest of the EU. 

Thus an important issue is identifying when there are valid reasons for singling out 
enterprises by size class, i.e. SMEs, for special support. There is obviously a risk that 
policies or programmes designed to provide specific support for SMEs alone will try to 
compensate for comparative disadvantages and in doing so distort market structures or create 
barriers to competition rather than levelling the playing field. This would not be in the 
interests of greater overall efficiency, although it might have a rationale in terms of better 
implicit equity or other socio-economic goals. 

These issues were discussed and recognised by Ministers responsible for SMEs in their 
Declaration at Istanbul in 2004, which should guide Hungary’s policies in this domain. After 
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calling for policies and an institutional framework that contribute to a business environment 
conducive to entrepreneurship, they stressed that it is important that any SME-specific 
policies or programmes “… are clear in terms of their rationale, objectives and beneficiaries 
... based on sound research, empirical evidence ... cost-effective, and designed to encourage 
activity that would otherwise not have taken place and help SMEs overcome the effects of 
market failures” (OECD, 2004). Thus when considering priorities Ministers called attention, 
for instance, to the need in many countries to improve access to financing for SMEs on 
reasonable terms and to reduce barriers to SME access to global markets. Ministers also 
stressed the importance of establishing a culture of evaluation of SME policies and 
programmes to ensure that SME programmes which are implemented are cost-effective and 
adapt to changing conditions. Evaluation of support programmes pursued should be 
mandated and budgeted when programmes are designed, carried out by independent but 
informed evaluators, and generate recommendations for improving and strengthening 
programmes to be retained.  

Chapter 7 discusses both government policies that influence the broad business 
environment, with emphasis on certain aspects that impinge disproportionately on SMEs, as 
well as support policies and priorities in two areas singled out by Ministers: access to credit 
and to international markets. The chapter also emphasises the need for Hungary to strengthen 
its culture of evaluation of support policies and programmes for SMEs. 

Innovation: fostering rapid productivity growth 

Innovation, by raising total factor productivity, is the main driver of long-term 
economic growth, resulting in a steady increase in income per capita and living standards. 

Being a small open economy still lagging behind advanced countries’ incomes and 
technology in most areas (as witnessed by pertinent science and technology-related 
indicators), Hungary has significant unexploited potential to boost innovation through the 
acquisition of existing and tested know-how from abroad and its rapid diffusion at home, 
comprising both technical and engineering knowledge, but also leading edge management 
and administration methods. A major vehicle for such import of know-how is FDI, which 
should be facilitated by appropriate framework conditions. 

Although much of internationally available know-how has a public goods character, its 
adoption is not necessarily cost free since it requires a certain level of skills and 
sophistication of the labour force. This highlights the importance of adaptation in the 
national education system to facilitate the continuation of Hungary’s convergence process 
(see the discussion in Chapter 6). In addition technology transfer is facilitated by own 
research and development and, more generally, a sufficiently advanced level of firms’ 
competencies, e.g. in production and knowledge management.  

As the technology gap between Hungary and leading technology countries gradually 
closes and the competition from the most dynamic, emerging economies intensifies, the 
growth opportunities from technology transfers will diminish, and Hungary will have to rely 
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increasingly on original domestic research to maintain high sustainable growth rates. The 
government has recognised the key importance of innovation of all types and is putting in 
place a science and technology policy strategy to respond to the challenge. 

Chapter 8 highlights the importance of the right framework conditions which should 
aim at assuring that private entrepreneurs realise tangible results in terms of improving their 
economic position as a reward for successful innovation. Such framework conditions 
comprise tax schemes, efficient information systems, innovation-friendly regulation, 
intellectual property rights, macroeconomic stability and effective competition, importantly 
including free trade, and are dealt with in various chapters of this report. The interactions 
between competition in product, labour, and financial markets have an important impact on 
innovation and growth. In particular, narrow illiquid capital markets and inflexible labour 
markets hold back most types of innovation activity, except imitation of technologies which 
are already becoming obsolete in more advanced countries or sectors. 

In addition, there is a need to take more specific measures addressing various market 
failures in the knowledge economy. These may include investment in human capital for 
science and technology, fostering excellence and relevance of public research, and 
developing international linkages in science, technology and innovation. Direct support to 
innovation in the business sector is justified to the extent there are positive externalities 
(i.e. not all benefits can be internalised) or other market failures. Specific policies will be 
discussed in depth in the forthcoming OECD Review of Hungary’s Innovation Policy.  

As to the implementation of innovation policies pursued, it is important – as in other 
policy areas – that responsibilities and accountabilities are clearly defined and assigned. 
While Hungary has put in place many elements of a modern innovation system since its 
transition, a more stable governance structure and medium- to long-term perspective in 
public research and development (R&D) and innovation policy would be desirable; it would 
facilitate a more systematic use of monitoring and evaluation procedures, providing the basis 
for a more evidence-based policy – an issue also explored in the chapter. 

Energy policy and the environment: responding to the threat of climate change 

Energy policy and its implications for the environment, greenhouse gas (GHG) 
emissions in particular, play an increasingly important role in policy making and have 
become an essential concern in the design of sustainable growth strategies. Due to massive 
economic restructuring following the collapse of the Soviet economic regime, Hungary had 
little difficulty in meeting its GHG emission reduction commitments under the Kyoto 
Protocol. Requirements under successor agreements are likely to be more difficult to meet: 
Hungary has to be prepared to respond to more stringent GHG emission reduction objectives 
by 2020, as part of a forthcoming post-Kyoto EU commitment and burden–sharing 
agreement. Given Hungary’s ambitious growth targets implicit in its convergence objectives, 
further increases in energy efficiency will thus have to be the focus of energy and climate 
policies. 



26 – 1. OVERVIEW: REFORMS FOR STABILITY AND SUSTAINABLE GROWTH 
 
 

REFORMS FOR STABILITY AND SUSTAINABLE GROWTH – ISBN-978-92-64-04376-3 © OECD 2008 

Both Hungary’s energy and climate change policies are strongly influenced by 
pertinent decision making at the EU, setting important parameters within which Hungary 
must formulate its own policies. This has the advantage of facilitating access to considerable 
expertise and experience of other EU member states, as well as providing external finance 
for selected energy-saving and emission-reduction programmes. It also subjects the country 
to the less judicious EU policies, like excessive subsidisation of domestic biofuel production 
and protectionist tariffs on cheaper biofuel imports. Such trade barriers are inconsistent with 
the declared policy objective – both at EU and national government level – of reducing fossil 
fuel use and GHG emissions at least cost, by obstructing international division of labour 
guided by comparative advantage.  

However, despite these constraints, there remain ample opportunities to adopt an 
energy/environment policy strategy that increases economic efficiency in the pursuit of 
ambitious GHG emission reduction targets within the EU framework. Such a policy 
approach should embody the following three principles: 

• equalise marginal GHG abatement cost across all emission sources, 

• foster innovation and diffusion of pertinent technologies to lower current and 
future abatement costs, and 

• maintain flexibility to adjust readily to any new developments regarding both 
climate outcomes and emission abatement costs. 

Economic instruments, like carbon taxes or auctioning off emission units, will have to 
play a key role in implementing such a policy. This offers an opportunity to replace taxes 
which reduce efficiency by distorting incentives (e.g. to work and to invest) by taxes which 
correct negative externalities caused by the use of fossil fuels, raising economic efficiency on 
both accounts. Similar opportunities of raising national welfare while simultaneously 
reducing GHG emissions can be exploited by rational management of urban transportation 
(e.g. through congestion pricing), which accounts for around half the negative environmental 
externalities originating in the transportation sector.  

To assure the efficiency of economic instruments, it is important to allow their effects 
to be fully reflected in the user cost of all products; any existing direct or indirect energy 
subsidies should therefore be abolished. An additional advantage of using economic 
instruments to curtail energy consumption and GHG emissions is that it creates strong 
incentives for innovation to raise energy efficiency and to develop substitutes for polluting 
fossil fuels, like renewable or carbon free energy sources. 

While use of economic instruments is the policy approach of choice, exploiting some of 
the potential energy savings may require regulatory intervention in cases where market 
failure, in particular due to imperfect or costly information, leads to sub-optimal market 
outcomes. This is clearly the case in the absence of pertinent building codes and lack of 
energy efficiency standards in several other areas of energy use. 
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Achieving larger GHG emission reductions will require considerable changes in the 
behaviour of both energy producers and consumers. However, most analysts agree that doing 
so by fully exploiting the existing potential for raising energy efficiency, while gradually 
developing and adjusting to a pollution-free energy supply using sound economic principles 
should have a negligible effect on potential growth as conventionally measured.  

Public administration reform: improving the performance of the public sector 

Besides providing an enabling environment for the private sector to pursue its 
economic activities under optimal conditions, the government also plays an important role in 
providing some economic and other services directly to the public. Both these functions are 
important for the economy to fully utilise its productive potential. In fact, one of the 
fundamental choices every society has to make is on the distribution of tasks between the 
public and the private sector, and between levels of government within the public sector. 
Such choices should be governed by the principle that the private or public entity, or 
government level, best equipped to fulfil a given task should be entrusted with pursuing it.  

Hungary’s policy agenda to bolster sustainable growth in the context of fiscal 
consolidation calls for more efficient ways to deliver public services, including public 
administration itself. Sustainable growth involves improvements in real income levels, which 
is assisted by efficient public service delivery. Higher income levels result from efficient use 
of resources, which is facilitated by a coherent policy mix adapted to local development 
needs. Ensuring equitable access to higher quality public services requires appropriate 
mechanisms of collaboration and division of labour among public authorities, both vertically 
and horizontally.  

Chapter 10 on Public Administration – after describing the current situation and recent 
reform measures in Hungary – explores remaining opportunities of raising efficiency in 
government operations. Most of these opportunities arise in the area of co-operation in 
service delivery at the sub-national level, since the average size of self-governing 
municipalities in Hungary is too small to reap significant economies of scale. While there is 
no single dominant method to achieve inter-municipal co-operation, the chapter provides a 
wealth of examples of how other countries have approached the problem. The coexistence of 
elected and non-elected entities at the intermediate level (between the central government 
and municipalities) also complicates efficient administration and needs to be addressed 
rapidly in order to facilitate economic development, especially in a context of marked 
inter-regional disparities. To raise income levels while reinforcing convergence and equity in 
a sustainable way, policies need to foster competitiveness based on local and regional 
comparative advantage. This requires investment in policy makers’ capacity to collaborate 
with relevant actors on the basis of each territory’s assets (e.g. human capital, industrial 
clusters, etc.). 

Another complementary method to increase government efficiency, not only at the 
local but at all levels, is to introduce budgeting procedures that shift from focusing on inputs 
towards outputs and goal achievement. This requires both more and better economic analysis 
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of government objectives, and better measurement of pertinent output variables and policy 
results. The chapter discusses experience and instruments used in different OECD countries 
to meet this requirement. 

Implementing administrative reform has proved difficult in Hungary in the past, partly 
due to the high degree of political polarisation of the reform process. To reduce excessive 
politisation of policy reform, it seems desirable to promote mechanisms to discuss planned 
policy reforms dispassionately and objectively (e.g. the “Roundtable” framework), an 
approach already widely used in the context of local government reform. The contrast 
between the fate of current healthcare reform plans (which were not subject to “roundtable” 
discussion and review) and ongoing deliberations regarding pension and education reform 
suggests that such mechanisms could indeed play a useful role in reaching policy consensus 
and make reform implementation easier. 

E-government: using technical progress to improve public service delivery 

E-government – defined as “the use of information and communication technologies, 
and particularly the Internet, as a tool to achieve better government” (OECD, 2003) – is a 
striking example of the interdependence of the various subjects discussed in this report. It 
combines key aspects of reform of public administration (Chapter 10), innovation 
(Chapter 8), and budget procedures (Chapter 2) in the pursuit of mobilising Hungary’s 
growth potential by creating a more efficient public sector. Far from being a narrowly 
technical issue it is of strategic importance for public sector reform. But to fully exploit the 
effectiveness- and efficiency-raising potential of e-government requires considerable 
flexibility in the redesign of government procedures and attitudes towards public sector 
service provision. 

As is the case for other aspects discussed in this report, Hungary currently falls into the 
lower quintile of OECD countries concerning performance characteristics of e-government, 
but ranks high among the leading nations among former Soviet bloc countries. The 
development of e-government in Hungary is characterised by rapid convergence towards EU 
standards following EU accession in 2004. This process was helped both by the adoption of 
EU standards for e-government development as well as by EU funding support to build and 
improve the country’s information and communication technology (ICT) infrastructure. 
However, the convergence process has stalled since 2006 – in fact the gap between key 
e-government indicators has widened again in 2007. 

Various factors help explain the apparent pause in the convergence process: Certainly 
the urgent need for public sector deficit reduction has curtailed the public administration’s 
ability to invest in ICT hard and software. Arguably equally important seem the 
government’s difficulties of setting up the requisite administrative framework to deal 
effectively with the complexities of cross-cutting issues of standardisation of e-government 
procedures to exploit economies of scale in implementation and secure compatibility of 
systems between different public authorities, both vertically and horizontally. Finally, the 
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introduction and proliferation of e-government requires changes in attitudes, both by service 
providers (government agencies) and users (the public), which require time to take hold. 

As the Chapter 11 on e-government details, many of the existing difficulties as well as 
action needed to remedy them have been identified for some time. But corrective action has 
either not yet been taken, or has been taken too recently in order to show tangible results. 
The report argues that dispersed responsibilities, resulting in lack of accountability, are an 
important part of the problem. Another is the complexity of the task, which is hard to tackle 
under the traditional modus operandi of departmentalised and hierarchical government 
agencies, often lacking the whole-of-government overview, and pertinent competencies and 
skills.  

Note 

 
1. Regarding the monetary management framework, at the end of February 2008 the 

government and the monetary authorities jointly decided to adopt a floating exchange rate 
regime. The new approach strongly signals that the monetary authorities are committed to 
an inflation target, which is in line with the objective to join the Euro area. 
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Chapter 2 

 
Fiscal Policy: Deficit Reduction and Making Taxes and 

Expenditure More Growth Friendly 

Fiscal consolidation dominates Hungary’s policy agenda at present: the Hungarian 
budget deficit is the highest in the OECD. The government’s biggest challenge is to 
stick to the ambitious plan to bring the deficit down to below 3% of gross domestic 
product (GDP) by 2010 from more than 9% in 2006 and an officially estimated 5.7% in 
2007. This chapter discusses policy options on how to maintain the momentum of fiscal 
adjustment. Progress is being made over a wide range of structural reforms but 
monitoring of achievements is necessary in several spending areas. Measures under 
discussion in Parliament to tighten fiscal discipline using fiscal rules are examined, 
and suggestions for possible improvements are made, particularly regarding the 
transparency and oversight of the accounts, as well as the budget preparatory process. 
Assessment also reveals an issue of simplification in the budget rules under discussion. 
Revenue-raising measures have been necessary for the initial phase of consolidation, 
but there is a need to reduce the tax burden on labour. This chapter discusses avenues 
for achieving this in the context of a broad strategy of tax reforms, particularly via 
lowering social security contributions for low wage workers. It ends with an 
examination of possible measures to improve tax collection and to help effective 
communication of changes in the taxation system.  
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Background and main policy recommendations 

Fiscal consolidation is Hungary’s dominant policy priority at present. Despite the 
economy has grown remarkably over the past 15 years or so, the size and responsibilities of 
the public sphere for providing services to the population remain vast. This situation reached 
a point in 2006, when it became apparent that the level of public spending had reached 
unaffordable levels, given the limited capacity of the tax system to collect significant 
additional revenues. This, plus awareness of the growing public spending effects of 
population ageing, has brought the course of public spending in Hungary to a turning point. 
Much of the country’s capacity to exploit its growth potential will depend on the success of 
the ongoing efforts to restore budgetary balance, combining measures to scale down 
government expenditures, reduce tax distortions, and improve the budgeting process. If all 
goes according to plan, fiscal consolidation and restructuring of both government revenues 
and expenditures will bring dividends to the economy in the longer term via increased 
confidence, lower interest rates and reduced tax distortions – including, most prominently, 
the tax wedge between gross and net wages. This chapter examines the tools available to the 
authorities to manage the fiscal sector with a view to achieving fiscal stability and improve 
the country’s sustainable growth potential. Main policy recommendations developed are:  

• Maintaining the momentum in fiscal consolidation, including structural 
reforms to public spending decision making, is a key challenge facing the 
authorities. This is essential to avoid unwanted extensions of temporary measures 
and the return to revenue-increasing consolidation measures in the future.  

• Monitoring of achievements and, where needed, ensuring swift 
implementation of follow-up remedies is necessary in a number of areas, 
particularly public administration, health care and pensions. Also, there is a 
need to safeguard the progress achieved with regard to lowering price subsidies. 

• Achieving and maintaining fiscal stability could be facilitated by 
medium-term budget rules with embedded spending targets. Budgeting rules 
being debated in Parliament should be made more transparent than currently 
planned and efforts to extend budgetary rules to sub-national administrations 
should continue. 

• Tax reforms should focus on reducing the tax wedge on labour, particularly 
via lowering employers’ social security contributions. However, any plans to 
cut the tax burden should not be implemented before a sustainable spending 
consolidation is on track. 

• In addition, tax administration reform should be strengthened. And there is 
scope for better communicating the objectives and benefits of reforms.  
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The legacy of the lack in fiscal discipline 

In 2006, the fiscal balance of the general government reached 9.2% of gross domestic 
product (GDP) on an ESA95 accounting basis. Even though in 2007 the deficit fell to about 
6% of GDP, reflecting fiscal consolidation (see below), it nevertheless remains the highest 
among OECD member countries. At the same time, Hungary has a higher public sector debt 
than any other catch-up country in the region (about 65% of GDP), e.g. Czech Republic, 
Poland and Slovak Republic (Figure 2.1).  

Figure 2.1. Comparison of general government deficit and debt levels, 2006 
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Source: OECD Economic Outlook Database, 2007.  
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Comparatively high public spending 

Primary expenditure amounted to about 48% of GDP in 2006, again one of the highest 
shares in the OECD. All member countries with a similar level of per capita income have 
considerably lower levels of primary spending than Hungary (Figure 2.2).  

Regarding individual spending categories (Table 2.1), the spending gap both in relation 
to the OECD average and the Czech Republic, Poland and the Slovak Republic is 
particularly wide for government consumption. In addition, Hungary has comparatively high 
and growing social security spending, mainly driven by the need to meet rising pension 
commitments reflecting population ageing and existing incentives to retire early. 
Furthermore, “other current spending” which includes various transfers and several 
important production subsidies is also relatively high.  

Looking at spending by functions (Table 2.2), Hungary stands out in the comparison 
with the OECD average for its high share of GDP for general public services. This suggests a 
costly and comparatively inefficient public administration. Also the share of expenditures on 
economic affairs is relatively very high. This mostly reflects the presence of large investment 
spending on road infrastructure, particularly motorways. Past efforts to outsource these items 
into public private partnerships (PPPs) were not successful.1 The share of health care in total 
Hungary’s primary spending is relatively modest. Nevertheless, the aggregate figure masks 
an important problem in the health system due to overspending for the consumption of 
pharmaceutical products. At about one fourth of total health expenditure, pharmaceutical 
expenditures have been well above the average of the OECD countries over the years. Since 
2007, spending on the consumption of pharmaceutical products has moderated. 

Average tax revenues but low tax efficiency 

In 2006, Hungary’s total tax revenue – defined to include social security 
contributions – reached about 37% of GDP, a share approximately equal to the OECD 
average (Figure 2.2).2 Fiscal consolidation entailed a significant increase of the overall tax 
burden to 39% of GDP in 2007.3 Among OECD countries at comparable levels of per capita 
income, Hungary ranks as a high tax country, particularly relative to Poland and the 
Slovak Republic.  

The structure of the Hungarian tax system is similar to that seen in the Czech Republic, 
Poland and the Slovak Republic: revenues rely relatively heavily on income-dependent social 
security contributions, much in line with the German-style social security tradition. Reliance 
on consumption taxes is also strong, while revenues from income taxes are relatively low. In 
particular, the tax burden on capital has been kept very moderate, partly reflecting the aim to 
attract foreign direct investment. This picture is reflected in the comparison between 
Hungary and the other OECD countries (Figure 2.3).  
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Figure 2.2. Comparison of general government primary spending and tax revenues, 
20061 
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1. Primary expenditure is total expenditure minus interest payments. Revenue is total direct and indirect taxes and 
social security contributions. 

Source: OECD Economic Outlook Database, 2007; OECD National Accounts Database, 2008. 



36 – 2. FISCAL POLICY: DEFICIT REDUCTION AND MAKING TAXES AND EXPENDITURE MORE GROWTH FRIENDLY 
 
 

REFORMS FOR STABILITY AND SUSTAINABLE GROWTH – ISBN-978-92-64-04376-3 © OECD 2008 

Table 2.1. Comparison of public spending categories1  

Neighbouring country average 2

2000 2006 2000 2006 2000 2006 2000 2006
Government consumption 20.9 22.9 8 6 18.4 19.1 19.4 19.2
Social security benefits 12.4 15 15 12 12.3 13 13.9 13.3
Subsidies 1.6 1.4 9 11 1.4 1.2 1.9 1.3
Other current payments 4.3 5.6 13 5 4.2 4.5 3.1 3.8

% of GDP  Rank position
OECD averageHungary

% of GDP

 

1. General government, ESA 95 figures for 2006. 

2. Czech Republic, Poland and Slovak Republic. 

Source: OECD calculations. 

Table 2.2. General government spending by main function, 2005 or latest available year 

In percentage points of GDP 

Federal OECD countries
Non-weighted average Non-weighted average Hungary (2004)

General public services 6.1 6.3 9.2
Public order and safety 1.7 1.7 2.1
Education 5.5 5.9 5.7
Health 6.8 6.4 5.4
Social security and welfare 14.9 16.2 16.3
Housing and community amenities 0.7 0.9 0.8
Economic services 4.1 4.8 5.7
Other 2.9 3.5 3.9

Unitary OECD countries

 

Source: OECD National Accounts except for Australia, Canada and Hungary; International Monetary Fund (IMF), 
Government Finance Statistics Yearbook for the others. 

The share of Value Added Tax (VAT) revenues is one of the highest internationally –
 about 23% of total tax revenues, compared with an OECD average of 18%. The OECD 
publishes an indicator of efficiency for VAT taxation, which reveals that most member 
countries have considerable margins for improving their VAT systems. Countries often 
exempt some goods and services and apply lower preferential tax rates on several others. By 
altering the structure of relative prices, this distorts demand patterns with limited pay-offs in 
terms of social protection. A better option would be to use rates more uniformly and 
maintaining exemptions to a minimum, so that the standard rate would be applicable to a 
broad tax base. Benchmarking Hungary against this approach suggests that despite the recent 
unification of VAT rates has brought Hungary more in line with OECD best practices there 
are additional opportunities to broaden the base.4   
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Figure 2.3. Sources of tax revenues, 2005 
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Source: OECD Revenue Statistics. 

Hungary also raises a comparatively high proportion of total government revenue in the 
form of social security contributions (31%, against an OECD average of 26%; Figure 2.4). In 
particular, Hungary has the third highest “tax wedge” in the OECD as a whole.5 For 
example, based on the representative taxpayer with an income level equal to the average 
wage, Hungary’s wedge for 2006 was 51%, while it averaged 38% in the OECD area. For 
low income taxpayers (earning three-quarters of the average wage), Hungary’s tax wedge 
was the sixth highest in 2006. Moreover, it is likely that the relative position of Hungary has 
worsened since social security contributions were raised in 2007. The high tax wedge, 
together with the relatively high minimum wage and the high share of unskilled workers in 
the total workforce (see Chapter 5), contributes to Hungary’s low employment rate. 

Hungary’s share of income taxes in total tax revenue is well below the OECD average 
(Figure 2.3). Most OECD countries have tended to reduce personal and corporate income tax 
rates since the early 1990s. Interestingly, however, this was achieved without changing total 
tax revenues, which have remained remarkably stable when expressed as a percentage of 
GDP. Indeed, the cuts were offset through changes in tax structure, often reflecting increases 
in the reliance on social security contributions and consumption taxes. And in many 
countries cuts in rates were accompanied by fundamental tax reforms to broaden the tax 
base, either by enlarging the definition of the base, or through strengthening tax 
administration.  
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Figure 2.4. Tax wedge components for a single worker, 20061 
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1. The worker is assumed to earn the average wage and have no children. The average total tax wedge is the mean of 
all countries in the figure. SSC refers to social security contributions. 

Source: OECD (2006b), Taxing Wages 2005-2006 – Special Feature: The Tax Treatment of Minimum Wages, 2006 
edition, OECD, Paris. 

Finally, little revenue is raised in Hungary by property taxes on land and buildings. 
Indeed, there is a lot of variability across OECD countries in the use of this tax. While 
important in Canada, France, Japan, United Kingdom and the United States, its contribution 
to revenue is less in a number of European Union (EU) countries, including Austria and 
Germany, as well as the Czech Republic and the Slovak Republic. One advantage of the 
property tax is that it does not generate distortions because it is levied on assets that are 
unmovable. Also, it can be designed as a progressive tax.  

Fiscal consolidation is on track 

The current programme to re-establish credibility in fiscal policy was launched in 2006. 
At the time, the authorities expected the general government deficit to reach 11% of GDP 
had the adjustment effort not begun before the end of the year. 

The government’s strategy is frontloading adjustment 

The programme aims at bringing the deficit below 3% of GDP by 2010 (Figure 2.5). 
The adjustment is decisive and frontloaded: it implies cutting the general government deficit 
by some 5 percentage points of GDP between 2006 and 2008 and another 1.5 points over the 
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following two years. The planned improvement of the primary balance is also strong, the aim 
being to achieve a primary surplus of about 1% of GDP by 2010. The level of the general 
government debt is expected to start falling towards the 60 percentage points of GDP 
benchmark in 2009. 

The consolidation strategy is two-pronged. The first tier comprises a set of fiscal 
measures with immediate impact on the budget deficit (for example higher VAT rates, 
corporate taxes and social security contributions), many of which are intended to be 
temporary (public sector wage freezes and other freezes of specific nominal current and 
capital expenditures; OECD, 2007a). These measures are accompanied by a simultaneous 
process of widespread structural reforms aimed at improving spending efficiency and 
measures to widen the tax base by reducing the size of the “grey economy”.  

Public spending reforms aim to achieve the following objectives: 

• streamline the public administration, including through the reorganisation of the 
regional network offices providing various public administration services; 

• reduce energy, transport and pharmaceutical price subsidies; 

• raise the efficiency of health care through, for example, the rationalisation of 
hospital care and strengthen the insurance principle of healthcare services; 

• improve the cost-effectiveness of education, particularly through raising teaching 
hours per teacher to levels more in line with OECD practices, along with 
introducing incentives for small schools to merge, and changing the funding 
system of higher education (i.e. introduction of tuition fees); 

• introduce further changes in early retirement and pension regulations, e.g. via 
reducing options and incentives to use early retirement schemes and changing the 
rules governing the old-age retirement system; and finally, 

• establish more rigorous procedures for the construction, maintenance and 
operation of the motorway infrastructure using PPPs financing agreements. 

More detailed discussion in the following chapters looks at different aspects of some of 
these reforms and suggests ways of improving them. 
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Figure 2.5. Deficit and debt paths under successive Convergence Programmes1 
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1. Figures show the ESA general government deficits and debts outlined in the Convergence Programmes. The 
official series in the Programmes for 2004 and 2005 included contributions to second-pillar pensions in revenues. 
This practice was abandoned in 2006; the “imputed” series adjusts for this effect and thus facilitates comparison 
with the previous series. 

Source: Convergence Programme reports of Hungary.  
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The last OECD Economic Survey of Hungary (May 2007) emphasised the importance 
of maintaining the momentum in structural reforms so as to avoid unwanted extensions of 
temporary measures and the return to revenue-increasing consolidation measures. The 
Survey saw two interrelated challenges in particular: 

• Timely delivery of structural reforms. A number of reforms (e.g. health care, 
education and the revision of several subsidy schemes) were still under discussion 
or decided but yet to be implemented at the time of the Survey. 

• Ensuring that temporary measures expire. Spending freezes account for a large 
share of budgetary savings; the longer these are maintained, the greater the build 
up of future spending pressure (particularly in the case of public sector pay). The 
Survey underscored the need to stick to the announced targets because any 
negative surprises in fiscal outcomes and lack of progress in structural reform 
would likely mean that temporary measures end up being permanent. 

Since then, fiscal adjustment has proceeded according to plan. Indeed, interim figures 
suggest that the 2007 deficit outturn (officially estimated to be 5.7% of GDP) will be about 
one percentage point below the initial target due to higher than expected tax revenue, partly 
resulting from measures to shrink the underground economy. In addition, structural reforms 
advanced. For example, the reduction in spending on drugs is yielding significant fiscal 
savings. The healthcare budget is now in surplus and, for the first time in many years, in 
2008 the pharmaceutical bill is not expected to rise. The better targeting of household gas 
subsidies to low income households, alongside the changes to the tuition-fee system are also 
providing the desired pay-offs. On PPP agreements for motorways construction, chances of 
meeting the Eurostat’s requirements have finally improved.6 

Short-term goals are achieved, but risks remain 

For 2008, there is widespread agreement that budgetary plans are realistic, as they rest 
on a set of relatively prudent macroeconomic assumptions – pending adverse surprises from 
a deteriorating world economy (see below). Adjustment on the revenue side should be 
spurred by continued efficiency improvements in tax collection, expected to result in further 
contractions in the size of the economy’s “grey sector”.7 The bulk of the spending adjustment 
is seen to come from further cuts in general government spending (i.e. subsidies, public 
employment cuts and additional savings in the purchases of goods and services). 
Notwithstanding the elimination of some deficit increasing one-off events the official 
projections see an improvement of the structural balance by 1.3% of GDP in 2008. This is 
broadly in line with fiscal projections for Hungary by both the OECD and European 
Commission.8  

There remain, however, several reasons for concern. Tax revenues for 2008 would be 
affected should exports and output growth be slower than expected, reflecting the current 
slowdown in the world economy. In this context, ensuring that the targets for 2008 are met 
requires that the government stands ready to offset any possible revenue losses with 
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additional spending cuts.9 Evidently, the effects of this would be pro-cyclical. However, 
Hungary has hardly any alternative but to stick to the programme of fiscal consolidation at 
present.10 And the advantages of such a strong commitment, even at the cost of some 
extra-spending saving, would include a lower risk premium and, probably, wider room for 
monetary policy easing. Domestically, one risk factor concerns the possible adverse 
consequences of two abrogative referenda that are scheduled to be held at the beginning of 
March 2008. The first calls for the abolition of the recently introduced co-payments for 
healthcare services, while the other concerns the introduction of university tuition fees. If the 
referenda proposals are approved, the negative effect on the general government budget for 
2008 is unlikely to be important, but there could be second round consequences.11 With 
health care and education being highly visible areas of structural reform, the result of the 
referenda could have detrimental repercussion for the overall reform agenda.  

These immediate risks aside, Hungary’s record of fiscal deficits blow-outs in the run up 
to elections suggests that the government’s fiscal responsibility will be seriously tested as the 
European elections – due in 2009 – approach, and a fortiori in 2010 , when national and local 
elections will take place. The most important challenge will be to control labour costs in the 
public sector following the expiration of the two-year wage freeze (in 2009).  

The importance of sticking to the announced structural spending reforms 

With almost all of the fiscal measures still under implementation, the priority is now to 
maintain the momentum of reforms so as to consolidate and build on recent progress made. 
The continuation and even strengthening of the reform effort seems both feasible and 
desirable in a number of areas. Regarding public administration, there appears to be a case 
for widening the scope of reforms to also cover the lower levels of governments, which is 
where 60% of all public workers are employed. Over the past two years, public sector 
employment (defined to include the central, and local administration, health care and 
education) has been cut by a cumulative total of about 5%, corresponding to some 
40 000 posts. Still the size of the sector remains large, accounting for some 
750 000 employees or about one-fifth of total employment. The participation of local 
government in public administration reform would provide an opportunity for improving 
human capital and employment conditions in the sectors that have been on the front line of 
cost-cutting measures, e.g. health care and education.  

There is also a need to safeguard the progress made in lowering price subsidies (e.g. for 
transportation, energy and pharmaceuticals) and monitoring the effectiveness of concomitant 
means-tested income support for low income households. Also effective screening and 
approval mechanisms for welfare benefits (e.g. unemployment, rehabilitation, and family 
support) are important, once eligibility criteria have been clearly designed. By narrowing the 
scope of eligibility monitoring and effective screening, mechanisms help to contain public 
spending. However, they may take some time to implement, because they require 
co-ordination between centralised and decentralised levels of the public administration.  
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Furthermore, healthcare reform continues to play a key role in the reform programme. 
Despite rapid progress so far, the reforms to reinforce the insurance approach to healthcare 
provision and the rationalisation of the hospital network need continuing effort and vigilance 
to be completed. Finally on pensions, the previously announced review of the basic 
parameters of the regular pension system remains to be completed, and there is a pressing 
need to ensure the implementation of the reform of the system of disability benefits.  

Reform of budgeting rules is underway 

The Hungarian government acknowledges that safeguarding the recent achievements in 
budget consolidation for the future requires the operation of fiscal rules. The background is 
that the current budgetary arrangements have proved to be largely ineffective in preventing 
recurrent fiscal slippages and have exposed the budget to the electoral cycle. As elsewhere, a 
key policy challenge for Hungary is to design fiscal rules in such a way that they foster 
transparency and ensure sufficient flexibility to deal with economic shocks – both cyclical or 
non-recurrent – once sound public finances have been firmly established.  

Weaknesses in the current budgetary framework 

The main weaknesses of the Hungarian budgetary framework can be summarised as 
follows (Kraan et al., 2006; OECD, 2007a; European Commission, 2008): 

• The framework focuses too narrowly on the forthcoming year budget. 
Commitment to medium-term fiscal goals is not strong, even though the 
government regularly updates its four-year period Convergence Programme as 
part of its commitments to the European Union; 

• Parliament has very limited possibilities to carry out extensive examinations of the 
draft budget proposals presented by government, in practice it cannot require the 
correction of unrealistic revenue and spending estimates; 

• Until recently, the annual budget was prepared using over-optimistic assumptions, 
which contributed to undermining the credibility of announced targets. Likewise, 
budgets used to lack transparency, resulting – for example – from measures to take 
spending off budget. And the absence of sensitivity analyses of fiscal outcomes to 
domestic and international developments made the appraisal of the budget more 
difficult. 

Recent improvements 

Several steps have been taken since 2006 to improve the budgetary framework. This 
has helped to increase credibility, even though some measures were self-imposed by the 
government (rather than by binding legislation), implying a possibility that they will be used 
weakly and selectively in the run up to the next elections. There has, in particular, been an 
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effort to restrain the use of non-transparent financing schemes, reflecting the incorporation 
into the budget of certain quasi-fiscal activities – namely, the accounting for motorway 
projects. Transparency has also been enhanced by the decision to provide clearer and more 
open presentations during the budget year of revenue collection and spending 
developments.12 Furthermore, fiscal control mechanisms have been significantly 
strengthened.13 Since 2007 the draft budget submitted to the Parliament is required to aim at 
achieving a primary balance surplus. 

New fiscal rules can help, but have to be simple 

An ambitious package of proposals intended for the reform of budget rules was 
submitted to Parliament at the end of 2007. The main aim of the package is to prevent the 
recurrence of the electoral cycle in the future (Kopits, 2007; Romhanyi, 2007). The package 
contains many specific measures and there is a focus on enforcement mechanisms 
(Table 2.3).  

Table 2.3. Overview of the key elements of reform concerning budget rules  

Category Description of the feature Effective as of: 
Quorum needed 

for ratification 

Constitutional 
embedding 

Fiscal sustainability is defined as a new 
constitutional principle, which could be 
enforced by the Constitutional Court 

Immediately after the adoption 
of relevant legislation 

Qualified majority 

Medium-term 
budgetary 
framework 

Three-year primary balance target in nominal 
terms 

2008-10 period Simple majority 

Numerical rule 
for general 
government 

“No-increase in real terms” rule for the level of 
gross government debt, from which primary 
balance targets are derived 

New calculation for primary 
balance: 2011 

Simple majority 

Numerical rule 
for local 
government 

“Golden rule” for local governments (deficit is 
only allowed for investment purposes) 

Immediately after the adoption 
of relevant legislation 

Qualified majority 

Institutional 
changes 

Establishment of the Legislative Budget Office 
(LBO) to provide independent macroeconomic 
projections and budgetary impact assessments  

Starting year of operation 2008, 
assumption of full 
competencies: end-2010 

Qualified majority 

Procedural 
guarantees 

Introduction of the rule of mandatory offsetting Immediately after the adoption 
of relevant legislation 

Qualified majority 

Transparency Biannual governmental report on budgetary 
execution, publication of a detailed set of 
budgetary reports before national elections 

Immediately after the adoption 
of relevant legislation 

Simple majority 

Source: European Commission, based on draft laws submitted to the Hungarian National Assembly, 2008. 

On specific issues, the newly introduced medium-term orientation of the budget is a 
major improvement, as is the fact that the new rules emphasise the introduction of multi-year 
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expenditure limits (Anderson and Minarik, 2006; OECD, 2007b). One possible criticism is 
that several quantitative rules look overly elaborate, which goes counter to the key principles 
of simplicity and transparency. One of the rules states that the nominal primary balance 
targets for the two years following the budget year must be set out in such a way to ensure 
that the level of gross public debt does not increase in real terms. As a mean to allow for 
some flexibility when facing an economic shock, the proposal distinguishes between 
mandatory and discretionary expenditure, stating that only the latter can be discussed during 
the budget process.  

Ideally a fiscal rule should be formulated in a way to combine the long-term intentions 
of the Stability and Growth Pact (falling debt to GDP ratio) with the need to allow automatic 
stabilisers to work. Even though the methodological details underlying the calculation of 
cyclically adjusted fiscal data are not uncontroversial, this option may be particularly 
worthwhile to consider in the Hungarian context, because it would strengthen the 
intertemporal responsibility of fiscal policy. Moreover, an arrangement towards the lines of 
the Stability and Growth Pact would strengthen the national ownership of EU rules that 
Hungary has to adhere to anyway. To be effective, rules must be enforceable. In many 
successful cases elsewhere in the OECD area budget rules were underpinned by establishing 
strong reporting systems and mechanisms to increase political costs of breaching the rules 
(Australia, New Zealand and the United Kingdom, for example), and ex post assessment is 
very important in Australia, Belgium, the Netherlands, New Zealand, Sweden and the 
United Kingdom. Best practices also imply the need to rely on prudent budget assumptions. 
There are cases where the rules were introduced in the context of changes in public sector 
management to foster accountability and efficiency (Australia, New Zealand and Sweden, for 
example). One option that has been flagged in Hungary is to make ministers’ pay dependent 
on budgetary outcomes but there are no known examples of any OECD countries having 
introduced a similar measure. This likely reflects that the passing of a budgetary law is an 
issue of shared responsibility between Parliament and the government. 

Under current plans, Hungary is considering assigning considerable ex ante assessment 
powers to a special budget entity attached to the legislative branch: the Hungarian 
Parliamentary Budget Office. Experience in other OECD countries suggests that in order for 
such an institution to be credible and effective, it has to be adequately staffed and 
underpinned by strong bipartisan support. If these conditions are met, then the Office is 
likely to strengthen the overall budgetary debate in Parliament, and improve the quality of 
debate about fiscal issues in the country as a whole. Successful OECD examples with similar 
bodies include the Congressional Budget Office in the United States and the Central 
Planning Bureau in the Netherlands. Typically, such budgetary bodies either submit their 
budget assessment directly to Parliament or attach it to the government’s budget.  

The government acknowledges that a strengthening of fiscal rules would also need to 
take into account the sub-national levels of government. One option under consideration is 
the specification of separate budget balance rules for local governments’ current and capital 
accounts.14 However, many argue that current proposals to make local governments more 
accountable are unlikely to get the required two-thirds majority in Parliament. With local 
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democracy being strongly protected in Hungary, policy has to work, at least for now, more 
indirectly so that stronger accountability is encouraged through moral suasion and incentive 
mechanisms. In this regard, one alternative would be to introduce provisions requiring the 
local governments to provide an explanation for breaching budget rules and to submit a plan 
describing the measures to rectify the situation. At present, the Hungarian Ministry of 
Finance can only comment and make (non-binding) recommendations when a sub-central 
government is in breach of fiscal rules.  

Towards an employment-friendly tax structure 

Aside from implementing substantial structural public spending reforms, the 
government also has plans to make the tax system more efficient. The broad challenge is to 
ensure that spending programmes are backed by an effective financing system that can rely 
on a broad and stable tax base, avoiding unnecessary distortions. All political parties agree 
that tax reform should meet these requirements – the big issue is how to gather a consensus 
for the appropriate mix of reform measures.  

Can Hungary afford to cut taxes? 

The latest Convergence Programme for Hungary (November 2007) aims to lower the 
overall tax burden by about 2% of GDP between 2009 and 2011. This requires that the 
government matches the cuts on the revenue side by extra-reductions in spending, in addition 
to the spending cuts necessary to achieve the targeted deficit reduction. As a result, by 2011 
the tax-to-GDP ratio would be 37%, somewhat below the annual average since the early 
2000s. The resulting level of the tax burden would then be again aligned with the OECD 
average.  

The overall result of the combined measures is to unwind the temporary revenue effects 
of fiscal consolidation, rather than drastically cut taxes from their trend level. This being 
said, introducing ambitious tax cuts in a period of fiscal consolidation is always difficult. 
Thus, the importance of correct sequencing: the planned tax cuts should not be implemented 
before sustainable spending reduction is on track. A prudent approach would be to announce 
that the execution of the tax cuts is conditional on the achievement of announced spending 
targets, i.e. the revenue increases implemented for deficit reduction could be reversed only if 
the spending reduction targets have been met.  

Getting the focus right  

Views among Hungary’s tax experts differ as to what should be the focus of tax reform. 
One view is that the Hungarian economy suffers a problem of scarce corporate investment, in 
particular from abroad. These experts are particularly concerned that Hungary risks 
permanently losing economic ground relative to its regional peers. To avoid this, they argue 
in favour of a tax reform that prioritises the reduction of corporate taxation, in combination 
with a significant simplification of the tax code. A competing view holds that the most 
urgent problem is to raise the level of labour utilisation and that it would most benefit 
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Hungary if the tax burden on labour, including social security contributions, were reduced, 
particularly for low wage earners.  

Clearly, there are important complementarities between the two approaches. However, 
comparison with the experience in other OECD countries (see above) shows that Hungary 
already raises significantly less revenue from corporate income taxation than other member 
countries, while it has a comparatively large tax wedge at low wage levels. Moreover, private 
corporate investments have continued to be relatively buoyant in the past couple of years, 
despite the impact of fiscal consolidation (Ministry of Finance, 2008). This weakens the view 
that Hungary has become less attractive as an investment location. Furthermore, reducing 
labour cost will likely increase Hungary’s attractiveness as an investment location and 
potentially reduce welfare spending. Overall, these considerations seem to favour the choice 
of a tax reform more oriented towards a reduction of the tax wedge, with a view to increasing 
participation rates and employment. 

Tax incentives for low wage employment 

A general lesson from the experience of OECD countries is that policy initiatives to cut 
the tax wedge on low-paid employment can indeed help to raise employment, notably via 
lower employer contributions (OECD, 2006a). At the same time, going too far in this 
direction may be not the most cost-effective way to boost employment among vulnerable 
groups (OECD, 2006b, 2007d).15 This is due to the fact that the reduction of employer social 
security contributions also benefits existing low wage jobs and new jobs that would have 
been created even in the absence of the tax reduction. To raise employment effects, several 
OECD countries have opted for a dual approach that combines modest cuts of social security 
contributions with the application of “make work pay” policies.16 Such policies seem 
particularly suitable for countries with relatively high minimum wages. In France and 
Sweden, for example, they are likely to have increased the take-home pay of low wage 
workers, thus softening the need for more direct adjustments of the statutory minimum wage. 
One reason why this approach could be indicated is that the Hungarian tax and benefit 
system creates various spikes in the effective marginal tax schedule: for example when the 
individual starts a job and loses the unemployment benefit (Ministry of Finance, 2007). A 
“make work pay” policy can be designed to smooth this – as well as other – spikes.  

A complementary option would be to alter the tax system so as to achieve a general 
lowering and levelling of income taxation burdens. In particular, one approach could be 
perhaps to introduce a “flat tax”. However this would probably result in significant revenue 
losses, which would be unaffordable until Hungary’s fiscal position remains tight. In 
addition, unless the rate of the “flat tax” is set at a relatively high level, financing “make 
work pay” measures at the bottom of the wage ladder would become impossible. A less 
radical option would be to alter the tax system so that the burdens on low wage earners are 
lower. Yet, also this measure would have to be cross-subsidised by some other tax measures, 
thus implying that the tax schedule would have to be made more progressive. However, 
progressivity of taxation may also involve efficiency costs, in particular in terms of tax 
avoidance and reduced incentives – notably, to acquire new skills, to increase the numbers of 
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hours worked, and to launch new entrepreneurial activities. The nature and importance of 
these negative effects has to be carefully considered in designing tax reforms. A related issue 
is the elimination of a large spike in the marginal tax-and-benefit schedule, occurring at the 
level of income where the household ceases to be entitled to household benefits.  

In some countries, reducing the adverse employment effect of the tax wedge has also 
been helped by measures to strengthen the links between taxes and expected benefits. For 
employees, this could be achieved in the case of pensions by creating a stronger link between 
the contributions paid and the expected pension benefits – to the extent that this does not 
compromise solidarity. Clearly separating the income insurance and redistribution functions 
of the old-age pensions system could serve this purpose. Emerging poverty traps could be 
addressed by welfare benefits which are not withheld in the case of accumulated pension 
entitlements, up to a certain limit. For health care, the link would have to be between the 
payment of the contribution and the quality and or coverage of the services provided. 
Furthermore, showing citizens that they get value for money could serve to improve 
compliance.  

In some countries, reforms have been sought to change employers’ behaviour by 
introducing experience-rated schemes. Broadly speaking, “experience rating” consists in 
linking employers’ social security contributions to the firm’s history as regard layoffs, early 
retirement, sickness or disability incidence. For unemployment insurance (UI), for example, 
the United States has made “experience rating” a general feature, but it is used much less in 
the other OECD countries. Finland and France have unemployment rating schemes to 
constrain early retirement. Particularly in France, when dismissing workers over the age of 
50 (who were hired before the age of 45), firms have to pay a one-off special contribution to 
the UI system. The Netherlands have established a system of “experience rating” to curb the 
recourse to the disability insurance as an exit route for under-performing workers. 
Furthermore, in Canada and the United States, “experience rating” has helped to reduce the 
incidence of workplace injuries. 

Another revenue-neutral route to cutting the tax wedge is to match reductions in social 
contributions by increases in direct or indirect taxation, which are typically supported by a 
wider tax base. The replacement in France – during the 1990s – of some social contributions 
by the Contribution Sociale Généralisée is an example of such a shift – the latter is a 
proportional tax levied at the household level, earmarked to finance some family-related 
social expenditures.  

The above comparison of the Hungarian tax structure with that of the other OECD 
countries suggests that some switching in Hungary may be feasible. Another possibility 
would be to increase the incidence of property taxation, which in effect is little used in 
Hungary at the moment. However, there is already another switching candidate with this tax 
in Hungary at present, namely the local business tax.17 Environmental taxes could also be a 
candidate to compensate for lower social security contributions, even though international 
experience suggests that there may be limits to the size of revenues from “green” taxes, and 
the resulting tax base would be dependent on evolving technology. 
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Improving tax collection 

Despite some recent improvements, Hungary continues to suffer from poor tax 
compliance, resulting in significant revenue leakage. This is a result of both deficient tax 
design (e.g. complex laws, high tax rates) and weaknesses in tax administration. Concerning 
tax administration, efforts to reduce non-compliance need to be underpinned by a 
comprehensive and systematic identification of the major compliance risks to be addressed 
(e.g. unreported wage income of employees, unreported income of small businesses and 
self-employed, VAT fraud, and non-payment of tax arrears) across each of the major 
segments of taxpayers (large business, small and medium-sized enterprises, 
micro-businesses, investors, and government agencies).18 The OECD has developed a 
comprehensive compliance risk management approach, informed by research and 
information regarding strategies followed in various member countries (OECD, 2004a; 
OECD, 2006c). 

There are a variety of tools that can be applied to address the problem of unreported 
income. During the past few years, efforts in Hungary to reinforce the campaign against the 
grey economy have included more checks on individuals’ income tax declarations, while 
there has also been an increase in the number of labour inspectors allocated to checking 
salary arrangements. In addition, there has been a growing recourse to the use of indirect 
tools, including the use of minimum tax rules. Subject to meeting specific criteria, 
corporations can now prepare their income declaration applying a minimum tax base. As 
another example, in 2006 Hungary set a “double minimum wage rule” whereby by default 
the employer is required to pay contributions on the double minimum wage, unless he can 
prove that his employee actually is paid less than this amount. However, the minimum tax 
approach is also seen to have drawbacks, the main ones being that it increases the cost of 
employing low wage workers and complicates both filing and inspecting tax reports. Also, 
with the “double minimum wage rule” the employer can circumvent the rule by simply 
sending a statement to the tax authority declaring that wages are lower than the default level. 
Although this increases the chances of being inspected, there may be limits to the capacity of 
the tax authority to actually implement the inspections.  

One technique would be to create typologies of business (for example defined by size 
classes of businesses), to derive estimates of typical levels of income and cost. Some 
countries use this approach to create benchmarks that are regularly used to identify outliers 
(Germany, New Zealand, United Kingdom and the United States). Similar methods can be 
used to analyse individual taxpayers’ compliance attitudes. For example, Canada has 
developed more than 200 criteria-based risks used to identify potential tax abuses – including 
comparison of the taxpayers’ reported income against what is reported from third parties, or 
what is reported by families living in the same neighbourhood.  

Clearly there is a trade-off between individuals’ privacy rights and the need to create a 
strong tax database. Many jurisdictions work on the principle that information must be used 
only for the purpose for which it has been gathered. This means that prior to implementing 
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the system the tax authority should declare what are the classes of data it intends to collect, 
issuing a statement that the information will not be used for other purposes.  

In pursuit of better tax collection, some countries have reinforced their data matching 
systems, sometimes using quite sophisticated techniques. Australia has introduced a unique 
business number, while in Canada corporate income tax filers are linked to their major 
shareholders, as well as their associated VAT, payroll and importer accounts. In Austria 
there is a link to a taxpayer’s spouse and children through the use of the social security 
number. Establishing similar links should not be too difficult in Hungary given that the tax 
agency is responsible for collecting both taxes and social security contributions.  

Concerning better enforcement, some countries require firms to keep proper accounts 
and records of incomes and costs for, say, seven years (the current rule in Hungary is five 
years). For non-compliant businesses, the tax authority, on top of issuing an immediate 
sanction, can order further investigations possibly leading to a retrospective audit. Some 
countries publicise the results of their tax audits and investigations. For example, in Sweden 
the media are used to inform the public about activities carried out by the tax administration. 
Generally speaking, tax collection systems must be backed up by effective monitoring and 
sanction mechanisms. However, it is easier to levy heavy fines when the basic tax system is 
simple and transparent. When the tax regulation is complex and subject to frequent changes, 
heavy fines are perceived as arbitrary and unfair. 

How to communicate tax reform? 

Evidently, the effects of a tax package are easier to communicate if the reform is based 
on clear and well-articulated principles. Typically, a well-designed package is one that is 
perceived to be internally consistent, rather than fragmented. Convincing stakeholders of the 
benefits of a tax reform is difficult (with the possible exception of massive across-the-board 
tax cuts). This is because the tax system affects overall living standards and tax reforms 
usually have significant distributive effects. To facilitate the debate, the equity implications 
of a tax reform should be spelt out clearly and the underlying rationale or justification be 
explained. This presupposes the availability of a comprehensive impact analysis of the 
proposed tax reform. Public acceptance of tax reforms is usually helped when governments 
can demonstrate that tax efficiency is necessary to better meet future spending commitments 
– on pensions or health care, for example. This could help to increase the public’s 
willingness to pay taxes. Raising citizens’ awareness of the fact that a strong tax revenue 
base is needed to raise the quality of public services is also important. 

The political economy of a tax reform is always difficult, with lobbyists from various 
interest groups typically being very active in trying to tilt reforms in their favour. From this 
perspective, the authorities did the right thing when they chose to establish the 
Competitiveness Roundtable (CR) to promote open discussions on tax reforms. The CR is a 
body comprising various stakeholders – representatives of employers, employees, several 
government officials, as well as experts from the tax and accounting professions. The 
inclusiveness of the CR has facilitated the objective diagnosis of pertinent problems, both in 
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reality and as perceived by stakeholders and the general public. OECD experience 
underscores the importance of consensus building concerning a tax reform before the draft 
bill is submitted to Parliament. This reduces the risk of excessive dilution of the measures 
during the approval process.  

A key political economy lesson from OECD evidence is that those who benefit from 
tax measures generally tend to stay silent, while those who have something to lose do not 
hesitate to complain. The tax changes should be presented as a complete package, designed 
so that people who lose from one tax change will see gains from another (OECD, 2007e). In 
this way, there would be no clear losers from the reform. This would be easier to defend than 
a series of individual tax changes, each one of which would inevitably produce clear losers 
who would lobby against it. 

Notes 

 
1. The recording of government spending on motorways is complex. For several years, the 

government has followed the practice of excluding from the annual budget large portions of 
motorway construction expenditures on the grounds that there were plans to fund these 
outlays using public private partnerships (PPPs). However, this approach repeatedly failed 
to pass Eurostat scrutiny on PPPs classification, implying that the spending had to be 
recorded in the annual budget. This led to some important upward revisions of budget 
expenditures – for example, for the 2006 budget the correction approximated 
1.5 percentage points of GDP. 

2. Total receipts are higher, thanks primarily to the impact of EU transfers. For 2006 they 
amounted to 42.6% of GDP. Primary spending equalled 47.9% of GDP, implying a primary 
balance deficit of 5.3% of GDP.  

3. Over time total tax revenues have undergone a massive decline. Notably, they fell by about 
eight percentage points of GDP during the period between 1991 and 2006. However, these 
developments have taken place starting from a very high level. 

4. Notably, as of January 2006, the top VAT rate of 25% was reduced to 20% and 
subsequently (September 2006) the preferential rate of 15% was raised to the standard rate 
of 20%. Following these measures, about 86% of consumer goods are now subject to the 
standard rate, while 4% fall under a reduced rate of 5% and the remaining 10% are tax 
exempt. 
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5. The tax wedge measures the share in total labour costs of the sum of three components: 

(i) income tax; (ii) the employee’s compulsory social security contributions and (iii) the 
employer’s compulsory social security contributions.  

6.  This overall positive assessment withstanding, it is important to report that there were 
some cracks in the public employee wage freezes during 2007: In February the government 
agreed with the public sector trade unions on a complicated re-scheduling in the payment of 
the 13th month salaries that effectively brought spending forwards. While these changes 
have no impact on the ESA budget deficit, they have widened the gap between cash and 
accrual accounts, thus complicating budget interpretation. There are also indirect effects. In 
particular, since total wage growth for the economy as a whole has accelerated somewhat, 
and given that the pension indexation formula assigns a 50% weight to nominal wage 
growth (the other 50% being accounted for by consumer price inflation), the agreement also 
resulted in an increase in pension expenditures.  

7. For 2007, the increased investigation capacities of the tax authority on wealth statuses and 
personal income tax declarations resulted in extra tax revenues of about 0.3% of GDP. Part 
of these extra revenues are being used in the 2008 budget as bonuses to the tax authority to 
allow it expand its staff and fund investment in more information technologies. See also 
Government of the Republic of Hungary (2007). 

8. These items mainly concern two spending categories, respectively relating to the actual 
delivery of several fighter planes that were ordered from Sweden some years ago; and 
capital injections and additional subsidies to the national railway company (MÁV) to fund 
a rationalisation programme.  

9. See also European Commission (2008).  

10.  OECD work on the political economy of reforms underscores that in countries where fiscal 
deficits are substantial, the goal of consolidation should be a priority (OECD, 2007c). 
Successful fiscal consolidation is a necessary precondition to creating the room for 
macroeconomic accommodation or for policies aimed to buffer the transitory costs of 
reforms.    

11. Indeed, the revenue-raising impact of the two measures is limited and in any case the 2008 
budget contains enough reserves to offset the associated losses. 

12. Specifically, the government has introduced the practice to report twice a year to the Ecofin 
Council and the European Commission on fiscal developments and progress in structural 
reforms. 

13. Under the new rules, each ministry-specific budgetary chapter in the budget bill is subject 
to a budgetary balance reserve. Access to the reserve by a ministry is conditional on 
meeting a quarterly target, based on evidence from the quarterly report that each ministry 
has to submit to the Ministry of Finance. If a ministry is seen to exceed the assigned target, 
the corresponding chapter balance reserve can be frozen.  
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14. This would be consistent with previous OECD recommendation (OECD, 2007a). See also 

Sutherland, Price and Joumard (2005). Drawing mainly from questionnaire responses, this 
paper gives a detailed description of fiscal rules for sub-central governments in a number of 
OECD countries.  

15. For countries with high fiscal deficit, it is evident that the room for the authorities to make 
substantial cuts in social security contribution is restricted by the need to finance spending 
programmes. 

16.  “Make work pay” policies aim to enhance work incentives for low income workers by 
raising net wages. They are designed either through employment-conditional benefits, and 
tax credits, or through employment subsidies and payroll tax rebates given to employers. 
However, the details of the actual administrative procedures differ between countries 
(OECD, 2004b). On tax credits, for example, in the United Kingdom the amount that is 
withheld in the personal income tax from the worker’s pay is reduced by the amount of the 
credit. In some other countries, the credit is not taken into account until a tax return is filed 
at the end of the fiscal year. The UK approach is evidently the one that workers generally 
prefer because they get the benefit of the credit immediately, without having to wait until 
after the end of the tax year. 

17. As discussed in the last Economic Survey of Hungary (OECD, 2007a), the local business 
tax is a levy paid by firms on the basis of their value added. The bulk of this tax is raised by 
the municipality of Budapest, suggesting that it might tend to accentuate regional income 
disparities. The Survey recommended replacing the local business tax with a local property 
tax. If collected by local authorities, implementation of this tax would have to be 
accompanied by some changes of institutional arrangements for local government funding. 
It would also require updating valuation rules used to estimate the tax base.  

18. This should be part of a process rigorously applied by the senior management of the 
revenue collection administration, focusing on: (i) properly designed priorities; 
(ii) appropriate risk treatments/techniques to be applied; and (iii) more effective allocation 
of resources. The performance of compliance programmes needs to be closely monitored 
and towards the end of each fiscal cycle there should be an evaluation of progress before 
the next risk management cycle. 
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Chapter 3 
 

Healthcare Reform: Improving Efficiency and Quality of Care 

The Hungarian government has succeeded in creating a “momentum for change”, after 
a ten-year deadlock of reforms in the health system. The first section of this chapter 
describes the context of the reforms: relatively poor health status of the population and 
relatively low public spending on health in an international context; the underlying 
causes of the inadequate performance of the healthcare system; and narrow fiscal 
latitude for health reforms. The second part of the chapter discusses the measures 
taken in 2007, highlighting the important contribution of the health sector to fiscal 
consolidation, in particular the reform of the pharmaceutical market. The chapter also 
points out that cost-containment goals and regional political interests may at times 
have dominated efficiency and quality objectives, in particular in the reorganisation of 
the hospital network. In February 2008, the Hungarian Parliament passed an Act 
replacing the single-payer system by a decentralised system of compulsory health 
insurance funds with joint public-private ownership. The chapter highlights 
international experience suggesting that competition in health insurance markets does 
not automatically deliver intended improvements in cost-efficiency and quality. From 
this perspective, the chapter discusses the potential advantages and risks to the new 
health insurance system. The third part of the chapter discusses the scope for policy 
improvement, with some proposals for fine-tuning and extending the supply-side 
reforms and improving the quality and economic regulation. The need for the 
establishment of a long-term strategy to improve the population’s health status and to 
ensure sustainable financing and adequate human resources is also emphasised.  
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Background and key policy recommendations 

The health status of the Hungarian population is one of the poorest among OECD 
countries, even when taking into account differences in per capita income levels, and the 
ratio of public expenditure on health care to gross domestic product (GDP) is modest 
compared to other OECD countries. Following fundamental changes to healthcare provision 
subsequent to the collapse of the communist regime, there was little reform action after the 
mid-1990s. Public dissatisfaction with the prevailing system and the need to control 
healthcare expenditure in light of a growing budget deficit has led to the revitalisation of 
healthcare reform since 2005. This chapter reviews the major changes that have been 
adopted and are currently implemented, and aim at increasing the quality and efficiency of 
the provision of health care. 

The main policy recommendations emerging from the review and analysis of healthcare 
reform presented in this chapter propose the: 

• development of a coherent long-term strategy for improving the population’s 
health status, ensuring sustainable financing and adequate human resources for 
high-quality health care; 

• elaboration of a need-based strategic plan for further restructuring of the 
hospital network; 

• establishment of a robust regulatory framework improving economic and 
quality incentives for healthcare providers and covering the multiple issues 
arising from the introduction of the new public/private insurance system;  

• implementation of a robust monitoring system to closely follow and assess the 
transition and the operation of the new insurance funds;  

• creation of suitable economic, professional and organisational conditions for 
an enhanced role of general practitioners. 

This chapter also argues that the process of health reforms itself requires changes, 
including: the way in which reform concepts are prepared; the way that conflicts are settled 
between the government and key stakeholders in the healthcare system; and the monitoring 
and assessment of reforms. The detailed contents of – and motivations underlying – these 
recommendations are elaborated below. 

Healthcare reform constitutes an important part of the government’s overall reform 
agenda, addressing several objectives: to make permanent savings in government spending, 
address structural deficiencies of the healthcare system, and raise client satisfaction by 
transforming the “provider-centred system” into a “consumer-centred” one.  
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The need for fiscal consolidation and for revitalising economic growth entails 
budgetary constraints for the reform, requiring containment of public spending on health. A 
key challenge is to meet these requirements in a way that does not jeopardise the continuing 
improvement in the population’s health status by hindering longer-term modernisation of the 
healthcare system. Improving the health status of the Hungarian population is of vital 
importance for long-term economic growth (by raising productivity), as well as for 
narrowing the gap in well-being between Hungary and the more developed European Union 
(EU) countries. Sustainable financing of high-quality health care is a precondition for 
achieving the desired health outcome over the longer term.  

Current situation 

Health status 

The health status of the Hungarian population is one of the worst in the OECD region: 
in 2005, life expectancy of males at birth was the lowest among OECD countries, and life 
expectancy of females was the second lowest, after Turkey. While the mortality structure is 
similar to the more developed countries, the level of mortality is far higher.1 Although life 
expectancy has been improving in Hungary during the past decade, the gap between Hungary 
and the “old EU” has not narrowed since the early 1990s, in contrast to comparable trends in 
the Czech Republic and Poland. A crucial aspect of the problem is the high mortality rate of 
middle-age men: the life expectancy of males at the age of 40 was 30.5 years in 2005, 
7.2 years less than the EU15 average, while the difference was only 6.3 years in 1990 
(Figure 3.1).2 

“Fiscal space” of the healthcare system 

Hungary’s public spending on health care, in percent of GDP, is below the OECD and 
the EU15 averages (Figure 3.2). In 2004, per capita public expenditure amounted to 42% of 
the EU15 average, reflecting an increasing gap compared to the early 1990s, when the ratio 
was 51%. The share of private expenditure (including under-the-table payment) in total 
health expenditure is estimated to be one of the highest in the EU. Private expenditure 
amounted to 29.5% of total health expenditure in 2004, when the corresponding EU15 
average was 24.4%. Currently the share of private expenditure is likely to be above 30% in 
Hungary. 

The character of private health care expenditure is different from that in the high- 
income EU countries: the share of out-of-pocket payments is higher than the OECD average, 
while voluntary health insurance is insignificant.3 The incentives created by the widespread 
practice of informal (“under-the-table”) payments have been a major obstacle to structural 
reforms, including the development of voluntary health insurance. 
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Figure 3.1. Trends in life expectancy at age 40: Hungary and selected countries, 
1990-2005  
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Source: OECD (2007a), “OECD Health Data 2007: Statistics and Indicators for 30 Countries”, electronic database 
available on line at www.ecosante.org/oecd.htm and on CD-ROM, data downloaded in October 2007. 
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Figure 3.2. Public expenditure on health as a share of GDP, 1992-2005 
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Source: OECD (2007a), “OECD Health Data 2007: Statistics and Indicators for 30 Countries”, electronic database 
available on line at www.ecosante.org/oecd.htm and on CD-ROM, data downloaded in October 2007. 

Policy makers thus face a difficult situation: fiscal conditions require a reduction in 
public spending.4 At the same time, the relatively poor overall health status, the relatively 
low current level of public spending on health, and the need for improving the overall 
performance of the healthcare system probably justify more resources. This conjuncture 
exerts pressure on the government (and other actors in the healthcare system) to improve 
efficiency. However, decreasing public expenditure is a constraint for addressing several key 
obstacles to efficiency and quality of care. 

Public spending on health grew by only 29%, while GDP increased by over 50% 
between 1992 and 2004 (Figure 3.3). 5 However, within the decade, growth rates were very 
volatile (Figure 3.4). Health expenditure, measured as share of GDP reflects this 
(Figure 3.2). Between 1992 and 2000, public expenditure on health, as a share of GDP, 
decreased from 6.6% to 4.9%, reflecting an atypical trend, compared with other OECD 
countries where public spending on health as a percentage of GDP remained stable or 
increased. As a result of a 50% increase in public salaries in 2002, the share of public 
spending on health increased again to 5.7% by 2004. Then, due to the fiscal consolidation, 
public health expenditure is estimated by the OECD to have decreased to around 5.1% GDP 
in 2007.6  
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Figure 3.3. Trend of GDP, social health insurance, public and total health expenditure, 
1992-20081  
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1. 2007 data are preliminary and 2008 data is the budget target. 

Source: For 1992-2004 data: OECD (2007a), “OECD Health Data 2007: Statistics and Indicators for 30 Countries”, 
electronic database available on line at www.ecosante.org/oecd.htm and on CD-ROM, data downloaded in October 
2007; for 2005-2006 GDP data: Central Statistical Office; for 2007 and 2008 GDP data (estimates): Updated 
Convergence Programme; for 2005-2008 health insurance data: Ministry of Finance.  

The Health Insurance Fund7 has been in deficit almost since its inception in 1992 until 
2007. Several factors help to explain this: a low employment ratio; widespread evasion of 
paying contributions; and a discretionary reduction of the rate of employer contributions 
curtailed revenues. The rate of employers’ contributions decreased from 19.5% of wages in 
the early 1990s to 11% in 2006, and then to 5% in 2008 (if adjustments for the lump-sum 
health tax8 are taken into account, the aggregate employers’ contribution rate fell to around 
12.6% in 2006 and 6.5% in 2008); the employees’ contribution rate increased, however, and 
on balance the total contribution rate decreased from 23.5% in the early 1990s to 15% in 
2006 and 11% in 2008 (12.5% if adjustments for the lump-sum health tax are included). This 
latest decrease was due to the transfer of tasks to the Pension Fund (disability pension for 
recipients below pension eligibility age). The deficit of the Health Insurance Fund was 
considerably reduced with the introduction of a mandatory transfer from the state budget on 
behalf of the pensioners and persons receiving social allowances as well as certain other 
categories, such as children, students, beneficiaries of maternity leave, prisoners, etc. in 
2006.  
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Figure 3.4. Annual growth rate of GDP, social health insurance, public health 
expenditure, 1992-20081 

In volume terms 

Public exp. on health GDP Health insurance (without administration)

-15

-10

-5

0

5

10

15

20

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

%

 

1. 2007 data are preliminary and 2008 data is the budget target. 

Source: For 1992-2004 data: OECD (2007a), “OECD Health Data 2007: Statistics and Indicators for 30 Countries”, 
electronic database available on line at www.ecosante.org/oecd.htm and on CD-ROM, data downloaded in October 
2007; for 2005-2006 GDP data: Central Statistical Office; for 2007 and 2008 GDP data (estimates): Updated 
Convergence Programme; for 2005-2008 health insurance data: Ministry of Finance.  

On the spending side, the Health Insurance Fund Administration has successfully 
contained spending on healthcare services since the early 1990s. However, it failed to 
harness the growth of spending on pharmaceuticals over this period.  

Financing and delivery of health services 

Sweeping reforms were introduced in the Hungarian healthcare system in the first half 
of the 1990s (e.g. the possibility of private provision of health care, private practice of 
general practitioners [GPs], the social insurance scheme, voluntary non-profit insurance 
funds, diagnosis related group [DRG]-type9 payment for inpatient care, etc.). The reform 
process, however, halted in the mid-1990s10 and resumed only in 2005. 

Unsatisfactory performance of the Hungarian healthcare system is manifest in 
significant differences in quality of – and access to – care, and low responsiveness to 
consumers’/patients’ demands. Furthermore, supply-side constraints (including low income 
in the public sector and outdated healthcare facilities) due to relatively low public spending 
are exacerbated by serious inefficiencies in the utilisation of available resources (Goglio, 
2005). 
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The underlying causes – often interdependent – of inadequate performance are 
manifold: an outdated and unbalanced structure of healthcare delivery (e.g. a dominant 
role of inpatient care, little use of day-surgery, a limited role for group-practice in primary 
care, etc.); perverse efficiency incentives for providers (e.g. provider payment methods and 
the system of under-the-table payment work against the replacement of inpatient care by 
other forms of health care); acute shortage of nurses and increasing shortage of doctors 
(related to low remuneration in the formal system); uncoordinated service delivery 
(e.g. weak gatekeeping role of GPs; lack of co-ordination in the treatment of chronic 
diseases, etc.); lack of incentives and tools for the Health Insurance Fund Administration to 
act as an effective purchasing agent; lack of incentives and autonomy for hospital 
managers to improve efficiency (across the vertical spectrum of care); and overall, 
deficiencies in the governance of the healthcare system throughout the whole transition 
period.  

Assessment of the reforms 

The revitalisation of healthcare reform started with the so-called “programme of 
21 steps” in 2005, which proposed the strengthening of the existing insurance framework11 
and a supply-side, disease-based approach to structural changes in healthcare delivery12 in 
order to improve access, quality and efficiency, as well as measures to contain the rise in 
expenditure on pharmaceuticals. The successor programme of the new coalition government, 
inaugurated in June 2006, included and extended many elements of the original programme 
(Ministry of Health, 2006).  

Three major factors have shaped the government’s reform measures introduced in the 
healthcare sector:  

1. the pressure to reduce public spending on health care to meet the requirements of 
the Convergence Programme (through measures with an immediate impact on 
both the supply and demand for care);  

2. the commitment of the government to structural reforms in order to improve the 
performance of the healthcare system; and 

3. the (political) objective of changing the role of – and relationship between – the 
state, private business actors, and individuals (patients) in the healthcare system.  

Contribution to fiscal consolidation and greater efficiency  

In general, reduction in public spending on health care may entail measures to reduce 
the supply and the demand, an increasing rationing of the access to care and/or increasing 
efficiency. The Hungarian government attempted all these through:  

• reform of the pharmaceutical market (changes in the reimbursement scheme and 
regulation of pharmaceutical prescription, transparent price competition among 
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both generic and patented drugs, and introduction of a new rebate 
system, involving risk sharing between all actors of the market); 

• a restructuring of hospital care, in particular a reduction of inpatient capacity, 
which allowed setting a reduced target for the overall expenditures by the Health 
Insurance Fund;  

• a strengthening of the referral system, and the introduction of a formal, transparent 
system of waiting lists in hospitals;  

• a considerable increase in co-payments for pharmaceuticals and the introduction 
of co-payments for primary care, outpatient care, and inpatient care. 

In addition, the revenue of the Health Insurance Fund increased in response to two 
measures: a more effective enforcement of the payment of contributions achieved through a 
change in regulation13 and an overall review procedure conducted by the National Health 
Insurance Fund. This has resulted in the clarification of the insurance status and registration 
of more than 650 000 persons, of which about 162 000 are new contribution-payers.14 The 
main increase, however, came from the introduction of a regulation on contribution payment 
by the central government on behalf of around 5.9 million persons (the pensioners, persons 
receiving different social allowances and the homeless) in 2006.15  

The measures taken in 2007 made an important contribution to fiscal consolidation: 
The Health Insurance Fund closed with a surplus, the first ever since its establishment in 
1992. In 2007, the spending by the National Health Insurance Fund Administration (NHIFA) 
on health services and medical goods was 7% (HUF 80 billion) lower in nominal terms and 
around 13% in real terms than in the previous year, including a decline in nominal terms by 
16% for expenditures on pharmaceuticals.16The HIFA has thus succeeded in reigning in the 
perennial over-spending on pharmaceuticals by the public health system.  

According to the State Audit Office Methodological Institute (2007), the total net 
budgetary savings of the reforms in the health sector amounted to 0.4% of GDP in 2007. Of 
this total 72% was accounted for by savings on pharmaceutical expenditures, 14% by the 
introduction of co-payments for health services, and 14% by the increase of revenues from 
insurance contributions.17  

The government has succeeded in creating a “momentum for change”, with a 
widespread consensus that the health system is in need of serious reform. The measures were 
also aimed at introducing structural changes in order to improve the performance of the 
health system, in particular in terms of allocative efficiency and transparency. The induced 
price competition among generic pharmaceuticals resulted in the reduction of drug prices and 
changes in the structure of consumption. This, together with other measures has not only 
resulted in a radical reduction of public pharmaceutical spending, but can serve as a starting 
point to develop a sound system of pharmaceutical financing.  
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On the other hand, some aspects of the reform measures suggest that cost-containment 
goals and local political interests may at times have dominated cost-effectiveness and quality 
objectives. The reformed regulations provide strong incentives for doctors to control the 
amount of the pharmaceutical reimbursement they induce. In the case of those medicinal 
products where the patent of the active ingredient is expired, generic products are available, 
and the fix reimbursement system is applied, the physicians have to recommend the 
prescription of the lowest priced product or the reference product, as well as inform the 
patients about the price/patient co-payment of the different bioequivalent products of that 
group of medicines. (The patient can choose to have higher cost medicines in the given 
group of medicines.). The fix reimbursement system has been extended to patented products 
and pharmaceuticals with different active ingredients within several therapeutic categories. 
However, the therapeutic equivalence of these products is often not justified (Kerpel-Fronius, 
2007). As the regulation and the related financial incentive system18 does not take into 
account the heterogeneity of patients (e.g. co-morbidity, differences in susceptibility, etc.) 
and the differential health benefit of products in each therapeutic reference categories, 
disincentives in choosing the optimal dose of the most cost-effective therapy may arise 
(Kaló, 2008).  

It is widely agreed that improving quality and efficiency in the Hungarian hospital 
network requires reduced and more regionally as well as functionally concentrated capacity. 
However, the actual implementation has been influenced by regional political lobbying, 
focusing on closing hospital beds19 instead of entire hospitals. So far, 6 out of 173 hospitals 
were closed and acute care activity was terminated in 12 hospitals.20 Time pressure – partly 
due to the need of achieving budgetary savings quickly – did not allow sufficient time for an 
optimal planning and harmonisation between the changes in bed capacities, tasks and 
financing21 (Dózsa, forthcoming).  

As a result of a combination of different measures, such as a reduction in the 
“performance-volume limit” of providers,22 the introduction of co-payments, and a stricter 
referral system, the number of outpatient cases decreased by 13% and the acute inpatient 
cases by 12% in the period of January-November 2007 compared to the same period in 2006. 
Despite the considerable increase (35%) in the number of beds for rehabilitative and 
long-term care, the number of hospital days provided in these areas of care decreased by 5%.  

Following this first round of reforms the government now faces a different type of 
challenge: to invest efficiently. Hungary plans to spend EUR 1.2 billion from the EU 
Structural Funds for the modernisation of the healthcare infrastructure over the period 
2007-13.23 Allocation of these investments will influence the quality and efficiency of health 
care in the coming decades. International experience shows that countries increasingly have 
found it is necessary to implement national or regional hospital (or healthcare) plans for 
optimising major investments. In Hungary, the strategy for using the EU investment 
resources was considerably changed in 2007. In early 2006, the then Healthy Society 
Complex Programme proposed to devote part of the investment resources to a few 
high-priority programmes such as the National Emergency Care Programme, the National 
Anti-Cancer Programme, and a few other hospital investments of key importance to be 
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implemented based on a co-ordinated national plan. These high-priority programmes, 
however, have been abandoned and the majority of the EU investment resources will be 
distributed through several projects of grant applications by service providers. This carries 
the risk of uncoordinated developments and suboptimal utilisation of resources (Dózsa, 
2008). 

Introduction of co-payment in primary, outpatient and inpatient care 

The introduction of co-payments – “visit fee” in primary and outpatient care and 
“hospital daily fee” inpatient care – was intended as a symbolic change: the end to 
free-of-charge health care. It can also be considered a first step towards tackling the problem 
of under-the-table payments. The system was introduced relatively smoothly. While the 
demand for care has fallen in response, it is not known to what extent this decline includes 
services with potential health gain. A wide-ranging system of exemptions and compensation 
(covering around 40% of the population) is to protect against undesirable effects on access to 
care. As the main opposition party has initiated a referendum to repeal co-payments, future 
developments are unclear.  

The revenue from visit fees and hospital daily fees however proved considerably less 
than expected: HUF 13.9 billion (instead of the estimated HUF 23.3 billion), which amounts 
to around 2% of public spending on healthcare services (excluding pharmaceuticals).  

Co-payments are a common feature of the healthcare systems in OECD countries. 
Patients paid some co-payment24 for primary care in 19, for outpatient specialist care in 21, 
and for inpatient care in 16 OECD countries, and for pharmaceuticals in all OECD countries 
according to most recent data available. The OECD study, Towards High-Performing Health 
Systems (OECD, 2004), concluded that establishing modest cost-sharing requirements may 
be appropriate when policy makers wish to reduce the burden on the public budget. 
However, it warned that the induced reduction in the demand for health services may not 
necessarily enhance efficiency, given that consumers may skimp on preventive care and 
other appropriate treatments, entailing higher expenditure in the future. 

Reform of health insurance 

Act No. 115/2006 reinforced the insurance character of the financing system, tightening 
the link between service entitlements and contribution obligations. The amended regulation 
distinguishes a basic service package (available independently of insurance status for all free 
of charge, comprising e.g. emergency service, maternal care, etc.) and the social insurance 
package,25 which is available only if the insurance contribution is paid by or on behalf of the 
person. Healthcare providers are obliged to check the insurance status of the patient through 
an online monitoring system.  

In order to improve the transparency and oversight of the insurance system and protect 
insurees’ rights, the Health Insurance Supervisory Authority has been established, with the 
role of supervising the operation of healthcare providers (the quality of health services, 
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investigating patients’ complaints, etc.) and the health insurance market, once created (see 
below). 

Reform of the institutional system of compulsory health insurance 

In 2007, fundamental changes in the public health insurance were introduced. 
According to a summary by the Ministry of Health, “The second phase of the reform … aims 
at constructing a new financing framework, one which can truly be called an insurance 
system, resting on the combined foundation of solidarity and competition.” The key idea of 
the reform is to involve private insurance companies in investing and administering the 
health insurance system.26 The underlying expectation is that competition among insurance 
funds will lead to competition among service providers and hence improvements in quality 
and efficiency. According to the Ministry of Health, only the involvement of private 
insurance companies can ensure the efficient operation of, and effective cost control in, the 
social insurance system (Ministry of Health, 2007). 

Mid-December 2007, the Parliament passed the Act on Compulsory Health Insurance 
Funds (CHIFs), reflecting a compromise between the governing coalition parties.27 
According to the Act, the compulsory health insurance will be managed by (initially) 
22 health insurance funds, with joint public-private ownership (51% public, 49% private). 
The Ministry of Health expects that these will be merged into seven to ten CHIFs. CHIFs 
will be established on a territorial basis: an insurance fund in each of the counties and four 
insurance funds in Budapest and Pest county. However, subscribers can choose any of the 
CHIFs, irrespective of their territorial base, and CHIFs are expected to compete for potential 
clients also outside their territories. CHIFs will receive a fixed per capita payment for their 
members from the Health Insurance Fund. The mandatory service package will be 
standardised for all CHIFs. They can offer, however, some extra services (e.g. cover the 
co-payments for inpatient and outpatient care, etc.). 

The National Health Insurance Centre (successor of the National Health Insurance 
Administration), will manage the Health Insurance Fund,28 the National Risk-pooling Fund 
(financing certain high-cost services), provide social insurance identification numbers, 
manage per capita payments, decide about the inclusion/exclusion of pharmaceuticals in the 
benefit package and contract the pharmacies. 

The Act introduces three major changes simultaneously: regional decentralisation of 
the purchasing function, competition between insurance funds, and partial privatisation. This 
new health insurance system has two special features, which do not exist in other social 
insurance systems in Europe: the joint public-private ownership of the health insurance funds 
and the combination of regional decentralisation and competition. The new insurance system 
will bring both opportunities and risks for improving the performance of the healthcare 
system (Fidler and Gottret, 2007; Kutzin, 2007; Sinko and Gal, 2007). Whether and to what 
extent the expectations will materialise and at what prices depends on many factors, 
including the appropriateness of the new regulatory framework. 
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Main potential advantages of the new insurance system compared to the current one 
are: 

• The possibility to choose one’s insurance fund may increase satisfaction of some 
consumer groups. 

• Insurance funds may put greater emphasis on consumer preferences, in particular 
those elements that are easy to judge for the patients (waiting time, 
amenities, etc.).  

• The new system may provide incentives for insurance companies to also offer 
voluntary health insurance policies,29 which can contribute to the elimination of 
the under-the-table payments.  

• The decentralisation may increase innovation in the way service delivery is 
organised.  

Countries have chosen different reform approaches during the past decades: for 
example, whereas Germany and the Netherlands chose competition among sickness funds, 
Austria decided against introducing competition and committed itself to increasing 
cross-sickness fund planning and co-ordination. International experience (Mossialos et al., 
2004; Saltman et al., 2004; WHO, 2006) seems to suggest that competition between insurers 
does not necessarily result in superior performance compared with national or local 
single-payer systems. The OECD’s Toward High Performing Health System states:  

“Competition in health insurance markets, where it occurs, does not automatically 
deliver intended improvements in cost-efficiency. Much depends on the grounds 
on which insurers compete. Insurers … face incentives to compete not only on the 
basis of real efficiency gains, but also through risk selection and other practices 
that shift costs to other payers. … From a technical and policy standpoint, it is 
very difficult to counter these incentives, which can be strong, given that a small 
share of insured population accounts for a large share of health costs.” (OECD, 
2004, p. 113.) 

The main potential risks to the new system are:  

• In the absence of a perfect capitation formula, insurance funds may have 
incentives for competing for favourable risks (“cherry picking”), instead of 
competing on the ground of quality (Van de Ven et al., 2003).  
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• A key interest of the insurance funds (shaped by the minority owner commercial 
insurance companies supplying the CEO) will be to reduce the costs of services. 
Obvious ways to achieve this would be to require pre-authorisation for certain 
services, managed care programmes, or selectively contracting with chosen 
suppliers. If these tools are chosen solely on the grounds of cost, quality of care 
and even technical efficiency could be threatened.  

• Even if quality of care is included in the contracts, choice may be restricted for 
patients enrolled in particular insurance funds.  

Under the specific Hungarian circumstances further potential problems and risks may 
arise, in particular:  

• Administrative costs of the insurance system will increase30 due to both 
decentralisation and competition (e.g. advertising, sales personal, etc.). The 
National Audit Authority pointed out in its report: “It is highly uncertain that the 
restructuring and reduction of the delivery capacity will bring about savings that 
can compensate for the increase in administrative costs and the profit of the 
invertors, and it is probable that access to, and quality of, care may decline” (State 
Audit Office Methodological Institute, 2007).  

• It is unclear what kind of cost-containment methods the new insurance funds will 
be able to apply. The current key method for cost-containment is a volume-limit 
on services set by National Health Insurance Agency for each hospital and 
outpatient multi-specialty centre.31 If the government wants to encourage 
competition among providers, this mechanism cannot be sustained. 

• A highly complex system will be introduced in an environment with lack of 
adequate information on quality of services, serious shortcomings in economic 
and quality regulation, and a weak capacity of law-enforcement. Most of the 
details of the regulation of the new system are still under preparation.  

Scope for policy improvement 

The need for reform of healthcare system is apparent. As indicated in the previous 
sections, there remain a large number of distortions and inefficiencies that need to be 
addressed. However, inadequate co-ordination may weaken and distort the potential benefits 
of individual reform components. Perhaps the most critical issue is to improve the 
governance of the healthcare system. This would include the development of a coherent 
long-term strategy for improving health and sustainable financing, and improving 
pertinent regulation. To maximise long run benefits from reforms introduced in the past 
two or three years requires the extension and fine-tuning of the supply-side reforms and 
the establishment of a robust regulatory framework and monitoring system to underpin 
the new insurance system. The process of health reforms in itself requires changes: 
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including the way in which reform concepts are prepared; the way that conflicts are settled 
between the government and key stakeholders in the healthcare system; and the monitoring 
and assessment of reforms. 

Fine-tuning and extension of the supply-side reforms 

Generally speaking, structural reforms should change relevant conditions facing the 
stakeholders in the healthcare system (institutional framework, incentives, information), to 
enable them to adapt better to changing economic and social circumstances. In pursuing the 
reorganisation of the Hungarian healthcare delivery, the following measures seem to be 
particularly important: 

• To develop a need-based strategic plan for further restructuring of the hospital 
network. There are plenty of international examples to learn from, and the existing 
national programmes (National Emergency Programme, National Cardiovascular 
Programme and National Anti-Cancer Programme) could serve as valuable input 
(Health Policy Monitor, 2004). 

• Improve accountability and transparency in the operation of hospitals by making 
changes in the governance structure, e.g. encouraging the transformation of 
hospitals currently operated as budgetary organisations into public companies. 

• To create suitable economic, professional and organisational conditions for an 
enhanced role of GPs. 

Strengthening the role of the general practitioners 

Since the creation of the Family Physician Service in 1992, a major health policy goal 
has been to strengthen the GPs’ gatekeeper role, to ensure that patients receive quality care 
when and where it is needed.32 Reform measures in 2007 focused on making the rules 
governing the referral system33 and the prescription of pharmaceuticals by GPs stricter.  

Presently there exist economic, organisational and human resource obstacles to 
strengthening the role of GPs; the remunerative system34 provides no incentives to strengthen 
their role as gatekeepers. Most GPs work in solo practice and a proper system of supervision 
and quality assurance is lacking. The age-composition of GPs is alarming: 67% of GPs35 are 
older than 50 (of which 28% are older than 60). The geographical mobility of GPs is low due 
to the system of “practice-rights”, introduced in 2000.36 There are large regional and social 
(class) differences in patients’ compliance with the requirement to first see a GP. 

Despite the emphasis on the enhancement of role of GPs, several recent regulations 
have further narrowed their scope of decision making. For example, the range of medication 
that a GP is allowed to prescribe has been considerably narrowed, as one of the measures to 
contain pharmaceutical expenditure. Focusing on changes in the referral system, and in 
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particular trying to induce patients through financial incentives to first see their GP does not 
seem to work in isolation. More comprehensive and co-ordinated changes are needed in the 
economic, professional and organisational conditions of the primary care system.  

In 2004, a committee led by the National Institute of Primary Care proposed to 
transform the system of practice rights into a system of concession contracts. This proposal 
merits further consideration.37  

Adjustments in the payment system, in conjunction with the introduction of quality 
assurance tools,38 are required to provide adequate professional guidance and financial 
incentives for treatment of patients with chronic conditions, such as hypertension, diabetes 
and asthma. This would strengthen the role of GPs in the co-ordination of care. A 
performance-related component could be added to the current capitation-based remuneration. 
The key issue is to define, measure and reward performance in a way conducive to meeting 
public health objectives. A feasibility study on the adaptation of the “Quality and Outcomes 
Framework” system developed in the United Kingdom for this purpose may be helpful.39  

The international experience40 with multi-doctor practices may also merit studying. 
These enable medical practitioners – doctors, nurses, medical assistants, administrative 
personnel, etc. – to work as teams with strong links to local social services. They permit 
more flexible work arrangements: for example, nurses may take over more tasks in advising 
and monitoring patients with chronic diseases. 

Improving the regulation of the healthcare system 

A consistent regulatory framework41 is a precondition for the adequate operation of the 
new insurance system. The Hungarian government faces demanding tasks: the current rules 
and practice of economic and quality regulation are in serious need of improvement. Most of 
the details of the new regulations concerning the operation of the new health insurance 
system have to be prepared and introduced in the coming months. Some of the crucial issues 
are discussed below. 

Service coverage and access to care 

The service package will be divided into two parts. High-cost services will be financed 
by the National Health Insurance Centre from the National Risk-pooling Fund. This is 
thought to be a guarantee for equal access to high-cost services for serious diseases. The 
other services will be financed by CHIFs. There is a potential risk of continuous debates 
between the government and (the minority owners of) the CHIFs over the content and the 
budget of the two packages (such as the inclusion/exclusion of new technologies). Clear 
principles for drawing the borderline between the two packages (and related budgets) may be 
difficult to agree on. 

The Prices and Fees Committee, to be set up as an advisory body to the ministers of 
health and of finance will have the task to propose the inclusion/exclusion of 
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technologies/services in the compulsory health insurance (except pharmaceuticals and other 
medical goods), and to develop specific rules and procedures of financing. Clear principles 
and transparent mechanisms are needed concerning the decision-making by the Fee-schedule 
Committee, including the resolution of disagreement between patients and providers over the 
decisions of the committee.  

The allocation of resources to CHIFs will be carried out by use of a capitation payment 
mechanism, which entails two broad challenges: (i) to correct the large inequities in the 
access to health care; and (ii) eliminate the incentives for risk selection (Nagy et al., 2007). 
The Capitation Committee, an advisory body to the Minister of Health, will be responsible 
for the improvement of the pertinent formula defined by the Act. It will be of vital 
importance to monitor and regularly assess the formula, as well as to inform the general 
public about the extent to which the formula meets specified requirements. 

Quality assurance and control  

Deficiencies in quality regulation contribute to the differences in quality of healthcare 
services across regions.42 They also will seriously hinder the possibility of the new insurance 
funds to get reliable and comparable information about the quality of care. In particular the 
following problems require attention, regardless of the institutional form of the insurance 
system:43  

• The definition of tasks and competences of the health care providers requires 
amendment. The National Emergency Care Programme defined two levels of 
emergency care facilities (with pertinent requirements in technology and staff) in 
2006, then the Act on the restructuring of the hospital network defined the 
categories of centre and local hospitals – without adequate harmonisation between 
the two approaches.44  

• The decision range of general practitioners and paramedical personnel 
should be considerably widened.  

• Conditions for licensing and accreditation should be made more stringent. 
During the reorganisation of hospital capacity, several hospitals have retained 
their license, despite deficiencies in meeting the minimum requirements in several 
speciality areas.  

• A more consistent development and application of medical guidelines would 
be desirable. There is no adequate system of enforcing and monitoring the 
compliance of providers with the medical guidelines.  

• A robust and widely accepted and accessible indicator system is needed to 
provide comparable information on the quality of care across providers for 
facilitating better decision-making and patient-enabling choice.45  
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• The provider payment systems should encourage the existence (or sanction 
the lack) of a quality assurance system of providers. Although the Act on 
Health Care of 1997 requires providers to have an accredited quality assurance 
system, the regulation has not been fully implemented so far.  

Economic regulation 

A precondition for effective competition between providers is that quoted prices (tariffs 
of provider payment systems) are accurate and transparent. Deficiencies in the current 
Hungarian provider payment systems, impeding effective competition between providers, 
will also seriously hinder effective competition among the new health insurance funds. 

An improvement in regulation is needed to ensure that the DRG (diagnosis-related 
group; HBCS – homogen betegseg csoportok [homogenous disease groups]) tariffs are 
continuously adapted to changes in the costs of treatments. As the last cost-review in the 
Hungarian DRG system was conducted in 1999, the relationship between the actual costs of 
treatments and the tariffs (DRG points) has become seriously outdated. A new cost-review is 
planned in 2008. 

Under the tight budget constraint of health insurance, it is necessary to apply some sort 
of cap on the volume of services. However, the current system tends to distort the 
relationship between the need for, and supply of, different components of health care and 
may harmfully affect the quality of care.46  

The Fee-schedule Committee will also be responsible for making proposals to change 
tariffs and other elements of provider payment methods. The proposed system seems 
unbalanced: besides the government only one side of the market – the insurers – are 
represented in the committee, while providers are not. Under such a system the information 
the body receives may be distorted. There are different possibilities for a more balanced 
composition for such a body: members of the committee could be recruited from both sides, 
or could be independent experts, so that providers and insurers can only comment.  

Transition to the new health insurance system 

The implementation of the new insurance system will be a complex task: it involves the 
establishment of new insurance funds, reorganisation of the current National Health 
Insurance Administration into a new agency, changes in the way patients can access care, 
changes in the relationship between insurers and providers, in the administration of the 
payment processes, development of day-to-day relationship between insurers and clients, and 
development of new control mechanisms by government agencies (e.g. Health Insurance 
Supervisory Authority, Competition Agency, etc.). As mentioned, most of the pertinent 
details are not yet known. 
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The Hungarian government faces two risks: 

• The risk of diversion of human resources and administrative effort of the Ministry 
of Health from important measures needed to improve healthcare delivery to the 
problems of implementing the complex new insurance arrangements; 

• The risk that the regulations and guaranties supporting the Act will not be 
sufficiently effective to prevent problems that may occur due to some structural 
elements of the new system, as discussed above.  

It takes time to improve the regulatory framework. Lack of adequate information about 
the quality of providers and lack of adequate experience in supervision of the insurance 
market underlines the importance of closely monitoring the transition and the operation of 
the health insurance funds. 

An adequate system of monitoring, from a technical point of view, requires capacity 
building within the healthcare administration and involvement of research institutions. 
Transparency and accountability of the monitoring would require the involvement of the key 
stakeholders in the healthcare system.47 A good monitoring system could help in 
benchmarking, identifying best practices, facilitate their diffusion, and also improve public 
support for the reform process.  

Based on international experience, such monitoring should pay special attention to the 
following issues: changes in the benefit package, detecting incentives and methods to 
practise risk-selection; the conflicts between the incentives for decreasing the costs of 
services that the system generates and the goals of improving quality and allocative 
efficiency; effects on the ability of patients to choose providers; and the trends in 
administrative costs of insurers. 

Widening the reform agenda 

Establishing a long-term strategy to improve the population’s health status is an 
important input to a sustainable economic growth strategy. The latter also requires a 
sustainable financing mode for the resulting healthcare system. In the future, cost increases 
resulting from development of medical technology and the needs of an ageing population 
will exert constant pressure on the funding of the healthcare system. An additional factor 
likely to contribute to the upward pressure for health spending is the current low income of 
physicians and nurses employed in the public sector.48  

Developing a strategy for sustainable financing49 entails a thorough examination of the 
potential technological, demographic, social and economic trends that may affect the 
healthcare system over the next one or two decades. In this context the desirable role (and 
share) of the main sources of financing – the state budget, social insurance, voluntary 
insurance, and out-of-pocket payment – should be defined. One possibility would be to 
increase the share of revenues not related to labour income in financing compulsory health 
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insurance. Another issue of key importance is ensuring adequate human resources in the 
healthcare sector, which is a precondition for high-quality health care. This necessarily 
would entail a strategy to address the interrelated problem of the system of under-the-table 
payment and low wages in the public sector.  

As health status and inequalities in health are influenced by socio-economic factors, 
individual behaviour and health care, an effective strategy should address these determinants 
as well. In this context, the strengthening of the co-ordination between health policy and 
other government activities (e.g. tax reform, agricultural policy, etc.)50 is pertinent. In fact, 
such an approach is needed to implement Article 152 of the Maastricht Treaty, to ensure the 
“health in all policies” requirement.51 Recent analysis of pertinent international experience 
could help the Hungarian government to develop such a strategy (Stahl et al., 2006).  

Notes 

 
1.  Mortality from cancer and stroke was the highest, and mortality from ischemic heart 

disease the second highest among OECD countries.  

2.  Other countries performed better: the life expectancy of Czech males at the age of 40 was 
4.9 years lower than the EU-15 average in 1990, but only 3.3 years lower in 2002. 

3.  In 2004, average EU-15 out-of-pocket payments amounted to 18% and private insurance to 
5.6% of total health expenditure (and other private sources amounted to around 0.8%). In 
Hungary out-of-pocket payments and “under-the-table” payments amounted to 24% of total 
health expenditure, voluntary insurance to around 1%, and other private payments 
(companies and charities) to around 4.4%.  

4.  According to the government’s Convergence Programme, the share of public spending on 
health care in GDP is to be reduced by 0.6 percentage point between 2007 and 2009 (State 
Audit Office Methodological Institute, 2007). 

5.  The yearly average growth rate was 2.1% for public expenditure on health and 3.4% for 
GDP. 

6.  OECD, 2007a for the 2004 data, and OECD estimates for 2007 data. 

7.  The current (pre-reform) single-payer social health insurance system is operated by the 
National Health Insurance Fund Administration (NHIFA). The term Health Insurance Fund 
is used for the centralised fund, which is a separate part of the state budget.  
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8.  Besides the 8% health insurance contribution, employers pay a HUF 1 950 flat rate monthly 

health insurance tax per employee. 

9.  Acute hospital care is reimbursed according to Homogeneous Diseases Groups (HDGs), a 
concept inspired by the American Diagnosis Related Groups (DRGs). 

10.  Except a pilot project of Care Coordination, which however failed to bring the expected 
changes in the delivery of care.  

11.  In particular, via the tightening of the connection between contribution payments and 
access to services and a more transparent regulation of what services are available to the 
insured, and under what circumstances. 

12.  Including the National Emergency Care Programme, National Anti-Cancer Program, and 
National Cardiovascular Programme.  

13.  According to Act No. 115/2006 healthcare providers are obliged to check the insurance 
status of patients through an online control system before providing services. 

14.  Information provided by the Ministry of Finance. 

15.  In 2007 around 34% of healthcare spending by the NHIFA (excluding cash benefits) was 
covered by the contribution paid by the central government on behalf of 59% of the entitled 
persons.  

16.  It was HUF 326.6 billion in 2007, compared to HUF 388.7 billion in 2006. Consumption of 
pharmaceuticals has also fallen due to the price sensitivity of patients’ demand. The annual 
growth rate of overall private pharmaceutical expenditure was only 10% in 2007, implying 
that the decrease in real consumption and some price erosion have partially compensated 
for the 50% increase in statutory co-payments. 

17.  As in the second half of the year HUF 28 billion were spent on easing tensions in the 
hospital sector, the restructuring of the hospital sector did not result in net savings in 2007.  

18.  If the GP’s one-month prescription data in the selected therapeutic categories exceeds the 
national average by more than 15%, from July 2008, the GP concerned will/can be 
penalised by the withdrawal of 1%-5% of his/her capitation fee received from the Health 
Insurance Fund. There is a period of four months when GPs can modify their prescription 
practice before the penalty is applied. . 

19.  Altogether 9 000 hospital beds were closed: the number of acute care hospital beds 
decreased by 26%, while beds available for rehabilitation and long-term care increased by 
35%. 

20.  Many experts believe that the closure or transformation into nursing homes of around 
one-third of the hospitals would have been desirable. See, for example, Nepszabadsag 
(2007). 
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21.  The bed structure of each hospital has been determined by Ministerial decree, rarely based 

on comprehensive cost-benefit analysis, and thus often resulting in sub-optimal changes in 
many hospitals.  

22.  The “performance-volume limit” was added to the provider payment systems in 2004. Each 
year, the NHIFA sets for each provider a monthly limit of the maximum number of DRG 
points and outpatient points (under a relative fee-for-services system), for which the given 
provider can receive payment.  

23.  Including EUR 119 million from domestic revenues. Data provided by the Ministry of 
Finance. 

24.  Here the term “co-payment” is used for all forms of cost-sharing. 

25.  Services not included in either of the two packages are available mainly for out-of-pocket 
payments, or through voluntary insurance. 

26.  The original concept of the Free Democrats (the party to which the Minister of Health 
belongs), namely the exclusive role of commercial insurance companies in providing 
compulsory health insurance was not agreed by the Socialist party, the majority party in the 
government coalition. 

27.  The President, however, sent the Act back to the Parliament, calling for reconsideration of 
several issues related to the content and process of the reform. A major argument of the 
President was the lack of adequate support by society and the professional staff for key 
elements of the Act. He also stated that the act left too many important details unresolved 
and lacked assessment of possible impacts. On 11 February 2008, the Parliament passed the 
Act with some additional amendments.  

28.  The National Health Insurance Fund will have the following responsibilities: the National 
Risk-pooling Fund to finance certain high-cost services, administrative expenses of the 
National Health Insurance Centre, the allocation of funds among the CHIFs on an adjusted 
per capita basis (of which 3.5% can be used for administration). 

29.  Compulsory health insurance funds are not allowed to offer voluntary health insurance, but 
a commercial insurance company holding shares in a CHIF can do so. 

30.  Administrative costs in decentralised insurance systems are obviously higher than in 
single-payer systems. When competition is introduced in an already decentralised social 
insurance system, it may lead to a decrease in administrative costs at a system level, due to 
a concentration (merger) of insurance funds, but even after such mergers, such costs are 
almost certain to be higher than in a single-payer system.  

31.  Each provider is given a monthly limit of the maximum number of DRG points and 
outpatient points (under a relative fee-for service system), for which it can receive payment 
from the NHIA.  
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32.  Besides making GPs the first contact for patients, the initial reform in the early 1990s 

envisaged expanding preventive medicine, care-management for patients with chronic 
disease, and developing a system of quality assurance. General medicine as a specialisation 
was introduced. However, as a whole, the hoped-for changes in the role of GPs and 
patients’ attitudes have not been achieved so far.  

33.  For example, consulting a specialist without GP referral not only involves more than 
three-times higher co-payment, but also precludes further referral to another specialist 
(unless the patient pays the full price). As mentioned, GPs are required to prescribe the 
cheapest suitable medicine. 

34.  The revenue of a GP practice does not depend on the services provided. The main element 
of the payment system is an age-adjusted per capita payment after each person registered 
with a GP.  

35.  Excluding GPs who concentrate on paediatric care for children. 

36.  The right to operate a practice became a transferable asset, which not only could be sold, 
but even deeded to one’s spouse or descendants. It may not only be expensive, but also 
risky to buy a “practice license”, for if the owner wants to change location, s/he cannot be 
sure that the “practice right” can be sold at a favourable price. 

37. Small areas with a certain number of GP practices would be defined by a national body as 
concession areas. The national body managing the concession areas would contract with 
GPs, regulate the concession prices, and would have to buy back the concession right when 
the GP retires or leaves the area. 

38. Planned by the Ministry of Health in 2008. 

39.  Introduction and proper operation of such a payment arrangement would require a 
well-designed programme. The ideal arrangement may be to start with a pilot; introducing a 
“learning by doing” process with proper monitoring; and co-operation between professional 
organisations of GPs, patients’ organisations, and the new insurance funds.  

40.  International experience with the gatekeeping role of GPs is summarised in Annex 3.A1.  

41.  Two major components are: quality regulation (including, in a wider sense, the regulation 
of service coverage, protection against risk selection, quality assurance and control, and 
enabling patient choice) and economic regulation. The Netherlands, which introduced a 
system of competition between private insurers for provision of compulsory health 
insurance in 2006, has also instituted a new Healthcare Authority which proactively sets 
conditions for market forces with a view to achieving efficiency, choice, quality and 
accessibility of healthcare markets. The Authority supervises both healthcare providers and 
insurers. It supplements the work of the Health Care Insurance Board, which makes risk 
adjustment payments. 
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42.  Although many elements of quality assurance and control exist (e.g. legal requirements for 

licensing, providers are obliged to operate a quality assurance system, etc.), they do not add 
up to a coherent system. 

43.  International experience shows that effective tools for quality assurance are important 
independently of the financing system. 

44.  Several centre hospitals do not have the technology and staff required for the highest level 
of emergency care; on the other hand, more hospitals have the status of centre hospital than 
would be reasonable on technical grounds. 

45.  The Health Insurance Supervisory Agency – among others – started to develop a quality 
indicator system in 2007. 

46.  As mentioned, in 2004 a system of hospital-specific, monthly volume (performance) limits 
was added to the provider payment systems, both for inpatient and outpatient care. Until 
2006, providers received a reduced payment for the above-limit performance, according to 
a regressive scale. Since July 2006, NHIFA does not pay for the above-limit cases at all. As 
the volume limits were set (and remain) based on the 2003 basis of the providers’ 
performance, the distortions then prevalent became built into the system. Empirical 
research suggests that this may adversely affect the quality of care: the greatest losses 
(compared to the pre-2004 financing) occurred in hospitals providing more specialised care 
and treating more serious diseases (Boncz, 2007).  

47.  For example, monitoring results could be reported to the National Health Council.  

48. OECD data shows the remuneration of Hungarian physicians and nurses, as a ratio of GDP 
per capita, is lower than almost all other OECD countries (OECD, 2007b, p. 62). 

49.  An example to learn from is the Wanless (2002) report, commissioned by the 
UK Government. 

50.  Recent changes have actually tended to go in the opposite direction: the supervisory role of 
the National Public Health Authority has been reduced by taking away the tasks of food 
health and occupational health. Furthermore, a cross-department institution, the Office of 
Government Officer for Prevention was eliminated in 2006. 

51.  This requires that “a high level of human health protection shall be ensured in the definition 
and implementation of all Community policies and activities.” 
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Annex 3.A1  
 

International Experience regarding the Function of 
Gatekeeping  

Gatekeepers are, most generally, primary care physicians who oversee/control access to 
the healthcare system. These systems are widespread in northern Europe and in most 
countries with integrated models of financing. They play a growing role within the context of 
managed care insurance arrangements, in the United States and elsewhere. 

Two key reasons for putting in place a gatekeeping system are:  

• Rationing of healthcare resources by limiting access to specialist care. The 
expectation is that the primary care physician will provide appropriate/quality care 
but limit the use of healthcare system at a higher level (specialists or hospital) to 
where it is medically warranted. 

• Improve co-ordination of care: by channelling information and choice of medical 
options through the gatekeeper, the GP may be able to ensure that the patient is 
receiving quality care when and where it is needed. This is particularly important 
for patients with chronic conditions.  

There is some tension between the two dimensions: there may be a temptation to place 
more emphasis on cost control in the first case, with the risk that patients receive too little 
care. 

There are a number of conditions likely to make gatekeeper arrangements work better.  

• First, there must be patient confidence that the gatekeeper provides appropriate 
care. The less confidence that patients have in the quality of the care provided, the 
greater the value of the provider choice to the patient. These problems appear less 
in countries where concerns over quality issues have been largely dealt with 
through a combination of treating general medicine as a specialisation in its own 
right; periodic re-certification of medical practitioners; and adequate oversight of 
practice patterns either by independent public bodies or by professional 
associations to ensure that “best practice” medicine is being provided.  
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• Second, payment arrangements must provide the appropriate incentives. Many 
countries have now moved to mixed payment systems that combine elements of 
capitation, fee-for-service and lump sum or salary. Finding the right balance 
between the components remains difficult and will depend on the context in each 
country. If care co-ordination is an important goal then payment arrangements will 
need to be adjusted to ensure that doctors are reimbursed for co-ordination 
activities, particularly for the chronically ill.  

• Third, information flows need to improve: co-ordination of care requires that the 
medical practitioner has the necessary information to make appropriate clinical 
decisions. For example, specialists or hospitals may fail to send discharge 
information back to the GP and – as pointed out in a recent survey of care 
co-ordination policies (Hofmarcher et al., [2007], “Improved Health System 
Performance through Better Care Coordination”, OECD Health Working Papers, 
No. 30, OECD, Paris) there are particular co-ordination difficulties at the 
transition into long-term care.  

• Finally, new models for providing and paying for primary care need to be 
explored. “Budget holding” in the United Kingdom provides an example of how 
these arrangements can potentially provide incentives to control costs. Where the 
primary practice has an indicative budget to provide services for its registered 
patients, it may be more judicious in providing services, but at the risk of 
preventing access to medically beneficial treatment for individual patients.  
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Chapter 4 
 

Pension Reform: Providing Old-Age Income Security in the 
Face of Population Ageing 

This chapter reviews the challenges faced by the Hungarian pension system. It presents 
recommendations for reforms to improve fiscal and social sustainability and to 
strengthen the payout phase of mandatory private defined contribution (DC) pensions. 
Comparison with the pension-policy experience of other OECD countries reveals 
shortcomings in Hungary with respect to incentives for early retirement and low 
pension coverage of the working age population. Moreover, Hungary lacks appropriate 
legislation and instruments to convert retirement savings in mandatory DC plans into a 
stream of income at retirement. Hungary is forecast to experience one of the largest 
increases in public pension spending over the next 50 years, which raises serious 
concerns about the financial sustainability of its pension system. The public pension 
system exhibits replacement rates that are the same for all workers with the same 
career pattern, which implies virtually no redistribution from rich to poor in the 
system. This contrasts with the majority of OECD countries, which have systems with 
higher replacement rates for lower-income workers. By redistributing income, this can 
reduce the risk of old-age poverty while containing total public spending on old-age 
incomes. The chapter also highlights how the pension system affects work incentives for 
older workers, which helps to explain why the effective retirement age for both men and 
women in Hungary is the second lowest among OECD countries. It also discusses 
challenges faced by the Hungarian pension system with respect to governance and 
regulation of mandatory private pension accounts and how they can be met. This 
includes issues such as how pension benefits should be paid out; who should provide 
annuities; how the risk of unfavourable annuity conversion conditions should be 
spread; how performance, charges and investments of private funds can be improved; 
and what should be the institutional arrangements in managing the private pension 
funds. 
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Background and key policy recommendations 

Hungary’s retirement-income system combines an earnings-related public pension 
scheme with mandatory, private, defined-contribution plans. The private component is, by 
definition, funded while the public scheme is financed on a pay-as-you-go basis, whereby 
current contributions pay for current benefits. OECD projections suggest that, in the long 
term, around one-third of retirement incomes will come from the defined-contribution plan 
with the other two-thirds coming from the public earnings-related scheme (OECD, 2007, 
pp. 50-51; due to differences in assumptions this result differs from that of national 
projections). Simulating the operation of the existing pension system under conditions of 
predictable demographic change reveals a large increase in future expenditures resulting 
from significant population ageing. After analysing the various causes underlying these 
results, this chapter makes the following policy recommendation to secure the long-run fiscal 
sustainability of the Hungarian pension system: 

• phase in further gradual increases in the statutory retirement age, starting in 
2009; 

• modify pension benefit formulae so that the effects of early or late retirement are 
actuarially neutral; 

• change pension indexation, linking it to price inflation only;  

• complement cuts in public pension benefits – if needed – by strengthening 
income safety nets;  

• provide a wider choice of payout options to convert retirement savings in 
mandatory DC private pensions into a stream of income at retirement;  

• improve the governance and regulation of mandatory private insurance 
accounts. 

Details of these recommendations are elaborated in the main body of the chapter, 
discussing policy options in the light of pertinent experience in other OECD countries that 
face similar demographic trends. 

Recent reforms 

The new pension system was introduced in 1998. People entering the labour market 
after 1998 have to contribute to the new scheme. Older workers could choose between the 
new mixed public-private system or remain with just a public pension (on reformed rules). 
The proportion of earnings contributed to (mandatory) private pension plans increased from 
6% initially to 7% in 2003 and 8% from 2004 onwards. Finally, workers have been able to 
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switch back from the mixed public-private system to the purely public pension system at 
various times since the reform.  

Other notable elements of the reform included an increase in the pension eligibility age. 
For men, this has risen from 60 to 62 years, and for women it will eventually also reach 62, 
from a starting point of 55. The indexation of pension benefits changed from the growth of 
average earnings to a 50:50 mix of real earnings growth and consumer price inflation. 
Finally, pension benefits used to be calculated on the basis of individual net earnings, but this 
will change to gross earnings from 2013 onwards.  

The effect of these reforms is to increase expected retirement incomes. The net 
replacement rate – retirement income relative to earnings, after taxes and contributions – for 
an average earner with a full career (from age 20 to the normal pension age) is projected to 
be 102.2% under the new system, including the expected value of the defined-contribution 
pension (OECD, 2007, Part II.1). This compares with 80% for women and 88% for men with 
a full career under the pre-reform rules.  

However, the increase in retirement age offsets the effect of the higher net replacement 
rate. Net “pension wealth” – the present value of the lifetime flow of pension benefits – is 
projected to fall from 11.2 times annual earnings, for a man on average pay, to 10.8 times. 
For women, pension wealth falls from a comparable multiple of 15.1 to 13.4. Nevertheless, 
these reductions in lifetime benefits – 5% for men and 10% for women – are significantly 
lower than the average cuts in lifetime pension benefits entailed by reforms in other OECD 
countries. In the 16 countries that have had major retirement-income reforms since 1990, the 
overall effect was to cut benefits by an average of 22% for men and 25% for women (OECD, 
2007, Part II.1).  

More limited changes to Hungary’s pension system, focused on improving incentives 
to delay retirement, were enacted in 2006-07. The first of these will restrict the ability to 
combine working and claiming an early-retirement pension. Government figures suggest that 
around 15% of people on early-retirement benefits continue working, of which between a 
third and a half are working full time. A second change will alter the reduction in pension 
benefits for people taking early retirement. For retirement at age 60 rather than 62, the 
reduction in pension benefits under previous rules was, at most, 2.4% per year. After the 
changes, this will increase to 4.2% per year.1  

International benchmarking 

Is the Hungarian pension system fiscally sustainable? 

Hungary currently spends 10.4% of its gross domestic product (GDP) on pensions, 
around the same as the average for the 25 European Union (EU) member states (before the 
membership of Bulgaria and Romania). However, this is significantly less than in a number 
of EU countries, such as Austria, France, Germany and Italy.  
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Looking ahead, public pension spending as a share of national income in Hungary is 
expected to rise steadily, both relative to other countries and in absolute terms. Among the 
countries shown in Figure 4.1, Hungary is expected to see the fastest growth in public 
pension spending, bar Spain. In contrast, recent reforms are expected to stabilise public 
pension spending in Austria, France, Germany, Italy and Sweden. With the partial 
privatisation of pension provision in Hungary, one might have expected that public spending 
on pensions would be contained in the long term, as in the case of projections for Poland and 
the Slovak Republic, which have enacted similar pension reforms; but this is not the case.  

The OECD’s models of individual pension entitlements shed further light on the issue 
(OECD, 2005a, 2007). Figure 4.2 shows a microeconomic indicator of financial 
sustainability. This indicator is based on “pension wealth” because this comprehensive 
measure of retirement-income systems takes account of cross-country differences in 
indexation policies, pension eligibility ages, and life expectancies. The calculation of pension 
wealth presented here includes all public sources of retirement income. It takes account of 
differences in pension benefits for people with different levels of earnings by taking a 
weighted average, where the weights come from data on national earnings distributions.  

The average public pension in Hungary is larger (relative to income) than the OECD 
average. Nonetheless, because of the partial privatisation of retirement-income provision, it 
is less than in a number of other countries, including France and Italy. However, average 
public pension wealth is much lower in a number of countries, including Germany, the 
United Kingdom and the United States. At the far left of the spectrum, public pension wealth 
is lowest in two of the other countries that have partially privatised pensions: in Poland and 
the Slovak Republic, average pension wealth from public schemes is only about half the 
OECD average.  

An important explanation for Hungary’s result on these measures of pension systems is 
the relatively low statutory retirement age. This will remain the case even when currently 
scheduled increases are fully in place. OECD countries plan, on average, to have a pension 
eligibility age of 65 years. At that age, life expectancy (expected duration of retirement) 
averages 18.5 years in half the OECD countries (Figure 4.3). Hungary’s planned retirement 
age of 62 years coincides with an unusually low life expectancy by international comparison, 
especially among adult men  
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Figure 4.1. Projected public spending on pensions, 2004-50 
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Source: European Union, Economic Policy Committee (2006), “The Impact of Ageing on Public Expenditure: 
Projections for the EU 25 Member States on Pensions, Health Care, Long-term Care, Education and Unemployment 
Transfers (2004-2050)”, European Economy, Special Reports No. 1/2006. 
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Figure 4.2. A microeconomic indicator of fiscal sustainability 
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Figure 4.3. Pension eligibility age and life expectancy of men at retirement age 
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Source: OECD pension models. Mortality data from World Bank/United Nations population database.  
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Is the Hungarian retirement-income system socially sustainable? 

Following the reform, Hungary’s public pension system exhibits a very strong link 
between earnings, contributions and pension entitlements. Replacement rates will be the 
same for all workers with the same career pattern, regardless of their earnings: there is 
virtually no redistribution from rich to poor in the system. Seven other OECD countries have 
retirement-income systems with similarly strong links between earnings and benefits. But the 
other 22 OECD countries have systems with higher replacement rates for lower-income 
workers. The principal objective of these arrangements is to avoid old-age poverty while 
containing public spending on old-age incomes.  

The absence of such redistribution in Hungary may explain – in part at least – why the 
level of replacement rates is so high across the earnings range: if redistribution is precluded, 
then a very high replacement rate is needed to avoid old-age poverty among people with low 
lifetime incomes. Efforts to improve the fiscal sustainability of the Hungarian public pension 
system must be mindful of the consequences for low-income workers and those with less 
than full careers.  

The Hungarian pension system covers a relatively small share of the population of 
working age The number of active contributors amounts to 52% of the population aged 
15-64 (the standard definition of “working age”). This compares with an average of 64% in 
OECD countries as a whole. Relative to the labour force, coverage is 86% in Hungary, the 
same as the OECD average. This reflects the relatively low labour force participation rates in 
Hungary.  

How does the pension system affect work incentives? 

Relatively few older Hungarians participate in the labour market (Figure 4.4). For men, 
the participation rate for 50-64 year-olds of around 55% is the second lowest among the 
30 OECD countries, substantially below the OECD average of 75%. Only around 45% of 
Hungarian women in this age bracket participate in the labour market. Although this is by no 
means the lowest figure for OECD countries, it is well below the OECD average of just over 
50%.  

Part of the explanation of these findings is that the effective retirement age for both 
men and women in Hungary is the second lowest among OECD countries. For both sexes, 
the average effective retirement age is less than 60, well below the statutory retirement age in 
Hungary.  
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Figure 4.4. Participation rates of 50-64 year-olds by sex, 1970 and 2005  

Men – Participation rates of the 50-64: Levels in 1970 and 2005–

Women – Participation rates of the 50-64: Levels in 1970 and 2005
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Source: OECD (forthcoming), Pensions at a Glance: Special Edition on Retirement Incentives, OECD, Paris. 

National figures show that only 6% of pensions are first drawn at the statutory 
retirement age, while 82% are drawn before that under early-retirement provisions. An 
additional 12% are drawn earlier than normal retirement age under privileged rules for 
certain occupations and industrial sectors. Between 1998 and 2003, the average age of men 
starting to draw pensions remained steady at around 60, despite the increase in statutory 
retirement age from 61 to 62 in 2000. For women, the pension eligibility age increased from 
56 to 59 years over the period 1998-2003, while the average age of women starting to draw 
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pensions rose by two years (from 56 to 58) over the same period. Women’s average 
retirement age increased by a further year between 2003 and 2007. There is no unambiguous 
answer to the question why people retire early in Hungary. However, there is evidence 
regarding how people retire early. Figure 4.5 shows that early retirement in Hungary occurs 
predominantly using the early-retirement provisions of the old-age pension system. 
Long-term unemployment is a relatively rare pathway into early retirement in Hungary, as is 
disability benefits (for men, at least). The disability benefit as a pathway into early retirement 
is discussed in Chapter 5. 

Figure 4.5. Pathways out of employment for older workers (aged 50-64), 2004 
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Source: OECD (forthcoming), Pensions at a Glance: Special Edition on Retirement Incentives, OECD, Paris.  
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There is ample evidence – from both national and cross-country studies – that the 
financial incentives embedded in the pension system affect retirement behaviour,2 and 
changing retirement incentives has been a central concern of recent pension reforms, both in 
Hungary and elsewhere. Retirement incentives matter for reasons of fairness and equity as 
well as efficiency. People who work more and contribute more should have higher pensions. 
Equally, those who are forced to drop out of employment early, perhaps through no fault of 
their own, need to have a reasonable standard of living. The aim should be to have a pension 
system that neither excessively subsidises, nor excessively penalises, early retirement.  

Table 4.1 presents two measures of the way the pension system can affect retirement 
incentives. Both measures are based on the concept of pension wealth, introduced above.  

The first is the change in pension wealth from working an extra year. This indicator –
 normalised to individual gross earnings – compares two flows of income. The first flow 
occurs when retiring immediately, the other when working (and so delaying pension receipt) 
by an additional year. The difference between the two income flows is earnings during the 
additional work year plus the implicit tax or subsidy in the pension system, measured relative 
to individual earnings. 

The second measure of incentives to retire is based on the level of pension wealth 
relative to income. It tries to capture the “income effect”: people who are richer in terms of 
pension wealth are more likely to retire however large the change in pension wealth from 
working an additional year. 

The results in Table 4.1 examine a retirement “window” between age 60 and 65. In 
most OECD countries, this age bracket represents the period when early retirement occurs. 
But with the normal retirement age of 62, this age bracket covers both early and late 
retirement in Hungary.  

The level of pension wealth already achieved at age 60 in Hungary is in the highest 
third of OECD countries while the change in pension wealth that results from continuing to 
work to age 65 is in the lowest third. Thus, Hungary pays relatively high pensions to people 
who retire at age 60, and pension wealth actually falls if people remain in work after age 60. 
Along with Greece, Italy, Luxembourg and Turkey, therefore, Hungary’s public pension 
system embodies the strongest incentive to retire early among OECD countries. At the other 
end of the spectrum, there is a low level of public pension wealth at age 60 in the 
United Kingdom and a relatively large increase in public pension wealth from remaining in 
work.  



4. PENSION REFORM: PROVIDING OLD-AGE INCOME SECURITY IN THE FACE OF POPULATION AGEING – 97 
 
 

REFORMS FOR STABILITY AND SUSTAINABLE GROWTH – ISBN-978-92-64-04376-3 © OECD 2008 

Table 4.1. Levels and changes in gross pension wealth1  
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1. Countries grouped into thirds of the distribution of both change and level of pension wealth. Mean level of 
pension wealth achieved by age 60 is 5.40 times individual lifetime average annual earnings for the low group, 7.98 
for the middle and 11.78 for the high group. Mean change in pension wealth for working from age 60-64 is minus 
34.7% of annual earnings for the low group, plus 0.2% for the middle group and plus 10.7% for the high group.  

Source: OECD (forthcoming), Pensions at a Glance: Special Edition on Retirement Incentives, OECD, Paris.  

How can the payout phase, the governance and regulation of individual accounts 
be improved? 

There are several policy issues that relate specifically to the new privately managed, 
defined-contribution pension plans. Hungary’s private pension funds managed assets of 
around 9.7% of GDP in 2006, according to the OECD’s global pension statistics, two-thirds 
of which come from mandatory contributions. The funds have achieved cumulative average 
annual real gross returns of 2.3% since their establishment in 1998.3  

The privately managed part of the system has experienced some “teething problems”. 
The main areas of policy concern are the payout mode of private pension plans (particularly 
the development of annuities) and the governance institutions of private pension funds. It is 
important to note, however, that these are just a sample of the challenges faced by private 
pension schemes. Others, not covered in this chapter, include increasing life expectancy, 
individual investment choice, and administrative costs and charges.  
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The payout phase 

Benefit payments from mandatory private pension plans will commence in 2012. 
Current regulations require these benefits to be paid as a single-life annuity, indexed to a 
combination of price inflation and average-earnings growth. There is no requirement for 
survivors’ benefits. This raises a number of questions: 

• Should there be more choice regarding the way benefits are paid? 

Given the relatively high replacement rate provided by the public pension system, 
there would seem to be scope to allow some flexibility in how benefits derived 
from the accumulation of individual accounts are paid out. The option to vary 
withdrawals over time would give members greater flexibility to manage their 
personal finances. This could include an option of bequeathing wealth in the event 
of early death. To protect people from outliving their savings, programmed 
withdrawals could be coupled with a requirement to annuitise part of the account 
to cover benefits starting at a later age (e.g. age 75).  

The current requirement for indexation to a mix of wage growth and consumer 
price inflation results in a relatively low benefit early in retirement, rising to a 
higher real level in later years when, arguably, annual expenditure – with the 
exception of healthcare needs – tends to be lower. Greater flexibility in indexation 
may be warranted. Moreover, there are concerns regarding the cost of pension 
indexation to price changes in the absence of inflation-linked securities in 
domestic currency. 

Pensioner couples are not required to purchase survivors’ annuities, leading to the 
risk of poverty among widows and widowers. Survivors’ benefits arrangements 
should be encouraged or even mandated. 

• Who should provide annuities?  

The options are individual pension funds, life-insurance companies, or a 
government provider. Each of these options has broader policy implication, such 
as the appropriate regulatory body and regulatory framework. Pension funds are 
currently allowed to provide annuities, but existing reserve requirements may not 
be sufficient to ensure solvency. A central annuity quotation system (such as the 
SCOMP system in Chile) could also help individuals choose more effectively 
between providers and products. 

• Should the risk of unfavourable annuity conversion conditions be spread?  

It is common internationally for defined-contribution pension plans to require 
individuals to transform the balance in their accounts into a life annuity at the time 
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of retirement. This is problematic because it is a matter of luck whether the 
transaction coincides with favourable investment market conditions and 
favourable annuity rates. A way of alleviating this problem would be to require the 
purchase of deferred annuities over a period preceding retirement. For example, 
20% of pension capital could be used to purchase a deferred annuity on each of 
the five anniversaries preceding the expected retirement date. Programmed 
withdrawals (see above) are another way of avoiding this timing risk.  

Highly developed private-pension and annuity markets in several OECD countries 
provide a wealth of experiences relevant to these questions, including many 
options for increasing the flexibility of the system in Hungary (Stewart, 2007).  

Performance, charges and investments 

Some studies have suggested that investment performance delivered by Hungary’s 
private pension funds has been low, compared with returns on government securities, returns 
achieved by pension funds in other emerging economies, and wage growth in Hungary. 
However, a recent OECD/World Bank study on the investment performance of privately 
managed pensions funds finds that the real gross returns delivered by Hungarian pension 
funds in the period 1999-2006, and the volatility of those returns, are within the performance 
range of most other countries. The study concludes that Hungary is among the countries 
where pension funds have “added value” over long and short risk-less instruments, both 
domestic and foreign, but also states that the returns delivered by pension funds in Hungary 
could be improved. 

Another criticism of Hungarian pension funds has been over the fees they charge. 
Indeed, reports from both the OECD and the World Bank show that these are relatively high 
in international comparison, especially the charges for asset management. Lack of 
standardisation in the way fees and performance are reported – and the resulting lack of 
transparency – makes comparison between funds difficult and hinders competition. The 
introduction of standard performance measurement and lower caps on charges could help to 
remedy these problems. 

Pension funds’ investments have been restricted, particularly the acquisition of foreign 
securities. Portfolios have been concentrated in government securities, accounting for about 
two-thirds of investments in 2006, according to OECD statistics (excluding government 
securities in investment funds). Evidence from other countries suggests that a move away 
from quantitative investment restrictions can improve risk management and investment 
returns. Hungarian regulations have moved in this direction, opening up greater opportunities 
for diversification, although foreign investments are still fairly restricted. However, changing 
conservative attitudes towards investment may be equally important as regulatory changes. 
The recent widening of choice, with portfolios offering differing risk-return mixes, might 
improve investment returns by encouraging less conservative investments than the current 
single, bond-intensive portfolio.  
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Institutional arrangements 

Private pension funds in Hungary, whether mandatory or voluntary, are established as 
not-for-profit mutual associations. These are governed by a board of directors and the board 
of supervisors, selected by the annual general assembly of plan members. In principle, this 
should align the interests of members with those of fund managers. However, most funds are 
established by financial institutions that find it easy to put their candidates on the supervisory 
board, weakening the link with members’ interests. For example, a recent World Bank report 
shows that pension funds sponsored by financial institutions tend to charge higher fees than 
funds sponsored by large employers. Hungarian pension funds lack both the stronger 
governance imposed by boards with employer and employee representatives and the clear 
accountability and fiduciary responsibilities imposed on pension fund management in Latin 
American countries. While mutuals can work effectively, the experiment does not seem to 
have been entirely successful in Hungary.  

One approach, therefore, might be to demutualise the funds, shifting legal capacity and 
responsibilities to pension-fund managing companies (as in Latin America). However, this 
process should avoid closing employer-sponsored funds that have performed well and have 
relatively low costs, or creating new conflicts of interest. Given the prevailing uncertainty in 
this area, it seems sensible to make demutualisation optional rather than mandatory and let 
the alternative governance structures compete in the marketplace. 

Whatever the institutional structure, there is a need for independent board members 
without employment ties to service providers and an independent management committee to 
monitor pension-fund investments and advise on investment choices, including default funds. 
Allowing employers a greater role in monitoring private-pension providers and guiding their 
employees’ choices might also be helpful. Such recommendations are in line with the 
OECD’s Guidelines on Pension Fund Governance. 

Can public awareness campaigns assist the policy reform process? 

Hungary is not alone in facing the challenge of how to maintain sustainable pension 
systems in the face of ageing populations. Many OECD countries have undertaken pension 
reforms – which may be seen as unpalatable to parts of the population – that often involve 
individuals having to take more responsibility for funding their retirement income. Several 
OECD member countries have therefore launched public awareness campaigns to help 
explain the need for reforms, the policy undertaken, and the increased responsibilities which 
individuals face. Such campaigns have been shown to be successful in raising awareness of 
these issues; though translating this into a change in behaviour seems more challenging. 

Through its broad Financial Education project, the OECD has surveyed a number of 
these national pension awareness campaigns (see OECD, 2005b). General recommendations 
on such programmes have been included in the OECD “Recommendations on Financial 
Education and Awareness”. In addition, some lessons can be learned from case studies of 
successful campaigns. In Ireland, the Pensions Board has run an annual National Pensions 
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Awareness Campaign on behalf of the government since 2003. Through innovative use of 
the media and partnering with a wide range of organisations (often specifically targeted at 
women and younger consumers), the campaign successfully raised general awareness on 
pension issues among the adult population from 60% in 2003 to over 65% in 2006.4 In 
Australia, the Financial Literary Foundation (a division of the Department of the Treasury) 
ran a highly evaluated campaign in 2005 to explain the introduction of choice into the 
superannuation system,5 while in New Zealand the government is building its campaign 
relating to the new KiwiSaver initiative, a more general financial project.6 Meanwhile in 
Sweden specific tools – in the form of the “Orange Envelope” annual statement – are being 
developed to help individuals understand what pension they can expect to receive from the 
public system, in order to be able to plan their private retirement savings more effectively.  

Conclusions: reforming and performing 

The Hungarian pension system is in need of reform for both its public pension as well 
as its private pension component. Comparison with pension systems of other OECD 
countries reveals two major shortcomings calling for policy action as regard public pensions.  

• First, projections of public pension spending suggest that the system is not fiscally 
sustainable in the long run. One option for adjustment is to simply increase 
pension contributions. However, at 26.5% of gross earnings (including 
contributions to individual accounts), these were already significantly higher than 
the OECD average of 20% in 2004.7 Since then, contributions have increased 
further to 33.5%.  

• Second, there remains a strong incentive to retire early, despite recent changes to 
the system. This is detrimental to the financial sustainability of the pension 
system.  

The private pension component is in need of reforms as well: new and more flexible 
payout options need to be considered, and the governance of pension funds should be 
strengthened. In addition, there is a problem of low coverage of the pension system, entailed 
by low labour participation rates. The following recommendations address these problems.  

The normal pension eligibility age for men was increased to 62 years in 2000; it will 
reach the same age for women by the end of 2009. However, no further increases in 
retirement age are currently scheduled.  

• Further increases in retirement age for both men and women should be 
gradually phased in to secure the fiscal sustainability of the pension system in 
the long term.  

One way of doing this would be to link the pension eligibility age to changes in life 
expectancy. This reduces the risk to the pension system’s finances from unexpectedly rapid 
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improvements in life expectancy. It is also likely to be politically more acceptable than 
various other reforms. The Hungarian pension system already has a link between benefits 
and life expectancy as a result of the defined-contribution component: as life expectancy 
increases, the annuities paid for a given pension accumulation will fall. However, this applies 
to a relatively small part of the overall pension package. In Finland, Italy, Poland and 
Portugal, for example, all or nearly all of pensions will be linked to life expectancy, 
compared with currently just 30% in Hungary (Whitehouse, 2007).  

• Increases in retirement age after 2009 should be linked to the growth in life 
expectancy at age 60, increasing both early and normal eligibility ages. This 
would improve both incentives to remain in work at older ages and the 
system’s fiscal sustainability.  

Reforms are already being introduced to tighten qualification requirements for early 
retirement. These changes will be fully phased in from 2013 onwards. Nonetheless, optional 
early retirement will still be possible starting at age 60. The pension will be paid in full to 
workers with 41 years’ contributions at age 60 and at a reduced rate to workers with at least 
38 years’ contributions. However, the current reductions are at a very low rate: just 2.4% a 
year for two missing years. This will increase to 4.2% under the changes enacted in 2006-07, 
compared to the average cut in OECD countries for each year of early retirement by 5.2%. 
Even with the proposed increase, the adjustment is below the “actuarially neutral” reduction: 
that is, the cut in benefits that would leave pension wealth unchanged, which is currently 
around 7.5% for Hungary (Queisser and Whitehouse, 2006). The reduction is also well 
below the annual benefit increment for late retirement of 6% per year.  

• The reduction in benefits for early retirement should be increased, at least to 
match the 6% upward adjustment of benefits for late retirement. Ideally, any 
deviation from the statutory retirement age should be accompanied by an 
actuarially neutral change in benefits. This would make regulatory 
restrictions on combining work and pension receipts (as recently introduced) 
unnecessary.  

Another issue is the indexation of pensions in payment. Indexation of pension benefits 
to price inflation is found in 12 OECD countries. Indexation is linked to earnings growth in 
just two, while five countries – the Czech Republic, Finland, Hungary, the Slovak Republic 
and Switzerland – use a mix of earnings and prices indexation. For a given fiscal outlay, 
there is obviously a trade-off between the initial level of the pension and how it evolves 
during retirement. A shift from mixed indexation of pension benefits to pure inflation 
indexation would reduce the scale of cuts in initial benefits needed to achieve fiscal 
sustainability while preserving the purchasing power of pensions.  

• The proportion of pension benefits that is linked to changes in earnings 
should gradually be reduced so that pensions are linked to price inflation 
only.  
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The changes proposed above, even taken together, are unlikely to be sufficient to 
deliver long-term fiscal sustainability to the Hungarian pension system. A cut in the 
replacement rate embodied in current rules governing the public pension scheme will 
probably also be required to stabilise public-pension finances. However, an across-the-board 
cut in public pension benefits risks an increase in old-age poverty.  

• Cuts in earnings-related public pensions will also be needed to contain the 
long-term cost of public pensions to an affordable level. Such cuts should be 
accompanied by strengthened income safety nets to prevent a resurgence of 
old-age poverty.  

Concerning the mandatory private DC pension component, the following reforms should 
be considered to improve the system. 

• Widen choice of payout options to convert retirement savings in mandatory 
DC private pensions into a stream of income at retirement. 

Programmed withdrawals combined with deferred annuities to protect against longevity 
risk at old age could be considered. 

• Improvements in the governance of private pension funds are needed through 
strengthening the independence of the oversight mechanisms. 

In order to avoid inherent conflicts of interest which arise when financial institutions 
manage pension funds, independent governance arrangements should be put in place, such as 
independent board members or management committees. The option of a mutual structure 
should, however, remain in order to foster current employer-sponsored funds. 

Reforming pensions involves governments in taking long-term decisions in the face of 
numerous short-term pressures. Before the long-term benefits of reform appear, most 
governments will have left office. However, many OECD countries have succeeded in 
implementing pension reforms that should deliver retirement-income systems that are 
fiscally and socially sustainable. This chapter has set out ways in which Hungary can learn 
from their experience to achieve the same goals.  
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Notes 

 
1.  An average of 0.3% per month for ages 61-62 and 0.4% per month for 60-61.  

2.  International analyses comprise studies by the OECD (Blöndal and Scarpetta, 1998; Duval, 
2003) and those by a group of national experts convened by the National Bureau of 
Economic Research (Gruber and Wise, 1998, 1999).  

3. This number corresponds to the period 1998-2005 as provided by the Hungarian Financial 
Supervisory Authority (HFSA). Using the same data source, Orbán and Palotai (2005) 
report an average annual real rate of return of just below 3%. 

4.  Further information can be found on the Pension Board’s website at 
www.pensionsboard.ie/index.asp?locID=134&docID=-1. 

5.  Information on the Australian financial education campaigns is available at 
www.understandingmoney.gov.au/Content/Consumer/AboutUs.aspx. 

6.  See www.sorted.org.nz.  

7. Comparing total contributions with gross labour costs (i.e. gross wages plus employer 
contributions), the rate in Hungary in 2004 was 22.5%, compared with an OECD average of 
18.5%. 
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Chapter 5 
 

Employment and Social Policies:  
Making Formal Employment More Attractive 

Hungary has one of the lowest employment rates in the OECD. This partly reflects the 
amount of unregistered activities, but various work disincentives also play a role. The 
relevant features include the welfare benefit system, family policies, and a relatively 
high minimum wage. This chapter discusses options for labour market policy to 
increase labour utilisation in Hungary while also improving the conditions for formal 
employment. Progress is being made to limit access to disability benefits, via 
encouraging rehabilitation. Also, there have been changes to the unemployment benefit 
system as well as in sickness pay rules. This chapter discusses ways to support these 
changes by creating an effective system of public employment services (PES) and 
private subcontracting arrangements. On family policies, this chapter suggests 
measures to improve the balance between work and family life, including by raising the 
provision of childcare facilities and a system of childcare vouchers which would help to 
widen choices. Assessment also suggests a need for increasing employment 
opportunities for low skill workers by keeping minimum wages moderate. This chapter 
also discusses policies for promoting better co-ordination between the minimum wage 
system and taxation so as to avoid poverty traps.  
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Background and main policy recommendations 

Hungary’s relatively low standard of living is also related to a low employment rate. As 
highlighted in recent OECD Economic Survey of Hungary and Going for Growth analyses, 
Hungary has one of the lowest employment rates in the OECD (OECD, 2007a, 2008). 
Formal employment is particularly low for vulnerable groups – such as low skilled youth, 
women and older workers, often of Roma origin – while under-reporting economic activity 
and income is widespread. This backdrop suggests that there is scope for reaping substantial 
reform dividends, with appropriate policies having a strong potential to bring undeclared 
work into the formal economy. Moreover, the higher registered employment would 
simultaneously raise taxable incomes and reduce government spending. Such developments 
would also strengthen public finances, which is an urgent policy concern (see Chapter 2). 
And they would facilitate a reduction in tax rates, which – in turn – could spur potential 
output and growth even further.  

The low employment rate is the result of a combination of factors. In addition to a large 
tax wedge (Chapter 2) and early retirement induced by the pensions system (Chapter 4), it 
reflects incentive effects in the welfare benefit system and family policies, as well as 
distortions induced by a relatively high minimum wage. This chapter examines recent 
progress and policy options in employment and social policies and makes suggestions for 
further reforms based on experience in other OECD countries. The main policy 
recommendations are: 

• Several labour and social welfare reforms have been introduced in the recent 
past. However, the payoffs from these changes are crucially dependent on the 
creation of an effective system of employment services. The institutional setup 
for the delivery of such services should be reassessed, possibly eliminating the 
overlap of responsibilities with social service providers. The case evaluation 
system needs to be strengthened by consistent reporting standards. Competition to 
allow the expansion of subcontracting arrangements with private or quasi-private 
service providers would be one way of widening service provision, but preventing 
“cream skimming” is a key issue. 

• Family policies should aim to improve the reconciliation between work and 
family life by raising the provision of childcare facilities, while a system of 
childcare vouchers can increase choice in, and efficiency of, service delivery. 
Reform to the comparatively long parental leave provisions should also be 
considered. However, this should be done in combination with measures to 
enhance gender-equity and to spur the use of more flexible work practices.  

• The high minimum wage reduces employment opportunities for low skill 
workers. In setting the minimum wage, careful consideration needs to be 
given to the interactions with the tax system to avoid poverty traps. Recently 
introduced “guaranteed wage minima” that are based on educational and 
vocational qualification required for the job need to be carefully evaluated.  
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The roots of Hungary’s low employment problem 

Although the employment rate has been recovering since the late 1990s it remains 
below the OECD average by a substantial margin (Figure 5.1). In contrast, survey-based 
unemployment rates have typically been much closer to the OECD average in recent years. 
Nevertheless, this more reflects abandonment of jobs search by the non-employed, rather 
than progress in establishing a well functioning labour market. Particularly low employment 
rates prevail among those in their late 50s and early 60s. However, employment rates are also 
relatively low among prime-age men and persons in their early 20s, as well as for women 
with young children.  

Hungary stands out as a low employment country also in comparison with its peers –
 e.g. the Czech Republic, Poland and Slovakia. These countries have been able to sustain 
very robust rates of employment growth since the early 2000s (Rutkowski, 2007), while 
employment growth has slowed quite sharply over the same period in Hungary. 

Figure 5.1. Employment rate among 20-64 year-olds, 20061  
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The poor employment performance of Hungary reflects a combination of factors. As 
discussed in Chapter 1, it is in part explained by the high tax wedge on labour. This weakens 
labour demand and also encourages employers and employees to look for ways to avoid the 
wedge by under-reporting economic activity. Another part of the gap in employment rates is 
due to disincentives created by the welfare system. The provision of income support for the 
unemployed became significantly distorted during the industrial re-structuring of the 1990s. 
In that period, schemes intended for other contingencies – most notably the disability 
pension and several early retirement schemes – were allowed to absorb individuals 
prematurely leaving the labour force en masse.1  

Regarding disability, problems are particularly acute in the age groups from 45 to 
60 years where over 40% of the non-employed receive disability benefits (Figure 5.2). 
Moreover, there are approximately 350 000 additional people on disability pension above the 
age of retirement, with policy relevant implications for the old-age pension system 
(Chapter 4). The number of early retirement pension recipients has also grown massively 
over the past decade or so. As a result, unemployment benefits and regular social welfare 
payments play a secondary role in the income maintenance of the non-employed: the number 
of recipients in these schemes is only about half the number of persons receiving disability 
benefits and early retirement pensions (Table 5.1). 

Figure 5.2. Disability benefit recipients by age, 2006  
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Source: Hungarian Ministry of Finance. 
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Table 5.1. Key features of commonly used benefit schemes among working-age adults 

Scheme Key features of eligibility 
conditions 

Maximum 
length of 
benefit 

Benefit amount 

Number of 
recipients 

(approximate latest 
available figures)1 

Disability 
pension 

Assessment by doctors 
and social assistance 
experts employed by the 
National Agency of 
Rehabilitation and Social 
Expertise. Entitlement 
requires a minimum 
two-year of contribution 
record and at least 50% 
loss of ability. 

Indefinite It depends on the age of the 
insured and the length of his/her 
insurance period. Below 25 years 
of insurance, it ranges between 
37.5% and 63% of the average 
earnings. Above 25 years of 
insurance it is defined according to 
the old-age pension formula. 
There is a floor approximately 
equal to the minimum old-age 
pension. The disability pension 
has no ceiling.  

452 000 below 
retirement age plus 
350 000 above that 
age 

Regular social 
benefit for the 
disabled 

Entitlement requires 
2-16 years of contribution 
record (depending on 
age) and at least 40% 
loss of ability. 

Indefinite HUF 26 420 below retirement age 
and a maximum of HUF 30 680 
above retirement age.  

185 000 

Temporary 
allowance 

Entitlement requires the 
years of contributions for 
the old-age pension and 
at least 40% loss of 
ability. The claimant’s age 
has to be no less than five 
years the retirement age.  

Maximum 
5 years 

75% of the old-age pension. There 
is a floor equal to the amount of 
the regular social benefit for the 
disabled.  

21 800 

Invalidity annuity Entitlement requires at 
least 80% of loss of ability 
before the age of 25. 

Indefinite HUF 32 610 30 000 

Rehabilitation 
benefit (as of 
January 2008) 

Individuals with remaining 
working abilities are 
entitled to a rehabilitation 
benefit instead of a 
disability benefit. 

Up to 
3 years 

120% of the disability benefit -

Early retirement 
 

Based on number 
contribution-years to 
PAYG pension and age. 
For women, those aged 
57, 59 from 2009 and 60 
from 2013 and upwards 
are eligible. For men, 
those aged 60 and 
upwards are eligible. 

Up to 
5 years 
before 
retirement; 
up to 
3 years 
before 
retirement 
from 2009 
for women 
and up to 
2 years 
from 2013 
for both 
genders 

Full pension or permanently 
reduced pension, depending on 
the scheme  

240 000 
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Table 5.1. Key features of commonly used benefit schemes among working-age adults 
(continued) 

Scheme Key features of eligibility 
conditions 

Maximum 
length of 
benefit 

Benefit amount 

Number of 
recipients 

(approximate latest 
available figures)1 

Unemployment 
insurance 
benefit 

At least 365 days of 
insured employment over 
the four years prior to 
becoming unemployed. 

9 months 60% of previous nominal earnings 
in the first 3 months with a floor 
and a ceiling respectively set at 
60% and 120% of the minimum 
wage (i.e. about HUF 69 000 per 
month in 2008). For the next 
6 months the benefits becomes 
uniform at 60% of the minimum 
wage.  

80 000 

Unemployment 
assistance 

At least 180 days of 
unemployment insurance 
benefit contingent upon 
having spent at least 
200 days in employment 
over the four-year period 
before becoming 
unemployed.  

3 months 
(6 months 
for eligible 
individuals 
above 
50 years) 

40% of the minimum wage 35 000 

Sickness pay 
(extension into 
unemployment)  

Eligible as long as the 
person goes on sickness 
benefit at least three days 
before becoming 
unemployed.  

45 days Normally 70% of the previous 
average wage but notably with no 
ceiling.  

85 000 

Social 
assistance 

General income support 
(financed and managed at 
local government level). 
Prime-age workers 
refusing an offer of public 
work are denied benefit. 

Indefinite Variable, top up on equivalent 
income (up to 90% of minimum 
old-age pension) and capped at 
the net minimum wage, i.e. about 
HUF 56 190 per month. 

160 000 

1. Early retirement recipients include those receiving the Advanced Retirement Pension, the Reduced Advanced 
Retirement Pension plus small numbers on an "employer sponsored" early retirement scheme and a special scheme 
for miners (Ministry of Finance). For sick-pay recipients the figure refers to the number of recipients of 
earnings-related sick pay who are unemployed.  

Source: Hungarian Ministry of Finance; Hungarian Central Statistical Office, Statistical Report; OECD. 

Employment decisions also reflect family policies. In this regard, Hungary stands out in 
international comparison as a country that offers relatively generous options for taking time 
off to raise children on a full-time basis. As a result, the gap between the employment rates 
for women with children and those without is relatively wide (Figure 5.3). Hungary also has 
the lowest female participation rate in comparison with other central and eastern European 
countries (Scharle, 2007). Women’s inactivity rates reach over 80% for households with at 
least one child aged below three years. At the same time, the proportion of children under the 
age of three attending childcare institutions is comparatively low (Bálint and Köllő, 2008). 
The current system of family support is relatively onerous for the general government 
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budget. Moreover, international evidence suggests that long separation from the labour 
market damages women’s earnings and career prospects, thus reducing the employment rate 
and weakening human capital development. 

Figure 5.3. Comparative gaps in employment rates between women with and without 
children, 20031  
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1. The employment/population ratio for women with one child is the ratio of employed women aged 25-54 with one 
child to the total number of women aged 25-54 with one child. Children aged 14 years or under are counted in the 
data. 

Source: OECD (2007), Society at a Glance: OECD Social Indicators, 2006 edition, OECD, Paris. 

As most other OECD countries, Hungary has a statutory minimum wage. Since the 
early 2000s, the OECD country average of the minimum wage has increased slightly, 
indicating that minimum-wage workers have tended to participate proportionally in the wage 
gains or losses experienced by the working population at large. By contrast, in Hungary the 
minimum wage doubled between 2000 and 2002, narrowing the gap with the average wage. 
Including social security contributions, the minimum cost of labour has oscillated between 
35% and 40% of the average labour cost, a comparatively high ratio among OECD countries 
(OECD, 2006). A relatively high minimum wage contributes to making formal employment 
relatively more attractive to individuals with some basic qualifications, while at the same 
time reducing the demand for low productivity workers. It thus ultimately exacerbates the 
problem of the employability of the low skilled whose productivity falls below the level of a 
high minimum wage. In addition, there is concern with the new system of “guaranteed wage 
minima” for jobs requiring a secondary school or vocational training qualification. 
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Consolidating progress in welfare policies requires efficient employment 
services 

The government acknowledges that there are problems in the assignment of recipients 
to different benefit schemes. Specific labour market policy initiatives are focussed on three 
major areas: active labour market measures intended for the unemployed; measures 
specifically targeted to promoting the transition to work of inactive individuals with residual 
work capacities, and the reform of sickness pay rules. These changes are part of a broad 
strategy to raise participation rates, including measures to tighten eligibility conditions to 
access early retirement (Chapter 4), along with other supply side measures, such as reducing 
the tax wedge (Chapter 2). Although substantial immediate progress in raising employment 
is unlikely, the expectation is that employment ratios will start to rise when economic 
activity picks up again. 

Measures to limit disability benefit inflows  

For the past few years one policy priority of the Hungarian authorities has been to 
contain the inflow to the pool of disability benefit recipients. Medical assessments are now 
made by qualified professionals from the National Agency of Rehabilitation and Social 
Expertise, a body supervised by the Ministry of Social Affairs and Labour, and inflow 
figures since 2001 show a declining trend (Figure 5.4). Recent measures include a tightening 
of guidelines for eligibility: new guidelines were distributed to the experts of the Agency in 
2005 that put the focus of the assessment on the remaining work capacity of the claimant. 

Figure 5.4. Inflows of recipients of disability benefits 
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Recent policy changes contain an emphasis on rehabilitation. The new disability benefit 
system that came into effect on January 2008 aims to encourage return to the labour market 
of new claimants who have been assessed to have remaining work capacities. These 
individuals have to participate in a rehabilitation plan designed by the employment office. 
Any suitable job offer received by the individual through the employment authority during 
the course of the plan has to be accepted. For those eligible for the rehabilitation scheme, a 
transitory rehabilitation benefit replaces the disability pension, and the duration of the 
rehabilitation benefit is commensurate to the length of the rehabilitation process – albeit 
capped to three years. The new rehabilitation system also involves a focus on training as a 
way to strengthen the remaining abilities and skills of disabled individuals. In part, these 
programs will be financed using European Union (EU) funds under the ongoing EU 2007-13 
budget. 

Even though the new accent on rehabilitation marks a positive step, the 20% higher 
level of the rehabilitation benefit relative to the level of the disability benefit may not be an 
optimal use of resources. Insofar as the rehabilitation test is mandatory, there is no need to 
encourage people to go for rehabilitation, rather than disability. It would be more efficient to 
use these funds for in-work support to encourage people to take up lower paid jobs.  

Changes to the unemployment benefit system 

Consistent with past OECD recommendation, unemployment benefit reforms 
introduced in 2005 have made the system more “front loaded”. Notably, the maximum 
possible duration of benefits has been reduced from 15 to 12 months, and only benefits 
during the first three months are now related to previous earnings. Another feature of the 
revised scheme is its “mutual obligations” character: a new Job Search Allowance scheme 
requires commitment by recipients to more intense co-operation with labour offices on job 
search, combined with increased help in the form of job placement services. As a positive 
incentive mechanism, if the recipient finds work before the expiration of the benefit period, 
half of the remaining benefits can be paid as a lump sum. Following a slow start, results are 
increasingly encouraging. The incentive-to-work effects of the scheme show up in the fact 
that in 2006 about 35% of recipients of the Job Search Allowance have found a job before 
their entitlement expired. This compares with only 25% in the previous year. 

Recent sickness pay rules have helped but there remains loopholes  

Under current rules, sickness pay is usually 70% of earnings (with no ceilings) and can 
be drawn for an extended period after the termination of employment. There are around 
85 000 individuals on sickness pay, compared with some 115 000 persons on unemployment 
benefit. This suggests that eligibility rules for sickness benefits are too generous. Recently 
the period of entitlement was reduced in two rounds once from six to three months and more 
recently further down to 45 days. Overall, this has contributed to a fall in the number of 
sickness days by over 10%. 
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Past OECD Economic Surveys underscored that the system of sickness benefits has 
remained subject to abuse, not least because the uncapped benefit is much more generous 
than the tightly capped unemployment benefit. In addition, though the standard extension has 
been reduced, an extra period of 45 days can be granted on a discretionary basis (using 
means tests and taking account of other circumstances, such as the length of the contribution 
period). This margin is motivated by the need to prevent unreasonable hardship but may lead 
to abuses. One way to eliminate this risk would be to shorten the period of unemployment 
payments accordingly when the individual takes advantage of the sick-pay extension.  

Options for the creation of efficient activation programmes 

Starting the 1980s most OECD countries have increasingly given attention to the 
effectiveness of the activation strategies implemented by employment services. Many 
reforms have aimed to orient jobless individuals from benefits linked to inactivity to services 
more focussed on activity. This requires the backing of an effective job placement 
infrastructure, even though the implementation of such an infrastructure may require some 
time. The OECD has developed a comprehensive toolkit of measures aimed to ensure the 
activation of individuals considered able to work, rather than continuing transfer payments to 
inactive candidates (OECD, 2005; Carcillo and Grubb, 2006; OECD, 2007b). The toolkit 
offers several policy solutions that could help the expansion of labour market activation 
services. 

Institutional capacity building 

For Hungary, one factor weakening institutional ability to handle the expected growth 
in numbers of individuals under rehabilitation is that responsibilities for providing 
employment and related services are split and not clearly defined. Such services are provided 
by both a labour market institution (typically the public employment service, PES) and a 
poverty and community care organisation (usually a municipality). Therefore, in practice 
there are two institutions responsible for the same group of clients. This creates a problem of 
coherence between employment and social policies reflecting the fact that the recipients of 
social benefits often fail to fall in the sphere of action of the PES because they are not 
required or encouraged to visit them. 

OECD experience based on countries that have encountered similar co-ordination 
problems suggests that one remedy would be to shift “new” clients eligible for rehabilitation 
outside the structures traditionally responsible for social services and move them under the 
umbrella of the PES. Since rehabilitation benefits are financed at national level, to facilitate 
integrated management the services for this client group should be delivered by a national 
institution. An important advantage of this integrated management approach is that it helps to 
eliminate the overlap of responsibilities, while also reducing cost by exploiting economies of 
scale. In addition, servicing rehabilitation beneficiaries in the same environment as 
unemployed persons can help sustain their motivation and work expectations.  
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Efforts to integrate social and employment services are already underway in Hungary, 
based on the experience of seven local pilot projects. Participants in the projects are social 
institutions, local PES offices, and the municipalities. The aim of these projects is to 
facilitate the establishment of integrated service provision, with the PES playing a 
co-ordinating role. The evidence gathered from the pilot projects is to be presented in a 
manual of principles that is currently (spring 2008) under finalisation and will be used as a 
guide to nationwide integration. Besides the aim to raise the level of integration between 
different social service providers, there is an effort to strengthen the linkages between the 
PES and business, which is seen as an indispensable source of information concerning both 
labour needs and training requirements.  

Arguably the expected transfers of new client groups to the regular PES is likely to put 
the PES under considerable strain. One practical risk is that the new rehabilitation clients will 
be hard to place, implying both long duration of rehabilitation, as well as a significant 
diversion of resources away from the existing PES client groups. OECD experience suggests 
that one way to smooth the transition would be to exempt hard-to-place individuals from 
work-availability requirements until the PES has gained the capacity to manage its increased 
caseload. Seen from this perspective, the approach chosen by the Hungarian authorities –
namely, to focus policies on the inflow of new claimants to the disability benefit system, 
rather than to extend activity requirements to all individuals currently on disability benefits – 
seems prudent, as it helps to reduce the risk of overloading the PES.  

Several OECD countries require disability benefit recipients with remaining work 
capacity to be available for work, for example on a part-time basis. Such activation tools 
have proven to be effective in reducing benefit caseloads and enhancing welfare-to-work 
transitions in countries such as Australia and Canada. A similar approach could also be used 
in Hungary, as the PES experience in employing new groups under rehabilitation improves. 
A more radical alternative would be to establish strict re-testing requirements of people’s 
disabilities. In the Netherlands the authorities have run two comprehensive re-examinations 
of disability beneficiaries, once in the 1990s and another more recently. However, this 
practice may be politically more difficult to replicate elsewhere if the aim is to take 
beneficiaries off the benefit rolls. 

Performance measurement and management 

One important issue in the management of the PES is impact evaluation and how it can 
be used to improve PES management. In this regard, OECD work suggests that the 
governance structure of employment services is a crucial determinant of success (OECD, 
2005). Even though actual implementation occurs at the local level, employment services are 
generally financed at the national level. When the central government finances employment 
services the employment services at the local level do not have a strong incentive to enforce 
eligibility criteria. This suggests that there may be a case for establishing some hierarchical 
control, even though finding the right balance between central control and local autonomy 
may not be an easy task. The national authority also needs to ensure consistent reporting 
standards as well as rapid diffusion of best practices. This can go a long way with helping to 
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improve practices at the local level, provided that proper local adaptation and 
experimentation are not discouraged.  

One important difficulty regarding reporting standards is that data entries for 
performance management are sometimes used to “game the system”, e.g. classification of 
more jobseekers as “not job ready”, recording of multiple placements for the same 
individual, increasing the number of interviews at the expense of their duration. To limit this 
risk, some OECD countries have established the practice of making the PES an active 
participant in performance management. Experience suggests that relatively simple 
evaluations by the PES have often produced relevant results for operational purposes. For 
example, the pilot implementation of Restart in the United Kingdom and WRK4U in 
New Zealand, gave near-immediate estimates of their impact and the decision to expand 
these programmes could be made after just a few months of pilot operation. When 
employment services are outsourced within a competitive framework (see below), outcomes 
vary substantially, suggesting that it is possible to identify the effectiveness of different 
providers fairly accurately without recourse to complex statistical analysis.  

The focus of impact evaluation is also important. While reducing unemployment (or 
reducing the number of benefit caseloads) has to be a prominent target, international 
experience suggests that an exclusive focus on this dimension may be inappropriate. Often, 
employment services play a role in exposing undeclared work and shifting it into the formal 
economy. This explains why a growing number of OECD countries have established the 
practice of matching the government’s benefit payment database to the database of social 
security contributions and tax records. Technical barriers to data matching are generally 
relatively low, even though data matching can raise issues of confidentiality and privacy. 

Subcontracting arrangements 

The management of private employment services also merits public policy attention, 
especially when it is partly financed by the public sector (Struyven, 2004). For Hungary, the 
relevance of this issue is further accentuated by the fact that the PES may need to more easily 
subcontract non-profit and other providers of services that the PES itself is unable to provide. 
In this regard, OECD experience suggests that the prevention of “cream skimming” – which 
happens when providers take in only the most employable potential clients – is a key issue 
when there are competing providers. To this end some countries have introduced 
deterministic referral procedures, for example through random assignment of clients to 
providers or requiring that jobseekers in one local area can only register with one local 
employment office. At the same time, service providers should be required to ensure that 
employment outcomes are measured for all persons referred. On the other hand, they need to 
be granted the possibility to report evidence of lack of availability for work or refusal to 
participate in a labour market programme.  
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Policies to help reconciliation between work and family time 

The last OECD Economic Survey of Hungary (OECD, 2007a) included a thematic 
chapter on family policies and child care. The survey contained recommendations how to 
improve policies in this area, taking into account the need to reconcile family life with 
working needs. In Hungary mothers’ decisions whether to join the labour market – or when 
to return to it – appear to reflect two factors: 

• The first is the possibility to take long leave from work, reflecting generous leave 
entitlements – up to three years for each child. Partly due to these generous 
entitlements, at about 3.5% of gross domestic product (GDP) total spending on 
family support is relatively high in Hungary, on par with relatively high per capita 
income countries like Denmark and Sweden, and much higher than in 
neighbouring countries. The extended leave and cash support is sometimes 
justified on the grounds that it encourages women to have children, thus helping to 
revamp Hungary’s low fertility rate.2 However, it is doubtful whether this 
approach is effective: OECD evidence suggests that the influence of cash benefits 
and leave allowances on fertility is relatively small and contingent on getting other 
areas of policy right, such as childcare services (d’Addio and Mira d’Ercole, 
2005).  

• The second factor affecting mothers’ choices is that public childcare services are 
very scarce in Hungary. This low incidence is plausibly due to weak demand, 
because remaining at home to care for the children is relatively attractive given 
current support levels. However, there are also factors pointing to inadequate 
supply, for example the low number of childcare places, particularly in rural 
areas.3 

OECD evidence suggests that good policies can help families to better reconcile work 
attitudes with family life. One viable option would be to consider reducing the duration of 
leave and benefit provisions, while at the same time ensuring redirection of the funds saved 
into the expansion of childcare services (OECD, 2007a). The government has plans to 
expand capacity by 15 000 places in the next few years, partly using EU funds. Savings 
generated by the reform of family benefits could be channelled into the extension and 
co-financing of EU-funded projects. 

In addition, international experience suggests that putting in place the right set of 
incentives can be useful in encouraging parents to work (OECD, 2007c). Successful leave 
schemes usually give parents choice in their return-to-work decisions and introduce a fair 
amount of flexibility, e.g. they allow a parent to return to work after a shorter period, 
possibly on a part-time basis. Assessing the “optimal” length of a leave period is not easy, 
however. From a narrowly defined labour market perspective, OECD review suggests that it 
should be around four to six months (measured in full-time equivalents), and employers 
report that leave for about four to five months after childbirth causes less disruption than 
longer leave periods (OECD, 2007c). However, the same review also concludes that the 
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child development dimension is very important as well. On that basis, it appears that lack of 
full-time personal care for the first 6-12 months may have negative repercussions on the 
development of the child, while the cognitive development of children benefits from 
good-quality formal care (and interaction with peers) from age 2-3 onwards. This seems to 
suggest that a leave system of at maximum two years would be more appropriate, when 
taking child development considerations into account.  

However, countries that have successfully made recourse to gender-friendly policies 
have introduced actual leave arrangements that are even shorter than two years, without 
having precluded the development of the child. If fathers can take more leave, mothers’ 
opportunities to organise their work and family lives according to preferences will expand. 
Many countries that have such gender-friendly mechanisms have managed to introduce paid 
leave arrangements of one year (others provide for longer unpaid leave), with specific leave 
entitlements for the exclusive use by fathers. Iceland is one example, with fathers now being 
allowed to take up to one-third of all parental leave days. 

These considerations underscore the importance of complementing changes in leave 
conditions with measures to adapt workplace practices. There are indications suggesting that 
the latter measures are particularly effective where – such as in Hungary, for example – 
childcare services are relatively undeveloped. Access to (and use of) flexible work practices, 
reduced-hour schedules, along with other workplace support can help to balance work and 
childcare commitments. For Hungary, this suggests the need for further work in identifying 
and removing barriers to the creation of jobs with flexible work hours and other workplace 
conditions that suit working parents. Clearly, the willing participation of the employers will 
be important to achieve this objective.  

Furthermore, the government could consider regulatory changes to subject the childcare 
system to competition. At present, competition and diversity in childcare services is limited 
because a considerable amount of subsidies are channelled directly either to institutional 
providers or families in the form of cash benefits. A system in which vouchers are given to 
parents to spend on child care could be one way of widening parental choices. Parents would, 
for example, more flexibly decide between private and public providers, including the option 
of daily care services at licensed private locations, including entitled families (rather than the 
crèche, which may not be an optimal solution in small villages).  

A high minimum wage hinders the employment of low skilled workers 

Evaluation of the overall impact of the minimum wage on employment is not a simple 
task, but OECD evidence suggests that high minimum wages tend to reduce the supply of 
entry level jobs and the employment rate of the young (Bassanini and Duval, 2006). In 
Hungary, while total employment did not decrease in the aftermath of the minimum wage 
increases introduced in the early 2000s, the small enterprise sector was strongly hit, with 
particularly adverse effects on the demand for unskilled workers (Benedek et al., 2006). 
Indeed, since then the level of the minimum wage appears to have remained high relative to 
the productivity levels of low skilled workers, reducing the willingness of firms to hire such 
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workers. Moreover, it appears that a substantial proportion of Hungarian workers in 
minimum-wage jobs are not poor: in fact, they are from households where other family 
members also have earnings. Recent OECD research concludes that the best way to limit 
these downsides is to avoid setting the minimum wage at too high a level and supplementing 
it with in-work benefits where necessary to avoid poverty. In countries where minimum 
wages have been kept moderate, the employment rate of vulnerable groups, particularly the 
young, tends to be higher than in countries with high minimum wages. 

Also the interactions between the minimum wages and the tax system merit policy 
attention. There is strong evidence that high minimum wages magnify the negative impact of 
the tax wedge on employment (OECD, 2006). This is an important policy issue for Hungary, 
given its relatively high level of the tax wedge on labour. A number of European countries, 
including Hungary, have attempted to tackle the problem by introducing tax exemptions for 
low wage workers.4 However, this approach has downsides – the most important being that 
tax reductions for low-paid jobs make the marginal tax schedule very erratic, thus implying 
very high effective marginal tax rates at certain threshold wages. As a result, it can be 
expensive for individuals at the bottom end of the wage ladder to be award wage increases. 
This underscores the need for a more cautious approach to tax exonerations and Chapter 1 
presents some tax options intended to tackle the problem, while at the same time supporting 
employment expansion.  

More recently, as part of the 2005 tripartite wage negotiations, the government 
introduced a tiered system of “guaranteed minima” for jobs requiring a secondary school or 
vocational training qualification. Wage minima for jobs requiring tertiary level education 
were also recommended. The government argues that the tiered guaranteed minima help cut 
back on the grey economy and raise the supply of skilled labour. Particularly, the authorities 
hope that the minima will entail substantial reduction in undeclared earnings and in-kind 
payments among employees without a significant negative impact on the demand for labour. 
However, little is known about the incidence or value of the cash payments or in-kind 
benefits among low-wage workers, so the net benefit of the system is hard to evaluate. 
Moreover, there are risks that the new minima are pricing some genuine low wage jobs out 
of the market, driving others completely underground. Such downside risks of the system are 
potentially softened by a rule that sectoral agreements can override the guaranteed minima 
though, as yet, this provision has been used only in one sectoral agreement for agriculture. In 
sum, the impact of the new system needs to be carefully evaluated and other more effective 
ways of reducing grey-sector activity should be sought (Chapter 2). 
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Notes 

 
1. Before problems with the disability pension system intensified during the 1990s, Hungary 

had already experienced several episodes of granting disability pensions (Scharle, 2008). 
The first one occurred in the mid-1960s, parallel to a decline in the general health of the 
population.  

2. As in other eastern European countries, the fertility rate has fallen in Hungary since the 
early 1990s, partly reflecting the decision of women to start families later.  

3. There are only about 50 childcare facilities for the large number of Hungary’s small 
municipalities. Crèche coverage for the overall cohort in the 0-3 year age is 8%, with the 
overall nationwide capacity being 25 000 places. There are reports of long waiting lists for 
institutional childcare places.  

4. In practice, the Hungarian system of special allowances implies that those earning the 
minimum wage pay a zero personal income tax.  
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Chapter 6 

 

Education Reform: Improving Human Capital Formation 

This chapter focuses on key weaknesses in the Hungarian education system, which 
create obstacles to the formation of human capital necessary to realise the country’s 
economic potential. In response to the over-supply of qualified teachers, and to ensure 
the quality of applicants and the training they receive, recommendations are made for 
the reform of teacher education and training, in combination with measures to raise the 
status of the teaching profession. In the context of a highly decentralised education 
system, effective system monitoring and performance evaluation is important, and the 
chapter sets out best practices from other countries that Hungary may find useful to 
adapt to its own system. Among OECD countries, Hungary has one of the lowest shares 
of the population receiving tertiary level education. To address this issue, the chapter 
argues for further expansion of tertiary education with a new model of cost sharing 
between public and private sources. Finally, although the inequities that are present in 
the Hungarian system are commonly recognised, the chapter argues that progress to 
redress the situation has been insufficient and makes specific recommendations for 
additional measures to be taken. 
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Background and key policy recommendations 

Developing human capital is an essential element in building a country’s economic 
capacity and boosting its productivity performance. OECD analysis has shown that a 
one-year increase in the average duration of formal schooling of the population raises the 
output per capita of the country by between 3% and 6% (OECD, 2003). This chapter assesses 
how well the Hungarian education system meets the challenges it faces and proposes policies 
to improve it.  

This chapter is based on evidence regarding the performance and functioning of the 
Hungarian education system compared with those of other OECD countries (Table 6.1). 
While the OECD hasn’t recently conducted a systematic review of the Hungarian education 
system, there is substantial evidence about Hungary’s comparative performance from a 
number of OECD studies.  

This chapter is primarily based on an assessment of Hungary’s position regarding the 
international education indicators, Education at a Glance and PISA (Programme for 
International Student Assessment) (OECD, 2007a; OECD, 2007b) as well as the findings 
from recent OECD policy reviews on education (see the references at the end of this 
chapter).  

Table 6.1. Overview of the performance of the Hungarian education system 

Source Reference 
year

Hungary OECD 
average

Mean score of 15-year-olds in science PISA 2006 2006 504 500 13-17/30 1

Mean score of 15-year-olds in mathematics PISA 2006 2006 491 498 17-22/30 1

Mean score of 15-year-olds in reading PISA 2006 2006 482 492 18-23/30 1

% variation in average science scores of 15-year-olds 
between schools

PISA 2006 2006 70% 33% Highest of 30 
countries

2

% of population aged 25-34  with tertiary qualifications EAG 2007 2005 20% 32% 24/30

Annual expenditure per student in primary and secondary 
education (USD, PPP converted)

EAG 2007 2004 USD 3 833 USD 6 608 26/29 3

Ratio of students to teachers in primary education EAG 2007 2005 10.6 16.7 Joint  lowest
% of working time spent teaching - lower secondary 
teachers

EAG 2007 2005 30% - 13/15

Teacher salaries: ratio of salary after 15 years of 
experience to GDP per capita - lower secondary teachers

EAG 2007 2005 0.89 1.3 3rd lowest of 
28 countries

Earnings premium of those with a university degree as a 
percentage of earnings of  those who have graduated 
upper secondary education (30-44 year-old age group)

EAG 2007 2005 125 61 Highest of 24 
countries

Key education indicators 
Indicator Hungary rank

 

1. Range of rank order position shown reflects the uncertainty surrounding the sample estimates. 

2. Overall variation in student performance in Hungary is below the OECD average. 

3. Hungary has a middle-ranking position when expenditure per student is related to GDP per capita.  

Source: OECD (2007a), Education at a Glance 2007 - OECD Indicators, OECD, Paris; OECD (2007b), PISA 
2006 – Volume 1 Science Competencies for Tomorrow's World: Analysis, OECD, Paris. 
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This assessment suggests that there are four relevant issues in particular that 
characterise the Hungarian education system: 

• supply of teachers: quantity and quality, 

• securing accountability under conditions of significant school autonomy,  

• a low share of the population with tertiary level education, 

• lack of equity in the access to education.  

To address these issues, in order to raise the effectiveness, efficiency and equity of 
Hungary’s education system, this chapter arrives at the following policy recommendations: 

• reform teacher education and training, in combination with continued efforts to 
raise the status of the teaching profession, in order to improve the quality of the 
teacher workforce; 

• adopt best practices regarding effective system monitoring and evaluation 
pursued in other countries in order to raise education quality;  

• expand access to higher education, and make use of cost sharing between public 
and private sources; 

• remove barriers to entry for minorities and underprivileged children, thus 
improving the equity dimension of the education system. 

The remainder of this chapter presents the facts and analyses underpinning these policy 
recommendations and spells out some of the details of how the recommendations can be 
implemented. In doing so, it draws heavily on international experience and comparison 
where available. Recent government initiatives have started to address some of these issues, 
though the degree of local autonomy in the schooling system can hamper implementation. It 
is important, therefore, that the necessary mechanisms are in place to monitor the 
implementation and impact of these policies. 

Teacher recruitment and teacher education 

Background  

The education system in Hungary produces a larger number of qualified teachers than 
needed; however, there are concerns about attracting the most suitable candidates into 
teaching and providing them with high quality training. The over-supply of teachers arises 
partly from the organisation of higher education programmes in Hungary. The lack of 



128 – 6. EDUCATION REFORM: IMPROVING HUMAN CAPITAL FORMATION  
 
 

REFORMS FOR STABILITY AND SUSTAINABLE GROWTH – ISBN-978-92-64-04376-3 © OECD 2008 

accredited degree programmes in other fields of higher education has meant that students 
wishing to study liberal arts have had to do so by enrolling in a teacher education 
programme. Thus, many people are trained to be teachers even though they do not intend to 
be – and are unlikely to work as – teachers. Similarly, some of those who are trained may 
enter teaching though it is not their first career choice.  

At the same time demographic trends have contributed to a reduction in the demand for 
teachers and current population projections indicate demand will continue to decline over the 
coming years. The over-supply of trained teachers has entailed very low student to teacher 
ratios in Hungarian schools (Table 6.1) despite class sizes being near the OECD average. 
The low teacher student ratios co-exist with a relatively low percentage of teachers’ working 
time spent teaching students, raising a question about how efficiently teaching resources are 
used. 

The OECD policy review on teachers, Teachers Matter: Attracting, Developing and 
Retaining Effective Teachers (OECD, 2005), noted a relative decline in the number of 
applicants to teacher training, partly no doubt as a market response to the over-supply, and 
raised questions about the quality of applicants to teacher training as well as the quality of 
the training received by those who enrol. Moreover, relatively low teacher salaries 
(Table 6.1) and a perceived decline in the social status of teachers are likely to have 
discouraged the best applicants. The teacher education system was also seen as inflexible, 
with students having to make career decisions at a very early stage of their tertiary education.  

In summary, there are two issues that require attention: 

1. managing the supply of qualified teachers, 

2. ensuring quality of applicants and quality of training. 

Recent policy developments and possible reform 

A new structure of teacher training is evolving subsequent to the reform of higher 
education (Act on Higher Education1) and as part of the adaptation to the Bologna 
Bachelor/Masters structure of higher education (Hungarian Institute for Educational 
Research and Development, 2007). Through these changes, with a few exceptions, teachers 
will be trained within a Master’s degree course with more emphasis on the development of 
professional and methodological skills. These changes are seen as promoting transparency of 
the training process, replacing the former opaque structure. This is expected to assist in 
planning the number of publicly funded candidates more rationally. 

Mandatory accreditation of training providers, based on the characteristics of the 
teacher training offered, is one way that the new act intends to improve the quality of 
training. A Teacher Training Board has been established as part of the National 
Accreditation Committee of Higher Education, with powers to accredit training on the basis 
of quality controls.  
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The introduction of new (non-teacher training) career paths in the higher education 
system will reduce the extent to which students are forced to follow programmes which 
result in qualified teacher status, even though they lack intention of becoming teachers. 
While the changes ought to improve supply management, ensuring the quality of entrants 
and the quality of the training received is a separate challenge.  

It can be argued that if teacher education programmes in Hungary admitted fewer 
students and if those admitted were more suited for teaching and more interested in a 
teaching career, the available resources could be used more efficiently. Countries such as 
Canada, Finland and the United Kingdom, for instance, are in principle selective in who is 
allowed into teacher training programmes. Countries experiencing teacher over-supply – like 
Hungary – clearly have the option to be much more selective (e.g. by making teacher 
selection criteria more stringent, and introducing well-structured induction and probationary 
processes for new teachers – which have been lacking in Hungary) to ensure that the best 
candidates get the available positions.  

The new system of training teachers within a single Master’s course simplifies the 
structure of teacher training. By adopting a more sequential mode of teacher training rather 
than a concurrent model, students are able to make crucial career path decisions in the course 
of – rather than at the start of – participation in a teacher training programme. Arguably, this 
will increase the chances of getting the most suited candidates into teaching by allowing 
them to consider their choices more carefully. 

Attracting the right people into teaching also depends on making teaching an attractive 
career option for suitable candidates, and this in turn requires raising the social status of the 
teaching profession. Efforts to do this are being made by the Hungarian government but this 
may also require improving the competitiveness of teacher salaries (Table 6.1). Increasing 
the competitiveness of entry into teacher training can also contribute, as can the 
implementation of rigorous and transparent quality standards in the training of teachers. 

Furthermore, accreditation of teacher training by an independent, authoritative agency 
is a means to both assuring quality in, and raising the prestige of, teacher education, and to 
help ensure that funds are well used and graduate teachers are well prepared. There already 
exist a number of schemes for the evaluation of teachers’ training in Hungary, but it is less 
clear how effective these are. In order to encourage innovation and a diversity of approaches 
in teacher education, accreditation criteria should focus on the outcomes of programmes 
(i.e. the competencies that teachers will acquire) rather than on their inputs, curriculum and 
processes. In line with this, the content of teacher education in Hungary is now focusing on 
the development of teaching competencies. Teacher education institutions should be free to 
determine the best way to reach agreed ends. Programme accreditation must be part of an 
ongoing process of feedback and evaluation of the effectiveness of teacher education. 

New teacher education policies in Hungary are moving in the direction of good 
practices found in other countries. A study of a number of countries2 that were successful in 
the PISA3 2000 assessment What Makes School Systems Perform? Seeing School Systems 
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through the Prism of PISA (OECD, 2004a), noted that teaching candidates are subject to 
different forms of assessment in different countries, with, for example, subject knowledge 
dominating in France, general competence in teaching skills in the United Kingdom, and 
aptitude for the profession in Finland. The same study noted that the development of 
mandatory standards formed the core of efforts to reform teacher training. Standards can 
relate to tests and regular assessment of teachers as well as to the content and process of 
professional development. The practice in the Netherlands of compiling job profiles (a 
description of what teachers are expected to know and be able to do) is a particularly 
noteworthy example of how teacher standards can be formulated. Experiences in Canada and 
the United Kingdom provide further interesting examples of standards-based assessment. 

In-service professional development in Hungary follows a highly-decentralised, 
market-orientated strategy in that teachers and schools are encouraged to seek out the 
services they require. While very responsive to client demand, the processes of evaluation to 
ensure quality could be improved. Evaluation procedures exist for accrediting training 
providers and are co-ordinated through the In-service Teacher Training Accreditation Board, 
but the number and diversity of programmes greatly complicates the task and can prevent 
meaningful information being provided to prospective clients. As noted above, evaluation 
criteria that are related to the outcomes of the professional development (e.g. aligned to the 
competencies that the training aims to develop), would be of considerable value to these 
clients. 

Improvements to system monitoring  

Background 

Over the last decade, moves within OECD countries towards greater decentralisation of 
responsibilities in the provision of education and attempts to increase the focus on outputs 
have led to changes in monitoring systems within the public sector. In some countries, this is 
evident from the extent and manner in which the operation and performance of schools are 
evaluated, including the role that student assessment data play in this process. 

The Hungarian education system is highly decentralised, and issues of accountability, 
system monitoring, student assessment, and teacher appraisal are an important part of the 
debate about how to improve the performance of the system. This section discusses the use 
of student and school assessment data in monitoring the performance of the education 
system; it summarises the current situation in Hungary and then presents an overview of 
alternative approaches pursued in other countries, discussing some of the issues that arise in 
this area. 

Recent policy developments in Hungary and possible reform  

The National Assessment of Basic Competences (ABC) was introduced in 2001 and 
deals with the assessment of literacy and numeracy competencies for all fourth, sixth, eighth 
and tenth-grade students. The results are provided to schools to facilitate school 
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self-appraisal and development, but are not made public. In addition, the secondary school 
leaving examination became more centralised in 2005 and potentially provides a tool for 
comparison of school performance, though some weaknesses are perceived in its ability to 
measure changes in student ability over time.  

An examination of evaluation procedures and accountability arrangements at the lower 
secondary level of schooling in a number of OECD countries showed that student 
assessments play an increasing role in school performance evaluation and accountability 
(OECD, 2007a). In several countries these assessments are derived from national 
examinations, but periodic national assessment of students in compulsory education are more 
common. In some countries monitoring information at the school level is gathered through 
regular inspections of schools. Hungary is one among a minority of countries without such 
an inspection system, though there is a system in place for school maintainers 
(municipalities) to request an analysis and evaluation of the functioning of their schools from 
accredited educational experts. In addition, school self-evaluations are a feature Hungary has 
in common with most OECD countries. Information from student assessments and school 
evaluations can be used for various purposes, including to encourage school improvement 
(19 countries report this practice), to assist school choice by parents (10 countries), and to 
provide rewards and sanctions for different levels of performance (3 countries).  

The study referred to earlier, which examined the features of a number of countries 
who performed successfully in the PISA 2000 assessment (OECD, 2004a) noted that each of 
these countries places considerable importance on comparing their own standards with 
international benchmarks as part of their strategy for securing strong performance.  

Countries have multiple motives for monitoring school performance. They all seek to 
use the assessment results to maintain or improve the quality of their education systems and 
to obtain empirically supported reference frameworks against which the performance of 
individuals, schools and the whole system can be judged. However, beyond this, additional 
functions of performance monitoring are accorded different priorities in different countries. 
In a federal country with autonomous provincial school systems like Canada, studies carried 
out nationally allow comparisons across provinces. In Finland and Sweden, policy makers 
focus primarily on using assessments to ensure that students are offered equal educational 
opportunities, regardless of their social or ethnic backgrounds. In France, empirical tests are 
carried out to ensure that students perform to the expected level and that teachers provide 
adequate support. In the Netherlands and the United Kingdom, government inspectors give 
schools information that can help them improve, but they also put considerable emphasis on 
making their findings accessible to other stakeholders, thereby making schools more 
accountable.  

The countries presented in the study deploy a range of different monitoring tools. All 
reference countries have considerable experience with studies that compare student 
performance across education systems at the sub-national or international level, and most, 
like Hungary, are currently participating in at least three large ongoing studies: PISA, the 
Trends in International Mathematics and Science Study (TIMSS), and Progress in 
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International Reading Literacy Study (PIRLS). Alongside these comparative studies, all 
countries have in place systems to conduct large-scale assessments within their borders. In 
Canada, these take place both within provinces as well as across the country. Different 
countries combine diagnostic and system-monitoring functions in different ways. In Finland 
and Sweden, where responsibilities have been decentralised but national agencies have a 
brief to maintain equal opportunities across the system, these agencies emphasise not just the 
assessment process but also measures to cope constructively with any problems they identify. 
Inspection systems in the United Kingdom and the Netherlands are used not just to hold 
schools accountable for their standards, but also to give information that allows them to 
improve themselves, and such inspections try to relate to research on school effectiveness. 
France has a distinctive approach; it separates diagnostic testing and system monitoring. On 
the one hand, teachers get tools for recognising students’ specific strengths and weaknesses, 
and for recognising the potential for developing their own teaching capabilities. On the other, 
separate studies with publicly available findings record institutions’ performance levels 
based on national examination results.  

There is much debate about whether information on student performance should be 
made publicly available. PISA 2006 (OECD, 2007b) indicates that schools that publish their 
results tend to perform better (even after allowing for relevant other school and 
socio-economic factors). All of the countries in the six-country study publish the results of 
evaluations of school systems, but they differ in how they do this, partly because of 
differences in the design of evaluation tools. In Canada, for example, provinces report back 
results at a range of levels, from the province down to the individual student (in random 
sample surveys the student level and sometimes the school level are not appropriate). France 
and the United Kingdom both publish test results as a means of putting pressure on the 
school system to improve, but in France much of the emphasis has been on the whole-system 
level (though this is changing) whereas in the United Kingdom, individual school results are 
given prominence. Regardless of the extent to which findings are made accessible to the 
public, a general pattern across the countries examined is to develop mechanisms for 
individualised feedback to schools to help them to improve their performance. 

Finally, there is a growing recognition that for monitoring information to be more 
meaningful, the measures of performance should go beyond simple measures of raw student 
scores to measure the value-added of schools, i.e. the increase in a student’s knowledge 
during the period s/he attends school. Value-added data systems that take account of factors 
that influence educational achievement such as the innate ability of students, their prior 
attainment, their socio-economic background, the influence of peers and individuals in and 
outside of the school, are increasingly used in system monitoring, most notably in the 
United Kingdom and a number of states in the United States. 

This overview of practices in successful countries illustrates some features that are 
generally missing from Hungary’s educational system monitoring, in particular the lack of a 
more formalised and systematic, external inspection and the lack of publicly available 
information on the performance of individual schools. Efforts to develop and implement 
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quality systems for monitoring the education system and evaluating its performance should 
make use of international best practices, which are well documented in numerous studies.  

A case for further expansion of higher education 

Background 

With only 20% of the population aged 25-34 having received tertiary education, 
Hungary has one of the lowest proportions of highly educated people in this age group in the 
OECD area (Table 6.2). This might explain why Hungary has an income premium of 
university graduates which is twice that of the OECD average and the highest wage premium 
for graduates among the 24 countries for which the pertinent information is available.  

Table 6.2. Tertiary education indicators 

Indicator Reference 

y ear

Hungary OECD 

av erage

Hungary  rank

% of population aged 25-34  w ith tertiary  

qualifications

2005 20 32 24/30

Earnings premium of those w ith a 

univ ersity  degree as a percentage of 

earnings of  those w ho hav e graduated 

upper secondary  education (30-44 y ear-

old age group)

2005 125 61 Highest of 24 

countries

 

Source: OECD (2007a), Education at a Glance 2007 - OECD Indicators, OECD, Paris. 

Examination of the long-term trend shows that the share of persons with tertiary 
education has increased over time: For the older 55-64 year old cohort (who will have 
graduated same 30 years earlier), Hungary’s share of 15% tertiary attainment is closer to the 
OECD average of 19%. But faster progress has been made by other countries so that 
Hungary’s relative position has deteriorated and is now well below the OECD average.  

More recent trends in tertiary enrolment – over the last ten years – imply that Hungary 
will narrow the gap in the coming years, with student enrolment in tertiary education having 
more than doubled between 1995 and 2004. The most recent figures, however, show that the 
growth has levelled off: the entry rate into university education has stalled at 68% of the 
relevant age cohort, while most other countries continue to expand higher education. An 
aggravating factor is the relatively low survival rate in higher education in Hungary: only 
64% of university entrants go on to earn a degree, compared with a 71% OECD average.  

Although there was a sizeable increase in expenditure (59%) on higher education over 
the period 1995-2004, it fell well short of the percentage increase in student numbers so that 
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expenditure per student fell by 27% in real terms. Households receive sizeable public 
subsidies for children enrolled in tertiary education, with some 16% of public funding for 
tertiary education being devoted to scholarships and education grants to students enrolled. 
This is much higher than the OECD average of 10%. These scholarships and grants are to 
help cover living costs and can be either means-tested social needs grants or performance 
related merit grants. 

State-guaranteed loans are available to students in tertiary education, though the 
maximum amount available per student (USD 1 717) is relatively modest – the second 
lowest among 17 OECD countries with student loan systems – and the interest rate charged 
(11.95%) is high compared with other countries for which data are available, partly reflecting 
higher inflation rates. All other OECD countries with publicly supported student-loan 
systems either have no interest rates or rates of 5% or less. 

Recent policy developments and possible reform 

The government controls the number of student places that are financed by public 
funds. Over the last decade the number of publicly funded places has significantly increased, 
though it is clear from the levelling off in the latest figures that growth has stalled for the 
time being, in part because of the need to consolidate public finances.  

Hungary operates a dual-track system whereby students are admitted to tertiary 
education on the basis of their entrance exam scores, with the higher scoring students 
subsidised by state funds paid to the institution, and the lower scoring students admitted as 
“private” students, required to pay full tuition fees. This raises serious questions about the 
equity of access to tertiary education in Hungary. A small specialised programme begun in 
September 2005 seeks to increase the number of disadvantaged and Roma students who are 
admitted and supported in tertiary education. From September 2007, a tuition fee of around 
EUR 400 per year (the FER) was introduced for all higher education students, to be paid 
from the second year of studies.  

Further expansion of tertiary education would seem to be desirable in order to produce 
more highly qualified people in the labour force and to enhance Hungary’s international 
competitiveness (though demographic trends may limit the scope for such an expansion). 
The high wage premium gained by university graduates provides prima facie evidence of a 
shortage of highly skilled individuals in the labour market. 

There may also be a case for reconsidering the cost sharing balance between public and 
private sources in funding tertiary education in light of the: 

• sharp decline in expenditure per student (27%) between 1995 and 2004, indicating 
strain on public funding in the light of rapid expansion in tertiary education; 

• high wage premium gained by graduates, indicating ample scope for those who 
benefit from tertiary education to contribute to its costs;  
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• possibility of using public savings entailed by private contributions to improve 
equity of access (see below) and/or overall quality of service provided.  

To prevent a shift in funding towards private sources from limiting access by students 
from low income families, such contributions should be assessed using a needs-based 
formula. 

Access for a larger number of students to tertiary education would be facilitated by the 
modernisation of the career-guidance system. This could also help raising the survival rates 
(only 64% of university entrants go on to gain a degree). The growing importance of lifelong 
learning has been transforming the role of career guidance at schools. It was previously seen 
as a personal service focused on educational choices and subsumed under personal 
counselling. In addition, it was often considered as serving mostly the interests of the school 
rather than the student. Henceforth, modern career guidance is characterised by a 
curriculum-based approach drawing the attention of students to a better understanding of the 
world of work and its demands as well as to the development of skills for making decisions 
and managing transitions. All of which is highly desirable in a lifelong learning perspective 
(see OECD, 2004b). 

Finally, as shown by the ongoing OECD Tertiary Education Thematic Review, the 
transition to knowledge economies heightens the need for multidisciplinary and adaptable 
workers, the regular upgrading of their skills, and thus less demands for traditional tertiary 
training, with greater emphasis on flexible and modulated provision. These trends, which 
have implications at the system level, call for new regulations, policies, and incentive and 
reward structures in order to steer all stakeholders in directions that best serve societal and 
economic objectives. 

Raising equity in education  

Background 

In many OECD countries, there is a growing attention to the issue of equity in 
education. This is one of the main findings of a recent OECD study, No More Failures - Ten 
Steps to Equity in Education (OECD, 2007c). The results from PISA 2006 place Hungary 
lowest on one of PISA’s key equity indicators: between-school variation in the mathematics 
performance of Hungarian 15-year olds was about 70% of the total variation, while the 
average for the 30 OECD countries was 33%.  

The OECD team which visited Hungary in the context of the Equity Study, which was 
subsequently published (OECD, 2007c), noted the extent of performance inequality, 
particularly by the poor results obtained by students from the Roma population, the largest 
ethnic minority group in Hungary. Furthermore, a recent report by the Ministry of Education 
of Hungary on Equity in Education (Ministry of Education, 2005) concluded that “the 
Hungarian education system does not compensate for, on the contrary it strengthens, the 
inequalities produced by the different social backgrounds of learners.”  
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The OECD Equity Study (OECD, 2007c) found that most of the equity problems 
identified in the Hungarian education system are the result of discriminatory selection 
mechanisms in the system. In the view of the reviewers, these selection mechanisms result in 
a system that disadvantages the poor, visible minorities, and special education students. 

Recent policy developments in Hungary and possible reform 

Over recent years a number of reforms designed to improve equity in education have 
been implemented (e.g. the Public Education Act and its 2003 amendments, the Phare 
programme, the Roma Integration programme). However, the above quoted report by the 
Ministry of Education concluded that “these policies did not reach … measurable 
improvement.”  

The OECD Equity Study (OECD, 2007c) contains a series of recommendations 
regarding the education of minorities against which the measures taken can be assessed, 
namely: 

• Ensure minorities participate in early childhood education with the option to 
lower the age of mandatory participation in education/day care. The sorting of 
students begins very soon with access to child care. In principle, all local 
governments provide early care to children. But this is reserved for children whose 
parents both work so that very few children from disadvantaged backgrounds are 
eligible, as their parents are often unemployed. Hence, those children are likely to 
enter compulsory education later than their more advantaged peers, opening an 
education gap that is likely to grow over time. The objective should therefore be to 
provide early care services (covering ages zero to three years) for disadvantaged 
children, regardless of parental employment status. 

• Children from minority groups should not be automatically diagnosed with 
special needs and placed in special institutions. On the contrary, any 
segregation should be avoided. Such children should be in regular classes with all 
other children. There is evidence that well designed interventions for children with 
learning and behaviour problems, provided in mainstream classrooms, can 
improve outcomes of not only those students but also of the other students in the 
class. Attention should be paid to the risk of cultural bias in the initial diagnosis. 
Concentration of minorities in particular schools mirror residential patterns but 
also reflects the outcomes of selection and choice in the school system. Such 
segregation which appears to damage attainment should be avoided. 

• The right of free choice of schools in Hungary leads to the development of 
segregated schools. Indeed, families with high socio-economic status have a 
tendency to avoid schools with high representation of Roma students. 
Furthermore, by the time students reach their mid-teens, the education system 
sorts students from different backgrounds into different schools more 
comprehensively than is the case in any other OECD country. These two factors 
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lead to concentration of Roma students in some schools. In addition, such schools 
are often less well equipped in terms of the building’s conditions, furniture, and 
classroom equipment.  

• Regarding the education of students with special needs, use of the catch-all 
category “mild degree of mental disability” should be discontinued; it is 
currently used to identify “permanent slow learners” often from the ages of four 
and five years, a classification closely aligned with socio-cultural background. In 
addition, all children, except the severely mentally and physically handicapped, 
should be placed in mainstream classes and schools. Actions should also be taken 
to mitigate the consequences of the differentiation system and of the free school 
choice in order to limit the concentration of minority students.  

• Members of minorities are less likely to have a job and find it difficult to 
obtain the training leading to a job. Obstacles should therefore be removed in 
order for minorities to obtain qualifications in the first place. Measures should be 
taken to reduce the incidence of labour-market discrimination. The Roma 
population is extremely underrepresented in general secondary schools with less 
than 4% of the cohort attending, which means that a large number is either already 
out of school (10% of Roma children do not complete basic schooling) or is 
attending vocational training schools where the drop out rate is very high. 
Vocational education should provide for pathways allowing students to return to 
general education or to have access to tertiary education. Policies and guidelines 
are necessary to ensure that all schools admit, retain and graduate students with 
varied backgrounds (ethnicity, academic attainment, family income and disability) 
according to their ability. 

• Teachers should be trained to work with children from diverse backgrounds, 
as without appropriate professional development it is hard to address the issue of 
cultural diversity effectively. Teachers have an essential role to play helping 
disadvantaged students to achieve high performance. Providing them with the 
appropriate training to teach children from diverse background can greatly 
facilitate this task. Hungary has clearly recognised this and, through the 
framework of the National Development Plan, new programmes of in-service 
training have been developed to provide the skills needed by teachers to cope with 
these challenges. 
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Notes 

 
1. Act CXXXIX of 2005 on Higher Education and subsequent amendments.  

2. Canada, Finland, France, Netherlands, Sweden and the United Kingdom. 

3. PISA is an international assessment of the reading, mathematics, and science literacy of 
15-year-olds across OECD and partner countries. It was carried out for the first time in 
2000 and is repeated every three years, most recently in 2006. School and student 
background questionnaires provide important contextual information as well as students’ 
attitudes and opinions (www.pisa.oecd.org). 
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Chapter 7 

 
SME Promotion: Increasing Competitiveness and Fostering 

Successful Entrepreneurship 

Small and medium-sized enterprises (SMEs) in Hungary have great potential that still 
needs to be realised. Their weight in the economy (nearly 69% of employment and over 
half of sales and value added), their job creation and their capacity for innovation 
make their improved performance essential for reaching the government’s growth 
objectives. Their average size is unusually small and their productivity is weak. Few 
Hungarian SMEs are innovative or internationally competitive. Indeed, human 
resources in Hungarian SMEs are often under-qualified, have weak training and 
technical education, and inadequate R&D skills. Structural differences among SMEs 
across regions in Hungary are significant. This chapter analyses how effectively the 
government’s Strategy for the Development of Small and Medium-sized Enterprises 
(2007-13) can contribute to increasing SME competitiveness in Hungary. The specific 
issues discussed are: (i) Why and in which sense is the situation and performance of 
Hungarian SMEs unsatisfactory, in particular with regard to their competitiveness? 
(ii) What can be done to stimulate the contribution of SMEs to sustainable growth, 
given the constraints imposed by fiscal consolidation? (iii) Is the Strategy appropriate 
to address the current situation? Are the targets pursued realistic and relevant?  
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Background and key policy recommendations 

As in most economies, small and medium-sized enterprises (SMEs)1 constitute a major 
part of the business sector in Hungary. They account for the overwhelming majority (99.9%) 
of enterprises, nearly 69% of employment and over half of sales and value added. 
Strengthening their performance is therefore crucial to achieving the goals of the national 
strategic reference framework of Hungary for the period 2007-13. Against this background, 
this chapter reviews the Strategy for the Development of Small and Medium-sized 
Enterprises (2007-13) (the “Strategy”) (Government of the Republic of Hungary, 2007), 
which was approved on 10 October 2007 to improve SME development over the period 
2007-13. The assessment suggests that policy action to improve SME performance should 
give priority to:  

• promotion of a business environment that encourages entrepreneurship and 
SME development.  

• mobilisation of human resources for entrepreneurship and innovation, 
especially through programmes for entrepreneurship education. 

• broadening SME access to finance and improving financing for 
entrepreneurship and SME growth. 

• reducing barriers to access to international markets and encouraging 
international co-operative agreements, especially in the area of innovation. 

• development of an “evaluation culture” (involving all the necessary resources 
and tools) concerning entrepreneurship and SME policies and programmes. 

Detailed components of these recommendations and their underlying rationale are 
developed below.  

Overview of the SME sector in Hungary 

As is evident from Table 7.1 most operating SMEs (96%) in Hungary are micro firms 
with less than 10 employees, a higher proportion than in most OECD countries. This high 
proportion primarily reflects the 0-1 size class (75.6%) and more than one-fourth of 
registered enterprises (depending on the methodology used) are not even operating.2 SMEs 
are concentrated in low productivity industries such as the craft and retail sectors, with 
limited presence in manufacturing, especially in more advanced industries. Entrepreneurial 
capacity is limited, human resources are often unskilled, and the level of innovation is low. 
Furthermore, most performance indicators are low for Hungarian SMEs compared to EU193 
averages, regardless of the size class (Table 7.2). 
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Table 7.1. Main characteristics of the SME sector by size class, 2005  

% of all enterprises 

Size of enterprise workforce 0-1 2-9 10-49 50-249 SME total
Number of enterprises 1 75.6 20.2 3.6 0.6 99.9

Employees 1 6 21.9 21.6 19.5 68.9
Sales revenues 7.4 14.4 19.7 18.1 59.6
Export 5.9 5.5 10.3 13.5 35.3
Value added 6 10.9 16.4 18.7 52
Equity 8.9 11.9 14.6 15.8 51.2  

1. Including the financial sector. 

Source: Hungarian Central Statistical Office in the case of sales revenues and added value figures, Hungarian 
Ministry of Economy and Transport calculations for the rest.  

Table 7.2. Comparison of enterprises in the European Union (EU191) (2003) and 
Hungary (2005) 

Averages 

Micro Small Medium SMEs Large Total 
EU-19 3 19 98 5 7
HU 2 20 100 3 4
EU-19 440 3 610 25 680 890 1 550
HU 73 1 689 8 083 183 293
EU-19 120 1 180 8 860 280 540
HU 12 226 1 359 28 52
EU-19 9 13 17 12 17
HU 11 12 18 13 23
EU-19 40 60 90 55 75
HU 7 11 14 9 13
EU-19 57 57 55 56 52
HU 41 63 74 58 57

Average size (persons)
1 052
874

319 020
95 952

Labour cost per value added (%)
47
56

21 244

Proportion of export in sales revenues (%)
23

Sales revenues per enterprise (EUR 
thousands)

Value added/enterprise (EUR thousands)

Value added per employee (EUR 1 000/person)
120
24

41

126 030

 

Note: EU19: 15 member states + Iceland, Liechtenstein, Norway and Switzerland. 

Source: Observatory of European SMEs (2003), SMEs in Europe 2003, No. 7; calculations based on data provided 
by APEH; Hungarian Tax and Finance Control Administration, see MoET (2007a), “State of Small and Medium 
sized Business in Hungary 2005–06”, Budapest. 

On the basis of analyses and surveys, the Ministry of Economy and Transport (MoET) 
distinguishes three different groups of small enterprises in terms of performance, a pattern 
that has been stable since the late 1990s: (i) fast-growing enterprises (yearly growth 
exceeding 20%), which includes some 15% of SMEs, innovative, active on external markets, 
part of value chains and networks, which make extensive use of bank credit for their 
investments; (ii) average situation enterprises: they represent 65-70% of the SME 
population, do not expect improvements nor decline, have low performance and low 
qualification of their entrepreneurs/managers and employees, and produce mainly for the 
retail market, rarely using bank credit, but rather relying on support from family or friends; 
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(iii) laggard enterprises include the isolated 15-20% of small enterprises which are in the 
start-up or in the declining phase of their life cycles (declining sales revenues and working 
capacities), sell their products and services to the final consumers and make no use of 
external finance and services.  

Differences across regions are also significant. In central Hungary, where Budapest is 
located, average productivity of SMEs is higher than that of large companies. In contrast, in 
Central Transdanubia and Western Transdanubia, where much foreign investment is located, 
large companies’ productivity is, respectively, 2.7 and 2 times higher than that of SMEs . 
Furthermore, outside central Hungary, value added per capita is nearly 4 times higher for 
large firms in the most developed regions than in the least developed regions, while the 
difference is of 1.5 times in the case of medium-sized enterprises (MoET, 2007a). There is a 
direct relation between enterprise density and economic development and greater propensity 
to export in the Central Transdanubia and Western Transdanubia regions (Government of the 
Republic of Hungary, 2007).  

There is an increasing trend towards networking that by now involves more than half of 
SMEs, (MoET, 2007a). About 54% of all enterprises participated in 2005 in some form of 
informal co-operation (counselling, borrowing tools, machines or money, acquiring 
business, etc.) and 17% in more formal co-operation (joint purchase, sales, production) with 
a total of 57% of enterprises that participate in either informal or formal co-operation. 
However, most of these are soft forms of networking since production (or “hard”) 
networking is rather scarce. A promising development is the increase of ownership 
cross-holding, which is associated with cross-investment. This is leading to greater corporate 
concentration and may strengthen the enterprises resource base and performance. However, 
these developments remain rather limited. 

Many factors have been cited by entrepreneurs as causes of the slow growth and poor 
performance of Hungarian SMEs (Table 7.3). Some of these causes are little more than 
reflections of poor performance, e.g. “Not enough orders received” and “Strong 
competition”, and do not warrant a policy response. But others refer to problems that are 
generally beyond the control of most SMEs, and many appear to represent real problems that 
may have to be addressed by the government. The Strategy devotes considerable analysis to 
the problems of the sector and arrives at a “Summary of Problems” which highlights: 
(i) regulatory problems; (ii) difficulties in access to finance; (iii) knowledge-related 
problems; and (iv) infrastructural deficiencies.4 While these priorities overlap with the 
impediments cited in Table 7.3, they do not fully align with them. In particular, high tax and 
social security burdens are ranked as the most important impediment by survey respondents 
but receive no mention in the Strategy Summary of Problems, even among the lower tier 
issues, while survey respondents rank “other financial needs”, which is given great 
prominence in the Strategy, fairly low among the obstacles they face.  
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Table 7.3. Perceived relevance of factors impeding enterprise growth in Hungary1 

From least (0) to most (100) important 

Factors impeding growth 1997 1998 1999 2003 2005 2007
High tax and social security 
burdens

84 78 73 74 72 77

Unpredictability of economic 
regulation

62 58 53 58 55 63

Strong competition 53 57 61 61 61 56
Not enough orders received 48 45 52 45 48 45
Unfair competition 46 44 44 47 48 45
Clients defaulting on 
payments

30 31 30 32 34 35

Shortage of capital 40 37 37 34 32 31
Difficulties in purchasing 14 16 16 17 16 13
Outdated, not modern existing 
capacities

17 19 17 17 13 12

Lack of credit 27 26 26 20 15 12
Shortage of labour 9 9 9 12 8 9
Other impeding factors 19 20 17 16 13 19  

1. Methodology: In a questionnaire-based survey of the Ministry of Economy and Transport, Hungarian small and 
medium-sized enterprises gave grades on a scale of 1 to 5 to factors having an impact on their growth. Factors “not 
impeding growth of the enterprises in any way” received a 1, while “significantly” impeding factors were given a 5. 
A figure of importance was calculated in a way that answers were transformed to a scale ranging from 0 to 4, having 
5 grades. Each figure was multiplied by the number of respondents and divided by the maximum possible value of 
the figure. This way a percentage value was received the maximum of which is 100 if everybody gives the highest 
importance to a given factor, and the minimum of which is 0 if everybody gives the lowest importance to it 
(Government of the Republic of Hungary, 2007, p. 21). 

Source: MoET (2007), “Representative MoET Entrepreneurial Survey”. 

Overall the Strategy focuses on support and services provided to SMEs, but it devotes 
less attention to fostering entrepreneurship, although it stresses “knowledge-related 
problems”, which are at the core of many SME problems. For instance, as regards difficulties 
in access to finance, emphasis is put on the various instruments that might ease constraints, 
but much less on the critical issue of how to increase the willingness and opportunities of 
entrepreneurs to ask for and use efficiently financial resources. It would be important to 
assess whether this behaviour can be ascribed to entrepreneurs’ ignorance, lack of 
information, lack of business opportunities, or fear of losing control of their enterprises. 
Another reason could be related to banks targeting more developed clients and the absence of 
significant programmes for potential entrepreneurs.5 Yet, the relatively low number of 
“would-be” or potential entrepreneurs and the unwillingness or inability of entrepreneurs to 
invest to expand and innovate is one of the critical issues in Hungary.  
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Fostering SME competitiveness and entrepreneurship 

The 2004 OECD Istanbul SME Ministerial Declaration6 reaffirmed the need for the 
best set of public policies that will foster the creation and growth of innovative SMEs. In 
particular, it noted that this requires “policies and an institutional framework that contribute 
to a business environment conducive to entrepreneurship”; and “policies that contribute to 
mobilising human resources for entrepreneurship”. Such policies should not be designed to 
favour enterprises of any particular size, but careful attention should be paid to “areas that 
impinge strongly on SMEs, such as competition, international trade and investment, financial 
markets, labour markets and education” (OECD, 2004, p. 3). The Istanbul Declaration also 
recognised a role for cost-effective SME assistance and development programmes “which 
are clear in terms of their rationale, objectives, and beneficiaries”. In this regard, it attached 
priority to: 

• “the need to reduce barriers to SME access to global markets”;  

• “the need to improve access to financing for SMEs on reasonable terms”; and  

• “the need to develop a strong evaluation culture in ministries and agencies 
responsible for SME policies and programmes in order to ensure that they remain 
cost-effective and adapt to changing conditions in a dynamic world” (OECD, 2004 
p. 4).7 

This section analyses the Istanbul Declaration priority areas: (i) the business 
environment; (ii) human resources; (iii) SME assistance and development priorities: 
(a) access to financing; (b) access to international markets; and (iv) evaluation of SME 
programmes. 

Promoting a business environment encouraging entrepreneurship and SME 
development 

The single most important factor impeding firms’ operations identified by 
entrepreneurs in Hungary is high tax and social security burdens (Table 7.3). The negative 
rating has improved somewhat since 1997 as the tax system has been reformed on several 
occasions. Improvements include lowering corporate tax (presently at 16% with additional 
easing for smaller tax bases) and the introduction of the simplified entrepreneurial tax. Fiscal 
pressure related to social security payments remains particularly high for labour-intensive 
SMEs, which find it more difficult to make use of tax allowances than large firms, in 
particular multi-national enterprises (MNEs), which can benefit from a favourable tax 
regime. The overall fiscal burden (expected in 2007) is lower than the EU25 average, but 
significantly higher than in “Visegrád” countries (Eurostat, 2007). Fiscal pressure places 
Hungary at a low 127th place in the overall ranking of the World Bank’s study, Doing 
Business 2008, (World Bank, 2007) and in 17th place in the Eastern Europe & Central Asia 
(EECA) region (Table 7.4). The Strategy recognises this problem and calls for reducing the 
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burden by an ambitious 1.5% of GDP by 2013. Also, according to the 2005 Act CXIX on 
Social Security, the overall rate of fiscal levies on wages (including social security, 
vocational training and employer’s contributions) was scheduled to decrease from 33.5% in 
2006 to 28.5% in 2009 (MoET, 2007a, p. 83).  

Table 7.4. Hungarian rankings in the “Ease of Doing Business” survey, 2008 

All countries (178) Eastern Europe and Central Asia (28)
Ease of doing business 45 7
Starting a business 67 14
Dealing with licences 87 10
Employing workers 81 12
Registering property 96 20
Getting credit 26 7
Protecting investors 107 22
Paying taxes 127 17
Trading across borders 45 7
Enforcing contracts 12 2  

Source: World Bank (2007), Doing Business 2008, World Bank, Washington, DC. 

The second main obstacle to the operation of SMEs in the perception of the business 
community is the variability and unpredictability of economic regulation. While some of the 
need for change has resulted from EU membership and the need to respect the “acquis 
communautaire”, most volatility has domestic origins. More generally, compliance costs and 
other regulatory problems are often particularly onerous for small enterprises, which lack 
internal capacities to deal with them and may have to use costly external support services. 
Some of these costs,8 which the MoET estimates on the basis of the World Bank 2006 
edition of Doing Business (WB-DB) to amount to 4.5-6.7% of gross domestic product (GDP) 
(well above the EU25 average of 3.5% of GDP), stem from EU obligations (about 1.5% of 
GDP). But the larger part is generated by the Hungarian regulatory and public administration 
environment. Internationally, WB-DB ranks Hungary 45th out of 178 countries as concerns 
“ease of doing business”, and 7th in EECA.  

Doing Business also identifies starting a business and dealing with licences as a 
serious obstacle to SME formation: Hungary’s ranks are 67th and 87th respectively in the 
global comparison and 14th and 10th for the EECA region. Reforms have been initiated to 
improve this situation: the number of days required to start a business is targeted to decrease 
from 38 in 2007 to 16 in 2008. Closing a business is somewhat less problematic although not 
satisfactory (Hungary’s respective global rankings are 53 and 7). Only if the pertinent 
reforms presented in the Strategy are effectively implemented and pursued consistently can 
Hungary reach the strategic target of having a supportive regulatory environment.  

Efficient bankruptcy laws and procedures are important elements of a healthy 
business environment. Current bankruptcy procedures have several drawbacks: they do not 
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facilitate business rehabilitation, particularly for small enterprises. Companies in trouble 
have maximum 150 days to negotiate with their creditors and recover. As a consequence, 
only 8 enterprises restructured in 2006 out of 14 933 enterprises which went through 
bankruptcy procedures, and 9 439 went into liquidation. This outcome can be ascribed to 
various factors including: increasing defaults on payments from clients and contractors; 
limited use of credit insurance; lack of professional management and evaluation culture in 
domestic SMEs. The new Bankruptcy Act should combine the presently separate bankruptcy 
and liquidation procedures and shorten the time needed for liquidation (Government of the 
Republic of Hungary, 2007). But further action is needed, i.e. a well-defined set of measures 
necessary to reduce the number of enterprises that have to go through bankruptcy procedures 
for reasons other than their own failures (e.g. strengthening a culture of ex ante evaluation 
and supporting the spread of credit insurance against payment shirking). 

Property rights are in general well-defined and protected, but Hungary compares 
poorly internationally in areas such as registering property and investor protection. Of 
particular importance for SMEs if they are to compete successfully in the knowledge-based 
economy is ensuring that intellectual property rights legislation is coherent and easy to 
understand so that they can be used effectively. Only 65% of Hungarian enterprises are 
aware of industrial property rights protection issues even though 40% are directly concerned 
through means such as trademarks, patents, and licences. Promoting intellectual asset 
management by SMEs and developing systems to value intellectual assets adequately, 
creating and promoting online marketplaces for intellectual assets where SMEs can showcase 
their offerings easily and inexpensively, are examples of actions that could contribute to the 
improvement of this situation.9 Overall, these are areas to which the Strategy should attach 
higher priority. 

An important area where Hungary’s SMEs would benefit from a strengthening of 
infrastructure is information and communication technologies (ICTs). These potentially 
offer SMEs the possibility of combining the advantages of their own small scale with 
economies of scale and scope through networking among firms, both in Hungary and 
internationally, and with other actors such as universities and research institutions. In recent 
years, the use of ICTs has increased considerably among Hungarian SMEs, but remains at 
relatively low levels of technical sophistication (i.e. using a computer and having an Internet 
connection) (Figure 7.1). Hungary falls behind the European average with respect to: (i) the 
use of more sophisticated technologies (broadband access), although not behind most new 
EU member countries; (ii) the rate of enterprises using secured transaction systems; (iii) the 
share of companies using digital signatures; and (iv) the use of electronic commerce by 
Hungarian enterprises (less than half the EU average, the last position in the EU). 
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Figure 7.1. Broadband penetration by size class, 20061 
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1. Most countries define broadband in terms of technology (e.g. ADSL, cable, etc.) rather than speed; industry 
coverage varies between countries. 

2. For Canada, 50-299 employees instead of 50-249 and 300 and more instead of 250 and more. For Switzerland, 
5-49 instead of 10-49 employees. 

Source: OECD (2007), Science, Technology and Industry Scoreboard 2007, OECD, Paris. 

A particular area where further development would benefit SMEs is e-government (see 
Chapter 11) since it has the potential to facilitate compliance with rules and decrease related 
transaction costs of enterprises significantly. The share of basic public services in Hungary 
accessible electronically for the general public (50%) is higher than the EU average (36%). 
However, for enterprises, Hungary ranks only 21st in the 25 EU member states, significantly 
behind the European average (MoET, 2007a; UN, 2005). The Strategy gives high priority to 
fostering access to and use of quality ICTs throughout the economy, in particular to SMEs 
which are likely to benefit disproportionately from advances in this area, (e.g. through ICT 
development schemes co-financed by the EU and measures for developing the broadband 
network infrastructure and logistic services). 

Overall, simplifying the tax system, particularly easing the burden of social security 
contributions should be a policy priority to foster SME competitiveness and to facilitate 
moving the shadow economy into the formal sector. The Strategy objective concerning a 
simplified regulatory framework should be implemented consistently in order not to increase 
further the instability of regulation. The Strategy goes in the right direction, but the 
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institutional co-ordination that it establishes (project director, sponsor board, etc.) could be 
complex to manage.  

Mobilising human resources for entrepreneurship and innovation 

Successful entrepreneurial and innovative behaviour requires dynamic and motivated 
people willing to take risks. In practice, much of such behaviour occurs in small firms able to 
move more quickly than large ones, and which can maintain rapid growth rates for a certain 
period. In recognition of this, the Hungarian government has tried repeatedly to foster and 
support entrepreneurship in various ways and with various means. But the outcome has been 
rather modest, as the willingness to start up companies has significantly deteriorated over 
time (CSO, 2006). Furthermore, Hungarian entrepreneurs appear to avoid high-risk, 
knowledge- and technology-based industries and to prefer those that require lower capital 
intensity, guarantee rapid returns and do not require particular skills.  

Past failure of government programmes to foster entrepreneurship may be due to a 
number of reasons. First, programmes have usually been episodic and uncoordinated. 
Second, they have not fostered the entrepreneurs’ interest (particularly that of young and 
educated persons) to specialise, modernise and promote the growth of their enterprise, in 
place of seeking employment with multinational subsidiaries. Third, nearly all programmes 
show time inconsistency and are discontinued after a relatively short time. Fourth, policy 
makers implementing the programmes have tended to be more interested in the 
implementation of their expenditure plan and other formal components, such as the number 
of applicants, and not in the outcome. Fifth, many programmes depend entirely on donors 
and do not involve the beneficiaries’ responsibility, e.g. by means of co-financing. Sixth, the 
donor typically is not involved in following the outcome of the project after the support is 
terminated: the relation between the donor and the beneficiary is usually formal and 
short-lived.  

The Istanbul Ministerial Declaration calls attention to the desirability of “the 
integration of entrepreneurship at all levels of the formal education system” as a means of 
mobilising human resources for entrepreneurship and complementing this by 
“learning-by-doing and other practical workshops” (OECD, 2004). This should be 
supplemented by the diffusion of training programmes, notably to address management 
weakness, which is a key cause of (small) business failure (OECD, 2002a), and life-long 
learning opportunities. These are best provided on a market basis where possible, but 
publicly funded where justified on the basis of identified market failures. Hungary needs to 
do more in these areas, particularly if it is to do well in high value-added, knowledge-based 
activities.  

Hungary ranks below the European average regarding both life-long learning and the 
share of students in the technical and natural sciences (see Chapter 6). Furthermore, most 
research and development (R&D) personnel are employed in higher education institutions 
(CSO, 2006) or in large enterprises under foreign ownership, which carry out nearly 80% of 
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total corporate research. Training, entrepreneurship education, e-learning, distance learning 
and R&D human resources are all scarce in SMEs.  

The Strategy estimates that not more than 2-3% of SMEs are innovative pioneers and 
only another 20-22% are imitators; a Eurostat Survey presents similar findings. It puts the 
number of Hungarian enterprises with more than ten employees and pursuing any 
innovation-related activity at half the EU average. OECD data show also that SMEs in 
Hungary rank among the lowest in OECD countries in terms of in-house products and 
process innovations (Table 7.5; see also Chapter 8). 

Overall, entrepreneurship policy has been rather neglected so far and should be given 
high priority in order to counteract the deterioration of entrepreneurial willingness and the 
risk and modernisation aversion of many entrepreneurs.  

SME assistance and development programmes 

Better financing for entrepreneurship and SME growth 

The Hungarian experience – and that of other former transition countries – is that in the 
opinion of their owners, lack of financing is not an important obstacle to the creation of small 
firms, which rely on the resources of the founders, their families and friends or, for some 
firms, foreign capital. This is reflected in its comparatively low ranking of problems cited by 
survey respondents reported in Table 7.3. Indeed, since late 1999, when commercial banks 
and savings cooperatives started serving SMEs with new loan products and services at an 
increasing pace, financing for the enterprise sector as a whole has been reasonably easy. 
Over this period, domestic credit to the private sector compared to GDP improved from 
30.9% to 54.6% leaving the other central European countries at a distance. In World Bank 
(2007), Hungary ranks 26th in the overall ranking and 7th in that referring to EECA for 
access to credit.  

Although access to credit is not considered a major impediment to development 
Hungary still falls short of the ideal that the OECD Brasilia Action Statement proposed for 
SME financing: “access to appropriate types of financing structures and facilities that are 
especially required to allow SMEs and entrepreneurs to take advantage of the opportunities 
provided by innovation, notably through the diffusion of information and communications 
technology” (OECD, 2006a, 2006b). Indeed, the great improvement of the role of banks has 
solved the financing problems of only a subset of SMEs. Failure to access external finance 
can be a critical impediment to entrepreneurship and the further development of SMEs which 
otherwise have the potential to expand rapidly. 
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Table 7.5. In-house product and process innovators by firm size in OECD countries, 
2002-041 

As percentage of all firms2 

SMEs Large firms SMEs Large firms

Hungary 8.0 27.4 5.3 15.8

Slov ak Republic 8.4 28.4 6.7 20.4

Norw ay 17.7 31.9 10.0 21.2

Australia 24.0 32.0 28.0 46.0

Poland 10.2 32.1 10.9 30.6

Netherlands 14.9 33.4 8.2 22.7

Italy 11.7 35.7 14.0 26.6

Spain 14.5 35.9 18.5 34.7

Portugal 14.9 36.0 17.6 28.9

Japan 14.0 37.0 8.0 25.0

Czech Republic 17.6 37.5 13.4 26.8

New  Zealand 25.0 39.0 22.0 33.0

Finland 18.5 42.7 13.2 27.8

Sw eden 25.2 44.1 16.3 32.0

Denmark 22.5 46.5 17.5 40.8

Ireland 32.1 47.5 32.4 54.8

France 14.8 50.1 17.8 44.5

Austria 24.8 51.2 19.1 34.4

Greece 20.2 51.4 25.5 51.4

Canada 3 44.4 52.4 46.3 60.2

Korea 21.9 52.6 6.5 12.2

Germany 27.3 53.7 15.4 32.4

Lux embourg 27.3 53.7 21.5 46.3

Belgium 25.7 54.0 22.8 46.4

Product innov ators Process innov ators

 

1. Or nearest available years. 

2. SMEs: 10-249 employees for European countries, Australia and Japan (persons employed); 10-99 for 
New Zealand, 10-299 for Korea, 20-249 for Canada. 

3. Manufacturing only. 

Source: OECD (2007), Science, Technology and Industry Scoreboard 2007, OECD, Paris. 

There are various reasons for SMEs’ limited participation in credit markets. First, there 
is an issue of ignorance or worry of many entrepreneurs concerning the existing credit 
possibilities and their features. Second, the credit guarantee and insurance system is 
insufficiently developed. Third, there still is a reputation and trust problem that prevents the 
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matching of demand and supply and that can only be solved, for most small entrepreneurs, 
by financial institutions rooted locally. Fourth, as in other OECD countries, many small 
entrepreneurs avoid credit financing to avoid weakening or jeopardising their control over 
the enterprise. Fifth, there is also pure conservatism and fear or inability of growing. While 
some of these problems might be amenable to capacity building in the financial sector, others 
relate to attitudes and capacities of the entrepreneurs themselves. 

The government took positive steps to ease the traditional aversion of large banks to 
SME credit, particularly with the multi-pillar special credit system set up in 2003 and jointly 
operated by various credit institutions and organisations.10 However, small locally-based 
banks continue to play a very modest role in extending credit to enterprises, which can 
explain why smaller firms, as in many countries, avoid using bank credit and rely on their 
own and family resources.  

Other financing instruments show a pattern similar to that of bank credit: rapid 
development, but inability to attract the large majority of enterprises and overall modest 
impact (JEREMIE, 2007; MoET, 2007b). The importance of microfinance has been rapidly 
decreasing in recent years, while banks have preferred to target more developed clients. In 
Hungary there is currently no significant finance programme targeting potential 
entrepreneurs. Perhaps the most successful innovation has been leasing, whose amount has 
increased threefold between 2000 and 2005, reaching 5.4% of GDP. However, 80% of 
transactions are related to vehicles. Factoring is still highly underdeveloped, similarly to 
business angels and venture capital (Figure 7.2). Where these instruments exist, they 
concentrate on expanding businesses and are nearly absent in the seed stage and weak in the 
start-up stage. The majority of government guarantee operations relate to loans extended to 
micro-enterprises. Credit guarantees for SMEs are administered by two major funds created 
by the state and the large public and private banks, savings cooperatives and associations of 
entrepreneurial interest representation.  

The Strategy pursues the important objective of increasing the share of SMEs making 
use of credit. However, the role of a wider range of financial actors and instruments 
(e.g. small locally-based banks, business angels; guarantees) could usefully receive more 
emphasis, as suggested by good practices in other OECD countries (OECD, 2006b, 2007b).  

Reducing barriers to Hungarian SME access to international markets 

Access to international markets can offer important opportunities to SMEs which, if 
exploited, can have positive overall effects for economic growth (OECD, 2006c). However, 
various real or perceived barriers exist that diminish the potential internationalisation of 
SMEs. In Hungary, as in most other OECD countries, a disproportionate share (nearly 
two-thirds) of exports come from large enterprises (Table 7.1), in particular from the 
subsidiaries of multinational companies, and large firms also have a much higher proportion 
of exports to employment than do SMEs. OECD and the Asia-Pacific Economic Cooperation 
(APEC) SME policy makers11 considered the issue of barriers to SME access to international 
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markets and commissioned a survey which identified the ten most important obstacles 
(OECD, forthcoming). Results are reported in Table 7.6. 

Figure 7.2. Venture capital investments, 2003 and 2006  
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1. Australia data corresponds to 2003-05 period. 

Source: Thomson Financial, PwC, EVCA, NVCA, AVCAL, NZVCA and OECD calculation. 

Of the top ten barriers to SME access to international markets, some are probably also 
prominent in Hungary. These include inadequate quantity of and/or untrained personnel for 
internationalisation, which is probably due also to the superior pay and work conditions that 
foreign subsidiaries offer to the most skilled people. Shortage of working capital to finance 
exports should not be particularly important for high-growth and open SMEs, while for more 
traditional enterprises this potential barrier is second to the lack or insufficient development 
of relevant capabilities.12  

Barriers to foreign market access, including limited information to locate/analyse 
markets, identifying foreign business opportunities, and unfamiliar exporting 
procedures/paperwork, may be important since the services necessary for SMEs to overcome 
them are not particularly developed in Hungary. There is a rationale for policies overcoming 
this gap also by means of public supply of information on foreign markets and education and 
technical support regarding internationalisation procedures, particularly for SMEs.  
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Table 7.6. The top ten barriers to SME access to international markets 

Rank-weighted factor OECD 1995 classification Description of barrier
1 Capabilities Inadequate quantity of and/or untrained 

personnel for internationalisation

2 Finance Shortage of working capital to finance 
exports

3 Access Limited information to locate/analyse 
markets

4 Access Identifying foreign business 
opportunities

5 Capabilities Lack of managerial time to deal with 
internationalisation

6 Capabilities Inability to contact potential overseas 
costumers

7 Capabilities Developing new products for foreign 
markets

8 Business environment Unfamiliar foreign business practices
9 Capabilities Meeting export product 

quality/standards/specifications
10 Access Unfamiliar exporting 

procedures/paperwork  

Source: OECD (forthcoming), Removing Barriers to SME Access to International Markets, OECD, Paris. 

The participation in international activities provides important growth and learning 
opportunities to SMEs (OECD, 2000, 2004, 2006c, forthcoming). Increasing exports is 
prominent among the Strategy objectives. However, other forms of internationalisation do 
not receive attention in the Strategy. Increasing SMEs international activity will be possible 
only if Hungary is able to remove part of the barriers to foreign trade that for the time being 
ranks the country only 45th in the World Bank (2007) index of trading across borders and 7th 
in the EECA index.13  

Evaluating SME policies and programmes 

The OECD Istanbul Ministerial Declaration underlines the need to strengthen the 
“culture of evaluation” of SME and entrepreneurship policies (see the section above on 
Fostering SME competitiveness and entrepreneurship). This is necessary in order to: 
establish the impact of policies and programmes; make informed decisions about the 
allocation of funds; show the taxpayer and business community whether the programme is a 
cost-effective use of public funds; stimulate informed debate; and achieve continued 
improvements in the design and administration of programmes (OECD, 2008). 

Evaluation should follow a standardised approach in order to provide policy makers, 
experts and the public with technically grounded and comparable data. The “Six Steps to 
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Heaven” provide a method for assessing the impact of SME policy (OECD, 2008). The Six 
Steps procedure recognises that there are different levels of sophistication regarding the 
evaluation process, ranging from the initial taking up of evaluation schemes to the more 
demanding taking account of selection bias. The first three steps are monitoring activities 
relying exclusively upon the views of the recipients of the policy support and only the three 
last steps are proper evaluation activities, seeking to contrast the recipients’ views with those 
of a control group of non-recipients in order to present the “counter factual”. The difference 
between recipients’ results and the “counter-factual” is an estimate of the impact of the 
policy – or its “additionality”. The degree of increasing sophistication from Step 1 to Step 6 
corresponds to the increasing confidence the policy maker can have in attributing changes in 
outcomes observed in businesses supported under the programme.  

Evaluation in Hungary now is only moving through the first steps and an evaluation 
culture is still lacking. Evaluation at the level of policy makers is still more formal than 
substantial: only few programmes have been evaluated and this process has remained so far 
rather unsophisticated. In fact, existing evaluation is more an assessment done in terms of 
number of interventions (typically: how many enterprises – possibly distinguished into 
micro, small, and medium-sized enterprises – applied to and received funds from individual 
programmes), jobs created and funds spent (possibly broken down by size class of 
enterprises and aim of the application). Typically the results of the programmes are not 
analysed against what would have happened without the programme. 

The lack of an “evaluation culture” is not the only reason for the absence of SME and 
entrepreneurship programme evaluation. Another cause is the lack of continuity in 
programme application: too little time is allowed to pass to identify the impact of the 
programmes on targets. Programmes are typically implemented with an insufficient time 
perspective and inadequate human and financial resources to monitor the outcome after the 
active components of the programme itself (typically financing) have terminated. When the 
programme is closed and replaced by another programme and no monitoring takes place, it 
becomes impossible to evaluate its impact both because relevant information and data are 
missing, and because the effects on the initial target depend also upon the new programme. 
Finally, interest in evaluation is weakened by lack of consequences from failure in meeting 
the objectives of the programme. As a consequence, evaluation practices are currently 
inadequate for assessing SME policies.  

The Strategy promises to initiate a new phase of evaluation in SME policies in 
Hungary: it includes a plan for monitoring and takes responsibility for an interim assessment 
of the impact of the Strategy. In order to make this possible, it defines a set of targets and 
distinguishes them according to their nature and relevance (strategic targets, comprehensive 
objectives, horizontal targets). This approach is the necessary starting point for 
institutionalising the process of monitoring and evaluation. A number of conditions has to be 
met in order to make monitoring effective. First, objectives should be independent of each 
other: any mutual influence would prevent a proper evaluation of the impact of individual 
policy instruments on a given objective, since the impact could depend upon the performance 
of a different policy instrument used to pursue a different objective. Second, objectives 
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should also be clearly and precisely specified. For instance, the Strategy’s main strategic 
target of “increasing the economic performance of small and medium-sized enterprises” 
is expressed as the increase of the ratio of gross value added produced by SMEs from the 
current 52% to 55% by 2013. However, it does so without specifying whether this will be the 
outcome of growing numbers of SMEs or the expansion of existing SMEs.  

While Hungary is still at the start of the “Six Steps to Heaven” path, a culture of 
evaluation is taking hold. What remains to be done urgently is to give sufficient time stability 
to entrepreneurship and SME-related policies and programmes. 

Assessment and recommendations  

SMEs in Hungary have great potential that still needs to be realised. Their weight in the 
economy, their job creation and their capacity for innovation give them a key role in 
achieving the country’s growth objectives. To improve SME performance requires: (i) that 
broad framework policies affecting the business environment take account of the constraints 
facing SMEs, notably their cost constraints and limited capacity to deal with complexity in 
area such as tax, regulation and accessing international markets; and (ii) that policies and 
programmes targeted at SMEs specifically have a clear rationale in terms of correcting 
market failures, are capable of reaching their objectives, and do so in a cost-effective way. 
Considerable progress has been made in recent years, for instance as regards SME access to 
credit, and strengthening the contribution of SMEs to the economy has become a priority 
among policy goals. However, notwithstanding these improvements, SME policies have been 
neither cost-effective nor sufficiently stable over time and they still seem unlikely to foster 
Hungarian SMEs’ competitiveness in the globalised knowledge-based economy.  

A deficiency of many policies to date is that they have been primarily targeted to 
existing SMEs and have somehow failed to foster innovative and internationally competitive 
SMEs. Important issues such as awareness and capacity building, opportunity recognition 
and utilisation, may have been overlooked. As a consequence, most SMEs have created jobs 
but hardly innovated. This is the challenge for the years to come.  

These considerations should determine the nature and content of the policy instruments 
chosen. The determinants of entrepreneurship, as defined by the OECD Entrepreneurship 
Indicators Project, relate to areas such as: regulatory framework, entrepreneurial capabilities, 
access to finance, R&D and technology, culture and market conditions. It appears that the 
effective articulation of an Entrepreneurship Policy, focused on these issues and targeted at 
potential and nascent entrepreneurs, and an SME Policy, supporting the development and 
growth of existing SMEs, is lacking in Hungary. Facilitating entry of new entrepreneurs with 
strong motivation and skills and alerted to catch opportunities, may be a promising way for 
Hungary to increase the number of fast-growing productive firms (OECD, 2002b).14  

The new Strategy constitutes an important step toward overcoming the main problems 
afflicting the sector. It affords a detailed and realistic situation analysis and builds upon it the 
detailed formulation of a new strategy for the development of SMEs. It places SME policies 
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in a perspective that is broader, more detailed and better defined than in the past. These 
policies also promise to be better co-ordinated, both internally and with other policy areas.  

Yet the Strategy needs to also go further in the following areas, if it is to tackle the 
critical issues of entrepreneurship for innovation and SME competitiveness satisfactorily:  

• Strengthening existing networking should be promoted by policy makers, since 
this would reinforce the market role of SMEs, improve their competitiveness and 
resilience, support their access to innovation and improve the circulation of 
information and ideas.  

• The regional dimension needs to be better integrated in the Strategy and the 
design of policies, particularly assistance programmes. As noted earlier, regional 
differences in SME characteristics and issues are significant and justify a strong 
regional and local dimension in the design and implementation of programmes. 
Today, with the exception of EU-funded projects, SME policy remains centralised 
in Hungary. 

• Finally, the institutional framework in which the Strategy is going to be 
implemented should be reviewed. While responsibility for SME policy and 
programmes is dispersed over various ministries (e.g. the Ministry of Economy 
and Transport, the Ministry of Agriculture, the Ministry of Finance) and other 
administrations, the responsibility for monitoring the Strategy has been centralised 
in the Ministry of Economy and Transport.15 This centralisation has probably 
facilitated the elaboration of the Strategy, but co-ordination and implementation 
difficulties may nevertheless arise at a later stage. Solving these problems would 
require better co-ordination of SME policy and programmes at all stages, having a 
well-defined single co-ordination body. 

The recommendations found in Box 7.1 are based on the perception of this 
incompleteness and bias of the Strategy. They follow the classification in conceptual and 
action areas used in this chapter. 

Box 7.1. Summary of policy recommendations for improving SME competitiveness 
and fostering successful entrepreneurship in Hungary 

1. Promote a business environment conducive to entrepreneurship and SME 
development.  

1.1. Improve regulatory frameworks. 

− Improve policy co-ordination and establish a stable and predictable regulatory 
framework, giving long-term perspective to policy making and enterprises. 

− Decentralise selective entrepreneurship and SME policy competences and enhance 
the capacity of the state and local authorities to elaborate, co-ordinate and 
implement programmes. 
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1.2. Implement a tax system that entails low compliance costs. 

− Simplify the tax system, broaden the tax base and further decrease the cost of social 
security.  

− Avoid the distortion caused by tax allowances favouring large firms. 
1.3. Ensure that intellectual property rights systems are coherent, easy to understand and 

used effectively. 

− Increase SME awareness of intellectual property rights protection. 

− Support SMEs in the development of the skills necessary for the management of 
their intellectual assets. 

1.4. Promote access to and use of quality information and communication infrastructure. 

− Improve the use through education and training of more sophisticated information 
technologies. 

2. Mobilise human resources. 

• Build entrepreneurial awareness and support its transformation into entrepreneurship 
with consistent, co-ordinated and sustainable long-term entrepreneurship and human 
resources programmes. 

• Facilitate the upgrading of capacities of existing entrepreneurs and managers.  

• Foster and support the co-operation of SMEs with education, information and 
knowledge centres and introduce courses in entrepreneurship and innovation into 
university education. 

3. Provide better financing for entrepreneurship and SME growth. 

• Give top priority and find solutions to financing potential entrepreneurs and start-ups. 

• Increase financing resources for SMES by means of financial instruments better apt to 
local circumstances, including local banks and business angels. 

• Build financing awareness and capacities of entrepreneurs. 

• Develop the guarantee system and its use. 

• Promote measures for investing in high-growth enterprises. 
4. Reduce barriers to Hungarian SME access to international markets. 

• Tune internationalisation instruments according to regions and size groups of SMEs. 

• Use the OECD survey format to find out what Hungarian SMEs regard as the key 
barriers to internationalisation. 

• Provide more complete comparative data on the different forms of international activity 
of SMEs and participate actively in international comparative programmes. 

5. Evaluate SME and entrepreneurship-related programmes. 

• Assess whether the governance structure proposed in the Strategy, and charged with 
achieving stated objectives is well suited to do so. 

• Implement entrepreneurship and SME programmes in a timeframe sufficient to monitor 
outcomes and permits sound evaluation. 

• Ensure that institutional arrangements are in place for evaluations to be carried out in an 
independent manner. 
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Notes

 
1.  According to the Hungarian official definition (Government of the Republic of Hungary, 

2007, p. 10) “an enterprise will qualify as SME if its total headcount is less than 250, and 
its annual net revenue does not exceed the equivalent of EUR 50 million in Hungarian 
Forint (HUF), or its balance sheet total does not exceed the HUF equivalent of 
EUR 43 million.” Within the SME category a small enterprise is defined as having less than 
50 employees and an annual turnover or balance sheet equivalent or inferior to the HUF 
equivalent of EUR 10 million. A micro enterprise is defined as a firm with no more than 
10 employees and annual net turnover or balance sheet under the HUF equivalent of 
EUR 2 million. 

2.  According to the Hungarian Central Statistical Office, an enterprise is considered to be 
operating in a given year if it had sales revenues or had at least one employee (MoET, 
2007a, p. 130). 

3. EU19 represents the EU15 member states plus Iceland, Liechtenstein, Norway and 
Switzerland. 

4.  See Figure 2.3.6, “A Summary of the Problems of the SME Sector”, in Government of the 
Republic of Hungary (2007), p. 42. 

5.  Currently there is no significant programme targeting potential enterprises (the net credit 
demand necessary to finance potential enterprises is estimated at EUR 110 million) 
(JEREMIE, 2007). 

6. See the related recommendations of the 2004 OECD Istanbul Ministerial Declaration on 
“Fostering the Growth of Innovative and Internationally Competitive SMEs”. The 
Declaration was adopted by ministers and representatives of governments participating in 
the OECD conference held in Istanbul on 3-5 June 2004. 

7. The Istanbul Ministerial Declaration also identified “the need to strengthen the factual and 
analytical basis for policy making so that policy decisions can be based on empirical 
evidence.” This issue is not specifically addressed in the Strategy, except for the 
Hungarian XXXIV Act of 2004 which “requires that in data provisions of the Hungarian 
Central Statistical Office and the Hungarian Tax and Finance Control Administration SMEs 
must be differentiated according to headcount” (Government of the Republic of Hungary, 
2007, p. 10).  

8. Direct burdens to Hungarian entrepreneurs (comprising data provision to the public 
administration and other burdens related to public administration procedures). 
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9.  As recommended by the OECD Tokyo Action Statement on Strengthening the Role of 

SMEs in Global Value Chains (OECD, 2007a). 

10. The programme included a Micro Credit Programme, a Midi Credit, the Europe 
Technological Catching-up Investment Credit Programme and the Széchenyi Card, by far 
the most successful programme offering access to a maximum of EUR 40 000 credit 
(increased to EUR 100 000 in QI 2006) for unlimited use, to manage liquidity problems, 
subject to a simplified procedure, with the state budget providing a 50% guarantee fee 
subsidy for every card issued and with a state interest subsidy of 2%. 

11. OECD Working Party on SMEs and Entrepreneurship and APEC SME Working Group. 

12. Only few responses were received from Hungarian SMEs to the questionnaire. It is 
recommended that Hungary continues this analysis in the future in order to have an 
internationally comparable picture of domestic conditions regarding this issue. It would be 
desirable that Hungary participates actively in the OECD WPSMEE study on “SME 
Internationalisation” that would generate internationally comparable data for Hungary. It 
would also be useful to have more complete data on the international activity of SMEs, 
including data on imports (only exports are mentioned in Government of the Republic of 
Hungary, 2007 and MoET, 2007a in conjunction with SMEs), comparative data on foreign 
direct investment, outsourcing, multinational networks and alliances, and on indirect 
internationalisation through the supply of components and services to domestic exporters. 

13. This index is based on the compilation of “procedural requirements for trading a standard 
shipment of goods by ocean transport. Every official procedure – and the associated 
documents, time and cost – for importing and exporting the goods is recorded, starting with 
the contractual agreement between the two parties and ending with delivery of the goods. 
For importing the goods, the procedures measured range from the vessel’s arrival at the port 
of entry to the shipment’s delivery at the factory warehouse. For exporting the goods, the 
procedures measured range from the packing of the goods at the factory to their departure 
from the port of exit (World Bank, 2007, p. 39). 

14. As a follow-up to the 2002 study, the OECD Working Party on SMEs and Entrepreneurship 
is carrying out a project on “High-Growth SMEs, Innovation, Intellectual Assets and Value 
Creation”.  

15. The Strategy was prepared by the Department for Enterprise Finance of the Ministry of 
Economy and Transport (MoET), with the technical support of other departments of the 
Ministry and of the EU and the Governance Group of KPMG Consulting Ltd. 
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Chapter 8 
 

Innovation: Fostering Rapid Productivity Growth1 

Hungary has made steady progress in closing the income gap vis-à-vis high-income 
OECD economies. The level of innovation activity and performance, however, has 
remained comparatively low by most available indicators. As the income gap narrows, 
Hungary will have to raise its innovation performance in order to sustain the 
convergence process. Creating framework conditions conducive to innovative 
entrepreneurship and building efficient institutions of science, technology and 
innovation policy are key in boosting innovation. While many elements of a modern 
innovation system have been put in place since 1990, a more stable governance 
structure and medium- to long-term perspective in the realm of public research and 
development (R&D) policy would be helpful, not least to make efficient use of 
increased public funding for R&D and innovation co-financed by the European Union. 
More systematic monitoring and evaluation of public support programmes for 
innovation would provide the basis for a more evidence-based policy. In addition, there 
is a need to adopt more specific measures addressing major challenges facing 
Hungary’s innovation system: enhancing human resources for science and technology; 
fostering innovation in the business sector as well as excellence and relevance of public 
research; and developing international linkages in science, technology and innovation. 
These issues will be addressed in this chapter, and – in more detail – in OECD 
Reviews of Innovation Policy: Hungary (OECD, 2008a forthcoming). 
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Background and key policy recommendations 

Innovation plays a key role in driving long-term, sustainable economic growth in 
Hungary – as elsewhere. Thus, raising innovation capabilities, including for R&D-based 
innovation, throughout the economy remains a major challenge for securing long-term 
productivity growth and raising living standards. Although Hungary’s productivity growth 
has exceeded that in more advanced OECD economies since 1995, the country’s innovation 
performance is generally judged to remain well below its potential, a view corroborated by 
many of the conventional innovation performance indicators. This chapter explores the 
possible reasons behind this and proposes pertinent policy remedies. The key policy 
recommendations flowing from this analysis can be summarised as follows: 

• upgrade the representation of science, technology and innovation (STI) policy 
to the highest level of government and improve co-ordination with the aim to 
integrate STI policy better into overall policy making; 

• continue reviewing and improving framework conditions in order to make 
them more conducive to innovation; 

• clarify priorities and long-term strategic goals of STI policy and safeguard 
public funding for science, technology and innovation against being “crowded 
out” by short-term emergencies;  

• foster the stability and accountability of institutions involved in formulating 
and implementing STI policy programmes and instruments; 

• foster evidence-based policy making by applying advanced monitoring and 
evaluation practices on a regular basis; 

• review and assess the current STI policy mix, including direct support 
instruments and fiscal incentives, in order to raise the efficiency of public funding. 

Detailed elements of these general recommendations and their underlying rational are 
discussed below. 

Recent developments and international comparison 

In some parts of the Hungarian economy the post-1990 transformation was 
accompanied by a surge in innovation, primarily based on the diffusion of international best 
practices through the transfer of technological knowledge developed and already in use 
abroad; the adoption of advanced management practices and business models; the 
importation of knowledge “embodied” in intermediate and capital goods (machinery and 
equipment), etc.2 This boost is to some extent reflected in Hungary’s total factor productivity 
(TFP) growth.3 According to results of the EU project, Productivity in the European Union: 
A Comparative Industry Approach (EU KLEMS) (van Ark, O’Mahony and Ypma, 2007), 
Hungary recorded stable and – compared with the other EU member states – high growth of 
gross value added (4.1% per year over the period 1995-2004).4 About half of the growth of 
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gross value added in the market segment of the Hungarian economy during this period can be 
attributed to TFP growth. 

Despite robust TFP growth, the overall level of innovation activity as measured by 
most standard indicators of innovation input, output and technology diffusion has remained 
comparatively low in the economy at large (see the rankings using a selection of indicators 
presented in Table 8.1). The weakness in recorded innovation activity seems to be related to 
the fact that much of the innovation and, in particular, R&D is concentrated in some large, 
export-oriented, often foreign-owned enterprises, operating in a limited number of 
manufacturing industries, and – to a lesser extent – in some parts of the service sector.5 In 
contrast, most small and medium-sized enterprises (SMEs) record no or only feeble 
innovation activity. What seems to be lacking in particular is a strong segment of 
medium-sized innovation-oriented firms (see also Chapter 7). Moreover, there is relatively 
little innovation activity that is based on domestic R&D and technology development. 

The role of innovation in (long-term) economic development 

It is obvious that cross-border diffusion of technological knowledge is very important 
for small countries and especially – as emphasised by the literature on catching-up – for 
countries lagging behind the technological frontier (Gerschenkron, 1962; Abramovitz, 1986; 
Fagerberg, 1994). However, even for large, technologically advanced economies such as the 
United States or the European Union (EU), cross-border knowledge diffusion is of key 
importance for economic performance in the longer term (Hollenstein and Hutschenreiter, 
2001).6 Consequently the diffusion of technology and international best practices in 
organisation and management will continue to play an important role in productivity growth, 
especially since Hungary’s process of catching up is far from complete. Extrapolating the 
growth differentials observed in recent years (before the deceleration in 2007) implies 
catch-up with average per capita gross domestic product (GDP) in the EU within about 
25 years (OECD, 2007a). 

However as the income and technology gap gradually narrows, domestic research and 
technological development will have to play an increasing role, if Hungary is to achieve 
sustainable high growth in the future: 

• Technological knowledge, even if publicly available, is in many cases not 
appropriable unconditionally (and thus differs from textbook definitions of public 
goods). Rather, potential innovators have to be equipped with certain capabilities, 
referred to as “learning” or “absorptive capacities” (Cohen and Levinthal, 1989), 
in order to be able to adopt and make efficient use of existing technological 
knowledge. In this sense, the appropriation of technology itself is a 
knowledge-intensive process. Own R&D activity may help to build and maintain 
these absorptive capacities. There is evidence that more productive firms may be 
able to benefit more from spillover opportunities created by foreign multinational 
investments.7 
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Table 8.1. Hungarian rankings in international comparison 

OECD OECD CEECs 3

Business R&D intensity 1 OECD, Main Science and 
Technology Indicators 
database, May 2007

2005 24/30 2/4

R&D personnel (per 1 000 
employment)

OECD, Main Science and 
Technology Indicators 
database, October 2007

2006 24/29 3/4

Rate of tax subsidies for 
USD 1 of R&D

OECD, STI-EAS 2007 2006-07 9/30 2/4

Firms collaborating in 
innovation activities

Eurostat, CIS4 (New 
Cronos), May 2007 and 
national data sources

2002-04 21/26 (all firms)
23/26 (SMEs)

4/4

Triadic patent families 2 OECD, Patent database, April 
2007

2005 22/27 2/4 4

Scientific articles OECD, Main Science and 
Technology Indicators, June 
2007; National Science 
Foundation (2006), Science 
and Engineering Indicators 
2006

2003 25/30 3/6 5

Business use of Internet 
and websites

OECD, ICT database and 
Eurostat, Community Survey 
on ICT usage in enterprises, 
April 2007

2006 28/28 4/4

Broadband penetration OECD, ICT database and 
Eurostat, Community Survey 
on ICT usage in enterprises, 
April 2007

2006 23/28 2/4

Broadband prices OECD, Communications 
Outlook 2007

2006 4/29 1/4

Ranking institution/authorIndicator

Hungary's ranking/number of countries

Hungary's ranking among
Year

 

1. Ratio of growth expenditure on R&D to GDP. 

2. Patents filed at the European Patent Office (EPO), the US Patent and Trademark Office (USPTO) and the Japan 
Patent Office (JPO) which protect the same invention.  

3. OECD CEECs includes the Czech Republic, Hungary, Poland and the Slovak Republic. 

4. Slovenia is included here, but not the Slovak Republic. 

5. Includes also Romania and Slovenia. 

Source: OECD (2007b), Science, Technology and Industry Scoreboard 2007, OECD, Paris. 
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• Innovation based on domestic R&D can be expected to gain in importance as the 
income and productivity gap narrows and Hungary moves closer to the 
technological frontier. Already today, there are numerous Hungarian business 
firms exposed to international competition which cannot survive or grow without 
own research and technological development activities feeding a constant flow of 
innovation. 

• The ongoing process of globalisation of R&D (OECD, 2008b forthcoming) 
provides new opportunities but also poses challenges through increased 
international competition from a larger number of actors. Some of the emerging 
economies, including China, are set to compete not just based on traditional 
comparative advantage – based on the abundance of unskilled labour – but 
increasingly also in areas with higher knowledge content (OECD, 2008c 
forthcoming). Some of these countries are emerging as major destinations of 
foreign direct investment (FDI) in R&D. Hungary will need to take measures to 
strengthen its R&D base in order to stay competitive as a location of such 
activities. 

As elsewhere, innovation plays a key role in driving long-term, sustainable economic 
growth in Hungary. Thus, raising innovation capabilities, including for R&D-based 
innovation throughout the economy remains a major challenge for securing long-term 
productivity growth and rising living standards. This is recognised in Hungarian policy 
documents. At the same time, there is scope for both fostering excellence and critical mass of 
research and of broadening the basis of innovative activity by improving the framework 
conditions for innovation as well as specific policies to promote science, technology and 
innovation. 

Innovation activity and performance: key facts 

Hungary’s level of innovation activity and performance is low by most available 
measures, although some tendency towards improvement can be observed in a number of the 
indicators concerned. However, given the size of the gap vis-à-vis the more advanced 
economies and the dynamism of some emerging economies, these improvements appear 
disappointing. The following points – grouped into functional categories – highlight 
characteristic features related to innovation. 
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R&D activity and patenting 

• Low overall investment in R&D. Gross expenditure on R&D (GERD) is low by 
international standards. Following the restructuring and far-reaching reform of the 
Hungarian research and innovation system in the period of transition, R&D 
intensity (ratio of GERD to GDP) reached a low in the second half of the 1990s, 
fluctuating around 0.7%, but has moved upwards since towards 1% of GDP 
(2006). Hungary thus holds an intermediary position between Slovenia and the 
Czech Republic on the one hand, and Poland, the Slovak Republic and Romania 
on the other, all of them lagging far behind the respective averages of the OECD 
and the EU (Table 8.2). 

Table 8.2. Total R&D intensity and business R&D intensity in selected countries, 2006 

Country R&D intensity 2 Business R&D 

intensity

3

Czech Republic 1.54 1.02

Hungary 1 0.48 4

Poland 0.56 0.18

Romania 0.46 0.22

Slov ak Republic 0.49 0.21

Slov enia 1 1.49 0.88

Austria 2.45 1.66

OECD av erage 1 2.25 1.53

EU15 1 1.87 1.18

EU27 1 1.74 1.09

China 1 1.43 1.02

Chinese Taipei 1 2.46 1.65

Israel 4.53 3.5

Russian Federation 1.08 0.72

Singapore 1 2.36 1.56

South Africa 1 0.92 0.54  

1. Data for 2005. 

2. Gross expenditure on research and development (GERD) as a percentage of GDP. 

3. Business enterprise expenditure on research and development (BERD) as a percentage of GDP. 

4. The corresponding figure given by the Hungarian Central Statistical Office is 0.43, reflecting slight differences in 
coverage. 

Source: OECD (2007), Main Science and Technology Indicators (MSTI), October, OECD, Paris. 
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• Even lower business R&D spending. Despite a recent pick-up, low levels of 
business sector expenditure on R&D (BERD; 0.48% of GDP in 2006) – and 
innovative activity more generally – are a particular source of concern. In an 
international comparison Hungary’s ranking is similar to that observed for overall 
R&D intensity. 

• A recent shift towards more business-funded R&D. From 1994 to 2004, the 
government funded more than half of GERD in all years but one. A shift towards 
more business funding – the pattern observed in the more advanced OECD 
economies – may have set in since 2004 (with business funding about 43% of 
GERD in 2006). This still falls short of the OECD average of business funding 
(63% in 2005). This contributes to a low share of R&D performed in the business 
sector despite the comparatively large share of R&D funding Hungarian firms 
receive from abroad. It remains to be seen whether the increase in the share of 
business sector funding will continue. In the long term, the relatively high share of 
funding of business sector R&D from abroad is more likely to be sustained if 
R&D-intensive enterprises were more tightly linked to the Hungarian research 
institutions and other businesses.  

• Heavy concentration of R&D activity. R&D is heavily concentrated in relatively 
few large firms under foreign ownership, operating in a narrow range of 
industries. Moreover, R&D is heavily concentrated in central Hungary (i.e. the 
region in which the capital, Budapest, is located). This suggests that innovation is 
not sufficiently broad-based. There is also a spatial mismatch insofar as much of 
the new FDI-based manufacturing activity is located in the western part of the 
country which is relatively weakly endowed with public research capacity. 

• Weak patent activity. Patenting and other activities related to intellectual 
property rights (IPR) both of business firms and public research organisations is 
weak by international standards. Hungarian firms are far less active in filing 
applications for patents, industrial design, and trademarks than their counterparts 
in more advanced OECD economies. Among OECD countries Hungary has one of 
the lowest per-capita numbers of patents filed at the European Patent Office 
(EPO), the United States Patent and Trademark Office (USPTO) and the Japanese 
Patent Office (JPO) protecting the same invention. 

Innovation behaviour and performance 

• Relatively low innovation expenditure. In addition to R&D spending, innovation 
expenditure includes expenditure on machinery, equipment, licenses, and 
know-how for the introduction of new products and processes, and is thus a 
broader input indicator. According to the most recent innovation survey data 
(2004), Hungary is among the bottom third of surveyed countries in terms of 
innovation expenditure (3.1% of turnover of innovative firms). Hungarian firms 
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quote “innovation cost too high” and “lack of own resources” as the two main 
obstacles to innovation. There are indications that the low share of innovative 
business firms is related to a lack of (sophisticated) demand for innovative 
products and services. This may be mainly the case for the bulk of SMEs 
operating for regional markets. Another perceived obstacle is insufficient 
capabilities to co-operate. 

• Scarcity of innovative firms. Hungarian enterprises show a significantly lower 
propensity to innovate than businesses in most EU member states (Box 8.1). In the 
Community Innovation Survey (CIS) only about every fifth Hungarian enterprise 
(with more than 10 employees) reports some kind of innovation activity (23.3% as 
compared to a 44% EU15 average in 1999-2001, and 21% in 2002-2004). 
However, concerning the share of new-to-market products in turnover, Hungarian 
firms appear to perform comparatively well. 

• Low levels of product and process innovation, notably in SMEs. Hungarian 
firms report the lowest propensity to perform in-house product innovation among 
the 24 OECD countries for which comparable innovation survey data are available 
(Figure 8.1). This is also the case for in-house process innovation, both by SMEs 
and large firms. SMEs display a low propensity to introduce either product or 
process innovation. Hungary shares this feature with other new EU member states 
(Figure 8.2). An increasing, but in the EU15 context, still relatively small share of 
firms (38.1% according to CIS4) are combining product and process innovation. 

Box 8.1. Types of innovation 

• Product innovation: the introduction of a good or service that is new or significantly 
improved with respect to its characteristics or intended uses. This includes significant 
improvements in technical specifications, components and materials, incorporated 
software, user-friendliness or other functional characteristics. 

• Process innovation: the implementation of a new or significantly improved production 
or delivery method. This includes significant changes in techniques, equipment and/or 
software. 

• Marketing innovation: the implementation of a new marketing method involving 
significant changes in product design or packaging, product placement, product 
promotion, or pricing. 

• Organisational innovation: the implementation of a new organisational method in the 
firm’s business practices, workplace organisation, or external relations. 

Source: OECD (2005a), Oslo Manual: Guidelines for Collecting and Interpreting Innovation Data, 3rd edition, 
OECD, Paris. 
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Figure 8.1. In-house product innovators by establishment size,1 2002-20042 
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1. SMEs: 10-249 employees for European countries, Australia and Japan (persons employed); 10-99 for 
New Zealand, 10-299 for Korea, 20-249 for Canada. 

2. Or nearest available years. 

3. Manufacturing only. 

Source: Eurostat, CIS-4 (New Cronos, May 2007), also reproduced in OECD (2007b), Science, Technology and 
Industry Scoreboard 2007, OECD, Paris. 
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Figure 8.2. In-house process innovators by establishment size,1 2002-20042 
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1. SMEs: 10-249 employees for European countries, Australia and Japan (persons employed); 10-99 for 
New Zealand, 10-299 for Korea, 20-249 for Canada. 

2. Or nearest available years. 

3. Manufacturing only. 

Source: Eurostat, CIS-4 (New Cronos, May 2007), also reproduced in OECD (2007b), Science, Technology and 
Industry Scoreboard 2007, OECD, Paris. 

Research output and industry-science relationships 

• Average publications output, but comparatively high “research 
productivity”. Publication output per researcher is close to the EU15 (85%), 
while funding is just 40% of EU15 spending per researcher and 47% of funding 
per publication. Citation-related indicators suggest that the quality of publications 
is also much closer to the EU average than the level of funding. 

• Lack of mobility and co-operation between actors. While there are observable 
strengths in the research system, the intensity of co-operation between enterprises 
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as well as industry-science relationships appears to be weak and the mobility of 
personnel between academia and industry rather low. 

• Slow adaptation of public research organisations, including universities and the 
Hungarian Academy of Sciences. There has been comparatively slow change and 
adaptation of institutions in the research system in the past. Only recently have 
these institutions embarked on changes that have been implemented earlier in 
other OECD countries (like a shift from institutional block grants towards 
competitive funding for scientific research; or institutional reforms aiming at 
greater collaboration with other actors in the innovation system, notably industry). 

Human resources for science and technology 

• Limited human resources in science and technology. The adjustment of the 
education system to rapidly changing market requirements has been lagging. 
Tertiary level educational attainment of the working age population is low, and 
there are signs of mismatches between demand and the perceived quality of the 
output of graduates as well as the structure of students’ enrolment (see Chapter 6). 
Specifically, the low share of science and engineering (S&E) students and 
graduates is a source of concern. Hungary turns out fewer S&E graduates relative 
to the total number of new degrees than any other OECD country. Hungary’s 
number of researchers per 1 000 persons employed (4.1) was just over half the 
OECD average in 2005 (7.4). 

To summarise, the overall level of innovation activity is low and R&D-based 
innovation even weaker. Hungary exhibits some features of a “dual economy” consisting on 
the one hand of a segment of large, typically foreign-owned companies, which are 
well-integrated in international production, distribution and, in some cases, R&D and 
innovation networks. On the other hand there is a large sector of domestic SMEs which are 
characterised by low innovation capabilities and typically operate in local markets. A 
positive sign is the emergence of more sophisticated suppliers in certain areas of economic 
activity (e.g. in the automotive cluster) as well as a limited number of highly innovative, 
research-based firms. While some promising examples of co-operation between business 
firms and universities have begun to emerge in selected industries and some regions, the role 
of the science and higher education institutions in the innovation system could be improved, 
both as regards the output of human resources (notably of science and engineering graduates) 
and the intensity of collaboration in R&D and innovation. 

Major issues for Hungary’s science, technology and innovation policy 

The overarching goal of Hungary’s STI policy is to improve the performance of the 
Hungarian research and innovation system in order to raise its contribution to economic 
growth. Key tasks for policy arising in this context include, e.g. to improve the innovation 
performance of domestic firms, and provide favourable conditions for the emergence of 
innovative SMEs; a rapid diffusion of innovation throughout the economy; and greater and 
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improved co-operation between firms and academia. Continuing reform of higher education 
institutions as well as of non-university public research organisations (such as the Hungarian 
Academy of Sciences) is required to strengthen their capacities for providing skilled human 
resources and performing high-quality R&D. 

In order to deal with these tasks Hungarian policy makers need to address the following 
key issues: 

• creating favourable framework conditions for innovation, 

• improving the governance of the innovation system, 

• fostering human resources for science and technology, 

• promoting innovation in the business sector, 

• fostering excellence and relevance of public research, 

• developing international linkages in science, technology and innovation. 

The remainder of this chapter will focus on the first two items on this list. The 
remaining issues, which each require specific policy responses, will be part of the OECD 
Reviews of Innovation Policy: Hungary (OECD, 2008a forthcoming). 

Creating favourable framework conditions for innovation 

Good framework conditions and a healthy business environment are a key prerequisite 
for boosting innovation. There are several reasons why framework conditions play a key role 
for innovation: 

• Innovation activity requires a medium- or long-term horizon and thus a sufficient 
degree of stability of the environment in which it is carried out.  

• Framework conditions are particularly important for R&D, which is even more 
long-term in character than other types of innovation activity. 

• The regulatory framework is of crucial importance for the speed of diffusion, and 
in some cases also for the generation, of specific new technologies. This was 
demonstrated in an impressive manner by developments in the 
telecommunications sector in recent decades. 

• Framework conditions impact on the effectiveness of innovation policies itself. 
Unfavourable framework conditions may reduce the effectiveness of specific 
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policy measures dedicated to foster innovation: no amount of dedicated innovation 
policy measures will be able to compensate for the absence or the serious 
malfunctioning of markets or other fundamental economic institutions. Hungary 
has put in place a broad set of instruments promoting R&D and innovation – good 
framework conditions are needed to make them bear fruit. 

In the following paragraphs the macroeconomic framework, competition and 
intellectual property rights are briefly discussed in the context of innovation. 

Macroeconomic framework 

A stable and macroeconomic framework is of great importance for innovation. It may 
sound paradoxical that stability should be conducive to Schumpeterian “creative 
destruction”. However, a stable macroeconomic environment – in particular strong and stable 
rates of output growth – provides better conditions for business firms to pursue medium- to 
long-term goals which are a salient feature of R&D investment, and of more demanding 
types of product, process and organisational innovation. A sound macroeconomic framework 
may also help investment in R&D and innovation via low and stable rates of inflation and by 
reducing the level and volatility of real interest rates (Jaumotte and Pain, 2005b; OECD, 
2006). 

Apart from these direct effects of macroeconomic conditions on the extent of business 
R&D there may be indirect effects through the policy-making process. Under tight budgetary 
conditions public expenditure directed towards long-term objectives may be crowded out . 
Related long-term issues tend to be moved down the policy priority list. 

Competition 

Product-market competition is a driver of productivity growth either directly or 
indirectly through a positive impact on innovation (Baumol, 2002), at least until a certain 
intensity of competition is reached (Aghion et al., 2005).8 It appears that the type of 
product-market competition is also important in favouring particular types of innovation 
activity (Aghion and Howitt, 2006). Although the relationship between competition and 
innovation is complex (OECD, 2008d forthcoming), empirical evidence, as summarised by 
Ahn (2001, 2002) shows that: 

• While there is no clear-cut relationship between market concentration (or firm 
size) and innovation activity, there is a robust relationship between 
product-market competition and productivity growth (which is closely related to 
innovation activity). 

• An increase in the intensity of competition (e.g. through regulatory reform, 
opening of markets to foreign suppliers) results in an increase in productivity 
growth and higher consumer welfare. 
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• Competition between existing firms is important, but competition from innovative 
new firms may be even more important in securing productivity gains at the 
cutting edge of technology; hence the importance of free entry. 

The interactions between competition in product, labour, and financial markets have 
important influences on innovation and growth. In particular, narrow illiquid capital markets 
and inflexible labour markets hold back most types of innovation activity, except imitation of 
technologies already becoming obsolete in more advanced countries or sectors. 

As the most recent Economic Survey concludes, Hungary has caught up with typical 
OECD practice in terms of competition legislation and oversight. As in other areas, progress 
has been spurred on by entry to the EU, and policy is backed by EU legislation and 
institutions (OECD, 2007a, p. 31).9 

Intellectual property rights 

Protection of IPRs, through patents or in other forms (copyrights, etc.) stimulates 
research by enabling successful innovators to reap rewards and preventing free riding. It also 
contributes to the dissemination of scientific and technological knowledge and helps 
preventing costly duplication of research efforts. These benefits have to be weighed against 
the social cost arising from the delayed diffusion and thus reduced use of the invention over 
the lifetime of the patent, administrative cost, etc. While the relationship between IPRs and 
innovation is a complex one (see Jaumotte and Pain, 2005a), the adoption and 
implementation of modern IPR legislation is an essential part of framework conditions for 
innovation. 

Hungary’s IPR legislation has been brought in line with EU legislation and 
international agreements. The relevant industrial property Acts10 comply with the 
requirements of a market economy and offer adequate protection for innovators. In the 
aftermath of Hungary joining the European Patent Convention on 1 January 2003, patent 
applications at the Hungarian National Patent Office have dropped markedly (to 700-800 per 
year) since many, notably foreign applicants, now file their patents immediately with the 
European Patent Office. 

In summary, Hungary’s accession to the EU has accelerated the adoption of a modern 
set of framework conditions in key areas (e.g. regarding competition policy and IPRs). As a 
consequence, framework conditions for innovation have been improved. In some areas 
discussed in more detail in other chapters – such as macroeconomic imbalances and 
administrative burden on enterprises at various stages of their operation – there is still 
considerable room for improvement. 
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Governance of the innovation system 

Legal framework 

Hungary’s STI policy is based on major legislation adopted in recent years, notably: 

• the Law on Research and Technological Innovation, passed in 2004, stipulating 
the basic principles of public support for R&D and technological innovation;  

• the Law on the Research and Technological Innovation Fund aiming at 
creating a stable and predictable financial source for the support of R&D and 
innovation activities;  

• the Law on Higher Education and its amendments, in line with the Bologna 
process, which induced significant changes in the operation of higher education 
institutions. 

The main actors in the governance of Hungary’s innovation system are presented in 
Box 8.2. 

Major recent policy documents 

Two major government policy documents were approved in 2007: the New Hungary 
Development Plan, 2007-13 and the mid-term Science, Technology and Innovation (STI) 
Policy Strategy, which included an Action Plan. 

The New Hungary Development Plan 2007-13 (NHDP) – Employment and Growth 
is the framework document for allocating the financial resources provided by the 
EU Cohesion and Structural Funds and the national contributions. In total, EUR 23.9 billion 
of EU development funds will be available for Hungary over the total planning period, 
complemented by national co-financing and private capital. The objectives of the National 
Strategic Reference Framework 2007-13 are translated into six thematic and territorial 
priorities, and 15 operational programmes define the areas in – and proportion by – which 
the available funding is allocated. Priorities include economic development, transport 
development, social renewal, environment and energy, regional development and state 
reform. The operational programmes include seven regional and eight “sectoral” 
programmes. The Economic Development Operational Programme (EDOP) approved by 
the European Commission in August 2007 is aimed at improving the competitiveness of the 
Hungarian economy. The funds allocated for the EDOP are meant to increase the “R&D and 
innovation for competitiveness” amount to EUR 822 million (to be supplemented by a 15% 
national contribution), the remaining specific objectives are “complex development of 
corporate capacities” (focusing on SMEs), “development of the business environment” and 
“facilitation of the access of SMEs to financial resources”. 
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Box 8.2. Main actors in innovation system governance 

The Science and Technology Policy Council (TTPK) is the highest-level advisory and 
co-ordination body for science and technology affairs within government. The Council is tasked 
with discussing policy documents, co-ordinating policy measures, and facilitating their 
implementation. It is headed by the Prime Minister, and vice-chaired by two ministers (Education 
and Culture, and Economy and Transport) and by the President of the Academy of Sciences. The 
TTPK’s status has changed repeatedly. It met at least four times a year until 1998, but just once a 
year on average afterwards. Its last meeting was held in January 2006. The Science and Technology 
Policy Advisory Board (TTTT or 4T) is an expert advisory committee comprised of members from 
industry and academia. Its mandate expired in July 2006 and has not been renewed. 

Depending on the changing responsibility of ministers for supervising the National Office for 
Research and Technology (NKTH) and its predecessor, it was sometimes the Ministry of 
Education and sometimes the Ministry of Economy which was at the helm of STI policy 
governance; it is now the Minister of Economy and Transport who supervises the NKTH on 
behalf of the government. The Ministry implements a number of innovation policy measures and 
supervises the government offices in charge of quality management, IP, standardisation, metrology, 
energy and consumer protection. The Ministry of Education and Culture is in charge of the 
formulation and implementation of science and education policies. It supervises the entire public 
education system – from elementary schools to universities. The Higher Education and Research 
Council (FTT) advises the minister on issues of higher education and academic research. The 
sectoral ministries, in particular the Ministry of Agriculture and Rural Development, the 
Ministry of Environment and Water, and the Ministry of Health, are responsible for 
mission-oriented research in their respective area of responsibility. 

The NKTH is in charge of implementing the government’s STI policy, including by designing 
support programmes for R&D and innovation, and managing international R&D co-operation. 
NKTH submits its strategic proposals to the Research and Technological Innovation Council 
(KTIT). NKTH – and its predecessor OMFB (National Committee for Technological Development) 
which played a key role in the restructuring of the Hungarian research system in the 1990s – has 
been continuously repositioned and restructured until this day. 

The Hungarian Scientific Research Fund (OTKA) supports scientific research and the 
development of the research infrastructure, focusing on basic research. It is independent in defining 
its fund allocation strategy, launching funding schemes and deciding on which research projects to 
support. The annual budget of OTKA has been steadily decreasing in recent years to 
HUF 5.2 billion (EUR 20.7 million) in 2007. 

The Hungarian Academy of Sciences (MTA) is a self-governing public body with a high 
degree of scientific, political and financial autonomy. It is both a major provider of R&D and an 
important part of the STI governance system. The president of MTA regularly reports to the 
government and to the parliament on the state of science and technology in Hungary. 

The National Development Agency (NFÜ) is tasked with mid- and long-term development 
and planning activities, including the preparation and implementation of strategic plans and 
operational programmes to make use of EU funds (currently under the National Strategic Reference 
Framework 2007-13). NFÜ is in charge of all but one of the Managing Authorities of the various 
Operational Plans co-financed by the EU Cohesion and Structural Funds. 
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The mid-term Science, Technology and Innovation (STI) Policy Strategy is aimed at 
enhancing the competitiveness of the economy. A major – and very ambitious – objective is 
that knowledge and innovation become the driving engines of the Hungarian economy by 
2013. The document identifies some strategic goals: (i) strengthening of companies’ 
research, technological development and innovation (RTDI) activities; (ii) building of 
internationally competitive RTDI capacities and centres; (iii) strengthening knowledge 
supporting the competitiveness of society; and (iv) strengthening the regions’ RTDI 
capacities. The related Action Plan for 2007-10 consists of a detailed list of 93 tasks and 
specified deadlines, responsibilities and budget lines for their implementation. For example, 
the government plans to revitalise the top-level policy authority, submitting a new law on the 
Academy of Sciences to Parliament with the main goal of separating functions; further steps 
in liberalising the commercialisation activities of universities and public research 
organisations; improving the statistical system; and the co-ordination of the management and 
allocation of public funds. The implementation of the STI Policy Strategy and its Action Plan 
will pose considerable challenges to the administration, and some of its goals – as measured 
against past performance – appear extremely ambitious. 

The public support system 

In recent years two new sources of funding of STI policy measures were made 
available. 

The first of these sources – co-funding from the EU – became available in 2004 with 
Hungary’s EU accession. The New Hungary Development Plan 2007-13 allocates on 
average EUR 138 million per year under the “R&D and innovation for competitiveness” 
priority of the Economic Development Operational Programme. This constitutes a very 
significant boost in public funds available for science, technology and innovation. 

The second new source is the Research and Technological Innovation Fund which in 
turn has two main sources of revenue: the central government budget and the “innovation 
contribution” paid by medium-sized and large enterprises. This contribution is 0.3% of the 
net adjusted turnover. The contribution to the Fund is reduced by the value of in-house R&D 
expenditure, as well as by the expenditure of R&D commissioned from a public or non-profit 
research organisation. Thus, the Fund is aimed at re-allocating resources, complemented by 
matching public funds, towards innovative activities, and to provide a facility for 
pluri-annual funding. Companies’ contributions amounted to HUF 23 billion 
(EUR 92 million) in 2006.11 According to the Law allocations through the Fund must be 
based on open competition, and its use should be transparent and subject to monitoring. The 
Fund was discussed in more detail in the 2005 Economic Survey of Hungary (OECD, 2005b) 
which called for an impact assessment of the offset option that is an essential part of this 
instrument. Such an assessment has not been carried out so far. 

The system of direct support for R&D and innovation consists of about 40 schemes 
addressing a range of issues in the Hungarian innovation system. The majority of these 
schemes focus on promoting business R&D and firms’ innovation activities (20 schemes). A 
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similar number (17 schemes) are aimed at fostering networking and co-operation (among 
them 6 schemes for international co-operation). Four schemes focus on regional innovation. 
There has been a transition towards the use of grants (replacing loans which were previously 
used to support more close-to-market R&D and innovation projects). 

In addition to these direct support schemes there are several fiscal incentives for R&D 
and innovation in place (apart from the deductibility of R&D expenditure from the 
contribution to the Innovation Fund mentioned above). 

• Companies can deduct 200% of their R&D expenditures from their taxable 
income.12 A 300% tax allowance is applicable if a company laboratory is located 
at a university or public research institution. 

• Companies are eligible to a tax allowance based on the wages of researchers 
working in basic or applied R&D projects (maximum 10% of total wages). 

• Students are exempt from paying personal income tax on their student salaries13 
(up to the level of the official minimum wage) if these are earned by performing 
activities in the fields of education, research or other services directly related to 
R&D (such employment as librarians, laboratory assistants, or demonstrators). 

Monitoring, evaluation and stakeholder involvement 

A systematic monitoring and evaluation of programmes or major projects has not been 
standard practice in Hungary’s STI support institutions so far. External evaluations have 
been carried out only occasionally and on an ad hoc basis. Some evaluations are carried out 
internally. While this may be useful, it does not substitute for external, publicly accessible 
evaluations. Indeed, the Law on Innovation of 2004 is aiming at the international 
state-of-the-art by stating that all STI policy measures should be regularly evaluated by 
independent experts. OECD experience shows that it is useful when evaluation panels 
include at least some experts from abroad. Another factor which can be expected to improve 
current practice is the EU requirement that all policy measures financed by the Community 
must be subject to ex ante, mid-term and ex post evaluations. In 2005, the government has 
passed a decree on the evaluation of R&D support projects and programmes. Following the 
recommendation of NKTH, KTIT has decided that three evaluations will be carried out in the 
near future.14 The STI Policy Strategy is the first document of its kind to set indicator-based 
targets against which implementation can be measured.15 

OECD experience shows that a close involvement of major stakeholders in the national 
innovation system in strategy formulation and major STI policy decisions is beneficial: it can 
be instrumental in deriving a shared vision and aligning the interests of major market and 
non-market actors in the innovation system. Actual practices differ significantly across 
OECD countries but there is evidence that countries with a strong record in innovation 
performance tend to build on accumulated “social capital”. In contrast, stakeholder 
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involvement still appears to be rather low in Hungary. An activation of advisory bodies at 
different levels and broad-based public debates reaching out to all stakeholders may help to 
improve the situation. 

Assessment 

In summary, Hungary has put in place all major elements that characterise a modern 
system of formulating and delivering STI policy. Its STI policy now rests on a solid legal 
basis (Laws on Innovation, the Innovation Fund, Higher Education, etc.). High-level 
co-ordination and advisory bodies (the TTPK chaired by the Prime Minister, and the TTTT) 
and a diversified set of programmes and instruments designed to support R&D and 
innovation have been set up. Funding schemes are managed by specialised institutions 
(which are either a government office such as NKTH or an independent agency such as 
OTKA in the case of basic research). Thus concerted efforts to establish better governance of 
the innovation system have been made. Nevertheless there seems to be considerable room to 
improve the integration of STI policy into the government’s overall policy framework. 
Notably, there is room for improvement in the following areas: 

• Frequent changes in the status, mandates and operation of key institutions of the 
innovation policy system are likely to reduce their effectiveness and efficiency in 
stimulating innovation activity. Such instability is an obstacle to institutional 
learning, and to the adoption and implementation of evidence-based policy 
making. 

• The high-level advisory and co-ordination bodies did not meet or were not 
sufficiently involved in major policy decisions. In general, stakeholder 
involvement (e.g. in the formulation of the STI Policy Strategy) seems to be rather 
low. 

• At present, close to 40 direct support schemes for R&D and innovation are 
operated. Their effectiveness and efficiency is likely to be reduced by overlaps 
and a lack of co-ordination. 

• Monitoring, evaluations and other tools have not been applied systematically so 
far. Only some of the public support programmes have been evaluated externally, 
and no attempt has yet been made to assess the current “policy mix” (including 
both direct support and tax incentives) comprehensively. Insufficient use of 
monitoring, evaluation and other tools aimed at informing agencies and policy 
makers (such as technology foresight, etc.) is an obstacle to the adoption of a more 
evidence-based approach to policy making. However, there are signs – notably the 
requirements of the EU and the new monitoring and evaluation strategy of NKTH 
(Arnold et al., 2007) – that this situation will improve in the near future. 
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Recommendations 

This section summarises recommendations for improving STI policy in Hungary, based 
on the preceding analysis. A more detailed and elaborate set of recommendations will be 
presented at the conclusion of the OECD Reviews of Innovation Policy: Hungary (OECD, 
2008a forthcoming). 

Strategic orientations for policy and framework conditions for innovation 

Innovation policy cannot compensate for a lack of framework conditions conducive to 
innovation; it needs to be carefully designed in order not to crowd out private sector efforts 
and initiative. Successful innovation policy will enable the market to play its proper role in 
spurring innovation. This highlights the importance of the right framework conditions which 
should aim at assuring that private innovation activity does indeed entail tangible results in 
terms of improving the entrepreneurs’ economic position. Such framework conditions 
comprise tax schemes, efficient information systems, innovation-friendly regulation, 
intellectual property rights, macroeconomic stability and effective competition, importantly 
including free trade. More specific innovation policy measures are required to correct for 
specific instances of market or systemic failure in knowledge transactions (OECD, 2002) 
which may arise in the interplay of different market and non-market actors of the innovation 
system. 

As regards framework conditions for innovation, and against the background of 
Hungary’s current situation, the following policy stance is appropriate: 

• Restore and maintain the sustainability of public finances; this will be conducive 
to innovation and growth in the longer term. 

• Modify framework conditions in order to make them more conducive to 
innovation: maintain a pro-competition stance and a regulatory framework 
favourable to innovation. 

• Continue efforts to reduce administrative burden on businesses, including 
start-ups. 

• Ensure effective implementation of IPR legislation. 

Innovation policy and governance of the innovation system 

• Upgrade the representation of STI policy to the highest level of government and 
review the distribution of competencies and the co-ordination of government 
actors in the area with the aim to integrate STI policy better it into overall policy 
making. 
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• Maintain priorities and long-term strategic goals of STI policy and safeguard 
public funding for science, technology and innovation against being “crowded 
out” by short-term needs.  

• Foster the stability and coherence of institutions involved in formulating and 
implementing science, technology as well as of innovation policy programmes and 
instruments. This would be beneficial, among other reasons, since: 

− Excessive instability blurs the signals sent by policy measures and diminishes 
related incentives for the actors in the innovation system. 

− A minimum degree of stability of institutions, programmes and instruments is 
necessary for evidence-based policy making and learning. 

− A higher degree of stability will increase transparency of STI policy and its 
delivery, and raise the net benefits for its target groups. 

• Review and assess the current innovation policy mix, including direct support 
instruments and fiscal incentives, taking into account funding from the European 
Union, with a view towards raising the efficiency of public funding and 
streamlining programmes and policy measures. 

• Institutionalise evidence-based policy making by routinely applying advanced 
monitoring and evaluation practices and other modern management tools. 

Promoting innovation in the business sector 

• Review the set of support instruments for R&D and innovation, and avoid 
overlaps where possible. 

• Ensure that support offered is accessible for usually out-of-profit innovative 
start-ups. 

• Facilitate the diffusion of technology and international good practices which will 
continue to play a key role for Hungary’s productivity growth. The most powerful 
device to achieve rapid diffusion is openness, competitive markets, and 
innovation-friendly regulation. 

• Place greater emphasis on stimulating SMEs to innovate and to collaborate with 
other enterprises and research institutions (e.g. in regional clusters). 

• Foster stronger ties between foreign-owned companies and local suppliers and 
research institutions. 
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Fostering excellence and relevance of public research 

• Take measures to increase the contribution of public research organisations, 
including universities and the Hungarian Academy of Sciences, to the overall 
performance of the Hungarian innovation system. To achieve this goal, continue 
the process of reform of these institutions, providing them with 
performance-based incentives and subject them to competition. 

• Balance the public funding of research by allocating sufficient funds to 
competitive public support for basic research. 

• Promote the formation of innovative (regional and interregional) clusters by 
fostering the co-operation between business firms and public research 
organisations, including universities. 

Notes 

 
1. This chapter draws on preliminary findings of the publication OECD Reviews of Innovation 

Policy: Hungary which will be published in the summer of 2008 (OECD, 2008a 
forthcoming), in particular, on information contained in the Background Report for the 
OECD Review, which was prepared by a team of Hungarian experts and edited by 
Attila Havas and Lajos Nyíri per pro of the National Office for Research and Technology 
(NKTH). The team’s senior experts were Balázs Borsi, Annamária Inzelt and 
György Varga. Background papers were written by Gábor Békés, Judit Mosoni-Fried, 
Tamás Polgár, Andrea Szalavetz and Judit Syilágyi. The OECD’s consultant for the 
Review, Wolfgang Polt, provided valuable comments on this chapter. 

2.  Three-quarters of total innovation expenditure – which includes R&D expenditure as well 
as expenditure on machinery, equipment, licenses and know-how for the introduction of 
new products and processes – of Hungarian firms is spent on acquiring external knowledge 
embodied in machinery and equipment. Spending on both in-house and external R&D was 
comparatively low (13% and 7%, respectively). 

3.  It should be noted, however, that several factors can cause a shift in TFP measures: 
“technical innovation, organisational and institutional change, shifts in societal attitudes, 
fluctuations in demand, changes in factor shares, omitted variables, and measurement 
errors” (Hulten, 2000, p. 61). 

4.  Average annual growth of gross value added was exceptionally high in “electrical 
machinery, post and communication” (15.1%). 
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5.  The contribution of TFP growth amounted to an outstanding 10.9 percentage points in 

“electrical machinery, post and communication”, compared to just 1.1 percentage points in 
the remaining part of manufacturing. The TFP contribution was 1.9 percentage points in 
“distribution services”. 

6.  The importance of international knowledge diffusion was illustrated by Eaton and Kortum 
(1996) who found that more than 50% of the productivity growth in each of the 19 OECD 
countries included in their sample can be attributed to innovations from just three countries 
(Germany, Japan, United States). Only these three countries, together with France and the 
United Kingdom, derive more than 10% of their growth from domestic research. On this 
issue, also see Eaton and Kortum (1999), and the survey by Gong and Keller (2003). 

7.  Recent empirical research on spillover effects from FDI in Hungary indicates that 
“heterogeneity in terms of productivity influences domestically owned firms’ capacity to 
absorb knowledge and achieve higher productivity” (Békes, Kleinert and Toubal, 2006, 
p. 21). 

8.  In other words, until an inverse U-shaped relationship between competition and innovation 
is established. 

9.  In the past, a lack of competition seems to have slowed down the diffusion of technologies 
in some areas. This appears to have been the case regarding the spread of some information 
and communication technology (ICT) applications, in connection with the late liberalisation 
of the telecommunications industry. While progress has been made since, prices for various 
telecommunications services in Hungary are still relatively high by international standards 
(see Table 8.1). 

10.  Act XXXVIII of 1991 on the Protection of Utility Models; Act No. XXXIII of 1995 on the 
Protection of Inventions by Patents; Act XI of 1997 on the Protection of Trademarks and 
Geographical Indications; Act No. XLVIII of 2001 on the Legal Protection of Designs. 

11.  Preliminary estimate. 

12.  Since, as a default, R&D expenditure is recognised as normal business expenditure, this 
implies that taxable income is reduced by an additional 100% of this expenditure. 

13.  Student salaries are defined as revenues received by students enrolled full time in 
undergraduate or graduate courses at accredited tertiary education institutes, and who are 
paid by tertiary education institutes or companies that have premises located at estates 
owned by a tertiary education institution, or companies owned by a tertiary education 
institution. 

14.  These include the evaluation of the Hungarian participation in the 6th Framework 
Programme, the applications in the “Jedlik Ányos” Programme, and the funding scheme for 
promoting R&D infrastructure. 

15.  Whether these targets are operational and realistic is a different question which is not 
addressed here. 
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Chapter 9  
 

Energy Policy and the Environment:  
Responding to the Threat of Climate Change 

While greenhouse gas (GHG) emissions per capita are relatively low, Hungary is 
releasing high levels of greenhouse gases relative to the size of the economy, reflecting 
inefficient use of energy. Efforts to raise energy efficiency constitute an important 
policy option to reap multiple benefits: (i) reduced reliance on energy imports; 
(ii) reduction of GHG emissions (energy production and use contribute most GHG 
emissions in Hungary); and, (iii) reduced air pollution and related health impacts. 
With an average 3% per year the reduction in energy intensity over recent years in 
Hungary has been impressive. The question is whether this rate of improvement, mainly 
due to significant changes in Hungary’s industrial structure, can be continued without 
stronger energy efficiency policies. In the longer term (post 2012), more stringent 
climate policy objectives (in the European Union context) will generate additional 
incentives to harness cost-effective energy efficiency potentials in many sectors of the 
Hungarian economy. OECD analysis shows that large reductions in GHG emissions 
are achievable at relatively low costs if the right policies are put in place. It is 
suggested that Hungary considers: (i) stronger use of market-based instruments; 
(ii) better integration of GHG emission objectives in relevant policy areas such as 
power supply, transport, and residential energy use; and (iii) cost-effective measures to 
speed technological innovation and diffusion of renewable energy. 
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Background and key policy recommendations 

Even under “business as usual” (BAU) conditions1 the 6% greenhouse gas (GHG) 
emission reduction from their 1985-87 level, targeted under the Kyoto Protocol that Hungary 
ratified in 2002 will be met by the 2008-12 deadline, due to the significant changes in 
Hungary’s industrial structure since1989. However, as GHG emissions have been increasing 
since 2000, the question arises whether Hungary will manage to constrain the growth in 
emissions so that they do not surpass likely longer-term (post-Kyoto) commitments. In other 
words, Hungary has to be prepared to respond to more stringent GHG emission reduction 
objectives by 2020, as part of a forthcoming post-Kyoto European Union (EU) 
burden-sharing agreement: in March 2007 the EU Council decided to target a reduction in 
EU’s GHG emissions by 2020 compared to 1990 of at least 20% (the proposed target for 
Hungary is 18%). 

On 23 January 2008, the European Commission unveiled a policy package to meet the 
EU’s 20% GHG emission reduction target by 2020. Over the period 2013-20 and for major 
CO2 emitters (electricity plants and major industrial installations) participating in the EU 
Emission Trading System (EU ETS)2 it is proposed:  

• a 21% reduction (from the 2005 level) of emission allowances issued,3  

• operating a single EU-wide cap (currently the EU sets specific national emission 
targets),  

• full auctioning of emission permits for the power sector from 2013 onwards (and 
gradually for other energy-intensive industrial sectors),  

• extension of the scheme to all GHGs (currently only CO2 is included).  

For sectors not covered by the EU ETS (e.g. transport and residential), national 
emission targets would be introduced (for Hungary the proposal includes a 10% increase of 
GHG emissions from their 2005 level). Governments and EU lawmakers still have to 
negotiate the details, which is likely to take until early 2009. 

This chapter reviews current energy and climate policies in Hungary to meet the 
commitments outlined above and discusses various options for achieving the stated 
objectives at the lowest cost. The major policy recommendations derived from this analysis 
are: 

• set up a green tax commission, under the aegis of the Finance Minister as has 
been done in other OECD countries, to comprehensively review taxation of energy 
products; 
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• rely on the EU ETS to encourage energy-efficient behaviour in the power 
generation sector and facilitate investments low carbon and cleaner generation 
technologies; 

• tax vehicle use rather than ownership, in particular introduce differentiated 
road-pricing schemes; 

• use revenues from auctioning permits and from carbon taxation to lower 
taxes that undermine economic efficiency (like taxes on labour; see Chapter 2); 

• rely on the EU ETS and imports (rather than generous feed-in tariffs) to 
speed diffusion of renewable energy. 

• to speed diffusion of renewable energy sources (RES): (i) in electricity 
generation, rely on the EU ETS, (rather than generous feed-in tariffs); (ii) in 
heating, tax all heating fuels according to their GHG content; (iii) in transport, rely 
on imports of biofuels produced in the southern hemisphere. 

Framework for thinking about climate change policy 

Selecting the right instrument mix 

GHG emission trading 

CO2 emission permit trading (which started operating in Hungary in 2005) establishes a 
price on emissions from large plants, and hence gives them an incentive to reduce emissions 
as long as the associated costs are lower than the market price of tradable emission rights. 
Moreover as the same price applies to all large emitters, the scheme ensures that emission 
reduction occurs at plants with the lowest abatement cost. The EU ETS has emerged as the 
primary instrument for reducing CO2 emissions across power generation and heavy industry 
in Europe. By generating a price on carbon emissions, it creates incentives for companies 
both to reduce their operational emissions and to invest in lower carbon technology. 

As most emission permits (87% for the period 2008-12 in Hungary) are allocated free 
of charge to current emitters under the EU ETS, some businesses may reap windfall gains 
from the scheme. Moreover, the environmental benefit of the first trading period (2005-07) 
proved limited due to excessive allocation of EU allowances (EUAs) before verified 
emissions data became available under the EU ETS.4 When the publication by the EU of 
verified emissions data for 2005 highlighted this over-allocation, the market reacted by a 
steep fall of the market price of allowances.5 Knowledge of verified emissions data has 
allowed the Commission to ensure that the cap on national allocations under the second 
phase (2008-12) is set at a level that results in real emission reductions EU-wide.6 
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EU member states – emphasising competitiveness and carbon leakage issues – support 
in general the European Commission’s proposal to set a single EU-wide cap for the period 
beyond 2012 (decreasing steadily until 2020), and to auction a much larger share of 
allowances. This will enhance economic efficiency and competitiveness between sectors 
(covered by the EU ETS) and member states, and will increase predictability for industry. 
Auctioning ensures the efficiency, transparency, and simplicity of the system, and it provides 
revenues that can be used to reduce distorting taxes. Operators will still be allowed to use 
credits generated by emission-saving projects undertaken in third countries to acquire 
domestic emission rights in addition to ETS allowances bought,7 but only for credits granted 
to them by their governments for the period 2008-2012 that they have not already used up.  

Energy taxation in sectors not covered by the EU ETS 

Energy taxation combines incentives in favour of more energy-efficient and 
environment-friendly energy consumption, with the ability to generate budget revenue.8 
However, the current rather flexible and general approach of the energy tax directive9 may 
not ensure the effective pursuit of the twin objectives of energy efficiency and 
environment-friendly energy consumption in all cases (CEC, 2007a).  

To create an effective and uniform incentive towards efficient energy consumption, 
without creating distortions between energy products, all fuels should be taxed according to 
their GHG content.10 Hungary should create a green tax Commission to that effect. In most 
countries where a carbon tax has been established, this was often done as part of a “green tax 
reform”, i.e. using revenues from environmental taxes to reduce existing, more distorting 
taxes. 

Other instruments 

Market-based instruments, such as cap-and-trade mechanisms and taxation, provide 
strong incentives for innovation, but market forces alone may not be enough to achieve 
GHG emission reduction objectives (OECD, 2007a). For instance, research and development 
(R&D) programmes, regulations (e.g. building codes), and information instruments 
(e.g. eco-labelling) can complement market-based approaches. They can help to overcome 
some of the market and information failures that slow the development and diffusion of 
climate-friendly technologies. To ensure flexibility and encourage innovation, regulations 
should be based on achieving particular results, rather than specifying the methods or 
technologies to be used to achieve those outcomes. Firms will not invest in R&D if they fear 
they will not be able to earn a decent profit on resulting innovations. And if the pertinent 
firm investment has proven positive externalities it should be subsidised. Care needs to be 
taken in choosing instruments in a policy mix, however, to ensure that they are 
complementary and avoid unnecessary overlap, and that they are cost-effective 
(OECD, 2007b). 
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Additional considerations 

Climate change policy should follow three broad principles to minimise compliance 
costs: (i) equalise marginal GHG abatement cost across all emission sources; (ii) foster 
innovation and diffusion of GHG emission reduction technologies to lower future marginal 
abatement costs; and (iii) cope effectively with the risks and uncertainty surrounding both 
climate outcome and abatement costs. 

Equalising marginal GHG abatement costs can be achieved through setting a uniform 
carbon price, which in turn can be achieved through market-based instruments (carbon tax, 
cap-and-trade systems or hybrid schemes) provided they cover all economic activities. In 
cap-and-trade systems, revenues from auctioning permits should not accrue to emitters but 
instead be used to lower taxes that undermine economic efficiency (like taxes on labour). 

The actual impacts of carbon taxes or emission trading schemes on industrial 
competitiveness should be assessed carefully, as often these impacts are exaggerated. If 
necessary, such concerns should be addressed through measures that are least-distorting of 
the policy signals to reduce GHG emissions. While grandfathering emission rights or 
recycling carbon tax revenues back to affected industries may facilitate reform 
implementation, they also undermine its effectiveness and raise income distribution 
concerns. Grandfathering schemes may be considered if political resistance – often 
associated with competitiveness concerns – is strong, but there should be clear phase-out 
provisions.  

Carbon pricing alone is unlikely to generate an efficient level of innovation and 
diffusion of GHG emission reduction technologies, as both activities are subject to market 
failures (knowledge spillovers combined with inherently imperfect ability for private 
inventors to capture the full social benefits of their innovation, adoption spillovers through 
learning by doing, information failures). Therefore, as with other technologies, policy 
intervention may be needed to address specifically innovation and adoption failures. The 
overall public policy framework (subsidies to fundamental research, protection of intellectual 
property rights) must provide adequate incentives to create and adopt new technologies in all 
areas.  

There may be implications for policy design resulting from the likely trade-off between 
risks concerning climate outcomes and risks concerning the economic costs of abatement. 
Some policy instruments achieve greater certainty about climate outcomes at the price of 
greater uncertainty about aggregate economic outcomes, and vice versa. Therefore abatement 
policies need to be set so that they are both predictable and responsive to the arrival of new 
information. 
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Appraisal of the policy stance 

Reducing GHG emissions through cost-effective energy savings 

Energy efficiency has increased considerably in Hungary (Figure 9.1), but there is still 
significant potential for improvement: while GHG emissions per capita are relatively low,11 
Hungary is releasing large amounts of greenhouse gases relative to the volume of gross 
domestic product (GDP), reflecting inefficient use of energy (Figure 9.2). Most potential for 
improvement exists in the energy transformation, transport and residential sectors 
(IEA, 2007), which together contribute three-quarters of GHG emissions from energy 
production and use.12 At 2005 prices and costs, the Hungarian Energy Centre estimated the 
cost-effective energy savings potential in Hungary at 5%-10% of Total Primary Energy 
Supply (TPES), including energy transformation (5%-10% of sectoral TPES), the residential 
sector (10%-20%) and transport (5%-10%).13 This seems to be an underestimate, as it is only 
half of estimated EU potential savings,14 despite Hungary’s higher energy intensity.15 
Directive 2006/32/EC on energy end-use efficiency and energy services sets an indicative 
energy savings target of 1% a year of total final consumption of energy (TFC).  

Figure 9.1. Decoupling of total final consumption of energy and GDP growth 
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Figure 9.2. CO2 emissions and energy intensities 
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1. CO2 emissions from energy use only; sectoral approach excluding international marine and aviation bunkers. 

2. At 2000 prices and purchasing power parities. 

3. Total primary energy supply. 

Source: IEA (2007), CO2 Emissions from Fuel Combustion: 1971-2005, 2007 edition, OECD/IEA, Paris; IEA 
(2007), Energy Balances of OECD Countries 2004-2005, 2007 edition, OECD/IEA, Paris. 

Energy transformation 

Cap-and-trade schemes induce electricity producers to reduce emissions and improve 
efficiency16 in a cost-effective way: participation in the EU ETS means there is an implicit 
environmental “tax” on generation methods that emit carbon dioxide. This would generate 
budget revenues if, as proposed by the European Commission, full auctioning of emission 
permits (“allowances”) becomes the rule.17  

The EU ETS also applies to large cogeneration – or combined heat and power (CHP) – 
plants and provides strong incentives to foster their (much needed) modernisation 
cost-effectively. However, while the EU ETS offers great potential to encourage 
energy-efficient behaviour in the power sector and spur investments in cleaner generation 
technologies, experience gathered over the first years of the current scheme indicate that the 
EU ETS has largely failed to induce investment in cogeneration, not only because the 
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allowance prices have been quite low thus far, but also due to information failures. The 
cogeneration directive,18 by providing a robust methodology to calculate primary energy 
savings for each individual installation, offers the possibility to calculate the associated 
CO2 emission reductions from cogeneration. This contribution to lowering CO2 emissions 
must be taken into account in the allocation methodology for cogeneration installations in the 
EU ETS. This would be a much more cost-effective way to reduce GHG emissions than the 
current generous feed-in tariff for electricity produced from cogeneration. 

For generation not covered under the EU ETS, a (Pigouvian) tax should be introduced 
that correctly reflects the external costs of energy use; it would complement the forthcoming 
EU regulatory approach.19 This is all the more necessary given the Commission’s recent 
proposal to introduce national emission allowances for small-scale emitters. 

Transport 

Carbon taxation is the most cost-effective way to deal with GHG emissions from 
transport,20 a sector that is not covered under the EU ETS. GHG emissions from vehicle use 
are mainly proportional to fuel consumption or distance travelled. Taxation should therefore 
chiefly address vehicle use rather than ownership.21 There is no reason to differentiate 
taxation between diesel and unleaded gasoline, as increasingly done in Hungary, since the 
GHG emissions per litre are similar for both fuels. Initial steps have been taken with the 
introduction of road tolls in Hungary. Differentiated road-pricing schemes would be a better 
way of internalising vehicles’ GHG emissions than equal-for-all fuel taxes. Pursuant to the 
2006 Eurovignette directive,22 as of 2010 countries which apply road tolls (based on distance 
travelled) or user charges (set for a given period) will have to differentiate them according to 
vehicle emission standards (Euro standards series) to favour cleaner vehicles. From an 
economic point of view, toll charges should be modulated according to all external costs 
(including congestion) in order to improve the efficiency of overall resource use (including 
the environment), and be consistent with other levies such as road fuel tax or vehicle tax.  

Another efficient way to promote sustainable mobility and alleviate congestion is to 
include private cars and urban areas in infrastructure charging policy,23 as under the London 
and Stockholm congestion charging schemes. Recent appraisals show that these schemes 
contributed to improving traffic conditions, decreasing emissions (particulates, NOx and 
CO2), and lowering road fuel consumption within affected areas.  

So far improvements in vehicle technology have delivered the bulk of CO2 emission 
reductions from EU transport (CEC, 2007b). Together with information instruments,24 the 
Commission’s proposal to introduce a CO2-dependent element in the tax base of both annual 
circulation and registration charges for passenger cars25 would encourage car buyers to take 
CO2 emissions into account regarding their purchasing decision. 
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The residential sector 

The residential and commercial sectors account for more than half of Hungary’s total 
final consumption of energy, the highest share in the OECD area.26 Replacement (in 
October 2006) of the universal price subsidy for households’ gas consumption (“gas 
subsidy”) with targeted income support not only helped to reduce the budget deficit but also 
encourages more efficient energy use. As a result of abolishing the gas subsidy, gas prices 
for households increased by 70% on average, which led some households to return to coal 
for heating, strengthening the case for carbon taxation. Hungary could learn from Nordic 
countries’ experience in this regard. 

The cost and environmental effectiveness of market-based incentives to curb emissions 
in the residential sector are undermined by fiscal incentives (energy tax rebates or energy 
subsidies), but also by information failures. For instance, builders or landlords typically 
choose the level of investment in energy efficiency while buyers or tenants, who pay the 
energy bills, have incomplete information about the expected savings from more 
energy-efficient buildings (OECD, 2007b). To address such information failures, regulatory 
approaches can be appropriate; Hungary took a positive step in issuing building regulations 
in 2006.27 To reap the full energy-saving potential in the residential sector, Hungary should 
expand the scope of the building regulations to include smaller buildings (the current 
threshold for minimum performance requirements is 1 000 m²), thereby anticipating the 
Commission’s proposal to expand the scope of the building directive. In 2009, it will also 
propose EU minimum insulation requirements for new and renovated buildings (kWh/m²) 
and for components, such as windows. 

The case of renewables 

At current prices, costs and technology development, developing domestic renewable 
energy sources (RES) is not the most cost-efficient way to reduce GHG emissions. 
Moreover, with a given overall cap on permits in the EU ETS, increased use of renewables in 
electricity generation will not lead to a reduction in CO2 emissions at the EU level. 
Uncertainty about future energy market conditions affects the business community’s 
willingness to invest in cleaner, more secure and potentially more competitive energy 
technology. To address this issue, in March 2007 the EU Council decided to set a mandatory 
EU target of a 20% renewable energy share in total final consumption of energy by 2020, 
including a 10% target for biofuel in fuels used for transport. And in January 2008, the 
European Commission proposed a directive to allocate the resulting burden by setting legally 
binding targets for member states (the proposed renewable energy target for Hungary is 
13%). Three areas are implicated in renewable energy: electricity generation; heating and 
cooling; and transport.28 It will be up to member states to decide on the mix of contributions 
from these sectors, though the 10% biofuel target is to apply to all EU member states to 
ensure consistency in transport fuel specifications and availability. It is proposed that 
member states be given the option to achieve the target by importing energy of certified 
renewable origin from other member states. 
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The implicit “carbon tax” on electricity generation under the revised EU ETS would be 
a much more cost-effective way to drive future investment in RES than the feed-in tariff 
introduced in 2003, which explains the increased share of RES in energy supply,29 though it 
is still 30% lower than the EU-25 average (Figure 9.3). The high level at which the feed-in 
tariffs have been set30 resulted in higher subsidies than are needed to meet targets, leading to 
the refusal of permits (e.g. for wind-power generation). The proposed renewable energy 
directive provides for the creation of a tradable guarantee of origin regime that would allow 
member states to buy certificates (proving the renewable source of energy) from other EU 
and third countries where renewable energy is cheaper to produce. 

Figure 9.3. Share of renewables in total primary energy supply 
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Source: IEA (2007), Energy Balances of OECD Countries 2004-2005, 2007 edition, OECD/IEA, Paris; Energy 
Centre Hungary. 

The increase of biofuel use is mainly due to concessions to the excise tax on motor 
fuels (as allowed by the EU energy tax directive) and agricultural subsidies (under the 
Common Agricultural Policy), including import quotas and tariffs, and the “carbon credit” 
premium (EUR 45 per hectare of energy crops) that has been made available to Hungarian 
farmers as from 2007. 

Biofuels are a very expensive way of abating transport-related GHG emissions. The 
estimated cost of EUR 350 per tonne of CO2 emission reduction through use of biofuels far 
exceeds prices for emission rights in the EU ETS (currently hovering around EUR 20 per 
tonne) by an order of magnitude.31 Overall environmental impact analysis needs to be 
applied to determine true comparative advantage of alternative fuels, an area in need for 
more research. 
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More fuel-efficient vehicles offer large GHG emission reduction potential and would 
be more cost-efficient than replacing fossil fuels with biofuels (OECD, 2007c). Also, taxes 
on the carbon content of all fuels would constitute a more efficient policy than subsidies for 
biofuel use as they would directly target CO2 emissions. Other recommended measures 
would be to encourage investment in R&D to accelerate the introduction of “second 
generation” biofuels. Any support for production of biofuel from first generation feedstocks 
needs to be linked to performance. 

Free trade in both biofuels and their raw materials would provide an important 
incentive to improve the economic efficiency of biofuel use. Tariffs on ethanol imports 
(currently EUR 0.192 per litre in the EU) not only distort markets but raise energy prices for 
consumers in the EU and limit the opportunities for development of potentially more 
competitive producers outside the EU. Given the larger potential for energy and GHG 
emission reduction from biofuels produced in the southern hemisphere,32 such trade barriers 
are inconsistent with the objective of reducing fossil fuel use and GHG emissions. To 
prevent the use of land with high biodiversity value, such as tropical forests, for the 
production of biofuels, the proposed renewable energy directive specifies environmental 
sustainability criteria for imports from the southern hemisphere. 

Notes 

 
1. The “without measures” scenario includes policies and measures implemented, adopted or 

planned before 2005 to meet the EU requirements at that time (Ministry of Environment 
and Water, 2005). 

2. Directive 2003/87/EC establishing a scheme for greenhouse gas emission allowance trading 
within the Community. 

3. Auctioning will result in an uneven distribution of emission allowances among member 
states. 

4. Over-allocation was not specific to Hungary but occurred in most EU countries. 

5. The Hungarian government auctioned EUAs at EUR 7.42/tonne on 11 December 2006 and 
at EUR 0.88/tonne on 26 March 2007. 

6. The average annual cap for Hungary was decreased from 31.3 million tonnes EUAs in 
2005-07 to 26.9 million tonnes in 2008-12 (close to the 2005 verified emissions of 
26 million tonnes). It is up to Hungary to allocate the cap to the installations concerned. 
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7. These projects must be officially recognised under the Kyoto Protocol’s Joint 

Implementation (JI) mechanism (covering projects carried out in countries with an 
emissions reduction target under the Protocol) or Clean Development Mechanism (CDM) 
(for projects undertaken in developing countries). 

8.  In Hungary more than 80% of revenues from environmental taxes are generated from taxes 
on energy (mainly road fuel taxes) (OECD, forthcoming). 

9. Directive on Restructuring the Community Framework for the Taxation of Energy Products 
and Electricity (2003/96/EC). 

10. The efficiency rationale for taxing energy is that its use causes external costs (through GHG 
emissions), thus the tax should compensate for this external cost (proportional to GHG 
emissions). 

11.  Per capita emissions in Hungary remain among the lowest in the EU due to low car 
penetration, and high reliance on nuclear and gas-fired power generation as opposed to 
coal-based electricity. 

12. “Energy” contributed 76% of GHG emissions in 2005. This includes energy transformation 
(electricity and heat plants, refineries: 21%), manufacturing industries and construction 
(“industry”: 15%), fuel combustion by transport (15%), other sectors, notably residential 
(22%), and fugitive emissions (3%). Other emitting sectors are agriculture (11%); industrial 
processes (8%), and waste treatment (5%). 

13. As energy prices have increased since 2005, the current savings potential is higher. 

14. At the time of the release of the EU Green Paper on Energy Efficiency in 2005 the EU 
estimated the cost-effective energy-savings potential by 2020 at EU level at 20%. See 
COM(2005) 265 of 22 June 2005. 

15. Hungary’s energy intensity (total primary energy supply per unit of GDP) is 22% higher 
than the EU-25 average. 

16. Hungary’s gas- and coal-fired power plants are not efficient by EU standards. Half of the 
park is more than 25 years old. 

17. As part of the Commission proposal to revise the EU ETS, full auctioning should become 
the rule from 2013 onwards for the power sector (taking into account its ability to pass on 
the increased cost entailed by the purchase of emission allowances). 

18. Directive on the Promotion of Cogeneration based on a Useful Heat Demand in the Internal 
Energy Market (2004/8/EC). The directive defines high-efficiency cogeneration as 
cogeneration providing at least 10% energy savings compared to separate production.  
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19.  The Commission will develop minimum binding efficiency requirements for small power 

plants (capacity lower than 20 MW) by 2008. The Cogeneration Directive also proposes 
minimum performance requirements for district heating and micro CHP. 

20. CO2 emissions from fuel combustion for transportation have increased by more than 70% 
over the last decade (Ministry of Environment and Water, 2005). 

21. For example, the taxes on ownership provide incentives to buy smaller and less polluting 
cars, but can slow down fleet renewal. 

22. Directive 2006/38/EC on the charging of heavy goods vehicles for the use of certain 
infrastructures. 

23. Urban transport accounts for 40% of EU CO2 emissions of road transport (and up to 70% of 
other pollutants from transport). 

24. The Labelling Directive (1999/94/EC) requires the display of a label on fuel consumption 
and CO2 emissions on all new cars. Given the limited impact of this measure, the 
Commission has recently proposed to introduce energy efficiency classes in the labelling. 

25. See COM(2005)261 of 5 June 2005. 

26. Almost half the Hungarian buildings were built before 1945, and most of them have not 
been refurbished since. In addition, about 22% of all residences are pre-fabricated flats with 
low heating efficiency. 

27. The 2006 regulations transpose Articles 2-6 of the EU Directive on the Energy Performance 
of Buildings (2002/91/EC). 

28. Electricity and transport are already covered by directives setting indicative targets. 
Pursuant to the EU Renewables Directive (2001/77/EC) Hungary was given an indicative 
target of 3.6% renewables in electricity generation by 2010 (up from 0.5% in 2000). This 
target was met in 2006. The 2003 Biofuels Directive (2003/30/EC) set an indicative target 
of 2% by 2005 and 5.75% by 2010. 

29. Most of this increase comes from greater use of wood fuel (shift from coal to forest 
biomass in electricity generation), which now accounts for about 70% of renewable 
electricity supply. 

30. In recent years, the implicit “renewable subsidy” amounted to some EUR 200 million a 
year, equivalent to 20% of the average electricity bill. 

31. www.co2prices.eu, accessed 22 January 2008. 

32. For ethanol based on cereals and sugar beet, fossil energy used for its production, including 
for crop production, transport and conversion, represents 60% to 80% of the energy 
contained in the final fuel. The share is 50% for bio-diesel from animal fats and vegetable 
oils and only 10% for ethanol based on sugar cane. 
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Chapter 10 
 

Public Administration Reform:  
Improving the Performance of the Public Sector 

Hungary’s policy agenda to bolster sustainable growth in the context of fiscal 
consolidation calls for more efficient public administration. Sustainable growth 
involves improvements in income levels and public service delivery. Higher income 
levels result from exploiting national resources via a coherent policy mix. Ensuring 
equitable access to higher quality public services requires appropriate mechanisms of 
collaboration among public authorities, both vertically and horizontally. Public 
administration in Hungary faces a series of challenges. Besides a low level of trust in 
government and a lack of strategic focus, structural weaknesses exist in local and 
regional governance. At the lower level, the large number of small local governments 
with a wide range of responsibilities but limited financial resources often makes it 
difficult to reap economies of scale and to ensure coherence in policy implementation. 
At the intermediate level, the coexistence of elected and non-elected entities with 
overlapping responsibilities generates confusion. Following the initial move towards 
institutional reform and decentralisation during the 1990s, Hungarian public 
administration is currently going through a renewed process of modernisation. Efforts 
are being launched to achieve more efficient public service delivery and to rationalise 
the budget. This chapter provides an overview of key challenges, ongoing policy 
reforms, and suggestions for further improvement in public administration. In 
particular, it recommends promoting voluntary collaboration between local 
governments, investing in local capacity building, fostering territorial development 
strategies, and adopting performance-oriented budgeting practices. 
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Background and key policy recommendations 

Hungary’s policy agenda to bolster sustainable growth in the context of fiscal 
consolidation calls for more efficient ways to design and implement public policies. 
Sustainable growth involves improvements in income levels and public service delivery. 
Higher income levels result from optimising the use of national resources via a coherent 
policy mix. Ensuring equitable access to higher quality public services requires appropriate 
mechanisms of collaboration among public authorities, both vertically and horizontally. 
Following the initial move towards institutional reform and decentralisation during 
the 1990s, Hungarian public administration is currently going through a renewed process of 
structural modernisation. Several initiatives are being launched to rationalise the 
policy-making process at national and sub-national levels. This chapter provides an overview 
of key challenges, ongoing policies, and suggestions for further improvement in public 
administration. The main policy recommendations are: 

• Promote voluntary collaboration between local governments: more effective 
incentives to exploit economies of scale and to ensure policy coherence could 
contribute to more efficient public service delivery, while overcoming political 
constraints. 

• Invest in local capacity building: training programmes for civil servants, and 
effective monitoring and evaluation mechanisms for government performance 
should be introduced systematically. 

• Foster territorial development strategies: in the long term, efforts should focus 
on policy makers’ capacity to develop competitiveness-oriented strategies based 
on local and regional comparative advantage, in partnership with the private sector 
and civil society. 

• Adopt performance-oriented budgeting practices: introducing a programme 
budget classification and performance measurement can enhance strategic focus in 
policy design and implementation, thus facilitating the monitoring and evaluation 
of goal achievement by public administrations. 

Key challenges 

Quality of public administration 

Although Hungary has been successful in establishing the institutional foundations of a 
market economy, the actual operation of the government within this framework faces several 
challenges. Weaknesses in the overall “machinery of government” include: a lack of strategic 
focus and evidence-based policy making; low trust in the government and in the civil 
servants’ ability to implement the reforms put forward at the political level;1 and a lack of 
transparency regarding what is actually being produced in the public sector.2 
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Governance at the local and regional levels 

Following the collapse of the command economy in 1990, the reform of public 
administration led to a decentralisation movement, starting with the Act on Local Governments.3 
While the central government still operates regional offices (whose heads are appointed by the 
Prime Minister), the sub-national governance framework is currently characterised by a relatively 
autonomous but fragmented and overburdened local level (“municipalities”) on the one hand, and 
a weak and complex intermediate level (“counties” and “regions”) on the other hand. 

Underused economies of scale and lack of policy coherence at the local level 

With more than 3 000 elected local governments of about 3 000 inhabitants each on 
average, Hungary has one of the most fragmented local governance systems in the OECD area 
(Table 10.1 and Figure 10.1). The large number of small local governments is in turn charged 
with a relatively wide range of responsibilities to be performed (e.g. primary education, water 
supply, and various areas of health care), but has only very limited tax-raising capacity: the share 
of Hungary’s local governments in total public spending is close to the OECD average, but the 
share of local governments’ own tax revenues in total tax revenues is well below average.4 This 
leaves local governments with little room for efficient public service delivery. Considering the 
uneven quality of local public services across Hungary (especially the disparities between the 
capital city and the rest of the country, as well as between urban and rural areas), the level of 
territorial and institutional fragmentation in Hungary raises equity and efficiency issues. In 
particular, the lack of critical mass makes it difficult to reap economies of scale; and the large 
number of local actors generates risks of inconsistency in policy implementation and high 
transaction costs in reaching collaboration agreements.  

Overlapping responsibilities at the intermediate level 

The coexistence of elected and non-elected entities with overlapping responsibilities at the 
intermediate level (between the central government and local governments) complicates efficient 
public administration. The counties are one of the most deeply rooted institutions in Hungarian 
public administration, and they elect their own assemblies. Since the 1990s, however, they lost 
many of the responsibilities they used to assume under the previous political regime. At present, 
counties are mainly in charge of secondary education, research hospitals, and other specialised 
healthcare services. They have no tax-raising power or hierarchical authority over local 
governments, and thus little margin to upgrade the quality of public service delivery. Besides, 
Hungary’s compliance with EU accession requirements led to the creation of seven statistical and 
planning regions in 1996 at the NUTS 2 level (Nomenclature of Territorial Units for Statistics, 
used by Eurostat). Each of these regions is endowed with a Regional Development Council.5 
These councils are responsible for the allocation of development resources and may therefore 
influence economic development, education and healthcare issues. After an attempt to set up 
elected assemblies in the seven regions and to abolish county assemblies (by amending the 
Constitution) failed to reach the required two-thirds majority of votes in Parliament in 2006, the 
distribution of tasks between counties and regions has remained unclear (Goglio, 2007). 
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Table 10.1. Local and regional governance structure in Hungary 

By NUTS (Nomenclature of Territorial Units for Statistics, used by Eurostat) 

Local tier (NUTS 4) 
  Number Average population (2007) 

Elected Capital city (with 
23 districts) 

1 3 175 in total 
(including the 
23 districts of 
the capital city) 

3 202 inhabitants (when the 
23 districts of the capital city are taken 
into account) City with county rank 23

Town 274
Large village 145
Village 2 709

Non-elected Micro-regions 
(associations of local 
governments) 

174 (all are multi-purpose, except 
for the capital region) 

58 402 inhabitants
(minimum: 7 287 inhabitants in 
Őriszentpéter;  
maximum: 1.7 million inhabitants in 
Budapest) 
(data as of January 2007) 

Intermediate tier (NUTS 3 and NUTS 2) 
Elected Counties (NUTS 3) 19 446185 inhabitants  

(minimum: 216 307 inhabitants in 
Nograd County;  
maximum: 1.17 million inhabitants in 
Pest County) 

Non-elected Regions (NUTS 2 – 
only for planning and 
statistical purposes) 

7 1.4 million inhabitants 
(minimum: 0.98 million inhabitants in 
Southern Transdanubia Region; 
maximum: 2.85 million inhabitants in 
the Middle Hungary Region) 

Source: Ministry of Local Governments and Regional Development of Hungary. 

Figure 10.1. Average population size of municipalities in selected OECD countries, 2007 
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The need to address policy efficiency at the local and regional levels is particularly 
pressing in a context of marked inter-regional disparities. Hungary has one of the highest 
levels of inter-regional disparities in terms of gross domestic product (GDP) per capita in the 
OECD area (Figure 10.2). Income and economic growth levels vary widely across regions, 
not only between Budapest and the rest of the country, but also between intermediate regions 
and predominantly rural regions6 (Figure 10.3). Regions with a higher income per capita also 
tend to grow faster, which presages further divergence across the country.  

Figure 10.2. Inter-regional income disparities in OECD countries, 2003 
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Figure 10.3. GDP growth by county in Hungary1 
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Current policies 

Horizontal collaboration  

Ongoing reforms are aimed at reducing institutional fragmentation at the local level and 
strengthening the intermediate level. For example, the central government is considering 
increasing the minimum population threshold required to set up a new settlement from 
presently 300 inhabitants to 1 000 inhabitants, which remains a relatively low threshold by 
OECD standards. As an alternative solution to more drastic choices such as municipal 
mergers or the creation of an elected regional level with wider responsibilities, 
“micro-regional associations” (voluntary associations between local governments) have been 
promoted via various financial incentives (Box 10.1). This approach has the merit of 
combining economic rationality and greater political feasibility. While micro-regional 
associations are required to carry out their tasks in order to get funding, the level and the 
quality of co-operation in practice could be further developed. A certain number of local 
governments are reluctant to participate in collaborative practices, due to a strong desire for 
independence after forced co-operation under the now defunct centralised system. The 
government is envisaging a proposal to transform micro-regional associations from their 
current voluntary status to a mandatory one. 
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Box 10.1. Micro-regions in Hungary: promoting voluntary associations of local 
governments 

The creation of micro-regional associations in Hungary was a central government initiative to 
promote joint local public service delivery without altering the legal structure of local governments. 
The number of micro-regional associations went from 168 in 2004 (initial year of creation) to 174 
in 2007. All but one are multi-purpose, and they aim at encouraging co-operation between small 
villages and larger settlements. An estimated 80% of co-operation projects in micro-regional 
associations involve education, healthcare and social policy issues. 

In order to encourage such co-operation, the central government introduced a series of 
financial incentives: 

• Progressively increasing grants: grants for some services are progressively increased 
with the population coverage of the micro-regional associations.  

• Threshold requirements in investment grants: access to special investment grants is 
sometimes contingent upon meeting a minimum population or consumption threshold. 

• One-off and formula-based compensations are provided upon the formation of 
micro-regional associations and at a later stage to help cover operating and development 
costs. 

• Indirect incentives: for example, the eligibility criteria of the “deficit grant” (a grant to 
support local governments suffering from temporary financial pressure) were tightened 
so that local governments that have not joined a micro-regional association for education 
services are no longer eligible. 

 

In the particular case of Budapest (which has a special legal status), proposals are being 
put forward to implement more efficient co-operative arrangements in the capital region. In 
particular, it is envisaged to revise the distribution of tasks between the capital city and its 
23 districts in order to solve metropolitan area-wide challenges. 

Vertical collaboration 

Efforts to foster intergovernmental co-ordination have entailed the creation of new 
institutional mechanisms. For instance, a “Reconciliation Forum” was set up in 2006 to 
provide a platform for dialogue between the central government and the local governments 
(which are represented by their national associations). The objective will be to generate more 
bottom-up initiatives and to build consensus on public governance reforms. A total of four 
thematic committees have been established. However, information about what practical 
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incentives and communication tools will be applied to encourage stakeholder commitment 
remains limited at this preliminary stage. 

In order to solve the problem of low tax-raising capacity at the local level (notably 
linked to the fact that the most important local tax is a local business tax, rather than a 
property tax as in many OECD countries), the government had earlier announced the 
intention to reform the local finance system. However, the initially planned removal of the 
local business tax was abandoned later. The government is also taking action to simplify the 
system of grants from the central government to sub-national governments, and particularly 
to cut back on the number of normative (formula-based) grants.7 

Suggestions for improvement 

Promoting collaboration for more efficient local public service delivery  

At the intermediate level, the choice between counties and regions for public service 
delivery remains a complex question. Neither arrangement offers clear-cut advantages over 
the other. Either choice would entail a politically consuming process to amend the 
Constitution and the Act of Local Governments via a two-thirds majority vote. At the local 
level, the recurrent debate over the “optimal size” of institutional jurisdictions for public 
service delivery and the political obstacles to municipal mergers argue in favour of bolstering 
voluntary collaboration among local governments within the existing constitutional and legal 
framework. Given that the “optimal size” of administrative entities is likely to change over 
time, flexible arrangements for co-operation between existing entities offer a more rational 
solution than attempts to adjust legal administrative boundaries to the perceived optimum 
size of the moment. More effective incentives to foster functional collaboration need to be 
developed. Experience from other OECD countries suggests that there is no uniform best 
practice, rather a variety of mechanisms adapted to each country’s institutional 
characteristics (Box 10.2). In particular, public service delivery in sparsely populated rural 
areas can be improved in different ways (see Annex 10.A1). 

In parallel, appropriate mechanisms need to be developed to support local 
governments’ capacity building (e.g. via education and training programmes for local civil 
servants), to promote the participation of the local private sector and civil society in the 
decision-making process, and to reinforce monitoring and evaluation of public service 
delivery (e.g. via the introduction of performance indicators). Experience in different OECD 
countries suggests that performance indicators contribute to enhancing the efficiency and 
effectiveness of sub-national service delivery by sharing information across levels of 
government and thus accelerating the diffusion of best practices. The policy objectives 
pursued (e.g. improving the quality of services, assuring equal access, promoting 
accountability, etc.) will determine the type of indicators to be used.8 
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Box 10.2. Examples of measures to encourage joint public service delivery in OECD 
countries 

France, which has more than 36 000 municipalities with one of the lowest average number of 
inhabitants in the OECD, developed a set of inter-municipal collaboration arrangements facilitated 
by extensive financial incentives. The overall impact was mixed as the design of financial incentives 
sometimes triggered opportunistic behaviour among municipalities without necessarily ensuring 
tangible results in terms of public service efficiency (see OECD, 2006a). 

In Portugal, the search for a more appropriate scale generated a strong impetus from the 
central government to harmonise most of its own regional offices within the existing scale of the 
five NUTS 2 regions, and to group municipalities at the existing NUTS 3 statistical level. In 2003, 
laws introduced the possibility to create inter-municipal associations of variable size on a voluntary 
basis. Several inter-municipal associations were created but did not cover the whole national 
territory. Currently, all municipalities are engaged in inter-municipal associations for general 
purposes at the NUTS 3 level. The government used two types of incentives to promote 
co-operation. First, municipalities that associate themselves at the NUTS 3 level have been given the 
right to collect local taxes themselves (property tax) rather than have the central government collect 
and redistribute them. Second, municipalities that associate themselves at the NUTS 3 level and 
prepare a territorial development plan at this level will be allowed to manage certain Operational 
Programmes of the National Strategic Reference Framework following the procedure of EU “global 
grants” – a possibility that was offered far earlier in other EU countries but was introduced in 
Portugal only recently (see OECD, forthcoming). 

 

Fostering territorial development strategies 

To raise income levels while reinforcing convergence and equity, policies need to 
foster competitiveness based on local and regional comparative advantage. This requires 
investment in policy makers’ capacity to build a coherent development strategy in 
collaboration with relevant actors and on the basis of each territory’s specific assets 
(e.g. human capital, industrial clusters, natural resources, cultural assets). Efforts to 
strengthen institutional capacity across levels of government with the support of the 
European Union’s Structural Funds over the 2007-13 period are going in this direction 
(Table 10.2). 
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Table 10.2. Proposed breakdown of EU Structural Funds allocated to Hungary 

European Regional Development Fund 2007‑13 %
Environmental protection and risk prevention 28.2
Transport 25.8
Research and technological development, innovation and entrepreneurship 16.3
Investment in social infrastructure 11.7
Technical assistance 3.9
Information society 3.5
Urban and rural regeneration 3.2
Tourism 2.1
Culture 2.0
Energy 1.7
Improving human capital 1.1
Improving access to employment and sustainability 0.4
Improving social inclusion 0.1
Reforms in employment and inclusion 0.0

Strengthening institutional capacity at national, regional and local level 0.0
European Social Fund 2007‑13 %

Improving human capital 58.7
Increasing the adaptability of workers and firms, enterprises and entrepreneurs 15.7
Improving access to employment and sustainability 9.1
Improving social inclusion 8.8
Strengthening institutional capacity at national, regional and local level 4.1
Technical assistance 3.4
Reforms in employment and inclusion 0.2  

Source: National Strategic Reference Framework of Hungary 2007-13. 

Modernising the budget process 

For both efficiency and transparency purposes, Hungary should consider moving 
towards a programme budget classification and gradually introduce performance 
information in the budget process. The programme budget9 secures a strategic focus in 
policy design and implementation. It should be combined with the use of pertinent 
transparent indicators on performance information10 to facilitate the monitoring and 
evaluation of progress in achieving stated objectives; this helps to make administrations 
more accountable. Introducing programme budgeting can provide a substantial reduction of 
the number of line items (e.g. in the Netherlands, the new programme budget reduced the 
number of line items from around 800 to around 200). This would be a significant benefit in 
Hungary, which at present has a budget with more than 2 000 line items. Output-oriented 
account reclassification is a first step in this direction that does not require the abolition of all 
input controls. 



10. PUBLIC ADMINISTRATION REFORM: IMPROVING THE PERFORMANCE OF THE PUBLIC SECTOR – 215 
 
 

REFORMS FOR STABILITY AND SUSTAINABLE GROWTH – ISBN-978-92-64-04376-3 © OECD 2008 

In general, experience in OECD countries suggests that performance-oriented reforms 
have led governments to focus on achieving tangible results (Box 10.3). If successfully 
implemented, such reforms enable politicians to clarify objectives, to set priorities over the 
short and medium term, and to better communicate what results are expected from the public 
sector. For instance, in Australia, Canada, the United Kingdom, and the United States, all 
individual ministries are required to produce strategic plans, including medium-term 
performance goals. This approach also makes it easier to show how individual programmes 
fit into the government’s wider policy strategy. Most OECD countries have opted for a 
pragmatic and gradual approach to the use of output information. All OECD countries have 
moved to a performance-oriented budget system to at least some extent, and nearly three 
quarters of OECD countries include non-financial performance data in their budget 
documentation (although many of them do not link expenditure to outputs/outcomes). 

Despite the advantages of performance information, a number of caveats must be kept 
in mind. For example, the contribution of government programmes to policy objectives is 
often unclear; goals are often formulated in such abstract terms that it is impossible to 
determine whether they have been achieved; and public officials and administrators tend to 
hedge their bets and provide opaque answers when output is measured. It is therefore 
important to focus on the measurability of objectives, possibly at the expense of quality at 
first. These and other methodological issues are the same for all OECD countries; they 
should not prevent Hungary from using a valuable tool for bringing strategic focus and 
transparency to the public sector. 

Box 10.3. Examples of performance-oriented budgeting procedures in selected 
OECD countries  

In Denmark, universities receive between 30% and 50% of their funding in proportion to the 
number of students who pass their exams. The budget is therefore calculated according to the cost of 
each student in the relevant field of study (e.g. medicine, law). 

In the Netherlands, the budget enables the government to focus on policy goals as follows: 
the budget line “youth policy” has one general objective (“children grow up healthy and safe”) and 
five operational goals (e.g. parents will receive help in time to bring up and care for their children; 
parents whose children have problems with their development will receive support). The operational 
goals are accompanied by a multi-year funding table and performance indicators linked to specific 
targets. For instance, targets include a reduction of school drop-outs in 2010, a shortening of waiting 
lists for youth care, and a reduction in crime by 20%-25% in the period 2008-10. 

In the United Kingdom, the budget is determined according to a number of targets defined by 
the government in 2007, such as: 597 000 people of working age to achieve a first level (or above) 
literacy qualification, and 390 000 to achieve a first entry level (or above) numeracy qualification; 
130 000 apprentices to complete the full apprenticeship curriculum; increase participation in higher 
education towards 50% of those aged 18 to 30, with an increase of at least a percentage point every 
two years to the academic year 2010-11. 
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Conclusion 

The government has a pivotal role to play not only in delivering public services but also 
in building an enabling environment for sustainable economic development. Public 
authorities in Hungary are well aware of their responsibilities and of the current legal and 
budgetary constraints. Many of the structural problems at present could be overcome in 
pragmatic ways in the medium term. The ultimate success of reform implementation, 
however, will be decisively influenced by the government’s efforts and ability to open a 
comprehensive policy dialogue and to adopt an appropriate communication strategy. 

Notes 

 
1. For further details, see the forthcoming 2008 OECD report on the re-politicisation of the 

civil service by Sigma, www.oecd.org/gov/sigma.  

2.  For example, the Hungarian budget system focuses strongly on inputs rather than outputs 
and outcomes. The large number of budget items in Hungary and the level of detail 
required – although valuable in terms of meeting transparency objectives – are hampering 
policy makers’ ability to use resources efficiently. For further details, see Kraan, et al. 
(2007). 

3. For a more detailed analysis of the process and degree of decentralisation in Hungary, see 
OECD (2001).  

4.  For a more detailed discussion of sub-national spending and revenues, see OECD (2007a). 

5.  Each Regional Development Council is composed of a representative of the ministries in 
charge of agriculture and rural development, health care, employment policy, education, 
economic policy, environment protection, territorial development, the head of the Prime 
Minister’s Office; a representative per county of multi-purpose micro-regional associations 
and micro-regional development councils; mayors of the cities with county rank; and the 
head of the Regional Tourism Committee. 

6. According to the OECD regional typology, a region is classified as predominantly rural if 
more than 50% of its population lives in communities with a population density of below 
150 inhabitants per square kilometre; as intermediate if between 15% and 50% of its 
population lives in such communities; and as predominantly urban if less than 15% of its 
population lives in such communities. 
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7.  For example, according to the latest Convergence Programme of Hungary, kindergartens 

and primary schools are now financed using a single normative subsidy instead of ten. The 
new formula is based on organisational parameters rather than a per-child basis, with the 
objective of increasing the number of classes taught per teacher and the number of students 
per class. The introduction of this single grant is expected to replace 70% of all central 
government grants in public education. 

8. For more detailed analysis of performance indicator systems used in OECD countries, see 
OECD (2007b) and OECD (2006b). 

9. A programme budget is a budget in which expenditures are classified according to 
programmes or output areas.  

10. Performance information typically refers to outputs and outcomes. Outputs are defined as 
goods and services provided by government agencies such as teaching hours delivered. 
Outcomes describe the impact of a government programme on social or economic 
indicators such as number of road fatalities. Data on outcomes is often difficult to obtain 
and to verify, and the causal relationship between government policy and societal effect 
may be difficult to establish. 
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Annex 10.A1 
 

Examples of Public Service Delivery in Rural Areas in OECD 
Countries 

Different modes of access to services in rural areas in Finland 

Transportation services: bringing people to services. In Finland’s sparsely populated 
rural areas, the reduction in public transport has meant that private car use has become 
essential for rural residents and the importance of the taxi network has increased. Both 
alternatives, however, imply higher private costs of accessing services. Taxi operations have 
replaced collective services that have been abandoned. Special village transport services to 
village centres are a new and increasing form of transport. Taxi operations are a viable 
solution in municipalities with a sparse population base that do not have enough customers 
for a bus service or if bus timetables cannot be arranged to serve inhabitants efficiently. 

Mobile service units: bringing services to the people. In the sparsely populated areas 
of Eastern Finland some of the public and private services have been provided through 
mobile service units, the most frequent cases being mobile shops, mobile libraries, but also 
some innovative services such as mobile gyms (as the “Power Vehicle” – Woimavaunu – in 
the Pyhäselkä municipality) or a voting bus (in the municipalities of Eno and Pyhäselkä, in 
North Karelia) or nurses visiting patients at home in several municipalities. However, due to 
the declining population and cuts in public budgets, these services have undergone a process 
of rationalisation. The number of mobile shops in North Karelia has declined drastically and 
the mobile library service has been reduced, partly because of the declining demand for 
books but also because there have been very few new library buses. 

Using innovation: the opportunities of ICTs. Modern technology offers new 
opportunities for rural areas. Information and communication technologies (ICTs), 
particularly broadband, stand out as a new and necessary public good that can bring 
significant opportunities to rural areas, providing not only access to information, but also the 
ability to provide services that until now were largely thought to be urban. Some examples in 
Finland include: 

• Tele-education. The coverage of fixed external connections to tele-education 
facilities in comprehensive schools rose from 54% to 90% between 2000 and 
2005, and in upper secondary schools from 97% to 100% in the same period. 
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• Health sector. ICTs have allowed access to specialised services that could not be 
provided by other means in rural areas. The aim of the tele-medicine project was 
to make broadband services available to hospitals, particularly in terms of imaging 
(processing of digital X-rays). Archiving and remote viewing of digital X-rays is 
the most bandwidth-intensive telecommunications application used in hospitals.  

• Other government services. Since 2005, the government set a project for the 
provision of telecommunications in libraries and Citizen’s Services Offices. In 
2006, EUR 500 000 were devoted to support procurement of high-speed 
telecommunication connections and up-to-date customer terminals for mobile 
libraries, libraries in small municipalities, rural areas and sparsely populated areas, 
and Citizens’ Service Offices. 

Source: Aldea-Partanen, et al. (2004), “Access to Services in Rural Finland: Examples for Kainuu and North 
Karelia”, http://cc.joensuu.fi/~alma/deserve/raportit/rep04-finland.doc; Ministry of Transport (2007), “National 
Broadband Strategy Report”; OECD (2006), “Investment Priorities for Rural Development: Key Messages”, OECD 
International Rural Development Conference, Edinburgh, Scotland, 19-20 October, 
www.oecd.org/dataoecd/33/26/37865696.pdf.  

Examples of multi-service points in rural areas in OECD countries 

Finland has accumulated significant experience in multi-service points since 1993. 
Currently, there are about 207 Citizen Service Offices in Finland. The Citizen Service 
Offices deliver services (whether public, private, non-profit or mixed) from a single outlet. 
They also allow holistic customer service, which is easier to provide at a single point than if 
the customer had to contact several authorities. This system has had a positive impact in 
terms of improving access to certain services in rural areas, where citizens are typically 
required to commute to service delivery sites. The objective of the Citizen Service Offices 
system is to offer citizens a single outlet for services that can be managed jointly, 
i.e. municipal, district court, tax and work administration, National Pension Institute and 
other regional and local authorities. The services provided through Citizen Service Offices 
includes reception and handing out of documents, advice concerning proceedings and 
processing of issues and support in the use of electronic services. By means of joint, 
customer-oriented service and efficient use of information technology, the aim is to ensure a 
sufficient and high quality service network, to increase the productivity of the local service 
network and to reduce costs. 

In Scotland (United Kingdom), the idea of a one-stop-shop has been applied for a wide 
range of services, including education, social work, information, business support and 
community services. A recent study of 10 one-stop-shops in different rural contexts of 
Scotland found that: they are usually viewed positively by providers, staff and clients; they 
usually provide new or better quality services and make them more accessible; and 
sometimes they tackle very complex cross-cutting areas – such as those of social deprivation, 
youth, and provision of services in remote and scattered communities – which would 
otherwise not be dealt with by the existing service providers. They are therefore helping to 
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bring together government and other providers on the ground. The study also found that a 
number of important issues need to be taken into consideration in the design, layout, 
location, financing and staffing of one-stop-shops, and that community involvement and 
ownership is vital from the start. 

Australia instituted the Rural Transaction Centres (RTC) Programme to help small 
communities establish locally run and self-funding centres, which either introduce new 
services or bring back services that were no longer available in rural towns. Recently, the 
RTC programme was integrated into the Australian government’s new streamlined Regional 
Partnerships programme. Since their initial creation in 1999, over 200 RTCs have been 
approved for assistance. An RTC programme field consultant assists in an initial community 
consultation and feasibility study. The RTC is therefore tailored to meet community needs 
and usually includes: financial services, postal and telecommunications access, federal state 
and local government services, insurance and taxation, printing and secretarial capacity. 
These centres employ from one part-time employee to four full-time staff members, 
depending on size and activity level. Funding from the central government covers the fixed 
capital costs of establishing a RTC and subsidises its operating costs during its early years of 
operation if necessary. 

Source: OECD (2006), OECD Rural Policy Reviews: The New Rural Paradigm: Policies and Governance, OECD, 
Paris. 
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Chapter 11 
 

E-government: Using Technical Progress 
 to Improve Public Service Delivery 

E-government development in Hungary has been driven by the overarching national 
goal to integrate Hungary in the European Union. Combined with strong political 
leadership, these efforts have brought results in a short period of time. The progress 
made by Hungary has not continued after 2006 compared to the other benchmarked 
countries. Hungary is experiencing a fragmented e-government leadership, lack of 
budgetary concepts and tools for evaluating e-government investments, limited 
systematic monitoring and evaluation, and deficient cross-institutional collaboration 
frameworks. To increase public sector performance using e-government as a tool, 
Hungary should establish stable political priorities and strategic frameworks that 
allow for a focus on medium- to long-term implementation, including setting up a 
simpler governance structure for e-government. Benefits of e-government investment 
are assessed. Increased benefits realisation of e-government investments could be 
achieved by improving the budgetary frameworks using current budgetary limitations 
as a way to push agencies to re-engineer their business processes and to innovate in 
order to free up resources. Further e-government collaboration frameworks need to be 
strengthened. A number of additional initiatives could be considered to exploit 
economies of scale, for example extending the use of e-government building blocks to 
local government and the establishment of a shared service centre. 
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Background and key policy recommendations 

The reform of public administration discussed in Chapter 10 is closely linked to the 
progressive development of e-government1 currently under way. The 2007 OECD 
e-government study of Hungary shows that significant progress has been made, and 
identifies Hungary as one of the high-achievers among eastern European countries. However, 
the study also documents the need for continued efforts in order to reach the level of 
excellence achieved by leading European countries (OECD, 2007). 

Hungary is not different from other European Union (EU) member states where 
information and communication technology (ICT) is the third largest expenditure category in 
the public sector, after salaries and rent, reaching up to 7% of total government consumption 
expenditures (European Commission, 2006). This implies a risk of viewing e-government 
mainly as a narrow cost centre rather than an essential tool to achieve more efficient and 
effective government. 

This chapter provides an assessment of selected e-government issues in Hungary in 
light of budgetary constraints and Hungary’s wish to promote “leaner” government as stated 
in the government’s “New Hungary, Freedom and Solidarity” programme (Hungarian 
Government Programme, 2006). Based on the analysis provided, the chapter arrives at the 
following policy recommendations: 

• improve leadership in strategy formulation and implementation of 
e-government, 

• improve budgetary frameworks to facilitate the management of e-government 
implementation, 

• ensure progress through systematic monitoring and evaluation, 

• improve frameworks for both vertical and horizontal co-operation between 
government entities for the implementation of e-government. 

The remainder of the chapter presents the facts and analysis underlying these 
recommendations, as well as a more detailed depiction of individual steps suggested to 
implement them. 

Hungary’s e-government performance in international comparison 

E-government development in Hungary has been driven by the overarching national 
goal to integrate Hungary in the EU. These efforts have brought significant results in a short 
period of time, as Hungary has improved its ranking regarding EU benchmarks of online 
availability of the core 20 e-government services.  
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Hungary views the successful implementation of e-government as a key ingredient of 
its public sector reform agenda. Stakeholders within and outside the government, however, 
question whether progress is happening quickly enough, and whether the payoff from past 
investments in e-government has met prior expectations. 

Table 11.1 provides an overview of Hungary’s position in selected international 
e-government benchmarks. 

Table 11.1. Hungarian rankings in international comparison 

Hungary’s ranking/number of benchmarked countries  

Indicator Ranking institution/author Year World nations  Eastern Europe 1 EU27+ 2 EU10
E‑government readiness United Nations 30/192 2/10 22/31 6/10
E-participation indicator United Nations 2008 63/192 5/10 24/31 8/10

Fully-online availability European Commission 3 2007 n.a. 2/6 19/31 5/10

Online sophistication European Commission 3 2007 n.a. 2/6 19/31 4/10

Proactive sophistication European Commission 3 2007 n.a. 4/6 27/31 8/10

User‑centricity indicator European Commission 3 2007 n.a. 5/6 28/31 10/10  

1. This comparison only includes the EU member states Bulgaria, Czech Republic, Hungary, Poland, Romania, 
Slovak Republic. Belarus, Moldova, the Russian Federation, and Ukraine have been omitted as they are not part of 
the European Commission’s report. 

2. EU27+ includes the EU member states and Iceland, Norway, Switzerland and Turkey. 

3. Benchmarks prepared by Capgemini (2007), “The User Challenge – Benchmarking the Supply of Online Public 
Services”, Report of the 7th Measurement prepared for the European Commission, September.  

A closer look at international comparison of various e-government aspects reveals that 
Hungary’s ranking differs considerably between different categories, and that there has been 
some backsliding in the recent past:  

• The United Nations e-government survey 2008 (UN, 2008) indicates a decline of 
Hungary’s position (from the 27th to the 30th rank) in 2007 with regard to 
e-government readiness among 192 countries worldwide. However, Hungary 
ranks second in this category among eastern European countries, after the Czech 
Republic.2 

• The same UN survey includes an e-participation indicator examining the quality 
and relevance of citizens’ online participation. With regards to the latter, 
Hungary’s performance reaches only between 16% to 18%3 in the categories 
e-information,4 e-consultation5 and e-decision-making.6 Services required to 
achieve citizen engagement are weakly developed, potentially reinforcing a 
vicious cycle of low usage of e-government services and a lack of public dialogue 
and trust in online interaction with the government. 
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• The 2007 European Commission benchmarking of the 20 e-government services 
indicates that the earlier impressive catch up regarding e-government development 
has slowed down (Figure 11.1). The Hungarian fully-online availability rating 
which had caught up with the EU average by 2006, remained unchanged between 
2006 and 2007 while the EU27+ average kept improving. Online sophistication7 
of services in 2007 scored 70%, somewhat lower than the EU27+ average of 76%. 

• Proactive sophistication ranking was low, with only one relevant service out of 
the 20 assessed services being provided in a proactive8 and/or automatic manner9 
to users. Finally, with regard to the studies’ composite user centricity indicator,10 
at 6% Hungary scored far below the EU27+ average of 19%.  

According to the assessment made by the Hungarian Court of Auditors in 2007,11 
Hungary’s slow-down in convergence to a level just below European Union averages 
suggests that investments in e-government have so far focused on the easier steps in the 
catching-up process (“quick wins”), and are now facing the challenges of creating integrated 
services across the public sector. 

Efforts to implement effective e-governments (including investments) should not only 
focus on improving the supply of online services, but also need to nurture take-up and 
activate demand. As Table 11.2 indicates, stronger efforts to increase Internet and broadband 
penetration and use are needed in Hungary. There also exists a significant digital divide 
within Hungary, with significant disparities between urban and rural residents’ Internet usage 
and ICT competency and skill levels. 

The European Union’s core e-government goals focus on inclusiveness, efficiency and 
effectiveness, high-impact services, key enablers (such as an electronic ID), and 
e-participation. In pursuing these goals Hungary has similar difficulties as other transition 
economies in the EU:  

• Public website accessibility is still scarce.12 

• Impact measurement frameworks are in their planning stages, and initiatives 
concerning user-centricity and administrative burden reduction have only recently 
been launched.13 

• Hungary is under pressure to prepare for the next stage of transnational and 
pan-European development: as in many EU countries, availability figures on 
high-impact services are encouraging, but progress figures on usage are less so, 
and key enablers are not yet operational.  

• While its potential is large, barriers to the use of ICT-enabled participatory 
services (digital illiteracy, the digital divide, infrastructural weaknesses, low 
public confidence, etc.) remain important and need to be addressed before a 
participatory architecture (Web 2.0) can be fully deployed. 
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Figure 11.1. Hungary e-government services: online availability and sophistication 
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Source: Capgemini (2007), “The User Challenge - Benchmarking the Supply of Online Public Services”, Report of 
the 7th Measurement prepared for the European Commission, September. 
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Table 11.2. Internet access and usage 

Internet access  EU27  Hungary

Internet penetration rate (%  of households, 2007) 54 38

Indiv iduals with broadband access (July 2007) 18.2 11.6

Internet usage

Indiv iduals (aged 16‑74) having used e‑government in the past three 

months (2007) 30 25
E‑commerce as %  of total sales (calendar year 2006) 4.2 2.4  

Source: Eurostat: http://epp.eurostat.ec.europa.eu/portal/page?_pageid=0,1136250,0_45572555&_dad= 
portal&_schema=PORTAL.  

Major assessments  

The OECD country report on e-government in Hungary (OECD, 2007) argues that the 
main requirements to improve public sector performance using e-government as a key tool 
are: 

• continuous and strong e-government leadership, 

• budgetary concepts and tools for e-government investments, 

• systematic monitoring and evaluation, 

• cross-institutional collaboration frameworks. 

These key policy areas are discussed in the remainder of this section. 

Deficient e-government leadership  

Performance is weakened by fragmented e-government leadership which reduces 
accountability for e-government implementation. The authorities recognise that it is 
important to minimise the fragmentation of responsibilities and to avoid inconsistencies in 
strategy due to the frequent change of priorities by alternating governments from one 
election to the other since 1989. However, organisational changes introduced since the 
general election in 2006 have apparently not led to the desired outcomes regarding clearer 
roles and responsibilities for policy development, implementation, and monitoring and 
evaluation. 

E-government leadership is exercised by the Prime Minister’s Office Electronic 
Government Centre, which supervises the Hungarian Office for Administration and 
Electronic Public Services as an operational centre. Despite the political weight of the Prime 



11. E-GOVERNMENT: USING TECHNICAL PROGRESS TO IMPROVE PUBLIC SERVICE DELIVERY – 229 
 
 

REFORMS FOR STABILITY AND SUSTAINABLE GROWTH – ISBN-978-92-64-04376-3 © OECD 2008 

Minister’s Office, major challenges persist in the institutional setup of the country’s 
e-government policy: in practice a number of public agencies are actively involved in 
different aspects of e-government development, resulting in opaque accountability structures. 
The entities that have been granted e-government responsibilities are: 

• The Prime Minister’s Office Electronic Government Centre (MEH EKK) 
responsible for tasks such as the formulation of the public administration’s ICT 
policy and strategy, e-government regulation (in co-operation with the Ministry of 
Economy and Transport), and cross-agency co-ordination. The MEH EKK is the 
main co-ordinator in the field of IT in public administration, including the 
developments and information technology services of the regional and local 
governments. 

• The Hungarian Office for Administration and Electronic Public Services 
(KEKKH), which was established as a central agency supervised by the Prime 
Minister’s Office in January 2007. The KEKKH was founded on the basis of the 
Central Office for Data Processing, Registration and Election, along with the 
Telecommunication Services and the Government Frequency Office. The KEKKH 
is the successor of the above-mentioned offices. 

• The Ministry of Economy and Transport,14 which is responsible for the 
implementation and supervision of progress towards the “information society” 
throughout the second phase of the e-Hungary programme (“eHungary 2.0”); and 
has a role in facilitating the use of Internet and electronic channels by citizens 
and enterprises (E-business “Tuned Into Business” programme). 

The Ministry of Finance does not have a distinct role in e-government development, 
even though it could potentially provide useful budgetary tools (such as a common 
cost-benefit analysis concept) for prioritisation purposes. 

The local governments15 face a significant challenge due to their limited capacity 
(regarding funding and human resources) to support e-government development at the 
grass-roots level, although local governments should be seen as an important direct interface 
between citizens and the public sector, and should play a crucial role in overcoming 
problems such as the digital divide and economic disparities among municipalities. 

Lack of budgetary concepts and tools for evaluating e-government investments 

Like other OECD countries, Hungary is facing the challenge of establishing clear 
principles and priorities for funding e-government development. Special funding for 
e-government investments has not been set up, and initiatives are mainly funded on an 
ad hoc basis using the general budget allocated to each public institution. This is one of the 
reasons why data on e-government investments is only available as rough estimates. 
Measurement of resulting benefits is even less developed (see below). This lack of pertinent 
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information limits the possibility of proper management control of e-government 
implementation. 

No common principles have been established to fund e-government projects with 
cross-cutting impact, bringing into focus the “sow-harvest” dilemma of e-government,16 
which is increasingly becoming an issue among public sector entities. Furthermore, questions 
regarding the incentive structure for institutions to finance or actively participate in 
cross-cutting initiatives have remained unanswered. Even in cases where administrative 
efficiencies can be achieved through the use of e-government there are no economic 
incentives to actually implement it – as the resulting savings would automatically lead to 
budget reductions for the public sector entity concerned. 

The systematic use of cost-benefit and business-case analyses, and benefit 
measurement of e-government programmes and projects is limited across the public sector as 
a whole. The deficiencies in the budgetary framework applied to e-government development 
create an opaque environment for evaluating e-government investments and their return, and 
thus tracking and assessing progress of implementation. 

Limited systematic monitoring and evaluation 

Hungary is gradually introducing monitoring and evaluation tools to be applied to its 
current e-government strategy. However, no common public sector approach to monitoring 
and evaluation has yet been defined and used methodically to enhance implementation 
management. As a result, public sector institutions without sufficient evaluation experience 
lack guidance, and the reported results are not comparable. As a side effect, central 
government has only limited means to track implementation and determine to what extent 
e-government goals have been achieved. 

E-government projects financed by the European Union have been a driver towards 
more structured project implementation as they require the application of managerial 
monitoring and evaluation tools. The Economic Development Operational Program (GVOP) 
was one of five overall operative programmes of the Hungarian National Development Plan 
which related to the 2004-06 programme period and involved EU funding. It included 
limited projects implemented by the Information Society Public Benefit Company17 to 
support local e-government development (Ministry of Economy and Transport, 2006). In 
2007, the EU accepted Hungary’s new operational programmes, among them the intertwined 
“electronic public administration” and the “state reform” operational programmes.18 These 
programmes state the objective of providing a clearly defined service package with fewer 
resources and define indicators for measuring progress in more efficient and effective 
delivery of e-government services. Possibly, the monitoring and evaluation of this 
programme will create spill-over effects with regards to other, nationally funded 
e-government projects. 
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Fragmented cross-institutional collaboration frameworks 

Developing seamless and user-focused public services require that the back office of 
the public sector is coherent and fully integrated. Developing fully coherent and integrated 
back-office functions supporting e-government services is the purpose of implementing 
cross-institutional collaboration frameworks. These frameworks include areas such as: 
common business processes, technical and organisational standardisations, interconnectivity 
organisations and systems, and the use of multi-channel strategies for service delivery. 

Through a number of projects Hungary has established relevant concepts and systems 
to enhance and support e-government development and implementation: 

• The Central Electronic Service System – consisting of the Electronic 
Government Network, the government portal, the Client Gate, and the Government 
Customer Information Centre – supports e-government service delivery by central 
government, in line with what some OECD countries, such as the 
United Kingdom, have done. This basic e-government infrastructure concept is 
being extended and offered to local governments to use in providing their own 
e-government services to citizens and businesses. Local governments have been 
able to join the Client Gate since 2007. 

• The MEKIK Project – the Hungarian Electronic Public Administration 
Interoperability Framework – provides data standards, workflow mechanisms, and 
legal regulations in compliance with EU norms mandating that all member states 
have an interoperable “one-window administration” solution. Completion of these 
tasks has experienced repeated delays despite the growing pressure on Hungary to 
become involved in pan-European projects.19 

The “New Hungary, Freedom and Solidarity” programme has entailed the 
implementation of common business processes to centralise certain functions of central 
public administration such as ICT provision, salary payments, book-keeping, public 
procurements, and management. More streamlined implementation of shared services, listed 
in an up-to-date service catalogue, constitutes an important milestone towards a leaner 
government. 

Proposals for action to enable change 

The following proposals for action are based on the analyses and assessments made in 
the OECD e-government study of Hungary in 2007. The aim of the study has been to assess 
whether OECD proposals for action have been implemented, or whether they are in the 
process of implementation, and if not, to identify the reasons behind the failure to do so.20  
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Improve e-government leadership 

Dedicated e-government leadership is needed to ensure implementation of 
e-government strategies and action plans. The OECD country study of e-government in 
Hungary shows that the distribution of e-government responsibilities among government 
entities should aim at putting in place a simpler governance setup, resulting in a more 
effective e-government leadership. A summary of leadership-related assessments, proposals 
for action, and progress made since the publication of the study is provided in Table 11.3. 

Table 11.3. Assessment and proposal for action regarding e-government leadership1 

Selected assessment Selected proposal for action Progress made 
With the assignment of major 
e-government responsibilities to the 
centre of Hungarian government and 
the Hungarian Office for 
Administration and Electronic Public 
Services (KEKKH) under the 
strategic leadership of the Prime 
Minster’s Office, e-government 
development and the public sector 
reform agenda seem to be more 
effectively aligned. It is essential that 
the new structure avoid the divisions 
that existed in the previous structure, 
and that the government not lose 
time and momentum on 
e-government implementation as 
new structures are created.  

At the central level, the government’s 
task should be three-fold:  

1) to use the joint 
e-government and public 
sector reform 
responsibilities of the Prime 
Minister’s Office to develop 
a co-ordinated strategy for 
educating and assisting 
government agencies in 
using e-government to 
re-engineer processes and 
to release resources for 
reallocation and/or 
reinvestment;  

2) to provide solutions for 
implementing cross-cutting 
e-government initiatives, 
including the development 
of common “building 
blocks”; and  

3) to aggressively promote 
collaboration. 

There is limited evidence for progress 
in the leadership domain. No 
e-government strategy has been put in 
place since the beginning of the 
ongoing legislative period in 2006.  
 
Currently, the draft E-Government 
2007-2010 Strategy (E-közigazgatás 
2007-2010 Stratégia) is being aligned 
with Hungary’s public administration 
strategy. Both strategies will be 
finalised around April 2008, after which 
they will have to pass the 
governmental acceptance process. 
 
The time lag between the creation of 
the Hungarian Office for Administration 
and Electronic Public Services and the 
finalisation and approval of Hungary’s 
e-government strategy seems to have 
created the impression of lacking 
e-government decisiveness and 
progress.  

1. Full wording regarding assessments and proposals for action can be found in Annex A of OECD (2007), OECD 
e-Government Studies: Hungary, OECD, Paris. 

Source: OECD (2007), OECD e-Government Studies: Hungary, OECD, Paris  

Improve budgetary frameworks 

Improving budgetary frameworks tailored to e-government conditions will better 
enable government prioritisation and decision making. Table 11.4 shows selected 
assessments, proposals for action and progress made regarding budgetary frameworks for 
e-government. 
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Table 11.4. Assessments and proposals for action regarding budgeting1  

Selected assessment Selected proposal for action Progress made 
• General lack of available 

funding for e-government 
development throughout 
the public sector, with local 
governments being most 
affected. 

• Create incentives to ease 
budgetary constraints in both 
central government and local 
governments, such as a 
central fund to support 
e-government development 
across the whole public 
sector. Public institutions 
should be allowed to keep 
resources freed by efficiency 
gains. 

Incentives for improving budgetary 
frameworks are mainly external. 
 
An example: Hungary is eligible for 
the EU Structural Funds for 
2007-2013, with indicative financial 
budget allocations for a seven-year 
time frame. Projects funded by the 
Structural Funds require the 
government to base its decisions 
on ex ante business case analysis. 

• No common principles 
have been established to 
fund e-government projects 
with cross-cutting impact. 

• Hungary should consider 
extending its present 
budgetary planning to include 
multi-year spending 
estimates and commitments. 

• Lack of budgetary 
mechanisms to overcome 
formal one-year budgetary 
horizons. 

• Develop and implement a 
common public sector 
concept for cost-benefit and 
business case analyses and 
procedures. 

• Lack of a common 
methodology and 
systematic use of 
cost-benefit analysis 
creates an opaque 
environment for decision 
making. 

 

1. Full wording regarding assessments and proposals for action can be found in Annex A of OECD (2007), OECD 
e-Government Studies: Hungary, OECD, Paris.  

Source: OECD (2007), OECD e-Government Studies: Hungary, OECD, Paris.  

Improve monitoring and evaluation 

To ensure progress in e-government, development monitoring and metrics need to be in 
place. Table 11.5 shows selected assessments, proposals for action, and progress regarding 
monitoring and evaluation of e-government. 
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Table 11.5. Assessments and proposals for action regarding management of 
e-government implementation 

Selected assessment1 Selected proposal for action1 Progress made 
• No common public 

sector approach to 
monitoring and 
evaluation has yet been 
defined and used 
methodically to 
enhance 
implementation 
management. 

• Hungary should consider 
developing a set of 
standard e-government 
goals and measures for 
extensive use – possibly 
based on existing 
monitoring concepts for 
EU-related projects – and 
diffuse it quickly.  

Plans exist to evaluate Hungary’s 
E-Government 2007-2010 Strategy 
(E-közigazgatás 2007-2010 Stratégia) 
according to the eGEP (e-government 
Economics Project) model (which 
includes indicators for efficiency, 
effectiveness and democracy).2  

• A cultural change is 
needed to convince 
civil servants to seek 
efficiency gains within 
their own area of 
responsibility in order to 
finance innovation. In 
general, a more flexible 
human resource policy 
in public administration 
is called for. 

• Hungary should consider 
developing more incentives 
for its e-government 
strategy’s implementation, 
such as economic 
inducements and 
competition.  

Also, detailed studies assessing 
different cost-benefit and monitoring and 
evaluation techniques have been 
commissioned by the Hungarian 
government;3 it remains unclear which 
techniques will be implemented. 

 • Ensuring coherence 
between the technical and 
the managerial aspects of 
e-government programmes 
is crucial. 

To ensure technical and managerial 
coherence the “knowledge portal” 
project (Tudásportál projekt)  
has been set up. A new knowledge 
platform shall be made available for 
government-to-government knowledge 
exchange and it could potentially be 
extended to non-governmental 
stakeholders, allowing parties to 
exchange experiences in a structured 
manner. 

1. Full wording regarding assessments and proposals for action can be found in Annex A of OECD (2007), OECD 
e-Government Studies: Hungary, OECD, Paris. 

2. For further information about this EU-commissioned project see: http://82.187.13.175/egep/asp/E_Home.asp, 
accessed 19 February 2008. 

3. Kopint-Datorg (2007), “E-közigazgatási költség-hatékonysági módszertanok és benchmarking/monitoring 
rendszer kidolgozása” (E-government Cost-Efficiency Methods and the Set Up of Benchmarking/Monitoring 
Systems), Budapest. 

Source: OECD (2007), OECD e-Government Studies: Hungary, OECD, Paris.  
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Improve e-government collaboration frameworks  

E-government benefits are most easily reaped by taking a whole-of-public-sector 
approach to development and implementation, making co-operation across public sector 
entities essential. Collaboration frameworks ensure that e-government building blocks are 
used and reused across the public sector in its different e-government services. Table 11.6 
shows selected assessments, proposals for action and progress made since 2006 in promoting 
nation-wide collaboration frameworks. 

Table 11.6. Assessments and proposals for action regarding collaboration frameworks1 

Selected assessment Selected proposal for action Progress made 
• The central government 

has established a Central 
Electronic Service System 
– consisting of the 
Electronic Government 
Network, the government 
portal, the Client Gate, 
and the Government 
Customer Information 
Centre. This basic 
e-government 
infrastructure concept is 
now slowly being 
extended and offered to 
local governments. 

As part of the announced public sector 
reform, Hungary should implement 
collaboration frameworks focusing on: 

• Establish a service registry. 
• Establish common public 

sector data standards and 
meta-data standards. The 
first step is to deliver 
regulations under the 
MEKIK project.  

• Expand the framework of 
the Central Electronic 
Service System, developed 
by central government for 
use by local governments. 

The National Interoperability 
Framework is planned to be aligned to 
the European Union Interoperability 
Framework but is still in its 
preparation stages.  
 
Regarding multi-channel service 
delivery, the “integrated public 
administration client service concept” 
(Integrált Közigazgatási 
Ügyfélszolgálat-IKÜSZ- Koncepció) is 
awaiting governmental adoption. This 
concept could ensure equal service 
delivery standards regardless of 
channel choice. 

• Hungary needs to extend 
this concept to develop 
other basic “building 
blocks”, such as common 
registers and data 
networks. Most 
collaboration frameworks, 
however, are still in the 
planning or development 
stage.  

• Establish a shared services 
centre. 

• Establish a framework for a 
common public sector 
approach to multi-channel 
strategies providing 
guidelines and “good 
practices”. 

• The MEKIK project – the 
Hungarian Electronic 
Public Administration 
Interoperability 
Framework’s guidance 
has experienced repeated 
delays. 

 

1. Full wording regarding assessments and proposals for action can be found in Annex A of OECD (2007), OECD 
e-Government Studies: Hungary, OECD, Paris. 

Source: OECD (2007), OECD e-Government Studies: Hungary, OECD, Paris.  
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Notes 

 
1. “E-government” is defined as: “The use of information and communication technologies, 

and particularly the Internet, as a tool to achieve better government”, OECD (2003). 

2. This global index combines the Web Measure Index on government provision of e-services, 
the Telecommunications Infrastructure Index, and the Human Capital Index. 

3. The maximum score is 100%. 

4. In the survey the “e-information” category is defined as: the government website offers 
information on the list of elected officials, government structure, policies and programmes, 
points of contact, budget, laws and regulations and other information of public interest. 
Information is disseminated through a number of online tools such as: community 
networks, blogs, web forums, text messages (micro democracy), newsgroups, and e-mail 
lists. 

5. In the survey the “e-consultation” category is defined as: the government website provides 
the tools necessary for e-consultation. It allows citizens to set the agenda for the debate 
through e-petitioning. The government ensures that its elected officials have a website to 
communicate directly with their constituents. It maintains an archive of their discussions 
and provides feedback to citizens. 

6. The government is willing to take into account the e-inputs of citizens into the 
decision-making process and informs its citizens on what decisions have been taken based 
on the consultation process. 

7. Measured as the percentage of e-government services being available at the information, 
one or two-way interaction or transaction level. 

8. Proactive service delivery refers to a situation where the government communicates with 
users on its own initiative, e.g. to proactively warn users before their passports expire. 

9. Automatic service delivery stipulates a situation when, e.g. social benefits are automatically 
granted to citizens based on income data that is available in a database, i.e. that the citizen 
need not apply for the social welfare service. 

10. User-centric indicators consist of the following dimensions: legally binding electronic ID; 
number of data fields requested for transactional services, multi-channel access, website’s 
compliance with international standards of accessibility. 

11. See www.asz.hu, accessed 30 January 2008. 
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12. Hungary published its first Hungarian e-inclusion report and action plan in 2007 (Inforum, 

2007).  

13. Such as the www.burostop.hu site launched in October 2007 to collect opinions regarding 
administrative red tape. 

14. According to the Act LV/2006 on the Assignment of Ministries of the Republic of 
Hungary. 

15. Hungary has 3 152 municipalities organised in 19 counties and the capital Budapest. 

16. The “sow-harvest” problem of e-government concerns the dilemma of who should pay for 
the development, implementation and daily operation of generic e-services when those 
e-services have been developed and implemented by one institution or organisational unit 
but the benefits are mainly harvested by others in the public sector. 

17. Információs Társadalom Közhasznú Társaság (IT Kht) owned and supervised by the former 
IHM – the Ministry of Informatics and Telecommunications. 

18. The Hungarian Operational Programmes can be found at www.nfu.hu/ 
umft_operativ_programok, accessed 21 February 2008.  

19. The European Union has launched pilots on pan-European e-procurement as well as 
cross-border electronic identification and authentication, in pursuit of the development of 
pan-European services. 

20. An overview of all assessments and proposals for action can be found in Annex A of 
OECD (2007). 
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EU accession in 2004 has confi rmed Hungary’s successful transformation from a 
centrally planned economy into a functioning market economy operating within the 
framework of a multi-party democracy. However, the country’s output per capita 
is still well below the EU average, and public expenditures exceed revenues by 
a large margin. This report looks at ongoing efforts to restore fi scal balance and 
promote sustainable growth to accelerate the convergence process. Drawing on the 
experience of OECD member countries it proposes structural reforms to achieve 
these objectives, covering the following topics:

•  Fiscal policy: Defi cit reduction and making taxes and expenditures more growth 
friendly.

• Health care reform: Improving effi ciency and quality of care.

•  Pension reform: Providing old-age income security in the face of population 
ageing.

• Employment and social policies: Making formal employment more attractive.

• Education reform: Improving human capital formation.

•  SME promotion: Increasing competitiveness and fostering successful 
entrepreneurship.

• Innovation: Fostering rapid productivity growth.

• Energy policy and the environment: Responding to the threat of climate change.

• Public administration reform: Improving the performance of the public sector.

• E-government: Using technical progress to improve public service delivery.

An overview chapter synthesises the fi ndings, highlighting the interdependence of 
policy actions in the various areas.
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