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INTRODUCTION

I consider it a great honor to be able to give you a lecture at the conference dedi-
cated to the 60th anniversary of the founding of Corvinus University of Budapest.
The sense of joy and honor I feel is only increased by the fact that I deliver my lec-
ture on the ceremonial occasion when Eric Maskin, professor of the Princeton In-
stitute For Advanced Study is presented with an Honorary Doctorate from
Corvinus University of Budapest. I chose a subject that both Eric Maskin and my-
self are interested in, and in which we conducted joint research, and in relation to
which we have written joint publications, namely, the analysis of the soft budget
constraints phenomenon.

My study applies the theory and concepts of the soft budget constraints to the
hospital sector.1 In the first part of the study I will deal only with hospitals owned
by the state, and later on will also move on to problems of ownership.

The group of organizations that I am referring to from now as the “hospital sec-
tor” does not only include hospitals caring mainly for inpatients, but also the out-
patient clinics and diagnostic and nursing organizations operating as independent
units. I describe all organizations in this category as a hospital in order to use a
concise definition.

This study refers to the Hungarian experience at several points. At the same
time, I wish to underscore in advance that my intention is not to provide a detailed
analysis of the Hungarian system; the ideas I wish to express are of a more general
nature. The soft budget constraint syndrome does not only occur in the Hungarian
hospital sector. It is not only present in a socialist system or during the post-social-
ist transformation, as a residual factor of socialism. The soft budget constraint
syndrome of necessity appears everywhere, even in places where the environment
of the hospital sector has been and still is, shaped by a capitalist market economy.

I am looking for an answer to the following question: why is the soft budget
constraint syndrome so common in this sector? Before starting to give a detailed
answer, I wish to deal with an argument that can be raised against this topic. Dur-
ing the discussions before the publication of the study, several people asked me
the following question: is there any reason for looking at the soft budget constraint
syndrome specifically in the hospital sector? There are events shaking the world
economy around us: various states and international organizations are executing
bailouts involving hundreds of billions of dollars. The “softening of the budgetary
limit” affects the international financial system and the world of hundreds of thou-
sands of companies. By way of comparison, the hospital sector comprises only a
tiny segment of the macro economy in any country.

This is undeniably true. However, I still believe that the analysis of this small
(although vital) sector will result in an important universal lesson. The closing or
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rescue of a hospital is not an event that makes headlines in the world economy;
however, the majority of the problems that surface there can also be found beyond
the boundaries of the hospital sector. Moreover, the motivation, behavior and
moral and financial consequences of the actions of the parties involved in the
events can be defined more sharply in some aspects of these events.

A TYPICAL SERIES OF EVENTS

Financially, some hospitals operate acceptably well. In other hospitals, revenues
do not cover expenses for an extended period of time. Consequently, they are
compelled to either take out a loan or simply to not pay their suppliers, i.e. they
force them to provide credit. Debt continues to accumulate until the level of in-
debtedness reaches a critical size. Debt can swell to such an extent that the organi-
zation – if it happens to operate in the business sector – would legally go bankrupt
and the court would have to appoint a receiver.

Figure 1 describes the series of events. What alternative positions can an orga-
nization resort to in a financial crisis? For logical explanation, we must distin-
guish between four clear scenarios. Naturally, in reality, these scenarios can over-
lap somewhat.

We shall not repeat what is said in Figure 1. Since we are talking about hospi-
tals, it would also be appropriate to use medical terms metaphorically. The organi-
zation suffers from a severe illness. There could be four possible outcomes in the
following period:

A) the illness still prevails.
B) The illness has been beaten.
C) The patient receives first aid and emergency treatment, and he is kept alive –

while the causes generating the symptoms of the illness remain.
D)The patient dies. The medical profession and the business sector use the same

term: an exit has taken place – the organization has ceased to exist.

For the purpose of our topic, the key issue is to what extent can a hospital ex-
pect the outcome under C), the rescue, or a bailout, as is widely used in English?
What does a hospital think about this? Will it be pulled out of a jam if it gets into
serious trouble?

In this context, there are many misunderstandings about the meaning of the
“soft budget constraint” concept. This study is a good opportunity to clear any
misunderstanding.
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Some people think that if an organization (a company, a bank or a hospital) is
rescued from financial trouble, then this is also a manifestation of soft budget con-
straints. This is an erroneous interpretation.

The concept of the soft budget constraint syndrome does not refer to a single
event. (In contrast to a rescue action, which is an event.) The soft budget con-
straint is a mental phenomenon and is not an “event”. It is present in the mind,
thinking and understanding of the decision-maker. It is a particular expectation.
Anyone’s budgetary limit is soft if the person (either with good reason or
wrongly) expects that he will surely be rescued if he gets into trouble. He then ad-
justs his actions to this expectation. Consequently, this is a hope or a belief which
has an impact on the person’s decisions, behavior and actions.

The more frequently that bailouts and rescue plans are used in one’s context,
the more one will expect it. (This, therefore, is not about one rescue event, but
about many, the experiences of which have been processed and the basis on which
expectations have been formed.) However, one can also have other reasons for ex-
pecting to be bailed out. One can be in a monopoly position, in which one’s activi-
ties are indispensable and therefore one can expect not to be left in the lurch. Or
one can expect to be rescued because of the good political or non-political con-
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A) It is still in trouble
B) It is no longer in trouble because the financial balance

was restored with internal instruments:
– restructuring
– change of profile
– cost-cutting
– increase of revenues

C) It is no longer in trouble because the financial balance
was restored with external instruments – rescue-bail-
out:
– “consolidation” (single national government

transfer)
– increase of ongoing support from the owner

(government, local municipality)
– extraordinary loan
– DRG-correction* (= price increase)

D) Exit:
– termination without a legal successor
– merger with another organization

Figure 1. Outcomes of hospitals in financial trouble

* DRG = Diagnostic Related Groups – measuring unit used in the Hungarian literature for the
points based on which settlement takes place between the National Health Insurance Fund and the
hospital.

The hospital is
in severe finan-
cial trouble =
the total debt has
exceeded the
critical point
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tacts with friends and acquaintances who dispose over the money required for a
bailout action.

This is a self-generating process. If many expect a bailout and their expecta-
tions are fulfilled, and in fact the organization in trouble is often rescued, then
many others will also expect this. After every bailout most organizations start
over again with the expectation that they will be rescued once again.

The other misunderstanding occurs because often the “soft–hard” adjective
pair is used as if there were only two clear-cut cases: a budgetary limit is either
soft or hard. In reality, there are degrees of softness and hardness; there are many
intermediate stages between the clearly soft and clearly hard status. Bailout ex-
pectations can also be considered as variables of subjective probability develop-
ing within the decision-makers of the organization, that is to say, the degree of
probability they ascribe to the actual rescue. This probability indicator is not a dis-
continuous but a continuous variable, taking any value between 0 and 1.

Let us take a few illustrative examples from the Hungarian practice concerning
the frequency of severe indebtedness and bailout.2 The data of Tables 1–3 cover
the so-called publicly financed active inpatient institutions (financed by the Na-
tional Health Insurance Fund).3

Table 1 was prepared on the basis of the following criteria: the hospital is in “fi-
nancial trouble” if the total of its overdue debts to suppliers at the end of the year is
higher than 3 percent of the annual expenses of the hospital.4 The table clearly in-
dicates the proportion of the hospitals in financial trouble. In most years, every
fourth-fifth hospital struggled with severe financial difficulties; in 2006 their pro-
portion was even higher, at 40 percent.
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Table 1

Number and proportion of hospitals in financial trouble

2000 2001 2002 2003 2004 2005 2006 2007

Total hospitals 137 137 137 136 135 133 132 131
Hospitals in trouble 31 30 21 12 36 24 53 39
Proportion as compared to the 22.6 21.9 15.3 8.8 26.7 25.6 40.2 29.8
total number of hospitals
(percentage)

Note: A hospital is “financially in trouble” if at the end of the year, the overdue debts to suppliers are
higher than 3 percent of the annual expenditures of the hospital.
Source: Database built by Csaba Dózsa and his colleagues. The primary source of the data contained
in the database is the hospital database of the Health Strategy Research Institute and the debt surveys
of the Ministry of Health.
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We followed the 42 units that were in financial trouble in the middle of 2002.5

Column A) of Table 2 indicates that a considerable number of the 42 hospitals had
already been in trouble, and remained in critical condition, despite efforts made to
overcome the financial crisis and despite bailout actions.

Please note especially the figures of the column in brackets. These figures
show the bailout actions which gave some assistance to the hospital in trouble, but
were still not enough to reduce the total debt below the critical threshold.

Column B) reflects the favorable developments of the series of events: the total
debts were reduced below the critical threshold by internal efforts.6

Column C) indicates the bailout actions. Adding up the data of column C) and
the data in brackets in column A) for a particular year, we can see the number of
bailout actions for each year, resulting in a partial or full rescue, or in only easing
the troubles. For example, bailout actions took place in 19 + 17 = 36 hospitals that
were selected for the observed group in 2002. In several cases, this involved inter-
nal restructuring and other cost-cutting efforts. After six months of bailout actions
only 19 organizations were still in trouble, according to the status report at the end
of the year.
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Table 2

Preceding events and outcome of the 42 hospitals in trouble in 2002

Year A) B) C) D)
In trouble No trouble: recovered No trouble: recovered Exit

with internal with external
instruments instruments (bailout)

2000 17 (5) 17 8 0
2001 22 (10) 12 8 0
2002 19 (17) 4 19 0
2003 8 (3) 27 7 0
2004 19 (8) 17 6 0
2005 15 (5) 17 10 0
2006 21 (10) 16 5 0
2007 16 (9) 12 9 5

Note: The table contains the data as of 31 December of the year indicated. We focused on the situa-
tion prevailing at the end of June 2002 in the selection of the group of 42 units covered by the table.
The figures in brackets in column A) indicate the number of units where the central government or
the competent municipality conducted significant bailout actions during the given year, but even so,
the total debt could not be reduced below the critical threshold, i.e. the unit was “still in trouble”.
Source: Database built by Csaba Dózsa and his colleagues. The primary source of the data contained
in the database is the hospital database of the Health Strategy Research Institute and the debt surveys
of the Ministry of Health.
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Hospital expenses were limited more strictly from 2004.7 Although there is no
doubt that cost-cutting measures were introduced in 2004–2006, Table 2 still
clearly indicates that there were no exits until 2007, i.e. survival was guaranteed.
This is a strong indication of the existence of the soft budget constraint syndrome.

True rigour was introduced in 2007 when one-third of the hospitals in deep fi-
nancial trouble were terminated by administrative procedures; they were either
terminated without a legal successor, or were merged into another viable organi-
zation.

Some of the bailout actions were small, ad hoc type actions. Apart from these
small “tailored” individual bailout actions, extensive bailouts occurred in 1996
and 2002. These were called “consolidation” in the Hungarian literature. Table 3

illustrates some typical data of the two large consolidation processes.

Table 2 clearly illustrates that until 2007 there were no exits – i.e. survival was
guaranteed. This was a strong indication of the existence of the soft budget con-
straint syndrome. It is notable that after the bailout in 1996, the number of hospi-
tals in financial trouble decreased significantly. We should look back to Tables 1

and 2 for a moment here, which clearly illustrate the decrease in the number of or-
ganizations in trouble. However, this was only a temporary phenomenon. Later
on, the number of hospitals in trouble began to rise again. They counted on a bail-
out, it was built into their expectations and as a result, overspending revved up
again. Almost half of the beneficiaries of the consolidation process of 1996 ended
up in a worrying financial crisis again. The soft budget constraint syndrome could
clearly be observed.

Limitations of the length of this paper do not permit me to quote in detail the
studies describing similar phenomena that show up in the public hospital sectors
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Table 3

Some characteristics of the state “consolidation programs”

Characteristic feature Consolidation in 1996 Consolidation in 2002

Number of organizations involved 38 30
Amount (HUF billion) 4 3.5
Proportion of this amount in the total NHIF 6 3.8
payments to the organizations concerned
(percentage)
Number of beneficiaries of the consolidation no data 16
in 1996 included in the beneficiaries of the
consolidation process in 2002

Source: Database built by Csaba Dózsa and his colleagues. The primary source of the data con-
tained in the database is the hospital database of the Health Strategy Research Institute.
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of many other countries as well. Consequently, Table 4 lists only those countries
in relation to which information can be found about the existence of the soft bud-
get constraint syndrome. The table also indicates the sources of literature, based
on which I dare to claim that the soft budget constraint syndrome can also be de-
tected in the countries covered by the table.8

These are the bold facts of the drama. There is one thing that has not been men-
tioned so far: the characters of the drama.

BEHAVIOR OF THE MAIN ACTORS

Among the many actors, I would like to focus on five: the patient, the physician,
the hospital director, the politician and the owner. Obviously, there are other im-
portant characters, too, including the pharmaceutical industry, the universities
training the physicians, the ministry supervising the health sector and the manag-
ers and officials of health insurance. However, the analysis of the five main char-
acters listed above seems sufficient for elaborating the main concepts of my study.

We are seeking to find an answer to two questions with regard to all of the char-
acters: what motivates them, and how do they behave based on their motivations?

Society and Economy 31 (2009)
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Table 4

Sources of literature indicating the appearance of the soft budget constraint syndrome

Country Source of literature

Austria OECD (1997a)
Chile Perry – Leipziger (eds) (1999)

Eggleston – Shen (2008)
Finland OECD (1998)
Greece OECD (1997b)
Italy Bordignon (2000); Bordignon – Turati (2003)
Luxembourg OECD (1999)
Norway Hagen – Magnussen – Kaarboe (2007); Tjerbo – Hagen (2008)
Switzerland Colombo – Zurn – Oxley (2006)
Sweden Rae (2005)
United States Newhouse (1993); Duggan (2000); Capps – Dranove – Lindroth (2006)

Note: The list does not contain any post-socialist countries.
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The patient

Ultimately the hospital sector performs all of its activities in the interests of the
patient. The motivation of the patients is to fully recover as soon as possible and in
the meanwhile, to suffer as little as possible and endure the least amount of dis-
comfort and exposure.

All of this usually involves higher expenditures. Although obviously a patient
does not find any pleasure in the increase of the hospital’s expenses, in order to
achieve his own objectives he encourages additional spending. The patient would
like the hospital doctor to listen patiently to his complaints when they meet. If nec-
essary, the doctor should collect new information and consult with his colleagues
on the latest diagnosis and treatment of the problems detected in relation to the pa-
tient. All of this means that more physician time should be spent on his treatment.
The patient has similar demands of the nursing staff: nurses should pay more at-
tention to him and, what is often required in relation to this, spend more time with
him. In financial aspects, this involves an increase in payroll expenses even if
wages are at a particular level.

We can also add that the patient would welcome a wage increase for physicians
and nurses in the hope that better paid people would show more devotion in their
work.

Patients would welcome improvements not only in terms of personal condi-
tions, but also in the physical conditions of medical treatment. They believe that
they will suffer less and recover faster and more completely if modern equipment
is used for the diagnosis and treatment, and if they receive the latest (and usually
more expensive) drugs resulting from scientific research. In addition to the means
of medical treatment, a patient would like to see hospital services supplied with as
much comfort as possible. All of these requirements increase costs.

These are fully understandable and reasonable demands. In most cases, this ad-
ditional spending is in fact to the benefit of the patients. It is true that there are con-
trasting examples, as more expensive treatment and more expensive drugs are not
always better; nevertheless, there is still a close positive correlation between qual-
ity and expenditures.

As we have seen, there is huge motivation within a patient for additional spend-
ing. If the patient is also required to contribute to expenses with his own money,
i.e. some sort of co-payment mechanism has been established, this can produce
moderate counter incentives, although it does not terminate the patient’s motiva-
tion to increase the expenses. If there is no co-payment, then the patient is truly in-
terested in increasing the expenses.9
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Let us think, therefore, about what it means for a patient if the hospital incurs a
loss as a result of the increasing expenses. Let us assume that a hospital severely in
debt has been closed down and the organizational exit has taken place.

The patient wins and loses. If the closed hospital merges with another hospital
that operates well, or the services are concentrated without a formal merger, the
quality of services may improve. This may also make it easier to concentrate the
experts and expensive equipment.

The patient and his family are taxpaying citizens. The taxpayers’ community
can save the money, which would otherwise have to be paid out to cover the losses
of an organization facing financial difficulties.

However, in comparison to these hardly perceptible advantages there are direct
and immediately obvious disadvantages which usually occur after a setback. Once
a hospital has been closed, the patient can lose his known physician and his known
environment. A considerable number of patients and relatives may find them-
selves living further away from the hospital, which is still available to them. This
involves discomfort, a longer journey and higher travel expenses. If any problem
requires urgent treatment, any delay in getting to the place of treatment involves
risk and may lead to severe or even irrevocable problems.10

Consequently, patients complain and sometimes publicly object to the news of
the closing down of hospitals. A patient is a natural ally of the parties who argue
for the bailout of the hospital.

The physician

A physician is usually presented from different angles. Some people describe him
as a real saint, someone who is absolutely devoted to his profession and is not in-
terested in anything else other than the recovery of the patient. Other people think
that a physician is first and foremost a greedy person, someone who is interested
only in money.

Both are distorted images. A physician acts based on various motivations. All
of these motives have an impact on him, but of course to a different degree. Each
motivation must be understood in order to more clearly understand the physi-
cian’s place within the SBC drama.

The physician intends to help the patient recover. Earlier, we described the cor-
relation between the patient’s interests and the expenses of hospital care. The
more that the physician identifies himself with the interests of the patient, the
more he is motivated to increase spending from the hospital’s budget. If he is sep-
arately rewarded by the patient for the longer time devoted to him, for the more
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expensive drugs, the more expensive diagnostic and treatment procedures, then
his motivations only increase.

Professionalism and professional ambition encourage the physician to increase
expenses over and above and in relation to, the patient’s services. He would like to
keep up with the development of technology and science, therefore he is happy to
use the latest drugs, diagnostic procedures and equipment, medical aids, surgery
techniques, etc., which promise to be more effective than the previous ones (but
also generally more expensive).

Common sense is contrary to the motivations for additional expenses: the
available resources are limited. The willing recognition of this can be reinforced
by administrative limits, strict control of expenses, or even financial incentives
against higher expenditures.

Incentives for spending and administrative, financial and moral incentives for
the limitation of spending – these are among the conflicting motivations faced by
a physician. However, we must also understand that the first impact group is very
strong and this is a factor permanently generating an SBC syndrome (i.e. inten-
tions to overspend over the budgetary limit). This is “natural”, this is what comes
from the “inside” of the physician’s mind – he must force the contrary motives on
himself, or they will be forced on him externally.

If the budget limit is exceeded for a long time and the idea of closing down the
hospital comes up, then the physician employed by the hospital usually objects to
it in the majority of cases. Obviously, he is also worried about his job. But this is
not the only concern he has, because there is a good chance that he will be em-
ployed elsewhere. He genuinely sympathizes with the patients’ complaints and
objections. The physician will ask for or angrily demand the bailout of the hospital
struggling in a financial crisis. This objection has a dramatic effect, and if the par-
ticipants wish to do so, then the event can be dramatized further. The publicity of
the press, radio and television will also lead to an outrage in others, not just in the
people concerned, because they are also worried about a similar event happening
to them. All of this increases the social pressure for a bailout.

The closer that the hospital to be closed stands to a monopoly position, the
greater is the impact of the objection (and the more convincing its justification to
remain open). In this context, it is immaterial whether or not the monopoly exists
only geographically (the only hospital on a particular area), or whether it is an ex-
clusive hospital professionally (an exclusive institution specialized in the treat-
ment of specific organs, or an exclusive organization with high performance and
expensive equipment). Based on a clear recognition of the situation, bailout may
be expected: people cannot just sit back and watch an organization in a monopoly
position being closed down due to financial reasons. Consequently, expecting a
bailout the physician can decide to overspend even more calmly. The more con-
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centrated the hospital sector is and the less competition is within the sector, the
less the activities of one hospital can be replaced with the activities of a different
hospital and the better the chance is for a bailout, i.e. the budget constraint is
softer.11

The hospital director

The motivation of a hospital director is similar to the motivation of the physician.
On the one hand, he represents the interests of the patients and physicians. On the
other hand, he feels the conflicting pressures more directly than the employees re-
porting to him. He is the one who will account for the debt (and not the physicians
reporting to him). The hospital director struggles between the devil and the deep:
he understands the spending inclinations of his employees, but he must restrict
them.

The soft budget constraint occurs mainly for the hospital director as an expec-
tation. If the bailout is not 100 percent certain, then it is primarily the hospital di-
rector who must lobby for it. The stronger his bargaining position is towards the
superior agencies of the hospital, the financiers and the institutional owner pro-
viding support, the more certain he can be of his hopes for a bailout. Conse-
quently, he very often leads the objections against the exit, or he himself initiates
the protest.

The ambivalent nature of the hospital director’s behavior can be explained by
the fact that there is no clear relationship between the financial crisis of the hospi-
tal, the bailout, and the recall and appointment of the responsible manager. If a
hospital is in financial crisis and there are strong arguments against its closure, i.e.
for the bailout, then at least an in-depth analysis should be prepared identifying
who is responsible for the problem. An intensive analysis should identify the de-
gree of responsibility borne by the hospital director. It is not the purpose of this ar-
ticle to answer this difficult question. However, it gives cause for concern that six
of the directors who were saved within the framework of the large consolidation
actions described in Table 3 continued to remain in their positions.12

The politician

Politics can be excluded from the coordination of hairdressing services or beer
production and sales. (Perhaps not entirely, but we can still maintain that it is a co-
ordination process that is free of politics.) On the other hand, the exclusion of poli-
tics from the regulation of health services is impossible. In a modern welfare state,
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the direction, degree and method of health financing and state intervention is al-
ways a political issue.

There are two distorted pictures of a politician for many people. According to
one picture, a politician is driven only by the desire to gain power and no other
motives; for this reason, he will do anything to be popular, to obtain votes and po-
litical supporters. The other distorted picture that has spread among devotees of
certain politicians is the image of the politician as the apostle saint of large and no-
ble ideas.

In fact, a politician is also driven by various motivations. Let us put this in the
framework of our topic, the closing of a hospital due to financial bankruptcy. Our
politician does not welcome this event because he sincerely sympathizes with the
patient and the physician, and shares their despair and outrage. In addition, since
he is a politician, regardless of whether or not he is genuinely empathetic, he is
also afraid of their anger because the patients, their families, friends and acquain-
tances are also his voters. He needs their political support. According to Robinson
– Torvik (2006) the influence of politicians in pursuit of popularity on a bailout
injunction is the fundamental reason leading to a soft budget constraint syndrome.
In my view, this is a one-sided and exaggerated statement; however, it is true in
part.

On the other hand, a politician also knows that overspending and tolerating the
soft budget constraint increases the phenomenon and leads to problems. Even if a
politician has not thoroughly thought through the entire cause and effect chain, it
is obvious to him that an organisation’s frequent overspending of the budget limit
and the costs of repeated bailouts contributes to a macro-level budget deficit. This
leads to painful macro-economic problems often involving severe political diffi-
culties.

A politician especially understands and experiences the risks of repeated bail-
outs and burdens on the budget if he belongs to the political parties forming the
current government. On the other hand, the position of the opposition attracts the
politician to join those who protest against the closing down of hospitals. The
Norwegian experience is very useful on this topic.

Dagfynn Hoybraten, a Christian-Democratic politician who was the health
minister of a liberal-conservative government between 2001 and 2004, said the
following about the turnaround of the previously governing Social Democratic
Party: “The Labour Party [when it was in government] complained about the soft-
ness of the budget constraint, ... and proposed a hospital reform.13 But when they
became the opposition, everything said earlier was forgotten and they opened fire
[against the current government] as soon as the hospitals began to complain about
their crises.”14
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According to Bordignon (2000), an Italian economist, it is particularly difficult
for a government to assume a strong obligation in advance not to bail out the
loss-making organizations, if the government is based on a fragile coalition which
breaks up frequently and easily. Consequently, he connects this phenomenon to
the proportional election system. It is possible that this may also have an impact.
However, it is not easy to demand hardness when the government serves the par-
liamentary cycle, or if it is re-elected.

The Norwegian and Italian examples also show that the SBC syndrome occurs
in the public sector under conservative, liberal and social-democratic, right wing
and left wing governments (Hagen – Magnussen – Kaarbo 2007; Tjerbo – Hagen
2008; Bordignon 2000; Bordignon – Turati 2003).

It can be observed that a politician will increasingly seek to use his influence
when fighting for the bailout of an organization whose leader belongs to the same
political group as the politician himself. A hospital stands a better chance of being
consolidated if its manager belongs to the governing political parties. Based on an
article by S. A. Dasgupta, A. Dhillon and B. Dutta that was written on the basis of
the Indian experience, this phenomenon is also described as the alignment effect

(Dasgupta – Dhillon – Dutta 2008). The study by Bordignon – Turati (2003) de-
scribes the econometric model analyzing the budget constraints of the Italian state
hospital sector. The alignment effect is a separate variable among the variables
pointing towards the softening within the model – and the effect of this variable
proves to be significant in their calculations.

Similar conclusions can be drawn from the observation of Hungarian events,
too. For example, within the framework of a large consolidation project a hospital
has a better chance for a bailout which – using the term often used by Hungarian
journalists – “is close” to the governing political parties.15

The alignment effect is reinforced by the well-known phenomenon that when
the political regime changes as a result of parliamentary or local elections, this
change is reflected not only in terms of political functions (personnel changes in
ministers, mayors and people directly below them in the hierarchy reporting to
them), but also in terms of a much more far-reaching succession of staff replace-
ments. The new local government will seek to appoint people of the same political
persuasion for what it considers to be all of the important positions, regardless of
whether this appointment is for the director’s position in a publicly owned com-
pany, school or a theatre.16 It would appear that the hospital sector is not an excep-
tion to such changes in managers either.17

A politician has good reason for this behavior. In their articles on the political
motivations of the soft budget constraint the two authors referred to earlier, Rob-
inson and Torvik (American and Norwegian economists), used the following ex-
pression: what we face here is a “clientele”-based exchange transaction (Robin-
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son – Torvik 2006). Within the framework of the patron-client relationship, the
politician obtains a redistribution benefit in exchange for political support.

DIVERSION – CENTRAL AND LOCAL GOVERNMENTS

It is especially worth taking note of when a local government interpolates itself
into the sequence of events, even if only on an intermediary level.18 In many coun-
tries, a considerable number of publicly owned hospitals are owned by the local
governments instead of the central government.

It is a rather general phenomenon, especially in Europe, that the constitution or
law states that the local government is responsible for providing health services to
residents. At the same time, the constitution or law that has long been in effect
does not prescribe the financial resources from which the local government can
fund these needs. Are there sufficient revenues to finance the expenditures (in-
cluding also development) that are not covered by health insurance or by the
co-payment of patients? How should the central and local governments divide the
burden if the local government generally needs support from the central govern-
ment (especially with regard to health expenses)?

Different countries and governments of differing political persuasion apply vari-
ous burden-sharing processes and distribution ratios. There is always some bargain-
ing between the government and the local powers. The question is who should pay
for the bailout if one of the organizations controlled by the local government (for
example, the local transport company, school or hospital) is in financial crisis. This
heated conflict is a phenomenon accompanying the SBC syndrome.19

Hungarian readers are familiar with this phenomenon. However, it also fre-
quently occurs elsewhere. For example, in Italy the local government is also re-
sponsible for providing health services, although it cannot cover the expenses
alone; yet the central financing contribution is not defined as a fixed amount. Bar-
gaining takes place repeatedly, and central bailout actions follow each other again
and again (Bordignon – Turati 2003). Hospitals are restricted in terms of bank
loans, but local governments are not. Consequently, debt is not accumulated di-
rectly by the hospital (or similarly by a school or an old folks home, etc.), but
rather by the local government which supports or bails out such institutions when
they overspend. And what incredibly large debt local governments can incur! In
the end, it is the local government directly financing the hospital that needs to be
bailed out instead of the hospital (or the other organizations owned by the local
government). This phenomenon is illustrated by the data in Table 5, which indi-
cate the high proportion of bailout expenses assumed by the central government
from the local government.
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Table 5

Italy – deficit and bailout ratio 1995–1999

Region Amount allocated to bailout Region Amount allocated to bailout
by the central government by the central government

per accumulated deficit per accumulated deficit
(percentage) (percentage)

Piemonte 55.45 Lazio 53.31
Lombardia 50.96 Abruzzo 56.41
Veneto 44.60 Molise –2049.00
Liguria 34.57 Campania 36.82
Emilia-Romagna 47.19 Puglia 33.36
Tuscany 40.77 Basilicata –577.49
Umbria 8.41 Calabria 26.81
Marche 56.08 Total 52.56

Note: There is a minus sign for two regions. This means that the region received more transfers
than its accumulated deficit.
Source: Bordignon – Turati (2003), Appendix A1 table

What will solve the problem? Will it be the centralization or decentralization of
the ownership right and financing obligations of publicly owned hospitals? Nor-
way tried centralization first – there was some overspending. Later on, they tried
decentralization – the result was overspending again. Then they applied central-
ization again – and once again overspending appeared (see Tjerbo – Hagen 2008).

The tendency to overspend, i.e. the emergence of the soft budget constraint,
stems from much deeper roots and is a more strongly motivated social phenome-
non than can be eliminated by mere restructuring, centralization, decentralization
and recentralization campaigns.

DEFICIT AND DRIVING THE DEBT UPWARDS

Let us take a look in Figure 2 at the vertical relations between the main characters
analyzed so far. The small circles at the lowest level represent the patients. The top
level illustrates the central government and Parliament. At each level, the partici-
pants are interested in pushing the consequences of overspending and exceeding
the budget constraint upward. The patient encourages physicians to overspend.
The physician drives a hospital into overspending and increasing debt. The hospi-
tal tries to transfer the deficit and debt caused by its overspending to the central or
local government, depending on which government is its owner or which govern-
ment has customarily financed additional costs before. The local government tries
to transfer the debt to the central government. If the local government has a
multi-level structure (for example, town, county, region in large countries), then
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the process of driving debt upward may take place even between such intermedi-
ary levels. If the problem occurs, i.e. the deficit can no longer be managed and the
debt is unbearable, then the decision-making levels above the patient start shifting
the responsibility to each other and blaming each other.20

We can interject the description and analysis of the situation with a method-
ological remark. The approach described here is similar to the “behavioral eco-
nomics” approach. We cannot content ourselves with making generalizations
about the participants’ goals in terms of profit maximalization. Instead, we must
try to understand the special motivations that are important for the analyzed phe-
nomenon (in this case, the softening of the budget constraint). We wish to identify
the motivation that triggers the behavior creating the phenomenon in the partici-
pants of the event.

At this point we will even exceed the description that is generally typical of be-
havioral economics. We will devote special attention to motivations that are con-

tradictory to each other. Each participant is motivated by driving forces that are in
conflict with each other (as seen, for example, in our analysis of the hospital direc-
tor or the politician). To repeat the image referred to above: the hospital director is

Society and Economy 31 (2009)

THE SOFT BUDGET CONSTRAINT SYNDROME IN THE HOSPITAL SECTOR 21

Hospitals

Central government,

parliament

Local governments

Hospital

physicians

Patients

Figure 2. Vertical relations: pushing the deficit and debt upward

. . . . . .

. . . . . . . . . . . . . .

. . . . . .

. . . . . . . . . . . . . . . . . . . . . . . . .

. . . .

. .. .

. . . .

Brought to you by Corvinus University of Budapest | Unauthenticated | Downloaded 11/20/25 01:35 PM UTC



between the devil and the deep. With whom should he sympathize? With his em-
ployees and ultimately with the patients? Or with those who appointed him to be a
good manager of public funds? Internal conflicts also wreak havoc within a politi-
cian: will it be popularity or his responsibility as a statesman? If he is a member of
Parliament who happens to belong to the governing party, to whom is he more re-
sponsible: to the citizens of his electoral district who object to the closing down of
the local hospital, or to the national community as represented by Parliament, the
interests of which are being severely violated by the budget deficit or the high
taxes required for funding the series of bailout actions?

The situation described in this study is only one example of a more common
phenomenon. There is no systematic arrangement in the mind of the deci-
sion-maker who is forced to take a position in difficult problems. There are no es-
tablished, solid, consistent preferences. The decision-maker struggles with con-
flicting thoughts, hesitates and sometimes says and wants contradictory things.

One current of thinking in the theoretical modeling of the soft budget con-
straint focuses on the time inconsistency of the bailout institution, the “rescuer”.
(This is the topic of a seminal study by Dewatripont and Maskin (1995), which
has been followed by many other theoretical studies.) The rescuer promises in ad-
vance that he will not save the organization in trouble, thus trying to encourage
and warn it to respect financial discipline and constraint. However, if trouble
nonetheless occurs, he changes his mind and does not keep his previous promise.
Later on, he comes up with reasonable arguments as to why the bailout action was
also practical for the rescuer. One of the psychological bases of the inconsistency
of the events following each other in a sequence (advance promise and subse-
quent rescue) is the inconsistency between the motives concurrently existing in
the decision-maker’s way of thinking (and emotions).

IMPACT OF THE OWNERSHIP RELATIONS

Following this methodological remark, let us return to the main concept of the
study. We set out to describe five main characters, but so far we have only touched
upon the owner’s behavior.

The study so far dealt only with the publicly-owned sector, where the owner is
either the central or the local government. As we saw, here the tendency to over-
spend and exceed the limit is deeply ingrained. And as there is strong motivation
for bailout actions, too, the organization inclined to overspend (the hospital in our
topic) expects to be justifiably bailed out. This continually perpetuates an over-
spending spiral of ® bailout ® overspending ® bailout, etc.
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What is the situation in the case of private ownership? There are two types of
private ownership: for-profit and non-profit organizations. According to English
language terminology, both are private, not public organizations. Private organi-
zations may be owned by a foundation, an association, a non-public educational
institution, a church, etc.21 In many countries non-profit organizations are entitled
to tax allowances, therefore implying that the state financially contributes to their
operation.

M. G. Duggan, an American economist (Duggan 2000) conducted an interest-
ing study. A state program provided a special grant to hospitals for a specific
health purpose. Nothing changed in terms of the hospitals owned by the local gov-
ernments. The local governments used the money for their own purposes, and re-
duced their support to hospitals by exactly the same amount as the additional grant
provided under the special program. In the non-public sectors, however, the im-
pact of the additional funds was perceivable and more or less identical in the
non-profit and for-profit subsectors.

So far, I have not found any study from which assuring conclusions could be
drawn, or which could give a comprehensive answer to the following question:
what is the correlation between a soft–hard budget constraint and the ownership
type? Most comparative studies have been conducted in the United States, where
the various ownership types have existed side-by-side for a long time and where a
lot of data is available. Certain guesses can be made based on the studies that I
have reviewed (e.g., Succi – Lee – Alexander 1997; Chakravarty – Gaynor –
Klepper – Vogt 2005; David 2005; Capps – Dranove – Lindrooth 2006; further-
more Eggleston 2008; Eggleston – Shen 2008 as well as Shen – Eggleston 2008),
although let me stress that these are only guesses, which need to be verified. The
conjectures are reviewed in Table 6.

Table 6

Relationship between the types of ownership and the soft budget constraint syndrome

Type of ownership Chance of bailout in the case of financial trouble

Owned by the state (public), Rather high
central or local government
Non-public (private)

– Non-profit Not big, but not negligible (depending on various conditions)
– For-profit Small, but not excluded (depending on various conditions)

In terms of behavior, the important line of demarcation is not between publicly
owned and non-profit organizations, or for-profit organizations. Of far greater im-
portance in this respect is the dividing line separating the publicly owned public
sector from the non-public private sector.
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As was already explained in the previous part of the study, in public ownership
the budget constraint is inevitably more or less soft. Non-public ownership pro-
vides more opportunities for hardening of the constraint, but this is not in itself a
guarantee.

Concerning the two types of non-public ownership, a non-profit hospital has a
better chance for a bailout than a for-profit organization (Capps – Dranove –
Lindrooth 2006). However, even the for-profit form does not guarantee the total
elimination of a bailout in the hospital sector. Even a for-profit hospital can force a
bailout, for example, if it has a geographic or professional monopoly; or if its rep-
resentatives have good contacts with the governing political forces.

As I already explained in my previous works, I support the coexistence of vari-
ous types of ownership in the health sector (Kornai – Eggleston 2004: Ch. 7). I
would not propose launching a hospital privatization campaign in any country,
but I would propose not imposing prohibitions or legislative barriers on central or
local governments in the sale of part or the entire hospital owned by them to a
non-profit or for-profit organization, or the transfer of operation of the hospital to
a non-public enterprise without transferring ownership rights. And what is even
more important is to open the door wide to non-public enterprises that wish to es-
tablish a new hospital. This cannot take place on the basis of an unlimited “free
market” principle; only such non-public enterprises should be allowed into the
sector that strictly comply with the special quality requirements of the health sec-
tor. The investments of non-public companies and private investors must be ac-
companied by stronger government regulations and control. (See my earlier book
on the health reform written jointly with Karen Eggleston: Kornai – Eggleston
2004: mainly Ch. 7).

There are several arguments for permitting the entry of non-public (non-profit
and for-profit) enterprises into the sector. This type of initiative should be sup-
ported primarily when it brings an investment, i.e. it undertakes an obligation for
modernization and expansion. There is a great need to supplement public re-
sources and also mesh private investment with the development of the health sec-
tor. There is hope that the non-profit and for-profit enterprises can make health
services more economically efficient. These are the primary arguments, but as a
secondary argument, it is also worth considering that in respect of non-public hos-
pitals compliance with financial discipline can be more readily enforced and bud-
get constraints can be more easily hardened.

Regardless of the share of the various types of ownership in the hospital sector,
hospitals should compete for the patients instead of the other way round, patients
competing for hospitals. Competition should develop on the supply and not on the
demand side. This is one of the key requirements of hardening the budget con-
straint. An organization that is in a monopoly position cannot be forced to close
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down, regardless of its bad economic performance. It is a self-defeating and
self-contradictory policy to implement large-scale concentrations and proclaim
financial rigor at the same time. The threat of exit will only materialize if an orga-
nization exists that can replace and substitute for the organization which becomes
insolvent.

NORMATIVE INFERENCES

I have applied a positive approach to the soft budget constraint syndrome in my
study so far. I would like to very briefly cover the normative problems, too. Many
economists tend to draw extremely simplified normative conclusions about the
soft budget constraint based on empirical observations and theoretical principles,
as follows: a hard budget constraint is good, a soft budget constraint is bad. Since
bailouts generate a soft budget constraint, bailouts should be rejected.

Let me start with my own position: this primitive and extreme normative posi-
tion is not my own, nor can it be found in any of my articles. The same can be said
about many other researchers focusing on the soft budget constraint; they do not
veto bailouts either.

This issue is especially important these days in relation to the events currently
taking place in the financial world, including the gigantic state interventions in the
United States, Europe and on other continents. Only a fundamentalist economist
blindly trusting in the infallibility of the market would think that under no circum-
stances do financially troubled entities need to be rescued. It is not the purpose of
this study to take a position on the bailout of banks and other financial institutions,
or insolvent manufacturing companies that do not have access to loans at a later
stage of the crisis. What should be considered in these cases is the destruction trig-
gered by the spillover effects on the financial system, and ultimately, on produc-
tion and employment. With regard to the topic covered by this article other indi-
rect effects must be taken into account (for example, consequences on the state of
people’s health and the quality of health services). However, I should add that
there are analogies to be found in the raising of these questions, but to delve into
them would go beyond the bounds of this article.

The ethical content of the dilemma is clearly obvious because the topic is hos-
pitals, and not banks or car manufacturing plants.22 There is no doubt that the
hardening of the budget constraint may deteriorate the quality of services and
make access more difficult. Karen Eggleston and Yu-Chu Shen have studied how
hospitals react to the hard budget constraint (Eggleston – Shen 2008). The result
of their analysis: a softer constraint does not only involve the well-known unfa-
vorable cost implications, but also makes it easier to employ certain more expen-
sive activities with better quality performance. A hospital less worried about
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bankruptcy will find it easier to take on such activities. This way, it can contribute
to the strengthening of the “safety net” and reduction of the mortality rate.

Let us now define the decision-making dilemma more generally. What hap-
pens if a hospital facing financial difficulties is closed down? What advantageous
and disadvantageous effects occur?

The disadvantages are felt by all parties concerned immediately, individually,

within themselves, i.e. in a manner affecting their respective lives. (It is more diffi-
cult to have access to the usual treatment, and the physician loses his general
working conditions.) On the other hand, the advantages of rejecting the bailout
will present themselves only later in the form of stronger financial discipline,
more effective operation, slowing expenditures, and a lower burden on taxpay-
ers.23 Although all of this is favorable to the entire society, people do not experi-
ence this as an individual achievement but rather as an almost incomprehensible
external impact.

Do we wish to help the patient now, or are we thinking also of the future? Does
it occur to us that if the resources allocated to health services are used improperly,
then we ultimately deprive future patients of better treatment? The repeated exe-
cution of bailout actions in the long-term is a tool of destruction, it is bad peda-
gogy. It leads to irresponsibility.

There is no obvious answer to these ethical dilemmas. This is why my study
does not lead to a clear-cut practical conclusion. I cannot offer a simple rule of
thumb which would give clear guidance to potential bailout organizers (the com-
petent minister, Parliament, mayor, municipality, etc.).

Consequently, I cannot recommend either “if a severe financial crisis has al-

ready occurred in a hospital, then it must always be rescued”, or just the opposite,
“regardless of the size of debt accumulated by a hospital, the hospital must never

be bailed out” as a universal rule. The execution or refusal of the bailout must al-
ways depend on the specific conditions, and the joint consideration of all favor-
able and unfavorable circumstances of the closing down or the bailout.

The bailout actions cannot automatically be executed under any circumstances.
Each individual case must be considered separately. If after thorough consider-
ation a decision is made on the bailout, then it must be made with the awareness
that certain detrimental long-term consequences, mainly the ruinous effect on fi-
nancial discipline, cannot be avoided. In such a case, this harmful consequence
should at least be eased to a certain extent by, for example, objectively exploring
what has led to the crisis. Was it only external circumstances? Or, and this is true
in most cases, was there also human negligence, typically on behalf of the man-
agement? Who is responsible? It is not enough to establish who bears responsibil-
ity; we must also deal with personal consequences. It is unacceptable to use public
funds to remedy the problem while those responsible for it remain in their mana-
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gerial positions and continue to draw high salaries. Increased rigor is required
whenever bailout actions are repeated.

Any external assistance should be closely related to the use of internal instru-
ments: cost-cutting, better organization of work, increased control over expendi-
tures.

As there is no generally effective rule for the acceptance or rejection of the bail-
out, any vacillation before the decision-making is also part and parcel of the hard
facts of life. The normative dilemma can now be brought back into a positive anal-
ysis. When a difficult ethical dilemma is being faced by each character (the physi-
cian, the hospital director, the central and local politician, the owner and other
characters not mentioned so far, for example, the journalist commenting on the
events or the scientific researcher analyzing the problem) and he struggles within
himself, this can serve to further strengthen the resistance of society against the
hardening of the budget constraint.

SUMMARIZING CONCLUSIONS

The appearance of the soft budget constraint in the hospital sector is not a Hungar-
ian phenomenon. It is not a unique feature of the post-socialist region either. This
is a necessary inclination of any democratically governed modern capitalist soci-
ety, in which state ownership, state regulation and state financing definitely have
significant roles. These aspects are reproduced, and if they are repressed, then
with time they are regenerated again.

This does not mean that we should just stand there and look at them helplessly.
A lot can be done to prevent this inclination from becoming too strong. Moral and
material incentives must be found to hold back overspending tendencies. Over-
spending cannot be automatically given free reign. When weighty arguments are
used to justify the bailout with public funds of a hospital struggling with a finan-
cial crisis under the given circumstances, these must be accompanied by an exten-
sive analysis of the source of the problem and the people responsible for being
negligent must be called to account. Non-public ownership types must also be al-
lowed for various reasons, including a better chance for a hardening of the budget
constraints in privately owned enterprises. It is also desirable to have competition
in the hospital sector on the supply side.

All of this requires a great deal of effort. However, while fighting against the
softening of the budget constraint we should not act blindly or dogmatically or go
to extremes, or act like fanatical market fundamentalist; rather, we should act hu-
manely, taking consideration of both the well-founded resistance of patients and
physicians as well as their mistakenly based anxious aversions.
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NOTES

1 The opening points of the theory were initially published in a Kornai study (1978) and a book
entitled Economics of Shortage (Kornai 1980: 315–338). Since then, many other authors have
carried out research on this subject. The latest review of the main theoretical concepts and re-
search ramifications of the soft budget constraints are contained in the Kornai – Maskin –
Roland study (2004).

2 The building of a database containing the financial and other operational data of Hungarian hos-
pitals for many previous years began in the framework of the research preceding this study.
Csaba Dózsa and his colleagues will continue expanding the database and preparing further
analyses on the basis of the data, which will clarify the economic and management problems of
the hospital sector.

3 Concerning the types of ownership, the sector covered by the tables contains institutions owned
by the state and the church, i.e. organizations, which will be classified as “non-profit non-state
sub-sector” in a later part of the study. The data of the tables cover only hospitals providing ac-
tive services and do not contain the data of any independent outpatient care institutions.

4 The threshold was defined by the same criteria that are applied to hospitals in debt when state
commissioners are assigned to them (treasury, municipality). This approximates the criteria ap-
plied for the appointment of receivers in the corporate sector.

5 We made this selection deliberately looking at the situation in the middle of the year instead of
the situaton at the end of the year. We understand that in the accounting system, the end-of-year
data are in the focus of attention and hospitals (and other organizations) report to their owner in-
stitutions, the tax authority and other parties based on those figures. Because the situation pre-
vailing on 30 December is so important, status indicators on this day can be improved with some
resourceful creativity. Some revenues may be brought forward, expenses may be deferred, etc.
There are no incentives related to the figures prevailing on 30 June, there are no reasons for cre-
ativity, therefore, the real troubles may be shown more clearly on that day.

6 On the basis of the data available to date, we could not highlight cases from the group of 42 units
where the internal and external instruments were related to each other. In other words, cost-cut-
ting and revenue increase actions took place in parallel with the bailout event. We were forced to
classify these mixed cases into one of the two clearly defined categories, depending on the stron-
ger process applied in the management of the financial troubles.

7 The restrictions on expenditure began much sooner, in 2004, with the introduction of the
so-called performance volume limit, which limits the performance of each organization to a cer-
tain level, above which the National Health Insurance Fund does not provide 100% financing.
Above this limit, hospitals receive lower payments for their services, decreasing according to a
degressive scale. Many people dispute whether or not this strongly centralized intervention in
the expenditures is an effective instrument in reducing expenses, and whether or not it facilitates
economic operation. More detailed analysis of this issue would go beyond the topic of the
present article.

8 Part of the literature listed in Table 4 uses the terminology of the soft budget constraints (SBC)
theory. The other sources of literature use different expressions (for example, describing the
causes, distribution and impacts of bailout actions and organizational exits), although the pres-
ence of the SBC syndrome can be clearly concluded from the description.

9 Co-payment has existed in numerous foreign countries for a long time, including many Western
European countries. The various forms of co-payment, including the nursing fee paid for hospi-
tal services, were introduced in 2007, then abolished after a referendum in 2008 in Hungary.

10 American researchers completed cost benefit calculations on the profits and losses following the
closing of hospitals (Capps – Dranove – Lindrooth 2006). The loss was primarily approached
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with the following calculation: time of transportation by car to reach the closed hospital and the
nearest still active hospital. The time differential, in hours, multiplied by the average hourly
wages, is equivalent to the additional transportation efforts expressed in money. Naturally, the
authors consider this indicator only a “proxy”, a symbolic approach to the consumer loss. As
was stressed also in the above description, the loss consists of many components, including also
the prospects of recovery and the risks of life or death.

11 The improvement of the performance of the hospital sector with mergers and concentrations is a
problem also in purely economic aspects. It is true that economies of scale bring along some sav-
ings, and a larger unit operates with lower average costs. Nonetheless, the restraints of competi-
tion thus created weakens the motivation for cost-cutting, undermines financial discipline and
develops the soft budget constraint.

12 These days, when large bailout actions are taking place in all sectors of the economy all over the
world, the demand for replacing responsible managers of the organization in trouble (bank, in-
dustrial company or any other organization) is increasingly being vocalized within the frame-
work of the bailout. Some countries are developing draft bills which would make such action
obligatory.

13 Regardless of whom I would support in the conflict of the political powers, I must say that it flat-
ters me as an author that Norwegian politicians use the term “soft budget constraints” when they
argue with each other.

14 I took the quotation from the article by Tjerbo – Hagen (2008: 15).
15 A politically impartial follow-up analysis would be required for each individual bailout action to

determine the strength in Hungary of the alignment effect, the influence of the “nearness to-dis-
tance from” factor on political powers in terms of the allocation of bailout benefits. Without
such an analysis, the above remarks reflect only impressions of the experts who are aware of the
situation. It would be desirable that objective researchers continue analyzing this problem.

16 Our family dictionary describes this as “changing room attendant effect”. A taxi driver ex-
plained to my wife during a journey that formerly he was a changing room attendant and earned
more money than in his current job as taxi driver. – Why did he leave his job? – Because after the
elections, a new director was appointed for the swimming pool and he brought along his own
staff to manage the changing rooms.

17 Everything that I said about the allocation of the bailout amounts in footnote No. 15 also applies
to the replacement-bailout practice. As there are no intensive politically objective studies, we
can only make assumptions. We only hope that future research will also comprise this important
problem.

18 In Hungary, we use the term “local selfgovernment”. As the topic of this study is not confined to
the analysis of the Hungarian situation, I use the more general expression.

19 My study relates at this point to the continuously growing body of literature that analyzes the
correlation between fiscal decentralization and the soft budget constraint. See Qian – Roland
(1998); Rodden (2000) studies, and the book by Eskeland – Litvack – Rodden (eds, 2003).

20 This situation is described well with an English expression: the blame game. A game develops
between the participants, whereby each party blames the other.

21 It is interesting to look at the changes in the ratios of ownership types in the United States over a
long period of history. In 1928, there were in total 371,000 hospital beds, of which 31 percent
were owned by the state, 53 percent were owned by private non-profit and 16 percent by private
for-profit hospitals. By 2000, the number of hospital beds increased to 824,000, i.e. they nearly
doubled. There was a drastic change in ratios: 16 percent of the beds were in public hospitals, 71
percent in private non-profit hospitals and 13 percent in private for-profit hospitals. The
non-profit form became the dominant form. (See American Hospital Association, Hospital Sta-
tistics.) The coexistence of the various forms can be used as a basis for various comparative
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studies, including also a more thorough analysis of the correlation between the soft–hard budget
constraint and ownership types in the United States.

22 Concerning the normative dilemma related to the hard budget constraint and its correlation with
the social safety net, see Hardy (1992).

23 Lindrooth – Lo Sasso – Bazzoli (2003) describe the favourable impacts of the closing down of
inefficient hospitals in a detailed empirical study.

REFERENCES

American Hospital Association, Hospital Statistics, http://www.aha.org.
Bordignon, M. (2000): “Problems of Soft Budget Constraints in Intergovernmental Relationships:

The Case of Italy”. Inter-American Development Bank Working Paper, R-398.
Bordignon, M. – Turati, G. (2003): “Bailing Out Expectations and Health Expenditure in Italy”.

CESIFO Working Paper, No. 1026.
Capps, C. – Dranove, D. – Lindrooth, R. C. (2006): Hospital Closure and Economic Efficiency.

Center for Health Industry Market Economics. Evanston: Kellogg School of Management at
Northwestern University.

Chakravarty, S. – Gaynor, M. – Klepper, S. – Vogt, W. B. (2005): “Does the Profit Motive Make
Jack Nimble? Ownership Form and the Evolution of the U. S. Hospital Industry”. NBER Work-

ing Paper, 11705.
Colombo, F. – Zurn, P. – Oxley, H. (2006): Switzerland. Paris: World Health Organization.
Dasgupta, S. – Dhillon, A. – Dutta, B. (2008): “Electoral Goals and Center-state Transfers: A Theo-

retical Model and Empirical Evidence from India”. Under preparation Journal of Development

Economics, http://www2.warwick.ac.uk/fac/soc/economics/staff/faculty/dhillon/wp/grantsmail4.
pdf (Downloaded: September 2, 2008).

David, G. (2006): “The Convergence between For-profit and Non-profit Hospitals in the United
States”. Annual Meeting Allied Social Science Associations, 2006.

Dewatripont, M. – Maskin, M. (1995): “Credit and Efficiency in Centralized and Decentralized
Economies”. Review of Economic Studies 62(4): 541–555.

Duggan, M. G. (2000): “Ownership and Public Medical Spending”. The Quarterly Journal of Eco-

nomics 115(4): 1343–1373.
Eggleston, K. (2008): “Soft Budget Constraints and the Property Rights Theory of Ownership”.

Economics Letters 100: 425–427.
Eggleston, K. – Shen, Y. (2008): “The Effect of Soft Budget Constraints on Access and Quality in

Hospital Care”. NBER Working Paper, 14256.
Eskeland, G. S. – Litvack, J. I. – Rodden, J. (eds) (2003): Fiscal Decentralization and the Challenge

of Hard Budget Constraints. Cambridge: MIT Press.
Hagen, T. P. – Magnussen, J. – Kaarboe, O. M. (2007): “Centralized or Decentralized? A Case

Study of the Norwegian Hospital Reform”. Social Science & Medicine 64(10): 2129–2137.
Hardy, D. C. (1992): “Soft Budget Constraints, Firm Commitments, and the Social Safety Net”.

IMF Staff Papers, 39(2).
Kornai, J. (1978): “A hiány újratermelése” [Reproduction of the deficit]. Közgazdasági Szemle

1978(9): 1034–1050.
Kornai, J. (1980): A hiány [The deficit]. Budapest: Közgazdasági és Jogi Könyvkiadó. In English:

Kornai, J. (1980): Economics of Shortage. Amsterdam: North-Holland Press.
Kornai, J. – Eggleston, K. (2004): Egyéni választás és szolidaritás. Az egészségügy intézményi re-

formja Kelet-Európában [Individual choice and solidarity. Institutional health reform in Eastern
Europe]. Budapest: Nemzeti Tankönyvkiadó. In English: Kornai, J. – Eggleston, K. (2001):

Society and Economy 31 (2009)

30 JÁNOS KORNAI

Brought to you by Corvinus University of Budapest | Unauthenticated | Downloaded 11/20/25 01:35 PM UTC



Welfare, Choice and Solidarity in Transition. Reforming the Health Sector in Eastern Europe.
Cambridge: Cambridge University Press.

Kornai, J. – Maskin, E. – Roland, G. (2004): “A puha költségvetési korlát” [Soft budget constraint].
Közgazdasági Szemle 2004(7–8): 608–624, and 2004(9): 776–809. In English: Kornai, J. –
Maskin, E. – Roland, G. (2003): “Understanding the Soft Budget Constraints”. Journal of Eco-

nomic Literature 41(4): 1095–1136.
Lindrooth, R. C. – Lo Sasso, A. T. – Bazzoli, G. J. (2003): “The Effect of Urban Hospital Closure on

Markets”. Journal of Health Economics 22: 691–712.
Newhouse, J. P. (1993): “An Iconoclastic View of Health Cost Containment”. Health Affairs 12:

152–171. http://content.healthaffairs.org/cgi/reprint/12/suppl_1/152.pdf.
OECD (1997a): Economic Surveys Austria 1996/1997. No. 5. Paris: OECD.
OECD (1997b): OECD Economic Surveys Greece 1996/1997. Supplement 1. Paris: OECD.
OECD (1998): OECD Economic Surveys: Finland 1997/1998. No. 15. Paris: OECD.
OECD (1999): OECD Economic Surveys: Belgium/Luxembourg 1998/1999. No. 4. Paris: OECD.
Perry, G. – Leipziger, D. M. (eds) (1999): Chile: Recent Policy Lessons and Emerging Challenges.

Washington D.C.: World Bank.
Qian, Y. – Roland, G. (1998) “Federalism and Soft Budget Constraint”. American Economic Review

88(5): 1143–1162.
Rae, D. (2005): “Getting Better Value for Money from Sweden’s Healthcare System”. OECD Eco-

nomics Department Working Papers, No. 443.
Robinson, J. A. – Torvik, R. (2006): “A Political Economy Theory of the Soft Budget Constraint”.

NBER Working Paper, 12133.
Rodden, A. (2000): “Breaking the Golden Rule: Fiscal Behavior with Rational Bailout Expectations

in the German States”. A European Fiscal Federalism in Comparative Perspective study pre-
pared for the workshop, Center for European Studies Harvard University; http://web.mit.edu/
jrodden/www/materials/brescia2.pdf (Downloaded: September 2, 2008).

Shen, Y. – Eggleston, K. (2008): “The Effect of Soft Budget Constraints on Access and Quality in
Hospital Care”. NBER Working Paper, 14256.

Succi, M. – Lee, S-Y. F. – Alexander, J. A. (1997): “Effects of Market Position and Competition on
Rural Hospital Closures”. Health Services Research 31(6): 679–699.

Tjerbo, T. – Hagen, T. P. (2008): Deficits, Soft Budget Constraints and Bailouts: Budgeting after the

Norwegian Hospital Reform. Manuscript, Institute of Health Management and Health Econom-
ics, University of Oslo.

Society and Economy 31 (2009)

THE SOFT BUDGET CONSTRAINT SYNDROME IN THE HOSPITAL SECTOR 31

Brought to you by Corvinus University of Budapest | Unauthenticated | Downloaded 11/20/25 01:35 PM UTC



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


