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Árpád Kovács 

Possible ways to improve
competitiveness – as seen by
the State Audit Office 
of Hungary
The State Audit Office (SAO) has not explicitly
audit competitiveness, but hundreds of its reports
on the operation of public finances discussed
many areas related to the improvement of com-
petitiveness and the underlying conditions. In
addition, while performing research activities, the
staff members of the SAO and of the Research
Institute of the SAO have also frequently
analysed the subject of competitiveness. Building
on this vast array, the following is a brief summa-
ry of recommendations for the improvement of
Hungary's competitiveness, in reference to the
problems of competitiveness identified on the
basis of international comparative analyses, i.e.

•the condition of public finances,
•taxation, 
•education and training,
•research development, and
•political and governmental activities.

REINFORCEMENT OF THE SUSTAINABILITY
OF PUBLIC FINANCES

Major problems of the operation of pub-
lic finances and the possible ways out

Although the financial and financing abilities
of the operation of public finances reciprocally
influence the values and objectives of the state

and of the governance, changes in financing are
rather the subordinated “what and why” conse-
quences of these systems of objectives, and the
concomitant tasks. In the past 20 years the
operation and path of public finances have been
shaped by the duality of external (environment,
adaptation requirements and patterns, orienta-
tion) and internal (mobilisable real economic
and institutional foundations, willingness for
social adaptation) conditions. In the transition-
al economies and societies, like in Hungary,
consolidation and recovery depend more on
the purposive harmonisation of interests and
on value generating responsibility than in the
more developed European countries. In
Hungary the external and internal determi-
nants affecting the safe operation of the state
organisation and the modernisation possibili-
ties of services have developed in a controver-
sial manner as the change of the political
regime has become more distant in time, and
their joint effect is rather constraining in
nature. This had an adverse impact on the sta-
bility of the regulation of public finances, the
predictability of financing, the prospect of
organising social transfers on the basis of nor-
mative support or need, and even on the possi-
ble paths of competitiveness that may trigger
real economic growth. The periods of over-
spending have been followed by consolidation
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– or rather “forced stabilisation” inconsistently,
only with long delays and only for short peri-
ods of time. Modernisation attempts have
yielded only partial results. Until recently the
rigid system of public finances, which came
into being already before the change of the
regime, and which could be maintained with
deteriorating efficiency despite the external
funds involved, practically remained
unchanged. Although Hungary did achieve
results in the more regulated economic man-
agement system, there remained unutilised
potentials in the “business administration”
solutions, and the system was unable to operate
efficiently. The financing problems of the pub-
lic finance system and deficient performances
are nothing but consequences.

Here we must mention the adaptation poten-
tial of the Hungarian society. The practical limi-
tations (e.g. timely implementation, reception
by the society, marked conflicts of interests)
faced during the creation of the shorter and
longer term harmony among the various real
economic, public finance and financial con-
cepts occur, and the necessary modernisation
programmes and reform steps must be imple-
mented under the real, and not under the mod-
elled conditions. In addition to the crisis of val-
ues and the political polarisation that can be
traced back to the general opinion on “person-
al pliancy” common in the period lasting until
1989, the society is burdened with several very
serious conflicts of interests that the
Hungarian public policy has been unable to
resolve for years. In fact, the conflicts that have
become even deeper as a result, and endanger
the foundations of harmonious and expedient
actions include: the conflict between the
entirely different objectives and interests of the
active and inactive groups of the society; the
conflict between people facing marginalisation,
and people who have already marginalised; the
conflict between employers and employees; the
conflict between people working in the public

sector and in the real economy; as well as the
conflict between “poorer and richer” people.
These fault-lines and gaps are getting deeper
due to the distribution of the burdens of the
crisis. Taking into consideration the fundamen-
tal thoughts1 of the studies written by László
Bogár, György Jenei, László Laki, István Stumpf
and others we note that the social reality that
significantly confines all actions taken with a
view to implementing changes is determined by
those aspects and attitudes (that often offset or
hamper one another, and overwrite rationality)
that have developed on purely emotional
grounds, or naturally, on the basis of the bur-
dens of bad experiences or mistakes.

Today's distrustful, and in many aspects
rightly disillusioned general public, the contra-
position of the dogmatised liberal, conservative
and social values can very adversely influence
the feasibility of actions that could be relative-
ly easily harmonised under different circum-
stances. The fractured social structure and
political dividedness imply further obstacles to
changes. For example, the fact that values that
are regarded as (or sometimes just believed to
be) social achievements, and the related financ-
ing obligations enjoy special protection in the
Constitution and in the so called “two-thirds”
acts irrespective of whether or not there exist
socially more equitable, technically and organi-
sationally more modern or more fundable solu-
tions than the solution regulated in a given act.
Despite the transitional period of 20 years the
Hungarian society is very reluctant to con-
sciously accept that market power becomes
administrative power, and that political and
administrative power can also be transformed
into economic power. All this constitutes a
dual obstacle to action. It represents the reality
of a rejecting host society for all those people
who would like to act either as politicians or as
financial or economic experts. 

Due to the contradictory nature of public poli-
cy the state is unable to act proactively, its behav-
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iour has been at best reactive only, adjusting to
and following the needs of the EU or the dif-
ferent bearers of social interest. The abandon-
ment of the path that Hungary was forced to take
requires changes in (mutually interacting) social
expenditures and transfers that cannot be imple-
mented without the reconsideration of the fun-
damental constitutional rights (pension,
healthcare, education and other tasks assumed
by the state), without reaching new social and
political compromises (regional administra-
tion, local governmental sector, reformulation
of the role of the state, “rebuilding” of the
state). Today the absence of public consensus
hinders the development of stable and long-
term programmes, while it is obvious that
spending more than we earn cannot be main-
tained, since the large community and social
supply systems have already reached their per-
formance limits. Changing this practice and 
the underlying causes requires a new approach
and real public consensus, on the basis of which
public finances can foster and not hinder the
performance of the real economy.

Among the professional guarantees the
framework system for budget responsibility can
be of great significance, i.e. the consistent
enforcement of the rule-based fiscal policy and
the gradual introduction and subsequent wide-
scale application of modern programme budget-
ing. Supporting the renewal and operation of
the budgetary system would open up a new
horizon and opportunities for financial audits,
too. These changes would definitely help over-
come and “overwrite” those constraints that
can be attributed to the lack of trust and the
professional mistakes made in the past nearly
20 years and that are now characteristic of the
forced-pace preparation and control of the
budget and the final accounts.

Hungary was hit by the crisis in the midst of
a budget stabilisation programme following a
period of endless overspending. The serious
public finance deficit that emerged in the years
of 2002–2006, and the resulting repeatedly high
level of government debts and debt servicing (see
Figures 1 and 2) do not make it possible to
carry on with the anti-cyclical economic policy.
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Chart 1

THE GROSS DEBT OF THE CENTRAL BUDGET AS A PERCENTAGE OF THE GDP 

Source: Ministry of Finance
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In the short run budgetary expenditures must
be adjusted to the dramatically falling revenues,
after which economic growth can be promoted by
the implementation of structural reforms. Both
tasks require the reconsideration of the role of
state expenditures, state institutions, and even
that of the state. The fundamental question of
the future is how we will be able to unfold the
structural reforms (that affect the position of
the budget), especially the modernisation of
the large community supply systems, i.e. the
pension, healthcare and education systems, and
to accelerate developments that are designed to
improve competitiveness using EU funds, in
harmony with the reform-scale modernisation
of the system of public administration (includ-
ing the local governmental system) and of the
regions. Sustainable development and finance-
able growth requires fundamental, no longer
postponable changes and adaptation that com-
ply with the fundamental principles of the
social market economy, and at the same time
undertake financeable social subsidisation,
while fostering real economic performances.

The public policy, economic performance, and
last but not least the financing related causes of
the emerged situation are also their own conse-
quences. Under such circumstances the
Hungarian economic policy must cope with sev-
eral – often conflicting – priorities and funda-
mental tasks. The consequences of the financial
tensions and recession must be managed by
means of an effective crisis management method
while preserving the results that have been
achieved in the framework of the recent stabil-
isation and consolidation process, by prevent-
ing a further financial and currency crisis, and
concurrently by curbing the acceleration of
unemployment, and by improving the liquidity
and creditworthiness of the economic players.
Furthermore, the possibilities for finding a way
out, the conditions and opportunities of sus-
tainable and financeable growth and develop-
ment should be created as soon as possible
(should have been created much earlier) by
means of structural reforms.

Today it is especially difficult to make this
choice against the daily interests of the
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DEBT SERVICING EXPENSES

Source: Ministry of Finance
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extremely divided Hungarian society, which
has lost confidence as a result of unfeasible
welfare promises, and which is reluctant to
accept anything new. The subject of the debate is
the rate of restrictive measures, since earlier not
only contradictory promises, but also marked,
concrete measures could be seen in the world
of taxation, social security contributions, pen-
sions and wages. In the given situation it is nat-
ural that the measures taken (and not yet
taken) within the framework of a scenario
which was launched without sufficient financial
resources, which contained conflicting inten-
tions, which provided subsidies without linking
them to performance, and which did nothing
but promise the transformation of the obsolete
supply systems “backfire” in the first, most sen-
sitive period of the transition to the new path. At
the same time these measures bring about tensions
– often in the form of public distrust – that would
otherwise belong to one of the dominant choices
of values.

Renewal of the system of public
finances as a possible way out

The SAO audits have been repeatedly com-
pelled to state that the urgently needed struc-
tural reforms, as well as the renewal of the tax
system and of the large community supply sys-
tems have been postponed, and have been
replaced with more or less successful austerity
and restrictive measures. This issue has been
raised by the international organisations and
the competent bodies of the EU, too.
Following the review of the Hungarian budget-
ary system, the experts of the OECD and other
international organisations have also pointed
out that Hungary has no clear rules pertaining
to budgetary discipline, and that expenditures
are not maximised in the budget. In relation to
the underlying causes, including the Hungarian
society's above mentioned reluctance to adopt

anything new – its adaptation potential repre-
senting internal determinants – it is worth dis-
cussing the external determinants, too.2

If we start out from the fact that in theory
the conditions of the operation of public
finances are determined by the size of tasks
assumed by the state, and the money that can
be spent for this purpose – the performance of
the economy – then the external determinants
to be highlighted should first of all include the
external, real economic determinants triggered
by the transition from the plan economy to the
market economy, especially by the major com-
ponents of privatisation, as well as Hungary's
adaptation targets related to its accession to the
European Union, the consequences of acces-
sion, and finally the effects of globalisation.

In the major segments of public finances
adaptation to the European Union was a benefi-
cial constraint. As a result, and last but not least
due to regional-level thinking and attitude
shaping, significant modernisation changes
have taken place in several areas, including
development projects, the audit culture, the
possibilities of applications for funding and
fund acquisition. The balance is positive even if
in some areas – such as applications, public pro-
curement, allocation and direction of develop-
ments – actions were sluggish and occasionally
counterproductive (instead of constructing
much needed facilities at the right places those
facilities were realised for which funding could
be obtained).

It cannot be denied that in addition to these
(on the whole beneficial) effects the new –
European and overseas – partners did not share
the same way of thinking, and the solutions
they followed differed in relation to the inter-
pretation of state tasks, and the role of the state
in controlling the economy. This caused orien-
tation disturbances and uncertainties for the
unprepared Hungarian policy makers (who
were in short of adaptation abilities, yet full of
“honour student” ambitions) in setting the
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modernisation objectives, as well as in selecting
the model to follow already before the change of
the political regime, and since the millennium
the number of these disturbances an uncertain-
ties has increased even more.

For both the policy shapers and wide social
layers of the democratic Hungary the direct
models, the need for the approximation of wel-
fare services assumed and operated by the state,
and the subsequent determinants were provid-
ed by the European integration and the value
and interest system of the “social market econo-
my”3 it represented. In practice, this was imple-
mented through the mandatory system of
adaptation rules and institutions (acquis com-
munautaire), the support system of the EU
(pre-accession, cohesion and convergence
funds), and the development policy that was
influenced in this manner, too. As a conse-
quence, an increasing external – beneficial –
financial determinant emerged in the planning
and utilisation of public finance development
funds, including the tax and support policies.
At the same time, in the field of social services
(primarily social policy, healthcare and pen-
sions) such a clear model-following could not
be observed. This can in part be attributed to
the fact that the major driving force of the
increasingly unifying and unipolar world, the
USA, abandoned the Keynesian path at around
this time. The so called “mainstream” models
transmitted from the US, which emphasised
the efficiency of the “night-watch state”, the
advantages of the marketisation of social services,
and self-support by the citizens for a public poli-
cy shaping segment of the political and eco-
nomic elite, became the key, central dogmas to
joining the mainstream. Consequently, these
two imported, only partially conform adapta-
tion models, as well as the uncertainties about
following the European or the Anglo-Saxon
path caused zigzags, or rather inaction in rela-
tion to task performance by the state, the
intentions to modernise community services,

and thus the allocation of funds. All this fluc-
tuated not only during the political economic
cycles, but also due to the open or hidden shifts
in the focal points of the governments or gov-
ernment coalitions. It excluded the implemen-
tation of service reforms, and even the mod-
ernisation of business administration, since in
general it was not stipulated what community
services the Hungarian state was ready to
assume, and what action scenario it wanted to
choose for the sake of development.

Furthermore, the models transmitted by trade
and later financial investors during the process of
privatisation and greenfield developments had a
strong impact, too. These investors' require-
ments, corporate cultures, increasing economic
weight, as well as system of interests and con-
ditions4 more and more increasingly revealed
the slow and uncertain adaptation of the insti-
tutional system financed from public finance
sources, as well as the weaknesses of economic
organisation, legislation and the enforcement
of willpower. The modernisation of public
finances and the implied risks affect financial
audits, too. They set new requirements, and
lead to the fact that by today serving and
strengthening of the safety of public financing
have become a basic content and objective of
the SAO audits. The enrichment in the content
and increase in the value of SAI audits all over
the world can be attributed especially to this
requirement, as well as to the related profes-
sional commitment and responsibility.

Driven by such principles and objectives, the
SAO – in conjunction with its own Research
Institute – compiled its recommendations for
the renewal of the regulation of public finances,
which it submitted to the National Assembly
under the title Theses on the Regulation of Public
Finances in April 2007. The theses have fulfilled
their designated purposes. In relation to the
approval of the 2006 Activity Report of the
SAO a resolution of the National Assembly
called for the comprehensive renewal of the
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regulation of public finances, and stated that
the government should prepare this on the
basis of the theses prepared by the SAO.

During the elaboration of the theses the
SAO took into consideration that the anom-
alies of the budgetary system are not at all spe-
cial Hungarian phenomena. In the past decades
they have come to the surface in a range of
emerging and developed countries, too. And
each country has made conclusions and acted –
in line with the local endowments – under-
standing that fiscal discipline and macroeco-
nomic stabilisation can provide an adequate
basis for financeable economic growth and sus-
tainable development while mutually strength-
ening each other. The theses were also prepared
on the basis of this starting point, and in line
with the comprehensive approach they provide
suggestions not only on the application of
rules-based and programme-based budgeting,
but also on the fact that the budgetary system
must preferably be renewed in a comprehensive
and complex manner, and that the possibilities
and tasks of the state in the operation of public
finances must be clarified taking public
finances as a whole, and with consideration to
the social impacts. The SAO believes that an
expedient tool to aid recovery and the aban-
donment of the old path is raising the most
important pillars and regulators of public
finances to constitutional level.

During the elaboration of the theses not
only the regulatory solutions had to be consid-
ered, but also the fact that the budget deficit
and government debt related provisions of the
Maastricht Treaty and the Stability and Growth
Pact set strict requirements for the modern
structure of the budget.

With regard to the outlined correlations, the
“theses” find that the key issue is the modern
regulation of public finances, the solution of
which must be based on internationally accept-
ed principles confirmed by domestic political
consensus. The cornerstone of regulation is the

accurate specification of public duties. The
required regulation must cover all entities using
public funds and the entire management sys-
tem of public finances; it must distinguish the
central and local levels of public finances; it
must ensure that the National Assembly can
exercise its budgetary right, as well as the
responsibility of the executive branch of gov-
ernment; and it must ensure sustainability and
balance. The new modern regulation must sup-
port the transparency of the collection and util-
isation of public funds, the dominance of the
“value for money” principle. Within the frame-
works of the new regulation management and
financial control, as well as (financial) audits
will “take their deserved place”.

The SAO theses divided the areas to be reg-
ulated into five blocks:

•regulation of balance-related issues of the
budget, the system of budgetary responsi-
bility;

•budgeting and final accounts;
•information management and public

finance management;
•so called status issues;
•economic management of public assets.
The theses indicated that these issues can be

catered for concurrently, in a complex law,
however, since the number of problems await-
ing solution is high, and their economic and
legal elaborateness is not yet complete, separate
regulation for each block can be implemented,
too.

The government chose the latter option.
First it renewed the regulation of economic
management of public assets which was then
approved by the National Assembly in the
autumn of 2007. At the same time, elaboration
of the so called Status Act on the legal status
and financial management of budgetary organ-
isations was started. The Act took effect on 1
January 2009.5

Following the “fiscal alcoholism” of the peri-
ods of overspending and consolidation, self-
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restraining fiscal rules were formulated in 2008.
Act LXXV of 2008 on economical public spend-
ing policy and fiscal responsibility (the so called
Budget Ceiling Act) contains all those ele-
ments – with less common technical solutions
– that have been already successfully applied by
other countries. The legal regulation intro-
duces certain so called “ceiling rules” to cons-
train expenditures, and intends to achieve –
through detailed calculation provisions (and
the Fiscal Council) – institutional guarantees
that budget bills, and other bills affecting the
budget should be put up for discussion and
should be adopted only after the preparation 
of analyses, forecasts and impact assessment
studies.

The SAO theses indicated: it would be rea-
sonable if regulation as a whole would not only
become more modern, but would also become
more transparent. However, this has not fully
come true, since the subject blocks listed above
– as well as the Property Act and the so called
Status Act – leave the Public Finance Act as a
background or auxiliary regulation, as a result of
which the need remains for the concurrent
application of several acts in relation to the
individual issues.

The act stipulates the content and legal
nature of the final accounts, and specifies prin-
ciples for their preparation, similar to those
applied in budgeting. However, one of the
major regulatory deficiencies can be revealed
here. On the revenue side of the budget the
regulation of responsibility relations has been
created in an obvious manner, arising from the
nature of things. Natural persons and legal
entities that fail to comply with their obliga-
tions to pay public dues, or comply with such
obligations inaccurately or beyond the dead-
lines, are subject to various punishments.
However, the management of the expenditure
side, exceeding the budgetary expenditure appro-
priations is a fact different in nature and con-
tent, the confinement of which could and

should be implemented not only by constraints
applied during budgeting – this goal is served
by the rules-based budgetary system –, but it
would be necessary to allocate the legal conse-
quences to unexplainable, significant over-
spending in a much more differentiated manner
than before. This is how the content of the act
could be harmonised with its title: the regula-
tion of fiscal responsibility.

Furthermore, the SAO proposed that the
new public finance regulation should distin-
guish two levels of public finances – instead of
the four subsystems defined by the current reg-
ulation of public finances (central budget,
social security funds, off-budget funds, local
governmental budgets). The content of the
adopted act basically complies with the propos-
als formulated in the theses, however it pro-
vides detailed regulation only for the central
level. The act also fails to settle the financial
relationships between the two levels.

In summary it can be stated that the
approved act contains a lot of values, it
enforces most of the criteria laid down in the
SAO theses. However, apart from eliminating
the above mentioned deficiencies, public finance
regulation must cover more extensively the mod-
ernisation tasks of budgeting, including those
related to the introduction of programme-based
budgeting, information management, and public
finance management, too.

THE RATE OF TAXATION AND METHODS
OF TAX AVOIDANCE

One of the major issues influencing competi-
tiveness is what types and rates of taxes and
contributions constitute public dues, and how
these taxes and contributions burden the dif-
ferent layers and groups of society. In theory, a
well designed tax system must reflect the
income relationships of the society, and must
distribute the burdens accordingly – “in an
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equitable manner” – and must establish pro-
portions that provide an incentive for social
development.

The debates conducted about the rates, pro-
portions and types of taxes year after year do
not only imply what revenues can possibly be
counted on – with smaller or greater risks – in
the following year during the allocation of the
budgetary resources. They also provide a plat-
form for the confrontation of standpoints rep-
resenting the interests of various layers of the
society, societal management, action and sce-
nario selection aspects, social problems and
competitiveness objectives. For the improve-
ment of the competitiveness of the Hungarian
economy, for the promotion of crisis management
and growth the main important thing is to imple-
ment a change in the taxation system that may lay
the foundations for a more favourable path for
subsequent years.

In financial politics it is already agreed that
Hungary's current tax system is ready for
review. The question pertains to the method,
rate and scheduling of such a review. The prob-
lem is that there is no financial and political
consensus for fast and effective action, and
only short-term “half-way measures” are taken.
The only concept that seems rational is the one
that intends to review public dues in parallel with
the modernisation of public finances. As far as
revenues are concerned, it is justified to widen
the tax base – by reducing allowances and
exemptions –, and to reduce the tax rates in
parallel with that. This requires the critical
review of nearly fifty taxes or tax-like instru-
ments that can no longer be maintained due to
their inevitable bureaucracy, and ultimately
counter-productive effect. The review is also
necessitated by the deceleration of revenue
growth, which can be attributed to the central
taxes exaggerated both in number and weight,
as well as the recession of the economy. At the
same time the local governments of the settle-
ments keep local taxation within the rational

boundaries, and they not at all intend to “max-
imise” local revenue generation.

Revenue risks can be equally attributed to
technical causes (such as the clarity of regula-
tion, the level of preparation of the Hungarian
Tax and Finance Administration, the absence of
authentic records, etc.), as well as to economic
and social conditions (e.g. social resistance
against regulation, the economy is not capable
of the performance that would correspond to
the given revenues).

In general, but also in terms of competitiveness
the Hungarian public finance system operates
with an extremely high rate of income centralisa-
tion, and redistribution. Nearly one half of the
performance produced domestically (GDP) is
withdrawn in the form of taxes and contribu-
tions. 

At the level of public finances income cen-
tralisation was in the range of 42 to 48 per cent in
the 1995–2008 years. The around 48 per cent
income centralisation at the beginning of the
period dropped to 42 per cent by the middle of
the period, and then, following minor fluctua-
tions, it rose to a level of 45–47 per cent. The
change was influenced by the tax reductions
and tax hikes (decrease and increase of the VAT
rate, reclassification, raising the brackets in
personal income taxation, reduction of the
number of tax rates, introduction and elimina-
tion of tax allowances), introduced by the sub-
sequent governments, as well as related to
Hungary's accession to the European Union and
the convergence programme, and the weaker per-
formance of the economy – especially in the
last years of the period under review in relation
to the global economic crisis.

As far as the VAT is concerned, during the
term of the first government after the change
of the regime (year 1993) the preferential VAT
rate grew from 6 per cent to 12 per cent, and
then to 15 per cent in 2003. At the beginning of
2006 the normal VAT rate decreased from 25
per cent to 20 per cent.
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As far as the corporate income tax is con-
cerned, the tax rate was reduced in the early
1990s, and significant tax allowances were
introduced to attract foreign direct capital.
Before the EU accession, the transformation of
the system of allowances was a significant step,
which included, first of all, the introduction of
the tax allowance on development projects, and
the transposition of the relevant EU provisions
into the Hungarian legal regulations. It can be
regarded as a major move that the dividend tax
obligation on incomes taken abroad was abol-
ished in 2006. The 4 per cent solidarity tax
introduced at the end of the period was
designed to improve the public finance balance.

As far as the personal income tax is con-
cerned, the number of tax rates dropped from
five in the early 1990s to two, and the tax
bracket boundaries often changed. The highest
rate at the beginning of the period under review
was around 50 per cent, which dropped to 36
per cent by 2006. However, at the end of the
period a 4 per cent solidarity tax was intro-
duced.

The introduction of the simplified entre-
preneurial tax in 2003 served the elimination of
the underground economy in relation to all tax
revenues. However, it must not be forgotten
that the measure led to a reduction in VAT and
PIT revenues. Raising the tax rate from 15 per
cent to 25 per cent at the end of the period
under review reduced the number of such tax-
payers and constrained the growth of revenues
from this tax type.

Social security contributions decreased by
nearly 2 percentage points relative to the GDP
in the period of 1998-2006. Although the con-
tribution rates increased as a result of the meas-
ures taken in 2007 and 2008, they did not reach
the 1998 level.

In 2010 a new tax, the much disputed prop-
erty tax was introduced. Its proclaimed objective
was to increase the fairness of taxation, and to
make better off groups of the society pay more

public dues. Without going into detail about the
societal and social risks of introduction, we must
raise doubts about the reliability of the property
registers, the feasibility of control, as well as due
to the limitations of value assessment, which
serves as the tax base. 

With these tax rates tax centralisation in
Hungary – although it is close to the EU aver-
age – is significantly (by 40 per cent) higher
than the rates applied in competing countries.
The level of public dues levied on employment
is one of the highest in the European Union.
This competitive disadvantage is somewhat
mitigated by the recent reduction of the social
security contribution for a small group of low-
income people. At the same time, this change
contributes to the “whitening” of the informal
economy, but the containment of the informal
economy requires broader, more efficient steps
– affecting 20 to 25 per cent of the GDP. The
success of these steps will lead to a more pro-
portionate and equitable distribution of public
burdens, and consequently the reduction of
effects distorting competition, and the increase
of resources available for economic develop-
ment. Furthermore, apart from the steps
already taken, in the longer run it is inevitable
to significantly reduce taxes and contributions
by the major restructuring of the tax system.

EDUCATION AND TRAINING

The educational system and standards that have
evolved in Hungary in the past two decades can
only partially meet the needs of the economic
sectors. What is more, this deficiency appears
at a time – today and even more in the future –
when human capital and knowledge have
become, and are becoming extremely impor-
tant preconditions for the improvement of
competitiveness, and the knowledge-based econ-
omy is no longer a theoretical, but also a prac-
tical issue.
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Taking all this into account, the Research
Institute of the SAO published a study6 to sum-
marise the dual concept of the knowledge-
based economy and society, the system of
indices elaborated for the evaluation thereof, as
well as the status and tasks of the knowledge-
based economy and society in Hungary. The
topics of the study put special focus on educa-
tion and human resource training.

In this respect one of the greatest challenges
today is the creation of the harmony between
education and the labour market, the provision
of job opportunities for young professionals
after their study years. It is important to
emphasise that knowledge investment is more
than just adaptation to the structure of the
labour market. In fact, it implies much more
than that: it is to ensure the conditions for
knowledge and information acquisition, as well
as knowledge conversion in a foresighted
manner.

The most important task is the comprehen-
sive development of public education both in
terms of quantity and quality. The 20th century
results of the Hungarian primary and second-
ary education are well known. However, all
these are gone by now. Literacy and numeracy
deficiencies are now much more frequent than
at any time in the history of the modern
Hungarian educational system. The number of
people who do not finish primary school, or do
not go beyond the lower primary stage is on
the rise again. We may say that one of the most
fundamental conditions for Hungary's conver-
gence is the quantity of “educated minds”, but
this requires that the country's public educa-
tion system be able to fulfil its traditional func-
tions, and at the same time meet the new chal-
lenges of the 21st century.

Another fundamental issue is the explo-
ration of the correlations between higher educa-
tion and the labour market, as well as the clarifi-
cation of the related theoretical questions, but
first and foremost the qualification of the “out-

put” values (results) of the education system
on the labour market.

From this point of view a radical turn is initi-
ated by the target markets. The opinion and
judgement by the output, i.e. graduates and the
corporate sector employing them, get stronger. It
is increasingly demanded on both sides that the
opinion of companies employing graduates
should be fed back to the higher education insti-
tutions, and they would thus assist in adjusting
the content and quality of education to the
needs of the business sector as much as possible.

By joining the European Union, Hungary
became a member of a large, multilingual com-
munity that has a very complex structure,
encompasses many nations, nurtures a variety
of traditions, possesses a colourful and multi-
level economic background, and is regulated by
a complicated legal system. As a result, the
Hungarian higher education system directly
entered the international education market.
Students in Hungary must be supplied with
knowledge that can be immediately utilised in
any EU member state. In the field of regulating
higher education Hungary must adopt the rules
applied in the European Union. It must prepare
for competition not only on the international
higher education market, but also – sooner or
later – on the domestic market with the com-
peting European universities and colleges, as
well as with the professional workforce of the
other European countries.

Unique tasks must be completed in the voca-
tional training system. The former results and
outstanding traditions of the Hungarian voca-
tional system are well known. However, the
efficiency of the system considerably deterio-
rated after the change of the regime, important
trades have disappeared from the curriculum of
vocational training, and the quality of training
has been strongly influenced by the fact that
vocational training has been mostly chosen by
students who are not able for higher education.
Several efforts have been made in this field, too,
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to stop and reverse the unfavourable processes.
The task is to achieve a quality breakthrough in
this field, utilising the possibilities provided by
life-long learning, training and further training,
too. According to the statistical figures, two
million of Hungary's citizens fit to work have
no qualifications at all, while the demand side
of the labour market is increasingly looking for
professionals, and preferably people with mul-
tiple professions. According to the estimates,
by eliminating or minimising this “blot”
employment could rise by 5 to 7 per cent, since
the building and processing industries are expe-
riencing an obvious shortage of properly quali-
fied workforce. Naturally, this assumes the
intensification of adult education and further
training, and the radical improvement of its
quality. This is in line with the Lisbon Strategy
of the EU – and now of Hungary – renewed for
this decade, which focuses on the increase of
employment and the improvement of econom-
ic competitiveness, and which defines the para-
digm of life-long learning as the framework for
the complex development of human resources.

Naturally, finding solutions to these prob-
lems is not exclusively a state task. However,
the role of the state is determining, since it
extends to vocational training, retraining, the
creation of public benefit jobs, and labour mar-
ket regulation alike.

INNOVATION, RESEARCH 
AND DEVELOPMENT

The other weakness in the improvement of
competitiveness is the operation of the nation-
al innovation system, which is closely related to
education, primarily higher education. In rela-
tion to the system, in a former report7 the SAO
made several statements that refer to the unsat-
isfactory operation of the system. 

It is necessary to elaborate an innovation
policy, to review the R+D activity in a com-

prehensive manner, including the review of the
financing mechanism.

The state management and coordination
of the Hungarian research and development
sector was divided among the Ministry of
Education, the Hungarian Academy of
Sciences and the sectoral ministries.

In the R+D activity budgetary research
places involved in basic and applied research
played a dominant role (large share of state
resources compared to entrepreneurial
resources), and the entrepreneurial sector was
relatively subordinate.

The figures supplied by the Hungarian
Central Statistical Office on R+D activities
significantly differ from the aggregate data
obtained from the budget and the final account
on the budget.

These findings chime with the findings of a
later study prepared by the Research Institute of
the SAO.8 According to the evaluation of the
study, Hungary needs a significant break-
through both in terms of quality and quantity
in an important field of the knowledge-based
economy and society, namely in research and
development, as well as innovation. There is no
doubt that important measures have been taken
in legal regulation, institution development and
the improvement of the relevant conditions.
However, the implied conceptual change of
paradigm was only partially followed in prac-
tice. In addition to the measures taken so far,
further significant steps are needed to enable
Hungary to get on the path to convergence and
progress. Using the results of research con-
ducted in the field of knowledge-based econo-
my and society too, the following provides a
general and comprehensive framework of actions
for the areas that we find the most important. 

The increase in the risk-bearing and
growth abilities, as well as the innovative activ-
ity of businesses requires a predictable eco-
nomic policy that serves long-term efficiency,
competitiveness and modernisation. It also
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requires the enforcement of a monetary policy
that takes into account both the competitive-
ness of the economy and the stability of the
financial system. Furthermore, it requires the
reduction of the large-scale centralisation of
original incomes and large-scale redistribution
by the state, as well as the promotion of long-
term savings and capital investments.

It is indispensable to elaborate a coordi-
nated scientific, technological and innovation
policy at government level, the precondition of
which is the harmonisation of the different
policies. The situation of the Hungarian scien-
tific schools must be analysed in comparative
studies, with special regard to the EU's system
of preferences.

The increase of R+D expenditures pro-
portionate to the GDP must be linked to insti-
tutional reforms that show beyond the
Hungarian R+D sector and improve the effi-
ciency of the knowledge industry, as well as the
enforcement of the selection system of state
financing based on scientific and technology
policy priorities. (We cannot be competitive in
every field, but following the methodology of
the market niche policy we may rise to be
among the best.)

State financing for the R+D sector is a
strategic issue for the country's long-term
competitiveness. Therefore, there is a need to
modify the practice, in which state financing
for R+D has become a residual element of the
budgets. The system and time horizon of state
financing must adjust to the nature of the
R+D activity, which spans calendar years, and
must also indicate the social and economic
objectives of utilisation. The government must
examine the impacts of the existing taxation,
accounting, legal, etc. regulations on the flow
of knowledge, as well as innovation. Those
forms of state support that have turned out to
be ineffective must be eliminated.

In the R+D sector the possibilities pro-
vided by laws must be used to create situations

that on the one hand stimulate the competition
for state resources, and on the other hand
encourage cooperation among higher educa-
tion research places, research institutes and
enterprises.

The evaluation of higher education insti-
tutions and research institutions should con-
siderably be based on their R+D achievements
utilisable in the innovation process, their
patent activity, and cooperation in cluster(s)
and/or spin-off enterprises. The share of the
private sector in the financing of research
places (especially in the field of life, natural and
technical sciences) shall be an evaluation crite-
rion in order to decrease excessive dependence
on the state, too.

In the R+D sector the strongly discipline-
and institution-oriented financing must be
replaced with a financing and support system
that focuses on multi-disciplinary objectives
(projects) and that promotes the development
of the innovation net. To this end preference
must be given to the financing of consortium
projects led by enterprises directly interested in
the utilisation of the research results.

The Government's small company strate-
gy must include innovation as a competitive-
ness factor, and state financing shall not be a
capital replacement tool, but a factor promot-
ing innovation activity and encouraging corpo-
rate R+D and innovation expenditures. Steps
must be taken to enforce the provision of the
Act on the Innovation Fund for Research and
Technology, according to which the resources
of the Fund must be spent on research and
development implemented indirectly or direct-
ly by the economic companies.

The enhancement of mobility on the mar-
ket of the scientific workforce is also a precon-
dition for the success of knowledge creation
(“knowledge production”) and knowledge
flow. To this end one must utilise the opportu-
nity opened up by the Innovation Act, accord-
ing to which researchers may take up tempo-
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rary employment in the business sector (at
home or abroad) without losing their original
jobs.

On the market of scientific workforce the
precondition for creating equal competitive
conditions is the modification of the employ-
ment regulations in force in the state sector. In
the state institutions of scientific, technologi-
cal and innovation policies larger integration
and stability must be ensured.

It is required to eliminate red tape linked
to the application and support system, which is
not only costly, but also distorts institutional
and entrepreneurial attitudes. Furthermore,
administration focusing on the implementation
of the development and innovation objective
must be developed. Deregulation must be car-
ried out after the revision of the legal regula-
tions in force (Public Finance Act, as well as
government and ministerial decrees).

The country must create a social environ-
ment and economic conditions in which the
possible failure of an innovative enterprise
established for knowledge “production” and
utilisation does not imply stigmatisation,
exclusion or the prevention of a new start.

POLITICAL-GOVERNMENTAL ACTIVITY
AND PUBLIC TRUST

Transparency and accountability

Public finance decision-making and manage-
ment can fulfil its role if public policy sets a
direction, clear and transparent concepts moti-
vating for action, and the senior and junior
staff members of the public finance organisa-
tional system can identify themselves with the
major objectives set by the parliamentary
majority and the Government, and have the
possibility to contribute professionally to their
implementation within their scope. The other
precondition for successful operation is that

the society must have a good knowledge about
and must accept those financial possibilities
and constraints that must be taken into
account when organising and planning life.
Since the society, too, understands that the state
can spend only what citizens – entrepreneurs,
officials, workers – pay in the form of taxes and
contributions, it has all rights to expect a fair
and audited account of the use and utilisation of
their contributions.

These are nothing but additions to indicate
how much public discipline and trust con-
tribute to successful finances. As an example
we note that for this reason all budgets must
meet the criteria that serve the transparency
and accountability of economic management.
Naturally, these objectives appear in account-
ing and auditing, too, for instance through the
principle of clarity and detail.

The transparency of public finances and the
accountability of those bearing economic respon-
sibility is a governance tool of an efficient society
(efficient societies) living in a risk community,
since it is obvious both for the globalised world
and the individuals that we belong to a risk com-
munity (financially, too). Therefore, transparen-
cy and accountability represent the legal princi-
ples of the operation of public finances.

The former means that – at various levels –
the financial information system of public
finances is public, and the latter means that any
person who uses public funds must be ready to
have his/her activities be audited on behalf of
the general public, and must give an account on
how he/she complies with the rules, and how
effectively, efficiently and economically he/she
uses the available resources. (In the interna-
tional terminology this is called the principle of
the three Es: efficiency, economy, effectiveness).

Evaluating the practice of budget planning
and execution on the basis of these require-
ments and principles it can be stated that we
cannot be content with the transparency thereof.
Its absence is also a competitive disadvantage
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deteriorating trust indices as indicated by a
range of SAO audits.

The situation that has evolved must be
changed through multidirectional actions, too.
As a main course of action the order of bud-
geting, process scheduling and regulation must
be modernised. Furthermore, information
required for the completion of public finance
tasks, issues related to the statistical and
accounting system of public finances, as well as
the issues related to the regulation of the entre-
preneurial and treasury assets of the state, and
the assets of the local governments must be
clarified. Similarly, the tasks related to the
modernisation of the financial audit system of
public finances must be reconsidered.

Starting out from this fact, and taking into
consideration the theses of the new public
finance regulation, within the second course of
action the hardly transparent Public Finance
Act, which is still in force, but is amended on a
continuous basis due to the so called Status
Act, must be developed on new, modern foun-
dations to ensure greater transparency and
accountability.

The third course of action aimed to improve
transparency implies the changing of the rather
frequent practice when macroeconomic forecasts
based on unrealistic assumptions lead the fiscal
policy astray. In the name of objectivity both
over- and underplanning must be avoided in
the Hungarian practice, including the wrong
practice deliberately followed due to political
considerations. NGOs participating in fore-
casting must also be given access to all data and
parameters used.

As far as the budget process ensuring integrity
is concerned, a further course of action for the
enhancement of transparency includes the
determination and practical enforcement of the
budgetary procedure, the full-scale practising
of budgetary rights by the National Assembly
and the local governments, as well as social
publicity and comprehensive control.

The new public finance regulation to be cre-
ated must enable the National Assembly to
ensure that the deputies should make decisions
only in substantiated cases, and for definite
purposes. This requires that the so called vot-
ing units, i.e. tasks and appropriations on
which the deputies must actually decide, be
appropriately defined in the budgetary docu-
ments. Politics should decide about aggregates
that adequately ensure the enforcement of
political preferences and that make the imple-
mentation of these preferences accountable,
but do not hinder efficient implementation.

The integrity of the budgeting process
would also be strengthened by the introduction
of the practice according to which the
Government should prepare a report every four
years before the general elections. The report
would not only provide information about the
commitments for the coming years, but would
be an important tool in the confinement of
“over-politisation” affecting the budget by
restricting the competition of groundless elec-
tion promises.

Corruption

Transparency and accountability are not only
the strongly correlated fundamental principles
of the operation of the state organisation, but
also factors that influence and determine cor-
ruption risks. Since these two legal principles of
public finances represent the norm for the
activities of the SAO, too, in the past decade the
institution paid utmost attention to the fight
against corruption, which represents a significant
social problem. In addition to this, in the spring
of 2008 Section 2./c of Resolution No. 72/2008.
(VI. 10.) issued by the National Assembly spec-
ified for the SAO as a professional task “to pay
increased attention to the typical causes and
fields of corruption, and to highlight deficien-
cies in the application of the law”.
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The SAO is involved in the fight against cor-
ruption in three ways:

•during the SAO audits it pays utmost
attention to the identification and detec-
tion of corruption risks;

•prepares summary studies that explore and
analyse the causes, risks and tendencies of
corruption;

•in justified cases it initiates sanctions
against the crimes committed on the basis
of the SAO Act.

Similarly to the former anti-corruption gov-
ernmental bodies, the SAO was actively
involved in the work of the Anti-Corruption
Coordination Body established in 2007. The
body was the first to prepare an anti-corrup-
tion strategy on the basis of corruption phe-
nomena in Hungary, paying special attention to
the analysis of corruption risks, and defined the
preparation of corruption risk maps as a sepa-
rate special objective.

At the same time, in the spring of 2008 the
Dutch-Hungarian twinning project completed
in the Research Institute of the SAO indicated
the possibility for adopting and applying an
integrity approach based methodology, which
corresponds to the development priority of the
State Reform Operational Programme
designed to improve the “culture of public
administration”.

Having realised this, the State Audit Office
undertook to contribute to the establishment
of the methodological foundations of systemic
state measures against corruption by launching
a large-scale project and by implementing it in
the next two years. The aim of the project is to
explore, map and classify the corruption risks
of public administration, better substantiate
the audit plans, as well as to comply with a
more uniform audit practice and with the pub-
licity, legal and ethical norms. For the profes-
sional sustainment of the achieved results a
proposal is being prepared for the Government
on the project's experiences, and the amend-

ments to the legal regulations required for the
large-scale introduction of the method.

We expect and hope that we will be able to
achieve the three main results of the project:

•a certain area of the domestic administra-
tion system is going to be mapped for cor-
ruption mainly on the basis of a self-assess-
ment based survey; the database will be
accessible by the public on the internet;

•by utilising the results of the risk analyses,
better substantiation of future audit plans,
and consideration of previously assessed
corruption risk characteristics for the given
field in the course of planning; and

•at societal level, for the prevention of corrup-
tion situations the corruption risks burdening
the individual social and economic systems
become identifiable, which will promote
the expedient management thereof.

SUMMARY CONCLUSIONS

1In the first half of the decade Hungary was
successful in terms of export competitive-

ness. This was significantly due to the multina-
tional companies that came to Hungary, and
the major source of success was the rise in pro-
ductivity. Cost competitiveness also con-
tributed to this outstanding export perform-
ance. On the basis of labour costs per working
hour Hungary was in the mid-range among EU
member states. However, this situation has
changed since 2006–2007: Hungary's ranking
has perceivably deteriorated in terms of inter-
national competitiveness, and in 2007–2008
among the regional competitors Hungary was
preceded by the Czech Republic, Slovakia and
Poland, as well as by Portugal, Spain and
Slovenia as country groups.

2According to the sub-factors that make up
the overall competitiveness scoreboard of

IMD, Hungary is especially lagging behind in
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the field of business and government efficiency.
The setback could be witnessed in all of the
sub-factors that determine government effi-
ciency (public finances, fiscal policy, institu-
tional framework, business legislation and
social framework).

3For actions designed to improve the com-
petitiveness of the government an impor-

tant orientation may also be obtained by get-
ting to know the 10 most unfavourable indica-
tors of government activities on the basis of the
international competitiveness rankings.
However, there are three difficulties that ham-
per practical utilisation in this field. One diffi-
culty is that during the compilation of interna-
tional rankings subjectivity may play a strong
role, for instance when experts involved in the
surveys may “mark down” a country or a
region because of the prevailing general eco-
nomic and political situation. In the study we
wanted to counterbalance this effect by taking
into consideration both internationally
acknowledged methods (the IMD and GCI
indices), and on the basis of comparison we
could conclude that regarding the problems of
competitiveness, both methods lead to similar
results.

The other problem of practical usability is
caused by the fact that the group of the ten
most unfavourable indices changes year after
year, different indices are used because of the
two methods, and by the resulting increase in
the number of indices. This difficulty can be
eliminated by creating competitiveness problem
groups from the large number of individual
indices. 

The third problem comes from the following
question: For practical reasons should we
count with all of the critical indices – including
those that reflect the effects of the global crisis
– or only with those in connection with which
domestic actions can be taken? With our opin-
ion we support this latter procedure, therefore

we may ignore indicators that reflect changes
(rise) in capital costs, the expected level of
recession, or the impact of the policy of the
National Bank of Hungary on development –
just to mention a few.

4By taking into account these considera-
tions, for the improvement of competitive-

ness the following three problem groups are
regarded as the most important ones that require
urgent solution: 

•for the creation and strengthening of the sus-
tainable position of public finances (balanced
budget, government debt) renewal of the
public finance system, and in harmony with
that the reduction of high public dues
(taxes and contributions), income centrali-
sation and redistribution;

•improvement of the quality of education and
training, elaboration of an innovation policy
promoting research and development,
improvement of the efficiency of state con-
trol, as well as the creation of the strategic
nature of state financing for R+D;

•improvement of the quality of political and
government activities, for building public
trust, for the improvement of the negative
opinion formed about political decision-
makers, for reduction of corruption, for
the improvement of the consistence of gov-
ernment policies and the transparency of
governmental decision-making.

While in the first two groups finding a solu-
tion to these problems is equally important for
both the domestic and foreign economic
actors, in the third group the improvement of
competitiveness is currently of utmost impor-
tance for foreign political circles and investors.

In connection with the different groups of
indices we hereby note that the time during
which causes leading to deterioration occur,
and the time that is presumably needed for the
elimination (repair, mitigation) thereof are not
symmetrical, and differ from indicator to indi-
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cator. Furthermore, they include indices, like
trust in the political institutional system, which
greatly depend on emotional factors and atti-
tudes, too. Therefore it can be seen that mate-
rial changes can be expected to happen only in
the medium and longer run, even in case of
consistent and fundamentally efficient actions.

5After, or maybe concurrently with progress
achieved in the first three priority areas

•we find it necessary to create strategic
foundations that would provide a long-
term orientation for the improvement of
competitiveness; furthermore, for the
strengthening of governmental decision-
making we find it necessary to elaborate a
national economic planning system that
would allow for the well-founded develop-
ment of modernisation paths based on the
selection of strategic values;

•as a supplement to the former task it is rea-
sonable to accelerate the process of renewing
the budgeting process, with special regard to
the broadest possible application of the
programme-based budgeting system, as
well as to create the culture of “objective
setting – measurement – evaluation – feed-
back” in governmental activities, and

•through these modernisation processes and
other organisational restructuring in public
administration the quality of the completion
of public tasks, and that of the legal and insti-
tutional frameworks must be enhanced.

6As it can be seen, the brief programme out-
lined above for the improvement of com-

petitiveness is in agreement with the audit,
analysis and research results and recommenda-
tions that were presented on the basis of the
activity of the State Audit Office.
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