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Andris Vigviri

A possible scenario
of modernising the Hungarian
local government model

In Hungarian political and professional dis-
course — partly as an effect of the financial crisis —
the issue of reform of the local government system
has been put on agenda again. This welcome —
though under-pressure — fact raises various pre-
sumptions and illusions at the same time. The
most important of these probably is that the
reform must significantly reduce the number of
local governments, by which considerable savings
can be attained and the sustainability of the
whole state budget can be improved. In this arti-
cle, an attempt shall be made to outline a possible
solution, considering the weaknesses of the cur-
rent local government system, the international
challenges and the international tendencies of the
operation of the subnational government level.

THE RESERVES OF THE “HUNGARIAN
MODEL" HAVE BEEN EXHAUSTED

So as to avoid repeating the mistake made in
1990, 1.e. that the establishment of the local
government system was significantly influ-
enced by political sentiments and passions, we
should face the weaknesses of the current
model. Within the framework of this article,
there is neither a need!, nor an opportunity to
present the Hungarian model of the local gov-
ernment system or the evolution thereof. Let

us instead focus on some issues that appear to
be relevant for the further development of the
system. The basic characteristics of the system
are laid down in the local government act
(LGA) made in 1990 as a fundamental act.
There are other “plain” acts furthermore form-
ing and deforming the operational environ-
ment of local authorities.

The first question is whether the fragmented
nature of the system should be considered its
most important characteristic, i.e. its major
defect. Is it true that eliminating this would
solve the problem? Let us see an international
comparison! Table 1 presents data on some EU
countries characterising the extent of frag-
mentedness by the number of population per
local government. It can be seen that, as
regards fragmentedness, Hungary is not in a
unique position. The data also indicate that
there are no correlations between the average
size, the number of population and the
income centralisation of local governments.
Furthermore, ,we wish to mention, without
going into detail, that there have been no actu-
al local government models developed either in
the international practice or the EU in particu-
lar. There is a particular aspect with a relatively
uniform practice in formation, which is the
basic budgeting rule referring to subnational
governments, i.e. that the operating budget of
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Table 1

THE NUMBER AND THE AVERAGE POPULATION OF LOCAL GOVERNMENTS, AND THEIR
EXPENDITURE AS A PERCENTAGE OF GDP IN CERTAIN EUROPEAN COUNTRIES

Czech Republic 10.3 6 237
France 58.9 36 559
Slovakia 54 2871
Greece 10.5 5922
Hungary 10.2 3174
Luxemburg 0.4 118
Austria 8.1 2 353
Latvia 25 554
Estonia 14 247
Spain 39.4 8082
Germany 82.0 16 121
Italy 57.4 8104
Romania 22.5 2 862
Slovenia 2.0 192
Finland 52 455
Poland 38.7 2 489
Belgium 10.2 589
Denmark 53 275
Holland 15.7 572
Bulgaria 8.3 262
Sweden 8.9 286
Portugal 9.9 275
Ireland 3.7 84
Lithuania 3.7 56
Inited Kingdom 58.7 491

Source: Own compilation based on OECD- and Eurostat-data

these is not allowed to run into deficit; opera-
tional loans are not permitted as a main rule.
It is not because of the settlement-centric
assignment of local government rights — due to
the peculiarities of the settlement structure and
thus, inevitably, due to its fragmented nature —
that the Hungarian model is unsustainable but
because the act on the basis of which the sys-
tem was established, laden with serious politi-
cal compromise, identified exercising local gov-
ernment rights with the possible framework of
performing local public duties, despite experts'
other intentions. The liberal illusions related to
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1500 1.3
1600 10.9
1700 6.3
1800 3.3
3200 12.0
3 400 5.1
3 400 8.0
4000 10.1
4200 8.5
4 800 6.0
5000 74
7000 14.4
7700 8.5
8 800 8.8
11 200 19.4
15000 13.0
17200 6.8
19100 323
27 000 15.4
28 000 6.4
30900 25.3
34 200 59
41 667 72
58 800 8.2
118 503 12.9

the New Public Management (NPM-) para-
digm played a role in the above, as did the pres-
sure to find ways to compensate the village
population who had lost perspective and work
opportunity due to agriculture losing ground.
The practice of one village, one school; one
institution, one budget organ could have been
avoided by a more considerate and provident
legislation and by corrections better planned
and implemented later on. With reference to
the birth of practice, it is important to know
that the introduction of mandatory associa-
tions, by which the anomaly outlined could
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have been prevented, was blocked on two occa-
sions by the liberal party that time still signifi-
cant of the political change. In the case of sys-
tems more fragmented than or similar to the
Hungarian model, it is these institutions that
make the local government systems based on a
fragmented settlement structure operable. It is
important to know that until 2004 the per-
formance of local duties within the framework
of own institutions was fostered, at changing
intensity, by the source regulation system.

It is a feature determining strongly the pecu-
liarity of the model at the same time that it is
not the maintenance of institutions that is pre-
scribed under the LGA; local public services are
meant to be guaranteed through a service
organisational obligation. It depends on a local
decision if the latter is assigned to budget
organs, non-profit organs or local-government
owned, private or possibly mixed ownership
business organisations. Through the latter,
principles of NPM revolutionary at the time
even at an international level were incorporated
into the regulations (Horvath, 2000; Horvéth,
2005; Péteri — Horvath, 2001; Péteri, 2003). As
a consequence of this opportunity — especially
in the case of local governments of towns and
cities — the guasi-fiscal sector has a significant
role in the performance of local public duties.
This means in turn that — lacking the necessary
control — the political bodies in authorities fail
to supervise a significant segment of the local
government economy.

It must be noted that the principle of service
provision instead of the institution maintenance
obligation has been violated in practice. One
reason for this was that the asset transfer prin-
ciples and mechanisms applied when the sys-
tem has got established were inconsiderate?.
The asset transfers performed under the LGA
assigned several assets necessary for the provi-
sion of local services to municipalities, which
generated significant inflexibility and is an
important factor in the survival of the practice

of providing services via own institutions. The
other reason can be described by an organisa-
tional sociological nature, namely, in the frag-
mented system, the day-by-day legitimacy of
local bodies was guaranteed by the supervisable
institutions. The presence of institution man-
agers or employees in the bodies, in turn,
became the ground of typical institution
preservation and enlargement efforts.

The third peculiarity is that the central fiscal
regulation system serving as the financial back-
ground of the services assigned as mandatory
to local governments — which revived the “reg-
ulation illusion” of the indirect economic man-
agement system introduced in 1968 — proved a
suitable means for the de facto recentralisation
of the de jure decentralisation, the latter also
served the decentralisation of a significant part
of the conflicts involved in the economic tran-
sition. The major milestones in the change of
the Hungarian model are presented in Figure 1.

The possible distortions of the model were
coded at the birth of its conception. At the
time of the political change, on the one hand,
it could not be foreseen how far the state
would continue to “retreat” from the service
provision and, on the other hand, the legisla-
tion of that time followed the international
practice of decentralising public sector
reforms applied in NPM in the 1970-1980's.
Pilné (Pilné, 2001, p. 75), following Sharpe,
observed that during the first big wave of pub-
lic sector reforms even in developed industrial
countries, it was a widespread practice to ease
the central budget pressures by decentralizing
measures not supported by financial sources.
After 2000, the Hungarian local government
system borrowing a term introduced by Attila
Agh (Agh, 2005, p. 15) — became a “conflict
container”. The extreme decentralisation of
several services, including public education,
was carried out because the governments in
power could thereby decentralise the obviously
arising conflicts (like the closing of schools).
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“Incidentally”, such decentralisation causes
significant disorder and dysfunctions in the
provision of actual public services, which can
be well illustrated by the decreasingly efficient
operation of the public education system.3 The
“creeping decentralisation” of the 1990's and
the decrease in the real value of normative sub-
sidies were clear signs of the practice, as is
llustrated by Table 2.

Certain quantifiable characteristics of fiscal
recentralisation and conflict decentralisation
are summarised in Table 3.

Another characteristic of the “Hungarian
model” worth to mention in this article is the
ambignous fiscal disciplinet. First, local
authorities operate using a single fund, where-

by they have been given the opportunity to
use the revenues from privatising their assets
for supplementing their deficient current
sources. This is clearly shown by 7able 4.
Second, the LGA has created the opportunity
of extremely liberalised capital market rela-
tions. Third, the borrowing limit for local
governments5 and the act on debt settlement
procedure known as the 'local government
bankruptcy act', considered a “Hungaricum”,
are meant to counterbalance the above. Since
mandatory services are left underfinanced by
the state, a significant circle is affected by
Emergency Operating Grants meant to be
exceptional subsidies originally; moreover, a
supplementary fund accessible under a discre-

Table 2

CHANGES IN THE EXPENDITURE OF THE LOCAL GOVERNMENT SECTOR (1990-2007)

Year GFS expenditure of local
governments (HUF bn)

1990 315 —

1991 374 118.5
1992 489 133.3
1993 599 1204
1994 750 125.2
1995 800 106.7
1996 913 1141
1997 1,135 124.3
1998 1,348 118.8
1999 1,476 109.5
2000 1,651 111.9
2001 1,902 115.2
2002 2,286 120.2
2003 2,533 110.8
2004 2,689 106.0
2005 2,972 1105
2006 3,210 108.0
2007 3,203 99.2
2008** 3,410 106.0
2008/1990*** — 1.083

Nominal change in

expenditure (%)

Consumer price
index* (%)

Change in real
value (%)

135.0 87.8

123.0 108.4
122.5 98.3
118.8 105.4
128.2 83.2
1236 92.4
1183 105.1
1143 103.9
110.0 99.5
109.8 101.9
109.2 105.5
105.3 1141
104.7 105.8
106.8 99.0
103.6 106.7
103.9 104.0
108.0 92.0
106.4 99.6
995.0 109.0

*CIP is not the most suitable indicator to measure changes in the price level of local public Services. According to my estimations, “the local
government price index” s higher than that, due to the Special consumer basket of the sector.

** Preliminary.

*** Due to the widening mandatory tasks and changes in production efficiency the long term real value only a rough estimation.

73



m PUBLIC FINANCES - Systemic risks of Hungarian local government sector m

©]Bp 80UBUI- WOJ) ANSIUI UO Paseq uoie|idwwod S Jou)Ne 8y} :90in0S

'SPUNJ N3 "[oUL.
'pUNJ BB "[9%8,

9¢ €¢ 6¢ 9¢ a4 €¢ 8¢ 9¢ Ve €¢ 8¢ 9¢ ¢ G¢ 6°¢ L'E [ G'¢ d{9 Jo % sainyipuadxa [e)ideg
14" 6l Gl 4! el 4" 0t 0t A 8l 6 9 9 G G € € L 'SBIPISANS JuslissAUl JO JBquInN
. . . . . . . . . . ) . . . . . . . «xd (9 10 % luswuIsnob
70 20 90 90 70 G0 90 90 G0 90 G0 G0 70 G0 L0 90 60 | 20 [p1aUaD WOJj SIURID JUBLLISAAU|
¢ 0¢ 6} 8l 8l L'l L'l L' 9l L'l 7l el ¢l 80 80 80 90 | ¥0 d{9 JO % SenuaAsl Xe] 307
ISL | 8GL | vEL | 291 | €L | O¢CL 88 68 €l 16 98 1l 8% 12 8y Gy 44 G¢ sjuelb [enuad [euoiieliado Jo Jaquiny
. . . . . . . : . . . . . . . . . . % d0d9
A A 9G 09 6G 19 G¢ ¢S 06 96 8'G ] ¢9 ¢l 08 98 96 g6 10 9 UBWLIBAOD [B1IUSD WOJ} SIUBI
¢k | €¢L | GEL | GEL | O€L | vEL | €€L | G¢L | ¢¢cL | Ok | vEL | €€L | €L | ¥¥L | ¢ZL | 69F | 69F | OGE d{D Jo % e sainipuadxs S49
.nlnm.. [N N N [ N N N N [N — — — — — — — — —
3 3 S S S S S S S S 8 8 ] 8 ] 8 &8 8 8 101aIpy|
8 oo ~ o [$a] ~ wW [NS) —_ o «© oo ~ [ap) [$a} ~ w NS —

L00Z-1661 SHYIA FHL NI SLNINYIA0I TvI0T 40 NOLLYNLIS TYIINYNIA JHL 40 SHOLYIIANI JNOS

£ 9IqeL

74



m PUBLIC FINANCES - Systemic risks of Hungarian local government sector m

Table 4

THE GFS BUDGET POSITION OF THE HUNGARIAN LOCAL GOVERNMENT SECTOR WITH AND
WITHOUT PRIVATISATION REVENUES

Budget GFS*-balance including

privatisation revenues

Budget GFS*-bhalance not including
privatisation revenues

(HUF hillion) % of GDP
1994 —45.5 -1.0
1995 8.5 0.1
1996 479 0.7
1997 66.5 0.7
1998 -87 0
1999 229 0.2
2000 49 0
2001 1.2 0
2002 -104.9 -0.6
2003 -31.6 -0.17
2004 -16.5 0
2005 814 -0.37
2006 —156.5 -0.67
2007 =Y -0.2
2008™* -90.0 -0.33
2009~ -134.0 -0.5

Source: Ministry of Finance

(HUF billionn) % of GDP

=567 =113
172 -0.3
0.6 0
-24 -0.2
-28.1 -0.3
1.1 0
S92l -0.2
-91.4 -0.6
-199.5 12
-40.7 -0.2
-119.2 -0.6
—202.6 -09
—286.5 12
-168.9 -0.65
-220.0 -0.8
—228.0 -0.8

*Under the original (no longer valid) methodology, privatisation revenues were included in the GFS-balance. This is no longer allowed by the new

GFS-standard and the ESA- methodology.
** Preliminary data
*** According to the calculations of the budget act

tionary government decision also introduced
after the turn of the millennia.

On the whole we can say that the “Hungarian
model” is characterised by “collective irrespon-
sibility” and the lack of fiscal discipline.

Last but not least in the operation of the
Hungarian local government system the man-
agement has always been focused on the pre-
vailing budget (flow attitude), whereby till
recently typically no room has been given in
public finance systems to the attitude focusing
on conditions related to properties (stock atti-
tude)®. The reason why it has involved growing
tension is that, at the birth of the system, local
governments became the owners of a signifi-
cant volume of different kinds of properties.
Operational subsidies do not provide coverage
for the replacement of assets depleted in the

provision of public services and there is no
institutional pressure forcing local govern-
ments to apply responsible asset management.
From the beginning, the state system of devel-
opment subsidies has carried out allocation by
tendering. Despite the refinements made in the
past ten years, the multi-channel nature of pay-
ment’, the structure of the matching funding
system have distorted the investment prefer-
ences of local governments, dispersing of
investment sources and, in many cases, the cre-
ation of unfinanceable and/or superfluous
capacities. Table 3 reflects the changes in the
number of the legal titles of allocation of devel-
opment subsidies, which fit well to the pres-
sures under various coalition constellations.
The asset loss of local authorities is apparent
not only in the sale of assets and in the fact that

75



m PUBLIC FINANCES - Systemic risks of Hungarian local government sector m

the annual investment of the sector falls short
of the calculated amortisation of local govern-
ment assets (Vigvari, 2007b), but also in the
financial assets easy to measure.

The pecuniary conditions can be analysed
from a special point of view by reviewing the
evolution of financial assets. This reflects the
clear fact on the one hand that debts are nega-
tive assets. On the other hand - in my opinion
— following from the special logic of the
Hungarian system, local government involve-
ment in public utility companies performing
mandatory services, considered as assets from
an accounting point of view but incorporating
liabilities essentially, should be deducted from
what is interpreted as net assets. Giventhe ten-
sions related to the service fees charged by
these companies,8 it can be considered a care-
ful approach if this item? is taken as a neutral
one, i.e. an item not influencing financial
assets. Following this approach, it can be
observed by skimming through the data of the

Hungarian National Bank presented in Table 5
that, since 2003, the sector as a whole has been
insolvent, i.e. the value of its free financial assets
does not cover for its financial liabilities?0. This
interpretation of insolvency follows from the
constitutional characteristics of local govern-
ments that they, as a main rule, are obliged to
use their assets (including owner's participa-
tions) on performing their mandatory services.
In the Hungarian circumstances, the excessive
ownership entitlements of local governments
raise a legal barrier to even the spending assign-
ment within the local government- or, in a broad-
er sense, the government sector. An example for
this has been the attempt of health care reform.

PUBLIC SECTOR REFORM, LOCAL
GOVERNMENT REFORM IN HUNGARY

A wide circle of experts agree that the situation
has matured to be reformed. A positive con-

Table 5
FINANCIAL ACCOUNTS OF THE LOCAL GOVERNMENT SECTOR (S.1313)
(HUF billion)

Financial assets 11202 1104.2 1074.0 1134.3 11321 1136.0 1055.1 13421
cash deposits 1962 2205 2126 2430 2412 2746 382.1 421.5
securities other than shares 1299 769 553 707 525 425 507 100.3
borrowings loans 545 706 713 794 842 828 663 58.8
owner' participations 695.1 697.7 6922 6975 7059 7105 6953 691.5
incl. stock exchange shares 220 194 256 363 454 454 256 182
investment vouchers 163 158 141 167 157 118 164 16.0
other shares participations 656.9 6625 6525 6445 6447 6533 6533 657.3
Liabilities 2792 4002 4265 5335 6476 8224 1036 1.017.8
securities other than shares 229 245 57 6.5 44 274 2092 317.2
borrowings loans 1474 2416 276.7 366.6 4154 5438 576.8 471.0
including borrowings from domestic credit

institutions 731 1151 1440 1824 2415 3473 3585 338.2
foreign borrowings 139 469 624 837 1003 1229 1322 117.7
Net financial assets of the local government sector* 1841 415 50 —43.7 —160.0 —339.7 4329  -333.0

Source: Hungarian National Bank

*Balance of financial assets and liabilities minus the value of other shares and participations.
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sensus reach right as far as the “hows” of the
solution, however. We believe that one of the
priority areas of the establishment of a govern-
ment sector fostering domestic demands as
well as catch-up, i.e. of a successful public sector
reform, as you like, is the reconsideration of the
services delegated to the state and, within its
framework, a novel reallocation of services
between the central and local government levels:
i.e. the reform of the local government system. In
Hungarian professional discourse, the concept
of reforms has been identified with that of
downsizing and withdrawal. In the case of
reforms involving a political change and “dena-
tionalisation”, the meaning above is correct.
Observing the processes in developed coun-
tries of times after the 1990's, however, we can
see the application of a post-NPM-reform par-
adigm in these countries, referred to as mod-
ernisation strategy in the literature!l. This is
not only about institutional downsizing but is
also about restructuring; sometimes even about
the establishment of new institutions. The
reforms are successful if they are system-like
and the institutions are well adjusted to one
another.

The modernisation above, starting from the
local government system, induces changes in all
areas of state operation since this area affects
simultaneously the transformation of the
regional system of state administration (public
administration reform), the reconsideration of
the economic development activity of the state
(regional and economic development reform)
as well as the provision of certain public servic-
es (from human services — public education,
health care — to environment protection and
the maintenance of physical infrastructure). At
the same time, the local government sector is
also an ideal place for the introduction of the
public finance reforms necessary for the mod-
ernisation of the public sector. The interna-
tional practice shows that neither some form of
a maturity approach, nor programme-based

budget planning was introduced in a shock-like
manner, but by launching pilot programmes. In
several countries, the “field of experiment and
training” was exactly the subnational level.
(Béger — Vigvari, 2007)

In practical action, the reform of the local
government system — due to the complexity of
the system — should be seized in four dimen-
sions, in a way that the advance made in the
individual fields should have a system approach.
In this case, this overused term means that the
steps made in the subfields should be in accor-
dance with the demand of the other fields,
should be synergic and, in the progress, meas-
ures to be withdrawn later should be avoided if
possible. The latter is fostered by the scenario
technique!2. The relationship between crisis
management and measures of a reform nature
as well as the question of the rate of progress in
time are important “reform technological”
dilemmas. A piece of advice in this respect is
that, during crisis management, no measures
should be taken that contradict the target
model of the reform.

O In relation with the first dimension, the
tasks related to the constitutional status of local
governments and to the public administration
system must be examined. This is basically a
“package” concerning issues of the medium
level of subnational governments!3 (elected
regional or “large county” subnational govern-
ments, [Verebélyi (2000), possibly a region!4
corresponding the NUTS 1 level], the future of
the level of micro-regions, the exercising of
rights related to local governing and the intro-
duction of the institution of mandatory associ-
ation. There is a consensus that the medium
level of the subnational government system —
and the strategic planning, political and central
governing functions of this — should be made
stronger. There is a lack of agreement, howev-
er, on the range of the medium level, the rate of
decentralisation as well as on exercising the
rights of micro-regions and local authorities. It
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SOME INDICATORS OF THE ECONOMIC POTENTIALS OF VARIOUS TYPES
OF LOCAL GOVERNMENTS

Capital Districts

of the with county

capital
Number of players as of
January 1, 2007 (pieces) 1 23 23

Distribution of population %  16.80 19.59 29.64
Distribution of LG's GFS

revenues of 2007

national=100 (%) 12.7 1.1 178
Distribution of LG's GFS

expenditures in 2007 (%) 12.5 10.6 18.2
Distribution of LG's revenues

from local taxes in 2007 (%) 17.3 241 21.9
Distribution of LG's assets ~ 44.2 ND 1.5
Distribution of debt 25.26 6.39 23.29
Distribution of other LG's

|aibilities 0.32 12.53 18.03

Source: own compilation based on Ministry of Finance data

Cities

Table 6
Towns Villages Parishes County Total
govern-
ments
274 146 2708 19 3194
6.46 27.51 0 100
25.2 3.8 15.0 13.2 100*
25.5 38 14.7 134 100*
25.7 33 7.6 0 100
27.6 3 8.9 48 100
28.12 1.66 58 9.48 100
27.09 2.89 31.02 8.06 100

* Figures before the implementation of the government order issued in 2001 prescribing the revaluation of assets.

is a serious inner contradiction of the establish-
ment of the current multi-purpose local gov-
ernment associations that decision-makers
have tried to “squeeze” public administrational,
provision of public services as well as settle-
ment- and regional development tasks within
one organisational framework. It is clear that
public administration, human services, the
maintenance of line infrastructures and region-
al development need different spatial frame-
works to operate at a close to optimal level.
Despite the facts mentioned above, it is true
that the establishment of voluntary multi-pur-
pose local government associations has “stirred
up the backwater” and, generating some fur-
ther pressure for action, may serve as a basis for
further favourable changes. The debate regard-
ing the question whether it is municipalities
that should be the basic level of exercising local
authority rights and, if so, whether it is neces-
sary to determine some reasonable population

78

minimum, is not public enough. We believe
that via adequate constitutional solutions a
well-functioning local authority system could
be operated even by sustaining the local gov-
ernment rights of the settlement structure cur-
rently fragmented. The elected mayors of small
municipalities — without an office or a body —
may be the advocates of the local interests of
small settlements and, in this function, the
organisers of local public service provision. It is
an economic argument against merging small
municipalities into one district that it is not at
small settlements where the reserves of the sys-
tem can be explored; these should be found in
the capital and in counties and cities having
county rights by rationalising the cooperation
of the latters. The economic potentials of vari-
ous types of local government are presented in
Table 6.

The greatest waste in the Hungarian local
government system is the lack of a reasonable
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allocation of administrational tasks between
the model for the capital and counties and
cities of county status, and the consequent
losses, as well as the simultanous political and
administrational activities. The latter is illus-
trated by the fact that, from local government
administration employees, 3 per cent are
employed by Budapest Mayor's Office, 13 per
cent by the Mayor's Offices of Budapest
Districts, 15 per cent, 30 per cent and 23 per
cent by the mayor's offices of cities of county
right, towns and large villages respectively. 6
per cent of the employees work at county local
government offices and 9 per cent at the notar-
ial districts. Administrational expenditures
make up 18 per cent of local government
expenditure; in this field there is essentially no
outside budget duty performancel4.

0 The second dimension of the reforms con-
stitutes the assignment of local services. There
are three questions that arise regarding this
dimension. First,, it is necessary to delegate
differentiated services and responsibilities to
municipalities (villages, towns, cities) and to
regional formations (micro-regions and
regions) and, if so, by what legal technique is
it possible? By the establishment of the
regional level, in what circle should service
decentralisation be carried out from the cen-
tral level and servicerecentralisation from the
local level? Second, in the case of agglomera-
tions, should these be considered as special
independent units of service provision? Last,
but not least: what should be the nature of
mandatory associations be like, i.e. should
they involve a special circle of settlements
and/or service provision with economies of
scale and/or specified regional units? There is
no need to look for brand new technologies
and “re-invent the wheel” since, with respect
to these questions, there is sufficient interna-
tional experience easy to use, through the
carefulapplication of which fast achievements
could be attainable in the case of a political

consensus. For the possible alternatives, cf.
Gazsé et al, 2008. Another question relevant
in this respect is whether it is right to operate
health services and public education at the set-
tlement level. In my opinion, recentralisation
would be necessary in these fields. With
respect to public education, depending on the
implementation of regionalisation, some of
the responsibility should be delegated to the
medium level, while questions of content and
staff should be made central authority. For the
implementation of the economies of scale and
logistic optimum of the health care supply
system, the field should be assigned individual
responsibility, also divided between the cen-
tral and regional levels.

O The third dimension incorporates questions
of service organisation. In our opinion, the
number and dominance of budget institutions
should be reduced. One way to make this pos-
sible would be the establishment of mandatory
associations, which could significantly curtail
the number of the currently 13-14 thousand
budget organs as well as the related administra-
tional and information service costs. If the sub-
mitted bill!5 is passed, more up-to-date opera-
tional regulations may be worked out for budg-
et organs. The regulation questions of task per-
formance units outside the budget sector
should be reconsidered as well16. The downsiz-
ing of service organisation focusing on self-sus-
taining institutions must couple with making
the control of public moneys and community
assets used by non-budget organisations
stronger and more efficient.

0 The fourth dimension is the modernisation
of the funding system, the subnational financial
architecture, and the establishment of institu-
tional solutions serving the strengthening of
budget discipline. It includes changing the allo-
cation mechanisms of central state grants as
well as equalisation and development trans-
fers, the order of money supply, questions
related to the share of own sources, emphati-
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Figure 2

POSSIBLE FIELDS OF MODERNISING THE LOCAL GOVERNMENT SYSTEM

Radical reform by two thirds majority | Slower reform by simple majority con-
political consensus sensus

Constitutional status,
public administration
reform

Delegation of local
government authori-
ties and duties

Service organisation

Financing and finan-
cial architecture
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@ requirement of local associations to provide
services in certain areas of public policy

@ more precise specification of the range of
mandatory local services

® declaration of subnational governments of
various levels and fixing the assignment of serv-
ices among them

@ separation of services between the state and
local governments should be

@ health care and public education should be at
least partly withdrawn from the local government
level

@local economic and regional development
spending responsibilities should be partly trans-
ferred to the local level

®the assignment of regionally interpretable
some responsibilities (maintenance of line infra-
structures, environment protection, flood preven-
tion, etc.) to the regional level

@ the modernisation of the rules of asset ma-
nagement, including the increasingof the trans-
parency of quasi-fiscal service provision

@ in the modernisation of budget management,
the introduction of differentiated regulations for
various types of budget organs

©® stonger regulations of the relations with the
cooperating private sector

@ encouraging associative service provision
among the counties

@ the modernisation of the state budget infor-
mation system

@ liquidation of the single fund; related bud-
get rules

© stabilisation of the rules and techniques of
source regulation for a political cycle, in a sep-
arate act

@ the modernisation of the system of local
rates within the framework of modernisation at
the national economic level; granting the
regional level the right to levy local rates

@ the deregulation of “branch acts” (public
education, health care, etc.), financial and legal
effects analyses of the rules

@ increasing the transparency of quasi-fiscal
Service provision

@ in the modernisation of budget management,
the introduction of differentiated regulations for
various types of budget organs

® regulation of the relations with the cooperat-
ing private sector

@ encouraging associative duty performance
between counties

® encouraging more differentiated inter-settle-
ment associations, instead of today's multi-pur-
pose associations

@ the modernisation of the state budget infor-
mation system

@ budget rules incorporated into the act on
debt settlement procedure

© stabilisation of the rules and techniques of
source regulation for a political cycle, in a sep-
arate act

@ the modernisation of the system of local
rates within the framework of modernisation at
the national economic level
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cally the modernisation of the system of local
rates, the tax or fee financing dilemmas of
local services, the toughening of budget con-
straints and the question of limiting commit-
ments. In the majority of developed countries,
there are lively professional discussions on
questions related to the ratio of local rates and
central grants and to the optimal motivating
role of transfers. OECD has set up even a
work team to analyse the international experi-
ence and the possibilities to support the best
international practices, as well as to strength-
en the convergence of the national informa-
tion systems utilized in the operation of sub-
national governments!7.

The possible scenarios of a reform process
are presented in Figure 2, based on the findings
of research conducted within the framework of
the IDEA Public Administration Modernisation
Programme of the Ministry of Home Affairs,
the Hungary 2015 Project of the Hungarian
Academy of Sciences-Prime Minister's Office
as well as the asset management research of the
ROP 3.1.1 programme!8.

In the case of the lack of the political con-
sensus required, action can be taken in the third
and fourth dimensions basically. Within the
scope of this, deregulation of branch acts and pro-
fessional acts and the changes in financing close-
ly related to these should be launched. Several
measures can be taken by simple parliament
majority: some of the branch acts may be
amended, for example, others can be rewritten
to have a framework act nature; regional and
institutional capacity regulation may be intro-
duced and, related to this, central source regu-
lation may be revised into new directions to be
specified later.

The next urgent task is to transform the
system of local rates and make tax administra-
tion more fruitful and efficient. On the basis
of the past 15 years' experience behind us, dif-
ferentiation between local rates!® and local
government taxes20 should be considered.

Local business tax, in its current structure,
should be changed by all means.2! In the
reform of the system of local rates, the tax bur-
den on enterprises should be decreased and that
on the population increased compared to the
current situation. Instead of the current tax
burden of 10-90 per cent on the population
and on enterprises respectively, a much more
even local level tax burden is required.
Increasing the role of local population taxa-
tion would strengthen the motivation for
checking the accountability of local represen-
tatives. Through the transformation of the
whole system of taxation it can be guaranteed
that the global tax burden on the population
shall not increase.22 Leaving the global tax bur-
den on the population unchanged does not
mean a necessity to implement a much more
even distribution of tax burden. This would
also serve the whitening of the economy. The
role of property taxes should be increased.
Raising the rate of the vehicle tax currently
levied by a transition to value-based taxation
and the introduction of value-based property
tax guaranteeing the possibility of writing it
off the personal income tax, could be suitable
techniques for the above. It must be guaran-
teed that, in local government revenues, the
weight of local government taxes and local
rates at least double from the current 12 per
cent. While it is not necessary to abolish the
local business tax, the tax base could be
amended in a way — also on the basis of inter-
national examples — to reduce the cycle and
inflation sensitivity of this source of income.
The act on local rates may be amended by sim-
ple parliament majority as well.

It is necessary to guarantee the toughening of
budget constraints at subnational governments, a
prerequisite of which is the abolishment of the
single fund. The single fund system followed in
the current Hungarian practice is not widespread
internationally. This measure, requiring the
amendment of the LGA, would make it possi-
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ble to demand local governments to have a bal-
anced current budget or even a slight excess.
The change would prevent the continuation of
exhausting assets and would make the system
of Emergency Operating Grants marginal
once again. This rule would, at the same time,
also assume adequate central support for the
delegated mandatory duties and/or an ade-
quate central tax allocation. Borrowing would
still be available for financing investment
expenditure as well as for liquidity purposes;
the extent of borrowings would be specified
considering the rate of net investments. The
act on debt settlement should be modernised
taking into account the experience of enforce-
ment as well as changes in other fields of the
regulation. Strengthening the financial disci-
pline of local governments and toughening
their budget constraints could be forced out
by simple majority legislation. Making the act
on debt settlement procedure more precise
could be one way to foster the former, while
other ways include simplifying central source
regulation and making the system of financial
control more closed.

A prerequisite for all the above is changing
the “philosophy” and means of central source reg-
ulation, which must be made accountable and
transparent. The way to achieve the latter is
that, in the case of the second scenario, the
deregulation of professional acts should cou-
ple with reducing the number of the legal titles
of operational state subsidies to under 10,
complementing this by the application of the
transparent techniques of equalisation. In the
case of the scenario based on the amendment
of the LGA, the system of normative state
contributions could be abolished through
regional and inter-settlement equalisation sub-
sidies based on increasing the role of local
rates and distributing central taxes. In this
case, it would be advisable to create an opera-
tional guarantee fund in which local govern-
ments as well as the central budget would per-

82

form payments and from which local govern-
ments in a special position could be financed.
The supervision of the fund should be organ-
ised on a partnership basis (central govern-
ment, regional governments and local govern-
ment interest representations). It must be
guaranteed that local government subsidies be
reliable in the longer run; the basic rules must
be laid down in a separate act, in accordance
with the convergence programmes in force23.
This is namely the condition for responsible
and accountable local government medium-
term planning, which is the basis for successful
EU tenders. In times to come, the decisive
majority of local developments are to be
implemented from the sources of various EU
tenders. For the financing of earlier postponed
supplements and renovations, the operation of
a central subsidy system in which the target
savings of local governments would be com-
plemented by the central government if neces-
sary, should be considered. This “pre-saving”
scheme would encourage local governments'
readiness to make savings in the critical years

of nominal convergence.

CONCLUSIONS

As a way of conclusion, there are three remarks
to be made at the end of this study.

The first is related to the dilemma of feasibil-
ity and refers to short-term opportunities. It
may be a justified counterargument that the
proposals are of a weight that their implementa-
tion requires not only a political but as well as a
professional consensus reached with the inter-
est representation organs of those concerned.
In the short run, there seems to be little chance
to achieve this although the crisis has very clear-
ly revealed the vulnerability of the country. This
does not free government forces of the respon-
sibility of constructive action, however. Such
scope of action includes the modernisation of
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the state budget information system, the sim-
plification of source regulation and the guaran-
tee for the relative stability for rules, the imple-
mentation of which may generate positive
changes in local government behaviour.

The second remark refers to short-term
threats. If reforms remain at the level of prom-
ises, this will intensify the collapse of the cur-
rent system. The ideas of change get incorporat-
ed into the expectations of players, generating
short-term focused behaviour leading to fur-
ther erosion. A good example for this is the bad
communication of making local governments'
debt restrictions stricter. This, like a schoolbook
example, has generated accelerating indebted-
ness in the sector since individual local govern-
ments are able to take rational action if they try
to reach the desired status on the basis of their
current level of informedness. In this case this
means that, so as to cope with the financing of
the growing deficit and raise sources for the
own contribution and pre-financing required
for the absorption of EU sources, they escape
to bond issuing. What makes things worse is
that even banks are interested in this since, as
subscribers of privately issued bonds, banks
attain considerable profit by avoiding public
procurement procedure. Financial statistics and
market information reveal that the growth in
risks involved in the instruments exceeds the
growth in the credit port folio. Long-term
indebtedness in foreign currency denominated
bonds and liabilities involved in the PPP con-
structions, which latter can be considered con-
cealed credits, involve higher risks than bank
loans. In the case of certain cities of county
right, the present value of liabilities involved in
the PPP-contracts is of the same volume as the
significant credit portfolio. The result of the
latter is the further loosening of local govern-
ments' fiscal discipline.

The government's several years' wrangling
over local rates is similarly harmful. The earlier
decision to abolish local industrial tax and the

withdrawal of this decision later on, and the
political tug of war over value-based property
tax have not only created legal uncertainty but
have also made local planning impossible. In
relation with the local business tax, a third
interest group has emerged. Under the
Accession Agreement, local governments were
to abolish the earlier granted local industrial tax
credits from January 1, 2008. It is by no chance
that, prompted by the Italian example24, it was
the Hungarian subsidiaries of global enterpris-
es that lobbied strongly against the total abol-
ishment of local business tax. The situation has
changed, the European Court has not found
this tax unlawful, the government had, howev-
er, incorporated this extra source into its budg-
et bill for 2008, violating the constitutional
logic of the system once again. Granting tax
credits and exemptions is an efficient means for
local economic development. Withdrawing
these sources once this policy has “paid”, i.e.
incorporating them when calculating central
contributions means dissuading local govern-
ments from any strategic thinking. The
strengthening of the sector should not be sac-
rificed on the altar of momentary fiscal stabili-
ty. In addition, it is necessary to establish insti-
tutions, mentioned above, that foster the
strengthening of local governments as well as
their transparent operation and guarantee of
budget discipline.

The third remark is to refer back to the title
of the article and the international tendencies
mentioned in the first part, as well as the impli-
cations of the latter to Hungary. We can see
that the Hungarian local government model
has been increasingly unable to utilise the
advantages of fiscal decentralisation, let alone
supporting perseverance in the global competi-
tion. We have seen that, at the birth of the
“Hungarian model”, it had several progressive
features besides being characterised by several
illusionary solutions as well25. By the tradition-
al centralisation reflexes of the Hungarian gov-
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ernments and the pressure26 that arose during
the transition, this model was deformed into a
system focusing increasingly on conflict decen-
tralisation rather than the reasonable distribu-
tion of government functions. The treatment
of the problems of the Hungarian economy

like fostering employment, especially the com-
petitiveness of the segment thereof not
involved in the global allocation of work, sig-
nificantly depends on the economic organisa-
tion and development ability of the subnation-

al government level.

NOTES

1 Studies by S. Varga (2004), Verebélyi (1995) and
Vigviri (2006a) have been devoted to the issue.

2 For more details, cf. the volume summarising the
research conducted with the framework of the ROP
3.1.1. Programme, Vigvari (ed), (2007)

3 This is meant to be measured by the PISA surveys.
4 For the term of fiscal discipline, cf. Kornai (1997)

5 Somewhat misunderstanding its effect, the interna-
tional literature welcomes this as the only Hungarian
budget rule.

6 Tt is exactly this problem that the efforts of various
intensity for the introduction of accrual accounting
and budgeting in developed countries is meant to
solve.

7'This is partly a price paid for coalition governing
since it seems to be a natural demand by the min-
istries of different parties to distribute money within
their own authority.

8 These fees do not cover for the replacement of phys-
ical assets necessary for the performance of duties.

9 The category of 'other shares and participations'

10 The constitutional situation that local governments
must not be dissolved without a legal successor
belongs to such an interpretation of insolvency.

11 For a detailed and country-specific description of
these strategies, cf. Lane, J. E. (1977), Pollit, Ch. —
Bouckaert, G. (2004), or, in the Hungarian lan-
guage, Zupké (2002).

12 In the IDEA Work Group, a most interesting study

presenting the “reform technology” has been made.
Péteri (2006)
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13 For the professional stances on this issue, cf. the
works of Agh (2005), Palné, K. J. (2001), Horvath,
M. T. (ed) (2004) and Verebélyi, 1. (2004).

14 This should be emphasised because the functional
balance of local governments certainly does not
reflect the outside budget moneys related to the
function concerned. If a central heating service is
a budget organ, the total expenditure on it
(including the central heating fees) is part of the
functional expenditure; if this is a business organ-
isation- even if owned in 100 per cent by the local
government — only the local budget payments or
potential subsidies of this business organisation
appear there.

15 Proposal

16 Cf. the studies of the volume Vigviri (ed) (2007) on
the issue.

17 Network on Fiscal Relations Across Level of
Government — a forum Hungary has not joined.
Some of its important publications are listed under
the References.

18 For the volumes summarising the research findings,
cf. the References.

19 An optional tax that may be levied under the
European Charter of Local Governments.

20 Taxes to serve as local government revenues exclu-
sively, which are obligatory to levy.

21 The developments related to the local industrial tax
in Hungary reflect a typical situation. Before the
derogation period on the related exemptions and tax
credits was to expire, large companies exercised
considerable pressure for the abolishment of this
tax, with reference to EU law primarily. It has
become clear in recent times, however, that the tax
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suits the legal order of the EU; other reasons should
be found for the urged changes.

22 This certainly does not exclude — on the contrary; it
demands enlarging the circle of taxpayers, the gen-
eral tax base. A reasonably chosen local tax, through
adequate tax administration, could be significant
means in whitening the economy.

23 After accession to the Euro zone: stability prog-
rammes

24 For the details of this cf. Deli (2006)
25 These are extensively analysed by Palné (2008)

26 Cf. Csaba (2006)
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